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ABSTRACT

This paper examines the Global Financial Crisis within and between four levels of analysis:
individual transactions, governance arrangements, incremental changes to the overarching
institutional framework and the underpinning power of what Oliver Williamson has termed the
‘non-calculative social contract.” The emphasis throughout is on charting the sedimentation of
ideational terms of reference on which both corporate and regulatory practice has been built.
Secondly, the paper questions the continued use of technical solutions at both the European and
global level. It suggests that without attending to the normative dimension (i.e. how changes at
lower levels of analysis impacted and continue to have a negative impact on the social contract),
sustainable reform will remain elusive. Thirdly, the paper argues that for this to be achieved
requires a much more fundamental reframing,

A Introduction
The interlocking governance, regulatory and political failures that generated the

Global Financial Crisis (GFC) provided a fin de siécle moment, in which material
and ideational certainties associated with the privileging of financial capitalism
evaporated. Globalization, deregulation and innovation, each informed and
legitimated by the transmission of a neo-liberal agenda that progressively
dominated in the aftermath of the Cold War, all came under sustained question.
Nowhere was this rupture more keenly encapsulated than in the extraordinary
congressional testimony given by Alan Greenspan, the former chairman of the
Federal Reserve, in October 2008.1 Greenspan admitted that what had been
represented as the economically rational was politically constructed; that his
faith in the capacity of the markets to self-correct was, in fact, based on what

turned out to be flawed ideological assumptions. Watching Greenspan give

Paper presented at the Oxford University European Affairs Society, 16 June 2010 and
forthcoming in Oregon Review of International Law (2010).

1 Evidence to House Committee on Oversight and Government Reform, United States Congress,
Washington DC, 23 October 2008, 1 (Alan Greenspan).
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evidence, one was acutely reminded of Don Fabrizio Corbera, the antihero of
Guiseppi Tomasi De Lampedusa’s masterpiece, The Leopard (1958).

Set in Sicily on the cusp of Italian unification, the novel is a meditation on
the impact of potentially epochal change on existing power relations. While
Greenspan shuffles off the world stage, his reputation for sagacity in ruins, the
fight for ideational legitimacy transfers to a new generation of financiers,
symbolized in The Leopard by the aged count’s nephew, Tancredi, who
admonishes his mentor not to give up hope, telling him, ‘if we want things to stay
as they are, things will have to change.’? The epigram provides a telling
indication of how even the most radical ruptures can in fact be subverted. It also
serves as a metaphor for a more pressing and contemporary danger. This centers
on the dispiriting reality that the conceptual and practical implications of the
Global Financial Crisis may have neither been internalized by communities of
practice nor necessarily understood at policy level. Notwithstanding the
enormous dislocation caused by the crisis, beyond the rhetoric fundamental
change is by no means assured. Indeed, there are dispiriting signs that policy
imperatives are inexorably shifting once again towards the technical plane.

The inconvenient truth of demonstrable shortcomings within the broader
normative structure (and falsified assumptions within underpinning theoretical
frameworks) are at best being downplayed; at worst not only obfuscated but

also ignored.3 As such the window of opportunity for more fundamental reform

2 Guiseppi de Lampedusa, The Leopard (1958; Random House, 2007), 28.

3 See John Cassidy, How Markets Fail: The Logic of Economic Calamities (2009); see also John
Cassidy, ‘Interview with Eugene Fama, The New Yorker, 13 January 2010
<http://www.newyorker.com/online/blogs/johncassidy/2010/01 /interview-with-eugene-
fama.html>.
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is closing. With it the possibility of re-engineering a social and economic compact
capable of global application and global legitimacy also recedes from view.4

It is only through mapping the trajectory of actual and proposed reform
against both the causes and the rhetorical response to the crisis and the choice of
forum that this myopia becomes apparent. After all, the critical narrative
emerging from the crisis centers on the heroic efforts of individual states to save
financial capitalism from itself, often hampered by recalcitrant and ungrateful
bankers, who failed to recognize the scale of the crisis.> While compelling as a
fictional narrative, there are, however, a number of flaws. These approaches fail
to give sufficient credence to either political culpability before the crisis erupted
or political inaction as it emerged. The critical but unexplored question is why
this occurred?

This paper examines the GFC within and between four levels of analysis.
Using a framework first developed by Oliver Williamson (2000), the emphasis
throughout is on charting the sedimentation of ideational terms of reference on
which both corporate and regulatory practice has been built. The aim is to
evaluate how these conceptions of narrowly defined self-interest became first
embedded and then spread through mechanisms of self-governance. Secondly,
the paper questions the continued use of technical solutions at both the

European and global level. It suggests that without attending to the normative

4 In this context the elevation of the G20 over the United Nations as the premier negotiating
forum represents potentially a threat to rather than a buttressing of legitimacy. Formed in
response to the Asian financial crisis, the G20 projects itself as having moral and political
authority, which is exceptionally contestable. According to its website, ‘the G-20's economic
weight and broad membership gives it a high degree of legitimacy and influence over the
management of the global economy and financial system.” The G20 has self-designated itself as
‘the premier forum for international economic cooperation,’ see
http://www.g20.org/about what is g20.aspx.

5 This narrative is expressed in contemporary accounts of the tortured negotiations that led to
acquiescence in the failure of Lehman Brothers in October 2008, see, for example, Andrew Ross
Sorkin, Too Big Too Fail (New York, 2009).
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dimension, sustainable reform will remain elusive. Thirdly, the paper argues that
questions over the future form and substance of financial regulation necessitates

framing within a much broader debate about political values.

B The Institutional Economics of the Global Financial Crisis
Irrespective of whether one argues that the crisis derived primarily from a
failure of regulation or the failure to apply it through effective supervision or
both,® it is essential to stress at the outset that the GFC derives essentially from
widespread ethical shortcomings. Moreover, the failure transcended specific
sectors and regulatory approaches. There was undoubtedly criminal activity in
the margins (demonstrable in the case of the Bernie Madoff affair and arguably
in the civil case taken by the Securities and Exchange Commission against
Goldman Sachs in the United States). In the main, however, it was largely a
technically legal crisis.” As such, it reflects an erosion of corporate, regulatory
and professional restraint. It provides a particularly stark example of how
transactional imperatives and compartmentalized conceptions of responsibility
fundamentally weakened the integrity of the overarching system.8 This derives,

in large part, from misguided national confidence in the restraining strength of

6 See Jose Vinals and Jonathan Fiechter, ‘The Making of Good Supervision: Learning to Say “No”
(International Monetary Fund Staff Position Note, SPN 10/08, Washington DC, 18 May 2010)
<http://www.imf.org/external/pubs/ft/spn/2010/spn1008.pdf>.

7 See Doreen McBarnet, ‘Financial Engineering or Legal Engineering: Legal Work, Legal Integrity
and the Banking Crisis’ in 1. MacNeil and ]. O’Brien (eds), The Future of Financial Regulation
(Oxford: Hart Publishing, 2010) 67-82.

8 See Alasdair Maclntyre, ‘Social Structures and their Threats to Moral Agency’ (1999) 74
Philosophy 311 (Compartmentalization occurs when a distinct sphere of social activity comes to
have its own role structure governed by its own specific norms in relative independence of other
such spheres. Within each sphere those norms dictate which kinds of consideration are to be
treated as relevant to decision-making and which are to be excluded’: at 322); for discussion of
the application of virtue ethics to the problem of sustainable financial reform, see Justin O’Brien,
‘The Future of Financial Regulation, Enhancing Integrity Through Design’ (2010) 32 Sydney Law
Review 39.
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what Oliver Williamson has termed the underpinning ‘non-calculative social

contract’ (see Figure 1 below). ?

Level Frequency of intervention Purpose
Social Norms 100-1000 years Non Calculative Social
Contract
Institutional Environment 10-100 years Overarching le.gal, political
and bureaucratic framework
Governance Arrangements 1-10 years Aligning transactions within
accepted rules of the game
Resource Allocation Continuous Incentive alignments

Figure 1: Williamson'’s Governance in Action

This was both a conceptual and practical mistake of enormous import.
The extent of the crisis was inexorably magnified by a failure of politics at a
regional or indeed global level to keep pace with (or control) financial

innovation, in and through which entire swathes of the securities industries

9 Oliver Williamson, ‘The New Institutional Economics: Taking Stock, Looking Ahead’ (2000) 38
Journal of Economic Literature 595 at 597. Williamson notes that analysis of this ‘level one’
component of social theory is conspicuous by its absence within regulatory studies. The other
three levels comprise institutional arrangements viewed primarily through property rights and
positive political theory, governance mechanisms through transaction cost economics and
resource allocation frameworks generally examined through agency theory.



operated increasingly outside effective regulatory supervision.1? The result was
not only a process of financial de-intermediation as banking was displaced by
direct funding through the capital markets, but also, more fundamentally, a
jurisprudential decoupling. Public law was weakened by the emergence of what,
in effect, became a global law of contract in which allegedly sophisticated
investors transacted acted around disclosure obligations in the search for yield.11
In a negative feedback loop, the material and ideational forces of globalization
reinforced the retreat of the state.

The process was greeted with hubristic acclaim as bearing witness to the
end of history or resisted by amorphous, and ultimately until the GFC, futile,
complaint.’?2 The political implications of this shift in political power cannot be
overestimated. Freedom to contract trumped either obligation or capacity to
provide security, weakening, in the process, the very foundations of societal
empathy.13 Nowhere was this emasculated conception of responsibility more

pronounced than in the securities industry. As Claudio Bario of the Bank of

10 For discussion of rise of financialization, see Youssef Cassis, Capitals of Capital (Cambridge:
Cambridge University Press, 2008) 242-278.

11 This was particularly but not exclusively pronounced in the United States, see ‘Securities and
Exchange Commission, Asset Backed Securities, Proposed Rule 17 CFR 200,229,230 et al’ (2010)
75 Federal Register 84 (Washington DC, 3 May) at 23330
<http://www.sec.gov/rules/proposed/2010/33-9117fr.pdf>. A similar questioning is apparent
in the United Kingdom, see Financial Services Authority, The Turner Review: A Regulatory Response

to the Global Banking Crisis, March 2009 (the *“*“Turner Revi

raises important questions about the intellectual assumptions on which previous regulatory approaches
have | argely been built’™’ ).

12 For discussion of the implications of embedding the end of history thesis and its impact in
emasculating political choices, see Tony Judt, Ill Fares the Land (2010); see also Zygmunt
Baumna, Does Ethics Have a Chance in a World of Consumers (Cambridge, MA: Harvard University
Press, 2008); Slavoj Zizek, Living in the End Times (2010).

13 For a critique from within mainstream economics, see Amartya Sen, ‘Introduction’ in Adam
Smith, The Theory of Moral Sentiments (1759; London: Penguin, 2009 edition) vii-xxiv (noting
that neglect of Smith’s opus has led to stunted appreciation of the complexity and ‘pluarlity of
human motivations, the connections between ethics and economics and the co-dependent -
rather than free-standing - role of institutions in general and free markets in particular in the
functioning of the economy’: at viii).
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International Settlements has acknowledged self-deception is not a basis for

credible policy calibration.

To varying degrees, policymakers, just like everyone else, underestimated the
threat. They were caught up in what, in retrospect, has partly turned out to be
a Great Illusion. And even had the threat been fully recognized - and some no
doubt did - the political economy pressures not to change policies would have
been enormous. On the face of it, the regimes in place had proved to be
extremely successful. A lot of reputational capital was at stake. And not even
the often more critical academic community provided any support for change.
Indeed, as regards macroeconomic policy, that community turned out to be

part of the problem, not of the solution’14

Academics primarily associated with the law and economics tradition
provided crucial (if spurious) jurisprudential support by focusing on weak
utilitarianism as the zenith of equality principle,’> and focusing on the reduction
of transaction costs as the primary (if not sole) indicator of efficiency. The impact
of this privileging within and between each level of analysis on market
participants actual adherence to underpinning core values (such as reputation,
integrity and trust, all key determinants of confidence) was left unexplored. It is
not that market participants, including the professions, lost sight of fundamental
values. It is more accurate to note a disconnection between the operation of the
market and those values. The deleterious impact of this process was reinforced
by the changing composition of the financial elite, which privileged short-term

trading imperatives over the longer-term maintenance of relationships.16

14 See Claudio Borio, ‘The Financial Crisis of 2007-? Macroeconomic and Policy Lessons’ (G20

Workshop on the Global Economy, Mumbai, 24-26 May 2009) 13
<http://www.g20.org/Documents/g20 workshop causes of the crisis.pdf>.

15SeeHenry Hansmann and Reinier KramdtmanlLawdhé2&and) o
Georgetown Law Journad39; for critique seeK e n t Gr eenf i e lthdand the FEaddf e mber 11
Hi story for Cor poularetLaw Rewdew409 Fol didinal)formulétion, see Frank

Easterbrook and Daniel Fischel 6 The Cor por at e ColDmbmtLavaRetigvi4161 9 8 9) 89
Some have gone further, see Amartya Sen'’s stinging rebuke on rational choice and its proponents

in the legal community in Smith, above n13 (in which he decries the ‘experts in so-called law and

economics [who] have been cheerfully practicing the same narrow art. And they have been citing

Smith in alleged support of their cramped and simplistic theory of human rationality: at x)

16 See Cassells, above n10, 259-61.
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The unwillingness to address the emergent deficit, combined with myopia
about the consequences of incremental change to governance arrangements
(Level Three in Williamson’s framework) to the integrity of the institutional
framework (Level Two) because of timeframe compression in reporting
corporate profits, meant that the opportunity costs associated with engaging in
self-deception within individual transactions (Level Four) lowered substantially.
This ensured that little traction accompanied concerns on the impact on the
conceptual and practical integrity of the institutional environment (Level Two)
and the underpinning social norms (Level One).1” Notwithstanding the efficacy of
technical solutions, if we are to re-engineer corporate responsibility to include
demonstrated commitment to underpinning values, it is essential that we
understand much better the forces that ‘denatured’ the broader financial system
at the national, inchoate regional and putative global domain.!® Moreover, that
understanding needs to be rooted within a much more fundamental practical
and philosophical conversation. In order to answer the question of how to
regulate one must ask for what purpose do we regulate? This, in turn, suggests
the need for a reformulation of what constitutes the public interest, which is

capable of transcending transactional gaming.

17 See Richard Sennett, The Culture of the New Capitalism (2006); The Corrosion of Character
(1998); see also Justin O’Brien, Charting an Icarian Flightpath: The Implications of the Qantas
Deal Collapse’ in ]J. O’'Brien (ed.) Private Equity, Corporate Governance and the Dynamics of Capital
Market Regulation (2007) 295-338.

18 The French President, Nicholas Sarkozy described the GFC as a ‘crisis of globalization’ and
noted ‘the crisis we are experiencing is not a crisis of capitalism. It is a crisis of the denaturing of
capitalism - a crisis linked to loss of the values and references that have always been the
foundation of capitalism. Capitalism has always been inseparable from a system of values, a
conception of civilization, an idea of mankind. Purely financial capitalism is a distortion, and we
have seen the risks it involves for the world economy. But anti-capitalism is a dead end that is
even worse. We can only save capitalism by rebuilding it, by restoring its moral dimension. I
know that this expression will call forth many questions. What do we need, in the end, if it is not
rules, principles, a governance that reflects shared values, a common morality?” See Nicholas
Sarkozy, (Speech delivered at the World Economic Forum, Davos, 27 January, 2010).



C Technical Solutions and the Limitations of Reform
As we have seen, it is mistaken to assume that social norms, once accreted
remain static, impervious to environmental corrosion.1® Regulatory effectiveness
cannot be vouchsafed merely by reforming the institutional structure as these
rules and principles can be transacted around.?0 Articulating the parameters of
what constitutes ‘smart regulation’ does little to improve the conceptual
underpinnings because it lacks a normative dimension. Equally, enrolling actors
into governance arrangements without articulating precisely what is meant by
business integrity and accountability within specific contexts is unlikely to
resolve the normative questions.?! Creating structures that facilitate the
weakening of ethical obligation (or provide opportunities for gaming) are, by
definition, self-defeating. In summary, what is required is a synthesis between an
appreciation of context, the need for virtuous behaviour and the importance of
deontological rules and consequential principles of best practice within an
overarching framework that is not subverted by compartmentalized
responsibilities.22 The policy problem is how to render this framework
operational in a systematic, dynamic and responsive way. To be successful it
needs to balance specific economic efficiency (i.e. benefits to business) and

professional rights to self-governance with explicit requirements that society

19 The importance of context now informs the work of prominent behavioral economists, see
Robert Schiller and George Ackerloff, Animal Spirits (2009).

20 Compare here the Future of Banking Commission Report (2010) in the United Kingdom that
suggests the need to impose a direct fiduciary responsibility of the sector to maintain systemic
stability with previous government-sponsored reports that opined that more effective
supervision of existing rules was sufficient.

21 See John Wright and Brian Head, ‘Reconsidering Regulation and Governance Theory: A
Learning Approach’ (2009) 31 Law & Policy 192 at 197; see also Julia Black, ‘Regulatory
Conversations’ (2002) 29 Journal of Law and Society 163.

22 Micro social contract norms must be compatible with hyper norms (i.e. norms sufficiently
fundamental that they can serve as a guide for evaluating authentic but less fundamental norms),
see Thomas Donaldson and Thomas Dunfee, Ties that Bind: a Social Contracts Approach to
Business Ethics (1999).



should not be held responsible (or liable) for the failures of the former.23 At
corporate, professional and regulatory levels the framework needs to be
mutually reinforcing. It needs to be capable of evaluating the calculative, social
and normative reasons for behaving in a more (or less) ethically responsible
manner.24 It also requires reciprocal obligation from each institutional actor to
maintaining (and certainly not contributing through omission or commission to
the erosion of) the integrity of the governance arrangements. These must
articulate common understandings of what constitutes the ethical problem.
Moreover, it must generate a framework in which disputes over interpretation
can and should be resolved in a manner that is proportionate, targeted, and,
ultimately, conducive to the building of warranted trust in the operation of the
financial sector. What is also apparent, however, is that those rules and
procedures cannot be vouchsafed by allowing the communities of practice
themselves to set what constitutes best-practice and monitor effectiveness; a
point critical in Adam Smith’s (lost) essential reasoning.2> It is against these

more demanding criteria that policy reform proposals must be judged.

23 For application to business as an intangible asset, see Joseph Petrick and John Quinn, ‘The
Challenge of Leadership Accountability for Integrity Capacity as a Strategic Asset’ (2001) 34
Journal of Business Ethics 331; for original formulation of the model, see Joseph Petrick and John
Quinn, ‘The Integrity Capacity Construct and Moral Progress in Business’ (2000) 23 Journal of
Business Ethics 3.

24 Soren Winter and Peter May, ‘Motivation for Compliance with Environmental Regulations’
(2001) 20 Journal of Policy Analysis and Management 675; see more generally lan Ayres and John
Braithwaite, Responsive Regulation (1992); for study suggesting the power of outsiders to frame
the emphasis on effective internal controls only if there is a perception within the company that
performance is being monitored, see Christine Parker and Vibeke Nielsen, ‘To What Extent Do
Third Parties Influence Business Behaviour’ (2008) 35 Journal of Law and Society 309 (reporting
survey evidence from 999 large Australian companies); for broader theoretical issues, see Melvin
Dubnick and Justin O’Brien, ‘Retrieving the Meaning of Accountability in Capital Market
Regulation’ (Paper presented at the American Political Science Association Annual Meeting,
Toronto, 4-6 September 2009).

25 See Smith, above n13 (arguing that ‘we can never survey our own motives, we can never form
any judgment concerning them, unless we remove ourselves, as it were, from our own natural
station, and endeavour to view them as at a certain distance from us: at 133).
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The critical point of departure across regulatory regimes in the aftermath
of the GFC is recognition of the failure of micro-prudential regulation (i.e. the
concentration of risk analysis at the level of individual firms rather than
aggregate effect). Even if viewed in narrow technical terms, the extension of this
more invasive requirement beyond jurisdictional borders is exceptionally
problematic. Differing fiscal realities, the fragmentation of regulatory
responsibility and divergent policy agendas mitigate against cohesion, as noted
by the G20 itself.26 Prior pooling of sovereignty, most advanced in the European
Union, provides little confidence that the management of this dilemma is
possible in advance of a crisis.?2’” Thus, while there is now agreement within the
G20 on the need to enhance both the quantity and quality of capital
requirements and to discourage excessive leverage, political realities trump
economic ones. In a telling reflection of the triumph of hope over prudence, the
G20 finance ministers opine, rather forlornly, that ‘these rules will be phased in
as financial conditions improve and economic recovery is assured, with the aim
of implementation by end-2012."288 Moreover, while the G20 ‘recognized the
need to work together so as to foster the wide-spread application of the
overarching principles of propriety, integrity and transparency in the conduct of
international business and finance,’2? the grouping neither defined nor proposed
a concrete methodology to measure the presence or absence of these intangible

factors.

26 G20 Finance Ministers, Communique (Busan, South Korea, 5 June 2010) 1 (The communiqué

noted ‘countries with serious fiscal chall enges need t
recognized political realities. ‘Recent events highlight the importance of sustainable public finances

and the need for our countries to put in place credible, growth-friendly measures, to deliver fiscal

sustainability, differentiated for and tailored to national circumstances’: at 1).

27 For failure of prior warnings to be internalized, see Institute for International and European

Affairs, The Reform of Financial Supervision in Europe (Dublin, 2010) 2.

28 G20, above n26, 2.

29 G20 above n26, 2-3.
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The political failure means that the search for solutions must rest primarily
with the regulators who remain deeply skeptical about the possibility of
engineering change. This is rendered even more problematic if regulators share
(unwarranted) confidence in the internal risk management systems used by
industry actors.30 The Financial Services Authority in the United Kingdom
provides a talismanic example. Until the GFC, the Financial Services Authority
was widely regarded as the most sophisticated regulator in the world, its risk-
based approach to regulation positively endorsed as a more effective, dynamic
and responsive strategy than the regulatory thicket evidenced in the United
States.3! The GFC has brought into question the very existence of the entity (and
certainly circumscribed political support for its modus operandi. Not
surprisingly, the FSA has mooted a potentially fundamental change in strategy
(while it represents the internalization of the need for paradigmatic change or is
representative of Tancredi’s reasoning in The Leopard, remains, at time of
writing, a moot point.)

On 12 March 2010, its outgoing chief executive, Hector Sants, used an
address at the University of Oxford to emphasize that changed societal

preferences had altered the risk-security calculation. This necessitated, he

30 See, for example, International Monetary Fund, Global Financial Stability Report (2006) noting
that new participants, with differing risk management and investment objectives (including
other banks seeking portfolio diversification), help to mitigate and absorb shocks to the financial
system, which in the past affected primarily a few systemically important financial
intermediaries. The improved resilience may be seen in fewer bank failures and more consistent
credit provision. Consequently, the commercial banks, a core segment of the financial system,
may be less vulnerable today to credit or economic shocks,’ cited in IIEA above, n25 at 2; see also
Bario, above n14.

31 See, for example, Henry Paulson, Robert Steel and David Nason, The Department of the Treasury
Blueprint for a Modernized Financial Regulatory Structure (US Department of the Treasury, March
2008). The document derives from a conference convened in March 2007 and builds on an
agenda shaped by the work of the Committee on Capital Markets, a self-appointed commission
co-chaired by John Thornton, a former Goldman Sachs executive, and Glenn Hubbard, a former
chairperson of the Council of Economic Advisors and Dean of Columbia University Business
School.
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argued, a radical shift from principles-based regulation towards an outcomes-
based approach. This presented an acceptance that past reliance on disclosure or
financial literacy was not only insufficient but also deleterious to consumer
welfare.

Our new conduct model seeks to take a dramatically different approach.
We will now seek to proactively intervene earlier in the product chain
to anticipate consumer detriment and choke it off before it occurs... A
regulator must be willing to place themselves between consumers and

harm. We will only achieve this by taking a proactive stance.32

Mr Sants went on to emphasize the importance of ‘culture, behaviour - dare I say
it, ethics?’ It is most unfortunate that one of the most influential regulators in the
world remains cautious about framing the debate on the substantive issue (i.e.
ethical erosion). He accepts, however, that the FSA’s renewed emphasis on the
importance of evaluating business models necessitates moving inexorably in this
direction, crucially, in partnership with industry.

We need to answer the question of whether a regulator has a legitimate
focus to intervene on the question of culture. This arguably requires
both a view on the right culture and a mechanism for intervention.
Answering yes to this question would undoubtedly significantly extend
the FSA’s engagement with industry. My personal view is that if we
really do wish to learn lessons from the past, we need to change not just
the regulatory rules and supervisory approach, but also the culture and
attitudes of both society as a whole, and the management of major
financial firms. This will not be easy.... From the regulators’ perspective
it is probably the case that seeking to set ourselves up as a judge of

ethics and culture would not be feasible or acceptable. More realistic

32 Hector Sants, ‘Annual Lubbock Lecture in Management Studies’ (Speech delivered at University
of Oxford, 12 March 2010)

<http://www.fsa.gov.uk/pages/Library/Communication/Speeches/2010/0312_hs.shtml>.
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would be to relate the consequences of culture to regulatory outcomes.
However, developing this line of thinking requires much further debate,

which I would welcome.33

A number of critical issues stem from this repositioning. First there is the
explicit, if timid, recognition that one of the central problems facing regulators
and business and indeed society is the inculcation among market participants of
cultural terms of reference that allow for technical compliance with legal
obligation but derogation from the underpinning spirit. Second, there is an
acknowledgement that reliance on ex post regulation is no longer either
appropriate or sustainable and that early product cycle intervention is likely to
have a much better consumer impact. Third, there is recognition that
policymakers cannot solve this problem on their own. Fourth, there is an explicit
invitation to industry to join the debate. Fifth, a framework is proposed that
‘links the consequences of culture to regulatory outcomes.” Nowhere, however,
does he give expression on how this can be achieved or the role that professional
bodies can or should play in this repositioning. What is also clear, however, is
that the emphasis on more intense pro-active supervision is likely to further
exacerbate the tension over the role and purpose of financial products.

This raises a series of questions over appropriate domain, degree of
interaction and cohesiveness between approaches taken by disparate regulatory
agencies and extent to which reliance on greater disclosure or the development
of literacy programs is in itself sufficient. Elizabeth Warren, a law professor at
Harvard, has neatly summarized the broader argument. She maintains that while

toasters are routinely tested, ‘financial products go unmonitored for basic safety.

33 |bid.

14



When shopping in the complex and constantly evolving financial market, where
actual costs and unfavourable terms are regularly concealed, consumers are on
their own.’3* More significantly, perhaps, Warren, who has served since 2008 as
chair of the Congressional Oversight Panel, responsible for monitoring the US
Department of Treasury’s management of the Troubled Asset Relief Program,
has proposed the establishment of a Financial Product Safety Commission. Her
proposals have received some traction with the Obama administration.

The United States government has proposed the establishment of a
Consumer Financial Protection Agency. The distinction is not merely a question
of semantics. Its remit is to deal with the question of whether or not certain
consumers should be allowed access to complex financial instruments. The
financial services industry is sanguine about attempts to limit the exposure of
ordinary consumers; there is considerable opposition to limit the access of
sophisticated investors to these products.3> Whether such a distinction is
warranted given institutional investor losses in the GFC is another matter
entirely.3¢ The unresolved question is how to design and implement a system of
accountable governance that addresses public concern and corporate and
regulatory requirements in such a manner that trust in the efficacy of the
arrangements is in fact warranted. This suggests that effective regulatory reform

must involve a dynamic, responsive interplay between duties and

34 Elizabeth Warren and Amelia Warren Tyagi, ‘Protect Financial Consumers,” Harpers, November
2008 <http://www.harpers.org/archive/2008/11/0082252>

35 See Bob Herbert, ‘Chutzpah on Steoids,” New York Times, 14 July 2009, A25.

36 Note here, Adam Smith’s disdain for unregulated markets in The Wealth of Nations (1776) and
used to devastating effect by Sen in Smith, above n13 (Privileging ‘prodigal and projectors’ risks
creating circumstances in which ‘a great part of the capital of the country’ is ‘kept out of the
hands which were most likely to make a profitable and advantageous use of it, and thrown into
those which were most likely to waste and destroy it’: at xii. For Sen, the description is ‘quite a
good description if many of the entrepreneurs of credit swaps insurances and sub-prime
mortgages over the recent past’: ibid).
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responsibilities of a range of actors in restoring public confidence. The move
towards more intensive supervision only partially changes this dynamic. Unless
accompanied by an agonistic agreement among all repeat players the imposition
fiduciary duties on individual sectors is unlikely to be sufficient. What is
required, therefore is a conceptual framework that is capable of aligning private

rights and public duties in the search for accountable governance.

D The Search for Accountable Governance
In the aftermath of crisis regulatory theory and practice has often moved
progressively through solutions based on the practical and normative
advantages of ‘governance,’” ‘responsibility,” ‘integrity,’ and ‘accountability.” The
problem is that we rarely stop to examine what these nebulous cluster concepts
actually mean for particular communities. Figure 2 below posits two critical
dimensions played by accountability in the discourse surrounding the financial
markets crisis.3” Along one dimension, accountability is presented as either the
cause and/or cure. It is the absence or failure of effective accountability that
provides the focus of the discourse. In contrast, accountability is also central to
many discussions about how to deal with specific failures. These include but are
not limited to malfeasance and misfeasance such as deceptive or misleading
conduct, unethical conduct linked to defective internal corporate codes of
conduct or governance arrangements, and/or the operation of the external

regulatory architecture.

37 Original framing in Melvin Dubnick, ‘Towards a Responsible Future: Reframing and Reforming
the Governance of Financial Markets’ in I. MacNeil and ]. O’'Brien (eds.), The Future of Financial
Regulation (2010) 395, 407; for development to financial markets, see Melvin Dubnick and Justin
O’Brien, ‘Rethinking the Obsession: Accountability and the Financial Crisis’ in M. Dubnick and H.
George Fredrickson, Accountable Governance: Promises and Problems (ME Sharpe, 2010,
forthcoming)
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Focus on:

Perspective: Cause Cure

Accountability-as-Mechanism . . Reform, replace, repair
: Failure of instrument :
(i-e. control) the instrument

Reestablishing,
rebuilding moral

Accountability-as-Setting Absence or collapse of norms, community based on
(i.e., normative infrastructure) mores, standards y.
effective
norms/standards

Figure 2: Accountability’s Discursive function

Accountability can also be deployed as a counter to the overall conditions that
caused the crisis, for example the need to respond to the danger posed by
technical compliance within specific communities, such as lawyers, auditors,
rating agency professionals, investment bankers or other groupings that play or
could play a gate-keeping function. The second dimension highlights another
distinction. Here accountability can be conceived in either mechanistic or
normative terms. In the former sense, being accountable means being subject to
mechanisms designed to impose some form of control or guidance. It means
being answerable, liable, legally obligated, etc. Alternatively, accountability is
also treated as a manifestation of the normative condition of ‘being accountable’
-- as something an agent is or ought to be. What form could or should this take is
enormously controversial. More specifically, it cuts against the enabling
underpinning of corporate and contract law.38 This creates two interlinked

problems. First, can ethical behaviour be evidenced solely through compliance

38 See Dalia Tsuk Mitchell, “The End of Corporate Law’ (2009) 44 Wake Forest Law Review 703
(‘In the course of the past century corporate law has been used first to legitimate corporate
power and then to exempt those exercising it from liability’: at 703); for original formulation see
nl5 above and accompanying text.
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with functionally understood legal obligation? Second, if acting ethically requires
transcending legal obligation, who should adjudicate compliance, on what basis
and by what specific measure? These are complex questions. The courts have
traditionally been loath to intervene in the internal affairs of the corporation
(and for good reason).3? The lack of consensus on the purpose of the corporation

has privileged managerial and performative approaches to accountability (see

Figure 3 below).
Specificity of accountable activity
Low High
High
Constitutive Managerial
Creation of ‘accountable space’ off  Establishing ‘what’ agent is
internalized norms and accountable for (objective or
standards standard), allow agent to
Autonomy of determine ‘how’
accountable agent
Regulative Performative
Creation and externalized Establishing ‘what’ agent is
oversight of actions of agent accountable for and ‘how’ to
Low  Within ‘accountable space’ proceed

Figure 3: Accountable Strategies

The relative dominance of each is linked to the boom-bust-regulate-
deregulate-boom-bust cycle. Moreover, this desultory spin should remind us that
the application of ever more detailed proscriptive and prescriptive rules through
regulative intervention does not necessary lead to the reduction of agency
problems or inculcation of higher ethical standards. These rules can be, and

indeed often are, transacted around. Likewise principles alone cannot act as a

39 For trajectory of corporate governance reform, see Kevin Keasey, Helen Short and Michael
Wright, ‘The Development of Corporate Governance Codes in the United Kingdom, in Kevin
Keasey, Steve Thompson and Michael Wright (eds.), Corporate Governance: Accountability,
Enterprise and International Comparisons (2005) 21; for global perspective, see Jennifer Hill,
‘Evolving “Rules of the Game” in Corporate Governance Reform’ in J. O’Brien (ed.), Private Equity,
Corporate Governance and the Dynamics of Capital Market Regulation (2007) 29-54.
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restraining force. The poor performance of the much-vaunted risk-based
regulatory framework in the United Kingdom during the GFC shows the dangers
of thinking that the absence of prior scandal demonstrates underpinning
strength. As has been demonstrated, traditional regulatory solutions,
underpinned by performative, managerial and regulative conceptions of
accountability, have drawbacks if viewed in narrow terms.

Contrary to the assertions of the former chairman of the Federal Reserve
(in office and in retirement), it is not only possible but also necessary to engage
in ex ante investigation of the factors leading to bouts of irrational exuberance.*%
What is required, therefore, is a two-stage process. First, we need to have a
greater understanding of how rules and principles are interpreted within
specific communities of practice. Second, we need to measure the extent to
which practice correlates to or deviates from commitment to stated values. The
advantage of such an approach is that it offers the opportunity to build
organically from principles of self-regulation but embed this within a much more
clearly defined conception business integrity. This requires a renewed emphasis
on how to constitute a truly accountable space that simultaneously empowers
and enhances personal, professional and corporate responsibility. This
constitutive dimension of accountability rests at the apex of Williamson’s
conception of the non-calculative social contract. If accountability is to have

meaning beyond rhetoric, it is essential to parse its multifaceted dimensions as

40 Alan Greenspan, ‘The Challenge of Central Banking in a Democratic Society’ (Speech delivered
at American Enterprise Institute Dinner, Washington DC, 5 December 1996). Greenspan asked
rhetorically, ‘How do we know when irrational exuberance has unduly escalated asset values,
which then become subject to unexpected and prolonged contractions as they have in Japan over
the past decade? The remarks provided the title for a seminal analysis into the dynamics of
speculative bubbles, see Robert Shiller, Irrational Exuberance (2000); see also Alan Greenspan,
‘We Will Never Have a Perfect Model of Risk,” Financial Times, 17 March, 2008, 13.
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both cause (i.e. its absence) and putative cure for solving endemic market failure
in capital market governance from an applied ethics perspective.#1

From a professional perspective, this requires cognizance and willingness
to accept their role as gatekeepers of market integrity. It requires a willingness
to transcend characterization of his or her role as a ‘hired gun’42 and conceive of
it rather as one designed to protect the public interest.#3> As the head of
international law at Clifford Chance has put it in a legal context ‘the lawyer
cannot escape the commitments inherent in the lawyer-client relationship. It is a
contractual one, placing mutual obligations and expectations on both. But the
obligation to serve the interests of the client is not unqualified. It is conditioned
by a set of public duties, including the duty not to misinform.’#4 In this regard,
capacity to recognize professional duties can have the potential to act as a
restraining force. It provides individual professionals with a mechanism and
justification for embarking on a particular course of action. Indeed this
constitutive dimension now underpins the thinking of the Securities and

Exchange Commission in the United States.*> This goes far beyond mere

41 Integrity has also long been recognised as an important intangible asset or liability in strategic
management studies, see Muel Kaptein and Johan Wempe, The Balanced Company: A Theory of
Corporate Integrity (2002) 145-152 (noting that organizational structure and culture generate in
a reflexive manner the execution of specific corporate practices).

42 See Jeremy Carver, ‘The Role of Lawyers’ in J. O’Brien (ed.) Governing the Corporation (2005)
223 (‘If the price was right, the man would do what he had to do, i.e. what he was hired to do. He
could be Shane - quintessentially noble or decent; or he could be Jesse James - a cool and
ruthless killer; or a range of characters in-between’: at 224)

43 For application of the need to avoid compartmentalization from a practicing law perspective,
see Sandra Day O’Connor, ‘Commencement Address,’ Georgetown Law Center, May 1986
(‘Lawyers must do more than know the law and the art of practicing it. They need as well to
develop a consciousness of their moral and social responsibilities.... Merely learning and studying
the Code of Professional Responsibility is insufficient to satisfy ethical duties as a lawyer’); see
also Anthony Kronman, The Lost Lawyer: Failing Ideals of the Legal Profession (1995) 16
(lamenting a lost-deal in which reputation was defined by who the person was as such as
technical mastery).

44 Carver, above n42, 229.

45 See Mary Shapiro, ‘Address to the Practising Law Institute’ (Speech delivered at PLI Securities
Regulation Seminar, New York, 4 November 2009): ‘We might sit on opposite sides of the table in
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marketing or, indeed, enhancing public awareness of differential industry
association approaches to professional obligation. It suggests that the ongoing
transmission of cultural values is as important as the dissemination of technical
knowledge.

A critical determinant of what it means to be a member of a profession is to
act in the interests of the client.#¢ Societal faith in the efficacy of professional
models has been severely tested in a range of domains. The capacity of
communities of professionals to engage in self-dealing detrimental to the
interests of individual clients or, by extension, the integrity of the wider market
system, is central to the articulation of fiduciary obligation.#’” In common with
compliance, fiduciary obligation is, however, a remarkably elastic proposition. As
Finn makes clear, ‘it is meaningless to talk of [generic] fiduciary relationships as
such.’#8 The relationship requires three interlocking determinants: the binding
(or perceived binding) obligation to act in the interests of another, without
intermediating contractual provisions limiting the fiduciary’s independence to
act.#? The reliance of fiduciary obligations to prevent institutional self-dealing is
weakened by the broader policy acceptance of conflicts of interest. This

emphasis on organizational culture also underpins the approach to self-

any given matter, but I believe that all of us — regulators, attorneys, and business people alike —
all share the common goal of ensuring that our capital markets work — and work fairly and
effectively.’

4 For a standard definition of a profession, see United Kingdom Inter-Professional Working
Group, Professional Regulation: A Position Statement (2002) 6 (‘[A profession is] an occupation
in which an individual uses an intellectual skill based on an established body of knowledge and
practice to provide a specialized service in a defined area, exercising independent judgment in
accordance with a code of ethics and in the public interest’).

47 The fiduciary obligation originates in trust, see Meinhard v Salmon (1928) 164 N.E. 545, 546 (‘A
trustee is held to something stricter than the morals of the marketplace. Not honesty alone, but
the punctillo of an honour the most sensitive is the standard of behaviour’). In its most absolutist
form, the fiduciary must render her own interests subservient to those of her client unless
provided for by informed consent, see Bristol & West Building Society v Mothew [1998] Ch. 1, 18
(Millet L)).

48 Paul Finn, Fiduciary Obligations (1977) 1.

49 ]bid, 9-13.
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regulation being taken by the Actuarial Profession in the United Kingdom. It
emphasizes the importance of cultivating professional norms within firms as
well as among individual practitioners.5? There is considerable merit in such an
approach, precisely because it minimizes the risk of conflict between
professional obligation and individual corporate practice. Crucially, it recognizes
that compliance with responsibility transcends legal obligation. It cannot be
vouchsafed by technical considerations or through application of a managerial or
regulatory lens alone or in combination. Seen in this context, professional
obligation is an essential constitutive component of effective governance. It acts
as a further mechanism to assess the efficacy of existing trust boundaries, police
deviance from agreed institutional commitments and reinforce stated adherence
to values and integrity.

What is required, therefore, is a partnership model of oversight in which
each actor commits to adherence to the spirit as well as the letter of the
accountable governance framework in a way that clearly identifies the
differentiated role of the regulator, individual professional and professional
association. More broadly, however, what these interlocking questions also

reveal is the need to situate the reform agenda within a broader debate on the

50 The Actuarial Profession has moved to a principles based regime but ‘find ourselves wrestling
with how and when to supplement the principles with guidance to members on specifics; we are
increasingly seeing the need to emphasize proactive quality assurance mechanisms in the work
place as a means of supplementing reactive regulation through codes and discipline schemes; we
are looking to define the skill sets or competencies we expect of actuaries, not just at the point of
entry but throughout their careers; we are increasingly conscious of the importance, not just of
technical skills but of those skill sets which include managerial and presentational skills and are
about aspects of professionalism in its widest sense; we are considering moving from inputs-
based to outputs-based CPD, and as part of this process are acutely aware of the need to improve
the range and quality of the CPD we offer in professionalism and other skills; we are very much
aware of the importance of the working environment to the professional development of
actuaries and whilst we have traditionally regulated individuals, our members, we are
increasingly looking to work closely with firms in advancing our regulatory agenda,’ see Philip
Mawyer, ‘Public Trust in the Professions’ (Speech delivered at the United Kingdom Inter-
Professional Working Group Ethics, Trust and Integrity Conference, London, 10 February 2010)
6.
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nature of political legitimacy. As Amartya Sen has reminded us, the answers are
to be found (in part) in re-reading Smith’s Theory of Moral Sentiments and
building regulatory frameworks with appropriate attention to externally
validating the normative dimension, without which trust - the essential basis of
exchange - can neither be developed or sustained. Such an approach
demonstrates more prudence than the politics of hope or, more cynically, the

politics of symbolism.

E Conclusion
It is axiomatic that when a complex trading model disintegrates, the clarion calls
for action inevitably target the regulator. The GFC is no exception, although a
reliance on either more detailed rules or more granular articulation of principles
is unlikely, on its own to be sufficient. Moreover, the scale of the credit crisis
requires us to transcend the increasingly sterile debate over whether it is
preferable to privilege rules over principles. Rules need to work ‘hand in glove’
with principles within an interlocking system of incentives and disincentives. In
some areas, compliance with rules might be more important than alignment with
principles. On the other hand, for some problems in other areas, for example
potential conflicts of interest, the emphasis might need to be on principles in the
context of verifiable procedural requirements, such as an internal but
independent mechanism for determination of any conflict of interest. In still
other areas, such as disclosure requirements, principles and rules might both
need to be met. More generally, principles may require ongoing testing to ensure
consistency and coherence in terms of application. How to ensure that rules and

principles mutually reinforce one another - rather than compete with one
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another - is central to regulatory effectiveness. It has long been recognized that
strong moral and ethical codes are required to ensure economic viability.51
Moreover, the partial falsification of the efficient market hypothesis has been
accompanied by a belated acceptance that pursuit of (deluded) self-interest is
not only corrosive. When taken to its logical conclusion the privileging of short-
term incentives diminish accountability. Sustainable reform necessitates
examining what factors contribute to the reinforcement or degradation of social
norms.>2 Unless this dimension is addressed it is highly unlikely that lasting
behavioural change can be expected. Crucially it suggests that successful reform
requires the creation of shared understanding of private rights and public duties.
If we are to avoid knee-jerk policy responses that generate unintended
consequences or merely provide symbolic (and ultimately false) reassurance, it
is necessary to articulate much more precisely common obligations. Accountable
governance provides a framework to both understand the past and design the
future. It may also serve to educate the Tancredi’s of international finance
retaining faith in outmoded assumptions and hubristic fantasies of unwarranted

and indefensible privilege.

51 Douglass North, Structure and Change in Economic History (1981) 47 (suggesting that they are
the ‘cement of social stability’).

52 See Lynn Stout, ‘Social Norms and Other-Regarding Preferences’ in John Drobak (ed.), Norms
and the Law (2006) 13 (reviewing results from social dilemma, ultimatum games and dictator
games and postulating ‘taken as a whole, the evidence strongly supports the following
proposition: whether or not people behave in an other-regarding fashion is determined largely by
social context tempered-but only tempered by considerations of personal cost [emphasis in
original]’: at 22).
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