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In the past five years, financial regulators have become increasingly attuned to the 

necessity for cultural change in the financial industry.  Recognizing that there are limits 

on what financial regulation can achieve if financial firms are exerting pressure on 

employees to maximize short-term profits at any cost, regulators are now pushing for 

more ethical cultures as part of their supervisory efforts.  These efforts to effect cultural 

change face many challenges, and have been met with mixed responses – this 

presentation will focus on how these efforts are being complicated by increased reliance 

on algorithms.  In particular, it will consider the rise of fintech business models, and how 

these may undermine regulatory attempts to focus the financial industry on the social 

costs of the financial instability that the industry can generate.    

 

Key Points 

 My research agenda focuses broadly on “financial stability,” a concept that is 

rarely defined.  I have defined it in a way to include robustness to shocks as well 

as absence of crisis.  More importantly, I think it needs to be emphasized that 

financial stability is a public good and important policy goal because financial 

crises cause credit, payments to seize up, impacting the broader economy.
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 I have argued that financial instability is generated by a combination of cognitive 

and moral failures – the cognitive failures have been exhaustively explored in the 

behavioral finance literature.  However, it is undeniably true that some threats to 

financial instability were appreciated but ignored in the pursuit of short-term 

profits.
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 Several years ago, I became interested in the limits of what the law can achieve 

with respect to addressing the moral failures.
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o I have argued (controversially for some) that many of the behaviors that 

contributed to the Crisis were not fraudulent, but were nonetheless moral 

failures in that they evinced a disregard for the impact of negative 

externalities on other members of society.   

 In particular I focused on financial innovation that exacerbates the 

complexity of the financial system (making it more brittle, opaque 

and thus susceptible to panics), and reliance on leverage (a central 

feature of the business models of many financial intermediaries).  

o The key problem here is a matter of degree.  These behaviors are helpful 

in terms of spurring economic growth, but can be destabilizing if taken to 

extremes. 
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 It is very difficult to set standards in advance about how much is a 

good amount – it will often be a context specific determination, 

and ideally the determination will include consideration about the 

long-term impact of activities on other stakeholders in the 

economy.  Often, though, financial industry personnel are focused 

exclusively on short-term self-interest, failing to focus on potential 

externalities (IBGYBG). 

 What type of ethics/morality are we looking for in the financial 

stability context then?  

 This is a harder question than dealing with ethics in a direct 

institution-client relationship.  Here, we are considered 

with the impact of industry activities on participants in the 

broader economy with whom the industry employee has no 

direct relationship.  

 We are not looking for complete abnegation of self-interest.  

Unrealistic, and probably antithetical to a functioning 

financial system and a capitalist society. 

 However, it is unacceptable for financial industry personnel 

to focus entirely on their short-term self-interest, or on the 

short-term self-interest of the institution that employs them.  

The promotion of financial stability should always at least 

figure somewhat in the calculus. 

 Financial industry personnel should also start from the 

presumption that there is societal benefit to complying with 

regulation and cooperating with regulators, instead of 

automatically adopting a zero-sum stance and assuming 

that all regulation should be arbitraged. 

 Beyond that, people are free to draw their own conclusions 

about the type of behavior that is likely to promote 

stability, and how much consideration they should give to 

the interests of other stakeholders.  

 Sometimes they will be wrong despite the very best 

intentions. Nonetheless, it stands to reason that 

destabilizing behavior will be less likely in circumstances 

where externalities are considered than in circumstances 

where they are not. 

 

 Can the law address these moral failures?
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o Regulation that targets industry incentives is important, but it is very hard 

to identify ex ante the behavior you want, target incentives precisely to 

engender such behavior (witness the multiplicity of different 

compensation reform proposals).   

o Senior managers of financial institutions in the UK can be subject to 

criminal liability (imprisonment of up to 7 years) for reckless 
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mismanagement of a bank (see Section 36 of the Financial Services 

(Banking Reform) Act 2013). 

 My view is that criminal offenses based on recklessness are 

inappropriate, because norms about financial risk-taking are not 

sufficiently precise ex ante that reckless failure to comply with 

such norms evinces a disregard for others that “deserves” to be 

criminalized (if you subscribe to more of a deterrent theory, you 

can’t deter without clearly defined ex ante standards of what will 

be punished). 

 This indeterminacy also makes other regulatory constraints 

difficult, and causation issues limit enforcement by private 

litigation. 

 

 Are there other approaches, more self-regulatory in nature, which can improve 

consideration of externalities by the financial industry?
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o If we recognize inescapable limitations on the ability for regulation, 

criminal sanctions, and private litigation to constrain behavior that is 

desirable up to a point, but can have disastrous consequences for society at 

large if the potential externalities are entirely disregarded, reliance on 

some degree of self-regulation seems inevitable.   

 In the face of such inevitable limitations, I think it makes sense to 

at least try reforms that might make the industry – to quote Lynn 

Stout “behave as if [society’s] comfort and welfare were, if not 

necessarily at the top of their ‘to-do’ list, still worth 

consideration.”
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o Some of the suggestions I made related to making changes to business 

school instruction, such as integrating ethics into core classes taught be 

key faculty members, teaching the history of financial booms and busts, 

implementing clinics (followed up by industry pro bono requirements). 

 As far as I’m aware, there has been little movement on any of these 

types of reforms. 

o Some of my suggestions relate to board structure (appointing board 

members with duties to the public; allowing consideration more broadly of 

other stakeholder interests; requiring committees focused on ethics) 

 Again, I think there’s been very little movement here. 

o I also talk about the importance of compliance and risk management 

functions (in terms of their reporting lines and compensation, as well as 

the need for more systemically oriented risk-management models, and 

compliance codes that stress financial stability and ethical behavior more 

generally)…   

 

 Since about 2014, financial regulators (particularly the Federal Reserve Bank of 

New York and the UK’s financial conduct authority) have become increasingly 
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interested in addressing the ethical deficiencies they see in financial institution 

culture. 

o David Zaring and Gwendolyn Gordon at Wharton have categorized these 

efforts as either a form of chastisement (in the form of speeches and 

meetings) or as part of the supervisory process, where supervisors have 

been reminded that they can scrutinize the bank’s embrace of an ethical 

culture.
7
  These efforts have met with mixed responses.  

o Some believe that people respond primarily to economic incentives, and 

that something as amorphous as culture (which is difficult to measure and 

influence) is not an appropriate subject for regulatory policy.    

o Others agree that culture is an important variable, but one that is simply 

too difficult to change (particularly by vehicles like chastisement).  Some 

who take this view see regulatory supervisors’ emphasis on culture as 

either an abdication, whitewashing, or a distraction.  

o Others are more sanguine: your colleague Andrew Lo has done some 

interesting work on what he terms “behavioral risk management.”
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 He envisages the creation of some type of algorithm that could 

predict individual and group behavior (and the associated risks), 

after crunching variables relating to compensation, potential loss, 

career risk, competitive pressures, peer pressures, self-image and 

the operative regulatory environment. 

 Such risks could then be addressed by changes to corporate 

structuring, governance (and may even more formally, in 

terms of legal liability). 

 

 My current research project considers the potential impact of the rise of fintech on 

financial stability.  A significant part of the change being effected is an increased 

reliance on algorithms, which begs a question: Lo has suggested ways that use of 

algorithms can improve financial industry culture, but are there ways in which the 

increased of use of algorithms can also exacerbate cultural issues, and undermine 

financial stability more generally? 

o In this presentation am putting to one side an extremely important issue 

raised by fintech, which is whether financial regulators have the necessary 

jurisdiction and authority to oversee it.  This is particularly a concern in 

the US, where financial regulators have siloed regulatory authority based 

on sometimes arbitrary features of financial business models.  I have a 

different paper out that discusses these matters
9
 – but today, I want to put 

jurisdictional issues aside and just consider what regulatory bodies and 

government policy makers concerned with financial stability should be 

concerned about with respect to culture and increased algorithm use.  
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 Algorithms have been used in risk-management for a long time, now they are 

shifting to become the core of fintech business models in particular. 

o In some new fintech businesses, like ICOs, the algorithm is the actual 

product being offered.  Purchasers buy a “token” that is a smart contract – 

an algorithm preprogrammed to run on some kind of distributed ledger. 

o In marketplace lending, the borrower screening/rating algorithm is central 

to the business model. 

o In robo-investing, the portfolio selection/rebalancing algorithm is central 

to the business model. 

 Interesting questions are raised when algorithms, which operate by 

way of on-off rules and linear and logical progressions of decision 

trees, start to take over tasks that would have in the past been 

completed by human employees making context-specific 

judgments informed by a multiplicity of variables. 

 

 At the most basic level, consideration of externalities is a consideration of the 

welfare of one’s fellow man – a human trait of other-regarding behavior that has 

been well documented by sociologists and anthropologists around the world. 

Obviously, as human interaction and decision-making is increasingly 

intermediated or displaced by algorithms, there is a fear that we will lose these 

human ties. 

o Algorithms are also (we presume) incapable of shame and embarrassment, 

culture’s traditional disciplining mechanisms, and so cultural reforms will 

have less and less impact as more and more decision-making is delegated 

to algorithms. 

 This begs the question – when algorithms face uncertainty, what 

will fill the void that humans fill with empathy?  

 The answer is simple for simpler algorithms – they will 

simply shut down.  This is what most HFT algorithms do 

when faced with unanticipated circumstances. 

 What about for algorithms capable of machine learning? 

Will they emulate the people they work amongst? Could 

they one day be capable of empathy, or only a simulation of 

it?  These questions regarding artificial intelligence are the 

subject of hot debate amongst philosophers and futurists. 

o For now, algorithms don’t work autonomously.  They are programmed by, 

and interact with, humans.  Culture may still have a role to play as a 

disciplining force, by disciplining the humans who program and 

implement algorithmic decision-making. 

o Could reliance on algorithms undercut the human culture here? 

 Two phenomena are particularly interesting here 

 Tenbrunsel and Messick
10

 have described “ethical fading” as a 

phenomenon whereby individuals are able to engage in self-

deception as to their culpability, and thus avoid the disciplining 

                                                 
10

 Ann E. Tenbrunsel & David M. Messick, Ethical Fading: The Role of Self-Deception in Unethical 

Behavior, 17 SOCIAL JUSTICE RESEARCH 223 (2004). 



impact of beneficial cultural and social norms, “because 

psychological processes fade the “ethics” from an ethical 

dilemma.” Once the ethics have been drained from the decision 

making context, “individuals can behave in a self-interested 

manner and still hold the conviction that they are ethical persons.”  

 The more that human decision-makers can pin their 

decisions on algorithmic outcomes, the less responsible 

they will feel for the ethics associated with that decision 

(there is also an automation bias, where humans tend to 

treat the outcome of computer decision-making as gospel) 

 Tenbrunsel and Messick also argue that using “cold 

language” that disguises the human cost of business 

decisions is also effective in promoting ethical fading. 

Algorithmic programming uses even more dehumanized 

computer programming languages to effect outcomes, 

which may further disguise the human impact of the 

algorithm’s processes. 

  “Moral self-licensing occurs when evidence of a person’s virtue 

frees him or her to act less-than-virtuously,” and can manifest at 

the organizational, as well as the individual, level.
11

 

 Some people may consider themselves licensed by the good 

deeds performed by in-group members, and thus feel free to 

neglect ethical concerns without feeling any compunction 

in their own self-regard, or in shame from others. 

 If algorithms are seen to be making virtuous decisions 

(particularly in terms of managing risks), then the humans 

working alongside them may feel licensed to engage in 

riskier behaviors. 

 

 I mentioned earlier that one of the features of a more externality-minded industry 

culture would be to move away from the mindset that all regulation should be 

arbitraged at any cost.   

o Increased reliance on algorithms may make arbitrage easier, if the 

complexity of the processing is used as a sword to befuddle regulators. 

 Unfortunately, in such instances, society will be more reliant on 

culture as a self-regulator than ever before. 

o However, an interesting question is whether this could be a venue in 

which to assist stability by entrenching the importance of compliance and 

risk-management personnel, if they are given direct input into 

programming. 

 But will they have the expertise to check? This is an issue for 

reforms targeted at board members as well. 
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 Finally, coming full circle, the issues I raised about limitations relating to 

establishing liability for destabilizing behaviors become even more complicated 

when you interpose an algorithm responsible for “making” some of the decisions 

(particularly if the algorithm is capable of machine-learning).  

o Although I have previously argued that the deterrent value of financial 

stability-related laws and regulation is generally limited, the increasing use 

of algorithms will erode whatever deterrent value such regulation 

currently has. 

 

 This is just part of the work I’m doing on the primacy of fintech algorithms and 

financial stability – there are also really interesting issues about the correlative 

impact of increased reliance on these algorithms, particularly in the robo-

investing context.  But as I said at the outset, I’m focusing on moral rather than 

cognitive errors today, so I’ll stop there. 


