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Opinion

THE BIGGEST RISK FACTOR IS THE 
HUMANS

There are two reasons for regulat-
ing the behavior of international 
financial dealers and the conduct of 
international financial markets. One 
is to moderate and restrain greed 
and the other is to moderate and 
restrain fear. Greed and fear are the 
two human emotions most evident 
in the day-to-day behavior of the 
international financial system today. 
The result is mad money. Dealers 
are either drawn by greed to take 
excessive risks with their own – or, 
more often, with other people’s – 
money or they are overcome by fear 
that they will be caught out by the 
risks they have taken. In their rush to 
escape the consequence of greed, 
they may start a chain reaction, an 
avalanche of panic that carries away 
the innocent along with the guilty.

There are two interesting facts that 
make this statement interesting, if not 
remarkable. The first is that it was not 

made in the context of the latest finan-
cial crisis, but 18 years ago by Susan 
Strange.1 The second is that it became 
a bitter reality. Decades of deregula-
tions stimulated the globalization of the 
financial markets – and unfortunately its 
excesses. 

The dramatic events surrounding bank 
bailouts and failures and the impact on 
national budgets have led to a political 
rethinking, and in certain circumstances 
banking laws that had been abolished 
or suspended in order to support the 
development of financial markets were 
reintroduced. In addition, international 
organizations, regulators, and govern-
ments have successfully pushed for the 
adoption and implementation of many 
new regulations that will have major 
implications for the structure, size, and 
business strategy of financial institu-
tions. A stringent risk culture in financial 
services organizations will, in the longer 
term, also need to encourage behavior-
al change, as a result of which the world 
of finance becomes more predictable 
and customers are better protected.

But is this sufficient? The benefits of a 
safety net are greatest when it is woven 
as tight as possible. Official regulations, 
laws, supervisory checks and transfers 
are undoubtedly essential elements. 
One cannot deny that the pendulum of 
financial regulation is currently set too 
“high.” But how much energy had to be 
spent in order to get to this point de-
spite all that we have learned from the 
crisis, and where will this policy-influ-
enced-pendulum stop when we are in 
the next cycle of boom and prosperity?

The most significant and sustainable 
solution lies with the individuals them-
selves. Regulations should ensure 
that the known risks are treated in a 
compliant manner. They should also 
help ensure that missteps, which are 
usually identified and punished by ex-
post controls, are prevented. However, 

1 Strange, S., 1998, Mad money: when markets 

outgrow governments, University of Michigan Press
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individuals with strong characters also 
behave honestly and make the correct 
decisions in unpredictable circum-
stances provided they have the neces-
sary characteristics. 

After focusing on the drivers and the 
impact of the financial crisis and the 
importance of effective and sustainable 
risk culture, we shall return to this ques-
tion.

DEREGULATION AND ITS 
CONSEQUENCES

In the last 40 years, a few selected 
events and factors have contributed 
very much to the liberalization, and 
consequently the globalization, of world 
markets and in particular the financial 
markets. Not only were the individual 
events critical per se, but their interac-
tions were also of great importance.

The first was the abolition of the Bret-
ton Woods system in March 1973. The 
founding treaty was established in July 
1944, with the war still raging, by 44 na-
tions for the purpose of Europe’s recov-
ery as an economic center and trading 
partner of the U.S. It forced the central 
banks of the Member States to main-
tain the movements of their currencies 
within specified limits. Compliance with 
these limits has been ensured through 
appropriate interventions in the cur-
rency markets. Although Europe in the 
1950s and 1960s experienced an “eco-
nomic miracle,” some shortcomings in 
the system became clear. Particularly 
serious were the dwindling possibili-
ties of autonomous monetary policies 
of the Member States and the absence 
of a mechanism for balance of pay-
ment adjustments. Finally in 1973, the 
Bretton Woods system was terminated 
and partly, through regional arrange-
ments (such as in 1979 the European 

Monetary System), replaced. Ultimately, 
this provided much support for global-
ization – the free movement of capital.

The second important event was the 
Big Bang, which brought financial de-
regulation to the City of London. Some 
of the important implications of the Big 
Bang were initially not recognized, and 
the move itself was deemed by some 
to be merely technical and insignificant. 
Two main drivers eventually made the 
liberalization of trades in the City of 
London successful. One the one hand 
was the fact that Margaret Thatcher’s 
political reform program “privatization 
and deregulation” also encapsulated 
the financial markets, and on the other 
was the fact that fee cartels with fixed 
rates and the separation of dealers 
(jobbers) and intermediaries (brokers) 
were of great concern for the British 
competition authorities. To avoid the 
risk of larger legal dispute, the LSE 
negotiated a compromise with the 
competition authorities. By promising 
to lift the restrictions on competition, 
an investigation by the Office of Fair 
Trading was dropped. Introduced as a 
Big Bang on 27th October 1986, these 
changes had groundbreaking effects: 
many foreign brokers and banks got 
access to London’s stock market or 
took over long-established “gentle-
men-capitalism” companies. The si-
multaneous introduction of electronic 
trading – beyond the trading floor and 
around the clock – additionally accel-
erated the upward trend. London rose 
within a few years to become a major 
global financial center.

The third and most important event was 
clearly the lifting of the two-tier bank-
ing system in the U.S., the Glass-Stea-
gall Act. What had been introduced in 
response to the Great Depression in 
1933, and had significantly helped pre-
vent banking crises for 66 years, was 
suspended in November 1999 under 

pressure from globalization and compe-
tition. However, before discussing what 
happened after the Act was repealed, it 
is important to discuss how we got to 
that point. 

The significant increase in production 
in the 1920s had generated an unequal 
distribution of wealth; consumer loans 
on a large scale helped to provide some 
compensation (consumer loans ex-
ploded from U.S.$100 million in 1919 
to U.S.$7 billion a decade later.) The 
market crash of 1929, predominantly 
caused by speculation, not only result-
ed in a massive loss of confidence in the 
economy, but also in the banks. Many 
banks fell into bankruptcy. By com-
bining the traditional lending business 
with the securities business, they were 
doubly vulnerable; credit losses on the 
one hand and price drops in the secu-
rities business on the other brought the 
banks under immense pressure. 

The Glass-Steagall Act (named after 
Senator Carter Glass and Congressman 
Henry B. Steagall) decreed the two-tier 
banking system. Thus, the institutional 
separation of the deposit and loan busi-
nesses from the securities business 
was demanded – the main objective 
was the elimination of proprietary trad-
ing by commercial banks. The Bank-
ing Act signed by President Franklin 
D. Roosevelt on June 16th 1933 was 
intended to prevent repetition of such 
crises. During the 1970s and 1980s 
there were repeated attempts to revise 
the restrictive law or to override it. Com-
petition considerations increasingly en-
couraged these efforts. Consequently, 
in the 1980s, the U.K. and Canada lifted 
their two-tier banking system. The U.S. 
banks fell further behind in the interna-
tional rankings: in 1960, six U.S. domi-
ciled banks were ranked in the top ten, 
by 1980 there were two and by 1989 
there were no longer any U.S. banks 
among the world’s top 25. 
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The pressure from the banking lobby 
and politicians increased. The Banking 
Law was considered “out of line with 
reality.”2 “It was now the time for laws 
to adapt to changes in the international 
financial system.”3 Finally, the Act was 
repealed in 1999 by an overwhelming 
majority in Congress and the Senate. 
The normative power of the facts had 
been successful.

As a result, the deregulated, global fi-
nancial markets developed a great 
“momentum” and there was some de-
coupling from the real economy. Terms 
such as “Casino Capital” and mad 
money found their way into the eco-
nomics literature. Susan Strange com-
mented as follows:

Bankers therefore are still with us 
but they are not what they used to 
be. Intermediation – taking in depos-
its and making loans – which was 
their traditional function, is no longer 
the name of the game. Commercial 
banks have become investment 
banks and are increasingly tempted 
into proprietary trading – that is, bet-
ting their own capital in the casino.4

The compensation system was a con-
sequence of the fact that banks could 
make money out of money. The increas-
ingly exorbitant remuneration, partic-
ularly in the investment banks, was 
increasingly becoming a socio-political 
problem. In the boom years of the new 
millennium (2003 to 2006) the growth 
was extrapolated – the rapid develop-
ment of financial markets were carried 
forward into the future. Getting oneself 
into debt, with the use of, in particular, 
derivative financial instruments being 
developed on an almost daily basis 
spiraled out of control. This develop-
ment found an abrupt end with the sub-
prime crisis in the U.S.; in September 
2008, Lehman Brothers went bankrupt. 
Worldwide governments had to step in 

to save the banks and protect the finan-
cial system from collapse.

THE HIGHLY REGULATED POST-
CRISIS FINANCIAL WORLD

The fact that the efforts to introduce 
more stringent rules during the dereg-
ulation phase were extremely difficult is 
illustrated by another quote from Susan 
Strange:

By 1996, the BIS had virtually thrown 
in the towel on capital adequacy 
rules. It abandoned, in effect, the 
whole idea of agreed common 
standards of banking supervision. 
This virtual U-turn is not easily per-
ceived by reading its annual reports, 
which naturally concentrate on the 
institution’s positive achievements. 
The BIS general manager, Andrew 
Crockett, however, in an unofficial 
study has explained why a policy 
that had been developing for twenty 
years was finally abandoned (Crock-
ett 1997).5 No regulatory system, he 
observed, was perfect, and apply-
ing standard rules to banks in very 
divergent national banking systems 
encountered all sorts of difficulties 
and dilemmas. 

It was as a consequence of the crisis 
that the worst suspicions were con-
firmed and the weaknesses of the reg-
ulation mercilessly exposed. Financial 
institutions had to be rescued on a 
large scale; a redistribution of the debt 
burden and responsibility of private 
institutions in the U.S. was the result. 
Politicians and regulators appeared 
prominently on the scene – it was time 
for more stringent measures. Although 
the financial industry is already highly 
regulated in many areas, the recent fi-
nancial crisis has been used as an op-
portunity to strengthen the regulation 

significantly. Individual countries have 
unilaterally added various restrictions to 
national laws. Internationally, banking 
regulation is driven by the Basel Com-
mittee on Banking Supervision and the 
Financial Stability Board. In particular, 
the reform package “Basel III” should 
resolve many of the previous weak-
nesses. The fact that the regulation is 
now more comprehensive and complex 
becomes vividly apparent when one 
considers that the Basel Convention of 
1988 comprised 30 pages, the succes-
sion plan “Basel II” had 347 pages and 
“Basel III” is 616 pages.

Ironically, the two-tier banking system, 
which was abolished in the U.S. in 1999, 
is highly topical in Europe: at a press 
conference on February 6th, 2013 Wolf-
gang Schäuble, the German Finance 
Minister, declared the announcement of 
the design for two-tier banking system:

We know that excessive deregula-
tion was a mistake. Back then, we 
were blinded by technological inno-
vations, new financial products and 
rapid developments in the financial 
markets and the realization is that 
we have to – also for the financial 
markets – create an open frame-
work to enable financial markets to 
function as a market and not destroy 
themselves.

An essential element characteriz-
es the regulations according to the 

2 Taylor, A., 1995, “Banking: Jim Leach gently 

rocking the boat,” CQ Weekly (Washington, D.C.): 

1162, April 29

3 Glater, J. D., 1995, “Rubin urges changes in U.S. 

banking laws; Treasury chief would end curbs on 

competition,” Washington Post, February 28, p. 

C.01

4 Strange, S., 1998, page 9

5 Crockett, A. D., 1997, “Why is financial stability a 

goal of public policy?” Economic Review, issue Q 

IV, 5-22
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repercussions of the recent financial 
crisis: the focus is not only the safety of 
individual banks (or their customers) but 
also the implications for the entire finan-
cial system and the macro economy. To 
prevent future contagion and minimize 
the impact of future crises, special ar-
rangements for so-called “systemically 
important banks” were adopted. In the 
current context, it refers in particular 
to implementation of Basel III and the 
guidelines for how to manage too-big-
to-fail institutions, the execution of 
which is in full swing within most, if not 
all, of the major financial centers. The 
text and implications of these guide-
lines are currently available in detail 
from numerous professional publica-
tions, magazines, and newspapers.

A SUSTAINABLE RISK CULTURE 
NEEDS TO BE DEVELOPED AND 
“CULTIVATED”
The implementation of, and compli-
ance with, statutory-regulatory rules 
and requirements must be ensured 
in individual banks. The fact that this 
leads to larger projects and requires 
an army of specialists in the legal de-
partments (compliance), is shown in 
the following figures: in 2011, banks 
worldwide adopted about 14,000 new 
global regulatory changes, with over 40 
new regulations being implemented in 
the compliance department of a global 
bank each day. Based on this, instruc-
tions are issued and their compliance 
regularly checked. However, this is not 
enough – the correct behavior must be 
embedded in the organization’s risk cul-
ture.

An effective risk culture facilitates com-
pliance with all regulations and laws 
and can make a significant, positive 
contribution to improvements on and 
retention of corporate value. This is 

particularly important for financial insti-
tutions because taking and managing 
risks is the core of the business. The re-
cent financial crisis demonstrated how 
quickly reputation and credibility can 
be lost – with severe consequences. 
However, for an effective functioning of 
a sustainable risk culture some essen-
tial factors are “conditio sine qua non” 
in order to bring the written guidelines 
to life.

First and foremost is the role model. 
Each employee can read numerous 
documents on how to behave ethical-
ly and comply with the codes, and it is 
essential that these expectations are 
continuously communicated. However, 
the decisive factor is ultimately that the 
execution is exemplified consistently by 
the top management, and whether this 
is also recognized in the organization.

Of particular importance are the struc-
tural and organizational parameters. 
The provision of clear guidelines on 
responsibilities and efficient processes 
should ensure that the risks are system-
atically identified, weighted and provid-
ed to the relevant decision makers at 
the right time with appropriate propos-
als for management. In large institutions 
it is especially important not to leave 
this process entirely with the special-
ists. Each individual is a risk manager 
in their own environment, while the spe-
cialized units focus “full time” and inde-
pendently on risk control. Risk commit-
tees at various levels should fulfil their 
responsibility to take appropriate action 
and monitor these actions.

The fact that deep technical expertise 
and continuous training are necessary 
is obvious. In addition, however, oth-
er skills and talents are in demand. A 
good understanding of the probable 
risks and a cross-departmental view 
(front-to-back) are also important re-
quirements for rapid risk identification. 

This is especially important for opera-
tional risks, since they usually cannot 
be measured with quantitative models 
and require qualitative assessment ca-
pabilities.

Just as performance targets and con-
tributions to consolidated earnings are 
considered in the evaluation and com-
pensation processes, risk behavior 
must also be an integral and mandatory 
part of this process. Risk adjustments 
should not only be made with regards 
to financial results, but also with regards 
to remuneration. There are excellent 
models, with a sufficiently high number 
of well-defined KPIs (Key Performance 
Indicators), for measuring risk behavior 
that can be incorporated into the annual 
performance review. These models do 
have high success rates, but require 
that they are applied consistently.

However, an effective risk culture is one 
that not only facilitates an open, critical 
environment for expression and discus-
sion, but demands it. Risk control must 
not be limited to mechanically checking 
off individual control steps. Complex 
mathematical models and stress tests 
are essential tools but provide ultimate-
ly only “raw results.” To ensure that the 
right decisions are taken it is necessary 
that critical, qualitative assessments 
are accompanied by a dose of com-
mon sense. It was, for example, already 
much too late when the highest (AAA) 
ratings of subprime securities and their 
issuers were questioned in the recent 
financial crisis.

THE INDIVIDUAL IS AT THE HEART 
OF THE PROCESS

The introduction of a dense network 
of regulations has certainly made the 
financial markets more secure. Their 
forced implementation within financial 

THE CAPCO INSTITUTE JOURNAL OF FINANCIAL TRANSFORMATION
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services organizations has once again 
led to greater focus on risk culture. 
Regulators and politicians will ensure 
that the pressure is maintained for even 
more stringent measures in this area. 
But can the safety net be so tightly wo-
ven that it can prevent future crises and 
thus restore the reputation and trust in 
banks? Even the most intensive regu-
lations are only as effective as they are 
understood, accepted and complied to 
– voluntarily or involuntarily.

The greatest risk factor is the human 
being. Consequently, the real question 
is how can this important risk be man-
aged. The evaluation criteria employed 
in the financial services industry focus 
primarily on professional expertise, 
performance, potential and motivation. 
Social skills have been largely neglect-
ed, as has character building. Current 
assessment methods have avoided this 
issue. The crucial question of character, 
however, hinges on the understanding 
of virtue of the individual. This question 
is so important since in today’s world 
qualities that are often expressed as 
vices are considered desirable – for ex-
ample greed.

If there are methods that can be used 
for the identification and analysis of 
the characteristics of employees and 
managers, then you should use this 
methodology because there are numer-
ous indications that sustainability and 
prosperity are particularly linked to the 
question of character. Research shows 
that the modern crisis managers who 
are in great demand today are those 
characterized by outstanding character 
values.

As a result, a very important element in 
instituting an effective risk culture is the 
ability to judge the character of one’s 
staff. Interestingly, this crucial compo-
nent does not as yet appear on the ra-
dar of most businesses. Integration of 

a systematic “character assessment” 
in the top management selection pro-
cess could lead to a key competitive 
advantage. With a proactive analysis of 
attitudes on the topic of “character as-
sessment” in connection with manage-
ment’s portfolio planning it is clear that 
a key competitive advantage could be 
achieved. Or in economic terms: if only 
a small fraction of what was lost in loss-
es and fines during the financial crisis 
would be invested in such a methodol-
ogy, a remarkable return on investment 
could be achieved. 

Risk Culture: Risk Prevention Starts With the Individual
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