
Why we can't just throw more regulation at the ethical issues raised by the banking royal commission

Written by Anthony Asher, Associate Professor, UNSW

The Financial Services Royal Commission hearings are illustrating both the weaknesses of
human nature and of the culture and structure of the financial sector – regulated and regulator.
The response to this has been more regulation  and codes of conduct .

But we should also be considering our own ethics.

       Read more:       Company boards are stacked with friends of friends so how can we
expect change?

The time-honoured approach to removing ethical temptations to greed is to prohibit conflicts of
interest. This goes way back beyond 1896 , when the argument was made in a famous court
judgment that “human nature being what it is, there is danger … of the person holding a
fiduciary position being swayed by interest rather than by duty”. 

Both superannuation  and corporate law  assume that conflicts of interest will persist, and that
simple disclosure is enough to manage the problem. 

But simple disclosure hasn’t been enough. The royal commission has unearthed  many
examples of banks and financial services companies both making and selling financial products
to their customers, with the latter frequently suffering in the aftermath. 

We are already moving away  from the payment of commissions for personal financial advice,
in favour of fees. But we need to go further. Europe is leading the way as it now 
forces banks and brokers to explicitly charge for the investment research they produce
. We need to remove all conflicts of interests. 

Flattening hierarchies and reducing temptations to arrogance
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https://theconversation.com/bankings-new-bear-is-a-teddy-bear-not-a-grizzly-85687
http://asic.gov.au/about-asic/media-centre/find-a-media-release/2018-releases/18-138mr-asic-consults-on-code-of-ethics-compliance-schemes-for-financial-advisers/
http://theconversation.com/company-boards-are-stacked-with-friends-of-friends-so-how-can-we-expect-change-95790
http://theconversation.com/company-boards-are-stacked-with-friends-of-friends-so-how-can-we-expect-change-95790
https://www.scribd.com/doc/66442712/bray-v-ford
http://www5.austlii.edu.au/au/legis/cth/consol_act/sia1993473/s52.html
http://www5.austlii.edu.au/au/legis/cth/num_act/ca2001172/s191.html
http://www.afr.com/business/banking-and-finance/banking-royal-commission-targets-vertical-integration-20180416-h0yufk
https://theconversation.com/the-future-of-financial-advice-needs-educated-advisers-24780
https://www.bloomberg.com/news/articles/2018-01-02/no-idea-what-mifid-stands-for-here-s-what-you-need-to-know
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There are other time-honoured approaches to overcoming the temptation to arrogance. The
power of leaders needs to be limited.

One organisational principle is subsidiarity , which calls for devolving power to the lowest level
where it can be effective. The steep hierarchies of organisations in English-speaking countries
create huge jumps in power at higher levels. 

Boards need to act on this problem, but regulation could help by ensuring that independent
directors have independent power bases
and are less beholden to CEOs. If the CEO invites someone to sit on the board, for instance, it
is extraordinarily difficult for that person to turn around and tell the CEO: “You are paid too
much.”

Many European countries give seats on their boards to union representatives. This may go
some way to explaining  why executive remuneration is not nearly as steep in those countries. 

Some companies in the United States have experimented with proportional representation of
shareholders . This would mean
that different directors can rely on support from different groups of shareholders.

The new Banking Executive Accountability Regime  links pay to performance, but fails to
address excessive levels of remuneration in the financial sector. 

Codes of ethics and less regulation

We cannot remove all temptations, so we also have to try to provide people with more ways to
resist them. One of these is an appropriate code of conduct: actively subscribing  to a code of
conduct has been shown to make people more likely to behave virtuously.

The Bankers&rsquo; Oath  should be encouraged; maybe even made compulsory like the
proposed financial advisers&rsquo; code . 
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https://www.iese.edu/research/pdfs/DI-0566-E.pdf
https://corpgov.law.harvard.edu/2017/05/03/independent-directors-and-controlling-shareholders/
https://corpgov.law.harvard.edu/2017/05/03/independent-directors-and-controlling-shareholders/
https://www.researchgate.net/profile/Brian_Main3/publication/227375494_Top_Executive_Remuneration_A_View_from_Europe/links/5a3794a2aca27247ede2395d/Top-Executive-Remuneration-A-View-from-Europe.pdf
http://www.socsci.uci.edu/~bgrofman/Glazer-Glazer-Grofman-Cumulative%20Voting%20in%20Corporate%20Elections%20S%20C%20L%20R.pdf
http://www.socsci.uci.edu/~bgrofman/Glazer-Glazer-Grofman-Cumulative%20Voting%20in%20Corporate%20Elections%20S%20C%20L%20R.pdf
https://treasury.gov.au/consultation/c2017-t222462/
http://www.pnas.org/content/109/38/15197.short
http://www.thebfo.org/home
https://www.fasea.gov.au/wp-content/uploads/2018/03/Exposure-Draft-consultation-template-Code-of-Ethics.pdf
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While codes of conduct may help, the tsunami of financial regulation over the past few decades
has swept aside much of the sense of personal accountability.

We would surely be better off without the half-million words that make up the Superannuation
Industry Supervision Act
and Regulations and the 2001 
financial sector changes to the Corporations Act
. 

The royal commission has produced a paper on the latter legislation  that illustrates its
complexity and goes some way to explain why it has been a failure. 

Reducing complex regulation would also free regulators to focus on enforcement. It may be that
punishments comfort victims as much as they create incentives not to offend, but both are
important. Successful prosecutions are important, so we need to deal with the Australian
Securities and Investments Commission&rsquo;s failures to prosecute
, and its 
cosiness
with the businesses it regulates.

       Read more:       Democratising super would bring more independent voices to the
negotiating table

Reduce the temptations, strengthen the principles of conduct and punish offenders. All good,
but not enough for a financial sector that plays its proper role in a flourishing democratic society.

The role of the financial sector is to implement payments, allocate capital and provide financial
security. In doing so it can make money for itself. But if making money is all it can think about, it
should continue to be subject to ongoing and stringent scrutiny.
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https://www.legislation.gov.au/Details/C2017C00052
https://www.legislation.gov.au/Details/C2017C00052
https://www.legislation.gov.au/Details/C2005C00498
https://financialservices.royalcommission.gov.au/publications/Documents/legal-framework-for-the-provision-of-financial-advice-background-paper-7.docx
https://theconversation.com/government-backflip-on-asic-could-be-too-little-too-late-58210
https://theconversation.com/government-backflip-on-asic-could-be-too-little-too-late-58210
https://www.theguardian.com/australia-news/2018/apr/27/asics-conflict-of-interest-policies-under-microscope-after-amp-revelations
http://theconversation.com/democratising-super-would-bring-more-independent-voices-to-the-negotiating-table-84690
http://theconversation.com/democratising-super-would-bring-more-independent-voices-to-the-negotiating-table-84690
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As with all ethical questions, we need to end with ourselves. In whatever way we make our
living, can we reinvigorate our resolve, and the institutions in which we serve, to build a
flourishing society?

Anthony Asher is currently working on a related report for the McKell Institute. 

Authors: Anthony Asher, Associate Professor, UNSW

Read more http://theconversation.com/why-we-cant-just-throw-more-regulation-at-the-ethical-i
ssues-raised-by-the-banking-royal-commission-96646
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