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REMEMBERING ROBIN

Robin Cosgrove graduated from Oxford University in 1996 with an MA

in Japanese and Economics. He joined Barclays (BZW) on their Japa-
nese Equities Desk, moving to Japan and later to Dresdner Kleinwort
Benson Securities. Subsequently he joined UBS Warburg, moving to
Morgan Stanley Japanese Equities, with clients including Gartmore,
Penta, Moore Capital, Lotus, Wharton, Barings and Fidelity. In 2004 he
moved back to London to become the manager of the RAB Capital Ja-
pan Fund. He travelled widely in emerging markets and planned to cre-
ate a foundation to assist young finance professionals to obtain interna-
tional awareness and training to help them develop a commitment to
ethical financial practices that he believed was essential for them to at-
tract sustainable investment and secure economic development. He was
uncompromising in his demands for himself and for his friends and col-
leagues and believed passionately that sustainable success could come
only through high standards of integrity. Sadly he died before his plans
could come to fruition.



“Trust is the lifeline of finance — building trust is essential”
Professor Tamar Frankel, Boston University School of Law

! From the Emilio Fontela Lecture, meeting on Ethics, Finance and
Responsibility, Observatoire de la Finance and the Award of the Ethics in
Finance Robin Cosgrove Prize 2011, Geneva



PREFACE

John Plender

Has the business community lost the ethical plot? Over the past two
decades successive boom and bust cycles have thrown up extraordinary
examples of ethical failure. First, the dot.com era in the US produced
scandals at Enron, WorldCom, Tyco International, Qwest, HealthSouth
and sundry others. Andersen, one of the big five global audit firms, dis-
integrated when the US Department of Justice investigated its audit fail-
ures at Enron.

In the first decade of the new millennium Europe saw fraud at Par-
malat, where the US and European investment banks turned out to have
connived in concealing the Italian dairy company’s dire financial plight.
Royal Dutch Shell, once regarded as a beacon of ethical solidity, was
found to have cooked the books by inflating its production reserves.
Volkswagen was beset by charges of bribery and corruption, while Sie-
mens ran into trouble with the US Foreign Corrupt Practices Act.

Then in the protracted financial crisis that began in 2007 the behav-
iour of US banks in the sub-prime mortgage market was shown to have
been outrageously rapacious towards borrowers, while retail banking in
Europe was marred by a succession of mis-selling scandals — the finan-
cial world’s pet euphemism for rip-offs. Fraud charges have been
brought against senior executives of Fannie Mae and Freddie Mac, the
big US semi-official mortgage institutions. Goldman Sachs, the world’s
pre-eminent investment bank, has been exposed by a departing senior
executive in an article in the New York Times as being hell-bent on
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fleecing its clients, which Goldman bankers referred to as muppets. It
had earlier paid $550m to settle a case brought by the Securities and Ex-
change Commission for misleading investors without admitting or deny-
ing wrongdoing.

In China the falsification of company accounts has turned into an
epidemic, leaving auditors unable to form an opinion. The Japanese
company Olympus provided one more example of concealment of
losses. All of this took place against the background of top executives’
pay spiralling to unprecedented levels regardless of corporate perform-
ance. In banking the bonuses continued even after the banks were the re-
cipients of the greatest bail-out in financial history. Finance was at the
epicentre of ethical failure.

It has to be acknowledged, then, that the environment into which the
Robin Cosgrove prize for innovative ideas in finance was launched was
more than a little challenging. How can this be rationalised? Some argue
that these ethical aberrations were simply a reflection of the business cy-
cle. When times are good and share prices soar, ethical standards tend to
drop as people become greedy and succumb to temptation. When com-
panies fail in the bad times and fraud is exposed, moral standards are re-
emphasised. Yet there is surely more to it than that.

I would argue that there has been a secular decline in ethical stan-
dards. In part this stems from the change from a world of heavily regu-
lated and cartelised markets, in which managers enjoyed paternalistic
power with relatively little accountability, to one of liberalised markets
in which greater emphasis is placed on shareholder value. Chief execu-
tives are now in a capital-market pressure cooker, with fund managers
and analysts becoming ever more vocal in their demands for value.
Their definition of value is narrowly financial. Together with the re-
quirement for quarterly reporting, this has bred a hitting-the-numbers
culture, with attendant temptations for executives to cook the books to
meet capital market demands.



Preface 13

This spur to short-termism has been compounded by the growth of
performance-related or equity-type incentives, whether in the form of
conventional bonuses or stock option rewards. The metrics used to cal-
culate these performance-related rewards are mainly such crude yard-
sticks as total shareholder return and earnings per share, usually meas-
ured over absurdly short time periods. The accounting numbers in the
calculation are, to a degree, manipulable. The result is that incentive
structures are at odds with the requirements of decent ethics. When that
is the case, it is inevitable that ethics will sometimes become the casu-
alty.

The problem of short-termism has been compounded in finance by
the growing opacity and complexity of markets, notably the over-the-
counter markets in derivatives and structured products. Also by the as-
cendancy of traders over corporate financiers and commercial bankers in
the banking hierarchy. A transactional culture now prevails. On the trad-
ing floors, many regard themselves as hired guns, borrowing the capital
of the bank to support their individualistic pursuit of personal profit.
Loyalty to the organisation is minimal. The culture of the trading floor
owes more to the animal kingdom than to the fiduciary ethos that used to
be seen as central to the workings of finance.

Equally problematic are the assumptions of economics and of mod-
ern finance theory, which put heavy emphasis on the behaviour of “ra-
tional” agents who seek to maximise their own welfare through oppor-
tunistic behaviour. The pursuit of material wealth is assumed to be the
justification for individual and group behaviour. For anyone lacking
much of a moral conscience this amounts to an implicit ethical — or
rather, unethical — agenda, given that acting other than opportunistically
is perceived as irrational.

Much of the response to the scandals referred to earlier has been in
the form of increased regulation. An ethics industry has grown up, with
myriad ethics courses appearing in business schools and countless con-
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sultants devising ethics codes for large corporations. People at the top of
the corporation have thus outsourced ethics. An internal market has thus
developed to shift moral responsibility around the organisation. All of
this has spawned a culture of compliance and done nothing to prevent a
plethora of corporate scandals and ethical lapses. Few are convinced by
the statements of ethical principles produced by large corporations, still
less by investment banks. So what can be done to address the ethical
deficit in business and finance?

The progenitors of the Robin Cosgrove prize rightly perceived a
need to raise consciousness about the advantages of an ethical culture in
finance. And one of the themes that emerge repeatedly throughout the
essays in this book is the economic and social value of trust, whether in
economies, markets or corporations. Trust is particularly important in fi-
nancial markets. This becomes obvious if a comparison is made between
financial and retail activity. With food, drink and clothes, consumers are
quick to detect poor quality and will take their custom elsewhere. In
contrast, many retail financial decisions are infrequent. People often
make a decision on their pension only when they join the pension
scheme and when they are preparing to leave it. By the time you dis-
cover you have made a mistake with a pension, a mortgage or car loan,
it may be too late to do much about it. This makes it harder for the fi-
nancial markets to identify rogues than in other industries. It is a sad fact
that financial institutions that engage in widespread mis-selling rarely go
out of business. They may be fined by the regulatory authorities. But
senior management often regards the fines, which anyway fall on share-
holders rather than managers, as an operating cost of the business.

This has bred a serious loss of confidence among the public about
banking and finance. Against the background of excessive boardroom
pay, the legitimacy of wealth creation and of the Western forms of capi-
talism is increasingly questioned. That underlines the importance of the
Robin Cosgrove prize agenda. And the good new is that the environment
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for that agenda is not uniformly hostile. Many business people now rec-
ognise that companies and financial institutions operate in the social sys-
tem and that their activities have social consequences. They also grasp
that in running a business most decisions cannot be taken on the basis of
a pure economic calculus and that simply complying with the law is not
enough.

| would argue that ethics provide a complement to the internal con-
stitution of the company that sets out the objects and rules for the con-
duct of the company’s business. Likewise that the contract between
management and shareholders is necessarily incomplete: shareholders
cannot be expected to sanction each and every decision taken by opera-
tional management. In fact, most shareholders — and not just ethical in-
vestment funds — would wish management to avoid making the maxi-
mum possible profit if, for example, this entailed abuses of human
rights. To give just one illustration, how many pension scheme benefici-
aries would be happy to profit from financing the building of a pipeline
in Myanmar with forced labour? There are occasions when management
has to make its best judgement of shareholders’ views and allow ethics
to trump a narrow profit-maximising course of action.

A reading of the essays that follow encourages the view that trust in
business and finance is vital. It creates social capital that facilitates co-
operative behaviour both in society and in organisations. Bad behaviour
erodes trust and forces people to place heavier reliance on the law and
regulation. And the more transactions have to be governed by contract,
the more cumbersome and expensive business and finance become, as
everything has to be negotiated, agreed, litigated and enforced. Such le-
galism, as a substitute for trust, gives rise to what economists call trans-
action costs. At a social level, according to the American thinker Francis
Fukuyama, a lack of trust imposes a kind of tax on all forms of eco-
nomic activity. At the corporate level, | would add, trust is an informal,
low-cost substitute for cumbersome internal controls within the com-
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pany and external regulation without. In an ethical culture everyone
knows they can do the right thing decisively and with confidence. The
business will tend to attract high calibre people of principle. Relations
with customers and the general public will be enhanced.

The recent protests against capitalism and inequality in New York,
London and elsewhere have underlined the public dissatisfaction with
the response to the financial crisis. We have learned from experience
that it is not possible to regulate people into good behaviour. In that
sense, the Robin Cosgrove essays are an alternative agenda. If they help
persuade their readers that trust matters and that the workplace is not
morally neutral territory where it is acceptable to shed personal morality
as they walk through the company’s doors, they will have achieved
something of real value.



INTRODUCTION






THE EVOLUTION AND GLOBAL ROLE OF
THE ROBIN COSGROVE PRIZE, 2006-2013

Carol Cosgrove-Sacks

Financial innovation and the prize

Innovative ideas are the lifeblood of the financial sector. They have
fuelled the exceptional growth of the financial sector during the last
twenty years. Financial innovation generated an extraordinary variety of
new financial products — exchange trade funds (ETFs), credit default
swap transactions (CDSs), collateralised debt obligations (CDOs) to
name but a few — that have driven rapid acceleration in the value of fi-
nancial markets and generated vast profits for both financial enterprises
and for individual investors. During this same period, the Grameen
Bank, generally regarded as the originator of microfinance innovations
at the service of the poor, became an independent bank in 1983 and
since then there has been a worldwide proliferation of financial enter-
prises and not-for-profit organisations that have focused on innovative
ways of placing finance at the service of goals other than profit. The fact
that the finance bubble burst in 2008 engendering widespread collapse
in financial markets and an ensuing economic crisis in many countries
does not mean that innovation in finance of itself is good or bad — so
much depends on the way it is managed and on the codes of behaviour
that guide individuals and the organisations within which they work.

The values that guide finance professionals and the core role played
by trust in the modern finance industry have proved to be dominant
themes of the best papers submitted for the Ethics in Finance Robin
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Cosgrove Prize since it was launched in 2006. Inviting young people to
submit innovative ideas to advance ethical approaches to the world of
finance in all its many manifestations has stimulated a global debate on
the role of ethics and integrity in finance. It is important to note that that
the prize was first launched before the topic of ethics in finance became
fashionable. It is not a reactive exercise to the current crisis. The aim is
to prompt a shift in thinking throughout the world of finance — the fresh
ideas submitted for the prize have global relevance. Since launching, the
prize awards celebrate outstanding young people thinking and writing
about ethics in finance.

Many of the authors of the papers submitted would agree with Adair
Turner, chairman of the UK Financial Services Authority (FSA), who
recently argued that the global financial regulatory system in total has
failed to address fundamental problen®ince the launch of the Robin
Cosgrove Prize, what is known as Basel Il has been agreed, requiring
that the core part of the capital reserves of banks should consist mainly
of common shares of the bank and its retained earnings. These require-
ments have been reflected in the EU’s Capital Requirement Directive,
with more emphasis on risk assessment systems. It is noteworthy that
the best papers submitted for the prize in 2007 remain highly relevant,
addressing issues like these and indicating that the problems are far from
solved in the interim.

The evolution of the prize

Why did we launch the Robin Cosgrove Prize? Robin loved life as a
young investment banker working in Tokyo and London. He was pas-
sionate about success and about integrity. He believed that banks and the
finance sector in general bring benefits to people and to commerce.

1 Turner, Adair, “Shrinking the City”, inProspect London, January 2012, p.42.
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He travelled widely throughout the world. His experiences con-
vinced him that the finance sector should serve the common good as
well as making profits. He was concerned that complicated financial
products would blur ethical and practical considerations.

For him, trust was the essence of good banking. But he feared that
many young finance professionals were losing touch with the fundamen-
tals. He hoped to promote better understanding of the critical importance
of trust, ethics and personal and corporate integrity in all aspects of fi-
nance. Sadly, at much too young an age, he lost his life in an accident on
Mont Blanc.

The mission of the prize is to stimulate innovative ideas for promot-
ing ethics and integrity in the finance sector. The prize reaches out to
young people familiar with banking, finance and investment, with spe-
cial attention to emerging markets, to attract innovative ideas. The aim is
to strengthen the sustainability of ethics in banking and finance and to
reinforce its implementation throughout the world.

Based at I'Observatoire de la Finance in Geneva, Switzerland, and
with substantial support from finance sector enterprises in London and
Madrid, the prize has evolved into a globally relevant tool to encourage
young people under 35 to reflect on trust, integrity and ethics in finance.
The prize website -www.robincosgroveprize.org has reached thou-
sands of readers and generally features in the top ten results for searches
on the internet for “ethics in finance”.

From the start, the prize was intended to be comprehensive in its
coverage of finance, interpreting it in the widest possible terms to in-
clude financial markets, financial services, financial management, fi-
nance theory, market regulation, due diligence, reputational risk, insider
trading, derivative contracts, hedge funds, mutual and pension funds, in-
surance, socially responsible investing, microfinance, micro-credit and
solidarity financing, risk management accounting and compliance.
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Similarly, no specific definitions were proposed for ethics, leaving it
to the young people competing for the prize to define from their individ-
ual perspectives how they saw such concepts as accountability, respon-
sibility, integrity, trust, and a wide variety of approaches to what have
sometimes been interpreted as ethical and occasionally moral or reli-
gious codes for behaviour.

The first global competition was launched in Geneva in 2006, fi-
nanced by Robin’s family and friends and by RAB Capital of London,
inviting papers written in English or French with innovative ideas for
ethics in finance. Prizes were awarded in 2007. An essential foundation
for the success of the competition was the creation of an international
jury [see Appendix I] comprising respected academics and practitioners
from across the world with a wide variety of professional experience,
some of whom had known Robin.

The second global competition and the first regional Ibero-American
competition (supported by MAPFRE of Madrid) were launched in 2008,
with the awards in 2009. English and French continued as the languages
for the global prize, while papers written in Portuguese or Spanish were
invited for the regional prize. A second jury was of necessity created,
with respected academics and professionals able to judge the entries in
the relevant languages for the Ibero-American prize [see Appendix II].

In 2010, the third global competition was launched in London (at
Barclays Bank global headquarters) and the second Ibero-American
competition was launched in Madrid and in Buenos Aires, Argentina
(sponsored by MAPFRE), and the awards were given at a ceremony
hosted by the State of Geneva, Switzerland, in November 2011.

The fourth global competition and the third regional Ibero-American
competition will be launched in June 2012, and the award ceremony is
foreseen for the third quarter of 2013. (As of writing, the precise loca-
tions of the launches and the dates have yet to be confirmed).
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Throughout the period since the prize was established, the juries
have agreed that the central theme — Innovative ldeas for Ethics in Fi-
nance — remains highly relevant. The numbers of candidates for the
prizes have risen steadily. The very best papers from the regional prize
have been translated into English or French for subsequent evaluation by
the international Jury, and the final seven or eight best papers approved
for publication in the journal of L'Observatoire de la Finarfei@ance
& the Common Good/Bien Commun.

The diversity of submissions in terms of topics and of the authors’
nationality and their professional roles has varied very widely. Consis-
tently since 2006, some 40 per cent of candidates have been female.

In 2011, the global prize, with papers submitted either in English or
in French, attracted interest from candidates from the following 48 coun-
tries: Albania, Argentina, Australia, Austria, Bangladesh, Belgium, Be-
nin, Brazil, Cambodia, Cameroon, Canada, Chad, China, Columbia,
Czech Republic, Denmark, France, Germany, Greece, Guatemala, Ice-
land, India, Ireland, Italy, Kenya, Lithuania, Macedonia, Madagascar,
Malaysia, Morocco, New Zealand, Niger, Nigeria, Pakistan, Peru, Phil-
ippines, Poland, Romania, Senegal, Singapore, South Africa, Spain, Sri
Lanka, Switzerland, United Kingdom, Unites States of America, Viet-
nam and Zimbabwe.

The lbero-American prize, with papers submitted either in Portu-
guese or Spanish, attracted interest in 2011 from candidates in Argen-
tina, Bolivia, Brazil, Colombia, Dominican Republic, Haiti, Mexico, Pa-
nama, Peru, Uruguay, Venezuela, and from Portugal and Spain.

About this book

The twenty-three best papers submitted for the various competitions
for the Robin Cosgrove Prize between 2006 and 2011 offer a fresh and
stimulating range of perspectives on why ethics is considered to be im-
portant both in terms of personal conduct of finance professionals and
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the operation of financial markets and institutions. Robust ethical stan-
dards are critically important for the success of the finance sector. Doing
the right thing because it is the right thing to do may seem simple, but in
complex financial transactions, all too often considerations of ethics and
integrity may be squeezed. Ethics and integrity are the two pillars of
trust — and without trust, no financial organisation can command confi-
dence.

By publishing the collected best papers submitted for the prize to
date, the book aims to
» advance the vision of ethics in finance
« stimulate a global debate among young people regarding ethical

standards in finance
- promote the prize as an agent for change, going beyond compliance

to promoting real value.

Of the twenty-three papers selected for publication by the prize juries
over the course of the prize to date, seven are from 2006-7, eight from
2008-9 and eight from 2010-11. They came from twenty-five authors —
two papers had combined authorship. The authors came from a wide va-
riety of countries: Argentina, Australia, Brazil, Canada, Denmark,
Egypt, France, Germany, Ghana, India, Kenya, Madagascar, Mex-
ico, Pakistan, Poland, Singapore, Spain, United Kingdom, Uruguay, the
USA, and Zimbabwe. They really are from all six continents!

The book is organised in four par®art | introduces the Robin
Cosgrove Prize and its global reach to young finance professionals
across the world. The current introduction explains the origins and evo-
lution of the prize and the contents of the book. The second, by Profes-
sor Paul H. Dembinski of the University of Fribourg and I'Observatoire
de la Finance of Geneva, reflects on the debate regarding ethics in fi-
nance and the current financial and economic crisis in Europe. The third,
exploring the synergies between the prize and Globethics.net, is written
by Dr Christoph Stiickelberger, its founder and Executive Director.
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Part Il has the general title Ethics in Finance — Beyond Compliance.

Here, the papers presented for the prize are organised as distinct chap-

ters. These nine chapters examine systemic issues. In many of these pa-

pers, trust is a core theme. Many of the young authors would agree with
Beth Krasna, Director of th&éhinking Ethicsproject, who wrote “Per-
haps the most important future challenge... is the breakdown of trust-

trust in organisations, trust between organisations and the individuals
within them, trust in sources of information, and trust in political and fi-
nancial institutions® Trust and the value systems guiding finance pro-
fessionals were a major trend of the papers that won the prize in 2007,
2009 and 2011.

1.

Ethics: A Diet for Highly Leveraged Financial Markéssby Jakub
Kuriata, winner of the global prize in 2011. He is Polish and a Credit
Risk Analyst at BNP Paribas, London.

. Ethical Cash Management? A Possible Solution is by Leire San-

Jose, winner of the regional Ibero-American prize in 2009. She is
Spanish and Assistant-Professor and Research Fellow in Ethics in
Finance, University of the Basque Country, Bilbao, Spain.

. Ethics and Order in the Disorderly World of Finaniseby Elise Pel-

lerin and Marie Casimiro, joint winners of the global prize in 2009.
They are French: Elise is an Ethics Analyst working in Paris, and
Marie is the Ethics Officer, CNP Assurances, Paris.

. Ethics or Bust: Beyond Compliance and Good Marketing is by Clare

Payne, winner of the global prize in 2007. An Australian, she was at
the time Assistant Director of the Integrity Office of Macquarie
Bank, Australia, and has gone on to be a Consulting Fellow on Eth-
ics in Banking and Finance at the St James Ethics Centre, Sydney,
Australia.

2 Krasna, Beth,Thinking Ethics: How Ethical Values and Standards are
Changing Philias Foundation, London: Profile Books, 2005, p. 126.
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5. Ethics: The Key to Credibilitys by Felippe Araujo, who won 2nd
prize in the Ibero-American competition in 2009. A Brazilian, he
was a finance professional working in Tokyo and is currently at No-
mura Bank in Brasilia, Brazil.

6. Emotions, Personal Ethics and Professional Life: The Lostikibly
Meredith Benton, who won 2nd prize in the global competition in
2009. An American, she was a student at INSEAD and is currently
Senior Director of Partnerships, AMTRACK.

7. The Financial Sector and the Behaviour of People: What to iBo?
by Carlos Eduardo Estapé Viam, aequavinner of the 2nd prize in
the regional Ibero-American competition in 2011. An Uruguayan, he
is a Public Accountant in Montevideo.

8. Decision: The Space between the Code of Ethics and Ethical Behav-
iour is by Carmen Lucia Carmona Paredes,aequowvinner of the
2nd prize in the regional Ibero-American competiton in 2011. A
Mexican, she is working as a finance sector consultant in London.

9. Ethics: An Essential Prerequisite of the Financial Sysbgnavid
Sifah was specially commended in the global competition in 2009. A
Ghanaian, he works as a Retail Banker at Barclays Bank, Accra.

Part Il entitled Ethics in Finance-Standards and Values collects the
papers that focused more clearly on factors affecting the behaviour of fi-
nance professionals. The challenges of making finance more ethical are
well analysed by Paul H. Dembinski, Director of the Observatoire de la
Finance and co-president of the prize jury. An “approach to the issue of
financial ethics — or rather ethics in finance — [that] involves finding
methods and regulations that will make financial transactions more
‘ethical™? fails to deliver changes in behaviour. The authors and topics
in Part Il are diverse, facilitating a fresh appraisal by these young peo-
ple of the guiding principles that in their views have most relevance.

3 Dembinski, Paul H.,Finance: Servant or Deceiverdondon: Pal-

grave/Macmillan, 2009, p.159.
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10.Social Impact Ratings: How to Make Responsible Investment Ap-
pealingis by Jonathan M. Wisebrogx aequowinner 2007 of the
global prize in 2007. A Canadian, he is a Director of Villari Asset
Management, Singapore.

11.The Reconciliation of Finance and Ethics: Integrating the Interior
and Exterior Dimensions of Realiity by Faly Ranaivoson, who won
2nd prize in the global competition in 2011. He is from Madagascar
and works as a Research Consultant in the finance sector in Geneva.

12.Financial Derivatives and Responsibility — How to Deal Ethically
with Financial Riskis by Simone Heinemann, who won the 3rd prize
in the global competition in 2011. A German, she is developing a
PhD dissertation at the Ruhr University Bochum on financial deriva-
tives and the ethical problems arising from systemic risk.

13.Internationalism, Institutions and Individuals: Systemic Changes for
a Systemic Ethical Crisis by Geoffrey Seeex aequawinner of the
global prize in 2009. A Singaporean, he is a University Fellow at
Yale University, USA, and Executive Director, Choson Exchange,
China.

14.Accountability and the Second Line of Deferme Immaculate
Dadiso Motsi-Omoijiada was well-evaluated in the global competi-
tion in 2011. She is Zimbabwean and is studying for her PhD at HEI,
Geneva.

15.Redefining Capitalism: An Ethical Rating and its Contribution to
Developmentby Jaime Pozuelo-Monfort was well-evaluated in the
global competition in 2007. He is Spanish, currently studying for a
Masters in Law at Georgetown University, Washington, DC, and a
regular contributor to the Huffington Post.

16.When Small Companies Dabble in Disinformation by Saif Ullah was
also well-evaluated in the global competition in 2007. A Pakistani,
he was at the time a PhD student in the University of Alberta, Can-

ada.
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Part IV brings together papers with the theme Ethics in Finance —
Solidarity and Sustainability. The authors view ethics in finance in the
context primarily of solidarity, micro-finance and micro-credit, social
responsibility and sustainable environmental investment practices.
Awareness of ethics in finance frequently seems to start from considera-
tions of corporate social responsibility and socially responsible invest-
ment, as well as concerns for environmentally sustainable projects.
There is a vast range of SRI funds and schemes. There is a broad-based
concern to include social and environmental risks in credit risk assess-
ment system$.Whilst advancing awareness of the relevance of non-
financial goals for the common good, the chapters here demonstrate also
the need to go beyond these approaches and link them directly to ethics
as a framework for behaviour.
17.Solidarity Finance and the Democratisation of Momeyy Nicolas

Meyer, winner of the regional prize in 2011. An Argentinian, he is

Director of Nuestras Huellas, a not-for-profit organisation in Tigre,

Buenos Aires.
18.Ethics vs. Finance? An Analysis of the Origins, Problems And Fu-

ture Perspectives of this Relationshis by Bruno Federico

Fernandezex aequowinner of 3rd prize in the global competition

and of 2nd prize in the regional Ibero-American competition in 2011.

He is an Argentinian economist, working in the Central Office of

Public Funds in the Economic Ministry, Tucuman State, Argentina.
19.In Search of Honesty and Altruism by Raina Abdul Rahim Mousa

was specially commended in the global competition in 2007 and

awarded a special prize from Raiffeisen Bank, Geneva. She is Egyp-
tian and at the time was a PhD student in the department of account-
ing and finance, Birmingham Business School, University of Bir-
mingham, UK.

4 Pentzlin, Daniel (ed)Seven Steps to make Banks Sustainable in,2Bank-
Track, Friends of the Earth Europe, et al, Berlin, 2011, p. 8
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20.Microfinance: Getting Money to the Poor or Making Money out of
the Poor?by Joy Mueni Maina Kiiru was well-evaluated for the
2007 global Ethics in Finance Robin Cosgrove Prize. She is Kenyan
and at the time was an Assistant Lecturer at the School of Econom-
ics, University of Nairobi.

21.The South and Carbon Dioxide: Every Cloud has a Silver Ljining
written jointly by Jem Bendell and Inderpreet Chawla, was well-
evaluated in the global competition in 2007. Jem, who is British, is
Director of Lifeworth Consulting, Geneva, Switzerland. Inderpreet,
who is Indian, is a Project Manager with the United Nations Envi-
ronment Programme Finance Initiative in India.

22.Investing as if People and Planet Mattered Pernille Jessen was
well-evaluated in the global competition in 2009. She is Danish and
works as a post-doctoral Researcher, Institute of Economy, Aarhus
University.

23.Virtuous Enterprises: The Place of Christian EthimysJan Thomas
Otte was well-evaluated in the global competition in 2009. He is
German and works as a financial journalist in Germany.

Conclusion

Trust and Ethics in Finanderings together the fresh and innovative
observations of the best candidates in the first three series of the Robin
Cosgrove Prize. The chapters provide interesting insights into how ethi-
cal behaviour may be encouraged and how this represents positive bene-
fits not just for the individual but for the overall good of enterprises and
of society. Business managers and human resource development profes-
sionals in the finance sector can profit from these insights, understand-
ing the motivations for young people working with them to make a dif-
ference and to do well by doing good.

The innovative ideas contributed by the prize winners have broad
relevance for the finance sector across the world. The themes addressed
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in 2007 still have a freshness that has stood the test of time and the prob-
lems identified in the various chapters continue to confront the finance
sector. New rules and tougher regulation coming from the Basel llI
agreement, for example, may strengthen the macro-management of fi-
nance but are unlikely to solve the ongoing systemic crisis unless more
innovative and more ethical approaches become the norm.

In mid-2012, planning the launch of new global and regional compe-
titions in the Ethics in Finance Robin Cosgrove Prize, one may reflect
on the extraordinary talent revealed in these chapters. The commitment
of young finance professionals and advanced students to look beyond
compliance and to consider best practice for promoting trust, integrity
and ethics in their work demonstrates vibrant concern across the world
for these fundamental themes.



ETHICS AND THE ECONOMY:
A TENSE RELATIONSHIP

Paul H. Dembinski

There are those who would claim that the main reason for the finan-
cial crisis, and its impact on the economy, is failure to act ethically. In
other words, all we need to do is put ethics back into the economy, make
capitalism more moral, and hey presto, the world will be restored to
health and insulated forever from economic crisis and upheaval. Yet
once we move beyond this widespread piece of wishful thinking and
start trying to define what ethics in the economy actually means, the
consensus melts away.

The economy: An elusive notion

Before discussing the relationship between ethics and the economy,
we must first look at the many different definitions of “economics” and
“the economy”.

These terms have their etymological roots in the ancient Greek word
oikos which can be translated as “household”. Thus, in the writings of
Aristotle, oikonomiameans the organisation, the “law” — and by exten-
sion the wise management — of the household. It is thus an activity that
takes place in an enclosed space where, under the watchful eye of the
head of the household (the claspater — or mater— familias), people

! The author is grateful to Roland Burrus, Etienne Perrot and Domingo Suranyes
for their comments on preliminary versions of this text.
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work together to produce goods that they directly or indirectly consume.
Hence there is no direct analogy with the present, for a Greek household
is not the same thing as a business or a modern national economy. To-
day’s businesses produce to sell their products in a market. In the an-
cient Greek world, on the other hand, the wise manager sought to keep
his household independent and self-sufficient; trade with the outside
world was at most a stopgap measure, to be avoided if at all possible.
Management of resources was merely one aspect of the authority of the
pater familias who assigned tasks and functions to members of the
household. This is quite different from present-day economies, made up
of independent players that are free to make their own choices. Some
writers, such as Pierre Calame, use the teectonomyto refer to the
whole planet, viewing the pursuit of organisation and wise management
in terms of global governanée.

The role of the economy within society is so extensive — and hence
obvious — that few writers see any need to define it. Those that do are
divided into three main groups. According to the first group, the follow-
ers of Paul Samuelson (author of the seminal reference Baykom-
ics: an Introductory Analysjs1948), the economy is concerned with
how three kinds of decisions are made: decisions about production (how
to produce?), consumption (what to produce?) and distribution (for
whom to produce?). For others, like Lionel RobbiAs Essay on the
Nature and Significance of Economic Scierk@32), the economy (like
management) is concerned with all the knowledge and practices that en-
sure optimum use of limited resources in order to satisfy a maximum of
needs, which by definition are unlimited. Finally, for anthropologists
such as Maurice GodelieR&tionality and Irrationality in Economics
1972, first published in French &ationalité et irrationalité en écono-
mi€), the economy stands for all of society’s relationships with its mate-

2 Calame, PierreEssay on Oeconomyriginally published in French d&ssai
sur 'oeconomigParis: Editions Charles Léopold Mayer, 2009.
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rial environment, particularly those that help satisfy its material needs.

For anthropologists, and thinkers who see social relations as an organic
whole, the economy is therefore embedded in, or indeed inextricably

fused with, society.

This variety of definitions raises a question that, although crucial, is
nowadays seldom asked: to what extent is the economy a separate en-
tity? In the eighteenth century, with the work of Adam Smith (part of the
intellectual legacy of the Reformation), the economy came to be ac-
knowledged as a specific, autonomous area of human life. Ever since
then it has been a separate feature of Western society (especially the
English-speaking countries), divided off from both politics (the free
market!) and morality. Given that self-interest and reason are seen as the
triggers for economic activity, it could be said that arithmetic has made
conscience redundant and has hence to some extent taken the place of
morality, perhaps even ethics.

The debate on the technical as well as ethical independence of the
economy is by no means over — nor, of course, is the debate on the role
of ethics within it. Three theories can be mentioned at this point: those
of Luhmann, Walzer and Dembinski. According to Niklas Luhmann, a
German sociologist and philosopher who died in 1998 and whose works
belong to the functionalist school, social systems evolve towards higher
levels of complexity by spontaneously developing specialised ad-hoc
subsystems. These respond to new challenges, applying their own spe-
cific logic and rules of operation. As Luhmann saw it, contemporary so-
ciety is a set of functionally specialised subsystems, including the eco-
nomic and financial subsystems. The heteronomy of the specific logics
of the various subsystems that coexist within a wider overall system is
not a problem, said Luhmann, for each is confined to its own area and
hence does not threaten the coherence of the whole, which is maintained

3 Servet, Jean-Michelle grand renversement: de la crise au renouveau
solidaire, Paris: Desclée de Brouwer, 2010 and — the classic work of its kind —
Polanyi, Karl,The Great TransformatigiNew York: Rinehart, 1944.
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by complementarity of functiofsThe system thus has an innate ten-
dency towards optimisation that prevents clashes — and potential vio-
lence — between the various logics. It is kept in stable equilibrium by a
mysterious, and perhaps naive, law of functional complementarity.

Michael Walzer's work on spheres of justice analyses society as a set
of spheres of activity, each governed by a different principle of justice.
To Walzer, like Luhmann, coherence between the various principles is
not a crucial issue, for each sphere is largely independent in determining
how it produces justice. However, Walzer focuses on the importance of
politics, whose job it is to ensure that the various logics do not clash,
and hence that the spheres remain (peacefully) separate.

Paul H. Dembinski’'s analysis of social systems revolves around the
notion that each system’s survival depends on maintaining a minimum
degree of coherence between the various logics operating within it. This
is achieved when a given principle of organisation (or logic) succeeds in
dominating all the components or spheres in the system.

However, in any social system — even one that is seemingly in equi-
librium — there are clashes between rival principles of organisation that
constantly challenge the dominant one. Thus, says Dembinski, one can
never be sure that the system will remain coherent or stable.

The past half-century has seen the rapid rise, and nowadays the vir-
tual hegemony, of the efficiency ethos. This allows every player to pur-
sue the desired results by whatever means seem most efficient, however
exploitative they may be. In daily life, the principles of organisation de-
rived from today’s efficiency ethos inspire and justify individual behav-
iour, which shapes institutions and the associated rationalisations, which
in turn confirm the original principles. This process yields a theory of

4 Ossipow, William “Deux pistes pour penser les relations entre éthique et finan-
ce”, in: Finance & the Common Good/Bien CommiDp. 36, 2010, pp. 125-35.

® Walzer, MichaelSpheres of justice: a defense of pluralism and equaligw

York: Basic Books, 1984.
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systemic transformation in which present-day financialisation is merely
one episodé.

The debate on the structure of contemporary social systems, and the
economy’s place within them, illuminates and explains the wide range
of differing views on the relationship between ethics and the economy.
For those who see the various spheres or subsystems as separate, each
one has its own specific ethics. Accordingly, once the validity or useful-
ness to society of a given subsystem is accepted, the only ethical issue
for the players within it is how to make it work smoothly. Ethics is thus
endogenous to each subsystem or sphere. That is why so many authors
refer to the ethic®f business. The sole criterion of what is good and
what is bad is whether or not it helps the system to function properly. In
this view of ethics, any system that works is ethical.

Those who see the social system as a coherent whole governed by a
single dominant logic reject this. To them, ethics is exogenous to the
various subsystems. There are two versions of this theory. The first is a
Marxist view in which each social system (or, as Marx put it, social
formation) develops its own specific ethics whose purpose is to keep the
system going. Ethics is thus endogenous to each social formation, but
not to the subsystems or spheres within it. One can thus speak of the eth-
ics of capitalism. The other view, found mainly but not only among reli-
gious believers, is that the source of ethics lies outside all social systems
and organisations, which are simply frameworks within which people
constantly pursue a good life. People are therefore called upon to ex-
press this transcendence in their actions. Rather than the @thigsi-
ness, this group of thinkers focuses on etlmcbusiness. A scarcely
perceptible semantic difference thus conceals an irreconcilable differ-
ence in views on the origins and purpose of ethics.

6 Dembinski, Paul H.Finance: Servant or DeceiverBasingstoke and New
York: Palgrave Macmillan, 2009; first published in Frenchrmsnce servante
ou finance trompeuseParis: Desclée de Brouwer, 2008
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As Duncan Foley has stated, even if the contrast between these two
views remains important in the world of ideas, the functionalist ap-
proach is in practice totally dominant in the twenty-first century. In a re-
cent work calledAdam’s Fallacy: a Guide to Economic Theoldgy
Foley points out, with only slight overstatement, that the division of so-
ciety into two ethically distinct spheres began with Adam Smith. One is
the economy, which has a positive impact on society because it is gov-
erned by the pursuit of self-interest that typiffesno oeconomicugn
which the pursuit of self-interest is guided by objective laws to a so-
cially beneficent outcome); the other is the rest of society, particularly
the private sphere, where the pursuit of selfish interests must be recon-
ciled with other goals (in which the pursuit of self-interest is morally
problematic and has to be weighed against other ends). Foley says that
today’s world is still largely ruled by this ethical duality, not to say
schizophrenia, which continues to distract it when making both individ-
ual and collective choices.

According to Paul Ricoeur’'s famous definition, ethics means aiming
to live “a good life with and for others in just institutiofsEthics is
thus a stance that people adopt in all circumstances of life, whether in
political, economic or interpersonal relations, and whether in the public
or the strictly private realm. Ricoeur’s definition leaves no room for the
schizophrenia inherited from the Enlightenment and further reinforced
by positivism — every act, without exception, involves the same pursuit
of a good life. Anthropologically speaking, these two views of ethics —
which for simplicity’s sake we will call Smith’s view and Ricoeur’s
view — are thus totally incompatible. This brings us back to the afore-
mentioned contrast between ethafbusiness (which is endogenous to

" Cambridge MA: Belknap Press (Harvard University Press), 2006, p. 260.

8 Ricoeur, PaulOneself as another, Chicago: University of Chicago Press,
1992; originally published in French &oi-méme comme un aytfearis: Le
Seuil, 1990 (quote from p. 202).
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the context) and ethida business (which is exogenous to it, and tran-
scends it).

To survive in the post-Smithian world, people thus need (at least)
two separate ethics: one for the economy, and the other for everything
else. Luhmann’s ideas, which posit a multiplicity of specialised subsys-
tems and logics, are thus merely extensions of the dichotomy introduced
by Smith. It follows that only those capable of changing the logic of
their behaviour according to the context — people with multiple, inter-
changeable ethics — can survive in such a highly specialised environ-
ment. In contrast, those incapable of making such adjustments will be
unfit to survive. The difference between Smith’s and Ricoeur’s views
thus implies a fundamental difference in outlook, between people with
more than one ethical face and those with a single, coherent system of
values — a difference that pervades the current debate on ethics and the
economy.

Four areas of conflict

In the second part of the article, the two aforementioned ethical op-
tions will be used to shed light on four key topics and point out their dif-
fering, not to say conflicting, implications.

Remuneration

From the point of view of the ethicd business, the issue is not so
much the actual level of remuneration as the way in which it is deter-
mined. Smoothly functioning markets are supposedly all that is needed
to ensure true prices. As long as market forces have been given free rein,
their verdict is implicitly just (in the moral sense), for it helps increase
economic efficiency and hence every player’'s welfare. However, this
does not convince the advocates of ethidsusiness, who move beyond
mere procedure to question the justness of the level of remuneration,
particularly in terms of commutative justice. Debates on the just price,
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which go back well beyond the Enlightenment, are part of a continuing
effort to identify the level at which prices or remunerations may be
deemed unjust or unjustified, either as such or because of their impact
on social cohesion.

The nature of businesses

The modern business (joint-stock company) is a fairly recent legal
entity. It is a place where capital and labour can work together to create
added value, to which they are ultimately entitled. Is it an instrument
used by owners of capital to maximise their return on investment, or a
community of stakeholders with a common purpose? The answer to this
question is crucial when deciding whether the management of modern
businesses should focus on shareholder value (which means outright ex-
ploitation) or acknowledgement of the partners’ wish for a just distribu-
tion of effort, risk and reward. Here again, those who advocate ethics
business will go for economic efficiency, whereas just distribution of the
fruits of joint effort will be the criterion adopted by those who reject
ethical schizophrenia.

Philanthropy has a good press these days. Captains of industry who
distribute fortunes built up in the course of a lifetime are much admired.
However, a seldom-asked question is which of the two approaches to
business management enabled them to build up their fortunes in the first
place — exploitation, or partnership with stakeholders.

Conflicts of interest

Conflicts of interest at the forefront of the economic (and sometimes
political) stage have an insidious, latent impact on individuals and insti-
tutions that find themselves torn between clashing loyalties, motivations
or interests. Such situations mainly arise (though not always) when there
is considerable asymmetry of information, or understanding, between
the parties involved in a transaction. In societies where two thirds of na-
tional income comes from services and is generated by the manipulation
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of information, if not knowledge, there is a constant need for experts or
proxies. Whether they be bankers, lawyers, car mechanics, accountants
or physicians, experts tend to prescribe things — especially their own
services. Conflicts of motivation between their clients’ wishes and con-
cern for their own turnover are as old as the professions that are most at
risk. That is why traditional professional associations drew up such strict
codes of ethics and closely scrutinised the characters of new recruits be-
fore admitting them to their ranks. There is no equivalent in the manage-
rial and financial professions that now account for most economic activ-
ity. Is that because these professions are not liable to conflicts of interest
— or because, on the contrary, such conflicts are a key source of income?
Those who advocate strict ethigsbusiness see conflicts of interest as
something that can only be eradicated by competition, smoothly running
markets and circulation of information — in other words, the problem is
technical rather than ethical. But those who, like Ricoeur, believe that all
human behaviour follows the same principles do not agree. As they see
it, the situations of conflicts of interest cannot be eradicated, but they
can be controlled. This means that the players most at risk must be made
aware of their ethical responsibility to act in their patients’ or clients’
best interests — a responsibility they must assume even, and perhaps
most of all, when they feel tempted by the markets.

Ricoeur’s definition of ethics covers badtte individual and the so-
cial dimensionof every act. Thus aiming to foster just institutions is as
much part of the pursuit of ethics as aiming to live a good life. In this
sense, any action marginally helps either to validate and consolidate, or
else to destabilise and reorient, the institutions within which it takes
place. Thus each act is meant to improve the justness of institutions,
which are imperfect because by definition they are not good.

Those who advocate the ethizfsbusiness are less concerned about
improving the institutional context. To them, the institutional framework
is merely the legal context for the rules that must be followed if the
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market is to function smoothly. However, this is a formal requirement —
the market will function if everyone follows the same rules — rather than
a substantial requirement that the rules must be intrinsically just.

Beyond schizophrenia

The coexistence of two irreconcilable ethical cultures — and the re-
sulting schizophrenia — is very deeply rooted in Western economic and
managerial practice and theory. Since it is deemed normal, and hence
natural, it is accepted as a fact of life and arouses little protest. Yet it is
fundamentally unhealthy, for two reasons. First, it traps many economic
players in an ethical inconsistency that they find very hard to break free
from by their own efforts, from within. Second, it is a source of division
that may yet lead to a confrontation between the fragmented individuals
who have embraced the legacy and ethical fatalism hofmo
oeconomicusind the integrated ones who reject this.

Today'’s crisis is replete with scandal, in the profound sense of the
term, and the public has repeatedly waxed indignant not just at some
people’s behaviour, but also at the excuses provided for it. Current calls
for more ethics and a more moral capitalism may also reflect a wish that
the economy should once more be governed by the standards that apply
to other aspects of society and individual life. The crisis could thus pro-
vide an opportunity to end the exemption from ethics that the economy
has enjoyed for upwards of two centuries. However, if this revolution is
to take place, we must take a fresh look not only at economic practice,
but also — and perhaps above all — at the body of supposedly scientific
literature that has served to justify this exemption.

In 1948, in a booklet in France’s famous popularisiue sais-je?
series, Francois Perroux warned that capitalism is incomplete, held to-
gether by a sense of ethics that is external to it: “For varying lengths of
time, an earlier, uncapitalist mentality sustains the frameworks within
which the capitalist economy operates; yet the latter's very expansion
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and success... undermine the traditional institutions and mental struc-
tures without which there can be no social order. Capitalism erodes and
corrupts, devouring the vital juices whose rise it cannot control”.

From Leo XllI to Benedict XVI, via Calvin and his modern-day fol-
lowers, Christians have always claimed that the freedom of the market is
invaluable as long as politics protects the economy and the financial sec-
tor from their self-corruption and they are firmly controlled by a set of
shared moral values that transcend the economy. It is above all from
without (through ethics and politics) rather than from within that capital-
ism can be made more moral. Perroux was well aware of what was at
stake when he wrote: “If [the degeneration of capitalism] is to be de-
tected and controlled in time, political leaders will need to be unusually
clear-headed in diagnosing it and exceptionally vigorous in treating it”.

At the end of this brief discussion, the question of whether capitalism
can be made more moral comes to the fore once again. Four years after
the crisis first erupted, most of the remedies that are now prescribed are
either purely technical (such as equity ratios, regulation of over-the-
counter trading and capping of remunerations) or else deontological
(more codes of conduct, greater compliance by financial institutions,
control of conflicts of interest and so on). Even if some of these meas-
ures are ethically inspired, they are still clearly based on the ethics
business approach. Their obvious limitations can be summed up by a
question that was asked in ancient Rome and remains unanswered to this
day: Quis custodiet ipsos custo@®e@Vho will watch the watchmen?)

Ethicsin business offers a path that, however steep and arduous, may
solve this problem by explicitly resorting to action beyond the realm of
purely economic practice and theory. But this will depend on a willing-
ness — political and otherwise — to confine the efficiency ethos to strictly
economic activities.
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CREDO + CREDIBILITY = CREDIT

Christoph Stickelberger

Globethics.net is honoured and proud to publish this stimulating col-
lection of articles of the Robin Cosgrove prize on Ethics in Finance.
Economic ethics (or business ethics) is a key theme for our global ethics
network in the global online library and its special collections, in the
network with its global Directory of Business Ethics Experts, in interna-
tional research workgroups such as on a new global currency regime,
and in our Global Ethics Forums on the value of values in business. Eth-
ics of financial markets is a key topic within economic ethics since capi-
tal markets are the fuel of economies and whole societies.

Financial ethics,or better ethics in finance, is one of the most im-
portant challenges in overcoming the current economic crises. It is at the
same time a problem that is as old as money itself. Lending capital has
led and leads again and again to an increase in the gap between poor and
rich. This two thousand years experience led to the interdiction of inter-
est and with Calvin in the Reformation to a very careful, socially re-
sponsible way of limiting and strongly regulating financial markets and
interest rate$.And the magic powerful attraction of money that makes
us greedy and leads to speculation, overspending and indebtedness is
equally old. All world religions in their holy scriptures warn against

1 See McCosh, Andrew MEinancial Ethics Edinburgh 1999.

2 See Stlckelberger, Christoph, “No Interest from the Poor. Calvin’s Economic
and Banking Ethics”, in: Stiickelberger, Christoph/ Bernhardt, Reinhold (eds.),
Calvin Global. How Faith Influences SocietigSlobethics.net Series No. 3,
Geneva 2009.
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greed as the taproot of injustice, oppression, exploitation, corruption,
mistrust, conflicts and war. They all show ways to overcome greed and
find ways of sharing, trust, fairness and mutual benefit in trade and eco-
nomic interactions.

Each generation therefore has to develop spiritual strength and find
voluntary rules and legally binding regulations to transform money from
a malediction to a benediction, from an addiction to a liberating service.

Ethics in finance covers all topics of financial activities: banking eth-
ics? stock market ethics, insurance ethics, ethics of gambling, debt man-
agement, microfinance, speculation, black markets, money laundering,
etc. Even though the vital importance of the financial markets is recog-
nised, the number of publications on ethics in finance is very limited
compared to the huge number of publications on bioethics, medical eth-
ics or homosexuality. This is one reason why the Robin Cosgrove Prize
for Ethics in Finance is so important and innovative because it stimu-
lates and supports this redirection of financial markets.

The financial crisis was and is also a crisis of trust in the banking
system, in leading banking professionals, in political control mecha-
nisms and in the rationality of consumers and investors. Trust is a basic
condition of economic transactions. Economy in a market or a plan sys-
tem cannot work without trust on all levels. And what builds trust? Not
opportunism, not selfishness, not short-termism, not personal or institu-
tionalised greed, but long-term planning and strategies, faithfulness to
values and convictions are the ground for trust. Credo (the belief, the
convictions, the ethical values of a person, group or institution) leads to
credibility. And credibility leads to credit-relations between creditor and
debtor where — built on trust and control — credit is given and taken for
responsible investments and economic development. Therefore, the sim-
ple formula for trust and ethics in finance is:

Credo+Credibility=Credit.

3 Thielemann, Ulrich/ Ulrich, PeteBrennpunkt BankenethiBern 2003.
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ETHICS: A DIET FOR HIGHLY
LEVERAGED FINANCIAL MARKETS

Jakub Kuriata

“Men often, from infirmity of character, make their election for
the nearer good, though they know it to be the less valuable.”
- JS Mill, Utilitarianism

In the recent few years the emphasis in the discussions relating to
ethics and finance has been a natural consequence of the high-leveraged
investment and the excessive risk taking by banks, which were among
the causes of the financial crisis of 2007 — 2009. The prevailing senti-
ment was that the financial system was on the verge of collapse and the
subsequent efforts of central banks, financial regulators, governments
and other market participants have been focused on designing a new
framework to increase the stability of financial markets. As Lehman
pointed out in 1988, the mechanisms of financial intermediation create
“the majority of interesting philosophical questions about corporate
capitalism” largely because financial institutions accumulate and man-
age particularly large funds and require the participation of increasingly
sophisticated intermediaries. Against this backdrop, it is not surprising
that among the vast array of topics in financial ethics, the most urgent
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issue to be addressed is the ethical dimension of the recent failure of fi-
nancial markets and to what extent ethical theories might be pertinent in
designing the financial markets of tomorrow.

Preliminary remarks

One of the main caveats in the discussion about the failures of con-
temporary finance is that participants speak different languages. Nielsen
(2010) highlights that many modern economists “separated the study of
economics, evolutionary forms of capitalism, and structurally related
ethical issues, such as ‘monopolistic practices’ from ethical judgements
about those issues”. It became a rule rather than an exception to present
economic models in the form of elegant mathematical equations without
mentioning ethical dilemmas, even on the list of omitted topics. At the
same time, as Haakonsen (2002) put it, in a brilliantly concise formula,
“modern moral philosophy is primarily the hunt for a universally norma-
tive doctrine”. For an economist not overly acquainted with the history
of ideas, the question “what is ethical finance?” is far from being trivial.
On what grounds can we base the ethical judgement of financial mar-
kets? Shall we adopt a deontological or teleological perspective? Can we
overlook that the perception of finance has varied across the centuries
largely due to the amalgamation of social practices and religious views?

A useful formula to overpass this conundrum is to begin with under-
lying assumptions that will be simple enough and acceptable for the
largest possible audience. Two essential elements of Aristotelian virtu-
ous ethics seem to carry a noteworthy common denominator: happiness
or human flourishing (eudaemonia), as the ultimate goal (telos) of hu-
man actions, and the definition of happiness according to certain virtues.
It is worth highlighting that Aristotle considered that virtues need to be
exercised. In this respect, virtues can be compared to skills: one cannot
acquire them only by following a class or reading books. To become a
skilful car driver one must drive a car on the streets.
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Although not completely free of legitimate criticisnthis dual per-
spective of telos/virtues will guide us through the rest of the text.

Another question that needs to be addressed is the nature of the con-
temporary financial sector. According to Biais, Rochet and Woolley
(2009), technological change and inflow of resources and skilled work-
force, together with market liberalisation, enabled creation of new tech-
nigues (securitisation) and new strategies (hedge funds, private equity
funds), which deeply transformed the industry. Nielsen (2010) advocates
the idea that high leverage is a major characteristic of today’s financial
landscape. In addition, one must think about the pace of globalisation of
the financial sector, which matches, if not outperforms, the pace of trade
globalisation. It has certainly contributed to the spread of risk across the
world; but while previously, the consensus was that this process would
help manage the risks and losses, it appeared that globalisation was the
nexus that transformed local financial turbulences into a global one.

| find it appropriate to elaborate on the groundwork of ethics in fi-
nance because we believe that too often the public tend to deal with
problems as they surface, i.e. by focusing on the scandals related to
fraud and deceit without paying too much attention to the increasingly
complex nature of financial markets and their role throughout history.

In the remainder of the paper, | argue that the only realistic approach
to judge the financial markets is teleological: financial markets contrib-
ute to the positives of life when their functions perform correctly and ef-
ficiently. Purely deontological ethics have never been applied into fi-
nance. We live in a world of regulations and compliance. | therefore out-
line a simple framework aiming at improving the functioning of finan-
cial markets by fostering financial markets’ stability. At the same time,
simply complying with regulations is not sufficient to develop virtuous

! According to Schopenhauer “It is Kant's great service to moral science that he
purified it of all eudaemonism”. The attempt made by the Ancients to prove that
virtue equals happiness, “was like having two figures which never coincide with
each other, no matter how they may be placed”. (“The Basis of Morality”).



50 Trust and Ethics in Finance

behaviour. | will argue that all market participants should engage in a
dual process of education (due to high rates of financial illiteracy in the
society) and dialogue over the division of the financial industry in con-
tributions to the common good. | am aware that this analysis shall apply
mainly to developed countries even though some conclusions may be
relevant for emerging countries as well.

Incentives versus moral motivation

The famous answer of James Tobin is that economics, in one word,
is about incentives. Relatively early, economists developed the idea of
homo economicus and tried to understand what forces drive his behav-
iour and motivate his choices relating to work, consumption, and leisure.
In the vast majority of economic models it is assumed that individuals
are self-interested and they behave as if they were maximising a certain
utility function under existing constraints. This echoes a simplified ver-
sion of utilitarian ethics, as advanced by JS Mill. There are, of course,
models aiming at understanding altruistic behaviour, models stressing
imperfect information of the economic agents and a plethora of other
deviations from the homo economicus ideal-type. There have been even
attempts to include Kantian ethics into formal economic reasoning but
without too much impaét However in general, economic models ignore
the question of moral motivations behind agents’ decisions.

The following moral motivations according to three major schools of
thinking about ethics; Aristotelian theory of virtue, Kantian deontology
and utilitarianism of John Stuart Mill, were investigated by Colle and
Werhane (2008). They found that Aristotle and especially Kant asserted

2 | affont (1975) established a utility function in which an individual maximises
its utility according to the Kantian principles (act as if you wished that your ac-
tions become a universal law). White (2004) argues that homo economicus can
follow imperfect duties but firstly, he does not attempt to model it and secondly
he substantially weakens Kantian ethic theory.
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that the moral motivation must unavoidably stem from intrinsic motiva-
tions of each individual. On the other hand, Mill asserts two options, the
individual is motivated by the need to satisfy external requirements or it
abides to internal motivations; he undoubtedly assigns moral superiority
to the latter. Aristotle, Kant and Mill agree also on the fact that human
life has an aim (although they differ when it comes to defining this aim),
which implies that a human being must use reason in order to be capable
to understand this ultimate goal.

Moral motivations in the ethical system are the equivalent of incen-
tives in economics and in both cases one must assume that individuals
are endowed with some form of reason. If we try to apply this to finan-
cial markets, one should immediately see that we face here an intellec-
tual conundrum. How can a balance be met between authorities imple-
menting a system of surveillance and punishment in order to obtain ethi-
cal behaviour from the market participants with the need for an intrinsic
moral motivation behind human acts?

Clearly, compliance with rules and regulations is not enough to es-
tablish whether an act is ethical or not. In particular, within the Kantian
perspective this is not only insufficient but is insignificant as to whether
we abide by the existing law or not. Kant would argue that a merchant
(or a banker) that applies a fair and equal treatment to all its clients be-
cause he knows that this will achieve optimum behaviour and being
unlawful would be harmful for his business does not act morally. Only
good will can be discerned as good, without restrictions. We believe we
do not risk too much by stating that contemporary finance authorities
would never rely solely on the faith that financiers will follow Kant's
categorical, imperative or Aristotelian virtuous ethics.

Today, no one seriously questions the idea that markets are imperfect
and need corrections in certain areas or circumstances. Many people are
calling for more and/or better incentives for the market participants. In
reality, various institutions are in charge of regulating and controlling fi-
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nancial markets By multiplying the restrictions and increasing supervi-
sory bodies we are hindering the development of virtuous character but
in contrast we admit that potentially better supervision may bring us
closer to the objective, which is better functioning of the financial mar-
ket. This approach could be classified as teleological since it favours the
assessment of the behaviour with reference to its goals. However, what
remains to be determined is by which categories exactly should we
judge financial markets? This requires a short enquiry into the roots and
history of the financial industry.

Teleological approach — how to judge financial markets?

It should never be forgotten that according to conventional econom-
ics the role of financial markets is to allocate available resources to their
most productive use. Anoth