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“Inventing and innovating
are the most exciting and risky
activities in businessand absolu-
tely necessary if companiesare to
thrive”

Financial Times, 2014

As established banking firms see
their return on equity fall due to in-
creased competition and regulatory
pressures, they are finding themsel-
ves motivated to innovate to deliver
their strategic growth objectives.

Competition in the UK financial
services market has been low. The
market has been dominated by the
“Big 4” banks for personal banking.
Further, many investment banks
made being a “one stop shop” for
investors’ banking needs their core
business strategy (Financial Times,
2015). The finance industry is seeing
massive change in the form of the

rise of virtual currencies including
Bitcoin, the emergence of peer-to-
peer lending (which in 2014 in Bri-
tain was worth £1.7bn (The Guar-
dian, 2015a) and the evolution of
mobile payment solutions. The mar-
ket has been disrupted by new en-
trants bringing innovative products.
These firms include Nutmeg, Marke-
tinvoice, GoHenry, and Crowdfun-
der who have become well-known
names. Technology companies have
also joined in with the best known
offerings being Google Wallet and
ApplePay.

The market is changing due to
a series of disruptors. These include:

e Technological developments
increasing possibilities in both digi-
tal and social media capabilities.

e Customer dissatisfaction and
lack of trust in providers.
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Les établissements ban-
caires les plus en vue
sont poussés a innover
afin d’atteindre leurs
objectifs stratégiques
de croissance straté-
gique.

Le marché de produits
de services financiers
est en train de changer
substantiellement.
Clest la conséquence
d'une série de facteurs
qui incluent des capa-
cités technologiques
croissantes, les gouts
des consommateurs,
les comportements et
les changements démo-
graphiques.

Le La plupart des
entreprises gardent le
souci éthique pré-

sent a l'esprit et sont
désireuses de mettre
fin aux accusations mé-
diatiques des dernieres
années et a leurs effets
préjudiciables.

* Change in customers’ tastes:

o Rise of the “millennial”
consumers who are digital and social
media savvy.

o Increasing power of the
“grey pound”, as the ageing popu-
lation who have experienced low
interest rates are looking to ensure
their pensions are not eroded.

e Regulatory changes include
competition enquiries into current
account markets and the investment
banking market as well as the senior
manager’s regime regulation which
holds senior managers accountable
for what happens within their firms.

The Financial brand (2014)
found 24% of senior bankers put
product innovation as their inves-
tment priority). Firms are re-con-
sidering their business models and
looking to create ethical products.
However, innovation poses ethical
risks that have not previously been
seen, considered or managed.

This essay will explain what is
driving change, the ethical challen-
ges posed by innovations and how
firms can ensure that they make the
correct ethical evaluation by only
putting products to market that
have the customers’ interests at their
heart.

Most Firms Have
Ethics at the Forefront
of Their Minds

We have been bombarded with
negative news headlines relating to
banking conduct (including Libor,
FX and Gold-fixing scandals, and
numerous money laundering and

sanctions fines). These stories have
damaged both the industry’s repu-
tation and customer confidence in
finance.

Several negative news stories re-
lated to unethical financial products
have come into the public eye. The
best known is PPI (Payment Protec-
tion Insurance) where banks have
paid £22bn compensation to custo-
mers (British Broadcasting Corpora-
tion, 2015a). Millions of customers
were mis-sold insurance policies to
protect themselves against falling ill
or job losses. Many did not need the-
se policies and/or were unaware they
were paying for them.

Another example relates to Cre-
dit Suisse and Yorkshire Building So-
ciety who were fined by the Financial
Conduct Authority (FCA) (Finan-
cial Conduct Authority, 2014e) for
selling an investment product where
there was no chance the customer
could receive the highest return lis-
ted in the promotion material.

Interest rate hedging products,
“swaps”, is another example of an
ethically dubious product. They
were designed to protect consu-
mers from changing interest rates
on their debts. However, the hedge
exposed the consumer to risk of rate
movements. Many small businesses
purchased these thinking they were
reducing their risk. Following FCA
intervention, 17,000 redress deter-
minations have been sent to custo-
mers culminating in £1.8 billion re-
dress payments (Financial Conduct
Authority, 2013a).
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La question qui se
pose est la suivante :
lorsque 'on développe
des produits innovants
comment peut-on étre
sar quon le fait de
maniere éthique et que
I'on place l'intérét du
client au-dessus des
profits de l'entreprise

? Lorsque le client n’a
pas de visage comment
peut-il prévaloir dans
les décisions et com-
ment le produit peut-il
véritablement répondre
a ses besoins?

A final example to highlight is
Payday Loans. This lending product
received a huge amount of negative
news with MP’s even questioning the
service in parliament. Many questio-
ned the ethics of such an expensive
product that was used by vulnerable
individuals who were bamboozled
by the maths and desperate for im-
mediate cash.

Following the financial crisis the
UK parliament requested a review of
banking standards and culture. On
publication of this report by the Par-
liamentary Commission on Banking
Standards (“PCBS”) the Chair stated
that “Recent scandals, not least the fi-
xing of the LIBOR rate ... have exposed
shocking and widespread malpractice”
(Parliamentary Commission, 2013).

Mark Carney, Governor of the
Bank of England, summed it up thus:
“In the run-up to the crisis, banking
became about banks not businesses;
transactions not relations; counter-
parties not clients...When bankers
become detached from end-users, their
only reward becomes money” (Bank of
England 2014a).

Whatisethics?

So the question emerges: when
developing new and innovative pro-
ducts how do you ensure you are
behaving ethically and putting the
customers’ interest above the firm’s
need for profit? When the customer
is faceless, how do you put them at
the forefront of your decisions and
understand what they need from a
product?

Ethics are the moral principles

that guide our behaviour combined
with the legal rights and duties that
are acceptable in society (Steare, R,
2006, pp. 22 and Oxford Dictiona-
ries, 2015). It is not surprising that
true innovation, which disrupts the
status quo, can lead to numerous
ethical challenges. This is because
there can be many conflicting inter-
ests amongst the many stakeholder
groups which include shareholders,
employees, customers, board mem-
bers and regulators . What is in the
best interest of shareholders and em-
ployees may, at least at first, appear
different to what is in the best inter-
est of the customer. Ethics is about
managing the conflicting personal
desires and interests of the stakehol-
der groups (Steare, 2006 pp. 55-58).

Historically, financial services
have relied on “Duty-Based Ethics”
with individuals following prescri-
bed rules which focus on the action
and its intention rather than the con-
sequence (British Broadcasting Cor-
poration, 2015b and Steare, 2006,
pp- 28).

Many believe that this approach
led to individuals failing to consider
the effect of their actions. As firms
try to move away from the past they
are aiming to adopt a new approach.
Martin Wheatley, Chief Executive of
the FCA, references Steare’s book,
arguing for “a more sophisticated in-
terpretation of integrity in business.
One that is not simply defined by the
ethics of obedience, but actually looks
towards the ethics of care and the
ethics of reason” (Financial Conduct
Authority, 2014d).
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De nombreux facteurs
sont des moteurs du
changement. I est
important de les iden-
tifier puisque ce sont
eux qui les faconnent
en derniere analyse.
Si 'on souhaite que

le produit final soit
éthique, il faut com-
prendre ce qui peut
empécher qu'il en soit
ainsi.

To put this in terms of ethical
innovation: in financial markets pri-
ces change and the final return is not
guaranteed . However, what matters
is that the product achieves adver-
tised returns in normal markets. It
should be suitable for its prescribed
target market. The customer should
understand the risks. The product
must offer value to the customers.
At all stages of the transaction and
throughout the products life the
firms should be able to demonstra-
te it has the customers’ interest at
heart.

“The goal of innovation is to upset
current beliefs, behaviours, relation-
ships and technologies...” Business
Roundtable for Corporate Ethics In-
novation, 2008.

Innovation has the power to tota-
lly change a market and even make
a market completely disappear and
another appear. It may involve the
development of a product, the con-
solidation of several existing ideas or
the release of a new format for sale.
Innovation can be driven by a num-
ber of factors including a new idea,
a customer challenge, a new techno-
logical development or a regulation.

What are the drivers for
innovation in Finance?

There are multiple factors dri-
ving change. It is important to un-
derstand these drivers because they
shape the ultimate change. If we
want the final product to be ethical,
we need to understand what factors
might prevent that happening.

Banking Strategy and pressure
todrive profit

Recently banks have struggled to
make a good return on equity. Low
interest rates and increased regu-
lation have eroded margins. Many
banks have outlined future growth
strategies to shareholders and to
achieve this they will need to ensure
they innovate.

Technology

Technology has driven innova-
tion as new capabilities have allowed
products to be developed using new
platforms, tools and networks. For
example, increased smartphone and
tablet ownership (predicted to reach
3.4 devices per person by the end of
2015 (The Telegraph, 2015) has led
to the development of payment ser-
vices such as Barclays Pingit (which
allows customers to move money via
their mobile). Other technological
developments include robo-advi-
sing, virtual currencies and payment
solutions such as Apple Pay and
Google Wallet.

Customers embrace new techno-
logy and firms can use it to persona-
lise their service. For example:

* UK banks text customers when
they are approaching their current
account limit.

e Asset managers often have in-
ternet-only products.

e Firms utilise social media to
run promotion campaigns.
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Depuis la crise finan-
ciere, la régulation

a été l'outil de choix
pour éviter d’autres
scandales et crises. La
responsabilité person-
nelle que les régula-
teurs ont en point de
mire et la concurrence
pourraient avoir une
grande influence pour
changer la culture et
augmenter la part des
produits concus de fa-
con éthique. Toutefois,
meéme si la réglementa-
tion a un pouvoir fort
sur 'innovation, elle
n'est pas suffisante.

Customers: “The Millennials”
and the “Grey Pound”

Evolving customer tastes and
preferences are forcing innovation.
The “Millennials”, the next genera-
tion, are disillusioned by banks, no
longer trust their services and are
demanding change. This generation
does not fear the internet, having
grown up using it. Whilst data pri-
vacy is important to them, access to
funds, speed and ease of transactions
is critical. They have embraced so-
cial media and technology to suits
their lifestyles.

The aging population and pur-
chasing power of pensioners (and
those looking to save in their pen-
sion) is also causing changes in the
market. Low interest rates are cau-
sing people to look for innovative
ways to prevent their funds being
eroded.

Regulation

The finance market is closely
regulaThe finance market is closely
regulated. New regulations can lead
to products being banned or altered
which in turn necessitates the deve-
lopment of new products to replace
them. The FCA’s financial penalties
have increased considerably: “in the
two and a half years to 30 September
2014, the FCA and FSA imposed more
than £1 billion in fines” (Grant Thor-
nton, 2015). However, the reputatio-
nal damage, from regulatory censure
can be even more costly, often lea-
ding to a sharp decline in customer
confidence. This is helping to redu-

ce ethically risky ideas coming into
fruition.

The Competition and Markets
Authority (CMA)

Competition is a significant dri-
ver to improving conduct. Where a
market has many competitors, with
no entity controlling the market and
where customers can easily switch
provider, the firm’s reputation can
differentiate it from its competitors.
Potential customers consider the
firm’s treatment of its existing cus-
tomers and this encourages firms to
put ethics at the heart of their busi-
ness.

Historically, competition has
been low in financial services. As the
PCBS report stated, “[t]his lack of
competition... is an important reason
why banks can sustain poor standards
of conduct and do not seem to feel the
same pressure to respond to reputa-
tional damage as would be the case in
many other industries” (Parliamen-
tary Commission, 2013b).

The CMA promotes competi-
tion with the aim of making markets
work well for consumers, businesses
and the economy. It has substantial
powers to enforce change based on
its investigations. The CMA is inves-
tigating personal and small business
banking accounts. Despite systems
in place which make switching ac-
count easier, few have done this. The
results of this investigation could
drive innovation in current accounts
and force firms to reconsider how
they differentiate their products
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Les quantités de don-
nées disponibles grace
aux canaux numeé-
riques confrontent

les entreprises avec
des opportunités,
mais aussi avec des
dilemmes éthiques.
Elles doivent évaluer
ce quelles peuvent
utiliser pour aider

le client et quelles
données ne devraient
pas étre consultées.
Cela peut paraitre
facile, mais ne l'est pas,
car il faut prendre en
considération tous les
scénarios possibles.

Personal Accountability and
the Senior Managers Regime

“[1]f you want ethical cultures,
then you need ethical leaders.” (Stea-
re, 20006).

The FCA regulation intends to
hold senior individuals responsible
for what happens within their firm.
Mark Carney explained “Businesses
do not make decisions; individuals do”
(Bank of England, 2014b). This re-
gulation is expected to cause a large
cultural shift among leaders, moving
away from a rule-based approach
to a more sophisticated ethical ap-
proach. This change should help en-
sure that innovations are rigorously
evaluated, risks assessed and ethica-
lly dubious products prevented from
entering the market as, if not, there
could be severe penalties.

Whilst regulation is a powerful
force in ethical innovation, it is in
not enough. This is something even
the regulator is aware of. Wheatley
stated “Governments tend to respond
to scandal with regulations, without
considering that it’s this ‘obedience
culture’ that often fails in the first pla-
ce.” (Financial Conduct Authority,
2014d).

Ethical challenges
from new technology
innovations

New technologies present new
conundrums and potential conflicts
of interest which need to be conside-
red and managed. One such situation
is explained by Lewis (2014) who
sets out allegations explaining how

fibre cables changed how traders
and hedge funds did business. The
importance of speed was (allegedly)
exploited by high frequency traders
to front-run client transactions. The
lack of transparency made it diffi-
cult for anyone to understand what
was going on. It is unclear whether
firms had considered the ethics of
the new technology and the effect it
would have on their customers and
the market.

Ethical challenges
from data

An example of data privacy ethics
relates to new products like Osper
(2015) and Go Henry. They offer a
Prepaid Debit Card for young people
and parents. They allow parents to
know what their child is spending
their money on. These products
could prevent situations such as chil-
dren using debit cards online to buy
cigarettes and drugs (The Guardian,
2008). However, there is a question
surrounding whether children (es-
pecially if over 16 years old) should
or should not be entitled to any data
privacy?

Ethics of new commu-
nication tools

Social media allows firms to in-
teract with their customers in new
ways. The use of Facebook, Linke-
dIn and YouTube presents ethical
conundrums as the customers’ inter-
ests and the firm’s interest may ini-
tially appear to mismatch, especially
when considering how the firm uses
already visible data, such as relation-
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Les commissions

sont un domaine tres
sensible pour toute
entreprise. Com-
prendre ce qui crée de
la valeur pour le client
est compliqué, mais
certains pensent que
toutes les entreprises
doivent étre capables
de le faire et de décider
en connaissance de
cause. Un tel exercice
met en lumiere les
services pour lesquels
les clients sont préts

a payer alors que
certaines entreprises
seraient tentées de les
fournir gratuitement.

ship status, private photos etc, and
how can firms use these platforms to
sell products?

An example in practice relates to
peer-to-peer lending sites. The FCA
released a warning about the online
marketing practices of such sites.
Peer-to-peer lenders connect savers
with parties that want to borrow.
Both parties benefit from better ra-
tes than they would receive from a
bank. Providers include Funding
Circle (allowed 7,000 businesses
to borrow £490m (The Guardian,
2015a), Zopa and RateSetter (The
Guardian, 2015c¢). There are also
investment-based crowdfunding
products where people invest in un-
listed shares or debt securities issued
by business. The FCA has concerns
that some lenders are mis-selling
their products: “Benefits are empha-
sised without a prominent indication
of risks” and information is “insuffi-
cient, omitted or ... cherry-pick[ed]”.

Ethics of new fee
structures

New products can solve a real
customer problem and initially ap-
pear to improve the market. But ca-
reful consideration needs to be given
to the whole offering.

Take the example of Osper and
Go Henry who charge multiple fees
for different services (data consoli-
dated from The Guardian (2014).
Osper:

e Free for the first year and then
after £10 a year per child.

e Charge £5 to close the account.

e Charge £3 for a replacement
card.

GoHenry:

e After a month’s free trial,
monthly membership costs £1.97
per child.

e Charge 50p per load from a de-
bit card.

e Charge £5 for a replacement
card.

I highlight these fees to illus-
trate the question: how does a firm
ensure it is delivering value for the
customer — integral to ethical busi-
ness practice? Assuming everyone
knows the charges in advance does
that make it ethical? These are fees
for services that most UK banks do
not charge. Fees are challenging for
new products and need to be carefu-
lly considered with putting together
new offerings.

Ethics of increased
complexity

AAs customers look to manage
risk and ensure a good return on
their money, this desire, partnered
with increasing technological de-
velopments, has led to the develo-
pment of ever increasing complex
products such as UCIS and CFDs.
These are hard for customers to un-
derstand. They struggle to interpret
the product features and evaluate
the risks involved. An FCA beha-
vioural economics paper found that
consumers use rules of thumb that
lead to errors in their expectations of
the value of complex products (Fi-
nancial Conduct Authority, 2013b).
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L’innovation respec-
tueuse de I'éthique
place les besoins du
client au coeur du pro-
jet. On peut faciliter
ceci et faire en sorte
que le produit aide le
client a résoudre un
probleme réel. Les en-
treprises doivent alors
prendre en compte des
produits qui ont un
impact pour le client. 11
en va ainsi d’'un acces
facilité aux services
financiers, d’'une
culture centrée sur le
client et de la mise en
avant de I'éthique, de
l'assistance au client
pour laider a faire

de bons choix, de la
diminution du nombre
d’intervenants dans
une procédure et du
travail en toute trans-
parence.

A follow-up paper found that firms
cannot rely on customers to unders-
tand complex products and make
good decisions about them (Finan-
cial Conduct Authority 2014c). It
set out that investors have unrealis-
tically high expectations of product
return and are unable to evaluate
and compare complex products and
alternatives. This means consumers
may be making bad choices (Finan-
cial Conduct Authority, 2014c¢).

Use of Third Parties

Utilising third parties to make
sales or provide services such as
client introductions means that the
customer is not close to the enti-
ty that designed the product. The
distance can make it harder for the
product manufacturer to understand
the customer’s needs and vital infor-
mation can be lost. It can also make
it harder to ensure that the person
selling the product understands all
the features and risks of the product.
This is crucial to ensuring the cus-
tomer can make effective decisions.
This increases the risk of mis-selling
and the customer purchasing an un-
suitable product.

Due to the nature of the services
they provide, third parties such as
those who assist financial services in
winning or retaining business from
clients pose a risk of bribery and co-
rruption. In the majority of FCPA
enforcement actions the cause has
been a third party making a corrupt
payment, another ethical risk for
firms to consider.

What does good ethi-
calinnovation look like?

Products and services that are
ethical have the customers’ needs at
the heart of their design. Good ethi-
cal innovation often includes some
of the following:

Increased access to banking
services

Lack of financial inclusion is a
huge problem for many would-be
users of financial services. Having
access to financial services reduces
income inequality, boosts econo-
mies, and helps the poor manage
risk  (World Bank Development
Research Group, 2014). Bill Gates
states that access “help[s] the poor
radically transform their lives” (The
Verge, 2015).

Further, the World Bank Deve-
lopment Research Group (2014a)
found that digital payments can
promote wormen’s economic em-
powerment, thus reducing inequa-
lity. Innovations such as the mobile
banking services from M-Pesa and
bKash enable individuals in cou-
ntries where access to banking is
limited (i.e. Bangladesh, Kenya) to
make transactions via phone. More
than two thirds of the Kenyan adult
population use M-Pesa (The Econo-
mist, 2014).

These mobile payment services
have helped to reduce petty corrup-
tion; that is, the everyday abuse of
power by low and mid-level public
officials interacting with citizens in
their everyday life (Transparency In-
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Les innovations telles
que la possibilité de
faire des paiements a
partir des téléphones
portables sont révolu-
tionnaires et ont per-
mis aux gens d’accé-
der a de nouveaux
services bancaires. Si
ces modalités ont pu
diminuer la corruption
dans certains pays,
dans d’autres elles ont
facilité des activités
occultes, par exemple
le paiement des pots-
de-vin. Cela montre
que des innovations
peuvent avoir des
conséquences imprévi-
sibles.

ternational, 2015). To illustrate, in
2009 the Afghanistan government
switched to mobile transfers to make
salary payments direct to the poli-
ce. Many recipients received a 30%
pay increase (Foreign Affairs, 2014).
They had removed the corrupt midd-
lemen from the chain.

However, whilst mobile pay-
ments have the potential to reduce
corruption by increasing transparen-
cy and reducing middlemen - it is
not always straight forward. Foreign
Affairs (2014) cautions that firms
need to consider all impacts. For
example, it appears that in Kenya
mobile payments are being used to
bribe police (Foreign Affairs, 2014).
Further, mobile payments could
facilitate “smurfing”, (criminals di-
viding illegal transactions into nu-
merous small transactions to avoid
detection).

Firmsthat value ethics

Firms that appreciate the value
of being an ethical firm and see it
as a competitive edge are likely to
innovate to solve customers’ pro-
blems and not seek to exploit them
financially. Timothy Hudson, Global
Head of Conduct Risk at UBS, states
UBS “place a very high value on our
reputation: it can be a huge competiti-
ve advantage” (Ethical Corporation,
2014).

Customer-Centric Culture

When innovating, a firm’s cultu-
re is crucial to ensure a good outco-
me for all. An innovation that puts
a customer first, solves a challenge

they have been facing and/or seeks
to improve a service is likely to lead
to an ethical outcome.

Ensuring this culture is in place
can be challenging, especially becau-
se individuals employed in financial
services are often motivated to maxi-
mise their financial rewards.

However, one firm that has suc-
ceeded is a subsidiary of the German
Volksbanker Raiffeisenbanken (VR)
Group (Loch, Sting, Huchzermerier,
and Decker, 2012). For example,
they developed an innovative con-
sumer credit product “easyCredit”.
Loch, et al (2012) found it was uni-
que because the entire proposition
was based on fairness (unknown in
the consumer credit market). Fur-
ther, the firm provided extensive
training to all staff to ensure they
understand the firm’s core value “We
are an honourable merchant” and
expected this to be reflected in all
activities. All new products under-
go testing in credit shops to ensure
fairness. They listen to customers’
needs and respond for example, by
including a 30-day customer retrac-
tion period. All products have inde-
btedness protection built into them
to protect the customer (unique in
the market) as they believed it in the
customers’ best interest (Loch et al,
2012).

Helping the Customer Make
the Right Choice

Customers often make the wrong
decisions about products though
inertia, lack of understanding and
lack of time. Firms can design pro-
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Les entreprises ont
besoin de savoir
comment les clients
pensent et de quelle
facon ils prennent
leurs décisions d’achat.
1Is ne se comportent
pas toujours de

facon rationnelle et

les entreprises doivent
les aider a prendre
leurs décisions. Le fait
d’avoir une culture
d’entreprise adéquate
olt les besoins du client
sont au centre peut
faciliter la réalisation
de cet objectif.

ducts with this knowledge and help
the customer make the right choi-
ce. Thaler, R. & Sunstein, C. (2009,
ppl12) found that firms can “nud-
ge” people to make them wealthier.
Firms should consider how they
set default options for products. To
illustrate: firms could show product
options by level of risk or lifestyle
portfolio which could allow a cus-
tomer to easily select the product
which suited them the most (Thaler
& Sunstein, 2009, pp136-137).

Shorten chain (i.e. not broking)

Transactions that shorten the
chain, engendering a more direct
customer-firm relationship are likely
to lead to ethical outcomes. This is
because the ultimate firm is more
likely to understand the customer,
and the customer the product they
are selling. It also limits the addi-
tional commission payments and so
reduces the cost to the consumer.
An example includes CurrencyFair,
a peer-to-peer market for foreign ex-
change. They match buyers and se-
llers allowing them to swap curren-
cy. The CEO explains they created it
as “transferring money abroad was not
the way it could (and should) be: sim-
ple, fast, and above all, cheap!” (Cu-
rrencyFair, 2015). Customers can
exchange currency without paying
expensive bank fees. The rates on
CurrencyFair are much lower than
those of the market leading banks.
They estimate that their share on a
transaction equates to only 9% of the
average bank fee on the equivalent
transaction (The Wall Street Journal
Blog, 2014).

Transparency

Transparency helps ensure ethi-
cal outcomes. When a consumer un-
derstands the fees, and what parties
are earning on transactions, they are
more likely to be treated fairly and to
make good decisions.

This is illustrated by Thaler &
Sunstein (2009, pp138) who set out
that people struggle to translate abs-
tract concepts such as return and vo-
latilities in their lifestyle when they
are old. As many companies move to
online communication to advise cus-
tomers and advertise their services
this issue needs to be considered in
the product design. Web-only offe-
rings, such as Nutmeg, have digitali-
sation and changed how advice and
investment management is delivered
(Financial Times Advisor, 2015).
They set out risk thresholds and
communicate to customers in rea-
dily understandable language. They
use visual displays for maximum cla-
rity, disclosing fees and translating
difficult concepts into values that
consumers understand:

“If you invest £36,500

Your fee will be 0.9% per year
That’s just £6.32 per week

Which could be worth an
additional +£2,552 after 10 years”

Finally, transparency can reduce
the financial crime risks, preventing
tax evasion and money laundering.
To illustrate: one global bank is wor-
king with market sellers to help them
take payments from customers via a
mobile service rather than by cash.
This means the seller is no longer
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11y a de nombreux mo-
teurs de changement.
Certains promeuvent
l'agenda éthique et
d’autres le bloquent.
Le développement de
nouveaux produits est
risqué d’'un point de
vue éthique. A I'échelle
de l'entreprise, il y a
de nombreuses actions
que les institutions et
les individus devraient
mener pour s’assurer
que I'innovation est
éthique. Cependant,
Thomson Reuters
(2014) a trouvé

que seules 43 % des
sociétés financieres
prenaient en considé-
ration les risques de
manquement au code
de conduite lors de
I'élaboration de leur
stratégie.

Au niveau de l'entre-
prise, la premiere
mesure pour s’assurer
que les nouveaux
produits sont éthiques
est de fixer un cadre
pour I'innovation et de
vérifier qu'il est effecti-
vement respecté.

handling large amounts of cash and
all payments can be traced back. The
temptation to not declare revenues
is removed and the risk of the trader
being used to launder cash reduced.
Traders benefit as well as they are not
losing sales due to customers not ca-
rrying cash and they spend less time
managing cash floats and cashing in
at the end of the day.

Accountability

Innovation which has strong per-
sonal accountability at its core leads
to ethical outcomes. This is common
in small entities where any adverse
media or regulatory decision could
make them quickly insolvent.

Effective regulation

One of the FCA’s objectives is
to ensure that the relevant markets
function well (Financial Conduct
Authority 2014a). The regulator be-
lieves innovation is key to achieving
this as a powerful driver of effective
competition. They set up Project In-
novate (Financial Conduct Autho-
rity, 2014b) to support innovation
that benefits consumers. They allow
firms to consult with them and they
support them with authorisation pro-
cess.

How Can You Ensure
Future Innovation
is Ethical?

It has been highlighted that many
finance firms hold product innova-
tion high on their agenda. There are
many factors driving change. Some
drivers push the ethical agenda and

some have the potential to lead firms
away from this. Developing products
is ethically risky. Innovation poses
scenarios and risks not previously
experienced but ethical innovations
are possible and can help both indi-
viduals and firms to succeed.

There are many things on a mi-
cro-, firm-wide level that entities
and individuals should do to ensure
ethical innovation. However, Thom-
son Reuters (2014) found only 43%
of finance firms consider conduct
risk factors when discussing business
strategy and so with this considera-
tion I also set out some macro, bro-
ader considerations to ensure firms
do this.

Micro Factors

At a firm level, firms can ensure
that new products are ethical. An in-
novation framework for the business
to work within should help ensure
strong ethical outcomes. This fra-
mework should encompass the fo-
llowing elements:

Strategy/Objectives: Firms should
set out their innovation strategy and
objectives. This should include put-
ting the customer first. This message
must be shared with all staff.

Risk Aware Culture: Firms should
ensure the firm is risk aware and puts
customers’ interests first. Innovators
need to be aware where ethical di-
lemmas lie. Firms that make ethics a
competitive edge are likely to deliver
ethical products.

Performance Incentives: Emplo-
yees need be incentivised to solve real
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Au niveau du pays

ou de la région,
certaines structures
facilitent I'innovation
de produits éthiques.
Les gouvernements
devraient veiller a ce
que le marché soit
compétitif, a utiliser la
réglementation pour
encourager la mise

en ceuvre des change-
ments de culture, de la
responsabilité person-
nelle, et de la trans-
parence chaque fois
que cela est nécessaire
pour aider le client a
prendre ses décisions.

11y a eu un change-
ment dans 'appétit du
consommateur pour
les produits financiers.
Dans un environne-
ment de concurrence
croissante, les entre-
prises commencent a
chercher dans I'éthique

un avantage compétitif.

Elles tiennent alors a
s'assurer que I'éthique
est au coeur de toutes
les transactions, tout

customer problems rather than to
maximise profits. Incentives should
also encourage testing and collabora-
tion across the firm.

Governance: Senior managers
need to understand the customers’
needs and ensure that the charac-
teristics and objectives of the target
customers are considered. They need
strong oversight and ensure rigorous
challenge based on evidence . They
need to consider what are the con-
flicts of interest between stakeholder
groups and whether these have been
effectively managed. Ensuring firm-
wide collaboration, that is, conside-
ring a wide spectrum of opinions and
views will help ensure the product is
designed effectively.

Processes:

e Know your customer: Firms need
to identify who is going to use the
product — this includes understan-
ding their objectives, financial ne-
eds, ability to take risk and financial
understanding. They should identify
when the product will be used. Firms
should use data available to unders-
tand customer behaviour (this inclu-
des internal and external data such as
FCA customer types). Firms should
collaborate with customers throug-
hout the innovation process and
allow them to feedback and test all
new products.

e Know your distributor: Firms
should consider how the product will
be sold. They should consider if they
really need to use third parties or if
this function can be taken in house to
ensure the sales chain is short. This

allows the firm control and makes
two-way information from both the
customer to the firm and back easier.

Risk Assessment: Firms must ri-
gorously assess what the risks are and
consider all the features of the pro-
duct they are looking to launch. Key
questions include:

e Is this product going to help the
customer with a real problem?

e Is the product delivering customer
value?

e What risks could the product pose
to the customer?

e Systems: Firms must stress test and
model products using historic data,
projected future data and dummy
customer scenarios to ensure they
understand the product and how the
customer will respond to stress si-
tuations (job loss/change in interest
rates etc).

Macro Factors

Some drivers for innovation are
larger than can be managed at an
entity level. These macro factors en-
courage firms to put the micro factors
into place:

Competition: Regulators should
actively encourage and support com-
petition within financial services.
This may mean working with new
entities to help them deal with the
regulatory burden and ensure that
they can reach the market in a timely
fashion. It might mean considering
action when firms dominate markets.

Regulation: ~ Smart regulation

should encourage individual respon-
sibility and be backed up with enfor-
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au long du cycle de vie
du produit.

Faire le bon produit,
s'assurer d’emblée qu'il
corresponde a I'intérét
du client, débouchera
sur les changements
nécessaires

cement action with strong penalties
when ethical failure occurs and cus-
tomers are not put at the forefront
innovation.

Transparency: Regulators should
help firms understand what the risks
are, what customer problems they
are aware of, and help supply any
data that firms could use to shape
solutions (innovations). They should
also ensure rules and expectations of
firms are clear.

Recession reduced interest rates,
reduced expenditure, caused indi-
viduals to consider their borrowing,
and how to ensure their savings were
not eroded. The constant “bad news”
stories have damaged confidence in

established banking firms and led to
customers looking beyond conven-
tional products for solutions. These
changes, combined with the increa-
sing technological capacity and indi-
viduals’ competence in using it cau-
sed a change in appetite for financial
products.

There has been a significant shake
up in the market and firms are star-
ting to make ethics a competitive di-
fferentiator and ensure it is the heart
of all transactions, throughout the
product lifecycle.

Getting the product right, ensu-
ring it is in the customers’ interest
right from its conception will make it
easier to deliver the change required.
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