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Chapter 2. Trust and financial institutions

Population ageing, low returns on retirement savings, low growth, less stable employment
careers, and insufficient pension coverage among some groups of workers: These trends
have eroded the belief that pension systems are managed with workers’ best interests in
mind and that they will deliver on their promises, once workers reach retirement age. This
chapter considers three policy objectives to win back trust in financial institutions:
promoting prudent pension management and supporting pension funds’ fiduciary duties;
enhancing financial consumer protection; and addressing environmental and social risks.
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2.1. Introduction

In the wake of the financial crisis of 2008, trust in financial institutions amongst consumers
and society more broadly plummeted. In the United States, for example, trust in the
financial sector dropped to 36% in 2009, from 69% in 2008 (Edelman, 2009). Globally, the
financial services sector achieved an 11 percentage point increase in trust in the five years
from 2012, but it is still one of the least trusted industries with just 54% of consumers
reporting that they trusted the sector in 2017 (Edelman, 2017).

For consumers and society to have trust in institutions, those institutions must be competent
and effective in delivering on their goals. They must also operate consistently with a set of
values that reflect citizens’ expectations of integrity and fairness.

This chapter focuses on ways in which policies can promote increased trust in financial
institutions by ensuring the safety of assets, fair treatment of customers and meeting the
expectations of society. Three specific elements are considered: policies that promote
prudent pension management; policies designed to enhance financial consumer protection;
and policies to address environmental and social risks.! It explains how such policies can
help financial institutions in responding to the preferences of their beneficiaries and
consumers, promote long term value creation and avoid potential negative commercial
impacts associated with environmental and social risks.

Trust on pension systems delivering pensions, and trust on pension funds managing
people’s retirement savings in their best interest, is low. Population ageing, the financial
and economic crisis, and the current environment of low growth and low returns is making
people doubt whether pension systems and pension funds will deliver on their promises,
whether they are run with their best interest in mind, and whether they will get adequate
pensions.

There is also a low level of trust in pension fund management, which stems from a lack of
appropriate governance, clearly stated missions, and adequate investment policies and risk
management. International significant pension fund and policy makers are developing best
practices which can help overcome some of these issues.

Policies to enhance financial consumer protection are important to promote and support
trust and confidence in the financial system. While much attention has been paid to
regulations relating to the conduct of financial institutions, by themselves they do not
necessarily result in increased trust. In more recent times, attention has also been focused
on issues relating to conflicts of interest, culture and the governance of financial products
themselves.

Additionally, demand from clients and beneficiaries for financial institutions to consider
environmental and social factors in their decision-making is growing. The role of financial
institutions in avoiding negative impacts on society and the environment is also
increasingly recognised as an important factor towards driving commercial performance,
economic stability and global sustainability objectives.

The themes focused on in this chapter are selected from a constellation of possible
approaches policy makers can consider to build trust in financial institutions. Governments’
roles in supporting trust in both the financial sector and the economy, more broadly, are
discussed in other chapters, including through promoting trust in financial markets
(Chapter 1), trust in law enforcement (Chapter 3) and trust in online markets (Chapter 5).
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2.2. Policy options to improve trust in pension institutions

People’s trust in pension systems is lacking with many questioning whether they will get a
pension when they retire and whether that pension will be adequate to maintain their
standard of living. This loss of confidence applies to all types of pension arrangements, i.e.
defined benefit (DB), pay-as-you-go (PAYG) or funded pensions. They also wonder
whether defined contribution (DC) funded pensions will provide adequate pensions. In
addition, people are concerned about whether the institutions managing their retirement
savings (e.g. pension funds) are doing so in their best interest. They also question whether
the fees that pension funds charge for managing their retirement saving are aligned with
the actual cost of managing their retirement savings and they are not being overcharged.
Finally, the growth of pension arrangements in which people need to make many decisions
and bear most of the risks (e.g. investment and longevity risk), DC plans, means that people
need guidance to make those decisions and address those risks. In this context, the design
of DC plans need to improve accounting for behavioural biases and low financial
knowledge that make people decision making a struggle. In addition, financial advisors
may be exposed to conflict of interest. The section on consumer protection deals with the
issues arising from conflict of interest of retirement financial advisors and discusses
potential solutions.

The lack of trust stems from the challenges that pension systems and pension funds
managing people’s retirement savings face. Pension systems are are being forced to adjust
to meet these challenges and people often fail to understand why changes are being
proposed or implemented. An effort from the authorities and other stakeholders in
improving communication and comprehension of those reforms is clearly necessary.

The fallout from the financial and economic crisis, population ageing and the current
economic environment characterised by low growth, low wage growth, low returns and
low long-term interest rates, pensions are changing the pension landscape. These
circumstances mean that current contributions and current contribution periods can no
longer adequately provide the type of pensions and security that people have come to
expect.

The global financial crisis has led to a reduction in the capacity of governments to finance
retirement promises. People’s trust in public pensions is diminishing. People are also losing
confidence in private pensions with the fall in the balances accumulated in their pension
funds provoked by the crisis.

Pensions are also coming under pressure as the baby boom generations retire,
improvements in mortality and life expectancy, and longevity risks linked to uncertainty
around future improvements in life expectancy. Living a longer and healthier life is
generally good but, if not properly taken into account, population ageing challenges the
financial sustainability, solvency and adequacy of pension systems. Population ageing is
leading both to an increase in the number of people in retirement relative to the size of the
working age population and also, most importantly, to an increase in the number of years
that people spend in retirement. This increase needs to be financed.

As aresult of population ageing and, in particular, the continued improvements in mortality
and life expectancy, PAY G pensions face financial sustainability problems, defined benefit
funded pensions need to secure their continued solvency, and defined contribution (DC)
pensions need to consider ways to ensure that individuals have an adequate income during
retirement. Contributing more and for longer periods, especially by postponing retirement
as life expectancy increases, is the best approach to face these challenges.
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Pension funds and annuity providers are exposed to longevity risk owing to uncertainty
about future improvements in mortality and life expectancy. To address the risk of
unanticipated increases in liabilities, regulators and policy makers should ensure that
pension funds and annuity providers use regularly updated mortality tables, which
incorporate future improvements in mortality and life expectancy. The regulatory
framework could also help ensure that capital markets offer additional capacity to mitigate
longevity risk, by addressing the need for transparency, standardisation and liquidity.
Index-based financial instruments and the publication of a longevity index to serve as a
benchmark for the pricing and risk assessment of longevity hedges would be helpful in this
regard. Furthermore, the regulatory framework should recognise the reduction in risk
exposure these instruments offer.

The current economic environment of low returns, low interest rates, and low economic
growth further compounds the problems of financial sustainability, solvency and adequacy.
These factors may lead to lower resources than expected to finance retirement promises or
simply lead to lower retirement income. Low returns reduce the expected future value of
contributions as assets accumulated will grow at a lower rate than expected. Low interest
rates may reduce the amount of pension income that a given amount of accumulated assets
may be able to deliver, especially in defined contribution (DC) pensions. Additionally, low
economic growth may reduce the overall resources available to finance pension promises.

In summary, population ageing, the fallout from the financial and economic crisis as well
as the current environment of low growth and low interest rates may increase financial
pressure on defined benefit (DB) pension arrangements, which include potential fiscal
difficulties for pay-as-you-go (PAYG) financed public pension arrangements and solvency
problems for funded DB pension arrangements. It may also create serious problems of
retirement income adequacy for defined contribution (DC) pension arrangements in which
individuals bear many of the risks of saving for retirement.

Policy makers, regulators and the pension industry have been responding to those
challenges and thus addressing to some extent the potential sources of the mistrust on
pensions. Policy reforms implemented in the last decade have make pension systems more
robust and better placed to deliver pensions (OECD, 2018b). In particular, reforms
implemented in PAYG DB public pension arrangements have made them more fiscally
sustainable. Improvements in the design of DC pension plans taking into account
behavioural biases and low financial knowledge is improving retirement outcomes.
Additionally, recent reforms have laid the foundations for people to regain trust that
pension funds will manage their retirement savings in their best interest. These reforms
include more robust regulatory and supervisory frameworks, stronger governance,
investment policies and strategies, investment risk management, and a more solid focus on
the best interest of members, including the consideration in their investment policies of
sustainable investment opportunities.

Countries have accelerated the pace of pension reforms stabilising public pension
expenditure while addressing concerns about whether pensions will be adequate in ageing
societies. A majority of countries have implemented reforms that have partially addressed
the problems of fiscal sustainability. They have introduced automatic mechanisms to adjust
pension benefits to economic and demographic realities, such as planned increases in the
statutory age of retirement, and linking benefits, retirement age and/or maximum
contribution periods to future improvements in life expectancy. This coupled with the
strengthening of safety nets to improve poverty relief in old age, and some progress on
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adequacy, especially for low income socio-economic groups, have gone a long way in
making public pensions sounder, but substantial gaps remain.

Pension arrangements in which assets back pension benefits, and in particular those with a
direct and straightforward link between contributions and benefits, DC plans, have grown
in importance. These pension plans require individuals to make many more decisions
regarding their retirement. Moreover, individuals bear more risks, such as investment and
longevity. This has highlighted the importance of improving the design of DC pensions
taking into account behavioural biases and low financial knowledge (OECD, 2018b, Ch.5).

Box 2.1. The role of financial literacy in improving trust in pensions

Higher levels of financial literacy can contribute to trust by ensuring that people have a
general understanding of the purpose of saving for retirement, the approaches that can be
taken and the practicalities of putting a plan into action from the first contributions to the
final stages of decumulation. Such education empowers individuals to take informed
decisions, whilst also helping them to recognise the benefits of seeking professional advice
when necessary and learning how, and when to trust the products and services on offer.

At the most basic level, people will not trust pension institutions if they do not readily
understand that they are safeguarding their income during a potentially long period of
retirement. Evidence from the United Kingdom and the United States, highlights that many
people have a tendency to underestimate their expected lifespan with respect to population
life tables, and that women are generally more likely than men to underestimate their likely
longevity (O’Connell, 2010). If, on top of this, people do not know how to calculate their
likely income needs in retirement or understand the benefit of saving from a young age, it
is very likely that the industry will be poorly perceived, even when they attempt to
encourage beneficial behaviours.

Depending on the structure of each pension system, financial literacy is most important in
helping people to manage: i) private pensions than for public pensions; ii) personal pension
plans than for occupational plans; and iii) defined-contribution (or notional defined-
contribution) schemes than for defined-benefit schemes, since the latter require only
limited engagement from the individual (OECD, 2016c).

Evidence suggests that knowledge of concepts necessary to perform saving calculations,
such as compound interest rates, the time value of money, the difference between real and
nominal values, and the principle of risk diversification, should not be taken for granted in
the population at large (Atkinson and Messy, 2012]); Lusardi and Mitchell, 2011).
Furthermore, surveys in various countries have shown that many savers do not know which
type of private pension they have and possess limited knowledge of important
characteristics of their own pension arrangements (Banks and Oldfield, 2007; Barrett,
Mosca and Whelan, 2013; ILC-UK, 2015; Money and Pensions Panel, 2013). Several
studies — mainly from the United States — suggest that workers are poorly informed about
their private pension plans (Mitchell, 1988; Gustman and Steinmeier, 1989; Gustman and
Steinmeier, 2004; Gustman, Steinmeier and Tabatabai, 2008; Dushi and Iams, 2010).
Information, guidance and improved awareness campaigns would improve levels of
engagement and trust in such populations.
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Automatic features, default options, simple information and choice, higher level of
financial literacy, and financial incentives lead to better retirement outcomes. As a result
of low levels of financial knowledge and behavioural biases, people make inappropriate
decisions regarding their retirement. For example, mechanisms such as automatic
enrolment and escalation of contributions can harness inertia to help people participate and
save more for retirement. Default options assist people unable, or unwilling, to choose a
contribution rate, a pension provider, an investment strategy or a post-retirement product,
to end in place that may be in their best interest. Other tools to help with decision making,
include web applications, limiting options and making comparisons easier, pension
statements conveying key information simply, and financial literacy seminars and financial
advice to help people understand the information. Box 2.1 discusses the role of financial
literacy in improving trust in pensions. Finally, financial incentives do provide an incentive
to people to participate and save more. Evidence suggest that they do, and the fiscal cost
may not be large, however, it needs planning to account for the fiscal room available in
each country, and to focus those incentives in the different subpopulations according to
their saving needs and policy objectives (OECD, 2018a).

The OECD and pension regulators have strengthened the regulatory framework of funded
private pensions in response to the diminished trust of the public in private pensions. The
OECD Core Principles of Private Pension Regulation (OECD, 2016d) cover all types of
funded pension arrangements and strengthen the regulatory framework to make sure that
funded pension arrangements work in the best interest of members, both for current retirees
and for those currently saving for retirement. These principles argue that pension funds
must always act in the best interest of members. This fiduciary duty should always be
guaranteed in the law and in the regulatory framework.

Strengthening governance requires having regulatory and legal frameworks for pension
funds at arm’s length from government. Pension funds should have clearly stated missions
to guide investment policy. They should have an oversight board that is accountable to the
competent authorities as well as to members. The boards of pension funds should be
transparent about their governance arrangements and their investment and risk management
to keep them accountable to different stakeholders.

Pension funds and their boards should express their performance objectives in terms of
their mission and should monitor performance against their long-term goal of providing
retirement income with security and manage the funds in the best interest of members,
rather than against a market benchmark. Target date and lifecycle funds tend to be the
preferred investment strategies for pension funds with individual accounts (OECD, 2012a).
Long-term return strategies may offer better returns, but at a higher risk that insufficient
funds will be available to members at retirement. Large pension funds take into account
ESG investment opportunities, but always in the context of their fiduciary duty to members.

Finally, to rebuild trust pension funds should consider aligning their fees and charges levied
on employers and members with the actual cost of providing funded pension arrangements.
Providing pension services involves costs such as administration and investment activities.
These costs can greatly affect the ultimate value of accumulated retirement savings. Some
pension arrangements can be also more expensive, such as those providing more choice.
The potential impact of these charges on the ultimate value of retirement savings can be
large. For example, charges of 1.5% of assets, reduces the final pot at retirement by nearly
30% as compared with a situation without charges. Charges of just 0.5% reduce retirement
income by more than 11%.
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Therefore, it is important that policy makers and regulators make sure that the charges paid
for those services reflect the actual cost to providers. Unfortunately, market mechanisms
have often been insufficient to align charges with the actual cost to providers due to market
failures, such as asymmetric information or behavioural biases.

Measures to improve transparency are essential, but are not enough to align costs and
charges. They work best when supported by pricing regulations (e.g. caps on fees, default
investment strategies) and structural solutions (e.g. tender mechanisms and default
options). To maximise net returns, policy makers and regulators can also use measures such
as benchmarking and tying investment expenses more closely to portfolio performance.

Pension funds, to gain people’s trust, should also consider sustainable and environmental,
social and governance (ESG) investment opportunities are part of pension of their duties
and investment policies. Pension funds should assess sustainable and ESG investment
opportunities as any other investment opportunity by examining their risk and maintaining
their mandate to manage people’s retirement savings in their best interest. They should, in
this context, aim at incorporating in their investment policy investment opportunities that
provide in the long-term the best risk-adjusted net of costs real returns. Saving for
retirement is long-term in nature, but timing of disbursement also bring in short-term
liquidity considerations. Pension funds should consider all investment opportunities,
including ESG opportunities, as part of their investment objective, their investment policy
and risk management approaches.

The regulatory framework does not prohibit nor encourages pension funds from integrating
in their investment policy and risk management ESG investment opportunities
(OECD, 2017). Investors’ interpretation and lack of clarity on the rules by the regulator
may discourage ESG integration. The main barriers for ESG integration are practical. Lack
of standardised and harmonise disclosure and of data, as well lack of models, indicators
and metrics to appropriately assess ESG investment opportunities are the real problem
facing pension funds to integrate ESG factors and risks in their investment policy. The
section 4 of this chapter will deal further with this issue.

2.3. Financial consumer protection

Empowering and protecting consumers is also a key aspect of trust building. Financial
consumer protection policies seek to promote disclosure of all information including cost
and a competitive marketplace with good quality and value-for-money products. They also
aim to ensure that customers receive fair treatment, are not misled or subject to misconduct,
and can access to redress and compensation mechanisms when things go wrong.

The G20/OECD High Level Principles on Financial Consumer Protection (OECD, 2011a)
is a well-established policy instrument setting out ten principles for a comprehensive policy
framework for financial consumer protection, including in relation to responsible business
conduct. While the notion of responsible business conduct covers a broad range of actions
and behaviours by a financial institution, its employees and representative, at the core of
the Principle is the requirement that financial services providers and authorised agents
should have as an objective to work in the best interest of their customers. The Principle
also relates to matters such as remuneration and incentives, avoiding conflicts and
suitability.

Jurisdictions have implemented a wide range of laws and regulations governing the conduct
of financial institutions, overseen by authorities with responsibility for regulating and
supervising market conduct in the interests of protecting financial consumers.
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Conduct risk is generally the risk of conduct occurring which does not meet applicable
standards or requirements. Those standards or requirements may be those set out in laws or
regulations, professional standards or unwritten standards of conduct expected by the
community in which the financial institution operates. Such conduct can include
inappropriate, unethical or unlawful behaviour on the part of an organisation’s management
or employees and is damaging to consumers’ trust in the organisation. That conduct can
be caused by deliberate actions or may be inadvertent, because of inadequacies in an
organisation’s practices or systems.

The amount of financial services regulation governing conduct has increased significantly
since the global financial crisis. However, it is not clear that alone this is sufficient to
rebuild public trust. For example, according to a study by PwC into the relationship
between the UK financial services sector and its customers, while 49% of people believe
regulation had been strengthened since the financial crisis, 57% did not believe that the
reforms were sufficient to prevent history from repeating itself (PwC, 2014).

Not surprisingly, more recently, there has been an increased focus by policy makers,
regulators and supervisors responsible for conduct on the culture within financial
institutions and the quality of financial products being sold to financial consumers,
complementary to the focus on market conduct. While appropriate rules and regulations
governing conduct are important, in order for them to be properly effective and adhered to
in the appropriate sprit, it is vital that the institutions subject to them are operating under a
healthy culture where conflicts of interest are managed and the needs of their customers are
prioritised, supported by the financial products on offer.

The OECD, via the G20/OECD Task Force on Financial Consumer Protection, is
monitoring developments, from a financial consumer protection perspective, relating to
culture within financial institutions and financial product governance. In this regard, it is
supporting a project being conducted by the International Network on Financial Consumer
Protection (FinCoNet) in collaboration the G20/OECD Task Force on Financial Consumer
Protection, to understand policy and supervisory approaches to financial product
governance and culture in jurisdictions around the globe. The results of this work will
inform the development of international good practices. In the meantime, the following
sections outline how managing conflicts of interest, culture and product governance support
responsible conduct and therefore the protection of financial consumers.

2.3.1. Trust and financial advice — managing conflicts of interest

Financial advisors often serve as intermediaries between financial institutions and
individuals, and thereby can directly influence the level of trust that individuals have
towards these institutions. For investment advice, human interaction is highly valued, and
credentialed financial advisors are viewed as the most trusted source of financial
information (Edelman, 2018). At the same time, unwanted selling and the lack of
transparency in the cost of financial products and services are two leading factors that lead
to lower trust in financial institutions (Edelman, 2018). Therefore, it is crucial in order to
maintain consumer trust in financial institutions, to ensure that financial advice is
appropriate and that the cost of this advice is transparent and clear.

A key factor behind mis-selling and poor financial advice is the conflicts of interest that
financial advisors face when recommending financial products to their clients. These
conflicts of interest most often relate to how the advisors are compensated for providing
the advice. For example, if advisors are paid through sales commissions, they have a direct
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incentive to recommend to their clients the product paying the highest commission, even if
it may not be the best product for the client’s needs.

In order to improve the quality of financial advice that individuals receive, policy makers
have sought to implement measures to mitigate the conflicts of interest that financial
advisors face. Three main tools are used to do this: disclosure requirements, duty of care
standards, and limits on how financial advisors are remunerated (OECD, 2016).

Disclosure alone has not been effective in ensuring the best outcomes for financial
consumers. Many jurisdictions require that advisors clearly disclose the cost of their advice,
the nature of their remuneration, and/or any conflicts of interest that they face. However,
these disclosures have historically been difficult for consumers to understand, and
individuals do not necessarily think through the implications that conflicts may have for
the advice they receive. Even when consumers pay attention to such disclosures, they can
backfire and potentially result in worse outcomes. In some cases, consumers seem to place
too much weight on this information, leading them to disregard the advice, and in others,
they may feel more pressure to follow the advice (Chater, Huck and Inderst, 2010) (Sah,
Loewenstein and Cain, 2013). However, there may still be value in requiring the disclosure
of conflicts, as this can encourage advisors to avoid them altogether (Sah and
Loewenstein, 2014).

Duty of care standards, which impose ethical requirements for the financial advisors to
provide financial advice that is at least suitable for the client - if not requiring that it be in
their best interest - are often implemented to complement disclosure requirements. These
standards also typically require that the advisor take actions to minimise the conflicts they
face or avoid them completely, and explain why their recommendation is appropriate.
However, such requirements have sometimes proven difficult to enforce, in part because
the advisors themselves are often not consciously aware that they are providing biased
recommendations in their own interest (Moore, Tanlu and Bazerman, 2010). Having
professional norms and a firm culture that avoids conflicts of interest may help to promote
the provision of financial advice in the best interests of clients (OECD, 2016).

Where disclosure and duty of care standards have not adequately improved consumer
outcomes from financial advice, policy makers have targeted the source of conflicts of
interest and imposed direct limits on how financial advisors are remunerated. Several
jurisdictions have banned the payment of commissions to independent financial advisors.
Such measures have been shown to affect the advice provided (OECD, 2016).

Nevertheless, making the cost of advice more transparent to consumers may also lead fewer
consumers receiving financial advice. Advisors may become unwilling to serve less
profitable market segments, whether due to higher regulatory compliance costs or lower
fees from less wealthy clients. Increased transparency may also lead to fewer consumers
who are willing to pay for it. As such, efforts still need to be made to ensure that access to
basic financial advice and products can be simple and affordable for financial consumers,
and to educate them about the value of good quality financial advice, in order to maintain
their trust in financial institutions.

Technology-based advice, such as robo-advice, has the potential to help close this
advice gap and provide accessible and affordable financial advice for those who need
it. Nevertheless, regulators need to ensure that the appropriate consumer protections
are in place. These advice channels should not be held to lower standards than human
advisors, and the appropriate risk controls and governance processes (including in
relation to the underlying algorithms to ensure they are unbiased and resilient) must be
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in place to make sure that consumers will receive financial advice that is suitable for
their needs (OECD, 2017¢).

2.3.2. A spotlight on culture

Culture is closely linked to the issue of conduct. According to the fifth annual survey of
conduct and culture published by Thomson Reuters in 2018, “culture, ethics and integrity”
has been ranked by survey respondent as the top component of conduct risk, followed by
“corporate governance, tone from the top” and “conflicts of interest”. These components
have consistently ranked as the top three over the last five years of the survey (Thomson
Reuters, 2018).

Without seeking to attempt a definition, culture can generally be taken to cover the
prevailing values, norms and behaviours that exist in any particular group. All groups,
including financial institutions, have their own unique culture, reflecting a wide range of
drivers relating to their size, nature and business model.

The drivers of culture in any financial institution comprise formal and informal drivers.
According to an approach to measuring culture in financial services firms developed by
Grant Thornton, in seeking to determine alignment with a firm’s cultural value, positive or
negative behavioural indicators might relate to drivers such a firms’ control systems,
organisational structure and power structure (formal) as well as rituals and routines,
symbols and stories (informal) (Grant Thornton, 2016).

The role of compensation practices in financial institutions, in particular incentive-linked
remuneration, as a driver of culture, has also been recognised as a contributing factor to the
global financial crisis. At an international level, in 2009, the Financial Stability Board
(FSB) developed the Principles for Sound Compensation Practices and their
Implementation Standards to align compensation with prudent risk-taking particularly by
significant financial institutions while not prescribing particular designs or levels of
individual compensation (Financial Stability Forum, 2009).

The Principles require compensation practices in the financial industry to align employees'
incentives with the long-term profitability of the firm. The Principles call for effective
governance of compensation, and for compensation to be adjusted for all types of risk, to
be symmetric with risk outcomes, and to be sensitive to the time horizon of risks. The
Principles are intended to apply to all significant financial institutions but are especially
critical for large, systemically important firms. The FSB undertakes regular monitoring of
the implementation of the Principles.

In 2018, the FSB published supplementary guidance to the FSB Principles following public
consultation (Financial Stability Board, 2018). The guidance provides firms and
supervisors with a framework to consider how compensation practices and tools, such as
in-year bonus adjustments, malus or clawback, can be used to reduce misconduct risk and
address misconduct incidents.

In terms of developments in different jurisdictions, for example, the UK Financial Conduct
Authority (FCA) has made culture a major priority in its supervision approach. The FCA
has identified four key area of focus relating to culture: a firm’s purpose, leadership,
approach to rewarding and managing people and governance arrangements.

In addition to the introduction of remuneration reforms alluded to above, a key aspect of
the FCA’s overall approach to culture is the Senior Manager and Certification Regime, the
aim of which is reduce harm to consumers and strengthen market integrity by making
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individuals more accountable for their conduct and competence. The Senior Manager
Regime, which replaced the previous Approved Person Regime, was introduced for deposit
taking institution and some investment firms in March 2016, and extended to insurance
companies in December 2018.

In Australia, issues relating to remuneration, culture and governance have been at the centre
of the Royal Commission into Misconduct in the Banking, Superannuation and Financial
Services Industry, established in November 2017 to look into alleged misconduct of
Australian banks and other financial services entities. In announcing the Royal
Commission, it was noted by the then Prime Minister and Treasurer that “trust in a well-
functioning banking and financial services industry promotes financial system stability,
growth, efficiency and innovation over the long term” (Department of the Treasury
Australia, 2017).

Measures relating to the culture within financial institutions have formed the basis of a
number of recommendations to Government set out in the final report of the Royal
Commission, included the extension of the Banking Executive Accountability Regime
beyond banks to other regulated entities such as superannuation and insurance companies.
This regime, which was introduced in September 2017, establishes accountability
obligations on directors and senior executives of financial institutions, as well as deferred
remuneration and notification obligations. At the same time, Australian financial services
regulators have signalled they are stepping up their focus on culture.

In April 2018, the Monetary Authority of Singapore (MAS) proposed new guidelines to
strengthen the individual accountability of senior managers and raise conduct within
financial institution. The guidelines are a key part of MAS’ broader efforts to foster a
culture of ethical conduct and responsible risk-taking in the financial services industry.
Similar to the emphasis in other jurisdictions, MAS has clearly highlighted the link between
culture and conduct. In a speech given in March 2017, Mr Lee Boon Ngiap, Assistant
Managing Director, MAS, identified the following key drivers of a positive culture within
financial institutions: strong and clear tone from the top; people management and
incentives; escalation policies; recruitment and training; and self-policing (Monetary
Authority of Singapore, 2017). Once again, the role of incentive and culture is made clear.

In Hong Kong, China broadly similar requirements have been introduced via the Manager-
in-Charge regime implemented in October 2017. Licensed corporations are expected to
designate fit and proper individuals to be Managers-In-Charge of each of these functions.
The Manager-in-Charge regime is part of reinforcing a culture of accountability within
financial institution and ensuring clarity about who has responsibility for what. Banks
conducting regulated activities, i.e. registered institutions, are also expected to identify at
least one individual (expected to be Chief Executives including Alternate Chief Executives,
directors approved or managers appointed under the Banking Ordinance) as principally
responsible for the overall management of the institution, to the extent that these individuals
are involved in the management of the business constituting any regulated activity for
which the registered institution is registered.

In 2017, the Hong Kong Monetary Authority (HKMA) initiated a Bank Culture Reform
through promoting the adoption of a holistic and effective framework for fostering a sound
culture within authorized institutions (Als), with particular attention given to three pillars,
namely governance, incentive systems, and assessment and feedback mechanisms.
Practical guidance on these three pillars was also provided to all Als and, following
consultation with the industry and drawing upon the experience from overseas practices,
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the HKMA announced its supervisory measures for bank culture (namely, self-assessment,
focused reviews and culture dialogues) in December 2018.

Other jurisdictions around the world have also increased the focus of their attention on the
responsibilities of senior staff within financial institutions in a bid to promote a culture of
accountability and responsibility.

2.3.3. Quality financial products

One of the drivers (and also a consequence) of poor conduct and culture in a financial
institution is an environment where financial products are not designed and distributed to
meet the needs of the customers to whom they are sold, but rather financial and other
incentives for selling the product are prioritised without due regard to the suitability of the
product.

As noted in a 2018 speech given by James Shipton, the Chairman of the Australian
Securities and Investments Commission on the topic of rebuilding trust, the first of six
components of a good financial system is “financial products [that] do what they say they
will do. Meaning that the design of products does not take advantage of asymmetric
information, consumer biases or lack of knowledge about the product. This also means
these providers have sufficient training and experience in relation to the product or service
— this goes to their competence” (ASIC, 2018).

Financial consumer protection frameworks have traditionally included requirements
relating to the disclosure of relevant information about financial products and services. As
already noted, it is increasingly recognised that, by itself, disclosure may not provide a
sufficient degree of financial consumer protection supporting good outcomes for financial
consumers from the products or services they pay for. While there may be scope to enhance
the effectiveness of disclosure through behavioural research or use of different channels or
formats (e.g. use of digital), this reflects both the low level of engagement of many
consumers with traditional disclosure documents, and the tendency of some financial
service providers to disclose information in an opaque or legalistic way, designed to protect
the provider rather than the customer.

This recognition has, among other things, led to a focus in a number of jurisdictions on the
governance of financial products themselves, in terms of enhanced obligations relating to
the manufacture and distribution of financial products. These sorts of obligations
supplement requirements relating to disclosure, marketing and selling of financial products,
and are focussed on the design of the product and its suitability for the target market for
whom it is intended.

For example, in the European Union, MiFID II, which came into force in January 2018,
introduced extensive product governance requirements on both manufacturers and
distributors of investment products. Under the Directive, financial institutions that
manufacture investment products are required to identify, and take reasonable steps to
distribute to a target market of end clients. Distributors need to have sufficient
understanding of manufacturers’ products and product approval process in order to identify
and sell to their own identified target market. In addition, financial institutions must ensure
that staff remuneration and performance assessments are not organised in a way that goes
against clients’ interests. For instance, this may happen when remuneration or performance
targets provide an incentive for staff to recommend a particular financial product instead
of another that would better meet clients’ needs.
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Also in the EU, the European Banking Authority introduced Guidelines on Product
Oversight & Governance in January 2017. The Guidelines deal with the establishment of
product governance and oversight arrangements for both manufacturers and distributors as
an integral part of the general organisational requirements linked to internal control systems
of firms. They refer to internal processes, functions and strategies aimed at designing
products, bringing them to the market, and reviewing them over their life cycle. They also
establish procedures relevant for ensuring the interests, objectives and characteristics of the
target market are met. Competent authorities across the EU are required to incorporate the
Guidelines in their national frameworks or practices.

Relatedly, a review of product governance in small and medium sized bank conducted by
the UK FCA identified examples of good practice, including that the most effective product
governance frameworks focused on delivering good customer outcomes during all stages
of the product lifecycle, from design to review. Another element of good practice was that
senior management provided a positive “tone from the top”. Good practice also included
being active in seeking customer feedback, both for existing products and services and for
new communications, via traditional means, such as customer surveys, dedicated customer
panels and focus groups.

Another example is that of Australia, where new laws are proposed to introduce
requirements relating to the design and distribution of financial products to ensure that
products are targeted at the right people, and a temporary product intervention power for
the market conduct regulator (the Australian Securities and Investments Commission) to
intervene when there is a risk of significant consumer detriment. Among other things, the
proposed new laws are intended to increase the accountability of product issuers and
distributors, reduce the likelihood of consumers acquiring (or being mis-sold) products
without fully understanding the associated risks and that are misaligned with their financial
situation, objectives and needs, and, in this way, promote greater consumer confidence and
trust in the system (Department of the Treasury Australia, 2016).

In the United States, the Consumer Financial Protection Bureau (CFPB) has power to
intervene where conduct or practices are ‘unfair, deceptive or abusive’. This can involve
administrative action through cease and desist orders and legislative action through rule-
making powers.

2.4. Enhancing trust in institutional investors through responsible business conduct

Edelman has identified 16 drivers of trust across business. Among these over a quarter are
directly related to responsible business conduct (RBC).? These include: having ethical
business practices; putting customers above profit, working to protect and improve the
environment; addressing society’s needs in its everyday business; and partnering with
NGOs, government and third parties to address societal issues (Edelman, 2012).

RBC-related drivers have historically received less attention in the financial sector than in
industries with more direct social and environmental footprints. However, the role of RBC
for trust building in financial institutions, and particularly for institutional investors has
become increasingly important in recent years.

2.4.1. Why is RBC important in driving trust of institutional investors?

Clients and beneficiaries or institutional investors are also increasingly calling on
institutional investors to take environmental, social and governance (ESG) factors into
account in their decision making. In the United States, 80% of asset managers cited
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increasing client demand as their motivation for pursuing sustainability strategies (Calvert
Investments, 2015). Likewise, a study conducted amongst members of the Dutch DB
pension fund found that 66.7% of participants favoured investing their pension savings in
a responsible manner (Bauer, R. et al., 2018). Demand for responsible investment is
especially strong amongst millennials. For example, an EY survey suggests that millennial
investors are twice as likely as others to invest in companies with ESG practices. As the
investment share of millennials continues to increase, demand for responsible investment
can likewise be expected to continue to grow. (EY, 2017)

Furthermore a growing body of empirical evidence suggests that investments which take
ESG factors into account can add value and lead to higher risk-adjusted returns net of
expenses. ESG factors appear to have, at best a positive relationship with corporate
financial performance and at worst a neutral relationship. (OECD, 2017a). For example, a
recent study by PRI found that, in the world portfolio, ESG momentum strategies (i.e.
portfolios with improving ESG scores) and tilt strategies (i.e. portfolios with high ESG
scores) outperformed the MSCI World Index by 16.8% and 11.2% respectively in active
cumulative returns over a 10-year period. (PRI, 2018) Similarly, a 2017 study by BofA
Merrill Lynch Global Research found that stocks that ranked within the top third by ESG
scores outperformed stocks in the bottom third by 18 percentage points in the 2005 to 2015
period. It also found that ESG was a better signal of future earnings volatility, relative to
other fundamental factors. (PRI, 2018)

Further research would be valuable in determining whether these trends reflect short-term
results or a more general, sustained pattern, as investing in new asset classes or investment
opportunities where demand significantly outpaces supply can create gains that may
disappear as markets converge to equilibrium overtime. In this regard strategies which take
into account ESG factors should also be evaluated to assess whether they deliver better
risk-adjusted returns net of costs than other investment opportunities.

Additionally, the introduction of global sustainability agendas has likely played a role in
enhancing expectations of institutional investors with respect to RBC. In 2015, the Paris
Agreement and the Sustainable Development Goals (SDGs) were adopted. The role of the
financial sector is explicitly referenced in the Paris Agreement, which states as one of its
primary objectives “[m]aking finance flows consistent with a pathway towards low
greenhouse gas emissions and climate-resilient development.” (United Nations, 2015)
Governments are also increasingly inclined to exploit the scale of assets and leverage of
financial institutions to support these global sustainability objectives. In this respect G20
leaders have highlighted the need to align financial flows (from both public and private
institutions) to promote environmental goals and achieve the objectives of the SDGs.
(G20, 2017).

Do current practices of institutional investors go far enough?

As the importance of RBC for trust in institutional investors is becoming increasingly
significant, investors are responding to this demand. Morgan Stanley (2018) finds that 84%
of surveyed asset owners are pursuing or considering pursuing ESG integration in their
investment process, and 60% of them only began doing so in the last four years.
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Box 2.2. Responsible investment strategies

A variety of approaches exist with respect to responsible investment. While there is no
formal definition of these different approaches the below terminology has been associated
with the described strategies.

Responsible Investing- often used as a catch all term that may encompass various
strategies which take into account environmental and social issues in the context of
investment decision making.

Environmental, Social, Governance (ESG) Integration - defined by the Principles for
Responsible Investment (PRI) as “the explicit and systematic inclusion of ESG issues in
investment analysis and investment decisions.” ESG criteria may be used primarily to
identify financial risks posed by real or potential ESG impacts.

Impact investment - products or strategies that seek to generate positive social or
environmental impacts alongside a financial return.

Ethical investment — products or strategies that are dictated by certain ethical or moral
considerations. For example, exclusionary or screening processes which exclude
investment in certain industries (e.g. tobacco).

As a result the market for responsible investment is growing. For example, US money
managers’ assets under management that have incorporated ESG issues has risen from less
than USD 325 billion trillion in 2008 to over USD 11 trillion last year. While the majority
of this investing is from asset management entities, market-based product development for
institutional and retail clients is also growing through ESG oriented mutual funds and
exchange traded funds (ETFs). The market for responsible investment is currently worth
approximately USD 23 trillion. (JP Morgan, 2018)

However, current strategies for responsible investment vary widely in terms of objectives,
scope of application as well as prevalence of use amongst institutional investors. For
example, a survey by the Alternative Investment Management Association (AIMA) of 582
institutional investors worldwide showed that out of those who reported implementing an
“ESG strategy”, 47% use exclusionary strategies, while only 21% practice full integration
of ESG risk factors (AIMA, 2018). Moreover, many financial institutions do not have any
meaningful strategy in place for responding to significant ESG risks. In this respect, a
recent study of the world’s 100 largest pension funds found that 60% of funds have little
or no approach to environmental risks. (ShareAction, 2018)

Financial institutions continue to point to several challenges hindering their ability to
meaningfully pursue responsible investment strategies. Among these challenges are:
understanding and design of existing governance frameworks (OECD 2017a), poor
understanding of ESG risks and lack of standardised approaches to ESG risk management
(State Street Global Advisors, 2018), and lack of quality data and comparative metrics on
ESG issues (Morgan Stanley, 2018).

2.4.2. How can policy makers support responsible investment to drive trust?

Policy-makers can play an instrumental role in responding to some of the above mentioned
challenges, thereby facilitating responsible investment and enhancing trust.
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Integrating consideration of ESG factors into governance frameworks

Research by the OECD has found that while current regulatory frameworks on investment
governance do not represent a de facto barrier to responsible investment strategies many
institutional investors continue to interpret them as such (OECD 2017a). This is because
some investors continue to see a conflict between their responsibility to protect the financial
interests of their beneficiaries and the consideration of ESG factors. It is also because most
investment governance regulatory frameworks and risk-based controls generally do not
explicitly refer to ESG factors, which has meant that investors and other financial
institutions have had to interpret for themselves the extent to which responsible investment
strategies are possible or permitted (OECD, 2017a).

Furthermore, there is currently a perceived tension between ESG objectives, which are
viewed as important to long-term value creation and investment horizons which seek to
maximize shareholder value in the short term. In a survey by State Street, 47% of asset
owners and 43% of asset managers indicated that they believe that the proper timeframe
for expecting responsible investment strategies to deliver outperformance is five years or
more, but only 10%-20% use these time frames for evaluating performance. Investment
performance is still generally measured and reported on 1-, 3- and 5-year time horizons.
(Michael T. Cappucci, 2017) The importance of long-term oriented strategies for building
trust and stability has been emphasised by the CEO of Blackrock, the world’s largest asset
manager, in his letters to CEOs of companies invested in by Blackrock. (Fink, 2018
and 2019)

In recent years, policy makers have taken steps through regulation and other instruments to
explicitly recognise the importance of taking into account long-term value drivers such as
environmental and social risks in investment governance (Sullivan, R. et al., 2015).

For example, in several countries, investors are being asked to consider ESG factors as part
of investor stewardship activities. In the UK, the Financial Reporting Council (FRC) will
update in 2019 the Stewardship Code which already refers to ESG factors (Financial
Reporting Council, 2019). In Japan, a Council of Experts revised in 2017 the Stewardship
Code (2014), with explicit references to risks arising from ESG factors (Financial Services
Agency, 2019). Likewise, the Code for Responsible Investment in South Africa provides
guidelines for institutional investors on integrating ESG factors in investment processes.

Some countries have included duties related to sustainability in corporate governance
codes. For example, the 2015 German Corporate Governance Code was amended in 2017
to include a reference to sustainability for institutional investors noting "[i]nstitutional
investors [...] are expected to exercise their ownership rights actively and responsibly, in
accordance with transparent principles that also respect the concept of sustainability"
(Regierungskommission, 2017). Clarifying duties with respect to environmental and social
issues is also a key action point under the EU Sustainable Finance Action Plan, which notes
that “[...] the Commission will table a legislative proposal to clarify institutional investors'
and asset managers' duties in relation to sustainability considerations [...]. The proposal
will aim to (i) explicitly require institutional investors and asset managers to integrate
sustainability considerations in the investment decision-making process [...].”. (EU, 2018)

Introducing clear mandates for inclusion of ESG factors into decision making of financial
institutions through policy or regulation will be helpful to encouraging financial institutions
to do so. However, policy makers should also develop coherent investor governance
frameworks, performance reporting and investment planning which is compatible with
ESG objectives.
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Promoting common and widespread expectations

A lack of common expectations is also an obstacle to more widespread adoption of
responsible investment strategies by institutional investors. A survey conducted in
2016-2017 with investment executives at 475 institutions found that over half of
institutional investors implementing some form of responsible investment strategy felt
there was a lack of clarity around standards and terminology (State Street Global Advisors,
2018). A lack of standardisation allows investors broad flexibility to design and implement
their own approaches. However, this ambiguity also creates challenges to benchmarking
performance with respect to environmental and social factors and heightens the risk of
“green-washing”, which can diminish the credibility of responsible investment strategies
and their potential for trust-building.

Developing and recognising common standards with respect to responsible investment can
promote quality processes and enhance its potential for trust building. It could also provide a
common reference point or baseline of expectations for institutional investors and mitigate
the risk of a multiplication of varying expectations across jurisdictions and initiatives.

In this respect the OECD due diligence framework may serve as reference points for policy
makers. In 2017, the OECD articulated key considerations for institutional investors in
carrying out due diligence to identify and respond to environmental and social risks, within
their portfolios. This publication was developed with the support of leading asset owners
and investment managers and has been formally endorsed by 48 governments
(OECD, 2017). The European Union recently reached agreement on an EU Regulation for
Sustainable Investor Disclosure. Once implemented, this regulation will call on financial
market participants and financial advisors to integrate consideration of ESG risks and
opportunities in their processes and to report on their due diligence policies. The regulation
also encourages financial market participants to take into account due diligence guidance
for responsible business conduct developed by the OECD (OECD, 2018e).

By promoting common expectations on responsible investment, policy makers can help to
level the playing field and encourage industry laggards to perform better. In this respect,
policy makers can build on and promote existing recognised standards to foster a common
understanding of responsible investment.

Improving disclosure and generating data quality

A lack of quality data has been raised as a central challenge by institutional investors in
both pursuing responsible investment strategies and measuring the financial performance
of such strategies. For example, 68% of asset owners surveyed in a Morgan Stanley study
noted that a lack of availability of quality ESG data is the leading challenge to responsible
investment. (Morgan Stanley, 2018)

Challenges associated with data are based both on availability of information and quality of
data. For example, a 2014 report by the Sustainable Stock Exchange Initiative estimates that
only 5000-10000 out of the 80000 multinational companies in the world publish
environmental and social performance reports. (Sustainable Stock Exchange Initative, 2014)

In an effort to respond to this gap, increased regulation on sustainability reporting has been
on the rise. A 2015 study by KPMG estimates that 41% of countries examined had some
form of mandatory social reporting (KPMG, 2015). At the EU level, a non-financial
disclosure directive was introduced in 2014 which requires reporting on environmental
impacts and human rights as well as due diligence processes, for large, publically listed
companies, including financial institutions (EU, 2014). France has introduced reporting
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requirement specific to investors. Article 173-VI of the Energy Transition Act for Green
Growth requires asset owners and investment managers to disclose climate-related
financial risks and report on how ESG criteria are considered in their investment decisions
(Legifrance, 2015).

While efforts to encourage sustainability reporting are accelerating, reporting requirements
are usually voluntary (“comply or explain”) and are not prescriptive on the methods or
metrics to be used in measuring or reporting on ESG issues. As a result the reported
information may not be useful for end users. For example, an EY analysis of reports filed
in response to Article 173-VI of the Energy Transition Act found that while “investors
disclosed metrics linking investees’ GHG emissions to key financial indicators and
assessing alignment of these emissions with a 2°C scenario ...[m]ethodological limitations
make any comparison of these metrics impossible” (EY, 2017).

Challenges with data quality and reporting are even greater when it comes to tracking and
reporting social issues. One primary challenge is translating qualitative indicators normally
associated with social risks into quantitative metrics. Another is the lack of standardised
social benchmarks. For example, research by the NYU Stern school finds no consistent set
of standards defining the “S” in ESG frameworks and that most frameworks measure social
issues vaguely or with respect to just a small set of labour concerns (O’Connor C. and
Labowitz, S., 2017).

Policy makers can play an important role in promoting higher quality reporting and data
through scaling up efforts for reporting standardisation and impact measurements. As part
of its implementation of the Sustainable Finance Action Plan, the EU has emphasised the
importance of facilitating quality data and benchmarking. For example, key components of
the Action Plan include: establishing an EU classification system for sustainable activities
(Action 1); creating standards and labels for green financial products (Action 2) developing
and harmonising sustainability benchmarks related to carbon (Action 5) and strengthening
sustainability disclosure and accounting rule-making (Action 9). As part of the Action Plan,
the EU is currently developing a taxonomy to reflect commonly agreed principles and
metrics for assessing whether economic activities can be considered environmentally
sustainable for investment purposes.

Expanding such initiatives beyond environmental risks and ensuring coherence across
jurisdiction will be important to responding to existing gaps in ESG data for institutional
investors.

2.5. Conclusion

In the wake of the financial crisis, significant reforms were introduced to prevent against
future crises as well as rebuild trust in the financial sector. While these initiatives have been
helpful in regaining public trust, additional work is necessary to respond to new and
ongoing challenges as well as increasing expectations of beneficiaries and society more
broadly of the financial sector.

This chapter addresses three areas essential to understanding and strengthening people’s
lack of trust in financial institutions. The section on pensions highlights the importance of
pension governance and transparency, financial literacy, the alignment of fees and costs,
and ESG investment to improve trust in pensions. The section on financial consumer
protection focuses on managing potential conflicts of interest, culture and quality of
products. The section on responsible business conduct concentrates on governance,
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standard setting, data and disclosure. More work is required in all three areas to improve
people’s trust in financial institutions.

With respect to pensions and pension funds, several activities could be useful in enhancing
trust including:

e Better communication regarding the features of the pension system, the purpose of
different reforms, and adjustments to the system.

e Further improvements in the design of DC pension plans accounting for
behavioural biases and low financial knowledge.

Additionally, the regulatory framework needs to be strengthened further by making sure
that pension funds work in the best interest of members. In this respect:

e The independence and, the internal and external, oversight of pension funds’
governing body need further strengthening in many jurisdictions.

e The supervision and monitoring of pension funds also needs to improve further, as
well as data disclosure and standardisation, especially on the costs of providing
services to members.

e There is still a lot to do on the fees charged by pension funds making sure that they
are aligned with the actual costs for pension funds of managing people’s retirement.
Some of the ideas are discussed in the chapter and in other OECD reports
(OECD, 2018Db).

In terms of promoting trust and confidence via financial consumer protection policies, the
application of robust conduct regulation, disclosure and other activities, needs to be
reinforced by considering more qualitative factors such as:

e Ensuring financial institutions have the appropriate culture in terms of safeguarding
and prioritising customers’ interests and ensuring the quality and value of the
financial products and services on offer.

The role of RBC in trust building for institutional investors can only be expected to become
more significant in the coming years as millennials’ share of global investment grows and
the impacts (both financial and real) of environmental risks and irresponsible business
practices are felt more acutely. While there has been increased interest and efforts by
institutional investors to take environmental and social issues into account in their
activities, to date the level of ambition and approaches of institutional investors have varied
considerably but have largely been limited in scope.

As investors seek to respond to increasing demand for responsible investment they will
have to enhance existing approaches. Policy makers can facilitate institutional investors in
this respect in several ways:

e Supporting investment governance frameworks that are compatible with and
support ESG objectives.

e Fostering common and widespread expectations with respect to responsible
investment, for example due diligence processes for responsible business conduct.

e Supporting efforts to promote quality ESG data and disclosures.
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Some governments have already initiated such efforts. Scaling up these efforts and ensuring
coherence across approaches will be important to enhancing trust in this sector amongst
consumers, beneficiaries and society more broadly.

Notes

! For the purposes of this chapter, financial institutions refer to private, commercial institutions
involved in investment, advisory, insurance, finance, or retail banking services for clients. Public
institutions such as central banks, development finance institutions or government-run export credit
agencies and intermediary service providers such as credit risk agencies and market research
providers are not included.

2 The OECD defines responsible business conduct (RBC) as: a) making a positive contribution to
economic, environmental and social progress with a view to achieving sustainable development; and
b) avoiding and addressing adverse impacts related to an enterprise’s direct and indirect operations,
products or services. The OECD articulates what constitutes RBC through the OECD Guidelines for
Multinational Enterprises (OECD, 2011b), a comprehensive set of government-backed
recommendations on RBC.
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