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performing in the businesses loans were allocated for, therefore business enterprises defaulted or close to 
default. Technically, a loan becomes a NPL after being in default for 90 days. But in Bangladesh loan 
obtained for a particular business activity can be channelled into some other business activity and 
performing very well there or into Benami properties, worse even money might have left the country 
altogether and invested in properties overseas or in an offshore bank account. After all, if one steals 
money from banks, in particular from state-owned banks, the person does not want lose his/her ill-gotten 
money to someone else's scam or confiscation by the state. Therefore, a more accurate term under the 
circumstances is "debt default''. A debt default shows that a bank has difficulty in collecting interest and 
principal payments and that may lead to profit squeeze, or even the closure of the bank. 
To understand the consequences of debt defaults one has to clearly understand how commercial banks 
operate. A bank does not lend money, but creates money when it advances loans. The bank has converted 
one asset (cash) into another asset (the promise of repayment). But the loan now has added an additional 
amount of money. And that is how banks create money. When banks create money through lending, they 
only rely on borrower's ability to repay the loan with interest when it is due. However, banks' ability to 
create money is constrained by capital. In contrast, a Central Bank's ability to create money is constrained 
by willingness of the government to back it and the ability of the government to tax the population. But in 
practice most central banks create money using their assets. They create new money when they buy new 
assets in open market operation or QE and when they lend to banks. 
Banks also create money when they buy assets whether real or financial. Joseph Schumpeter in his book 
History of Economic Analysis about 60 years ago said "it proved extraordinarily difficult for economists 
to recognise that bank loans and bank investments do create deposits'' i.e. create money. When a loan is 
extended to a customer, the bank simply opens an account for the customer with the agreed loan amount 
in the account. The customer signs a legally enforceable contract to repay the loan with interest within a 
stipulated timeframe. This constitutes a future income stream for the bank. Now it is crystal clear that no 
money has been taken out of any other account or accounts. The bank itself does not have any money, but 
opening the loan account, it now has created money. If the borrower defaults, it becomes a bad debt, if 
bad debt continue to rise the bank will become insolvent and close its doors or must receive bailout from 
the government. When such a situation extends to the whole banking industry in the country, a credit 
crunch ensues resulting in rises in interest rates (interest rates in Bangladesh now vary between 13-15 per 
cent) leading to a downturn in the economy. There is a saying that if one owes one million dollars to the 
bank the person has serious problem, but if he/she owes 100 million dollars to the bank, then the bank has 
a serious problem, and if the person owes 1000 million dollars to the bank, then the whole country has a 
serious problem at hand. 
According to Bangladesh Bank, by the middle of 2018 seven state-owned and three private sector banks 
were running capital deficits, that necessitated state-funded recapitalisation or bailouts of these banks to 
maintain public confidence in the banking system. But such bailouts will create moral hazard problem and 
likely to encourage banks to continue with such behaviour. State also must refrain from directing lending 
to certain specific sectors or purposes and such activities can better be undertaken through budgetary 
provisions. The existing regulatory capital requirements to ensure banks remain financially viable have 
not yielded the desired results as reflected in many banks experiencing capital inadequacy. That raises the 
question whether those requirements are fit for the purpose. If that is the case they ought to be revisited. 
The banking regulatory regime in Bangladesh also at the same time should focus on mitigating the risk of 
misconduct and must assess the culture drivers of misconduct. As for the banks themselves, they must put 
in place effective credit risk management to ensure loans are matched with ability to repay and used for 
the purpose these were intended for and must forestall any insider lending and mitigate any information 
asymmetry. 
Muhammad Mahmood is an independent economic and political analyst. 
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