
ETHICS IN BANKING

It is indeed a great honour to be invited to deliver the 11th 			
Nurul Matin Memorial Lecture on "Ethics in Banking." The 
previous lectures were delivered by distinguished luminaries.     
I have no doubt in my mind that I can add very little value to 
the words of wisdom so effectively communicated by the 
previous speakers. I will consider myself amply rewarded if I can 
somehow manage to present old wine in a new bottle.

Many of the speakers who preceded me knew Mr. Nurul 
Matin quite intimately. I didn't have that privilege. However, for 
a brief period I was a Deputy Secretary in the Ministry of 
Finance of the immediate post-independence Government of 
Bangladesh. In that capacity I was also involved in the drafting 
of the Bangladesh Bank Order, 1972 and Bangladesh Banks 
Nationalization Order, 1972. This gave me an opportunity to 
interact with Mr. Nurul Matin on a few occasions. I remember 
him with great admiration for his unflinching commitment to 
the welfare of the newly independent country, impeccable 
integrity and inimitably courteous treatment of young officials. 
I must compliment Bangladesh Institute of Bank management 
for keeping alive the memory of this great personality.

Any discussion on the subject of ethics in banking 
inevitably requires some elaboration of what we understand by 
ethics, what are the functions of a bank and the interface 
between them. This is a daunting challenge.

Meaning of Ethics in the Present Context

Ethics has been described as the study and philosophy of 
man with emphasis on the determination of right and wrong 

and also as the basic principles of right action, moral principles, 
moral philosophy, etc. Parallely, the word ethical has been 
variously interpreted as morally correct, honourable, decent, 
fair, good, honest, just, noble, principled, righteous, upright, 
virtuous and so on. This brief taxonomy suggests that it is not 
easy to precisely delineate the scope of ethics. Academicians 
have written volumes on the interpretation of ethics espoused 
by such great philosophers as Aristotle, Kant, Bentham, Mill, etc. 
My familiarity with the relevant literature is at best peripheral. 
This ignorance prompts me to take a layman's view of ethics 
based on the proposition that we may not be able to describe 
an animal accurately, but in most cases we are able to recognize 
it when we see one. To be a little more pedantic, I am inclined 
towards Jeremy Bentham's and John Stuart Mill's utilitarian 
view of ethics. Simply put, this implies the greatest good for the 
greatest number. It is from this perspective that I will try to deal 
with the issue of interface between ethics and banking.

Principal Functions of Banks

I am confident that all of you are aware of the principal 
functions that banks perform. Nevertheless, it is pertinent to 
recapitulate them briefly to lay the foundation for subsequent 
discussion.

In my opinion, banks perform four principal conventional 
functions. The first relates to intermediation. Banks serve as 
intermediaries between savers and investors. They mobilize 
savings from the members of the public in the form of deposits 
and make these savings available to those who are willing and 
able to make investment in the real sectors of the economy or 
to engage in trade which serves as the conduit for distribution 

of the produced goods and services to consumers and 
users of these goods and services. The second function involves 
maturity transformation. The banks accept deposits a large part 
of which have to be returned immediately on demand or at 
short notice. But they use these deposits for giving loans and 
advances for investments which have longer gestation periods. 
The third function has to do with credit allocation. In granting 
loans and advances, banks determine allocation of credit by 
sectors, regions and groups of populations. The fourth function 
relates to facilitating payments flows, for example, between 
exporters and importers as well as between buyers and sellers 
of goods and services that are produced and consumed 
domestically. It is obvious that a modern and increasingly 
globalized economy could not operate if there were no banks 
to provide these services.

In addition to these conventional functions, there has 
been a phenomenal growth of new products and services 
offered by banks. These involved, inter alia, complicated 
derivatives and underwriting foreign debt. Paul Volcker, the 
former Chairman of the United States Federal Reserve System 
labelled the emergence of these new products and services as 
"bright new financial system." I will revert to this development 
a little later. 

Why is Ethics in Banking Important?

All societies demand ethics in banking in the sense of 
ensuring the greatest good for the greatest number. There are 
several considerations which underlie this demand. I will touch 
upon a few.

The banking sector activities are characterized by pervasive 
asymmetry of information. On the liability side the depositors 

are not fully aware of the liquidity and asset quality of the 
banks in which they keep their deposits. The depositors cannot 
be entirely sure about the safety of their deposits or of a fair 
return on the deposits. On the asset side, banks cannot be fully 
confident about the ability of the borrowers to repay in due 
time inspite of all the safeguards that may be put in place by 
way of collaterals and/or rigorous screening of loan proposals. 
Such asymmetry of information implies that banks can take 
depositors for a ride. The borrowers, on the other hand, can take 
the banks for a ride. 

The banks could also deliberately engage in loose lending 
practices with a view to favouring particular parties connected 
to sponsors, Directors, senior bureaucrats, political parties, etc. 
or simply out of greed at the cost of basic principles of 
prudence. To a significant extent, therefore, the banking system 
is based on trust. Any persistent violation of trust by any party 
would have serious detrimental consequences for the banking 
system. And, of course, violation of trust would be considered 
unethical in any society.

The banking system in Bangladesh has not been entirely 
free from breach of trust. Justice Shahabuddin Ahmed who 
delivered the first lecture in this series mentioned the case of 
the Bank of Commerce and Investment which had attracted 
huge amount of deposits by advertising very high rates of 
interest. The bank collapsed within seven years of its 
establishment. More recently, Oriental Bank failed primarily due 
to connected lending. The operations of the bank had to be 
suspended in 2006. The Central Bank had to take over the bank 
and eventually sold it to a Malaysian group. The bank is now 
being operated by the purchasers; it has been renamed as ICB 

Islamic Bank. In the process, depositors had to suffer a lot 
as restrictions had to be imposed on withdrawal.

Another problem intrinsic to the banking system is moral 
hazard. The banks are prone to unethically risky practices and 
greedy pursuit of income and profits. In this misadventure they 
are fortified by the assumption and indeed experience that 
they will be salvaged by public authorities in order to save 
depositors and to mitigate negative externalities of bank 
failure.

Mahatma Gandhi once said that mother earth can cater to 
every one's need, but not even one person's greed. Many of the 
financial crises that have occurred from time to time in both 
developing and developed countries can be traced to greedy 
behavior of banks. Prior to 1997-98 Asian crisis, banks connived 
to create severe asset bubble. Despite signs of impending 
troubles in the real economy, the local banks borrowed heavily 
from the international capital market, including foreign banks 
which did not hesitate to extend loans on an excessive scale. 
The borrowed funds were relent to domestic non-tradable 
sectors, particularly real estate. The prices of real estate as well 
as stocks reached unsustainably high levels. As these bubbles 
burst, non-performing loans soared. Moreover borrowing in 
foreign currency to lend against activities which would yield 
income in local currency created currency mismatch, leading to 
drastic depreciation of exchange rate. The real economy 
became victim of serious negative externalities. Indonesia and 
Thailand, for example, suffered negative growth of 14% and 8% 
respectively in 1998.

Banks can be held accountable for the economic crisis in 
the developed countries during 2008-09 periods. Prior to the first 

signs of crisis in August 2007, the United States pursued 
loose monetary policy. This enabled banks to lend at low 
interest rates and without due regard for prudential norms. In 
consequence, consumers chose to live beyond their means and 
investors chose to buy assets at high prices with funds 
borrowed at low interest rates. Moreover, banks securitized their 
potential future receipts against loans to consumers and 
investors. These securitized assets were then pooled, divided 
into risk tranches and sold to other institutions. The process was 
repeated several times, giving rise to a complicated set of debt 
products. Banks avoided capital and other regulatory 
requirements by treating securitized assets as off- balance sheet 
items. Eventually, many borrowers failed to meet their 
obligations, leading to fall in values of real assets (eg. houses) as 
well as securitized assets and eventually credit squeeze. 
Hundreds of billions of dollars of public money had to be 
poured in to buy up toxic assets held by banks. The growth of 
output of advanced economies as a group decelerated from 2.8 
percent in 2007 to only 0.1 percent in 2008 and -3.7 percent in 
2009.

Banks cannot be also absolved of culpability in the most 
recent sovereign debt crisis in Europe. While the continent is 
still struggling to reach consensus to deal with debt problem of 
Greece, several other European countries such as Spain, 
Portugal and Italy are confronted with similar problem. Some of 
these countries such as Greece and Italy were able to avoid 
European Union's ceilings on budget deficit and debt/GDP 
ratio by taking recourse to opaque and complex derivative 
instruments devised by internationally well-known banks. 
Despite the knowledge that the aforementioned countries 
were beset with problems, banks continued to buy and/or 

commission and other fees. Once again the banks' 
insatiable greed led to blatant breach of ethical standards in 
their decisions. According to International Monetary Fund's 
September projections, real GDP growth of Euro area will 
decelerate to barely 1 percent in 2012 and that of Italy, Portugal 
and Greece to 0.3 percent, -1.8 percent and -2.0 percent, 
respectively. Greece experienced a negative growth of -4.0 
percent in 2010 and the estimate for 2011 is -5.0 percent.

Pillars of Ethics in Banking

In light of the scenario described above, it is evident that 
ethics in banking is of supreme importance for the economy 
and the society. In my judgment, ethics in banking must be 
firmly anchored on four pillars.

First, banks must comply with all laws, rules and 
regulations that are usually framed in any country to ensure 
soundness of operations and to enhance confidence of the 
society. These laws, rules and regulations may relate to, among 
others, capital adequacy, maximum shareholding by members 
of a family, qualifications and tenure of members of the Board 
of Directors and Managing Directors, representation of 
depositors on the Boards, credit rating requirements, maximum 
limits on single party exposure, liquidity and credit/deposit 
ratios, etc. Banks are additionally subject to provisions of 
company law, tax laws and securities laws. Any attempt to 
circumvent any legal provisions must be considered unethical.  
I recognize that the universe of law and the universe of ethics 
are not necessarily coterminous, but violation of law is rarely, if 
ever, ethical.

Second, banks must ensure fair and equitable treatment of 
all stakeholders. The interests of various stakeholders such as 
shareholders, depositors, borrowers and employees do not 
necessarily coincide. For example, banks may be inclined 
towards offering low returns to depositors and charging high 
interest rates from the borrowers in order to maximize profits 
and dividend for the shareholders. Such conflict of interest 
must be ethically balanced keeping in view the greatest good 
of the greatest number.

Third, the banks must ensure full, truthful and transparent 
disclosure of their financial health. As noted before, many of the 
assets which turned out to be toxic were treated as off-balance 
sheet items. The concerned stakeholders were thus deprived of 
the right to get a transparent picture of the true financial health 
and the risks that were being assumed.

Fourth, banks must behave as socially responsible 
corporate citizens. Milton Friedman, a nobel-laureate economist 
and an ardent proponent of free market economy wrote in 
1970 that there is one and only one social responsibility of 
business   to use its resources and engage in activities designed 
to increase its profit so long as it stays within the rules of the 
game. One may interpret this statement to mean that business 
is simply about maximizing profit without violating laws and 
regulations. This is obviously an untenable position. It may be 
observed here that banks did not apparently violate any 
prevailing laws and regulations, yet their activities inflicted 
severe negative externalities upon the society, as noted earlier. 
In this context, I should like to mention that many of our 
corporate entities, including banks, gloat with satisfaction 
about fulfillment of social responsibility by offering a few 

scholarships, making donation to some clinics or offering 
some support for some charitable activities. While such 
initiatives are welcome, these touch only the fringe. Social 
responsibility must be viewed from a wider perspective, taking 
into account the impact of bank's activities on growth, 
employment and emphatically in our case, poverty alleviation 
as well.

With the above hindsight, I would seek your indulgence to 
suggest a few do's and don'ts for banks to meet ethical 
standards. I must emphasize that the list I am proposing has no 
claim to being exhaustive.

Do's:
Ensure a fair return to the depositors and safety of 
deposits.
Minimize spread between cost of funds and lending rates.
Engage in transparent accounting practices.
Comply with all laws, rules and regulations promulgated 
by relevant regulatory authorities.
Develop effective risk management systems.
Treat clients with courtesy.
Offer services promptly.
Make proper use of information and communications 
technology to enhance efficiency in providing services.
Protect minority shareholders' interest.
Set up management systems which clearly specify the 
functions of the Board, key management personnel such 
as the Managing Director, Chief Financial Officer, Company 
Secretary, Heads of Divisions and Departments, etc.
Treat employees fairly and compassionately. 
Arrange for requisite employee training.

support employees' and their family members' access to 
basic health, education and housing needs.
Finance activities which contribute to environmental 
protection, employment creation, poverty alleviation and 
women's empowerment.
Devise innovative products without assumption of undue 
risk.
Arrange flexible mortgage payments for poor people's 
housing.
Try to expand operations to unbanked or underbanked 
sectors, regions and population groups.
Emphasize recovery, but with a human face.
Develop an internal code of ethics and set up an 
institutional arrangement to monitor compliance and 
suggest remedial actions, where needed.

Don'ts:

Don't prove Mark Twains' statement "banks will lend you 
money if you can prove you don't need it."
Don't reschedule loans at the last moment to enable 
powerful, but delinquent borrowers to participate in 
elections.
Don't permit sexual discrimination with respect to 
depositors, borrowers and employees.
Don't be lavish in branch decorations and perks for Board 
Members and senior management personnel.
Don't engage in unhealthy competition to steal qualified 
employees or wean away depositors from other banks.
Don't engage in collusive interest rate fixing.
Don't finance activities which aggravate pollution, employ 
child labour and injure human health.

Don't finance unsustainable bubble in real estate or stock 
prices.
Don't bow down to illegitimate pressures exerted by 
political personalities, bureaucrats or musclemen.
Don't appoint pliable auditors to prepare opaque, non-
transparent financial reports.
Don't be an accomplice to money-laundering activities or 
illicit trade.

As mentioned already, this is by no means exhaustive.     
Yet it possibly sounds like a tall order. One can, therefore, 
legitimately ask why banks should behave in an ethical manner. 
I think there are several justifications.

Bank's Benefit from Ethical Conduct

A symbiotic relationship is likely to emerge between 
ethics and competitive advantage. Through pursuit of ethical 
practices, banks can acquire brand reputation. This should help 
them expand customer base and increase income.

The brand name reputation is also likely to attract ethically 
conscious clients. As a result, the banks will be greatly relieved 
of the problem of non- performing loans.

The banks well-known for ethical conduct should be able 
to attract and retain bright and honest employees. Thus, they 
will be relatively free from the problems created by quick 
employee turnover or inability to hire smart and honest 
employees. Human resource management would be easier, 
internal governance would improve and operational efficiency 
would increase.

Brand reputation would make it easier to raise additional 
capital in a cost-effective manner, as and when needed.

Relevance of External Conditions

While the responsibility for implementation of ethical 
principles lies primarily with the banks themselves, certain 
elements in the external environment confronting them would 
be helpful in generating necessary inspiration or compulsion.

An independent, honest and competent judiciary is of 
seminal importance in this regard. If the banks are convinced 
that they would get a fair treatment in legal disputes, they are 
unlikely to indulge in unethical practices. Moreover, the 
judiciary can play an important deterrent role against violation 
of ethical principles.

Active civil society groups focusing on the operations of 
banks can also be helpful. Similar comments would apply to the 
media.

Bangladesh Scenario

Before concluding I would like to make a few observations 
about the current status of banks in Bangladesh. I am aware 
that Bangladesh Bank adopted various measures over the years 
to mitigate risks in the banking system. Many of these measures 
have direct or indirect bearing on ethics in banking. 
Nevertheless, some old stresses seem to persist and some new 
ones appear to be emerging.

The growth of deposits seems to have come to a grinding 
halt. During July-September 2011, demand deposit growth 
was negative while time deposit grew by a little over 3%.

The growth of credit to the private sector has fallen 
substantially during the first quarter of the current fiscal 
year compared to the same period of the previous fiscal 
year.
Parallelly, there has been a significant increase in low-yield 
credit to the public sector which grew rapidly in the 
current fiscal year on the top of high growth in the last 
fiscal year.
In consequence of the above, excess liquidity in the 
banking system has increased considerably from               
Tk. 27,088 crores at the end of March 2011 to Tk. 33,454 
crores at the end of October 2011. This has been 
accompanied by an increase in the proportion of 
government securities in total liquid assets. With virtual 
non- existence of secondary market in government 
securities, these assets are, for all practical purposes, 
illiquid, though technically counted as liquid.
Between 2010 and 2011, return on assets as well as equity 
fell for all categories of banks except the foreign 
commercial banks.
Between the last quarter of 2010 and the second quarter 
2011, gross non-performing loan ratio of private 
commercial banks as well as foreign banks showed an 
upward movement, remaining at a relatively low level of 
under 4 percent. During the same period, the performance 
of state - owned commercial banks and specialized banks 
showed some improvement in this regard, but the ratio 
remained unacceptably high at above 14 percent and 22 
percent respectively for these two categories.
Finally neither state-owned commercial banks nor the 
specialized banks meet the risk weighted capital asset 
ratios and local private commercial banks are just 

marginally above the requirements, while foreign 
commercial banks are comfortably placed with ratios well 
above the requirements.

Concluding Observations

Though our banking system is not integrated with the 
global financial system, the real economy is susceptible             
to external shocks. Recently there has been a significant 
slowdown of the growth of exports and imports; the picture     
of remittances is not particularly bright either. These 
developments, at least partly attributable to the negative 
impact of European debt crisis on the growth performance of 
advanced economies, do not auger well for income and 
profitability of our banks.

I do not mean to give a signal that the banking system of 
Bangladesh is about to collapse. Nevertheless, the policy 
makers and other concerned authorities should recognize that 
there are stresses in the system and promptly initiate actions to 
redress them. In particular, Bangladesh Bank must vigorously 
pursue its monitoring and surveillance responsibility and 
ensure full compliance with prudential norms by all banks, 
including state-owned banks which still account for about one-
third of assets as well as liabilities of the banking system.
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