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Abstract: We examine how trustworthy behaviour can be achieved in the financial
sector. The task is to ensure that firms are motivated to pursue the long-term interests
of customers rather than pursuing short-term profits. Firms’ self-interested pursuit of
reputation, combined with regulation, is often not sufficient to ensure that this
happens. We argue that trustworthy behaviour requires that at least some actors show
a concern for the well-being of clients, or a respect for imposed standards, and that the
behaviour of these actors is copied in such a way that it becomes a behavioural norm.
We briefly suggest what such behavioural norms might need to be if trustworthy
behaviour is to be achieved, and consider how they might be supported; we describe
the research that is necessary in order to understand these norms in more detail. We
argue that the norms of traders are different from the norms of those engaged in other
activities, since they are inevitably self-interested, and we consider the risk that traders’
norms might undermine those of other actors. We analyse the task for governance in
dealing with this problem, and the role which leadership by a corporate board and
management might play in doing this. We describe the need for further research to
describe how this might be done.
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EXECUTIVE SUMMARY

The global financial crisis revealed how untrustworthy the financial sector is, and
subsequent studies indicate there has been little meaningful reform since. This paper
considers how trustworthiness may be restored through the framing of non-self-
regarding behavioural norms which improve the culture of the financial system.

The task is to ensure that firms are motivated to pursue the long-term interests of
customers rather than pursuing short-term profits. Trustworthiness requires reliable
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competence and honesty—a commitment to tell the truth and keep promises.
Trustworthy behaviour must be understood and supported in such a way that it
becomes a norm—a self-reinforcing pattern within a group.

The authors consider four types of financial activity: mortgage lenders and their
advisors, fund managers, insurers, and traders, examining the different motivations,
standards, and norms of each, and assessing how trustworthiness through non-self-
interested behaviour may be advanced.

For the first three groups, they suggest two necessary steps. First, that enough
people realise the importance of acting in a way which has regard to the needs of
customers. Second, that others need to copy the behaviour to ensure it becomes a
norm.

The norms of traders, the fourth group, are different, since traders are inevitably
self-interested. Unlike the other front-line employees analysed, norms that show con-
cern for others are inappropriate. Indeed, there is a risk that traders’ norms might
undermine those of other actors. Traders have a narrowly defined set of obligations.
They are expected to comply with these and avoid fraud.

Such differing norms, often within a single company, pose complex and testing
governance questions for both boards and management. Financial institutions
invariably have multiple corporate purposes that may include competing and even
conflicting services to different types of client and shareholder. Each require different
norms for trustworthy behaviour and these need to be sustained by unique motivations,
or standards.

The boards of trustworthy companies will work to ensure the longer term prosperity
of the firm. With their unique oversight of corporate strategy and operations, they
will need to show strong leadership, finding ways of defending themselves against the
pressure exerted by transactional shareholders, so as to encourage the behaviour of
trustworthy employees.

The paper describes specific areas of research which are required to understand
how trustworthy behaviour can be made to happen, including how self-interested
motivations can be prevented from infecting motivations in other parts of the institu-
tion, and how to protect customers in client-facing units from trading activity within
the same firm that might damage their well-being.

The authors conclude by noting that efforts to achieve trustworthiness have
implications for the proposed ring fencing of banks into retail and investment entities.
Trading departments in which employees are necessarily profit-seeking and self-
interested should also be separated. The more complex and ambiguous the structure
of a firm, the harder but more important such reform and restructuring will be to
achieve, posing a clear challenge to those working on ethics management in finance,
and ethical leadership.
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INTRODUCTION: TRUSTWORTHINESS IN FINANCE

The global financial crisis revealed how untrustworthy the financial sector is. Trust in
financial leaders is low (Edelman 2018), with more people distrusting than trusting
these leaders: net trust in financial leaders (the percentage who say that they trust
leaders minus the percentage who say that they do not trust them) is —21 (Ipsos
MORI 2017). Despite firms and governments taking steps to reform the industry
(e.g., Barclays Bank 2013, House of Lords, House of Commons 2013, G30 2015), it is
generally thought that further reform is necessary. This paper is about how trust-
worthiness might be restored, and about the research which is needed to underpin a
move in that direction.

In our view, two things are necessary. First, we think that trustworthiness will only
return when the behaviour of those who work in the financial sector is underpinned
by what we call non-self-regarding motivations. This includes motivations which are
concerned with the well-being of clients and customers and motivations to do the
right thing or follow correct procedures (Gold 2014). It appears that, in the period
running up to the financial crisis, many of those working in the financial system
became entirely self-regarding and selfish; showing a concern for the personal rewards
which could be made rather than a concern for the outcomes for clients and custom-
ers. The papers brought together in Morris and Vines (2014) suggested that we need
to find a way to reverse this. Second, it is rightly argued that not all of those who work
in the financial system have, or can have, non-self-regarding motivations, and that
outcomes will also depend on the behaviour of these other people. This paper goes
beyond the papers presented in Morris and Vines (2014) by discussing the way in
which the behaviour of non-self-regarding actors can be copied by others, so that
norms of behaviour emerge which have regard for the well-being of customers and
clients. These two points, taken together, can lead to an understanding of how to
reform the culture of the financial system.

There is, at present, rather little evidence on how motivations are formed, or on
how the copying of the behaviour of those who lead by those who follow actually
takes place, and on how leadership might influence these norms. In this paper we
discuss the work which is needed to provide that evidence.

We also argue that the norms of traders are different from the norms of those
engaged in other activities, in that traders are inevitably self-interested, and we con-
sider the risk that traders’ norms might undermine those of other actors. We analyse
the task for governance in dealing with this problem, and the role which leadership by
a corporate board, and management, might play in doing this. We describe the need
for further research to describe how this might be done.
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SELF-INTEREST, OTHER-REGARDING OBLIGATIONS,
FRAMING, AND NORMS

Trust needs to be distinguished from trustworthiness. Many people put their trust in
Bernie Madoff, but he was not trustworthy. Trustworthiness requires one to be com-
petent and honest, and reliably so (O’Neill 2002). Some researchers have argued that
the global financial crisis was mainly the result of incompetence (de Bruin 2015) and
it is clear that institutional and individual incompetence was pervasive. But there are
also problems of honesty. The solution to those problems requires that actors be
prepared to reveal information, to tell the truth, and to keep promises, and that they
be prepared to do so reliably. It is these issues which we address here.

The standard way of analysing trustworthiness in financial markets builds on
traditional economists’ assumptions that firms set out to maximise profits and that
employees are self-regarding and selfish: that is, motivated by the financial reward that
they receive rather than by a conception of service to the public good. If this is so,
then a temptation will inevitably arise—as it did in extreme in the case of Madoff—to
pursue returns at the expense of clients. The conventional argument is that, neverthe-
less, trustworthiness is likely to be achieved because firms, employees, and customers
have long-term relationships (they are involved in ‘repeated games’) and that actors
have an incentive to acquire a reputation for trustworthy behaviour (Mailath &
Samuelson 2006). However, as is argued in Gold (2014) and Jaffer et al. (2014), the
pursuit of reputation by self-interested actors is not sufficient to solve these problems.
There are three reasons that firms, and the individuals within them, might not act in
the interests of clients even when a reputation is being pursued: ‘incompleteness’ of
contracts, that is, the fact that it is not possible to contract for every contingency
(Williamson 1993); the impossibility of designing incentives that reliably promote
desirable behaviour when information can be concealed (Noe & Young 2014); and the
‘backwards induction problem’, which can lead trustworthy behaviour based on repu-
tation to unravel if actors know that there will be an incentive to be untrustworthy
some time in the future (Hollis 1998).

Trustworthiness particularly matters in finance. Since savings and investment are
both long-term activities, in which savers and investors have far less information than
the firms with which they deal, there is a particular need for financial firms to be seen
to be trustworthy. In this paper we will focus on one particular possible lack of trust-
worthiness in the process of financial intermediation: namely, the pursuit of short-term
returns by those who work for financial institutions, and the institutions themselves,
at the expense of those to whom they provide financial services. As recent experience
has shown, such pursuit can lead financial employees to exploit incomplete contracts
and information asymmetries or to act badly now because they believe that such
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behaviour will become common in the future. Examples, which we will discuss, include:
(1) seeking short-term return from lending to overly risky borrowers, (ii) imposing
harm on customers as a result of privileged information about difficulties likely to
emerge in the future, and (iii) encouraging clients to pay now for insurance protection
which is unlikely to benefit them in the future. There are other possibilities; for an
extended discussion, see Jaffer ef al. (2014) and Noe and Young (2014). Our paper will
focus on ways of ensuring that financial firms are trustworthy, in that they do not do
these things.

There is a large literature in psychology, and now in behavioural economics, which
shows that human motivations are more varied than is assumed by economists, some-
thing which has now been taken up by behavioural economics. And philosophers
generally agree that trustworthy behaviour cannot simply involve the pursuit of
reputation by those seeking profit or financial incentives, but must involve some
non-self-regarding motivations (Baier 1986, Holton 1994).

Gold (2014) introduced the term ‘strong trust’ to identify trust based on non-self-
regarding motivations, and to differentiate this from the ‘weak trust’ based on reputation
and financial incentives, which is found in the models of economists. Strong trust-
worthiness, she argued, is more robust than weak trustworthiness, in the face of the
difficulties described above. Actors who are not entirely self-interested are less likely to
exploit incomplete contracts, or to conceal information, or to act in an untrustworthy
way because of the possibility that trust might break down in the future.

Papers in Morris and Vines (2014) took their lead from this argument, using the
idea of ‘framing’. That book suggested that many of the difficulties which have
emerged in the financial sector could be avoided if those working in the financial sec-
tor came to frame their activities as ones in which what mattered to them was the
value of what they provided to their clients, rather than their own financial return.
There were careful discussions of what would be achieved if this were to happen. But
it was rightly argued, in response to that book, that not all of those who work in the
financial system have such motivations. This paper suggests that good behaviour by
those with such motivations will be copied by others. As a result, such behaviour can
become embedded in norms of behaviour which have regard for the well-being of
customers and clients.

THE RELEVANCE OF NORMS

Norms are patterns of behaviour that can be self-enforcing within a group: everyone
conforms, everyone is expected to conform, and everyone wants to conform when
they expect everyone else to conform. Norms are familiar: for instance about the way
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that we tip, or do not tip, in restaurants. What each individual chooses to do depends,
not just on his or her motivations, but in part on what is done by others.

We use the word ‘norm’ in a particular manner, one which follows Young (2015)
and Binmore (2006) and understands a social norm to be a pattern or regularity in
behaviour that is self-enforcing within a group. This is the conception of norm which
is normally used by social scientists when, for example, discussing standards and
whether they are met or not. This usage is consistent with the usage in evolutionary
models (e.g., Young 2015). Norms can be good or bad. In such an evolutionary pic-
ture, one reason for setting a standard is to change the norm from a bad equilibrium
to a good equilibrium. The way in which we use the word norm does not address the
idea of obligation—the idea that a social norm is a standard of behaviour or conduct
shared by a social group and taken to be authoritative or obligatory for them by the
majority of the members of the group (Anderson 2000). Norms of the kind that we
describe can be sustained in many different ways, including the desire to coordinate,
fear of being sanctioned, signalling membership in a group, or simply following the
lead of others (Young 2015). In the present paper we focus entirely on the last of these
mechanisms, although other mechanisms may well be at work in the situations which
we describe. In other words, the effect of conforming may be to make trustworthy
behaviour the norm, even although many individuals might, if they were not partly
following the behaviour of others, act in an untrustworthy manner. The fact that we
suppose decisions by individuals to be partly influenced by the behaviour of others is
what takes our approach to trustworthy behaviour beyond the analysis of other-
regarding motivations that we described above.

It is widely understood that, when each individual is also influenced in his or her
choice by what is chosen by others, then more than one norm may emerge. In other
words, there may be more than one stable situation, or ‘equilibrium’ (Young 2015).
The possibility of such self-supporting outcomes depends on the fact that, when any
one individual acts, he or she influences the behaviour of other people. When a small
proportion of people choose to act in a trustworthy manner, the effect of these choices
dissipates, leading to a change in the behaviour of few, if any, others. But the more
people who choose to be trustworthy, the larger the number of others who are induced
to follow. This happens in a more than proportional manner: the behaviour of those
who follow is influenced not only by those who choose to be trustworthy but also by
the behaviour of others who are being induced to follow.! In technical terms, there is
a ‘non-linearity’. Beyond a certain point, the behaviour of the group can ‘tip’ into an
outcome in which trustworthy behaviour becomes the norm (Susskind 2014).

'"This mechanism is explained in Young (2015).
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As applied to our case, individuals within a financial firm, or the firm as a whole,
who would, on their own, choose to act in an untrustworthy manner, might, as a result
of paying attention to the behaviour of others, decide to act in a trustworthy manner.
This is particularly likely to be the case if that actor is located within a firm in which
others are acting in a trustworthy manner. It should be the aim of policy to support
this outcome, rather than the opposite one in which untrustworthy behaviour becomes
the self-supporting norm.

NORMS AND FINANCIAL REFORM

A policy of financial reform which aims to give rise to an outcome with a self-
supporting trustworthy norm can be made to work in a number of different ways.

A policy of financial reform can be designed so as to lead some actors in the
financial sector to change their motivations, by changing the way in which these actors
frame what they do. As already set out in the papers in Morris and Vines (2014), indi-
viduals can come to see their activities as ones in which what matters to them is not
just their own financial returns, but also the value of what they provide to their clients.
As a result, these actors, and the firms within which they are located, can change their
behaviour to become more trustworthy. But—and this is the point of focusing on
norms—that will have effects on other actors in the financial sector as well, even if
those other actors do not change the way they frame the activity. If left to themselves,
the motivations of these other actors lead them to act in an untrustworthy way.
Nevertheless, it can be the case that, because of the behaviour of other-regarding
actors, trustworthy behaviour becomes the norm.

The behaviour of such conformist actors is not driven by the interests of clients.
But it can be sustainable because it tracks the behaviour of the other-regarding actors.
That is to say, a change in framing by some may, of itself, shift the norm—if it changes
the behaviour of enough others. To what extent this might happen is an empirical
matter. We see an investigation of this question as an important topic for future
research.

Alternatively, a similar effect could be achieved with a policy of financial reform
that is designed to work by setting out standards of trustworthy behaviour. In add-
ition, it might be possible to directly intervene to bring about changes in the work
practices of at least some people, in a manner that is informed by psychology and
behavioural economics, in order to cause these people to act in a more trustworthy
manner. In both of these cases, as with that of changing motivations, inducing some
actors to behave in a more trustworthy way can have effects on other actors, even if
they themselves do not respond to the standard or to the behavioural interventions;
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it may be that trustworthy behaviour becomes the norm. Those whose behaviour is
conformist are not guided by the standard or directly affected by the behavioural
intervention. But acting in accord with the standard or the intervention may be sus-
tainable because it tracks the behaviour of the first set of actors. That is to say, the
setting of the standard or the implementation of the behavioural intervention may, of
itself, shift the norm—if it changes the behaviour of enough actors. To what extent
this might happen is also an empirical matter. An investigation of this question is also
an important further topic for future research.

Before we can use policy to bring about change in norms, we need to investigate
what behaviours are needed in order for financial institutions to be trustworthy. A
financial institution has multiple corporate purposes that include offering a wide
range of financial services to many types of client or customer (O’Neill 2016). We will
argue that the different activities require different norms for trustworthy behaviour
and that these need to be sustained by motivations, or by standards, in different kinds
of ways. At the end of the next section we will describe the kind of research which is
needed to better understand what these norms might be.

FUNCTIONS AND NORMS WITHIN A FINANCIAL FIRM:
THE RESEARCH THAT IS NEEDED

In this section we discuss the failures which have emerged in financial firms from
following the traditional approach of using financial incentives to ensure that
behavioural outcomes are trustworthy for customers. We describe the kind of research
which will be required in order to understand what norms need to be established in
order that this might change.

Mortgage lenders and advisors

In the period before the global financial crisis, those who worked as mortgage lenders
were remunerated according to the number of mortgages sold. This enabled those
who provided mortgages to frame their circumstances as being ones in which only
their own interests were of concern. That led to norms of behaviour that fell short of
professional standards regarding how customers ought to be treated.

The chain of events in the US was the following. House prices were rising which
enabled lenders to provide more mortgages for sub-prime borrowers with poor credit
histories—even although many of these people could not afford even the low rates of
interest ruling at the time (Shiller 2013). The mortgages initially had low ‘teaser’ rates
of interest, and were therefore initially affordable for poorer borrowers. But a
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requirement for a much higher interest rate after an initial period was built in; averaged
over the life of the mortgage, the returns would then be high. It was expected that
poorer borrowers would nevertheless be able to pay the higher interest charges in the
future, by increasing the size of the mortgage at that later time—when houses would
be more valuable—Dby accessing this higher capital value to pay the higher interest
obligations. Regulators could have prevented this high-risk financial engineering but
they did not.? Banks were able to increase the yield from this activity by funding
increases in their lending, not by increasing capital but by leveraging, thereby increas-
ing the return on a bank’s capital by exploiting small gaps between the returns on
lending and the cost of borrowing.’ Banks were then able to securitise mortgage loans
and to sell the securities on to unregulated financial institutions which were not
required to hold capital in support of this lending. In the end, since mortgage origin-
ators did not intend to hold onto the mortgages themselves and bear the risk of doing
so, they did not need to carefully evaluate the riskiness of the mortgages which they
created, and they did not do so.

This was an untrustworthy outcome; employees pursued their own returns but
showed an inadequate concern as to whether the mortgages served clients’ needs.
When interest rates rose, there was large and widespread exposure to mortgages that
failed, producing bad outcomes for borrowers. Financial instability was created; it
became impossible to roll over the leveraged funding; this was the trigger which led to
the global financial crisis.*

Detailed circumstances were different in the UK nevertheless, ‘it was also clear
that the existing regulatory framework had been ineffective in constraining particu-
larly risky lending and unaffordable borrowing’ (FSA 2010: 5). Evidence in the
ongoing Royal Commission into Banking in Australia has revealed continuing prob-
lems of this kind in that country (Royal Commission into Misconduct in the Banking,
Superannuation and Financial Services Industry 2018).

In the UK, action has been taken to address these problems. The UK regulator the
Financial Conduct Authority (FCA), has established a set of standards for ‘respon-
sible lending’ rules following a Mortgage Market Review. These rules: prevent the
self-certification of mortgages; require a credible strategy for interest-only mortgages;
insist that lenders stress-test affordability; and require that those obtaining a mortgage

2The federal government guaranteed Fannie Mae and Freddie Mac, two private-sector companies which
for many years insured a large proportion of all mortgages in the US for very low premiums, and so
subsidised an activity which was risky for lenders and dangerous for borrowers.

3This way of increasing return of course increased the vulnerability of banks to the credit risk described
in the preceding paragraph.

4Macroprudential policy has been introduced to address the problem of system-wide financial stability;
we do not discuss that major issue here.
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are advised by qualified staff. And there is also now a separation between sales and
advice.

Given the introduction of these new standards, will they establish new norms of
responsible behaviour towards customers? The answer to this question is not yet clear,
since this new regime is discretionary, and has not yet been tested. The FCA has
required that lenders carry out stress tests using market expectations and taking
account of recommendations by the Financial Policy Committee of the Bank of
England (FCA 2016b). But the FCA is not prescriptive about how banks and building
societies should handle maximum amounts lent, or the stress tests on customer
finances in the face of higher interest rates; practice varies widely. Second, a norm of
behaviour appears necessary for mortgage advice. The academic literature on mort-
gage lending has concentrated on the literacy of those seeking mortgage advice
(Cox et al. 2015, Disney & Gathergood 2013). But such an approach places heavy
responsibility on the shoulders of the borrower, and not enough on advisors, who
possess more knowledge. A trustworthy advisor needs to take the time to help clients
understand the potential outcomes of different mortgage profiles. This reveals a need
for ‘intelligent information provision’ (O’Neill 2006) on the part of advisors, something
which needs to become part of the new norm of behviour.

It is important that these new standards are widely adopted and become the norm.
In those circumstances it will become unattractive for providers to undercut these
standards, so that the standard becomes self-reinforcing. That will prevent the emer-
gence of the kind of unaffordable lending which occurred before the crisis. Ideally,
that will become the case without disciplinary action by the FCA being necessary.

Fund managers

The traditional economic approach of using financial incentives to encourage
trustworthy outcomes was also inadequate in the case of fund managers. That was
justified by academic work on the principal-agent problem, on the grounds that per-
formance bonuses align the interests of managers and shareholders. But the interests
of fund managers clearly encourage these actors to seek short-term benefit at the
expense of the long-term interests of their clients (Stracca 2006), which happens as a
result of tying bonuses to performance (Shiller 2013). Failure emerged in two particular
ways, both to do with moral hazard.

First, financial products make it possible for a manager to create the appearance
of superior performance over long periods of time. It is possible for a manager to use
derivatives to increase investors’ normal rewards, and his or her own reward, at the
same time as creating tail risks for the investor; this can be achieved by purchasing a
derivative which regularly pays out a fee, in exchange for the occasional right to seize
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the entire asset (Noe & Young 2014). Compensation schemes with bonuses usually
have the feature that in the periods when the client makes a good return, the manager
obtains a bonus. However, when the asset is seized by the person who issued the deriva-
tive, the investor loses everything, but the fund manager merely fails to get his or her
bonus. It obviously benefits a fund manager to seek out products which create a good
return in this manner, even if doing so creates tail risks. Performance contracts can
guard against such untrustworthy behaviour only if they enforce very large losses on
managers in bad times—for example, bankruptcy or imprisonment—but managers
do not often accept that possibility. Since such a set-up will normally yield good
returns for the investor, it will take many years before investors can determine with
any degree of confidence whether a fund manager who is generating good returns is
actually trustworthy, or is instead acting in a dishonest way by creating tail risks. In
the lead-up to the sub-prime crisis in the US, it appears that many fund managers
were effectively concealing fat tails in the returns on assets (Shiller 2013). Sometimes
this was due to intentional deception, designed to take advantage of clients, as in the
Abacus case (O’Brien 2012).

Second, the complexity of new products and the size of modern financial
institutions make it difficult and costly for investors to monitor risky investments
directly. A self-interested and selfish manager cannot be made to do this by means of
bonuses in his or her compensation scheme. This is also because such bonus schemes
do not contain sufficiently large penalties in the event of a catastrophe. It may be true
that, if managers undertake monitoring on behalf of their clients, they will reduce the
probability of such a catastrophe. But managers will face nothing worse than a no-
bonus outcome if a catastrophe occurs. And there is only a very low probability of
this happening, even if they do not carry out the necessary monitoring. As a result,
they must be paid a very high bonus if they are to find it worthwhile to incur the cost
of risk monitoring, merely in order to slightly reduce the (small) probability of earn-
ing no bonus. Instead, they will find it more attractive to act dishonestly and merely
pretend to monitor, knowing that things will go well most of the time. It is clear that
performance contracts induce managers to undertake monitoring only if they enforce
very large losses on managers in bad times. Since the probability of catastrophe is low,
it will take many years before investors discover that such monitoring is not in fact
happening.

Itis clear that the pursuit of reputation will not—of itself—Dbe sufficient to prevent
such outcomes, since the time scales are long. Research is needed on the way in which
concern for the well-being of customers might be brought to bear in influencing the
choice of assets, and about how performance of assets is monitored. A norm of
behaviour is needed in which fund managers reveal more, in detail, about how risky
assets are chosen for clients and about how these risky assets are monitored.
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Behavioural norms in which there is mere disclosure of information by advisors will
not be sufficient to meet this need (O’Neill 2006). Mere disclosure of information
1s not ‘communication’; communication fails if the audience cannot understand and
assess what is communicated and assess its credibility. Something more than this is
needed.

Insurers

The traditional economic approach of contracts and monitoring to secure trust-
worthiness was, once again, inadequate in the case of the provision of insurance. The
appropriate level of insurance for customers depends on their reserves and ability to
bear adverse events, and on their appetite for risk. It is necessary to develop norms of
behaviour around sales of insurance to secure robust trustworthiness in this sale,
across a wide range of circumstances.

The case of Payments Protection Insurance (PPI), or credit protection insurance,
is useful to illustrate what went wrong and why norms are needed. PPI is a product
that enables consumers to ensure the repayment of credit if the borrower experiences
circumstances that prevent them from earning income to service the debt (Georgosouli
2014, McConnell & Blacker 2012). As we now know, in the UK, PPI was widely mis-
sold by banks and other credit providers as an add-on to a loan or overdraft product.
The sale of such policies was typically encouraged by commissions; some companies
developed sales scripts which suggested sales people say only that the loan was ‘pro-
tected’ (de Meza et al. 2010). Such scripts neither mentioned the nature nor the cost
of the insurance, so many consumers did not know that they had purchased PPI.

The most obvious problem with PPI misselling was this fraudulent misdescription
of products. However, while avoiding fraudulent behaviour is necessary, it is not suffi-
cient. The way PPI was sold encouraged sellers to sell insurance to customers regardless
of their need or of their risk appetite, in a situation in which customers were unaware of
the costs and benefits of the insurance.

A trustworthy insurer needs to take the time to help the client to understand the
potential outcomes of different insurance policies and go through which one best
suits the client’s ability to bear the cost of adverse events and assesses carefully their
appetite for risk. As in the previous cases, there is also a question of how information
should be communicated to customers. It is important to make sure that norms of
behaviour developed in this context are geared towards enabling the intelligent
non-specialist customer to use his or her own judgement about whether to take out
insurance. As things stand, the US Consumer Financial Protection Bureau (CFPB)
and the UK Money Advice Service aim to improve customer financial literacy, and
the CFPB allocates the responsibility for this improvement to firms (McConnell &
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Blacker 2012). However, it is also important to increase literacy without placing an
unreasonable burden on the customer. Financial institutions have an obligation to
ensure the kind of intelligent information provision described earlier. In this area,
norms of communication make a difference to sustaining trustworthiness. It is clear
that certain such norms have already begun to change; the way that those who sold
PPI acted is no longer widely acceptable.

Traders

What went wrong amongst traders, both before and after the financial crisis, was not
to do with a lack of concern for the well-being of clients, but was instead a result of
fraud.

Traders act purely in their own self-interest and are not concerned with the interests
of others. In particular, propriety traders trade on their own account in order to gain
instantaneous rewards from short-run price movements. In doing this they engage in
risk arbitrage: they profit from price discrepancies across markets. Their self-interested
behaviour plays a useful role in markets where their actions ensure that the prices in
markets reflect value (Shiller 2013).

Unlike the other front-line employees that we have analysed, norms that show
concern for others are inappropriate for traders. Rather, traders have a narrowly
defined set of obligations with which they are expected to comply. The task for traders
is to avoid fraud.

The LIBOR and foreign exchange market scandals resulted from fraudulent
behaviour. The London Inter-Bank Offered Rate (LIBOR) is a benchmark short-term
interest rate that is calculated from submissions by a number of leading banks, which
estimate their costs of borrowing on the inter-bank market. Banks misreported what
it cost them to borrow, in an ongoing manner. Many banks held large financial
positions that were indexed to LIBOR, so that the numbers submitted directly
impacted the profits of traders. Although submitters were supposed to be separated
from traders by Chinese walls, it was common practice for traders and submitters to
collude over the rate report (McConnell 2013).° In itself, the fact that traders were able
to record their dealings shows that the practice had become institutionalised. It seems
possible that management knew about and even condoned false reporting (Nelson
2016).

SThe management of banks also faced a conflict of interests. First, a lower submission implied a greater
credit-worthiness, so a bank had incentives to report too low a rate in order to protect its reputation.
The Commodity Futures Trading Commission uncovered a management directive to ‘keep LIBOR
submissions lower to protect Barclays’ reputation’ (McConnell 2013).
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Correcting this corrupt behaviour will not require the behaviour of traders to be
underpinned by a concern for the well-being of others. A successful process of finan-
cial reform will still leave traders as self-interested actors playing a valuable role in
markets. This has significant implications for the reform of the governance of financial
firms. Nevertheless, norms were important in what happened; it became a common
practice to submit misleading reports, behaviour which was supported by cooperation
amongst the traders.

Implications for research

We already know from experimental research that some environments permit people
to be dishonest. And there is evidence that a banking frame can lead to more dis-
honest behaviour by bank employees. For example, a 2014 study undertook a
behavioural experiment with bank employees and employees in other industries. The
study found that the employees of a large international bank on average behaved hon-
estly in a control condition. However, when their professional identity as a bank
employee was rendered salient in the experiment, a significant proportion of them
acted dishonestly (Cohn ez al. 2014). But there is, as yet, little work on the reverse
question: how is it possible to encourage people to be honest?

Our discussion above has suggested that two things are necessary, in all of mortgage
provision, fund management, and the provision of insurance. The first is that enough
actors come to see the importance of acting in a way which has regard to the needs of
customers. Second, enough other actors need to follow the first group, to ensure that
such behaviour becomes a norm. What is now needed is a detailed study of how this
can be made to happen. It will be important to understand the way in which there is
something about the culture of financial institutions, including but not confined to the
reward structure, that leads people to behave badly, and to propose and test how
cultural change might be used to encourage individuals to behave in a more moral
manner. Given that we acknowledge that not all individuals will be other-regarding,
research about the development of norms in populations that consist of both
other-regarding and selfish types is required. Some experimental evidence exists about
the development of cooperative norms amongst selfish individuals in the lab (Fehr &
Gintis 2017), but it will be important to apply this to the financial sector in future
research.

We have also argued that a norm of intelligent information provision is central to
good outcomes in all of these activities. Research is needed into what that norm
should be. However, best practice for information provision is not a simple matter
because the way that information is presented may influence product choice. People
use heuristics in decision making, which may lead to ‘biases’, or systematic errors in
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judging the probability of outcomes or in predicting how one will feel about outcomes
if they occur (Baron 2014). Benartzi and Thaler (2007) discuss how this can affect
individual saving for retirement and Kahneman and Riepe (1998) apply this to
financial advice. Work is needed on how this affects the way that information should
be provided to purchasers and consumers of financial products.

In contrast, we have argued that the activity of traders can be, and is, selfish. But
there too there is need for a norm of information provision—information needs to be
truthfully provided. In our discussion of other roles within the bank, we argued that
what is needed is other-regarding rather than selfish motivations in order to get better
outcomes. Here what is required is the prevention of illegal outcomes. Preventing
fraud is about enforcing the law; other-regarding motivations are not the relevant
ones. Nevertheless, one might be able to use the apparatus of norms to tell a story
which is similar to that told in relation to other roles, one in which a small group of
people who are motivated to obey the law can galvanise a norm of good behaviour.

GOVERNANCE OF FINANCIAL FIRMS:
THE RESEARCH WHICH IS NEEDED

The classic analysis of corporate governance—and of how the board of a company
should behave—is the principal-agent model (Jensen & Meckling 1976, Shleifer &
Vishny 1997). Underpinning this model is the idea that shareholders are those who
bear the risk concerning whether a firm does well or badly, and that shareholders
should be rewarded for bearing this risk. Analysis of this model has been used to show
that shareholder value can be maximised through an appropriate use of financial
incentives for the board and for the firm’s employees (Ross 1973). This same analysis
has been used to suggest that a firm which seeks to maximise shareholder value
through the use of financial incentives will build a reputation for acting in a trust-
worthy manner. Doing so, it is argued, will enable the firm to deliver services to clients
in a way which would not be possible if these clients did not trust it.

But we have shown above that, in the provision of mortgages, fund management
services and insurance, the use of financial incentives is—on its own—unlikely to
bring about a trustworthy outcome. The difficulty which we have identified is that
employees may act in a way which increases their short-run return, at the expense of
their customers and clients. The task facing a board of a company and its manage-
ment is to take into account what modes of behaviour—what norms—are necessary
for those who work for the firm to be strongly trustworthy in relation to the firm’s
clients, and to lead the firm in a way designed to help to bring about this
behaviour.
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This has three implications for the behaviour of the board of a firm, and for its
management.

First, this trustworthy behaviour will only become the norm if it is underpinned by
a board of the company which encourages, and leads, such behaviour. This will be the
case if the board of directors sees itself as having as an obligation to ensure the longer
term prosperity of the firm. (Blair & Stout 1999, Clark 1986). It is well known that the
type of sharcholder a firm has influences the type of action that the board and senior
managers take (Ravasi & Zattoni 2006, Shleifer & Vishny 1986, Zattoni 2011, Zeitoun
& Pamini 2015). A firm may have ‘transactional shareholders’, concerned only about
short-term returns (Strine 2017). But a firm may have shareholders who are ‘relational
owners’, ones who are concerned about the long-term relationships with customers and
clients that its employees need to form, in the long-term interests of the firm. Boards of
trustworthy companies will need to find ways of defending themselves against the
pressure exerted by transactional shareholders, so as to lead and encourage the behaviour
of trustworthy employees. Efforts are being made to do this. (See, for example, Barclays
Bank 2018.) Research is needed to see how successful these efforts are.

Second, the norms of behaviour in client-facing parts of a financial firm need to
be shielded from the norms of behaviour amongst traders, since they differ from the
norms of behaviour for traders. The relationship between traders and those from
whom they buy these products need not be one of strong trustworthiness. Instead, it
is merely necessary that such traders act so as to avoid fraud. Providing that fraud is
avoided, such traders may act in a purely self-regarding manner.

Yet, in many universal banks, traders and client-facing staff work alongside each
other. The interactions between traders and these other employees are critical, since
self-regarding motivations can spread throughout a firm if not carefully contained,
undermining the appropriate norms of behaviour. We have argued that if, in the
client-facing part of a firm, there are enough actors who have regard for the interests
of others, or who follow standards, then this will cause other actors to follow their
behaviour, leading to a self-supporting outcome of trustworthy behaviour. But if the
self-regarding norms of traders spread, then that jeopardises the underpinning of
strongly trustworthy behaviour, undermining the non-self-regarding obligations
of enough actors, leading to a norm of untrustworthy behaviour.

This may well encourage mortgage providers, fund managers, and insurers to
act in ways that disadvantage their customers. We have argued that norms of behaviour
are established in part by the copying of others; it may be that the kinds of
behaviour carried out by traders come to be copied by others, leading to untrust-
worthy behaviour. This shows just how difficult it will be for management to ensure
adequate norms of behaviour in a firm with many different purposes. There is a
significant research question in determining how this might be prevented.
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This need for differing norms in different parts of financial firms creates an issue
for those who have argued in favour of ethical leadership in firms (Nelson 2016). It
has been argued that the board and senior managers need to act as ethical leaders in
firms, in order to establish appropriate norms across a firm. It has been found that
integrity and ethical stewardship are important determinants of trust in leaders, both
proximal supervisors and distal top managers (Fulmer & Gelfand 2012). Ethical
stewardship has been defined as the honouring of duties owed to employees, stake-
holders, and society in the pursuit of long-term wealth creation (Caldwell et al
2008)—the pursuit of trustworthiness which we have been discussing in this paper will
be part of that process. It is argued that trust in leaders is increased when leaders and
subordinates share the same values (Fulmer & Gelfand 2012). But, as we have been
arguing, the values of traders will necessarily differ from those in other parts of the
firm, so leaders cannot share the values of all employees. It would be a problem if the
client-facing parts of the firm perceive the values of the leadership as in alignment
with those of the traders. In particular, this may be a problem for independent directors
of a firm, if they represent the interests of transactional shareholders who have
short-lasting tenure or remuneration geared to short-term results (Kang & Kroll
2013). The board and the management of a firm need to endorse the norms that are
appropriate for the areas in which the parts of the firm operate.

However, if these different parts of a firm need to have different kinds of norms,
then this situation will be demanding for management to bring about. Understanding
how this might be brought about requires a much more detailed anthropology of
banking than is currently available. This will require detailed observational study
of the units involved. One important way to carry out this research will involve analysing
the behaviour of banks that functioned well in the run-up to and after the global
financial crisis, and comparing that with the behaviour of banks that did not. This
approach will enable us to determine the extent to which a different form of corporate
governance enabled better outcomes, and the role which management structure played
in bringing about these good outcomes. This sort of corporate anthropology is also an
important basis for research using the abstract methods of behavioural and evolution-
ary economics. These disciplines use models that abstract the important features of
interactions. But knowing about the interactions in more detail is a prelude to being
able to provide a relevant model. This can open up promising avenues of research: for
instance, it seems likely that research into the role of leadership could benefit from
study of behaviour in asymmetrical games, where the players move diachronically and
have different pay-ofts.

Third, in universal banks, and other financial institutions that carry out a range of
services, it may be that fund managers, insurers, and the providers of insurance need
to protect their clients from the behaviour of traders within the firm.
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One example reveals the difficulties involved. In the well-known Abacus case,
assets which appeared likely to fall in price were packaged together by analysts acting
for Goldman Sachs. Traders shorted the resulting bundle of securities products,
intending to make money when the price fell (O’Brien 2012). At the same time, the
client-facing part of Goldman Sachs, in which individuals provided fund manage-
ment services to clients, sold these assets to their clients. The clients relied on the
superior knowledge and reputation of Goldman Sachs to select assets for them, but
the fund managers in Goldman Sachs did not protect their clients from the risks
associated with these assets. Trustworthy behaviour by the client-facing part of the
organisation would have required that this part of the firm not sell such products to
its clients, which had been created in another part of the firm.

This activity was untrustworthy not because fund managers should have used their
superior knowledge, on which their reputation depended, to ensure that they did not
sell such products to clients. This is because risky products of this kind are regularly
created in markets and fund managers inevitably make mistakes in failing to identify
them when selecting assets for their clients to buy. We do not make such a competence-
based argument.

Instead, we say that trustworthy behaviour by the client-facing part of the
organisation would have required that this part of the firm not to sell such products to
its clients, because they had been created by employees working for Goldman Sachs. In
this article we have argued that trustworthy fund-management behaviour needs to be
built on a concern for the well-being of customers. We now argue, additionally, that if
a firm employing fund managers—in this case Goldman Sachs—is to show concern for
the well-being of customers, then that will require that fund managers be able to protect
customers from deleterious actions of those working for other parts of the firm.

One response to this problem is the one offered by Goldman Sachs in the Abacus
case—the Chinese wall defence. This defence argued that fund managers were unaware
that the relevant assets were likely to fall in price, because of the existence of a Chinese
wall within the firm. Fund managers had not themselves constructed the bad assets
which were being sold to clients—it was said—and the existence of a Chinese wall
meant that the fund managers were unaware that the assets were ones which were
likely to fall in price.

However, the CEO and the board have oversight of both the fund-management
and the trading divisions. There appears to be a conflict between overseeing fund
managers who are required to act in a trustworthy way towards clients and overseeing
the activity of traders who create bad products that may be sold to clients by fund
managers. This conflict can be said to arise because of an analogy with a person. An
individual person could not be said to be trustworthy in relation to a particular con-
tract if that person—at the same time as signing the contract—deliberately undertook
action which would damage outcomes for the recipient of that contract.
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This kind of problem creates a demanding challenge for the management of a
firm, and for the board. It becomes the task of management, and the board, to iden-
tify actions of any one part of a firm that are likely to damage the well-being of clients
of any other part of the firm, and to advise the client-facing parts of the firm—here
the fund managers—to behave in ways which insulate their clients from that first set
of actions. This will require a reporting structure and decision-making structure which
make this possible. It will be hard for senior management to do this and for the board
to ensure that this is done, but it will be essential. This creates a further task for the
ethical leadership of a firm.

How this can be brought about will require a continuation and extension of the
work on ethics management which has already begun (de Bruin 2014, 2015). One
response, which has been adopted by Barclays and by banks in the Netherlands, is to
require that executives attend ethics education courses (de Bruin 2014, 2015). However,
we caution against this approach, at least in the absence of evidence showing that it
will be successful. We note that evidence from other sectors, such as public health,
shows that information and training alone are not enough to change behaviour
(Marteau 2018, Webb & Sheeran 2006). We also know that familiarity with moral
theories does not improve behaviour: research has shown that professors specialising
in ethics do not behave more ethically than other professors (Schwitzgebel & Rust
2014). Instead, we think a more promising route is to turn to behavioural science and
to draw on evidence about the ways in which we can change behaviour, sometimes
called the ‘behavioural insights’ approach (Dolan et al. 2012). It is important to move
towards ‘behavioural management’ and ‘behavioural organisational science’.

CONCLUSION

We have examined what patterns of behaviour or norms might exist in a financial
institution that is acting in a strongly trustworthy manner.

We have argued that the kinds of norms that are required for trustworthiness differ
across the different kinds of activities that take place within a financial sector firm. We
have identified a number of actors and have asked what is necessary for their activity
to be trustworthy: we have considered shareholders, the board, mortgage lenders,
fund managers, insurers, and traders. In doing this we have described how the patterns
of behaviour, or norms, that are trustworthy differ in each of these activities.

We have shown how—in all of the activities in financial firms that we have
considered, other than trading—a concern for the well-being of others is necessary in
order to sustain patterns of behaviour that are trustworthy. We have argued that such
activities are likely to be provided in an untrustworthy manner if the choices made by
those working within the firms are framed in a manner that is entirely self-regarding.
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We have also argued that, if those working in these activities frame their activity in
terms of concern for the well-being of clients, then that might lead to the provision of
the service in a more trustworthy manner. However, in addition—and this is the
point of focusing on norms—the behaviour of those who show concern for the well-
being of clients may well have effects on the self-regarding actors as well, even if those
self-regarding actors do not change the way they frame the activity. If left to them-
selves, the motivations of these self-regarding actors may lead them to act in an
untrustworthy way. Nevertheless, it may be that, because of the influence of those who
show concern for the well-being of clients, trustworthy behaviour becomes the norm.
We have described the kinds of research which are necessary to give greater support
to these claims.

We have argued that trustworthy trading activity is different. Trading does not
need to be—and cannot be—supported by actors whose motivations relate to the
well-being of clients. Trading is a self-interested activity; it is not concerned with
achieving ‘fair’ outcomes. Nevertheless, standards are important; we have argued that
fraudulent behaviour needs to be avoided and trading activity can only be trustworthy
if this happens.

Our work suggests that there is a deep problem for the governance of financial
firms. The board of such a firm has to confront the fact that trading is a self-interested
activity, whereas the norms of behaviour in other parts of a financial firm need to be
underpinned by at least some individuals showing concern for the well-being of clients.
There is a need to prevent the self-interested motivations of traders from infecting the
motivations of those in other parts of the institution. Even if this does not happen,
there is a need to protect the customers in the client-facing part of an institution from
those activities of traders that might damage their well-being. Research is necessary
into how these two necessary outcomes could be achieved.

One implication of this is that a clear firm structure and set of trust relations is a
prerequisite for achieving trustworthiness of financial institutions. This has implica-
tions for the proposed ring fencing of banks. This ring fencing has been set up to
separate banks’ retail operations from their riskier investment banking activities
(Independent Commission on Banking 2011). But ring fencing should also separate
the trading departments, in which the employees are necessarily profit-seeking and
self-interested, from the other financial activities that we have analysed. The more
complex and ambiguous the structure of a firm, the harder this ring fencing will be to
achieve. It will also be all the more important. There is a clear challenge to those
working on ethics management in finance, and ethical leadership, to determine how
this might be achieved.
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