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THOUGHTS ON REPUTATIONAL RISK 

process of financial intermediation, the fabric of the real economy, and the reputation 

chain in most countries. For reasons of their own, many boards and managers in the 

1 

of portfolios, recurring conflicts of interest, and lack of common sense, as well as 

at the industry, firm or personal level, the reputational cost of the financial crisis 
five years ago was enormous. 
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Still, memories are short. Redirection of financial flows through the shadow 

renewed erosion of due diligence in some markets show the persistent need for 
vigilance. Meantime, banks have been called on the carpet for an amazing variety 

markets, and an assortment of fiduciary and consumer protection abuses. Most of 
these allegations are independent of the crisis legacy, and have surfaced despite 
what were thought to be adequate legal and regulatory safeguards. All of them 
first came to light at individual banks. But most of them later turned out to be 

culture is a product of individuals who act collectively in a firm that operates under 
a combination of market discipline and regulatory constraints. In turn, banks 
comprise multiple subcultures that range from transactions processing and retail 

distinctive in terms of the professionals they attract and the performance pressure 

lost their way in carrying out their key role as efficient allocators of capital and 

their clients to bank employees and shareholders, all the while privatizing returns 

assessment or not, it’s no wonder the industry as a whole and individual banks 

It could be the changed competitive market structure in global banking, in 
which more intense competitive pressure and heavily commoditized markets have 
made it increasingly difficult to deliver ambitious promised returns to shareholders 

activities to less open and less transparent markets, where transaction costs and 

with efforts to reform them often resisted furiously by banks and their advocates. It 

of price, quantity and product. A deal is a deal, and what happens later is only of 
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banks themselves, which might be considered both a cause and a consequence 

imbedded conflicts of interest, and the ability to manage and govern themselves 
were contributory factors leading to the recent crisis, then these issues are even 

conglomerates emerging from governments’ efforts to stabilize the system. In the 
restructuring process some important things can easily get lost, with thousands of 
people from competing institutions newly hired and others dropped from the team. 

integration. Such factors are sometimes complemented by banks’ underinvestment 

of compensation designed to emphasize bonus against malus. Reputational capital 
is lost by people, acting individually and collectively. So what drives them is of 
critical importance.

tone that dominates everything a bank does, and how that is projected into the 
marketplace. In some cases factors like poor industry knowledge of directors, lack of 

because they themselves face conflicts of interest and do business with the same 
banks in which they hold voting shares. And not least, banking regulators have 
plenty of problems understanding and approving conventional risk indicators and 

and effectiveness of corporate governance. Banks continue to encounter serious 
instances of reputation loss due to misconduct despite the effects on the value of 

at avoiding or remedying damage created by unacceptable financial practices. 
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and penalties, but he said that could be earned back by the end of the year and 

as usual. 

compliance systems that are costly to set up and maintain, and various types of 
walls between business units and functions that impose opportunity costs on banks 
due to inefficient use of information and capital within the organization. And some 

defy sustainable control and possibly require structural remediation involving 

contribute to market valuations among the world’s major financial conglomerates 
that fall well below valuations of simpler, more specialized financial services 
businesses. 

In the end, it is probably leadership more than anything else that separates 

behavior reinforced by a sense of belonging to a quality franchise constitutes 

high job mobility between them. Adverse selection suggests that banking may be 
attracting more than its fair share of people who end up in the wrong business 

there also seems to be scope for firms that get in trouble and those that don’t. 

in banking businesses that are prone to conflicts of interest and compliance issues. 

incremental financial performance to achieve reduced regulatory and reputational 

free lunches. Hard to prove, but the payoff could be handsome indeed.


