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Editorial: Banking Update 

The Global Financial Development Report, 2019/2020, of the World Bank, 

has painted a dismal picture of the banking sector of Bangladesh. According 

to the report, Z-score of Bangladesh Banking system stands at only 7.1, much 

lower than that of our neighboring countries. Z-score measures resilience and 

stability of a banking system and is calculated as [ROA+(equity/assets)]/ 

(standard deviation of ROA). To approximate the probability that an 

economy’s banking system defaults, the Z-score compares the system’s 

buffers (ROA and capitalization) with the system’s riskiness (volatility of 

returns). One ADB report has observed, the financial health of the banking 

sector is weakening due to rising NPL, lack of corporate governance and 

increasing capital shortfall. The Independent researchers, economists and 

private think tanks are having the same opinion regarding the biggest 

challenge of the New Year, 2020, setting the banking system in right shape 

and direction.  

The important indicators of the banking sector are unable to show positive 

improvements during 2019. The most significant issue in the banking sector is 

abnormally high NPL, which is around 12% of total outstanding loan. 

However, IMF observes that NPL estimation in Bangladesh is oblivious of 

rescheduled and written-off loan, otherwise NPL would have been around 

25% of total outstanding loan. Though NPL is a problem for both SCBs and 

PCBs, but for SCBs it is really shocking. Around 30% of total outstanding 

loan of SCBs is non-performing. The capital to RWA ratio of all banks 

declined to 11.74% in June-2019 from 12.06% in June-2018, mainly because 

of drastic fall in capital to RWA ratio of SCBs from 10.34% to 8.53% during 

2018-19. The profitability of the banking system, measured in terms of ROA 

and ROE, though improved a bit during 2018-2019, yet the same for SCBs are 

still negative.  

The top level policy makers believe that high interest rate charged by the 

banks is mainly responsible for high NPL in the banking system. 

Interestingly, the current (2018-19) annual report of Bangladesh Bank does 

not subscribe this view, rather the report has mentioned about absence of due 

diligence in borrower selection, deviation from the standard credit risk 

management procedure, poor post disbursement monitoring, leniency towards 

large borrowers, diversion of fund by the borrowers, aggressive target 

oriented lending etc. are contributing towards large NPL. Because of the 

above mentioned belief (nexus between high interest rate and high NPL), the 

govt. has decided to bring down the lending interest rate to a single digit 
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(9%). In order to comply govt. directives, banking professionals/top 

executives have urged the central bank to limit the deposit rate up to 6% and 

also to allocate govt. low cost funds to PCBs. Finally, Bangladesh Bank has 

issued a circular asking the commercial banks to lend fund to all types of 

borrowers (excepting credit card) at 9% starting from 1
st
 April, 2020. This 9-6 

strategy of the banking system has created an intense debate between the govt. 

policy makers and those who oppose it. Experiences remind us that fixing the 

lending rate or imposing ceiling on lending rate could not bring expected 

result at home and abroad. Moreover, fixing deposit rate (ever lower than 

inflation rate) might adversely affect deposit mobilization of the banks and 

consequently investment financing.  

According to Bangladesh Bank Annual Report, 2018-19, total number of 

branches reached 10,396 in June-2019, wherein urban-rural proportion is 

almost 50-50. Most of the practitioners and researchers feel that Bangladesh 

banking market is already “congested”, even then the govt./BB has given 

license to three new banks. The situation of NBFIs of Bangladesh is also very 

fragile, following closure of Peoples’ Leasing and Financial Services Ltd 

(NBFIs). Even after that Bangladesh Bank has given license to a new NBFI. 

During the period, June-December, 2019, Bangladesh Bank has declared 

Agricultural and Rural Credit Policy and Program for the year 2019-20. On 

the basis of 2% of net lendable resources of each bank, irrespective of 

ownership pattern, Bangladesh Bank had fixed a target of Tk. 24,124 crore for 

lending to rural and agriculture sector, for the year 2019-20, which is 10% 

higher than last year’s disbursement. 
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Factors Affecting the Choice of Depositors in Selecting a 

Bank to Open Accounts 

Md. Jaber Al Islam
1
 

Mohammad Ariful Islam
2
 

Abstract: The economy of a country greatly depends on the sound 

performance of the banking sector. Banks play major role for the business 

and industry by ensuring an effective transaction mechanism. Therefore, 

for the sake of the economy, it has become important to keep the banking 

system in a healthy condition. Now-a-days, banks in Bangladesh are 

suffering from lack of deposits. This is due to the reason that a number of 

new banks are competing with the old banks and there are around thirty-

four non-bank financial institutions competing with the banking 

institutions. In this paper we have evaluated the preference of the 

depositors in choosing a bank when they open a bank account. Using a 

close end questionnaire, we have collected field level data under 

convenience sampling technique. After analysis, we have found the factors 

that the account holders think important to consider in selecting a bank. 

Also, the analysis revealed different viewpoints of the depositors and their 

preferences. The following write-up shows the many undiscovered facts. 

Keywords: Depositors’ choice, Bank selection, Deposit mobilization, 

Surplus unit, Deficit unit, Bank Account. 

 

1. Introduction 

Banks are the life blood of an economy. They involve in paving the way for 

both the payer and the payee in every financial transaction. Banks also 

promote economic growth by taking money from the surplus unit and then 

giving the money to the deficit unit in the form of loan and advances.  One of 

the major roles of the bank in an economy is to mobilize the deposit. To 

perform this function commercial banks face huge competition with total 64 

banks and 34 non-banking financial institutions in the country. Banks are 

drawing attention of depositors with lucrative package and offers. So, every 

bank is fighting to grab the lion share of depositors’ fund. But this is not an 

easy-going process. One of the reasons is that the number of banks in 
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Bangladesh economy is huge with 59 scheduled banks and 5 non-scheduled 

banks. On the other hand, Government of Bangladesh is giving permission to 

new banks to run banking activities in the economy. As a result, the number 

of depositors per bank is expected to decrease and there will be an intense 

competition among the bankers to collect deposits.  

These events bring the bankers to a situation in which they all are desperate in 

collecting as much deposits as they can. All banks set target for each 

employee in regard to deposit mobilization which he/she is required to fulfill 

within a predetermined time period. As the competition is intense, employees 

find it difficult to achieve the target within the desired time period. So, it has 

become important to identify the factors that influence the choice of 

depositors in choosing a bank. This paper focuses on this issue and tries to 

identify those factors that have influential effect on choice of a bank in 

opening a deposit account. 

2. Research Objectives 

The research is based on primary data. It deals with the behavior of the 

depositors. How they think about a bank, how they choose the bank and how 

they take the final decision to open a bank account. In fact depositors’ 

behavior depends on depositors’ psychology. In this paper we have tried to 

comprehend the psychology of the depositors in choosing a bank when they 

open accounts. So the objective of the research is to find out the influential 

factors that create profound impact on the choice of the depositors while 

opening a bank account.  Here we can describe the main objectives of the 

research in the following lines. 

1. to understand the depositors’ viewpoint regarding the deposit account 

service of commercial banks, 

2. to find out the factors those determine the choice of depositors in 

selecting banks, and 

3. to know the importance of deposit rate in attracting deposit fund. 

3. Literature Review 

Researchers around the world have time to time attempted to identify the 

factors affecting customers’ choice in selecting a bank using different 

research tools. After an investigation of the factors considered significant by 

the undergraduates in Malaysia while selecting a bank, Mokhlis et al. (2008) 

revealed the factors to be secured feelings, ATM services, financial benefits, 

service provision, proximity and branch location. In a survey of 292 Indian 
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clients, Kamakodi and Khan (2008) mentioned secured ATMs, the safety of 

funds, ATMs availability, personal attention, reputation, pleasing manners, 

closeness to work, confidentiality, friendly staff willing to work and timely 

service to be influential factors in the bank selection decisions. 

Based on a survey of 358 customers of private and nationalized banks, 

Rehman and Ahmed (2008) identified online banking facilities, convenience, 

customer services, and overall bank environment to be determinants of bank 

selection in the city of Lahore, Pakistan. While attempting to determine the 

factors affecting the choice criteria regarding selecting a bank by MBA 

students in Delhi, India, Rao and Sharma (2010) explained reliability, value-

added services, responsiveness, convenience, good rate of interest, speedy 

services and zero balance account facility to be significant in motivating the 

customers’ choice. 

In Iran, from a survey of 798 customers, Hedayatnia and Eshghi (2011) 

identified new banking methods, quality of services, the responsiveness of 

bank, innovation, confidence in manager, friendliness of staff, staff attitudes, 

service cost, the convenience of services and bank location to have high 

importance in selecting a bank. In similar research, Aregbeyen (2011) 

surveyed a total of 1750 customers from six metropolitan cities of Nigeria and 

found the availability of technology-driven services and safety of funds to be 

major determinants of bank selection criteria. 

From the survey results of 258 Turkish and non-Turkish undergraduate 

students in Northern Cyprus, Katircioglu et al. (2011) identified speed, 

convenience, quality of service, and availability of ATM services to be the 

major factors in selecting a bank. In an attempt to determine the consumer 

criteria in selecting an Islamic Bank, Hasan et al. (2012) found high profits, 

low service charges, religious motives and quality of service to be the 

important factors. In Ghana, based on 503 surveys of SMEs, the study of 

Narteh (2013) found credit availability, price competitiveness, perceived 

service quality, bank attributes and staff attributes as the determinants in 

selecting an SME bank. 

The study of Sayani and Miniaoui (2013) investigated the data collected from 

246 respondents and found religious preferences to be the most significant 

considerations in selecting between an Islamic bank and a conventional bank 

in the United Arab Emirates (UAE). In an attempt to explore the criteria for 

bank selection in India, Arora and Kaur (2019) surveyed 683 respondents and 

suggested cost/price and service delivery as the important determinants of 

consumers’ decision in selecting banks. 
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Since the country already has 5 non-scheduled banks and a total 59 scheduled 

banks – 6 state owned commercial banks, 3 specialized banks, 41 private 

commercial banks and 9 foreign commercial banks with hundreds of branches 

in each of the banks, researchers from Bangladesh attempted to investigate the 

factors affecting customer’s choice in selecting a particular bank. Rashid and 

Hassan (2009) examined the impact of demographic disparities on customers’ 

bank selection criteria for the Islamic banks in Bangladesh where, based on 

371 respondents, they found that non-Islamic factors such as core banking 

services, corporal efficiency, and confidence were prioritized by most of the 

customers. 

While investigating the factors in selecting a private commercial bank and a 

nationalized commercial bank from a survey of 600 customers in Bangladesh, 

Siddique (2012) found that speed and quality services, efficient customer 

services, image of the bank, well management, and online banking are the 

most influencing factors for choosing a private commercial bank whereas 

low-interest rate on loan, safe investment, convenient branch location, low e-

service charges, and variety of services offered are the significant factors for 

selecting a nationalized commercial bank.  

However, based on 206 survey respondents, the study of Parvin and Perveen 

(2012) identified easy account opening, responsiveness to the customers, 

availability of special services, convenience, reliability and safety to be the 

factors that motivate customers to select a commercial bank in Bangladesh. In 

a similar survey study of 174 respondents, Rahaman et al. (2015) revealed 

that reputation of the bank, diversified banking services, physical facilities, 

advertisement and promptness in banking are the most intriguing motivators 

from customers’ perspective in Bangladesh.  

The study of Das (2017) mentioned based on the findings that the facilities 

provided by the bank are more important to the existing customers while the 

manner in which facilities are provided is more important to the potential 

customers. In a recent study in Bangladesh, based on 71 bank customers, 

Rahman et al. (2018) found that amount of service charges, suitable location, 

effective online communication of transaction information, availability of 

ATM booths, interest rates, use of advanced technology in services 

significantly affect the customers’ attitude. 

Previous literatures do not provide any reference where the results have been 

presented based on different respondent groups. This research attempted to fill 

this gap and also considered different factors such as reference, religious 

viewpoints etc. which were not used in preceding literatures of Bangladesh. 

And this way, this study creates uniqueness in the existing literatures. 
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4. Methodology 

The research focuses on the factors that have significant influence on the 

choice of bank depositors. Ten factors have been identified those are 

supposed to be the reasons that may have influence on the depositors’ choice 

of bank selection.  The survey have tried to find out the factors in which the 

majority depositors have put in their faith. On the other hand, the study has 

been conducted based on three different backgrounds of the depositors. This 

part of the total dissection has revealed different viewpoints based on the 

background of the depositors. Professional bankers may have good insight 

regarding the behavior of bank depositors in Bangladesh and the perusal may 

add value in the field of research in the banking industry. The following 

section focuses on the variables and instruments of the research.  

4.1 Data and Sample 

To know about depositors’ choice of bank selection, we collected primary 

data using questionnaire. Close-end questionnaire sent and received from 215 

depositors from different age level and professional background. Some of the 

responses were collected in person and others were collected with the help of 

mail system.  The study was based on the depositors from Dhaka city. Data 

have been collected from different age group to identify the impact of age in 

selecting a bank to open an account. Information regarding academic 

background has also been collected to test the impact of education on 

depositors’ choice of bank selection. Finally, we have tested the impact of 

gender on the selection of a bank. To get an idea regarding the choice of 

depositors we have collected data from 215 depositors. After screening out 

the incomplete responses, total 200 responses were finally accepted for 

analysis purpose. The summary of the collected data has been presented in the 

following lines. 

Total Respondent 215 persons 

Responses Accepted 200 persons 

Academic 
Background 

Varies (opinion taken from both educated and 
uneducated respondents) 

Age Two different age groups: a) age below 40 and b) age 40 
& above 

Profession Professionals of all categories including students and 
retired persons. 

Gender Opinion taken from both male and female respondents 

Table 01: Description of the Respondents 
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Figure 01: Distribution of Accepted Respondents 

4.2 Research Instrument 

Depositors had to choose one option from ten categorical variables. These 

response variables give the way to analyze the motive and intention of the 

depositors when they open bank accounts. Depositors’ choice of bank account 

is a very critical and complex procedure. So, these response variables worked 

as an instrument to disclose the dominating factors in the decision making 

process. On the other hand, three background variables helped to separate the 

impact of respondent’s background. These three background variables include 

age, gender, and education. Finally, different statistical tools, such as pie 

chart, bar diagram, numeric analysis, descriptive and summary tables etc., 

have been applied to analyze the collected data and to interpret the results 

thereon. 

4.3 Instrument Validity and Reliability 

To collect effective research data, it is important to ensure validity of the 

research instrument. Experts in the field of banking have been consulted to 

ensure the validity of the component and content used in the questionnaire. 

And also proper care has been ensured to keep the error rate at minimum 

level. The second crucial factor in case of research instrument is its reliability. 

Through pilot testing we have tried to ensure the reliability of the instrument. 

However, through direct supervision we have tried to ensure the highest 

quality of the research. 

4.4 Defining Variables 

Deposit: In this paper deposit means savings deposit or fixed deposit. Current 

accounts are out of scope of this paper. Because the current accounts are 

short-term in nature and they are not part of core deposit. Money can be 
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withdrawn at any time from these accounts and the account opening 

regulations are also different from that of savings account. 

Academic background: We have divided this factor into two parts: educated 

and uneducated. Here educated means any respondent who have passed HSC 

program in our country. Any person who didn’t pass this program or belongs 

to a program lower than this level has been defined as uneducated.  

Age group: In this analysis we divided the respondents into two different age 

groups: persons having the age below forty and persons having age forty and 

above. The first group was considered as energetic group and the second 

group was considered as the less energetic group. 

Convenient location: Here convenient location means branches of banks 

those are located nearby the residence of the account holders and which is 

readily accessible.  

Brand name: It indicates the popularity of the bank among the customers and 

the recognition of the bank as a premium service provider. 

High deposit rate: High deposit rate indicates the interest rate offered by the 

bank to the deposit holders for the money they keep unutilized in the deposit 

account. 

Safety of the deposits: It indicates the safety of the deposited money which is 

one of the most desirable factors from the perspective of the depositors. 

Generally depositors see the financial strength and stability of the bank as an 

indicator of this variable. 

Reference: Reference means any person who motivates the accountholder to 

open a bank account with a specific branch or a bank.  It includes friends, 

family members or acquaintances of the accountholders. 

Service cost: Service cost means the periodic service charge of the bank. In 

general customers prefer the banks that charge lower fee for the transactions. 

Complementary services: Complementary services refer to those services that 

are provided in connection to the active bank account such as credit card, loan 

facilities etc. 

Religious viewpoint: It means the makeup of one’s mind regarding the way 

the transaction should be done from the religious perspective. 

Branch environment: Branch environment refers to the internal ambiance of 

the branch, i.e. decoration and placing of the substances including the look of 

the employees that impress external customers. 
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Other factors: This is an open category in which respondents can express 

their own opinion. When we completed the survey, we found that respondents 

marked one factor in this category; the factor is management efficiency.  

Factors used in and discovered from the results of the questionnaire have also 

been identified in different previous literatures. The references of all these 

factors along with the serial number are provided in the following table. 

Serial 

No. 

Factor Name References 

F1 Safety of deposits Siddique (2012), Mokhlis et al. (2008), Kamakodi 

and Khan (2008), Aregbeyen (2011), Parvin and 

Perveen (2012) 

F2 Brand name Kamakodi and Khan (2008), Rao and Sharma 

(2010), Siddique (2012), Rahaman et al. (2015), 

Parvin and Perveen (2012), Rashid and Hassan 

(2009) 

F3 High deposit rate Mokhlis et al. (2008), Rao and Sharma (2010), 

Rahman et al. (2018) 

F4 Convenient location Katircioglu et al. (2011), Kamakodi and Khan 

(2008), Rehman and Ahmed (2008), Rao and 

Sharma (2010), Hedayatnia and Eshghi (2011), 

Mokhlis et al. (2008), Siddique (2012), Parvin and 

Perveen (2012), Rahman et al. (2018) 

F5 Reference Kamakodi and Khan (2008), Hedayatnia and 

Eshghi (2011), Narteh (2013) 

F6 Management 

efficiency 

Rao and Sharma (2010), Hedayatnia and Eshghi 

(2011), Katircioglu et al. (2011), Kamakodi and 

Khan (2008), Hasan et al. (2012), Narteh (2013), 

Arora and Kaur (2019), Rashid and Hassan (2009), 

Siddique (2012), Parvin and Perveen (2012) 

F7 Service cost Hedayatnia and Eshghi (2011), Hasan et al. 

(2012), Arora and Kaur (2019), Siddique (2012), 

Rahman et al. (2018) 

F8 Complementary 

services 

Aregbeyen (2011), Rehman and Ahmed (2008), 

Rao and Sharma (2010), Katircioglu et al. (2011), 

Mokhlis et al. (2008), Siddique (2012), Parvin and 

Perveen (2012), Rahaman et al. (2015), Das 

(2017), Rahman et al. (2018) 

F9 Religious viewpoint Hasan et al. (2012), Sayani and Miniaoui (2013) 

F10 Branch environment Rehman and Ahmed (2008), Siddique (2012) 

Table 02: Description of the Variables 
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5. Data Analysis 

In this analysis part of the article, the analyses are presented in three different 

sections. In the first section, the response data are analyzed based on different 

groups of respondents. In the second section, the response data from all the 

respondents are analyzed. In the third section, the response data are analyzed 

based on the five influencing factors. 

5.1 Analysis Based on Respondent Groups 

In this article, the results have been varied on the basis of the respondents’ 

gender, age and education. In this section, the results of all the ten factors are 

put together under each of the categories for the purpose of analysis. 

5.1.1 Gender and Response Variation 

5.1.1.1 Male Respondents 

Figure 02 summarizes the responses collected from the 100 male respondents. 

Based on the results, it is conspicuous that 22% respondents focused mainly 

on the brand name of a bank (F2), 21% male respondents preferred reference 

(F5), 16% respondents highlighted on suitable location (F4), 13% male 

respondents favored religious viewpoints (F9). 12% male respondents viewed 

high deposit rates (F3) and another 12% respondents thought complementary 

services (F8) to be significant. Only 4% male respondents put emphasis on the 

management efficiency (F6). However, the male respondents have not 

selected safety of deposits (F1), cost (F7) and branch environment (F10) to be 

important factors affecting depositors’ choice. 

 

Figure 02: Results from the Male Respondents 
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5.1.1.2 Female Respondents 

The responses from the 100 female respondents are presented below in Figure 

03. The figure shows that 34% female respondents emphasized more on 

convenient location (F4), 32% respondents chose safety of deposits (F1), 19% 

female respondents highlighted on reference (F5), 10% respondents preferred 

brand name (F2) and 5% of the respondents focused on religious viewpoints 

(F9). However, the female respondents did not consider high deposit rates 

(F3), management efficiency (F6), service charges (F7), complementary 

services (F8) and branch environment (F10) having any importance in their 

bank selection choices. 

 

Figure 03: Results from the Female Respondents 

5.1.2 Age and Response Variation 

5.1.2.1 Respondents with Age ≥ 40 year 

In Figure 04, the responses from the 100 respondents who are 40 years old 

and above are presented. The results show that 32% respondents highlighted 

on convenient location (F4), 19% respondents identified safety of deposits 

(F1), 15% respondents favored reference (F5), 12% respondents focused on 

religious viewpoints (F9) and 9% respondents preferred brand name (F2). On 

the other hand, 5% of the respondents viewed high deposit rates (F3) and 

another 5% respondents considered complementary services (F8) to be 

significant. Moreover, only 3% respondents emphasized on management 

efficiency (F6). However, they put no emphasis on service charges (F7) and 

bank environment (F10). 
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Figure 04: Results from the Respondents with Age ≥ 40 years 

5.1.2.2 Respondents with Age < 40 year 

The responses from the 100 respondents who are less than 40 years old are 

presented in Figure 05. From the figure it is found that 25% respondents 

emphasized on reference (F5), 23% respondents chose brand name (F2), 18% 

respondents focused on convenient location of the bank (F4) and 13% 

respondents highlighted on safety of deposits (F1). Besides, 7% of the 

respondents considered high deposit rates (F3) and another 7% respondents 

viewed complementary services (F8) to be important factors. Moreover, 6% 

respondents preferred religious viewpoints (F9) and only 1% respondents put 

an emphasis on management efficiency (F6). However, they tend not to 

emphasize on service charges (F7) and bank environment (F10) to be 

significant factors. 

 

 

Figure 05: Results from the Respondents with Age < 40 years 
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5.1.3 Education and Response Variation 

5.1.3.1 Educated Respondents 

Figure 06 is the summary of the responses collected from the 100 educated 

respondents. Based on the results, it is evident that 24% educated respondents 

favored reference (F5), 20% respondents emphasized on safety of deposits 

(F1), 18% educated respondents preferred brand name of the bank (F2), 17% 

respondents highlighted convenient location (F4), 10% educated respondents 

chose religious viewpoints (F9) and 5% respondents focused on high deposit 

rates (F3). Besides, only 3% of the respondents viewed management 

efficiency (F6) and another 3% of the educated respondents considered high 

deposit rates (F3) to be essential. However, they put no emphasis on service 

charges (F7) and bank environment (F10).  

 

Figure 06: Results from the Educated Respondents 

5.1.3.2 Uneducated Respondents 

The responses from the 100 uneducated respondents are presented below in 

Figure 07. The results show that 33% respondents chose convenient location 

(F4), 16% uneducated respondents highlighted reference (F5), 14% 

respondents favored brand name of the bank (F2), and 12% uneducated 

respondents preferred safety of deposits (F1). Moreover, 9% respondents 

emphasized on complementary services (F8), 8% uneducated respondents 

selected religious viewpoints (F9), 7% respondents went for high deposit rates 

(F3) and only 1% respondents recognized management efficiency (F6). 

However, they put no emphasis on service charges (F7) and bank 

environment (F10). 
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Figure 07: Results from the Uneducated Respondents 

5.2 Analysis Based on All the Respondents 

In Figure 08, the responses from all the 200 respondents are presented. From 

the figure it is clear that 25% of the depositors put more emphasis on 

convenient location of the bank (F4), 20% respondents selected reference 

(F5), 16% respondents highlighted safety of deposits (F1) and another 16% 

respondents favored brand name of the bank (F2). Besides, 9% of the 

respondents thought about religious viewpoints (F9), 6% respondents chose 

high deposit rates (F3), another 6% respondents preferred complementary 

services (F8) and only 2% respondents emphasized management efficiency 

(F6). However, they tended not to emphasize on service charges (F7) and 

bank environment (F10) to be the factors affecting the depositors’ choice. 

 

Figure 08: Results from All the Respondents 
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5.3 Analysis Based on the Most Influencing Factors 

In this section, at first, five factors have been identified as the most 

influencing bank selection criteria based on the first section of the analysis 

part. These factors are convenient location, reference, safety of deposit, brand 

name and religious viewpoint. These factors have been selected since they 

have more dominance than other factors. Then, the results from the six 

respondent groups are put together for each of the five factors for the purpose 

of analysis. 

5.3.1 Suitable Location 

Figure 08 shows the results for the factor “Suitable Location” in the six 

respondent groups. The figure represents that 16% of the male respondents 

considered this factor to be a bank selection criterion whereas 34% of the 

female respondents thought the same. While32% of the respondents who are 

40 years old and above chose suitable location to be an important determinant 

for bank selection, 18% of the respondents who are less than 40 years old 

opined the same. Besides,17% of the educated respondents regarded this 

factor as remarkable and in contrast,33% of the uneducated respondents had 

the same view. 

 

Figure 09: Results for Suitable Location 

5.3.2 Reference 

In Figure 09, the results for the factor “Reference” in the six respondent 

groups are presented. 21% of the male respondents decide this factor to be a 

significant determinant for choosing a bank whereas 19% of the female 

respondents reflect in the same way. The figure also reveals that 15% of the 

respondents who are 40 years old and above viewed reference to be one of the 
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most impactful factors in selecting a bank while 25% of the respondents who 

are less than 40 years old bear the same opinion. Moreover, 24% of the 

educated respondents determine this factor to be notable and on the contrary, 

16% of the uneducated respondents reviewed the same way. 

 

Figure 10: Results for Reference 

5.3.3 Safety of Deposit 

The results for the factor “Safety of Deposit” in the six respondent groups are 

represented in Figure 10. Here, the figure exhibits that the male respondents 

do not consider this factor to have any importance at all with 0% results while 

32% female respondents think completely opposite. 19% respondents who are 

40 years old and above select safety of deposit to be a bank selection criterion, 

whereas 13% respondents who are less than 40 years old review the same. 

Furthermore, 20% educated respondents viewed the factor to be worthy of 

attention and however, 12% uneducated respondents have the same opinion. 

 

Figure 11: Results for Safety of Deposit 
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5.3.4 Brand Name 

Figure 11 shows the results for the factor “Brand Name” in the six respondent 

groups. 22% of the male respondents regard this factor to be a consequential 

determinant in selecting a bank whereas 10% of the female respondents 

reflect in the same way. The figure also reveals that 9% of the respondents 

who are 40 years old and above viewed brand name to be one of the most 

remarkable factors for choosing a bank while 23% of the respondents who are 

less than 40 years old bore the same thought. Moreover, 18% of the educated 

respondents determine this factor to be noteworthy and in contrast, 14% of the 

uneducated respondents view the same way. 

 

Figure 12: Results for Brand Name 

5.3.5 Religious Viewpoint 

In Figure 12, the results for the factor “Religious Viewpoint” in the six 

respondent groups are presented. The figure reveals that 13% male 

respondents consider this factor to be a bank selection criterion whereas 5% 

female respondents think the same.  

 

Figure 13: Results for Religious Viewpoint 
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While 12% of the respondents who are 40 years old and above chose religious 

viewpoint to be an important determinant for bank selection, 6% of the 

respondents who are less than 40 years old opined the same. Besides, 10% of 

the educated respondents regard religious viewpoint as notable and in 

contrast, 8% of the uneducated respondents have the same view. 

6. Policy Recommendations 

Based on the analysis, this study provides a number of policy 

recommendations on which all the banks should put more emphasis. This 

study identifies a suitable location, reference, the safety of deposit, brand 

name and religious viewpoint to be the most influencing factors in selecting a 

bank. The recommendations on the basis of the analysis part of the study are 

described below. 

i. Since a suitable location has been prioritized by the depositors, banks 

should select a location which would be very near to their residence and 

workplace. A bank needs to be situated in a place which is easily 

reachable and creates convenience for the depositors. 

ii. To ensure trustworthiness, potential customers in every business 

nowadays rely on the product or services reviews or references provided 

by the existing customers of the business. Likewise, the potential 

depositors are putting high importance on the references they receive 

from the existing depositors of the bank. Therefore, banks should be 

more careful in satisfying the needs of the existing depositors in every 

possible way. 

iii. After the emergence of a high percentage of loan defaulters in many 

banks of Bangladesh, potential depositors now try to avoid the banks 

with financial weakness and instability. Hence, banks should always be 

vigilant in strengthening their financial position in the eye of the 

potential depositors. 

iv. With the help of effective branding, a bank can easily sharpen its 

competitive edge and build trust in all of its stakeholders. Therefore, 

banks should be attentive in creating loyalty among the existing 

depositors, growing employee morale, expanding promotional activities, 

increasing shareholder value and expanding market share. 

v. In Bangladesh, most of the people are highly sensitive to individual 

religious beliefs and viewpoints. Consequently, banks should create 

different deposit schemes, special wings or branches based on religious 

faiths and laws to attract potential depositors. 
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vi. However, it has also been found that most of the depositors do not 

consider bank deposit rate, service cost and branch environment to be 

the influencing factors in selecting a bank. Therefore, banks might focus 

less on these factors while attracting the depositors. 

7. Conclusion 

In the midst of fierce competition among the financial institutions of 

Bangladesh, banks have always put an added emphasis on how they can 

increase the number of new depositors. Nevertheless, with the emergence of 

more banks, such extreme competition is now growing like never before. At 

present, all the banks are prioritizing the needs of the potential depositors in 

every possible way. Hence, this study may assist them in identifying the 

factors influencing potential depositors in choosing a bank. Based on the 

survey results of this study, it is found that depositors mainly focus on a 

suitable location, reference, the safety of deposit, brand name and religious 

viewpoint. Therefore, banks should be more careful in ensuring emphasis on 

each of these factors. A bank that will put significance in these factors can 

thus be expected to have sustainable growth in its deposits in the near future.  

This study provides a scope for further research where the sample size could 

be increased to check whether the results still remains the same or not. The 

respondents from a different geographical area might provide contrasting 

results. At the same time, a study focusing on the depositors of a particular 

type of bank might provide distinct outcomes too. 

8. Scope for Future Research 

Like every other research, this study has some limitations. Firstly, the study is 

limited by the sample size. Secondly, the sample data is collected only from 

Dhaka city. Thirdly, the survey data has been collected from the existing 

depositors of different banks rather than focusing on the depositors of any 

particular type of bank. Accordingly, the study indicates the scope for any 

further research in the mentioned areas.  
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Appendix 

Questionnaire 

A Study on Attractiveness of Bank Deposit 

This is a research based on banking industry. High confidentiality of the 

information will be maintained. And be sure this is meant for academic 

purpose only, not for any other use. I appreciate your participation in the 

survey and also thanks for your valuable time and effort. 

Name: 

Age: 

Profession: 

Contact: 

Academic background (highest education level): 

Gender (Male/Female): 

 

1. What is the name of the bank you maintain your account with 

2. Why did you choose this bank?  (Put tick mark and choose only one) 

О    Popular/Renowned brand name 

О    Offers high deposit rate 

О    Secured and safe 

О    Convenient location 

О    Just for reference 

О    Economical service charge 

О    Complementary services 

О    Religious viewpoint 

О    Branch environment 

О    Others (Please Specify)………………………… 

3. Please explain your point that you have selected in question 02. 
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Abstract: In 2007, being one of the leading emerging markets regulators, 

Indian capital market’s regulator-Securities and Exchange Board of India 

(SEBI), declared to initiate a ground-breaking certification process by 

mandating the grading incumbent IPO issues before going to public. This 

was believed to reduce the level of market frictions caused by information 

asymmetry and to protect interests of the retail investors who lack the 

access to information at a reasonable cost. However, this noble policy issue 

has been long debated by the researchers and the market participants due to 

its extra cost-burden to the issuing company and monitoring burden by the 

regulators. As a consequence, in December 2013, SEBI again decided to 

withdraw their previously enacted mandatory grading of IPO issues. 

Therefore, the author intends to investigate two-regimes whether the IPO 

grading improves the pricing efficiency i.e., reducing the level of 

underpricing during the mandatory period to the non-mandatory grading 

regimes. This study uses a large matched-sample of 234 observations 

including 167 for graded IPOs and 67 for non-graded IPOs over a span of 

10-year time. The authors could not find any significant impact of the 

mandatory form of IPO grading on the pricing efficiency i.e., reducing the 

level of underpricing, which means grading of IPO fails to convey the 

desired outcome to the retail investors. Interestingly enough, even the 

highly graded IPOs when compared with the low-graded IPOs do not 

enhance the pricing efficiency which essentially represents the peculiar 

behavior of the emerging markets investors in comparison to the developed 

market investors. Thus, it was good move by SEBI to remove the 

mandatory grading back into the optional form. 

Keywords: IPO Grading, Underpricing, Certification Mechanism, 

Emerging Market, Subscription, Information asymmetry.  

1.0: Introduction 

In the presence of information asymmetry, the outsider investors in 

general and the retail investors in specific are less informed about the 
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fundamentals and the growth prospect of the firm compared to insider of 

the firm. This scenario is especially highly pertinent to the small firms 

and the non-sophisticated and retail investors, who lacks the proper 

knowledge and expertise to avail and analyze the information which is 

crucial for the insightful investment in the advanced capital market. 

Therefore, there is a need for professional and unbiased assessment of 

firms about their fundamentals and future investment opportunities by the 

reputed grading agencies in a readily accessible and easily understandable 

format. In May 2007 India, as an emerging marketplace, pioneered this 

noble endeavor to protect the interest of the retail and nascent investors by 

mandating the issuer to incorporate of IPO grading before going to public. 

This endeavor came into the scenario when many unrecognized and 

fraudulent firms were in a race to raise money from the public during the 

high momentum of primary marketplace which experienced the mounting 

investors’ interest. Few years later, the market participants and the 

academics started to debate about the efficacy of the IPO grading since it 

costs the issuer for rating its issue. Finally, after the 6-year of its 

inception, mandatory IPO grading had been withdrawn from the market. 

Unfortunately, the lifting of the IPO grading has not ended the ongoing 

debate about the effectiveness of the policy. Therefore, the author intends 

to contribute to the current literature by studying the impact of IPO 

grading on investors demand and the underpricing during the mandatory 

and non-mandatory grading regimes. While conducting the study, a 

matched sample of 234 observations have been used including 167 for 

graded IPOs and 67 for non-graded IPOs over a span of 10-year period 

from May 2007 to June, 2017. The author plans to test the effectiveness 

of the IPO grading. While doing the analysis, no significant association 

has been found between the IPO grading and the extent of underpricing. 

These findings are consistent with many of the recent works done over 

India namely Khurshed, A. Paeari, S. Pande, A. Vismara, S. (2014) and 

Jacob & Agarwalla, (2015), but inconsistent with Deb & Marisetty, 

(2010) which suffers from small sample bias and those results highly 

sensitive to minor changes which cannot be trusted. 

1.1 IPO Grading/Rating History 

In the early 1990s, the government of India took initiative of liberalization 

and after that Indian IPO market gained new momentum. Following the 

development of economic growth, there were a huge number of IPOs, 

especially during the period 1990–2004. Retail investors has dominated the 
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IPO market of India (Aggarwal, 2000), unlike the U.S. market which has been 

the basis of many works related IPOs. Moreover, retail investors also have 

dominant role in secondary market too. Numerous changes have been 

observed throughout the last 15-year in the Indian IPO market with a view to 

increasing efficiency and transparency. This market has witnessed a boom in 

the early years of liberalization, particularly after 1990-91. As there were 

fewer rules and regulations during that time, IPO market has been utilized a 

main source of raising capital by many entrepreneurs. According to Deb & 

Marisetty (2010), ‘The spurt in interest in the equity markets also witnessed 

several instances of fly-by-night entrepreneurs who eroded investors’ wealth.’ 

Even though, measures have been taken by SEBI to control doubtful 

entrepreneurs from issuing an IPO, in 2001, one of the largest scams of IPO 

market shocked the Indian market. As a consequence, SEBI employed a 

committee to review the IPO market. Based on the recommendation made by 

the committee, SEBI initiated the IPO grading at two-stages. At the first stage 

in 2006, IPO grading was enacted on voluntary basis and later on, from 2007, 

it was made obligatory for all the issuers. Only the authorized and registered 

Credit Rating Agencies (CRA) have been allowed to conduct the IPO grading. 

CRAs do the IPO grading in a five points scale as follows: i) IPO grade 1: 

Poor fundamentals, ii) IPO grade 2: Below-average fundamentals, iii) IPO 

grade 3: Average fundamentals, iv) IPO grade 4: Above-average 

fundamentals, v) IPO grade 5: Strong fundamentals. These grades are 

dependent on various factors, for instance, prospect of business, issuers’ 

competitive position, potential of the industry, financial situation, history of 

compliance and litigation, practice of corporate governance, quality of 

managers, new projects, potentials and risks. The issue pricing is not 

considered in IPO grading and fairness of the pricing is not examined. Types 

of information, whether it is disclosed by the issuers or obtained from any 

other sources, are used by rating agency. If an issuer is dissatisfied with the 

grading provided by one agency, he can go for another one. Though, the 

issuer is obliged to reveal all of the assigned ratings. The IPO grading and the 

rationale provided by the agency must be published in all advertisement of the 

issue which include abridged prospectus along with issue prospectus. The 

comprehensive findings and inferences about various aspects regarding 

assigning the grade should be included in the rating rationale. The IPO 

grading must be included in the red herring prospectus. Smith &Walter, 

(2001) mentioned that conflict of interest might arise in IPO grading just as 

credit rating as a consequence of bearing the grading cost by the issuer. 

Finally, after a long-period of discussions, debate and research findings; SEBI 
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decided back to withdraw the mandatory grading into optional rating by 

issuers in December, 2013. India became the very first market to introduce 

this kind of IPO grading. This compulsory form of rating entailed some 

benefits to the market participants since its unique nature, such as: a) as 

grading helps to differentiate the quality of an IPO, it works as a guide for 

retail investors to make more rational investment decisions. b) Grading can 

work as an indicator and assist in proper allocation of IPO in post issue 

period. Though, it is considered as a unique method to protect retail investors, 

it has some probable negative aspects too. a) New and small businessmen get 

de-motivated as they cannot avoid lower grading due to their poor back 

ground. b) The issuer has to bear the expense of grading. So, in theory, SEBI 

incurs the cost of monitoring the IPO quality. c) Grading equities is much 

more difficult because the cash flows and time horizon are not specific like 

debt. 

2.0 Literature Review 

There are several researchers including Logue (1973), Ibbotson (1975), and 

Ritter (1984) who identified IPO underpricing in their academic papers. 

According to those studies, in times of going public, many firms leave a large 

amount of money on their table. In the first trading day, the closing price is 

higher than the offering price. In the US stock market, 19% IPO underpricing 

is evident in the paper by Ljungqvist (2007). Historically, the first-day closing 

price increases from its offer price which is popularly termed as the ‘first-day 

returns' or ‘underpricing' was first documented by the renowned academics 

namely, Stoll and Curley (1970), Logue (1973), Reilly (1973), and Ibbotson 

(1975). In 2002, Ritter and Welch used 6,249 IPO samples from 1980 to 2001 

and found an 18.8% average first-day return. Moreover, at the end of the first 

trading day, 70% IPOs' closing price is higher than the offer price along with 

sharp zero first day return of 16% IPOs. A range of probable justification for 

underpricing was listed initially by Ibbotson (1975), among which several 

were further studied by other researchers in successive works. In investigating 

the underpricing puzzle Ritter and Welch (2002) realizes that "the solution to 

the underpricing puzzle has to lie in focusing on the setting of the offer price, 

where the normal interplay of supply and demand is suppressed by the 

underwriter". 

[Insert Exhibit No. 1] 

Theoretically, there are two different strands of evidences of the estimated 

positive impact of IPO grading. Major information asymmetry in the IPO 
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market is the first issue. Studies conducted by Benveniste & Spindt (1989) 

and Rock (1986) have identified information asymmetry as a core factor for 

higher underpricing. Another strand is signaling effect, where firms try to 

prove their credibility by positive signaling factors to reduce underpricing. 

The signals include but not limited to the reliability of underwriter, board of 

directors' trustworthiness, pre-issue funding by venture capitalists, association 

with groups, and valid credit rating. All of them are positively correlated with 

efficiency in IPO pricing. Barry, Muscarella, Peavy &Vetsuypens, (1990); 

Megginson & Weiss, (1991) have found venture capitalist as one of the 

explanatory variables in the reduction of IPO underpricing. Carter & Manaster 

(1990) identified reputation of underwriter associated with IPO underpricing. 

In the USA market, An & Chan, (2008) observed credit rating, which is a 

method of certification is closely related to reducing IPO underpricing. 

Among many of the theoretical reasoning behind IPO underpricing, 

information asymmetry is the most prominent one. Regarding this, the first 

thread of literature was winner’s curse model by Rock (1986). When the 

information flow is not equal among investors, some investors are well 

informed and go for attractive IPOs only whereas, uninformed investors left 

behind bidding for overpriced IPOs. The author defined winner’s curse when 

firms underprice their IPOs to compensate uninformed investors’ losses. 

Underwriters' Preferential allocation is acknowledged in the study by Gondat-

Larralde and James (2008). Therefore, share pricing and allocation both are 

influenced by information asymmetry. Rational investors face the lemon 

problem when issuers have more information than them. Quality issuers try to 

indicate their quality with a target to distinguish themselves from low-quality 

investors who are willing to sell at the average price. Various studies have 

explained ways of regaining these issuers' up front sacrifice with some delay 

during post-IPO. Welch (1989) indicated potential future issuing activity for 

recovering this whereas; Allen and Faulhaber (1989) notified about positive 

market responses towards future dividend announcements.  

After the introduction of mandatory grading in the Indian market, the leading 

financial daily ‘The Economic Times' (2007) quoted ‘Indeed, assigning 

grades to new issues can lull investors into a false sense of security about the 

risks and rewards of equity investing and can make equity look safer than it 

is.' This statement exemplifies how reluctant the people were to adjust with 

this new regulation. The studies conducted on the effect of grading on the 

pricing of IPO demonstrate mixed results. One of the earliest study conducted 

by Deb and Marisetty (2010) found an association of grading system with 

lower underpricing. On the contrary, no such role is found by Khurshed, 
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Paleari, Pande, and Vismara (2011). Additionally, Khurshed et al. (2011) 

conducted a study on a larger sample where they denied the major findings by 

Deb & Marisetty (2010). Moreover, they argued that institutional investors' 

subscription pattern is influenced by grading, which, in turn, are evident to 

effect retailer subscription. Investors' uncertainty regarding firms' value 

before going for IPO acts as the precursor of underpricing (Beatty and Ritter, 

1986). The degree of uncertainty of the value of the issuer causes an increased 

value of call option. In order to get a higher valued call option, investors will 

demand lower IPO price as the uncertainty of the firm's value increases. In 

this way, the pre-issue uncertainty is positively correlated with higher IPO 

underpricing.  

Another thread of the literature analyzes issuers’ perspective of IPO 

underpricing. Issuers have the incentive to reduce underpricing as it is a cost 

for them. Issuing firms take optimal measures to reduce information 

asymmetry which is costly for the firm, according to Habib and Ljungqvist 

(2001). They take actions up to the point when marginal cost equalizes 

marginal benefit. Appointing a reputed underwriter can be one of the 

solutions. An expert underwriter acknowledges the quality of the issuing firm 

and the investment bank agrees to take a firm public by putting its reputation 

at stake. Previous works of literature show mixed empirical shreds of 

evidence. Carter and Manaster (1990), Megginson and Weiss (1991) 

conducted research during the time period between the 1970s and 1980s and 

showed that prestigious investment bankers are linked with lower 

underpricing. Conversely, Beatty and Welch (1996) found that IPO 

underpricing and underwriter reputation go in the same direction when he 

studied on the sample data from the early 1990s. Loughran and Ritter (2004) 

identified some other issues responsible for IPO underpricing. For instance, 

the rent-seeking behavior of investments banks as well as the principle-agent 

dilemma between issuer and underwriter. Fung et al. (2004) and Leung and 

Menyah (2006) argue, during the subscription process, issuers have the 

opportunity to earn extra interest from British- and Asian IPO investors. The 

literature regarding credit rating conveys that credit rating information reveals 

more than that was incorporated in financial claims. “The rating agencies 

claim to receive inside information unavailable to stock analysts such as 

minutes of board meetings, profit breakdowns by product, and new product 

plans. They claim that a ‘Chinese wall’ prevents even their own stock analysts 

from having access to this information.” - stated by Ederington and Yawitz 

(1987).  
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According to Barry et al. (1990) and Megginson and Weiss (1991), 

Underpricing is higher of IPOs for the firms without venture capital 

contribution compared to the firms with strong venture capital contribution. 

Though it contradicts with the research conducted on a larger sample, over a 

longer time frame, using more sophisticated methodology by Lee and Wahal 

(2004) where they analyzed the degree of underpricing in venture-backed 

IPOs. The opposition between these two findings is clarified by the authors. 

Lee et al., (2004) believe that the difference can arise from the fact that the 

investment bankers encourage venture capitalists to ‘leave more money on the 

table.' Investment bankers provide favored allotment to venture capitalists. 

Another research was done by Loughran and Ritter (2002) also supports these 

findings. The reputation of underwriters and their effect on the performance 

of the IPOs is explained in several studies and the degree of relationship is 

found mixed. Underpricing of the IPOs brought by non-reputed underwriters 

is higher than those which are brought by highly regarded underwriters, 

concluded by research conducted by Beatty and Ritter (1986), Titman and 

Trueman (1986), Maksimovic and Unal (1993) and Carter et al. (1998). The 

lack of conclusive remarks in the existing literature can happen due to 

variable factors. The most visible issue among them is the geographical 

location of the samples. Most of the studies related certification are conducted 

on the US market which is both developed and sophisticated and differs 

significantly in many aspects, with the trending of the emerging markets like 

India with the vulnerable institutional facility, lack of professionalism and 

fragile monitoring system. The role of certification is visibly strong in 

developing a market which consists of weak infrastructure and immature 

investors. 

In this section, the author has presented some remarkable literatures that 

motivated me to choose and include the following variables while building the 

model for the study which especially deals with the effect of obligatory IPO 

grading on the level of investors subscription and underpricing. 

IPO Grading: The IPOs that are of high grade are seemed to be less 

underpriced when it is compared to the low-grade IPOs. Jacob and Agarwalla 

(2012) identified a very small influence of the grading on the demand for an 

issue. The study, however, did not find any trace of improvement in the 

effectiveness of pricing because of IPO grading. Another group of researchers 

found that institutional investors use IPO grading for making their investment 

decision whereas, it was introduced to help retail customers. However, retail 

investors get the benefit eventually. In the initial days of book building 
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process, institutional bids act as a rational signal for retail investors regarding 

the quality of IPO. Common mechanisms of certification (e.g., sponsor 

quality, the affiliation of VC) bear little importance in the IPO market of 

India. 

Promoter's Holding: Many researchers, for instance: Leyland & Pyle (1977) 

have conducted research on retained equity as a signal of IPO research. As 

this information is available in firms' prospectus, this signal can be known in 

advance. A substantial restructuring of ownership just before the IPO (e.g., 

firm insiders divesting equity) has a strong probability of drawing the interest 

of the regulators and hampers the zeal of the IPO. A positive relation has been 

predicted by Jensen and Meckling (1976) between equity holdings by 

management and value of the firm. It is based on the fact that degree of 

retained equity works as a signal of the management confidence about the 

future of the firm to the potential investors. The higher degree of retained 

equity indicates more confidence regarding the firm's future. Additionally, it 

proves that the management goal is in line of those of potential investors' in 

the targeted IPO firm. In short, underpricing should be reduced by the level of 

retained earnings. However, there are mixed reviews related to the magnitude 

of this relationship. Beatty (1989); Kim, Krinsky, & Lee, (1995); Klein, 

(1996); Ritter, (1984); Vander Goot, (1997) showed signaling theory 

supporting the negative relationship between retained equity and 

underpricing. Therefore, we expected negative association of equity retention 

with underpricing. 

Investment Bank’s Reputation: Prestigious underwriters are expected to 

have previous experience regarding taking firms to public and have good 

reputation. Both factors indicate that the underwriters are dedicated to firms' 

long term as well as short term well-being. Several studies by Carter, Dark, & 

Singh, (1998); Carter & Manaster, (1990); Lange et al., (2001); Megginson & 

Weiss, (1991) proved this signaling to reduce uncertainty which will, in turn, 

affects IPO firm performance and reduce underpricing. As this relationship is 

not necessarily straightforward, a substantial number of researches has been 

done on this. Most the studies, for instance: Beatty & Ritter, (1986); Carter, 

Dark, & Singh, (1998); Carter & Manaster, (1990); Johnson & Miller, (1988) 

have supported negative relationship. In line with the majority belief of the 

empirical studies, we expect prestigious underwriters will be negatively 

related to uncertainty and therefore underpricing. 

Reputation of Rating Agency: The reputation of the auditors, too, has been 

examined regarding IPO underpricing. The owners of the high-quality firms 
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are likely to hire high-quality auditors which signal the prospective investor's 

favorable inside information about the firm. As learning from their experience 

from previous IPOs, high-quality auditors are prone to reveal negative 

information that may protect them from the future possibility of lawsuits by 

the investors. As a result, auditor reputation can be considered as a credible 

indicator of the quality of IPO firm to the market participants. 

Listing Gap: The listing gap refers to the number of days in between the 

closing-day of subscriptions and the listing-day. The investors who invest 

their fund into IPO issue, they eagerly wait to see the response from the 

market through trading of shares after being listed on the stock market. 

Consequently, when this gap starts to widen, it essentially increases the 

concerns of the investor who have been waiting to enjoy and capitalize the 

positive price difference of stock from the trading of the stipulated shares. 

Therefore, we expect a positive association between the listing gap and the 

level of underpricing. 

Offer Price: In the preliminary stage of an IPO, the investment bankers are in 

charge of estimating the pre-market demand and set price accordingly. 

Apparently, very reasonable price range will indicate little demand otherwise 

little value, and in some cases, both. Another remarkable finding provided by 

Ibbotson, Sindelar, and Ritter (1988) is, firms offering very low prices are 

facing significant underpricing. Additionally, high mortality rates are seen in 

lower priced stocks by Seguin & Smoller, (1997); Aggarwal, Prabhala, and 

Puri, (2002); Brav, Geczy, & Gompers, (2000). This is why we expect 

negative correlation between offer price and underpricing. 

Issue Size: Gross proceeds are ‘A function of the total number of shares 

offered with the IPO and the offering price of those shares' which are also 

considered among the variables of IPO research. A Larger number of shares 

and high prices are likely to be offered by established firms, which would, in 

turn, decrease the apparent risk of offering. This occurrence is noted as 

“empirical regularity” by Beatty and Ritter (1986) which states smaller 

offerings as more speculative with greater uncertainty. Accordingly, we 

expect IPO gross proceeds will have negative correlation with underpricing. 

Issue Characteristics: The factors that are responsible for deciding the 

Indian IPO underpricing are studied by Sehgal and Sinha (2013). The degree 

of oversubscription, delay in listing, IPO proceed amount, industry PE and 

sector is supposed to have a positive impact on the short term initial return of 

IPO. Conversely, size of the company, emotion of investors, reputation of 



34 Journal of Banking & Financial Services 

investment banks and ownership are seen to have a negative impact on initial 

return. Bansal and Khanna (2013) identified a negative correlation between 

pricing system of book building and first time IPO issue, age of the firm and 

size of the issue, the degree of underpricing and the number of underwriters. 

Nonetheless, there is a positive relationship between market capitalization, 

subscription fee and the share numbers presented at the level and timing of 

underpricing. 

Firm Size: Compared to smaller firms, larger firms have greater access to 

necessary resources for existence and effectiveness. Therefore, potential 

investors are less concerned about the uncertainty regarding larger firms 

(Finkle, 1998). Another set of studies (e.g., Carter, Dark, & Singh, 1998) 

suggested that reputed underwriters are more attracted to larger firms. On the 

other, smaller firms are at risk of showing lower performance potential, that's 

why leading underwriters want to avoid bearing any loss due to under-

subscription. Many researchers (e.g., Carter, Dark, & Singh, 1998; Ibbotson, 

Sindelar, & Ritter, 1988; Ibbotson, Sindelar, & Ritter, 1994; Megginson & 

Weiss, 1991) have established negative correlation between size of the firm 

and underpricing. Therefore, we hypothesize larger firms can reduce the 

degree of uncertainty. 

Firm Age: The previous studies have found positive relation between firm 

age and performance as newer firms are likely to have very limited years of 

published financial data and might not have been evaluated by financial 

analysts (Rasheed, Datta, & Chinta, 1997). Additionally, recognized firms are 

less risky according to Carter, Dark, & Singh, (1998); Ritter, (1984), (1991). 

Therefore, we expect negative correlation between firm age and underpricing. 

3.0 Methodology 

3.1 Research Motivation 

From the corporate finance literature, we know debt rating is a very crucial to 

convey the information regarding the creditworthiness of the firms. However, 

the rating of equity issue is relatively an emerging issue before a firm goes to 

public. This endeavor is especially an emerging market practice like India to 

enhance more transparency and accountability of the IPO process. This 

practice, in return, helps the market participant to avail the requisite 

information to make informed decisions by the prospective investors 

especially for small, retail and non-sophisticated investors. In connection with 

that, India, as one of the most emerging market, has made the IPO rating 

mandatory for all public issue from May 2007 to onwards in pursuit better 
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serve the interest of the general investors. Many researchers investigated how 

grading of IPOs helps the market by reducing the information asymmetry 

between insiders and the outsiders. Subsequently, after six and half year, the 

regulators of capital market Securities and Exchange Board of India (SEBI) 

lifted the mandatory rating at the end of 2013 on the ground that mandatory 

IPO rating hasn’t served the initial pursuit it was deemed of namely reducing 

the information asymmetry and improving the pricing efficiency. As a result, I 

want to investigate the mandatory and post-mandatory regimes of IPO 

grading and its effect on pricing efficiency. Earlier literature on IPO rating 

investigated the stand-alone effect of IPO rating on pricing efficiency and 

fairness in IPO process. However, no researcher worked on two regimes 

together and see if there is any significant difference between the mandatory 

and optional IPO rating regimes and how they impact on the IPO pricing, 

distribution and performance. The author intends to contribute the literature 

by the following possible ways: 

 As per the knowledge of the author, no researcher has worked on 

comparing the two regimes of IPO grading, namely mandatory regimes 

and what happens to after the withdrawal of mandatory IPO regimes. 

 This is large sample data coving the total mandatory regime (May, 2007 

to Dec, 2013) and after the withdrawal of Mandatory regime until today 

(Jan, 2014 to Jun, 2017) i.e., total population. 

 The author extends the original work of Deb and Marisetty (2010) which 

only covers a small sample of data (i.e., 163) whereas this study includes 

about 360 sample size. 

3.2 Research Question 

After the above analysis, the following research questions are developed: 

1. Does the mandatory IPO grading enhances the pricing efficiency (i.e., 

reducing the underpricing) compared to the non-mandatory regime?  

2. Is there any difference in terms of underpricing for the highly-graded 

IPOs compared low-graded IPOs? 

3. To analyze and investigate the policy decisions taken by Indian regulators 

i.e., SEBI about the withdrawal of IPO Grading in January, 2014? 

3.3 Hypothesis Building 

Credit rating firms help investors with impartial evaluation of company’s risk 

profiles and convey information to investors especially the retail ones who 
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lacks the expertise to access and analyze the information in smart manner. 

They obtain the inside information from the issuing company as a rating 

agency and transmit this information to public through readily available and 

easily understandable manner. 

Since underpricing is, for most of its part, attributed by the level of 

asymmetric information, I hypothesize that an independent, fair and reliable 

assessment of a company’s fundamentals, growth prospect and risk factor by 

major credit rating companies will lessen the information gap between the 

insiders and the outsiders and thereby reduce the degree of underpricing. In 

line with the findings to An and Chan (2010), firms with credit rating should 

be underpriced lower than the firms with no credit rating. So, the first 

hypothesis is: 

First Hypothesis_H1: Other things remaining same, the extent of 

underpricing should be lower during the mandatory IPO grading regimes 

compared to non-mandatory regime or non-graded IPOs. 

Literature suggests that grade alleviate the ex-ante uncertainty of the investors 

about the firm (Khurshed et al., 2011). In consistent with the Deb and 

Marisetty (2010) and Khurshed et al., (2014), the author hypothesizes that 

better quality firms are awarded the higher grade and thus higher the grading, 

the lower should be its underpricing. So, the second hypothesis is: 

Second Hypothesis_H2: Other things remaining same, there should be a 

reduction in underpricing for highly-graded IPOs compared to low-graded 

IPOs. 

3.4 Data 

The author has collected the major primary level data from the website of the 

regulatory body namely, the Securities and Exchange Board of India 

(www.sebi.com). The process involves a cumbersome, arduous and very 

challenging task going through every prospectus (for firm-specific and issue 

related data) with tones of information and thousands of pages for each firm. 

These include number of shares issued, age of the firms, name of the 

underwriters or investment banker, grade awarded, name of the credit rating 

agency, percentage of the shares held by the promoter or insider and finally 

the presence of venture capitalist if there is any. 

The other very important websites including the ‘Capital Market’ 

(www.capitalmarket.com) and ‘Chittorgarh’ (www.chittorgarh.com) for 

http://www.sebi.com)/
http://www.capitalmarket.com/
http://www.chittorgarh.com)/
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public issues related information. These two websites serve as the reservoir of 

IPO related information in India. However, the disadvantage of the two 

websites is that there are a number of missing data which creates a major 

problem in the construction of the dataset. Both the websites provide the 

following information: Capital Market: New Issues Monitor (Pre-issue firm 

specific data), Basis of Allotment, issue size, issue type, opening and closing 

date, offer price and subscription data. Chittorgarh: Issue size, issue type, 

issue grade, opening and closing date, offer price and subscription data. 

Additionally, the author also collected the listing and pricing related data from 

the websites of two major capital markets in India namely, National Stock 

Exchange (www.nseindia.com) and Bombay Stock Exchange 

(www.bseindia.com). The data collected from these sources include, Issue 

size, price of the issue, opening and closing date of issue, and finally the date 

of listing of stock into the markets. Table 1 at the appendix enlists all the 

definitions of variable used for conducting study.  

3.5 Methods 

This study is intended to investigate the impact of IPO grading on 

underpricing based on a matched sample of mandatory and Non-mandatory 

(optional) IPO grading. The study has a total sample of 234 over the 10-year 

period since May 2007 to June, 2017, where May, 2007 to December, 2013 

was the mandatory IPO grading regime and from the January, 2014 to June, 

2017 be the optional IPO grading regimes. I conduct the study based on a 

matched sample study of 167 graded IPOs and 67 non-graded IPOs that 

ultimately forms 234 number of observation. The basis for the matched 

sample was the industry-classification, issue size, and firm’s age which allow 

making sure that we compare apple with apple not with banana. To make sure 

the robustness of the matched sample, the author has made different trials 

based on the Kernel approach, Nearest Neighbour method and the Radius 

method. In all these cases, the chosen sample satisfied the classification 

criterion which is essential to make the valid and meaningful comparisons. 

In this section, the effect of IPO grading on pricing efficiency has been 

analyzed by using cross-section multiple regression analysis models. The 

price efficiency of graded IPOs is measured by the level of underpricing. 

UnPi = α+ iii Dummy_gimeRe.    (1) 

Where UnPi refers to underpricing i.e., percentage difference between the 

issue price and listing day closing price divided by issue price. Xi is a set of 

http://www.nseindia.com/
http://www.bseindia.com)/
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explanatory variables, Xi is a vector of coefficients to be estimated and I is a 

disturbance term. Regime represents a dummy variable which takes 1 if the 

IPO is graded and 0 if non-graded. This dummy will capture the impact of 

graded IPOs on underpricing with its statistical and economic significance. 

The author tests the impact of highly graded IPOs on underpricing by using 

the following cross-sectional regression model. 

UnPi = α+ iii Dummy_Grade.igh.H.   (2) 

Where, High Grade is a dummy variable which takes 1 if the IPOs are rated 3 

and higher, 0 otherwise. This will tell us the impact of the level of grading on 

the extent of underpricing. 

[Insert Table No. 1] 

4.0 Empirical Results and Discussion 

This section provides the comprehensive overview of the empirical results and 

their discussions. It entails results of the pertinent tests done while completing 

the study and followed by their requisite interpretations. All the outputs of this 

section are produced by using STATA software. 

4.1 Summary Statistics 

In this portion of the study, all the summary statistics has been produced for 

the general understanding about the total sample, adopted variables, their 

features associated with the pertinent variables thereby. 

Table-2 includes the major variables and their summary statistics including 

the mean, median, standard deviation, minimum and the maximum 

observation value. Additionally, it also reports the Skewness-measures the 

level of asymmetry in data sets, and the Kurtosis which identifies the 

tailedness of the data sets. The value of Skewness and Kurtosis for a normal 

distribution is 0 and 3 respectively. To avoid the outlier effects in the models 

through obtained variables, several variables been transformed into 

logarithmic from. 

[Insert Table No. 2] 

4.2 Regime-wise variation in Underpricing 

Table-3 represents the mean and the standard deviations of the overall sample 

(234), mandatory regime (167) and Non-mandatory grading regimes (67) for 
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the key variables. This table helps us to understand the total sample and how 

these categories (i.e., overall, graded and non-graded category) differ from 

each other. The following table (Table 4) includes how the mean and standard 

deviations significantly differ between the two-regime along with their 

statistical significance of the differences. This table is especially useful to 

understand how the major variables of the study differ during the two 

regimes. It also shows the t-statistics associated with each of the variables 

which reflect the statistical significance of the difference between the graded 

and non-graded IPOs.  

[Insert Table No. 3] 

Table 3 reports the mean difference and their standard deviation for the key 

variables of interest between the two mandatory and non-mandatory regimes 

along with their statistical significance of the differences. This table is 

especially useful to understand how the major variables of the study differ 

during the two regimes. It also shows the t-statistics associated with each of 

the variables which reflect the statistical significance of the difference 

between the graded and non-graded IPOs. A closer look at the table-3 

illustrates the ln (age) which is the natural log of the number of years a firm is 

under operation before going to issue IPO and found to be significantly 

different between the two regimes at 5% significance level. Ln (size) that 

refers to the natural log of issue size or the proceeds from the IPO issue reflect 

that it differs significantly between the mandatory and non-mandatory grading 

regimes at 1% level of significance. Similarly, variables, for example, offer 

price, subscription by retail investor found to be significant at 1% level of 

significance whereas the variables like listing gap, log firm size, subscription 

by retail investors and subscription by total investors found to be significant at 

5%, 5%, 10%, and 10% respectively. Interestingly enough, as evident from 

the table-3, there has been no significant difference between the Mandatory 

and non-mandatory grading regimes while doing t-test for the mean and 

standard deviation of key variables into the consideration. The table 4 is 

especially useful to understand how the major variables of the study differ 

during the two regimes. 

4.3 Impact of IPO Grading on Underpricing 

4.3.1 Impact of Regimes on Underpricing 

In the Table-4, the effect of IPO grading on underpricing has been presented 

during the two regimes under consideration. Table-4 captures how the 
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mandatorily graded IPOs affect underpricing in compared to the non-graded 

IPOs. The effect of grading will be checked by the significance of regime 

dummy captured in the models in table-4. In this table, the first model is 

based on the OLS regression whereas the second and third models represent 

the Probit and Logit model with marginal effects respectively. The OLS 

model, the dependent variable is underpricing and for Probit and Logit, 

dependent variable is underpricing dummy which takes the value 1 if there is 

any sort underpricing or 0 otherwise. 

[Insert Table No. 4] 

As per the output of Table 4, it can be inferred that during the mandatory IPO 

grading regime (in comparison with the non-mandatory grading regime) 

experience negative underpricing by 4.04% in table which supports the 

theoretical prediction however the coefficient is not statistically significant. 

Log of firm’s age is found positively associated with the extent of 

underpricing with coefficient of 1.542 which is contrary to theoretical 

prediction. It suggests that if the firm’s operating year increases by 1% there 

will be 1.54% more underpricing and matches with the earlier literature 

conducted on India. Issue type is positively and significantly associated with 

underpricing at the 5% level which is consistent with earlier work by Jacob & 

Agarwalla, (2015). It states that book-building method in compared to the 

fixed-price method experiences more underpricing by 51.69%. The variable 

offer price has the predicted sign but statistically insignificant. One interesting 

variable of this model is the listing gap which represents the days of gap 

between the issue closing dates to stock listing date. I find the strong positive 

and significant impact between the listing gap and underpricing. It states that 

for 1-day increase in listing gap the underpricing increases by 0.27% because 

of the increased uncertainty borne by the investors who devoted their fund to 

the IPO issue. Promoter’s holding has the expected negative sign with 

underpricing and the sign prevails irrespective the models used. The 

subscriptions by qualified institutional buyer (QIB), retail individual investor 

(RII), non-institutional investor (NII) are positively (opposed to prediction) 

and significantly associated with the underpricing at the 1%, 1%, and 5% 

respectively. These variables explain the level of underpricing by 0.884%, 

1.71% and 0.298% respectively. It is notable that among these three 

categories of subscription, retail investors group explains more underpricing 

than the institutional and non-institutional investors’ category. However, the 

subscription in total category shows the negative sign as per the prediction 

and significant at 5% level with 1.468% explanation in underpricing. These 
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results are consistent with the previous stands of literature by Khurshed et al., 

(2011). 

The key interest variable in this model is actual grade dummy (=1 if graded, 0 

if not-graded) which captures the effect of mandatory IPO grading on 

underpricing in comparison to the non-mandatory grading. The variable 

shows the predicted sign of negative association with underpricing with 

coefficient of -1.001 that means the graded IPOs would be less underpriced by 

1% approximately but the coefficient is not significant. It proves that there is 

no significant difference between the mandatory and non-mandatory IPO 

grading regimes. This findings is inconsistent with Deb & Marisetty, (2010) 

but consistent with the recent studies by Khurshed et al., (2011), and Jacob & 

Agarwalla, (2015). The relevant variables of grading namely, rating agency 

dummy and global rating agency dummy are not significant too. But one thing 

to note here the sign for the variables is different which is supposed to be 

same and negative for both. It shows that when an IPO issue is rated by global 

rating company then underpricing is reduced whereas it increases once rated 

by local rating firms however gain the both the coefficients are insignificant. 

Another certification related dummy is global investment banker (=1 if global 

underwriter, 0 otherwise) found to be significant at 10% significance level but 

shows opposite sign (+). The interesting intuition here is that global 

investment bank pursues their clients to underprice issues more in an attempt 

to reduce the underwriter reputation risk (Chemmanur and Fulghieri, 1994). 

The other variables like log of firm size, tangibility shows the sign as the 

theory however, leverage shows negative sign which is supposed to have 

positive effect on underpricing. The intuition behind this may be investors 

perceive high leverage firms positively as they are capable to extract fund 

from outside which in turn may impose some monitoring to firm’s activity 

which will be beneficial in the long-run. The two more variables that 

significantly influence the underpricing are sales to asset and return on equity 

but present opposite signs. The increase in sales out of total asset pushes the 

underpricing by 0.0575% whereas return on equity explains 0.0047% at 5% 

significance level. Although both the sign seem peculiar, these are consistent 

with recent studies. The good-ness of fit test or the R-squared value OLS 

model represents that the above specified model explains about 45.2% 

variation in underpricing that seems a quite good model in compared to the 

literature available on this issue. The number of observation is 233 which is 

adequate for a large sample study and adequate for drawing correct inference.  
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As per the Probit and Logit model, we find that the variables regime, ln(age), 

ln(lssue size) and retail subscription to be statistically significant at the 10%, 

10% 5% and 5% respectively. The regime dummy states that in comparison 

with the non-graded IPOs, the graded IPOs are 1.23% and 1.87% more likely 

to be underpriced for the probit and logit model respectively. This result is 

economically significant however the coefficient of corresponding OLS 

model is not significant. As the issue increases, the level of underpricing is 

more likely to goes down by 0.33% and 0.51% respectively the 5% 

significance level. The subscription by retail investors category are more 

likely increase the underpricing by 0.048% and 0.11% with 10% and 5% level 

of significance respectively. The intuition here remains the same as for earlier 

interpretation for OLS model. 

4.3.2 Impact of High Grade on Underpricing 

In Table 4, it was shown how the effect of graded IPOs differs from the non-

graded IPOs on underpricing during the two regimes under consideration 

whereas in Table-5, the author reports how the highly-graded IPOs affect 

underpricing in compared to the low-graded IPOs. The effect of grading will 

be checked by the significance of grade dummy captured in the models 

presented in table-5. The first model of the table is based on the OLS 

regression whereas the second and third models represent the Probit and Logit 

model with marginal effects respectively. The OLS model, the dependent 

variable is underpricing and for Probit and Logit, dependent variable is 

underpricing dummy which takes the value 1 if there is any sort underpricing 

or 0 otherwise.  

[Insert Table No.5] 

Before interpreting the table-5, it is worth mentioning that the only difference 

between the table 4 and 5 is that the former captures the effect of graded IPOs 

on underpricing in comparison to non-graded IPOs, whereas the latter model 

deals with how the impact of highly graded (grade 3 or above) IPOs differs 

from low-graded IPOs (grade 1 and 2) on underpricing. All the other variables 

between the two tables remain the almost similar with slight changes in 

coefficients between the two tables but similar significance level. Therefore, 

repetitions of the same interpretations have been avoided. The key variable of 

interest in Table-5 is the high grade dummy which takes 1 if graded 3 and 

above and 0 if otherwise and captures the impact of high-graded IPOs on 

underpricing in compared to low-graded IPOs. The value of the high grade 

dummy is -1.548 which means that high-graded IPOs should experience 
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1.55% less underpricing in compared to low-grade IPOs. The sign is 

consistent with the theoretical prediction but statistically insignificant. These 

findings are consistent with the recent literature but conflicts with the finding 

of Deb & Marisetty, (2010), whose study is criticized for the its low sample 

size and faulty research design. The relevant variables of grading namely, 

rating agency dummy and global rating agency dummy are not significant too. 

But one thing to note here the sign for the variables is different which is 

supposed to be same and negative for both. It shows that when an IPO issue is 

rated by global rating company then underpricing is reduced whereas it 

increases once rated by local rating firms however gain the both the 

coefficients are insignificant. Another certification related dummy is global 

investment banker (=1 if global underwriter, 0 otherwise) found to be 

significant at 10% significance level but shows opposite sign (+). The 

findings suggest that when the issuing company recruits the international 

investment with high reputation, the underpricing goes up about 8.66% in 

compared with the local investment bank. In this case, the underwriter or the 

investment banker takes the privilege to underprice the issue more by 

persuading pursues their clients to reduce the underwriter reputation risk and 

to benefit the prime but loyal customers. According to the output from the 

Probit and Logit model, we find that the variables ln(age), ln (lssue_size) and 

retail subscription to be statistically significant at the 10%, 5% and 5% 

respectively. Here the only difference of table 11 with table 12 is that in the 

latter table regime dummy is insignificant where it was significant in table 11. 

As the issue size increases, the level of underpricing is more likely to goes 

down by 0.29% and 0.45% respectively the 5% significance level. The 

subscription by retail investors category are more likely increase the 

underpricing by 0.048% and 0.11% with 10% and 5% level of significance 

respectively. The intuition here remains the same as for earlier interpretation 

for OLS model. However, we notice the opposite sign of high grade dummy 

for the probit and logit model. It refers that in compared to the low-graded 

IPOs, high-graded IPOs are expected to cause more underpricing of about 

0.12% and 0.15% for the probit and logit models respectively. 

5.0 Conclusion 

India, being an emerging nation, has initiated some innovative certification 

mechanisms in the pursuit of helping and educating the uninformed and less 

informed investors to motivate them in taking part in the highly growing 

market set up. The mandatory grading was one the key innovative steps taken 

in the year 2007 along with some other initiatives for improved transparency 
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and disclosures. The literature has experienced much debate over the efficacy 

of the mandatory IPO grading and lead to conflicting outcomes as well. After 

the criticism from issuers, the Securities and Exchange Board of India (SEBI) 

has finally lifted the policy of obligatory grading in December 2013. 

Unfortunately, the lifting of this policy has harshly criticised by the market 

experts and academics and the debate over the IPO grading still secures much 

attention in India and beyond. This study will contribute the ongoing debate 

over the IPO grading regimes. While conducting the study, I worked on a 

hand-collected 234 matched sample size data by going through the individual 

prospectus to extract the total sample including 167 for graded IPOs and 67 

for non-graded IPOs over a span of 10-year period ranging from May 2007 to 

June 2017. No other researcher has worked earlier to investigate the impact of 

IPO grading through matched sample comparison for the mandatory grading 

regimes (May 2007 to December 2013) and non-mandatory regime (January 

2014 to June, 2017). The criteria for selecting the matched sample are 

industry; issue size and age of the firm and the property of matched sample 

have been duly satisfied. While analysing the results, no significant 

association has been noticed between the IPO grading and the extent of 

underpricing. It is apparent that many of the certification mechanism like 

promoters holding, reputation of the international rating agencies, and the 

involvement of global investment banker and the issue related characteristics 

(i.e., issue size, age of firms) and the firm specific characteristics (firm size, 

leverage, tangibility) do not play the significant role in explaining the pricing 

efficiency of the IPO issues. This reaffirms the peculiar characteristics of the 

markets of Indian sub-continents markets namely India, Pakistan, and 

Bangladesh since these markets share the similar characteristics in terms of 

the investors’ level of education and sophistication, and the commonality of 

investors’ psychology and behavior in compared to the developed capital 

market system. 
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Appendices 

Exhibit 1: Review of Literature Describing Various Reasons of Underpricing 

Reasons for underpricing Theory/Category Author Year 
Theoretical/ 

Empirical 

Discount offered to attract 

investors 
Mystery 

Ibbotson and 

Jaffe 
1975 Empirical 

Information asymmetry 
Information 

asymmetry 
Kevin Rock 1986 Theoretical 

Insider holding and ability 

to convey intrinsic value 
Signaling 

Grinblatt and 

Hwang 
1989 Theoretical 

Signaling for the success of 

future issues 
Signaling Ivo Welch 1989 Both 

Herd behavior by investors Cascading Ivo Welch 1992 Theoretical 

Information production and 

insider ownership 
Agency 

Thomas 

Chemmanur 
1993 Theoretical 

Reputation of underwriter 

influence the price 

Certification 

Hypothesis 

Chemmanur & 

Fulghieri 
1994 Theoretical 

Analyst coverage-investors 

optimism 

After market 

activity 

Rajan and 

Servaes 
1997 Empirical 

VC backed IPOs 

outperform 

Certification 

Hypothesis 

Bravand 

Gompers 
1997 Empirical 

Reputed underwriter less 

Underpricing 

Certification 

Hypothesis 

R.B. Carter et 

al., 
1998 Empirical 

Underperformance after 

Lockup expiration 

After market 

activity 
Field and Hanka 2001 Empirical 

Role  of  underwriter  in  

price stabilization; 

executing overallotment 

option 

Role of 

Intermediary 
Reena Aggarwal 2000 Empirical 

Money left on the table by 

underwriter 

Role of 

Intermediary 

Loughran and 

Ritter 
2002 Empirical 

Allocation bias 
Role of 

Intermediary 

Reena Aggarwal 

et al., 
2002 Empirical 

Book building less risky Issue mechanism Ann Sherman 2005 Theoretical 

Pseudo Market timing Market timing Paul Schultz 2003 Empirical 
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Flipping activity by 

institutional investors 

After market 

activity 
Reena Aggarwal 2003 Empirical 

Auction less underpriced as 

compared to book building 
Issue mechanism 

Derrien and 

Womack 
2003 Empirical 

Underwriter and publicly 

available information 

Role of 

Intermediary 

Lowry and 

Schwert 
2004 Empirical 

IPO  features  and  

syndicate  structure 

of underwriter 

Role of 

Intermediary 

Corwin and 

Schultz 
2005 Empirical 

Survey of CFOs for reasons 

to go public and reasons for 

underpricing 

Theory and 

practices 

Brau and 

Fawcett 
2006 Empirical 

Linkage between past IPO 

returns, investors 

sentiment and future 

oversubscription 

Macroeconomic 
Kaustia and 

Knupfer 
2008 Empirical 

Influence of credit rating 

on IPO underpricing 
Firm specific An and Chan 2008 Empirical 

Learning from industry 

peers 
Macroeconomic Colaco et al. 2009 Empirical 

Source: Writer’s compilation from Katti, S. and Phani, B.V., (2016) 

Table-1: List and Definitions of Variables: 

This table includes the list of variables including the dependent and independent 

variables used in this study with their definitions, predicted sign, sources of the 

relevant data and most importantly the sources of the paper from which I have been 

motivated. The interesting part of this table is the inclusion of the sources of the 

data collected for individual variables. Finding and collecting the relevant data was 

one of the most crucial parts of this study which took away much of my time for 

conducting this study. 

 

Variables Label 
Predicted 

Sign 
Source of Data Reference 

Panel A: Outcome Variables 

UnP 

UNDERPRICING: % 
difference offer price 
and listing day closing 
price, [(closing price-
offer price)/offer 
price*100]  

Websites of 
Bombay Stock 

Exchange (BSE) 

(www.bseindia.c
om) & 

National Stock 

An & 
Chan, 2008 

Khurshed 
et al., 

2011 

Deb & 

http://www.bseindia.com/
http://www.bseindia.com/
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Exchange 

(NSE) 
(www.nseindia.c
om) 

& Company 
Prospectus 

Marisetty, 

2010 

UnP_dum
my 

=1 if underpriced and 0 
otherwise  Own Calculation 

Author 

Panel B: Issue related Independent Variables 

Regime 

REGIME=1 if when 
IPO grading was 

mandatory and 0 
otherwise 

- 

www.chittorgarh.
com 

www.capitalmark
et.com 

Deb & 
Marisetty, 

2010 

Iss_type 

ISSUE_TYPE=1 if 
book-built, 0 fixed 

method 

- 

Company 
Prospectus @ 

Securities & 
Exchange 

Board of India 
(SEBI) 

(www.sebi.gov.i) 

Ljungqvist 
et al., 

(2004), 
Sherman 

(2000), 
Benveniste 

& Busaba 
(1997) 

Ln(size) 

ISSUE_SIZE: Natural 
Log Size of the IPO 
issue 

- 

Prospectus 

 

 

 

Beatty & 
Ritter 

(1986), 
Brennan 

& Franks 
(1997), 

Khurshed et 
al.,2008 

Off_price 

OFFER PRICE: Offer 
price of the IPO 

- 

Prospectus Ibbotson,Sin
delar, 

& Ritter 
(1988), 

Seguin & 
Smoller, 

(1997); 
Aggarwal 

et.al., (2002) 

List_gap 

LISTING GAP: No. of 
days between 

issue closing date to 
listing date 

+ 

Own Calculation 
from BSE, 

NSE & SEBI 

Sehgal and 
Sinha 

(2013), 
Dhamija & 
Aroa (2017) 

Prom_hold 

PROMOTERS’ 
HOLDING: Equity held 
by promoter after the 
issue 

- 

Company 
Prospectus 

Brennan & 
Franks 

(1997) 
Khurshed et 

al., 2011 

http://www.nseindia.com/
http://www.nseindia.com/
http://www.chittorgarh.com/
http://www.chittorgarh.com/
http://www.capitalmarket.com/
http://www.capitalmarket.com/
http://(www.sebi.gov.i)/
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Subs_QIB SUBSCRIPTION_QIB: 
Ratio 

Subscription by 
Qualified 

Institutional Buyer 
(QIB) against  

shares available to this 
category 

- 

www.chittorgarh.
com 

www.capitalmark
et.com 

Khurshed et 
al., 

2011 

Subs_NII 

SUBSCRIPTION_NII: 
Ratio 

Subscription by Non-
Institutional 

Investor (NII) against 
the shares 

available to NII 
category 

- 

www.chittorgarh.co
m 

www.capitalmarket.
com 

Khurshed et 
al., 

2011 

Sub_Total 

SUBSCRIPTION_TOT
AL: No. of times 

subscribed against the 
total number of shares 

to be allocated 

- 

www.chittorgarh.co
m 

www.capitalmarket.
com 

Koh & 
Walter 
(1989) 

An & Chan, 
2008 

Panel C: IPO Grade-related Variables 

Act_grade 

(Model 2) 

ACTUAL_GRADE: 
Actual grade from 1 to 
5 assigned to the IPO 
issue 

- 

www.chittorgarh.co
m 

www.capitalmarket.
com 

Deb & 
Marisetty, 

2010 

Khurshed 
et al., 2011 

High_grade 

(Model 3) 

HIGH_GRADE=1 if 
graded 3 and 

above; 0 otherwise 
- 

Own Calculation Deb & 
Marisetty, 

2010 

Rat_agency 

RATING_AGENCY: 
Credit rating 

agency which assigned 
rating to IPO 

firm 

- 

www.chittorgarh.co
m 

www.capitalmarket.
com 

Own 
developme

nt 

Glob_agen 

GLOBAL_AGENCY=1 
if the rating 

firm operates globally; 
0 otherwise 

- 

Own Calculation Khurshed 
et al., 

2011 

 

GLOBAL_IBANK=1 if 
the investment bank is 
global; 0 if local or 
otherwise 

- 

Own Calculation Khurshed 
et al., 

2011 

Panel D: Pre-issue Firm-Specific Variables 

Ln(fsize) 
FIRM_SIZE: Natural 
Log of firm sales 

- 
Prospectus, I.S* Jacob & 

agarwall 

http://www.chittorgarh.com/
http://www.chittorgarh.com/
http://www.capitalmarket.com/
http://www.capitalmarket.com/
http://www.chittorgarh.com/
http://www.chittorgarh.com/
http://www.capitalmarket.com/
http://www.capitalmarket.com/
http://www.chittorgarh.com/
http://www.chittorgarh.com/
http://www.capitalmarket.com/
http://www.capitalmarket.com/
http://www.chittorgarh.com/
http://www.chittorgarh.com/
http://www.capitalmarket.com/
http://www.capitalmarket.com/
http://www.chittorgarh.com/
http://www.chittorgarh.com/
http://www.capitalmarket.com/
http://www.capitalmarket.com/
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Ln(age) 

LOG_SIZE: Natural 
Log of No. of 

years since 
incorporation to the 
year 

of IPO 

- 

Prospectus Khurshed   
et   al., 

2011, 

An & 
Chan, 2008 

Lev 
LEVERAGE: Ratio of 

Debt-to-equity + 
Prospectus, B/S** Jacob & 

Agarwalla, 

2015 

Tang 
TANGIBILITY: Ratio 
of the firm's 

fixed asset to total asset 
- 

Prospectus, B/S An & 
Chan, 2008 

Sal_asset 
SALES_ASSET: Ratio 
of Sales to asset 

- 
Prospectus, I.S, B/S Own 

development 

roe 
RETURN_ON_EQUIT
Y= Net 

profit/Equity 
- 

Prospectus, I.S, B/S Jacob & 
Agarwalla, 

2015 

*Income Statement (I.S) **Balance Sheet (B/S) 

Table-2: Summary Statistics 

This table includes the major variables and their summary statistics including the 

mean, median, standard deviation, minimum and the maximum observation value. 

Additionally, it also reports the Skewness-measures the level of asymmetry in data 

sets, and the Kurtosis which identifies the tailed-ness of the data sets. The value of 

Skewness and Kurtosis for a normal distribution is 0 and 3 respectively. 

 

Variable Obs. Mean Std. Min Max Median Skewness Kurtosis 

Panel A: Outcome/Dependent Variables 

Underpricing 234 -15.36 39.25 241.75 69.83 -7.22 -1.83 9.71 

UnP_dummy 234 0.65 0.48 0 1 1 -0.63 1.39 

Panel B: Issue related Independent Variables 

Regime 234 0.71 0.45 0 1 1 -0.95 1.89 

Iss_Type 234 0.99 0.11 0 1 1 -8.66 76.01 

Ln(size) 234 5.60 1.26 3.14 9.63 5.51 .48 2.85 

Off_Price 234 251.36 222.45 10.00 1310.00 180.5 1.87 6.77 

List_Gap 234 19.27 30.40 4.00 355.00 16 10.25 109.39 

Prom_Hold 234 59.387 18.36 0 90.00 60.88 -0.84 4.16 

Sub_QIB 234 23.89 36.15 0 184.95 5.56 2.14 7.74 

Sub_NII 234 22.78 48.53 0 311.57 2.75 3.25 15.14 

Sub_Total 234 21.75 31.88 0.66 170.16 5.13 2.12 7.75 

Panel C: IPO Grade-related Variables 

Act_Grade 234 2.12 1.56 0 5.00 2.50 -0.21 1.68 

High_Grade 234 0.50 0.50 0 1.00 0.50 0.00 1.00 
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Rat_Agency 234 1.55 1.34 0 7.00 2.00 0.77 3.78 

Glob_Agency 233 0.48 0.50 0 1.00 0 0.08 1.01 

Glob_Ibank 234 0.14 0.34 0 1.00 0 2.12 5.47 

Panel D: Pre-issue Firm-Specific Variables 

lnsize 233 8.57 1.50 3.11  11.98 8.60 -0.57 3.77 

Ln(age) 234 2.58 0.78 0  4.56 2.64 -0.31 3.64 

Lev 234 57.31 30.71 -209.06  104.39 63.24 -3.40 27.40 

Tang 234 33.29 59.30 0.002  846.18 24.94 11.12 152.33 

Sal_Asset 234 88.14 83.01 0.00  638.67 74.49 2.75 16.02 

ROE 234 55.14 351.45 -91.67  3919.80 17.40 10.47 112.21 

Table-3: Mean Difference of Key Variables in between Mandatory and Non-

mandatory Regime 

This table reports the mean and the standard deviations of the overall sample (234), 

mandatory regime (167) and Non-mandatory grading regimes (67) for the key 

variables. This table helps us to understand the total sample and how these categories 

(i.e., overall, graded and non-graded category) differ from each other. The following 

table (Table 4) includes how the mean and standard deviations significantly differ 

between the two-regime along with their statistical significance of the differences. 

This table is especially useful to understand how the major variables of the study 

differ during the two regimes. It also shows the t-statistics associated with each of 

the variables which reflect the statistical significance of the difference between the 

graded and non-graded IPOs. The full definition of the variables is given in Table 1. 

 

Variable Graded IPOs Non-graded IPOs Difference 

    

 Mean Mean Mean 

 (STD) (STD) (STD) 

Ln(age) 2.519014 2.726339 2.578376 ** 

 (.0581465) (.1017119) (.0509494) 

Ln(size) 5.283947 6.383564 5.598795*** 

 (.0959719) (.1109283) (.0821074) 

Offer_price 213.4491 345.8507 132.4016*** 

 (15.60239) (29.86149) (31.0449) 

List_gap 22.2994 11.77612 -10.52328** 

 (2.74808) (.3826996) (4.350916) 

Prom_hold 60.30719 57.07343 -3.233753 

 (1.203456) (2.928026) (2.652687) 

Sub_QIB 22.96425 26.20806 3.24381 

 (2.89854) (4.010242) (5.23505) 

Sub_NII 31.91946 84.58192 52.66246*** 

 (4.246765) (14.66906) (11.43869 

Sub_RII 8.857876 5.006806 -3.85107* 

 (1.195623) .8774741 (1.969577) 
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Sub_TOT 19.24037 27.98995 8.749576* 

 (2.285121) (4.469116) (4.583736) 

Ln(fsize) 8.44881 8.874209 .4253992** 

 (.1207736) (.1579386) (.2153926) 

lev 57.44889 57.44889 -.4965261 

 (3.019317) (2.543538) (4.449855) 

tang 32.26734 35.82306 3.555723 

 (5.235452) (3.647467) (8.590686) 

Sal_asset 87.02817 90.98426 3.956084 

 (6.130301) (11.27654) (12.02502) 

roe 71.17056 15.17231 -55.99825 

 (32.11799) (2.683458) (50.8008) 

UnP 15.75574 14.38714 -1.368597 

 (3.395835) (2.976699) (5.687654) 

No. of 
Observation 234 167 67 

Significance of the differences: *** p<0.01, ** p<0.05, * p<0.1 

Table-4: Impact of IPO grading (Regime) on Underpricing: 

The table reports the parameters estimated from the equation (2), along with the t-

statistics and R-squared value of the model. The following models of OLS, Probit 

and Logit are estimated based on a 233 over a period of April, 2007 to June, 2017 

(Remember: the total sample for this study is 234, but 1 sample has been lost due to 

the inclusion of the log values for certain repressors when its value is equal to zero). 

For OLS model, dependent variable is Underpricing (UnP: % difference offer price 

and listing day closing price i.e., [(closing price-offer price)/offer price*100]) which 

is defined in table 1. Regime is a dummy variable that takes 1 for the mandatory 

IPO grading and 0 otherwise (non-mandatory/optional grading). This dummy 

variable will reflect the effect of graded IPOs in compared to the non-graded on 

underpricing. For Probit and Logit model, the dependent variable is UnP_dummy 

which takes the value 1 if there is underpricing and 0 otherwise. The table reports 

the marginal effects for both the Probit and Logit Models. The other variables are 

defined as earlier in table 1. 

 (1) (2) (3) 

VARIABLES OLS Model Probit Model Logit Model 

regime -4.043 -1.229* -1.866* 

 (15.92) (0.661) (1.093) 

lnage 1.542 0.263* 0.386* 

 (2.647) (0.140) (0.231) 

iss_type 51.69** 1.925 3.317 

 (22.37) (1.818) (3.581) 

lnsize -1.458 -0.327** -0.510** 

 (2.355) (0.133) (0.230) 

off_price -0.00661 0.000165 0.000408 

 (0.00869) (0.000768) (0.00134) 
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list_gap 0.271** 0.00946 0.0168 

 (0.114) (0.00757) (0.0147) 

prom_hold -0.0857 -0.00482 -0.00668 

 (0.0874) (0.00657) (0.0111) 

sub_QIB 0.884*** 0.0483* 0.106** 

 (0.310) (0.0247) (0.0496) 

sub_NII 0.298** 0.00853 0.0252 

 (0.127) (0.0108) (0.0225) 

sub_RII 1.705*** -0.000250 0.00449 

 (0.414) (0.0296) (0.0549) 

sub_TOT -1.468** -0.0270 -0.0878 

 (0.669) (0.0496) (0.0973) 

act_grade -1.001 0.193 0.296 

 (3.686) (0.152) (0.250) 

rat_agen 1.934 0.121 0.192 

 (3.854) (0.108) (0.175) 

glob_agen -0.304 0.0736 0.119 

 (8.398) (0.269) (0.438) 

glob_ibank 8.773* 0.409 0.613 

 (5.110) (0.396) (0.664) 

lnfsize -0.0322 0.0647 0.0616 

 (1.965) (0.0809) (0.138) 

lev -0.0947 -0.00224 -0.00340 

 (0.0680) (0.00437) (0.00752) 

tang -0.0151 0.000368 7.77e-05 

 (0.0183) (0.00200) (0.00342) 

sal_asset 0.0575* -0.00137 -0.00183 

 (0.0294) (0.00174) (0.00294) 

roe 0.00473** 0.00280 0.00301 

 (0.00211) (0.00374) (0.00620) 

Constant -44.53 -1.018 -1.695 

 (30.46) (2.083) (4.022) 

Industry dummies Yes Yes Yes 

Year dummies Yes Yes Yes 

Observations 233 233 233 

R-squared 0.452 - - 

 Robust standard errors in parentheses  

 *** p<0.01, ** p<0.05, * p<0.1  
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Table-5: Impact of IPO grading (high_grade) on Underpricing: 

The table reports the parameters estimated from the equation (3), along with the t-

statistics and R-squared value of the model. The following models of OLS, Probit 

and Logit are estimated based on a 233 over a period of April, 2007 to June, 2017 

(Remember: the total sample for this study is 234, but 1 sample has been lost due to 

the inclusion of the log values for certain repressors when its value is equal to zero). 

For OLS model, dependent variable is Underpricing (UnP: % difference offer price 

and listing day closing price i.e., [(closing price-offer price)/offer price*100]) which 

is defined in table 1. High Grade (high_grade) is a dummy variable which takes 1 if 

the issue is graded 3 and above 5 and 0 otherwise. For Probit (Model 2) and Logit 

model (Model 3), the dependent variable is UnP_dummy which takes the value 1 if 

there is underpricing and 0 otherwise. The table reports the marginal effects for both 

the Probit and Logit Models. The other variables are defined as earlier in table 1. 

 (1) (2) (3) 

VARIABLES OLS  Model Probit Model Logit Model 

regime -6.184 -0.668 -0.976 

 (10.06) (0.477) (0.787) 

lnage 1.462 0.279** 0.411* 

 (2.602) (0.139) (0.230) 

iss_type 51.54** 1.976 3.389 

 (22.38) (1.802) (3.505) 

lnsize -1.522 -0.290** -0.448** 

 (2.319) (0.131) (0.225) 

off_price -0.00701 0.000212 0.000461 

 (0.00881) (0.000756) (0.00133) 

list_gap 0.271** 0.00955 0.0170 

 (0.114) (0.00771) (0.0147) 

prom_hold -0.0870 -0.00412 -0.00545 

 (0.0862) (0.00652) (0.0110) 

sub_QIB 0.886*** 0.0483* 0.106** 

 (0.310) (0.0251) (0.0502) 

sub_NII 0.298** 0.00797 0.0240 

 (0.128) (0.0109) (0.0225) 

sub_RII 1.702*** 0.000751 0.00551 

 (0.416) (0.0295) (0.0546) 

sub_TOT -1.469** -0.0256 -0.0849 

 (0.673) (0.0504) (0.0983) 

high_grade -1.548 0.116 0.145 

 (7.415) (0.282) (0.462) 

rat_agen 1.996 0.102 0.164 
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 (3.729) (0.107) (0.173) 

glob_agen -0.310 0.0596 0.0925 

 (8.389) (0.267) (0.436) 

glob_ibank 8.659* 0.415 0.623 

 (5.077) (0.395) (0.666) 

lnfsize -0.000102 0.0551 0.0454 

 (1.988) (0.0802) (0.137) 

lev -0.0950 -0.00202 -0.00310 

 (0.0678) (0.00437) (0.00757) 

tang -0.0154 0.000578 0.000429 

 (0.0176) (0.00199) (0.00342) 

sal_asset 0.0574* -0.00126 -0.00161 

 (0.0294) (0.00175) (0.00293) 

roe 0.00475** 0.00305 0.00333 

 (0.00213) (0.00378) (0.00625) 

Constant -43.79 -1.347 -2.229 

 (29.62) (2.067) (3.947) 

Industry dummies Yes Yes Yes 

Year dummies Yes Yes Yes 

Observations 233 233 233 

R-squared 0.452 - - 

 Robust standard errors in parentheses  

 *** p<0.01, ** p<0.05, * p<0.1  
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Abstract: This study investigates the relationship between female directors 

and the financial performance of commercial banks in Bangladesh proxied 

by net interest margin, return on assets and return on equity. While it is 

recognized by many researchers that female empowerment can lead to a 

positive contribution to the organisation, it is still a controversial research 

topic with inconclusive and mixed findings (Liu, Wei, & Xie, 2014). The 

key motivation for this study is to address the issue of mixed findings 

regarding the impact of gender diversity on organisation performance from 

the perspective of an emerging economy like Bangladesh. The study uses 

29 commercial banks in Bangladesh as listed in Dhaka Stock Exchange 

and Chittagong Stock Exchange for the period between 2009-2018. 

Ordinary least squares panel data regression model is applied to observe 

the effect of gender diversity on the financial performance of the banks. 

The study finds that presence of female directors on the board deteriorates 

the financial performance proxied by return on assets and return on equity. 

It is argued that due to smaller portion of female directors on board they 

can’t play important role on firm performance (Campbell & Mínguez-

Vera, 2008). The findings of this study have policy implications and policy 

makers may use the findings of this study in setting regulations relating to 

board membership. Commercial banks may also use these findings in 

deciding the composition and selection of board of directors. 

Keywords: Female Director, Financial Performance, Commercial Banks, 

Bangladesh 

 

1. Introduction 

This study explores the relationship between female directors and the 

financial performance of commercial banks in Bangladesh. The board of 

directors play a crucial role in the governance of organizations to fulfil their 

responsibility on behalf of shareholders for the development of the 

                                                 
1
 Corresponding Author, Researcher, Discipline of Accounting and Finance, 

Newcastle Business School, University of Newcastle, Australia. E-mail: farhana.islam 

@uon.edu.au 
2
 Associate Professor, Department of Banking and Insurance, University of Dhaka, 

Bangladesh. E-mail: sizahid2000@du.ac.bd 



64 Journal of Banking & Financial Services 

organization. Gender diversity denotes the participation of female on the 

board of directors. The success of the board and the decisions it makes, 

outline the stability and progress of the organisation, affecting investors, 

employees, customers and other stakeholders. Therefore, the performance of 

board members are justified by investors and regulators. Board members have 

responsibilities and accountabilities for performing their activities and in 

particular cases suffer from liabilities for their decisions. The board has 

obligation to lead for the stability and progress of the organization and to 

assist establish the internal culture and how it is apparent externally. Several 

studies recognize that diverse board can help the organization through a 

variety of ways comprising effective judgement and creativities that direct to 

firm advancement (Schippers, Den Hartog, Koopman, & Wienk, 2003; 

Watson, Kumar, & Michaelsen, 1993). 

Further, board diversity assists in better market observation, innovation and 

resolving problems (Carter, Simkins, & Simpson, 2003). Diverse board can 

help the organization to enhance domestic and international contacts in a 

competitive corporate setting and also help to broaden board members’ 

individuality as they belong to different gender, ethnicity, and cultural 

backgrounds (Arfken, Bellar, & Helms, 2004). The global business world 

emphasizes that board diversity is one of the most significant issues of 

governance for organisation performance (Milliken & Martins, 1996). 

Existing board diversity literature advocates that board members should 

belong to different gender, ethnicity, nationality, cultural, social, educational 

and professional background to make the board more fruitful and effective 

(Boeker, 1997; Kilduff, Angelmar, & Mehra, 2000; Milliken & Martins, 

1996; Pelled, 1996; Petersen, 2000; Timmerman, 2000; Watson, Johnson, & 

Merritt, 1998). Gender diversity, specifically in terms of having more females 

on the board, is considered as an important part of the wider perception of 

board diversity (Milliken & Martins, 1996). In the business world, female 

engagement is growing at higher rates (Catalyst, 2014b), for example, the 

proportion of female directors on board in Norway, Finland, France, Sweden, 

Belgium, U.K., Denmark, Netherlands, Canada and the U.S. were 35.5%, 

29.9%, 29.7%, 28.8%, 23.4%, 22.8%, 21.9%, 21%, 20.8% and 19.2%, 

respectively by the end of 2014 (Catalyst, 2014a). Additionally, from a 

sample study of Fortune 500 companies it is illustrated that firms having more 

female directors attain higher profitability comparing to those with less 

female directors (Catalyst, 2007). For example, on average, the return on 

equity and return on capital of the firms holding smaller portion of female on 

board have less than half of the achievement of firms comprising more female 
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directors (Catalyst, 2007). From the context of financial achievement, it is 

said that firms with more females on board will obtain greater financial gains 

in the competitive global market (Catalyst, 2004). 

Transnational institutions such as the International Labour Organisation (ILO) 

and World Trade Organization (WTO) emphasize gender diversity as a 

prerequisite for the advancement of financial and social benefit. Based on 

Action Plan 2008-2009 ILO determines the scopes to minimize gender 

discriminations in the institutional sectors (Catalyst, 2011). According to the 

World Bank (2010), a country’s achievement of financial growth, good 

governance, and better living standards depend on the reduction of gender 

inequality. Moreover, legal, governing and voluntary board diversity 

initiatives are implemented by governments and organizations in many 

countries to ensure higher female engagement on boards and it is largely 

accepted that this diverse board will bring more prospects for the 

organizations in future (Catalyst, 2014b).  

The information regarding female board of director and financial data of 29 

Bangladeshi publicly listed commercial banks is obtained from the annual 

reports for the period from 2009 to 2018. The key variables used in this study 

are proportion of female directors, number of female directors and Blau index 

to measure gender diversity in the board, and net interest margin, return on 

assets and return on equity to measure financial performance. Ordinary least 

squares panel data regression results show that gender diversity deteriorates 

the financial performance of commercial banks of Bangladesh proxied by 

return on assets and return on equity. 

The remainder of this paper is structured as follows. Section 2 describes the 

literature. Section 3 illustrates the data used. Section 4 outlines the empirical 

models before results are described in Section 5. Finally, conclusions are 

discussed in Section 6. 

2. Literature Review 

Gender diversity of the board is a central basis of governance reorganization 

efforts in the world (Adams & Ferreira, 2009).  Regulators and policy makers 

of the developed economies are  giving more importance on gender diversity 

on the board for the enhancement of firm’s performance (Liu et al., 2014). 

The board efficiency is related with how different important issues are 

discoursed and problems are resolved through the discussion among the 

directors. Boards that are committed remain more concerned for firm’s 

financial achievement as do other things like ground works for meetings, 
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concentration, and involvement during meetings as well as follow-ups after 

meetings (Carcello, Hermanson, Neal, & Riley, 2002). Further, it is 

mentioned by Bathula (2008) that the number of board meetings symbolizes 

board strength although negative link is found between the firm’s financial 

performance and number of board meetings. Adams and Ferreira (2009) state 

that female directors have positive influence on organization development. 

The attendance ratio of female directors is higher than male directors and 

female directors engage themselves more with supervisory committees than 

their male counterparts that becomes a turning point for organizations suffer 

from weak governance (Adams & Ferreira, 2009). They claim that CEOs 

remain more liable for lower level stock price performance in a gender 

diverse board and turnover is closely linked to stock price performance 

(Adams & Ferreira, 2009). It is described by Francoeur et al. (2006) that there 

is more arrangement of regular meetings in a gender diverse board and female 

directors have less issues regarding participation comparing to male directors. 

The same opinion is specified by the judgements of Smith et al. (2006) that 

female directors hold higher participation rates than  males and that the 

involvement of female directors can increase the entire presence of the board.  

Several evidences specify that firm performance is stimulated when there is 

more opportunities of diverse board (including females). For example, 

Tornyeva and Wereko (2012) depict that the existence of independent female 

directors have favourable impact on firm’s financial performance. They 

deliver evidence and assert that female independent directors are very strict in 

monitoring than male directors. In the same way, female directors and CEOs 

are more reluctant to take risk and concentrate more on supervisory activities 

(Parrotta & Smith, 2013). Additionally, Carter et al. (2003) find that firm 

value (Tobin’s Q) is positively related to board diversity (independent female 

directors) based on their study comprising a sample of Fortune 1000 firms. 

The reason may be founded on the circumstance that firm gains more from 

female independent directors due to the inflow of new perceptions and 

capabilities that is related to a gender diverse board.  

Liu et al., (2014) demonstrate that gender diversity is favourably related to 

organization performance in China, the world’s largest growing economy. 

Female directors have greater influence on privately-owned firms than state-

owned firms under different ownership structure in China (Liu et al., 2014). 

They conduct a study using the listed firms in China from 1999 to 2011. 

Differentiating female directors into two group: executive and independent 

directors it is found that executive female directors perform more efficiently 
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opposed to independent female directors due to their direct involvement with 

firm’s activities and they can utilize their power in taking decision beyond the 

board room. Female directors generally hold the highest position in firms 

through executive roles. Board directors perform their role properly as 

executive by assuring that superiority of  business activities will be continued 

and firm’s profitability and efficiency will be accomplished to safeguard the 

organization’s competitive position in the market (Ellwood & Garcia-Lacalle, 

2015).  

Conyon & He (2017) examine the relation between female directors and firm 

performance of US for the period from 2007 to 2014 using quantile 

regressions. Female directors have larger positive influence on the 

performance of high-performing firms compared to low-performing firms 

(Conyon & He, 2017). Female directors make the corporate boards more 

effective through unique skills which in turn increases firm value (Kim & 

Starks, 2016). Percentage of female board directors is positively related to the 

organisation performance of listed small and medium enterprises of France 

(Dang A, Houanti, Ammari, & Lê, 2018). 

On contrary, it is stated that female directors do not have any influence on the 

organization development in Spain, a civil law country characterized by large 

family ownership and directors do not possess complete freedom from 

management and  there is a smaller portion of female engagement in business 

(Campbell & Mínguez-Vera, 2008). The researchers scrutinize the fraction of 

female to male and suggest that diversity indices have a favourable 

impression on organiszation that truly needs equality between female and 

male rather than the simply participation of female directors. Since corporate 

governance has restructured by the efforts of  government,  gender diversity 

has become indispensable for the economic development in Spain (Campbell 

& Mínguez-Vera, 2008). Based on a study of listed Danish firms, no 

relationship is found  between gender diversity and organization performance 

(Rose, 2007). A large percentage of the board comprises of male directors 

despite a lot of efforts in terms of the liberalisation of females in Denmark. 

The customs and beliefs of conservative board directors are granted and any 

accomplishment of a female board member is not emphasized (Rose, 2007). 

Shrader et al. (1997) also state that there is no important influence of female 

directors on the board. Females do not hold any major role due to a smaller 

portion remain in the top management and they are assigned to execute the 

responsibilities that do not have any contribution to the organization 

improvement (Shrader, Blackburn, & Iles, 1997).   
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Prior studies in the literature also do not find any relationship between gender 

diversity and firm performance. Using a sample of 500 largest firms of 

Scandinavian countries, Randoy et al. (2006) notice that there is no 

relationship between gender diversity and firm performance.  Du Rietz and 

Henrekson (2000) also do not discover any impact of female directors on firm 

performance. Based on a sample of fortune 500 firms Farrell and Hersch 

(2005) state that there is no progress of firm performance appointing female 

directors on the boards and consider the presence of female as an commitment 

from the social accountability. Female directors do not affect organisation 

performance in Netherlands and Denmark (Marinova, Plantenga, & Remery, 

2016).  Similarly, gender diversity do not affect the short-term performance or 

long-term performance of Philippine firms (Unite, Sullivan, & Shi, 2019). 

Moreover, female directors do not affect the accounting performance and 

market value of the organisations of UAE (Iren, 2016).  

Existing evidence also indicate that gender diversity displays negative 

relationship with firm performance. Gender diverse board is not cooperative 

to each other and suffers from conflicts among themselves (Williams & 

O’Reilly, 1998). Due to heterogeneity board members have differences in 

their judgement and they are not responsive to others’ opinion (Earley & 

Mosakowski, 2000). The probability of  discrepancy raises when board 

members belong to same gender only agree with the decisions taken by 

themselves (Richard, Barnett, Dwyer, & Chadwick, 2004). In respect of 

diverse board, directors remain strict with their opinion and try to point out 

several issues from different perspective that ultimately generate more 

confusion and decision making becomes lengthy and ineffective (Lau & 

Murnighan, 1998). This situation makes complication when firms need to take 

necessary steps on time to survive in the competitive market (Williams & 

O’Reilly, 1998) and consequently, gender diversity may have undesirable 

outcome in terms of firm’s decision-making when feedback is needed quickly 

(Hambrick, Cho, & Chen, 1996). Jianakoplos and Bernasek (1998) mention 

that females are more risk averse than males that directs to less profitability 

and improvement. Female directors’  frequent resignation and absence from 

board meetings can push the organization toward financial difficulty (Cox & 

Blake, 1991). However, increases in female directors initially reduces 

organisation performance but the relation is positive when female directors 

increase 30% of total board of directors in Germany (Joecks, Pull, & Vetter, 

2013). 

There is very few literatures on the relation between gender diversity and 

financial performance in Bangladesh. Muttakin and Ullah (2012) investigate 
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the relationship between corporate governance and financial performance of 

listed banks in Bangladesh for the period from 2005 to 2010. Gender diversity 

does not affect the financial performance of Bangladeshi listed banks 

(Muttakin & Ullah, 2012). Habib (2016) examines the relationship between 

corporate governance and financial performance of 77 Dhaka Stock Exchange 

listed organisations during 2010 to 2012. It is found that presence of female 

directors on the board improves financial performance of Bangladeshi 

organizations (Habib, 2016). Moreover, female and foreign directors in 

Bangladesh improves organization performance as a result of increased 

monitoring (Muttakin, Khan, & Subramaniam, 2012). However, Dutta and 

Bose (2006) find conflicting results between gender diversity and organisation 

performance. Therefore, the existing literature show mixed evidence on the 

relationship between female board of directors and financial performance in 

Bangladesh. 

The association between gender diversity and organisation performance 

provides mixed results in the literature. For instance, Adams and Ferreira 

(2009) find that gender diversity has an important effect in case of weak 

governance as female directors involve themselves more in audit and 

nominating committees. Based on China’s listed organisations it is found that 

board gender diversity consequences are imperative in legal person controlled 

organisations but not in state-controlled organisations (Liu et al., 2014). 

Another study of Dutch listed companies concludes with female directors on 

boards perform better than companies without female  directors (Lückerath-

Rovers, 2013).  

There is also other evidence in the literature that find a positive association 

between gender diversity and organisation performance, for instance, that a 

higher female proportion of directors on the board have a positive impact on 

organisation performance (Bonn, 2004). Other findings include a strong 

correlation between effective operational performance and female executive 

directors (Fondas & Sassalos, 2000), that female directors hold different 

perspectives to make the boardroom discussion vital (Letendre, 2004) and that 

gender diversity boosts stock price informativeness by extending voluntary 

public disclosure of big organisations (Gul, Srinidhi, & Ng, 2011).   

On the contrary, there are some other studies that show negative association 

between gender diversity and organisation performance for instance, 

heterogeneous groups suffer due to the  lack of effective communication and 

relational clash (Earley & Mosakowski, 2000), in a decision making process 

feedback is not obtained promptly from a diverse board (Hambrick et al., 
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1996) and conflict may arise due to the identification and collaboration of 

directors belong to same gender (Richard et al., 2004). In a diverse board 

decision making may be lengthy and create disagreement among the board 

members (Lau & Murnighan, 1998). Jianakoplos and Bernasek (1998) argue 

that an organisation’s financial performance on the stock market may be 

poorer due to higher risk aversion of female directors as opposed to male 

directors. 

Based on the review of existing literature, it is hard to provide a rational 

explanation why existing studies show mixed results regarding the impact of 

gender diversity on organisation performance. Hence, due to the inconclusive 

evidence, this study is motivated to disentangle some of this intricacy by 

analysing gender diversity to determine whether any legislative requirement 

for gender diversity is appropriate in Bangladesh from this perspective. 

3. Data 

The present study investigates the relationship between the female board of 

directors and financial performance of listed commercial banks in Bangladesh 

for the period from 2009 to 2018. This study uses 29 Bangladeshi commercial 

banks listed in Dhaka Stock Exchange and Chittagong Stock Exchange. There 

are 30 and 29 commercial banks listed in Dhaka Stock Exchange and 

Chittagong Stock Exchange, respectively. ICB Islamic Bank Limited 

experienced negative equity and net income during the entire sample. 

Therefore, we dropped ICB Islamic Bank Limited from our sample. We 

collected female board of director, financial and other bank characteristics 

data from annual reports of banks. 

4. Empirical Model 

In order to test the impact of female board of directors on the financial 

performance of banks, we use ordinary least squares panel regression. The 

empirical model includes some control variables of bank features, which may 

affect the financial performance of banks. Bank and time specific effects are 

captured by introducing bank and year dummies, respectively. 

The model developed to test the impact of female directors on banks’ 

financial performance is:  

Financial Performancei,t = Female Directori,t + Controlsi,t +  + + i,t          (1) 

The dependent variable, Financial Performance is the vector of alternative 

banks’ financial performance variables for bank i in year t. Banks’ financial 
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performance has been measured by the net interest margin, return on assets 

and return on equity. 

The independent test variable, Female Director is the female directors in 

corporate board for bank i in year t. Female director has been measured by the 

number of female directors in the board, the ratio of female director to total 

number of directors and Blau Index. 

The control variables are bank characteristics for bank i in year t. We use the 

ratios of non-performing asset to total assets (NPL), loan loss provisions to 

total assets (LLP), total liabilities to total assets (Leverage), natural logarithm 

of total assets (Asset) and total capital ratio (TCR) as the potential 

determinants of banks’ financial performance. Total capital ratio of total 

capital divided by risk-weighted assets calculated according to Basel rules. 

  and  represents the bank dummies and year dummies, respectively. εi,t  

are error terms for bank i in year t.         

4.1 Independent Variables 

Independent variables used in this study are the various measures of gender 

diversity including number of female directors, the ratio of female directors to 

total directors and Blau Index. 

4.1.1 Number of female directors (Num Female) 

Most of the boards are usually composed of a major portion of male directors 

and greater gender diversity directs through the inclusion of female members 

in the board (Bathula, 2008). Number of total female directors on the board is 

used as a proxy of gender diversity in the current study. 

4.1.2 Proportion of female directors (Prop Female) 

The presence of female directors has significant influence on board 

construction and corporate governance (Adams & Ferreira, 2009) and is used 

as a proxy for gender diversity in this study. Specifically the proportion of 

female directors is the number of female directors divided by the number of 

total directors to measure gender diversity in the boardroom which is broadly 

used in the literature (Adams & Ferreira, 2009; Bonn, 2004; Bonn, 

Yoshikawa, & Phan, 2004; Campbell & Mínguez-Vera, 2008; Lückerath-

Rovers, 2013; Rose, 2007). 

4.1.3 Blau Index 

Blau Index is used to examine gender diversity and takes into account both 

the gender categories of male and female and the level of allocation of board 
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members among them (Mínguez-Vera & Martin, 2011). This feature is not 

noticeable when female dummy, proportion of female directors or other 

proxies of gender diversity are used to examine gender diversity in the 

boardroom. Previous studies have used Blau Index to measure the level of 

group diversity including gender diversity (Campbell & Mínguez-Vera, 2008; 

Richard et al., 2004; Sacco & Schmitt, 2005). Hence, Blau Index is deemed to 

be a robust measure to examine gender diversity in the boardroom. Blau Index 

is calculated as shown in the equation below: 

    (2) 

The maximum value of Blau Index is 0.5 when equal proportion of male and 

female remain in the board. When the value of Blau Index is 0, then it is 

entirely homogenous, on the other hand when the value of Blau Index is 0.5 

that means gender diversity of the group remains at the highest level. 

4.2 Dependent Variables 

Financial performance is regarded as the dependent variable in this study. 

Financial performance is proxied by net interest margin, return on assets and 

return on equity. 

4.2.1 Net Interest Margin (NIM) 

We consider the net interest margin as a proxy of banks’ financial 

performance. Net interest margin is widely used in the literature for assessing 

the financial performance of banks (Angbazo, 1997; Bordeleau & Graham, 

2010; Dietrich, Hess, & Wanzenried, 2014; King, 2013). Net interest margin 

is defined in this study as the difference between interest income and interest 

expense of bank i in year  divided by total assets of the bank i in the same 

year . This ratio is calculated as shown in the equation below: 

    (3) 

4.2.2 Return on assets (ROA) 

A number of corporate governance studies employ the ROA to measure 

organisation performance (Adams & Ferreira, 2009; Bonn, 2004; Francoeur, 

Labelle, & Sinclair-Desgagné, 2008; Liu et al., 2014; Lückerath-Rovers, 

2013). ROA is considered as a proxy for the performance of the organisations. 

ROA is used to evaluate whether management has utilised the assets 

efficiently (Bonn et al., 2004). Since management has the possibility to 

manipulate the given resources derived from agency theory, ROA is a good 

measure to observe what management has achieved and their capability to 



Female Directors and Financial Performance of Commercial Banks 73 

utilise the assets of the shareholders (Bathula, 2008). It is defined in this study 

as the net income available to common shareholders of bank i in year  

divided by total assets of the bank i in the same year . This ratio is calculated 

as shown in the equation below:  

   (4) 

4.2.3 Return on equity (ROE) 

Prior studies employ ROE to measure organisation performance (Bonn, 2004; 

Lückerath-Rovers, 2013). ROE is another measure that is adopted in the study 

as a proxy for the performance of the banks. ROE is an estimation of profit 

obtained by the equity resources. ROE can be used to evaluate whether 

management is utilizing equity resources properly invested by the 

shareholders to make return, therefore this is treated as an important 

determinant of organisation performance (Bonn, 2004). In essence, ROE is 

defined as net income available to common shareholders for the financial 

period  for an bank  divided by shareholders’ equity in an bank  in the same 

period t. In addition, this ratio is calculated as shown in the equation below: 

   (5) 

5. Analysis of Results 

Descriptive statistics for our sample of commercial banks used in the 

regressions are reported in Table 1. The average value of net interest margin, 

return on assets, return on equity, number of female directors, Blau Index and 

total capital ratio for our sample commercial banks are 2.38%, 1.17%, 

13.88%, 1.46, 0.1648 and 11.83%, respectively. The average value of the ratio 

of the number of female directors to total number of directors is 10.32% for 

our sample commercial banks.  The average natural logarithm of the total 

assets for the sample of commercial banks is 25.83. On average, the non-

performing loans, loan loss provisions and total liabilities for our sample of 

commercial banks constitute 5.00%, 0.54% and 91.84% of total assets, 

respectively.  
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Table 1: Descriptive Statistics 

This table reports the descriptive statistics of the annual data for 29 listed 

commercial banks of Bangladesh from 2009 to 2018.  

Variable Mean Std. Dev. Min Max Observations 

NIM 0.0238 0.0093 -0.0237 0.0501 290 

ROA 0.0117 0.0066 -0.0008 0.0510 290 

ROE 0.1388 0.0694 -0.2989 0.3880 290 

Num Female 1.4621 1.4143 0.0000 6.0000 290 

Prop Female 0.1032 0.1009 0.0000 0.4286 290 

Blau Index 0.1648 0.1444 0.0000 0.4898 290 

Asset 25.8273 0.5738 24.4117 27.6285 290 

NPL 0.0500 0.1223 0.0000 0.7956 290 

LLP 0.0054 0.0054 -0.0203 0.0330 290 

Leverage 0.9184 0.0222 0.8457 1.0637 290 

TCR 0.1183 0.0202 -0.0868 0.1704 290 

Table 2 reports the pair-wise correlation coefficients of all the variables used 

in this study. The explanatory variables used in this study are not highly 

correlated which indicates multicollinearity is not a major issue in our 

empirical analyses. The correlation coefficients of the bank financial 

performance proxies, net interest margin, return on assets and return on equity 

with the number of female directors are −0.03, 0.01 and -0.06, respectively. 

The correlation coefficients of net interest margin, return on assets and return 

on equity with the ratio of number of female directors to total number of 

female directors are 0.05, 0.02 and -0.06, respectively. The correlation 

coefficients of net interest margin, return on assets and return on equity with 

the Blau Index are 0.05, 0.03 and -0.06, respectively.  

Table 2: Correlation Matrix 

This table reports the correlation coefficients of all variables used for 29 listed 

commercial banks of Bangladesh from 2009 to 2018.  

  1 2 3 4 5 6 7 8 9 10 11 

1 NIM 1.00 
          2 ROA 0.35 1.00 

         3 ROE 0.36 0.80 1.00 
        4 Num Female -0.03 0.01 -0.06 1.00 

       5 Prop Female 0.05 0.02 -0.06 0.93 1.00 
      6 Blau Index 0.05 0.03 -0.06 0.94 0.99 1.00 

     7 Asset -0.05 -0.46 -0.42 0.00 -0.01 -0.02 1.00 
    8 NPL 0.05 -0.01 -0.01 -0.17 -0.16 -0.18 0.06 1.00 

   9 LLP -0.13 -0.28 -0.23 -0.03 0.00 -0.01 0.25 0.05 1.00 
  10 Leverage -0.17 -0.47 -0.28 -0.18 -0.14 -0.15 0.17 0.06 0.15 1.00 

 11 TCR 0.18 -0.04 0.18 0.00 0.00 -0.01 0.21 0.16 0.05 -0.37 1.00 
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This study undertakes a multiple panel regression analysis between the 

variables in order to determine the impact of gender diversity on the financial 

performance of commercial banks. Since the financial performance 

(dependent variable) is measured using three variables, that are NIM, ROA 

and ROE, the regression analysis for each independent variable is performed 

while controlling for the organisation characteristics as shown in the 

subsections below.  

5.1 Number of Female Directors and Financial Performance 

Table 3 reports the results for testing the impact of number of female directors 

on financial performance of commercial banks. The results in table 3 show 

that an increase in the number of female directors reduces return on assets and 

return on equity and the results are statistically significant at 5% and 1% level 

of significance, respectively. However, the relation between number of female 

directors with net interest margin is not statistically significant. Results in 

Table 3 shows that assets increase the financial performance. However, non-

performing loans, loan loss provisions, leverage and total capital ratio reduce 

financial performance. These results provide evidence that increases in female 

directors deteriorate financial performance of commercial banks in 

Bangladesh.  

Table 3: Number of Female Directors and Financial Performance  

This table reports the panel regression results where the dependent variables 

are the measures of banks’ financial performance as proxied by the net 

interest margin (NIM), return on assets (ROA) and return on equity (ROE). 

The independent variable of interest is banks' number of female board of 

directors. Control variables used are natural logarithm of total assets (Asset), 

the ratios of non-performing loans to total assets (NPL), loan loss provisions 

to total assets (LLP), total liabilities to total assets (Leverage) and total capital 

ratio (TCR). The sample is based on the annual data of 29 Bangladeshi 

commercial banks over the period from 2009 to 2018 Year dummies and bank 

dummies are included in the regressions. P-values are presented in 

parentheses. *, **, and *** represent statistical significance at the 10%, 5%, 

and 1% level, respectively. 
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  1 2 3 

  NIM ROA ROE 

NumFemale -0.0002 -0.0007** -0.0097*** 

 

(0.6657) (0.0468) (0.0087) 

Asset 0.0048 0.0076*** 0.1083*** 

 

(0.1396) (0.0009) (0.0000) 

NPL -0.0100* -0.0034 -0.0611 

 

(0.0766) (0.3959) (0.1564) 

LLP -0.1606* -0.2655*** -2.5936*** 

 

(0.0677) (0.0000) (0.0001) 

Leverage -0.0829** -0.0891*** -0.5180* 

 

(0.0240) (0.0006) (0.0633) 

TCR -0.0328 -0.0402** 0.6581*** 

 

(0.2381) (0.0410) (0.0021) 

Constant -0.0133 -0.0853 -2.0886*** 

 

(0.8637) (0.1204) (0.0005) 

Time Fixed Effect Yes Yes Yes 

Bank Fixed Effect Yes Yes Yes 

Adjusted R-sq 0.1081 0.5834 0.5379 

Observations 290 290 290 

5.2 Proportion of Female Directors and Financial Performance 

Table 4 reports the results for testing the impact of the ratio of total female 

directors divided by the total number of directors on financial performance of 

commercial banks. The results in table 4 show that an increase in the 

proportion of female directors reduces return on equity and the results are 

statistically significant at 5% level of significance. However, the relations 

between proportion of female directors with return on assets and net interest 

margin are not statistically significant. These results provide evidence that 

increases in female directors deteriorate financial performance of commercial 

banks in Bangladesh.  

Table 4: Proportion of Female Directors and Financial Performance 

This table reports the panel regression results where the dependent variables 

are the measures of banks’ financial performance as proxied by the net 

interest margin (NIM), return on assets (ROA) and return on equity (ROE). 

The independent variable of interest is the ratio of number of female board of 
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directors divided by total board of directors. Control variables used are natural 

logarithm of total assets (Asset), the ratios of non-performing loans to total 

assets (NPL), loan loss provisions to total assets (LLP), total liabilities to total 

assets (Leverage) and total capital ratio (TCR). The sample is based on the 

annual data of 29 Bangladeshi commercial banks over the period from 2009 

to 2018. Year dummies and bank dummies are included in the regressions. P-

values are presented in parentheses. *, **, and *** represent statistical 

significance at the 10%, 5%, and 1% level, respectively.  

  1 2 3 

  NIM ROA ROE 

PropFemale 0.0015 -0.0040 -0.1048** 

 

(0.8227) (0.3884) (0.0360) 

Asset 0.0047 0.0074*** 0.1058*** 

 

(0.1451) (0.0012) (0.0000) 

NPL -0.0099* -0.0033 -0.0602 

 

(0.0797) (0.4180) (0.1646) 

LLP -0.1654* -0.2733*** -2.6635*** 

 

(0.0596) (0.0000) (0.0001) 

Leverage -0.0833** -0.0880*** -0.4890* 

 

(0.0235) (0.0008) (0.0814) 

TCR -0.0321 -0.0387* 0.6747*** 

 

(0.2490) (0.0506) (0.0017) 

Constant -0.0118 -0.0823 -2.0575*** 

 

(0.8794) (0.1362) (0.0006) 

Time Fixed Effect Yes Yes Yes 

Bank Fixed Effect Yes Yes Yes 

Adjusted R-sq 0.1076 0.5780 0.5332 

Observations 290 290 290 

5.3 Blau Index and Financial Performance 

Table 5 reports the results for testing the impact of the Blau Index on financial 

performance of commercial banks. Higher Blau Index increases gender 

diversity that means the presence of female directors in the corporate board. 

The results in table 5 show that an increase in the Blau Index reduces return 

on equity and the results are statistically significant at 5% level of 

significance. However, the relations between Blau Index with return on assets 
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and net interest margin are not statistically significant. These results provide 

evidence that increases in female directors deteriorate financial performance 

of commercial banks in Bangladesh.  

Table 5: Blau Index and Financial Performance  

This table reports the panel regression results where the dependent variables 

are the measures of banks’ financial performance as proxied by the net 

interest margin (NIM), return on assets (ROA) and return on equity (ROE). 

The independent variable of interest is the Blau Index where, higher Blau 

Index indicates greater gender diversity. Control variables used are natural 

logarithm of total assets (Asset), the ratios of non-performing loans to total 

assets (NPL), loan loss provisions to total assets (LLP), total liabilities to total 

assets (Leverage) and total capital ratio (TCR). The sample is based on the 

annual data of 29 Bangladeshi commercial banks over the period from 2009 

to 2018 Year dummies and bank dummies are included in the regressions. P-

values are presented in parentheses. *, **, and *** represent statistical 

significance at the 10%, 5%, and 1% level, respectively. 

  1 2 3 

  NIM ROA ROE 

Blau Index -0.0013 -0.0032 -0.0831** 

 

(0.7735) (0.3324) (0.0203) 

Asset 0.0047 0.0073*** 0.1029*** 

 

(0.1483) (0.0015) (0.0000) 

NPL -0.0100* -0.0033 -0.0610 

 

(0.0773) (0.4132) (0.1583) 

LLP -0.1626* -0.2732*** -2.6604*** 

 

(0.0639) (0.0000) (0.0001) 

Leverage -0.0822** -0.0874*** -0.4733* 

 

(0.0256) (0.0009) (0.0913) 

TCR -0.0324 -0.0387* 0.6750*** 

 

(0.2438) (0.0505) (0.0016) 

Constant -0.0115 -0.0800 -1.9971*** 

 

(0.8817) (0.1474) (0.0009) 

Time Fixed Effect Yes Yes Yes 

Bank Fixed Effect Yes Yes Yes 

Adjusted R-sq 0.1077 0.5783 0.5351 

Observations 290 290 290 
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5.4 Discussion of Results 

The study uses financial performance as the dependent variable, measured by 

NIM, ROA and ROE. The independent variable is gender diversity. Various 

proxies for gender diversity such as number of female directors, proportion of 

female directors and Blau index that observes the level of gender diversity in 

the board are applied in this study. A panel regression is used to understand 

the impact of gender diversity on financial performance of commercial banks 

in Bangladesh. 

This study finds strong statistical evidence that increase in female directors 

reduce the financial performance of commercial banks in Bangladesh. These 

findings are consistent with a part of the existing literature that female 

directors reduce the financial performance (Earley & Mosakowski, 2000; 

Jianakoplos & Bernasek, 1998; Lau & Murnighan, 1998; Richard et al., 2004; 

Williams & O’Reilly, 1998). It is argued that due to smaller portion of female 

directors on board they can’t play important role on firm performance 

(Campbell & Mínguez-Vera, 2008). Since majority of the board members are 

male in Bangladesh, it is debatable whether female directors have independent 

voices in the decision-making process or they are just obligated to agree with 

their male directors. 

6. Conclusion 

The study contributes to the existing literature. The results of the research 

provide insights into the financial performance of commercial banks in 

Bangladesh based on gender diversity. Previously several studies have 

investigated the association between gender diversity and organisation 

performance in North America (Adams & Ferreira, 2009; Carter, D'Souza, 

Simkins, & Simpson, 2010; Carter et al., 2003; Gul et al., 2011), Europe 

(Campbell & Mínguez-Vera, 2008; Lückerath-Rovers, 2013), Asia (Ismail, 

Abdullah, & Nachum, 2013; Liu et al., 2014) and Scandinavian countries 

(Rose, 2007; Smith et al., 2006). But very few studies focus on the 

relationship between female board of directors and financial performance in 

Bangladesh. 

Female participation on corporate board has gathered immense consideration 

throughout the world. Many scholars recommend that there are societal and 

financial benefits of involving more female in these commercial management 

places. Employing more female on boards is relevant to assist break down the 

“glass ceiling” obstacles and for the enactment of female empowerment in an 

emerging economy like Bangladesh. It is argued that females possess distinct 
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psychosocial features that make them exceptionally qualified as observers and 

leaders to help expand organizational progress (Unite et al., 2019). Therefore, 

the objective of this study is to empirically examine this proposition from the 

perspective of a developing country where gender diversity on board has been 

less explored.  

Our study finds that increase of female directors on the board reduces the 

financial performance of commercial banks in Bangladesh proxied by return 

on assets and return on equity for the period from 2009 to 2018. It is argued 

that due to smaller portion of female directors on board they can’t play 

important role on firm performance (Campbell & Mínguez-Vera, 2008). Since 

majority of the board members are male in Bangladesh, it is debatable 

whether female directors have independent voices in the decision-making 

process or they are just obligated to agree with their male directors. Prior 

study however, suggests that although female directors do not have positive 

impact on firm performance, they have the capability to maintain good 

relationship with stakeholders through which organization can enhance their 

reputation in the society (Lückerath-Rovers, 2013). It also requires a balance 

between the proportion of male and female directors to determine the 

influence of female directors on financial performance rather than merely 

their attendance on the board (Campbell & Mínguez-Vera, 2008; Marinova et 

al., 2016).  

Female directors also need consistency in case of holding their position on 

board to ensure their contribution for firm improvement (Solakoglu & Demir, 

2016). Moreover, directors’ professional qualification, educational 

background and experience help to increase organization performance 

(Hoque, Islam, & Azam, 2013; Makhlouf, Laili, & Basah, 2014; Vo & Phan, 

2013). Farrell and Hersch (2005) claim that female directors do not have 

adequate professional expertise to handle managerial activities properly. Tsou 

and Yang (2019) find  that  competent and skilled female directors have 

crucial role on firm profitability. From these findings of existing studies, we 

recommend that engaging more as well as qualified and highly educated 

female directors on board for long term may have greater likelihood of their 

favourable influence on corporate performance in Bangladesh.  

The findings of this study have policy implications and policy makers may 

also consider these recommendations of the study in setting regulations 

relating to board membership. Commercial banks may also find these matters 

important in case of deciding the composition and selection of board of 

directors.  
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Appendix A: Construction of Variables 

Variable Construction 

NIM (Interest Income - Interest Expense)/Total Asset 

ROA Net Income Available to Common Shareholders/Total Assets 

ROE Net Income Available to Common Shareholders/Total Equity 

Num Female Total Number of Female Directors in the Board 

PropFemale Total Number of Female Directors in the Board/Total Number of 

Directors in the Board 

Blau Index 1-(Proportion of Female Directors)
2
-(Proportion of Male 

Directors)
2 

Asset Natural Logarithm of Total Assets 

NPL Non-Performing Loans/Total Assets 

LLP Loan Loss Provisions/Total Assets 

Leverage Total Liabilities/Total Assets 

TCR Total Capital/Total Risk-Weighted Assets 
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Abstract: Increased deficit budget caused by high government 

expenditures could crowd out private investment, as budget deficit might 

raise interest rate at a higher level. Bangladesh, a growing economy is over 

time experiencing increasing budget deficit that could cause interest rate to 

go up. Thereby, this paper aims to empirically observe effect of 

persistently increasing budget deficit on interest rate in Bangladesh. In this 

paper, substitute for interest rate is bank lending interest rate and budget 

deficit has been substituted by net government borrowing as proportion of 

gross domestic product (GDP) and other important variables such as GDP 

growth rate, money supply growth rate & T-bill rate have been employed. 

The authors apply Dynamic Ordinary Least Squares (DOLS) and 

Autoregressive Distributed Lag (ARDL) methods to observe dynamic 

relation between interest rate & budget deficit for the period of fiscal year 

1995-1996 to fiscal year 2017-2018. Regression analysis shows that net 

government borrowing plays statistically significant role in affecting bank 

lending interest rate. T-bill rate is also found statistically significant along 

with GDP growth rate to affect interest rate. Thus, persistent and 

increasing budget deficit run by Bangladesh Government and financed 

through borrowing either from banks or by issuing treasury securities does 

play significant role to impact interest rate to soar up and remain at a 

higher level. Consequently, to encourage more productive and efficient 

private sector to invest more the government should cautiously lower 

budget deficit or alternatively domestic borrowing.  

Keywords: Budget Deficit, Net Government Borrowing, Interest Rate, 

Bank Lending Interest Rate 

 

1. Introduction 

In developed countries, a long debated issue has been going on surrounding 

fiscal policy effect on interest rate. Whether fiscal deficit has significant effect 

on interest rate is also taken as a debate issue in developing countries. 

Consistently increasing budget deficit financed by borrowing from banking 

sector and/or issuing bonds/other instruments could create credit crunch or 
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reduce investment pace of private sector by crowding out private investment. 

Higher interest rate creates investment discouraging environment as fewer 

projects seem investible. So, there could be a concern over impact of 

consistent & escalating fiscal deficit on interest rate. But, there lacks research 

on this issue from the perspective of Bangladesh. Thus, it seems becoming to 

conduct research on effect of budget deficit on interest rate keeping in mind 

ever increasing budget deficit in Bangladesh. Historically, Bangladesh has 

been suffering from higher interest rate which since 1996 never fell below 

double digit figure except in 2017 & 2018. Such higher interest rate has been 

criticized by private sector investors as investment unfriendly. The country 

has also been experiencing consistently increasing budget deficit over time. 

Even though, Bangladesh is growing at appreciable rates, the issue of upward 

pressure of budget deficit on such high interest rate could be a matter of study. 

Underlying goals of expansionary fiscal policies are to generate employment 

and reduce poverty. But, if interest rate gets pulled up to remain at a higher 

rate and crowds out private investment, then this goal cannot be achieved at 

least at full potential. Thus, it is important to study whether persistent budget 

deficit is responsible behind higher interest rate, and thereby hindering private 

sector investment.  

Following the probable cost of increasing budget deficit in terms of higher 

interest rate, this paper aims to study whether higher bank lending interest rate 

in Bangladesh is supported by consistently escalating budget deficit so that 

proper policy recommendation can be rendered whether to continue 

increasing budget deficit to support economic growth and poverty alleviation 

or to create breathing space for private sector investment. As, from the 

perspective of Bangladesh there is research gap on this issue thus, carrying on 

this valuable research on such an important topic will contribute to proper 

fiscal policy formulation. If it is found that budget deficit has significant 

impact on interest rate then policy implications will be that the government 

should reduce budget deficit to foster private sector growth. On the other 

hand, if budget deficit does not significantly impact interest rate then higher 

government expenditures need not to be considered as against rather 

congenial for economic growth (Hossain, 2014).  

The paper is designed in different relevant sections. The next section is on an 

overview of budget deficit and bank lending interest rate in Bangladesh 

covering a period from 1995-96 to 2017-18. Section three presents several 

empirical evidences on different countries including developed and 

developing countries. Section four explains data and methodology thereby 
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focusing on model specification. Section five discusses on empirical results of 

this paper and finally section six concisely explains conclusions and policy 

implications of overall analyses and findings.  

2. An Overview of Budget Deficit and Bank Lending Interest Rate 

In this part an analysis has been conducted to observe empirical movements 

of major variables considered in this paper. Here bank lending interest rate 

(BLR) and net government borrowing (NGB) in Bangladesh have been 

considered for analyzing movement of these over time. 

 

Figure 01: Bank Lending Interest Rate 

As the paper is designed with the aim of empirically investigating impact of 

fiscal deficit on interest rate the first variable here analyzed is nominal 

average bank lending interest rate. Bangladesh Government finances its fiscal 

deficits mostly by borrowing from banks either directly as loan or by issuing 

securities, and by issuing savings certificates. These forms of financing are 

likely to exert increasing pressure on average bank lending interest rate as 

banks could seek for investing in less risky assets and offer commercial loans 

to some selected highly creditworthy borrowers. Thus, here bank lending 

interest rate has been adopted to observe effect of government borrowing. 

Here, the time frame is applied as fiscal years starting from 1995-1996 and 

ending with 2017-2018. The Figure 01 shows during 1995-1996 period 

interest rate was 13.41% and it reached 9.95% in the period 2017-2018. Over 

the period a declining trend is observable since 1999-2000 with slightly 

increase each year since during 1995-96 to 1998-99 reaching a historic high in 

the year 1998-99. Declining trend in interest rate can be attributed to 

accommodative monetary policies which aimed at lowering domestic interest 

rates to boost up investment and thus economic growth. And, recent decline 

of interest rate could be ascribed to government intervention to pull down 

interest rate to single digit. 
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Figure 02: Net Government Borrowing 

This above Figure 02 represents movement of nominal net government 

borrowing from banking system to finance its budget deficits for the period 

1995-1996 to 2017-2018. Net government borrowing in each fiscal year 

represents gross borrowing less periodic payment of previous debt. Overall, 

the trend shows upward surge of net government borrowing with decrease in 

few fiscal-years, and reached historic high in 2017-2018. This upward 

movement of government borrowing reflects Bangladesh government is 

running increasing fiscal deficits consistently, and the size of budget deficits 

are widening. Thus, it can be suspected that such increased fiscal deficits 

financed through borrowing from banking sector could have upward pressure 

on lending interest rate.  

 

Figure 03: Net Government Borrowing as Percentage of GDP 

Instead of observing movement of absolute value of nominal net government 

borrowing, it may be more informative if government borrowing is scaled by 

gross domestic product or GDP. Hence, net government borrowing can be 

analyzed by comparing it with the size of economy as a whole. Figure 03 

depicts that over these periods, net government borrowing as percent of GDP 

shows frequent fluctuations except for the period 1996-1997 to 2000-2001. 

Net government borrowing as a percentage of GDP went as high as 2.85% in 

2007-08 followed by quick decrease to 1.13% in 2009-2010. The again, it 
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started to rise up though as compared to rising economy’s size net 

government borrowings to GDP in each year is not high enough and relatively 

stable around a mean. Overall, tendency of net government borrowing to GDP 

is to fluctuate around its mean value. This might imply that government has 

commitment not to incur excessive borrowing rather consistent borrowing as 

percentage of GDP to boost overall demand and help escalate up economic 

growth to reduce poverty.  

3. Literature Review 

Before developing hypothesis based on examination of various literature, we 

need to look at relevant theories that help explain how high budget deficit can 

make interest rate to remain at a higher level. There are several theories those 

attempt to explain how budget deficit could affect interest rate. These are 

Treasury View, Loanable Funds Theory, and IS/LM Model. Under Treasury 

View crowding out is expected to happen in the form of rising interest rate 

effect of higher fiscal deficit as saving curve, which is insensitive to interest 

rate in this view shifts leftward. Loanable Funds Theory explains the issue by 

considering interest rate as price for loanable funds, and shows that increased 

demand for loanable funds by the government would accelerate interest rates.  

And finally, IS/LM Model helps explain how budget deficit could have 

upward pressure on interest rate. With increased budget deficit IS curve will 

shift rightwards thus equilibrium interest will go up. The implicit assumptions 

of Treasury View and Loanable Funds Theory are that the economy is 

running at full employment of resources. This assumption is a matter of 

criticism when the theoretical analysis of interest rate effect of fiscal deficit is 

applied on developing countries because in developing countries demand 

could be influenced with expansionary fiscal policies to boost up short-run 

economic growth and development. Again, IS/LM Model has assumption that 

real money supply balance will not be twisted by central bank in the event of 

financing budget deficit through borrowing. This might not hold true in 

developing countries like Bangladesh as monetary authority having a goal of 

sustainable economic growth would try to offset investment crowding out 

effect of budget deficit financed through borrowing by enhancing real money 

supply. Thus, we can hypothesize that when economy runs at full employment 

increased budget deficit might cause interest rate to soar up and in the short-

run, if budget deficit effect outweighs liquidity effect of increased money 

supply then again increased budget deficit might be a reason behind higher 

interest rate. 
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Empirical researches motivated by these theories find both significant and 

insignificant impact of government deficits on real or nominal interest rates 

(Day, 1992). There is no conclusive agreement over whether current fiscal 

deficit matters significantly in the determination of nominal or real interest 

rates. Hauner and Kumar (2011) find small but significant effect of budget 

deficits on long-term interest rates. Nwosa and Ibas (2014) conclude interest 

rates effect of budget deficit is dependent on methodology adopted. For 

Germany Cebula (2003) finds statistically significant long-term association 

between budget deficits and nominal interest rates. Agustín and Julián (2004) 

empirically find no significant sensitivity of long-run nominal interest rates to 

budget deficits. 

Adopting loanable funds model and applying GLM estimation Cebula (2015) 

attempted to examine empirical evidence of effect of net government 

borrowing expressed as a percent of GDP on nominal interest rate. The 

research finds that as opposed to Ricardian Equivalence, nominal intermediate 

term interest rate positively and statistically significantly respond to budget 

deficit and the sensitivity is significant even at 1% significance level. 

In a closed economy situation government borrowing has potential to crowd 

out private capital investment but the scenario could be different if the 

economy is open to international investors. That is international factors could 

offset crowding out effects of domestic government borrowing. In the study 

of “The Government Deficit and the Long-Term Interest Rate: Application of 

an Extended Loanable Funds Model to Sweden” Hsing (2011) for Sweden 

finds that world interest rate and price of domestic currency in terms of 

foreign currency has significant and positive effect on domestic government 

bond yield. The results also support increased government deficit to GDP has 

upward pressure on long term interest rate. Using both open economy and 

closed economy loanable fund model applied on Greece Hsing (2010) finds 

that government debt/GDP ratio has significant explanatory power of 

government bond yields. 

Applying extended open economy loanable funds model Chen (2011) 

empirically observes that increased fiscal deficit or debt as a ratio of GDP has 

significant but plummeting effect on Japanese Government Bond yield. The 

result was justified with investors’ switch from lower quality bond to high 

quality Japanese Government bonds. 

While studying the interest rate effects of government debt and deficits, being 

constrained by the fact of other macroeconomic factors’ effects on 
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government debt, deficits and Treasury yields Laubach (2009) uses forward 

interest rates and projected federal debt and deficits. The study finds 

statistically significant and economically relevant effects of budget deficits 

and federal government debt on interest rates. More specifically for one 

percentage point increase in expected budget deficit to GDP ratio interest 

rates (forward rates) go up by 20 to 30 basis points and for the same of debt to 

GDP ratio interest rates (forward rates) rise by 3 to 4 basis points. 

To account for interrupting effect of ordering in variance decomposition 

output of VAR model using generalized variance decomposition Wang (2005) 

shows that federal government deficit has insignificant effect on short-term ex 

post interest (real) rates but significant effect on long-term ex post real 

interest rates. Deficits also found to be have significant impact on real ex ante 

interest rates over long horizon but for nominal interest rates deficit has 

significant effects on all time horizons. Considering implicit debt as potential 

explanatory variable of interest rates that paper shows implicit debt has 

sizable effects on ex ante real interest rates in short and long time horizon but 

debt affects  long-term ex post real interest rates and no significant evidence 

for effect on nominal interest rates. 

After making plausible arguments using different theoretical models of 

interest rates effect of fiscal deficit Das (2004) shows that for a growing 

economy there is no valid reason to cause believe that interest rate increase 

depends on higher deficit-GDP ratio. In that study empirically studying effect 

of deficit on various interest rates including prime lending rate for Indian case 

the researcher shows it can’t be believed that interest rate increase depends on 

higher deficit-GDP ratio.  

Using small open economy case Gale and Orszag (2004) shows that budget 

deficit (projected) matters in the determination of interest rates. When 

projected deficit including interest payment is considered for deficit rise as 

one percent of GDP long-term interest rates rises by 25 to 35 basis points. But 

when projected primary deficit is brought under consideration for deficit rise 

as one percent of GDP long-term interest rates rises by 40 to 70 basis points.  

Using primary deficit measure as independent variable to avoid interest rate 

effect on national debt level Cebula (2003) while looking for causality using 

cointegration and error-correction model (ECM) finds both way causality 

between budget deficit and ex ante real long-term interest rate and concludes 

that budget deficits surely matter in elevating interest rates. Using VAR 

framework Evans and Marshall (2002) concludes that empirical evidence 
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suggests majority of the nominal treasury yields variability is due to 

macroeconomic shocks other than fiscal policy shocks that have mixed 

effects.  

Examining Indian economy Patnaik (2001) argues that fiscal deficit raises 

interest rates is not economically justifiable rather erroneous. He says that 

when fiscal deficit goes up for increased supply of government securities to 

raise interest rates demand for them should be given which is absurd for 

Indian circumstances as fiscal deficit is expected to increase both supply and 

demand for securities. And states that fiscal deficit is not cause of higher real 

interest rate rather higher real interest rate results in higher fiscal deficit. For 

the deregulated financial regime of Indian economy using asymmetric VAR, 

Chakraborty (2002) finds in her study that fiscal deficit does not causes rise in 

the real interest rate of government bond rather reverse causality runs from 

interest rate to fiscal deficit. This is attributed to higher deregulated interest 

rate as it places additional interest payment burden and thus debt-deficit spiral 

results in.  

Cebula and Koch (1994) in their analysis of the effect of current U.S. federal 

government deficit on yields of ten-year treasury and corporate bonds find 

significant negative effects of capital inflows on these rates. While they find 

statistically significant and positive effects of federal government deficit on 

corporate bond yields, they for the same empirically find insignificant effects 

on Treasury bond yields. Elmendorf (1993) using expected federal 

government deficits instead of using current deficits finds statistically 

significant and large expected effect on medium-term Treasury yields whereas 

smaller effect on long-term Treasury yields.  

With the view to reinvestigating effects of federal government budget deficits 

on interest rates based on the work by Cebula (1988) which finds both 

cyclical and structural component of budget deficits do matter significantly in 

affecting interest rates, Day (1992) finds that only cyclical deficit matters 

significantly. This implies during recession increased tendency of federal 

government to run budget deficit for automatic stabilization of the economy 

long-term interest rate is prevented to fall quickly. 

Considering cyclically adjusted federal government debt Holloway (1988) 

finds that it has significant and relevant impact on interest rates whereas 

deficit-to-GNP is not found to be significant in the regression model he 

concludes that higher deficit-to-GNP indirectly affects interest rates as debt 

increases with higher deficit. To check for importance of federal government 
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borrowing in the determination of short term interest rates using loanable 

funds model Hoelscher (1983) finds that short term interest rate or Treasury 

Bill rate is affected by expected inflation, monetary base and economic 

activity changes. The study does not find any significant association of federal 

government borrowing and short term interest rate that is statistical 

insignificant but economically relevant effect is on Treasury bill rate by 

federal government borrowing. 

4. Methodology 

4.1. Data
1
 

The paper is on effect of budget deficit on interest rate and the time period 

that is covered here spans from fiscal year 1995-1996 to 2017-2018. In this 

paper substitute for interest rate is real average bank lending interest rate and 

budget deficit has been substituted by real net government borrowing as 

proportion of gross domestic product (GDP). Here, net government borrowing 

has been taken as proxy for budget deficit. Some other control variables 

(regressors) have also been selected as per literature. These are, real GDP 

growth rate, real money supply (M2) growth rate and Treasury bill (T-bill) 

rate/yield. All the variables have been used in their real form. A brief 

explanation of the variables are given below. 

Interest Rate: Here, the target variable the dependent variable is substituted 

by average bank lending interest rate. This is the average of the lending 

interest rate of scheduled commercial banks operating in Bangladesh. The 

variable is expected to respond to different selected independent variables as 

per literature. In this paper REALBLR is used as acronym of real bank 

lending interest rate.  

Budget Deficit: Budget deficit is government expenditures less government 

revenues. Under the IS/LM model deficit/GDP ratio matters most relevantly 

as increased government expenditures or reduced taxes raise both income and 

consumption which causes IS curve to shift rightward as for given level of 

interest rate (given planned investment) income goes up. Therefore, 

deficit/GDP ratio is considered relevant as it is flow measure and IS curve is 

constructed by flow measure of aggregate demand also (Laubach, 2009). As 

proxy of budget deficit net government borrowing is considered here, as 

                                                 
1 Data Source: Major Economic Indicators and/or Monthly Economic Trends as published by 

Bangladesh Bank.  
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deficit when is financed by domestic borrowing (here borrowing from banks) 

is expected to influence interest rate positively. Here, net government 

borrowing as percentage of GDP is used because size of budget deficit should 

better be expressed relative to size of GDP. Empirically economists observed 

both significant and insignificant impact of budget deficit on real or nominal 

interest rates (Day, 1992). In this paper REALNGB_GDP is used as acronym 

of real budget-deficit/GDP ratio. 

Treasury Bill Rate: Here, Treasury bill rate (T-bill rate) of 91 days. As T-bill 

rate acts as a risk free rate which is used as base rate in the determination of 

bank lending interest rate so its change would be expected to have effect on 

interest rate. This is due to the fact that government borrowing also consists of 

issuance of securities, so increased issue to finance budget deficit would have 

upward pressure on T-bill rate. T-bill rate is expected show positive sign in 

effecting interest rates. In this paper REALTBR is used as acronym of real T-

bill rate. 

Money Supply: It is a monetary policy variable. When monetary authority 

uses interest rate as policy variable and focuses on pushing it downward to 

offset escalating effect of fiscal deficit, central bank would be tempted to 

increase money supply. Here, proxy for money supply has been incorporated 

by taking growth rate of M2 measure (broad money) of money supply as 

proposed by Cebula (2003). M2 has been applied as it seems to have more 

stable growth rate than monetary base or reserve money in case of 

Bangladesh. Money supply could have an inverse impact on interest rate if 

inflation expectation remains constant on the other hand it would have 

positive impact indirectly on interest rate if expectation of inflation soars up 

(Goyal, 2004). In this paper REALM2GROWTH is used as acronym of real 

money supply growth rate. 

GDP Growth Rate: This variable reflects economic growth rate. Economic 

growth rate could have ambiguous effects on interest rate. At first, as the 

economy is growing so demand for money will soar up thus it will put upward 

pressure on the interest rate. Again, as people have more income so supply of 

loanable fund subsequently might increase that could lower equilibrium 

interest rate. In this paper REALGDPY is used as acronym of real GDP 

growth rate. 
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4.2. Methods 

To empirically observe and analyze the effect of budget deficit on interest 

rate, at first unit root test will be conducted as this paper involves econometric 

techniques on time series variables. If it is found that variables contain unit 

roots then they are termed as nonstationary and will not offer efficient and 

consistent coefficient estimates. Again, unit root testing helps understand the 

proper technique to employ for the analysis. Using Augmented Dicky-Fuller 

(ADF) unit root testing approach and considering Schwarz criterion for 

appropriate lag selection, here it is found that two variables are I(0) and three 

other variables are I(1). The results of unit root test is presented in Table 01. 

These variables are tested for existence of unit root for three different cases 

such as, model with only constant, model with constant & trend and model 

without constant & trend. 

Table 01: Unit Root Test Result 

Variables Unit Root Comment 

Realngb_gdp I(0) Significant Constant Only 

Realtbr I(0) Significant Constant & Trend 

Realblr I(1) Insignificant Constant & Trend 

Realgdpy I(1) Insignificant Constant & Trend 

Realm2growth I(1) Insignificant Constant & Trend 

As order of integration is different and some are nonstationary so OLS 

technique should not be applied. The regression model that will be used to 

examine effect of budget deficit on interest rate is the following one.  

REALBLR = β1*REALNGB_GDP + β2*REALM2GROWTH + β3*REALTBR + 

β4*REALGDPY + β0 +et ………… (01) 

Even if here some variables have been found I(1) and some are I(0) series 

there might be a linear combination of them that is stationary at level. To 

check for this single equation cointegration test Engle-Granger technique with 

null hypothesis that the series are not cointegrated has been used. Table 02 

shows results of cointegration test. This cointegration test finds that the above 

mentioned equation does not have any cointegration as we fail to reject the 

null hypothesis of no cointegration at 5% level of significance. 
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Table 02: Cointegration Test Result 

Dependent tau-statistic Prob.* z-statistic Prob.* 

REALBLR -3.582592  0.3797 -17.06812  0.3391 

Johansen System Cointegration Test also finds that this above mentioned 

equation is not cointegrated as the cointegration term is statistically 

insignificant at 5% level of significance. Thereby, neither VAR nor VEC 

model seems appropriate as variables are not either all stationary or 

cointegrated. To deal with the different order of integration of variables in the 

model we applied DOLS (Dynamic OLS) as well as ARDL (Autoregressive 

Distributed Lag) methods. DOLS as proposed by Stock and Watson (1993) 

helps to estimate more robust & efficient estimators when variables are of 

different order and also helps examine short-run and long-run relationship 

using both lead and lag effects. ARDL method is also popularly used when 

variables are of different order of integration. Even if ARDL is a standard 

least squares regressions, it emphasizes on dynamism of impact of lag of both 

dependent and explanatory variables on dependent variable (Greene, 2008). 

So, to check for whether lagged values of variables have effect on real bank 

lending interest rate here ARDL method is also employed so as to support 

regression results of DOLS. Thereafter, to check for validity of regression 

results for each model diagnostic tests for autocorrelation/serial correlation 

and heteroscedasticity have been performed.  

5. Empirical Results and Discussions 

5.1. Sample Descriptions 

In this paper as the purpose is to examine impact of budget deficit on interest 

rate so primary concerned variables are net government borrowing to GDP 

and bank lending interest rate. Here, the sample period spans from fiscal year 

1995-1996 to fiscal year 2017-2018 and contains annual data. From Table 03 

containing sample statistics presented below it is observed that mean value of 

real bank lending interest rate is 0.06 with standard deviation of 0.02. Jarque-

Bera test of normality shows the variable is normally distributed. Real net 

government borrowing to GDP has mean value of 0.02 with standard 

deviation of close to 0. Again Jarque-Bera test shows this variable also 

follows normal distribution. To control for effects of other economic variables 

control variables such as real GDP growth rate, real M2 growth rate and real 

T-bill rate have been used in the model. All the variables cover same period 

and contain 23 observations. These control variables are also normally 
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distributed as null hypothesis of normal distribution of variables in Jarque-

Bera test are accepted. 

Table 03: Descriptive Statistics 

  Realblr Realgdpy Realm2growth Realngb_gdp Realtbr 

Mean 0.06 0.06 0.10 0.02 0.00 

Median 0.05 0.06 0.09 0.02 0.00 

Std. Dev. 0.02 0.01 0.03 0.00 0.02 

Skewness 0.30 0.24 0.12 0.09 -0.33 

Kurtosis 1.69 2.38 2.71 2.66 2.41 

Jarque-Bera 1.98 0.58 0.14 0.14 0.75 

Probability 0.37 0.75 0.93 0.93 0.69 

Observations 23.00 23.00 23.00 23.00 23.00 

5.2. Sample Correlation Matrix 

Alongside descriptive statistics correlation of the variables especially 

correlation of the independent variables should be examined to gain 

knowledge of possible multicollinearity among pairs of independent variables. 

Expected effects of independent variables have been explained in the data 

explanation section. The correlation matrix presented below (Table 04) can be 

used to understand the expected relationship between dependent and each 

independent variable. Here, second column of the table shows real GDP 

growth rate is moderately negatively associated (correlation coefficient -0.66) 

with real bank lending interest rate, meaning higher income facilitates greater 

supply of fund thereby causing interest rate to go down. Real money supply 

growth rate is weakly positively related with interest rate which follows the 

fact that higher money supply causes expected inflation to increase thereby, 

pulling up real interest rate at a higher level. Real net government borrowing 

to GDP which is proxy for budget deficit is weakly positively associated with 

real interest rate. Thus, it implies with higher budget deficit real interest rate 

might increase. Real T-bill rate is observed to have strong positive association 

with real interest rate and the correlation coefficient is 0.81. Here, association 

of all the independent variables has been found as expected. Again correlation 

of each pair of independent variables shows weak association thereby it can 

be inferred that there is no or statistically insignificant multicollinearity. 
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Table 04:  Correlations Matrix 

  Realblr Realgdpy Realm2growth Realngb_gdp Realtbr 

Realblr 1.00 -0.66 0.14 0.17 0.81 

Realgdpy -0.66 1.00 -0.29 0.05 -0.36 

Realm2growth 0.14 -0.29 1.00 0.23 -0.07 

Realngb_gdp 0.17 0.05 0.23 1.00 0.01 

Realtbr 0.81 -0.36 -0.07 0.01 1.00 

5.3. Regression Results 

5.3.1. DOLS Method 

At first, results from DOLS method applied for running multiple regression 

are to be discussed. As said before this method helps understand long-run and 

short-run effect as it uses both lead and lag of the variables in the specified 

model. Again it better suits when variables are of different order of 

integration. The Table 05 presented below contains the outcome of DOLS 

method based on one period lead and lag effect. Here, the model is run with a 

constant and its coefficient is found statistically significant at 5% level of 

significance. Both R-squared and Adjusted R-squared are satisfactorily high 

implying that the regressor variables included in the regression equation can 

significantly explain variation of interest rate. The result shows that real net 

government borrowing to GDP (REALNGB_GDP) has statistically 

significant effect on interest rate at 5% level of significance. The sign of the 

coefficient of REALNGB_GDP is positive as expected before. This has 

significant implication as it means that substantial budget deficit when 

financed through bank borrowing can substantially crowd out private sector 

investment by causing interest rate to soar up at a higher level. The DOLS 

regression outcome also shows that real GDP growth rate (REALGDPY) as 

well as real T-bill rate (REALTBR) has statistically significant impact on 

bank lending interest rate at 5% level of significance. Coefficient of 

REALGDPY is negative and statistically significantly different from zero that 

means with expansion of real output there is much saving and much supply of 

fund in the economy that puts downward pressure on equilibrium interest rate. 

On the other hand, coefficient of REALTBR is positive and statistically 

significant that is as expected. And this implies with rise of real risk free 

interest rate banks increase their lending interest rate thereby lower amount of 
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private sector investment. Finally, it can be observed that effect of real money 

supply growth rate (REALM2GROWTH) is not statistically significant at 5% 

level of significance. Again, the coefficient holds negative sign before it 

which means liquidity effect of money supply dominates in impacting bank 

lending interest rate but the impact is statistically insignificant. 

Table 05:  Regression Outcome of DOLS Method 

Dependent Variable: REALBLR    

Method: DOLS    

Realgdpy -1.122377 0.342695 -3.275148 0.0466 

Realm2growth -0.056886 0.058537 -0.971788 0.4028 

Realngb_gdp 1.472684 0.433425 3.397780 0.0425 

Realtbr 0.743424 0.078930 9.418743 0.0025 

C 0.098376 0.025143 3.912678 0.0297 

R-squared 0.993393 Mean dependent var 0.055814 

Adjusted R-squared 0.958155 S.D. dependent var 0.018070 

S.E. of regression 0.003696 Sum squared resid 4.10E-05 

Long-run variance 9.32E-06    

To test for robustness of regression output of DOLS method several statistical 

tools have been opted. Figure A1 and A2 in the appendix shows that the 

regression output under DOLS is free from problem of autocorrelation and 

residuals are normally distributed as well. Figure A3 shows that residuals 

follow white noise process as they are within upper and lower bound implying 

constant mean of zero and stable variance around zero. So, the output is 

robust enough to explain effect of government budget deficit on interest rate.  

5.3.2. ARDL Method 

Even if from DOLS method result we can infer that budget deficit has 

statistically significant effect on bank lending interest rate, we would like to 

observe whether similar inference can be made under ARDL model. This 

ARDL method allows auto selection of lag of regressors under different 

criteria and here Akaike information criteria has been chosen to select optimal 

lag model in this ARDL approach. Likewise DOLS it is applicable when 

variables are integrated at different orders. The Table 06 produced below 
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shows regression outcome of ARDL method. It shows that the most 

appropriate model is chosen after evaluation of 162 models under ARDL 

approach based on Akaike information criteria. The appropriate model shows 

appropriate model includes two period lag of REALBLR, REALGDPY, 

REALNGB_GDP and REALTBR and zero period lag of 

REALM2GROWTH. The primary variable of concern of this paper is bank 

lending interest rate as the paper aims to examine impact of budget deficit on 

interest rate. And the regression output below shows that current period and 

one period lag of REALNGB_GDP is statistically significant at 5% level of 

significance in impacting REALBLR. But, impact of two period lag of 

REALNGB_GDP is statistically significant at 10% level of significance. 

Signs of coefficients of lags of REALNGB_GDP are positive and are 

compatible with our expectations. This implies substantial budget deficit 

when financed through bank borrowing can substantially crowd out private 

sector investment by causing interest rate to soar up at a higher level. It is 

observed that current and one period lag REALGDPY has statistically 

significant impact at 5% level of significance but two period lag of 

REALGDPY is statistically significant at 10% level of significance. What is 

to be noticed is that current period GDP growth have upward impact on 

interest rate through increased demand for money effect whereas coefficients 

of one and two period lags of GDP growth hold negative sign implying 

greater flow of fund in subsequent periods thus lowering interest rate. 

REALM2GROWTH has statistically significant impact on REALBLR and 

the coefficient is negative implying liquidity effect dominates expectations of 

inflation. The regression output also evidences that real T-bill rate has 

statistically significant impact on interest rate. Its current and two period lag 

has positive and significant impact while one period lag seems to be 

statistically insignificant. The output observed here are similar to those 

empirically observed under DOLS method with exception to statistical 

significance of money supply growth rate. Thereby, it can be said that budget 

deficit has significant impact on interest rate. Also, here both R-squared and 

Adjusted R-squared are satisfactorily high implying that the regressor 

variables included in the regression equation can significantly explain 

variation of interest rate. 
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Table 06:  Regression Outcome of ARDL Method 

Dependent Variable: REALBLR   

Method: ARDL    

Number of models evaluated: 162  

Selected Model: ARDL(2, 2, 0, 2, 2)  

Variable Coefficient Std. Error t-Statistic Prob.*   

Realblr(-1) -0.392001 0.452554 -0.866198 0.4151 

Realblr(-2) -0.830174 0.197773 -4.197618 0.0040 

Realgdpy 0.508507 0.199938 2.543321 0.0385 

Realgdpy(-1) -1.539201 0.377418 -4.078236 0.0047 

Realgdpy(-2) -0.751019 0.337067 -2.228098 0.0611 

Realm2growth -0.241887 0.066297 -3.648534 0.0082 

Realngb_gdp 1.984527 0.460250 4.311843 0.0035 

Realngb_gdp(-1) 1.594226 0.437378 3.644966 0.0082 

Realngb_gdp(-2) 0.666966 0.338256 1.971778 0.0893 

Realtbr 0.326412 0.069206 4.716526 0.0022 

Realtbr(-1) 0.181365 0.119024 1.523775 0.1714 

Realtbr(-2) 0.548028 0.155272 3.529470 0.0096 

C 0.195025 0.051237 3.806332 0.0067 

@trend -0.002011 0.000485 -4.144770 0.0043 

R-squared 0.987511     Mean dependent var 0.054920 

Adjusted R-squared 0.964318     Akaike info criterion -8.286137 

S.E. of regression 0.003416     Schwarz criterion -7.589789 

F-statistic 42.57685     Hannan-Quinn criter. -8.135012 

Prob(F-statistic) 0.000022     Durbin-Watson stat 2.376290 

It is important to evaluate robustness of regression output. Thus, to test for 

robustness of regression output of ARDL method several statistical tools have 

been opted. In the appendix Table A1 of serial correlation LM test shows we 

fail to reject null hypothesis of no serial correlation in the residual. And Table 

A2 of Heteroscedasticity shows that we again fail to reject null hypothesis of 

no Heteroscedasticity. These test results imply that residuals follow white 

noise process. Figure A4 of appendix helps visualize that residuals fluctuate 

within its limit and has a constant mean of zero with constant variance around 
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mean. Thereby, the regression output of ARDL method can be considered as 

robust and our inference of significant impact of budget deficit on interest rate 

remains strong. 

6. Conclusion and Policy Implications 

This paper aims at empirically observing effect of budget deficit on interest 

rate in Bangladesh. Multiple regressions based on DOLS and ARDL methods 

have been developed as variables are integrated at different orders and the 

specified equation is not cointegrated. These methods help examine dynamic 

relationship between bank lending interest rate and net government 

borrowing.  Results of multiple regressions under both DOLS and ARDL 

methods show that net government borrowing plays statistically significant 

role in affecting bank lending interest rate. This is consistent with the findings 

of Laubach (2009), Chen (2011) & Cebula (2015), but not with the findings of 

Das (2004). Real T-bill rate has also been found statistically significant in 

explaining real interest rate that is in line with findings of Evans and Marshall 

(2002). This also implies that in whatever way government finances budget 

deficit, i.e. either by bank borrowing or by issuing more treasury securities, 

government budget deficit significantly affects interest rate in a positive 

direction.  

Therefore, final conclusion can be proposed that budget deficit for the case of 

Bangladesh is probably a matter of serious concern during current higher bank 

lending interest rate regime. Thus, sustained higher bank lending interest rate 

might be attributed to crowding out effects of budget deficit. For Bangladesh, 

theoretical arguments of escalating interest rate under continuous budget 

deficit based fiscal policies financed through borrowing is more likely to hold, 

though not the criticisms of Das (2004).  

Policy implication of this paper is that government should become aware of 

the effect of increased budget deficit on interest rate while government is 

trying hard to push interest rate down to a lower single digit. Over time, as 

government is borrowing much either from bank or by issuing treasury 

securities to finance budget deficit and/or payoff previous debt, it is causing 

the interest rate to remain at a higher level. And, it is a significant hindrance 

to private sector investment which is much needed for sustainable growth of 

the nation. Again, following Patnaik (2001), it can be said that increased 

interest rate could also cause increased budget deficit or government 

borrowing, and the cycle might continue and prevent investments from 

flowing to more efficient and productive private sector.  
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Thereby, we would like to recommend that Government should focus on 

increasing tax net so that dependency on borrowing can be minimized. At the 

same time, fighting against corruption in implementation of government 

financed projects can also help sustainably reduce fiscal deficit. Thus, with 

lower budget deficit expressed as proportion of GDP, effect of budget deficit 

on interest rate can be eased and the government can achieve a goal of single 

digit & low interest rate. This lower interest rate can boost up significant 

private sector investment, thereby, speeding up the wheel of the economy 

towards greater prosperity, poverty alleviation and sustainable development.   
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Appendices 

Robustness of DOLS Method 

Sample: 1996 2018

Included observations: 20

Autocorrelation Partial Correlation AC  PAC  Q-Stat  Prob...

1 -0.34... -0.34... 2.6942 0.101

2 0.205 0.101 3.7245 0.155

3 -0.29... -0.22... 5.9457 0.114

4 0.294 0.154 8.3301 0.080

5 -0.39... -0.27... 12.829 0.025

6 0.170 -0.08... 13.736 0.033

7 -0.28... -0.18... 16.423 0.022

8 0.143 -0.16... 17.173 0.028

9 0.033 0.215 17.217 0.045

1... 0.196 0.099 18.903 0.042

1... -0.16... -0.04... 20.246 0.042

1... 0.022 -0.15... 20.272 0.062  

Figure A1: Correlogram of Residuals 

 

Figure A2: Histogram- Normality Test 

 

Figure A3: Residual Graph of DOLS Method 
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Robustness of ARDL Method 

Table A1: Serial Correlation- LM Test 

Breusch-Godfrey Serial Correlation LM Test:  

F-statistic 0.450807     Prob. F(1,6) 0.5269 

Obs*R-squared 1.467560     Prob. Chi-Square(1) 0.2257 

 

Table A2: Heteroscedasticity Test 

Heteroskedasticity Test: Breusch-Pagan-Godfrey 

F-statistic 1.170251     Prob. F(13,7) 0.4357 

Obs*R-squared 14.38233     Prob. Chi-Square(13) 0.3475 

Scaled explained SS 0.973281     Prob. Chi-Square(13) 1.0000 

 

Figure A4: Residual Graph of ARDL Method 
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Abstract: Calendar anomalies which confronts efficient market hypothesis 

for decades is a common phenomenon in the capital market. Hardly there 

has been a few research conducted on the Islamic calendar effects on the 

stock market. This paper studies the Ramadan effect in the South East 

Asian stock market of Indonesia, Pakistan and Bangladesh over other 

months in the Hijri calendar and compares it with Saudi Arabia, Oman and 

Qatar of Middle Eastern gulf countries. In the Islamic world Hijri era 

started at 622 AD at the epoch of Hijrat (leave Mecca city) by the prophet. 

This research paper investigates daily stock market index from Hijri 1432 

to 1438 calendar year. The studies mark that there is no Ramadan effect in 

the South East Asian countries in this specific period. Insignificant post 

Ramadan effect has been found in several markets. However, the study 

found tax month effect in the stock market of major economies. A number 

of markets shows significant positive return in the Rabi-uth-thani month 

which is the fourth month of Hijri calendar. Rabi-uth-thani month is 

corresponding to Gregorian January to February month. In many countries 

fiscal year starts in January. 

Keywords: Ramadan effect, Hijri calendar, Eid-ul-Fitr effect; Rabi-uth-

thani month 

1. Introduction 

More than seven billion people inhabited in this earth are comprised of multi 

religious people. There are more than four thousands religions in this world, 

among them a significant number of people belongs to a few religion in terms 

of practicing. The major religions which consist of more than 50% of the 

world population are from Islam and Christianity. Islamic rituals and holidays 

have a crucial impact upon the worshippers. Religions have multi-
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dimensional aspects whose social phenomenon affects daily activities of 

human being. Religious practice imposes trade-off, as it requires time and 

resources which affects the production and services (Campante and 

Yanagizawa-Drott, 2013). Religious faith also pull the string on the 

behaviour, decision and economic activities (Al-Ississ 2010).This religious 

exercise influences the Muslim worshippers when they also take decision 

relating to capital market trading. The major festivals of Islamic world in a 

particular period strike the efficient market hypothesis as a calendar anomaly. 

Ramadan is the holy month in the Islamic calendar as because of intensity in 

rituals. This month is the 9th month of Islamic Hijri calendar consisting of 

twelve months similar to Gregorian calendar. The Hijri calendar year is 10 to 

11 days lesser than Gregorian calendar. There are two major religious 

festivals in Islamic community over the world namely Eid-ul-Fitr and Eid-ul-

Adha. According to lunar observation after the immediate end of Ramadan 

month, Eid-ul-Fitr is celebrated. Eid-ul-Adha is another major festival which 

comprised of sacrificing the cattle.  

Ramadan month renders fasting from dawn to dusk by sunrise and sunset to 

the Muslims. This month stirs the socio-economic demands of the Muslim 

community. People tends to consume more goods or products, purchase new 

clothes and provide gift to the nearest one. The Zakat is another feature of the 

month which obligates every affordable Muslim individual to donate 2.5% of 

the total liquid money among the poor which is regarded as worship. 

Government as well as private firms in major Muslim countries generally 

offer incentives or festival bonuses in this month for the Muslim employees to 

meet the additional expenditures. The last days of the Ramadan month 

demands more money than the rest of the month as it is required to buy 

costumes and food stuffs for the festive day. Because of such religious value 

the festival costs a lot of money which affects the whole economy as well as 

stock market.  There can be a tendency of the individual investor of the stock 

market to pull back the profit margin and spend it to celebrate the festival 

especially in the last spell of the Ramadan month but it will depend upon the 

size of the economy. The demand of liquid money in the Ramadan and before 

Eid day may create sale pressure to the market which would affect the return 

of the overall market.  This phenomenon basically occurs where the economy 

is not that much big and maximum individuals are dependent on small 

investments. This religious events also have significant effect on the 

economic activities of the advanced economic world. There is a common pros 

in Wall Street- “Sell on Rosh Hashanah (the Jewish New Year) and buy on 
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Yom Kippur (the Day of Atonement)”. The Jews calendar has also got 

seasonal effect like the prominent January effect in the stock market. 

A few research has been conducted in the arena of Islamic calendar effects on 

the stock market of major Muslim countries. As the developing Muslim 

countries Indonesia, Pakistan and Bangladesh are emerging along with the 

rich Muslim countries like Saudi Arabia, Qatar,  and Oman. So it is relevant 

to study the effect of Ramadan month on the stock market of these countries. 

The aim of this study is to find out the effect of Ramadan on the stock market 

of major south East Asian Muslim countries and to compare it with the 

petroleum rich major Middle Eastern gulf countries. Indonesia, Pakistan and 

Bangladesh have been chosen as South East Asian countries in this study as 

this countries possess a vast number of Muslim worshippers. The economies 

of these countries are growing faster than other part of the world because of 

several comparative advantages. The populations of these three countries are 

moderate Muslim who practices the Islamic rituals and that affects their 

livelihood.  

2. Literature Review 

Literatures involved in the religious factors are not sufficient. But religious 

practices affect the mood of investors. Mood of the people is linked with 

trading actions as positive minded investors are more likely to buy than sell 

(Kaustia and Rantapuska 2015).The cloudy weather in the New York city has 

negative correlations with the  New York stock exchange which leveraged the 

mood of investors based on the data from 1927 to 1962 (M. Saunders 1993). 

This weather effect on the investor’s mood is also supported by other author 

also (Akhtari 2011). The mood of the investor is changed by the weather 

impact and subsequently this change in the mood affects their analytical and 

investment attitudes towards the capital market.   

In the month of Ramadan the behavioral pattern of Muslim investors change a 

lot. The investors keep fasting in the whole day and break it at the dusk. The 

tardiness and sluggishness in the movement induce a shift in the Socio-

economic activities of practicing Muslim. Casey (2009) analyzed data 

obtained from twenty two European countries and found that religious 

practices reduce depression, risk taking behavior and raise self-esteem. As 

Ramadan is full of religious practices it is evident that it will affect the stock 

market characteristics. 

In their study Yatrakis and Williams, 2010 found that Jews holidays of Rosh 

Hashanah and Yom Kippur had a significant effect on London stock exchange 
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as there had been easy discount rates and low attendance in the market. There 

was a common belief in the market at that time to sell before Rosh Hashanah 

and buy before Yom Kippur. In the Bible there is a term Shemitah year which 

is basically followed by the people of Israel. Shemitah year comes after every 

seven years.  Bible stated that the day at which Shemitah year comes, people 

must have to lay the land fallow, there will be no sowing and reaping. In the 

subsequent day of Shemitah year in 2001 and 2008 there were a huge crash in 

the stock market of Dow jones (Snyder, 2017).Yuan and Gupta (2014) 

conducted a study on the Chinese lunar New Year (CLNY) effect and found 

anomalies in the Far East Asian market which confronts the efficient market 

hypothesis. The study found that there was a significant return in the pre 

holidays of CLNY in the stock market of China, Hong Kong, Japan, 

Malaysia, South Korea and Taiwan. They also showed that there were post 

CLNY effect on the stock market of Malaysia but the pre CLNY effect in 

China is much higher than other market. Chinese investors are basically 

irrational in terms of short run gain than long term investment. They also 

believe that the New Year may provide new policy of the listed companies 

which may affect the return for long term. This pre and post CLNY 

significance in the market may be resembled to our study on the pre and post 

Ramadan effect on the stock market of major Muslim countries. J. Marrett 

and C. Worthington (2007) researched on the Australian stock market under 

the context of several kinds of holiday effect such as Easter holiday, New 

Year’s Eve, Australian national day, Queens’s birthday, Boxing Day and 

Christmas day from 9th September, 1996 to 10th December 2006. The authors 

found that the pre-holiday effect on the small capitalized stock of the market 

which is sometimes 5 times higher than other periods. They didn’t find post-

holiday effect on the stock market of Australia. The Holiday effect in the 

stock market of modern world like Australia is embarrassing to efficient 

market.  

The South East Asian and Middle Eastern Muslim countries are mainly 

developing country like the BRIC countries. The festival effect in India can 

give a brief idea of the Islamic calendar effects as the mood of the investor 

may be resembled. There are several festivals in India across the country 

varying from different religion. The major festivals in the Indian societies are 

Makar Sankranti, Holi, Ramadan, Christmas and Diwali. Based on the data of 

6 years from the period of 1st January 2009 to 31st  December 2015, Goyal et 

al. 2010found no effects of these festival in the Indian stock market except 

Makar Sankranti with insignificant effect at 5% significance level.  
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Though not much but a few economist conducted research on the major 

Muslim countries in respect of Islamic calendar effects in the light of seasonal 

effects in the western stock markets. Hussain (1998) found significant post 

Ramadan effect in the Karachi stock exchange (KSE) of Pakistan. The author 

used five different models for analyzing conditional to unconditional calendar 

effect. The model revealed significantly positive return in the month of 

Shawal and Zilqad which suggested post Ramadan effect in the Karachi stock 

market. Atiqur Rehman Shah and Nisar Ahmed (2014) also researched in the 

KSE-100 stock exchange data and found nearly same return in Ramadan as 

other months. The researchers argued that maximization of profit and 

financial involvement is not influenced by the traditional pious mind-set. 

People in this era are much cautious on money as well as profit and growing 

global economic activities alluring them for further involvement. Kucuksille 

and MetinÖzmutaf (2015) studied on the Turkish stock market of BIST 100. 

They analysed the long ranging data from 1988 to 2014 and found no 

significance of Ramadan effect in this stock market. The return is high in Hijri 

Rajab month and lowest return in Rabi-uth-thani month while Ramadan 

possessed fourth highest return in this market. This results also showed that 

the religious activities is not influencing the stock market. Some researchers 

also found significant return in Ramadan month and less volatility in the 

market (Białkowski et al. 2011). They focused on 14 Muslim countries on the 

data of 1989 to 2007. The authors found significantly profound return in the 

month of Ramadan compare to other Hijri months. Ali et al. (2017) 

researched on the Asian stock market and found no effect of Ramadan rather 

having Eid-ul-fitr effect in the market. They worked on Pakistan, Bahrain, 

Saudi Arabia and Turkey starting from 2001 to 2014. They concluded that in 

the month of Ramadan the slow consumption of food induces low energy to 

the practicing Muslim investor who believes that the stock market is 

resembled to gambling. This religious belief leads them not to be engaged 

much in the month of Ramadan but at the end of fasting on the whole month 

of Ramadan they feel happy and positively invest in the stock market.  

In their study on Gulf cooperation council (GCC) countries, TurkArisset.al. 

(2011) found no significant return in the Ramadan month but found less 

volatility in the market. This phenomenon is again in line with the Ramadan 

effect though not much effect in the return. As Saudi Arabia is the biggest 

capital market in the Middle Eastern countries, J. Seyyed et al. (2005) 

conducted a study on Tadawul stock exchange located in Saudi Arabia and 

found negative return in the month of Ramadan. The authors concluded that 

fasting in the month of Ramadan affects the psychological mood among the 
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practicing Muslim investor which barred them from engaging in capital 

market. In another study on the Middle Eastern countries Hajieh et al. (2011) 

found mixed results. Jordan, Kuwait, Egypt and Turkey’s stock markets 

revealed positive excess return while Bahrain and Saudi Arabia’s stock 

market revealed negative mean return.  

Literatures as discussed above revealed mixed result concerning the Ramadan 

effect on the stock market. But no researcher considered the Ramadan effect 

on the stock market of Bangladesh in their study. This issue motivated the 

researchers of this study to focus on Ramadan effect on the stock market of 

Bangladesh in their study along with two other South East Asian countries. 

The study then made a comparison of Ramadan effect between South East 

Asian countries and Middle Eastern Gulf countries. The study also focused on 

Eid-ul-fitr effect and post Eid-ul-fitr effect in the stock market of Bangladesh 

and compared it with other countries. 

3. Methodology 

To achieve the objective of the study, data were collected from the key stock 

markets of Saudi Arabia, Oman, Qatar, Indonesia, Pakistan and Bangladesh 

through Bloomberg real time data. This data are based on Gregorian calendar 

as the major markets follow this calendar. The daily data has been collected 

from December 2010 to December 2017 which is corresponding to Hijri 1432 

to 1438. The period was chosen as because of the comparative laminar nature 

of global economy which will produce the result devoid of other interference. 

The data were mostly unlikely with each other in terms of date as the weekly 

holiday and other holidays differ from country to country. The indices which 

is not available on a certain day because of closed market is filled with the 

previous working day’s indices as in this time market is not even zero 

otherwise it would provide zero return which is not practically acceptable. In 

such a way the raw data were resembled with each other. 

As used by other researchers, this study used ordinary least square model 

which is succinct using the dummy variables. The dependent variable is daily 

stock index but it is transferred to daily return through the mathematical 

model used by the literature already mentioned earlier. The independent 

variable is the twelve Hijrimonths which will be used as a dummy variables 

for their independent contribution to the daily returns. The Ramadan month 

will have an effect on the returns which will be termed as Ramadan effect. 

The Dow jones industrial average index is added in the model as a control 

variable. It may have an impact on the returns as the markets are going to be 
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liberated day by day. The liberalization in the South east and middle eastern 

countries results in integration of those markets with major advanced 

economy that’s why the Dow jones index is added as control variable to trace 

out the effect on return. The following regression model is estimated to trace 

the effect of Hijrimonth along with Ramadan effect.  

 

 = stock returns 

 = coefficient of dummy variable, Here dummy is an independent variable 

for months 

 = error term 

 = represents the control variable (Dow jones index)  

Dummy variable for corresponding months will be 1 otherwise 0. As a result 

the effect of the corresponding month will have effect on the month. 

But the gap observed in the literature is that the pre and post week effect of 

Eid-ul-fitris not considered in the market while economic activities over these 

weeks grows faster than the rest of the days. Last two weeks of Ramadan and 

first two weeks of Shawal is then considered and accordingly the estimated 

model is: 

 

 = Stock returns 

 = coefficient of dummy variable for pre week of Eid-ul-fitr 

 = coefficient of dummy variable for post week of Eid-ul-fitr 

4. Findings and Analysis 

Analysis from Middles eastern to South East Asia shows mixed results. 

Table-1 shows the regression analysis on the Muscat securities MSM30 index 

of Oman, QE All Share Index (QEAS) of Qatar, Tadawul all share index 

(SASEIDX)of Saudi Arabia respectively. Analysing the result on QEAS, 2
nd

, 

4
th
, 6th, 8th and 9

th
 month of Hijri calendar shows significant return but the 4

th
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month namely the Rabi-ath-thani showed more significant positive return than 

other months with 23% return. The Ramadan month also showed positive 

return with 10.39%.  Control variable has much more impact on the daily 

return like the month of Rabi-ath-thani. Five months among the twelve 

months depicts the negative return in Qatar market in this particular period 

where  the return in the month of Safar and Shaban month is found to be 

statistically very significant.  

In SAEIDX market only the 4
th
 month of Hijri calendar namely Rabi-ath-thani 

showed significant positive return with 28.83% rate of return. The other 

months revealed insignificant return. Surprisingly eight among the twelve 

months show negative return though not statistically significant. Ramadan 

month showed positivity but it is not significant. The control variable is much 

significant like the 4
th
 months.  

Table 1: Regression analysis on stock market of Gulf countries 

                                   MSM QEAS SASEIDX 

Muharram Coefficient 

p-value              

0.0481141 

0.3162 

0.0772761 

0.1912 

−0.0113174 

0.8804 

Safar Coefficient 

p-value 

−0.101722** 

(0.0378) 

−0.101013* 

(0.0938) 

−0.035963 

0.6392 

R_awal Coefficient 

p-value            

0.0592961 

0.2190 

−0.0497135 

0.4027 

−0.0750282 

0.3210 

R_thani Coefficient 

p-value            

0.0409962 

0.3940 

0.237986*** 

(<0.0001) 

0.288303*** 

(0.0001) 

J_awal Coefficient 

p-value            

−0.0271278 

0.5700 

−0.00241441 

0.9673 

0.0273002 

0.7153 

J_thani Coefficient 

p-value            

−0.083182* 

(0.0837) 

0.10366* 

(0.0801) 

−0.0274861 

0.7153 

Rajab Coefficient 

p-value              

0.0267492 

0.5767 

0.068871 

0.2433 

0.049702 

0.5082 

Shaban Coefficient 

p-value              

−0.00963107 

0.8407 

−0.109174* 

(0.0644) 

−0.0557682 

0.4577 

Ramadan Coefficient 

p-value             

0.0586594 

0.2224 

0.103964* 

(0.0792) 

0.0472385 

0.5307 

Shawal Coefficient 

p-value               

−0.0445312 

0.3527 

0.0228462 

0.6986 

−0.00748168 

0.9206 

Z_qidah Coefficient 

p-value       

−0.0290568 

0.5442 

0.0193069 

0.7435 

−0.0987686 

0.1885 

Z_hijjah Coefficient 

p-value      

−0.0389838 

0.4175 

−0.00471891 

0.9365 

−0.0126078 

0.8671 

Control Coefficient 

p-value        

0.0464064** 

(0.0123) 

0.0837928*** 

(0.0002) 

0.155289*** 

(<0.0001) 
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Dummy variable in the month of Safar and Jamadi-ath-thani shows little more 

significant negative return in this Omani capital market. Seven among twelve 

of the Hijrimonths show negative return even though five of them are not 

significant. Again control variable responded high in this regression analysis. 

The positive correlation between the Dow jones and MSM30 is now revealed.   

Table 2 shows the regression results on South East Asia’s countries. The 

control variable in the regression analysis shows the deep integration of South 

East Asia’s countries to the major world market with significant positive 

return of 12%. Hijri4
th
 and 10

th
 month shows significant return and the 10

th
 

month namely the Shawal reveals significant negative return. Five among the 

twelve Hijrimonths shows negative return but not all are significant. Ramadan 

doesn’t show any significance in this regression analysis.  

Table 2: Regression analysis on South East Asian stock markets 

                           ISE KSE DSE 

Muharram Coefficient 

p-value              

−0.00758773 

0.9223 

0.15512*** 

(0.0077) 

−0.0678031 

0.3001 

Safar Coefficient 

p-value 

−0.029462 

0.7101 

0.0506305 

0.3912 

0.0607606 

0.3634 

R_awal Coefficient 

p-value            

0.0693305 

0.3749 

0.170826*** 

(0.0034) 

0.153176** 

(0.0141) 

R_thani Coefficient 

p-value            

0.136924* 

(0.0779) 

0.00540839 

0.9255 

−0.122183* 

(0.0597) 

J_awal Coefficient 

p-value            

0.0672865 

0.3843 

0.0663555 

0.2495 

−0.161457** 

(0.0133) 

J_thani Coefficient 

p-value            

0.0110546 

0.8871 

0.113525* 

(0.0504) 

−0.0155423 

0.8121 

Rajab Coefficient 

p-value              

−0.038918 

0.6160 

0.070802 

0.2207 

0.0609235 

0.3536 

Shaban Coefficient 

p-value              

−0.0607277 

0.4338 

0.0702508 

0.2243 

0.0851162 

0.1912 

Ramadan Coefficient 

p-value             

0.0276102 

0.7229 

0.0091146 

0.8751 

−0.0300343 

0.6474 

Shawal Coefficient 

p-value               

−0.168215** 

(0.0303) 

−0.00707004 

0.9026 

0.108624* 

(0.0968) 

Z_qidah Coefficient 

p-value       

0.0789026 

0.3093 

−0.0147906 

0.7980 

0.0282473 

0.6631 

Z_hijjah Coefficient 

p-value      

0.00506738 

0.9481 

0.0717829 

0.2306 

0.069114 

0.2907 

Control Coefficient 

p-value        

0.120962*** 

(<0.0001) 

−0.0176785 

0.4288 

−0.0276746 

0.3369 
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The first month called Muharram of Hijri calendar and third month called 

Rabi-ul-awal depict much significant return in the Karachi stock exchange in 

Table-02. The Jamadi-ath-thani month also evidenced significant positive 

return. Next two months after Ramadan shows insignificant negative return in 

the market where Ramadan reveals positive but statistically insignificant 

return. The control variable here in this market is insignificant. Dhaka stock 

exchange (DSE) shows significant return in the third, fourth and fifth month 

of Hijri calendar but negative return in the latter two months. 

The Eid-ul-fitr effect on the last week of Ramadan and first week of Shawal 

on the Indonesia (ISE), Bangladesh (DSE) and Pakistan (KSE) market is 

presented in Table-3. Table-03 shows that there is no immediate effect on 

these two weeks in Indonesian stock exchange but the market is found to be 

integrated to Dow jones. Dhaka stock exchange and Karachi stock exchanges 

also didn’t show any effect regarding Eid-ul-fitr and the control variable 

hasn’t any significance on the daily return too.  

Table 3: Eid-ul-fitr effect on South East Asian stock market 

 ISE KSE DSE 

Ramadan Coefficient   0.0379406 

t-ratio           0.2377 

p-value         0.8122 

0.116074 

0.9725 

0.3309 

0.0936989 

0.6950 

0.4871 

Shawal Coefficient   0.0876322 

t-ratio           0.5484 

p-value         0.5835 

0.0787046 

0.6587 

0.5102 

0.214273 

1.5885 

0.1124 

Control Coefficient    0.123533*** 

t-ratio            4.1292  

p-value         (<0.0001) 

−0.0135444 

−0.6055 

0.5449 

−0.032758 

−1.1347 

0.2567 

Further analysis of the three tables presented above reveals some significant 

findings. The Qatari stock market only shows significant positive impact on 

the daily return in Ramadan month. Shaban month reports negative return in 

the MSM30 which means that there is a shift from the downfall to upward 

trend in Ramadan month. All other Middle Eastern and South East Asian 

Muslim countries didn’t show any significant result on the daily return in the 

month of Ramadan but Dhaka stock exchange and Indonesian stock exchange 

marks significant return on the immediate next month of Ramadan. This 

finding confirm the results of several literatures which found post Ramadan 

effects in the market after the month of stress and rituals. Apart from Dhaka 

and Qatar stock exchange all other stock market shows negative return trend 

in the daily index on the next month of Ramadan namely Shawal though none 
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is significant except Dhaka stock exchange. It has been argued by some 

literati that after the stressful month of Ramadan investors are Reluctant to the 

economic activities. 

As the holy Ramadan month offered fasting and subsequent break up in the 

Eid-ul-fitr day it causes release on the mood of Muslim communities. The 

body and soul of the human beings needed a little time to adjust with the 

regular food consumption. The food consumption and physiological disorder 

take some little time to move back to the regular period of the rest of the year. 

Therefore the rituals in the month of Ramadan barred people to move less 

than the rest of the year. After the Ramadan month and Eid-ul-fitr there is a 

trend of outing in the Muslim communities to their relatives near and far. This 

relaxation among the worshippers put impact on the whole economies. This 

shift in the mood of the Muslim barred them invest in the capital market. This 

socio-cultural trend influence the daily stock index after Ramadan. Though 

most of the market in this studies doesn’t show significance in the daily return 

but several literature showed significant return in the month of Ramadan and 

after Ramadan month. The liberalization in the market and deeper integration 

of the developing countries with developed countries in the developing 

Countries are putting the investors to rush on investment while the markets 

are going downward. The corporate investors and corporations in the global 

financial market wait for the perfect time to invest when price in the market is 

down. It offers a huge profit on their investments. This changing scenario in 

the market diminishes the Ramadan effect in course of time but still some 

countries which are not integrated to global financial market shows the 

Ramadan effect such as Dhaka stock exchange. 

The features of the Dhaka and Karachi stock market are not that much big and 

globally integrated. As a result there is no efficient market hypothesis in the 

underdeveloped countries like Bangladesh and Pakistan. The other factor in 

the under developed countries are that the people in these countries are mostly 

affiliated to rituals. The worshipper’s mood and daily activities are highly 

influenced by the religious rituals in these countries. The problem in the 

underdeveloped market is lack of the depth of financial capabilities. The 

investments of general people are not that much significant, as a result the 

movement in the stock markets are not significant. The regression analysis in 

Dhaka and Karachi stock market exposes the downturn from Shaban to 

Ramadan month. It depicts the Ramadan effect in the markets but not 

significant as because of the market structure and depth. The other stock 

market apart from those two markets reports negative return to positive return 
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in the month of Ramadan though all are not significant. In the first phase of 

Ramadan month the Muslim worshippers take some time to adjust with 

fasting and rituals. In the second phase of the Ramadan month the 

worshippers used to adjust with the psychological and physical transformation 

(Al-Ississ 2010). This shift in the mood of worshippers inspires them and 

renders motivation. The motivated Muslim investors engages in the stock 

market as they supposed to believe that there are blessings for them as they 

follow the rituals according to the Allah. Therefore the Middle Eastern gulf 

countries full of petroleum resources. This god gifted resource offers them 

huge amount of liquid money siphoning from western world. This also 

induced  a lot of global companies to invest in the market of those countries as 

well as in the financial market. This corporations and corporate investors 

analyse the market loopholes to earn more. The previous decades of the world 

market were not that much liberalized and integrated like today. Therefore old 

Ramadan effect in the market were now diminishes as because of the market 

studies by the giant investor. In this analysis apart from the Middle Eastern 

gulf countries the Indonesian stock exchange showed same result like the 

Arabian countries. The Indonesian economy is not dependent on oil revenue 

but the market is moving fast towards the manufacturing world. Indonesia 

consists of a tremendous amount of natural resources and developing day by 

day. The restructure of the economy and stable political system is enabling it 

to develop in the course of time and also attracting foreign companies to take 

part in economic activities of this country. This feature of the market 

resembled to gulf countries.  

4.1 Global Integration 

The control variable puts significant effect in the stock market of Qatar, 

Oman, Saudi Arabia and Indonesian markets. The effect of control variable in 

the daily return of the market is found significant which depicts that this 

markets are highly linked to Dow jones. The upheaval in the Dow jones puts 

impact on these markets correspondingly. The Dow jones index is believed to 

represent the most efficient market in the world. Hence it can be summarized 

that the financial market of gulf countries as well as Indonesia are sensible to 

western market. The other two markets namely Dhaka and Karachi stock 

markets are less sensitive to western market.  

4.2 Tax Month and Other Effect 

The results of regression analysis has also unearthed another significant 

feature. The fourth month of Hijri calendar Rabi-ath-thani evidenced a very 
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significant return in all these market except Karachi stock exchange and 

Mascot stock exchange. Though there is little significance in the Jakarta and 

Dhaka stock exchange on this fourth month of Hijri calendar but the most 

significant positive return is found in Qatari and Saudi Arabian stock 

exchange. The Rabi-ath-thani month is corresponding to the Gregorian 

January to February month depending on the year. In many Middle Eastern 

countries the fiscal year starts at the onset of January such as Saudi Arabia, 

Qatarand Omanetc. and also in Indonesia as a South East Asian economy. 

This finding suggests that these market are influenced by the budget and fiscal 

year policy. There is a prominent January effect in many of the western 

markets. This January effect influence Middle Eastern markets as these 

markets are linked to western markets. The fiscal year in Bangladesh and 

Pakistan start from July. The KSE doesn’t show any response to the Rabi-ath-

thani month but the DSE shows significant negative return in the market. DSE 

shows significant positive daily return where other markets show opposite 

result. The negative return in the month of January and February is marked in 

some literatures too.  

4.3 Moments Test 

Some argues that asset returns follow a normal distribution (Gaussian) but 

many believes that stock returns are characterized by skewness and kurtosis. 

In an ideal condition normal distribution is followed by zero skewness. 

Table 4: Skewness and Kurtosis 

 Skewness Ex kurtosis SD 

ISE -0.90719 9.4354 0.94055 

KSE -0.41005 4.9566 0.70059 

DSE -0.040465 6.6615 0.70704 

The investors may have risk averseness. In this perspective they prefer 

positive skewness if the mean and variance remain consistent. The negative 

skewness is basically for the dispatch of the dividend and cash incentives in 

the market. The negative skewness indicates that the market may grow further 

to give positive return. The markets listed in table 4 are basically emerging 

market which suggests growth. The negative skewness suggests further 

opportunity of return. Kurtosis is another measure of normal distribution. The 

normal distribution refers to excess Kurtosis 0 which is also described as 

mesokurtic distribution. In this regression analysis over the markets the excess 

kurtosis is varying from 4 to 10 for South East Asian countries. The risk 
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averse investor prefer low kurtosis which is near to the mean. The South East 

Asian markets are showing low excess kurtosis as these markets are still 

growing. These kurtosis feature in the markets are indifferent of any particular 

month rather the trend of whole market.  

4.4 Heteroskedasticity 

Heteroskedasticity is one of the major problems in the time series data 

(Morgan 1976). Heteroskedasticity increase the variances of the error term 

across the observations. If there is heteroscedasticity it is likely that it can 

misestimate the true coefficient of the estimates. The wrong value of 

coefficient is not sufficient to interpret the data as the variance is far differed 

from the exact value. In our model we didn’t put exogenous factor rather than 

control variable so it is unlikely that there can be heteroscedasticity but 

because of small sample it may render this problem. There are several ways of 

testing heteroskedasticity. The Breusch-pagan in the South East Asian 

countries suggests that there is no heteroskedasticity in the daily stock index 

as the explained sum of squares is too high compared with chi square at 5% 

significant level.  

5. Conclusion 

The study did not find any significant Ramadan effect in Indonesia, Pakistan 

and Bangladesh as well as Middle Eastern Saudi Arab and Qatar stock market 

except a little significant Ramadan effect in the Mascot stock exchange. 

However, the results found in the South East Asian countries suggested post 

Ramadan effect in Dhaka stock exchange and Indonesian stock exchange but 

no effect in Karachi stock exchange. Apart from Indonesian stock exchange 

there is no effect of control variable in other market in this geographical 

location. The reason behind this scenario is the lack of global integration with 

these market. The fourth month of Hijri calendar Rabi-uth-thani depicted 

significant effect in the stock market of Qatar, Saudi Arabia, Indonesia. It is 

linked with the tax month of these economy related to the onset of fiscal year 

also. The effect of control variable in the Middle Eastern gulf countries is 

ostensible. It is due to the depth of global integration as their economy is too 

large because of petro dollar.  

The reason behind the stagnant nature of the market in this particular period 

lies to the maturity of these market. The Ramadan effect is diminishing in the 

developing market as the investors are more professional than decades ago. 

Therefore the religious factors are not able to pull the string in the profit 

maximization in modern days. Ramadan month put positive impact on the 
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investors’ mood but not significantly change the attitude of the investor on 

their economic activities.  
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Abstract: This study examined the relationship between exporting and 

productivity using plant-level panel data on the Chilean manufacturing 

sector during the period of 1995 to 2018. It is evident in the recent 

empirical study that exporters exhibit superior performance than the non-

exporters. In this paper, it is examined whether self-selection or learning-

by-exporting hypothesis drives exporter’s performance. The results 

showed that good firms become exporters as productivity, sales, wage for 

labor and capital expenditures are higher for exporting plants compared to 

non-exporters. But the results for learning by exporting hypothesis is not 

clear as it does not show persistence over long horizon. This is also 

evident that the firms in Bangladesh also can follow the same procedure as 

there are many firms that are now exporting product abroad. Thus, a non-

exporting firm can also gain from exporting in terms of not only 

profitability but also efficiency.   

Key words: Export, self-selection, learning-by-exporting 

JEL Classification: F13, F14, F18 

1. Introduction 

Exporters have superior productivity than non-exporters. A growing body of 

empirical literature has documented the superior performance of exporting 

firms (plants) relative to those producing exclusively for the domestic market 

(Bernard and Jensen 1995, 1997a, 1997b, 1997c, Richardson and Rindal 

1995, Bernard and Wagner 1997, Bernard et al. 1997, Aw and Hwang 1995). 

Some researcher showed that self-selection hypothesis derives the exporting 

firm’s performance and some researcher showed that learning-by-exporting 

derives the performance of the exporting firms. However, the firms that enter 

the export market have experienced a significant productivity gain (Aw, 

Chung and Roberts, 2000 & Van Biesebroeck, 2006).  
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It is expected that exporting plants should be more productive, more capital-

intensive, more technology-intensive, and more attractive to the labors as it 

pays higher wages (Bernard and Jensen 1999). Exporting and excellent 

performance can be a result derived from self-selection or learning by 

exporting hypothesis. In other words, the performance of exporting plants is 

exceptional because good firms either become exporters or are exporting to 

help firms to achieve superior performance.  

It is evident from the industrial organization literature that there is a linkage 

between innovation activities and productivity. A large body of literature has 

documented the evidence of self-selection as the most productive firms into 

the innovation activities (Mañez et al. 2005, Rochina-Barrachina et al. 2009 

and Mañez et al. 2009). This is because the exporting firms are exposed to 

more intense product competition (Aw and Hwang, 1995) and the entrance in 

the international market requires higher sunk costs than operating in the 

domestic markets (Roberts and Tybout 1997, and Melitz 2003).  

On the other hand, learning-by-exporting hypothesis is based on the idea that 

firms become more efficient after the entrance of export market. It is expected 

that export-led growth will improve the productivity of exporting firms. To 

explore the profitable opportunities, the exporting firm however improves 

their own technological capabilities (Westphal, 2002 and Clerides et al., 

1998). In addition to learning mechanisms, exporting firms improve their 

productivity by increasing capital stock, employing skilled labor, quality 

material as input and applying economies of scale in the operation as 

exporting increases the market size.  

However, it is evident that self-selection and learning-by-exporting hypothesis 

are not mutually exclusive. Thereby, the superior performance of exporting 

firm can be due to the both hypotheses. However, which contributes more is 

an empirical question. Most of the evidences found in empirical literature are 

in favor of self-selection hypothesis. However, the learning-by-exporting 

hypothesis is not that conclusive in empirical evidence.  

In this paper, the research question explored was whether the self-selection 

hypothesis or learning-by-exporting hypothesis derives the performance of the 

firms who are engaged in exports activity. More specifically, it was examined 

whether the efficient firms become exporter or whether exporting activities 

increase the efficiency of the firm. In this perspective, the Chilean 

manufacturing plant data was used to find out either any one of the above-

mentioned hypotheses or both that have significant effect on firm’s 

performance. It was found that the evidence in favor of self-selection after 
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analyzing the differences in performance between exporters and non-

exporters, after controlling for plant characteristics, and taking into account 

for foreign ownership (consistent with Alvarez and López, 2005). Consistent 

with Alvaro and Nico (2013), it was also evident that even after controlling 

for self-selection of firms into export markets, evidence of learning by 

exporting is in existence.  

2. Literature Review 

A couple of studies have been done on exporter performance in different 

corners of the world specially in the developed nations. Liu (2017) examined 

whether older and bigger firms learn more from exporting (LBE effect) or not 

by using firm level data of Chinese Companies covering period of 1998-2007 

by employing difference-in-difference approach (DID) and propensity score 

matching (PSM) method and found that greater LBE effects for older firms 

that have large scale of production and more R&D activities but insignificant 

LBE effects for younger firms. But Creusen, Kox, Lejour and Smeets (2011) 

confirmed self-selection effects for Dutch manufacturing firms that have a 

large scale of production to meet foreign market entry sunk costs. Also 

Wagner (2007) found that self-selection effects are greater than learning by 

exporting effects. 

Garcia, Avella and Fernandez (2012) studied the effects of investments in 

technological capabilities of a firm on its learning by exporting using the data 

of 1534 manufacturing firms of Span covering period of 1990-2002 by using 

dynamic longitudinal model and AR (autoregressive) process. They found a 

positive evidence of Learning by exporting of technology. Also, they found 

that firms that invest huge amount of money in Research and Development 

are benefited more than technology laggards.  

Love and Máñez (2019) developed and found a model of differences of export 

persistence due to punctuated and cumulative learning effects using the data 

over 22 years of Spanish manufacturing firms.  Wadho and Chaudhry (2018) 

studied the linkage between firm level product innovation and its impact on 

firm performance in Pakistan textile and apparel manufacturing industries. 

They found that the firms that invest more in innovation lead to higher labor 

productivity growth and higher innovative sales per employee. Also, it is 

found that innovative firms export more than others and firms that export to 

America and Europe are more innovative as well.   

Zhang (2019) examined and quantified the effects of export tax rebate on total 

productivity factors of Chinese manufacturing plants covering the period of 
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2007-2015 and found a positive relationship between export tax rebate and 

total factor productivity. It was found that the tax rebate can be used for 

meeting short term financial constraints of an organization.  

Sharma and Mishra (2015) conducted a research to explore relationship 

between international trade and firm productivity on Indian manufacturing 

firms for the period of 1994-2006 and found that the international traders 

were more productive. Dikova, Jaklic Burger and Kuncic (2016) examined 

whether diversified or focused exporting strategy is efficient using panel data 

of Slovenia covering period of 1995-2010 and found that diversified strategy 

is positively related with firms’ performance.  

Monreal-Pérez and Geldres-Weiss (2019) showed that small and young firms 

were benefitted most from trade missions and trade fairs after experimenting 

the 641 Chilean firms covering period of 2010-2015. Tang (2015) argued that 

the exporters performance depends on proper care and allocation of public 

incentives. Davies, Ronald B.; Mazhikeyev, Arman (2015) experimented 

exporting behavior and productivity from gender perspective and found that 

the female owned firms have less productivity and simultaneously face higher 

cost associated with exports after observing 99 developing and transitional 

economies.  

Neves, Teixeira and Silva (2016) found a strong cross dependency between 

export and R&D on sales growth for any organization after analyzing the firm 

level data of Portugal covering period of 2006-2012. Garcia-Marin and 

Voigtländer (2019) emphasized the relationship between exports and 

investment in technology as important driving factor for trade gains. Herrero, 

Gomes, Mellahi and Child (2017) found that the Foreign Market Focus (FMF) 

increases the productivity in the manufacturing firms experimenting the 

geographically isolated Countries. 

2. Empirical Framework   

Following Bernard and Jensen (1999), we have estimated the export premium 

for each plant i by regressing the firm characteristics on an export dummy and 

a set of control variables. More specifically, the export premia is estimated 

from a regression of the following form 

   (1) 

Where Xi represents the plant characteristics of interest such as productivity 

measure –TFP, capital, sales, and wages/labor; EXPORTi  is a dummy for the 
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current export status (1 if plant i is an exporter, 0 otherwise); INDUSTRYi 

Dummy includes the 3-digit SIC codes; and CONTROLi is a vector of firm-

specific controls (in logs except for size dummy), which include different 

combinations of firm characteristics such as a firm size dummy, firm age, 

skilled to total labor ratio and a dummy for foreign license. 

Following Alvaro and Nico (2013) the following regression has been used for 

learning-by exporting hypothesis, 

 

 

  (2) 

Here, qi.t is the production of gross output of plant i at time t, lit is the labor, kit 

is capital and mit is the intermediate input for plant i at time t;  is an export 

dummy (1 if plant i is an exporter, 0 otherwise);  is an industry (SIC) 

dummy; wit is plant level productivity shock and   is the measurement 

error.  

3. Data Set and Basic Pattern 

The data set used in this study is consistent with R. Alvarez and R.A. lópez 

(2005) and Alvaro and Nico (2013). Therefore, the empirical analysis is based 

on the plant level data based on the Annual National Industrial Survey 

(ENIA) carried out by the National Institute of Statistics of Chile (INE) from 

1995 through 2018. It covers the universe of manufacturing plants with 10 or 

more workers, using to the International Standard Industrial Classification 

(ISIC). It contains the detailed information plants gross output, labor, capital, 

intermediate material input, export status, % of foreign ownership, energy 

usage, and other plant characteristics. The capital stocks were constructed 

using the perpetual inventory system for each plant. In this data set, each plant 

has a unique identification number, which helps to follow the plants over 

time. The data set has about 70,000 plant-year observations.  
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Table 1: Summary Statistics of Exporters and Non-exporters by Year 

Year 

Total 

Number of 

Plants 

Exporters Percentage 
Non-

exporters 
Percentage 

1995 5504 1168 21.2 4336 78.8 

1996 5845 1202 20.6 4643 79.4 

1997 5626 1175 20.9 4451 79.1 

1998 5431 1116 20.5 4315 79.5 

1999 5299 1023 19.3 4276 80.7 

2000 5152 964 18.7 4188 81.3 

2001 5079 966 19.0 4113 81.0 

2002 5405 1037 19.2 4368 80.8 

2003 5365 1079 20.1 4286 79.9 

2004 5587 1130 20.2 4457 79.8 

2005 5506 1140 20.7 4366 79.3 

2006 5265 1120 21.3 4145 78.7 

2007 5027 1062 21.1 3965 78.9 

2008 5124 1105 24.1 4023 78.9 

2009 5137 1250 24.3 3887 75.7 

2010 5326 1350 25.3 3976 74.7 

2011 5504 1360 24.7 4144 75.3 

2012 5607 1375 24.5 4232 75.5 

2013 5725 1390 24.3 4335 75.7 

2014 6025 1506 25.0 4519 75.0 

2015 6035 1605 26.6 4430 73.4 

2016 6155 1750 28.4 4405 71.6 

2018 6253 1832 29.3 4421 70.7 
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Table 1 shows the summary statistics regarding number plants from 1995 to 

2018. Out of total number of plants on an average 20% plants were engaged 

in the exporting activity and 80% plants are non-exporters. Figure 1 exhibits 

the total export evolution of Chilean manufacturing plants from 1995 to 2018. 

It is evident that the export was steadily growing from 1995 to 2001 and there 

was a sharp decline in export in year 2003 and 2005. However, it increased 

again in 2006 and remained steady thereafter. Therefore, we can conclude that 

the exports are flourishing in Chilean manufacturing sector which is evident 

from the figure 1 and it shows the importance of exporters in the 

manufacturing industry. 

 

Source: Author’s Calculation 

Table 2 exhibits some descriptive statistics about the plant data used in this 

study. The data set contains the information for an average of 5392 plants per 

year with 20.2% being exporters and 79.8 being non-exporters. About 95% 

owned domestically while only 5.6% are under foreign ownership (where at 

least 10% is owned by foreigners). A great majority of firm with foreign 

ownership, foreigners have significant control (i.e., they owned more than 

50% of plant assets).  Most of the foreign owned plants are exporters: 18.3% 

for exporters and only 3.6 are non-exporters.  In terms of size, 73.5% are 

classified as small plants (10 – 49 labors), 17% are classified as medium (50-

149 labors) and only 9.6% are classified as large (150 or more labors).  
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Table 2: Descriptive Statistics, average, 1995 - 2018 

  Number  Percentage 

A. Total Number of Plants  5392 100.0 

B. Export Orientation 

  1. Exporters 1091 20.2 

Foreign Ownership 200 18.3 

Domestic 891 81.7 

2. Domestic Market Only 4301 79.8 

Foreign Ownership 155 3.6 

Domestic 4,146 96.4 

C. Ownership 

  1. Domestic (<10% of foreign ownership) 5092 94.4 

2. Foreign Owned (>= 10% of foreign ownership) 300 5.6 

>=50% of ownership 252 84.0 

D. Size 

  1. Small (10 - 49 Workers) 3961 73.5 

2. Medium (50 - 149 Workers) 916 17.0 

3. Large (>= 150 Workers) 515 9.6 

4. Self-Selection Hypothesis 

Exporting and plants productivity is very closely linked to each other as 

discussed in the introduction. According to the self-selection hypothesis, it is 

true that there is positive relationship between plant performance and exports 

as the good firms become exporters.  
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The scale of operations differs significantly between exporters and non-

exporters. Exporters are more productive than non-exporters as log of total 

factor productivity for an exporting firm. After controlling for plant 

characteristics, it is evident from Table 3 that exporters are more productive, 

employ more capital, have higher sales and the labors are getting better 

earnings compared to non-exporters.  

 

Table 3: Fixed Effect Regressions for Export Premium 

  LNTFP LnCapital LnSales Lnwageperlabor 

Export Premium 

    Export Dummy 0.169 0.920 0.836 0.288 

  [0.000]*** [0.000]*** [0.000]*** [0.000]*** 

Controls 

    Large 0.251 3.404 2.902 0.209 

 

[0.000]*** [0.000]*** [0.000]*** [0.000]*** 

Medium 0.143 1.925 1.625 0.182 

 

[0.000]*** [0.000]*** [0.000]*** [0.000]*** 

ln(1+age) -0.0685 0.341 0.257 0.112 

 

[0.002]*** [0.000]*** [0.003]*** [0.002]*** 

ln(Skilled/Total 
labor) 0.415 0.421 0.451 0.557 

 

[0.000]*** [0.000]*** [0.000]*** [0.000]*** 

Foreign License 0.241 0.582 0.502 0.256 

  [0.000]*** [0.000]*** [0.000]*** [0.000]*** 

N 66296 67459 66240 69702 

adj. R-sq 0.614 0.543 0.620 0.374 

Fixed Effect  Yes Yes Yes Yes 

Notes: P-values are in parenthesis below the estimates. *, ** and *** 

refer to 10%, 5% and 1% statistical significance levels, respectively. 

Standard errors are clustered by year.  Export dummy = 1 if plant i is an 

exporter, 0 otherwise; Medium = 1 for plants with 50 to 149 workers; 

Large = 1 for plants with more 150 or more workers; Foreign license = 1 

if the firm spends on foreign license. Sector, industry and year dummy 

variables are included but not reported.  
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The above analysis documented the different characteristics of exporters and 

non-exporters. However, this test is not sufficient to identify whether the 

firms with desirable characteristics self-select into export markets. To address 

this issue, the comparison between the performance of export-starters and 

non-exporters have been made. 

 

Table 4: Fixed Effect Regressions for Export Premium (Export Starter 
vs non-exporters) 

  LNTFP LnCapital LnSales Lnwageperlabor 

Export 
Premium 

    Export start 
Dummy  0.119 0.465 0.391 0.153 

  [0.002]** [0.000]*** [0.000]*** [0.000]*** 

Controls 

    Large 0.288 3.764 3.224 0.304 

 

[0.000]*** [0.000]*** [0.000]*** [0.000]*** 

Medium 0.169 2.122 1.808 0.238 

 

[0.000]*** [0.000]*** [0.000]*** [0.000]*** 

ln(1+age) -0.0621 0.366 0.277 0.121 

 

[0.004]** [0.000]*** [0.002]** [0.001]** 

ln(Skilled/Total 
labor) 0.396 0.424 0.437 0.545 

 

[0.000]*** [0.000]*** [0.000]*** [0.000]*** 

Foreign 
Ownership 
Dummy 0.345 0.517 0.652 0.307 

 

[0.000]*** [0.115] [0.000]*** [0.000]*** 

Foreign 
License 0.231 0.670 0.557 0.270 

  [0.000]*** [0.000]*** [0.000]*** [0.000]*** 

N 66296 67459 66240 69702 

R-sq 0.617 0.530 0.606 0.369 

adj. R-sq 0.616 0.529 0.605 0.367 

Notes: P-values are in parenthesis below the estimates. *, ** and *** refer to 

10%, 5% and 1% statistical significance levels, respectively. Standard errors 
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are clustered by year.  Export start dummy = 1 if plant i is an exporter at time 

t, and 0 if the plant is not an exporter at t-1; Medium = 1 for plants with 50 to 

149 workers; Large = 1 for plants with more 150 or more workers; Foreign 

ownership Dummy = 1 if the firm has % of positive foreign ownership; 

Foreign license = 1 if the firm spends on foreign license. Sector, industry and 

year dummy variables are included but not reported.  

The result is also consistent with Table 3. The firm who were not engaged in 

the export in the past exhibit superior performance than non-exporters. The 

positive coefficient of export dummy explains that the plant which just started 

exporting is productive, has more employment of capital, more sales and also 

the labors are earning more wages. This is because to enter the highly 

competitive international market the exporting firm must acquire certain 

characteristics in terms of size, human capital and productivity in order to sell 

its goods abroad. Therefore, these findings imply that the better firm becomes 

exporters.  

5. Learning-by-exporting Hypothesis  

According to learning-by-exporting hypothesis, there is a positive correlation 

between performance and exporting.  The exporting firms derive the 

improvements in productivity as a result of the absorption of knowledge and 

new technology once the firm engages in international trade. Therefore, to 

achieve this plant should improve its performance by increasing productivity 

once it enters the export market. 

To measure the effect of exporting on productivity we have used logarithmic 

(translog) production function (2) described above. We used intermediate 

inputs to correct for the endogeneity of input choices with respect to 

productivity. The main results of the equation (2) are seen in Table 5 (See 

Appendix), which reports the estimated production function. The columns (1) 

and (2) show the results of pooled OLS and fixed-effect estimation. The first 

row reports the coefficient on whether or not the firm exported in the current 

year. The estimated coefficients on Export dummy are positive and significant 

in all specifications. These results suggested that exporting increases 

productivity by about 3% to 5%. 

Furthermore, if the benefit of exporting is a learned increase in productivity, 

then it is expected that to be permanent and not to be disappeared. Therefore, 

we also examined the paths of productivity before entry to compare the 

evolution of these the productivity in plants that become exporters with the 

plants that do not become exporters. 
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Following López, R. A. (2009) I use the following estimation:  

 

 (3) 

Where yijt is productivity for plant i operating in industry j at time t, Pi,-l (Pi,l) 

are pulse variables that take the value of 1 lth periods before (after) entry into 

export markets, and 0 all other years,  is a vector of control variables, 

including foreign ownership dummy and foreign license dummy, and a 

dummy equal to 1 if the plant has foreign ownership and paid for foreign 

license or 0 otherwise. Finally, and  are vectors of three-digit ISIC sector 

and year dummy variables. 

Table 6 (See Appendix) presents the regression results. Column (1) shows the 

OLS estimates without controlling for plant heterogeneity while (2) and (3) 

present the estimates with fixed and random effects, respectively. Regardless 

of the estimation method, all the estimates for the pulse variables during the 

years before entry are positive except random effect regression, and most of 

the OLS and FE coefficients are statistically significant. The coefficient of the 

pulse dummy at the year of entry is positive and highly significant, indicating 

that entry into exporting has a positive effect on productivity at the year of 

entry. The estimates for the year after entry are also mostly significant. So, it 

is evident that the export has sustained and persistence effect on productivity 

as productivity is increasing even after 2 years of entry which is evident from 

the positive and significant values of the pulse coefficient.  

The magnitude of this increase is between 8% to 25% per year and varies 

depending on how close entry is. This result suggests productivity is 

increasing over time which is inconsistent with the previous empirical 

literature. To the best of our knowledge this paper first time focuses on this 

issue.  

6. Lessons for Bangladesh 

Bangladesh is one of the fastest growing economies with 54
th
 largest 

exporting status (see figure 2). Readymade garment products occupy a 

significant portion of the total exports. As we know exporters derive better 

performance than non-exporters, we must identify self-selection or learning-

by-exporting that leads this way of being more benefitted. In this paper, we 

have found that self-selection is more effective than learning-by-exporting. 
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So, Firms that produce more become exporters due to economies of scale and 

can perform better in the international stage. As evidenced from Chilean 

manufacturing plant data, it will be useful for the manufacturing firms 

operating in Bangladesh and wants to be more competitive should engage in 

export following self-selection method. 

 

Source: Author’s computations based on data from World Development Indicators of 

the World Bank 

Firstly, the exporting firms of Bangladesh should invest more in research and 

development to get more innovative products to survive in global markets. 

Empirical research shows that firms that export in Europe and America should 

be more innovative to survive in the competition. As a nation our main 

exporting destination are America and European union countries such as 

Germany, Spain, Italy and UK etc.  

Secondly, Bangladesh should invest more in technological advancement to 

achieve superior efficiency in production. It is proved by literature that 

technological laggards fall behind in international competition (Garcıa, Avella 

and Fernandez, 2012). So, Bangladeshi exporters need to pay attention to be 

pioneer in implementing updated technology in their manufacturing 

operations.  

Thirdly, almost 70% of exports of Bangladesh are limited to a number of 

countries that can hamper our future potentials. It is high time to diversify our 

export relationship with more countries across the world to reduce risks. 

Researchers proved that diversified exporting strategy enhances the firms’ 

performance (Dikova, Jaklic Burger and Kuncic, 2016).  
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Source: Author’s computations based on data from World Development Indicators of 

the World Bank 

From figure 3, it is evident that we have an increasing trend in the export 

activities, but it is not steady. However, the firms which are operating in our 

country should focus more on innovation, technological upgradation and more 

specifically to be more competitive to improve the export scenario. This will 

in turn increase the overall economic growth and which ultimately in crease 

the GDP growth further.  

7. Conclusion  

This study examines the relationship between exporting and various 

performance measures including TFP, using annual plant-level panel data on 

the Chilean manufacturing sector during the period of 1995 to 2018. The two 

key questions examined are whether productive plants export (self-selection) 

or exporting improves productivity (learning).  Following Bernard and Jensen 

(1999) and Alvaro and Nico (2013), this study provides some evidence 

strongly supporting both self-selection and learning-by-exporting effects. 

Using a unique data source with information on plant-level exports, there is a 

significantly higher productivity premia for firms exporting their products. 

These results shed light on the self-selection into export markets. Thereby, our 

results are clear that better firms become exporter.  

Finally, there is a strong evidence that Chilean firms experience a jump in 

productivity by 8% to 25% upon entering export markets to 3 years after the 

entry, which I interpret as a learning effect. The results differ with the 

majority of earlier studies that found evidence of selection of better firms into 

export markets but no evidence of learning.  
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Appendices 

 

Table 5: Estimation of a Trans log production function on a sample of 
Chilean Manufacturing Plant from 1995 to 2007 

Dependent var.: ln(output) (1) (2) 

Export Dummy 0.0478 0.0379 

 

[0.000]*** [0.000]*** 

ln(labor) 1.389 1.386 

 

[0.000]*** [0.000]*** 

ln(capital) 0.0831 0.0963 

 

[0.000]*** [0.027]* 

ln(input) -0.288 -0.254 

 

[0.000]*** [0.000]*** 

ln(labor)
2
 0.0613 0.0656 

 

[0.000]*** [0.000]*** 

ln(capital)
2
 0.0118 0.0104 

 

[0.000]*** [0.000]*** 

ln(input)
2
 0.0580 0.0562 

 

[0.000]*** [0.000]*** 

ln(labor)*ln(capital) -0.0157 -0.0162 

 

[0.000]*** [0.031]** 

ln(capital)*ln(input) -0.0167 -0.0161 

 

[0.000]*** [0.000]*** 

ln(labor)*ln(input) -0.118 -0.117 

 

[0.000]*** [0.000]*** 

ln(labor)*ln(capital)*ln(input) 0.000810 0.000813 

  [0.000]*** [0.165] 

N 69225 69225 

R-sq 0.932 0.935 

adj. R-sq 0.932 0.935 

  

 OLS FE 

Notes: P-values are in parenthesis below the estimates. *, ** and *** refer 

to 10%, 5% and 1% statistical significance levels, respectively. Industry 
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and year dummy variables are included in both the regression but not 

reported. Standard errors are clustered by year in column 2.  Export 

dummy = 1 if plant i is an exporter, 0 otherwise. (1) OLS estimation, (2) 

fixed-effect estimation.  

 

Table 6: Differences in productivity between entrants to exporting and 

non-exporters 

 

Dependent Variable: ln(TFP) 

  OLS  FE RE 

P-1 0.0535 0.114 -0.0188 

 

[0.102] [0.000]*** [0.391] 

P-2 0.111 0.171 0.00326 

 

[0.006]** [0.000]*** [0.902] 

P-3 0.135 0.202 0.0200 

 

[0.003]** [0.000]*** [0.507] 

P0 0.208 0.199 0.0970 

 

[0.000]*** [0.000]*** [0.001]*** 

P1 0.237 0.203 0.0823 

 

[0.000]*** [0.000]*** [0.011]* 

P2 0.248 0.192 0.0417 

 

[0.000]*** [0.001]*** [0.255] 

Foreign Ownership Dummy 0.405 0.427 0.195 

 

[0.000]*** [0.000]*** [0.000]*** 

Foreign License 0.327 0.328 0.0825 

  [0.000]*** [0.000]*** [0.000]*** 

N 66299 66299 66299 

R-sq 0.595 0.603 0.618 

Notes: Three-digit industry and year dummy variables were included 

but not reported. OLS, ordinary least squares; FE, fixed effects; RE, 

random effects. Foreign ownership Dummy = 1 if the firm has % of 

positive foreign ownership; Foreign license = 1 if the firm spends on 

foreign license. P-values are in parenthesis below the estimates. *, ** 

and *** refer to 10%, 5% and 1% statistical significance levels, 

respectively. 
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Abstract: This paper aims to investigate the effects of firm size and firm 

characteristics such as age and independent director on profitability of 

banking companies listed on Dhaka Stock Exchange (DSE) in Bangladesh. 

Fifty (50) annual reports of 10 banking companies which were active in 

DSE between the years 2011-2015 have been analyzed. As indicators of 

firm profitability, return on assets (ROA) and return on equity (ROE) have 

been used whereas total assets, number of employees and number of 

branches have been utilized as indicators of firm size. Multiple regression 

analysis (ordinary least square) was developed to identify the factors that 

affect firms’ profitability. The results of empirical analyses show that firm 

size (Total assets, Number of employees and Number of branches) 

positively affects firms’ profitability. Besides firm size, other firm specific 

factors such as age and independent director on board are negatively 

influencing firms’ profitability of the firms operating in Bangladesh 

banking industry. 

Keywords: Size, Age, Independent director, Profitability, Banking 

companies. 

 

1.0 Introduction 

The size of a firm is a primary factor in determining its profitability. The 

traditional neo classical concept of economies of scale indicates that items or 

products can be produced at much lower costs by bigger firms (Niresh & 

Velnampy, 2014). Big firms have more competitive power when compared to 

small firms in fields requiring competition (Dogan, 2013). Firms of different 

sizes distinguish themselves along different observable and unobservable 

dimensions. In addition to this, big firms are able to seize the opportunity to 
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work in the fields which require high capital since they have larger resources, 

and this situation provides them the opportunity to work in more profitable 

fields with little competition (Bayyurt, 2007). Firm size is a construct of 

scholarly interest since it traditionally has much explanatory power and an 

understanding of its importance can be vital for managers who operate in 

today’s competitive environment (Kioko, 2010). 

The term ‘Performance’ has been well-defined as the outcome of action. To 

evaluate corporate performance, it is to be considered what type of firm to be 

evaluated, and the objectives to be achieved through that evaluation. There are 

two types of performance, financial performance and non-financial 

performance. Financial performance highlights on variables related directly to 

financial report (Kioko, 2010). Company’s performance is assessed by three 

magnitudes. The first magnitude is company’s productivity, or processing 

inputs into outputs efficiently. The second is profitability magnitude, or the 

level at which company’s earnings is bigger than its costs. The third 

magnitude is market premium, or the level at which company’s market value 

is exceeding its book value (Walker, 2001). 

When the studies concerning the relation between firm size and profitability 

are reviewed, mixed results have been found. Niresh & Velnampy (2014), 

Dogan (2013), Saliha and Abdessatar (2011) Kioko N. P (2010), Lee (2009), 

Stierwald (2009), Jonsson (2007) Serrasqueiro (2008) have found a positive 

relation between firm size and profitability. On the contrary, Banchuenvijit 

(2012) has found a negative relation between firm size and profitability. Other 

than above studies, Whittington (1980) has found that firm size does not have 

any effect on profitability. These results cause a vague understanding of the 

effect of firm size on profitability and an increase in the interest toward this 

subject. 

1.1 Objectives 

The overall objective of this study is to examine the relationship between firm 

characteristics and financial performance of listed banking companies in 

Bangladesh. To attain the overall objective, specific objectives are set as 

follows: 

(i) To investigate the linkage between firm size and financial 

performance of listed banking companies in Bangladesh. 

(ii) To identify the relationship between firm age and financial 

performance of listed banking companies in Bangladesh.  
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(iii) To examine the impact of independent director on profitability of 

listed banking companies in Bangladesh.  

2.0 Literature Review 

Most of the studies measuring the effect of firm size on profitability have 

found positive trend between firm size and profitability. These studies have 

used total assets, total sales, total deposits, number of employees, and number 

of branches as the indicator of firm size. 

Kioko (2013) has conducted a research project on “The relationship between 

firm size and financial performance of commercial banks in Kenya”. The 

study reveals that net assets have a positive impact on financial performance. 

The relationship between loans advanced and return on assets is positive and 

significant. The relationship between number of employees and ROA is very 

weak.  

Dogan (2013) in his article on “Does firm size affect the firm profitability? 

Evidence from Turkey” indicates that there is a positive relation between size 

indicators and profitability of firms. Lee (2009) also found a positive relation 

between the size and profitability of the firms operating in USA during 1987-

2006.Saliha and Abdessatar (2011) studied the factors affecting profitability 

of 40 firms operating in Tunisia during 1988-2006 and found a positive 

relation between firm size and profitability. 

Niresh & Velnampy (2014) showed that firm size has no profound impact on 

profitability of the listed manufacturing firms in Sri Lanka. 

Pervan &Visic (2012) revealed that firm size has a significant positive 

(although weak) influence on firm profitability. Additionally, they showed 

that assets turnover and debt ratio also significantly influence firms’ 

performance while current ratio didn’t prove to be an important explanatory 

variable of firms’ profitability. 

Jónsson (2007) has shown that size has no statistically significant effect on 

profitability, irrespective of how profitability or size is measured. However, a 

weak inverse relationship between size and profitability was observed for all 

firms. 

Banchuenvijit (2012) studied factors affecting performances of the firms 

operating in Vietnam.  A positive relation has been found between total sales 

and profitability of the firms but on the contrary a negative relation has been 

found between profitability and total assets. Additionally, the author has 
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found statistically insignificant results between number of employees and 

profitability. 

Loderer and Waelchli (2010) investigated how firms’ age affects 

performance. Consistent with an obsolescence of firm endowments, the 

existence of organizational rigidities, and the proliferation of seniority rules, 

performance gets worse with age. Profits fall, margins thin, sales growth 

drops, and costs rise. Firms do best when they are young, and roughly 15 

years after listing (37 years after incorporation), they start underperforming. 

This relation cannot be explained away by sample selection, management age, 

industry age, time-varying risk, corporate governance, and ownership 

structure. Stock returns, however, are unaffected. Overall, corporate geriatrics 

problems are real.  

There is no common consistency on how the firm size is related to firm 

profitability. Hence, the results are inconclusive, questionable and require 

more empirical work. From this perspective, the current study has been 

instigated to examine the effects of firm size on profitability of the banking 

companies listed on Dhaka Stock Exchange (DSE) in Bangladesh. 

3.0 Methodology 

In line with the previous studies and to provide reliable and valid results, we 

used panel data for measuring the variables of the study. 

3.1 Conceptual framework 

 

  

 

 

 

 

 

 

 

Figure: Conceptual Framework (Authors’ Preparation) 
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3.2 Sample 

In sample selection process, disproportionate stratified random sampling 

method is used. Sampling fraction is the primary differentiating factor 

between the proportionate and disproportionate stratified random sampling. In 

disproportionate sampling, each stratum will have a different sampling 

fraction. In this study, only the banking companies listed under DSE is 

included. At the end of February 2018, the total number of listed banking 

companies on the Dhaka Stock Exchange is thirty (30). These thirty banks are 

the elements of our population frame. Among them, Rupali bank is only the 

Government commercial bank. It is not prudent to make any conclusion on 

Government commercial bank by studying only one bank. As a result, we 

exclude Rupali bank from our study. So, finally the population stands to 29. 

35% of population has been taken as sample in our study. Thus, the sample of 

our study is 10 (35%). The name of sample companies and their symbolic 

codes are provided in Appendix-A. 

Table 1: Sample Selection 

Type of banks 

 

Total 

banks 

Total 

sample 

Percentage 

of total 

sample 

State-Owned commercial banks 1 0 0.0 

Islamic Sharia-based commercial 

banks 

6 4 40.00 

Private conventional commercial 

banks 

23 6 60.00 

Total 30 10 100.00 

Source: Authors’ compilations 

3.3 Dependent Variables 

Financial performance of a company can be measured on the basis of two 

important indicators i.e., a) investors’ return b) accounting return that means 

return should be measured from the perspective of shareholders’ and firms’ 

earnings. Waddock and Graves (1997) measured financial performance by 

using three accounting variables: return on asset, return on equity and return 

on sales providing a range of measures used to assess the financial 

performance by the investment community. 
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Considering different scholars’ opinions, this study adopts two accounting 

based measures to investigate the relationship with firm size. These two ratios 

are Return on Asset (ROA) and Return on Equity (ROE). These two 

indicators of financial performance are chosen because these are the most 

practical and significant measures to examine the relationship between size 

and financial performance in the previous studies. These two measures are 

described in the following sections. 

Return on Asset (ROA) 

ROA tends to tell us how effectively an organization is taking earnings 

advantages from its base of assets. This used to be the most popular way of 

comparing banks to each other — and for banks to monitor their own 

performance from period to period. Return on Asset (ROA) is a 

fundamentally profitability measurement that is used to measure the efficiency 

of a firm’s assets or to evaluate firms’ ability to generate a profit in relation to 

firms’ asset. 

Return on Equity (ROE) 

Return on Equity (ROE) is the amount of net income returned as percentage 

of shareholders equity. Return on equity measures a company’s profitability 

by revealing how much profit a company generates from the money 

shareholders have invested. ROE is especially used for comparing the 

performance of companies in the same industry and it is a measure of 

management's ability to generate income from the equity available to it.  

3.4 Independent Variables 

Size 

Firm size is commonly used as important fundamental firm characteristics 

(Dang et al., 2018). Main independent variables of this study are the size 

indicators. Total assets, number of employees and number of branches have 

been used as firm size indicators. Scholars such as, Saliha and Abdessatar 

(2011) have used “Total Assets” as firm size indicator. Researchers such as 

Serrasqueiro and Nunes (2008), have used “Total Sales” as firm size indicator. 

Jonsson (2007), Serrasqueiro and Nunes (2008), Becker et al., (2010), 

Banchuenvijit (2012) measured firm size using number of employees (Dogan 

2013). In this research work, we consider three firm size indicators such as 

total assets, number of employees and number of branches. 
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Firm Age 

Age of a firm is its accumulated experience and is reflective of learning 

(Karaye et al., 2015). It is the continuous length of time often in years that a 

firm has being in its current business from when: 1) it was incorporated or 2) 

it was listed for listed companies. Gunu & Adamade (2015) found an inverse 

relationship between firm age and financial performance. Age is an element of 

organizational resources and capability (Ural & Acaravci, 2006). Evans 

(1987) found that firms grow at rates which decrease with age at a 

diminishing pace. Pástor & Pietro (2003) reported that profitability and 

market-to-book ratios decline with firm age, related to investors learning and 

decline in uncertainty. Variability of stock returns is found to negatively relate 

with incorporation age (Adams, Almeida & Ferreira, 2005) and with listing 

age (Cheng, 2008). In this study, listing age of banking companies is 

considered. 

Independent Director 

Corporate governance is must for successful operation of a business. An 

independent director is a part of corporate governance. Independent directors 

are non-executive of a company who assist a company in improving corporate 

credibility and governance standards. Our companies Act 1994 does not 

provide any provision on Independent directors Act 1994 does not provide 

any provision on Independent directors. Following persons are competent for 

appointment of Independent director as per corporate governance guidelines 

issued by the Bangladesh Securities and Exchange Commission notification: 

-Business or corporate leader 

-Bureaucrats with long exposures in management 

-University Teacher with Economics or Business Studies or Law background 

-Professional like-Chartered Accountants, Cost and Management Accountant, 

Chartered Secretaries 

-Must have at least 12 (twelve) years of corporate management/ professional 

experiences 

Fuzi et al,. (2016), found a mixed association between proportions of 

independent directors and firm performance. Although the companies 

comprised the highest number of independent directors, it would not assure to 

enhance firm performance. Thus, the existence of independent directors on 

board should be monitored in order to bring positive shareholder values. 

Johari, Saleh, Jaffar and Hassan (2008) concluded that the composition of the 

independent directors on the board was not associated with earning 

management. 
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3.5 Regression Models 

Size indicators have been tested by developing three models instead of being 

considered in a single model. This is in order to avoid multicollinearity and 

auto correlation problems in the study. The following regression models can 

be developed based on the variables used in the study. 

Model 1: ROAjt0 1SIZE _ TAjt2 AGEFjt3 PID jt jt 

Model 2 : ROAjt 0 1SIZE _ EMPL jt2 AGEFjt3 PIDjtjt  

Model 3 : ROAjt 0 1SIZE _ BRNC jt2 AGEFjt3 PIDjtjt  

Model 4 : ROE jt 0 1SIZE _TAjt2 AGEFjt3 PIDjtjt  

Model 5 : ROE jt 0 1SIZE _ EMPL jt2 AGEFjt3 PIDjtjt  

Model 6 : ROEjt 0 1SIZE _ BRNC jt2 AGEFjt3 PIDjt jt 

Table 2: The Summary of Description and Measurement of Variables 

Variables  Description of Measurement unit 

ROAjt : A dependent variable of return on assets of firm j during 

period t. It is defined as Profit after tax (PAT) divided by total 

assets. 

ROEjt : A dependent variable of return on equity of firm j during 

period t. It is defined as Profit after tax (PAT) divided by 

shareholders’ equity. 

SIZE_TAjt : An independent variable of firm size of firm j in period t. It is 

defined as the logarithm of Total Assets. 

SIZE_EMPLjt : An independent variable of firm size of firm j in the period of 

t. It is defined as the log of Number of Employees. 

SIZE_BRNCjt : An independent variable of firm size of firm j in the period of 

t. It is defined as the log of Number of Branches. 

AGEFjt : An independent variable of firm age of firm j in the period of 

t. It is defined as number of years since firms was listed on 

DSE. 

PIDjt : An independent variable of the independent director ratio of 

firm j in period t. It is defined as the number of independent 

directors divided by total number of directors in the board 

of firm. 

€jt : A random error of firm j in period t. 
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3.5.1 Multicollinearity Statistics 

The multicollinearity was examined to discover that independent variables are 

not highly correlated and no multicollinearity amongst independent variable 

exists. It is observed that there is no multicollinearity among the independent 

variables. Testing for Multicollinearity, Inter-item correlation matrixes have 

been given (see Appendix B, C and D). It is seen that the correlations among 

the study variables are weak because the maximum value is 0.47 (see 

Appendix B, C and D). It is found that multicollinearity among the 

independent variable is not a serious problem in this study. For further 

checking, Variance inflation factor (VIF) is used in the following sections 

with regression analysis. 

4.0 Results  

4.1 Descriptive Statistics 

The following Table represents the descriptive statistics of observed variables 

of this study 

Table 3: Descriptive statistics of dependent and independent variables 

Variables Observations Minimum Maximum Mean 
Std. 

Deviation 

ROA 50.00 -9.97 2.52 0.55 2.18 

ROE 50.00 0.63 27.00 12.06 5.48 

Log of Asset 50.00 4.11 5.93 5.16 0.40 

Log of Employee 50.00 2.75 4.13 3.42 0.36 

Log of Branch 50.00 1.52 2.65 2.05 0.30 

Listing Age 50.00 4.00 30.00 20.20 8.53 

Independent Director 50.00 6.67 42.00 18.07 8.98 

Source: Authors’ calculation using financial data from annual reports of sample banks 

Table 3 shows the results of descriptive statistics of dependent and 

independent variables of the study. The average of profitability indicators i.e., 

(ROA) and (ROE) are 0.55% and 12.06% respectively. The mean of size 

indicators i.e., log of assets, log of employee and log of branch are found to be 

5.16, 3.42 and 2.05 respectively. The standard deviations of ROA, ROE, 

listing age and independent director are 2.28, 5.48, 8.53 and 8.98 respectively.  

4.2 Data Analysis and Empirical Results 

In Table 5 to Table 9, the findings from regression results are shown. Whether 

the independent variables of the study have significant influence on dependent 

variable or not is shown at 1%, 5% and 10% level of significance. Again, 
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multicollinearity is measured by using VIF and tolerance level. All models 

have pretty good VIF and tolerance values. 

Table 4: Regression results: Return on assets (ROA) used as dependent 

variable and Size (log of total assets), Listing age, Independent director 

used as independent variables using OLS model 

 

Model 1 

Unstandardized 

Coefficients 

Standardized 

Coefficients 

 

t 

 

Sig. 

Collinearity 

Statistics 

Explanatory 

variables 
B 

Std. 

Error 
Beta   Tolerance VIF 

(Constant) -19.615 2.963  -6.620 .000   

AGEFjt -.051 0.025 -.200 -2.020 .049** .994 1.006 

PIDjt -.074 0.027 -.304 -2.775 .008*** .810 1.235 

SIZE_TA 4.368 0.599 0.796 7.294 .000*** .814 1.228 

Group=10; Observations: 50; R squared: 0.554, F statistics:19.024, p=.000; 

Source: Author’s calculation using financial data from annual reports of samplebanks. 

Note: *, ** and *** indicate statistically significance at 10%, 5% and 1% level of 

significance 

Table 4 reveals that there is a positive and significant association between 

firms’ profitability (ROA) and size (log of assets) at 1% level of significance 

in the OLS model. The coefficients of listing age and independent director are 

negatively and significantly related with financial performance measure 

(ROA) at 5% and 1% level of significance respectively in the OLS regression 

model. 

Table 5: Regression results : Return on assets (ROA) used as dependent variable 

and Size ( log of employees), Listing age , Independent director used as 

independent variables using OLS model 

Model 2 
Unstandardize

d Coefficients 

Standardized 

Coefficients 

 

t 
Sig. 

Collinearity 

Statistics 

Explanatory 

variables 
B 

Std. 

Error 
Beta  Tolerance VIF 

(Constant) -8.86 2.58  -3.43 0.00   

AGEFjt -0.09 0.03 -0.34 -2.63 0.01** 0.92 1.09 

PIDjt -0.01 0.03 -0.06 -0.48 0.64 0.96 1.04 

SIZE_EMPL 3.33 0.79 0.55 4.22 0.00*** 0.90 1.11 

Group=10; Observations:50; R squared:0.566, F statistics:6.754, p=.001, 

Durbin- Watson: 1.742 

 

Source: Authors’ calculation using financial data from annual reports of sample 
banks. 
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Note: *, ** and *** indicate statistically significance at 10%, 5% and 1% level of 
significance 

Table 5 shows that there is a positive and significant association between 

firms’ profitability and size (Log of employee) at 1% level of significance. 

The coefficient of size (log of employee) is positively and significantly 

associated with return on assets (ROA) at 1% level of significance in the OLS 

model. The coefficient of age is negatively and significantly related with 

financial performance measure (ROA) at 5% level of significance which is 

supported by previous study Loderer and Waelchli (2010). But the coefficient 

of independent director is negative and statistically insignificant. The 

Collinearity Statistics (VIF) represents that there is no multicolleanerity 

among the independent variables. 

Table 6: Regression results : Return on assets (ROA) used as dependent 

variable and Size (log of branches), Listing age, Independent director used as 

independent variables using OLS model 

 

Model-3 

Unstandardized 

Coefficients 

Standardized 

Coefficients 
  

Collinearity 

Statistics 

Explanatory 

variables 
B 

Std. 

Error 
Beta t Sig. Tolerance VIF 

(Constant) -5.71 1.86  -3.07 0.00   

AGEFjt -0.08 0.03 -0.32 -2.51 0.02** 0.94 1.07 

PIDjt -0.02 0.03 -0.07 -0.54 0.59 0.95 1.05 

SIZE_BRNC 4.00 0.92 0.55 4.32 
0.00**

* 
0.91 1.10 

Group=10; Observations:50; R squared:0.331, F statistics:7.07, p=.001,  

Source: Author’s calculation using financial data from annual reports of sample 

banks. 

Note: *, ** and *** indicate statistically significance at 10%, 5% and 1% 

level of significance 

Table 6 represents the coefficient of size (log of branches) is positively and 

significantly associated with return on assets (ROA) at 1% level of 

significance in the OLS model. The coefficient of age is negatively and 

significantly related with financial performance measure (ROA) at 5% level 

of significance. But the coefficient of independent director is negative and 
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statistically insignificant. The Collinearity Statistics (VIF) shows that there is 

no multicolleanerity among the independent variables. 

 

Table 7: Regression results: Return on equity (ROE) used as dependent 
variable and Size (log of total assets), Listing age, Independent director used as 

independent variables using OLS model 

Model 4 
Unstandardized 

Coefficients 

Standardized 

Coefficients 
  

Collinearity 

Statistics 

Explanatory 

variable 

B Std. 

Error 

Beta t Sig. Tolerance VIF 

(Constant) -22.70 9.18  -2.47 0.02   

AGEFjt -0.15 0.08 -0.23 -1.88 0.07* 0.99 1.01 

PIDjt -0.18 0.08 -0.29 -2.17 0.04** 0.81 1.24 

SIZE_TA 7.94 1.86 0.58 4.28 0.00*** 0.81 1.23 

Group=10; Observations:50; R squared:0.320, F statistics:7.20, p=.000,  

Source: Authors’ calculation using financial data from annual reports of sample 
banks. Note: 

*, ** and *** indicate statistically significance at 10%, 5% and 1% level of 
significance 

Table 7 shows that the coefficient of size (log of asset) is positively and 

significantly associated with financial performance indicators namely ROE at 

1% level of significance. It indicates that profitability increases as total assets 

of firm increases. The coefficients of age and independent director are 

negatively and significantly related with financial performance measure 

(ROE) at 10% and 5% level of significance. In other words, profitability of 

firms decreases as age of firm and number of independent director on the 

board increases. 

Table 8: Regression results: Return on equity (ROE) used as dependent variable 
and Size (log of employees), Listing age, Independent director used as 

independent variables using OLS model 

Model 5 
Unstandardized 

Coefficients 

Standardized 

Coefficients 
  

Collinearity 

Statistics 

Explanato

ry variable 
B 

Std. 

Error 
Beta t Sig. Tolerance VIF 

(Constant) -7.64 6.67  -1.15 0.26   

AGEFjt -0.23 0.08 -0.36 -2.69 0.01** 0.92 1.09 

PIDjt -0.08 0.08 -0.13 -1.04 0.30 0.96 1.04 

SIZE_EMPL 7.53 2.04 0.49 3.69 0.00*** 0.90 1.11 

Group=10; Observations:50; R squared:0.266, F statistics:5.55, p=.002,   
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Source: Author’s calculation using financial data from annual reports of sample 
banks  

Note: *, ** and *** indicate statistically significance at 10%, 5% and 1% level of 
significance 

Table 8 represents that there is a positive and significant association between 

profitability and firm size (Log of employee). The coefficient of log of 

employee is positive and significant at 99% confidence interval. It indicates 

that the profitability of firms increases as the number of employee increases. 

The coefficient of age is negatively and significantly associated with 

profitability of company at 99% confidence interval. It implies that financial 

performance decreases as company gets older. 

Table 9: Regression results : Return on equity (ROE) used as dependent variable and Size 

(log of branches), Listing age , Independent director used as independent variables using 

OLS model 

Model 6 
Unstandardized 

Coefficients 

Standardized 

Coefficients 
  

Collinearity 

Statistics 

Explanatory 

variable 

B Std. 

Error 

Beta t Sig. Tolerance VIF 

(Constant) 1.77 5.01  0.35 0.73   

AGEFjt -0.21 0.09 -0.32 -2.37 0.02** 0.94 1.07 

PIDjt -0.08 0.08 -0.13 -0.95 0.35 0.95 1.05 

SIZE_BRNC 7.72 2.49 0.42 3.10 0.00*** 0.91 1.10 

Group=10; Observations:50; R squared:0.213, F statistics:4.157, p=.011  

Source:Authors’ calculation using financial data from annual reports of sample banks  

Note: *, ** and *** indicate statistically significance at 10%, 5% and 1% level of 
significance 

With regard to the statistical tests, empirical results obtained for model (6) 

show no multicollinearity among independent variables. Regarding the main 

variable of our interest (Size), it can be perceived that, after considering for 

other influences, firm size (log of total assets, log of employees and log of 

branches) has statistically significant positive influence on firms’ profitability. 

This finding is opposite to finding of Banchuenvijit (2012); but in line with 

those of Pervan, & Visic (2012) Niresh & Velnampy (2014), Dogan (2013), 

Saliha and Abdessatar (2011) Kioko (2010), Lee (2009), Stierwald (2009), 

Jonsson (2007) Serrasqueiro (2008). Furthermore, Table 10 reveals that firm 

age has statistically significant negative influence on firms’ profitability. This 

finding indicates that for the firms operating in banking industry in 

Bangladesh, one can expect deterioration of financial performance as time 

goes by. This finding is in line with Coad et al. (2013) and Bruni et al. (2014). 
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Variance Inflation Factor (VIF) has been used to test multicollinearity and to 

support regression models’ results. Other methods used to determine 

multicollinearity problem is tolerance value of the variables. In cases where 

VIF values are under 10 and tolerance values are not very close to 0, model is 

considered to be free from multicollinearity problem (Gujarati, 1995). All six 

models have pretty good VIF and tolerance values. So, we can conclude that 

there are no multicollinearity problems in the models and this shows 

soundness and reliability of the models. 

5.0 Policy Implication 

From the regression analysis, it is found that size of banking companies is 

positively related to profitability of banks. The government can encourage the 

banking companies to increase their size by increasing assets or branches and 

recruiting employees. Policy makers of money market may suggest the 

authority not to permit open new banking company to operate rather enlarge 

the existing companies in Bangladesh. Special attention should be given by 

the government on appointment of independent directors in the board so that 

they can play neutral role for the maximization of shareholders’ interests. 

6.0 Conclusion 

The purpose of this research was to determine the nature of relationships (if 

any) among firm size, listing age of firm, independent directors on board and 

financial performance of banking companies in Bangladesh. The analysis is 

conducted on companies operating in Bangladesh banking industry listed on 

Dhaka Stock Exchange (DSE) for the period from 2011 to2015.The results of 

conducted ordinary least square (OLS) regressions models reveal that firm 

size is an important explanatory variable in the determination of business 

success. Precisely, on a sample of the Bangladesh banking industry, firm size 

turns out to be statistically significant with positive coefficient sign, thus 

suggesting improvement of firm performance with size. There is strong and 

negative relation between firms’ age, first one of the control variables of the 

study, and ROA, ROE in all six models. The coefficient of independent 

director on board is negatively and significantly associated with firm 

profitability in model 1 and model 4. Moreover, the independent director and 

profitability of firm is negatively related but not statistically significant in 

other regression models in our study. The adjusted R2 values of 0.554, 0.306, 

0.331, 0.320, 0.266 and 0.216 which are shown in the models denote that 

55.4%, 30.6%, 33.1%, 32%, 26.6%and 21.6% of the observed variability in 

the profitability measures of return on assets and return on equity were 
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explained by the variability in the log of total assets, log of employees and log 

of branches. Remaining 54.6%, 69.4%, 66.9%, 68%, 73.6%and 78.4% of the 

variations in the return on assets and return on equity related to the variables 

were not explained by the models. Hence, other factors are probably found to 

be better predictors of profitability. 

7.0 Limitations and Direction for Further Research 

This study is confined to only banking companies listed on DSE in 

Bangladesh during 2011- 2015. Only two measures of financial performance 

(ROA & ROE) and three indicators of firm size (total assets, number of 

employees & number of branches) have been used in the regression models. 

So, future studies may be conducted considering other sectors/ industries. 

Other financial measures such as EPS, operating profit, Tobin’s q etc. and 

other size indicators such as Total sales, total assets turnover can be taken. 

Moreover, for panel data analysis, fixed effect models or random effect 

models can be applied instead of OLS regression models. 

 

References 

1. Adams, R. B., Almeida, H., & Ferreira, D. (2005). Powerful CEOs and their 

impact on corporate performance. The Review of Financial Studies, 18(4), 1403-

1432. 

2. Banchuenvijit, W., & Phuong, N. T. H. (2012). Determinants of firm 

performance of Vietnam listed companies. Academic and Business Research 

Instıtute, 1-7. 

3. Bayyurt, N. (2007). işletmelerde performans değerlendirmenin önemi ve 

performans göstergeleri arasindaki ilişkiler. Sosyal Siyaset Konferansları Dergisi, 

(53), 577-592. 

4. Cheng, S. (2008). Board size and the variability of corporate 

performance. Journal of financial economics, 87(1), 157-176. 

5. Coad, A., Segarra, A., & Teruel, M. (2013). Like milk or wine: Does firm 

performance improve with age? Structural Change and Economic Dynamics, 24, 

173-189. 

6. Dang, C., Li, Z. F., & Yang, C. (2018). Measuring firm size in empirical 

corporate finance. Journal of Banking & Finance, 86, 159-176. 

7. Doğan, M. (2013). Does firm size affect the firm profitability? Evidence from 

Turkey. Research Journal of Finance and Accounting, 4(4), 53-59. 

8. Evans, D. S. (1987). The relationship between firm growth, size, and age: 

Estimates for 100 manufacturing industries. The journal of industrial economics, 

567-581. 



158 Journal of Banking & Financial Services 

9. Fuzi, S. F. S., Halim, S. A. A., & Julizaerma, M. K. (2016). Board independence 

and firm performance. Procedia Economics and Finance, 37, 460-465. 

10. Gujarati, D. N. (2009). Basic econometrics. Tata McGraw-Hill Education. 

11. Gunu, U. & Adamade, S. S. (2015). The relationship between firm age and 

Financial Performance in Nigeria: A Panel Analysis. Journal of Sustainable 

Development in Africa,17(3), 128-141. 

12. Jónsson, B. (2007). Does the size matter?: the relationship between size and 

porfitability of Icelandic firms. 

13. Kioko, N. P. (2013). The relationship between firm size and financial 

performance of commercial banks in Kenya. Unpublished Master’s thesis, 

University of Nairobi. 

14. Lee, J. (2009). Does size matter in firm performance? Evidence from US public 

firms. International Journal of the economics of Business, 16(2), 189-203. 

15. Loderer, C. F., & Waelchli, U. (2010). Firm age and performance. Available at 

SSRN 1342248. 

16. Niresh, A., & Thirunavukkarasu, V. (2014). Firm size and profitability: A study 

of listed manufacturing firms in Sri Lanka. International Journal of Business and 

Management, 9(4). 

17. Karaye, Y. I., Nasidi, M., Amos, B., & Ibrahim, G. (2015). The Determinants of 

Capital Structure of Firms Listed In Nigerian Food/Beverages and Tobacco 

Industry. International Journal of Innovative Science, Engineering & 

Technology, 2(10), 800-812.  

18. Pástor, Ľ., & Pietro, V. (2003). Stock valuation and learning about 

profitability. The Journal of Finance, 58(5), 1749-1789. 

19. Pervan, M., &Višić, J. (2012). Influence of firm size on its business 

success. Croatian Operational Research Review, 3(1), 213-223.  

20. Pittiglio, R., Bruni, S., & Reganati, F. (2014). Heterogeneity in firm performance 

during economic crisis. Business, Management and Education, 12(1), 1-14. 

21. Saliha, T., & Abdessatar, A. (2011). The determinants of financial performance: 

an empirical test using the simultaneous equations method. Economics and 

Finance Review, 10(1), 1-19. 

22. Serrasqueiro, Z. S., & Nunes, P. M. (2008). Performance and size: empirical 

evidence from Portuguese SMEs. Small Business Economics, 31(2), 195-217. 

23. Stierwald, A. (2009). Determinants of firm profitability-the effect of productivity 

and its persistence. Melbourne Institute of Applied Economic and Social 

Research, 25. 

24. Ural, T., & Acaravci, S. K. (2006). The effects of firm’s strategic factors on 

export and firm performance: A comparison of permanent and sporadic 

exporters. Problems and Perspectives in Management, 4(4), 42-62. 

25. Whittington, G. (1980). The profitability and size of United Kingdom companies, 

1960-74. The Journal of Industrial Economics, 335-352. 

26. Waddock, S. A., & Graves, S. B. (1997). The corporate social performance–

financial performance link. Strategic management journal, 18(4), 303-319. 



Impact of Firm Size on Financial Performance of Banking Companies 159 

Appendix A 

List of sample companies for the study 

S.N. Acronym Full Name 

1. DBBL Dutch-Bangla Bank Limited 

2. PBL Pubali Bank Limited 

3. IFIC International Finance Investment and 
Commerce Bank Limited 

4. EBL Eastern Bank Limited 

5. BAL Bank Asia Limited 

6. CBL City Bank Limited 

7. IBBL Islami Bank Bangladesh Limited 

8. SJIBL ShajalalIslami Bank Limited 

9. FSIBL First Security Islami Bank Limited 

10. ICBIBL ICB Islami Bank Limited 

Appendix B: Inter –Item Correlation Matrix (SIZE_log assets) 

 ROA ROE AGEFjt PIDjt SIZE_TAjts 

ROA 1.00     

ROE 0.43 1.00    

AGEFjt -0.19 -0.22 1.00   

PIDjt 0.05 -0.03 -0.08 1.00  

SIZE_TAjt 0.47 0.45 -0.02 0.43 1.00 

Source: Authors’ calculation using financial data from annual reports of sample 

banks. 

Appendix C: Inter –Item Correlation Matrix (Size_log employee) 

 ROA ROE AGEFjt PIDjt Log of 

employee 

ROA 1     

ROE 0.43 1    

AGEFjt -0.18 -0.21 1   

PIDjt 0.05 -0.02 -0.07 1  

SIZE-

EMPL 

0.44 0.37 0.26 0.16 1 

Source: Authors’ calculation using financial data from annual reports of sample 

banks. 
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Appendix D: Inter –Item Correlation Matrix (Size _log branch) 

 ROA ROE AGEFjt PIDjt Log of 

branch 

ROA 1.00     

ROE 0.43 1.00    

AGEFjt -0.19 -0.22 1.00   

PIDjt 0.05 -0.03 -0.08 1.00  

SIZE-BRNC 0.47 0.33 0.22 0.18 1.00 

Source: Authors’ calculation using financial data from annual reports of 

sample banks 
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Abstract: Serving the unbanked people of Bangladesh has been 

considered as one of the top priorities by Bangladesh Bank for fostering 

financial inclusion in Bangladesh. As a result, Bangladesh Bank has taken 

several measures and structured some policies for promoting financial 

inclusion and agent banking is significant among those. This paper 

attempts to highlight and assess current practices of agent banking and 

critically examine the relationship of agent banking and financial inclusion 

with several aspects of agent banking in Bangladesh. Some variables like 

number of outlet and agents, total amount of deposit and remittance 

collected, amount of loan disbursed through agent banking, bank wise 

contribution, market share by banks have been studied to reflect the 

magnitude of agent banking in Bangladesh. The empirical results indicate 

that, the trend and growth rate of agent banking in all respect is outstanding 

in Bangladesh and these variables are on constant rise reflecting well 

acceptance of agent banking in Bangladesh over the six studied years 

(2013-2018). Moreover, relationship between agent banking and financial 

inclusion analyzed through regression of panel data reflects this scenario. 

Overall, there is positive correlation between agent banking and financial 

inclusion in Bangladesh. But individually only number of agents and 

amount of deposit collected through agent banking shows positive 

relationship with financial inclusion.  

Keywords: Agent Banking, Financial Inclusion.  

 

1.0 Introduction 

In this contemporary age of advancement of technology, the significance of 

banking is highly noteworthy. With the emergence of agent banking in this 

current epoch, customers from the remote area can transact with the formal 

financial sector. The significance of traditional branches in remote regions can 

be easily sorted out with the help of agent banking points. Agent banking 
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means offering limited scale banking and financial services to the underserved 

people through agents beneath a valid agency contract. The agent who 

conducts banking dealings on behalf of a bank is the owner of the outlets and 

the agent bears all the risk associated with his/her agent banking outlets. The 

agents get a commission for conducting a transaction on behalf of the bank.  

According to a report by the World Bank, only 29% of adult people are 

maintaining a formal account with the financial institutions in Bangladesh, 

whereas the result are 34% in Bhutan and Nepal and 53% in India. 

Unavailability of the adequate formal financial services is the main reason 

behind the unbanked and unserved population in our country. In order to 

address this issue, 19 commercial banks are operating as agent banking 

service provider although the license is provided by the Bangladesh Bank to 

total 21 banks till date. Nowadays with more than 5000 agent outlets of 19 

banks, more than 15,000 villages are included under the formal financial 

umbrella. 

The growth rate of agent banking model within the financial sector of 

Bangladesh is quite high in terms of deposited amount, credit amount, number 

of accounts, number of outlets and agents throughout the country. In some 

cases, the growth rate was more than two hundred percentages. The 

geographical penetration, as well as the demographical penetration of this 

agent banking model in Bangladesh, is outstanding. It supports the banks to 

reach the biggest exposure unit from remote areas in the shortest time with 

lowest costs where a traditional branch can't reach easily. Moreover, it helps 

the banks to boost the profit margin by saving the start-up spending and 

operational costs of branches by establishing agent banking outlets. Therefore, 

both the customers and banks as well as the nation get advantages more than 

the traditional banking mechanism. But no such comprehensive study is 

available from the part of academicians or private agencies on effectiveness of 

agent banking in promoting financial inclusion in Bangladesh.  This lack of 

research motivates to conduct the research on Effectiveness of Agent Banking 

as a Financial Inclusion Tool in Bangladesh, which is supposed to fill up the 

existing gap. Findings of this research will help the banks of Bangladesh to 

understand the relationship between agent banking and financial inclusion and 

will help to evaluate whether agent banking is effective enough to serve the 

financial inclusion purpose. The study will reveal whether the high number of 

outlets can improve the overall financial inclusion in Bangladesh. Findings of 

the study will assist bank management to formulate policies and take actions 

regarding agent banking. This study will also make contribution in outlining 
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the prospective areas of note in the agent banking area that have been 

overlooked in the banking industry of Bangladesh. This study will enhance 

the effectiveness of the performance of management by alleviating the agency 

costs in the banks of Bangladesh. Finally, findings of this research based on 

Bangladesh will provide significant insight on financial inclusion for the 

banks operating in other emerging economies.  

2.0 Literature Review  

Agent banking has become popular globally because of its benefits for both 

the banks and clients, while a country’s economy is also being promoted 

through financial inclusion. Agent banking is defined as providing limited 

scale banking and financial services to the underserved population through 

engaged agents under a valid agency agreement. Certainly, central bank of the 

country regulates the operation of agents. Through agent banking, the banks 

have been able to increase customer volume, improve financial appearance, 

lower operating costs, increase deposit collection, improve banks’ branding 

and widen their spreads. It has also facilitated customers by providing full-

fledged banking services at their doorsteps in the remote area. Varieties of 

factors have facilitated the development of agent banking in different 

countries. Malek et al. (2017) reveals in their study the factors contributing in 

effectiveness of agent banking in Malaysia. Among many factors, agents’ 

experience found to be crucial followed by agent core business and agent 

attitude. 

Several previous studies have demonstrated the role of agency banking in 

promoting financial inclusion. Gardeva and Rhynea (2011) in their survey 

show that one of the key obstacles in developing financial inclusion is cost 

structure and branching costs. Agency banking can drastically reduce such 

obstacles. Otherwise banks and other financial institutions would establish 

their branches, which involve larger buildings and other infrastructure. 

A study conducted by Afande et al., on Nyeri Town, Kenya looked into four 

aspects- geographical coverage, cost of services, security and availability of 

liquidity to evaluate role of agent banking in financial inclusion. Study reveals 

that all these factors have positive and significant relationship to financial 

inclusion. The study also concluded that greater geographical coverage 

brought about by agent banking is the strongest predictor of financial 

inclusion. Similar results have also been observed in Tanzania. According to 

Lotto (2016), agent banking has accelerated the financial inclusion in 

Tanzania by reducing the distance for customers to reach service point. Again, 



164 Journal of Banking & Financial Services 

the cost of agent banking is reported lower than that of traditional banking 

services. 

Anyanzwa (2012), in the study of Brazil, showed that, in 2008 agents 

transacted 75% of the volume and 70% of the value of total bill payments. 

The study further showed that, rural agents transact more deposits and 

withdrawals as a percentage of total transactions (38%) than that of their 

urban counterparts (8%).  

In the study provided by the Tessema, A. and Kruger, J. (2017), they believe 

that bank-run, bad debt, a mismatch in the asset-liability portfolio of any 

bank, leverage burden and liquidity problems of banks are the main reason for 

the financial crisis. The publishers deliberate about the significance of the 

interest rate commission of agent banking system in order to mitigate the 

financial crisis of economy. In order to make any conclusion, they use 

multiple logistic regression and canonical correlation tools for analyzing the 

300 respondents as well as Chronbach Alpha value to analyze the financial 

statement of all commercial banks in Ethiopia ranges from 2006 to 2016. 

In accordance with IMF (2016), 45% people of Bangladesh are not included 

in the financial services provided by the financial intermediaries and more 

than 50% population of the deprived households is unbanked globally. Agent 

banking plays a great role as a tool to reduce poverty and enhance prosperity 

by the inclusion of the unbanked for a developing country like Bangladesh. 

Bangladesh Bank, being the central bank, has also decided to promote this 

complimentary channel to reach to the poor segment of the society as well as 

existing bank customer with a range of financial services specially to 

geographically dispersed locations. Although the central bank issued an agent 

banking guideline in 2013, the banks started full-fledged agent operations in 

2016. However, Bank Asia Limited introduced agent banking in a limited 

scale from 2013. 

The study by Reyan, Q. (2014) identified the difficulties and prospects of 

agent banking in Bangladesh. For this descriptive paper primary data were 

used. A survey conducted on 120 respondents on prospects of the agent 

baking in the context of Bangladesh. From the survey analysis, it was 

revealed that agent banking is less time consuming, less costly and more 

efficient than the traditional banking mechanism. In addition to that, the 

author concluded that the potentiality of agent banking in Bangladesh is very 

high. Ahmed, J. and Ahmed, A. (2018) focused on financial inclusion by 

innovation in banking sector for the unbanked in Bangladesh. They evaluate 
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overall performance of Agrani Doer banking services by Agrani Bank which 

assists poor people to achieve access to financial services. They state Ansoff’s 

Growth Matrix in their study as to interconnect the agent banking and the 

Agrani Doer banking services. The research paper by M. Anwarul Islam, K. 

(2016) studies the agent banking structure, innovations, and technologies used 

in agent banking and the factors that drive the agent banking toward success 

in Bangladesh. Afande (2015) indicates that the relationship between agent 

banking and financial inclusion may be affected by external factors such as 

government policies as well as political and economic climate.  

However, among several studies on agent banking in Bangladesh there were 

no papers on recent trend and condition of agent banking in Bangladesh. 

Again, how agent banking is contributing towards financial inclusion in 

Bangladesh has not been studied earlier. Therefore, this study tries to focus on 

these two issues from Bangladesh perspective.   

3.0 Research Objective  

A careful assessment of the particular subject headed to the development of 

the following objective:  

 To evaluate the role of agent banking service in the context of financial 

inclusion in Bangladesh. 

4.0 Methodology 

The paper undertakes both quantitative and qualitative study based on the core 

concepts and practices necessary to examine practices of agent banking in 

Bangladesh. Hence, the study concentrates mostly on data taken from reports 

of Bangladesh Bank and other commercial banks.  

4.1 Sample Design 

To find out the trend and growth of agent banking and its impact on financial 

inclusion, the study takes into account all the commercial banks of 

Bangladesh which are currently offering agent banking services. For the 

purpose of the study, data has been collected from 19 scheduled banks of 

Bangladesh as 19 banks are currently providing this service in Bangladesh.  

4.2 Sources of Data Collection 

For the purpose of identifying recent practice and growth of agent banking, 

primary data has been collected from in-depth personal interviews of high 
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officials from Bangladesh Bank and other commercial banks offering agent 

banking services. 

The major sources of secondary data include annual reports of banks, various 

articles of Bangladesh Bank, published journal articles, newspapers and other 

relevant periodicals. In addition to that central bank’s circular, expert write-

ups have also been followed as secondary data sources.  

4.3 Data Processing and Analysis 

Data collected from secondary sources have been processed on the basis of 

different tools like trend analysis, growth analysis and ratio analysis and 

presented on relevant graphs. Since agent banking has been started from 2013, 

our study mainly focuses on 2013-2018 time period. 

In order to measure the effectiveness of agent banking in financial inclusion, 

regression analysis has been conducted to estimate the relationship between 

the dependent and independent variables, where the dependent variable is 

financial inclusion and the independent variables are various attributes of 

agency banking. The regression is as follows: 

Y = β0 + β1X1 + β2X2 + β3X3+ ε 

Where: 

Y= Financial Inclusion (Measured in terms of total number of bank account) 

(Global Findex) 

β0= The regression constant, 

β1 – β3 = Regression coefficient indicating the various levels of importance 

X1= Number of agent 

X2= Amount of deposit collected through agent banking 

X3= Amount of inward remittance through agent banking 

ε = Error term 

Proper tests have been carried out to ensure the model complies with the 

assumptions of a classical linear regression. These tests include Breusch-

Pagen test for heteroskedasticity, Durbin-Watson d-statistics for 

autocorrelation and test for multicollinearity. 
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5.0 Empirical Analysis and Discussion 

5.1 Significance of Agent Banking in the Context of Bangladesh 

Increase market share of banks: Through the help of agent banking model 

banks are able to increase their market share by involving the unbanked 

within the umbrella of the formal financial system. Around 24,56,982 

customers are served under the agent banking services in 2018 from where 

48.32% is by Dutch Bangla Bank Limited and 30.5% is by Bank Asia 

Limited. The remaining portion is held by 17 other banks. The growth rate of 

the customer base is doubled for the last couple of years as banks are targeted 

to attract the rural area people where branch banking is not common. 

Ensures accessibility of banking services in rural areas: Out of 87,000 

villages of Bangladesh around 15,000 villages are introduced with the formal 

financial services with the help of 4,493 agents and 6,933 outlets by 19 banks. 

Around 82% of agent banking customers in Bangladesh is from rural areas, 

which indicate the accessibility of formal banking functions in rural areas.  

Cost effective model: Both the fixed and variable cost of a bank can be 

minimized by the introduction of the agent-banking model. Banks have to 

invest in a large amount of preliminary cost to set up branches, which are not 

required in the agent-banking model. The rent of an outlet or store is around 

Tk. 8,000-12,000 that is carried out either by the agents or the bank depending 

on the agreement between them. On the other hand, the operating cost of the 

agent banking system is the commission of agents where traditional branches 

banks have to maintain staffing costs and other ancillary costs including 

security, cleaning and maintaining expenses. Agent banking reduces the 

deposit collection by 1-1.5% point. According to a study by Bangladesh Bank 

revealed that, the cost of traditional branch banking model is 6.5% that is 

commission based in agent banking model and it’s about 0.3% to 0.5% of the 

transaction. Generally, the commission ranges from 0.05% to 3% or from Tk. 

5 to 15 based on the transaction. 

Bridges gap: Agent banking connects the unbanked population with the 

formal financial web. Due to the unavailability of formal financial services, 

less than 32% of household livings are linked with the formal financial 

sectors. Nearly 24,56,982 accounts are operating during the year of 2018 

through this agent banking model in Bangladesh. The key of bridging gap is 

to pull the corner shops in every village and in every region to serve the 

unbanked by the parent banks as branch banking model faces difficulties to 

reach them. 
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Enhance employment opportunity: More than 5,000 people are directly 

connected including 4,493 agents in 2018. It also emphasizes the opportunity 

of employment for the people of Bangladesh. Moreover, thousands of people 

are indirectly employed with the help of such agent-banking model. It fosters 

the overall economy which indirectly creates employment opportunity in 

Bangladesh. Agent banking motivates savings among the poor that creates the 

potentiality of huge investment and so new employment. 

Economic growth: Driving the unbanked under formal financial sector 

ensures economic growth. Statistically Tk. 3,11,240.6 lakh deposit collected 

around the year 2018. Nearly Tk. 5,55,742.47 lakhs in remittance as well as 

Tk. 18,948.89 lakhs in the loan is transacted through the agent-banking model 

in Bangladesh. By involving peoples from every sphere of life, agent banking 

also helps to motivate economic growth. As per the study of Bangladesh 

Institute of Bank Management (BIBM), among the customer base of agent 

banking nearly 3% are day laborer, about 7% are farmers, 18% are 

housewives and 29% are small businessmen. By pooling the female and 

farmers along with others into a formal financial sector this mechanism helps 

to drive toward economic growth of the country. 

Improvement of financial inclusion index: According to the report by 

BIBM nearly 32% household livings of Bangladesh get formal financial 

services. But with the help of the agent-banking model nearly 12,14,367 and 

24,56,982 customers are getting formal financial services in 2017 and 2019 

respectively. The growth rate is also very impressive as it the number doubles 

within a year since its introduction. On the other hand, agent-banking model 

is already introduced to more than 15,000 villages of Bangladesh out of 

87,000 villages. In this manner, agent banking helps to improve the financial 

inclusion index of Bangladesh. Agent banking also promotes the financial 

inclusion in different countries including Bangladesh, Pakistan, Brazil, India, 

Nigeria, Senegal, Kenya, Uganda, Tanzania and other countries of Asia, 

Africa, and South America. 

5.2 Trend and Current Scenario of Agent Banking in Bangladesh 

5.2.1 Number of Banks Offering Agent Banking Service 

Bangladesh Bank issued a circular on December 9, 2013 approving agent 

banking in the rural areas. In another circular on January 6, 2014, the central 

banks endorsed agent banking in the urban areas as well. Currently in 
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Bangladesh, 19 banks are offering agent banking services among which 14 

are private commercial banks, 4 are Islamic banks and 1 is state-owned 

commercial bank. Moreover, two banks are licensed to start their operation 

soon. (A list of bank with year of inception is attached in the appendix) 

Figure 1: Market Share of Agent Banking 

 

Source: Author prepared based on data from Bangladesh Bank 

Among the agent banking services provider, Dutch- Bangla Bank Ltd, holds 

the major portion of the market share of agent banking customers. Bank Asia 

Limited takes the second position. DBBL has the experience of operating as 

an agent banking service provider for more than 3 years. Presently, it has the 

maximum number (more than 40%) of customers among the other banks 

through agent banking services. Currently, DBBL serves the customer base 

consisting of 11 lakhs clients with the help of 2,150 agent booths around the 

country. The bank has gained the reputation to provide coverage of the agent 

banking services throughout 64 districts with 480 Upazilas. Among them, 

81% agent banking outlets are installed in the rural area to promote the 

financial inclusion and the remaining 19% are in the urban areas.  
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5.2.2 Total Number of Agents and Outlets 

The number of agents and outlets in Bangladesh are increasing with the 

passage of time. From its inception, an increasing trend has been observed in 

terms of number of outlets and agents. From only 30 outlets in 2013 the 

number has turned into 6,933 in 2018. In terms of number of outlet, Bank 

Asia Limited has more outlets than that of other banks. In 2018, among 6,933 

outlets all over Bangladesh, Bank Asia Limited and DBBL had 2,566 and 

2,150 outlets respectively. These two banks comprise almost 68% of total 

outlets. 

Figure 2: Number of Agents and Outlets in Bangladesh 

 

Source: Author prepared based on data from Bangladesh Bank 

The trend of agents is also increasing over the period of time. The agents in 

this service reached at 4,493 by the end of 2018 whereas in 2017 number of 

agents in Bangladesh was 2,577. Dutch- Bangla Bank Limited and Bank Asia 

Limited hold the major market share of the agent banking market in this 

country. Dutch-Bangla Bank Limited had 663 agents during the period of 

2018 and Bank Asia Limited had 2,487 agents. According to the Bangladesh 

Bank report, Bank Asia Limited, Modhumoti Bank Limited, and NRB 

Commercial Bank Limited offer the agent banking services with the help of 

union digital central. During the period 2018, Islami Bank Bangladesh 

Limited had 305 agents, on the other hand, Madhumoti Bank Limited had 281 

agents.  
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Table 1: Growth Rate of Agents and Outlets 

Particulars 2017 2018 

Agents 56.56% 74.35% 

Outlets 59.82% 66.77% 

Source: Author prepared based on data from Bangladesh Bank 

Remarkable growth has been placed in the field of agent banking during the 

period of 2017 and 2018. The growth rate of the number of agents and outlets 

in 2017 was low compared to that of 2018. However, in the recent two years 

growth of agent and outlet indicates significant expansion of agent banking in 

Bangladesh. Therefore, the success of agent banking can be easily estimated 

from this trend and growth of both outlet and agent number. 

5.2.3 Total Number of Agent Banking Customers 

The number of agent banking customers in Bangladesh is increasing 

significantly. Among the banks which offer agent banking services around the 

country, Dutch- Bangla Bank Ltd is holding the major portion of the market 

share of the customer profile. The number of registered agent banking 

customers in Bangladesh is increasing remarkably in every year.  Which is 

shown in the following graph. The number of registered customers was 

24,56,982 in 2018 and 12,14,367 in 2017. 

Figure 3: Customer Trend of Agent Banking 

 

Source: Author prepared based on data from Bangladesh Bank 
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Among the banks that offer agent banking services, Dutch-Bangla Bank 

Limited holds a major portion of the market share in terms of agent banking 

customers. Now the number of customers of DBBL is almost 11 lacs where 

Bank Asia Limited serves almost 7,49,165 customers and Al- Arafah Bank 

Limited has 1,36,434 customers. In terms of proportion the following graph 

shows the results. Apart from Dutch-Bangla Bank Limited and Bank Asia 

Limited, rest of the portion is the result of 17 other banks which are engaged 

in agent banking services. 

Figure 4: Proportion of Customer by Bank in 2018 

 

Source: Author prepared based on data from Bangladesh Bank 

Therefore, agent banking has been very well accepted by people in 

Bangladesh, which is reflected in the number of customers of agent banking.  

Figure 5: Profession of Agent Banking User 

 

 

 

 

 

 

 

 

Source: Author prepared based on data from Bangladesh Bank 
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According to the report of Bangladesh Bank, the major portion of the agent 

banking customers, 29%, is businessmen. Nearly 18% of the agents banking 

customers are the female person who is actually dealing with household 

chores only. The salaried person of the society grabs the next big portion. 

They are actually known as employees from different business or institutions. 

Almost 7% of the entire customer base belongs to the student group. Through 

the agent banking services, the farmers of our country are not still included in 

the formal financial web. They are holding only 7% of the customer share of 

the total agent banking system. Only 3% of total customers are the day- 

laborers. The professions of the remaining portion of the agent banking 

customer base are different in nature. 

Number of deposit accounts opened through agent banking in rural area is 

85.51% and 87% in 2017 and 2018 respectively, which is almost 5.9% and 

6.7% more than that of urban area in the studied years. This condition is quite 

consistent with the purpose of financial inclusion in Bangladesh. 

5.2.4 Total Amount of Deposit Collected through Agent Banking 

The deposit through agent banking is increasing over the period of time. The 

amount of deposit was Tk. 38,068 lakh at the end of 2016. During the time 

period of 2017, the growth of the amount deposited with agent banking 

services is increased at the same pace of growth of entire agent banking 

services in our country. The aggregate deposit balance of agent banking at the 

last of 2017 was almost 14 billion. The cumulative deposit of agent banking 

around the country was 16.34 crore. It is increased by almost 4 times from the 

previous year. The growth rate has been increased with the passage of time. 

At the end of 2018, the amount of deposit of agent banking was Tk. 

3,11,240.6 lakh. According to the report of Bangladesh bank, agent banking 

services offered by different banks had almost TK. 2,577 crore in their deposit 

balance. From 2017 to 2018, amount of deposit increased by 122.41% 

Figure 6: Amount of Deposit through Agent Banking in Bangladesh 

 

Source: Author prepared based on data from Bangladesh Bank 



174 Journal of Banking & Financial Services 

5.2.5 Total Amount of Disbursed Loan through Agent Banking 

Distribution of credit among the agent banking customer was the new 

inclusion in the agent banking services in 2015. Among the entire agent 

banking services provider only 6 banks are involved with the loan 

disbursement throughout the agent banking outlets. Among them, Bank Asia 

Ltd. plays a significant role to popularize the credit facility of agent banking 

services. Moreover, most amount of loan was disbursed by Bank Asia Limited 

which was around 92% of total loan amount in 2018.  A total amount of Tk. 

50,000 for each person was set the limit of exposure for an agent banking 

customer.  

At the end of 2016 total Tk. 3,367.9 lakh were settled as a credit to the agent 

banking clients. Afterward, in 2017, the 6 agent banks have expanded the 

credit facilities up to Tk. 10,900 lakh with the help of agent banking booths. 

Bank Asia disbursed nearly Tk. 17,347 lakh and Al-Arafah Islamic Bank 

Limited granted Tk. 511.27 lakh in Bangladesh. 

Figure 7: Credit Amount of Agent Banking in Bangladesh 

 

Source: Author prepared based on data from Bangladesh Bank 

5.2.6 Collection of Remittance 

Agent banking is playing a role to the migrant labors as a boon. Considering 

inward remittance through agent banking the amount shows quite notable 

change in every year. However, 2018 has been the year of highest amount of 

remittance collected through agent banking. In the first four years from 
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inception, there were not much significant transaction but from 2017 the 

scenario changed quite dramatically. 

Figure 8: Trend of Remittance through Agent Banking Model in 

Bangladesh 

 

Source: Author prepared based on data from Bangladesh Bank 

Tk. 18,512 lakh were enlisted up to the end of 2016 in the field of remittance 

which was Tk. 1310 lakh in the last quarter of 2015 as foreign remittance. 

From this amount of remittance 66% was extended by Bank Asia Limited and 

Dutch-Bangla Bank Limited and Al-Arafah Islami Bank Limited channeled 

14% and 19% respectively. At the last quarter of 2017, the figure of 

remittance was Tk. 1,98,201.82 lakh. The growth rate in the field of 

remittance distribution by the agent banking is almost 560% in 2017 

compared to the last year. About Tk 2,674 crore were channeled until the first 

quarter of 2018 with the help of 4905 outlets operating throughout the 

country. Around 15 banks are dealing with the remittance through agent 

banking booths. The amount of foreign remittance amplified to Tk. 3,514.22 

crore (35.14 billion) on June 30, 2018, from which BDT Tk 148.68 crore are 

distributed to only remote rural areas of Bangladesh. As a result, foreign 

remittance augmented by 31% from the previous quarter of 2018. Agent 

banking has speciously restricted ‘hundi’ business through the agent banking 

outlets. At the end of 2018, the amount of remittance stood at Tk. 5,55,742.47 

lakh. Dutch-Bangla Bank Limited had the highest contribution in inward 

remittance which was 37% of total inward remittance. And Bank Asia 

Limited held the second position in this respect and its portion was 33%. 
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All the amounts from above graphs illustrate a very positive impression of 

people towards agent banking in Bangladesh since none of the indicator 

shows negative or fluctuation trend. All the variables measured over six years 

from its inception shows positive growth. 

5.2.7 Regression Analysis 

To analyze whether there are any relationship between agent banking and 

financial inclusion, a regression has been conducted over six years panel data 

considering number of total account as measure of financial inclusion and 

number of agent, amount of deposit collected and amount of inward 

remittance as independent variables.  

From the regression analysis, as shown in the appendix, it is evident that 

overall there exists a positive relationship between all the variables and 

financial inclusion as indicated by the p-value of 0.0267. The adjusted R
2
 

value is 0.98 which implies that the variables account for up to 98.21% of 

changes on financial inclusion while rest is caused by other variables not 

discussed by the paper. 

An amount of constant of financial inclusion is autonomous, an indication that 

this amount is caused by other factors other than the variables discussed 

above. The variables have a positive relationship with financial inclusion 

except for inward remittance. This variable has negative correlation with 

financial inclusion. In contrast, number of agent is significantly positively 

correlated with financial inclusion but amount of deposit has slight positive 

impact over the dependent variable. 

Heteroscedasticity 

Breusch-Pagan test for heteroskedasticity has been used to establish 

possibility of presence of non-constant variance within the panel data set. The 

result is as follows: 

chi2(1)=3.37 

Prob>chi2=0.0664 

And it shows that probability value of chi-square statistics is greater than 

0.05. Therefore the null hypothesis of constant variance can be accepted at 

5% level of significance. It implies the absence of heteroscedasticity in the 

residuals. 
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Multicollinearity 

The test of multicollinearity shows that mean VIF is 11.69. Since the VIF is 

greater than 5, the data set has been affected with the problem of 

multicollinearity. The results are as follows: 

Variable VIF 1/VIF 

Inward remittance 18.88 0.052960 

Agent number 12.98 0.077055 

Deposit amount 3.20 0.312269 

Mean VIF 11.69  

Autocorrelation: 

As the result below shows that d-value is close to 2, the data set hasn’t been 

affected with the problem of autocorrelation. 

Durbin-Watson d-statistics (4, 6) = 2.05 

6.0 Findings 

Recently 19 banks including one state-owned bank are offering agent banking 

services around the country. Only two banks- Bank Asia Limited and DBBL 

cover the major market share. Dutch-Bangla Bank Limited had the highest 

number of customer, which is 48.32% of total customer in 2018, and Bank 

Asia Limited had 30.49% of total customer. The number of agents and outlets 

increased quite notably over six years. It reached at 4,493 by the end of 2018, 

which was only 347 in the year of inception of agent banking in Bangladesh. 

In this respect, Bank Asia Limited had 2,487 agents and Dutch-Bangla Bank 

Limited had 663 agents during the period of 2018. Again these two banks 

were far ahead of other banks in terms of outlet. Around 37% of total outlets 

were from Bank Asia Limited whereas almost 31% were from Dutch-Bangla 

Bank Limited. In the end of 2018, the amount of deposit of agent banking was 

Tk. 3,11,240.6 lakh. From 2017 to 2018, amount of deposit amount increased 

by 122.41% which represents more inclusion of unbanked people through 

agent banking. In addition, agent banking plays a significant role in 

channeling remittance. In terms of remittance, the recent two years showed 

very impressive result where from 2017 to 2018 the remittance growth was 

around 180%. DBBL was ahead again by contributing 37% of total inward 

remittance and Bank Asia Limited had 33% of total remittance in 

2018.Although only six banks are engaged in credit disbursement only, agent 
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banking managed to disburse credit to a huge number of clients. This function 

was initiated from 2015 but the activities got familiar during the last three 

years. In this aspect also, Bank Asia Limited contributed the highest amount 

in 2018.Number of deposit accounts opened through agent banking in rural 

area is 85.51% and 87% in 2017 and 2018 respectively. This condition is 

quite consistent with the purpose of financial inclusion in Bangladesh. 

While assessing the relationship between agent banking and financial 

inclusion, number of agent shows positive relation with financial inclusion 

while amount of deposit is slightly positively correlated at 5% level of 

significance but amount of remittance shows negative relation with financial 

inclusion.  

7.0 Conclusion 

Bangladesh is recognized in recent years as one of the world's greatest 

prominent developing countries. Like most developing countries, the financial 

sector of Bangladesh is also dominated by the banking industry. The financial 

amenity providing arrangement and bank's aptitude to deliver wide-ranging 

economic services to its constituencies can have far-reaching consequences 

for the economic growth of the nation. For this purpose, the role of agent 

banking is remarkable. Financial inclusion in Bangladesh can be achieved in a 

large volume with the help of practicing agent banking. With the help of this 

agent-banking module, the enormous population of Bangladesh can be 

transformed into a dynamic force of the economy. 

For the cost-effective and time-saving nature of agent banking, it becomes 

popular around the world including in Bangladesh. Brazil, India, Peru, 

Indonesia are a crucial example for practicing the agent banking module in 

their economy. In Bangladesh, almost 19 banks are offering agent banking 

services throughout the country including a state-owned bank. Every year the 

volume of transaction and number of clients are increasing in this country. 

Economist considers this agent banking module as the most effective 

economic tools for financial inclusion of the unserved population for any 

country. 
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Appendix 

1. Banks offering agent banking services in Bangladesh 

Sl. No. Name of Bank Year 

1 Bank Asia Limited 2013 

2 AL Arafah Islami Bank Limited 2015 

3 Social Islami Bank Limited 2015 

4 Dutch Bangla Bank Limited 2015 

5 Standard Bank Limited 2015 

6 NRBC Bank Limited 2015 

7 Modhumoti Bank Limited 2016 

8 Mutual Trust Bank Limited 2016 

9 Agrani Bank Limited 2016 

10 First Security Islami Bank Limited 2016 

11 Midland Bank Limited 2017 

12 City Bank Limited 2017 

13 Islami Bank Bangladesh Limited 2017 

14 Pubali Bank Limited 2017 

15 United Commercial Bank Limited 2018 

16 AB Bank Limited 2018 

17 BRAC Bank Limited 2018 

18 Eastern Bank Limited 2018 

19 NRB Bank Limited 2018 

 
2. Regression results: 
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1. Introduction 

Corporate governance is a broad set of monitoring and control mechanisms 

aimed to ensure effective and efficient business operations as well as legal 

and regulatory compliance of business organizations. From the legal point of 

view, corporate governance is often referred to as the codes or principles and 

practices in businesses that are designed to ensure conformity with external 

laws and regulations with reference to the guidance of a particular enforcing 

agency or regulator. Corporate governance codes set the control structure of 

an organization and determine its surrounding relationships by specifying 

desired practices for corporations (Hart, 1995). To that end, many countries of 

the world have pronounced corporate governance codes in order to ensure 

coherent and compliant business practices and Bangladesh is no exception in 

this regard.  

Bangladesh has a history of more than a decade of formal corporate 

governance framework that started in 2006 with the issuance of “Corporate 

Governance Guidelines” by the Securities and Exchange Commission 

(Currently known as Bangladesh Securities and Exchange Commission). 

However, “comply or explain” based CG Guidelines 2006 was replaced by 

the requirement of “mandatory compliance” with an updated issue of CG 

Guidelines 2012. In June 2018, CG Guidelines 2012 has been further 

improved with several additions and modifications and replaced by CG Code 

2018. Considerable changes have been brought about in the corporate 

governance framework of Bangladesh through the issue of CG Code 2018. 

Since the aim of CG Code 2018 is to elevate the status of corporate 

governance in Bangladesh, a comparison of the present Code with the past 

Guidelines is expected to result in a better understanding of the major changes 

and help identifying room of further improvements in this regard. But there is 

dearth of research in the corporate governance literature about the guidelines 

or code of corporate governance, recent changes in the guidelines or code of 

corporate governance especially in Bangladesh. Thus, there is a gap of 

research and filling up this gap is the motivation of this research study.  

The primary objective of the study is to facilitate a systematic documentation 

of corporate governance regulations prevailing in Bangladesh by highlighting 

how and what changes have been incorporated in the last two issues of 

governance regulations. This will provide a reference point for future studies 

by accumulating and highlighting a side-by-side analysis of the contents of 

CG Guidelines 2012 and CG Code 2018 and drawing attention to the areas 

regulators are putting more importance on for businesses to comply with. The 
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secondary objective of the study is to recommend areas of development in the 

subsequent CG regulations in Bangladesh by understanding the current gaps 

and their implications. A literature review of recent CG regulatory scenario is 

conducted for this purpose.  

This research study finds that CG Code 2018 brings up a number of new 

conditions including the formation of Nomination and Remuneration 

Committee (NRC) and the development of a company website while major 

changes include enhanced clarity in the definition of independent directors, 

greater specificity in the directors’ report to shareholders, enhanced discipline 

regarding board meetings, code of conduct for board members, some new 

roles of the audit committee, and more restrictions on the services of the 

statutory auditors. This study suggests several avenues to improve the existing 

CG framework including the codification of the reporting structure and 

minimum contents of environmental and sustainability issues, risk 

management and governance issues, tax management issues and CSR 

activities of the companies. 

This research study has some unique contributions. First, this study will 

specially focus on the major changes in the corporate governance code in 

2018 in compare to corporate governance guideline 2012 which will help to 

the interested users to know about the recent changes in code of corporate 

governance. Second, this research study will also identify the specific areas 

where we need further improvement to ensure better corporate governance. 

Finally, this study will provide a remedy in the corporate governance 

literature especially in Bangladesh. Thus, the subject matter of this study is a 

timely endeavor that is expected to benefit the regulators, regulated 

companies and academia by providing better insights of the governance 

environment of Bangladesh.  

2. Literature Review 

In the recent past, CG regulations around the world have expanded focus on 

wealth distribution symmetry, responsible corporate behavior, environmental 

accountability, cultural safety, reporting transparency, gender balancing and 

so on merely beyond aiming to mitigate conflict of interest between 

management and owners (type I agency relationship) or controlling owners 

and minority interests (type II agency relationship). CG trends in the coming 

days are expected to experience increased attention on board quality and 

composition, increased oversight in corporate culture, greater influence of 

activists investors on boards among other things (Kelley, Goodman & Martin, 
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2017). In line with these current and prospective changes, CG regulations in 

many countries have incorporated new mechanisms to uphold the governance 

scenario. For example, by issuing Listing Obligations and Disclosure 

Requirements (Amendment) Regulations 2018, Securities and Exchange 

Board of India (SEBI) emphasized on the role of women independent director 

in board, increased the director representations in boards, enhanced minimum 

directorship, introduced stricter oversight on related party transactions, 

required disclosure of sectorial audit, and required director insurance among 

many other changes (Banerjee, 2019).  

In the UK, the Financial Reporting Council released the new 2018 UK 

Corporate Governance Code effective from 1 January 2019. This incorporated 

a call to emphasize on board effectiveness merely beyond board compliance, 

suggested the representation of workforce on the board and is more 

prescriptive than before (Kelley, Goodman & Martin, 2017). Also, the 

“comply or explain” principle is being reviewed in the UK. In Germany, new 

CG regulation is expected to result in greater investor engagement and 

pressure on enhanced disclosure including director compensation and 

independence. The Netherland has expanded focus on long termism and 

cultural elements in its CG regulations. Similarly, CG Code of Denmark now 

suggests remuneration policies to be approved once in every four years (at 

least) and restricts retiring CEOs from re-gaining their positions as chairman 

or vice-chairman in the board (Kelley, Goodman & Martin, 2017).   

In Brazil, the Brazilian Securities Commission (CVM) adopted the Brazilian 

Institute of Corporate Governance (IBGC) Code in which an indemnity 

agreement is suggested between companies and board members requiring 

greater disclosure and emphasizing the protection of shareholder interests. 

This is similar to director insurance requirement in the Indian code (Banerjee, 

2019). In Japan, the introduction of Amended Corporate Governance Code 

2018 has led to the development of several comply-or-explain basis 

guidelines including enhanced emphasis on clarity in CEO appointment and 

dismissal process, greater independence in board, and stricter regulation on 

cross-shareholding among corporations to uphold transparency.  

The CG regulation trends in the UK, India, Europe, Brazil and Japan suggest 

expansion of regulatory focus towards greater investor protection and board 

discipline along with cultural priorities in organizational set-ups.  

In Bangladesh, Securities and Exchange Commission (SEC) introduced 

“comply or explain” based corporate governance guideline in 2006 and later 
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revised in 2012 by the requirement of “mandatory compliance” basis. 

Bangladesh Securities and Exchange Commission (BSEC) further improve 

the corporate governance in the name of code of corporate governance in 

2018. But there is dearth of research in the corporate governance literature 

about the guidelines or code of corporate governance, recent changes in the 

guidelines or code of corporate governance especially in Bangladesh. Thus, 

there is a gap of research and this research study will fill up this research gap 

and contribute to the governance literature in Bangladesh.  

3. Methodology 

This study uses a descriptive content analysis as a method to summarize the 

major changes between CG Guidelines 2012 and CG Code 2018. This 

methodology fits the nature of the contents in the respective guidelines and, at 

the same time, enhances user understandability by keeping the analysis 

simple. Comparative tables have been incorporated to enhance the readability 

of the paper and facilitate quick comparison between the relevant issues of 

corporate governance guidance. The study uses publicly available secondary 

data along with insights from review of governance literature to build on the 

analysis.  

4. Comparison of CG Guidelines 2012 and CG Codes 2018 

CG Codes 2018 has increased in size in comparison to the CG Guidelines 

2012 as the former includes more conditions than the latter. Specifically, the 

notification containing the 2012 CG Guidelines ran 15 pages with 95 

conditions arranged under 7 broad governance topics and 1 annexure while 

the notification containing the 2018 CG Code runs 32 pages with as many as 

166 conditions arranged under 9 broad governance topics (heads) with 3 

annexures. 

4.1 Board of Directors 

4.1.1 Board Size 

As earlier, corporate boards should continue to be comprised of a minimum of 

5 up to a maximum number of 20 members. However, a condition from the 

CG Guidelines 2012 under this item that gave separate primary regulators 

(such as Bangladesh Bank, Insurance Development and Regulatory Authority 

etc.) the authority to prescribe board size, has been removed in the CG Code 

2018. This means that the prescribed board size in CG Code 2018 equally 

applies to all listed companies.  
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Table 1 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding Board Size and briefly highlights the changes (if 

any).  

Insert Here- Table 1: Board Size 

4.1.2 Independent Director (ID) 

There have been several changes in the item concerning IDs in the CG Code 

2018. First of all, as earlier, CG Code 2018 requires a minimum of one-fifth 

of the directors to be ID. However, in the 2012 notification there was no 

guidance about how to resolve problems arising in situations where the one-

fifth of the board is a fraction rather than a whole number. In the 2018 

notification, this problem has been resolved by including a direction that any 

fraction should be considered as the next whole number in this regard.  

Secondly, the definition of an ID has been updated with the inclusion of 

several new requirements in the CG Code 2018. One of the most conspicuous 

changes is that an ID should not be an executive of the company for the 

immediate 2 years preceding his/her appointment as an ID. It has also been 

mandated that he/she cannot be a director other than an ID of a stock 

exchange member or intermediary or TREC holder of the capital market. In 

the CG Guidelines 2012, a present or past (during the preceding 3 years) 

partner or executive of the statutory audit firm was disqualified from being 

the ID of the company concerned. The CG Code 2018 retains this 

disqualification and also goes one step ahead to exclude the same personnel 

from the firms providing internal audit services, special audit services and CG 

compliance certificate besides the statutory audit firm of the company in this 

respect.  

In the CG Guidelines 2012, an ID was required to be unconnected with the 

company’s sponsors, directors and shareholders holding more than or equal to 

1% of the paid up shares based on family relationships. However, the CG 

Code 2018 now goes further to include nominated directors, associates, 

parents, subsidiaries, sister concerns and holding companies among the parties 

holding more than or equal to 1% of paid up shares of the company with 

which an ID has to be unconnected. Besides this, a very conspicuous update 

in the CG Code 2018 is that an independent director can serve 5 listed 

companies in his capacity as an ID which was only 3 in the notification. 

Moreover, CG Code 2018 has allowed reappointment of an ID for one tenure 

(3 years) with a one tenure break after serving a consecutive of two tenures (6 

years). This clause further states that retirement by rotation as per Companies 
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Act, 1994 will not apply for IDs. Besides, CG Code 2018 clarifies that partial 

term of tenure of an ID will be considered as full tenure in calculating tenure 

term of an independent director.  

Table 2 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding Independent Directors and briefly highlights the 

changes (if any). 

Insert Here- Table 2: Independent Directors 

4.1.3 Qualification of Independent Directors 

The item concerning the qualification of an ID has been mainly expanded 

with some details in previous conditions. The definition of business leader, 

corporate leader, top executives and bureaucrats, missing in the 2012 

notification, have been added in the CG Code 2018.  

A business leader will mean a current or former promoter or director of any 

unlisted company (with at least BDT 100 million in paid up capital) or 

publicly traded (listed) company or a member of any local or any international 

business association or chamber of commerce. Similarly a corporate leader 

will mean a top level executive (defined separately) of any unlisted company 

(with at least BDT 100 million in paid up capital) or listed company. Also, 

“bureaucrat” in CG Guidelines 2012 has been replaced in CG Code 2018 by a 

former official of the government or of any statutory, regulatory or 

autonomous body with at least a bachelor in economics or law or business or 

commerce. Moreover, the 2018 notification offers a much broader definition 

of professionals than the 2012 notification by recognizing a current or former 

advocate of Bangladesh Supreme Court, Chartered Financial Analyst (CFA), 

Chartered Certified Accountant (CCA), Certified Public Accountant (CPA), 

Chartered Management Accountant (CMA) and equivalent qualifications as 

professionals in addition to Chartered Accountants, Cost & Management 

Accountants and Chartered Secretaries. Finally, the CG Code 2018 relaxes the 

experience requirement of IDs a bit by bringing down the number of years of 

experience to 10 from 12 in CG Guidelines 2012.  

Table 3 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Qualification of ID and briefly highlights the 

changes (if any). 

Insert Here- Table 3: Qualification of Independent Director 
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4.1.4. Duality in the Board 

This item calls for the elimination of duality role between the board chair and 

the Managing Director (MD) or Chief Executive Officer (CEO). As per the 

2012 notification, board chair was allowed to be selected from company 

directors without differentiating between executive and no-executive 

directors. However, CG Code 2018 explicitly mentions that he/she should be 

selected from the non-executive directors of the company.  

A new condition requires that an MD and/or CEO of a publicly listed 

company hold the same position in only one listed company at a time. 

Another new condition requires the absence of the board chair in a board 

meeting to be filled by a board chair elected by the remaining board members 

from among the non-executive directors for that particular meeting along with 

record of the reason of the absence in the meeting minutes. This effectively 

means that no board meeting can take place without the role a board chair.  

Table 4 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Duality in the Board and briefly highlights the 

changes (if any). 

Insert Here- Table 4: Duality in the Board 

4.1.5. Directors’ Report to the Shareholders 

The basic elements of director’s report to the shareholders continue to be 

same as those mentioned in CG Guidelines 2012. However, CG Code 2018 

broadens the scope of director’s report to the shareholders by including a 

number of additional conditions. 

In addition to the previous reporting topics, the director now has to report on 

the protection of minority interest directly or indirectly arising out of actions 

in the interest of the controlling shareholders and the measures to redress such 

issues. He/ she also has to state that no bonus shares (or stock dividends) will 

be declared as interim dividends. Besides, director’s report now has to include 

a discussion on any extra-ordinary activities, gains or loss arising therefrom, 

their implications and continuity. There has been a clarification in the CG 

Code 2018 regarding the related party disclosures requiring the director’s 

report to include a statement of the amount and the nature of related parties 

and such transactions.  

Risk and concerns to be reported have been specified in the CG Code 2018 by 

requiring the directors’ report to include various internal as well as external 
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risk factors, any sustainability threats and any negative environmental impact. 

Another conspicuous update in the director’s report requires the inclusion of 

Management Discussion and Analysis that is to be signed by the CEO or MD 

which should focus on accounting policies and estimations along with the 

changes in them in preparing financial statements, peer industry comparison 

and comparative analysis of current year financial position, performance and 

cash flows with the preceding five years with explanation of reasons, brief 

overview of country and global financial and economic scenario, risks and 

concerns relating to the financial statements along with the mitigation plans 

and justified projection of future operations, performance and position of the 

company which communicated to the shareholders in the imminent AGM 

after comparing with actual results.  

Table 5 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Directors’ Report to the Shareholders and 

briefly highlights the changes (if any). 

Insert Here- Table 5: Directors’ Report to the Shareholders 

4.1.6. Meeting of the Board of Directors 

This is a new item in the CG Code 2018 that didn’t exist in CG Guidelines 

2012. Under this condition, the company is required to duly record and retain 

minutes of all meetings, and other books and records consistent with relevant 

Bangladesh Secretarial Standards adopted by the ICSB to the extent 

applicable.  

Table 6 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Meeting of the Board of Directors and briefly 

highlights the changes (if any). 

Insert Here- Table 6: Meeting of the Board of Directors 

4.1.7 Code of Conduct for Chair, Board Members and CEO 

This is another new item in the CG Code 2018 that didn’t exist in CG 

Guidelines 2012. It has two conditions. First, the board is required to lay 

down a code of conduct for board members (including the chair) and the CEO 

as recommended by NRC. Secondly, such code of conduct is to be posted on 

the company website including a number of specified topics.  

Table 7 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the code of conduct for Chair, Board Members and 

CEO and briefly highlights the changes (if any). 
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Insert Here- Table 7: Code of Conduct for Chair, Board Members and CEO 

4.2 Governance of Subsidiary Company’s Board  

Both CG Guidelines 2012 and CG Code 2018 have the same conditions 

relating to the governance of the subsidiary company boards. The only change 

between the 2012 and 2018 notifications regarding this topic has been in the 

title and section number.  

As per the requirements of both the notifications, the parent (holding) 

company’s board composition will apply to the subsidiary company as well, 

aminimum of one ID of the parent (holding) company should represent in the 

subsidiary company’s board, the AC of the parent should review the financial 

statements and investments of the subsidiary and the minutes of the subsidiary 

company’s board meetings should be furnished to and reviewed by the 

holding company’s board.  

Table 8 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Governance of Subsidiary Company’s Board 

of and briefly highlights the changes (if any). 

Insert Here- Table 8: Governance of Subsidiary Company’s Board 

4.3 MD or CEO, CFO, Head of Internal Audit and Compliance (HIAC) 

and Company Secretary (CS) 

This head in CG Code 2018 is a merger of two previous heads in CG 

Guidelines 2012. The conditions of this topic are covered under three sub-

heads as discussed below.  

4.3.1 Appointment 

Similar to the requirement of CG Guidelines 2012, the board has to appoint an 

MD or CEO, a CS, a CFO and an HIAC. Also, as per the new notification, the 

board will continue to conspicuously mention the roles, responsibilities and 

the duties of the CS, HIAC and CFO just like the previous one. However, 

there was no condition in CG Guidelines 2012 regarding the separation of 

these roles meaning one individual could hold multiple of these roles. But CG 

Code 2018 requires these positions to be filled by different individuals. Also, 

an individual holding any of the above positions can hold such executive 

positions in only one publicly listed company at a time as per the requirement 

of the notification. Another new condition in the 2018 notification requires 

approval from the board, BSEC and stock exchanges prior to the removal of 

the individuals from the abovementioned positions. 
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Table 9 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Appointment of MD or CEO, CFO, HIAC and 

CS and briefly highlights the changes (if any). 

Insert Here- Table 9: Appointment of MD or CEO, CFO, HIAC and CS 

4.3.2 Attendance in Board Meetings 

The general requirement regarding the attendance of the individuals holding 

the positions mentioned above continues to be same in the CG Code 2018 as 

was in CG Guidelines 2012. The only modification in the 2018 notification is 

the addition of the HIAC among the individuals to attend board meeting.  

Table 10 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Attendance in Board Meetings and briefly 

highlights the changes (if any). 

Insert Here- Table 10: Attendance in Board Meetings 

4.3.3 Duties of MD (or CEO) and CFO 

Just like CG Guidelines 2012, CG Code 2018 requires the MD (or CEO) and 

the CFO to certify that financial statements are free form fraudulent, illegal 

and material untrue statement, omission of material fact and misleading 

information and they present true and fair view of the company’s affairs and 

compliance with relevant standards as well as laws. However, unlike the 2012 

notification, CG Code 2018 requires the disclosure of such certification in the 

annual report of the company.  

Table 11 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Duties of MD or CEO and CFO and briefly 

highlights the changes (if any). 

Insert Here- Table 11: Duties of MD or CEO and CFO 

4.4 Board of Directors’ Committee 

This is a new head in CG Code 2018 that requires at least two sub-committees 

of the BoD one of which is audit committee (AC) that already exited in CG 

guidelines 2012 and the other is Nomination and Remuneration Committee 

(NRC) which is a new inclusion. 

Table 12 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Board of Directors’ Committee and briefly 

highlights the changes (if any). 
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Insert Here- Table 12: Board of Directors’ Committee 

4.5 Audit Committee(AC) 

There are several changes and additions in the CG Code 2018 regarding the 

constitution, chairperson, meeting and roles of the AC compared to the CG 

Guidelines 2012. 

4.5.1 Responsibility to the Directors’ Board 

Every condition relating to the responsibility of the AC to the board of 

directors remain same in CG Code 2018 as in CG guidelines 2012. The AC, a 

sub-committee of the board, continues to be responsible to the board and 

perform its role mentioned separately.   

Table 13 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Responsibility of the Audit Committee to the 

Directors’ Board and briefly highlights the changes (if any). 

Insert Here- Table 13: Responsibility of the Audit Committee to the 

Directors’ Board 

4.5.2 Audit Committee Constitution 

The minimum size of and number of ID in the AC remains same at 

respectively three and one in CG Code 2018 as in CG Guidelines 2012. 

However, unlike the previous Guidelines, the new Code requires all members 

(excluding the board chair) of AC to be non-executive directors. Besides, the 

minimum experience of the members has been brought down from 12 years to 

10 years in the new code.  

Table 14 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Audit Committee Constitution and briefly 

highlights the changes (if any). 

Insert Here- Table 14: Audit Committee Constitution 

4.5.3 Audit Committee Chair 

In both the Guidelines and the Code, the chairperson of the AC is required to 

be an ID as selected by the board. However, there is an additional requirement 

in the new Code that his/her absence in the AGM or other board meetings has 

to be filled by an individual elected from the AC to act as the chair for that 

particular meeting along with record of the reason of such absence. 
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Table 15 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Audit Committee Chair and briefly highlights 

the changes (if any). 

Insert Here- Table 15: Audit Committee Chair 

4.5.4 Audit Committee Meeting 

This is a new sub-head in the CG Code 2018 with two new conditions. One of 

the conditions under this sub-head states that the AC must arrange a minimum 

of four meeting in each financial year while emergency meetings can also be 

arranged at the request of a member of the committee. The other condition 

states that AC quorum has to be formed with the presence of the higher 

between two or two-third members of the committee including an 

independent director.  

Table 16 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Audit Committee Meeting and briefly 

highlights the changes (if any). 

Insert Here- Table 16: Audit Committee Meeting 

4.5.5 Role of Audit Committee 

The traditional roles of the AC as stated in the CG Guidelines 2012 have been 

mostly retained in the CG Code 2018. However, there have been some new 

roles along with changes in the previous roles.  

The role of overseeing financial reporting process, monitoring accounting 

policy choices, overseeing external auditor hiring process and their 

performance and monitoring internal audit are common roles of the AC 

shared by both the Guidelines and the Code.  

New roles include monitoring internal audit and compliance as well as 

adequate resources are committed in these functions, approving and reviewing 

internal audit plans and report. Now the AC is also supposed to arrange 

meeting with the statutory auditors with a view to reviewing audited financial 

statements before board submission. Besides, the AC has to review and 

examine the Management Discussion and Analysis before its disclosure in the 

annual report. The determination of the audit fee and external auditor 

performance has to be overseen by the AC as well.  

Table 17 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Role of Audit Committee and briefly 

highlights the changes (if any). 
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Insert Here- Table 17: Role of Audit Committee 

4.5.6 Reporting of Audit Committee 

The previous requirement of the AC to report to the BoD, authorities and 

shareholders and general investors has not been materially changed in the CG 

Code 2018 (other than some changes in the wordings). The AC is still 

required to immediately report to the board in response to conflicts of interest, 

suspected frauds and irregularities uncovered by internal audit, suspected 

noncompliance and law infringements and other discretionary matters.  

Table 18 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Reporting of Audit Committee and briefly 

highlights the changes (if any). 

Insert Here- Table 18: Reporting of Audit Committee 

4.6 Nomination and Remuneration Committee (NRC) 

This is the most conspicuous addition in the CG Code 2018 that did not exist 

in the CG Guidelines 2012. This new head has five sub-heads specifying the 

conditions relating to the responsibilities, formation, chairperson, meeting and 

role of the NRC.  

4.6.1 Responsibilities to the Board 

NRC is to be functioning as a sub-committee of Directors’ Board. The prime 

responsibility of the NRC to the board is to help the board in forming 

nomination policy in the determination of qualifications, attributes, 

experience, independence, and remuneration of the directors as well as top 

executives of the company. Besides, the NRC is required to clearly define the 

Terms of Reference (ToR) for reporting to the board as stated in the CG Code 

2018. 

Table 19 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Responsibilities of the NRC to the Board and 

briefly highlights the changes (if any). 

Insert Here- Table 19: Responsibilities of the NRC to the Board 

4.6.2 Formation of NRC 

Similar to the audit committee, the NRC has to be comprised of at least three 

non-executive directors with at least one ID.  The board will reserve the right 

to appoint or remove members of this committee while any vacancy is to be 
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filled within 180 days of the creation of it. Besides, the chair of the NRC can 

coopt or appoint an external expert (with no voting right) if required. The 

secretary of the company is required to act as the secretary of the NRC as well 

and the formation of the quorum of the NRC will require the presence of at 

least one ID. The last condition under this sub-head prohibits any NRC 

member to directly or indirectly receive any sort of remuneration for his/her 

role in this committee in addition to the director’s fee of the company.  

Table 20 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Formation of NRC and briefly highlights the 

changes (if any). 

Insert Here- Table 20: Formation of NRC 

4.6.3 Chair of the NRC 

The conditions relating to the chairperson of the NRC are same as those 

applicable for the audit committee chair. The chairperson of the NRC must be 

an ID selected by the board in the absence of whom in any specific meeting or 

the AGM, other members of the committee are required to elect an individual 

from the committee as the chair of the committee for that particular meeting 

and duly record the reasons of such absence. 

Table 21 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Chair of the NRC and briefly highlights the 

changes (if any). 

Insert Here- Table 21: Chair of the NRC 

4.6.4 Meeting of the NRC 

As per the CG Code 2018, the NRC is required to arrange a minimum of 1 

meeting in each financial year while the chair of the committee will reserve 

the right to arrange emergency meetings on the request of any members of the 

committee. Besides, the quorum for meeting has to be formed with the 

presence of the higher between two or two-third of the committee members 

including an independent director. There is another condition requiring the 

meeting proceedings to be duly recorded in the minutes and confirmed in the 

subsequent meeting.  

Table 22 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Meeting of the NRC and briefly highlights the 

changes (if any). 
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Insert Here- Table 22: Meeting of the NRC 

4.6.5 Role of the NRC 

There are a number of conditions specifying the roles of NRC in the CG Code 

2018. First of all, NRC has to be both independent and accountable not only 

to the board but also to the shareholders. Secondly, NRC should oversee and 

report to the board with recommendations on matters such as developing 

criteria and determining remuneration of top executive and board members, 

formulating policy on board diversity, ensuring clarity in pay-performance 

relationship, balancing fixed and incentive pay for executives and directors, 

identifying, recommending and removing individuals qualified for board and 

top executive positions as required, defining performance evaluation criteria 

for board and the IDs, identifying personnel needs at various levels of the 

company and formulating their selection, transfer and promotion policy, and 

finally formulating, suggesting and reviewing annual human resource as well 

as training policies of the company. Thirdly, the NRC is responsible for the 

disclosure of the company’s nomination as well as remuneration policy along 

with specific evaluation criteria, and its functions throughout the year in the 

annual report. 

Table 23 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Role of the NRC and briefly highlights the 

changes (if any). 

Insert Here- Table 23: Role of the NRC 

4.7 External (Statutory) Auditors 

As per the requirements of the CG Guidelines 2012, the statutory auditor of 

the company was restricted from providing number of services to the 

company such as appraisal, valuation and fairness opinion services, design 

and implementation of financial information systems, book-keeping and 

related accounting services, broker-dealer and actuarial services, internal 

auditor services and other services at the discretion of the audit committee.  

In addition to all these previous restriction, CG Code 2018 adds three more 

services of the external auditor as restricted services which are special audit 

services, certification of audit of CG compliance and any other services that 

cause conflicts of interest. Moreover, in the CG Guidelines 2012 there was no 

requirement for the external auditor to be present at the Annual General 

Meeting (AGM) or Extraordinary General Meeting (EGM) of the company. 
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But the new Code requires statutory auditors’ representatives to be present in 

those meeting for answering shareholders’ queries.  

Another restrictive change came in the shareholding condition of the external 

auditors. Previously only partners and employees of the audit firm were 

required to hold no shares of the company during its audit tenure. However, as 

per the 2018 Code this restriction applies to the family members of the 

partners and employees of the external audit firm.  

Table 24 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the External (Statutory) Auditors and briefly 

highlights the changes (if any). 

Insert Here- Table 24: External (Statutory) Auditors 

4.8 Company Website 

This is an entirely need addition in the CG Code 2018 that requires the 

company to have an official website of its own which has to be linked with 

the stock exchange website and be kept functional from the listing date. A 

condition under this head requires the company to disclose on its website the 

listing requirements of the related stock exchange in detail.  

Table 25 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Company Website and briefly highlights the 

changes (if any). 

Insert Here- Table 25: Company Website 

4.9 CG Reporting and Compliance 

The general reporting and compliance requirement of the CG Code remains 

the same as required under the CG Guidelines 2012 relating to the 

certification of compliance, its disclosure in the annual report and directors 

acknowledgement of such compliance as per the annexure attached in the 

notification. However, there is a new condition in the CG Code 2018 that the 

professional providing such compliance certificate has to be appointed by the 

shareholders of the company in the AGM.    

Table 26 contains a comparison of the conditions of Code 2018 and CG 

Guidelines 2012 regarding the Reporting and Compliance and briefly 

highlights the changes (if any). 

Insert Here- Table 26: Reporting and Compliance 
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5. Avenues for Improvements in Governance 

The CG Code 2018 have brought a number of additional conditions and 

several updates on the pre-exiting conditions of CG Guidelines 2012 in order 

for ensuring a better governance scenario in the corporate sector of 

Bangladesh. However, there are several issues that the authors consider 

important for uplifting the quality of corporate governance in Bangladesh.  

Responding to the increasing concerns towards environmental sustainability 

and businesses’ role in it, many countries require corporations to report on 

their impact on environmental issues (Belal, Copoer & Khan, 2015). 

However, in Bangladesh this has largely been a voluntary matter till now as 

CG Code 2018 do not require companies to report on the impacts of business 

operations on environmental sustainability. This has resulted in inconsistent, 

incomparable and scattered reporting of environmental issues by most 

businesses creating difficulties in understanding the progress of the companies 

towards their environmental roles and goals. Codification of environmental 

reporting structure along with essential basic contents would not only 

facilitate comparable and traceable environmental performance of companies 

but also encourage them in such roles by making it easier to reward good 

performers and hold them accountable for environmental actions.  

Risk is an important factor in the governance of any business. There are a 

number of risk elements faced by companies all around the world and most of 

the companies in advanced economies put much importance on risk reporting 

and management which they consider crucial to sound governance. Better risk 

disclosure tends to reduce conflict of interest between shareholders and agents 

as well as improve performance of organizations (Bhagat & Bolton, 2008; 

Nahar, Jubb & Azim, 2016; Jensen & Meckling, 1976).However, the state of 

risk governance and reporting in most of the Bangladeshi companies is not up 

to the mark (except for the banking companies). Despite the sheer importance 

of proper risk management and reporting, CG Code 2018 lacks adequate 

conditions in this regard. A separate Risk Management Committee, 

performing as a sub-committee or of the BoD, should be mandated in the 

Code so as to ensure adequate governance and reporting of the overall risk 

environment of the company. Specific risks to be identified and reported 

along with reporting structures including responses should be codified. A 

requirement to disclose a Risk Register in the annual report including various 

categories of risks, their assessed or expected impact and probability of 

occurrence and management responses regarding the risks can uphold the 

governance scenario in the corporate sector of Bangladesh.  
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Corporate tax is one of the most important sources of government revenue in 

Bangladesh as in any other country. Therefore, it is important that companies 

report various aspects of taxations in the annual report in a transparent and 

coherent manner (Bala & Moniruzzaman, 2011; Rahman & Khatun, 2017). 

However, the CG Code 2018 contain no detail requirements relating to 

corporate taxation and related disclosure in the annual report. Tax compliance 

reporting, if mandated through a structured reporting format consisting of 

basic taxation information, is expected to encourage transparency of 

companies in this area of broad public interest.  

In a developing country like Bangladesh, the role of Corporate Social 

Responsibility (CSR) is crucial in community development (Khan, Muttakin 

& Siddiqui, 2013). Most companies in developed economies report on CSR 

activities with a separate section in their annual reports. However, there is no 

provision and guidelines for CSR reporting in Bangladesh as per the CG Code 

2018. This leaves the CSR report contents and manner of presentation and the 

degree of details in reporting to the discretion of the companies which result 

in heterogeneity in this area obstructing comparison. Therefore, conditions 

specifying CSR reporting where applicable, are expected to enhance 

comparability of CSR activities and corporate contributions in Bangladesh.  

6. Conclusion 

An effective corporate governance code plays a vital role in developing good 

governance practices through developing a culture of accountability and 

transparency control and direction of corporations. However, in order to be 

effective, corporate governance codes should be specific and attempt 

including all the crucial governance elements depending upon the regulatory 

and corporate framework of the economy. If so, such code can significantly 

reduce monitoring costs and enhance reporting quality (Biswas, 2012).  

Similarly, the Corporate Governance Code 2018, an extension and 

modification of the Corporate Governance Guidelines 2012, appears to be an 

important and laudatory move towards the development of a compliance 

based corporate culture in Bangladesh covering a range of governance topics. 

Notable extensions and specificity have been brought in some areas of the 

Code that include more clarity in the definition of IDs, greater specificity in 

the directors’ report to shareholders, enhanced discipline regarding board 

meetings, code of conduct for board members, chairperson and CEO, some 

new roles of the AC, and more restrictions on the services of the statutory 

auditors.  Moreover, CG Code 2018 has brought forward the issue of 
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nomination and compensation by requiring the establishment of NRC which 

is likely to have positive impacts on the Human Resource governance of the 

companies. Also, the new requirement for companies to have their own 

corporate website is expected to ensure information accessibility of the 

stakeholders of the companies and thereby reduce the information asymmetry. 

However, the authors believe that there are scope for improving the CG Code 

2018 by including further topics.  First, Bangladeshi companies are not 

performing up to the mark relating to their environmental responsibilities as 

such reporting is still left to be voluntary. But a clear and mandatory 

requirement to report environmental and sustainability issues would greatly 

benefit various stakeholders of the businesses by giving them opportunities to 

show their progress and contributions towards the protection of the 

environment (Dutta & Bose, 2008).Second, risk reporting scenario is also not 

very promising in Bangladesh yet as there is a lack of detailed and uniform 

reporting requirements in this regard (except for the banking sector). A 

requirement to disclose a risk register in the annual report along with other 

suitable minimum risk assessment disclosure is expected to benefit 

companies, lenders, shareholders and regulators by providing insights about 

the opportunities and threats of the company. Third, a condition embodying 

directions in tax management and reporting would benefit companies and 

NBR by delivering comparable and uniform tax information. Finally, CSR 

activities of the companies could be better monitored and compared to check 

progress and ensure transparency through the codification of CSR reporting. 

All these issues, being adequately addressed, are expected to further lift the 

quality of governance in Bangladeshi corporate sector. 

This research study has few limitations. First, this study has reviewed the 

content of corporate governance guidelines 2012 and code of corporate 

governance 2018 but this study didn’t cover the impact of code of corporate 

governance 2018 in different industries in Bangladesh. Moreover, this study 

considered guidelines and code of corporate governance in two different times 

in Bangladesh but didn’t cover the content analysis of code of corporate 

governance in South Asian Countries. Thus, further research on corporate 

governance can be conducted using the comparative content analysis of south 

Asian countries. In addition, the researcher can conduct their research on 

corporate governance especially focuses on what is the quality of corporate 

governance after implementation of code of corporate governance or the 

impact of code of corporate governance in different industries of Bangladesh.   
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Appendix 

Table1: Board Size 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

1. (1) Board size should 

be between 5 to 

20 members. 

1.1 Same (Yes) 

Removal of the 

authority of 

separate primary 

regulators 

Table 2: Independent Directors 

Conditions CG Code 2018 Conditions CG Guidelines 2012 Changes 

1.(2) (a) At least one fifth (1/5) of 

the board members 

should be ID.  Fractions 

will be considered to be 

the next integer.  

1.2 (i) At least one fifth 

(1/5) of the board 

members should be 

ID.   

(Yes) 

Clarity regarding 

fraction  

1.(2) (b) (i) IDs should hold less than 

or equal to 1% shares of 

the total paid up shares 

of the company. 

1.2 (ii-a) Same No 

1.(2) (b) (ii) IDs should not be the 

sponsor of the company. 

IDs should not be 

connected with any 

sponsor, nominated 

director, director or 

shareholder who holds 

1% or greater shares of 

the total paid up shares 

of the company, its 

associate, sister concern 

subsidiaries, parents or 

holding company on the 

basis of family 

relationship. Family 

members of the IDs 

should not hold above 

mentioned shares of the 

company. 

1.2 (ii-b) IDs should not be the 

sponsor of the 

company. IDs should 

not be involved with 

any sponsor, director 

or shareholder who 

holds 1% or more 

shares of the total 

paid up shares of the 

company based on 

family relationship.  

Family members of 

the IDs should not 

hold above 

mentioned shares of 

the company.  

(Yes) 

Addition of 

nominated 

directors, 

associate, sister 

concern 

subsidiaries, 

parents or 

holding company   

 

1.(2) (b) (iii) An ID cannot be an 

executive of the 

concerned company for 

immediate last 2 

financial years 

 No information (Yes) 

New Condition 

1.(2) (b) (iv) IDs should not have 

pecuniary and other such 

relationship with the 

1.2 (ii-c) Same  No 
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Conditions CG Code 2018 Conditions CG Guidelines 2012 Changes 

company, or subsidiary 

or associated companies 

1.(2) (b) (v) ID should not be a 

member, TREC holder, 

director, or officer of any 

stock exchange 

1.2 (ii-d) ID should not be a 

member, director, or 

officer of any stock 

exchange 

(Yes) 

TREC holding 

included  

1.(2) (b) (vi) ID should not be a 

shareholder, director 

(except ID) or officer or 

TREC holder of any 

member of stock 

exchange or an 

intermediary of the 

capital market 

1.2 (ii-e) ID should not be a 

shareholder, director 

or officer of any 

member of stock 

exchange or an 

intermediary of the 

capital market 

(Yes) 

ID  and TREC 

holder added 

1.(2) (b) (vii) ID cannot be a current or 

past (preceding 3 years) 

partner, or an executive 

of the company’s 

statutory audit firm or 

audit firm doing internal 

audit or providing CG 

compliance certificate 

1.2 (ii-f) ID cannot be a 

current or past 

(preceding 3 years) 

partner, or an 

executive of the 

company’s statutory 

audit firm.  

(Yes) 

or audit firm 

doing internal 

audit or 

providing CG 

compliance 

certificate added 

1.(2) (a) (viii) IDs should not be an ID 

in more than five (5) 

listed companies 

1.2 (ii-g) IDs should not be an 

ID in more than 

three (3) listed 

companies 

(Yes) 

Number of 

companies 

increased to 5 

1.(2) (b) (ix) ID has not been 

convicted by the court of 

competent jurisdiction as 

a loan defaulter to bank 

or non-bank financial 

institution (NBFI) 

1.2 (ii-h) Same No 

1.(2) (b) (x) ID has not been 

convicted for a criminal 

offense relating to moral 

turpitude 

1.2 (ii-i) Same No 

1.(2) (c) IDs should be appointed 

by the BODs with 

approval of shareholders 

in the annual general 

meeting (AGM) 

1.2 (iii) Same No 

1.(2) (d) Post of IDs should not lie 

vacant for more than 90 

days 

1.2 (iv) Same No 

 No information  1.2 (v) The board place a 

code of conduct for 

all members of the 

board and 

compliance of the 

code is recorded 

(Yes) 

Excluded  
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Conditions CG Code 2018 Conditions CG Guidelines 2012 Changes 

annually 

1.(2) (e) The tenure of an ID 

should be of three years 

and extended for 1(one) 

term only. But 

reappointment for one 

more tenure with a break 

of 1 tenure is allowed 

after serving 2 

consecutive tenures.  

1.2 (vi) The tenure of an ID 

should be of three 

years and extended 

for 1(one) term only. 

(Yes) 

Reappointment 

of one tenure 

allowed with a 

break of one 

tenure after 2 

consecutive 

tenures 

Table 3: Qualification of Independent Director 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

1 (3) (a)  ID should be knowledgeable 

with integrity and capable of 

ensuring compliance with 

financial, regulatory and 

corporate laws and make 

meaningful business 
contribution  

1.3 (i) Same No 

1 (3) (b) IDs should have the 
following qualifications-  

(i) A business leader being a 

current or former promoter 

or director of any unlisted 

company (with at least BDT 

100 million in paid up 

capital) or publicly listed 

company or a member of 

any local or international 

business association or 

chamber of commerce 

(ii) corporate leader being a 

top level executive (defined 

separately) of any unlisted 

company (with at least BDT 

100 million in paid up 

capital) or listed company 

(Top level executive 
defined) 

(iii) a former official of the 

government or of any 

statutory, regulatory or 

autonomous body with at 

least a bachelor in 

1.3 (ii) ID should be a 

business leader 

/corporate leader/ 

bureaucrat/ 

university teacher 

with economics / 

business studies or 

law background / 

professionals like 

chartered 

accountants (CA), 

cost and 

management 

accountants 

(CMA) and 

chartered 

secretaries. The 

IDsmust have 12 

years of corporate 

management / 

professional 
experiences.  

(Yes) 

Definitions of 

business 

leader, 

corporate 

leader, 

bureaucrat, 

university 

teacher and 

professional 
clarified  
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Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

economics or commerce or 
business or law 

(iv) University teacher with 

Economics, Commerce or 
Law background  

(v) Professional being a 

current or former advocate, 

CA, CMA, CFA, CCA, 

CPA, CS or equivalent 

degree holder 

1 (3) (c) An ID shall have 10 years of 

minimum experience in the 
relevant field  

 12 years of 

experience 
required  

(Yes) 

Required 

experience 

reduced by 2 
years 

1 (3) (d) The qualification of ID may 

be relaxed with the prior 
approval of BSEC 

1.3 (iii) Same  No  

Table 4: Duality in the Board 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

1.(4) (a) Chairman of the board and Chief 

Executive Officer (CEO) should 

be different individuals. 

1.4 Same No 

1.(4) (b) An MD or CEO cannot hold the 

same position in two listed 

companies  

 No information  (Yes) 

New 

condition 

1.(4) (c) The board chair should be filled 

from the non-executive directors  

 No information  (Yes) 

New 

condition  

1.(4) (d) The board should define the roles 

and responsibilities of the chair 

and CEO or MD  

1.4 Same No 

1.(4) (e) Any absence of the board chair in 

a board meeting to be filled by a 

board chair elected by the 

remaining board members from 

among the non-executive directors 

for that particular meeting along 

with record of the reason of the 

absence in the meeting minutes 

 No information  (Yes) 

New 

condition  

Table 5 : Directors’ Report to the Shareholders 
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Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

1. (5). (i)  Current outlook and possible 

future industry developments  

1.5 (i) Same No 

1. (5). (ii) Segment or product wise 

company performance 

1.5 (ii) Same Yes 

1. (5). (iii) The risks and concerns 

specifying internal and external 

risks, sustainability threats and 

unfavorable  environmental 

impacts, if any 

1.5 (iii) Risks and concerns (Yes) 

More 

specificity 

1. (5). (iv) Cost of goods sold, and profits 

margins (gross and net) 

discussions  

1.5 (iv) Cost of goods sold, 

and profits margins 

(gross and net) 

discussions where 

applicable 

(Yes) 

Required 

only where 

applicable  

1. (5). (v) Discussion on continuation of 

any extra ordinary gain or loss 

1.5 (v) Discussion on 

continuation of any 

extra ordinary gain 

or loss with their 

impact  

(Yes) 

Impacts 

have to be 

shown 

1. (5). (vi) Basis for related party 

transaction- a statement of all 

related party transactions should 

be disclosed in the annual report 

1.5 (vi) Detailed related 

party transactions 

mentioning the 

amount, basis and 

nature of the them  

(Yes) 

More 

specificity 

1. (5). (vii) Proceeds utilizations from public 

issues, right issues and/or 

through any other instruments 

1.5 (vii) Same No 

1. (5). (viii) Explanation of deterioration of 

financial results if the company 

goes for IPO, RPO, rights offer 

and direct listing 

1.5 (viii) Same No 

1. (5). (ix) Significant variance between 

annual and quarterly financial 

performance with explanation  

1.5 (ix) Same No 

1. (5). (x) Remuneration statements 

including those of IDs 

1.5 (x) Same No 

1. (5). (xi) Fairness of the financial 

statements (state of affairs, 

operating results, cash flows and 

changes in equity) which is 

prepared by the management 

1.5 (xi) Same No 

1. (5). (xii) Proper accounts of the issuer 

company have been maintained 

1.5 (xii) Same No 

1. (5). (xiii) Appropriate accounting policies 

have been consistently applied in 

preparing financial statements 

and accounting estimates are 

1.5 (xiii) Same No 
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Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

based on reasonable and prudent 

judgment 

1. (5). (xiv) Financial statements have been 

prepared following International 

Accounting Standards (IAS) / 

Bangladesh Accounting 

Standards (BAS) / International 

Financial Reporting Standards 

(IFRS) / Bangladesh Financial 

Reporting Standards (BFRS), as 

applies in Bangladesh and any 

departure there-from has been 

disclosed with adequacy 

1.5 (xiv) Same No 

1. (5). (xv) Internal control system is sound 

in design and implemented and 

monitored effectively 

1.5 (xv) Same No 

1. (5). (xvi) 

 

That minority interest is 

protected directly or indirectly 

arising out of actions in the 

interest of the controlling 

shareholders and the measures to 

redress such issues 

 No information  (Yes) 

New 

condition 

1. (5). (xvii) The company’s capacity to 

continue as a going concern. If 

the company is not considered to 

be a going concern, the fact and 

reason should be disclosed 

1.5 (xvi) Same  No 

1. (5). (xviii) Significant deviation from the 

last years in operating result 

should be highlighted and 

explanation should be given for 

this deviation  

1.5 (xvii) Same No 

1. (5). (xix) Key operating and financial data 

of at least last five years should 

be summarized  

1.5 (xviii) Same No 

1. (5). (xx) If the company has not declared 

dividend (cash or stock) for the 

year, explanation should be 

given 

1.5 (xix) Same No 

1. (5). (xxi)  Statement regarding the issuance 

of no interim dividends in the 

form of stock dividends or bonus 

shares  

 No information  (Yes) 

New 

condition  

1. (5). (xxii) Number of board meeting and 

attendance of each directors 

should be disclosed 

1.5 (xx) Same No 
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Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

1. (5). (xxiii) 

(a) 

Shareholding pattern should be 

reported to disclose the total 

number of shares along with 

name wise details held by 

parent/subsidiary/ associated 

companies and other related 

parties 

1.5 (xxi-a) Same No 

1. (5). (xxiii) 

(b) 

Shareholding pattern should be 

reported to disclose the total 

number of shares along with 

name wise details held by 

directors, chief executive officer, 

company secretary, chief 

financial officer, head of internal 

audit and their spouses and 

minor children 

1.5 (xxi-b) Same No 

1. (5). (xxiii) 

(c) 

Shareholding pattern should be 

reported to disclose the total 

number of shares along with 

name wise details held by 

executives 

1.5 (xxi-c) Same No 

1. (5). (xxiii) 

(d) 

Shareholding pattern should be 

reported to disclose the total 

number of shares along with 

name wise details held by 

shareholders holding 10% or 

more voting interest in the 

company 

1.5 (xxi-d) Same No 

1. (5). (xxiv) 

(a) 

Relating to appointment 

/reappointment of director, the 

company should disclose a brief 

resume of the director to the 

shareholders 

1.5 (xxii-a) Same No 

1. (5). (xxiv) 

(b) 

Relating to appointment 

/reappointment of director, the 

company should disclose to the 

shareholders about the nature of 

director expertise in specific 

functional areas  

1.5 (xxii-b) Same No 

1. (5). (xxiv) 

(c) 

Relating to appointment 

/reappointment of directors, the 

company should disclose to the 

shareholders about the names of 

companies where they hold the 

directorship and the membership 

of committees of the board  

1.5 (xxii-c) Same No 
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Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

1. (5). (xxv)  Management discussion and 

analysis (signed by CEO or MD) 

with changes on the financial 

statements focusing on the 

following: 

(a) accounting policies and 

estimation in the financial 

statements; 

(b) changes in accounting 

policies and estimation with 

description of the effect on 

financial performance or results 

and financial position as well as 

cash flows in absolute figure for 

these changes, if any; 

(c) comparative analysis 

(including impacts of inflation) 

of financial performance or 

results and financial position as 

well as cash flows for current 

financial year with immediate 

last five years explaining reasons 

thereof; 

(d) compare such financial 

performance or results and 

financial position as well as cash 

flows with the peer industry 

scenario; 

(e) briefly explain the financial 

and economic scenario of home 

and abroad (the world); 

(f) risks and concerns relating to 

the financial statements, 

explaining the mitigation plan of 

temby company; and  

(g) future plan or forecast for the 

operation, performance and 

financial position of the 

company, with justification 

thereof, i.e., actual position shall 

be explained to the shareholders 

in the next AGM 

 No information  (Yes) 

New 

condition  

1. (5). (xxvi) The CEO and CFO should 

declare or certify to the board 

and disclose Annexure A  

 No information  (Yes) 

New 

condition 

and 

Annexure  
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Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

1. (5). (xxvi) Compliance of CG Code is to be 

disclosed in line with Annexure 

B and C  

 No information 

relating to 

Annexure B  

(Yes) 

New 

Annexure 

B added 

Table 6: Meeting of the Board of Directors 

Conditions CG Code 2018 Conditions CG 

Guidelines 

2012 

Changes 

1.(6)  The company should duly 

record and retain minutes of all 

meetings, and other books and 

records consistent with 

relevant Bangladesh 

Secretarial Standards adopted 

by the ICSB to the extent 

applicable 

 No 

information  

(Yes) 

New 

condition  

Table 7 : Code of Conduct for Chair, Board Members and CEO 

Conditions CG Code 2018 Conditions CG 

Guidelines 

2012 

Changes 

1.(7) (a)  The board, at the 

recommendation of the NRC, 

will formulate a code of 

conduct for its members 

including the chair and the 
CEO 

 No 

information  

(Yes) 

New 
condition  

1.(7) (b) The code of conduct 

mentioned in (a) is to be 

disclosed in the company 

website and include prudent 

conduct and behavior; 

confidentiality; conflict of 

interest (COI); compliance 

with laws, rules and 

regulations; prohibition of 

insider trading; relationship 

with environment, employees, 

customers and suppliers; and 
independency 

 No 

information  

(Yes) 

New 
condition  
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Table 8 : Governance of Subsidiary Company’s Board 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

2. (a)  Provisions regarding the 

holding company’s board 

formation will apply to the 

same for subsidiary 

company 

5. (i) Same No 

 

2. (b) On the board of the 

subsidiary company, a 

minimum of one ID of the 

holding company is required 

5. (ii) Same No 

 

2. (c) Board meeting minutes of 

the subsidiary company 

should be reviewed at the 

holding company’s next 

board meeting  

5. (iii) Same No 

 

2. (d) Respective board meeting 

minutes of the holding 

company should mentions 

the review of the affairs of 

the subsidiary company 

5. (iv) Same No 

 

2. (e) The financial statements, 

especially the investments 

made by the subsidiary 

company, should be 

reviewed by the AC of the 

holding company 

5. (v) Same No 

 

Table 9: Appointment of MD or CEO, CFO, HIAC and CS 

Conditions CG Code 2018 Conditions CG 

Guidelines 

2012 

Changes 

3. (1) (a)   The Board should appoint a 

MD/ CEO, a CS, a CFO and a 
HIAC 

2.1 Same  No 

3. (1) (b)   Each of the positions  

mentioned in (a) should be 
held by different individuals 

 No 

information  

(Yes) 

New 
condition  

3. (1) (c)   The persons with the positions 

mentioned in (a) cannot 

simultaneously hold any 

executive positions in another 

company 

 No 

information  

(Yes) 

New 

condition  

3. (1) (d)   The roles and responsibilities 

of the positions mentioned in 

(a) will be clearly defined by 
the board 

2.1 Same  No 
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Conditions CG Code 2018 Conditions CG 

Guidelines 

2012 

Changes 

3. (1) (e)   The individuals in the 

positions mentioned in (a) 

cannot be removed without the 

board’s approval and 

immediate dissemination to the 
BSEC and the stock exchange  

 No 

information  

(Yes) 

New 
condition  

Table 10 : Attendance in Board Meetings 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

3. (2)  The MD or CEO, CS, 

CFO and HIAC of the 

company should attend 

board meetings except 

for the part relating to 

the consideration of 
their personal matters 

2.2 The CFO and 

company secretary 

should attend in 

meeting of the 

BoD. If the 

agenda of the 

meeting is related 

to their personal 

matters, they 

should not attend 
in board meeting  

(Yes) 

HIAC is 
added 

 

 

 

Table 11: Duties of MD or CEO and CFO 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

3. (3) (a) (i) CEO and CFO should certify 

their review of the financial 

statements for the year and that 

these statements are free from 

material untrue statement, or 

omission of material fact or 

misleading statements   

6(i-a) Same  No 

3. (3) (a) (ii) CEO and CFO should certify 

their review of the financial 

statements for the year and these 

statements present the true and 

fair view of the company and 

comply existing accounting 

6(i-b) Same  No 
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Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

standards and applicable laws 

3. (3) (b) CEO and CFO should certify to 

the board that to their best of 

knowledge, company are not 

dealing any transactions that is 

fraudulent, illegal or code of 

conduct violation 

6(ii) Same  No 

3. (3) (c) There should be disclosure of the 

certificate of the MD or CEO and 

CFO 

 No information  (Yes) 

New 

condition  

Table 12: Board of Directors’ Committee 

Conditions CG Code 2018 Conditions CG Guidelines 2012 Changes 

4.   The board should have at least 

two sub-committees which are  

(i) Audit Committee (AC) 

(ii) Nomination and 

Remuneration Committee 

(NRC) 

3. (i) The board should have 

an Audit Committee as 

its sub-committee 

(Yes) 

NRC 

added 

 

Table 13 : Responsibility of the Audit Committee to the Directors’ Board 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

5. (1) (a)  The company should have an 

AC, as a subcommittee of the 

BoD 

3(i) Same No 

5. (1) (b) The AC should help the BoD 

in ensure financial statements’ 

reflection of true and fair view 

of the company’s state of 

affairs and good monitoring 

system within the business 

3(ii) Same No 

5. (1) (c) The AC is responsible to the 

BoD and duties of AC should 

be clearly stated in writing 

3(iii) Same No 

Table 14 : Audit Committee Constitution 
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Conditions CG Code 2018 Conditions CG Guidelines 2012 Changes 

5. (2) (a) The AC should consist of 

a minimum of three 

members 

3.1 (i) Same No 

5. (2) (b) The members of the AC 

should be non-executive 

directors and at least one 

member should be an ID  

3.1 (ii) Same No 

5. (2) (c) All AC members should 

be financially literate and 

at least one of them 

should have 10 years of 

accounting or financial 

management experience  

3.1 (iii) All AC members 

should be financially 

literate and at least of 

them should have 12 

years of accounting or 

financial management 

experience  

(Yes) 

Experience 

reduced to 10 

years 

5. (2) (d) The BoD should appoint 

the new AC member(s) to 

fill up the vacancy 

immediately or not more 

than one month from the 

date of vacancy if AC 

members are lower than 

prescribed number of 

three persons due to 

expiry of the term or any 

other circumstances 

3.1 (iv) Same No 

5. (2) (e) The CS should act as the 

secretary of the AC 

3.1 (v) Same No 

5. (2) (f) The quorum of the AC 

should not constitute 

without at least one ID 

3.1 (vi) Same No 

Table 15: Audit Committee Chair 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

5. (3) (a) The BoD should select one 

member of the AC to be 

the chairman of the AC. 

The chairman of the AC 

should be an independent 
director 

3.2 (i) Same No 

5. (3) (b) Any absence of the AC 

chair in a meeting has to be 

filled by an individual 

elected from the AC to act 

as the chair for that 

particular meeting along 

with record of the reason 
of such absence 

 No information  (Yes) 

New 
condition  
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Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

5. (3) (c) AC chair should remain 

present in the AGM. But 

any absence of the 

chairperson of the AC in 

AGM has to be filled by an 

individual elected from the 

AC to act as the chair for 

that particular meeting 

along with record of the 
reason of such absence 

3.2 (ii) AC chair should 

remain present in 
the AGM.   

(Yes) 

Actions 

in case of 

absence 
specified  

Table 16: Audit Committee Meeting 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

5. (4) (a) The AC must arrange a 

minimum of four meeting in 

each financial year. However, 

emergency meetings can also 

be arranged at the request of a 

member of the committee. 

 No information  (Yes) 

New 

condition  

5. (4) (b) AC quorum has to be formed 

with the presence of the higher 

between two or two-third 

members of the committee 

including an independent 

director 

 No information  (Yes) 

New 

condition  

Table 17: Role of Audit Committee 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

5. (5) (a) The AC should oversee the 

financial reporting process 

3.3(i) Same  No 

5. (5) (b) The AC should monitor choice 

of accounting policies and 

principles 

3.3(ii) Same  No 

5. (5) (c) The AC should monitor the 

resource adequacy of internal 

audit and compliance and plan 

and review its reports 

3.3(iii) The AC should 

monitor internal 

control risk 

management 

process 

(Yes) 

More 

specificity 

added 

5. (5) (d) The AC should oversee hiring 

and performance of external 

auditors 

3.3(iv) Same  No 

5. (5) (e) The AC should arrange meeting 

with the external auditor to 

review the financial statements 

before submitting them to the 

 No information  (Yes) 

New 

condition  
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Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

board  

5. (5) (f) The AC should review with 

management, the annual 

financial statements before 

board submission  

3.3(v) Same  No 

5. (5) (g) The AC should review with 

management, quarterly and half 

yearly financial statements 

before board submission for 

approval 

3.3(vi) Same  No 

5. (5) (h) The AC should review the 

adequacy of internal audit 

function 

3.3(vii) Same  No 

5. (5) (i) The AC should review 

management discussion and 

analysis before making its 

disclosure to the annual report  

 No information  (Yes) 

New 

condition  

5. (5) (j) The AC should review 

statement of significant related 

party transactions submitted by 

management 

3.3(viii) Same  No 

5. (5) (k) The AC should review 

management letters or internal 

control weakness letters issued 

by statutory auditors 

3.3(ix) Same  No 

5. (5) (l) AC has to oversee audit fee 

determination based on scope 

and magnitude, level of 

expertise and time required for 

effective audit and evaluate the 

external auditors performance 

 No information  (Yes) 

New 

condition  

5. (5) (m) The company should report to 

the AC about the 

uses/application of funds on a 

quarterly basis when money is 

raised through IPO/ RPO / right 

issue. Moreover, the company 

should prepare the statement of 

funds utilized for the purpose 

other than those stated in the 

offer document /prospectus on 

an annual basis 

3.3(x) Same  No  

Table 18: Reporting of Audit Committee 

Reporting of the AC to BoD 
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Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

5. (6) (a) 

(i)  

The AC should report its 

activities to the BoD 

3.4.1 (i) Same No 

5. (6) (a) 

(ii) (a) 
The AC should immediately 

report on conflicts of interest 

to the BoD 

3.4.1 (ii-a) Same No 

5. (6) (a) 

(ii) (b) 
The AC should immediately 

report on suspected fraud or 

irregularity or material defect 

of the internal control system 

to the BoD 

3.4.1 (ii-b) Same No 

5. (6) (a) 

(ii) (c) 
The AC should immediately 

report on presumed 

infringement of securities and 

related laws, rules and 

regulations to the BoD 

3.4.1 (ii-c) Same No 

5. (6) (a) 

(ii) (d) 
The AC should immediately 

report any other relevant 

matters to the BoD 

3.4.1 (ii-d) Same No 

 
Reporting of Audit Committee to the Authorities 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

5. (6) (b) If the AC has identified any 

significant issue that is 

violated by BoD and 

management, the AC should 

report such finding to the 

BSEC 

3.4.2 Same  No 

 

Reporting of Audit Committee to the Shareholders and General Investors 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

5. (7) If the AC has identified any 

significant issue that is 

violated by BoD and 

management, the AC should 

report such finding to the 

BSEC 

3.5 Same  No 

Table 19: Responsibilities of the NRC to the Board 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

6. (1) (a) The company shall have a NRC  

as a sub-committee of the board 

 No information  (Yes) 

New 

condition  

6. (1) (b) The NRC shall help the board 

develop the nomination criteria 

for determining qualifications, 

 No information  (Yes) 

New 

condition  
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Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

positive attributes, experiences 

and independence of directors 

and top executives as well as a 

policy for formal process to 

consider directors’ and top 

executives’ remuneration 

6. (1) (c) The Terms of Reference (ToR) 

of the NRC shall be clearly 

written covering the areas 

mentioned in 6. (5) (b) 

 No information  (Yes) 

New 

condition  

Table 20 : Formation of NRC 

Conditions CG Code 2018 Conditions CG 

Guidelines 

2012 

Changes 

6. (2) (a) NRC should comprise of at 

least three directors including 

an ID 

 No 

information  

(Yes) 

New condition  

6. (2) (b) All members of NRC Should be 

non-executive directors 

 No 

information  

(Yes) 

New condition  

6. (2) (c) NRC members should be 

nominated and appointed by the 

Board 

 No 

information  

(Yes) 

New condition  

6. (2) (d) The board should have 

authority to remove and appoint 

any NRC members 

 No 

information  

(Yes) 

New condition  

6. (2) (e) Vacancies in the NRC caused 

by death, resignation, 

disqualification, or removal or 

in any other ways, shall be 

filled  within 180 days of its 

occurrence  

 No 

information  

(Yes) 

New condition  

6. (2) (f) The NRC chair may appoint or 

co-opt any external expert 

and/or member(s) of staff to the 

committee (non-voting 

member) as advisor, if required  

 No 

information  

(Yes) 

New condition  

6. (2) (g) The CS shall act as the 

secretary of the NRC 

 No 

information  

(Yes) 

New condition  

6. (2) (h) The quorum of NRC meeting 

shall constitute only with the 

attendance of at least one ID 

 No 

information  

(Yes) 

New condition  

6. (2) (i) No NRC member should 

receive (directly or indirectly) 

any remuneration for their 

advisory, consultancy or other 

roles except for Director’s fees 

or honorarium  

 No 

information  

(Yes) 

New condition  
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Table 21 : Chair of the NRC 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

6. (3) (a) The Board shall select 1 an ID 

from the NRC committee to act 

as its chair  

 No information  (Yes) 

New condition  

6. (3) (b) When the NRC chair is absent, 

the remaining members should 

elect one of themselves as chair 

for that particular meeting and 

the reason of absence of the 

regular chair should be duly 

recorded in the minutes 

 No information  (Yes) 

New condition  

6. (3) (c) The NRC chair shall attend the 

AGM to answer the questions 

of the shareholders 

 No information  (Yes) 

New condition  

Table 22: Meeting of the NRC 

Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes 

6. (4) (a) The NRC shall arrange a 

minimum of one meeting in a 

financial year 

 No information  (Yes) 

New condition  

6. (4) (b) The NRC chair may convene 

emergency meeting upon 

request by any member of the 

committee 

 No information  (Yes) 

New condition  

6. (4) (c) The quorum of the NRC 

meeting shall be constituted 

with the presence of either 

two members or two third of 

the members of the 

Committee, whichever is 

higher, where presence of an 

ID is must  

 No information  (Yes) 

New condition  

6. (4) (c) The proceedings of all NRC 

meeting should be duly 

recorded in the minutes and 

such minutes should be 

confirmed in the next meeting 

of the committee 

 No information  (Yes) 

New condition  

Table 23: Role of the NRC 

Conditions CG Code 2018 Conditions CG 

Guidelines 

2012 

Changes 

6. (5) (a) NRC should be independent and 

responsible or accountable to the 

board and shareholders 

 No 

information  

(Yes) 

New 

condition  
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Conditions CG Code 2018 Conditions CG 

Guidelines 

2012 

Changes 

6. (5) (b) (i)  NRC should oversee and 

recommend development of 

criteria and determination of 

remuneration of top executive and 

board members considering- 

(a) the level and composition of 

remuneration is reasonable and 

adequate to attract, retain and 

motivate suitable directors to 

successfully run the company  

(b) remuneration and performance 

relationship is clear and meets 

suitable performance benchmarks 

(c) remuneration to directors, top 

executive involves a balance 

between fixed and incentive pay 

reflecting short and long-term 

performance objectives suitable for 

the company and its goals 

 No 

information  

(Yes) 

New 

condition  

6. (5) (b) (ii) NRC should formulate board 

diversity policy considering age, 

gender, experience, ethnicity, 

educational background and 

nationality 

 No 

information  

(Yes) 

New 

condition  

6. (5) (b) (iii) NRC should identify persons 

qualified to become directors and 

eligible for appointment in top 

executive positions in accordance 

with the criteria formed, and 

recommend their appointment and 

removal to the board 

 No 

information  

(Yes) 

New 

condition  

6. (5) (b) (iv) NRC should formulate the criteria 

for performance evaluation of IDs 

and the board 

 No 

information  

(Yes) 

New 

condition  

6. (5) (b) (v) NRC should identify needs for 

employees at different levels and 

determine their selection, transfer 

or replacement and promotion 

policy 

 No 

information  

(Yes) 

New 

condition  

6. (5) (b) (vi) NRC should develop, recommend 

and review annually the 

company’s human resources and 

training policies 

 No 

information  

(Yes) 

New 

condition  

6. (5) (c) The company shall disclose the 

nomination and remuneration 

policy and the evaluation criteria 

and activities of NRC during the 

year in its annual report 

 No 

information  

(Yes) 

New 

condition  

Table 24 : External (Statutory) Auditors 
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Conditions CG Code 2018 Conditions CG Guidelines 

2012 

Changes  

 7. (1) The company should not 

engage its 

external/statutory 

auditor to perform: 

 Same  No  

 (i) appraisal or valuation 

services or fairness 

opinions 

4 (i) Same  No 

 (ii) financial information 

systems design and 

implementation 

4 (ii) Same  No 

 (iii) book keeping or 

other services related to 

the accounting records 

or financial statement 

4 (iii) Same  No 

 (iv) broker dealer 

services 

4 (iv) Same  No 

 (v) actuarial services 4 (v) Same  No 

 (vi) internal audit 

services 

4 (vi) Same  No 

 (vii) any other service 

that the AC determines 

4 (vii) Same  No 

 (viii) the CG compliance 

certification of audit 

service 

 No information (Yes) 

New 

condition  

 (ix) in any other services 

creating conflicts of 

interest  

 No information (Yes) 

New 

condition  

7. (2) No partner or employee 

of the external audit 

firms and their family 

members should possess 

any share of the 

company during the 

tenure of audit 

engagement of that 

company 

4 (viii) No partner or 

employee of the 

external audit 

firms should 

possess any share 

of the company 

during the tenure 

of audit 

engagement of 

that company 

(Yes) 

Family 

members 

added 

7. (3)  Statutory auditors’ 

representatives should 

be present in AGM or 

EGM of the company 

for answering 

shareholders’ queries  

 No information  (Yes) 

New 

condition  

Table 25 :  Company Website 
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Conditions CG Code 2018 Conditions CG 

Guidelines 

2012 

Changes 

8. (1)  The company should 

develop a website 

linked with the website 

of the stock exchange  

 No information  (Yes) 

New 

condition  

8. (2) The website should be 

kept functional from the 

listing day 

 No information  (Yes) 

New 

condition  

8. (3) The company should 

disclose information in 

the website as required 

by the listing 

requirements of the 

stock exchange    

 No information  (Yes) 

New 

condition  

Table 26: Reporting and Compliance 

Conditions CG Code 2018 Conditions CG Guidelines 2012 Changes 

9. (1)  The company should 

obtain a certificate of 

compliance of 

conditions of 

corporate governance 

code from 

professional 

accountant/ secretary 

(CA/ CMA / CS) 

except from the 

statutory auditor and 

disclose the same in 

the annual report  

7 (i) The company should 

obtain a certificate of 

compliance of 

conditions of corporate 

governance guideline 

from professional 

accountant/ secretary 

(CA/ CMA / CS) and 

the company should 

send the copy of 

certificate of 

compliance of corporate 

governance guideline to 

the shareholders along 

with the annual report 

on a yearly basis 

(Yes) 

(Statutory 

auditor 

excluded and 

disclosure in 

annual report 

required 

9. (2) The profession 

giving such 

certificate will be 

appointed by the 

shareholders in the 

AGM  

 No information  (Yes) 

New condition  

9. (3) The directors of the 

company should state 

the company’s 

compliance with the 

condition of 

corporate governance 

in accordance with 

the annexure 

attached  

7(ii) Same   No  
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Abstract: This paper constructs a study on recognizing the determinants of 

capital structure by using panel dataset of 38 manufacturing companies in 

Bangladesh over the year from 2013 to 2018. This study also constructs a 

comparative test between Pecking order theory and Trade-off theory. Fixed 

Effects Models are used, as multiple linear regression model, in this study 

to determine the impacts of nine independent variables on debt financing 

and its components. As determinants; financial distress(-), size(+), 

growth(+), non-debt tax shield(-)and tax rate(+)influence on debt 

financing; efficiency(+), liquidity(+), non-debt tax shield(-), financial 

distress(-), size(+), tax rate(+)and tangibility(+)influence on long-term debt 

ratio; tangibility(-), liquidity(-), growth(+)and non-debt tax shield(-

)influence on short-term debt ratio. The study finds the dominant influence 

of trade-off theory, which indicates while companies take the capital 

structure decisions, they trade-off between the tax benefits from debt 

financing and the bankruptcy costs for debt financing. 

Keywords: Capital Structure, Debt Ratio, Fixed Effects Model, Pecking 

Order Theory, Trade-off Theory. 

 

1.0 Introduction 

The decision of capital structure is very important because it influence the 

financial performance of a firm. Financial structure is the mixture of funds 

from debt and equity which firms collect from several sources for continuing 

their operations. Recognizing the optimum capital structure is very critical, 

since it relates to optimize the revenues of the firm and it ensures to survive in 

the competitive environment. That’s the reason firms always try to find out 

the perfect mixture of debt-equity ratio which is contingent upon the 

interchange between costs and benefits. Financial managers take the capital 

structure decision which is one of the most vital decisions in this modern 
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period. The elements which will affect those decisions, it’s very crucial to 

discover that. Those elements are called determining factors of capital 

structure. 

Determining factors of capital structure have been a debating issue for several 

years. Still this is one of the unsolved issues in the literatures of corporate 

finance. Over the past 50 years, many empirical studies and theoretical studies 

have addressed these issues. Capital structure related debates are so thrilling 

that, a few established theories have been examined by the experimental 

studies. But those established concepts lead themselves to opposite results and 

conclusions (Morri and Beretta, 2008). The question was remained 

unanswered which specific factors can determine the financing decision of a 

firm. That question was gained significance, after a study was issued by 

Modigliani and Miller (1958). Later, researchers have given theories such as 

Trade-off Theory-1973, Agency Cost Theory-1976, Signaling Theory-1977, 

Pecking Order Theory-1984, Market Timing Theory-2001; which give some 

directions for capital structure decision. Researchers have examined several 

determining factors of capital structure, but researchers leave that issue for 

further research because they fell through to come out with an integrated 

theory (Handoo and Sharma, 2014). Researchers have classified the elements 

which influence the capital structure into two categories: (a) the external 

factors which are country related; for example: tax rate, average interest rate, 

inflation rate and (b) the internal factors which are firm related factors; for 

example: asset turnover, asset tangibility, company size, liquidity, 

profitability, company age, tax shield effects, bankruptcy risk, non-debt tax 

shield effects and debt service capacity (Serghiescu and Văidean, 2014). Most 

of the research workers such as Bradley et al. (1984); Bowen et al. (1982); 

Dammon and Senbet (1988); Frank and Goyal (2009); Jensen (1986); Rajan 

and Zingales (1995); and Titmanand Wessels (1988)have analyzed the 

determinants of capital structure within the framework of developed nations 

but researchers have left only a few literatures under the context  of 

underdeveloped and developing countries.  

The high yielding future prospects and unique set of infrastructural and 

institutional contexts have made the firms in Bangladesh more concentrated in 

capital market. So, optimum capital structure decision has to take to derive 

advantages out of it. Do determining factors of capital structure influence the 

firms’ capital structure in Bangladesh? Only a few researchers have 

investigated the determining factors of firms’ capital structure in Bangladesh. 

But previous researchers didn’t align their findings with the prevalent theories 

to accurately define the determining factor of firms’ capital structure in 
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Bangladesh and lack of new empirical research has already created literature 

gap. However, Bangladesh upgraded itself to the World Bank's “lower 

middle-income country” category in 2015 andCommittee for Development 

Policy (CDP), a subsidiary body of United Nations Economic and Social 

Council (ECOSOC), declared that Bangladesh has fulfilled all criteria for 

achieving the status of LDCs (Least Developed Countries) graduation 

entrance for the 1
st
 time in March, 2018 [(Khatun, 2018); (Risse, 2018)]. That 

indicates, last few years infrastructural and institutional contexts have 

changed a lot among Bangladeshi firms. So, these things have made a huge 

interest to find out the determining factors of capital structure and which 

capital structure theory is followed by the manufacturing companies in 

Bangladesh. 

The remainder of the paper is organized in this way: the review of relevant 

theories and literatures on determining factors of capital structure are 

presented in section 2; sample size, variable description, and data analysis 

procedures are presented in section 3; Statistical outcomes andanalyses are 

presented in section 4 and lastly, section 5 rounds off with the findings of the 

study and gives suggestion for upcoming study. 

1.1 Objectives 

The main two objectives of this study are 

(a) To recognize the determining factors of capital structure; 

(b) To conduct a comparative test between Pecking Order Theory and Trade-

off Theory. 

2.0 Literature Review 

This section will discuss about the capital structure theories and several 

empirical evidences, which are related to the determining factors of capital 

structure.  

2.1 Theoretical Discussion on Capital Structure 

Modigliani and Miller (1958) have said in their landmark paper, if an 

investment policy is taken with these given assumptions, such as: world of 

perfect markets, no transaction costs for raising money, no taxes, no 

bankruptcy costs,and credible disclosure of all information; then the amount 

of debt in a firm’s capital structure would not influence the value of that firm. 

That indicates, the value of a levered firm is equal to that of an unlevered 

firm. Those beliefs were considered unrealistic and in their subsequent 

research, Modigliani and Miller (1963) concluded the tax factor into 
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consideration. They found that, the value of levered firm was more than the 

value of unlevered firm and this value was equal to the value of tax shield 

amount. Miller (1977) again altered the previous research and this time, 

Miller integrated the consequence of personal taxes. Miller classified personal 

taxes into 2 types. Those two types were: tax imposes on income from debt 

securities and tax imposes on income from holding shares. Miller identified in 

that research, Certain cases where the gain from leverage become zero. In 

those cases, the outcome was as same as the original result was founded in 

1958. The presence of optimum capital structure is at macro level not in micro 

level, the result of that study indicated that. After Modigliani and Miller 

(MM) approach, an extensive array of analyses conducted and developed 

some theories which confirmed the consequence of capital structure on the 

value of the firm. Some of those theories are: Pecking Order Theory and 

Trade-off Theory. As said by Stiglitz (1969), a balance between tax 

benefitsand the value of the firm exists, due to the existence of bankruptcy 

costs. When marginal costs associate with bankruptcy due to leverage and 

marginal benefits associate with tax rebate are equal, it theoretically drives to 

an optimal debt level. Kraus and Litzenberger (1973) gave the classical 

version of trade-off theory. They laid the foundation of that. According to 

them, market value of a leveraged firm is equal to that of an unleveraged firm 

plus the tax shield benefit comes from interest payment of leveraged firm less 

the value of bankruptcy costs. That means, optimal level of capital structure is 

the equilibrium between the tax benefits from debt financing and the 

bankruptcy costs for debt financing. According to Scott (1977); Firms always 

try to have an optimal capital structure, where the marginal increase of 

bankruptcy costs from using extra leverage equal to the marginal rise of 

taking tax benefits. Myers and Majluf (1984) have developed an alternative to 

trade-off theory which is Pecking Order Theory. In this concept, a firm has a 

perfect hierarchy of financing decisions. According to them; Information 

asymmetry exists among investors, shareholders, managers and due to that, 

companies should prefer to finance for their investments first, by internal 

sources, then by borrowed capital, and finally by using the equity provided by 

the shareholders. Firms should use retained earnings as internal financing 

which is preferred over debt and equity because there involve no flotation 

costs, no maintaining balance and no transaction costs. According to this 

theory, there is an opposite relationship between debt financing and 

profitability. Because, profitable companies should practice retained earnings 

as financing for their investment purposes. If there need extra amounts, then 

firms will go for debt financing. 
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2.2 Empirical Studies on Determining factors of Capital Structure 

Many empirical analyses have been trying to give the answer what will be the 

optimal capital structure. Those analyses have used several determinants to 

recognize the optimal capital structure. Growth opportunity, profitability, size, 

non-debt tax shield, tangibility, liquidity, tax rate, efficiency and financial 

distress have used as determining factors of capital structure of those studies. 

Titman and Wessels (1988) have found that, company size has significant 

negative relationship with short-term debts, whereas non-debt tax shields, 

collateral value, future growth and volatility have no significant relationship 

with debt ratio. Rajan and Zingales (1995) have found that, degree of leverage 

decreased with the increasing of profitability and degree of leverage increased 

with the increasing of size and tangibility. Moreover, they also mentioned 

that, there is no significant difference of the determinants of capital structure 

among G-7 countries. Frank and Goyal (2009) have found that, financial 

leverage has a negative relationship with growth profitability, financial 

distress. However, financial leverage has a positive relationship with 

tangibility, firm size, collateral and expected inflation. Chen (2004) found 

that, financial leverage has a negative relationship with profitability, non-debt 

tax shield effects, however, financial leverage has a positive relationship with 

size, tangibility and growth opportunities. In addition, he also found that, 

long-term financial leverage has a negative relationship with profitability and 

firm size, however, long-term financial leverage has a positive relationship 

with tangibility and growth opportunities. Lima (2009) has analyzed on listed 

pharmaceutical companies in Bangladesh and the study used agency cost of 

equity, operating leverage, bankruptcy risk, growth rate, debt service capacity 

and tangibility as the explanatory variables and the debt ratio was used as the 

explained variable; where growth rate, operating leverage, tangibility and debt 

service capacity have significant positive relationship with leverage but 

agency cost of equity and bankruptcy risk have significant negative 

relationship with leverage. Sayeed (2011) has used Tobit regression and 

pooled OLS regression model on a sample of 46 DSE listed companies in 

Bangladesh from the period 1999 to 2005 and the outcomes were firm size (+ 

effect on leverage), non-debt tax shields (-), tax rate (+), Collateral value of 

assets (+), agency cost (-). However, the study did not find any significant 

influence of profitability and bankruptcy costs on debt ratio. Hossain and Ali 

(2012) have used pooled OLS regression method on a sample of 39 DSE 
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listed firms from the period 2003 to 2007 and the results of the study 

suggested that liquidity, managerial ownership, profitability and tangibility 

have significant negative relationship, non-debt tax shield has significant 

positive relationship but size, earnings volatility, growth and dividend 

payment were not significantly related with debt ratio. The predicted sign of 

the determinants according to capital structure theories which are found in 

several empirical studies are given in a summarized form in Table 2.1. 

Table 2. 1: Predicted Sign of Determinants 

Determining 

factors 

Predicted 

Sign by 

Theories 

Experimental Evidences 

Liquidity - Pecking 

Order 

Ozkan (2001); Serghiescu and Văidean (2014); 

Lipson and Mortal (2009); Güner (2016); 

Onofrei et al. (2015). 

Efficiency + Trade-off Margaritis and Psillaki (2010); Serghiescu and 

Văidean (2014). 

 

 

Size 

 

 

+ Trade-off 

Frank and Goyal (2009); Friend and Lang 

(1988); Ozkan (2001); Bas et al. (2009); Rajan 

and Zingales (1995); Chen (2004); Margaritis 

and Psillaki (2010); Serghiescu and Văidean 

(2014); Thippayana (2014). 

- Pecking 

Order 

Kester (1986); Titman and Wessels (1988); 

Onofrei et al. (2015); Handoo and Sharma 

(2014); Güner (2016). 

 

Growth 

Opportunities 

 

- Trade-off Chung (1993); Long and Malitz (1985); Ozkan 

(2001); Onofrei et al. (2015); Güner (2016). 

+Pecking 

Order 

Lang et al. (1996); Kester (1986); Chen (2004); 

Bas et al. (2009); Margaritis and Psillaki (2010); 

Handoo and Sharma (2014). 

Financial 

Distress 

- Trade-off Bradley et al. (1984); Chung (1993); Friend and 

Lang (1988); Walsh and Ryan (1997); Frank and 

Goyal (2009); Thippayana (2014). 

Non-debt tax 

shield effects 

- Trade-off Ozkan (2001); Bradley et al. (1984); Güner 

(2016); Chen (2004). 

 

 

 

Tangibility 

 

+ Trade-off 

Chung (1993); Long and Malitz (1985); Walsh 

and Ryan (1997); Rajan and Zingales (1995); 

Chen (2004); Frank and Goyal (2009); 

Margaritis and Psillaki (2010); Thippayana 

(2014); Bas et al. (2009); Handoo and Sharma 

(2014). 
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- Pecking 

Order 

Serghiescu and Văidean (2014); Bas et al. 

(2009); Onofrei et al. (2015). 

Tax Rate + Trade-off Bas et al. (2009). 

 

Profitability 

 

- Pecking 

Order 

 

Friend and Lang (1988); Kester (1986); Griner 

and Gordon (1995); Rajan and Zingales (1995); 

Baskin (1989);  Ozkan (2001); Chen (2004); Bas 

et al. (2009); Handoo and Sharma (2014); 

Serghiescu and Văidean (2014); Frank and 

Goyal (2009); Onofrei et al. (2015). 

Source: Empirical Evidences 

3.0 Research Methods 

In this section, the study describes about the data sources, variables, 

hypothesis anddata analysis procedures which will be used to examine the 

determinants of capital structure of manufacturing companies in Bangladesh.  

3.1 Data Sources and Sample Size 

This study uses data from 38 manufacturing companies in Bangladesh from 

the period 2013 to 2018. These companies belong to different manufacturing 

industries, such as: Ceramic, Cement, Food and Allied, Fuel and Power, 

Engineering, Pharmaceuticals and Chemicals, Tannery, and Textiles. The 

chosen companies epitomize the driving industrial force in Bangladesh, so the 

sample can represent the main purpose of the study perfectly. Sample 

company’s data have been gathered from their financial statements. 

3.2 Variable Description 

The measurement tools (Proxy) of the variables are given here: 

Dependent variables 

1. Total Debt Ratio (TDR)= (Book Value of Total Debt) / (Total Assets); 2. 

Long-Term Debt Ratio (LTDR)= (Book Value of Long-Term Debt) / (Total 

Assets); 3. Short-Term Debt Ratio (STDR)= (Book Value of Short-Term 

Debt) / (Total Assets). 

Independent variables 

1.Size= Natural Logarithm of Total Assets; 2. Asset tangibility (TAN)= (Total 

Fixed Assets) / (Total Assets); 3. Liquidity (LIQ)= (Total Current Assets) / 

(Total Current Liabilities); 4. Efficiency (EFFI)= (Sales Revenue) / (Total 

Assets); 5. Growth (GRO)= (Total Assets1 - Total Assets0) / Total Assets0;6. 

Profitability (PRO)= (EBIT) / (Total Assets); 7. Financial Distress (FIDI)= 
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Alt’s man Z-score
1
; 8. Tax Rate (TR)= Tax rate imposed by tax authority

2
; 9. 

Non-Debt Tax Shield (NDTS)= (Annual Depreciation) / (Total Assets). 

3.3 Specification of the Research Model and Hypothesis of the Study 

Research models are given below: 

Model 1(TDR): 

 

Mode 2(LTDR)  

 

Mode 2(STDR) 

 

Where, TDR: Total Debt Ratio; LTDR: Long-Term Debt Ratio; STDR: Short-

Term Debt Ratio; EFFI: Efficiency; Size: Size; PRO: Profitability; FIDI: 

Financial distress; LIQ: Liquidity; TR: Tax rate; NDTS: Non-debt tax shield 

effect; TANG: Asset tangibility; GRO: Growth;  : Intercept which denotes 

firm level fixed effects; :  Error term of firm (i) in period (t); : Co-

efficient. 

Depending on the above literature review, the hypothesis for Model 1(TDR), 

Model 2(LTDR), Model 3 (STDR) are given below: 

H0= There is no significant impact of independent variables over dependent 

variables. 

H1= There is significant impact of independent variables over dependent 

variables. 

3.4 Data Analysis 

Descriptive Statistics and Regression Analysis have been used to investigate 

the collected data and make the comparisons. Descriptive statistics provide 

                                                 
1

 [Source: Altman (2000)] Where, 

A= working capital / total assets; B= retained earnings / total assets; C= EBIT / Total assets; D= market 

value of equity / total liabilities; E= sales / total assets.  If, Z > 2.99- “Safe Zone”; if 1.81< Z > 2.99- “Grey 

Zone”; if Z < 1.81- “Distress Zone”  
2 National Board of Revenue (NBR), Bangladesh imposes 27.5% tax on publicly traded company before 

2014-15 fiscal year and 25% after 2014-15 fiscal year. NBR imposes 40% tax on cigarette manufacturing 

company before2014-15 fiscal year and 45% on cigarette manufacturing company after 2014-15 fiscal 
year. 
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the basic features and summaries of the dataset. Regression analysis provides 

the detail insight of variables and determine the influence of independent 

variables over dependent variables. The study has followed Classical Linear 

Regression Model (CLRM) assumptions for the best fitted regression model. 

Gaussian Model or CLRM assumptions are used to get the exact statistical 

inference, estimation, hypothesis testing and prediction (Gujarati, 2009). 

Above all, CLRM assumptions are used to get the Best Linear Unbiased 

Estimator (BLUE). As said by Gauss-Markov theorem, “Given assumptions 

of CLRM, the least-squares estimators are the best linear unbiased estimator 

(BLUE), when the estimators are linear, unbiased and residuals have 

minimum variances” (Gujarati, 2009, p.77). So, according to CLRM 

assumptions,  

(A) To know about the dataset, the study uses Multicollinearity Test; Cross-

sectional Dependence Test; Heteroscedasticity Test; Autocorrelation Test. 

VIF (Variance Inflation Factor) Test for Multicollinearity: Even though 

high level of multicollinearity doesn’t breach OLS assumptions, however, the 

estimates will be biased (Gujarati, 2009). The greater the collinearity, the 

greater the standard error as well as it will be very hard to reject null 

hypothesis in that situation (Williams, 2015). VIF is used to check the 

presence of inter correlation or inter-association among the independent 

variables.  

Pesaran Cross-sectional Dependence (CD) Test: Pesaran (2004) has 

developed the test to examine the presence of serial-correlation among cross-

sectional units of different time series data in the dataset. Pesaran CD test is 

used to determine whether residuals are correlated across cross-sectional 

entities or not and presence of correlation among residuals creates biased 

results in a study (Torres-Reyna, 2007). 

Wooldridge Test for Autocorrelation: Wooldridge Test has used to examine 

the presence of auto-correlation among cross-sectional units of a definite time 

series data in the dataset. A regression model become inefficient in the 

presence of auto-correlation. Wooldridge test for determining autocorrelation 

in panel dataset is very pleasant; as it is very easy to applyas well as it needs 

relatively few assumptions (Drukker, 2003). 

Wald Test for Groupwise Heteroscedasticity: Modified Wald test is used to 

examine the variability of a variable is equal (homoscedastic) or unequal 

(heteroscedastic) across the range of values of predicted variables. An 

unbiased regression model depends on homoscedasticity presumption 
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(Wooldridge, 2016). Modified Wald test is used in the fixed effects regression 

models to find out the presence of group wise heteroscedasticity in the 

residuals or not (Baum, 2001). 

(B) To find the appropriate and best fitted regression model for the dataset. 

Generally, there are three independent approaches to analyze panel dataset. 

They are Pooled Ordinary Least Square (Pooled OLS) Model, Random 

Effects Model (REM) and Fixed Effects Model (FEM). 

1. Pooled OLS Model: Pooled OLS produces efficient and consistent 

parameter. Moreover, pooled OLS ignores the time-series and cross-section 

effects considering the nature of 

dataset.

. 

2.Fixed Effects Model (FEM): The intercept is permitted to be differed among 

cross-sectional units while the slope parameter is supposed to be constant in 

both time dimension and cross-sectional units. Each cross-sectional unit has 

some special characteristics and therefore, intercept is allowed to be 

varied.

. 

3. Random Effects Model (REM): In REM, mean values of all cross-sectional 

intercepts are represented by a common intercept as well as the deviation of 

the individual intercept from the mean value is represented by error 

component.

. 

. Common mean value of all intercepts is  and the 

composite error term is  Where  is cross-sectional specific error and  

is the combined cross-sectional and time series error component. Among 

these three regression models; the study uses several tests to determine which 

regression model is best fitted for the dataset of this study. The study uses 

Hausman Test to know which model is appropriate between FEM and REM; 

Breusch-Pagan Lagrange Multiplier (LM) Test to know which model is 

appropriate between OLS and REM; and F-test, Akaike’s Information 

Criterion (AIC),and Schwarz’s Bayesian information criterion (BIC) to know 

which model is appropriate between OLS and FEM.STATA (version 15), a 

statistical software package, has been used for conducting all tests of this 

study. 
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Hausman Test: Hausman (1978) test examines the individual effect is 

correlated or uncorrelated with other regressors. If there is correlation, which 

indicates individual effects are part of the error term in REM, then random 

effect breaches the Gauss-Markov’s CLRM assumptions. As a consequence, 

REM is rejected but FEM is favored over REM or vice versa. 

Breusch-Pagan Lagrange Multiplier (LM) Test: Breusch and Pagan (1980) 

test works with the time-series or cross-sectional subjects to find out the 

variance components. The pooled OLS is the rejected model as a consequence 

of the presence of variance in the dataset, but REM is right model in this 

scenario to deal with the heterogeneity (Park, 2011). 

F-test, AIC and BIC Test: F-Test estimates the goodness-of-fit between 

FEM and OLS. Least square dummy variable (LSDV) is used as an estimator 

for FEM. LSDV is generally preferred among different fixed effects models, 

because it has goodness-of-fit, correct-estimation, time and group specific 

intercept (Park, 2011). The equation of F-test is given here: F-test (N-1, NT-N-

K) = . Where, SSE=Sum of square errors, N= Cross-

sectional subjects, K= Number of independent variables, T= Total time series. 

In a regression model, Akaike’s Information Criterion (AIC) and Schwarz’s 

Bayesian Information Criterion (BIC)are useful not only for in-sample 

forecasting but also for out-of-sample forecasting(Gujarati, 2009). Akaike’s 

(1974) introduced the AICand Schwarz’s (1978) introduced the BIC. 

Comparing between FEM and OLS regression models, the model with the 

lowest value of AIC andBIC is always acceptable because the model with the 

lowest value is the best fitted regression model. 

Where, = number of the 

parameters estimated;   = maximized log likelihood of the model and N= 

sample size. 

4.0 Statistical Results and Discussions 

In the previous section, the study described the methods which will be used to 

examine the determining factors of capital structure in Bangladesh. The study 

will describe the statistical outcomes step by step in this section. 

4.1 Descriptive Statistics 

Table 4.1 is the descriptive statistics which contains the summary of the 

dataset. Graph 4.1 exhibits the line graph of LTDR and STDR of the sample 

companies from the year 2013 to 2018. Where most of the time, STDR line is 

upper than LTDR line. That indicates, Bangladeshi companies choose short-
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term debt financing over long-term debt financing. Table 4.1 also indicates 

that, on average every firm have 47.40% debt of their total assets, where 

LTDR is 13% andSTDR is 34.40%. 

Table 4. 1: Descriptive Statistics 

Items Observations Mean St. Deviation Minimum Maximum 

 TDR 228 0.474 0.183 0.047 0.875 

 LTDR 228 0.130 0.136 0.004 0.701 

 STDR 228 0.344 0.169 0.032 0.735 

 EFFI 228 0.743 0.523 0.016 2.554 

 SIZE 228 22.463 1.564 16.731 26.022 

 PRO 228 0.059 0.055 -0.009 0.264 

 FIDI 228 4.087 5.001 -2.006 41.694 

 TANG 228 0.530 0.190 0.068 0.891 

 LIQ 228 1.863 2.432 0.166 23.918 

 TR 228 0.268 0.033 0.250 0.45 

 NDTS 228 0.083 0.061 0.012 0.221 

 GRO 228 0.138 0.212 -0.544 1.711 

Source: Author’s Own Calculation 

 

Source: Author’s Own Calculation 

4.2 Regression Analysis 

Fixed Effects Model (FEM) is the Best Linear Unbiased Estimator (BLUE) 

and appropriate model for the dataset [Appendix: Part 1]. Autocorrelation and 

heteroscedasticity exist but no Serial-correlation exists in Model 1(TDR) and 

Model 2(LTDR) but Serial-correlation, autocorrelation and heteroscedasticity 

exist in Model 3(STDR) [Appendix: Part 1]. According to the research of 

Hoechle (2007), when serial-correlation, autocorrelation and 

heteroscedasticity exist in dataset, FEM with Driscoll-Kraay Standard Errors 

is well calibrated, so Model 3(STDR) will use that and when the 

autocorrelation and heteroscedasticity exists but no serial-correlation, FEM 

with Rogers Standard Errors is well calibrated, so Model 1(TDR) and Model 

2(LTDR) will use that. Table 4.2 is the regression model which exhibits the 
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influence of independent variables over dependent variables. Table 4.3 

exhibits comparative test between the predicted relationship consistent with 

the capital structure theories and the significant association has found in this 

study. 

TDR = - 1.986 + 0.687 TR – 0.008 FIDI – 1.349 NDTS + 0.079 GRO + 0.106 

Size 

LTDR = - 2.04 + 0.06 EFFI + 0.08 Size – 0.007 FIDI + 0.167 TANG + 0.02 

LIQ + 0.85 TR – 0.67 NDTS 

STDR = 0.074 + 0.059 GRO – 0.195 TANG – 0.018 LIQ – 0.683 NDTS 

Efficiency: To remain other explanatory variables constant in Model 2, at 1 

percent change in efficiency has a resultant change of 6.40 percent in long-

term debt ratio (LTDR)in same direction. This significant positive 

relationship was supported by prior empirical evidences of Margaritis and 

Psillaki (2010), Serghiescu and Văidean (2014). That positive relationship is 

supported by the trade-off theory. Efficient firms are competent to generate 

high amount of sales revenue. So, they can easily meet the periodic financing 

costs and they have a small chance to fall into financial distress because of 

their operational efficiency. Apart from this, efficient firms can take the tax 

shield advantages on debt financing costs. That’s why, efficient firms in 

Bangladesh grab the profitable investment opportunities and use long-term 

debt financing when they need excess amount of funds. 

Table 4.2: Regression Analysis 

Variables Model 1 (TDR) Model 2 (LTDR) Model 3 (STDR) 

Coefficient t- value Coefficient t-value Coefficient t-value 

 EFFI 0.058
 

1.58 0.064***
 

3.53    -0.007
 

   -1.360 

 SIZE 0.106***
 

4.22 0.083*** 3.00     0.023     1.050 

 PRO -0.168
 

-0.72 -0.126 -0.73    -0.040    -0.330 

 FIDI -0.008***
 

-3.60 -0.007*** -2.88    -0.001    -0.840 

 TANG -0.026
 

-0.24 0.167*
 

1.75    -0.195***
 

   -2.950 

 LIQ 0.002 0.88 0.020***
 

16.21    -0.018***
 

  -86.170 

 TR 0.687*
 

1.76 0.848** 2.20    -0.153    -1.410 

 NDTS -1.349***
 

-3.57 -0.666**
 

-2.18    -0.683*    -2.360 

 GRO 0.079***
 

2.91 0.020 0.68     0.059***
 

    2.780 

 Constant -1.986
 

-3.40 -2.043
 

-3.12     0.074
 

0.140 

R-squared  0.574 0.503 0.489 

F-test   13.28 62.21 26.69 

Prob > F  0.000 0.000 0.001 

(1) *** p<0.01, ** p<0.05, * p<0.1;(2) Detail regression analysis- Appendix: Part 2. 

Source: Author’s Own Calculation 



238 Journal of Banking & Financial Services 

Table 4.3: Comparative test between Pecking Order Theory and 

Trade-off Theory 

 

Variables 

Capital structure theories and 
the predicted relationship of 

explanatory variables to debt. 

Significant relationships 
have obtained in this 

study 

Trade-off 
Theory 

Pecking Order 
Theory 

TDR LTDR STDR 

Efficiency + -  +  

Size + - + +  

Profitability + -    

Financial distress -  - -  

Tangibility + -  + - 

Liquidity + -  + - 

Tax rate +  + +  

Non-Debt Tax Shield  -  - - - 

Growth  - + +  + 

Source: Author’s Own Calculation 

Size: The study uses total assets in every years’ balance sheet as company 

size and the study controls those total assets as logarithm of total assets for the 

convenience of the study. Previous researchers also controlled company size 

in that way. So, the impacts of this independent variable are comparable to 

previous researches’ findings. To remain other explanatory variables constant, 

at 1 percent change in company size has a resultant change of 10.60 percent in 

total debt ratio (TDR) and 8.30 percent in long-term debt ratio (LTDR) in 

same direction. The significant positive relationship was supported by prior 

empirical evidences of Friend and Lang (1988); Rajan and Zingales (1995); 

Frank and Goyal (2009); Ozkan (2001); Margaritis and Psillaki (2010); 

Thippayana (2014); Serghiescu and Văidean (2014). Bas et al. (2009) have 

found significant positive relationship of size with long-term debt financing 

for large private firms. But Chen (2004); Handoo and Sharma (2014); Onofrei 

et al. (2015); and Güner (2016) have found negative relationship between debt 

financing and size. Moreover, trade-off theory supports that positive 

relationship of firm size with TDR and LTDR. Firms in Bangladesh have 

diversified investments and they take the new investment opportunities which 

help to expand the size and capacity of the firms. As a result, firms have 

enough amount of assets in the asset structure which they can use as collateral 

for debt financing. So, bankruptcy risk has reduced; both domestic and 

foreign investors fell safe to provide loans. Apart from this, those firms can 
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take the tax shield advantages on debt financing costs which create tax 

savings and firms can utilize that cash flows for their operations.  

Financial Distress: To remain other explanatory variables constant, at 1 

percent change in financial distress has a resultant change of 0.80 percent in 

total debt ratio (TDR) in the opposite direction in Model 1 and 0.70 percent in 

long-term debt ratio (LTDR) in opposite direction in Model 2. The significant 

negative relationship with debt financing was supported by prior empirical 

evidences of Frank and Goyal (2009); Walsh and Ryan (1997); Friend and 

Lang (1988); Kester (1986). The significant negative relationship with long-

term debt financing was supported by prior empirical evidences of Chung 

(1993); Chen (2004); Handoo and Sharma (2014). That significant negative 

relationships also supported by the trade-off theory. According to that theory, 

when the marginal costs associate with debt financing and marginal benefits 

associate with tax-shields from debt financing costs are equal, it theoretically 

drives to an optimal debt level. Debt financing expenses such as interest fees, 

principle amounts and commissions are costs which can create financial 

distress. Long-term debt financing creates financing costs and possibility of 

financial distress more than that of short-term debt financing. So, the negative 

relationships of this study indicate that, when these debt financing costs 

increase from a pre-determined level, then the possibility of financial distress 

increases and this time firms in Bangladesh reduce the debt financing amount 

to reduce those costs or vice versa. 

Tangibility: To remain other explanatory variables constant, at 1 percent 

change in tangibility has a resultant change of 19.50 percent in short-term 

debt ratio (STDR)in opposite direction in Model 3.But, at 1 percent change in 

tangibility has a resultant change of 16.70 percent in long-term debt ratio 

(LTDR) in same direction in Model 2. Bas et al. (2009) find the same 

significant relationship of tangibility with short-term and long-term debt 

financing. Significant negative relationship with debt financing was supported 

by prior empirical evidences of Boothet al. (2001); Onofrei et al. (2015); 

Serghiescu and Văidean (2014). Significant positive relationship with debt 

financing was supported by prior empirical evidences of Rajan and Zingales 

(1995);Chung (1993); Chen (2004); Frank and Goyal (2009); Walsh and Ryan 

(1997); Thippayana (2014); Handoo and Sharma (2014). Trade-off theory 

supports that positive relationship between tangibility and LTDR. When firms 

in Bangladesh have tangible assets in their asset structure which they can use 

as collateral for long-term debt financing purpose. So, bankruptcy risk has 
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reduced; both domestic and foreign investors fell safe to provide loans. 

Besides, those firms can take the tax shield advantages on debt financing costs 

such as interest fees, principle amounts and commissions which can create tax 

savings over a long period of time and firms can utilize them for their 

purposes. The negative relationship between tangibility and STDR is 

supported by the pecking order theory. Firms in Bangladesh use fixed assets 

properly to generate cash inflows which firms can use as internal source of 

financing. That is the reason, those firms need not go for external source of 

financing such as short-term debt financing. When tangible assets decrease, 

firms in Bangladesh have faced information asymmetry problems. As a result, 

market price of the equity decrease and at the same time creditors don’t want 

to provide long-term loan to the firms, because the value of collateral assets is 

lower than the loan amounts. This time those firms go for short-term debt 

financing. Because, there are fewer number of prerequisites for short-term 

debt financing than that of long-term debt financing but high interest rate is 

charged on the firms. 

Liquidity: The study finds a significant positive relationship between 

liquidity and long-term debt ratio (LTDR), but finds a significant negative 

relationship between liquidity and short-term debt ratio (STDR).To remain 

other explanatory variables constant, at 1 percent change in liquidity has a 

resultant change of 2.00 percent in LTDR in same direction and 1.80 percent 

in STDR in opposite direction. The significant negative relationship with debt 

financing was supported by prior empirical evidences of Ozkan (2001); 

Lipson and Mortal (2009); Serghiescu and Văidean (2014); Onofrei et al. 

(2015); Güner (2016). These results reveal that firms in Bangladesh with high 

liquid assets will not go for short-term debt financing. But they take long-term 

debt financing. Positive relationship between liquidity and LTDR in model 2 

is supported by trade-off theory. Last few years infrastructural and 

institutional contexts have changed a lot in Bangladesh which creates a lot of 

investment opportunities for the firms in Bangladesh. When firms have 

enough amount of liquid assets, firms can meet the financing costs and 

prerequisites of long-term debt financing. So, firms try to finance the required 

amount for the new projects from long-term debt financing. Apart from this, 

those firms can take the tax shield advantages on debt financing costs which 

can create tax savings and at the same time, liquidity position of the firms has 

developed also. That is the reason the study indicates, firms in Bangladesh 

with excellent liquidity position will go for long-term debt financing and they 

need not go for short-term debt financing because they can manage the 
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needful amount by their internal sources. So, the study has found a negative 

relationship between STDR and liquidity which is supported by the pecking 

order theory.  

Tax rate: The study finds a significant positive relationship of tax rate with 

total debt ratio (TDR)andlong-term debt ratio (LTDR).At 1 percent change in 

tax rate has a resultant change of 68.70 percent in TDR in same direction and 

84.80 percent in LTDR in same direction. Bas et al. (2009) have found 

significant positive relationship of tax rate with LTDR for listed firms, large 

firms and private firms. But Handoo and Sharma (2014) have found 

significant negative relationship of tax rate with debt financing. Trade-off 

theory supports that positive relationships of this study. These indicates, firms 

in Bangladesh go for debt financing especially long-term debt financing along 

with the increase of tax rate and vice versa. The higher the tax rate, the greater 

the possibility to use debt financing to extract the tax shield advantages. 

Companies prefer to use debt financing especially long-term debt financing 

when tax rate increases, because long-term debt creates a large amount of 

financing expenses over a long period of time. So that, firms in Bangladesh 

can take the tax shield advantages on financing expenses over a long period of 

time. 

Non-Debt Tax Shield: The study finds a significant negative relationship of 

non-debt tax shield with TDR, LTDR and STDR. To remain other 

explanatory variables constant, at 1 percent change in NDTS amount has a 

resultant change of 134.90 percent in total debt ratio (TDR); 66.60 percent in 

long-term debt ratio (LTDR) and 68.30 percent in short-term debt ratio 

(STDR)in opposite direction. The significant negative relationship with debt 

financing was reinforced by prior pragmatic evidences of Bradley et al 

(1984); Ozkan (2001); Chen (2004); Güner (2016). That indicates, if NDTS 

amount increases, firms in Bangladesh will not go for debt financing to take 

the tax-shield advantages and vice versa. Trade-off theory also supports that 

negative relationships. The higher the possibility to generate tax shield 

benefits from non-debt sources such as depreciation, loss carry forward, 

investment tax credits and the greater the possibility to use less debt financing 

to get the tax shield advantages. Because, debt financing has financing 

expenses which create the possibility of financial distress. That’s the reason 

the study defines, if firms in Bangladesh create tax-shield advantages from 

non-debt sources, then those firms have no eagerness for debt financing to 

grab the tax shield advantages. 
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Growth: To remain other explanatory variables constant, at 1 percent change 

in growth rate has a resultant change of 7.90 percent in total debt ratio (TDR) 

and 5.90 percent in short-term debt ratio (STDR) in the same direction. The 

study finds a significant positive relationship of growth rate with TDR and 

STDR. The significant positive relationship with debt financing was 

supported by prior empirical evidences of Kester (1986); Chung (1993); Chen 

(2004); Bas et al. (2009); Margaritis and Psillaki (2010) and Handoo and 

Sharma (2014). Titman and Wessels (1988) suggested that, STDR might be 

positively related to growth rate if growing firms substitute short-term debt 

financing to long-term debt financing. Pecking order theory supports the 

positive relationships of this study. Growth firms always need funds for new 

investment purposes. That’s the reason, the firms will go for external 

financing after financing from internal sources. According to pecking order 

theory, debt financing is more preferable than equity financing. Those 

positive relationships of growth rate with TDR and STDR in this study 

propose that, manufacturing companies of Bangladesh with growth 

opportunities choose debt financing, both short-term and long-term debt 

financing after financing from internal sources when funds need. 

Manufacturing companies of Bangladesh finance short-term debt from 

different sources for their operational purposes and those sources are trade 

credit, accrued expenses, advanced payments, commercial paper, line of 

credit, revolving credit, banker’s acceptance etc. Moreover, the tendency of 

debt financing is that, if companies want to issue shares then they have to 

follow lots of rules and regulations which are provided by Bangladesh 

Securities and Exchange Commission (BSEC) and companies have to expend 

a lot of money for flotation costs such as underwriting fees, registration fees, 

legal fees. So, both time and money wastage occur and equity financing also 

brings external ownerships which demotivate firms to issue shares for equity 

financing but motivate them to debt financing.  

5.0 Findings 

A remarkable evidence from descriptive statistics of the study is that, 

manufacturing firms in Bangladesh prefer short-term debt financing over 

long-term debt financing. From multiple regression models, the study finds 

some determinants have significant impacts while making capital structure 

decisions. As determinants; financial distress, size, growth, non-debt tax 

shield and tax rate influence on debt financing; efficiency, liquidity, non-debt 

tax shield, financial distress, size, tax rate and tangibility influence on long-

term debt financing; tangibility, liquidity, growth and non-debt tax shield 

influence on short-term debt financing. Results of the comparative test 

between pecking order theory and trade-off theory reveal that, trade-off theory 
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describes the majority number of determining factors of optimal capital 

structure but some determining factors of optimal capital structure are in 

accordance with pecking order theory also. Overall results of debt financing 

indicate that, when manufacturing firms in Bangladesh need funds, they try to 

finance the required amount at first from internal sources. After that, they go 

for external sources. But this time, firms try to finance from external sources 

at the optimal level where firms take the consideration of tax-shield 

advantages and costs or bankruptcy risk which are associated with the 

financing. 

All determining factors of long-term debt ratio (LTDR) have supported trade-

off theory which indicates, manufacturing firms in Bangladesh take long-term 

debt financing at the optimum level where the net tax savings advantages 

create from long-term debt financing balance against the costs related with 

long-term debt financing. But, pecking order theory describes the majority 

number of determining factors of short-term debt ratio (STDR). This specifies 

that, when manufacturing companies in Bangladesh need funds for short 

period, they try to finance the required amount at first from internal sources, 

after that they will go for short-term debt financing from external sources. 

Manufacturing companies in Bangladesh finance their short-term debt by 

these ways: trade credit, accrued expenses, advanced payments, commercial 

paper, line of credit, revolving credit, banker’s acceptance etc. From the 

context of Bangladesh, short-term debt financing for short period is more 

desirable because companies need not to follow BSEC’s lots of regulations, 

need not to face the huge flotation costs, need not to face the permanent 

burden of large amount of interest and principal payments at specific times, 

generally need not to keep covenants and finally, need not to be too credit-

worthy for financing short-term debt. So, short-term debt financing is the best 

solution, when funds need for short period of time and this short-term debt 

financing necessitates for the firm’s day to day operations. 

6.0 Conclusion 

Financial managers take the capital structure decision which is one of the 

most vital decisions for a company. Recognizing the optimal capital structure 

is very crucial, since it relates to optimize the revenues of the firm and it 

ensures to survive in the competitive environment. That’s the reason firms 

always try to find out the perfect mixture of debt-equity ratio which is 

contingent upon the interchange between costs and benefits. So, firms in 

Bangladesh have to take optimal capital structure decision to derive benefits 

out of it because of those firms’ high yielding future prospects and unique set 
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of infrastructural and institutional contexts. The elements which will affect 

those decision is called determining factors of capital structure. This study has 

tried to find out some of those determinants of manufacturing companies in 

Bangladesh, which have significant impact of making optimal capital 

structure decisions. 

This paper “Determinants of Optimal Capital Structure: An Empirical Study 

on Manufacturing Companies in Bangladesh”, has laid some groundwork 

which will open the window for further research. This study was based on 

most current years data. So, this study can provide the latest results for the 

upcoming empirical studies on related issues. A detailed and comprehensive 

database will be required for similar types of study. Further work will be 

required to design new variables with considering the country and firm 

specific factors and to develop new hypotheses to discover more determining 

factors of capital structure in Bangladesh.   
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Appendix 

 

Table: VIF Test for Multicollinearity 

Variables VIF Variables VIF Variables VIF Variables VIF Variables VIF 

 PRO 2.198  TR 1.716  SIZE 1.640  TANG 1.410  GRO 1.031 

 FIDI 1.849  EFFI 1.649  NDTS 1.546  LIQ 1.349 Mean 

VIF 

1.599 

Result: There presents no collinearity among the independent variables. There is a rule of 

thumb, if the VIF of a variable exceeds 10, that variable is said to be highly collinear 

(Gujarati, 2009). 

Table: Pesaran Cross-sectional Dependence test 

Null Hypothesis(H0): Presence of no serial-correlation    

Alternative Hypothesis(H1): Presence of serial-correlation. 

Model 1 (TDR) Pesaran’s test of cross-sectional independence = -0.016 
Average absolute value of the off-diagonal elements =   
0.54 

Probabili
ty: 0.987 

Model 2 (LTDR) Pesaran’s test of cross-sectional independence = - 0.632 

Average absolute value of the off-diagonal elements =   
0.42 

Probabili
ty: 0.528 
 

Model 3 (STDR) Pesaran’s test of cross-sectional independence =2.233 

Average absolute value of the off-diagonal elements = 0.46 

Probabili
ty: 0.026 

Result At 5% level of significance, we can’t reject null hypothesis(H0) for 
Model 1and2. But, at 5% level of significance, we can reject null 
hypothesis(H0) for Model 3. That means, no serial-correlation exists in 
model 1 and 2. But, serial-correlation exists in model 3. 

Table: Wooldridge test for Autocorrelation 

Null Hypothesis(H0): Presence of no Autocorrelation.  

Alternative Hypothesis(H1): Presence of Autocorrelation. 

Model 1 (TDR) F(1,37)= 76.663 
Prob > F      =         0.0000 

 

At 5% level of significance, we can 
reject null hypothesis(H0) for every 
model. So, Autocorrelation exists for 
every model. 

Model 2 (LTDR) F (1, 37) =   22.387 
Prob > F      =        0.0000 

Model 3 (STDR) F (1, 37)   =     25.235 
Prob > F      =        0.0000 

Table: Wald test for Groupwise Heteroscedasticity 

Null Hypothesis(H0): Residuals are homoscedastic.      

Alternative Hypothesis(H1): Residuals are heteroscedastic. 

Model 1 (TDR) chi2 (38)   = 9680.63 

Prob>chi2 = 0.0000 

 

 

At 5% level of significance, we can 
reject null hypothesis(H0) for every 
model. For every model, Residuals are 
heteroscedastic. 

Model 2 (LTDR) chi2 (38)   = 11259.58 

Prob>chi2 = 0.0000 

Model 3 (STDR) chi2 (38)   = 3570.24   

Prob>chi2 = 0.0000 
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Table: Hausman Test 

Null Hypothesis(H0): REM is appropriate                                 

Alternative Hypothesis(H1):FEM is appropriate. 

 Model 1(TDR) Model 2(LTDR) Model 
3(STDR) 

Chi-square test value 40.92 23.26 33.98 

P-value .0000 .0056 .0001 

Result At 5% level of significance, we reject null hypothesis (H0) 
for every model. So, Fixed Effects Model is the preferred 
model for all. 

 

Table: Breusch-Pagan Lagrange Multiplier (LM) Test 

Null Hypothesis(H0): OLS is appropriate                                   

Alternative Hypothesis(H1): REM is appropriate. 

 Model 1(TDR) Model 2(LTDR) Model 
3(STDR) 

Chi-bar2(01)  286.51 259.63 207.83 

P-value>Chi-bar .0000 .0000 .0000 

Result At 5% level of significance, we reject null hypothesis(H0) 
for every model. For every model, Random Effects Model is 
the preferred model. 

 

Table: F-test 

Null Hypothesis(H0): Pooled OLS is appropriate                             

Alternative Hypothesis(H1): FEM is appropriate. 

 Model 1(TDR) Model 2(LTDR) Model 3(STDR) 

F-test for fixed effect F (37,181) =32.23 

Prob>F= 0.0000 

F (37, 181)=   20.12 

Prob> F =    0.0000 

F (37, 181) =   18.66 

Prob> F =    0.0000 

Result At 5% level of significance, we reject null hypothesis(H0) for 

every model. For every model, Fixed Effects Model is the 

preferred model. 

 

Table: AIC and BIC Test 

Model Name Model 1(TDR) Model 2(LTDR) Model 3(STDR) 

Test Name AIC BIC AIC BIC AIC 
BIC 

OLS  -309.37 -275.08 -394.33 -360.04 -394.37 

 
-360.07 

FEM -771.45 -737.16 -766.39 -732.09 -752.68 
-718.38 

Result For every model, AIC and BIC are the lowest in fixed effects models So, 

Fixed Effects Model is better than Pooled OLS Model. The model with the 

lowest value of AIC and BIC is always acceptable [(Akaike’s,1974); 

(Schwarz’s,1978)]. 

Source: Author’s Own Calculation 
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Table: Fixed Effects Model with Rogers Standard Errors for Model 1(TDR) 

 TDR Coefficie

nt 

St. Error t-value p-value [95% Conf.  

Interval] 

Sig 

 EFFI 0.058 0.037 1.58 0.123 -0.016 0.132  

 SIZE 0.106 0.025 4.22 0.000 0.055 0.157 *** 

 PRO -0.168 0.234 -0.72 0.478 -0.642 0.306  

 FIDI -0.008 0.002 -3.60 0.001 -0.013 -0.004 *** 

 TANG -0.026 0.108 -0.24 0.812 -0.245 0.194  

 LIQ 0.002 0.002 0.88 0.383 -0.002 0.006  

 TR 0.687 0.391 1.76 0.087 -0.104 1.479 * 

 NDTS -1.349 0.377 -3.57 0.001 -2.113 -0.584 *** 

 GRO 0.079 0.027 2.91 0.006 0.024 0.134 *** 

 Constant -1.986 0.584 -3.40 0.002 -3.168 -0.804 *** 

 

Table: Fixed Effects Model with Rogers Standard Errors for Model 2(LTDR) 

 LTDR Coefficient St. Error t-value p-value [95% Conf. Interval] Sig 

 EFFI 0.064 0.018 3.53 0.001 0.027 0.100 *** 

 SIZE 0.083 0.028 3.00 0.005 0.027 0.139 *** 

 PRO -0.126 0.172 -0.73 0.468 -0.476 0.223  

 FIDI -0.007 0.003 -2.88 0.007 -0.012 -0.002 *** 

 TANG 0.167 0.096 1.75 0.088 -0.026 0.361 * 

 LIQ 0.020 0.001 16.21 0.000 0.018 0.023 *** 

 TR 0.848 0.385 2.20 0.034 0.068 1.629 ** 

 NDTS -0.666 0.305 -2.18 0.036 -1.284 -0.047 ** 

 GRO 0.020 0.029 0.68 0.498 -0.038 0.077  

 Constant -2.043 0.655 -3.12 0.004 -3.371 -0.716 *** 
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Table: Fixed Effects Model with Driscoll-Kraay Standard Errors for Model 

3(STDR) 

STDR  Coefficient  Std. Error  t-value p-value [95%Conf. Interval] Sig 

EFFI     -0.007     0.005    -1.360     0.232    -0.021     0.006  

SIZE      0.023     0.022     1.050     0.342    -0.033     0.078  

PRO     -0.040     0.120    -0.330     0.756    -0.349     0.270  

FIDI     -0.001     0.001    -0.840     0.439    -0.004     0.002  

TANG     -0.195     0.066    -2.950     0.032    -0.365    -0.025 ** 

LIQ     -0.018     0.000   -86.170     0.000    -0.019    -0.018 *** 

TR     -0.153     0.108    -1.410     0.217    -0.432     0.126  

NDTS     -0.683     0.290    -2.360     0.065    -1.427     0.061 * 

GRO      0.059     0.021     2.780     0.039     0.005     0.114 ** 

Constant      0.074     0.517     0.140     0.892    -1.257     1.404  

*** p<0.01, ** p<0.05, * p<0.1 

Source: Author’s Own Calculation 
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Abstract: The relationship between corporate dividend policy and firm 

performance is a subject of controversy in corporate finance literature. 

Many researches explore whether dividend policy has effect on the value 

of firm or not, but it remains an unsolved issue until now. This paper aims 

to examine the relationship between corporate dividend policy and firm 

performance of 31 firms listed in Dhaka Stock Exchange Ltd. (DSE) from 

2011 to 2017. Two major industry effects are observed in the analysis.  For 

methodology, the paper uses Operating Least Square (OLS) models in 

which Return on Asset (ROA) is used as a dependent variable and proxies 

of firms’ performance and leverage, dividend payout policy, firm size, age 

and sales growth are used as independent variables.  Results identified that 

payout policy, size, and age are significant at 1% significance level while 

leverage and industry are found significant at 5% significant level. The 

policy implication for the research is firms are more reluctant to the size 

rather than dividend to be paid or not.  

Keywords: Dividend policy, firm performance, leverage, panel data, 
corporate finance 

 

1. Introduction 

Dividend policy is an essential issue in finance literature. Firms pay potential 

amount of their earnings as dividend although Miller and Modigliani (1961) 

proposes dividend irrelevance proposition which explains dividend policy 

does not change shareholders’ wealth in complete and perfect capital market. 

But in the real world, the capital market is neither complete nor perfect, that 

is; the information generates through capital market for potential investors is 

not hundred percent accurate. This contradicts dividend irrelevance 

proposition. This is known as the ‘dividend puzzle’ (Balck, 1976) which 

mentions dividend payout policy is primary puzzle in corporate finance. In the 
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United States, for example, approximately fifty percent publicly listed firms 

pay dividend while the remaining fifty percent do not, is of itself a puzzle 

(Brawn & Šević, 2018). The sharp decline in the percentage of payers during 

the last two decades of the twentieth century (Fama & French, 2001), and the 

subsequent reversal of this trend following the capital gains tax cuts, the 

question becomes one of finding the attributes of firms that do pay or do not 

pay, from a broad or macro perspective. Besides, dividend relevance 

proposition is an ongoing since pioneering works of Gordon (1959), Lintner 

(1956, 1962) explain that shareholders’ wealth is positively or negatively 

associated with firm’s dividend decision. Corporate dividend policies vary 

over time and across countries too. Such as Glen et al. (1995) explains that 

dividend policies in emerging economies differ from those in developed 

economies; that is, between developed, developing and emerging capital 

markets. Their finding suggests that dividend payout ratios in developing 

economies are only about two thirds of that of developed economies. Besides, 

only few studies focus on the effect of dividend policy on firm’s performance, 

especially in Developing countries like Bangladesh. Thus, dividend payout 

policy is unsolved or unanswered issues in corporate finance literature. There 

are still many questions, such as; why do firms pay dividends and why do 

stockholders pay attention to dividend, are yet to answer clearly. Besides, the 

role of dividend policy on the value of firm is a puzzle among policy makers. 

To answer the above unsolved questions, the research attempts to determine 

relationship between corporate dividend policy and firms performance. Here, 

the research hypothesizes whether the effect of dividend policy varies among 

industries or not have been empirically tested considering two types industry 

in this regard since payout policy may be different in order to the nature of the 

business among the industries. 

In order to the aforementioned objective, the paper is organized as follows. 

Section one explains the relevant literatures used in the research. Data 

collection, model specification, hypotheses of the study and empirical 

estimation are discussed in section two. Section three explains variable 

selection and rational of the variable. Section four discusses the empirical 

results and finally section five provides recommendation and conclusion.  

2. Literature Review 

Dividend policy and firms value are either described in order to dividend 

irrelevance or dividend relevance theory. Dividend irrelevance theory is 

supported by Modigliani and Miller (1961) who explain firm’s capital 

structure and dividend policy presenting the irrelevance theory. MM 
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hypothesis suggest that firms value is unaffected whether the firms pay 

dividend or not under any circumstances. Modigliani and Miller (1963) 

extended the study and overruled on a perfect capital market hypothesis, 

analyzing the impact of capital structure on value of firms by taking account 

of corporate tax. They argued that the value of firm is extensively related to 

debt which suggests that the value of firm increases as the debt level increases 

since the cost of debt is somehow lower than the cost of common stock. 

Besides, in real life situation capital markets are imperfect because of the 

existence of corporate taxes, transaction costs, asymmetric information and 

agency costs (Gordon, 1961, 1962, Lease et al, 2000, Allen and Michaely, 

2002, Fama and French, 2002, Amidu and Abor, 2006). Thus, corporate 

dividend decision is either supports relevance or irrelevance theory of 

dividend policy. 

A portion of net income is called dividend and is not considered as capital 

gain of the firm. The decision to pay dividend or not is considered by the 

board of directors and directed to the firm. It can be reinvested to create 

capital gain, therefore, need to wait for the return. Shefrin and Statman (1984) 

explain a dividend theory in order to the fact that, even if the total cash return 

is same, it can still make a difference for the investor whether cash comes in 

the form of dividends or capital gains. Behavior theory is implemented and 

suggested that investor want dividends because of self-control. This explains 

investors want to restrict themselves to consume capital less in the present and 

consume more current income such as dividends. This is applicable for the 

retire person who heavily depend on securities holding and do not have 

regular earnings.   

No evidence on firms’ dividend policy is identified by Allen and Michaely 

(2003) which later encounter higher cash flow or profitability, and that higher 

cash dividend payments negatively correlated with firms’ risk profiles. From 

the perspective it makes sense, as one forecasts higher payers to be low-

growth, mature companies and lower-beta (risk). Additionally, they find 

consistency in that payouts by firms – either dividends and/or buybacks, occur 

when firms have excess cash flows, reducing potential over-investment by 

managers. 

Rozeff (1982) declares that leverage has direct effect on dividend decision. 

He argues that high leverage triggers transaction costs and therefore increases 

risk of the firm. Firms with high leverage ratio have high fixed payments for 

using external financing. Thus, the higher the leverage ratio, the lower the 

chance for dividends as a consequence leverage is negatively related to 
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dividends. This result is supported by agency cost theory and concludes that 

dividend policy is potentially related to future growth opportunities of firms 

than realized growth.    

Jensen (1986) suggests that debt may be an alternative for dividends and 

argues that mature firms with limited growth opportunities want to pay out all 

of their free cash flow, unless profitability reinvested in the firm. This study 

suggests that using cost of internal funds in some extent encourages firms to 

pay dividend to the stockholders.  

The trade-off between leverage and dividends depends extensively on 

industry factors where firms with assets in place and few growth opportunities 

will mediate towards higher debt and higher dividend yields, whilst those 

firms with high growth will likely pay low or no dividends and rely on equity 

financing rather than debt (Barclay et al., 1995). However, they also 

acknowledge the “pecking order” theory where firms will finance new 

investments with the cheapest available funding, typically retained earnings or 

recourse to debt if internal funds are insufficient, suggesting that low-growth, 

high free cash-flow firms, will have low debt ratios and high-growth firms 

with lower operating cash will have high debt ratios. A contradiction of their 

contracting costs and tax drivers between debts versus equity financing. 

Competing dividend theories appear to be neither simple nor unique 

representations as to why managers pay dividends. Perhaps none of the 

various theories is mutually exclusive. Their findings do not identify a clear 

relationship between large firm values with higher dividend yields and 

concludes market value (size) as a key factor.  

Sometimes firms’ liquidity position affects dividend decision since 

investment opportunities may be created by keeping more cash in hand. Firms 

with higher cash availability are more likely to pay dividends than firms with 

insufficient level of cash. Besides, holding more cash causes cost for the 

firms. Thus, the likelihood a firm will pay cash dividend is positively related 

to liquidity. This positive relationship is explained by the signaling theory of 

dividend policy (Ho, 2003). 

Skinner (2008) establishes the relationship between corporate earnings and 

dividends or stock buybacks used as an alternative for dividends occurs more 

frequently, with dividend-only firms becoming a rare breed and some firms 

opting instead to repurchase stock. Their research utilizes the US industrial 

stocks Compustat data from 1970 to 2005 and the firms are classified into 

different forms. These are classified as; (1) 43% are non-payers, (2) about 5% 
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those that pay dividends and repurchase stock regularly and 62% on aggregate 

payout, (3) occasional stock repurchase firms that do not pay dividends, about 

25% of firms but only 3% of aggregate payout, and (4) regular stock buyback 

firms that do not pay dividends, representing around 4% of firms and 5% of 

payout. Skinner’s conclusions are that larger, more mature firms use both as a 

legacy of being saddled with conservative payout policies, and are reticent to 

eliminate cash dividends, whilst younger firms yet to initiate dividends are 

unlikely to do so, instead, they are opting for share repurchases as a less 

costly/rigid alternative. 

Rajan and Zingales (1995) argues that larger firms’ risk of bankruptcy is 

lower than small firms since they are more diversified. According to the trade-

off theory, the positive relationship exits in between firm size and leverage 

ratio (Harris and Ravivs, 199; Rajan and Zingales, 1995). A positive 

relationship between company size and level of gearing has been identified by 

Booth, Aivazian, Demirguc-Kunt & Maksimovic (2001). On the other hand, 

Titman and Wessels (1988) confirmed the negative relationship between firm 

size and leverage ratio. Their study elaborates it in order to the pecking order 

theory. Large firms have easier access to capital markets and are more likely 

to pay dividends (Ho, 2003; Aivazian, Booth and Cleary, 2003). 

There is a significant opposite relationship between business risk and payout 

policy (Jensen, Solbe & Zorn, 1992; Aivazian, Booth & Cleary, 2003). Thus, 

the firms pay more dividend which have more business risk. The P/E ratio 

implicitly incorporates the risk of a company's future earnings. Fama and 

French (1998) argue that high P/E ratio suggest that investors are expecting 

higher earnings growth in the future compared to companies with a lower P/E. 

High P/E ratio may be associated with low risk and higher payout ratios, 

whereas low P/E ratio with high risk and lower payouts ratios. This result is 

with line with the agency theory of dividend policy. 

Fuller and Goldstein (2011) examines the global preference for dividend-

paying firms across 7 developed countries (Canada, France, Germany, Italy, 

Japan, UK and the US) and 5 developing economies (Brazil, Russia, India, 

China and South Africa – the BRICS), Goldstein et al. (2015) sample 16,741 

listed firms in total. Those with an average stock price greater than $1, from 

January 1995 to December 2011 (a 204 calendar month sample). They find 

that in periods when local markets are advancing, 9 out of the 12 markets 

show non-dividend paying stocks outperforming, however in declining 

markets, all 12 countries show dividend-paying stocks outperformance. 
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Dividend determinant factors of Islamic financial institutions in Bangladesh 

are studied by Farah and Rakib (2015). The study uses data from DSE listed 

companies and offer a statistical analysis to determine the factors associated 

with the dividend payout policy of 9 selected Islamic financial institutions. To 

estimate a good fit the study uses dividend policy as dependent variable and 

size, profitability, lagged dividend, years of operation and leverage are 

employed as independent variables. Their study aims to explore the 

relationship of cash dividend and dividend rate with the selected independent 

variables and concludes with some interesting findings as several variables 

have significant relationship with cash dividend while no or insignificant 

relationship occur at dividend rate except profitability of selected firms.  

3. Methodology 

The paper aims to examine the relationship between corporate dividend policy 

and firms performance in a developing countries like Bangladesh. Two types 

of industries, such as Textile (16 firms) and Food (15 firms), have been 

selected to check whether dividend policy affect firms performance or not. 

The selected firms are illustrated in table 1. Data have been collected from 

DSE and company websites. Besides, annual general reports of selected firms 

help to collect data if not available in the listed above. Selected data covers 

the period from 2011 to 2017. The study employs an econometric model to 

explore the relationship between corporate dividend policy and firms 

performance.  

The nature and association of the data permits us to employ longitudinal 

techniques. Panel data involves pooling of observations on a cross-section of 

units over several time periods and facilitate identification of effects that are 

simply not detectable in pure cross-sections or pure time series studies. The 

general specifications of panel data model can be illustrated as follows: 

   =  it+ Xit+    

where i represents cross-section dimension and t represents time series of the 

data.     represents the dependent variable which is return on asset (ROA) as a 

proxy of firm’s performance. Xit represents the set of dependent variables use 

in the analysis and     is the error term. The study uses a simple regression 

model and finally the model can be written in the following equation: 

ROAit = α + β1payoutit + β2growthit + β3leverageit + β4sizeit 
+
 β5ageit + 

β5industryit +     
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where ROA represents return on asset and as a proxy of firms performance. 

This dependent variable is estimated as the net income of the selected firms 

divided by total assets. Intercept of coefficient of firm i represents as α. Five 

variables are selected as independent variable for the possibility of getting 

good fit of the model in which are in order as; payoutit  represents dividend 

policy and dummy variable while the firm pay dividend then 1; 0 otherwise. 

growthit
 
represents sales growth of the firm calculated as this sales deducted 

from last year sales and divide by last year sales. Total debt to total equity 

ratio is represented by leverageit. sizeit
 
represents natural logarithm of total 

asset of the firms while ageit
 
represents logarithm of firm’s year of operation. 

Finally, industryit represents the classification of the industry selected in the 

analysis. The study exploits a regression analysis to confirm the objective of 

the research.  

Table 1: Firms use in the analysis 

Industry   Company Name   Industry    

 Textile  

 Al-Haj Textile  

Food & 

Allied  

 AMCL (Pran)  

 Alltex Industries Ltd.   Apex Foods  

 Anlima Yarn   Bangas  Ltd.  

 Apex Spinning  

 British American 

Tobacco   

 Desh Garments   Beach Hatchery Ltd.  

 H.R. Textile   Fine Foods Ltd.  

 Maksons Spinning Mills Ltd.   Fu Wang Foods  

 Malek Spinning Mills Ltd.   Gemini Sea Food  

 Metro Spinning   Meghna Condensed  

 Mithun Knitting   National Tea  

 Modern Dyeing   Olympic Industries  

 R.N. Spinning Mills Ltd.   Rahima Food  

 Rahim Textile   RD Food  

 Safko Spinnings   Shyampur Sugar  

 Saiham Textile   Zeal Bangla Sugar  

 Style craft      

Source: Dhaka Stock Exchange Ltd. 
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3.1 Summery Statistics, Correlation Matrix and Estimation Results 

Summary statistics of dependent variable and independent variables are 

demonstrated in table 2. Total of 217 observations are considered for the 

analysis. This allows us to check the authenticity of the estimated regression 

model. The minimum payout is 0 and maximum is 1, that is, if the firm pays 

dividend then 1; 0 otherwise. Almost half of the firms pay dividend since 

mean is approximately 46%. 

Table 2: Summary statistics 

Variable Observation Mean Std. Dev. Min Max 

ROA 217 0.1153 0.5910 -2.35 5.35 

payout 217 0.4562 0.4992 0 1 

leverage 217 0.7290 0.8014 -2.0309 6.1078 

growth 217 0.1222 0.8937 -2.0299 9.3477 

size 217 9.0246 0.6193 7.5217 10.6509 

age 217 1.2200 0.3136 0 1.7718 

industry 217 0.4839 0.5009 0 1 

 

Table 3: Correlation matrix 

 

ROA payout leverage growth size age industry 

ROA 1 

      payout -0.0735 1 

     leverage -0.1368 -0.0283 1 

    growth -0.0197 -0.0593 0.4384*** 1 

   size 0.1589** 0.1862*** -0.1921 -0.0815 1 

  age 0.1229 0.2482*** 0.2369***           0.0842* -0.2533 1 

 industry 0.1258 0.0573 -0.1412 0.0024 0.06 -0.1734 1 

***, **, and * represent significance at the 1%, 5%, and 10% levels, respectively. 

Table 3 reports correlation matrix. We test correlation using “Pearson 

Correlation,” and attempt to find the significance level at 1%, 5% and 10% 

level, respectively. ROA and leverage have negative association and find 10% 

significance level while ROA and size have positive association and find 5% 

significance level.  
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Table 4: Estimation results (whole sample) 

 

Coefficient Std. Err. t-value P-value [95% Conf. Interval] 

payout -0.2380 0.0823 -2.89 0.004*** -0.4003 -0.0757 

leverage -0.1180 0.0551 -2.14 0.033** -0.2266 -0.0094 

growth 0.0215 0.0476 0.45 0.652 -0.0723 0.1154 

size 0.2228 0.0664 3.35 0.001*** 0.0918 0.3538 

age 0.5529 0.1368 4.04 0.000*** 0.2832 0.8226 

industry 0.1788 0.0782 2.29 0.023** 0.0246 0.3330 

constant -2.4643 0.6634 -3.71 0.000 -3.7722 -1.1564 

Source SS df MS Number of obs = 217 

    

F(  6,   210) = 5.150 

Model 9.675 6 1.613 Prob > F = 0.000 

Residual 65.761 210 0.313 R-squared = 0.128 

    

Adj R-squared = 0.103 

Total 75.436 216 0.349 Root MSE = 0.560 

***, **, and * represent significance at the 1%, 5%, and 10% levels, respectively. 

4. Empirical Results and Discussion 

To determine the firms’ performance, present study attempts to construct a 

regression model using panel data. Three sets of estimation are constructed. 

First, the study attempts to determine what factors affect firms’ performance 

considering the whole samples (31 firms). Individual industry effects are also 

determined both for Textile and Food industry. This allows the literature to 

provide a new contribution since industry effect can be observed from this 

analysis. Industries are different in practice and may have different policies to 

be considered. Two policies may be implemented from the present study: 

first; dividend policy for all firms and second; dividend policy for specific 

industry. Thus, present study has potential role in corporate finance literature, 

especially for emerging economies.  
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Table 5: Estimation results (Textile industry) 

 

Coefficient Std. Err. t-value P-value [95% Conf. Interval] 

payout -0.293 0.155 -1.89 0.061* -0.601 0.014 

leverage -0.352 0.278 -1.27 0.207 -0.903 0.198 

growth -0.009 0.135 -0.07 0.947 -0.277 0.259 

size 0.461 0.153 3.02 0.003*** 0.158 0.764 

age 1.243 0.333 3.73 0.000*** 0.582 1.904 

industry 0.000 (omitted) 

    constant -5.074 1.649 -3.08 0.003 -8.345 -1.803 

Source SS df MS Number of obs = 105 

    

F(  5,    99) = 4.350 

Model 12.708 5 2.542 Prob > F = 0.001 

Residual 57.778 99 0.584 R-squared = 0.180 

    

Adj R-squared = 0.139 

Total 70.486 104 0.678 Root MSE = 0.764 

***, **, and * represent significance at the 1%, 5%, and 10% levels, respectively. 

Table 6: Estimation results (Food industry) 

 

Coef. Std. Err. t P>t [95% Conf. Interval] 

payout 0.128 0.034 3.76 0.000*** 0.061 0.196 

leverage -0.084 0.015 -5.69 0.000*** -0.113 -0.055 

growth 0.026 0.013 1.92 0.058* -0.001 0.052 

size 0.071 0.025 2.82 0.006*** 0.021 0.122 

age -0.005 0.054 -0.10 0.920 -0.112 0.101 

industry 0.000 (omitted) 

    constant -0.579 0.231 -2.51 0.014 -1.038 -0.121 

Source SS df MS Number of obs = 112 

    

F(  5,   106) = 19.090 

Model 1.780 5 0.356 Prob > F = 0.000 

Residual 1.976 106 0.019 R-squared = 0.474 

    

Adj R-squared = 0.449 

Total 3.756 111 0.034 Root MSE = 0.137 

***, **, and * represent significance at the 1%, 5%, and 10% levels, respectively. 

Table 4 reports the estimation results of firm’s performance considering 

whole sample (31 firms) and find payout is significant at 1% significance 



Corporate Dividend Policy and Firm Performance – Evidence from Food 263 

level and (p<0.004) which supports Gordon dividend relevance theory. In 

order to this, selected firms need to keep fewer dividends and create more 

investment opportunities to boost earning. Other independent variables such 

as size and age find significant at 1% significance level and leverage and 

industry find significant at 5% significance level, respectively. Form the 

estimation results, it is clear that dividend is relevant for the firm and has 

potential role in firm value. 

Table 5 and 6 report estimation results of individual industry selected in the 

analysis. Two industries, namely Textile and Food, are considered to test how 

the selected independent variables affect firms’ performance. In both cases, 

the selected independent variables are found significant. Two interesting 

findings are notable in the analysis and have potential contribution in policy 

making in corporate finance, especially for developing economies like 

Bangladesh. For Textile industry, payout is significant at 10% significant level 

and negatively associated with firms’ performance. In order to the finding, we 

can conclude that Textile industry should keep dividend to create reinvestment 

opportunities for the firms and its ultimate goal to value creation. Besides, 

payout is found significant at 1% significance level and positively associated 

with firms’ performance for Food industry. This indicates, if the firms pay 

dividend it increases firms performance and vice versa. The finding can 

explained as; the selected firms in this industry should disburse dividend to 

their stockholders instead of creating reinvestment opportunity for the firm. In 

all cases, the study ends with interesting finding and substantial contribution 

in corporate finance literature.  

5. Conclusion 

The paper aims to examine the relationship between corporate dividend policy 

and firm’s performance of 31 listed firms listed of DSE. Major contribution of 

this literature is that it focuses the effect of selected independent variables into 

two industries of developing economies like Bangladesh. Each industry 

reflects different result along with the whole samples selected in the analysis. 

For Textile industry, results estimated reflect that they may have possibility of 

creating reinvestment opportunity rather than paying dividend to their 

stockholders since a negative association with payout and firms’ performance 

has been observed.  Besides, for Food industry reverse scenario is observed. 

On the other hand, the whole samples support the findings of Textile industry. 

The study thus, concludes interesting findings with potential contribution to 

corporate finance literature, especially for developing economies. The study 

faces data limitations throughout the analysis. Besides, more data and 
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advanced econometric model may help to provide authentic result for policy 

making too. However, the study has good role in policy making for 

developing coutnries and the same analysis can be extended to the rest of the 

world too.    
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