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oppose retrospective legislation in general terms, it was the only way
that the government could move at a time when tax evasion and

Regulatory Institutions

avoidance were not being distinguished by some practitioners and the
government could not cope with the significant proliferation of tax

schemes. They seemed to be part and parcel of the behaviour of the
business community, the professional groups and others - if not of the

whole community, a very significant part of them. No amount of self
regulation and chest beating by bodies such as the Institute of
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Chartered Accountants, the various law societies, etc was able to stop

the proliferation of these schemes. Decisive action was needed by the
regulator or by Parliament in these circumstances.
So whilst I continue to favour the use of self regulation, especially
in those areas where regulation itself does not work or work as well (eg
in the regulation of the professions) there must always be a willingness
to regulate in other areas (eg environmental law).

Conclusion
Such remarks are probably of little value to most readers. I can provide
you with no "magic pudding" or deep philosophical thoughts about
how a regulator should act. Many said that during my term at the
Commission we did good things; others felt we did not do enough. We
certainly did as much as I think we could with inadequate laws,
inadequate resources and a rather lukewarm Ministry and Department
to support it. A momentum, however, was created. Pressure has been
put on the government; and we will see what transpires in due course.

Debate about business regulatory institutions tends to proceed as a
glorious battle between those who believe that business actors
(individuals and firms) are, fundamentally untrustworthy, and therefore
must be coercively controlled, and those who plead that business
people are responsible, capable of ethical self-regulation. Plausible
evidence of the capacity of business for rapacious self-interest can be
trotted out on one side of the debate. Credible case studies of the
capacity for responsible reflection and ethical reform in business can be
produced on the other side of the debate. It does not get us far to
observe that which side of the debate gives a more compelling account
of reality depends on the context. In this context business actors are
self-interested scoundrels; in that context they are open to ethical
suasion.

While such contextual understanding is clearly a valuable thing to
acquire, it leaves unsolved the most fundamental question about the
design of institutions. This is whether our institutions should be
designed for knaves as counselled by Humel and Hobbes,2 or whether
they should assume that citizens will be virtuous. For example, it can
be argued that even if business is virtuous in a majority of contexts, one
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case of knavery can have such disastrous consequences (a Three Mile
Island, a Chemobyl, a Bhopal, a thalidomide) that regulatory
institutions must be designed more with an eye to these worst cases
than to the modal case.
This in fact is the line that Geoffrey Brennan and James Buchanan'
take in The Reason of Rules. They argue for institutions that economise
on virtue on grounds that the harm inflicted by those who behave worst
will not be compensated for by the "good" done by those who behave
better than average. Brennan and Buchanan assume that these worst
case actors will be rationally non-virtuous. Hence, the solution lies with
market institutions that are constituted so as to aggregate the selfinterested rationality of the non-virtuous to nevertheless achieve
virtuous ends.

Can we then build into the micro-foundations of our theories of
institutional design the assumption that citizens will be virtuous? Do
we design institutions on the assumption that actors will be rational
economic actors? My thesis in this article is that we should deCIdedly
not do any of these things. We should not design institutions based on
motivational assumptions that are static. Dynamic institutional design
that is responsive to multiple and changing human motivations will
serve us best.
It is through focusing on the distinction between dynamic and
static institutional thinking that I seek to rise to the challenge
articulated in Sampford and Wood's chapter of integrating law, ethics
and institutional design. It is through thinking dynamically about
regulatory institutions that we can take seriously the nee~ to nurt~re
business virtue as emphasised in Bob Solomon'S chapter, WIthout bemg
so naive as to believe that we will accomplish something by waving
ethics texts in front of the glazed eyes of our most gruesome corporate
criminals. It is through thinking dynamically about the fashioning of
order that we can allow a thousand corporate ethical subcultures to
bloom, as commended in Amanda Sinclair's chapter, while sustaining
corporate and community-wide commitments to mobilise the power of
the state against corporate subcultures that are unconscionably
exploitative of other citizens, especially powerless O?es. Finall~,
dynamic institutional design is needed to solve the CrISIS of chromc

3

Brennan, G and Buchanan, 1M, The Reason of Rilles: Constitutional Polilical
Economy, Cambridge, Cambridge University Press, 1985, at 59.

84

Responsive Business Regulatory Institutions
under-resourcing of regulatory enforcement which is a theme of Bob
Baxt's chapter.
The trouble with institutions which assume that people or firms or
corporate subcultures will not be virtuous is that they destroy virtue.
Some agen~les th~t regulate business, particularly American agencies,
te~d to do Just thIS. I have observed the tragic little drama of virtue
bemg ~estroyed many times during my empirical research on business
regulatIOn .. The government inspector marches into a workplace and
starts makmg threa~s; citations are written; most critically, both the
demeanour of the Inspector and the policy that stands behind that
dem~a.nour communicate the expectation that the manager on the
recelVm~ end of the encounter is untrustworthy. The regulator
commun.lcates the ~ssumption that it is only compulsion, or only the
bottom Ime, that WIll move the manager to submit to the policy of the
law. But this assumption is often wrong. The safety manager may
deeply car~ about the safe.ty of her workers, and she resents, bitterly
resents, bemg treated as If she does not care. This resentment can
destroy her good faith, her willingness to go an extra mile beyond what
the inspector asks her to do. Common sense and a wealth of
experimental psychological researciJI instructs us that when human
beings are compelkd to do something their commitment to doing it
e.rode~. More precIsely, commitment erodes in comparison with a
SItuatIOn where they voluntarily choose to do that thing because they
are persuaded that it is the right thing to do.
Instead of institutions that economise on virtue we need
institutions ~hat give actors space to be virtuous. Regulator; institutions
can be deSIgned to nurture rather than destroy civic virtue in the
busmess c~m~u~ity. At the same time, we need tough-minded
regulato~y mst!tutlOns that can shift to a hard-headed approach when
vlftue falls, as It often will.
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Hence, I favour regulatory institutions that first attempt to solve
problems by persuasion and dialogue, that open regulatory interactions
with an assumption of good faith commitment to implement the spirit
of the law, even if this involves going beyond the letter of the law.
When this fails, regulatory response should escalate to deterrent threats
of increasing severity that progressively shift the motivational
assumption from the desire to be law-abiding to the desire to protect
the bottom line.
Sometimes, however, this shift to the rational actor assumption

will also fail. A flaw with the Brennan and Buchanan analysis for
economising on virtue is that it assumes that the worst cases will be
rational non~virtuous actors. Yet some of the very worst cases will be
"irrational" resisters to government authority. There afe actors in the
Australian and American business communities who have a "live free
or die" attitude to resisting government regulation. The Mine Safety
and Health Administration inspector confronts an extreme case of this
type when an Appalachian mine owner chases him off the property
brandishing a gun. But not all cases of business being impervious to
rational deterrent threats are this extreme.
Nor is this irrational resistance to regulatory threats the only way
in which the rational actor model of regulation fails. John C Coffee Jr
has explained that regulators will often confront what he calls a
deterrence trap because so many kinds of business crime have very

high rewards and low probabilities of detection.5 Let us imagine that a
certain type of illegal stock market manipulation has only a one in a
hundred chance of being detected and proven beyond reasonable doubt.
The average returns from this kind of crime are $10 million. It follows
that the fine required to deter the rational offender who gets an average
return is over a billion dollars. If we want to deter those who get
than average returns, the fine must be indeterminately higher. The state
can then confront a deterrence trap: if it imposes the fine required by
the rational actor model, it may bankrupt the firm or it will at least so
deplete the liquid assets of the firm that workers will lose jobs, plants
will not be built. Governments always hold back from punishments that
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Yet another way in which the rational actor model will fail is when
non-compliance is caused neither by rational pursuit of self-interest nor
by ir:ati~nal resistance. to the state, but simply because management of
the fIrm IS techmcally mcompetent to comply with the spirit of the law.
Most ThIrd World pharmaceutical manufacturers are in this category,
as were most pre-FDA US manufacturers. They are, or were, in the
Jargon, "bathtub" . manufacturers. Similarly, many nursing home
operators m the Umted States and Australia are not competent to care
for large numbers of frail aged with multiple health problems.
When the state is in a deterrence trap, when it confronts an
irrational. resister, or a firm which lacks the technical capacity to
comply, It shouId abandon the rational actor model. Ultimately, it
should threaten mstead corporate capital punishment. In the discourse
of crimino1ogy, this means an incapacitative response instead of a
deterrent response. What we advocate is that the state display an
enforcement pyramid where; at the peak of that pyramid, the response
of the state WIll be to WIthdraw the licence or charter of the
corporation, to put the firm in liquidation, remove management, and
sell the firm as a going concern to new owners who put in new
UCENSE
REVOCATION
UCENSE
SUSPENSION / -_ _-'\
CRIMINAL
PENALTY
CIVIL PENALTY

WARNING LffiER

hurt innocent workers, communities and creditors in this way, and with

good political and economic reasons.
PERSUASION
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Figure 1: Example of an enforcement pyramid. The proportion of
space at each layer rcprcscOlS the proportion of enforcement
activity at that level.
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I am suggesling that pyramidal forms of responsive regulalion hold
out the possibility of nurturing Ihe virtuous cilizen, delerring the venal
actor and incapacilating the "irrational" or dangerously incompelenl
actor. What I am arguing for is a much more radical change of attitude
than one thaI simply calls for a mix of regulalory strategies. My belief
is that Ihere is no prospect of a consistent law enforcement approach 10
any type of business regulation. To operale consislently near the peak
of the enforcement pyramid would be far too costly for Ihe laxpayer in
any area of business regulation of which I know.
My response to that problem is more radical Ihan simply
harbouring scarce resources by saving lough enforcement action for the
"really bad" business people. The attitude I advocate is a preference for
starting at the bottom of Ihe pyramid even with the "really bad" actor.
The Ihesis here is that "really bad" people in fact have multiple selves:
there is a virtuous side to even the very worst of us. Regulation should
be designed to encourage generally irresponsible aclors to put their best
self forward. We should be ambitious about the quest for virtue in the
of us. Christians are required to adopt this view. But nonChrisl:iarlS as well can discover that actors we stereotype as evil can
snrnri"e us with the way they put their ethical self forward when we
them with a respect that communicates an expectation that they
do so. Hence, I am against a mixed enforcement strategy that picks
ethi,cally bad and good actors and responds appropriately. My favoured
is to look for the virtuous side of all actors, try working with
first, and then escalate to more coercive approaches only when

to the better nature of people fail.
Now many people have expressed the concern that this is naive, or

or both. I do not deny that bad people will often exploil
treated as if they are good. That is why it is necessary 10 sland
to escalate up the pyramid in such cases. I point out, however,
"good people" often exploit being treated as if they are good. The
is we are not very astute at picking which are the good and bad
especially when the actors are business firms, because good and
character is so context-specific in the way it is manifested. Hence,
strategy Ihat picks IBM as a firm of good character
in most contexts it is), and consistently responds to IBM as
will have some terrible consequences in selling out the public
to the interests of IBM. This is why selective static matching of
strategies for bad actors and self-regulatory strategies for good
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actors fails as a way of dealing with the fiscal impossibility of a
consistent law enforcement approach to business regulation.

The concession I make to the understandable concern mentioned
above is this. There will be cases where rather early during a regulatory

investigation, it will become clear that there. is no ~hance of app~aling

to the better nature of a business wrongdoer In relatIOn to the particular
matter at hand. Indeed, perhaps escalating straight to nothing short of
corporate capital punishment and seizing all the assets of the offender
will solve the problem. As a matter of fact, it can be a good thing for
the credibility of a regulatory program that from time to time this will
be the case. A regulatory system that moves early, decisively and
ferociously to bring a Bond Corporation or a. Quintex to h~el
strengthens its arm with the whole busin~ss commun.lty. Cases of qUIck
escalation to catastrophic enforcement gives a11 busmess actors reason
to put their responsible selves forward at the first whiff of regulatory
grapeshot.
.
Putting this another way, regulators should go tnto all regulatory
encounters with an attitude that they prefer to solve the problem III the
least coercive, most co-operative, way possible. They should also go
into all regulatory encounters with a preparedness to abandon this
attitude, regardleSS of their preconceptions of the virtue or othe~ise of
the business actors they are dealing with. If they do thIS, they WIll often
enough need to abandon the starting preference for co-operative
regulation. This policy, in other words, will generate .a regulatory
program with a credible deterrent record. And In Australta, we surely
do need regulatory programs with more credible enforcement records.
Of course, it will be a deterrent record that will be deficient on the
criterion of enforcement consistency, as Tony Coady and some of the
other essayists in this volume have pointed out. Retributive principles
are compromised by a system that allows evil actors who do evil deeds
to negotiate packages of remedial reforms to compensate vIctIms
prevent further wrongdoing. Elsewhere, Philip Pettit and IS have
addressed this concern about the parsimonious approach to

escalation that we favour.

Our contention is that certain sociological facts about in,lus,tri,il
societies make it inevitable that most crime will go unpunished and
the crimes of the rich will be more unpunished than the crimes of
6
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poor. No philosophy of punishment can deliver consistent punishment
of wrongdoers in proportion to their wrongdoing. Retributivism can
deliver this in an ideal world, but in no sociologically possible world.
The practical question then becomes which of all the philosophies of
punishment will deliver the most equitable punishment practices in a
possible world.
Pettit and I argue that policies of systematically preferring nonpunitive problem solving whenever this works, policies we derive from
a republican moral and political theory, will deliver more equitable
punishment in contemporary Western societies than either the status

quo or retributivism. This is because they are policies that require the
release of most of the offenders currently serving time in our prisons,
while requiring and enabling rather more frequent escalation to
punitive responses to white-coBar crime than we currently manage.
Retributivism, in contrast, systematical1y exacerbates a situation where
"just deserts" are successfully 'imposed as a first or second resort for

the poor, while almost never being imposed even as a last resort by
business regulatory agencies overwhelmed by their case load of
complex investigations. So Pettit and I argue for the irony that a theory
based on parsimonious punishment that does not set justice as one of its
goals will achieve a better measure of justice than retributivist theories

that set their sights on justice.

responsive regulatory institutions I favour assume that even the

of us has some sense of care and responsibility to which appeal
be made, that all of us have moments when we can be persuaded by
.rationIOi economic incentives, and that all of us contain the dark
for intransigent

resistance

to appeals to our reason,

·respOllsiiJility and rationality. Responsive institutions reject static
reific,ati<Jns of rationality or responsibility because they are designed to
resporld flexibly to the fact that each of us has unique conceptions of
it is to be responsible or rational. Instead, responsive institutions
to nurture virtue and dialogue about different conceptions of right
at the base of a regulatory pyramid.
Early recourse to coercive threats is less likely to elicit a response
is worthy of our respect than a dialogue that treats the business
with respect. Responsive institutions take seriously private
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