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FOREWORD

Culture and conduct need to be taken seriously, as they are critical to
successful financial firms and resilient financial systems, and hence to the
success of effective regulatory systems. But we need to apply the knowledge
we have properly and convert it into effective action.

Finance as a sector is a late arrival to the Conduct and Culture debate but
it has spread quickly. Many other businesses, professions and regulatory
systems have understood the ideas and invested greater effort in applying
them. There are two major drivers to this profound change and why it has
transformed some sectors more quickly than others. The first is whether the
findings of behavioural science have been heard and applied. Some of the
findings are challenging since they point to changes that may be difficult to
make or might be seen as likely to hurt. Second, the basic desire of popula-
tions for fairness is a voice that is increasingly insistent and needs to be
listened to.

The public’s sense of natural justice and perception of institutional injus-
tice have been sorely tested by two events in particular. In the aftermath of
the 2008 global financial crisis, governments were seen to have used taxpayer
funds to bail out failing banks; then in 2020 the stresses of the global
Covid-19 outbreak exposed many institutions (government, science, health-
care, finance) to a critical public reappraisal.

On a longer-term view it is apparent that the shock waves, both from new
behavioural insights and institutions failing under stress, have penetrated
more quickly in some sectors than others. The most receptive areas tradition-
ally were those where safety is key (aviation, nuclear); systems are evolving
at speed (AL online harms); where an industry is simply more open to this
type of innovative thinking (some parts of food, healthcare and technology);
or where public or existential pressure is effective (global sustainability,
corporate governance). In contrast, some sectors have been less inclined to
listen because they retain strong entrenched interests — and the levels of
remuneration in financial services are certainly one barrier to change.

The financial crisis of 2008 highlighted why corporate culture matters to
people ‘on the street’; and the financial sector started to recognize their
social concerns as valid. That is good news. However, few institutions have
taken these lessons to heart and invested the time and effort to get it right.
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The bad news is that there are sectors — including finance, as will be seen
here in Culture Audit — where we have allowed too much entrenched resist-
ance to keep us from responding effectively. There have been practical
excuses for inaction: But how do we affect culture? Can we really measure
culture? Isn’t culture irrelevant unless we can measure it? Isn’t it enough to
have ‘tone from the top’? Isn’t it enough to have the latest governance struc-
tures? Or to have laid claim publicly to some broad social purpose? Don’t
all financial people behave with integrity? Isn’t having a code of ethics
enough? Surely we don’t need to change the whole system or the way the
industry works? Don’t profits trickle down to alleviate poverty, so pursuit of
profits is good?

The deep disconnect here is ultimately between what human beings know
to be right and the way we think we need to do things in order to be success-
ful. Ultimately, it’s about how we behave in capitalist markets. The orthodoxy
was always about maximizing individualism, profits, shareholder value, and
competition. This has led to increasing inequality and people have rightly
objected to the outcomes and hence questioned the way we do things. A
disillusioned public now looks for evidential proof that financial firms and
the people who work in them actually behave according to the values
regarded as fair by most people. Not by insiders. In other words, it’s about
ethical behaviour, driven by positive values. All the time. Consistently.

It’s not a question of whether the bank manager smiles and gives you a
cup of tea. It’s whether they provide supportive and objectively fair assis-
tance that is relevant to you — not PPI or putting your small family business
into rapacious intensive care. Businesses ruled by econometrics seemed to
have lost the humanity of caring for others, even though a culture of human-
ity reaps huge dividends in the long term. As the world starts to rebuild itself
in 2021, the new outlook is about interpersonal trust: values, emotion, rela-
tionships, caring and social solidarity. Far from being an abstract mystery, a
healthy dialogue around purposeful culture and what’s good behaviour is or
should be an extension of the everyday social relationships we all have.
These are the force that constantly reshapes our view of what is ‘acceptable
and expected’ behaviour — a phrase the UK’s financial conduct regulator is
fond of using.

This isn’t a polemical or political statement. A robust, and growing, body
of behavioural science shows it to be true. The science challenges theories
and entrenched ways of doing things. Legal theory and classical economic
theory assume that imposing sanctions will affect future behaviour, through
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deterrence. Most of us, however, have intrinsic motivation. We come to
work because we like to do good things, to contribute to society, to engage
with colleagues and help others. Having enough money may be the starting
point, but it is not the end. Excessive focus on financial reward itself crowds
out other important things and the result is an industry that is perceived to
focus exclusively on making vast sums of money for itself; meanwhile huge
swathes of people on the planet have barely enough to meet their basic
needs. This engenders resentment, lowers trust, and threatens the founda-
tion of our society.

The much-trailed ‘new’ culture audit technique of direct observation/
floor-walk, both by regulators and internal audit, is not so new at all, of
course. It is a rediscovery of what any good business manager or auditor has
always done: walk about and directly observe What Actually Happens. A
personal anecdote: when I was a departmental manager in a City law firm
in the mid-"90s, the firm paid large sums to a Harvard professor for advice
on how we should manage ourselves to achieve (financial) success. The
answer was simple: walk the floor, be open and nice to people, be demon-
strably fair, build teams that have good social engagement, and manage out
people who don’t cooperate as team players, however much of a star they
might be. Forget working from budgets and billings — success and profits are
not objectives but follow good ethical teams. As we found, he was abso-
lutely right (ironically enough, ‘on the money’).

My initial training was as a scientist and now, as an empirical socio-
legal scholar, one automatically follows the evidence. It’s a wonderfully
liberating experience to be able to ask what the evidence is for doing what
we take for granted. You can come up with some really powerful answers,
even if implementing them challenges a lot of people who hate losing what
they think they have in existing ways of doing things. As Dan Ariely enjoins
us, we should be ‘relentlessly empirical’.! At the macro policy level, the
scientific evidence about the need to focus on ethical values is clear. At the
micro-operational, managerial and regulatory levels, it is not difficult to
find data that shows what sort of culture we have, such as from customer
feedback and complaints, anecdotes, and weak signals from multiple
frontline (and online) sources. But we have been too driven by theories
and risk models, as John Kay and Paul Collier say in powerful recent
books.? Again other sectors/times have used the ‘simple culture’ approach
to great effect, in preference to paper-based retrospective audit. This raises
another point.
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The culture audit view moves firms beyond reliance on past operational
risk-style controls and ‘rear-view mirror’ value-at-risk analysis. It looks
instead to improve current situational awareness and reflexivity. Some
sectors are outstandingly good at this, having learnt from their mistakes —
the ways that people deliver safer outcomes in aviation, food and healthcare
are inspirational. There is so much good practice to learn from. There are
structured techniques such as a Barrett cultural values assessment. There are
straightforward changes of habit such as making more time for Management
By Wandering About, blame-free open discussions of risk and socializing of
problem-solving. The second part of the story, which the financial sector has
been slower to grasp, is once the true root causes of a problem are revealed,
to deal with them fearlessly.

We know intuitively, as well as through behavioural science, that people
may not obey norms intrinsically, but will when they see that most people do.
This is where cooperation can break down: the old-fashioned way of achiev-
ing compliance and preventing free riders was to use heavy-handed
enforcement. The culture approach asks a different question: “Why would
anyone make that mistake, so we can try to prevent it happening again?’
That is surely a better way to inform future decisions than “This person made
a mistake and we will blame them’. Learning from root cause analysis,
informed by open and fair culture, demonstrably improves performance. We
should not need to coerce anyone, as a 21st-century democracy that values
human integrity and respecting each other.

And yet... finance has put up a vigorous rear-guard action of arguing that
its value to society means that it cannot be touched by the change: it would
lose talent; it cannot be allowed to fail, goes the story. Unfortunately for
the public interest, for a long time this defence succeeded in deflecting the
searchlight of stark reality. It prevented the reform of attitudes to risk, the
much-needed socializing of values — of people bringing their ‘whole selves’
to work, feeling content to raise a problem and to work with others to solve
it. Ironically for an industry rooted in one form of risk analysis, its culture
of risk aversion needed to be challenged; other sectors have meanwhile
moved far ahead in learning from mistakes, in opening themselves up to
controlled experimentation. Outside the financial sector, many organiza-
tions have a mature view of ethics, values and culture that allows people to
try, then fail or succeed, but learn and improve in either event.

This is serious. It’s one thing to mess up customers (especially in large
numbers). It’s another to mess up the viability of an institution (bank).
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But it’s a whole different level of threat if your collective culture undermines
trust in an entire financial and economic system. What is the financial sector
selling, if not trust?

Whether based inside or outside the industry, anyone with fresh insights
to bring to the table — be they into behaviour, culture, cognition, or whatever
field — has a public duty to add these to the call for change. We should bring
the best of what we know, applying the best knowledge and wisdom
currently available, to change how our institutions function. ‘Organizations
don’t change, people do’ said Richard Barrett,’ and this means that each and
every one of us working in financial services must commit to this change.
This book invites everyone in the industry to find here and share — and, quite
originally, to enjoy as they do so — a wider knowledge of the science, the
available assessment tools, the practical issues and the obstacles. This is too
important to leave to backroom people. Accordingly, it’s great to see here a
team of authors with such collective enthusiasm, knowledge, and commit-
ment to share it in plain language.

Despite the work of the world’s many conduct regulators, there are few
practical guides as to how to assess culture in the specific context of conduct-
regulated financial services. The next stage will need businesses and
regulators working together to improve culture and conduct. The fact that
leading regulators are focusing on culture and culture audits will in itself
create improvements as people focus more on managing what they have
now measured. There is more to do here, and this book is a major contribu-
tion to that effort. Whoever gets it right on the business side should do very
well commercially. The lesson is to be ahead of what you are forced to do in
showing that your organization Does The Right Thing.

The context has been made easier by the growing realization by all of us,
and especially now by investors, that we face existential challenges (climate
change, event extinction of the planet, and unpredictable pandemics) that
have provoked real engagement with things that matter, such as through
ESG evaluations and the need to demonstrate that our organizations’ general
social licence is deserved. Corporate behaviour really matters. If we don’t
support people, small businesses and jobs, it’s going to hurt us all. This is
more than a marketing attempt to use reputational claims to gain competi-
tive advantage. The reputation needs to be deserved. It’s about what we can
do to deserve real trust.

This book shows the way forward in science- and evidence-based
approaches to monitoring, measuring, and reporting culture. It highlights
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specific solutions to bridge the gap in understanding and measuring culture,
not only for regulatory reporting but more importantly to help businesses
grow sustainably, resilient to disruptions, and in line with rising public
expectations of exemplary conduct. Culture Audit tells firms why and how.
Now let’s get to it!

Christopher Hodges
Professor of Justice Systems, University of Oxford
Co-Founder, International Network for Delivery of Regulation
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