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CORPORATE GOVERNANCE —
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Recent events recorded in the banking sector of the Republic of Moldova — establishing special
administration in three commercial banks by the National Bank of Moldova (NBM) — have highlighted the
significant role which the quality of corporate governance presents for banking system. The aim of this paper is
to identify the challenges of corporate governance for the stability of the Moldovan banking system and
destabilizing effects of weak corporate governance structures within banking institutions and analyze the
consequences of corporate governance deficiencies. For achieving the goal the author conducted a detailed
analysis of normative acts regulating the banking system in order to identify the existing gaps regarding this
subject and analyzed recent performances of commercial banks in Moldova. Despite some progress in
addressing the recommendations of the International Monetary Fund (IMF) and the satisfactory reported
performance of banks, there are serious governance problems in several banks including the largest ones.
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Evenimentele recente inregistrate in sectorul bancar al Republicii Moldova — instituirea administrarii
speciale in cadrul a trei banci comerciale de catre Banca Nationald a Moldovei (BNM) — au scos in evidentd
rolul deosebit pe care il prezinta calitatea guvernantei corporative pentru sistemul bancar. Scopul prezentei
lucrari este de a identifica provocarile de guvernanta corporativd pentru stabilitatea sistemului bancar i a
efectelor destabilizatoare ale structurilor slabe de guvernansa corporativa in institutiile bancare din
Republica Moldova si a analiza consecintele guvernantei corporative deficiente. Pentru atingerea scopului a
fost realizata o analiza detaliatd a actelor normative ce reglementeaza sistemul bancar in vederea depistarii
lacunelor existente la acest capitol si o analiza a performantelor recente ale bancilor comerciale din
Moldova. In pofida unor progrese inregistrate privind realizarea recomandarilor Fondului Monetar
International (FMI) si performantelor inalte raportate de banci de pand acum, se atesta probleme grave de
guvernare in mai multe banci, inclusiv in unele din cele mai mari.

Cuvinte cheie: guvernantd corporativa, sector bancar, stabilitate financiard, performante
financiare, suficienta capitalului, credite neperformante.

Tlocneonue cobvimus, ommeuennsie 8 bankosckom cexmope Pecnybauku Monoosea — ycmanosnenue
cneyuanvHozo ynpasienus Hayuonanonvim banxom Monoosvr (HBM) 6 mpex npobremHblx KOMMEPUECKUx
OanK08 — BbIAGUNU OCODEHHYIO POlb KA4ecmea KOPHopamusHo20 Ynpasgienus 015 OAHKOBCKOU CUCHEMbL.
Llenvro Oannoti pabomvl s6151eMCs BbIsGIEHUE NPOOIEM KOPROPAMUBHO2O YNpAGieHus O 0becneyeHus
cmadunbHOCMU  OAHKOBCKOU CUCmeMbl U  OnpedeieHue  0ecmabuIu3upyioweco 6030eticmeus  ciaovix
CMpYKMyp KOPNOPAMUBHO20 YNPAGIeHuss 6 OaHKOBCKUX yupexcoenuax Monooewl, a makoice ananus
nocreocmeuti HeahhexmueHo20 KopnopamueHo2o ynpagienus. /s 0ocmudicenusi NOCMAasneHHoU yeau ovli
npogedeH OemanbHblil AHANU3 HOPMAMUBHBIX AKMOS, De2yIUpyIouux OAHKOBCKYIO CUCMeMy 6 Yensax
BBIAGNEHUS CYWEeCmEYIOuUx npodenog 6 OaHHOU cgepe U aHAIU3 MeKYueco QUHAHCO8020 COCMOSHUSL
Kommepueckux banxoe Mondosvl. Hecmompsa na Hekomopwiil npozpecc 8 6bINOJIHEHUU PeKOMeHOayull
Meswcoynapoonozo Bamommnoco @onoa, a makoice 6bicoKue @UHAHCOGble pe3yabmamvl OAHK08 00
HACMOAWe20 8peMeHU, CYWecmseylom cepbesHbvle npooiembl KOPNopamusHo20 YNpasieHus 8 HeCKOIbKUX
OaHKax, 6 MOM HuUCle 8 HEKOMOPBIX U3 KDYNHEUULUX.

Knioueswie cnoea: xopnopamusHoe ynpaeienue, 6aHKOSCKUU CeKMop, PUHANCOBASL YCMOUYUBOCHb,
@unancoguvie pe3yrbmamsi, 00CMAMOYHOCTNG KANUMALA, NPOOIEMHbIE KPEOUmbL.
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Introduction. The financial intermediation role of banks in the economy, their high degree of
sensitivity to potential difficulties arising from ineffective corporate governance and the need to protect
the interests of depositors, make corporate governance for banking institutions of particular interest for
their stability.

Researches regarding corporate governance issues within banks have been carried out in the early
2000s by Devriese et al. [1], Caprio et al. [2], Morgan[3] etc. Following the recent financial crisis, bank
governance has became the topic of much recent academic works (Walker et al. [4], Mehran et al. [5],
Mehran and Mollineaux [6], Heremans [7], Marcinkowska [8], Adams et al. [9]) and policy discussion.
They differ in the objective that must pursue corporate governance within financial institutions: some of
them [4] arguing the need to implement the shareholder-based approach, others (European Commission
[10], OECD [11], Basel Committee on Banking Supervision [12]) — that of stakeholder-based approach in
the process of corporate governance. Main research results on bank governance explain why governance
of banks differs from governance of nonfinancial firms, focuse on four areas of governance: executive
compensation, boards, risk management, and market discipline (Mehran et al. [5]). Heremans [7]
investigates the specific characteristics of banks, how these specificities affect agency problems for banks
as well as the functioning of the governance mechanisms put in place in order to cope with agency
distortions.

The worsening of financial performances of Moldovan banking system in the last period and
excessive accumulation of risks was mostly caused by poor corporate governance of financial institutions.
And the lack of effective control mechanisms eventually led to excessive risk-taking by most banking
institutions. As banks are crucial to the economy of a country they must operate in a prudent and
transparent way in order to minimize the possibility of failures and systemic risks.

The consequences of corporate governance deficiencies on the banking sector performances

Corporate governance (specifically bank ownership) is a significant source of financial sector
vulnerability in the Republic of Moldova. The main weaknesses of corporate governance within the
Moldovan banking sector are:

1. Opaque shareholders structures and the issue of ultimate beneficial owners disclosure;

2. Deficient quality of banks councils;

3. The lack of effective conditions for law applying.

In accordance with IMF report carried out in July 2014 [13] there were indications of active
concealment of banks ultimate beneficial owners and controllers. Some ultimate beneficial owners might
be able to disguise their control in order to circumvent NBM’s vetting process and to conceal related party
lending. There were also concerns that reported liquid assets of some banks might actually be
encumbered, which would make the liquidity ratios worse than reported. The IMF concerns unfortunately
came true and at the end of 2014 the financial performances of the banking system worsen.

In November 2014 were recorded a number of extremely large transactions between three banks:
the largest one Banca de Economii S.A. (with a state ownership share of 56,13%), B.C.”BANCA
SOCIALA” S.A. and B.C.”UNIBANK” S.A. Governance deficiencies within these banks affected
crucially their prudential indicators (capital adequacy, liquid assets ratio, non-performing credits/to total
credits, return on asset, return on equity), which have a great impact on financial stability and credibility
of the banking system as a whole. In 2014 Banca de Economii S.A. exceeded more than three times the
limit (20% of the bank's Tier One Capital) of exposure to affiliated persons, recording an amount of
66,22% on September 2014. As a result, the NBM has initiated the necessary verifications and pursuant to
art. 374 of the Law on Financial Institutions has established special administration regime within them’.

Financial stability indicators of the banking system have been affected substantially due to the
situation within these three banks. The level of capitalization has dropped for the first time under
the minimum requirement (16%) recording 13.21%. Also, has decreased significantly the liquidity level of
the system (Figure 1).

! Special administration regime was established within Banca de Economii S.A., B.C. "BANCA SOCIALA” S.A.
and B.C. "UNIBANK?” S.A. on 27 November 2014, 30 November 2014 and 30 December 2014 respectively.

No. 1/ 2015



ECONOMIE §1 SOCIOLOGIE / ECONOMY AND SOCIOLOGY

95

45.00
40.00 f?,Qi;
35,00 .
30.00 ‘WJ\( \‘\&
25.00 N
20,00 *ﬁ—ﬁ—ﬁ\\ x—x#
15,00 I
10,00 %
5.00
0.00 T T T T T T T T
2006 2007 2008 2009 2010 2011 2012 2013 2014

Liquid agsets ratio (= 20), %
—— Capital adequacy ratio, %o
=N inimumrequired capital adequacy ratio (= 16), %o
=—4—ROA, %
—+—ROE, %o

35,0

- 30,0
- 25,0

- 20,0

15.0
10.0

- 5.0
- 0.0

-5.0

Fig. 1. The level of capitalization and liquidity of the Moldovan banking system, %

Source: Elaborated by the author based on NBM data base, www.bnm.md

The profitability indicators (ROA and ROE) at the aggregate level have decreased at the end of
2014. The quality of credit portfolios has been affected too. The worst situation was attested within
Banca de Economii S.A. which has recorded in its portfolio more than 72% non-performing loans at

31.12.2014 (Figure 2).
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Fig. 2. The quality of credit portfolios of Moldovan banks
(non-performing credits/to total credits), %
Source: Elaborated by the author based on NBM data base, www.bnm.md

According to the IMF, National Bank has provided Banca de Economii S.A., B.C. "BANCA
SOCIALA” S.A. an assistance amounting to over 3 billion MDL, which is about 3.5% of the country's
Gross Domestic Product (GDP). By the end of October, the National Bank sold 324 million USD of
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foreign exchange reserves, 2/3 being sold during the special administration regime. This intervention has
influenced negatively the evolution of Moldovan Leu and has caused a rise in inflation.

Results and conclusions. Financial stability indicators of the banking system have been affected
substantially due to the situation within three Moldovan banks. One of them, the largest, is partially owned
by the state with a share of 56,13%. Governance deficiencies within three banks affected crucially their
prudential indicators (capital adequacy, liquid assets ratio, non-performing credits/to total credits, return
on asset, return on equity), which have a great impact on financial stability and credibility of the banking
system as a whole. Therefore, effective corporate governance practices are essential for achieving and
maintaining public trust and confidence in the banking system, features which are critical for the proper
functioning of the banking sector and the economy as a whole. Weak corporate governance may
contribute to bank failures, which can in turn generate significant public costs and macroeconomic
implications such as contagion risk. This was illustrated by the financial crisis that began in mid 2007. In
addition, poor corporate governance can make markets lose confidence in the ability of a bank to manage
properly its assets and liabilities, including deposits, which in turn could trigger a run on bank deposits or
liquidity crisis. And banks should have responsibilities to depositors and other relevant stakeholders out of
their responsibilities to shareholders. Moreover, transparency and disclosure have long been recognized as
a useful tool for improving corporate governance of state-owned banks [14], which helps minimizing
political influence and preventing lack of board and management policy.

REFERENCES

1. DEVRIESE, J., DEWATRIPONT, H. et al. Corporate Governance, Regulation and Supervision of Banks. In:
Financial Stability Review. 2004, pp. 95-120.

2. CAPRIO, G., LAEVEN, L., LEVINE, R. Governance and Bank Valuation. NBER Working Paper. 2003, no.
10158. 47 p. [accesat 15 februarie 2015]. Disponibil: http://www.nber.org/papers/w10158

3. MORGAN, D. Rating Banks: Risk and Uncertainty in an Opaque Industry. FRB of New York Staff Report.
2000, no. 105, may. 37 p. [accesat 15 februarie 2015]. Disponibil:
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=933681##

4. WALKER, S.D. A Review of Corporate Governance in UK Banks and other Financial Industry Entities.
London: HM Treasury, 2009. 184 p.

5. MEHRAN, H., MORRISON, A., SHAPIRO, J. Corporate Governance and Banks: What Have We Learned
from the Financial Crisis? Federal Reserve Bank of New York. Staff Reports. 2011, no. 502, june. 44 p.
[accesat 15 ianuarie 2015]. Disponibil: http://www.newyorkfed.org/research/staff_reports/sr502.pdf

6. MEHRAN, H., MOLLINEAUX, L. Corporate Governance of Financial Institutions. Federal Reserve Bank of
New York. Staff Report. 2012, no. 539, january. 43 p. [accesat 15 februarie 2015]. Disponibil:
http://www.newyorkfed.org/research/staff _reports/sr539.pdf

7. HEREMANS, D. Corporate governance issues for banks: A financial stability perspective. Monetary and
Information Economics Center for Economic Studies. 2007. 28 p. [accesat 15 ianuarie 2015]. Disponibil:
https://lirias.kuleuven.be/bitstream/123456789/120504/1

8. MARCINKOWSKA, M. Corporate governance in banks: problems and remedies. In: Financial Assets and
Investing. 2012, no. 2, pp. 47-67.

9. ADAMS, R,, HERMALIN, B., WEISBACH, M. The Role of Boards of Directors in Corporate Governance: A
Conceptual Framework and Survey. Cambridge, 2008, november. 60 p.

10. EUROPEAN COMMISSION. Green Paper on Corporate Governance in Financial Institutions and
Remuneration Policies. 2010 [accesat 22 februarie 2015]. Disponibil:
http://ec.europa.eu/internal_market/company/docs/modern/com2010 284 en.pdf

11. OECD Principles of Corporate Governance. 1999 [accesat 15 ianuarie 2015]. Disponibil:
http://www.oecd.org/corporate/oecdprinciplesofcorporategovernance.htm

12. BANK FOR INTERNATIONAL SETTLEMENTS, BASEL COMMITTEE ON BANKING SUPERVISION.
Principles for enhancing corporate governance. Basel, 2010, october. ISBN 92-9131-844-2.

13. INTERNATIONAL MONETARY FOND. Republic of Moldova: country report. 2014, july, no. 14/190
[accesat 21 februarie 2015]. Disponibil: http://www.imf.org/external/pubs/ft/scr/2014/cr14190.pdf

14. YANG, Yueh-Ping. Revisiting bank governance from an agency perspective: in search of the banks’type
ivagency problem and solution. 2014. 41 p. [accesat 15 ianuarie 2015]. Disponibil:
http://www.law.ntu.edu.tw/aslea2014/file/2014%20AsLEA%20Paper%20Submission_Yueh-Ping%20Yang.pdf

Recommended for publication: 16.03.2015

No. 1/ 2015


http://papers.ssrn.com/sol3/papers.cfm?abstract_id=933681##
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=933681##

