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Mairead McGuinness
European Comission,
Commissioner for Financial services,
financial stability and
Capital Markets Union

This “Ethics and Trust in Finance” prize has a really compelling narrative – that
more ethical finance can help rebuild trust in the sector. Trust in the financial sector
took a big hit during the global financial crisis, and that distrust continues to linger. It
is essential that people trust banks and the financial services sector more widely. This
is as important for the financial system itself as it is for individuals, as trust is the basis
of all good and stable relationships. The nominees and winners of this year’s prize
have presented original and worthwhile ways to restore trust, in areas including access
to finance, fair lending, sustainable investing and approaches to new technology. I
congratulate them and look forward to seeing their ideas applied.

Bruxelles, November 2021
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Getting used to the fluidity of social and
economic contexts as part of the “new normal”, we are happy to celebrate the best essays of the 8th edition of the “Ethics & Trust
in Finance for a Sustainable Future Prize”.
The two-year cycle of the 8th edition started
in early 2020 on-line, and - for obvious reasons. – and will also be closing on-line. After almost two years of Covid-induced lockand slow-down, the Award Ceremony of the 7th edition hosted by OECD at its Paris
headquarters is forcefully shining in our memories but seems almost unreal.

The virtuous circle of
ethics and sustainability

The 8th edition kicked off with an online event on the 2nd of June 2020 with three
important moments: the keynote speech by Valdis Dombrovskis, Executive Vice-President of the European Commission and two round tables, one with former winners,
and one with Jury members and partners. Both round tables were (overoptimistically)
looking into the post-pandemic world and aimed at reflecting on the lessons and challenges of pandemics for ethics in finance.
Despite the lasting pandemic slow-down, the team of the Prize has been working
hard to disseminate the information using new vectors and media. It managed to reach
out globally to potential young authors and contributors in academia, in business and
in public sector. These efforts have been leveraged by those of our partners who have
channelled the information to their own constituencies.
This 8th (pandemic) edition would not have been possible without the wholehearted support and cooperation of the Prize’s strategic partners: the CFA Institute,
with Josina Kamerling (Co-chair of the Jury); Euroclear, with Stephane Bernard and
Martin Gregson and, and SWIFT (Patrick Krekels and Sandrine Van Caster) together with SWIFT Institute (Peter Ware and Matt Loos) and Pictet Group Foundation
(Charles Pictet and Stephany Malquarti). The support of the remaining partners has
also been critical for the success of this edition. We are especially thankful to Association of Certified and Chartered Accountants (ACCA), with the support of Helen Brand
and Cecile Bonino; the Polish Bank Association (ZBP) with Agnieszka Wicha; l’Ecole
Supérieure de la Banque with René Desbiolles and Corinne Ianboukhtine the Weltethos-Institut (University of Tübingen) with Bernd Villhauer and the Organisation for
Economic Cooperation and Development (OECD) with Mathilde Mesnard. We thank
them for strong support and their deep commitment to this common endeavor.
Since the inception of the Prize in 2006, the Geneva-based Observatoire de la Finance is its operational hub. Three fantastically devoted and highly competent persons
make-up the Prize team: Dr. Virgile Perret, Mrs. Hannah Soissons and Mrs. Nati Garcia. The success of the winners of the 8th edition is also – and once again – the success of this unique team working in close contact with Mr. Jean-Christophe Pernollet,
EDITORIAL / ÉDITORIAL
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chairman of the Observatoire since 2020, the board members of the Foundation and
its executive director Paul H. Dembinski.
The work of the Jury begins once the essays have been handed in. For this edition, 30th of May 2021 was the closing date and papers started to circulate among the
Jury members immediately afterwards. The final Jury Meeting was held on the 15th
of September 2021. This time the meeting was virtual which allowed for a very high
attendance and animated discussion. Jury members generously devote much of their
time which they find important, interesting – but also difficult as many papers deserve
distinction. Out of the twelve nominated papers (all published here) the Jury had the
difficult task to select and rank the winning papers and to allocate the money-checks
accordingly.
For the 8th edition, new members have joined the Jury while others have left.
Warm welcome to Dorothea Baur (independent consultant), Jean Laville (Swiss Sustainable Finance, Conser Invest), Marie Laure Salles and Nathan Sussman (Graduate
Institute of International and Development Studies), Kara Tan Bhala (President
In order to stress the complementarity of Seven Pillars Institute for Global Fibetween concerns for ethics and trust nance and Ethics). Deep thanks to those
that are leaving the Jury for their commiton one side, and those for the many ment and contributions: Philippa Forsterdimensions of sustainability on the Back, who has been Jury member since the
other, it was decided to make it expli- beginning, and Brett Scott former winner.

cit in the name of the Prize by adding
Despite the pandemic, the 8th. edi“for a Sustainable Future”.
tion of the Prize has achieved good vis-

ibility across the world which materialized
through about five hundred expressions of interest from over 90 countries (Asia 40%;
28% Africa & middle East; 22% Europe, 10 Americas). Finally, one out of 11 expressions of interest contributed an essay. In total authors from 25 countries took part in
the competition.
One of the most interesting aspects of the Prize is that expressions of interest and
essays originate both form the academic and research world (32% for this edition) and
from the business economic/financial one (68%). Authors of essays are 41% female
and 59% men.
In order to stress the complementarity between concerns for ethics and trust on
one side, and those for the many dimensions of sustainability on the other, it was decided to make it explicit in the name of the Prize by adding “for a Sustainable Future”.
This amendment explicitly underlines the fact that long term consequences are an
important dimension of ethics, but also that ethics and trust do not boil down to sustainability. Sustainability is about a selected set of consequences of financial decisions,
while ethics provides a holistic perspective on how and why the decisions are taken.
FINANCE & THE COMMON GOOD/BIEN COMMUN
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Regarding the long-term perspective, sustainability challenges many received financial activities which are – by nature – intertemporal. Indeed, one of the main jobs
of finance consists of determining and pricing the value of time. Sustainability requires
a change in weights – contradicting the well-established view – showing that neither
discounting techniques nor discount rates are neutral. They all have an ethical dimension that needs to be debunked and properly understood. Some papers published here
hint in this direction. We hope – in the next editions – to have more papers investigating from an ethical standpoint issues and problems where finance, accounting,
insurance and actuary blend together sharing the same technical and conceptual tools.

The first
questions
nance.

The twelve papers published here – all nominated, i.e. discussed at the final Jury
meeting – address three wide groups of ethics related issues. The first group of four
papers – out of them three winners – address ethical questions raised by sustainable finance. Julie Segal (USA) – winner of the First Prize – argues that pricing-in of
climate risk will increase the cost of capital for the weakest, and hence limit their
group [...] address ethical chances for a successful transition. This is
raised by sustainable fi- just the opposite to environmental justice
requirements. In consequence, adequate
instruments – as advocated also by Kelly
Hamrick (USA, third, ex-aequo) – need to
be developed to tackle these deleterious effects. Alina Mika (Poland/UK), second, exaequo) is less enthusiastic about the present state of ESG finance because of lack of
commitment of many players in finance industry (greenwashing). To make finance
contribute to ESG goals, Mohamed Ahmed Shallo (Belgium) and Noah Sesi Nuzuki
(Kenya/Belgium) look at payment industry and propose how to provide the ultimate
customer of payment services with the tools to contribute directly to specific ESG
goals.

The second group of papers relates to a classical – however still unsolved – problem of ethics in finance, namely the balance of power, risks and burdens in creditor/
debtor relationship. Andrea Longton (USA, third, ex-aequo) begins by showing that
access to financial institutions in the US is more difficult for “People of Colour than
for Whites ”. While not illegal, the shooting off segments of population from access to
credit poses ethical problems. The author
The second group of papers relates to further shows how theses asymmetries
in access can be overcome with adequate
a classical – however still unsolved – credit assessment skills and tools. Felix
problem of ethics in finance, namely Lockman (USA, second, ex-aequo) looks
the balance of power, risks and bur- at the responsibilities of the lender and
underlines – on ethical grounds – the nedens in creditor/debtor relationship.
cessity to monitor the risk devolution on
the weakest debtors which may deepen in
EDITORIAL / ÉDITORIAL
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times of tension and crisis, such as pandemics. Balint Dancsik (Hungary) follows this
line of reasoning and, inspired by analogy with the tragedy of the commons, argues
that for ethical reasons, lenders should consider putting a cap on their credits capacities, before these have reached technical or legal limits. Anazuo Salihu (Nigeria) turns
to the macro-economic dimension of debt and proposes pathways to unburden, in
name of ethics, Africa’s sovereign debt.
The third group of papers deals with ethical questions that are embedded in
broadly understood institutions. Four papers belong to that group. Joanna Pekala investigates (Poland/Denmark) the regulatory and legal moves that are required before
the European Central bank can launch
an asset purchase programme targeted at
The third group of papers deals with greenbonds. Louis de Diesbach (France/
ethical questions that are embedded Belgium) looks at the apparent ethical
neutrality of market infrastructures and
in broadly understood institutions.
shows how – on the contrary – they carry
an embedded ethical dimension which
needs to be made more explicit. Brian Collins Ocen (Uganda) discusses the ethical foundations and limits of banking secrecy in
the perspective of balancing individual and communitarian interests. Finally, Bessie
O’Dell (UK) looks at the world of virtual currencies and argues that they are neutral
from the ethical perspective but concedes nevertheless that their construction and use
increases ethical dilemmas.
Having read all these essays, the reader now easily understands how difficult was
the task of the Jury to select, rank and award. The richness comes also from the emotional dimension as many of the papers have been triggered by real life experiences.
This is exactly what the Prize aims at: stimulate young people to think out of their
professional/academic silos while solving ethical dilemmas and making finance better
serve the common good of humanity.
The publication of the nominated essays is the gateway for the authors to join the
Alumni-Lab of the Prize. Alumni-Lab invites all the nominees of previous editions are
part for an open-ended journey aimed at making finance better serving the needs of
humanity.

Co-Presidents of the Jury

Prof. Paul H. Dembinski

Mrs Josina Kamerling
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Global Jury: Values and Principles of the Jury
The Jury comprises some twenty individuals with distinguished reputations (see the Jury
biographies on the website). Originally the Jury members were co-opted, based on recommendations by the co-Chairs of the Jury so as to maintain a balance in terms of regions,
professions and genders. They sit in their private capacity and on a pro bono basis and
are appointed for initially one edition of the Global “Ethics & Trust in Finance Prize”,
renewable from one to another, unless exceptional circumstances.
The Jury members share a number of key qualities, values and principles, which ought to
be spelled out when new members join, so as to ensure a fruitful collaboration.
• Competence, excellence and experience regarding the issue of “ethics & trust in
finance”.
• Familiarity with the world of finance, be it financial markets, enterprises, banking
and financial institutions, insurance companies, fintechs and other financial sectors. In addition, they may come from financial regulators and academic circles.
The jury members link their professional experience with a sensitivity to the core
challenges of ethics in finance, or more broadly social ethics. This blend is indispensable for the fruitful work of the Jury.
• Concern for harmony and the common good: Jury members share the conviction
that finance in a broad sense should serve its users and society.
• Independence of judgement: each Jury member works faithfully in his/her own
capacity and no specific interest, institutional or otherwise, does interfere with
his/her judgment.
• Openness to debate: a spirit of openness to cultures, new approaches, disciplines
and methods is indispensable, not only to individual Jury members but also to
their collective debate and decisions.
• The Jury members share common expectations as to the core aspects of the papers
submitted for their evaluation: clarity of the proposition; the quality of the argument; coherence in the use of sources of information; and relevance of the conclusions to the theme of “Ethics & Trust in Finance”. Jury members are aware that
they should be capable of seeing beyond style and mode of expression to assess the
intrinsic merits of the texts submitted for the Prize.

THE JURY
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Global Jury : Eighth Edtion 2020/2021
Co-chairs of the Jury
Prof. Paul H. Dembinski is the initiator and Director of the Foundation of the Observatoire de la Finance in 1996. The mission of the Observatoire de la Finance is to promote
awareness of ethical concerns in financial activities and the financial sector. Paul H. Dembinski is the founder and editor of the quarterly bilingual journal entitled Finance & the Common
Good/Bien Commun. In parallel, he is partner and co-founder (with Alain Schoenenberger)
of Eco’Diagnostic, an independent economic research institute working for both government
and private clients in Switzerland and elsewhere. Paul H. Dembinski is also Professor at University of Fribourg (Switzerland) where he holds the chair of “International Competition
and Strategy”. In 2019, he has been awarded a Doctorate honoris causa by the SGH-Warsaw
School of Economics. Latest published book: Ethics and Responsibility in Finance, Paul H.
Dembinski , Routledge, 2017.
Mrs Josina Kamerling is Head of Regulatory Outreach at CFA Institute, responsible
for supporting CFA Institute’s policy development, in the Europe, Middle East, and Africa
(EMEA) region, advancing the impact of advocacy efforts, and promoting capital market integrity and investor protection issues. Prior to joining CFA Institute, Josina was a Specialist Adviser on financial services in the European Parliament for six years, advising most significantly
the Economic and Monetary Affairs Committee and the Special Committee on the Financial,
Economic and Social Crisis on all aspects of financial services policy issues and technical
information. Prior to this, Josina was a banker for 15 years in a variety of functions and locations, most notably as a senior banker in the global clients division of ING (managing a group
of multinational clients on a worldwide basis and on all business lines) and prior to that as
head of sales in the financial markets division of ING group (overseeing different sales teams
in the dealing room). Josina holds a Bachelor of Arts with honours degree from Cambridge
University in Law and modern languages. She is a Dutch national having lived and worked
in five European countries, and she speaks five languages fluently (Dutch, English, Spanish,
French, Italian, and some Greek).

Honorary Members of the Jury
Dr Carol Cosgrove-Sacks, Robin’s mother, lives and works in Geneva. She is cofounder of the “Ethics in Finance, Robin Cosgroe Prize” whiche she co-chaired from 2005 to
2015. Dr Carol Cosgrove-Sacks was formerly Director of Trade in the United Nations in Geneva (1994-2005); since 2006 she is a Professor at the College of Europe, Bruges; a Professor
at the Europa Institute, University of Basel; and the Senior Advisor on International Standards
Policy to OASIS, the global eBusiness standards organisation. She also maintains interest in
some British academic centres, including the Institute of Development Studies (IDS), University of Sussex, and the Centre for Euro-Asian Studies (CEAS),University of Reading.
FINANCE & THE COMMON GOOD/BIEN COMMUN
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The Most Reverend Justin Welby, Arch-Bishop of Canterbury and a member of the
House of Lords, is an Emeritus Member of the Jury. He served as a member from 2006-2013.
He was previously a senior executive in a UK oil company, before ordination in the Church of
England. For many years, he was responsible for the reconciliation work of Coventry Cathedral, travelling widely in Africa and the Middle East. Justin Welby has written extensively
on ethics and finance. In July 2012 he was appointed to the Parliamentary Commission on
Banking Standards.

Members of the Jury
Dr Dorothea Baur is an expert with many years of international and interdisciplinary experience in the field of responsibility, sustainability and ethics. In her role as an
independent consultant, Dorothea Baur advises companies, pension funds, foundations
and NGOs on issues related to sustainable investments (ESG), artificial intelligence and
ethics, as well as corporate social responsibility (CSR) and sustainability. Dorothea Baur
studied Business Administration and International Relations in Zurich, Leuven (BE) and
St. Gallen (CH) and received her PhD on NGO-Business partnerships from the Institute
of Business Ethics at the University of St. Gallen. Afterwards she taught and researched
at leading European business schools (e.g. ESADE Barcelona, Nottingham University Business School). From 2017 to 2020, Dorothea Baur was the independent ethics officer of
Alternative Bank Switzerland. She continues to teach at various universities and universities of applied sciencest.
Mr Stéphane Bernard,Chief Operating Officer at Euroclear Bank, a member of the
Management Committee and Executive Board Member. Stéphane Bernard also heads Asset Servicing & Transaction Operations at Euroclear Bank since April 2012. In 2017,
Stéphane was appointed CEO of the Euroclear Bank Poland Branch. Prior to taking his
current position, Stéphane was a member of the Euroclear Bank Management Committee
Advisory Group. He was an ESES Audit Committee member and also a member of the
Board of Directors of the ESES central securities depositories (Euroclear Belgium, Euroclear France and Euroclear Nederland) till December 2018. Mr Bernard was COO for the
ESES CSDs as well as being and part of its management committee until April 2012. Before this, Mr Bernard was Chief Executive Officer of Euroclear Belgium (formerly CIK SA/
NV). He was General Manager of Belgian central securities depository, from 2001 until
2006, when CIK joined the Euroclear group. Earlier in his career, Mr Bernard headed the
Operations department at Delta Lloyd Securities, where he managed challenges such as the
euro transition, Y2K and capital infrastructure consolidation resulting from the creation of
Euronext. Mr Bernard started his career with a broker dealer in 1989. Mr Bernard holds
degrees in Commercial and Consular Sciences from the Saint Louis Institute of Commerce
in Belgium, a degree in Marketing from Institut Supérieur Economique Ixelles and a Masters in Treasury Management from the University Antwerp Management School..
THE JURY
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Mr Pascal Cescon is the Chief Ethics Officer of the Banque de France, reporting to
the Governor. He is in charge of designing and controlling internal ethics rules, promoting ethics awareness and culture, advising the Governor, the managers and the staff. He
represents the Banque de France in the Ethics and Compliance Officers Task Force of the
central banks and supervisory authorities of the Eurosystem. He is member of the Cercle
d’Ethique des Affaires, the French association for business ethics. Pascal was previously
Labour Relations Director of the Banque de France and Chairman of its Health & Safety
Committee in Paris. He negotiated collective agreements in particular on social dialogue,
psychosocial risks, gender equality and telework. He succeeded in increasing threefold
the Banque de France staff seconded to the European Central Bank when the European
Single Supervisory Mechanism was set up. Pascal holds a Master’s degree in Public Organizations and Policies Analysis from Sorbonne University and graduated in Public Affairs
from Sciences Po Paris.

Prof. Marc Chesney is Professor of Finance at the University of Zurich. Previously
in Paris, he was Professor and Associate Dean at HEC, President of the CEBC (Centre
d’Etudes sur le Blanchiment et la Corruption) and an external expert with the World
Bank. He has published articles and books in the areas of quantitative Finance and also of
financial crime mechanisms. In addition, he focuses on the subject of Ethics and Finance.
At the University of Zurich, he is member of the Board of the Graduate Programme for
interdisciplinary Research in Ethics and co-organizer of the Ethical Finance Research
Series. He is also member of the advisory Board of Finance & Common Good/Bien Commun. Marc Chesney holds a Ph.D. in Finance from the University of Geneva and obtained
his Habilitation from the Sorbonne University.

Mr Henri-Claude de Bettignies, tthe Aviva Chair Emeritus Professor of Leadership and Responsibility (INSEAD) is also the Distinguished Emeritus Professor of Globally Responsible Leadership at the China Europe International Business School (CEIBS)
and former Director of the Euro-China Centre for Leadership and Responsibility (ECCLAR) that he created in Shanghai, at CEIBS, in 2006. Between 1988 and 2005, and
again since 2013 he has a joint appointment at Stanford University (Graduate School of
Business), and he shared his time equally between Europe, California and the Asia Pacific
region. Among the 8 books published under his name are: Business Transformation in
China (Thompson Business Press, 1996), Le Japon (Flammarion, 1998), Business Ethics:
Policies and Persons (McGraw Hill, 2005), and (with F. Lepineux) Business, globalization and the Common Good (Peter Lang, Oxford, 2009) and Finance for a better world:
the shift toward sustainability (Palgrave, 2009) and more recently Puissance et Responsabilité: où en est la Chine? (Gulbenkian, 2014) and (with M. Thompson) Leadership,
Spirituality and the Common Good (Garant, 2010).
FINANCE & THE COMMON GOOD/BIEN COMMUN
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Mr Christopher de Mattos is a non-executive director and is on the advisory
board member of several companies, including London-based investment firm RAB Capital Ltd. He has spent over 30 years in the financial services industry, working as a financial analyst and investment banker in Europe and Latin America as well as in investment
management. Christopher joined the founding team at RAB in 1999 and, as Finance Director, was instrumental in taking the company to flotation on London’s AIM market in
2004. He holds a degree in Mechanical Engineering from Imperial College, London and
an MBA and Certificate in Corporate Governance from INSEAD. He has taken a particular interest in the role of the board in promoting corporate governance, is an INSEAD
Certified Director and past chair of the INSEAD Directors’ Network. Christopher is also
a trustee of the Lord Kitchener National Memorial Fund and a member of the Imperial
College Court.

Dr Edward Dommen is a specialist in economic ethics. He is past President of the
Scientific Committee of the Geneva International Academic Network (www.ruig-gian.
org); he was a member of the Scientific Committee of the Swiss Network for International
Studies (www.snis.ch). He is a founder member of “Actares, Shareholders for a sustainable economy” (www.actares.ch). He was a founder member of the Ethics Committee
of the Swiss Alternative Bank (Banque Alternative Suisse) and a member of the Board of
Geneva’s Caisse Publique de Prêts sur Gages as well as a member of the Council of the RAFAD Foundation, an institution that guaranteed micro-credit. Edward Dommen has been
a university professor, but he spent most of his career before he retired as a researcher
with the United Nations conference on Trade and Development (UNCTAD). He written
and compiled several books on economic ethics. “A Peaceable Economy” (World Council
of Churches 2014) was awarded the Daniel Colladon Prize 2015 as “the most remarkable
Protestant work of the previous four years by a Geneva author”.

Dr Eelco Fiole is co-founder and sole managing partner of Alpha Governance Partners in Zurich, the international partnership providing high-end risk-focused professional fiduciaries to financial institutions dealing with complex assets. Eelco is an adjunct
professor in finance ethics at HEC Lausanne for the MSc in Finance and M in Law and
Economics programs and has almost 25 years in the financial services industry, of which
a decade in fiduciary CFO- and COO-roles, lastly at the Tezos Foundation (blockchain)
in Zug and with Credit Suisse Alternative Investments with teams in Zurich, London
and New York. A Dutchman based in Switzerland and Singapore with substantial private
exposure to China, he graduated in Economics (PhD, Basel), Ethics (Zurich), Leadership
(Madrid), Laws (London), Business and Engineering (both Rotterdam) and holds a.o. the
CFA- and CDir-designations. He chairs the Annual Conference Advisory Group at CFA
Institute and is a regular speaker in the field of investment governance, finance ethics and
risk.
THE JURY
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Dr Andrew Hilton is Director of the Centre for the Study of Financial Innovation,
a London-based non-profit think-tank, supported by 70 City institutions, that looks at
threats to and opportunities in the global financial system. The CSFI was set up 20 years
ago, and has since published several books and around 100 reports. More significantly, it
has organized well over 1,300 round-tables on issues of pressing interest in the financial
services sector – including EMU, the single European market, the Internet, small business
finance, high-tech start-ups, microfinance and regulation. Dr. Hilton also runs a small
economic and financial consultancy. He has worked for the World Bank in Washington
and has run a financial advisory service for the Financial Times in New York. He is a
board member of the Observatoire de la finance in Geneva. He has a PhD from the University of Pennsylvania, an MBA from Wharton and an MA from New College, Oxford.
He was appointed OBE in 2006.

Prof. Dominique Jacquet is Visiting Scholar at Insead Social Innovation Center
and Professor of Corporate Finance at Cedep, University of Paris Ouest and Ecole des
Ponts ParisTech. He is a civil engineer (Ecole des Ponts), holds an MBA from Insead and
a PhD from the University of Bordeaux. Before starting an academic career, he has been a
finance executive in American and French corporations, holding controller, treasurer and
CFO positions. His main areas of interests are the relationship with business and finance,
the role of incentives in sustainable value creation and the link between uncertainty and
financial strategy.

Prof. Robin Jarvis is Professor of Accounting and Finance at Brunel University. Robin was awarded the British Accounting and Finance Association (BAFA) Lifetime Achievement Award for his contribution to the advancement of accounting and finance to the
academic community in 2013. From a European perspective Robin is a Special Adviser to
the European Federation of Accountants and Auditors (EFAA), a member of European
Commission’s Expert Group – the Financial Services User Group and a member of Finance Watch’s Committee of Transparency and Independence. In the UK Robin is a Board
member of the Genesis Initiative and a member of the Board of the Chartered Banker’s
Professional Banking Standards Board and chairs their Stakeholder Forum. Robin has
researched and published on SMEs, accounting and banking for a number of years resulting in numerous publications and 10 books. His interest in SMEs and accounting
has been recognised through his membership of the International Accounting Standards
Board (IASB) SME specialists groups and his past membership of the European Financial
Reporting Advisory Group (EFRAG).
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Mr Patrick Krekels is General Counsel and Board Secretary of SWIFT. Patrick was
appointed General Counsel and Board Secretary in January 2016. He joined SWIFT in
2001 as Deputy General Counsel. The Legal & Compliance team provides legal support
and is responsible for regulatory compliance, corporate governance, Oversight affairs and
legal risk management. Patrick studied Law (1986) and Economics (1987) at the University of Leuven, Belgium and obtained a Master of Laws (LL.M.) degree from the University of Illinois (1988). He is a member of the New York Bar. Prior to SWIFT, Patrick
worked as an attorney at the Brussels Bar with the law firm De Bandt (now Linklaters) for
3.5 years and for Philips Electronics during 9 years (from 1992 until 2001). He was the
General Counsel for Philips Electronics in Belgium and Luxembourg and was a Manager
of the Corporate Legal Department in charge of M&A transactions and legal matters of
Philips Research (Headquarters) in The Netherlands.

Mr Jean Laville has been active in the financial sector for 30 years, including 25 in
the field of Responsible Investment. At SSF he drives the workstream on capacity building
and education. Jean Laville is also a partner at Conser Invest since 2012, an independent
advisory and asset management firm dedicated to sustainable investment solutions for
private and institutional clients. He develops and runs quantitative tools enabling the
systematic screening of the fund universe and the compliance of underlying holdings
with ESG objectives. As Deputy Director he managed Ethos Foundation’s and Ethos Services’ from 2002 to 2012. Previously he held the position of ESG quantitative asset manager with Banque Pictet & Cie in Geneva, since 1998. In 1980, Jean Laville graduated
in economics, majoring in political economy, from the Higher Business School (HEC) in
Lausanne. He then followed the doctorate program from the Graduate Institute of International and Development Studies in Geneva.

Mrs Maggie McGhee is Executive Director, Governance at ACCA since 1 October
2018. In this role, she has responsibility for both ACCA’s corporate governance arrangements and the governance of ACCA members and students. Prior to this, Maggie was the
Director of Professional Insights at ACCA, where she led a team of technical and policy
experts to support ACCA’s global thought leadership agenda. Before joining ACCA, Maggie worked for PwC in the Advanced Regulatory and Compliance Analytics area applying
specialist analytics tool to clients in the banking and capital markets sector. A chartered
accountant with a degree in law, Maggie trained with National Audit Office UK where
she was the Director General of Audit. Maggie has been a member of a number of working groups and committees including the Accountancy Europe’s Public Sector Working
Group, the EU European Public Sector Accounting Standards (EPSAS) Working Group;
HM Treasury’s Financial Reporting Advisory Board in the UK; and the Financial Reporting Council (FRC) Audit and Assurance Council.
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of the OECD, covering financial markets, international investment, corporate governance, competition and anti-corruption. Previously, she was Coordinator of the New Approaches to Economic Challenges (NAEC) Initiative and Senior Advisor to the OECD
Secretary-General. She launched an OECD-wide project on integrity and anti-corruption.
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Citibank. She holds a PhD in Economics from the EHESS, a Master’s Degree in Finance
from the ESCP, and an MBA from Drexel University.
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of Polish Banks. Previously, she has held a number of managing positions in one of the
largest banks in Poland, where she was responsible for developing capital management,
product management and client profitability concerning costs of risk, capital and costs
allocation. She also participated in several projects, for example on the introduction of
ICAAP, etc. Prior to joining the bank, she worked at the Institute of Philosophy and
Sociology of the Polish Academy of Science in Warsaw, where she researched economic
behavior of households, including in periods of transition (participating in international
surveys and projects). She is the author of several books and research papers and spent
one and a half year in Germany (at the Hohenheim University in Stuttgart and University
of Kiel) under the Alexander von Humboldt-Stiftung scholarship.

Mr Ross Murdoch is a lawyer at the Financial Conduct Authority (FCA) in London,
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Mrs Clare Payne is a leading voice on ethics and trust in society. She tracks trends
and writes about their implications in her monthly ‘Ethical Len’s column in The Australian Financial Review BOSS Magazine. She is also the co-author of, ‘A Matter of Trust
– The Practice of Ethics in Finance’. Clare is a former employment lawyer who went on
to manage the Integrity office of Macquarie Bank and founded the Banking and Finance
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THE JURY

20
Mr Nathan Sussman joined the Institute in September as Full Professor of International Economics and Director of the Institute’s Centre for Finance and Development.
He was Associate Professor of Economics in the Department of Economics and in the
integrated Philosophy, Economics, and Political Science Programme (PEP) at the Hebrew
University of Jerusalem. He was the Director of the Research Department at the Bank of
Israel and a voting member of the Monetary Policy Committee. His fields of expertise are
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York University), and a Masters and PhD in Philosophy (University of Kansas).
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at the University of Tübingen since January 2015. He studied philosophy, classical studies
and history of art at the Universities of Freiburg i.Brsg., Jena and Hull (UK). After his PhD
thesis on a cultural-philosophical topic (Aby Warburg and Ernst Cassirer), he worked
in the publishing and media sector, most recently as editorial director of the publishing
group Narr Francke Attempto. He taught as a lecturer at the universities of Karlsruhe,
Jena, Darmstadt and Tübingen, on cultural and media science issues as well as theoretical
and practical philosophy and economics. He is co-founder of the Institute for Philosophy of Practice e.V. in Darmstadt. Since 2013, he offers a seminar “Money and Ethics”
at the Global Ethic Institute. He is also the initiator of the series “Klüger wirtschaften”.
His current work focuses on monetary theory, financial ethics and investment, topics he
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Pricing in climate risk
brings risks of its own
Pricing in climate risk is a recent
approach in the movement towards
sustainable finance. Under this
approach, investors integrate climate
change-related risks to determine the
financial terms for an investment.
Investors may choose to exclude
investments with high climate
risks from their portfolios. In doing
so, investors aim to mitigate their
exposure to climate change. But in
the absence of controlling measures,
pricing in the physical risks from
climate change creates an asymmetric
cost of capital dependent on regional
vulnerability. Pricing in physical
climate risk is inconsistent with
distributive environmental justice. It
also aggravates the climate and social
issues that sustainable finance aims
to confront. However, sustainable

finance can integrate environmental
justice to bring integrity to private
financial markets.
Investors consider three types
of climate-related risk: those
related to the physical impacts of
climate change; the transition of
social preference; and changing
regulation. This paper focuses on
physical climate risks. I consider
environmental
justice
based
on the distribution of risks and
rewards from natural resources.
My analysis draws on a 2018
study commissioned by the United
Nations Environment Programme
(UNEP) which demonstrates that
countries facing climate risk are
charged more for debt capital (Buhr
& Volz, 2018). I extend this analysis
to explain that a risk-based approach
to climate finance consistently
disadvantages vulnerable countries
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and communities. Drawing on the
principle of double materiality, I
outline why this phenomenon is
concerning for investors. I then
evaluate academic definitions of
environmental justice, highlighting
that environmental justice guides
international and national climate
policy yet is ignored in private
finance. I examine case studies to
conclude how sustainable investors
can learn from these frameworks. To
enable equitable access to investment
capital for global climate resilience,
environmental justice and nonmarket measures should complement
financial decision-making principles.
Otherwise, pricing in climate risk
could obstruct climate action
by aggravating geographical and
historical inequities.
Why is this important? Countries
and communities – particularly less
wealthy, industrializing ones – rely
on international credit markets for
domestic investments. In recent
years, for example, lower-income
countries accrued over $380 bn
annually in external debt (World
Bank, 2021). Vulnerable regions
cannot unilaterally escape this
system of international finance
(Singer, 2004). Researchers debate
whether international investment
capital is good for development. I
accept that it is a pragmatic necessity
in a globalised financial system.
Countries need this investment
capital to build resilience to climate
risks. However, when investors
prioritise their own returns,
high costs of capital can impede

investments into climate adaptation
and mitigation (Miller & Picolotti,
2020; Mirza, 2003). This undermines
global cooperation against climate
change, reveals a vital gap in the
movement towards sustainable
finance, and furthermore, creates
risk for the financial system (Coburn
et al., 2015; Nieto, 2019; Quigley,
2020; Roncoroni et al., 2021). To
foster global climate resilience,
investment
capital
must
be
allocated according to principles of
environmental justice and not only
according to market dynamics.

Climate change risks
determine borrowing costs
Traditional financial principles
dictate a higher financial return
for higher risk investments. When
investors confront risk, they either
decline to make an investment
or demand a higher return as
compensation. In 2018, UNEP
commissioned SOAS University
of London and Imperial College
Business School to examine how
this principle relates to climate
change. The authors analysed the
cost of capital for the 48 countries
most vulnerable to the physical risks
of climate change, as identified by
the Vulnerable Twenty (V20) Group .
Through econometric analysis, the
authors confirmed that financial
markets are pricing in physical,
social, and economic climate risks.
These slowly unfolding climate
trends quickly affect the cost of
capital. As a result, countries most
susceptible to climate damage are
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experiencing increasingly higher
borrowing costs. As of 2018, “climate
vulnerability has already raised the
average cost of debt in a sample of
developing countries by 117 basis
points” (Buhr & Volz, 2018, p. iv).
These countries have spent over
USD $62 bn in additional interest
payments over the past 10 years
(Buhr & Volz, 2018, p. 11). Previous
literature explains the economic
cost of natural disasters, but the
connection between climate change
and sovereign risk is new (Cevik &
Jalles, 2020; Mallucci, 2020).
Credit rating agencies dictate a
country’s credit score, and therefore,
influence their cost of capital in
international
markets.
Rating
agencies have not yet downgraded
any country explicitly because of
climate change risk. However, their
rating systems are capturing climaterelated factors. In 2014, Standard
& Poor (Kraemer & Negrila, 2014)
recognised that climate change
would:
“impact
sovereign
creditworthiness, in most cases
negatively […] with poorer and
lower rated sovereigns typically hit
hardest, which could contribute to
rising global rating inequality (p.
2)…The degree to which individual
countries and societies are going to
be affected by warming and changing
weather patterns depends largely on
actions undertaken by other, often
far-away societies” (p. 3).
In other words, the rating
agencies recognize that pricing
in climate risk affects countries

unevenly. They appreciate that this
distribution contradicts historical
responsibilities for causing climate
change. Yet rating agencies continue
to price climate risks into credit
ratings without critically evaluating
the impact of their decisions.

Vulnerable Regions are
Financially Penalized for
Global Climate Risks
Buhr & Volz focus on borrowing
costs for developing countries. As
discussed throughout this paper,
debt and insurance show similar
cost patterns: the most vulnerable
are financially penalised for climate
risks (Segal, 2020). Early research
suggests that the price-effect of
climate risk is less pronounced in
other areas, such as equity financing
for private firms (Kling et al.,
2021). But the impact is significant
for vulnerable countries and
communities (Cevik & Jalles, 2020;
Glass et al., 2015; Mallucci, 2020;
Neslen, 2019). Private investment
– through sovereign borrowing,
personal insurance, and local project
finance – can shape the prosperity
of a region. These financial flows
stimulate development, affecting
human rights and influencing
financial markets.
The 2018 study published by
Buhr & Volz recognises that physical
climate risk is “asymmetrical” (p.
3). However, the report does not
apply an equity framework to these
findings. The authors propose that
a country can invest in climate
adaptation to mitigate the higher
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cost of capital. This is sound advice.
But place-based adaptation projects
cannot
completely
counteract
climate vulnerability or the related
investment penalty (Mirza, 2003).
This is particularly true for low-lying
countries at risk of devastation, such
as Tuvalu or the Marshall Islands.
These countries are trapped in a
feedback loop of increasing capital
costs, vulnerability to climate risks,
and eventual capital flight. As more
asset owners and managers evaluate
climate risks in their portfolios,
the cost of capital for vulnerable
countries will only increase. Global
cooperation to limit global warming
is the best way to allay these regional
consequences (Klusak et al., 2021).
Informed investment decisions
should include climate-related data.
Investors and academics maintain
that better environmental, social
and governance (ESG) data is
important – which it is (Busch et
al., 2016; Orlitzky, 2013). Complete
and reliable information about
costs and benefits optimises social
cooperation
(Ostrom,
2010).
Furthermore,
accounting
for
transition and regulatory risk can
expose stranded assets, which are
environmentally unsustainable and
eventually unprofitable (Caldecott,
2017). Pricing in these risks can
shift capital out of high-emitting
industries. However, by pricing in
the physical risks of climate change
without accounting for principles of
environmental justice, the regions
most vulnerable to climate change
are charged for a global problem.

This creates a degenerative feedback
loop. If vulnerable countries cannot
afford to invest in adaptation, their
climate risk (and cost of capital) is
only compounded. If they cannot
invest in mitigation, global efforts
to reduce carbon emissions are
weakened.
Pricing in climate risk is a
tenet of sustainable finance and
responsible investing. But it does not
create a satisfactory outcome for all
stakeholders. It does not create an
ethical outcome either. S&P’s blithe
statements illustrate how private
finance resists amending traditional
models to account for equity
considerations. Full information is
important, but pricing in the physical
risks of climate change financially
burdens vulnerable communities,
subverting international equity.

Examining frameworks for
environmental justice
Less wealthy countries face
the greatest physical and financial
damage from climate change
(Abeygunawardena et al., 2002;
United
Nations
Development
Programme, 2011). Yet these
countries are least responsible
for the offending environmental
degradation and greenhouse gas
emissions. Philosophers generally
agree this is inequitable. Wealthier
industrialised countries should
be the highest contributors to
mitigation and adaptation (Gardiner,
2004, pp. 578-583). Environmental
justice mandates that the burdens
of climate change should be paid by
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those historically responsible and by
those with the capacity to pay (Shue,
1999, 2014; Singer, 2004). The
“offending” countries have a moral
obligation to “shoulder the burden”
by supporting the less affluent
and more vulnerable ones (Shue,
1999, p. 534). These maxims are
integrated into international climate
negotiations and national climate
efforts.
The UN Framework Convention
on Climate Change (UNFCCC), for
example, considers environmental
justice through the principle
of common but differentiated
responsibility. This principle has
guided the UNFCCC for nearly
thirty years since the United Nations
Conference on Environment and
Development (UNCED) in 1992.
It ratifies countries’ differing
contributions to, and ability to
address, climate change. All state
actors are responsible for addressing
climate change but they are not
equally responsible. Although the
principle remains contested in
practice, leaders across the political
spectrum appreciate the logic behind
it.
Common but differentiated
responsibility
is
applied
to
climate finance through a binding
clause in the Paris Agreement.
As proposed by Singer and Shue,
the less industrialised countries
should expect financial support
from those with a greater historical
responsibility for climate change.
Wealthier countries contribute
capital through pooled mechanisms

such as the Global Environment
Facility and Green Climate Fund.
This funding enables vulnerable and
less affluent countries to decrease
their emissions and achieve climate
resilience. The Paris Agreement
further encourages wealthy countries
to mobilise “climate finance from a
wide variety of sources, instruments
and channels” (United Nations
Framework Convention on Climate
Change, 2015, Article 9). While
mobilisation has been insufficient,
the intention to align international
finance with environmental justice
is clear.
Similarly, in the local context,
environmental risks are distributed
unequally by race and class (Agyeman
et al., 2009; Bullard, 1993). To
counter this, environmental justice
analyses are increasingly applied
in public economics. For example,
countries carefully regulate carbon
prices to avoid disadvantaging
low-income households. A recent
decision by the Supreme Court of
Canada reveals how environmental
justice shapes national economics.
In this case, Canadian provinces
contended that a carbon price was
within their jurisdictional remit.
Three of the ten provinces attempted
to avoid a carbon price by using
this argument. However, the Court
mandated that national carbon
pricing is essential to mitigate climate
change (References re Greenhouse Gas
Pollution Pricing Act, 2021 SCC 11 at
paras. 12, 46, 187, 206). The Court’s
decision noted that the harm from
climate change would be “borne
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disproportionately by vulnerable
communities” (ibid., at para. 206).
This example is particularly apt
because the Court evaluated climate
action and environmental justice
as a reason to override historical
power dynamics. Legal decisions
often express social values and
demonstrate a tipping point for new
norms (Cooter, 1998). This decision
is therefore encouraging for similar
calls internationally. Activists and
academics who are motivated by
environmental justice propose that
revenues from global carbon taxes
should be partially distributed to
vulnerable people living in poverty
(Soergel et al., 2021).

Aligning Finance with
Environmental Justice
Supporting vulnerable countries
and communities can promote
cooperative climate action. These
examples can be a foundation
for
integrating
environmental
justice into finance. They provide
three clear lessons. First, public
bodies increasingly accept that
environmental justice should guide
climate action. Second, equitable
climate action requires collective and
cooperative solutions. And third,
historical approaches and power
dynamics should sometimes yield to
environmental justice priorities.
However, finance is one of the
few areas that has not aligned with
the goals of environmental justice.
Based on the logic employed by
the UNFCCC and the Supreme
Court of Canada (among others),

pricing in climate risk is regressive.
By trying to mitigate the risks
from climate change to individual
portfolios, vulnerable countries and
communities are overcharged. The
financial institutions which benefit
from these semi-protected portfolios
are in part historically responsible
for climate damages, having funded
extractive and emitting industries
in the decades before the Paris
Agreement and the five-years since
(Rainforest Action Network, 2021).
Purely market-based approaches
are not designed to address this
inequity, despite the best efforts of
the sustainable finance movement.
Rather, the financial system
needs new rules, institutions, and
governance practices to complement
the market fundamentals of risk and
reward (Dunlop & Usher, 2020,
p.3). These frameworks must make
environmental justice explicit. The
wealthier industrialised countries
created the traditional framework for
risk, reward, and cost of capital. This
system is structured to maximize
efficiency and profit, not equity.
Duties of global equity must delimit
financial profitability to reconcile
private finance with international
climate cooperation.

Environmental justice is
essential for a stable financial
system
As outlined, investors increasingly
consider how their investments
are affected by climate change
(Busch et al., 2016; Sautner et al.,
2020; Scott et al., 2017; Weber,

FINANCE & THE COMMON GOOD/BIEN COMMUN

31
2012). Many investors also claim
to consider how their investments
affect climate and society (Esty &
Karpilow, 2019; Unruh et al., 2016).
Both factors influence long-term
financial performance (Clark et al.,
2014; Coburn et al., 2015; European
Parliament, 2021; Quigley, 2020;
Täger, 2021). Yet it is important
to distinguish between these two
approaches. Pricing in climate risk is
part of sustainable finance. However,
mitigating the climate risk in a
portfolio may not generate sustainable
climate outcomes (Busch et al., 2016;
Caldecott, 2020a; Caldecott, 2020b),
and certainly does not align with
environmental justice.
Investors would be wise to
focus on generating positive climate
outcomes. To achieve meaningful
progress, this should include
both environmental and equity
considerations. Climate risks will
compound existing inequalities by
disproportionately affecting less
wealthy countries and communities
(Abeygunawardena et al., 2002;
Cevik & Jalles, 2020; Howard &
Sylvan, 2021). But climate change is a
collective challenge. There are global
consequences if vulnerable countries
cannot access capital for climate
mitigation and adaptation. Although
climate change will intensify
inequality between high- and lowincome countries, 78 per cent of a
recent survey of climate economists
believe climate change will damage
the economy internationally (Howard
& Sylvan, 2021). Consider that
carbon reduction and biodiversity

protection (two key mitigants for
climate change) require global
cooperation. We share a global carbon
budget, meaning that we must reduce
cumulative emissions rather than
offset emissions to another location
(Caldecott, 2020a). Macroeconomic
systems are similarly interdependent,
demonstrated by historical financial
crises spreading between countries
(Frankell, 2000).
Investors
should
therefore
mitigate risks in the market as a
whole (Quigley, 2020). Instead of
trying to externalise risk, investors
can reduce risks across their
portfolio by advancing climate
action and redressing social inequity.
Financial supervisors have defined
new expectations for investors to
consider double materiality: both
the climate risks to a portfolio and
the climate implications of the
constituent investments (European
Parliament, 2021). This idea of
systemic or unhedgeable risk is
increasingly relevant across all facets
of climate change (Coburn et al.,
2015; Principles for Responsible
Investment, 2020). Investors can
better appreciate these holistic risks
by applying a longer-term investment
horizon (Barbosa Vargas & Segal,
2021; Busch et al., 2016). With a longterm approach, investors realise that
perpetuating climate and social risks
will disadvantage their long-term
financial performance. Furthermore,
they realise that today’s investments
will shape tomorrow’s economy.
Double materiality formalises these
two sentiments.
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Pricing in climate risk aims
to mitigate threats to individual
investment portfolios. Yet this tactic
compromises global progress against
climate change. By weakening
aggregate climate action, pricing
in climate risk negatively affects
the market and the portfolios of
individual investors. Sustainable
finance purports to advance
climate outcomes. However, to be
effective, private finance must be
held to the same environmental
justice frameworks that guide other
climate-related
decision-making
processes. The following section
analyses how environmental justice
can be integrated into sustainable
finance, embedding the principles
that sustainable finance aims to
espouse.

Models for application
The relationship between climate
finance and environmental justice is
relevant in international and local
contexts. But the dilemma is more
complicated at the international
level. The increased costs of capital
from exposure to climate risk appears
most intractable internationally
since international cooperation is
predicated on voluntary institutions.
However, national approaches can
be instructive for international
solutions.
Climate
solutions
generally require collaboration
between private and public finance
(Caldecott, 2020a), and may require
a shift in the values and mission
that guide the private financial
sector (Biagini & Miller, 2013).

There are ways to integrate climate
risk data for combined economic
and environmental justice. This
section considers new collaborative
structures
(public-private
partnerships), mandatory regulation,
and voluntary action. Some proposals
would limit the financial penalties
for vulnerable regions while others
would encourage new investments
in climate adaptation.

New Collaborative Structures
The Flood Re model in the United
Kingdom is one structure worth
examining. The joint not-for-profit
effort between the U.K government
and the insurance industry creates
a pooled mechanism for floodrelated home insurance. Although
the U.K. has high flood exposure,
the risk differs between regions.
Under purely market mechanisms,
the insurance industry would
price these differentiated risks into
insurance premiums. Households
in high-risk flood zones would face
exorbitant policy premiums – and
possibly become uninsurable – as
risk increases. However, Flood Re’s
pooled, country-wide mechanism
ensures all households are eligible
for affordable flood-related home
insurance. Households contribute
to the pool based on their council
tax banding, a proxy for their ability
to pay. By aggregating individual
interests, this model ensures that
high-risk households can access
financial mechanisms to support
their physical and financial resilience
to climate change.
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The structure is certainly not
without flaws (OECD, n.d.). But it
deliberately leverages climate-related
data to confront unequal exposure to
risk. Flood Re shows key elements
for more equitable climate-related
capital flows, with its pool and levy
system creating a shared response to
vulnerability. The progressive levy
aligns with the principle of common
but differentiated responsibility,
acting on the reality that risk
distribution does not correspond
with the ability to pay. Furthermore,
rather than using data in a zerosum approach that protects private
interests, the model leverages climate
data for a collective solution. This
data-informed approach curtails
unequal risk exposure rather than
aggravating the imbalance.
The programme’s governance
structure is the final and most
important aspect to consider. Flood
Re is an independent not-for-profit
organisation. Many consider climate
change as “the greatest […] market
failure” of all time (Stern, 2006, p.
i), recognising that private finance
improperly accounts for society’s
relationship with nature. This
collaborative initiative demonstrates
how a publicly oriented structure
can
mitigate
market
failure.
The U.K. government is equally
accountable to all constituents and
therefore motivated to pursue an
equitable solution. The government’s
democratic
accountability
is
complemented by the expertise
of the insurance industry. This
collaborative structure protects

vulnerable policyholders instead of
prioritising short-term profits. At
the same time, it reduces systemic
vulnerability in the financial sector.
African Risk Capacity (ARC)
pools climate insurance risk across
a larger region. ARC provides
affordable financing across the
African Union to prevent and respond
to natural disasters. International
institutions could further extend
these risk-pooling models globally.
Wealthier, industrialised countries
could act as donors and insurers
for countries that do not have the
capacity to respond to local climate
damage.
Similar
collaborative
structures can apply to debt
investments, too, encouraging new
investments in climate mitigation
and adaptation. For example,
creditors could offer debt-for-climate
swaps, foregoing debt repayment
and authorising borrowing countries
to invest an equivalent amount
in projects that advance climate
resilience (Miller & Picolotti,
2020). Furthermore, governments
could provide partial guarantees
on new loans for adaptation and
mitigation in vulnerable regions.
Many countries already use loan
guarantees to promote affordable
access to financing, particularly
for homeownership. For example,
the Canada Mortgage and Housing
Corporation is a publicly owned
corporation that acts as a guarantor
for homebuyers in Canada; Freddie
Mac and Fannie May facilitate
similar outcomes in the United
States. Similar guarantees could
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enable affordable interest rates
for infrastructure in regions with
high climate risks. This would
align public and private finance to
prioritise environmental justice and
systemic resilience over short-term
profits.

Regulation
Some factions of private finance
may not be amenable to foregoing
short-term returns or participating
in public-private structures. In these
cases, national laws and regulations
can
supplement
collaborative
structures. To reduce the debt
burden for vulnerable regions,
creditors could be mandated to
include disaster clauses on new
loans. Disaster clauses permit
borrowers to suspend principal and
interest payments if they experience
a natural disaster (International
Monetary Fund, 2020; Mallucci,
2020). While postponing payments
is beneficial, disaster clauses do not
stimulate new capital. To incentivise
proactive investments, financial
institutions can be mandated to
target a certain percentage of assets
for projects that build resilience
in vulnerable regions. Mandated
climate targets are an important tool
to align private finance with positive
climate
outcomes
(Caldecott,
2020b). This could take as its model
the Community Reinvestment Act in
the United States, which encourages
financial institutions to provide
affordable credit to lower-income
members of their communities.

Voluntary Action
The financial sector can, of
course, lead with voluntary action.
Existing disclosure frameworks
could include positive impacts
and systemic risks instead of only
considering the climate risks in
individual portfolios. Integrating the
principle of double materiality into
the Task Force on Climate-related
Financial
Disclosures
(TCFD)
would be a good start (European
Parliament, 2021; Täger, 2021).
Including reference to the principle
of common but differentiated
responsibility
would
make
environmental justice considerations
explicit. As private finance integrates
environmental justice, it should
include impacts on the most
vulnerable countries internationally
as well as considerations for local
workers and communities (Robins et
al., 2018). These voluntary measures
can be powerful, given the increasing
importance of climate action for
firms’ reputations and social licence
to operate. However, voluntary
action has been insufficient (Ameli
et al., 2020). Voluntary measures
will be most impactful when paired
with collaborative structures and
mandatory regulations.
Environmental
justice
is
increasingly recognised as central to
climate action. These collaborative
structures, mandatory regulations,
and voluntary actions can align
sustainable finance with international
and national policies. Collaborative
interventions (through structures
like Flood Re, or alternatively,
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regulation) can foster stability and
equity in ways that financial markets
cannot. Mechanisms that prioritise
universal affordability are needed
at the national and international
level. Deliberate policy interventions
can use climate data for communal
benefit, dissociating the inequitable
relationship between financial wealth
and climate resilience. This would
ensure that the regions needing to
invest in climate adaptation are able
to afford it.

Conclusion
Private finance views pricing
in climate risk as an appropriate,
sustainable, and responsible way
to integrate the reality of climate
change. However, this has an undue
negative effect on the most vulnerable
countries
and
communities.
Investment decisions should include
climate-related data, but they should
be guided by principles of global
environmental justice instead of
short-term profitability. Equitable
access to financing can ensure

affordable insurance for vulnerable
regions
and
stimulate
new
investments in climate mitigation
and adaptation. Environmental
justice is an important consideration
for financial institutions that want
to align with climate action and the
sustainability agenda. Based on the
principle of double materiality, it is
also critical for reducing systemic
portfolio risk.
This
paper
reflected
on
frameworks
of
environmental
justice, including the works of
Gardiner, Shue, and Singer, and the
UNFCCC principle of common but
differentiated responsibility. Based
on these principles, I argue that
market mechanisms should not be
left to independently address climate
change issues. By examining existing
public-private partnerships, potential
regulation, and voluntary action,
I conclude that hybrid, publicly
oriented measures are important
to facilitate greater environmental
equity within climate-related capital
flows. •
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As global emissions bounce back
after a year of pandemic lockdowns
(IEA, 2021a), the world must enact
a tectonic shift in production and
emissions patterns. Global finance is
key to this transition: in many cases,
banks and investors own or manage
more assets than the gross domestic
product (GDP) of an entire country.
For example, a recent review of the
world’s largest banks found that
even the 100th largest bank, Qatar
National Bank, holds more money in
assets ($281bn) than 150 countries
in the world produce in annual GDP

(Feliba & Ahmad, 2021; GDP by
Country 2017).
Financing solutions to climate
change is thus a moral imperative,
and one that Pope Francis highlighted
in his encyclical letter ‘Laudato Si’,
which emphasizes the need to invest
in renewable energy and divest from
fossil fuels (Francis, 2015). The
financial sector is beginning to take
note: since the Paris Agreement was
signed in 2015, more than twenty
coalitions and frameworks have been
formed to address the role of financial
institutions in combatting climate
change; half of these initiatives
started in the past two years alone
(Tonkonogy & Choi, 2021). Three
of the largest initiatives – the Task
Force on Climate-related Financial
Disclosures, Glasgow Financial
Alliance for Net-Zero, and Climate
Action 100+ – now collectively own
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or manage $272 trillion in assets
(Task Force on Climate-related
Financial Disclosures, 2017; United
Nations Climate Change, 2021;
Climate Action 100+, 2020).
However, there exists a gap
between the goals of these groups and
actual climate action, due in part to a
lack of guidance around how to fund
businesses with low emissions and/
or credible decarbonization plans,
and when to defund businesses with
high emissions. This will require
improved reporting of company
emissions, clearer frameworks for
setting and tracking climate finance
goals, and better country policies to
enable universal adoption of these
approaches.
Financial institutions looking
to invest in climate finance should
thus: learn from country-led climate
finance lessons regarding the
importance of ethics in determining
large-scale outcomes (section 1); set
ambitious climate targets (section
2); leverage investments or lending
practices to influence broader
corporate change (section 3); and
increase funding to organisations
serious about transitioning to a lowcarbon future (section 4).
Most
importantly,
financial
institutions must incorporate ethics
into each of these approaches in
order to ensure that the climate
transition is a just transition (section
5). There are no easy social metrics
to use off-the-shelf here, which
makes it imperative for qualitative
assessments to be embedded across
the sector’s value chain. Ultimately,

financial institutions must re-align
the sector to value environmental
and social externalities that are
critical to ensuring a net-zero world.

Two steps back without the
inclusion of ethics in climate
finance
“[President] Moreno is giving
away our forests and territories to oil
companies and taking away our ability
to move around the country. The
government needs to protect its people,
which means guaranteeing our rights,
ensuring basic means of transportation,
and protecting the forest as well as
our climate.» – Domingo Peas, an
Achuar Indigenous leader (Brutality,
Violence, and Repression in Ecuador,
2019)
The removal of fossil fuel subsidies
is a critical step in addressing global
emissions, and one that needs to
happen as soon as possible, at the
greatest scale possible. However, a
2020 study found that thirty-five of
the world’s biggest banks provided
a record $735.6 bn in lending and
underwriting to the fossil fuel
industry (BankTrack et al., 2020).
If these banks are to take serious
action on climate change, there are
lessons to be learned from political
attempts to shift funding such as
subsidies away from fossil fuels. In
2019, Ecuador’s President Moreno
announced the removal of fossil
fuel subsidies within the country.
This removal made both climate and
economic sense: Ecuador spent an
average of $1.4 bn a year on subsidies
and this removal was a condition for
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accessing an International Monetary
Fund (IMF) loan of $4.2 bn (Arnold,
2019).
Yet less than one week after
the government of Ecuador signed
Decree 883 to eliminate these
subsidies, Quito lay under a thick
cloud of tear gas. Key members of
the Moreno government, including
President Moreno himself, fled to
the coastal city of Guayaquil as
indigenous peoples, students, and
blue-collar workers from around the
country converged on the capital in
protest. As the protests intensified,
President Moreno ultimately agreed
to repeal Decree 883.
As the case of Ecuador shows,
these changes cannot occur without
careful ethical considerations of the
impacts of such policies on vulnerable
and
low-income
communities.
While the IMF concluded that
reforming the fuel subsidies would
“allow for an increase in social
assistance spending” (International
Monetary Fund, 2019), this was
not communicated in a way
that engendered trust from key
constituencies.
Instead, President Moreno’s
announcement immediately caused
diesel prices to more than double
and gasoline prices to rise by 25
per cent, thus disproportionately
impacting
rural
communities,
especially Indigenous Peoples, who
had limited alternative transport
choices (Monahan, 2020).
In Ecuador, as in many former
colonies, Indigenous Peoples and

other
historically
marginalised
groups lack trust in the government.
Rising petrol prices simply added
to a historical stack of oil-related
grievances that started in the 1970s
with the government’s exploitation
of the Amazon for oil. While both the
government and private companies
profited from this extraction, the
local communities did not receive
much, if any, financial compensation
and were saddled with higher
mortality and other health risks (San
Sebastián, M., & Hurtig, A-K., 2004;
Kimerling, 2006). To add salt to the
wound, the IMF itself had previously
required Ecuador to expand oil
production in order to manage the
country’s spiraling debt, most of
which originated from Ecuador tying
increased public spending to high oil
prices and then failing to diversify
when those prices crashed (Cueva &
Díaz, 2019).
Thus, the subsidy removal did
little to address the root causes of
Ecuador’s emissions and debt, while
shifting the burden of payment
onto the country’s most vulnerable
populations.
In other countries that have
successfully removed or limited
fossil fuel subsidies, their success
was reliant on improved stakeholder
engagement with affected workers,
targeted investments in social safety
nets, increased job opportunities
within renewable energy sectors,
and clearer communication about
the benefits of these reforms
(Merrill & Quintas, 2019). A New
Climate Economy report also
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found that successful transitions
required extensive dialogue with the
affected stakeholders and designing
more targeted benefits for these
communities. For example, when
China shuttered 151 coal plants, the
government ensured that significant
funding ($15 bn) was invested in the
retraining and early retirement of
these workers (Global Commission
on the Economy and Climate, 2018).
Addressing
climate
change
inherently
requires
ethical
considerations as many of the
most vulnerable people are those
facing the largest impacts from
rising temperatures and sea levels
– although these same people
contribute the least to this global
catastrophe (Abeygunawardena &
Sperling, 2003). While governments
have led the global response to
climate change to date, it is arguably
financial institutions that hold the
most capital and can enact the most
meaningful change. Ecuador’s GDP,
for example, is only $107.4 bn;
meanwhile, a single bank, JPMorgan
Chase & Co., provided $64.9 bn to
the fossil fuel industry in 2019 alone
and holds an additional $3.4 trillion
in assets (BankTrack et al., 2020;
Feliba & Ahmad, 2021).

Too big to ignore: the
financial sector must set
climate targets
“Climate change is the greatest
market failure the world has ever
seen.” – Sir Nicholas Stern (Stern,
2006)
Although each country has

established a climate target through
the Paris Agreement, such targets,
if achieved, will only limit global
warming to 2.4° Celsius (C) (2100
Warming Projections, 2021). There
is a clear and urgent need for the
private sector, and in particular the
financial sector, to help close this gap
between existing targets and what
we currently know is scientifically
needed, which is well below 2°C,
closer to 1.5°C (Paris Agreement,
2015).
To
begin
with,
financial
institutions must set a 2050
emissions reduction target in line
with a well-below 2°C or 1.5°C
trajectory. Yet setting such targets
is fraught with uncertainties. Most
financial institutions can easily
calculate and set achievable targets
for scope 1 (direct emissions) and
scope 2 (emissions from electricity
use). However, the overwhelming
emissions come from scope 3 (all
other indirect emissions): essentially,
this includes emissions from any
company that has received an
investment or a loan, and most of
these companies have not calculated
their own emissions.
Historically, frameworks have
not provided a scope 3 methodology,
yet in this past year alone, both the
Partnership for Carbon Accounting
Financials (PCAF), led by a coalition
of Dutch banks (PCAF, 2021), and
the Science-based Targets Initiative
have shared pilot approaches (Yan et
al., 2021).
Recent analysis using the PCAF
methodology found that banks
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and asset managers in the United
Kingdom (UK) alone finance more
than 805 million tonnes of carbon
dioxide or other greenhouse gases
(MtCO2e) a year: nearly double the
UK’s emissions and more emissions
than all but nine of the world’s
largest emitting countries (WWF &
Greenpeace, 2021).
As the bulk of emissions stem from
scope 3, it is imperative that financial
institutions begin to account for and
target these emissions in climate
goals, even given the uncertainty still
associated with these approaches,
as there is a clear scientific – and
thus moral – basis for acting against
climate change now as opposed to
delaying interventions years later
(i.e., the cumulative effect) (Rhys,
2011).
Such targets must approach the
inherent uncertainty in setting a
2050-aligned goal in a value-driven
way. At the moment, many countries,
companies, and financial institutions
have adopted net-zero targets, which
gives them some flexibility regarding
exactly how much emissions must
be reduced (reductions) compared to
how much emissions already in the
atmosphere can be later removed
(removals).
There
are
well-documented
concerns with an over-reliance on
removals. The primary worry is the
uncertainty and the timescale: if
carbon removal technologies do not
materialise as expected by 2050 (or do
not materialise at the expected price
point), then companies and financial
institutions will have already locked

the world into a high-temperature
pathway with few alternatives
planned (Anderson & Peters, 2016).
Future faith in removals could
therefore impede adequate priority
being given to mitigating emissions
now.
Additionally, most technological
removals solutions do not address the
social injustices caused by emitters
today. For example, if a factory
continues polluting because it plans
on later removing carbon from the
atmosphere through carbon capture
and storage (CCS), the negative air
quality and health impacts on local
– often vulnerable or low-income
– communities will still not be
resolved. This highlights the need to
consider climate commitments and
action through a social equity lens in
addition to a pure emissions view.
The financial sector is in a
unique, and difficult, position when
ascertaining how and when to lend or
invest in various companies based on
a well-below 2°C or 1.5°C pathway.
That is because progress in one sector
may not be feasible for another,
especially in hard-to-abate sectors.
The aviation sector, for example,
has
potential
decarbonisation
pathways through the production
of sustainable aviation fuels and/
or the electrification of planes.
However, neither of these solutions
is currently commercially available
at a scale needed to transform the
industry (Sustainable Aviation Fuel:
Review of Technical Pathways,
2020; Coren, 2020). As a result,
the International Civil Aviation
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Organization (ICAO), when setting
an industry-wide climate target of
carbon-neutral growth post-2020,
decreed that airlines must purchase
carbon credits in the meantime until
such solutions are available (ICAO,
2019). However, there are similar
ethical concerns around the longterm reliance on carbon credits to
those around removals; ultimately,
internal decarbonisation is needed by
2050.
While it is imperative that the
financial sector sets climate targets
inclusive of all emission scopes, there
is still debate and experimentation
around how best to implement these
goals and the role of removals and
carbon credits in helping address the
uncertainty in meeting a target that is
five, ten, or even twenty years in the
future. What is certain is that these
targets must be set, and lessons must
be learned along the way – the time
for waiting is over.

Moral imperative to change
the fossil fuel status quo
“Investor engagement has been
key to delivering the wave of net-zero
commitments from companies during
2020. Firms yet to come forward with
net-zero plans will come under growing
pressure as investor willingness to
escalate their engagement will be the
new norm. Work will also continue
to support those companies that
substantiate net-zero goals with robust
business strategies. Long-term ambition
needs to be made real with clear shortand medium-term targets, and capex
alignment to support delivery of those

goals.” – Stephanie Pfeifer, Chief
Executive Officer of the Institutional
Investors Group on Climate Change
(Climate Action 100+, 2020)
In addition to setting their own
targets, financial institutions hold a
uniquely influential position with
recipients of their financing: these
relationships can be leveraged to
push companies to adopt ambitious
climate targets, disclose relevant
climate and social data, and advocate
for supportive policy by governments
to enhance and require these
approaches.
This can be accomplished through
shareholder
engagements
and
resolutions. For example, Ceres, a
network of financial institutions and
companies committed to building
a sustainable future, encourages
its Investment Network members
to file shareholder resolutions
regarding climate, energy, water,
and
sustainability
(Engagement
Tracker, 2021). In 2020, the nonprofit recorded 131 climate-related
shareholder proposals; 70 will be
voted on, while 42 were withdrawn
in exchange for climate commitments
by the company in question (Berridge,
2020).
Most
recently,
activist
shareholders won two victories with
ExxonMobil and Chevron. In May
2021, Chevron investors voted for a
proposal to increase the company’s
emission reduction targets, while on
the same day, two climate activists
were elected to ExxonMobil’s board
via a proxy campaign (Mufson,
2021).
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Financial
institutions
can
also take a more direct, targeted
approach. The Climate Action 100+
encourages financial institutions
to engage with 167 of the world’s
top greenhouse gas emitters and
companies that are critical to a
low-carbon transition through
collaborative, targeted engagement
with company executives and board
members. In its 2020 progress
report, as these companies also
grappled with the unanticipated
impacts of COVID-19, Climate
Action 100+ found that almost half
(43 per cent) of the companies had
net zero commitments; however,
only 10 per cent of companies
included scope 3 emissions in
their targets. The progress report
concluded that there is a need
for additional guidance around
the benchmarking and scoring of
company climate plans, sectorspecific decarbonisation pathways,
and more specific approaches to
lobbying and a just transition
(Climate Action 100+, 2020).
Both Ceres and Climate Action
100+ approaches focus on large,
global companies, many of which
include the world’s top polluters.
From an ethical standpoint,
it is necessary to either divest
completely from top polluters
or to actively engage to enact
change in such corporations and
communicate this to the public.
These two paths can be seen
in Norway’s Council of Ethics for
its Government Pension Fund
Global, managed by Norges Bank.

The guidelines allow for both
positive screening (investing in
best-in-class
companies
with
strong climate targets, even if
existing emissions are high) and
negative screening (refusing to
invest in high-emitting companies
at all) (Norges Bank Investment
Management, 2016). A positive
screening approach should be
continually reassessed; the ethics
guidance specifically states that
“companies may be excluded or
placed under observation if there
is an unacceptable risk that they
contribute to or are themselves
responsible for… acts or omissions
that on an aggregate company level
lead to unacceptable greenhouse
gas emissions”.
In the Council’s annual 2020
report, it reported excluding
four companies that extracted oil
from oil sands on these grounds.
Additionally, of the 314 companies
the fund divested shares from due
to risk, 170 were divested based
on climate risk (Council on Ethics
for the Norwegian Government
Pension Fund Global, 2020).
There may also be an ethical
dilemma closer to home in the
making. Norway’s wealth stems
primarily from oil production
and export; the pension fund’s
purpose is to invest wealth from
Norway’s petroleum sector. While
Norway’s state-owned company
Equinor – which changed its name
from Statoil in 2017 to emphasize
its broader focus as an energy
company and not just an oil
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company (Sætre, 2021) – does not
explore heavy oil or oil sands, the
company continues to explore for
new oil and gas fields (Equinor).
The
International
Energy
Agency recently made international
headlines by concluding that there
is no room for investment in new
fossil fuel supply to meet net-zero
by 2050 (IEA, 2021b). It remains to
be seen whether Norway’s Council
of Ethics will opine on Equinor’s
future expansion plans, or whether
the company will align itself with
the latest science on the transition
needed by the oil and gas industry.

Trust, but verify
“…developed countries [must]
commit to a goal of mobilizing jointly
USD 100 billion dollars a year by
2020 to address the needs of developing
countries. This funding will come from
a wide variety of sources, public and
private, bilateral and multilateral,
including alternative sources of
finance.” – The Copenhagen Accord
(Copenhagen Accord, 2009)
The Intergovernmental Panel on
Climate Change estimates that $3.8
trillion in investments is needed
annually to transition the world
to a 1.5°C trajectory; however,
the Climate Policy Initiative only
tracked an estimated $608-622 bn
in investments in 2019, of which a
little more than half was from private
funding (Macquarie et al., 2020).
In addition to this finance being
grossly inadequate to address the
growing scale of the climate crisis,
there is another problem: how to tell

whether these “green” investments
are actually making a difference to
the atmosphere, and not causing
additional harm to ecosystems or
society.
Climate
finance
typically
measures success purely in terms
of emissions reduced. However,
this has led to ethical issues where
coal plants, crude oil combustion,
thermal power plants, and other
heavy emitting industries can receive
recognition for and access climate
finance by switching to more efficient
processes or other fossil fuel sources
with slightly less environmental
impact. As a result, initiatives like
the Clean Development Mechanism
(CDM), a United Nations carbon
credit
programme,
approved
methodologies such as ACM0013,
which allowed coal plants using a
less-intensive technology to earn
carbon credits. Unfortunately, many
of these plants will operate for at
least 30 years, meaning that this
mechanism encouraged and locked
in emissions rates for decades after
the initial sale of carbon credits
(Lazarus & Chandler, 2011).
This trend continued in 2015
when multilateral development
banks such as the World Bank,
Asian Development Bank, and the
European Investment Bank produced
a joint document on “Common
Principles for Climate Mitigation
Finance Tracking” (2015), that lists
projects like “thermal power plant
retrofit to fuel switch from a more
greenhouse gas (GHG) intensive
fuel to a different, less GHG-
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intensive fuel type” (p. 3) as an
appropriate activity to access climate
mitigation finance. The document
provides some slight nuance that the
CDM lacked, noting that in fossil
fuel sectors, it is important for the
banks to consider the structural
impacts of these investments and
seek to prevent long-term lockin of high carbon infrastructure
(Common Principles for Climate
Mitigation Finance Tracking, 2015).
However, specific details were not
provided about how to determine
the credibility of these approaches.
In many cases, a proposed
approach can be nuanced and
require an ethical framework. In
2017, for example, the oil and gas
company Repsol announced a green
bond that would finance energy
efficiency investments in many of
the company’s chemical and refinery
facilities that would avoid an
estimated 1.2 million tonnes of CO2
(MtCO2e) annually by 2020. Fewer
emissions overall are, objectively,
a good thing for the atmosphere.
However,
Repsol
produced
19.7MtCO2e of direct scope 1
emissions in 2016; its indirect scope
3 emissions would be at least an order
of magnitude higher. In this context,
the proposal is wholly inadequate
to seriously address the company’s
emissions. The Climate Bonds
Initiative, which considered listing
the bond, concluded that “we do not
regard this bond as ‘greenwashing’…
but this highlights the challenge in
dealing with complicated emissions
questions; exactly the area where

clear science-based criteria would
make life easier for both issuers and
investors” (Whiley, 2017).
In an attempt to provide
transparent guidance on whether
a company is making a good-faith
attempt to address its climate
impact, the Climate Bonds Initiative
and Credit Suisse recently issued a
joint paper proposing a transition
framework. This guidance helps to
determine whether companies in
hard-to-abate sectors are eligible for
a transition label, which recognises
investments that are not green,
but which do “have a short-term
role to play in decarbonizing an
activity or supporting an issuer in
its transition to Paris Agreement
alignment” (Almeida et al., 2020).
The framework aims to provide key
criteria to ensure that these labels
are not effectively greenwashing
a company’s high emissions and
propose clear roles for what
constitutes a green label compared
to a transition label (Climate Bonds
Initiative, 2020).
As the financial sector becomes
more mature in its understanding of
climate risk, there could foreseeably
be mixed loan or investment funds
that seek to maximize financial and
climate returns while weighing the
risk of failure and/or greenwashing.
Such a portfolio might include
several
guaranteed
climate
outcomes, such as investments in
renewable energy companies, while
also making calculated investments
in transition companies that
could pay off with both financial
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and climate dividends on a much
larger scale. This approach will be
instrumental in moving the needle
towards making climate finance
mainstream.

Addressing the tragedy of the
commons
If someone hit someone else, it was
clear who had done what and why it
was wrong. […] Today, by driving
your car you could be releasing carbon
dioxide that is part of a causal chain
leading to lethal floods in Bangladesh”
– Peter Singer, Philosopher (Singer,
2016)
Climate change has a uniquely
decoupled spatial relationship from
cause to effect: one tonne of carbon
dioxide or equivalent gas can be
emitted anywhere in the world and
have the same effect on the climate.
Likewise, a changing climate can, in
turn, cause natural disasters in areas
with historically low emissions. This
is at the heart of climate change
ethics, and in the United Nations
Framework Convention on Climate
Change negotiations: developing
countries, whch historically had
low emissions and many of which
continue to have low emissions
today, are often predicted to be
disproportionally
impacted
by
climate change (and to have the
fewest resources to adapt to these
impacts).
With regard to climate finance,
then, ethical considerations must
not only focus on the duty of a
financial institution to reduce its
own emissions or the emissions of

those it has loaned or invested in but
also the duty to address the impacts
of a changing climate on the world’s
most vulnerable populations.
Yet how can financial institutions
measure this impact? Often, the
question of which metrics to use
to ensure an equitable climate
transition is left absent or undefined
in climate finance working groups
and guides. One group, the Climate
Action 100+, has plans to build out
its “Just Transition” requirement
for companies. At the moment,
however, this section has only
one sub-bullet, which states: “The
company considers the impacts
from transitioning to a lower-carbon
business model on its workers and
communities.” Further requirements
are still in development (Climate
Action 100+, 2020).
There have been many studies
estimating the cost-benefit of social
outcomes; however, these are often
not incorporated into real-world
financial investment decisions.
A recent IMF study examining
the role of post-COVID recovery
investments found that clean energy
investments produce more jobs
and other economic benefits, while
similar investments in fossil fuel
technologies underperform in both
additional economic and social
benefits. The study also found that
investing in conservation produced
multiple social and ecological
returns compared to investments
in industrial agricultural processes
(Batini et al., 2021). Investing in
nature also has another crucial benefit

SHADES OF GREEN: ETHICS IN NET-ZERO FINANCIAL TRANSITION

50
in fighting the spread of zoonotic
diseases, such as COVID-19, as these
diseases usually occur in areas where
deforestation occurs (OECD, 2020).
One
simple
proposal
is to quantify these social and
environmental
externalities.
However, quantifying biodiversity
or improved health is less
straightforward than measuring
greenhouse gas emissions. An
analysis of conservation investments
found that financial institutions
most commonly used third-party
standards to verify the emissions
reductions from these investments
but relied on internal criteria to
measure social and other ecological
impacts (if measured at all). In
some cases, investors cited a lack of
standardised metrics as a reason for
using internal criteria; in other cases,
investors preferred internal criteria
because these criteria were custommade and were more nuanced than
third-party certifications (Hamrick,
2016).
This illustrates the tradeoffs
in trying to define, quantify, and
track climate finance under a just
transition framework: such metrics
might oversimplify an inherently
complex topic, resulting in added
cost without added value.
Already, participation in climate
finance remains low by private
financial institutions. Since 2015,
some of the world’s largest public
development banks have tried to
leverage private sector finance:
the idea was that billions in public
sector dollars could unlock trillions

in private sector finance. However,
only the Africa Development Bank
managed to incentivize matching
private investment during this
time (Thwaites, 2020). Thus,
while adding metrics around a just
transition could result in more
durable, long-lasting results, it also
could add another finance barrier to
engagement by the financial sector.
Even if simplified metrics were
designed, this simplicity might
not adequately address the risks
in ensuring these decisions have
legitimacy within a community or
political setting. This argues for a
holistic approach towards climate
justice, which an approach such
as divesting from fossil fuels might
overlook. Thus, while financial
institutions
should
encourage
working groups and guidelines
to explore criteria around a just
and sustainable transition, these
decisions must ultimately occur at
the organizational level. At the end
of the day, financial institutions
must seek twin goals of ensuring
that a low-carbon transition is a just
transition.

Conclusion
Each year of climate inaction
risks locking in higher temperatures
by 2050. Transforming sectors to
low-carbon or zero-carbon cannot
happen without serious engagement
by the financial sector. Climate
finance is not currently competitive
with traditional finance, since
greenhouse gas pollution remains an
environmental externality.
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To even the playing field, financial
institutions must adopt sciencealigned climate targets, use their
platforms to ensure borrowers and
investees make similar goals, and,
most crucially, begin implementation
to realise these outcomes as soon
as possible, all while using climate
justice as a guide in all financial and
operational decisions.
Momentum is growing for the
financial sector to address climate
change more seriously. In the

upcoming climate negotiations later
this year, climate finance will be in
the spotlight as negotiators discuss
whether to extend or raise a 2009
pledge to mobilize $100 bn annually
to help developing countries
transition to a low-carbon economy
(Copenhagen Accord, 2009). The
financial industry must be ready
to step up and take responsibility
for its role in perpetuating the high
emitting status quo of the global
economy and be willing to lead in the
transition to a low-carbon future.•
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The COVID-19 pandemic is
expected to accelerate the trend
of
incorporating
sustainability
considerations in investing (J.P. Morgan,
2020). This is a remarkable outlook,
given the eye-opening growth in such
investments in recent years. Already
between 2014 and the first quarter
of 2020, assets under management
of signatories of the Principles of
Responsible Investing grew by over 100
per cent (State Street, 2020).
The spectacular growth has,
however, led to some concern over the
field’s ability to deliver on sustainability
outcomes. Disquiet has come from
both market participants and academic
circles; it ranges from the criticism of
investors’ focus on the bottom-line
(Richardson, 2009) to doubts over
the validity of ESG metrics (investors
surveyed in McKinsey & Company,
2019).

In this essay, I unpick many
of these concerns to demonstrate
the complexities of the ethics of
sustainable investing. Firstly, I outline
the intentions of market players
who
incorporate
sustainability
considerations in their investment
decisions. I focus specifically on (i)
investors’ pursuit of financial returns
and (ii) the priorities of shareholders
or beneficiaries. I argue that the
former is helpful in explaining the
size and shape of the market for
sustainable investments.
Secondly, I discuss what we
know about the outcomes of
sustainable investments. Given
the breadth of sustainable finance
approaches, investing methods, and
asset classes, I focus on green bonds
and ESG integration, two of the
most common topics to gain public
attention. For both, I demonstrate
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the challenges of impact accounting,
and the importance of detail and
care in ensuring that sustainable
investment capital is allocated in line
with sustainability outcomes.
Thirdly, I discuss the implications
of my findings and argue that the
adoption of a consequentialist
approach
is
needed
among
finance professionals dealing with
sustainability issues. A nuanced
and careful consideration of the
outcomes, as opposed to only the
virtues of sustainable investments, is
needed.

What is in a name?
The
definitional
challenges
behind the sustainable investing
terminology necessitate a short pause
at this stage. The terms “sustainable
finance”, “ESG investing”, “socially
responsible investing” (SRI), and
“impact investing” are often used
interchangeably. This is likely
due to the common connotation
behind these terms: that investors
include more than only financial
considerations
when
making
decisions. Even when the differences
between the terms are acknowledged,
the definitions are not always
consistent across the academic
literature and the public domain (see
for example the difference between
definitions used in Caplan, et al.,
2013; Townsend, 2020; S&P, 2020).
One useful way to distinguish
between some of these terms is
by their approach to value. ESG
investing emphasises long-term
investment value, achieved by

incorporating environmental, social,
and governance considerations
(Investopedia, 2019). This stands
in contrast to the older concept
of socially responsible investing,
which emphasises accounting for
moral values in investment decisions
(Investopedia, 2019). Following
this distinction, impact investing
can be thought of as a sub-group of
socially responsible investing, which
strives to identify the most impactful
investments.
The other, though related, way
to think about the vast sustainable
investment universe is that it is
squeezed in between traditional
investing and philanthropy (see
Figure 1, adapted from Paetzold,
2017). Approaches such as ESG
integration are thought to be closer
to traditional investing, characterised
by a greater focus on financial
returns. Thematic investing, placing
money in investments which have
a particular sustainable focus (for
example, green investments), and
impact investing are closer to
philanthropy, driven by values and
impacts.
For clarity, throughout this
paper, I follow the taxonomy used
by Paetzold (2017). This means
that I use the all-encompassing
term “sustainable investing” to
describe investing approaches that
include any environmental, social
or governance considerations. I
use the term “ESG integration” as
a way of referencing a sustainable
investment approach that takes
into account ESG metrics to drive
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long-term financial performance.
I treat the term “impact investing”
as a reference to an approach that
prioritises the positive outcomes of
investments. As such, I refrain from
using the terms “ESG investing”
and “socially responsible investing”,
though I acknowledge the popularity
and long-standing history of the
respective terms.

Intentions
How much do sustainable
investors value financial
returns?
A recent survey of institutional
investors found that the most
common
motivations
behind
sustainable investing are (i)
enhancing returns; (ii) strengthening
risk management; and (iii) aligning
strategies with the priorities of
beneficiaries and shareholders,
including those relating to social,
political, and environmental values
(McKinsey & Company, 2017).
The first two motivations listed
in the survey are closely related to
the search for long-term investment
value. The most hotly debated

subject in the sustainable investment
literature is, indeed, whether
companies with better sustainability
metrics have better financial returns.
There is comparatively little
evidence that these metrics would
be seriously detrimental to financial
returns. One of the most influential
studies on the subject is a meta-study
by Friede, et al. (2015) effectively
incorporating
two
thousand
previous empirical analyses. The
meta-analysis suggests that various
ESG criteria have a non-negative
effect on financial performance.
This provides - in the words of
the authors - an “empirically wellfounded” business case for pursuing
sustainable investments. That said,
the answer varies significantly
across studies, depending on the
data samples and time periods
considered, and on the methods of
analysis (Halbritter & Dorfleitner,
2015). It is also worth pointing out
that these studies generally focus
on investment approaches which
explicitly use ESG metrics, such as
ESG integration; hence they may not
be representative of all sustainable
investment approaches.

Figure 1: Taxonomy of sustainable investment approaches
Sustainable investment approaches
Traditional
investing
Exclusions

ESG
integration;
Best-in-class

Philanthropy
Voting and
engagement

Thematic
investing

Impact
investing

Source: Adapted from Paetzold (2017).
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The focus on financial returns
has raised concern among some
scholars, who worry that the demand
for sustainable investments is
increasingly being driven by ethical
egoists (Eccles, 2010). A hypothetical
ethical egoist, motivated by selfinterest, invests in companies with
stronger sustainability credentials
because they expect better longterm returns and improved risk
management practices. As argued by
Eccles’ (2010) thought experiment
on the anti-apartheid socially
responsible investment movement,
sustainable investing with egotistic
motivations may however result in
socially malignant decisions. This is
because of investors’ inability to send
a constructive and consistent signal
on a given ethical issue, such as
apartheid, when their attention rests
with the bottom line. The focus on
returns has also been criticised more
broadly for perpetuating a “businessas-usual” attitude, risking sustainable
finance’s ability “to [leverage]
lasting change for environmental
sustainability” (Richardson, 2009).
The concern that such motivations
may be insufficient for the financial
sector to become a driver for
sustainability outcomes gains further
traction when we consider the types
of sustainable investments which
are most popular among investors
globally. Negative screening and
ESG integration featured in twothirds of sustainable investments in
2018 (author’s calculations based
on data from the Global Sustainable
Investment Alliance (2018)). In

contrast, impact investing and
thematic investing featured in only
around 3 per cent of the global
sustainable investment market in
2018. This points to a very heavy bias
towards investment approaches on
the left-hand side of the taxonomy in
Figure 1, where investment returns
matter more than values or impact.
As suggested by the data from the
Global
Sustainable
Investment
Alliance, these approaches have also
experienced remarkable growth since
2016, despite their already very high
levels that year.
This points to the fact that
financial returns must take centre
stage when explaining the current
state of the market for sustainable
investments.
The
increased
mainstreaming of sustainability
considerations in investing seems, at
least partly, related to the search for
financial returns.

How do sustainable
investors incorporate value
judgements?
The third motivation mentioned
in the survey of institutional investors
- aligning strategies with the priorities
of beneficiaries and shareholders
- directly involves ethical value
judgements. These can stem from
intentions to “do-no-harm” or to “dogood”. “Do-no-harm” motivations,
if realised, would reduce negative
externalities. “Do-good” motivations
create positive externalities. Such
distinctions between motivations
and the externalities they link to are
more common in the literature on
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corporate social responsibility (Crilly,
et al., 2016) than sustainability
investing. However, it is valid also in
this context.
Through exclusions, stakeholders
may want to avoid investing in
companies or industries which
they deem unethical, with tobacco
companies being the classic example.
At the same time, on the other side
of the spectrum, stakeholders may
want to actively make investments
which they think are most likely to
have a positive impact. These two
sides of the spectrum also happen to
coincide with sustainable approaches
on opposing sides of the taxonomy
in Figure 1: exclusions and impact
investing.
As an example, the European
Union’s Taxonomy Regulation the EU’s classification system for
sustainable activities - explicitly
features the “do no significant harm”
criterion for sustainable activities.
By definition, the motivation to
“do-no-harm” is likely not to create
positive outcomes which “do-good”
motivations may create. That said,
the former already tackles both
willing acts of harm, as well as the
mere (intentional or unintentional)
allowance of harm to happen. As
such, it requires investors to be
conscious of the wider context of the
investments they make.
Drawing again on the evidence
from the report from the Global
Sustainable Investment Alliance,
we see a high share of investments
being motivated by the “do-noharm” motivation, as opposed to “do-

good” considerations. Exclusionary
(also known as negative) screening
- the classic investing approach
demonstrating
“do-no-harm”
considerations - is the single most
common sustainable investment
approach globally, featuring in
more than a third of sustainable
investments worldwide in 2018.

Whose intentions matter?
The presence of many market
participants,
who
sometimes
play multiple roles, complicates
the analysis of intentions behind
sustainable investing. A company
issuing a green bond, for example,
may have different motivations
than the investor purchasing the
bond. The former may want to
positively contribute to reductions in
greenhouse gas emissions by investing
in energy efficiency improvements.
The latter may view the green
bond purely as a good investment,
which will decrease the company’s
operating costs (and hence increase
profits) going forward. The situation
could also easily turn out to be the
opposite. The same company could
also purchase green bonds issued
by another company under either
motivation or have their employees’
pensions unknowingly invested in
other companies’ green bonds.
For this reason, in the second
part of this essay, I take a more
consequentialist approach to the
analysis of the ethics of sustainable
investing. Indeed, utilitarianism is
the ethical position most commonly
used in the analysis of sustainable
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investments (Viviers & Eccles, 2012).
On the face of it, it should be easier
to quantify benefits stemming from
investment approaches to the right
of the taxonomy in Figure 1, as these
approaches target specific projects
or outcomes. Approaches towards
the left-hand side appear to be more
difficult to quantify, as they are
woven into more classic investment
approaches and target benefits at
higher levels of aggregation than
individual projects.
In practice, however, impact
accounting is extremely hard to
conduct across the spectrum.
Understanding the impacts of the
remarkable growth in sustainable
investments is inhibited by the fact
that we do not know the counterfactual
state of the world in which the
investments had not taken place.
Instead of attempting the impossible
exercise of quantifying the outcomes
of specific investments, I evaluate
the severity of two problems which
inhibit the pursuit of sustainable
investment outcomes. I discuss (i)
accusations of greenwashing, based
on the example of green bonds; and
(ii) the criticism of ESG metrics, in
relation to ESG integration.

Outcomes
What shade of green are
green bonds?
On the face of it, the impact and
outcomes of projects done with the
help of green bonds (an example
of thematic investing, on the right
of the taxonomy in Figure 1) are
transparent. Regardless of their type

or category, the very definition of
green bonds indicates that the use
of proceeds must be associated with
specific environmentally friendly
projects (Deschryver & de Mariz,
2020). The first-ever green bond,
the Climate Awareness Bond, for
example, was issued by the European
Investment Bank, with proceeds
earmarked for renewable energy
and energy efficiency projects
(Deschryver & de Mariz, 2020).
Digging a little bit underneath
the surface of green bonds, however,
we uncover growing concerns
about greenwashing, defined as
“misleading consumers about […]
the environmental performance or
the environmental benefits” (Delmas
& Burbano, 2011). A recent survey
found that over 60 per cent of fixedincome investors view greenwashing
as a major concern, in this case among
Asian companies (Asset Benchmark
Research, 2020).
From
a
consequentialist
perspective,
greenwashing
is
problematic as it undermines
the tangible outcomes spurred
by sustainable investments. It is
easy to see this in extreme cases:
when environmental benefits are
exaggerated or when the proceeds of a
green bond do not end up supporting
an environmental cause. Consider for
example a green bond issued by the
government of Mexico in 2016 and
2017 to help with the construction
of a piece of infrastructure. The
incoming president scrapped the
project in 2018, and soon afterwards
the government launched a buy-
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back package. However, the residual
bonds - while downgraded for their
environmental credentials - remain
in the market as green bonds
(Krebbers, 2019). Since the use of
proceeds is now unclear, it is not
hard to argue that the bond’s green
credential is likely to be invalid,
despite the fact the bonds may still
be included in some green bond
indices.
Greenwashing accusations are
more difficult to evaluate in cases
where the use of proceeds supports an
environmental cause, but the broader
implications of the investment are
less green or less clear. Let us go back
to the example of the green bond
issued by the Mexican government.
If the authorities had not scrapped
the project, Mexico City would
soon boast another airport, the New
Mexico City International airport,
funded by green bonds. Yet, even if
the project adhered to the strictest
environmental
standards,
the
consequences of its creation would
likely include increased air traffic,
and hence increased CO2 emissions
from planes, adding to the stock of
CO2 accumulated in the atmosphere
and causing climate change. This
has led many to question whether
the bond deserved a green stamp in
the first place (Kapraun & Scheins,
2019).
Green bonds from the Australian
state of Queensland faced a similar
backlash around the context in
which they were issued. While
the bonds were earmarked for
environmental purposes, including

the protection of barrier reefs, the
state pursued an expansive coal
business at the same time (Financial
Times, 2020). On the one hand,
Queensland’s green bond should
please a consequentialist, since assuming the money is appropriately
ring-fenced - their proceeds will only
fund environmentally conscious
projects. On the other hand, some
investors expressed concern that
Queensland’s access to green funding
may hinder environmental causes
by perpetuating a business-as-usual
mentality (Financial Times, 2020),
leading to forgone environmental
benefits in the longer run. Concerns
have also arisen in the case of green
bonds issued by companies with
fairly strong green credentials,
but poorer social or governance
credentials; for example in the case
of Walmart (Bowman, 2019).
The examples above point to the
difficulty associated with assigning
the binary “green” tag to bonds.
This is due to the unenumerable
consequences
associated
with
every investment - many of which
are clear from the onset, others
becoming apparent only over
the longer term. Unsurprisingly,
growing greenwashing concerns
have led to the emergence of “dark
green” investments, a colour that
is meant to signal extra scrutiny in
applying the label, in contrast with
light green investments (Deschryver
& de Mariz, 2020). The Climate
Bonds Initiative, an international
organisation, has also promoted
the use of climate bonds whose
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sustainability credentials are subject
to verification and a review process
based on a set of Paris-alignment
criteria. The emergence of such
initiatives - both dark green bonds
and climate bonds - demonstrates
the growing necessity for outcomeorientation in sustainable finance.
They also demonstrate how wide
is the spectrum of what currently
constitutes sustainable investments.

Does ESG integration
allocate capital efficiently to
most sustainable companies?

ESG integration is “the explicit
inclusion of ESG opportunities
and risks in traditional financial
analysis and investment decisions
of asset managers” (Wild, 2017).
Such inclusion can take many
forms, from qualitative to - more
often - quantitative, and provides
asset managers with “signals that
encourage investment in more
sustainable regions, sectors, and
companies” (Wild, 2017). As such,
the accuracy and consistency of
the signals underpin the whole
investment approach. These signals
take the form of ESG metrics.
Increasingly, however, concerns
have arisen over (i) self-reported
disclosures of raw data or indices
of companies’ performance; and (ii)
the methods used to process and
aggregate the raw data.

Some of the concerns around
greenwashing in the context of green
bonds have led to the increasing
popularity of sustainability-linked
bonds (Financial Times, 2020).
These are bonds whose interest rates
are linked to performance in specific
quantifiable targets; for example
greenhouse gas emissions intensity
or the company’s ESG metric.
The integration of ESG ratings in
investments brings us to the opposite
(left) side of the taxonomy in Figure
1, where - arguably - understanding
the impacts of specific investments
becomes even more difficult. These
approaches take the focus away from
specific projects and instead put more
emphasis on the performance of a
company as a whole.

Let me start by focusing on
the raw ESG data, as reported by
individual companies. As suggested
by Kotsantonis and Serafeim (2019),
“data inconsistency is worse than
you think.” Having reviewed
disclosure on employee health and
safety from a random sample of fifty
Fortune 500 companies, the authors
found it challenging to make any
comparisons of performance. This is
because of the myriad of indicators
used to demonstrate employee
health and safety performance.
Such incomparability is a common
problem. A McKinsey Sustainability
Reporting Survey has found that
“inconsistency,
incomparability,
or lack of alignment in standards”
(McKinsey & Company, 2019) are a

Looking beyond green bonds,
we see that the same complexities
apply to other types of sustainable
investments. The term “impact
washing”, going beyond greenwashing more generally, is now also
gaining prominence.
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top challenge associated with current
sustainability-reporting
practices.
The same source quotes a major
asset manager who lamented that
“[w]e have positions in over 4,500
companies. Unless [sustainability
information] is comparable, hard
data, it is of little use to us.”
Such problems with self-reported
data and indices come despite crossorganisational efforts and initiatives
to develop common reporting
standards. While the Sustainability
Accounting Standards Board (SASB)
and the Global Reporting Initiative
(GRI) have been instrumental in this
area, reporting practices continue
to differ significantly within and
across sectors. The reliability of
self-reported data has also been
questioned, due to unclear data
gathering practices, leading to calls
for audits of sustainability disclosures
(Benow, et al., 2019). This stands in
sharp contrast with high reporting
standards and audit practices used
for financial disclosures.
How companies’ raw data is being
processed and aggregated has raised
further concern. Kotsantonis and
Serafeim (2019) specifically point
to problems with (i) benchmarking;
and (ii) with different imputation
methods to produce final metrics.
According to the authors, the
process of benchmarking, or
assessing a company’s performance
within a range of other companies’
performances,
often
lacks
transparency. While it may appear
to be a mere methodological detail,
the choice of the comparison group

- be it a set of all companies or only
companies in the sector - matters a
lot for the final result. Kotsantonis
and Serafeim (2019) demonstrate
that the same company can be either
a top performer or a mid-performer,
depending only on the choice of the
peer group. Imputing missing data,
which happens often as companies
rarely provide the same information,
can also be done in a variety of
ways, again allowing the possibility
that the same set of inputs yields
contrasting results.
Altogether, this has led to little
agreement across data providers
when creating a metric of a company’s
sustainability performance. A recent
study has found that the average
correlation between a company’s
ESG ratings produced by different
data providers is poor (only 0.4),
while alignment is close to perfect
for issuers’ credit ratings based
on financial performance (OECD,
2020). Worryingly, the disagreements
between data providers actually
grow with the amount of publicly
available information (Kotsantonis
& Serafeim, 2019). At the same
time, Drempetic, et al. (2020) noted
a significant positive correlation
between company size and ESG
score, suggesting that the way in
which the scores are compiled may
give an advantage to large firms due
to higher organisational legitimacy.
The fact that ESG metrics
can differ so significantly for the
same company suggests that they
may not help investors allocate
resources in companies with the
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best performance in matters relating
to the environment, and social
and governance performance. By
extension, this also means that these
methods may not lead to optimal
ESG outcomes and not incentivise
companies to act in a way that will
achieve the most impact, only in
ways which maximise their scores.
As with the discussion of
green bonds previously, a careful
consideration of details around
investment products is crucial.
Alignment in indices, uniform
units, and transparency do not
immediately appear to be decisive for
the success of sustainable investing.
The literature on the link between
ESG and financial performance does
not address these topics frequently.
In fact, as suggested by Kotsantonis
and Serafeim (2019), it is remarkable
that “we find signals and meaningful
relationships
with
economic
outcomes given the poor quality of
the data”. Given the volume of money
invested in approaches such as ESG
integration and green bonds, these
seeming details nonetheless make a
big difference for a consequentialist

Where do we go from here?
Sustainable finance is no longer
in its nascence. Yet more than ever,
it needs a clearly specified direction
and set of objectives. If current
growth
continues
unchecked,
sustainability investing will enter
the investing mainstream. There
is already much pressure on fund
managers to keep sustainability on

the agenda; the pressure is likely to
only intensify in the coming years.
While there is much appeal in seeing
more growth in sustainable finance,
this growth and popularity come
with caveats.
As demonstrated in earlier
parts of this essay, a large share of
sustainable investments is focused
on approaches that emphasise and
prioritise the bottom line. Such
focus, while good for growth in
such investments, may not lead to
sweeping changes to sustainability
outcomes. This comes as exclusionary
practices, the single most common
approach in sustainability investing,
actively prioritises avoiding harm,
as opposed to creating a positive
impact. At the same time, ESG
integration - the second most
common approach globally - relies
on metrics that are often inconsistent
across data providers, putting their
reliability into question. Other types
of sustainable investments such as
green bonds are also increasingly
facing scrutiny over their eventual
impact and outcomes.
Much depends on whether finance
professionals see sustainability
as a feature of business-as-usual
investment decisions, or whether
they want to use finance to actively
tackle sustainability concerns. As we
have seen throughout this essay, these
two goals do not overlap perfectly,
but they are also not mutually
exclusive. Importantly, however, a
consequentialist mindset is helpful
in either case. As companies’
approach to sustainability is
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likely to have an impact on their
long-term financial performance,
finance professionals need reliable
information on the companies’
sustainability performance. There is
no better measure of sustainability
performance than tangible impacts
on people and the environment. At
the same time, if finance is the way to
tackle the problems of our times, we
also need finance professionals to be
able to discern where actual impact is
being made.
The adoption of a focused,
consequentialist mindset is needed
among finance professionals who
deal with sustainable investments.
Greater attention and awareness
need to be placed on the impacts and
outcomes of specific investments, as
opposed to their proclaimed virtues.
This includes the need for finance
professionals to turn their attention
to the more gruelling fine-print
details, and absolute and relative
benefits and outcomes. Such an
approach would address much of
the criticism of sustainable investing,
including accusations of greenwashing, impact-washing, and virtue
signalling. As an extension, it would
also actively help tackle some of the
burning problems of our times.
A
systemic
reorientation
towards the outcomes of sustainable
investments would require a
coordinated effort, including in
the form of improved disclosure
practices of companies, consistent
methodologies of data providers,
increased transparency of both data
producers and data handlers, and

strengthened regulatory environment.
This would likely impose additional
costs on companies and investors,
including costs related to data
gathering, disclosure, or audit. Higher
costs may halt some of the impressive
growth we have observed in recent
years, though it is arguable that the
reorientation may eventually lead to
improved sustainability outcomes.
Some reorientation is already
on its way. While the growth in
sustainable investments globally
has gone largely unchecked by
regulators, this is now changing,
particularly in Europe, the largest
market for sustainable investments
(Global Sustainable Investment
Alliance, 2018). New regulation and
guidelines, mostly coming from and
being applied to European finance,
include a range of abbreviations,
such as EU GBS (EU Green Bond
Standard);
SFRD
(Sustainable
Finance Disclosure Regulation); ESG
risks in ITS (Planned incorporation
of ESG risks in the European Banking
Association’s Implementing Technical
Standards);
the EU Sustainable
Finance Taxonomy; and TCFD
(Task Force on Climate-Related
Financial Disclosures). Some of the
new rules and regulations aim to
solve the very problems discussed in
this essay, for example by providing
clear definitions of green activities
and unifying disclosure practices.
European regulations may also have
spillover effects on companies in
other jurisdictions, which both sell
their products in Europe and buy
products from Europe.
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However, it is still too soon to
say if any regulation or guideline
will match the scale of impact
of the “Global IFRS revolution”
(Zimmermann & Werner, 2013). In
the span of a few years, International
Financial Reporting Standards, led
by the International Accounting
Standards Board, replaced several
other
competing
accounting
standards. Eventual convergence
in standards meant that companies’
performance could be compared
directly, greatly simplifying investors’
decision-making. Such convergence
is needed and much anticipated for
sustainable finance.
In the meantime, greater
appreciation of the differences in
products and approaches in the
market for sustainable developments
would be a welcome development
to ensure outcome-orientation. This
could mean, for example, increased
differentiation between investments
which are compliant or noncompliant with specific guidelines
and regulations. This is already
the case for example with Certified
Climate Bonds (which, however,
constituted only a small fraction
of the green bonds market in the
first three months of 2021 (Climate
Bonds, 2021)). Similarly, investments
could also be differentiated along
the “do-no-harm” and “do-good”
axes, “assured” and “not-assured”
sustainability credentials, or along
the “impact-aligned” and “impactgenerating” spectrum, as suggested
by Busch, et al. (2021). As the
sustainable investment universe

grows larger every year, more nuance
is needed to ensure that capital
is allocated in accordance with
sustainability outcomes.

Conclusions
In this essay, I discussed (i)
the intentions behind sustainable
investing; and (ii) the need to focus
on specific outcomes and impacts of
sustainable investments. The essay’s
conclusions can be summarised by
the following points:
Intentions:
The
sustainable
investments universe is dominated by
sustainable investment approaches
most closely related to traditional
investing, such as exclusionary
screening and ESG integration.
This is consistent with investors’
motivations to seek improved
financial returns, as opposed to
creating most impact. Relatedly,
the most popular sustainable
investment approach globally exclusionary (or negative) screening
- reflects investors’ “do-no-harm”
considerations, as opposed to “dogood” considerations.
Outcomes:
Greenwashing
and problems with ESG metrics
inhibit the ability of green bonds
and ESG integration to deliver on
sustainability outcomes:
Greenwashing is an important
concern among investors, as
demonstrated by the example of
green bonds. The rise of “dark
green” investments and climate
bonds reflects the growing calls for
nuance, detail, and assurance in
sustainability investments;
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The concern with ESG ratings
goes deeper than analysts’ or
economists’ usual concerns over
data limitations. Lack of alignment
in ESG metrics is a structural issue
that undermines the ability of
investors to allocate capital optimally
to companies with sound ESG
performance. ESG ratings stand in
stark contrast to credit ratings – used
to help investors allocate capital to
companies with sound financials which are almost perfectly aligned,
having the underpinning of unified

accounting standards.
A consequentialist mindset is
crucial among finance professionals
engaged in investing in sustainability.
The focus on the outcomes of
sustainable investments, as opposed
to their virtues, may halt some of
the impressive growth in sustainable
finance. Yet those seeking to
maximise long-term gains, and those
hoping to use finance as a way to
tackle problems of our times, both
stand to gain from a reorientation to
impact. •

References
Asset
Benchmark
Research
(2020). Calling out the green fakes
and mistakes. Retrieved from: https://
www.theasset.com/article-esg/41832/
calling-out-the-green-fakes-andmistakes
Bowman, L. (2019). ESG: green
bonds have a chicken and egg
problem. Euromoney. Retrieved from:
https://www.euromoney.com/article/
b1fxdsf5kpjxlg/esg-green-bondshave-a-chicken-and-egg-problem
Busch, T., Bruce-Clark, P.,
Derwall, J., Eccles, R., Hebb, T.,
Hoepner, A., & Weber, O. (2021).
Impact investments: a call for (re)
orientation. SN Business & Economics,
1(2), 1-13
Caplan, L., Griswold, J. S., &
Jarvis, W. F. (2013). From SRI to ESG:
The Changing World of Responsible

Investing. Commonfund Institute
Climate Bonds (2021). Green
Bonds Market 2021. Retrieved from:
https://www.climatebonds.net/
Crilly, D., Ni, N., & Jiang, Y.
(2016). Do‐no‐harm versus do‐good
social responsibility: Attributional
thinking and the liability of
foreignness. Strategic Management
Journal, 37(7), 1316-1329
Delmas, M. A., & Burbano, V. C.
(2011). The drivers of greenwashing.
California Management Review, 54(1),
64-87
Deschryver, P., & De Mariz, F.
(2020). What future for the green
bond market? How can policymakers,
companies, and investors unlock
the potential of the green bond
market? Journal of Risk and Financial
Management, 13(3), 61

FINANCE & THE COMMON GOOD/BIEN COMMUN

69
Eccles, N. S. (2010). UN
principles for responsible investment
signatories and the anti-apartheid SRI
movement: A thought experiment.
Journal of Business Ethics, 95(3), 415424
Financial Times (2020). Investors
probe ESG credentials of bond
sellers on ‘greenwashing’ fears.
Retrieved from: https://www.ft.com/
content/1bcbad16-f69e-47db-82fa0419d674bb53
Friede, G., Busch, T., & Bassen,
A. (2015). ESG and financial
performance: aggregated evidence
from more than 2000 empirical
studies. Journal of Sustainable Finance
& Investment, 5(4), 210-233
Global Sustainable Investment
Alliance (2018). Global Sustainable
Investment Review 2018. Retrieved
from: http://www.gsi-alliance.org/
Halbritter, G., & Dorfleitner,
G. (2015). The wages of social
responsibility—where are they? A
critical review of ESG investing.
Review of Financial Economics, 26,
25-35
Investopedia (2019). ESG, SRI,
and Impact Investing: What’s the
Difference? Retrieved from: https://
www.investopedia.com/financialadvisor/esg-sri-impact-investingexplaining-difference-clients/
J. P. Morgan (2020). Why
COVID-19 could prove to be a major
turning point for ESG investing.
Retrieved from:
https://www.
jpmorgan.com/insights/research/
covid-19-esg-investing

Kapraun, J., & Scheins, C. (2019).
(In)-Credibly Green: Which Bonds
Trade at a Green Bond Premium?
In Proceedings of Paris December
2019 Finance Meeting EUROFIDAIESSEC
Kotsantonis, S., & Serafeim, G.
(2019). Four things no one will
tell you about ESG data. Journal of
Applied Corporate Finance, 31(2), 5058
Krebbers, A. (2019). Mexico City
Airport: “The green bond that was no
longer”. NatWest Markets: On Point.
Retrieved from: https://natwest.us/
media/4066/mexico-city-airportthe-green-bond-that-wasnt_nwmonpoint.pdf
McKinsey & Company (2019).
More than values: The value-based
sustainability reporting that investors
want.
McKinsey
sustainability
reporting survey. Retrieved from:
https://www.mckinsey.com/businessfunctions/sustainability/our-insights/
more-than-values-the-value-baseds u s t a i n a b i l i t y - re p o rt i n g - t h a t investors-want
McKinsey&Company
(2017).
From ‘why’ to ‘why not’: Sustainable
investing as the new normal.
Retrieved from:
https://www.
mckinsey.com/~/media/McKinsey/
Industries/Private%20Equity%20
and%20Principal%20Investors/
Our%20Insights/From%20
why%20to%20why%20not%20
Sustainable%20investing%20as%20
the%20new%20normal/From-whyto-why-not-Sustainable-investing-asthe-new-normal.ashx

THE ETHICS OF SUSTAINABLE INVESTING

70
OECD (2020). Business and
Finance Outlook 2020: Sustainable
and Resilient Finance. Chapter
1: Environmental, social and
governance
(ESG)
investing.
Retrieved from: https://www.oecdilibrary.org/sites/eb61fd29-en/1/3/1/
index.html?itemId=/content/
publication/eb61fd29-en&_csp_=64
8f628b9c3583d125efc89498a6a043
&itemIGO=oecd&itemContentType
=book
Paetzold, F. (2017). Impact
investing. In The CFA Institute
Research Foundation. Handbook on
sustainable investments. Background
information and practical examples
for institutional asset owners.
Retrieved
from:
https://www.
cfainstitute.org/-/media/documents/
book/rf-publication/2017/rfv2017-n5-1.ashx
Richardson, B. J. (2009). Keeping
ethical investment ethical: Regulatory
issues for investing for sustainability.
Journal of Business Ethics, 87(4), 555572.
S&P (2020), ‘What is the
difference between ESG investing
and socially responsible investing?’.
Retrieved from:
https://www.
spglobal.com/en/research-insights/
articles/what-is-the-differencebetween-esg-investing-and-sociallyresponsible-investing

State Street (2020). ESG investing
from tipping point to turning point.
Retrieved from: https://www.ssga.
com/library-content/pdfs/etf/spdresg-investing-tipping-point-toturning-point.pdf
Townsend, B. (2020). From
SRI to ESG: The Origins of Socially
Responsible
and
Sustainable
Investing. The Journal of Impact and
ESG Investing, 1(1), 10-25
Viviers, S., and Eccles, N.
S. (2012). 35 Years of Socially
Responsible
Investing
(SRI)
Research - General Trends over Time.
South African Journal of Business
Management 43 (4), 1-16
Wild, D. (2017). ESG Integration
approach, in The CFA Institute
Research Foundation, ‘Handbook on
sustainable investments. Background
information and practical examples
for institutional asset owners’.
Retrieved from:
https://www.
cfainstitute.org/-/media/documents/
book/rf-publication/2017/rfv2017-n5-1.ashx
https://www.
cfainstitute.org/-/media/documents/
book/rf-publication/2017/rfv2017-n5-1.ashx
Zimmermann, J., & Werner, J.
R. (2013). Information Accounting:
The Global IFRS Revolution. In
Regulating Capitalism? (pp. 15-40).
Palgrave Macmillan, London

FINANCE & THE COMMON GOOD/BIEN COMMUN

71

S

ervice to Others in Banking and
Financial Services : Call to Action

Mohamed Ahmed
Shallo
Kenya
Customer Experience
Transformation Manager,
SWIFT*, La Hulpe
(Belgium)

Ethics & Trust in Finance
Global edition 2020-2021
Finalist
Banking and Financial
Services: from Convenience
to Ethics and Sustainability

Noah Sesi Nzuki
Kenya
Sustainability Manager,
Artificial Intelligence and
Analytics, Cognizant*,
Teaneck, New Jersey
(United States)

* The views expressed
herein are those of the
authors and do not necessarily reflect those of the
Organization they are affiliated with or of the Jury.

Imagine travelling abroad for
holidays. Then you walk into a local
restaurant at a remote village, enjoy a
local meal with heart-warming locals
and pay the bill conveniently via a
contactless transaction. At same time,
you execute an instant international
money transfer to buy a holiday gift
for your family. Not only are you
satisfied to have paid for a meal
conveniently while abroad, but also
because of the instant digital money
transfer capability readily available
at your fingertips. Convenient,
fast, and secure: the buzz words of
today’s banking and financial services
industry.
However, imagine again that, as
a customer, your satisfaction with

banking and financial services is not
only limited to financial institutions
meeting your instant payment
convenience needs but also extends
to a higher purpose, whereby your
transaction contributes indirectly
towards positive impact on society
and the environment. This would
represent a shift in customer
satisfaction needs from pure realm of
materialism to that of service to others
and a sustainable future. Would this
not lead to a more sustainable world
as well as a more sustainable banking
and financial services industry?
In
fact,
existing
research
demonstrates that because of service
to others, life satisfaction and
physical health improve and levels
of trust and norms of reciprocity
in a community increase (Post,
2005). This paper explores how
by integrating sustainability into
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the banking and financial services
industry through service to others,
trust and norms of community can be
strengthened globally. It is a rallying
call for the banking and financial
services industry to integrate
social, environmental, and ethical
considerations into their business
models and financial products.
On the one hand, the paper draws
on historical accounts of business
ethics and its application in Islamic
banking, as exemplary models of
sustainability principles, and on
the other hand, it refers to the UN
Sustainable Development Goals
together with regulation for adoption.
The paper examines how the financial
payments industry can contribute to
a better and more sustainable future
for all. It proposes at industry level,
a need for a set of commonly agreed
ethical, environmental and socioeconomic sustainability principles to
serve as an overarching framework for
the financial industry to achieve the
highest possible standards of ethics
and trust for a sustainable future.
It begins by providing background
analysis
and
articulating
the
problem statement: why integrate
sustainability principles in the
banking and financial services
industry? Secondly, it explores
how sustainability principles that
have industry-wide acceptance and
are embedded accordingly could
drive ethics and trust in finance,
while ensuring innovation and
measurable success outcomes, and
still yield profitable business growth
opportunities. Thirdly, it discusses

the need for global facilitation and
partnership on sustainability in the
financial sector. Fourthly, it reflects
on regulation, linking compliance
monitoring and thought leadership
to catapult the financial industry
with regards to ethics and trust for a
sustainable future. It concludes with
a call to action to all stakeholders in
the financial sector to take up the
challenge as change agents; to create
a better sustainable world in serving
others, including our environment.

Rethinking Financial Business
Models
Why integrate sustainability and
development into existing business
models?
When we think of embedding
ethics in businesses, sources of
inspiration can be drawn from far
back in history. Here we take lessons
from the 7th century, during the
early stages of Islam, when principles
were defined to reform a society that
was mired in corruption, inequality,
and self-interest. Islamic principles
were defined to tackle malpractices
of “extreme selfishness and ego” by
creating a set of values of service to
others (beyond the self) and caring
for nature as living entities with a
higher purpose to take care of the
whole environment for sustainability.
Beneficial lessons can be derived
from these spiritual principles and
applied to finance, whereby the
objectives are to bring about welfare
and prevent harm, particularly in the
preservation of life, intellect, property,
and prosperity.
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When
reviewing
early
contributors to Islamic economics
literature (Sairally, 2007), we see
that the “socio-economic role” was
superior to the principle of “profit
maximization’’ and was applied to
all the operators of the financial
eco-system, from central banks to
private commercial Islamic banks
and non-bank financial institutions
(NBFIs). This analysis is shared by
economists such as Chapra (1985)
and Siddiqi (1983). According to
Chapra (1985), the Islamic financial
set-up imposes an additional “socioeconomic purpose” beyond the
responsibilities assigned to them
by conventional financial laws.
These objectives are conventionally
recognised and assigned to state
banks and development agencies,
and thus attributed to Islamic
financial institutions (IFIs) as they
are called upon to play a role in
socio-economic development. Some
of these Islamic principles further
embed the concepts in the financial
customer journeys within businesses
and extend to clients’ investment
activity. They include the following
objectives:
•
Job creation and stimulation
of sustainable entrepreneurship
•
Alleviation of poverty
•
Focus
on
promising
sustainable economic sectors
•
Fulfilment of broad socioeconomic benefits
•
Maintenance
and
dispensation of social justice
•
Establishment of equity and
fairness

•
Promotion
of
regional
distribution of investments.
An Islamic firm in general, and
by extension an IFI, is regarded as
distinctive in its behaviour (Sairally,
2007), since it cannot be guided
by the single objective of profit
maximisation (Mannan, 1992). It
is argued that its behaviour “needs
to be guided, among others, by the
consideration of altruism – a concern
for others to be shown as a principle
of action” (Mannan, 1992). While
conformity to the principles of
shariah is believed to be essential in
the behaviour of a firm, it is argued
that every firm must also ask these
questions: “What contribution is the
output of the firm going to make?”
and “who are the beneficiaries of
the value-added component of the
product of the firm?” In this respect,
a concern for others, including not
just the shareholders, but all the
firm’s stakeholders, is expected to
be internalised within the firm’s
operations, including IFIs (Sairally,
2007). Such are examples of good
principles in value creation in service
for others over value destruction
when reflecting on sustainability.
Until now, Islamic finance as a
concept has been compared with
parallel
financial
sustainability
developments such as Socially
Responsible Investing (SRI), and
Socially Conscious Investing (SCI).
Based on similar core values,
such as individual responsibility,
commitment to the social interest,
promotion of human welfare, care
for the environment, concern for
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economic and social justice, and
upholding the responsibility to shun
harmful and unproductive activities,
Islamic finance has been promoted
as a socially responsible paradigm
rooted in spiritual and religious tenets
(Sairally, 2007). Embedding similar
Islamic principles on a global scale, the
UN’s Sustainable Development Goals
are a good start for an international
conversation about how the world
sets further principles for the financial
eco-system collectively, just as there
are public and private institutions in
the global drive for sustainability.
It is commonly accepted that
fulfilment of one’s ethical and
philanthropic
responsibilities,
while maintaining a profit seeking
strategy, brings tangible benefits to
a business (Sairally, 2007). Some of
the recognised benefits are reported
to be improved corporate reputation;
better management of long-term
risks by protecting the business
from being involved in social and
environmental scandals; increased
employee satisfaction; stimulation of
learning and innovation as companies

identify new market opportunities;
and improved market positioning and
long-term profitability (Little, 2003).

Sustainability and
Development Goals
Today many companies in the
financial sector have pledged to help
contribute to the UN’s 17 Sustainable
Development Goals (SDG) by 2030.
This has been a phenomenal step
towards promoting a global approach
in tackling sustainability. It is also
promising to see an evolution in
thinking by the many financial
institutions which have adopted these
goals for their businesses. However,
there is still a long way to go for
scalable impacts and a need for more
open conversations on how these goals
can be embedded in business models
beyond the 2030 sustainability targets
set by the UN.

Covid-19 challenges and
opportunities
The impact of the Covid-19
pandemic in meeting the SDG goals
has been mixed. It has set back

Table 1: UN Sustainable Development Goals (SDGs)
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progress towards achieving some of
them, such as the first “no poverty”
goal, given the job losses resulting
from the pandemic. At the same time,
there has been positive progress on
other SDG goals: for example, the
13th goal on climate action, given how
COVID-19 has reduced transportrelated pollution through reduced
mobility and acceleration of digital
solutions as alternative connections.
From an optimistic perspective, one
can therefore approach the Covid-19
crisis as a positive opportunity to
learn and improve.
In the financial sector, there has
been a positive trend where banks
and financial platform players have
started to develop partnerships with
organisations supporting education,
microfinance, and financial inclusion
in emerging countries. Financial
companies have also reinforced their
links with local communities in line
with their strategy and business
priorities. However, some institutions
have not integrated this approach into
their business priorities and taken the
SDGs into account.
With year 2030 on the horizon,
and more than 193 countries having
signed up to the SDGs, the clock
is ticking. This is an empowering
opportunity for the banking and
financial services sector to bolster
development initiatives and analyse
how they can be achieved collectively
to strengthen sustainability. According
to the Business and Sustainable
Development Commission, reaching
these goals by 2030 will generate
380 million jobs and unlock at

least $12 trillion a year in economic
development, much of it in developing
countries.
We see
a larger role
and
responsibility for the financial sector
to make this realisation a success.
To meet the ambitious SDG targets
by 2030, the banking and financial
services industry must play a critical
role in providing both expertise and
finance

A global sustainability
approach
To facilitate an ambitious and
coordinated worldwide industry
approach, we see an opportunity
for
cooperative
international
organisations such as SWIFT, which
is member owned by banks, to
assume the following global roles;
• First as a global integrated
transaction
platform,
SWIFT could integrate these
sustainability
principles
into its value chain. Financial
institutions using the SWIFT
platform could contribute a
share of the transaction and
subscription fees to the SDG.
This initiative could centralise
distribution and reporting and
help banks to create inclusivity in
the transaction value chains and
make an impact in each country
of transaction origin.
• Second as a global sustainability
facilitator of the financial sector,
SWIFT could promote the global
conversation about sustainability
and how banks and larger
financial services players such as
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FinTechs and debit and credit
card issuers can collectively make
it a reality. This global process
could in turn be strengthened by
partnering with regulators and
collaborating with the UN, just
as different countries have been
brought together to engage on
sustainability issues at a national
and international level.

Going beyond corporate
social responsibility (CSR)
departments
Today
financial
institutions
typically have their UN sustainability
and development goals driven by
Corporate Social Responsibility
(CSR) departments and sponsored by
executives to instil these principles
in the organisation. However, more
is needed to embed these goals in
the business model because there
is often a disconnect between CSR
and the organisation’s business
operations. Many
organisations
do not have clear-cut accounting
mechanisms for how their revenues
contributed to sustainability. If
we are not able to measure and
quantify how our business goods
contribute to these larger goals, then
the business model is disconnected
from the sustainability targets.
Furthermore, what happens after
UN SDG 2030? Companies that
meet all their sustainability goals as
a checklist exercise, as opposed to
embedding them into their business
model, and risk not achieving
sustainability in the long run as
market conditions may change and

erode their efforts. For example, the
recent Covid-19 crisis has shown
that market conditions can change
rapidly, and institutions need to
anticipate several scenarios for
resiliency.
By contrast, companies that
have not met all the SDG goals but
have at least integrated them into
their business models have created
sustainability in execution rather
than pure compliance. There are
other companies which illustrate a
combination of both scenarios. We
therefore argue that now is the time
to prepare for the future by bringing
clarity to the grey areas.
Companies that see this moment
as an opportunity to integrate
sustainability into their business
models will create transparency for
their customers, many of whom
also wish to contribute to making a
better world. If executed correctly,
this integration can therefore build
customer loyalty by improving the
overall customer experience.

A sustainability frontier for
the financial eco-system
The financial sector must lead
the drive to adapt and promote new
economic and business models,
against a background of formidable
sustainability challenges, including
the extremes of climate change,
population growth and natural
resource scarcity. There are several
ways in which the financial ecosystem can seize the opportunity to
help promote these goals. Examples
include:
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1. Financial institutions must
promote sustainable practices in their
business models and provide banking
services and payment solutions that
help alleviate social and economic
challenges. Although not listed as
an individual sustainability goal,
financial inclusion is crucial to many
of the SDGs, especially to alleviate
poverty. By increasing efforts to reach
the unbanked, the finance sector can
help eliminate poverty, create jobs,
improve healthcare, and promote
gender equality. If not undertaken by
financial institutions, similar efforts
will be made by other players, such
as telecom companies. In Kenya, for
instance, the mobile money transfer
service mpesa provides financial
services to the un-banked. Our
intention is not simply to highlight
the potential of mobile banking,
but also to consider how serving an
underserved population can help
achieve sustainability benefits.
2. Financial institutions must
help their customers’ businesses
to move away from practices that
undermine sustainability (SDG) and
embed these lessons into their own
banking operations. They could be
proactive in creating sustainable
portfolio solutions to support
clients. Banks could enhance their
Know Your Client (KYC) beyond
anti- money laundering (AML) to
include
sustainability checks, to
better understand the impact on
sustainability from their clients’
businesses invested from their
services. This is not an easy task, as
it may result in rejecting potential

clients who may be acquired by
competitors. However, we
see
the need for a collective effort by
the financial sector which would
create a more sustainable business
environment in the long run.
3. Financial
institutions,
especially
commercial
lenders,
international development banks
and buy-side investment firms, have
a unique role to play in successfully
achieving these sustainability goals
through their investment choices.
Commercial banks are essential to
finance the substantial investment
needed to meet the UN’s 2030
goals, which are estimated will cost
between $5 trillion and $7 trillion
per year. International development
banks are crucial to opening viable
opportunities
for
commercial
banks. Finally, getting international
investors on board is critical to
funding these goals. Banks will need
to persuade them to shift their focus
away from short-term investments
and embrace more long-term,
development-based projects. For
their part, investors will need to
assess which financial institutions
are measuring their progress towards
sustainability goals. Therefore, there
is an urgent imperative to have better
integration of SDG into the business
model of financial institutions.
4. Financial
institutions
should
have
SDG
funding
contribution embedded in their
client transactions, purchase of goods
and services, and ensure that each
transaction, product, and service fee
include a contribution share that gets
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re-distributed to the source country
in which the purchase was made.
For digital transactions, this would
mean the start or end-touchpoint
location of the transaction. Perhaps
in future, a chain of locations for
transactions could be developed. But
for simplicity, an initial touchpoint
would be a good start, creating
transparency, making the end client
feel in charge, and reinforcing the
notion that the financial sector is an
enabler in promoting sustainability.
According to PwC, 90 per cent
of citizens say it is important for
businesses to sign up to the SDGs,
while 71 per cent say they are already
planning how they will respond to
the goals. Meanwhile, 13 per cent of
businesses have identified the tools
they need to assess their impact
against the SDGs, and 41 per cent
say they will embed SDGs into their
strategies and business operations
within five years. This is the right
moment for the financial sector to
accelerate. By promoting the SDGs,
financing specific projects, and
reviewing the financial services they
offer, banks can help their corporate
customers
match
consumer
expectations.
With 78 per cent of citizens now
saying that they are more likely
to buy the goods and services of
companies that had signed up to the
SDGs (increasing to 90 per cent in
Latin America) this is good business
for both banks and their customers.
Furthermore, according to the same
PwC research, citizens are keen to
see businesses sign up to the SDGs,

with Argentina (80 per cent) and
Malaysia (70 per cent) being the
most impatient in applying pressure.

Innovation and new market
opportunities
Making
the
necessary
adjustments to meet SDG goals
will also bring innovation and new
market opportunities as drivers of
business growth. Banks that take
the lead in this area will be the ones
driving a more sustainable future.
There is no time to waste, with just
nine years remaining to fulfil the UN
SDG 2030 goals, and the need to
look beyond this deadline. This is a
genuine opportunity for the banking
and financial services industry to
build trust and take a leading role
towards a more sustainable future.
We have seen that by shifting the
way that the industry operates
by integrating the concept of
sustainability, citizens – in particular
the clients of financial institutions
- will have greater satisfaction in
using the financial sector, thereby
creating a collective effort to make
a difference in each country where
financial institutions trade.

Sustainable revenue models
and customer journeys
Financial
industry
revenue
models perform better by adding a
sustainability principle to identify
which revenue source to pursue,
what value to offer, how to price
the value, and who pays for the
value. These are key components
in a company’s business model.
Exploring value further, financial
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institutions
need
a
deeper
understanding of their customers’
intrinsic needs. In the context of
sustainability principles, the new
stakeholder is the “environment and
society” and its relationship with
customers.
When we talk about the customer
experience and success, we usually
mean understanding the customer’s
individual goals, needs and outcome
objectives. The goals are typically
what we try to solve to achieve
their desires, while the outcome
objectives are related to what we are
trying to solve for them to succeed
(Outcome Success Management).
Lastly, the needs are often linked to
perceived emotions and desires, as
experiences. If customers’ desires
are to make the world a better place
and they want to contribute to that
cause, then being able to make a
payment transaction in a country
and knowing part of that payment
transaction will contribute to the
portfolio of sustainable goals will
help turn these desires into reality.
The customer thus becomes an active
transaction player in improving the
eco system, rather than remaining
passive, while the environment also
becomes an additional beneficiary
stakeholder in the matrix. A
practical way to apply this insight
is for financial businesses to have
sustainability elements embedded in
their customer journeys and value
maps.
A simple example of the
“sustainability distribution revenue
model” can be presented as follows:

• A bank or fintech has Product
X for international payment
transfer, and charges €10 for the
wire transfer. If the bank applies
a participatory percentage in
its fee structure, then for every
transaction a contribution of 2
per cent could be allocated to
that country’s sustainability
investment. This would mean
that for every transaction fee,
the payment initiator would
be contributing directly to the
region.
• If the payment client initiator
(let’s say we call her Mrs.
Hilma) uses, for example, ING
bank, and if she is aware of
this contribution, then she may
eventually decide to make more
transactions knowing that they
are contributing to a better
cause. This win-win for both
parties does not remove other
needs, where customers may
be looking for more affordable
fees. It is therefore incumbent
on financial institutions to
innovate to create value at an
affordable rate while making the
environment sustainable.
• If within six months Mrs. Hilma
has made 200 transactions
initiated in Country X, then
this would amount to a total of
€2,000 in fees in our hypothetical
example, at €10 per transaction.
Of this total, part of €40 would go
directly to supporting Country
X’s sustainability goals. A similar
contribution would apply if she
then travelled to Country Y or
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Z. Furthermore, if a global bank
like ING had around 11 million
customers
worldwide,
all
making transactions at the same
rate as Mrs Hilma, there would
potentially be a contribution
value extracted from around
€440 mn for re-distribution to
different countries.
• ING bank could also publish on
its website all the sustainability
investments
conducted
globally with its partners in
different countries, using these
contributions.

Distribution of benefits and
transparency
Using the principles of Islamic
finance described earlier, the goal of
financial instruments would be to
make society better irrespective of the
domain. Investments should have a
positive influence on the world. If we
can make the UN SDG more accessible
to end customers, then they can
choose the medium of engagement.
Once we have the distribution
model set, another interesting
area is to encourage dialogue with
the community about where the
investment goes. Having the option
for the end customers to participate
in choosing which sustainability goals
of their transactions will contribute
can have a further positive impact
on the customer’s awareness of the
needs and his or her influence on
society. One customer may decide
their transaction contribution should
go towards addressing climate change,
while another may feel there is much

needed work to do on alleviating
poverty. Having this choice will create
empowerment, participatory action
instead of passivity, and will enrich the
customer experience by embedding
the higher purpose of giving back to
the community.
The bank may choose to offer this
self-service sustainability contribution
choice via its customer portal.
Alternatively, the bank can position to
allocate a portfolio classification and
for each product line to assign one of
the sustainability goals.
We acknowledge that these
are not easy tasks and will require
conversations about how to execute
them, and who should decide the
priorities. We also acknowledge the
risks, if each bank decides for each
destination country how and to what
extent the money will be spent on a
particular sustainability investment,
irrespective of the local country’s own
policies and SDGs goals. Conflicts of
interest could therefore potentially
arise. The solution could either be that
such choices are left to the individual
customer making the contribution,
who would choose which cause to
support, or the financial institution
would be required to collaborate
with regional partners and local
governments as an enabler to attain
their SDG objectives and allocate
accordingly.

Sustainability trends
We also see a trend in examples
of crypto currencies which support
sustainability. This is an opportunity
for the industry to take a lead; for
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instance, initiatives outside the
mainstream financial sector include
the AFRO Foundation, which invests
in sustainability and has created
the AFRO crypto currency. Another
example in the financial sector is
the rise of digital currencies issued
by central banks. A new joint paper
by SWIFT and Accenture looks at
the opportunities and challenges
of central bank digital currencies
for international payments, sets
out practical requirements for the
adoption of digital currencies at scale,
and outlines how SWIFT can support
the financial community as new
solutions are developed.

Measure and monitor
sustainability goals
With SDGs, we argue that the
important element to consider is how

these goals translate and embed into
the organisation’s business model.
The following model provides an
example of how an organisation
can map value onto their business
model.
Such a tool can help users to:
• Understand the positive and
negative aspects of value in
a network of stakeholders,
measured
against
the
sustainability goals.
• Identify conflicting values,
where one stakeholder’s benefit
could negatively impact another
stakeholder.
• Identify
opportunities
for
business
model
redesign,
especially to improve societal
and environmental impacts.
It is simple to apply the value

Table 2: Value mapping tool. Source. Bocken, Short, Rana,
Evans (2013)
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mapping tool to a business. Each ring
in the diagram represents a different
brainstorm. During each brainstorm,
the following “stakeholders” need to
be considered:
• Customers– perceived
and
actual benefits and negative
impacts. A business may want
to break this down into different
customer segments.
• Network actors – the firm and
its supply chain responsible
for creating value. This may be
broken down into key suppliers
or partners and their impact on
sustainability, ensuring an endto-end view of the supply chain.
• Environment – benefits (e.g.,
afforestation) and negative
impacts (e.g., air pollution).
• Society
–
benefits
(e.g.,
improved health) and negative
impacts (e.g., poorer working
conditions).

Regulation: fostering
sustainability in banking and
financial services
Regulatory
and
journalistic
accounts are replete with headlines
about the heavy fines that have
plagued the financial industry
recently for non-compliance with
anti-money laundering (AML),
Know your Customer (KYC) and
sanctions regulations. In this regard,
2019 was a record year. The fine
value issued in that year by the UK’s
Financial Conduct Authority (FCA)
for transaction reporting failures,
for example, was 55 times the value
of all MiFID II fines issued in 2018
($1,480,942).
This rise in sanctions combined
with a surge in regulatory rules
and financial crime has forced
the financial industry to embrace
regulatory technology, commonly
called RegTech, to achieve robust

Table 3: Overview of business model elements in
‘sustainable business model canvas’.
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compliance. From this viewpoint,
regulation is understood to serve
compliance
needs
regarding
established data security, privacy,
money laundering (ML) and counterterrorism financing standards.
However,
in
an
industry
confronted by fast-changing revenue
and consumer satisfaction demands
driven by digitalisation, regulation
cannot only be about avoiding
sanctions. It is also about delivering
compliance while ensuring satisfying
customer
experiences.
More
importantly, regulation concerns
embedding ethics and building trust
in the financial industry by ensuring
product and service propositions
meet customers’ needs for service to
others.
Consider in this context the
digitalisation of the banking industry,
which has created fresh possibilities
to enhance customer experience by
managing relationships with service
providers and using digital platforms
for service and product delivery. At
the same time, these developments
have increased ethical concerns
about a range of issues associated
with the use of new technologies.
They include transparency, justice
and
fairness,
non-maleficence,
responsibility, privacy, beneficence,
freedom and autonomy, trust,
sustainability, dignity, and solidarity.
Addressing these issues through
a robust system of regulation
that monitors ethical compliance
underpins trust in the banking and
finance industry’s ability to help
deliver a sustainable future.

Returning to this paper’s core
proposal, should the financial
industry be regulated against ethics,
social, environmental, and other
sustainability criteria? The answer
from our standpoint is yes. We see a
key role for regulation in expediting
the adoption of sustainability and
ethics by the financial industry. In this
regard, the EU Sustainable Finance
Disclosure Regulation (SFDR) is a
step in the right direction, obliging
financial market participants and
advisers to disclose to clients the
integration of sustainability risks in
their investment decision making
processes or in their investment or
insurance advice.
The EU Sustainable Finance
Regulations, the EU guidelines on
ethics in Artificial Intelligence (AI)
(European Union, 2021) as well
as emerging industry guidelines
regarding the ethical use of new
technologies like AI and 5G further
reinforce
sustainability,
given
the impact of new technologies
in the banking and financial
services industry. This baseline
can be broadened to include other
benchmarks such as the UN’s SDGs.
Ultimately through thought
leadership, regulation encourages
discussion on ethics and sustainability
and ensures collaboration across the
private sector, consumer groups
and academia. This engagement
will enable the development of an
ethical code which observes the
norms of service to others. When
applied to compliance monitoring
and regulation, such a code will
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in turn enable the banking and
financial services industry to achieve
sustainability plus a competitive
edge in the race to win trust and
customer satisfaction.

Financial Industry
Collaboration
In a similar fashion to how
the UN rallied many countries
collectively for the common cause of
sustainability, we see a similar need
for central, neutral facilitation in the
financial eco-system. An institution
such as SWIFT, as a cooperative
society in the financial sector, can
act as a catalyst by leveraging its
platform to encourage the financial
sector to exchange best practices
and ideas around sustainability,
create partnerships with NGOs, and
even include smaller non-financial
organisations that are making an

impact on the ground.
To ensure the SDGs are
successfully adopted by the financial
sector, we see an opportunity for
SWIFT to further partner with the
UN and regulators to create collective
guidelines and common
ways
to measure sustainability scores,
integrate distribution of investments
in transaction landing zones, and
explore avenues to advance the 17
SDGs and develop additional goals
beyond 2030. In addition, this
international collaboration should
work to achieve commonly accepted
benchmarking for the financial
sector to measure progress in
meeting sustainability targets. These
are important steps that the financial
sector needs to consider in ensuring
sustainable sustainability in the 21st
century and beyond •
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If an ethical financial system
is one in which no one is left out,
then an unethical financial system
is one in which certain groups are
chronically disconnected from basic
financial services.
In the United States, individuals
who identify as Black, Indigenous,
or People of Color (BIPOC) and
households characterised as lowwealth are often shut out from
mainstream financial resources.
This
paper
argues
that
asymmetrical access to capital is
caused in part by a persistent gap
between US financial regulations
and a higher ethical standard.
The paper calls for mainstream
financial institutions to go beyond
the baseline of legal compliance
and adopt a more rigorous ethical
standard to extend access to
capital to historically underserved

communities.
Recognising
that financial institutions and
underserved communities have
survived in separate financial
realities for generations, the paper
illuminates lessons learned from a
network of community development
financial institutions (CDFIs) which
have demonstrated a successful track
record driving affordable capital to
BIPOC and low-wealth communities
across the US. Finally, the paper
recommends
accountability
measures to reinforce a long-term
commitment to restoring ethical
decision-making as it relates to
financial inclusion.

Asymmetrical access to
capital
With notable exceptions, financial
professionals
and
institutions
operate within the bounds of legal
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frameworks. US regulations like
the Equal Credit Opportunity Act
and Fair Housing Act (together
known as the Fair Lending Laws)
and the Community Reinvestment
Act are designed to intentionally
guide the financial system towards
the ethical outcome of financial
inclusion. Despite well-conceived
rules and a legislative infrastructure,
relying on a regulatory framework to
enforce ethical behaviour has been
insufficient to establish equitable
access to capital in the US.
In a 2020 study “Double
Jeopardy: COVID-19’s Concentrated
Health and Wealth Effects in Black
Communities,” Federal Reserve
Bank of New York economists Claire
Kramer Mills and Jessica Battisto
reveal the current-day inequities in
access to capital: fewer than 1 in 4
black-owned employer firms had a
recent borrowing relationship with
a bank. This number drops to fewer
than 1 in 10 among black nonemployer firms, compared with 1 in
4 white-owned non-employers.
The funding gaps are not due
to differential rates in black firms
applying for financing. In fact,
Mills and Battisto’s (2020) evidence
indicates that black-owned firms
apply for financing at equal or
higher rates than white-owned firms
but are rejected at higher rates.
Black business owners are also more
likely than white owners to report
being discouraged from applying for
financing, or not applying because
they believe they will be turned
down. Among black employer

firms, 37.9 per cent reported being
discouraged, compared to 12.7 per
cent of white-owned firms.
Mills and Battisto (2020)
indicate that factors beyond a firm’s
financial health play a significant
role in accessing mainstream –
and affordable – financing. When
controlling for just those firms that
are healthy or stable, there continue
to be sizable differences between
black- and white-owned firms in
bank funding. Most notably, 54
per cent of healthy or stable white
employers have an existing banking
relationship, compared to 33 per cent
of healthy or stable black employers.
In the US, something other than
the underlying credit of black-owned
firms blocks them from accessing
credit from a mainstream bank.
The 2020 findings are not a fluke
incidence or recent development.
BIPOC and low-wealth communities
have been systematically blocked
from the basic financial resource
needed to preserve and grow wealth:
access to credit. This inability to
access credit has directly contributed
to a severe racial wealth gap in the US
(McCargo & Choi, 2020). By 2016,
the median white family in America
had more than ten times the wealth
of the median black family (Noel,
Pinder, Stewart III, & Wright, 2019).
This paper argues that the
asymmetrical access to capital is
caused in part by a persistent gap
between US financial regulations and
the higher ethical commitment to
morally correct business decisions.
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Legal behaviour is not
necessarily ethical behaviour
Legally-compliant
behaviour
is not necessarily ethical behavior.
While legal behaviour can be
described as compliance with rules
and regulations, ethical behaviour
can be described as conduct that
is morally correct (CFA Institute,
2019). Ethical principles are
especially important in moneycentred institutions because they
prescribe appropriate constraints on
a natural tendency to pursue selfinterest that could harm the interests
of others.
Finance
professionals
have
outsized influence in determining
the flow of capital and its materiality
in the financial health of others.
Maintaining regulatory compliance
is insufficient to upholding their
role in promoting the integrity and
viability of global capital markets for
the ultimate benefit of society.
Because
regulations
cannot
address an exhaustive list of
unethical behaviours, financial
institutions must endeavour to inject
frameworks of ethical behaviour into
their core business models. As a rule
of thumb, when faced with a choice
between what meets the compliance
baseline and what is morally correct,
commitment to ethical behaviour
requires an individual or institution
to decide in favour of the morally
correct route.
This paper calls for financial
institutions to go beyond the baseline
of legal compliance and adopt the

more rigorous ethical decision to
extend access to capital to historically
underserved communities.

Illustrative examples of
the gap between legal
requirements and ethical
behaviour
In order to restore an ethical
financial system in which no one
is left out, financial professionals
and institutions must acknowledge
the industry’s historical role in
disconnecting BIPOC and lowwealth communities from the access
to capital needed to preserve and
grow wealth on the same trajectory
as US households which were able to
thrive in the financial mainstream.
Otherwise, conventional financial
institutions will be unable to
appropriately
understand
and
address the asymmetries in the
financial backgrounds and credit
profiles of existing and prospective
borrowers.
This section argues that the
asymmetrical access to capital is
caused in part by a persistent gap
between US financial regulations
and a higher ethical standard. While
financial institutions may uphold
the letter of US Fair Lending Laws,
there is clearly a gap between legal
compliance and the ethical principle
that all people, regardless of
demographic identification, deserve
access to capital.
Throughout its history, the US
financial system has continually
exhibited its propensity for robust and
rapid growth by quickly establishing
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systematic infrastructure in response
to promising market opportunities.
While the financial market has
evolved rapidly, corresponding US
regulation has moved like cold
molasses poured from a glass jar.
Even after regulation has been
approved, a general lack of resources
to enforce well-conceived rules
means that financial institutions have
been able to find legal workarounds
for ethically-questionable behaviour.
This persistent, historical gap
between financial regulations and
ethical standards drives BIPOC
and
low-wealth
communities
further and further away from the
mainstream financial system with
each generation.
Even before the United States
Declaration of Independence from
Great Britain in 1776, the colonial
financial system expanded and
thrived in financing the slave-based
economy; it even went so far as to
pioneer asset-backed securities
collateralised by enslaved people
in the same way that today’s banks
issue mortgages backed by houses
as collateral. If the enslaver did not
repay a loan, the lender would take
the enslaved person(s) listed as
collateral to recover a portion of the
unpaid principal balance. The market
for enslaved people was very liquid,
in that enslaved humans could be
sold for cash at a local auction block
(Caldwell, 2012). Asset-backed
securities collateralised by enslaved
people was legal but unquestionably
morally wrong.
Another notable example of

financial regulations falling short of
ethical standards was the explicit
integration of racial biases in
government-approved underwriting
policies from 1934 through the 1970s.
To restore faith in US credit markets
following the Great Depression, the
Federal government hired Homer
Hoyt, a respected economist at the
University of Chicago, to develop
the first national set of underwriting
criteria – who is a good credit and
who is not – for the new Federal
Housing Administration in 1934
(Dedman, 1988). The year before,
Hoyt had published a list of racial
groups, ranking them from having
a positive to a negative influence on
property values [sic]:
[1] English, Scots, Irish, Scandinavians
[2] North Italians
[3] Bohemians or Czechs
[4] Poles
[5] Lithuanians.
[6] Greeks
[7] Russians, Jews
[8] South Italians
[9] Negroes
[10] Mexicans
The
Federal
Government’s
establishment
of
systematic
underwriting policies and lending
infrastructure helped save the
collapsing
housing
market,
but it largely excluded BIPOC
neighborhoods from governmentinsured loans. Those neighborhoods
were deemed financially “hazardous”
and coloured red on maps, a
practice that came to be known as
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“redlining.” Loan approval policies
dictated that loans within redlined
neighborhoods would be rejected,
leading to a severe shortage of credit
in geographic footprints with high
percentages of BIPOC communities
(Rothstein, 2017).
The
final
example
is
contemporary. In 2021, more
than 90 per cent of top lenders in
the United States rely on FICO®
Scores, a credit metric derived
from underwriting belief systems
that systematically shut out BIPOC
and low-wealth communities. In
the United States, FICO® Scores
determine if a person is considered
for a mortgage to purchase a house,
a student loan to attend school, or
a loan from a hospital to affordably
repay healthcare bills. FICO® Scores
lubricate the entire US financial
system and play a critical role in
billions of lending decisions every
year (Fair Isaac Corporation, 2021).
Payment history, which accounts
for approximately 35 per cent of
a FICO® Score, assesses whether
an individual has made timely
payments on past credit accounts
and is a strong indicator of his or
her capacity and willingness to
repay future debts on schedule (Fair
Isaac Corporation, 2021). While
payment history is undeniably one
of the most important drivers of
credit prediction, FICO® Scores do
not consider fundamental drivers
of credit in BIPOC and low-wealth
communities. For example, they do
not include rent payments, utilities
payments, or cell phone payments,

which are all predictive metrics
regarding a borrower’s ability to
repay a loan.
While use of these credit metrics
complies with US regulation, FICO®
Scores reinforce a vicious credit
cycle where low scores keep certain
communities from successfully
applying for the mainstream loans
whose successful repayment would
improve their scores.
To create a financial system in
which no one is left out, financial
professionals and institutions must
acknowledge and intentionally
counter the industry’s role in
shutting out BIPOC and lowwealth communities from basic
financial
resources.
Financial
professionals must understand
how people who have been living
outside the economic mainstream
are not uncreditworthy. Instead,
they have credit profiles which can
be accurately assessed through
alternative lenses that account for
their historical lack of mainstream
financial resources.

Specialised credit skillsets
for lending outside the
economic mainstream
Recognising
that
financial
institutions
and
underserved
communities have survived in
separate financial realities for
generations, this section illuminates
lessons learned from a network of
community development financial
institutions (CDFIs) which have
successfully adapted fundamental
banking practices to accommodate
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US communities living outside the
economic mainstream.
CDFIs are private financial
institutions that drive affordable
capital into BIPOC and low-wealth
communities throughout the US.
CDFIs operate as banks, credit
unions, loan funds, and venture
capital firms that have been certified
as financially sustainable and
having a forward impact by the US
Department of the Treasury.
As depository institutions which
follow the same regulations and Fair
Lending Laws as their mainstream
peers, CDFI banks and credit
unions are successful in lending into
communities historically discounted
by
the
mainstream
system.
According to a 20-year longitudinal
study, CDFI banks experience higher
delinquencies but lower chargeoff rates than their mainstream
peers (Dopico, 2017). While a
delinquency is a banking term for
when a borrower misses a scheduled
payment on the loan, a charge-off
occurs when a bank determines that
the borrower lacks the ability or
willingness to repay the loan. The
bank writes off the loan as a loss and
the default history devastates the
financial health of the borrower. The
findings suggest that CDFI banks
manage delinquencies rather than
charging off sub-performing loans.
In other words, CDFI banks manage
to the success and financial health of
their borrowers.
CDFIs
understand
that
living outside the economic
mainstream does not make a person

uncreditworthy, but instead requires
a specialised skillset for credit
assessments and robust, responsive
risk management. These communitycentric lenders are successful because
they know their communities and
calibrate their banking tools to
predict creditworthiness based on
fundamental financial analysis,
customer-friendly support, and a
shared vision of mutually reinforced
economic success.

Lesson 1: Deep knowledge of
customers
CDFIs listen to the community
and deliver financial products and
services based on their needs. This
fundamental Know Your Customer
(KYC) approach is central to the
success of both the borrower
community and the financial health
of the CDFI itself.
With the explicit assertion that
the people who sit closest to the
problem have the best insights
to the solutions, CDFIs embed
themselves in the community,
conducting listening tours and
reinforcing communication points in
a continuous feedback loop.
The KYC feedback is leveraged
to develop community-specific,
culturally relevant financial products
which organically fit local needs for
sustainable financial health. At the
same time, tailored loan products
reinforce the capacity of the
borrower to repay the corresponding
debt service obligation, directly
supporting the financial health of
the CDFI.
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CDFIs underwrite the success
of the community, using their deep
knowledge of their customer base to
inform their internal infrastructure
of client engagement, lending
products, and risk management.

Lesson 2: Specialised credit
assessment
CDFIs recognise that clients who
have been shut out from mainstream
resources will not display the credit
profile typically manifested by
individuals who have flourished due
to a virtuous cycle of credit building
and wealth creation. Instead, CDFI
underwriters utilise their deep
knowledge of the community to
fundamentally understand the risks
through a customer-friendly lens and
predict the borrower’s ability to repay
the loan using fundamental financial
analyses. Rather than relying on
conventional credit predictors like
FICO® Scores, CDFIs dig further to
consider alternative, though no less
predictive, metrics such as savings
accumulation rates or an individual’s
history of making rent and utility
payments.
In addition to identifying
culturally relevant payment history
indicators, CDFIs also approach loan
security analysis through a customerfriendly lens. Whereas conventional
underwriting formulas and policies
often require “skin in the game” in
the form of collateral and owner
equity, CDFIs have found that these
factors are not the best predictors of
repayment in their markets. Intergenerational disconnection from

mainstream financial resources
means that CDFI clients often have
less wealth and financial assets than
typical borrowers at conventional
financial institutions. As such,
CDFI borrowers are unable to meet
conventional security requirements
that may range from cash, a personal
car, or even their family house as
collateral for a loan. Rather, CDFIs
may work with local governments
or private institutions to secure
alternative credit enhancements
to mitigate risk on a loan. In a
particularly innovative, customerforward example, Carolina Small
Business Development Foundation,
a CDFI in North Carolina, structures
an “equity capture” feature into its
borrower loans that finances the
owner’s equity contribution into a
business loan. The equity capture’s
timing helps a borrower who does
not have sufficient upfront equity to
invest in the business at the start of
the loan, and allows them to repay
when the business realises increased
cash flow resulting from the CDFI’s
capital injection.

Lesson 3: Portfolio
management and loan
servicing
CDFIs build on their deep
knowledge of the community
to establish risk management
infrastructure that reinforces the
borrower’s capacity to succeed.
After any loan closes, a portfolio
management team manages all
aspects of the loan’s life cycle,
including servicing, delinquencies,
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waivers,
amendments,
and
modifications. The CDFI monitors
loan performance and the credit risk
related to each loan by conducting
site visits and periodic loan reviews.
At the same time, CDFIs rely on a
robust loan servicing infrastructure
that leans on a high contact and
collaborative partnership between
the CDFI and its borrowers. Servicers
manage billing, payment application
and any immediate issues and
questions from the borrower.
Consistent with a high touch,
customer-friendly risk management
approach, CDFIs mitigate payment
risk through two primary pathways:
payment automation and customerconscious loan servicing.
• Whenever possible, CDFIs
automatically establish automated
clearing house (ACH) connections
to transfer debt service payments
directly from a borrower-designated
banking account. The borrower and
CDFI alike gain peace of mind that
the debt service payments will be
timely and accurate.
• CDFIs monitor incoming
debt service payments to proactively
prevent late payments. When a
monthly loan payment becomes 15
days late, many CDFIs contact the
borrower via phone to investigate
the delay and support the borrower’s
timely payment. Otherwise, if a
monthly loan payment reaches 30
days late, the borrower will have to
catch up on payments by combining
the prior month’s payment with the
current month’s payment, effectively
doubling the cash outlay in a single

month. Because many low-wealth
borrowers manage to razor-thin
budget cushions, a catch-up payment
can be financially devastating. CDFIs
mitigate this risk by monitoring debt
service and formalising high-touch
customer-conscious servicing calls
to eliminate the “catch up” payment
before it rolls into the next month’s
payment.

Lesson 4: Compressed
borrowing rates
CDFIs maximise value and
wealth for their communities
by driving cost savings to their
borrowers in the form of compressed
interest rates to the borrower. A
compressed borrowing rate catalyses
financial health in households where
budgets are tight and financial
health is precarious. In low-wealth
communities, loan terms can make
or break a family’s ability to preserve
and grow wealth.
In contrast to a system of predatory
payday lenders who permeate the
physical landscape of BIPOC and
low-wealth communities, CDFIs
compress their borrowers’ interest
rates to the lowest rate possible
while still covering the CDFI’s
expenses. Whereas payday lenders
or loan sharks take advantage of the
lax regulatory environment to charge
the maximum rate allowed under
state law, CDFIs deepen affordability
by offering loans at low interest
rates, resulting in less expensive
monthly debt service payments for
the borrower. Imagine stretching
your paycheck further with a 3 per
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cent mortgage rate versus a 20 per
cent mortgage rate.

Lesson 5: Support during
economic crises
CDFIs sustain and reinforce
their client-focused support during
economic crises. Known in the United
States as financial first responders,
CDFIs rush in to offer relief measures
to borrowers impacted by external
shocks.
During the financial crisis of
2008-2009, when the collapse of
Wall Street’s predatory subprime
mortgages
triggered
a
global
economic recession, CDFIs supported
their borrower communities by
advocating for government support,
raising and deploying survival credit,
and when necessary, delivering
payment relief options. Despite the
severe headwinds of the 2008-2009
financial crisis, the CDFI industry
grew substantially, delivering capital
to low-wealth communities at the
same time that mainstream lending
institutions decreased lending and
hoarded cash (Swack, Hangen, &
Northrup, 2014).

Recommendations for
accountability regarding
financial inclusion
While CDFIs have demonstrated
how to adapt fundamental banking
practices to reach underserved
communities, this paper calls for
mainstream financial institutions to
apply those same lessons to their own
policies and practices. With $222
bn in industry-wide assets under

management at the end of 2019
(Williams, 2020), CDFIs’ capacity
pales in comparison with mainstream
financial institutions, the largest of
which reported $3 trillion of assets
under management as of April 2021
(Tor, 2021).
This paper responds to the
commitments that many US financial
institutions made in 2020 for racial
equity and financial inclusion.
Specifically, this section recommends
accountability measures to rebuild a
long-term commitment to restoring
ethical decision-making in relation to
financial inclusion. Reliance on legal
compliance alone is insufficient to
ensure ethical behaviour by financial
professionals, let alone create a truly
ethical culture in the industry. Only
by applying strong ethical principles
at every decision-making level will
financial institutions build a financial
system in which no one is left out.

Confront difficult issues with
a culturally relevant board of
directors.
Accountability requires leaders
to confront difficult issues. Tackling
the
disproportionately
high
representation of white men on
boards of directors is an extremely
uncomfortable conversation for most
US firms. While uncomfortable,
financial institutions can establish
accountability
to
financial
inclusion by cultivating a board of
directors whose lived experiences
are representative of those of an
expanded client base.
A board of directors that reflects
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the demographics of the expanded
client base is more likely to hold
the executive management team
accountable to its goals to expand
reach into those same demographics.
In addition to accepting the ethical
premise that all people deserve access
to capital, a board that shares the lived
experiences of the expanded client
base would intuitively understand
the critical importance of approving
policy revisions that accommodate
the credit realities of communities
which have been surviving outside
the
financial
mainstream
for
generations.
A leadership team that is
representative of the expanded client
base will be better equipped to advise
on culturally relevant topics than a
homogenous team whose collective
lived experiences are limited to
those of the conventional client base.
A board member who has never
lived without access to mainstream
financial resources cannot fully
comprehend how someone living
outside the economic mainstream may
demonstrate their creditworthiness
through
unconventional
credit
metrics.

Focus on collective outcomes
through key performance
indicators.
A financial institution must be
able to measure progress in order to
manage it. To exceed expectations, it
must incentivise progress.
Today’s financial professionals
face significant pressure to manage
to the bottom line while upholding

corporate goals of financial inclusion.
When firms ask their employees to
see beyond compliance baselines
and identify innovative tools that
assess unfamiliar clients, firms are
asking employees to work against
credit approaches which they have
been trained to embrace as the gold
standard. Employees are being asked
to leave their comfort zones and
be brave. To reinforce behaviour
that works against muscle memory,
financial institutions must integrate
ethical decision-making into the
company’s
formal
performance
management and compensation
infrastructure.
Without
formal
infrastructure
that
reinforces
ethical behaviour, an outspoken
commitment to financial inclusion
is no match for the deluge of urgent
decisions that financial managers
make daily.
Specifically, financial institutions
may adapt existing performance
metrics, often referred to as key
performance indicators (KPIs), to
address financial inclusion goals. Just
as scaffolding supports construction
workers restoring a building, formal
performance metrics that reflect
financial inclusion goals support
employees making decisions that
initially feel uncomfortable.
Every US corporate employee is
familiar with the universality of KPIs,
or company-specific performance
metrics that demonstrate how
effectively an individual or institution
is meeting its key business objectives.
KPIs are one of the first things that
employees learn about when they
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join a company and the KPIs are
reinforced throughout their tenure.
Each employee is asked to use KPIs
as the blueprint for the decisions
they make during the workday and
the approach they bring to their
interactions with others. Successful
employees integrate KPIs into daily
decisions.
KPIs
addressing
financial
inclusion should be explicitly stated
and progress should be monitored
as part of ongoing performance
evaluations
and
compensation
decisions. While each financial
institution will have nuanced KPIs
that best meet the financial needs
of their existing and future clients,
illustrative examples of financial
inclusion goals include:
• Increased
percentage
of
successful
credit
applications
submitted by BIPOC clients vis-à-vis
those submitted by white clients;
• Decreased percentage of
BIPOC applicants discouraged vis-àvis the percentage of white applicants
discouraged.
One of the most effective ways
to incentivise employees to meet
and exceed their KPIs is to tie
compensation to an individual’s
progress towards achieving their KPI
benchmarks. Incentivised employees,
including executive leaders, are far
more likely to prioritise adequate
energy and resources to successfully
expanding the financial institution’s
reach into historically underserved
communities.
By incentivising a focus on

collective
outcomes,
financial
institutions will hold leaders and
employees accountable for their
everyday decisions by connecting
self-interest with ethical behaviour.

Force clarity and closure
through transparent reporting
Many US financial institutions
made
outspoken
commitments
to financial inclusion in 2020 in
response to political and consumer
opinion
that loudly expressed
dissatisfaction with disparities within
the US financial system. Publicly
available, transparent reporting holds
financial institutions accountable for
their demonstrated willingness and
capacity to walk the talk.
In the same way that financial
institutions
prepare
earnings
reports
for
financial
results,
financial inclusion reports track
their progress in creating a financial
system in which no one is left out.
As a voluntary report, the financial
institution retains the ability to tailor
its reporting framework around a
nuanced approach for meeting the
specific needs of its expanded client
base.
Financial
institutions
could
follow the example set by Goldman
Sachs, which released a culturally
relevant Sustainability Report in April
2021. The report framed Goldman
Sachs’ commitment to its selfdefined sustainability goals, reported
related progress, and proactively
improved its public relations image
by defining its business purpose as
sustainable economic growth and
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financial inclusion. This shrewd
manoeuvre may satisfy Goldman
Sachs’ shareholders who, at the time
of writing, are being asked to vote
against a racial audit of its business,
a deep dive that would analyse how
the US firm may have contributed to
racial inequities in the US financial
system (Abelson, 2021).
There is catalytic power in
transparency, setting goals, and
measuring progress. It enables a
financial institution to bring its entire
workforce and its shareholders along
for the journey. Transparent reporting
also signals a financial institution’s
willingness to lead with vulnerability
and humility, even in politically
charged climates.

Conclusion
For too long, BIPOC and lowwealth communities have been
disconnected from the financial

institutions that serve as the primary
conduits of capital flow for US
households. Today’s financial services
leaders have met this moment of
US racial reckoning with renewed
commitments to financial inclusion
and have reinforced the ethical
principle that every person has a
right to access to capital.
This
paper
serves
as
a
conversation-starter for financial
institutions that are seeking ways
to reach deeper into historically
underserved communities. It also
provides initial recommendations for
reinforcing this commitment through
structured accountability measures.
Regardless of the specific approach
adopted by each financial institution,
a deep-seated commitment to
building a financial system in which
no one is left out is critical for a
sustainable future.
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In March 2020, during the first
wave of the COVID-19 pandemic
in the United States, my fiancée
worked as a trainee doctor in New
York’s public hospital system.
When the severity of the pandemic
became clear and the city began to
lock down around us, we decided to
isolate in our separate apartments.
Our only meetings during that first
month were my weekly walks across
Manhattan to bring her groceries.
One grey evening in mid-April,
torrential rain forced me to break
from this ritual and hail a ride
through an app. As I climbed into
the van, the driver thanked me –
although he had been driving since
6:00 a.m., I was one of the few
passengers he had found. Eager, I
am ashamed to say, to change the
subject, I complimented him on
the plastic barrier between the front

and back seats that he had clearly
installed himself. “Oh, I’m being
very careful,” he told me. “I can’t
afford to be sick!”
The rest of the ride passed in
silence. I exited the car on 1st
Avenue, next to Bellevue Hospital.
Across the street, travelling nurses
brought into New York City on
temporary contracts to bolster
the overwhelmed medical staff
assembled refrigerated morgue tents
in the gardens.
This essay is written in the
context of the ongoing COVID-19
pandemic which has killed millions
worldwide and seen the kind of
widespread emergence of risk that
would have been barely imaginable a
few years ago. Entire industries have
been suspended on a global scale,
and millions of businesses have been
closed by government order.
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My driver, the travelling nurses
and tens of millions of other
workers across the world are forced
to navigate the pandemic through
a web of short-term contracting
that presents serious ethical issues.
These contingent contracts range
from highly detailed and highly
compensated month-long contracts
for the travelling nurses to my
point-and-click 10-minute contract
with my driver. However, both the
nurses and the driver fall outside the
context of traditional employment
and bear significant individual risks.
As the Observatoire de la Finance
research group noted after the 2008
financial crisis, liquidity in markets
can conceal the erosion of crucial
but intangible social and economic
infrastructure — trust, loyalty,
and patience. (Observatoire de la
Finance, 2008). Similarly, unfair
allocations of risk can be invisible
during times of prosperity. When
risks materialise in a crisis, however,
the ultimate bearers of those risks
become apparent. This presents
unique ethical issues when risk is
devolved to “smallholders”; poorlydiversified
individuals
whose
primary source of income involves
leasing their labour or property
either directly or through thinlycapitalised companies. The ethical
issue is simple: during good times
the distribution of risk can be
invisible to ordinary people, and
sophisticated companies can get
away with shifting quite a lot of
risk to smallholders. When a crisis
emerges, these smallholders go

bankrupt or go hungry.
This risk devolution is not
inevitable, however, and finance
practitioners are well-positioned to
rein in some of the worst abuses. In
the first part of this essay, I describe
the risk-pooling function of a
traditional firm and outline how this
is eroded by the growing trend of
smallholder risk devolution. Next,
I argue that finance structures play
a key role in incentivising such riskshifting, and that debtholders are
well-suited to police smallholder
risk devolution because it presents
structural risks to the interests of
debt. Finally, I suggest mechanisms
for debtholder monitoring of risk
devolution.

Risk devolution in the
contingent economy
The
modern
economy
is dominated by “firms” —
organisations of individuals and
assets under the direction of a
specific legal entity that participates
in market transactions externally
but allocates resources internally
through
command-economy
structures rather than market
mechanisms. In an early and highly
influential account of the origin and
purpose of firms, Coase theorised
that firms exist because pricing
discrete assets or activities can be
less efficient than pricing control
rights over those assets. Creating a
firm through asset acquisition and
employment contracts avoids costs
associated with discovering prices,
negotiating “complete” contracts,
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and forecasting future needs in the
face of uncertainty. An employer
who buys an employee’s labour
rather than paying for discrete
actions, or a company that buys
a supplier’s company rather than
paying for discrete products, does
so to avoid the cost of negotiating
and pricing “complete” contracts.
(Coase, 1937).
Grossman and Hart describe
incomplete contracts in Coasian
firms as creating two kinds of rights:
“specific rights” that are allocated
by the terms of the contract and
“residual rights of control” — the
power to fill in gaps. In an integrated
firm (as opposed to a collection of
contractors pricing each action),
ownership of the firm is synonymous
with control of the residual rights;
everything that is not explicitly
traded by contract.
(Grossman
& Hart,1986, p. 716). By buying
residual control rights, firms act as
employee risk-pooling mechanisms.
However,
“gig
economy”
structures disaggregate these risk
pools by leaving residual rights
with gig economy contractors.
This presents serious ethical issues
because it erodes the coinsurance
function of the firm and discretely
devolves
significant
risk
to
contingent workers.

Firms as an employee riskpooling mechanism
One often overlooked function of
firms is that they provide a level of
diversification to employees who sell
their residual control rights to the

firm. This “diversification” function
is not limited to international firms
or complex and internally diversified
companies. At a basic level, any firm
provides a hedge against uncertainty
for employees. The most obvious
forms of coinsurance between
employees are often prescribed
by law or explicitly included in
employment contracts; sick leave,
vacation and other flexible work
structures rely on a firm’s capacity
to reassign employees to cover new
tasks. However, even employees
in jurisdictions with limited labour
protections usually derive a level
of immediate coinsurance through
their sale of residual control rights
to the firm, because collective
employment can function as a
macro- and microeconomic hedge.
Employment at a global firm may
reduce an employee’s exposure to
national-level economic volatility.
Employment at a firm that produces
multiple products can protect
workers against volatility in product
demand; a worker can simply be
asked “to move from department
Y to department X” (Coase, 1937,
p.80). This hedge functions at
every scale. If more grocery store
customers decide to check out with
Clerk A than Clerk B in a Coasian
firm, Clerk B will not be paid less for
that hour of work.
This hedge comes from the
“incomplete” nature of traditional
employment
contracts,
which
imprecisely define a general range of
duties and compensation terms. This
flexibility provides a fundamental
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level of certainty for the employees
entering into such contracts: show
up to work, perform the work that
you are assigned, and receive the
specified compensation. At the same
time, the owners of the firm hold
not just residual control rights but
the accompanying residual risk, and
entrepreneurs are tasked with filling
in these gaps productively.

Risk in the contingent
economy
The gig economy inverts the
relationship between entrepreneurs
and workers. Workers in the gig
economy do not resemble employees
in a Coasian firm because they are
not subject to regular employment
contracts but instead paid for discrete
tasks. In such circumstances, most
of the terms left unspecified by the
contract are open to being “filled
in” by the contingent worker. This
economic arrangement is not new
or historically unusual, although the
rise of the platform economy makes
such contingent arrangements highly
visible. Pay-for-performance, also
called piecework or the “putting
out system”, was a staple of the
early industrial revolution. It is
also not unique to “contractors”.
The Brookings Institution recently
highlighted the rise of “just-intime” scheduling practices that
schedule shifts on short notice
based on expected demand and
devolve similar risks to employees of
otherwise Coasian firms (Guyot &
Reeves, 2020).
With the retention of residual

rights, however, comes erosion of
coinsurance.
A delivery worker
or cab driver working under a gig
economy contract is entirely subject
to the risk of fluctuations in their
work. A worker who is healthy or
sick, quick or slow, lucky or unlucky,
is fully exposed to the variability
in their output. Browning notes
that many contingent workers
attempt to mimic the coinsurance
function of the Coasian firm by
diversifying their labour: working
for multiple platforms, maintaining
traditional employment in addition
to “gig economy” employment, or
pooling resources with a spouse.
(Browning, 2021, p.28).
This
internal diversification is very similar
to the strategies employed by poor
workers faced with precarious
economic circumstances and a high
risk of variability across the globe.
However, this diversification comes
with attendant costs, including a
strong disincentive to specialise
in the absence of a concentrated
demand for that specialisation. At
the same time, the entrepreneur is
protected by this risk devolution.
When workers are fully contingent
the entrepreneurs who hire them
can benefit from the same insurance
mechanism that protects slow or
sick workers in a Coasian firm: a
“portfolio” of available contingent
workers.

Ethical issues raised
by risk devolution
Specific ethical issues are
raised when risk is devolved to
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smallholders. The defining features
of a smallholder that raise ethical
concerns are (1) thin capitalisation
and (2) an individual reliance for
daily sustenance on contracted assets
(individual labour, a small plot of
land, a personal car) that are difficult
to employ in a diversified way.
These features raise ethical concerns
because they result in materialised
risk either passing through to the
community as an externality or being
absorbed by the smallholder, who
is forced to reduce his or her own
consumption.
A fundamental principle of
transactional ethics is that costs
should not be imposed on actors who
are not parties to the transaction.
These
externalities
are
both
inefficient, because they incentivise
transactions that are value-destroying
to society as a whole but profitable
for their participants, and unethical,
because they unilaterally impose
harm on unwilling third parties.
Browning notes, however, that thinlycapitalised smallholders have few
options other than to pass on harms
as externalities, whether by seeking
bankruptcy protection against their
creditors or by relying on the social
safety net. (Browning, 2021, pp. 32,
38). Entrepreneurs who devolve
risk in turn derive some benefit from
these externalities. An agrobusiness
firm contracting with small farmers,
for example, may indirectly benefit
from the unpaid labour of a farmer’s
relatives or economic development
incentives directed towards poor
farmers. Sophisticated entrepreneurs

drafting short-term contracts may
also devolve or externalise risks
that only appear over time, such
as environmental risks from soil
degradation or pollution.
In transactions with smallholders,
even value-neutral risk-shifting
presents serious ethical concerns.
In the abstract, a transaction with a
value of $120 (a day’s work at New
York City’s minimum wage) has the
same expected value as a transaction
with an even chance of producing a
return of $0 or $240. However, here
finance elides the human cost of risk
devolution. As Dembinski notes,
“[n]umbers disguise the rough edges
and gaps in reality by postulating
an ideal world in which all things
are perfectly divisible and perfectly
interchangeable”.
(Dembinski,
2017, p.26). When a risk allocated to
a smallholder materialies, it directly
impacts their quality of life. United
States Congressman Danny Davis,
discussing deferred unemployment
benefits, put the issue bluntly: “You
can’t eat retroactively.” (Davis, 2020).
An observer might argue that
smallholders can and do price
these risks into the fees they charge
for contingent employment. This
explanation, however, assumes
a level of sophistication and true
choice between the parties. In reality,
risk devolution often occurs in the
context of effective monopsony
or unequal access to legal systems
and advice. Even if perfectly equal
negotiation occurs, the “negotiated
risk” theory does not explain why
a truly unanticipated risk such as
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COVID-19 should be allocated
to smallholder contractors versus
equity.

The role of debt in
restraining risk devolution
Finance specialists reading this
article may well ask why they should
care (or more charitably, how they
can help). Ultimately risk devolution
is a product of a company’s labour
agreements and local regulation, and
specific labour terms are rarely set
in financing agreements. However,
smallholder risk devolution has
ethical implications for finance
specialists because debt instruments
place external pressure on managers
during crises such as the COVID-19
pandemic in which devolved
risks materialise.
At the same
time, covenants and terms of debt
instruments may provide a decisionmaking framework that shapes even
the unrelated behaviour of debtor
companies in response to crises.
Equity
representatives
may
have difficulty making credible
commitments to protect the interests
of smallholders when distributing
risk in the face of an emerging crisis.
Debtholders, however, are wellpositioned to restrict risk devolution
to smallholders because the interests
of debtholders and contingent
workers align in certain crisis
situations, as debtholders have an
interest in preserving the enterprise
value of the distressed company (as
opposed to the value of the company’s
equity).

Debt contracts as ethical
instruments
The drafting of a debt contract
represents what Dembinski describes
as a key ethical “structuring
moment” for the debtor (Dembinski,
2017, p.22). Debt contracts create
transaction costs that limit the scope
of future behaviour and reorder the
existing incentives of management.
At the same time, debt contracts
create new rules and institutions
to shape the ethical intuitions of
decision-makers. As such, ethical
considerations should be expressly
considered during the negotiation of
significant debt contracts.
Debt instruments influence
the behaviour of the parties to
such instruments by creating
transaction-cost barriers around
certain activities. Gilson famously
described transactional lawyers as
“transaction cost engineers” who
add value to economic exchanges by
reducing transaction costs through
the creation of private codes of
governance; that is to say, contracts
(Gilson, 1984, p.253). However,
contracts also create transaction costs
as mechanisms for enforcement.
The cost of breaching a condition
of a debt instrument is often the
acceleration of the underlying debt.
Certain legal mechanisms increase
this cost; for example, a collateralised
lender may seize accounts, assets, or
even third-party contracts to enforce
its right to repayment.
These synthetic transaction costs
not only limit prohibited actions but
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influence second-order decisions as
well. Hart and Moore (1995) note
that equity holders may structure
debt precisely to discipline managers
of firms by requiring them to generate
and disgorge short-term free cash
flows. The manager of a restaurant
closed by COVID-19 who must
choose between paying workers or
paying debt will have to consider the
costs associated with default. That
decision will be influenced by the
structure of the debt. A manager may
prioritise payments differently if the
lender can enforce its claims directly
by seizing the restaurant’s accounts.
Finally, contractual restraints in
debt instruments provide an ethical
lodestone that will steer future
decision-making processes.
Tung
(2009) demonstrates that the terms
of debt instruments have a significant
impact on day-to-day corporate
decision-making; arguably more so
than the preferences of independent
boards. This may be in part because
the private legal ordering created
by transactional lawyers provides
clear guidelines for managerial
activity. Mayer notes that managers
often “exist in an artifactual
context” where legal standards and
institutions “are sometimes created
by common practice” (Mayer, 2001,
p.217). While financial actors may
sometimes intentionally breach
contracts, clearly established legal
duties — even unenforceable ones
— can have a significant impact
on moral intuitions and may make
otherwise abhorrent ethical decisions
seem permissible (Huang, 2017).

Our hypothetical manager, now
choosing whether to default on his
or her advertising bill (owed to a
freelance artist) or plumbing bill
(owed to a large corporation), may be
guided by mortgage covenants that
require the ongoing maintenance of
the restaurant and say nothing about
advertising.

Isn’t this management’s
problem?
At first glance, the managers of
firms seem like the obvious monitors
of risk devolution to smallholders.
Even accepting the significance
of debt as an ethical structuring
tool, managers are charged with
structuring smallholder contracts and
debt contracts. However, managers
are limited by the extent to which they
owe legal, contractual, and cultural
obligations to other constituencies most commonly equity.
Equity
representatives
may
genuinely want to include riskprotection mechanisms in contracts
out of concern for the orderly
operation of the enterprise or
the ethical treatment of their
counterparties.
However, the
interests of equity and labour
dramatically diverge in a crisis such as
the COVID-19 pandemic, when cash
flows dry up and a manager is forced
to cut costs to preserve the equity
value of the company. Faced with
imminent bankruptcy, formal codes
of ethics and internal norms may be
insufficient to persuade managers to
police their own compliance with
debt covenants.
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Greenfield
described
the
challenge of integrating ethical
standards into well-defined corporate
managerial roles when he noted that
“[t]he ‘role morality’ of executives,
created by law and norm, creates
for them the overarching and urgent
goal of producing financial returns
for shareholders, focused in the
short term. That goal subordinates
other matters” (Greenfield, 2008,
p.429). Even well-meaning equity
representatives will struggle to
effectively advocate for smallholder
protections in debt instruments if
such protections conflict with what
many perceive as the “primary
purpose of corporate governance”
— profit-maximisation for equity
(Henderson, 2012, p.
1414).
Without fundamental changes to the
systems in which managers work,
ethical duties that impose costs
or lengthen decision-making time
horizons beyond those prioritised
by equity investors will often be
overpowered by cultural and legal
duties owed to equity. Ultimately,
as Greenfield puts it, “[w]e cannot
expect people to act as Saints in a
devilish system” (Greenfield, 2008,
p.435).

Debt as a monitor of risk
devolution
In contrast to equity holders,
debtholders are well-positioned to
monitor risk devolution. Debtholders
(and in particular, banks) are already
adept at monitoring the activities of
borrowers and using sophisticated
covenant structures to curb excessive

risk-taking
by
management.
Additionally, structural risks to
employees and smallholders present
structural risks to the interests of
debtholders as well. The reason for
this alignment is simple: a company’s
contracts are significant operating
assets, and lenders have an interest
in preserving those assets in crises.
As previously discussed, private
lenders often have more tools at their
disposal than independent directors
do to exercise control over the dayto-day operations of a borrower.
Bank lenders are especially adept
at monitoring borrower cash flows
and net worth. Similarly, lenders
regularly prevent borrowers from
undertaking fundamental changes to
their business and have the capacity
to monitor the internal governance
of borrowers by requiring disclosure,
mandating periodic reporting and
even sitting directly on the board
of the borrower entity. Ultimately,
sophisticated lenders have a large
suite of tools available to enforce
covenants once they are in place.
Debtholders are also incentivised
to monitor risk devolution to
smallholders because contracts,
including employment contracts and
contingent worker contracts, are key
operating assets. While ordinarily
debtholders
might
welcome
structures that shift risk away from
the core business of the borrower
towards third parties, the dynamics
and analysis of smallholder risk
devolution are different precisely
because of the thin capitalisation
that characterises smallholders.
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Well-capitalised counterparties may
be able to absorb or insure against
shifted risks, but smallholders by
their nature will be harmed —
maybe irreparably — by significant
materialised risks. In the same way
that covenant-heavy loans often
prevent borrowers from skipping
maintenance on valuable real estate
to save short-term cash, lenders
have every incentive to ensure that
unexpected volatility or risk is not
shifted to smallholders in a way that
damages the value of the smallholder
contracts. If a lender knew ex ante
that our hypothetical borrower’s
restaurant would shut down for a
month due to quarantine regulations
and then reopen, the lender would
have every incentive to make sure
that equity, not smallholders,
absorbed the cost of that crisis.

Limits to lender monitoring
Despite the alignment of
interests between debtholders and
smallholders, there are serious
limitations on lender monitoring
of smallholder risk devolution that
should prevent finance ethicists
from viewing it as a panacea.
Fundamentally, the limits of lender
monitoring are set by the simple
fact that debtholders’ interests will
not always align with smallholder
interests.
Debtholder interests may diverge
from smallholder interests in crises
where bankruptcy is imminent
or where the cost of smallholder
replacement is low.
While
smallholder contracts are assets of

the borrowing company, they are
not infinitely valuable. The lender’s
assessment of the “restaurant
lockdown”
scenario
described
above will depend in part on the
replacement cost of the smallholder
contracts, and in part on whether and
when the lender expects to step into
the equity role. If the cost of contract
maintenance is less than the cost of
contract replacement, debtholders
may abandon smallholders.
Debtholders may also be overlyconservative in their monitoring and
reduce risk that smallholders would
prefer to bear. Some contingent
workers prefer the flexibility and
higher per-hour salaries that they
can command outside of the typical
firm structure. Given the diversity
of smallholders we should not be
surprised to find a diversity of risk
preferences.
Lender-influenced
governance, on the other hand, may
be risk-averse to a fault (see, for
example, Tung, 2009).
Finally,
third-party
risk
devolution controls offer only
limited protections for smallholders
because the terms of debt contracts
are simply transaction costs, not
insurmountable barriers. The normal
outcome of a covenant being violated
is renegotiation, not acceleration and
foreclosure. Ultimately, covenants
just give lenders an option to
restrain borrower activity, which is
often traded for better terms (Tung
2009, pp.26-27). While the terms
of the debt agreement will set an
ethical baseline for discretionary
decision-making, a lender may still
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be “bought off” by a borrower who
determines that renegotiation with
the lender is cheaper than protecting
smallholders.

Making lender monitoring
work
Risk devolution to smallholders
occurs globally, across a dazzling
array of industries. The travelling
nurses and the taxi driver mentioned
in the introduction were each
operating as contingent workers,
but probably faced very different
contractually devolved risks. This
diversity of circumstance, and the
accompanying diversity of contracts
devolving such risk, means that there
is no universally applicable tool that
will allow lenders to appropriately
restrain managers from devolving
unacceptable risks to smallholders.
However, traditional covenantheavy finance provides three
clear models for monitoring risk
devolution: (1) event triggers
based on force majeure clauses; (2)
volatility triggers; and (3) procedural
protections against risk devolution.

Force majeure clauses
The COVID-19 pandemic, as
an unanticipated catastrophe that
falls outside any party’s control,
suggests an immediate model for
lender monitoring: force majeure.
Conceptually, force majeure clauses
(also called “Act of God” clauses)
are meant to capture large-scale
“no-fault” risks such as floods,
earthquakes, and wars, that prevent
the terms of a specific contract from

being performed. When a force
majeure event materialises, it excuses
the nonperformance of certain
covenants and obligations made
impossible by the event. Traditional
force majeure clauses would need
to be modified to match specific
lender concerns regarding risk
devolution; for example, to contain
an assurance that the borrower will
continue paying smallholders whose
performance is barred or rendered
unnecessary by a force majeure event.
This mimics the logic described
previously: that at a bare minimum
the costs of truly unforeseeable risks
should be borne by equity rather
than undiversified smallholders.
However, the force majeure model
has an inherent flaw: it is not very
sensitive.
Classic force majeure
events are catastrophic disasters and
tend to be interpreted quite strictly.
Any force majeure trigger that limits
risk devolution would have to be
specifically tailored to the devolving
contracts. For example, contingent
workers may be equally harmed by
a government-mandated business
closure and a lack of customers
caused by pandemic fears, but the
second circumstance would not fall
within most force majeure clauses.
This lack of sensitivity would
seriously limit the usefulness of
force majeure clauses as smallholder
protections, although at a minimum
such
clauses
would
protect
smallholders (and their contracts)
during extreme disasters.
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Variance triggers
Debtholders can also use
“variance triggers.” Structured as
contingent events of default and
sometimes combined with concepts
such as “material adverse effects”,
a variance trigger is treated as
an event of default if a measured
outcome changes within a certain
time following a potentially material
event. For example, a classic variance
trigger may provide for an event of
default if a borrower’s credit rating
drops following a significant sale of
assets. This trigger would function
to discourage such a borrower from
making sales that could reduce its
creditworthiness.
The success of a smallholder
variance trigger would hinge on
the specific variable tested. Toospecific variable tests may be
subject to “gaming” without careful
construction. For instance, if the
lenders set a standard for weekly
smallholder pay to protect against
income variance, a borrower could
maintain a high per-smallholder
payment amount by changing the
way it devolves risk, terminating
select smallholder contracts rather
than reducing overall pay. Variance
triggers tied to pay would lean
heavily on sophisticated lenders’
ability to closely monitor and direct
borrower cash flows.

Procedural protections
against risk devolution
Finally, lenders may decide to
take an active role in firm governance
by establishing broad governance

principles
that
restrain
risk
devolution. As previously discussed,
the disadvantage of mandating
specific terms is that it is expensive
to negotiate and articulate ex ante
rules that capture an uncertain
future, and rigid yet incomplete rules
are subject to manipulation. This
is the underlying idea behind the
Coasian firms: rather than negotiate
“complete” contracts that capture
all future contingencies, parties may
choose to bargain for control rights
over future uncertainty.
The downside of procedural
risk frameworks is that hands-on
approaches to governance can be
expensive for lenders and may be
resented by borrowers. If borrowers
can find loans on the market with
less-burdensome covenants, they
may reject significant constraints on
their managerial discretion (Tung
2009).

Conclusion
The importance of protections for
contingent workers has been made
evident by the COVID-19 pandemic,
which has resulted in the widespread
materialisation of delegated risks
and caused economic catastrophe for
contingent workers across the globe.
Fortunately, lenders’ interests align
with those of smallholders in curbing
the worst abuses of risk devolution:
those in which unanticipated risk
is allocated to smallholders rather
than absorbed by equity. Lenders
can offer smallholders access to
a range of contractual tools from
covenant-heavy financing that can be
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repurposed to limit risk devolution.
There are clear limits to
debtholder monitoring, and it is
crucial to recognise that debtholder
monitoring of smallholder risk
devolution is merely a proxy for
universally-applied
statutory
protections. However, in a time “in
which culture and community are
eroded by rapid economic change,”
practical reforms that tie the
interests of lenders and smallholders
together can provide a clear and
achievable goal for finance ethicists
(Mayer, 2001, p.219). As COVID-19
recedes and economies reopen, it is
incumbent on every participant in

the post-pandemic economy to learn
from the failures of pre-pandemic
systems. Aligning debtholders with
smallholders in the post-pandemic
world to rein in managerial risk
devolution will build structural
resiliency and strengthen our
financial system against future risks
that have yet to be imagined. •

References
Browning, N. (2021). What Is
Shared in the Sharing Economy?
Ethics and Externalities in PublicPrivate Partnerships. Indiana Journal
of Law & Social Equality, 9(1), 18–51
Coase, R. (1937). The nature of
the firm. The Economic Nature of the
Firm, 79–95
Davis, D. K. (24 July 2020).
Twitter. Retrieved from https://
t w i t t e r. c o m / r e p d a n n y d a v i s /
status/1286741890780495878
Dembinski, P. H. (2020). Ethics
and Responsibility in Finance.
Routledge
Gilson, R. J. (1984). Value
creation by business lawyers: Legal
skills and asset pricing. Yale Law
Journal, 94(2), 239-314
Greenfield, K. (2008). Corporate
Ethics in a Devilish System. Journal

of Business & Technology Law, 3(2),
427–436
Grossman, S. J., & Hart, O. D.
(1986). The Costs and Benefits of
Ownership: A Theory of Vertical
and Lateral Integration. Journal of
Political Economy, 94(4), 691–719
Guyot, K., & Reeves, R. V. (19
Aug 2020). Unpredictable work
hours and volatile incomes are longterm risks for American workers.
Brookings. Retrieved from https://
w w w. b r o o k i n g s . e d u / b l o g / u p front/2020/08/18/unpredictablework-hours-and-volatile-incomesare-long-term-risks-for-americanworkers/
Hart, O., & Moore, J. (1995).
Debt and Seniority: An Analysis of the
Role of Hard Claims in Constraining
Management. The American Economic
Review, (June), 567-584

LENDERS AS MONITORS OF RISK DEVOLUTION

114
Henderson, G. E. (2012). Making
corporations
environmentally
sustainable: The limits of responsible
investing. German Law Journal,
13(12), 1412-1437
Huang, B. (2017). Law and Moral
Dilemmas. Harvard Law Review, 130,
659–699
Mayer, D. (2001). Community,
Business
Ethics,
and
Global
Capitalism. American Business Law
Journal, 38(2), 215–260

Observatoire de la Finance.
(2008). Menu. Manifesto for Finance
that Serves the Common Good.
Retrieved from http://www.obsfin.
ch/founding-texts/manifesto-forfinance-that-serves-the-commongood/
Tung, F. (2009). Leverage in the
Board Room: The Unsung Influence
of Private Lenders in Corporate
Governance. UCLA Law Review, 57

Bibliography
Awrey, D., Blair, W., & Kershaw,
D. (2013). Between Law and
Markets: Is There a Role for Culture
and Ethics in Financial Regulation?
Delaware Journal of Corporate Law,
38(1), 191–246
Dembinski, P. H. (2020). Ethics
and Responsibility in Finance.
Routledge
Greenfield, K. (2008). Corporate
Ethics in a Devilish System. Journal
of Business & Technology Law, 3(2),
427–436
Grossman, S. J., & Hart, O. D.
(1986). The Costs and Benefits of
Ownership: A Theory of Vertical
and Lateral Integration. Journal of
Political Economy, 94(4), 691–719
Hart, O., & Moore, J. (1995).
Debt and Seniority: An Analysis of the
Role of Hard Claims in Constraining

Management. The American Economic
Review, (June), 567-584
Lobel, O. (2017). The gig economy
& the future of employment and
labor law. University of San Francisco
Law Review, 51(1), 51-74
Tate, G., & Yang, L. (2015).
The Bright Side of Corporate
Diversification:
Evidence
from
Internal Labor Markets. The review
of financial studies. Retrieved from
https://www.ncbi.nlm.nih.gov/pmc/
articles/PMC4762155/
Tung, F. (2009). Leverage in the
Board Room: The Unsung Influence
of Private Lenders in Corporate
Governance. UCLA Law Review, 57
Zhang, Q. F. (2012). The Political
Economy of Contract Farming in
China’s Agrarian Transition. Journal
of Agrarian Change, 12(4), 460–483

FINANCE & THE COMMON GOOD/BIEN COMMUN

E

115

thical Pathways to Reduce Africa’s
Sovereign Debt

Ethics & Trust in Finance
Global edition 2020-2021
Finalist
Anazuo Saadat
Salihu
Nigeria
Lecturer, Kogi State
University, Anyigba*,
Kogi State (Nigeria)

* The views expressed
herein are those of the author and do not necessarily
reflect those of the Organization she is affiliated with
or of the Jury.

The 1st century essay De Beneficiis
by the Roman philosopher Seneca
the Younger can be regarded as a
simplistic but classic evaluation of
the complex nature of debt diplomacy
and all the ethical questions it raises.
In his opening statement, Seneca
stressed that people do not know
how to give and receive benefits.
Other questions that were explored
relate to the following:
• In book six, there is the question
of whether a benefit that has
been provided can be forcibly
taken away by the benefactor at
his discretion.
• In the seventh book, the
concluding
statement
asks
whether a debtor who is doing
everything in his power to repay
a debt should be treated in the
same manner as another debtor
who has not made efforts to

repay his own obligations.
• In the second book, Seneca
uses anecdotes to suggest
that benefactors who demand
accountability and transparency
are not beneficial to the debtors,
but rather, are shaming them.
• Along the same lines, it is
emphasised that a benefactor
should not give what would
harm a receiver. The author in
fact specifically stresses that “I
never will give money to a man
if I know that he will pay it to an
adulteress” (XIV, Book II)… nor
be connected to evil by assisting
him to perpetuate any act of
wickedness (Stewart, 2009).
A Twitter friend of the author
of this essay recently expressed a
similar sentiment to the one that is
implied in the last point above. He
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tweeted that he foresaw a situation
where an African country could sue
its international creditors which
continued to lend to the country
despite its inability to pay back
the loan. A Twitter follower of my
friend
expressed skepticism at
this argument. However, my friend
responded that this could happen in
the same way that a drunk can sue a
bartender who sells more beer to him
when he is already inebriated. The
Twitter friend based his hypothesis
on the United States’ Consumer
Finance
Protection
Bureau’s
“ability to pay” rule which compels
mortgage lenders to establish that
a borrower can in fact bear the
financial obligations of a mortgage
before granting a loan (Aja, 2021).
Within this ethics bound
community of shared interest, one
question takes precedence: How
can sovereign debt finance achieve
sustainability with shared interests
despite the ethical dilemmas which
these interests generate?
To clarify, this essay is about
the debt crisis that afflicts African
countries, especially as it relates to
the Covid-19 pandemic. What makes
this topic complex is that Covid-19
has precipitated an economic
crisis which appears to defy the
logic behind respected economic
theories. For example, Keynesian
depression economics recommends
that in similar circumstances,
governments should lower taxes
and employ deficit spending to
stimulate demand. However, in
many emerging economies, poor

tax compliance presents hurdles
for efficient tax planning. For a few
African countries on the verge of a
loan default that may wish to employ
deficit spending, the situation is like
an already inebriated bus driver who
wants one more glass of beer “for the
road”.
In addition, the aim of this
essay is from the outset to provide
solutions for a post-pandemic world,
even though scientists have forecast
the possibility of several more waves
and we are becoming accustomed
to new variants from mutations and
vaccine supply chain inefficiencies,
especially in some developing
countries. Against this background,
a genuinely post pandemic world
may not materialise until far into
the future. Because of the peculiar
circumstances and timing of this
economic crisis and its impact on
debt finance, bespoke solutions are
required to avert an impending debt
crisis that is essentially fuelled by
distrust.

Global Debt Outlook
The economic distress triggered
by the pandemic has been escalating
since the first couple of cases were
diagnosed. Over the past year,
the global debt to GDP ratio has
ballooned by 35 percentage points
to over 355 per cent of total GDP
(Jones, 2021). By comparison, the
2008 and 2009 financial crises
saw debt to GDP ratios increase
by 10 and 15 percentage points
respectively. The present 35
percentage point increase goes far
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above what was experienced in 2008
and 2009 (Jones, 2021) to a new
record high across all benchmarks. It
has also been established that most
of this increase is being pushed by
government spending.
The resulting butterfly effect is
easy to discern. Household debts
increased as unemployment rates
went up; SMEs and multinationals
faced a slow-down of the entire
supply chain accompanied by a
drop in sales and cash which further
made debt repayment difficult; and
for financial institutions that had
significant lending, debtors were
pushed to flout credit terms and loan
covenants. Various governments
have intervened by injecting cash
into these institutions, but the relief
has sometimes been short-lived.
This is due to the fact that much
of the stimulus and temporary debt
relief provided was diverted to repay
debt obligations rather than used
for investing, thereby jeopardising
economic recovery.

Who Needs Help and Why?
In the African Union, there has
been widespread speculation that
some member states are on the verge
of losing significant sovereign assets
to their foreign lenders. This is a
region with vast human and natural
resources, including arable land
that is especially sought after in
developed economies. Africa has all
the essential ingredients to become
an economic growth powerhouse,
but in what appears to be an exercise

in futility.
The debt crisis that bedevils Africa
was prevalent before the pandemic,
with debt default and debt to GDP
ratios already at alarming levels. In
December 2020, out of 38 countries
that were evaluated for debt
sustainability , 14 were categorised
as at high risk of debt distress, while
16 other countries were judged to be
at moderate risk. Only two of these
countries were seen to be at low risk
(AFP, 2021). In a post pandemic
era, low income African countries
would need to cover two major
gaps: the debt obligation gap and the
infrastructure/poverty
alleviation
gap. With their current level of
poverty and unemployment, many
African countries are heading for a
recession that they will not be able
to exit.
In addition to the reasons
noted above, African countries also
urgently need help because most of
the debt agreements and decisions
among the lenders and borrowers
have been known to disregard
distributive and procedural justice.

Ethical Implications of Debt
Barry (2005) starts by using the
concepts of morality and justice
to explain the ethics of debt. For
an agreement to be ethical, it has
to be moral and just. According to
Barry, morality is concerned with
what players in a game should do,
in addition to their compliance or
non-compliance with the rules of the
game. With regards to justice, the
question is whether the players are
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involved in the appropriate game for
them, or whether the rules should be
revised.
In considering the ethical
implications of debt, it is essential
to evaluate whether creditors should
be more or less biased towards their
debtor countries and whether these
debtors need to be more responsible
and accountable to their lenders and
their own citizens. In this context,
it is right to question the legitimacy
and intention of governments which
bind their citizens to gruelling,
long term debt obligations through
irresponsible borrowing.
In addition, it has been accepted
that justice is composed of two
elements. Firstly, there is distributive
justice, which distributes benefits
and burdens fairly within a social
system. Secondly, there is procedural
justice, which evaluates how the
fundamental limits within this
social system are determined.
Most disagreements that relate to
sovereign debt are usually linked to
these two elements (Barry, 2006).

Current problems with
Africa’s external debt finance
system
While the scope of this paper
covers all sovereign debt, it focuses
on loans to African governments
from international lenders where the
most controversy has been generated.
From 2010 to 2018, the mean public
debt of sub-Saharan Africa went
up by almost 50 per cent, making
it the world’s fastest growing debt
accumulation region(Carneiro &

Kouame, 2020). Recently, the author
of this paper came across a Change.
org petition from Ghanaian citizens
to European fund managers seeking
an end to granting multibillion
loans to an already debt-heavy
Ghana (Movement for Progress,
2021). Around the same time, a
similar petition from Kenyans was
circulating (Mkenya, 2021) while
across the Atlantic, it was reported
that the Bolivian Central Bank
returned “onerous and irregular”
loans worth $350 mn to the IMF
(Reuters, 2021). These sentiments
recall the circumstances surrounding
the uprising led by Boudica in what
is now modern Britain in 60 or 61
AD, where Roman financier and
philosopher Seneca The Older
called in the loans he had forced on
the reluctant Celtic Britons. (Dio,
1925). Similar fears today are not
irrational. However, they point to
the possibility that citizens of these
countries who protest against loans
to their governments either do not
understand how sovereign debt
finance works or are unsatisfied
with how these funds are allocated
and utilised. Hence, two of the
most troubling issues regarding this
process concern accountability and
debt transparency.

Accountability
In the first place, there are
allegations and suspicions about
corruption and mismanagement
of borrowed funds on the part of
debtors. African governments have
been accused of being corrupt, with
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many lenders actually being complicit
and willing to be bribed to alter debt
covenants in these countries’ favour.
Evidence from various studies
support some of these allegations;
Ciocchini, Durbin and Ng (2004)
showed that countries which are
perceived as more corrupt must pay
a higher risk premium when issuing
bonds. Furthermore, unreliable
sovereign debt assessments by credit
rating agencies (Maina, 2020) mean
that many impoverished African
countries are paying more money to
service their debt obligations than
other more developed countries,
thereby prolonging the vicious and
unfair cycle of debt-bondage.

Debt Transparency
There is also a general sense of
a lack of transparency in relation to
the volume and terms of debt. A case
in point is China, a major lender to
Africa and the world’s largest creditor.
Regarding Africa, there have been
allegations of exploitative labour
practices in borrower countries,
a lack of debt transparency and
problematic loan covenants that
have employed rigid clauses and
complex non-disclosure agreements
(Reuters, 2021).While one has
to be sensitive to anti-Chinese
sentiment created by the pandemic,
any discussion about Africa’s debt
crisis without mentioning China will
not achieve the desired objective of
fairness, especially as some of these
controversies precede the pandemic
and cannot be ignored. However,
due to default risks, many analysts

such as Igwe (2020) have pushed
for borrower countries, rather than
lenders, to be the responsible party
for establishing and upholding
debt transparency. It is suggested
that moral hazard can thereby be
ameliorated through a review of
the exploitative elements in these
“marital contracts”, rather than an
outright “divorce”. (Sanusi, 2013).

Flaws in policy, planning and
strategy execution
Another factor that is impeding
progress significantly is poor
planning and strategy execution on
the part of borrowers in this region.
Most of these countries already
have a fiscal deficit and balance of
payment problem and it has been
established that their governments
are going into debt for projects that
have nothing to do with economic
development. Debt is being used
wrongly to support national
currencies that should be freely
floated to bolster general budgets ,
and subsidies that should not have
been paid (Waliji, 2020). There are
also cases where the timespans of
infrastructure projects exceed the
maturity terms of the bonds taken
out to fund them (Adegoke, 2019).
As a result, most of the projects
which this debt is financing are not
being completed in time to service
the debts and therefore deliver all the
projected benefits.
There
is
additionally
an
autonomy
problem
regarding
resource allocation among the
provinces of some of African Union
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member states. Resource- rich
countries such as Nigeria and the
Democratic Republic of Congo
have been criticized for being
poor federalists in relation to
safeguarding individual and local
liberties at provincial and municipal
level. (Iwerks & Toroskainen, 2017;
Babalola, 2017). The provinces have
insufficient autonomy to control
resources and generate revenues for
themselves, and remain dependent
on monthly allocations from the
central government. This allocation
system is bound to stifle creativity
and saddles the central government
with
sole
responsibility
for
accountability.
Lastly, some of these planning
issues stem from the wrong levers
being used to push for growth. Some
academics strongly believe that
making big manifesto promises is
unethical and potentially disastrous
(McLachlan, 2017). African leaders
have been notorious for making
unrealistic campaign and manifesto
promises which then increases
the pressure on them to borrow
irresponsibly in order to fulfil
their pledges. For example, it is
flagrantly irresponsible to promise
that a currency that is valued at
250 to 1 dollar should be granted
parity once a presidential candidate
is elected. (Vanguard, 2015). What
usually follows is that the borrowed
money is used to support a national
currency that should be freely
floated. A strong economy makes a
strong currency and not the other
way round.

Striking a Pose with White
Elephant Projects
Against this background, there
are provincial heads of government
who take on white elephant
projects such as international
airports (Sikhakhane, 2019) and
FIFA standard football stadiums in
provinces where citizens have only
a few hours of power supply per day
and lack access to drinking water.
This raises the question of why
lenders do not appear to include
preventing such projects in their
loan term conditions. Lack of debt
transparency means one cannot
know if these factors were considered
in the first place. What is clear is that
African leaders have an unnecessary
and unsustainable predisposition to
grow their economies too quickly.
In corporate financial accounting,
this is akin to overtrading, which
unsurprisingly often leads to
bankruptcy. The tendency of
politicians in this region to strike
a pose rather than a deal has bred
unethical and unsustainable debt
finance policies which continue to
trigger boom-bust cycles.

Geopolitical and Economic
Rivalries
Walter Rodney’s How Europe
Underdeveloped Africa offers a
classic perspective on how Africa’s
division by colonial powers
continues to have a negative effect
on the continent’s economy. The
borders of many African countries
were arbitrarily drawn with little
or no regard for tribal similarities
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or differences, creating an addition
obstacle
to
procedural
and
distributive justice (Rodney, 2018).
There exist different attitudes, belief
systems and interests across various
ethnic groups within countries in
this region. These dissimilarities do
not mean in themselves that debt
financing is insufficient to fulfill the
needs of these various tribes and
regions. However, they engender a
widespread feeling that some tribes
and regions are more favoured
than others when funds are being
disbursed.
To put this problem in context,
some regions within African
countries generate revenues at a
faster rate than other regions. For
example, the bottom five internally
generated revenue (IGR) earners
in Nigeria are northern provinces,
while the top five are southern
based provinces (Oyekanmi, 2021).
The southern region is home to the
large oil and gas deposits that have
sustained the country’s economy
since the 1970s. At the same
time, the northern provinces have
significant political influence due to
their higher number of voters. Since
Lord Frederick Lugard organised the
forced marriage between Nigeria’s
northern and southern protectorates
in 1914 (Campbell, 2018), there
have been demands for distributive
justice between these two regions
(Adangor, 2015; Akinterinwa, 2021)
– to such an extent that citizens of
one region suggest that debt finance
is only used to service the needs of
other regions which appear not to

be working hard enough to generate
sufficient revenue for the whole
country.
Based on the evidence, therefore,
it is safe to say that sovereign debt
financing in sub-Saharan Africa
cannot achieve sustainability if
these factors influencing distributive
justice are not taken into account.
However, the responsibility for
maintaining distributive justice lies
in the hands of both the borrowers
and lenders. In sharing this
responsibility with lenders, loan
clauses can be efficiently mapped
and utilised to take care of these
issues.
To what extent should sovereign
prerogatives be exercised?
Given the challenges described
above, it is obvious that both
procedural and distributive justice
have been disregarded by both the
lenders and borrowers. Barry (2005)
in his review of ethical considerations
relating to debt argued as follows:
“Some stakeholders in debt
debate hold that procedural justice
requires that the standing rules of
global institutional arrangements be
publicly known and subject to revision,
monitoring, and reinterpretation
through collective decision-making
procedures, while others resist
this, citing instead the importance
of granting states the prerogative
to pursue their own goals, most
importantly the promotion of the wellbeing of their citizens” (P. 12).
The author of this essay supports
the first position. You cannot leave
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everything in the hands of borrower
countries or even the lenders to
continue to pursue their own goals,
especially if these do not make a
significant difference to citzens’
lives. It must be stressed again that
the aim is not to push for a “divorce”
in these “marital contracts” between
African countries and their external
creditors; rather, it is to remove
unethical
and
unsustainable
elements from the contracts. The
emphasis should be on promoting
shared interests so that citizens of
deserving countries begin to reap the
fruits of sovereign debt finance in
the post pandemic world.

Pathways
a) Education
One of the reasons the Greek
moral philosopher Socrates, as
portrayed by Plato, hated democracy
was because of his conviction that
many societies would fail to meet two
criteria of self-governance: wisdom
and education (The School of Life,
2021). Of course, most distressed
countries in the African region under
consideration are “democracies”,
although to what extent is debatable.
However, a democracy is only as
strong as the amount of education
which supports it. Citizens need to
be sufficiently and appropriately
informed so that they can choose
leaders who will make the right
decisions for them. Pressure groups,
Western and Asian lenders, and
African governments must employ
all available resources to strengthen
public awareness of governance as

it relates to public debt utilisation,
transparency and accountability.
Public awareness should cover
all sectors and media, to ensure
that everyone is well informed,
from the upper class to lower class
villagers who do not have access
to social media. Pressure groups,
state governments and lenders must
select independent representatives
who will conduct surveys to test the
level of public awareness before loan
requests are approved. The aim is
to ensure that governments whose
citizens do not have at least a basic
understanding of how debt finance
is being used for their benefit do not
receive those loans.
b) Watchdogs
One of the hashtags that
generated significant publicity in
Africa at the start of the pandemic
was #followcovid19money. Through
this hashtag, the were able to engage
corporations
and
government
agencies about how they would use
all funds that had been made available
to countries to fight the pandemic.
With a presence in countries like
Cameroon, Kenya and Nigeria, the
group aims to engage providers
of funds and track government
spending in rural communities. In
partnership with this group, we have
Gambia Participates and Magamba
Network in Gambia and Zimbabwe
respectively (Salaudeen, 2020).
Tracka, a similar organisation based
in Nigeria, has worked tirelessly
to foster transparency and stem
corruption in the public sector, as
shown below:
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Screenshot 1:

Screenshot 2:

In the first screenshot (Tracka NG,
2021), a Tracka officer was initially
denied access to a government capital
project (ZIP; Zonal Intervention
Project). The screenshot directly
below shows the effect of an online
“call out” ; access was granted to the
tracking officer within 24 hours. As
can be seen, sustainability is not about
being “woke”. It is a prerequisite for
the continued existence of the human
race, because there are people whose
lives depend on the completion of
some of these projects, most of which
are funded with external debt.
While the need for watchdogs
cannot be stressed enough, they
must be strengthened to be truly
independent. In 2019, for instance,
the Nigerian co-founder of BudgIT- a
similar civic group to Tracka - accepted
an appointment from the nation’s
budget ministry. It was worrying that
his subsequent resignation came only
after many Nigerians criticised his
decision to take up the appointment

(Channels Television, 2021). Most
pressure groups receive funding from
bigger donor agencies such as the
Bill and Melinda Gates Foundation
and Oxfam. It follows that these
international supporters must ensure
that engagement clauses prevent the
founders and managers of pressure
groups from accepting contracts
and political appointments from the
governments that they are supposed
to be monitoring.
Perhaps the
watchdogs need their own watchdog.
Where necessary, Western and Asian
creditors must also facilitate and
expedite political asylum for the
activists who run these organisations,
who often face incessant intimidation
and threats of arrest.
c) Debt Transparency
Borrower countries must be made
to understand that debt transparency
will not hurt them. On the contrary,
it would be to their benefit, because
creditors put a premium on interest
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rates when they know that a borrower
is not transparent. Overall, debt
transparency will help stakeholders
to have an accurate understanding
of vulnerabilities and lead to more
efficient comparability and market
discipline.
To this end, there should be a
central, real time sovereign debt data
repository that is publically available
and independent of the borrower
government and its creditors. But first
of all, non-disclosure clauses must
be removed from loan agreements
because why are they needed at all?
Following this initial step, each
debt facility acquired by every
country in the region must contain
the following disclosures:
• Debt to GPD ratio, tax to GDP
ratio and the borrower’s credit
rating
• The identity and nature of
all creditors, including the
proportion of all debts owed to
each lender
• The range of the interest rate.
• Any allowances for debt
restructuring or their absence
• The form and duration of the
loan and repayment currency
of the loan and all related
guarantees
• Nature of the guarantor or
provider of indemnity.
• The law(s) that will guide the
terms of agreements and all
issues that may relate to any
waiver of sovereign immunity
• Loans must be tied to specific

projects which are fully
disclosed
• Collaterals and asset backed
transactions, including terms
of repossession
• Debts that are tied to derivatives
and all private placements
Based on these disclosures, a
ranking system can be generated
which shows those countries which
are most transparent. In this way,
countries can actually compete with
each other in international debt
markets.
Transparency ultimately leads to
better repayment terms which are
tied to the conditions of each country
and their ability to repay. This is a
sustainable, win-win outcome that
would help allay mistrust between
the lender and the borrower, while
ensuring that the citizens of these
countries enjoy the full benefits of all
loans negotiated on their behalf.

Infrastructure versus start-up
financing
There is growing evidence that
start-up financing is more effective
than large and general infrastructure
finance. According to McKinsey,
Africa’s track record in moving
infrastructure projects to a close is
poor. With an 80 per cent failure
rate (Lakmeeharan, Manji, Nyairo
& Poeltner, 2020), it is glaringly
plain that loans secured to build
infrastructure projects such as
airports and railways have led African
countries into an unsustainable debt
trap (Nyabiage, 2019).
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At the same time, the failure
rate of African start-ups currently
stands at 54 per cent, compared
with 67 per cent and 90 per cent
respectively in the United States and
India (Kendall, 2020). Given that
African infrastructure projects and
start-ups have respective success
rates of 20 per cent and 46 per
cent, this suggests that creditors
should divert more resources into
smaller, lower risk business units.
This is of course a chicken or egg
situation, because some experts
argue that infrastructure must be
on the ground for small businesses
to succeed. However, studies such
as Watambwa and Shilongo (2021)
have shown that SME financing
will significantly and positively
impact GDP growth and revenue
generation.
To
ease
geopolitical
and
economic rivalries, channelling
debt finance into specific clusters of
African economies would provide
the needed distributive justice. This
is mostly because different provinces
and tribes have their own socioeconomic strengths. In this context,
the fact that some of infrastructure
loans are not tied to specific projects
is a major justification for more
start-up financing. However, in
order to solidify these gains, the ease
of doing business must be facilitated
in addition to the establishment of
a separate start-up act in African
countries. Smaller businesses create
jobs, contribute to poverty alleviation
and boost exports. Hence, African
governments need to recognise these

units as opportunities that must be
protected with adequate financing
and policy innovations, and not as
threats that should be shut down by
bureaucratic bottlenecks.

The Moment of Truth:
African Countries Do Not
Have a Debt Burden
Sub -Saharan Africa does not have
a debt problem. What it has mostly
is a revenue problem. The debt
to GDP ratios of more developed
economies such as Japan, Singapore,
Canada and the United States are
actually higher than the ratios of
most African countries that are
regarded as being in debt distress. A
high debt to GDP ratio is largely a
problem associated with developing
economies (Sturgess, 2017) and there
is a general consensus about the need
to find innovative ways to generate
revenue that will offset these deficits.
At this point, it may not be
necessary to increase tax. There
only needs to be efficient tax
compliance, in addition to a complete
restructuring of African countries’
system of revenue allocation between
their various states and provinces.
These smaller units of government
have the potential to be small but
mighty, and they must be given
sufficient autonomy to achieve this
goal. African governments must
also diversify revenue sources and
reduce their dependence on mineral
resources such as crude oil, which is
rapidly being phased out in developed
economies in favour of green energy
alternatives.
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After
these
solutions
are
implemented, loan clauses would
come into play. Before creditors
approve loans, they need to ensure
that the borrower countries will
operate transparently and meet
a series of requirements that are
monitored by a well-informed public,
including the use of innovative
revenue growth initiatives, and
general ease of doing business.
Some of these measures might
need to be on the ground before

strategies towards debt restructuring
or conversion can achieve sustainable
long-term success. For now, creditors,
the Bretton Woods institutions,
regional
developmental
banks,
regulators and borrower countries
can sometimes agree on temporary
relief, restructuring, conversion or
forgiveness strategies. However, the
benefits from all these strategies
will be short- lived if the processes
for securing and distributing debt
finance are not sustainable. •
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Financial crises have a long
history where swindles and frauds
feature strongly in the credit-fuelled
“manias”
which precede them
(Kindleberger & Aliber, 2005). The
meltdown after such crises reveals
morally questionable practices, and
those engaging in them – typically
bankers – are brought to the forefront
of public attention and academic
analysis. However, this emotionallyheated dialogue blurs the lines
between two distinct issues:
(1) how different financial
institutions treat their own
customers;
(2) to what extent individual banks
are responsible for the outbreak
of a financial crisis with severe
macroeconomic consequences.
This paper focuses on the latter
question.

The study argues that the decisions
faced by financial institutions
sometimes reflect the tragedy of the
commons (Hardin, 1968), which is
a metaphor for the conflict between
individual and collective rationality.
Just as the cattle in the analogy
graze more and more of the pasture,
increasing lending uses up more
and more income in the economy.
Just as it makes sense for individual
herdsmen living around the pasture
to send an increasing number of
cattle to the field, under certain
conditions the decision-makers at
individual financial institutions may
feel that lending more and more is
rational, even if they have to loosen
credit conditions to do so, thereby
generating risks for the whole system.
In the aftermath of the 2007–
2008 global financial crisis, it
has become a priority to prevent
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similar meltdowns. To this end,
bank regulators have created a
set of so‑called macroprudential
instruments. The most direct of these
are debt cap rules, which explicitly
state to what degree debtors can
become indebted relative to their
income or equity. The regulations
prevent over-indebtedness among
economic actors, thereby addressing
the issue of coordination among
banks and reducing the probability of
financial crises. However, establishing
the minimum requirements for these
rules raises a new, truly ethical
dilemma. The question arises as to
where to draw the line and find the
trade-off between ensuring financial
stability and providing people access
to credit.

emergence of the tragedy of the
commons:

The paper examines these
problems. First, it is shown that –
when driven by overlending – the
emergence of macro-level financial
imbalances is often analogous to
the tragedy of the commons. This
comparison seeks to show that the
issue arises much more from a failure
of “coordination” than from ethics.
Following the same logic, the paper
suggests why so-called debt cap rules
that limit borrowing can address
this issue of coordination, and thus
respond to the new moral concerns
raised by the introduction of such
regulation.

In our tragedy, the players are the
banks, the common-pool resource
is the income of economic actors
(states, households, companies),
and the decision is about the amount
and the related riskiness of the loans
made by the bank. To the best of the
author’s knowledge, the analogy of the
tragedy of the commons appears in
only a handful of papers on financial
crises, and usually only as a passing
remark, without a comprehensive
assessment of the similarities. In
the literature on financial stability,
Borio, Furfine and Lowe (2001)
and Rungcharoenkitkul, Borio and
Disyatat (2019) mention it, while in
the literature on business ethics de
Bruin (2018) remarks on the tragedy,
but he does so in connection with the
bursting of housing market bubbles
rather than in relation to lending.

Financial instability as a
tragedy of the commons
Hardin’s famous story (1968)
has three crucial aspects that
are necessary conditions for the

(1) The participants in the game
have two choices (‘A’ or ‘B’),
which have different effects on
the common-pool resource;
(2) Option ‘B’ exploits the resource
more, but results in greater utility
to the individual players, so it is
always worth choosing it. But
if everyone opts for Option ‘B’,
then;
(3) they will be worse off
collectively than if everyone had
chosen Option ‘A’.
The story is the perfect metaphor
for the conflict between individual
and collective rationality in certain
decisions.

DEBT CAP RULES AND ETHICS: BALANCING STABILITY AND INCLUSION

132
To explain the parallel, three
claims must be substantiated:
(I) Excessive lending compared
to income increases financial
instability;
(II) Financial instability entails
high costs for the entire financial
system and its institutions;
(III) Under certain external
and
internal
circumstances,
individual banks have the ability
and willingness to tend towards a
strategy of increased lending.

Too much credit results in
financial instability
When lending, banks expect
returns from the debtor’s income.
As the ratio of debt servicing to
income increases, so does the
debtor’s riskiness. In good times,
economic actors are prone to build
up leverage. However, the higher
the leverage, the smaller the shock
necessary for debtors to fail to meet
their debt servicing commitments.
High leverage built up in good times
leads to instability (Minsky, 1992).
At the macroeconomic level,
gross domestic product (GDP) is a
good proxy for aggregate income,
while the leverage of the economy as
a whole can be measured as the ratio
of private sector credit to GDP. A rise
in this indicator indicates an increase
in the average relative indebtedness
of economic actors. The Basel III
accord developed by the Bank for
International Settlements seeks to
measure the financial cycle through
the fluctuations in - or deviations
from the trend of - precisely this

indicator (BIS, 2010). If the creditto-GDP ratio persistently deviates
from its trend in a positive direction,
so that credit steadily grows at a
faster rate than income, it suggests
overlending and thus could signal a
risk.
The dangers of a high creditto-GDP ratio are also confirmed by
empirical research, because a rise
in leverage can be observed before
most financial crises. The majority
of crises are “credit booms gone
bust” (Shularick & Taylor, 2012),
as attested by historical analyses
going back centuries (Kindleberger
& Aliber, 2005; Reinhart & Rogoff,
2009). Empirical analyses examining
financial crises also highlight
lending as the most important factor
(Borio & Lowe, 2002; Drehmann &
Juselius, 2013; Borio, 2014; Alessi
& Detken, 2018), with overlending
especially harmful when coupled
with the evolution of asset price
bubbles.
In summary, too much credit eats
up the income of economic agents,
just as too many cattle exhaust the
resources of the pasture. Experience
has shown that too much credit
relative to income often leads to
a banking crisis. Of course, it is
important to determine what amount
of credit is too much. One difference
compared to a textbook tragedy of
the commons, which is practically
an n‑person prisoner’s dilemma, is
that while every new animal grazing
the pasture reduces the position
of the other herdsmen, lending is
not harmful up to a certain point,
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and in fact can have a particularly
positive effect on economic growth
(Levine, 2005). Nevertheless, it is
not different from a real-life tragedy
of the commons: in reality, sending
out new cattle does not create
negative external factors up to a
certain number of livestock, as the
pasture usually provides enough
food for more animals to reach
their maximum size for slaughter .
In reality, the pasture only becomes
saturated beyond a certain point,
when the negative external factors
take hold, in the same way as
overlending in the financial system.

Overlending can have a
disastrous effect on the
whole financial sector and
the wider economy
Banking crises are costly.
According to Laeven and Valencia’s
database (2018), the median loss
in output due to systemic banking
crises between 1970 and 2017 was
23 per cent; (meaning that at the end
of the third year following the crisis,
actual GDP had a cumulative lag of
this amount behind the estimated
GDP value estimated based on the
pre-crisis). The highest median
share of non-performing loans on
banks’ balance sheets was 26 per
cent. Fiscal costs directly related
to the restructuring of the banking
system amounted to 9 per cent, or
net 6 per cent of GDP. Management
financial crises in the broader sense
also entails costs, which increases
government
debt,
potentially
leading to a sovereign debt crisis

(Reinhart & Rogoff, 2011; Acharya,
Drechsler, & Schnabl, 2014).
Systemic banking crises also
have a detrimental effect on the
players in the financial system. In
the wake of the 2007–2008 crisis,
multiple institutions failed or were
forced into mergers or acquisitions
to avoid bankruptcy.

Banks are able and eager to
lend during booms
Although
macroeconomics
textbooks tend to present banks as
mere intermediaries, banks do not
in fact lend out deposits: on the
contrary, they create deposits by
lending (McLeay, Radia, & Thomas,
2014; Werner, 2014; Ábel, Lehmann,
& Tapaszti, 2016). If a bank finds
an opportunity for lending that
is profitable enough (or at least
appears to be), it can conclude the
deal even in the absence of the
necessary liquidity and then turn
to the interbank market or the
central bank for funds. Of course,
this does not mean that banks can
create an infinite amount of loans
(money). The development of
lending and bank balance sheets
is also constrained by prudential
regulation (Xiong, Wang, Wang, &
Stanley, 2020). It is no coincidence
that the techniques and innovations
that financed the credit boom before
the US subprime crisis partly sought
to circumvent precisely these
limits, such as securitisation. An
interesting parallel with commonpool resources is that in tragedyof-the-commons situations related
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to natural resources, these are
often depleted by rapid advances
in technology; for example, when
a lake’s fish stock is exhausted
due to the sudden appearance of
motorboat fishing (Ostrom, 2000).
Innovations in banking allowed
credit institutions to encumber the
income of private sector players
with debt faster than before.
Banks can create too much
credit, when the level is seemingly
warranted by individual bank
strategies to bolster profitability
prospects. In this context, what are
the factors which can prompt banks
to fuel overheating during a credit
boom?

Competition, innovation,
and market pressure
Banks strive to innovate, secure
new markets and move ahead of
their peers. In the US, one such
innovation was the servicing of a
huge number of subprime debtors
which spread the resulting debt
through
securitisation.
Other
institutions were forced to adopt
successful strategies, or those that
temporarily seemed to be so, in
order to avoid losing market share.

Conformity, groupthink, and
peer pressure
Another
important
factor
is the imitation or conformity
observed
among
institutions
and experts. Conformity is not
exclusive to financial companies;
it can be observed anywhere in the
economy. Warren Buffett refers to

these “lemming-like tendencies”
as an institutional imperative,
during which “the behaviour
of peer companies, whether
they are expanding, acquiring,
setting executive compensation
or whatever, will be mindlessly
imitated” by market participants
(cited in Hagstrom, 2005, p. 97).
This is because corporate leaders
are “unwilling to look foolish”
and fall behind other firms, even
if these competitors “are heading
to the sea” in the medium term.
The same is stressed by Lámfalussy
(2008), clearly in relation to the
financial system: “the greater the
competition, especially by famous
competitors, the stronger the urge
to use the behaviour of the majority
as a benchmark to measure manager
performance. An error committed
by everyone is considered less grave
than a ‘lonely’ one” (Lámfalussy,
2008, p. 91).

Executive payments
Prior to the subprime crisis,
volume-based
compensation
packages rewarding short-term
performance were widely used.
DeYoung, Peng, and Yan (2013)
point out that bank executives
whose compensation depended
more on the volatility of the bank’s
share price (i.e. those whose
compensation packages included
a large share of stock options)
were more likely than their peers
to engage in riskier and more
innovative activities to boost
profits.
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Soft budget constraint and
moral hazard
Moreover, risky decisions had
asymmetric
consequences:
in
a boom, the profits went to the
financial institution’s employees
and shareholders, while the bill
was often picked up by the state
and ultimately the taxpayer after
risks surfaced and financial strains
appeared,. This “too big to fail”
attitude resulted in a soft budget
constraint for financial institutions
(Kornai, Maskin, & Roland,
2003), thereby contributing to
the distortion of banks’ behaviour
through the changed consequences
(“payoffs”) of their decisions.

A failure of coordination,
not ethics
The factors discussed above all
reduce clarity in terms of ethics
during a credit boom. The negative
consequences
of
individual
lending decisions do not appear
immediately, while their positive
effect is clear. During a boom, it is
the avoidance of risky lending that
can be viewed as unethical by the
bank and its employees. This is
because the institution would deny
the realisation of debtors’ “dreams”
in a market where the economic
outlook and the availability of
funds seem to support it. For
example, in the years leading up
to the subprime crisis, 12 million
Americans purchased their own
homes (Gramlich, 2007) and many
of them were able to later service
their debts.

Despite
the
subsequent
economic meltdown, the ethical
consequences of a decision are
difficult to assess, even at the micro
level. Banks and bank administrators
cannot necessarily be expected to
assess macro-level consequences, as
these are also difficult to measure
(de Bruin, 2018).
However, this paper does
not focus on micro-level ethical
problems in financial crises. Instead,
it concentrates on the relationship
between
individual
financial
institutions and the financial
system as a whole. This connects
it to several earlier studies. Herzog
(2017) discusses the “public good”
issues of sectors with competing
companies,
underlining
that
firms are in strategic interaction,
to employ a term from game
theory. Herzog (2019) specifically
examines the systemic harm
caused by banks, concluding that
individual institutions disregard
social interests, due to epistemic,
motivational and coordinational
reasons. Moggia (2021) analyses
the systemic issues in the CDS
market and reaches a similar
conclusion when noting that
consideration of moral aspects is
difficult for individual institutions
for three reasons. First, the ethical
assessment of probabilities is
problematic in itself, creating a
“problem of paralysis” and “problem
of fairness” (see also Hayjenhelm
& Wolff, 2011); second, in most
cases the influence of individual
market participants on system-wide
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stability is marginal; and third,
market participants have limited
knowledge of the system-wide
consequences of their actions. De
Bruin (2018) also concludes that
nobody can be blamed for largescale events such as financial crises.

vacuum can easily be filled by a
competitor, thereby rendering the
efforts of the former superfluous.
Under such circumstances, the
strategy of lending may dominate
over the strategy of non-lending
(Figure 1).

The dynamics of the tragedy
in banking

In the chart below, the inner
rectangles detail the motives
of individual banks, while the
outer rectangles describe the
state of the system. Under certain
circumstances, specific institutions
always find it worthwhile to open
up towards risky debtors, regardless
of the lending practices of other
banks. Outcome II is better than
Outcome I, and Outcome IV is better
than Outcome III. Risky lending
dominates over prudent behaviour.

These findings are completely
consistent with the analysis in this
study. The tragedy of the commons
is a metaphor for situations where
individual players (“any bank”)
typically cannot break out on their
own, because even if they made a
cooperative decision, it would not
have a clear-cut positive outcome
for the system as a whole. If a bank
decides to cut its credit supply
during a credit boom, the resulting

It is no coincidence that in order to

Figure 1. Financial instability as a tragedy of the commons during a
credit boom
Other banks lend only to
low-risk borrowers

”My bank”
lends only to
low-risk
borrowers

”My bank”
lends to more
risky
borrowers

The financial system is stable,
banks do not lend to risky
customers.

Other banks lend to more
risky borrowers

The seemingly successful strategy
starts to spread within the sector,
benchmark profitability increases,
as does systemic instability.

I.

In focus: micro-level moral
problems

The institution lagging
behind loses market share,
while it is affected by risks
stemming from the
increasing instability

II.

The „innovator” bank
dominates new markets by
easing its credit standards.
Profitability and market
share increases.

The system remains instable,
even if some prudent bank
stops lending more to risky
borrowers.

Since only a handful of banks lend
to risky borrowers, there is no
systemic risk.

III.
IV.

The financial system become
vulnerable and the possibility of a
financial crisis increases.

Source: Author’s compilation.
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overcome the issue of coordination,
Herzog (2019) suggests the creation
of “associations” in which market
participants and regulators can
identify market failures and agree
on the forms of behaviour to be
avoided. Ostrom (1990) also points
out that a large portion of commonpool resource issues can be solved by
participants themselves; for example
through
non-state
institutions
established by them, such as the
associations proposed by Herzog.
However, the author believes
that this suggested solution is
problematic in several respects for
bank lending. First, the market
has too many participants, and
the above-mentioned “internal”
solutions are mostly able to work
with smaller communities. Second,
there are typically many different
interpretations of the factors creating
a credit boom (Shiller, 2019), so
not everyone may associate the
developments
with
instability.
Third, communication, mutual
decisions and “cooperation” among
competitors is closely watched
by the competition authorities,
and therefore cooperating market
participants are likely to face
penalties.
If we accept that the emergence
of a financial crisis can be considered
a market failure out of which
individual institutions find it difficult
to escape, regulators are responsible
for addressing this failure. However,
this raises other dilemmas of a truly
ethical nature.

Debt cap rules and ethics
Regulators have done much in
recent years to manage the failure in
coordination discussed above. The
existing rules on banks have been
tightened, and several new, so‑called
macroprudential rules have been
introduced. These partly serve to
prepare banks to weather systemic
risks and include countercyclical
capital buffers, capital conservation
buffers, and liquidity rules. They
are also partly designed to prevent
the over-indebtedness of borrowers,
especially households.
The debt cap rules used to achieve
these goals can take many forms.
For example, they can regulate the
loan amount relative to the value
of the property to be purchased
(the loan‑to‑value rule), thus
effectively prescribing a minimum
own contribution for future debtors.
They can also establish constraints
in relation to debtors’ income,
such as by capping the ratio of
instalments and monthly income
(the payment‑to‑income rule) or of
income and the loan amount (the
loan‑to‑income rule).
These
rules
considerably
enhance the system’s financial
stability. They are tantamount to
placing restrictions on the herdsmen
in the tragedy of the commons
regarding the maximum number of
cattle allowed on different parts of
the pasture, thereby addressing the
issue of coordination. Individual
constraints on herdsmen can prevent
the overuse of the pasture, just as
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debt cap rules can prevent a certain
amount of income from being
burdened by too much leverage.

shows a schematic estimate of
the number of people within the
population of the EU who could take
out a loan to finance the purchase
of a 50‑square metre home in the
capital of their country, given various
payment-to-income (PTI) limits. The
countries are highly heterogeneous
from this perspective, since the
calculation is influenced by income
inequalities, the typical composition
of households, the housing loan
rates characteristic of the countries
and property prices in the capital.
Our simple calculations show that
if a macroprudential regulator sets
the PTI cap at 40 per cent instead
of 60 per cent, that may exclude
close to 20 per cent of households
from purchasing their desired home.
Regulation has an even greater effect
in the central and eastern European
region. Of course, this is an extreme

Unintended consequences of
the regulation
However, one adverse side effect
is that the rules determine at the
same time whom to exclude from the
credit market or its specific segments.
Depending on their form, debt
cap rules determine the maximum
loan amount for a specific level of
income, indirectly determining the
maximum size and quality of the
properties that debtors can plan to
purchase. The loan-to-value rules
govern the size of a borrower’s own
contribution, thus determining the
number of years he or she will need
to save before buying a given home.
What does this mean for example
in the European Union? Figure 2

Figure 2. Share of households which can afford a 50‑square metre flat in
the capital financed from borrowing, with different PTI limits
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scenario, with credit terms which
are in part arbitrarily selected. They
would only be realistic if banks were
willing to lend at any PTI limit, and
the only restraint on borrowing was
regulation.

of the given decile (for example, at
the 10th percentile in the 1st decile),
with the exception of the top decile,
where the income of the decile
members was assumed to be the
income at the 95th percentile.

The calculations in Figure 2
were based on average prices per
square metre in the capitals of
individual countries. The author
examined the number of households
which can pay the instalments of a
30‑year loan with an LTV of 70 per
cent in the context of the average
housing loan rates in individual
EU countries and the income
distribution of households in the
given country (down to deciles),
while also respecting the various PTI
limits. All household deciles were
assumed to have income at the top

The LTV limit influences the
time necessary for the borrower to
accumulate their own contribution
for the home purchase. Examining
the issue with regard to the
European Union: Only 34 per cent of
households could accumulate their
own contribution for purchasing a
50‑square metre flat in their country
in less than four years with an LTV
limit of 50 per cent, assuming that
they saved all of their income for this
purpose . With an LTV of 70 per cent
this share was 63 per cent, and with
an LTV of 90 per cent it was close to

Figure 3. Time necessary to accumulate one’s own contribution for purchasing a 50‑square metre flat in EU capitals, with different LTV limits
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100 per cent (Figure 3).
Figure 3 shows the distribution of
EU households based on the number
of years it takes them to save all of
their income to accumulate their
own contribution for purchasing a
50‑square metre flat in the capital.
The same weighting applies to
income distribution as in Figure 2.

The dilemma
A large portion of the debtors
excluded due to debt cap rules
could make payments and the
income of many of them would
not contract considerably even in a
subsequent recession. However, it
is difficult to identify these debtors
precisely or who would fail to
qualify, using currently available
information. Banks and regulators
use probability models to estimate
default rates, but in the case of
households these provide useful
information for the population (the
portfolio) as a whole rather than for
individual households. Therefore,
macroprudential
regulation
inevitably excludes some debtors
who would be eligible for loans,
because it is safer for the system
overall if loans are not extended to
them.
The above calculations are
admittedly schematic and arbitrary,
but they highlight the problem:
depending on the calibration of debt
cap rules, certain social groups are
excluded from the credit market or
they need to settle for smaller loans
and homes. This is despite the fact
that many households should be

more indebted based on expected
future income. For example,
the problems detailed above are
particularly difficult for young
adults, as their income is generally
the lowest, while their expected
wage growth is among the highest,
and the amount of available savings
(their own contribution) is also
typically low. According to the lifecycle/permanent income hypothesis
(Modigliani & Brumberg, (1954)
and Friedman (1957)), they
should expand their consumption
and investments with substantial
borrowing.
Since this is essentially a
probability issue, rights-based ethics
offer little guidance in its assessment
(see Moggia, 2021). These ethics can
better decide yes‑no questions; for
instance, is it ethical to offer loans or
not? However, they cannot provide
an adequate answer as to whether
30, 40, 50 or 51 per cent is the
ethical limit for the PTI. The choice
of the regulatory limit is inevitably
arbitrary, and it is almost certain
that some debtors will be excluded
“without grounds” from among
those eligible for loans. In fact, the
missing (but not risky) borrowing
also reduces economic growth and is
thus harmful to society.
Ethics based on a cost–benefit
analysis is more useful for such
problems. This approach still has
problems, such as the problem
of fairness (Moggia, 2021). From
the perspective of outcome‑based
ethics, it is clearly easier to argue
that introducing rules is positive
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and ethical, as although it excludes
some people from accessing the
appropriate loans, it saves society
from a much greater “utility loss”
by preventing financial crises. But
here the question also arises as to
what extent the economic benefits
can be aggregated with the utility
caused by the “happiness” of the
people acquiring their own home.
Our models can only capture the
former: they can examine whether
one unit of additional lending is
probably harmful or beneficial for
the economy, taking into account the
effects on GDP.
In short, a merely theoretical
approach will probably not determine
the ethical level of debt cap rules.
There is, however, something that
can definitely be done: people
who are the “exceptions” can be
identified, who may violate the rule
without affecting the systemic risk
but still increasing their own utility.
Overall, undifferentiated debt cap
rules point in the right direction,
but we should still think about
enhancing them and improving the
trade-off between financial stability
and inclusion.

Outlook – how to improve?
The author does not wish at all
to suggest that the introduction of
debt cap rules was misguided. These
rules ensure the stability of the entire
system, making them particularly
useful in preventing future financial
instability. However, the same rules
have unintended consequences,
and one should consider how to

improve their management, without
undermining their original purpose.
I believe that this is the best way to
resolve, or at least ease, the ethical
dilemma described above.

Be better at finding those
who actually default
Debt cap rules are necessary
because it has detrimental effects
on the entire system if loans are
disbursed to too many debtors with
an overstretched income. However,
it would be easier to determine
whom to exclude from lending, and
who was eligible for larger loans
despite their current low income
or wealth if more information were
available on the debtors who will
not be able to make payments,
rather than general statistical data
for households as a whole or certain
parts of it. Probability of default
(PD) models constantly evolve,
and the databases that can be used
are also expanding. This allows the
default risks of individual debtors
to be assessed more accurately, even
using alternative methods besides
traditional credit scoring (see for
example, Berg, Burg, Gombovic, &
Puri, 2020). The state also has a role
to play here in maximizing the data
and databases that are available to
lenders to make the assessment of
credit risks increasingly accurate;
for example, by expanding the
information available in credit
registers.
Of course, this is only useful up
to a certain point. The information
that can potentially be collected

DEBT CAP RULES AND ETHICS: BALANCING STABILITY AND INCLUSION

142
on debtors is vast, but privacy
considerations raise other serious
ethical issues.

Make better estimates of the
optimal level of debt cap
rules
To balance the beneficial and
detrimental effects of lending, it
is vital to gain an accurate picture
of the exact limit that prevents the
evolution of financial instability
while minimising the unintended
consequences of the regulation.

Enable and support costreducing innovations
In the context of sufficiently
intense competition, the reduction in
the costs of financial intermediaries
is also reflected in falling prices (i.e.
interest rates). Other things being
equal, lower interest rates allow a
wider group of society to access the
desired loans. The innovative firms
and solutions that appear in lending
can thus significantly expand
financial inclusion.

Use other tools to
compensate excluded
potential debtors who
nevertheless pose a lower
risk
If social groups can be identified
where debt cap rules make
borrowing especially difficult even
though the long-term risk of the
group is lower, the exclusion of
these households from the credit
market can be mitigated by other
government instruments. Possible
solutions include state subsidies

such as financial guarantees on own
contributions for young employees,
interest subsidies or making the
cost of borrowing tax deductible.

Differentiate between debt
cap rules
Social groups which maintain a
lower risk profile even with higher
PTI and LTV limits should be
identified and supported, and they
should be allowed to borrow more
freely. Young people who are firsttime home buyers could receive
financial loan support, as is the
case in several EU member states.
For example, a higher LTV can be
used for first‑time home buyers in
Finland, Ireland, Malta and Romania
and in the Czech Republic and
Estonia, even without specifying a
social group and only determining
a specific share of banks’ portfolio
(ESRB, 2020). In the latter case, it is
the banks’ responsibility to identify
the debtors who do not pose
extreme risk even with a higher LTV.
However, this option is capped.
In conclusion, this study
argues
that
the
lending
activities of individual banks
sometimes follow the logic of a
tragedy‑of‑the‑commons situation,
and that the emergence of financial
instability is a coordination issue,
rather than an ethical one. After
the 2008 financial crisis, regulators
took several steps to prevent the
evolution of similarly devastating
crises in the future. Debt cap
rules effectively limit the debt
accumulated by private sector

FINANCE & THE COMMON GOOD/BIEN COMMUN

143
actors, keeping it at a healthy level relative to income. However, these rules
also exclude parts of society from borrowing who could be good debtors and
would not significantly increase systemic risk.
It is our shared responsibility to find these groups and strike an even
better balance between financial stability and financial inclusion. •.
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When assuming the position of
President of the European Central
Bank (ECB), Christine Lagarde decided to perform a strategic review
of monetary policy as one of the first
objectives of her term. The review
aimed to take account on the ECB’s
agenda of the social and climate
challenges faced by European society. According to Lagarde, the ECB
should join forces with European
institutions to counteract the threats
of the 21st century, such as climate
change and social inequality. This is
because financial markets bear joint
responsibility for building a sustainable development economy that
reconciles economic interests with
social responsibility.

tal and maximising profits at some
acceptable level of risk. The realisation that there is an ethical dimension to the activities of market
actors, where acting for the higher
and general good may conflict with
financial self-interest, testifies to
significant qualitative changes in
the world of finance. These changes
are all the more meaningful because
ethical reflection on the activities of
market actors is not only stimulated by mounting social pressure for
qualitative changes, but also because
the actors themselves are increasingly aware of the need to encourage
financial institutions to engage in
global efforts to promote sustainable
development.

Social responsibility is something
relatively new when speaking of
financial markets. Markets have
always been a place for raising capi-

This increased awareness among
investors, who are more and more
interested in how the capital they
lend will be used, indicates the
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emergence of an ethical debt market. Their involvement in the promotion of a sustainable economy
puts an extra pressure on issuers to
use the funds obtained in a socially
responsible manner. Ethical debt
instruments raised in this way oblige
issuers to spend their loan facilities
on objectives which are socially or
environmentally positive for society.
Thus, the benefits of such instruments are reaped not only by investors in the form of coupons, but also
by the whole of society; for example,
by enjoying cleaner air or better access to education.
The market for ethical debt
securities has gained momentum
in recent years. The green bonds
market is by far the most popular,
with a total value of issued bonds
exceeding $1 trillion in 2020.
Among EU countries, Poland was
the first to issue green bonds. Soon
other countries followed, including
France, Belgium, Lithuania, Ireland,
the Netherlands, Hungary and Germany. Another ethical debt instrument is sustainable development
bonds. Funds raised from these
instruments are allocated in accordance with the United Nations Sustainable Development Goals (SDG)
which aim to achieve “a better and
more sustainable future for all”.
These goals include, for example,
clean water, education, and climate
action. Ethical debt instruments also
include ESG bonds, where the issuer
undertakes to spend the acquired
capital to promote the environment,
social responsibility and corporate

governance; blue bonds, intended
to finance projects aimed at saving
aquatic life and water quality; vaccine bonds, supporting the distribution and promotion of vaccines to
help prevent mortality in children
up to five years of age. In addition,
there are many other bonds devoted
to financing “local” ethical goals: for
example, Tobacco Control Social Impact Bonds, which support Zambian
farmers in transition to alternative
crops; Rhino Impact Bonds, which
finance the protection of endangered species; and Youth Employment
Bonds, which support employment programmes for young people
unemployed for at least one year.

The ECB as a bond market
actor
In recent years, central banks
have become the key actors in the
debt market, running bond purchase
programmes all over the world. In
Europe, the ECB has launched the
Asset Purchase Programme (APP) to
purchase debt securities on the secondary market. The securities purchased are issued both by state treasuries within the euro area under the
Public Sector Purchase Programme
(PSPP), and by the private sector
under the Corporate Sector Purchase
Programme (CSPP), the Asset-Backed Securities Purchase Programme
(ABSPP), and the Covered Bond
Purchase Programme (CBPP). The
PSPP constitutes the largest part of
the APP, representing more than 80
per cent of the total market. Originally intended to be only a tempo-
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rary instrument for extraordinary
interventions, the APP has become a
permanent tool of the ECB’s monetary policy, alongside such standard
instruments as interest rates or open
market operations (OMO).
Under Christine Lagarde, the
ECB has declared its readiness to
help combat climate change. The
bank conducts economic analyses to
assess the impact of climate change
on the stability of market prices and
the financial system, and monitors
how the euro zone banking sector
manages climate risks. These initiatives are supposed to accelerate the
identification of threats that climate
change may inflict on the financial
system. On 25 January 2021 Lagarde
announced the appointment of a special internal ECB task force to assist
the advancement of the green agenda
across the euro area. The ECB is also
a member of the Network for Greening the Financial System (NGFS).
Within the network, which includes
other central banks and financial
regulators from five continents, the
ECB supports the transition towards
a low-carbon economy.
These actions are important, increasing awareness among market
participants and fostering the development of ethical financial instruments. Nonetheless, they limit the
ECB’s role to that of a “commentator” on the market situation which
forecasts, analyses, evaluates and
supervises, but does not actively
create the market. Meanwhile, the
unprecedented demand for bonds
that the ECB generates through the

APP determines price formation on
the secondary market and gives the
bank real power to shape the market.
This essay examines the power of
the ECB to steer demand for bonds
towards ethical debt instruments in
order to make a real contribution to
the development of an ethical debt
market. First, the legal and economic context in which the ECB currently operates will be discussed, to
establish the legal basis and the economic rationale for focusing its purchase programme on ethical bonds.
Next, two scenarios will be considered for a targeted purchase of ECB’s
ethical bonds: under the current
APP and under a separate, dedicated
purchase programme. Finally, the
current legal situation of the ethical
bond market and the role of the EU
in the ECB’s ethical bond purchase
action will be outlined.

Legal context of the ECB’s
purchase programmes
Primary law makes the European
System of Central Banks (ESCB) responsible for conducting monetary
policy. Article 127 of the Treaty on
the Functioning of the European
Union (TFEU) states “the primary
objective of the European System of
Central Banks ... shall be to maintain
price stability”. However, the article
continues: “Without prejudice to the
objective of price stability, the ESCB
shall support the general economic
policies in the Union with a view to
contributing to the achievement of
the objectives of the Union as laid
down in Article 3 of the Treaty on
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European Union”. The goals listed in
Article 3 of the Treaty on European
Union (TEU) include among others
“balanced economic growth ..., [a]
social market economy aiming at ...
social progress and a high level of
protection and improvement of the
quality of the environment”. It follows from the two treaties that while
the main activities of the ECB are
focused on maintaining price stability in the euro area, the bank also
supports other Union policies, such
as sustainable growth, social progress and improving the quality of
the environment. Consequently, promoting the development of a market
for ethical social and environmental
bonds is not only a wise choice by
the ECB but also its duty.
The powers granted to the ECB
are considerable. Enjoying substantial autonomy, due to the relatively
limited number of treaty provisions
governing its operation, the ECB
has been able to design a new, nonstandard instrument to advance its
monetary policy, the APP, which was
not originally foreseen. The primary
task of the ECB is to monitor price
stability, as provided for by Article
127 TFEU. To meet this task, the
ECB has various instruments, such
as the system of minimum reserves
or open market operations. Under
open market operations, “the ECB ...
may operate in the financial markets
by buying and selling outright ...” At
the same time, Article 123 (1) TFEU
stipulates that “the purchase directly
from [Member States] by the European Central Bank ... of debt instru-

ments ... shall be prohibited”. The
combination of these provisions has
allowed the ECB to create an instrument of “operations in the financial
markets by buying” sovereign bonds
“not directly from the Member
States”, i.e. on the secondary market,
in order to achieve a better transmission of monetary policy, thus achieving price stability.
The framework of the programme is entirely determined by
the ECB. The bank sets its volume
through the rate of monthly purchases and the proportional distribution of purchases among countries,
based on the so-called key for capital subscription. In addition, the
ECB determines purchase limits in
relation to the issuer and a specific
security, and limitations on the execution of purchases. The ECB has resolved that, with regard to the PSPP,
a certain minimum and unspecified
period must elapse from the issuance
of bonds until the possibility of their
purchase by the ESCB, the so-called
blackout period; this is to prevent
the ECB from having any influence
on price formation in the primary
market. The ECB also only publishes
data on total purchases at an aggregate level. This set of self-limiting
measures by the bank is to guarantee
the programme’s compliance with
Article 123 (1) TFEU.

Controversies around the
ECB’s purchase programmes
However, concerns about the lawfulness of the purchase programme,
especially in its public part, have
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been regularly raised since its onset.
The German Federal Constitutional
Court requested the Court of Justice
of the European Union (CJEU) to
investigate a possible breach by the
ECB of its mandate and of the prohibition on financing the EU member states. On 11 December 2018,
the CJEU confirmed the monetary
nature of the PSPP and thus its legal
validity. In justifying its judgement,
the CJEU found that because the
injection of liquidity provided by
the PSPP to the private sector facilitates credit provision to the euro
area economy, supporting in this way
aggregate consumption of firms and
households, the higher expenditure
thereby stimulates price growth and
ultimately contributes to achieving
the ECB’s inflation target. It follows
that the purpose of establishing the
PSPP is price stability and therefore
it falls under the ECB’s mandate.
The opinion of the CJEU is extremely important for considering the
role that the ECB could potentially
play in advancing an ethical debt
market. The CJEU’s decision means
that the basis for the validity of the
purchase programme is its goal. The
programme is legally valid because
it seeks to improve the transmission
of the ECB’s monetary policy and,
consequently, achieve price stability. It follows that the pursuit of any
other goals, such as support granted
to member states or, in the context of
this discussion, facilitating the development of an ethical debt market,
cannot invalidate the programme.
At the same time, the CJEU

acknowledged the lawfulness of
the programme only “as is,”: specifically, in the form in which it was
presented to the court, with all the
underlying guarantees mentioned
above. This point was stressed by
the Advocate-General of the CJEU,
Melchior Wathelet in his opinion
on the judgement: “The validity of
a programme such as the PSPP is
therefore dependent on the guarantees surrounding it”. A different
programme structure, or any subsequent modifications to its form,
such as linking purchases with the
ethical nature of securities, could
therefore potentially result in a negative assessment of its validity by the
CJEU if the programme’s ultimate
goal was no longer monetary.
The above analysis demonstrates
that the validity of the purchase
programme rests on its monetary
nature. However, beyond the programme’s legal validity, a question
also arises about the purpose of purchasing ethical debt instruments. Is
the ECB able to have a real impact on
the development of an ethical debt
market through its ethical securities
purchase programme?

The relevance of securities
purchases to an ethical debt
market
The ECB is already purchasing
green bonds under both the public
and the private components of the
APP. The exact volume of purchases
remains unknown, because the
ECB does not disclose statistics on
specific securities and only publishes
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aggregates for a given month, due to
the as-yet modest size of the market.
In the case of the public sector,
green bonds still only account for
around 1 per cent of the euro area’s
entire sovereign bond market.
The ECB’s green bond portfolio is
consequently small, and analyses
show that covering these bonds
through the purchase programme
has already contributed to falling
yields, increasing the issuance of
such bonds by the non-financial
sector. For example, the trajectory of
green corporate bond yields before
and after the launch of the CSPP
programme on 10 March 2016 shows
a clear narrowing of the spreads
between green bonds and reference
bonds. The demand driven by the
ECB has enabled issuers to finance
their green spending at a lower cost,
thus providing a stimulus for a more
active engagement in environmental
projects.
Despite the fact that the ECB
already purchases green bonds
under the APP, the framework of
the programme does not provide
for any declarative environmental
or social objective. The purchase of
green bonds by the ECB is therefore
carried out as a “side effect”, because
these bonds made it to the basket
of securities that were available
for purchase. In fact, one of the
distinguishing features of the APP is
its multilateral neutrality. In the case
of the PSPP, it is primarily expressed
through proportional purchases
made
among
EU
countries,
corresponding to their share in the

ECB’s capital – the “key for capital
subscription” mentioned above. In
the case of private sector instruments,
purchases of green bonds are aligned
with the availability of securities
across different business domains
and ratings. Other attributes of the
APP that testify to its neutrality
include purchases along the entire
yield curve, adjusting the size of
its programmes proportionally to
demand and to regular inflationadjusted revisions in line with the
inflation target. The wide range
of criteria is intended to allow for
flexibility regarding the available
instruments. Yet it also means that
the APP does not discriminate, either
positively or negatively, on the basis
of the ethical or non-ethical nature
of traded securities.
Against this background, the
question arises whether the ECB
could “stitch” ethical bonds into
its purchase programmes in such a
way as to contribute to supporting
the development of an ethical debt
market. In other words, does the ECB
have the capacity to make ethical
debt a point of interest for securities
purchase programmes? There are
two options for combining the
ECB’s purchase policy with ethical
bonds: either under the existing
APP or under a new programme
devoted exclusively to ethical debt
instruments.

Purchase of ethical bonds
under the APP
In order for ethical bonds to
make their way into the APP and
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have a specific purchase percentage
allocated, it would in the first place
have to be technically feasible. As
mentioned earlier, the PSPP is the
largest of the APP’s schemes. Despite
the positive trend of issuing ethical
debt among European countries,
the market for ethical sovereign
bonds is still relatively small. One
of the main assumptions of the APP
(and one of the main reasons that
the CJEU approved the programme)
is to conduct purchases according
to the capital key. Meanwhile, most
euro area countries have not yet
issued any ethical sovereign bonds.
Due to both these factors, the
even distribution of purchases of
ethical debt instruments among EU
member states is not possible.
Beyond
these
technical
aspects,
in order to link the
APP with ethical debt the ECB
would have to justify that their
purchase specifically supported the
programme’s objective, compared to
the purchase of “standard” bonds.
This objective is “further enhancing
the transmission of monetary
policy, facilitating credit provision
to the euro area economy, easing
borrowing conditions of households
and firms and contributing to
returning inflation rates to levels
closer to 2 per cent, consistent with
the primary objective of the ECB to
maintain price stability”. The ECB
thus justifies the implementation
of the APP on the grounds that the
purchase promises price stability
through better monetary policy
transmission. The question that then

arises is whether the purchase of
ethical bonds has a higher monetary
policy
transmission
potential
than the purchase of conventional
securities and, therefore, deserves a
special place in the APP.
Meanwhile, the ECB’s rationale
for implementing the APP is purely
monetary. Referring to the PSPP,
the ECB explains that “the sizable
purchase volume ... will contribute
to achieving the underlying
monetary policy objective of
inducing financial intermediaries to
increase their provision of liquidity
to the interbank market and credit
to the euro area economy”. The
purchase of securities on the debt
market is intended to increase
liquidity in the financial sector, as
this will further relax borrowing
conditions for the real economy,
meaning for businesses and
households. This relaxation will in
turn contribute to an increase in
consumption and investment, and
thus will translate into an increase in
inflation. The direct objective of the
APP is therefore to provide liquidity
to banks which can then transmit it
into the real economy through their
lending activity, rather than funnel
liquidity into any specific economic
sector. Consequently, the ethical or
unethical nature of bonds does not
have a bearing on the operations of
the APP.
Could the ECB overcome this
problem by designing a separate
debt purchase programme dedicated
solely to ethical debt instruments?
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Purchase of ethical bonds
under a new programme
As noted, any ECB debt
purchase programme must first
and foremost serve monetary
purposes, as confirmed by Article
127 TFEU. A new programme,
under which the ECB would
purchase only ethical bonds, would
therefore have to demonstrate
that the provision of liquidity to
specific sectors of the economy,
related to sustainable, green
or socially responsible growth,
can significantly contribute to
restoring or maintaining price
stability.
In this context, climate change
and social inequalities are not
impervious to the formation
of market prices for goods and
services. Droughts affect the
supply of agricultural crops and
drive prices up. Floods damage
infrastructure and private property
and increase insurance coverage
costs in hazard areas. Global
warming
causes
fluctuations
in energy prices, which are a
constituent of the Harmonised
Indices of Consumer Prices (HICP)
used by the ECB. Overregulation
leads to higher operating costs
for enterprises and, consequently,
higher manufacturing costs. These
short-term volatilities, if not
properly addressed, could have
long-term effects on inflation
growth, as Lagarde has cautioned.
Given the above, the purchase
of ethical debt instruments aimed

at preventing such environmental
or social effects and thereby
counteracting
inflationary
pressure, has a monetary dimension
and thus falls within the scope of
Article 127 TFEU. Consequently,
the ECB has legal grounds to
purchase ethical bonds, alongside
conventional bonds under the APP,
not only “incidentally” but also to
cover them intentionally through
some of its purchase schemes.
The ECB itself contends that
unfavourable social outcomes or
climate change may directly affect
inflation. From this perspective,
Article 127 TFEU provides that the
ECB has not only the option but
an obligation to take preventive
action. For example, at the end
of 2018 the markets expected
the APP to come to a close, and
hence awaited a general reduction
in demand for bonds. The bond
yields, including those on green
bonds, began to increase and the
issuance of new bonds became
less attractive to the issuers, as
they were forced to pay higher
interest on the new instruments.
Anchoring interest rates on ethical
bonds at a lower level (had the
ECB continued to purchase them)
would have encouraged issuers to
channel their cheaply raised capital
into ethical investment projects.
The development of an ethical debt
market would thus have received
significant support by focusing the
purchases on ethical bonds under a
separate programme, independent
of the current general market
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conditions, but determined by the
relevance of ethical areas of the
economy for price formation.

Precedence of the ECB’s
special purchase programmes
In fact, it would not be a novelty
for the ECB to establish a special
purchase scheme of this type,
launched with the specific aim of
intervening to counteract undesirable
developments in price formation. In
response to the COVID-19 epidemic,
the ECB devised a temporary
Pandemic Emergency Purchase
Programme (PEPP) that structurally
mirrored the APP. The goal of the
PEPP was to counter serious threats
to the monetary policy transmission
mechanism caused by the epidemic.
The ECB responded to a specific
threat – the epidemic – which had
implications for the transmission of
monetary policy and, consequently,
for price levels. Similarly, an ethical
asset purchase scheme would seek to
support specific, ethical changes in
the economy, thereby improving the
transmission of monetary policy and
managing price formation.
Despite the special nature of the
PEPP, its structure resembles that
of the APP, with the validity of the
public component confirmed by the
CJEU judgement discussed above.
In particular, the PEPP is managed
by the capital key, meaning that it
maintains the proportionality of
purchases with respect to issuers,
which is particularly relevant when
purchasing sovereign bonds, given
that the ECB is prohibited from

directly financing EU member states
under Article 123 (1) TFEU. If the
ECB were to purchase ethical bonds
(which still have relatively low
liquidity, with some EU countries
yet to issue them), it would not
be able to do so while respecting
the capital key. Therefore, it would
be unclear whether a programme
driven by the character of the bonds
while remaining.selective as regards
issuers could be consistent with
the ECB’s mandate, since it would
fail to meet one of the basic criteria
of the APP that secured the CJEU’s
approval for the PSPP.
In the past, however, the ECB has
run purchase programmes that were
not aligned with the capital key rule:
for example, the Securities Markets
Programme (SMP), launched in order
to solve the problem of non-liquidity
and dysfunction of the debt markets
in Greece, Italy, Portugal, Ireland,
and Spain; and Outright Monetary
Transactions (OMT), where the ECB
can purchase secondary market debt
securities of countries where the
transmission of monetary policy
is disrupted. OMT remains one of
the ECB’s monetary instruments,
although it has never been used to
date. Both programmes envisaged
an issuer-selective purchase of
sovereign bonds determined by
disturbances in the transmission
of monetary policy and bond
price instability in some European
countries. The CJEU, which had the
opportunity to address the OMT in
its 2015 decision on Gauweiler and
others versus the German Bundestag,
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stated that the specific assumptions of
the programme made it monetary, and
thus the programme could be carried
out, even if it permitted the purchase
of sovereign bonds from only some
European countries.
The CJEU’s approval of the ECB’s
existing practice as regards the
OMT and the PSPP suggests what
elbowroom the ECB would need
to have in order to establish a new
purchase scheme dedicated to ethical
bonds. Apparently, as long as the
programme goal is monetary, with
the purchase aimed at maintaining
price stability, the public part of
the programme does not have to
be aligned with the capital key.
The monetary goal of purchasing
ethical bonds would
justify its
implementation, despite the limited
pool of issuers because of the currently
small size of the ethical bond market.
A programme designed in this way
would not violate the principle of
neutrality because, as in the case of
the SMP and OMT, such purchases
would not aim to support specific
private issuers or member states
financially but would be motivated
by monetary considerations in
purchasing ethical bonds, regardless
of the issuer. As long as the purchase
was made proportionally in relation
to ethical issuers, the principle of
neutrality would be respected.

Formal definition of the
ethical debt
Although the ECB is already
actively involved in combating
climate change, its action still lacks

an explicit social agenda. This
absence deserves attention because
of the impact of social inequalities
on financial stability. As shown in the
above analysis of the legal context
of the ECB’s operations, the bank
has a legal basis for a new purchase
programme that is separate from
the APP. Such a programme would
focus solely on ethical bonds in
order to generate demand to support
sustainable development investment
and curtail the undesirable impact
of climatic and social phenomena on
price formation.
At the same time, under such a
new scheme, the bonds subject to
purchase would have to demonstrate
unambiguous ethical attributes.
Despite the growing popularity of
ethical debt instruments in recent
years, they have not yet been legally
defined, either in domestic or
supranational laws. The reasons for
this lie in the fact that ethical securities
do not formally represent a new legal
concept of debt securities, whether in
relation to issuer, security, or method
of admission to trade. Instead, they
fit into the legal definitions of the
already existing debt instruments, as
sovereign bonds, municipal bonds,
corporate bonds, covered bonds, and
so on.
To address this problem of
legal definition, the International
Capital Market Association (ICMA)
has proposed the adoption of the
following criteria to determine the
social or green character of a bond:
use of proceeds, meaning whether
the acquired funds, in whole or in
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part, produce social or environmental
benefits, such as promotion of
universal access to food, drinking
water or transport, development
of green buildings, investment in
renewable energy; project evaluation
and selection process, i.e. whether
the issuer clearly communicates
project selection or rejection criteria
to investors; whether the issuer clearly
communicates
project
selection
or rejection criteria to investors;
management of proceeds, meaning
whether the issuer properly supervises
the use of funds obtained from ethical
bonds for the declared purposes; and
reporting, meaning whether the issuer
provides investors with information
on the use of funds in a transparent
and regular manner.
At the EU level, when SURE
(Support to Mitigate Unemployment
Risks in an Emergency) was established
following the COVID-19 outbreak, it
was assumed that the social character
of the bonds reflected the ICMA’s
guidelines. However, the ICMA does
not have sole authority in this area. For
example, when issuing a green bond
in 2008, the World Bank asked the
independent Norwegian think-tank
Center for International Climate and
Environmental Research (CICERO)
to provide a second, independent
opinion on whether the bond had an
ethical nature. Meanwhile, different
rating agencies are involved in the
evaluation of ESG criteria, yet these
ratings are inherently subjective and
often misaligned with other ratings,
due to different methodologies.
Issuers and investors must therefore

cope with guidelines for ethical bonds
which are not standardised and are
often imprecise. Opinions vary over
the correct threshold for determining
whether a bond qualifies as “green”.
Does it require 100 per cent, 50 per cent
or only 20 per cent of raised proceeds
to be allocated to environmental
initiatives? Similar differences exist
over how to measure social benefits.
The absence of legal provisions
formally regulating the green or
social nature of debt instruments
means that the ethical label is not
sufficiently defined and, thus, not
credible, especially if the issuer is a less
prominent entity than an EU member
state or a supranational organisation.
Insufficient clarity in this regard
affects both investors’ assessment of
bond risk and potential yield and the
investment decision itself. The sheer
range of recommendations, guidelines
and market practices is not conducive
to market transparency.
The standardisation of the ethical
bond market is thus a prerequisite
for its further development and an
obligation for the EU regulator. Article
3 TEU states that sustainable growth,
full employment, social progress
and improvement of the quality of
the environment fall within the EU’s
remit. Through the promotion of
social and environmental goals, the
EU assumes an obligation to support
the development of an ethical debt
market.

Defining green securities
The EU is currently working on
standardising the definition of green
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bonds. The aim of the regulation,
which is scheduled for the end of
2022, will be twofold: to reduce
market fragmentation, attributable to
existing market and national practices;
and to combat greenwashing, meaning
products that do not meet basic
environmental standards but merely
“pretend” to be green. This coherent
EU regulation for green bonds
will increase market transparency
and foster investors’ trust, thus
significantly contributing to the
further development of the market.
There is also the question of
how best to regulate the social bond
market. So far, the EU has introduced
an obligation of non-financial
reporting by some large entities “in
order to enhance the consistency
and comparability of non-financial
information ... relating to ... social and
employee-related matters, respect for
human rights, anti-corruption and
bribery matters”. However, there is no

single definition of ESG which, as with
the green bond market, would provide
issuers and investors with a clearer
picture of the criteria and thereby
stimulate further market development.
The EU should therefore start work
on the legal framework of the social
debt market, following the green bond
classification model.
The introduction by the ECB of a
new ethical bond purchase programme
would have to be contingent upon
the development of an EU-wide
classification system for green and
social bonds that would reassure
investors (in this case the ECB) that the
purchased instruments contributed to
the promotion of ethical aspects of the
economy. Once the EU has defined
the legal framework of ethical debt
instruments, the ECB will hold the
full mandate to launch a new bond
purchase scheme focused on ethical
bonds. •
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The role of Central
Securities Depositories
(CSDs) as Financial Market
Infrastructures (FMIs)
Within the financial sector,
there is an array of actors. They
include retail and corporate banking
organisations, payment companies,
wealth management entities, trade
repositories, custodians, securities
settlement systems, and central
banks. Within this diverse ecosystem,
Euroclear Bank and Clearstream,
both based in Europe, operate
as the only international central
securities depositories (ICSDs) in
the world. The Depository Trust and
Clearing Corporation (DTCC) also
plays a major role in this financial
ecosystem, although it is not an
ICSD. These three institutions ’ core
activities are transaction settlement,
asset servicing and collateral

management, in addition to being a
securities repository. Such activities
make them, like all CSDs, a Financial
Market Infrastructure (FMI), which
has been defined “as a multilateral
system
among
participating
institutions, including the operator
of the system, used for the purposes
of clearing, settling, or recording
payments, securities, derivatives, or
other financial transactions.” (BIS
and IOSCO, 2012). This makes
Euroclear or Clearstream. and FMIs
in general, an essential platform
for the market to function and at
the same time, an outcome of the
running of such a market (Aglietta
and Orléan, 2002). As explained
in “Plumbers and Visionaries:
Securities Settlement and Europe’s
Financial Market” (Norman, 2007),
CSDs and FMIs often play the role of
plumbers, meaning that they are not
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really working in daylight, in direct
contact with laymen and customers.
Rather, as an underground network
of plumbing and infrastructures,
they allow the system to run its
activities in the best possible way.
The stability of the international
financial system is based on its
structure and on the smoothness
of the interactions between its
stakeholders (Eichengreen, 2002).
These infrastructures are often
forgotten in the literature on ethics
and finance, which is odd, bearing
in mind the central place that they
hold.

FMIs and Regulations
The role of FMIs, like plumbing
or other infrastructures such as
electricity grids or telecom networks,
is to make sure that the financial
market is working safely and
efficiently (Norman, 2007). This will
generate trust and confidence in the
market and its infrastructure, while
a malfunctioning market would
undermine trust and potentially lead
to a collapse of the monetary system
(Aglietta and Orléan, 2002). Two
different features are consequently
brought into focus: competition and
market power management, and risk
management. These features are
covered by various legal frameworks
and regulations such as the EU’s
Central Securities Depositories
Regulation (CSDR), whose role is to
“promote safe, efficient and smooth
settlement” and the CPMI-IOSCO
Principles, which “provide guidance
for addressing risks and efficiency

in FMIs” (BIS and IOSCO, 2012).
It is clear that “poorly designed
and operated FMIs can contribute
to and exacerbate systemic crises
if the risks of these systems are not
adequately managed, and as a result,
financial shocks could be passed
from one participant or FMI to
others.” (Urbain, 2019). This is why
the CPMI-IOSCO Principles put
a major focus on safety, resilience
and risk-management, as indicated
by Principle 2, on governance
arrangements, and Principle 3,
focused
on
risk-management
frameworks (BIS and IOSCO,
2012). These are in line with the
global movement towards more
accountability and transparency
in the financial sector, notably
emphasised by the European
Market Infrastructure Regulation
(EMIR), the Markets in Financial
Instruments Directive (MiFID) and
other regulations. After the 2008
crisis, regulators put the focus on
robustness and making sure that the
financial system was as stable and
transparent as possible. This focus
sometimes also created tensions and
conflicts between regulators and
FMIs.
In the light of such regulations,
one can say that transparency,
resilience, efficiency and riskmanagement are the cornerstones of
a robust and well-designed FMI. To
make sure that the FMIs are indeed
robust, they are often regulated
and audited by various institutions
such as the European Central Bank
(ECB), the National Bank of Belgium
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(NBB) or the European Securities
and Markets Authority (ESMA). The
effectiveness and efficiency of the
financial market depend on various
actors, which makes it sometimes
difficult to regulate. On the other
hand, it is precisely the number
of actors that allows the system
to be resilient and that safeguards
business continuity, despite (or
because of) a sometimes onerous
regulatory framework. (Kuriata,
2011). The weight and complexity
of these regulations can also lead
to issues such as shadow-banking;
indeed many stakeholders find
some regulations such as MiFID
“excessively complex” (Norman,
2007). The recent collapse of
Archegos
Capital
Management
reveals much about the banking
industry: “Each bank may have felt
comfortable with their exposure
to Archegos, assuming they could
always ditch its positions to cover
themselves. But they failed to
appreciate that if everyone has to
dump tens of billions of dollars worth
of equities, the collateral they may
have embedded in their contracts
is going to be wholly inadequate.”
(Wigglesworth, 2021). The problem
was not the lack of compliance with
the regulatory frameworks but the
lack of depth of such frameworks
and the transparency in their
implementation. Both actors and
regulators can find it hard to grasp
the intricacies
of the financial
system and markets, making the
relationship between these players
difficult and complex; a curious mix

of confrontation and collaboration,
with both parties seemingly afraid of
the power of the other.

ICSDs’ position and policies
– Euroclear
With such an environment
in mind, the ICSDs mentioned
above seek to reassure the various
stakeholders, including regulators,
clients and other partners, and
reinforce
their
systemically
important position as trustworthy
CSDs that are able to operate as
robust and reliable FMIs. These
companies are fully aware of their
systemic position and of the duties
and responsibilities that come
with it. In Euroclear’s third “Our
responsibility” report, it highlights
five
key
areas:
Governance,
Marketplace,
Environment,
Workplace
and
Community.
Interestingly, none of these aspects
focuses on the global role of finance.
Governance
and
Marketplace
address regulators’ concerns, such
as more robust markets, the “due
diligence process for the selection
of new suppliers”,and mitigating the
risk of cyber attacks. Environment
focuses on greener solutions for
Euroclear’s mobility and electricity
needs, while the other two areas
highlight on how to help people. The
entire report devotes considerable
effort to reassuring the public that
Euroclear will fulfil its mission to
operate as “an open and resilient
infrastructure” which helps “clients
cut through complexity, lower costs
and mitigate risks” (Euroclear,
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2020). Furthermore, the company’s
strategy puts the emphasis on “being
a systemically important, resilient
and robust infrastructure at the heart
of the financial industry’s ecosystem”,
which also reflects the central focus
of Euroclear’s Materiality matrix:
the company’s top six priorities
are directly linked with the
“Marketplace” stream. Finally, the
heart of Euroclear’s corporate culture
and values is found in the acronym
“REACH”, which stands for Respect,
Effective, Accountable, Client-first
and Helpful. These values underline
Euroclear’s commitment to be seen
as a trustworthy partner which will
ensure that the system works. The
focus that the National Bank of
Belgium (NBB) puts on “operational
resilience,
including
business
continuity” (NBB, 2020) seems to
confirm that the major requirement
for Euroclear is to make sure that
transactions can happen the way
they should, in line with the law
and the various legal frameworks by
which Euroclear and other FMIs are
impacted.

ICSDs’ position and policies
– Clearstream
Clearstream’s major focuses do
not differ greatly from Euroclear’s. It
directly states on its website that one
of the most important elements in
the post-trade industry is trust and
that “given the complexity, speed
and quantity of assets involved
[in the world’s financial system], a
fast, secure and trusted third-party
is absolutely essential for settling

transactions” (Clearstream). The
Luxemburg-based ICSD presents
itself as a tool that enables secure
transactions and additionally ensures
that they are processed as planned.
Like Euroclear, Clearstream wants
to move towards more sustainability
in the financial ecosystem. However,
in line with Euroclear, Clearstream’s
sustainability impact is limited.
Despite
offering
“sustainable”
services and financing, the company
stresses that it is not the right
actor to lead such a change. In the
presentation of these products,
Clearstream states that “fair, reliable
and stable market infrastructures
as well as transparent reporting
and the availability of high-quality
information are at the core of
sustainable economies.” The focus
is on the transparency and trust
which Clearstream can provide,
but not on the means of achieving
sustainable finance, or its ultimate
purposes, which are clearly beyond
Clearstream’s scope. The major
areas that the company highlights
are indeed the same as those it was
designed to promote (Norman,
2007).

ICSDs’ position and policies
– DTCC
It seems that all the major CSDs
are “trapped” in the same dilemma.
On the one hand, they have a lot
of market power and influence to
make things change but, on the
other hand, they remain bound
by their responsibilities to make
the market work in a resilient,
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trustworthy and effective way. The
DTCC faces the same issue. Its
public
communications suggest
that it could be the right actor to
foster more ethical and sustainable
finance but it remains constrained
by its mission as an FMI to
“provide stability and efficiency in
the global capital markets” with
a focus “on exceptional service”
(DTCC). When addressing its
“impact”, DTCC emphasises that it
can lead transformative change by
“mitigating risk; advancing cuttingedge technology; collaborating to
solve industry-wide challenges;
driving down costs and creating
efficiencies”. Once again, the focus
is on the efficiency and resilience
of the market. It is understandable
that such companies struggle to have
a major impact on sustainability
when they are ultimately only used
for their plumbing and safeguarding
technical expertise. Adding to their
constraints, they must comply
with various laws and regulations
which clearly define their roles and
responsibilities. In this respect,
DTCC’s “ethical business practices”
only focus on compliance with
no mention of new products,
partnerships or investments (DTCC,
2020), purely simply because these
are not part of the regulated remit of
CSDs.

The instrumentalist view of
CSDs
In the intense debate about ethics
and finance – or, more specifically,
ethics in finance – we strongly

feel that FMIs and CSDs occupy a
special place, stuck between a will
to enact change and limited ability
to initiate that change. In a purely
instrumentalist view, Euroclear,
Clearstream, DTCC and other
FMIs, like other infrastructures
or commodities, can and should
be seen as tools whose main – and
perhaps sole – purpose is to operate
the way they were designed to work.
This purpose can also be seen as a
closely regulated duty which is the
reflected by the mission statements,
values and corporate responsibilities
discussed above.
However, in addition to this
“instrumentalist’ view”, FMIs also
have a duty to make the market
more efficient and resilient, in line
with the regulations previously
mentioned. While the companies’
first task is purely operational,
the second task has a qualitative
aspect. For example, several features
need to be present to achieve a
competitive financial market. One
such feature is transparency, the
reason why the EU implemented
MiFID and MiFID2, which aim to
make EU financial markets “more
robust and transparent.” A key
point underlined by the directives
is that “the rules strengthen the
transparency requirements that
apply before and after financial
instruments are traded, for instance
when market participants have to
publish information regarding the
prices of financial instruments.
These requirements are calibrated
differently depending on the type of
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financial instrument” (EU, 2014).
More information on securities
liquidity in the market will make
it safer and will reduce the risk
(Duchêne and Zaoui, 2012).
Furthermore, the asymmetry of
information and understanding
about the market usually makes it
less transparent and less effective
(Kuriata, 2011), while “perfect
information”
would
increase
competition and efficiency. Liquidity
is thus a serious issue for all FMIs,
which have invested heavily in this
area.
Euroclear’s LiquidityDrive
(Euroclear, 2020) is one example,
while Clearstream has developed
innovative solutions for the ETF
market (Clearstream, 2019). In both
cases, these ICSDs have worked hard
to achieve this qualitative aspect of
their duty by supporting a better
financial market.
This dual role puts Clearstream
and the other companies in a dual
position, since maintaining and
improving the network are two
very different roles with a range of
ethical implications. Moreover, the
various conflicts of interest that may
arise within the industry is itself an
ethical challenge to find “common
ground” that will suit every party
(Payne, 2007). Overall, it seems
that both the regulators and the
CSDs want to foster transparency,
risk-aversion and accountability
to enable the market to function
smoothly and remain stable, resilient
and effective. , However, such a dual
role, involving both maintenance
and qualitative improvement, may

have ethical implications which
surpass the instrumentalist view of
FMIs.

Ethics without ethics
As stated above, we believe that
FMIs can be seen purely as tools or
infrastructures within the financial
system. When regarded as such,
FMIs need specific ethics and ways
to evaluate their moral behaviour.
Retail and corporate banks and
wealth management firms companies
can have major environmental or
societal impacts based simply on
what they choose to invest in. By
contrast, FMIs do not face similar
ethical dilemmas when seen as
instruments guaranteeing market
stability and resilience. FMIs are not
confronted with the question of the
choice or decision that is central,
and standard, in economy theory
(Mardellat, 2013). On the one hand,
Euroclear or Clearstream can never
refuse an issuer, except on risk-based
or legal grounds, just as a hammer
cannot choose what it will be used
for. On the other hand, it is important
for the market that the CSDs
maintain this neutrality in order to
enable other stakeholders to choose
and decide. As noted by Kuriata,
“financial markets contribute to the
positives of life when their functions
perform correctly and efficiently”
(Kuriata, 2011); and as Norman
puts it: “securities markets are only
as good as the infrastructure that
supports them” (Norman, 2007).
One can therefore say that the most
ethical way of working is to help
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the market run as it was designed, in
order to pursue and promote ethical
behaviours and outputs. As with
other infrastructures, one can design
specific ethical rules based on the
need for an efficient and effective
operation, as one might expect from
any instrument or tool.

Money as a tool
Within the financial world, one
of the most famous tools that divides
philosophers and economists is
money (Duchêne and Zaoui, 2012).
In a pure instrumentalist view, money
can be simply seen as a tool or an
instrument that creates a pledge of
security. Furthermore, Mardellat,
when analysing the role of money
in the “three pure forms of economy
philosophy”
(Mardellat,
2013),
argues that money is ultimately
always seen as an instrument
facilitating
relationships
and
connections; “money is what money
does”. Therefore, Duchêne and
Zaoui contend that the philosophical
discourse around money is purely a
technical one (Duchêne and Zaoui,
2012). Under these circumstances,
ethics based on feelings, such as
the ethics of care, are simply “too
beautiful to work” (Duchêne and
Zaoui, 2012), especially since a tool,
or a network, has no feelings.
As an apparatus or a technique,
money is trusted and used because
it does not have any feelings – and
therefore because we all know that
it will always be accepted (Aglietta
and Orléan, 2002). With a $10 bill,
you can either buy a pair of socks,

beer, cocaine or a t-shirt that was
made in China or Bangladesh by
underaged workers. Money does
not care, and that is precisely
why people trust it. As a financial
instrument, money does not possess
any intrinsic ethics or values; call
it “operational ethics” or, more
bluntly, “ethics without ethics”. The
neutrality of money and FMIs mean
that they do not have the influence
of actual phenomena (Duchêne et
Zaoui, 2012). For example, if you
take a hammer, you can use it to fix
something or to smash someone’s
skull. The hammer’s neutrality means
that it has no influence on how one
would – or should – use it. The same
goes for FMIs. It is politics which
should define what can or cannot
be done with FMIs and money, just
as it is politics – or more specifically
laws – which ensures that it is illegal
to smash someone’s head with a
hammer.

Limits of the pure
instrumentalist view
However,
although
the
comparison between an ICSD and a
hammer brings valuable insights, it
also has its limits. Firstly, as noted
above, an ICSD works more as a
network, with interconnections
and interdependencies which a
simple hammer does not possess.
Furthermore, this network is so
complex that it cannot be easily
replaced. Such a special place in
the financial ecosystem gives ICSDs
a lot of power but also brings
significant responsibilities. Although
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the companies usually take these
responsibilities seriously, they can
at times overlook the power that
goes with them. Euroclear and
Clearstream maintain a peculiar
relationship with regulators,
as
if both parties feel they are David
facing Goliath. In reality, both have
substantial power and should seek to
collaborate rather than confront each
other. The “ethics without ethics”
framework is thus well-adapted
to fit Euroclear and Clearstream’s
circumstances, since it allows ICSDs
to remain neutral in possible market
disputes. By contrast, the companies’
risk-adverse culture amounts to
abandoning neutrality by denying
their own power.
The hammer comparison also
falls short in grasping the qualitative
aspect of the ICSDs’ work. As
explained above, their role is not only
to maintain the plumbing but also to
make it more efficient. The hammer
does not own any responsibility
for its own self-improvement while
ICSDs are duty-bound to strive
continuously to ensure that the
market thrives achieves greater
resilience, transparency, and so on.
This duty might also impose limits
on the ethics that we presented, since
any improvement requires a decision
to move in a particular direction.
For example, when ICSDs decide to
invest in cybersecurity or to devote
money to the development of new
products, that decision can never be
neutral. The efficiency of the market
will be affected by the fact that they
decide to invest in one product rather

than another. Although that aspect
does not necessarily overthrow our
“ethics without ethics” framework,
it establishes a ceiling for the model,
while also defining the limits of
purely instrumental FMIs. Their
decisions will impose new norms
which will directly influence the
neutrality, resilience and efficiency
of the market. Such decisions are
also a reminder for the ICSDs of their
own power and responsibilities.
Thus, they can close the loop of
“ethics without ethics” - the pure
instrumentalisation of FMIs – which
should allow the market to work
efficiently and as it was designed to
operate. This is only possible when
regulators and these infrastructures
sit around the table to discuss, to
share, and to make the system move
forward.

A Kantian approach to
“ethics without ethics”
The pursuit of such “ethics
without ethics” falls within the
scope of Kantian ethics. In the
Groundwork of the Metaphysics of
Morals (1785), Kant invites us to
“act only according to that maxim
whereby [we] can at the same time
will that it should become a universal
law.” In the further development
of his categorical imperative, Kant
introduces the test for universality:
would there be a contradiction in
everyone, always and everywhere,
acting according to this maxim? One
possible contradiction would be that
the universalisation of the maxim
makes the realisation of the action
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impossible. Kant gives the example
of an individual applying for a
loan while already knowing that he
would not be able to repay it. When
trying to universalise such a maxim,
we quickly realise that the nonrepaying of the loan would lead to
banks never granting loans at all and
that it would, therefore, make the
realisation of the action (applying
for a loan which the lender already
knows he cannot repay) impossible.
We believe that “operational
ethics” – or “ethics without ethics”
– follow the same reasoning in the
case of the guarantees-offering and
network-maintaining services that
FMIs provide. If a CSD decided, for a
reason outside the legal framework,
to refuse either a transaction
settlement or to give access to a
new issuer, it would directly forfeit
the faith and trust that financial
institutions have invested in it. The
same is true for money and the use of
the $10 bill mentioned above. When
trying to universalise such a way of
working, we are rapidly faced by the
same issue as our “non-repayer”:
the impossibility to act in such a way
ever again. This could explain why
the regulatory framework ensures
that such cases do not happen; for
example, CSDR clearly defines access
rules, price transparency, and safety
considerations. Similar definitions
are found in Euroclear’s REACH
values and in DTCC’s capabilities
statement. All these companies
focus on reassuring stakeholders
that the service will keep on running
as it should.

A dual operational and
qualitative role
The
categorical
imperative
stated above should always lead
Clearstream, Euroclear and others
to invest in the best possible way
to allow the market to work the
way it should. This will uphold the
neutrality, fairness and efficiency of
the market and bring “operational
ethics” into force to maintain and
safeguard these features. Although
the qualitative and normative
aspects of the ICSDs’ decisions are
not encompassed in the “ethics
without ethics” framework, the latter
cannot be fully implemented if the
companies deny their qualitative role
within the financial market. Given the
limited number of FMIs, they have a
major responsibility to allow “ethics
without ethics”, even though it is
this ethical “non-framework” which
allows them at times - voluntarily or
not – to bypass that responsibility.
Such complex but nonetheless
crucial environments need to be
monitored closely.
Like money,
FMIs are what they do, so one must
pay close attention to the regulatory
framework that will then define and
frame the activities of ICSDs and
other FMIs. Money, as a tool, is a
public good (Aglietta and Orléan,
2002; Duchêne and Zaoui, 2012) and
Clearstream even describes itself as
a “public service mission”. Therefore,
the supervision and the framing of
financial activities fall under the
power of the sovereign (Duchêne et
Zaoui, 2012). The heavy regulatory
weight that rests on ICSDs’ shoulders

FINANCIAL MARKET INFRASTRUCTURES, A CASE OF “ETHICS WITHOUT ETHICS”

172
is thus legitimate since the use of
the FMI as a tool remains a political
responsibility.

Partnerships and
collaboration
“Ethics without ethics”, when
seeing FMIs as tools, bring us back
to the philosophy of technology. As
a purely instrumentalist perspective,
the philosophy of technology always
applies to the person using it, rather
than the technology itself (Hottois,
1984). As tools become more efficient
and transparent, just like financial
markets, users (individuals, private
and public institutions) tend to forget
their existence and how they work.
Only results and outputs matter. Thus
the philosophy of technology applies
to FMIs when they are only seen as
tools working within the distinctive
framework of “ethics without ethics”.
However, the role of philosophy
in the case of FMIs is not simply
to state that “financial markets are
not working”. It is to ask the right
questions and propose solutions. We
agree with the Belgian philosopher
Gilbert Hottois that part of the
answer to the problem of technology
can be found in Aristotelian
prudence – phronesis (Hottois, 1984).
Given the financial environment and
ethical dilemmas that FMIs face, we
believe that this “practical virtue”
rests in collaboration and discussion
between the major stakeholders.

Discussion between public
and private entities
Today, the lack of collaboration

makes the situation of CSDs
sometimes difficult to bear. Their
dilemma could be summarised as
follows: in order to make the market
and the network as smooth and
resilient as possible, they need to
make profits that can be invested in
further development. At the same
time, to make the market as smooth
and transparent as possible they may
also need to offer some services for
free. Faced with these obligations,
the companies hide behind their
instrumentalisation and try to devise
distinctive solutions that usually lead
to maintaining the existing market.
That is not how one fosters change,
especially towards more sustainable,
inclusive and diverse finance. Yet
there is an escape from this dilemma.
Governments and politicians have a
lot more power to drive change than
individuals or small communities
(Duchêne and Zaoui, 2012), and as
money and FMIs can be seen as public
goods or services, a paradigm shift is
possible. The “ethics without ethics”
framework reactivates the need to
question political actions and choices.
It also reaffirms the fundamental
requirement for collaboration and
discussion, especially given the
limits of pure instrumentalisation
described above. If EU member states
or other countries simply decide to
develop a new CSDR, without further
consultation or examination with
CSDs, this will simply increase the
tension between existing entities,
leaving Clearstream, Euroclear and
other companies in an awkward
position. We believe that the pure
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instrumentalist view of FMIs needs
to be superseded by partnerships
and a shared will to build a better
financial systems. When only seen
as tools, “ethics without ethics” will
always prevail and block any possible
evolution of the financial landscape.
FMIs have a decisive role to play in
the evolution of such a landscape,
but this will not be possible as long
as they are seen (or see themselves)
only as a plumbing network.

Public consultative ethics
committees
One of many potential solutions
is the creation of public consultative
ethics committees within each FMI
or country. We support this proposal.
Such a committee, including
gathering officials from the ICSD,
external
experts,
philosophers,
and perhaps even lawyers or
teachers, could foster the necessary

collaboration towards the common
good of the market. Such a committee
could also reinforce collaboration
between FMIs and institutions, with
some “external experts” appointed
from the NBB, the EU, or other major
players such as SWIFT. Just as the
Comité consultatif de Bioéthique
Belge (CCBwas created to give advice
and to inform on bioethics issues,
the financial system also needs to put
ethics centre stage. The establishment
of such a committee will obviously
face many obstacles, such as the
difficulty of finding neutral members
and guaranteeing their independence.
However, the dilemmas faced by
FMIs clearly highlight the need for
interdisciplinarity, collaboration and
collective intelligence. A common
ethics committee could be a major
asset to help overcome the problems
created by “ethics without ethics”. •
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“…sometimes, the most
expedient solution to an ethical
dilemma is to get rid of the
person who thinks it a dilemma.”
(Scrivastava, 2021)
Legally and morally, a bank
customer is entitled to the
privilege of non-disclosure from
any bank with which the customer
agrees to enter into a contractual
relationship. (Sealey and Hooley,
2008). This privilege for the
customer, and duty for the bank,
is known as “bank secrecy”. It is
undeniable that bank secrecy is
a principle and practice that has
invariably been a chief cornerstone
of the bank-customer relationship
universally. This is primarily
because it is a feature that safeguards
the customer’s fundamental right to
privacy (Sealey and Hooley, 2008).
However, over the years, the abuse

of bank secrecy has resulted in a
pervasive criminal enterprise of
illicit financial flows (IFFs) in the
banking industry (Beer, Coelho,
and Leduc, 2019). This prevalence
of IFFs under the protection of
bank secrecy has seemingly led
regulators to find good ground to
question the workability of bank
secrecy (Beer et al, 2019); especially
as communitarian interests such as
tax justice, anti-money laundering
and sustainability are at stake.
Thus, as the banking industry
struggles to get rid of IFFs via the
abuse of bank secrecy, an ethical
dilemma lies at the heart of this
struggle.
Essentially, this is a
dilemma in which it appears that
the proponents of the classical
liberal individual rights ethical
theory which underpins bank
secrecy are diametrically opposed
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to proponents of the ethical theory
of utilitarianism which underpins
the
communitarian
interests
behind the regulatory approaches
aimed at combatting bank secrecy.
Against this background, this essay
asks whether this apparent war of
values could simply be another
false dichotomy and an opportunity
for the hybridization of normative
ethical theories? If so, we further
ask who or what is to blame for
this false dichotomy? Could it be
that the current monomaniacal
approaches to teaching ethical
philosophy leave no room for
hybridization are to blame?
In answering these questions,
this paper explores how finance in
its struggle to pull the plug on IFFs
via the abuse of bank secrecy can
meet the communitarian interests
of society such as sustainability,
tax justice, and anti moneylaundering, without jettisoning the
fundamental rights of individuals.
This is a central consideration in
normative ethics and is of vital
significance for the future of the
bank-customer relationship. The
body of this essay is divided into
three sections : (i) Part one will
discuss the prevalence of IFFs via
the abuse of bank secrecy, and
critically, the effect of such IFFs on
the sustainability agenda ; (ii) part
two will cover the ethical war of
values in the struggle to eliminate
IFFs ; (iii) and part three will
delineate how this ethical dilemma
can be succesfully navigated.

The Abuse of Bank Secrecy
According to Global Financial
Integrity (2018), any money
that breaks laws in its origin,
movement, or use, falls within
the characterization of IFFs, also
commonly known as “dirty money”.
Over the last decade, the banking
industry has been repeatedly rocked
by scandals involving IFFs via the
abuse of bank secrecy. They include
the 2012 revelations of HSBC’s
violation of the Bank Secrecy Act
in America; the 2015 Swiss leaks
by the International Consortium of
Investigative Journalists (ICIJ); the
2018 revelations of money laundering
at Danske Bank’s Estonian branch;
and most recently, the 2020 FinCEN
Files revelations, also by the ICIJ.
These revelations, which are by no
means exhaustive, have reinforced
the public perception that financial
institutions are inherently unethical.
Some of the revelations were
merely suspicious and not firm
evidence of misconduct; for instance,
the FinCEN Files consisted of
suspicious activity reports involving
about $2 trillion of potentially dirty
money. However, most of the public
outcry against financial institutions
has concerned proof of actual IFFs
via the abuse of bank secrecy. The
most notable cases are the 2012
revelations of HSBC’s violation of the
Bank Secrecy Act in America, where
the bank was found to have turned a
blind eye to $881 mn in drug money
from the Sinaloa and Norte del Valle
drug cartels; and the 2015 Swiss leaks
by the ICIJ, which according to one
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media outlet, revealed how HSBC’s
Swiss private banking subsidiary had
become the “home of tax cheats”.
Journalists,
regulators
and
academics are all asking the same
question : is bank secrecy being
used as a value proposition strategy
to deliberately enable some banks
to act as conduits for IFFs that offer
a lucrative client base? Speaking to
the broadcaster France 24 in the
aftermath of the Swiss Leaks, Serge
Michel, a senior reporter for Le Monde,
seemed to asnswer the question in
the affirmative. According to Michel,
“HSBC because of its aggressive
objectives in client acquisition had
developed clients in very dangerous
areas such as arms merchants, drug
dealers, and terrorism financers”
(France 24 English, 2015, 01:1634). Moreover, the abuse of bank
secrecy to enable IFFs has generated
ever more urgent calls for scrutiny,
as world leaders have acknowledged
that the negative effects of IFFs are
now undermining efforts to achieve
sustainable development (UNCTAD,
2020).

Sustainability at stake
As global leaders become more
aware of the reality that finance is
indivisible from sustainability, IFFs
have been established as a bona
fide hindrance to climate change
mitigation efforts. Under target 16.4
of the Sustainable Development
Goal (SDG) Agenda, states have
committed to eliminating IFFs by
2030 (United Nations, 2015b).
One reason for seeking to eliminate

IFFs in relation to sustainability is
the need to stop the transmission
and sheltering of proceeds of
environmental crime (UNCTAD,
2020). Today, environmental crime
such as illegal logging, illegal mining,
and illegal fishing has reached a scale
where it has become an economy
in its own right. It is reported that
worldwide, environmental crime
proceeds are between $110 bn and
$281 bn per year (UNCTAD, 2020).
Beyond
targeting
direct
environmental crime proceeds,
governments are also concerned
with the impact of IFF-related
tax
evasion
on
sustainable
development.
Increasingly,
tax
evasion, especially through banks
in offshore financial centres (also
known as secrecy jurisdictions),
has become inextricably linked to
reduced financing for sustainability
development in poorer countries.
Governments have agreed that such
IFFs affect the ability of the least
developed states, particularly in
Africa, to raise the money needed
to finance the SDG agenda (United
Nations, 2015a). According to
UNCTAD (2020), pulling the plug
on $88.6 bn in IFFs lost annually
from Africa could bridge half of the
continent’s SDG financing gap.

Why IFFs are an ethical
problem
The problem of IFFs has brought
to light an ethical deficiency within
the banking industry (UNCTAD,
2020), intensifying the debate about
the greed of some of the world’s
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biggest banks. According to Serge
Michel, these banks have knowingly
“accumulated this unique brand of
risky clients” (France 24 English,
2015, 01:35-45).This pursuit of
profit at all costs and without moral
responsibility is the main ethical
indictment against banks. Indeed,
in his book Capitalism’s Achilles’
Heel, the former president of Global
Financial Integrity, Raymond Baker,
argues that IFFs in the banking
industry are being caused by what
in ethical terms would be called
normative approval for criminality.
within the industry. Baker’s damning
verdict is captured when he writes
that:
“Rampant illegalities regularly
perpetrated by businesspeople
and bankers cannot exist in an
intellectual vacuum. Both must be
dependent on justifications that
have settled into the substructure of
capitalism itself. […] Something is
saying to practitioners in the freemarket system that this is okay, this
is reality, this is the way the process
works, this widely condoned
illegality.” (Baker, 2005. p.280)
Evidently, this normative approval
for IFFs in some banks can be traced
to the attitudes of leaders within the
banking community. One example is
the 2015 interview by former Credit
Suisse General Director Hans Geiger
with the German news outlet, DW
News. When asked whether banks
were responsible for some of the
infractions revealed by the Swiss
leaks, Geiger remarkably stated
that : “It is absurd to make banks

responsible for their clients’ payment
of their taxes. It does not work that
way. It isn’t ethics, it is just political
nonsense” (DW News, 2015, 02:4059).
This indifference by Geiger
unfortunately
represents
what
Peters (2021) refers to as the lack of
“moral responsibility of enterprise”
(para 15). Generally, we understand
this to mean a non-ethical market
culture that has jettisoned ethical
considerations
from
business
decisions and hence developed a
normative approval for the harmful
effects of business activities on
society. For instance, Peters (2021)
argues that it is this very lack of
moral responsibility for enterprise
that implicated McKinsey in the
opioid crisis. According to Peters
(2021), we must remember that
“the Mckinsey recommendations
to Purdue were directly aimed at
extreme sales improvement and
the analysis failed to address the
potential of specific incentives
to increase addictive, destructive
behavior” (para 14). Sadly, it is this
same attitude that can be discerned
in the decision-making processes of
some banking institutions.

Ethical theorists in conflict
There may be little or no
divergence among ethicists regarding
the view that IFFs via the abuse of
bank secrecy signify a normative
approval for crime in the banking
industry or at least in some banks.
However, there is also no convergence
when it comes to determining
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which ethical theory should prevail
in dealing with the abuse of bank
secrecy. This lack of convergence
among ethical theorists is highlighted
by the current public debate about
the regulatory approaches being
rolled out in relation to bank secrecy.
Hostility in the banking community
and its stakeholders towards these
regulatory approaches is fuelled by
a fear that they would jeopardise
the future of the banker-customer
relationship by dismantling a major
bulwark supporting the fundamental
right to privacy. By this argument,
such a move would be contrary to
notions of the rule of law, on which
democratic societies are built.
This opposition to regulatory
approaches that undermine bank
secrecy indicates that for many in the
banking industry, such regulatory
frameworks rely on a fundamentally
flawed ethical theory of utilitarianism
involving selective sacrifice, which
contradicts the traditional Western
regard for individual rights. For
instance, on 16 March 2018, the
local banking community in Uganda
and its stakeholders was infuriated
when the Uganda Revenue Authority
(URA), the country’s tax collection
agency, directed all Uganda’s
commercial banks to submit the
personal account details of their
resident customers for the purposes
of effective tax assessment (The
Independent, 2018). In a statement
signed by the chairman and the
executive director of the Uganda
Bankers Association (UBA), the UBA
noted that its members, had “reached

a decision […] to file a petition in
the Constitutional Court contesting
the constitutionality of the various
provisions of the tax law relied on
by the URA in their notice” (The
Independent, 2018, para 3). The
Uganda Law Society also released a
statement, emphasising that, “…all
financial institutions and non-bank
financial institutions are under a
constitutional duty to ensure that no
person interferes with their client’s
privacy” (The Independent, 2018,
para 8).
Beyond Uganda, the banking
industry worldwide has been faced
with similar concerns. In 2009, G20
leaders decided “to end the era of
bank secrecy” (OECD, 2011, p.2).
True to their promise, in 2014 the
OECD introduced the Common
Reporting Standard through the
Automatic Exchange of Information
(AEoI) regime, which required
banks
to automatically submit
the financial information of nonresidents to their governments.
(OECD, 2014). Opponents of the
AEoI regime viewed the directive
as a smoke screen for the curtailing
of the civic right to privacy. In an
interview for Dukascopy TV the
Secretary General of the Convention
of Independent Financial Advisors
(CIFA), Jean-Pierre Disserens, said
of the AEoI regime that, “we are
basically forgetting the individual
freedom of each single citizen and it
is absolutely absurd to take that right
which is an important civil liberty”
(Dukascopy TV (EN), 2014, 02:2538).
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Should finance simply pick
its poison?
Classical liberal individual rights
theory is an ethical theory whose
historical roots can be traced back
to the 1215 Magna Carta in England,
as well as the American War of
Independence and the French
Revolution (Tamale, 2020). In the
17th and 18th centuries, classical
individual rights ethical theory was
popularised by philosophers such as
Thomas Hobbes, John Locke, Jean
Jacques Rousseau, who argued that
individual fundamental rights should
be protected by the government
under a social contract which
regulated the relationship between
the citizen and the state (Tamale,
2020). Criticism of classical liberal
individual
rights-based
ethical
theory stems from ethical theorists
who rely on Jeremy Bentham’s theory
of utilitarianism and its emphasis
on communitarian over individual
interests.
For instance, Tamale
(2020), argues that the capitalistic
nature of classical liberal individual
rights theory benefits only the few
who have thrived off capitalism. She
writes that:
“…the atomistic decontextualized individual
implicit in this theory excludes
the communitarian interests and
identities prevalent in non-western
societies. […] the reality is that it
serves the interests of the few who
have gained dominance under the
capitalist mode of production”
(p.199).

Tamale’s argument reflects a
major characteristic of Bentham’s
utilitarianism: allowing the sacrifice
of some individual rights for the
“greater” good of society. Bentham’s
notion of “the greatest good for
the greatest number” has also been
described as an approach of “selective
sacrifice” (Baker, 2005, p.302-303)
which places a quantifiable value
on rights and in some instances
justifies the restriction of rights on
the basis that the “ends justifies the
means” (Baker, 2005, p.309). For
many, selective sacrifice is not just
a characteristic of utilitarianism,
but a flaw, because it is inconsistent
with the fundamental regard for
individual rights that underpins
modern
Western
democratic
societies.
Yet there is no denying that
communitarian
concerns
have
become more prevalent and
valid as the misuse of rights has
become a common feature of
commercial malfeasance, which
has had a detrimental impact on
communitarian
interests
such
as sustainable development. To
mitigate some of the effects of the
unethical misuse of rights, regulators
have taken the position that
regulatory approaches, which limit
fundamental rights while pursuing
a legitimate objective, are necessary.
Like many rights, the right to privacy
can be limited without being lost.
Nonetheless, opponents of current
regulatory approaches against bank
secrecy view these approaches as
going too far. The sharp difference
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in perceptions has left the banking
industry in a war with itself over its
values, where the industry is being
invited to pick its poison.

Is this ethical dilemma
avoidable ?
However, if we look closely,
it is clear that the rationale for
subscribing to one ethical theory
over another is a perceived sense of
injustice arising from the outcomes
of each ethical theory. A critical
analysis of both the communitarian
concerns of utilitarianism and
the individual rights concerns of
classical individual rights theorists
suggests that both intellectual
camps have a common concern for
justice. For utilitarians, it is the
disregard among individual rightsbased theorists for communitarian
social justice notions; for the latter,
it is the disregard of utilitarians for
individual rights and rule of lawbased notions of justice.
Given this shared perception of
injustice, it is worth asking if the
ethical dilemmas identified by these
different philosophical traditions
is avoidable. Could it indicate that
an “either/or” approach in ethical
philosophy only creates a false
dichotomy and that perhaps it is
time for finance to embrace the
hybridization of normative ethical
theories? Indeed, this is the point
that Rawls (1971) makes when he
writes:
“In this case, while men may
put forth excessive demands on
one another, they nevertheless

acknowledge a common point of
view from which their claims may
be adjudicated. If men’s inclination
to self-interest makes their vigilance
against one another necessary, their
public sense of justice makes their
secure association together possible.
Among individuals with disparate
aims and purposes, a shared
conception of justice establishes
the bonds of civic friendship; the
general desire for justice limits the
pursuit of other ends” (p. 4-5).
How, therefore, should we
view the sharp divide in normative
ethical theories? Is it philosophical
fundamentalism? A suggestion to
that effect has been made by Baker,
in trying to rebut the claims of those
who have traditionally held tribal
biases against capitalism by citing
the apparent discrepancy between
Adam Smith’s earlier work, “The
Theory of Moral Sentiments,” and his
later work, “The Wealth of Nations.”
Baker (2005) writes:
“Reduced to its fundamentals,
the argument is that sympathy and
self-interest are incompatible at
best, if not wholly irreconcilable.
Economic man pursuing his profits
cannot also be sympathetic man
acting with benevolence. Yes, we see
the dichotomy in many people. But
the appropriate question is, is this
a necessary condition, an inevitable
tension, arising from conflicting
forces impinging on each of us?”
(p.294)
Baker goes on to show that in
fact, Adam Smith was disposed to
both moral and market sentiments
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in equal measure. Indeed, because
the imperative need of all ethical
philosophy is to address injustice,
we can confidently state that
philosophical fundamentalism is
harmful, not helpful.

Finance as a matter of justice
We can say that armed with
an ideological clarity in which the
hybridisation of ethical philosophy
is based on justice as a common
denominator of all theories, finance
can translate the moral verdict
against injustice into the building of
a just financial system characterised
by i) just financial institutions that
look beyond the narrow confines of
their own shareholder needs to the
broader needs of other stakeholders
in society; ii) just financial regulators
who proportionately balance the
objectives of regulation with the
harms it causes.
For regulators, decision making
processes in finance must be
approached with the understanding
or appreciation that in democratic
societies, it is generally accepted
that regulation which has the effect
of limiting fundamental rights must
be proportionate to be legitimate.
The test of proportionality is the
delicate balance between protecting
fundamental rights and preventing
the misuse of those rights by the
holders. It is important always to
bear in mind that the fundamental
rights are not the exception to those
rights.
For institutions, decision making
processes must be approached with

the understanding that financial
institutions have a duty of moral
responsibility implicit in the social
contract that underpins a democratic
society. As Rawls (1971) put it,
institutions must have a “criterion
for discouraging desires that conflict
with the principles of justice […] so
as to encourage the virtue of justice
in those who take part in them”
(p. 230-231). This is not merely
an ideological or utopian concept.
According to Baker (2005), it is “a
matter of will put into practice” (p.
345); in other words, it is simply
a matter of banks embracing their
moral responsibility for enterprise.

Achieving hybridisation
For finance to achieve the
objective of an ethical culture
of justice in decision making
processes, there is a need to make
one final appraisal. We have already
answered in the negative whether
the ethical dilemma described above
is avoidable. We have also identified
why it is in the best interests
of finance for decision making
processes to be guided by justice as
a common denominator. How can
this be achieved? The answer must
be that ethical theorists should reexamine their current approaches
to teaching ethical philosophy. The
current ethical dilemma should
teach us that approaches to teaching
ethical philosophy
which leave
no room for hybridisation, and
which mirror pseudo-activism by
pursuing indoctrination rather than
education, are to blame. According to
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the American philosopher Christina
Hoff Sommers, academia has become
increasingly intolerant of intellectual
diversity. In an interview with Daily
Wire’s Ben Shapiro in 2016, Sommers
noted that university departments
have started to “hire their own,”
and do “not present the other side
respectfully” (Ben Shapiro, 2018,
05:30-39).
Unfortunately, the tendency to
treat ethical philosophy in a zerosum manner has become common
in academia. Ethical philosophy is
often taught in a way that emphasises
philosophical
fundamentalism
through a radical monomaniacal
emphasis on one ethical theory,
while adopting a “see no evil,
hear no evil, and speak no evil”
approach toward the same theory.
Many ethical theorists have ignored
the fact that the fragmentation of
ethical theories should not affect
the complementary nature of ethical
philosophy;
especially
bearing
in mind that normative ethical
philosophy is based on ideology
rather than quantitative empiricism.
One can view the idea that there
is an unbiased point of convergence
in political thought as inherently
biased itself (Solnit, 2021). The same
cannot be said of what one could call
ethical centricism. It is consistent
with general philosophical discourse
to recognise that firstly, the
fragmentation of normative ethical
theories is simply a result of varying
subjective moral interpretations
of ideology (Keitch, 2018); and
secondly, and that there is indeed a

valid point of convergence, which
is justice. (Thomas and Thomas,
1959).
To sum up, while academic
activism has proved an important
tool for intellectuals to dispense
their duty to society (Smith and
Smith, 2019), this paper advocates
a non-monomaniacal approach
to teaching ethical philosophy in
finance. Academic activism in ethical
philosophy should bear in mind that
there is no substantive ethical theory
that would fit all circumstances today.
Consequently, the purist “one-sizefits-all” approach to rebalancing the
relationship between broad human
values must be substituted with
a hybridised “best-fit” approach.
Academic activism in ethical theory
should equip students of ethical
philosophy in finance with the
training to select from each ethical
theory elements that are essentially
derived from the concept of justice
and reject those that are divorced
from this concept.

Conclusion
The banking industry must come
to terms with the fact that while there
may be many who sympathise with
opponents of regulatory approaches
against bank secrecy, even the most
ardent classical liberal individual
rights ethical theorists would be
hard-pressed to continue justifying
the unjustifiable if banks do not
clean up their “mess”. A moral
responsibility for enterprise must
be embraced by banks. But equally,
regulators must give due regard

FINANCE & THE COMMON GOOD/BIEN COMMUN

185
to the doctrinal rationale behind
individual rights that form the fabric
of society. In this regard, regulators
should avoid what is easy. Making
bad laws may be expedient to catch
the “bad guys” today, but history
shows that bad laws made with the
best intentions can be used against
good people tomorrow. The strength
of western democratic civilisation
depends on its ability to thwart any
such opportunity for injustice to be
inflicted on the individual.
The future of the bankercustomer relationship rests on how
the current bifurcation in ethical
theories can be resolved, as do some
of society’s most pressing needs,

such as tax justice and sustainability.
This false dichotomy in ethical
theories will continue to prevail
at the expense of justice if ethical
theorists maintain their insistence
on the need for finance to pick its
poison. The aim of this paper has
been to demonstrate the need for the
hybridisation of ethical philosophy
in decision making processes within
the finance industry. Ethical theorists
must now guide a way towards a
normative ethical approval for
justice through the hybridisation of
normative ethical theories, rather
than perpetuate decision making
processes which are based on a false
dichotomy in ethical philosophy. •
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The rise and fall (and rise
again) of virtual currencies
‘‘Money makes the business world
go round. Yet money is more than
cash.’’ (Dierksmeier and Seele, 2018,
p. 1)
When we think about money, we
often think about cash – tangible
banknotes, coins, or an indication
of current assets (which can be
readily turned into cash). Money
is at the centre of the financial
world. It is used as payment for
goods and services, for people and
organisations to pay their taxes,
for the repayment of debts, and for
investment. Yet money is much more
than cash. Indeed, emerging forms
of money, such as virtual currencies,
are presently enjoying a meteoric, if
undulating, rise.
In May 2021, Dogecoin - a

digital currency based on an
internet meme, which was created
by software engineers as a “joke” in
2013 - jumped in value by 30 per
cent within 24 hours after being
endorsed on Twitter by Tesla’s
CEO Elon Musk
(Bambrough,
2021) (see Figure 1). Similarly, the
renowned Bitcoin has enjoyed a
spectacular rise since its inception
in 2009 as an “electronic payment
system based on cryptographic proof
instead of trust,” and an alternative
to traditional financial instruments
(Nakamoto, n.d.; emphasis added).
Bitcoin has endured a volatile and
undulating trading history since its
inception, but still, its price climbed
to a new high of $63,729.50 in April
2021. However, this success story
has not come without criticism.
Most notably, Nobel prize winning
economist Paul Krugman went as far

FINANCE & THE COMMON GOOD/BIEN COMMUN

189
as to denounce the cryptocurrency
as “evil” in a 2013 article for The New
York Times, arguing that it “remains
completely unclear why Bitcoin
should be a stable store of value”
(Krugman, 2013). This opinion
was shared by Benoît Cœuré, a
member of the Executive Board of
the European Central Bank (ECB),
who has highlighted the “plentiful”
problems of Bitcoin, describing it
luridly as “the evil spawn of the
financial crisis” (Jones, 2018).

The paradoxicality of virtual
currencies
There is a degree of paradoxicality
in Bitcoin describing itself as being
based on cryptographic proof
instead of trust. Arguably, trust is
almost exactly what is required
for a consumer to purchase,
utilise, and especially to invest
in, the decentralised, peer-topeer cryptocurrency. As with all
cryptocurrencies in circulation,
Bitcoin is “not backed by any
government or other legal entity”
and is “not redeemable for gold or
other commodity” (Gribberg, 2011).
Therefore, its value is largely driven
by speculative interest – hence
its volatility. Bitcoin’s inventor is
also an unknown entity, with the
original white paper outlining its
conception written by “Satoshi
Nakamoto”, which is presumed to
be a pseudonym, having never been
credited to a particular individual.
Yet Bitcoin continues to grow in
popularity, alongside a host of
other cryptocurrencies such as

Ethereum and XRP. For example, in
August 2019, 14 cryptocurrencies,
ranging from Bitcoin and Litecoin
to TRON, had a staggering market
capitalisation of more than $1 bn
(Giudici, Milne and Vinogradov,
2020.
The paradoxical nature of
cryptocurrencies does not end there.
On the one hand, such currencies
have been credited with being a
“solution to mitigate transaction
costs and reduce poverty”, as well
as being “beneficial in the context
of debt crises and hyperinflation”
(Mbarek, Trabelsi and Berne, 2020,
p.29). They might also provide
additional personal and societal
benefits, such as increasing people’s
financial autonomy. Technologically
speaking, virtual currencies also
allow for fast, secure, anonymous
and international transactions,
without relying on an intermediary
such as a bank.
Conversely, virtual currencies
have been beset by controversy and
by links to unethical practices. Chief
of these are claims that Bitcoin and
related currencies have a significant,
negative impact on the environment,
stemming from the substantial
amount of energy required for
“data mining”. Further concerns
centre around the unethical use
of cryptocurrencies, ranging from
“virtual money laundering and
tax evasion”, to “the financing of
illegal activities (i.e., illicit products,
terrorist financing) and cyber
attacks” (Mbarek, Trabelsi and
Berne, 2020, p. 29).
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Figure 1. The Dogecoin logo. ‘Dogecoin’ is an open-source peer-to-peer
digital currency (cryptocurrency) which was originally created as a “joke”
by software engineers Billy Markus and Jackson Palmer.

Despite a substantial number
of news articles on the topic, there
is very little academic literature
focusing on the ethics of virtual
currencies. One article (Mbarek,
Trabelsi and Berne, 2020) provides
a helpful overview of the virtuosity
of virtual currencies and the
environmental issues they raise.
However, it lacks substantive critical
content in several areas, with several
topics only receiving a cursory nod.
A systematic review conducted
by Corbet, Lucey, Urquhart and
Yarovaya (2019) also highlights a
lack of focus on the ethics of virtual
currencies. Of 92 studies surveyed,
none tackled ethics. Conversely,
the financial, technical, regulatory
and behavioural aspects of virtual
currency have been relatively well
documented in the literature (see
for example, Briere, Oosterlinck
and Szafarz, 2015; Shin, 2008; Tu
and Meredith, 2015; Wang and
Mainwaring, 2008).
Similarly,
despite
virtual
currencies being emerging, novel and

largely unregulated technologies,
there has been very little research
examining the dynamics of trust
at play. Ultimately, the underlying
attributes of the technologies that
drive trust in cryptocurrencies
are not well understood (Marella,
Upreti and Merikivi, 2020). Yet
trust is clearly crucial to financial
transactions and payments, as noted
by Blommestein (2006, p.180):
“without trust, financial markets
cannot function efficiently.”
This essay is therefore divided
into two sections, and will seek to
answer the following questions:
1. What are virtual currencies, and
are they ethical?
2. To what extent are virtual
currencies trusted, and should
they be?

What are virtual currencies,
and are they ethical?
Virtual currencies
Virtual currencies are a type of
digital currency which use financial
technology (FinTech) and are a
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virtual representation of money.
Most commonly, they take the form
of electronic “tokens” or “coins”.
They are also commonly referred
to as “cryptocurrencies” which are
in fact virtual currencies. The most
well-known example of a virtual
currency is Bitcoin, which explains
why many commentators incorrectly
assume that Bitcoin and virtual
currency are one and the same.
By contrast, “digital currencies”
is an umbrella term for any means
of digital payment, which can
include cryptocurrencies issued by
private entities, central bank digital
currencies and several other forms
of digital money (Shi and Sun,
2020). They were introduced as a

convenient way to carry out financial
transactions globally, but also
brings their own ethical and trust
considerations, such as the potential
introduction of central bank
digital currencies (CBDC). Digital
currencies are sometimes called
“electronic money”, “electronic
currencies”
or
even
“virtual
currencies”. Much of the discussion
around digital currencies is in fact
centred upon cryptocurrencies.
Virtual currencies often utilise,
but are distinct from, electronic
payments, which instead refers to
payments using digital instruments.
They bear the same functional
properties as physical money, in
that they can be used to make direct

Figure 2. The money flower: a taxonomy of money (Linnemann Bech
and Garratt, 2017). Virtual currency is a universally accessible, peer-to-peer
form of money, which intersects with (but is distinct from) central bankissued forms of money
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purchases of both services and
physical goods, as well as be used
online. However, virtual currencies
do not have a physical location, and
nor are they bound to a tangible asset,
in the way that cash, for example,
is backed-up by gold reserves. By
contrast, virtual currencies make
use of a complex cryptographic
system. Within this system, the
currency is located on a blockchain
network, which functions as a
digital ledger of transactions and
a distributed system of recording
information. The currency can be
accessed using public and/or private
keys stored on either a web-based
or hardware-based digital wallet,
such as on a computer or a mobile
device. These are often referred to as
“cryptocurrency wallets” or “crypto
wallets”, and crucially do not store the
cryptocurrency or digital currency.
The perceived benefits of virtual
currencies are that they present a
secure, fast and international mode
of money transfer, without relying
on an intermediary.
Ethics and virtual currencies
The
Cambridge
English
Dictionary definition of “ethical”
is something which relates “to the
beliefs about what is morally right
and wrong” (Cambridge English
Dictionary, 2021). But what exactly
does it mean for something to be
morally right or wrong, and why
might it be important for virtual
currencies to be so? Can inanimate
and indeed, digital objects hold
a moral status, or is it ultimately
the actions of humans that are

under scrutiny? Furthermore, if
something has both ethical and
unethical attributes, such as a
currency being simultaneously
used to finance criminal activity
and charity work, to what degree
can it be considered “ethical’”?
Philosophers, particularly in the
Western tradition, have discussed
comparable questions throughout
history. Plato, Aristotle and Hume all
considered the question of whether
there exists objective, rationally
defensible standards of right action
(Cottingham, 2008). The difference
now is that ethical considerations
are being applied in new ways to
emerging technologies. As a result,
new research fields have emerged,
ranging from the philosophy of
technology and computer ethics to
machine ethics.
Discussion of the ethicality of
virtual currencies is important.
Firstly, it may be helpful knowledge
for ethically minded people and
organisations who might be
considering using, investing, or
being involved in the manufacture
and
distribution
of
virtual
currencies. There are also realworld implications to consider. For
example, in one empirical study,
researchers used a text analytic
approach to measure the extent to
which “ethical” and “unethical”
words were used in a discussion
related to Bitcoin on Twitter, in
order to determine whether there
was a connection between ethics
and cryptocurrency valuations.
They found that the frequency of an

FINANCE & THE COMMON GOOD/BIEN COMMUN

193
unethical discussion about Bitcoin
was negatively associated with its
price (Barth, Herath, Herath and Xu,
2020).
In this paper, we argue that virtual
currencies, in the state that they
presently exist, do not hold a moral
status, and thus are not unethical
or immoral or alternatively ethical
and moral. Rather, ethical issues
can arise from the use, or misuse,
of such currencies. While there are
many ethical issues that can, and
should be considered, three key
areas are highlighted below: the
environment and energy use; broad
social implications and blockchain
ethics; and lastly, the ways in which
blockchain technology can be, and is
being, used to do good.

The environment and energy
use
On 21 August 2018 Arvind
Narayanan, an Associate Professor
of Computer Science at Princeton
University,
provided
written
testimony to the United States
Senate Committee on Energy and
Natural Resources on the energy
efficiency of blockchain and similar
technologies. He described how for
“most prominent public blockchains,
mining involves the computation
of a large number of mathematical
calculations, called hashes, in
parallel,”. Thus, “substantial energy
is required to operate the computing
devices as well as to cool them to
keep them within their operating
temperature limits” (p.3). The
extensive energy-intensive process

required for “Bitcoin mining”
involves important work being
carried out to check all monetary
transactions, which in turn creates
Bitcoins as rewards.
It has been reported that the
energy used to create Bitcoin alone
is equivalent to the total energy
consumption of the Netherlands,
which has a population of 17.5
million.
It is also equivalent
to the annual carbon footprint
of Argentina, as well as being
comparable to Ireland’s total
electricity consumption (O’Dwyer
and Malone, 2014).
The real-world impact of mining
virtual currencies is already evident.
For example, Iran recently (27
March 2021) announced a fourmonth ban on cryptocurrencies such
as Bitcoin after several of its cities
experienced unplanned blackouts,
caused
by
energy-consuming
mining. According to the BBC
News (2021a), an estimated 4.5
per cent of all Bitcoin mining takes
place in Iran, with President Hassan
Rouhani detailing that 85 per cent of
cryptocurrency mining is unlicensed
and thus draining more than 2GW
from the national grid each day. An
assumption could therefore be made
that, as well as having a detrimental
environmental impact, data mining
from cryptocurrencies is having a
negative effect on some people’s daily
living conditions and potentially
their happiness and wellbeing.
There are also long-term
impacts to consider, the chief of
which is climate change. Arguably,
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humanity has a moral obligation
to conserve the earth’s ecosystem,
both for the current generation and
for those who follow. There are
two main philosophical arguments
as to why this might be the case.
The first is that environmental
conservation is important because
of human dependence: that we
need the earth and its human and
animal inhabitants to both survive
and thrive. Indeed, according to
the former UN Secretary-General
Ban Ki-moon, protecting the
environment is an “urgent moral
imperative”, especially given that
“climate change is intrinsically
linked to public health, food and
water security, migration, peace and
security” (United Nations, 2015).
A secondary argument follows,
whereby conserving the ecosystem is
important for the ecosystem, which
merits protection and nurturing,
even in the absence of human need or
dependence. The philosopher Aldo
Leopold has argued that “a thing is
right when it tends to preserve the
integrity, stability, and beauty of the
biotic community; it is wrong when
it tends otherwise”(Cottingham
2008, p.585). Many observers and
commentators have taken issue with
this position. For example, Kant
argued that man has “no immediate
duties towards animals, but rather
our duties towards animals are
merely indirect duties towards
humanity” (Cottingham, 2008,
p.576).
In any case, evidence
suggests
that
the
energy

consumption of cryptocurrencies is
such that it could have an impact
on global warming. For example,
one study in Nature Climate Change
showed that projected Bitcoin
usage, “should it follow the rate of
adoption of other broadly adopted
technologies, could alone produce
enough CO2 emissions to push
warming above 2 °C within less than
three decades’” (Mora, et al., 2018).
Conversely, to some, the benefits of
cryptocurrency outweigh the harm.
For example, some people argue that
Bitcoin derives most of its electricity
from renewable energy sources (see
for example, Frisby, 2021). However,
this is not well documented in
academic literature.

Social implications of virtual
currencies
On 26 May 2021, the UK’s
Advertising Standards Agency (ASA)
banned an advert by cryptocurrency
company Luno which it deemed to
be misleading. The ASA ruled that
the advert omitted important risk
warnings, and was “irresponsible”
in
encouraging
inexperienced
consumers to purchase Bitcoin. “We
understood that Bitcoin investment
was complex, volatile and could
expose investors to losses”, the
ASA said. However, it continued,
“that stood in contrast to the
ad[vertisement]. The audience it
addressed, the general public, were
likely to be inexperienced in their
understanding of cryptocurrencies”
(BBC News, 2021b). Virtual
currencies are ultimately “money
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without institutions”. They can
bring with them some positive
consequences, as discussed below.
However, they can also present an
ethical dilemma when targeted at
naïve investors.
Virtual currencies have been
linked to an array of sinister unethical
behaviours and practices, ranging
from virtual money laundering
and tax evasion, to the financing
of illegal products and activities,
including terrorist financing, and to
cyber-attacks. These practices are so
widespread that they have spawned
the term “crypto-crime”. For
example, cryptocurrencies are often
used on the “Darknet” or “Darkweb”,
an overlay network within the
Internet which is only accessible with
specific software. Bitcoin, it has been
argued, has become “the currency
of choice for cybercriminals”, given
that “distinctive characteristics
of decentralisation and pseudoanonymity are also attractive to
criminal actors in general” (Brown,
2016, p. 327). By extension, the
Darknet seemingly facilitates this
criminal activity.

Blockchain ethics: an
opportunity for redemption?
Much of the concern around
environmental and social impacts
stems from the use of blockchain
technology. This is because it is
the feature of virtual currencies
that is most energy intensive, and
which also facilitates the type
of unethical behaviour which
thrives on anonymity. Historically,

there has been a notable lack of
research on blockchain ethics.
However, there have been recent
efforts to identify the ethical issues
surrounding blockchain, and to
propose a conceptual framework
for blockchain ethics following
discussion with stakeholders (Tang,
Xiong, Becerril-Arreola and Iyer,
2020). In a systematic literature study
on blockchain ethics, Hyrynsalmi,
Hyrynsalmi and Kimppa (2020)
highlight that “the area is swiftly
maturing”, yet there is a lack of
usable ethical tools, methods and
frameworks for blockchain ethics.
Furthermore, their study shows that
blockchain ethics discussion often
remains artificial. They therefore call
for more “concrete usable tools—for
the practitioners and scholars”, as
well as a “deeper understanding of
relevant ethical concerns” (p.145).
Some scholars have sought to
highlight and understand the ways
in which blockchain technology
can be a source of social good and
be used in ethically acceptable ways.
For example, Lapointe and Fishbane
(2019) consider how blockchain
might allow for the expanding of
access to services towards people
who do not have formal identity
credentials or credit history. As
one example, BanQu’s economicidentity blockchain “aggregates
personal identifiers, such as financial
transaction
histories,
property
records, trust networks, and
education records”, so that people
are able to “develop a portable and
vetted personal history that gives
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them access to formal services”
(p.56). In addition, blockchain
has the potential to be a force for
good beyond banking and finance.
For example, it could enable the
protection of vital records in digital
registries, enable secure mobile
voting, help to prevent human
trafficking, and improve medical
research and healthcare (ibid).
Beyond academia, positive action
is already being taken to steer virtual
currencies in an ethical direction.
For example, in May 2021, it was
announced that a new Bitcoin Mining
Council had been created in order
to improve the cryptocurrency’s
sustainability, following a meeting
of “leading” Bitcoin miners and the
ever-present Elon Musk (BBC News,
2021c). Meanwhile, more ethical
options for virtual currencies are
becoming available, such as FairCoin
(https://fair-coin.org), which claims
to require “much less energy than
other blockchains”, while enabling
faster transactions. As well as
laying claim to very low power
consumption, even with hundreds
of transactions per minute, FairCoin
also looks to support fair business
values and models.
Furthermore, some commentators
have argued that the focus on issues
such as the dark side of the darknet
has been overdone. For example,
one qualitative study found that
current academic studies and media
reports tend to highlight how the
anonymous nature of the Darknet is
used to facilitate criminal activities.
However, the characteristics of the

Darknet also “provide a wide range
of opportunities for good as well
as for evil”. This is enabled, they
suggest, by various characteristics
that are also seen to cause harm, but
which are “rooted in the Darknet’s
technological structure”, such as
“anonymity, privacy, and the use of
cryptocurrencies’ (Mirea, Wang and
Jung, 2019, p.102).

To what extent are virtual
currencies trusted, and
should they be?
Trust has been described as the
“social glue” between the known
and the unknown, and something
which matters more than ever in the
digital age (Botsman, 2017; 2020).
In its most basic form, trust can be
envisaged as a dyadic conception,
focused on specific actions between
people, where all parts are necessary.
For example, “A trusts B to do X”
(Hardin, 1996). Theoretically, this
can also apply to dynamics which
include non-human actors. Indeed,
a concept identified as “e-trust” has
been adopted by some researchers
seeking to delineate the more generic
ideal of “trust” from trust specifically
developed in digital contexts and/or
involving artificial agents (Taddeo
and Floridi, 2011).
There are of course, many forms
of trust, ranging from interpersonal
trust (the perception that others
will not harm your interests) to
institutional trust (confidence in
institutions). A related, yet distinct
concept, is that of “trustworthiness”
– the extent to which something
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or someone is deserving of trust or
confidence (Hardin, 1996).
What does it mean then to trust
a virtual currency, or to find it
trustworthy? Furthermore, what do
we know about whether people trust
virtual currencies? We might reason
that in this context, there would be
an expectation that the currency was
fair, fit for purpose, and fulfilled its
intended use or uses. These might
include being secure, transferable
and anonymous.
Considering the many
news stories, and academic articles
denouncing virtual currencies,
one might think that this would
affect how trustworthy they are
considered to be, and how trusted
they are in practice. Indeed, as
Barth, Herath, Herath and Xu note
(2020), consumers are sensitive to
the ethicality of virtual currencies,
and have been shown to respond
negatively, with the price has falling,
when a currency is perceived to
be unethical. Yet despite these
overarching concerns, many people
continue to utilise, and invest
in, virtual currencies, indicating
some degree of confidence in their
trustworthiness.
Original research now exists
which seeks to understand and
explain the trust placed in virtual
currencies. For example, one
research paper by Marella, Upreti,
Merikivi and Tuunainen (2020)
analysed 1.97 million discussion
posts
across
several
online
forums related to Bitcoin, such as
Cryptocurrency Talk and BitcoinTalk

Forum. They found 11 different
attributes related to three technology
constructs that are significant in
creating and maintaining users’ trust
in Bitcoin. These included security,
stability, knowledge, regulation,
decentralisation,
investment,
profitability, alternative currency,
openness and transfer.
One key explanation for the
trust placed in virtual currencies is
the stark contrast they provide with
traditional financial institutions,
which suffered a particularly steep
demise in trustworthiness following
the 2007-2008 global financial
crisis. Marella, Upreti, Merikivi
and Tuunainen (2020) highlight
that the use of cryptographic
techniques increases the users’
trust in cryptocurrencies, while
traditional financial services benefit
more from institutional trust.
Thus, “in the absence of basic
legal and institutional premises,
cryptocurrencies demand trust,
not in people but in technology, as
the security of financial transaction
depends upon the underlying
technology” (p.261).

Conclusion
In exploring the ethics of virtual
currencies, and the trust placed
in them, this paper has sought to
answer the following questions:
What are virtual currencies and
are they ethical?
Firstly, we highlighted that
several terms are often conflated with
“virtual currencies”, such as “digital
currencies” and “cryptocurrencies”.
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Nonetheless, virtual currencies are a
distinguishable concept in their own
right; for example cryptocurrencies
are simply a sub-type of virtual
currencies.
These
distinctions
matter, because different forms of
digital currencies (the umbrella term
for virtual currencies) present their
own ethical challenges. We also
showed how it is the underpinnings
of virtual currencies, such as their
use of blockchain technology,
which largely give rise to ethical
considerations.
We argue that virtual
currencies ought not to be judged as
possessing moral standing. Instead,
it is their uses (or the individuals
who use them in certain ways, who
ought to be scrutinised. In answer
to the question of whether virtual
currencies are “ethical”, we suggest
that there is a complex interplay of
both ethical and unethical practices
and consequences when using
virtual currency, including an array
of environmental and social factors.
While these factors are not intended
to be a comprehensive list, they
nevertheless highlight key areas of
focus and contention.
Whether or not one
understands something to be
“ethical” when it possesses both
ethical and unethical components
will depend on one’s philosophical
and moral leanings. The important

takeaway, however, should be that
clearly unethical issues, such as
environmental deterioration and
financing of crime, ought to be
addressed by issuers of virtual
currencies. As highlighted, some
work is already being carried out, for
example with the creation of ethical
cryptocurrencies such as FairCoin.
To what extent are virtual
currencies trusted, and should they
be?
Secondly,
we
sought
to
understand
whether
virtual
currencies are trusted by users,
and whether they should be. The
substantial, continued rise in the
popularity of virtual currencies,
particularly,
cryptocurrencies,
indicates that people are trusting
enough to either invest in, or at
least experiment with the idea of,
virtual currencies, whjch seem to
provide an attractive alternative to
traditional institutions and financial
instruments. Furthermore, their
volatility is well documented, and
perhaps even expected. It remains to
be seen whether virtual currencies
should be trusted over time, and
whether, as the memory of the
global financial crisis fades, they will
continue to be trusted. Perhaps they
will continue their meteoric rise, in
which case virtual currencies may
one day be the “money [that] makes
the business world go round.”. •
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Call for Candidates
The Prize Ethics & Trust in Finance for a
Sustainable Future asks people under the
age of 35 working in or studying finance
to reimagine how financial institutions
can provide a meaningful response to the
changing needs of the communities in
which they operate. How together with their
stakeholders, they can balance the desire
for growth, security and stability for the postpandemic world.
The Ethics & Trust in Finance Prize promotes
new ways of thinking about the big challenges facing

the global economy. We strive to work with
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conceive of new models and shape better
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We believe that the issues of ethics and
trust in finance have a pivotal role to play
in affecting a positive change in the world
after pandemia. We look forward to exploring
bright new ideas from a diverse group of
brilliant people.

Closing: May 29th 2023
(to be confirmed)

The competition invites young professionals
and academics under 35 years of age to
submit unpublished papers:
• maximum of 5000 words;
• analytical or practical topics;
• rigorous argumentation;
• innovative approach;
• clear conclusions.

An international jury, comprising of prominent
experts in finance and ethics, will designate
in autumn 2023 one or more prize winners
and allocate the sum of USD 20,000 between

them.

How to participate:

Linguistic Editions:

• go to www.ethicsinfinance.org
• fill in your «expression of interest»
• follow the instruction
• read the papers of the finalists of past
editions
• submit your paper before 29/05/2023

• Francophone edition, more information:
ethiqueetconfiance@cfpb.fr
• German-language edition, more information:
villhauer@weltethos-institut.org
• Polish edition, more information:
sekretarzkeb@zbp.pl

www.ethicsinfinance.org
Ethics & Trust in Finance, Observatoire de la Finance - 16, chemin des Clochettes - 1206 Geneva - Switzerland
Tel. +41 (0)22 346 30 35 - Email : info@ethicsinfinance.org

The Observatoire de la Finance was set up in response to a question raised in the early 1990s: what
is the social and economic “licence to operate” of ﬁnancial markets? The corresponding report entitled
Financial markets: mission impossible? was published in 1993 (http://www.obsfin.ch/founding-texts/
financial-markets-mission-impossible/).
On this basis, three years later the Foundation “Observatoire de la Finance” was established in Switzerland
as an independent, apolitical and non-confessional body.
Today, the Observatoire de la Finance is a think tank whose work focuses on the complex interplay
between ﬁnancial techniques and practices on one side, and the requirements of the common good on
the other. In doing so, it endeavours to clarify what is happening, and then investigates why.
The Observatoire’s activities are aimed at:
• Developing and formulating ideas. The Observatoire engages in inquiry and multidisciplinary diagnosis
regarding selected aspects of the economy and finance and their relationship to society.
• Proposing new leads and views. Following this process of inquiry, the Observatoire compares, tests and
refines the various diagnoses and the most promising avenues in consultation with the operators and
institutions concerned.
• Launching a dynamic process to enhance the ethical content of the technical debate.
Over the years, the high standard of its work and its ability to initiate dialogue and collaboration have
given the Observatoire benchmark status in the ﬁeld of financial responsibility and ethics.
Director of the Observatoire de la Finance: Prof. Paul H. Dembinski
Board of the Observatoire de la Finance:
• Jean-Christophe Pernollet, chair - Geneva
• Jean-Michel Bonvin - Geneva
• Andrew Hilton - London
• Josina Kamerling - Brussels
• Paul-André Sanglard - Porrentruy
• Anthony Travis - Geneva
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At CFA Institute we have ethics in our DNA; our charter holders commit each
year to an ethics code. Is was therefore an obvious fit for us to support the Ethics
and Trust in Finance for a Sustainable Future prize. Over the years reading and
meeting the laureates has given us an insight in how young people look at finance
and its role in society, with many good ideas coming out of the essays for regulators and anyone working in the finance industry.

Josina Kamerling, Head of Regulatory Outreach, EMEA,CFA Institute

We strongly believe that the global financial services industry has a crucial part
to play in providing services that are sustainable, ethical and societally beneficial. Through the work done by the Ethics & Trust in Finance Prize, we are
harnessing new, innovative ideas to help us achieve our strategic role and meet
the aspirations of the younger generation.

Martin Gregson, Corporate Communications Officer, Euroclear

SWIFT and the SWIFT Institute have been a long supporter of the Ethics & Trust
in Finance Global Prize. SWIFT is always focused on responsible innovation and
an ethical approach with trust is critical to this success. Inspiring the next generation of leaders to focus on ethics and trust is more critical in these current times
and this award represents a path forward that gives us inspiration for a financial
community that strives to improve in the right way.

Matt Loos, Director of the SWIFT Institute, SWIFT

As we look to how we can reconstruct our world, there’s an opportunity to radically change the way we do things so that it’s healthier, greener, more ethical and
more socially inclusive. Thinking deeply about this and re-building in a way
that benefits all in society has never been more vital, and it makes this prize
even more relevant and resonant.

Helen Brand OBE, chief executive, ACCA

