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Introduction

Good evening.  When John McLean-Fox wrote to me last December to ask if I would deliver the 2009 Hugh Kay memorial lecture, I took a look at the list of those who have delivered the past lectures.  It is an impressive roll of honour.  I regard it as a great honour that the Christian Association of Business Executives should have invited me to deliver tonight’s lecture.

I picked the title for my speech because I regard getting the right balance between social responsibility and commercial success as fundamental to running a sustainable business.  Not everyone agrees that there is a balance to be struck.  The current crisis has reignited a discussion of that question.  You can see that in the debate that has erupted in the past couple of months – precipitated by comments by the chairman of our regulator that many of the activities of our industry are socially useless.  The debate is a very long-standing one.

In medieval Europe, lending at interest was regarded as sinful by most Christian faiths.  Judaism also regarded lending as sinful at that time, but had a provision that allowed for lending to “strangers” – that is, those not of the Jewish faith.  Jewish lenders thus dominated banking circles in medieval Europe – a trade which attracted persecution and resentment.  Islamic law still today generally prohibits the payment or acceptance of interest or fees for the lending and accepting of money.

In the Christian world of medieval Europe, the consequences of lending with interest were dire – excommunication.  Over the last 500 years, the Christian world’s values in this area have changed, and lending and borrowing are now commonplace – some might say too commonplace.  But the suspicion of usury that sat behind these various religious beliefs remains present – even if latent – in the minds of many people today.

And that creates a difficult dilemma for banks who lend – as most modern banks do.  Put bluntly, banks need to earn their customers’ trust against the weight of innate mistrust.  And I should say, as an aside, that I do not underestimate the depths to which this crisis has taken that mistrust.

I propose to explore this subject from three angles:

a. What is the role of a bank in society?

b. Given that role, how should banks and bankers behave?

c. How can we restore trust?

First, for context, a few remarks on the crisis.

Perspectives on the crisis

The past two years have been brutal.  Economies around the world have endured a prolonged recession; unemployment has increased considerably; asset values – stock prices and house prices – have plummeted.  Everyone has suffered.

The banking landscape has changed dramatically – more change in a few months than any of us would have expected in our lifetimes.  Many banks, some with long and venerable histories, have disappeared.  Many others would have disappeared, were it not for the efforts of authorities around the world last Autumn and since.  The crisis of confidence that this precipitated in the banking sector fed directly into the real economy.  As a result, we have now endured over twelve months of the worst recession the world has seen in 100 years.

The causes behind the financial crisis are complex, and have already been well rehearsed.  While intelligent minds can disagree about the factors and weights, there are four things of substance on which most people agree.

First, whilst we were not the sole protagonists, banks played a material role in the confluence of factors that led to the crisis, and got many things wrong.  So the industry has much to be sorry for.  And as the CEO of a big bank, I express sorrow and regret for the errors that we, as a sector, made. 

Second, without decisive, determined and significant action to restore confidence by authorities around the world, including here in the UK, the banking system would very probably have collapsed.  We should be grateful for what the authorities did.  Even those banks who did not take capital from governments clearly benefited (and continue to benefit) from these actions.

Third, it must never happen again.  So some fundamental things have to change, and already are changing, in the banking industry.

Fourth, there is an important and difficult trade-off to be engineered between improving the stability of the financial system (to recreate confidence) and stimulating and supporting economic growth (to recreate confidence).

We should not, though, lose sight of the fact that, no matter how painful this crisis, and it is painful, the world is in a much better place today than it was 20 years ago.  Even if the recession turns into a depression (implying a 10% decline in global GDP between 2008 and 2010), – I’m not forecasting that by the way – the net growth in global GDP from 1980 to 2010 would still amount to 120%, or 2.7% per year over this 30 year period [check maths] – a real per capita increase of nearly 40%.

That growth lifted millions of people around the world out of poverty, and gave billions of people a better life.  Maintaining that growth, and continuing to make people’s lives better because of it, will require a delicate balance in the scope and scale of change introduced into the banking sector.

Social responsibility in banking

Let me turn now to my main topic.  Imagine that you run a big organisation, making good returns on capital, employing a lot of people, serving a lot of customers, and doing business under a well known brand.

Those circumstances present you with choices.  Choices about what you do.  And choices about how you do it.  Those choices must be exercised responsibly.  You can get away with irresponsible choices for a little while, but, little by little, those will compromise: the values that bind your organisation; the trust of your customers; and the value of your brand.  Brands are far more important to stock market value and sustained growth than short-term profits.  Brand is the outward manifestation of an organisation’s soul.

“Soul” has for long been, in the world of commerce, an unfashionable word.  Yet with “soul” goes purpose and values; commitment; energy and creativity; and the drive to serve, and to help.  They are different words, but I think they resonate well with CABE’s “Principles for Those in Business”.

The severity of the current crisis and the magnitude of public support to the banking sector have prompted an open debate about the usefulness of banks.  That’s understandable.  We, the banks, need to redefine our core purpose in a way that the public understands and supports.

I will first walk through the different parts of a banking business, and describe my perspective on the utility of each.  Critics of the industry say that banks have lost their moral compass.  They suggest that the crisis be attributed to a lack of values, or morals, in the banking industry (with particular reference to compensation).  So second, I will set out my view that, while there is inherent truth in some of the arguments here, the intense focus on remuneration as the causal characteristic of the crisis is simplistic and erroneous.

Third, many have drawn attention to the fact that this crisis has been predominantly a crisis of confidence.  Banks, as intermediaries, rely on trust; when that trust breaks down, as it did fundamentally, last Autumn, the financial system seizes up.  So I will set out my view of the importance of what we call “relationship banking”, and the associated need for community reinvestment, as critical components of restoring that trust and engendering progress.

Let me turn first to the subject of social utility.

Social utility of banking activities

The banking industry is populated by a wide variety of business models.  Individual banks make a choice as to which model they believe will best serve the needs of those customers they intend to serve.  Customers, in turn, make choices about which banks –regardless of business model – will best serve their needs.  Competition for customers is fierce.

The best way to cover the range of services banks can provide is to look at what I call a broad-based bank – that is, one that provides many different services within the same brand.  Because some aspects of what banks do are more relevant to individual customers than others, it is easy to misinterpret the relative utility of the whole suite of activities, particularly those that are directed at supporting governments and companies.  Let me start with the more recognisable end of the spectrum and work across.

First: banks provide the backbone of the modern economy by maintaining reliable and efficient payments systems.  Payment and clearing has long been the preserve of banks.  This was historically through transmission of cash, and cheque-based payments.  More recently, innovation has made payment and money transmission more efficient through the addition of debit and credit cards, cash points, direct debits, online transmission, and, very recently, payments by mobile telephone.

Fifty years ago, the UK’s first plastic bank card was introduced (by Barclays); forty years ago, the world’s first cash points were introduced (by Barclays); just last year, Barclaycard introduced “wave and pay” technology that allows any of us to walk into a retailer and pay for a cup of coffee or a newspaper simply by waving our wallet in front of a payment terminal.

A safe payments system is fundamental to the functioning of household finances, and national economies.

The second activity is best described as “safe storage”.  Whether in current accounts or via deposits or interest-earning savings accounts, banks provide customers with a safe place to store their money in the knowledge that they can retrieve it as and when they wish.

The importance of this activity is easily observed by looking at the relationship between the penetration of bank accounts within a population, and the wealth of that population (as measured by GDP per capita).  That relationship is not only highly correlated, but it is also causal – that is, wealth generation in a country accelerates once most of its population has a bank account.  That makes intuitive sense.  Economies need entrepreneurs to grow; entrepreneurs need investment; investment comes from savings; bank accounts help people.

Safe storage also enables the saver to unleash what Einstein called the most powerful force in nature: compound interest.

And that brings us neatly to the third activity that banks undertake – maturity transformation – or the conversion of savings into loans.  In many respects, maturity transformation is the most critical (and risky) activity that a bank undertakes.  It’s the reason why banks sit at the heart of modern economies.  And most banking crises are the result of banks getting it wrong.

In making lending decisions, banks must make critical choices about to whom, and for what purpose, they will lend money. Those choices play a fundamental role in the nature and pace of economic development.  And, by definition, those decisions require banks to take risks.  In transforming maturities, banks take liquidity risk – because those who provide the funds (for example, depositors) that are used to make loans might demand their money back before the borrower is scheduled to repay the loan.  Banks also take credit risk – because the borrower may not repay any, or all, of the loan.  Whether providing a loan to fund a university education, the purchase of a home, or the start of a new business, the judgement that banks must make is delicate; and it relies on past experience, and knowledge of individual borrowers.

These activities are likely well known to us all as customers here in the developed world, but you need only visit a developing economy to see the transformative effects that they have when they first become widespread.  They create a foundation for individuals to save, trade and invest.

These functions are also important to commercial and corporate clients.  Companies need payment and storage services; they also need loans to pay for infrastructure and inventory.  The sums of money are usually larger and sometimes more volatile, but there are also fewer relationships, so each can be managed on a more bespoke basis.

Taken together, what I’ve just described represent the principal activities undertaken by traditional retail and commercial banks – what some call “boring banking”.  Beyond “boring banking”, there are two other areas that I’ll describe.

There is a wholly separate set of activities called asset management.  In simple terms, asset management involves creating products that provide potential for better returns than traditional bank savings, typically (but not always) based on an investor taking principal risk – that is, the risk they may not get all of their initial investment back.  Such products are sold to a wide variety of customers, including: pension funds, corporates and individuals.  One of the principal roles such products have played in recent years is providing a means by which to help reduce the long-term burden of public welfare provision.

And that brings me to the last category of activity I want to cover: investment banking.  Over the past year, public discourse, particularly in UK, has settled on a notion that what banks do can be separated into “utility” activities (which I have just described above) and “casino” activities.  The presumption behind this – which is false – is that everything the investment banking part of banks do involves some form of “gambling”.

Before I run through the various activities typically undertaken by investment banks, I wanted to share with you the names of some clients on whose behalf Barclays Capital, our own investment bank, has been active recently – all of these are a matter of public record: Her Majesty’s Government; The Kingdom of Spain; The Republic of France; The Republic of South Africa; Roche; Pfizer; Sainsbury’s; British Telecom; Vodafone; Novartis; Centrica; EDF Energy; London Stock Exchange; John Lewis; Network Rail; Sumitomo Mitsui Banking Corporation; Premier Oil; Harvard University; General Electric; Verizon; ConocoPhillips; EMC.

These are not names that you would associate with gambling – these governments and companies are no more gambling than we are gambling by supporting them.  These are clients that represent the real economy; we support them with their financing and risk management needs, which, in turn, drive investment, jobs and economic growth.  While I have cited household names, the companies we serve include thousands of mid-sized companies as well.

But what does “helping them with their financing and risk management needs” – the essence of investment banking – actually entail?  I want to go into this because, as I see it, prejudice about investment banking lies at the heart of the view of many stakeholders that the world would be a safer place if this aspect of banking were abolished lies at the heart, if you will, of the debate about responsible banking.  There are three simple activities in an investment bank.

The first is advisory: investment banks work with clients to design solutions to meet their financial needs.  Depending on the client, this could be the financing of government debt; raising funds to build a new plant or buy equipment; raising funds to complete an important acquisition; or hedging the risk of foreign currency, commodity or interest rate volatility to ensure certainty of cash flow.

The second is execution, whereby investment banks help clients put in place whatever solution has been designed, irrespective of who designed it.  Depending on the client, this could involve bookrunning the issuance of equity or debt to investors.   Banks take risks here by committing to ensure that the issuance will be successful by underwriting it – that is, agreeing to take up whatever is not taken up by investors.  Execution could also involve structuring a risk management solution by purchasing appropriate securities and packaging them to meet client objectives (for example, hedging an active exposure to high oil prices for a transport company).  Banks take risks here to help their clients absorb and manage risk.

The third is trading.  The efficiency of markets for new issuance (whether debt or equity) is entirely reliant on the existence of effective and efficient secondary markets through which equity and debt securities are traded.  Secondary market activity (that is daily dealing in the stock market) signals investor appetite for different types of transactions; provides clear benchmarks for pricing; and lowers the cost of issuance.

But markets do not just exist; they need to be actively supported.  ‘Market makers’ (like Barclays) play a critical role in maintaining the efficiency of traded markets by ensuring clients can always get access to a price.  That is a commitment we make on our clients behalf so that they can be confident that individual markets will be available when they need them.  I hope you can see, from the way I have described them, that all three of these activities have clear relevance and critical importance to the health of the real economy.

I referred a moment ago to the strong, positive and causal relationship between the penetration of bank accounts and national wealth.  There is a similarly strong, positive and causal relationship between the depth of capital markets and national wealth.  Again, this is intuitive.  Accessible and affordable finance, and well managed risks, allow companies to take more risk in their efforts to grow, leading to faster economic growth and more job creation.

The United States is particularly advanced: 70% of the financing needs of American companies have historically been met through the bond market; 30% through recourse to traditional bank lending.  By contrast, it has historically been the other way around in Europe and Asia, with financing needs of companies primarily met by traditional bank lending, not by access to bond markets.  It’s clear to us that that will change, and that Europe and Asia will one day look more like the U.S.  In other words, through time I would expect the majority of the financing needs of governments and companies in Europe and Asia to be met through the capital markets.  And if you look at today’s reality, 90% of the financing by European time zone corporates is being handled through the capital markets.

We decided many years ago that if we were going to be able to look after our issuer clients (governments, banks, corporates), and also look after the institutional buyers for issued debt and equity, we had to have a top class investment banking capability in the Barclays Group: Barclays Capital is what we have built for that purpose.  

If you switch off investment banking, you switch off a fundamental supply of credit to companies and governments.  Our analysis suggests that global economic growth of 4% per annum (which I would argue is what the world needs to create employment and relieve poverty through time) requires global capital markets to grow at twice that rate – 8%.  I cannot think of a better way to demonstrate the social utility of investment banks.  Their success is inextricably linked to the success of the economies they support.

Moreover, if you think of the big societal issues that confront our world – an ageing population, a lack of infrastructure supporting economic growth, inadequate health provision, climate change, broadly based banks with capital markets capabilities have the skills to help: with savings and investment product to support the privatisation of welfare provision; with financing resource in the areas of health provision and infrastructure; with trading skills in the area of the management of carbon emissions. 

Social values and banking

My purpose in walking through this detail is to make clear my belief that what banks do, even broad-based banks, is vitally important to the economies of the world; and is therefore important to society.  But with that role go significant responsibilities.  These responsibilities are both direct and indirect.  At their heart lies the obligation to engender progress.

The direct responsibilities require us to lend responsibly, to “store” reliably, to transmit quickly and securely, to offer advice impartially, and to take careful account of the needs and risk tolerances of our customers.  The indirect ones oblige us to use the fruits of our work constructively.  What should a successful bank do with the profit it generates?  Put simply, it should help society engender progress.

If you ask me to interpolate what I hear from customers and clients all around the world at the moment, what they’re saying is that they want: to get back on course; to move forward again; to put the recession behind them.  They want their bank to focus on providing them with the means to build opportunity, security, and a better future.  And they want their bank to be putting its strength and resources at their disposal; to do that responsibly and prudently; and to keep innovating to make their lives easier.  That’s the sub-text of the “engendering progress in society” phrase that I’ve just used.  

So a socially responsible bank should invest for the future.  It should support appropriate risk taking by its customers.  It should run capital ratios that create confidence.  It should run its affairs in such a way as enables it to pay dividends to its shareholders.  And it should pay due tax to its revenue authorities. 

Our responsibility now is to be fully engaged in discussing and implementing changes to the way in which the industry operates.  The objective being that we ensure that such a crisis never happens again.  This is about more than the “rules”.  The public’s trust in banks – always weak – has been badly hurt by the crisis.

To rebuild that trust, banks need to connect with the public on a different level.  Many views have been expressed on what that will require.

Pope Benedict’s fifth encyclical letter of 29 June 2009 said “it must be remembered that the market does not exist in the pure state; it is shaped by the cultural configurations which define it, and give it direction; economy and finance, as instruments, can be used badly when those at the helm are motivated by purely selfish ends; instruments that are good in themselves can thereby be turned into harmful ones; but it is Man’s darkened reason that produces these consequences, not the instruments per se; therefore, it is not the instrument that must be called to account, but individuals, their moral conscience and their personal and social responsibility”.

The Archbishop of Canterbury, Rowan Williams, said “we allowed a big gulf to open up between how finance appeared to be operating, and what it was really generating in terms of wealth as wellbeing for a community”.

Lord Myners, the Financial Services Secretary to the Treasury, said “behaviour that would be judged as reckless and self-serving on the High Street must not be rationalised as acceptable on the trading floors of the City”.

Paul Tucker, the Deputy Governor of the Bank of England, said “there needs to be some other constraint (besides rules), something that deals with values in a more basic sense”.

We, the industry, need to acknowledge the extent of the systemic support provided by the public, and the benefit of that support.  But it also requires a change in behaviour, as evidence of a change in the industry’s values and ethics.  Customers need to see the industry’s soul. 

I recently received a letter from a Reverend Collingwood, who wrote to me about the history of one of the founding families of Barclays.  At the end of his letter he said to me that he hoped, in these turbulent times, that our behaviour would be influenced by the traditional Quaker values of prudence, plain dealing, philanthropy and probity.  Those values are in our past.  They are values in which, as an organisation, Barclays believes today. They’re values in which I believe.  Mr Collingwood made me think that we need to be more explicit about their importance.  And I have found myself reflecting a lot on his letter over recent weeks.  

At the heart of virtually everything banks due on behalf of the economy lies risk management (or what Mr Collingwood would refer to as “prudence”).  The public, with good cause, perceive banks, generally, as having failed in their assessment and management of risk.  We must find ways, as an industry, of demonstrating by evidence that we have learnt that lesson, and that we have reformed.

Economists use the term “moral hazard” to describe the possibility that banks take risks in the knowledge that their downside is limited because public funds will bail them out.  This hazard must be eliminated – no bank should be too big to fail, and the taxpayer should not be left to fill the void when poorly managed risks bring down an organisation.

All of this will take time.  And the proof will be in the delivery, not in assertions by banks.

What about the role of compensation in all of this?

Most objective assessments, including for example the review conducted by Lord Turner (Chairman of the UK Financial Services Authority) earlier this year, conclude that, whilst bad remuneration policies contributed to the crisis, they were not the primary cause of it.  Because of taxpayer support provided to sector, the public understandably see this from a different perspective.  If the pay of a nurse is being frozen because of the recession, shouldn’t that have an impact on bankers’ pay? 

The international agreement on reforms to the structure of remuneration that were announced by the G20 in September is a good step forward.  The British banks have committed to implementing those, as well as the new FSA Code on Remuneration, at start of next year, for 2009 performance year.

At Barclays, we have been working on reforming our internal remuneration practices since the beginning of this year; our historical practices were generally well aligned with the changes afoot, but we are amending where we need to.  On quantum, we also recognise and understand the desire of authorities to ensure that we protect and enhance capital ratios by the way in which we run our business.  So we are working with the FSA to ensure that is appropriately factored into our remuneration decisions.

This is, though, difficult territory.  That’s because we must find a way of accomplishing that without damaging the interests of our shareholders.  All parts of banking are increasingly global (because their customers are becoming increasingly global).  So we rely on global talent pools as well.  Talent is highly mobile.  If we fail to pay, or are constrained from paying, competitive rates, then that talent will move to another employer, whether in the banking industry or otherwise.

An important task for me as CEO is to get these judgements right.  On the one hand, I must be sensitive to the views of many stakeholders that bankers are paid too much.  On the other hand, I have to recognise the fact that talent is not a commodity and that our shareholders and customers expect Barclays to field the best people we can across all of our businesses.  But to be clear: our objective is to pay the minimum compensation consistent with competitiveness. 

Restoring trust

Let me turn to my final topic – restoring trust.  Most bank employees are not motivated by earnings per share or share price (even when, as is the case of a majority of our employees here in the UK, they own shares).  They are motivated by a desire to help – a very Christian value.  It is the helping of their customers that brings a sparkle to their eyes.  By focusing the energy of our people – and we employ a lot of people – we can harness it in a way that is relevant to our customers and to he communities in which they live and work.

There is no conflict between doing business in an ethical and responsible way, and making money.  We make our biggest contribution to society by being good at what we do.  Because we are successful, we create employment in over 50 countries around the world, and employ nearly 145,000 people who, in turn, have hundreds of thousands of dependents.  Because we are successful, we pay large amounts of tax.  If I add the direct and indirect tax that we have paid here in the UK alone over the past five years, it totalled more than [£10bn].  That builds a lot of schools and hospitals and roads. Because we are successful, we can pay dividends to our shareholders.  Our shareholders are mostly the pension funds who look after the long-term savings of millions of citizens in retirement.

The point is that successful companies need to use their success to improve the lives of those who are touched by them.  Most companies think of this as “corporate social responsibility”; we call our version of this: “sustainability”.  For us, Sustainability is about how we achieve the broader needs of all our stakeholders: shareholders, customers, supervisors, communities and colleagues.

We cannot (and should not) separate our Sustainability activity from our daily business.  Nor can we separate our Sustainability activity from our brand.  That’s because the people we seek to reach with our brand expect us to be responsible.  Our stakeholders are increasingly interested in ethical, environmental and social issues, as well as business conduct.

Barclays is a “relationship bank” – that is our heritage, and it is what makes us successful today.  Relationships are typically rooted in the community.  So we endeavour to focus our colleagues’ energy, and our corporate investment, in local communities – where our customers live and work.  If we do that well, we can use our power constructively, to make positive and lasting impacts on the broader lives of those we serve.

Let me share with you a few examples of what I think of as responsible banking.

In the UK, we focus a lot of our energies on financial inclusion.  Financial inclusion is about creating access to banking services for people who have not always been well served by the industry.  Over the last few years, we have opened about 800,000 basic bank accounts in the UK for such customers.  In addition, in 2005, we launched Barclaycard Horizons, a programme to help indebted single parents.  We have an initiative in London whereby we extend basic banking facilities to the homeless.

In Africa, our long history has taught us that a good return on investment in a developing market requires developing that market itself.  This requires providing accessible, affordable and understandable banking products and services to customers.  But to extend those starting customer relationships beyond basic banking accounts, we have to help the economy develop.  This requires concentrating on developing both local capabilities and local management on the ground.

You may know that Barclays has sponsored the Premier League here in the UK for a number of years, and that we have just renewed that sponsorship.  In part based on this relationship, in 2004 we built a global programme called “Barclays Spaces for Sports”.  Through this programme, we bring sustainable sports sites and projects to disadvantaged communities.  Across the UK, we have so far invested over £37m and developed over 200 sites, 15 of which are in London.  We have also distributed over 2,600 coaching packs and given more than 500,000 individuals – mostly children - the opportunity to benefit through this investment.  The connection with the Premier League is important because, when we launch these sites, players and coaches are often gracious enough to make time to join us.  You don’t need me to tell you how big an influence they have on the visibility and impact of the events as a result.

Close

Let me try to sum up.  The generation of profit is not satanic!  Making good returns for our owners can be, and should be, completely compatible with conducting business in a socially responsible way.  But to pass that test, the pursuit of profit must not come at the expense of society.  A bank needs to screen activity for its “contribution to society”.  We have an obligation to behave as a responsible employer; as a responsible lender; and as a responsible investor.

Success creates good things for society: generating profits; investing in our business; investing in communities; helping customers borrow responsibly; paying dividends; paying tax.  But success creates responsibilities.  So we need to understand the obligations that go with being a successful bank.  We have to make certain that we use our profits well – in particular, so that our contribution to society recognises its contribution to our success.

The test for me is as simple as this: when my colleagues in the bank are meeting the friend of a friend at the weekend, and the friend of the friend says: “what do you do?”  I don’t want them to look at the floor and mumble something about the world of money.  I want them to say that they work for Barclays.  But they’ll only do that with a smile, and with confidence, if they think that their employer behaves responsibly, and is playing its part in building a better society.

Believe me: they make their views and their expectations of their CEO very clear indeed.

Is it possible for a man to hold at once the office of chief executive of a bank, and the prospect of going to heaven?  I hope the answer is yes.  That particular right of passage, of course, is conditional on many things beyond our professional lives.  But it is at least conditional on me getting right the balance between social responsibility and banking.

PAGE  
1

