While a number of reforms have been put in
place to restore institutional trust, the jury is
still out as to whether they will ‘stick’ over time.
by Nicole Gillespie, Robert Hurley, Graham Dietz and Reinhard Bachmann

RESTORING
INSTITUTIONAL
TRUST:
A SYSTEMIC
APPROACH
THE TITLE OF FORMER U.S. TREASURY SECRETARY Henry
Paulson’s book On the Brink puts it rather succinctly:
between 2007 and 2009, the global economy really did
nearly collapse. What has become known as the global
financial crisis (GFC) is the worst such crisis since the Great Depression. The International Monetary Fund (IMF) estimates
that it destroyed US$4.1 trillion worth of wealth worldwide: hundreds of firms – from titans of Wall Street to small family businesses dependent on suddenly cash-starved customers – were

wiped out. Thousands lost their jobs, pensions, savings and homes.
Not surprisingly, the GFC profoundly shook society’s
trust in financial institutions – a major issue that must be dealt
with if they are to thrive going forward. As Lloyd Blankfein,
CEO of Goldman Sachs, said while testifying in front of the
U.S. Congress, “We cannot survive without the trust of our
clients”. In this article, we will look at what is involved in restoring trust and will introduce an Organization Level Trust
Repair Framework.
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The Nature of the Violation

We define a ‘trust failure’ as one that results from the action (or
inaction) of organizational agents that threatens the legitimacy
of an organization and has the potential to harm the well-being
of one or more of its stakeholders. According to this definition,
the GFC constitutes a massive organizational trust failure at a
systems level. Indeed, all three dimensions of trustworthiness
– ability, benevolence and integrity -- were violated by multiple
parties. Let’s examine each in turn.
1. Ability. There was a major failure in risk management by

key players in the system, including government policymakers (over-promoting home ownership; inappropriate
deregulation), banks (over-leveraging and poor underwriting standards) and ratings agencies (showing a poor
understanding of the products and analysis of risks.)
Boards failed to hold management accountable and to
manage risks. In some institutions, such as Lehman
Brothers and Northern Rock, dissenting or cautious
voices were silenced and there was a failure of integration
and learning. At Lehman, for instance, the Distressed
Debt department tried to get senior management to reduce its exposure to sub-prime instruments, while the
Real Estate department loaded the firm’s books with
these instruments. There was no clear process for sorting through the data and taking a reasoned firm-wide approach to risk. There were also numerous failures among
regulatory agencies, including lax enforcement on the
part of the Securities and Exchange Commission
(SEC) and Financial Services Authority. Major risk
factors such as hedge funds and credit default swaps were
unregulated, and the Federal Reserve adopted a laissezfaire approach, believing that the fear of reputational
damage would constrain fraud.

2. Benevolence. Rules of fairness and concern for stake-

holders were violated on a number of fronts. Mortgage
brokers used and incentivized ‘no documentation’ and
predatory lending techniques to sell loans to people they
knew would default, and then sold off those loans to clients knowing they would not collect. In an example of
misdirected benevolence, the U.S. government encouraged Fannie Mae to buy these risky instruments, in effect encouraging self-interested mortgage brokers to
originate even more bad loans. From a compensation
standpoint, the executives of many financial institutions received billions of dollars in bonuses for generating ‘phantom earnings’ and left shareholders with major
losses when loans went bad and firms went under. For

18 / Rotman Magazine Fall 2012

example, Stan O’Neal, Dick Fuld and Jimmy Cayne
(the CEOs of Merrill Lynch, Lehman, and Bear Stearns, respectively) received well over $500 million in
bonuses in the years prior to the demise of their firms.
Meanwhile, pension, investor and employee stakeholders of these firms lost wealth, jobs or both.
3. Integrity. There was ample evidence of dishonesty and

deception. Bear Sterns was described as a ‘house of cards’,
while Citibank and others were using off-balance-sheet
financing as Enron had done, making it hard for analysts to determine their true leverage ratios. Banks were
laying huge bets on each other over loans and assets, engaging in complex transactions to move risk and disguise
the sliding value of assets. Misleading sales and marketing techniques that lacked full disclosure appeared to be
widespread. For example, Goldman Sachs paid one of the
largest fines in SEC history because it failed to disclose to
investors purchasing the Abacus instruments that it was
working with a hedge fund manager on the other side of
the deal who was selecting debt instruments that had received high safety ratings, but that would most likely default. In effect, Goldman was ‘betting against its clients’.
In addition, Bear Stearns, Merrill Lynch and Lehman
Brothers all made representations to employees and analysts that their firms were in excellent shape just prior to
their demise; and rating agencies gave misleading AAA
ratings to financial products that, in e-mail exchanges,
they admitted to not fully understanding.

Given the systemic trust failures inherent in the GFC, it is
unlikely that trust can be repaired through the actions of individual actors alone. Indeed, the core of the problem was that
many individual bankers adhered to the behavioural norms of
their organizations, showing conformist, ‘rational’ behaviour.
If bankers had not tried to maximize profits, their firms might
not have survived in a largely-deregulated global market; and if
a ratings agency had not issued a triple-A rating, a rival would
have done so and collected the fee. While repair efforts at the
interpersonal level are necessary, the key challenge at hand is
trust repair at a macro or systemic level.
Modern socio-economic systems depend on impersonal
forms of trust, whereby we regularly need to trust specialized ‘experts’ with whom we will have no opportunity to build
a personalized relationship. For example, when we board a
commercial aircraft or hand our savings over to a bank, we
don’t trust the pilot or the banker as individuals, but rather as
representatives of complex ‘expert systems’. What makes such
experts trustworthy is the systems of education and training

Unethical or grossly-incompetent
behaviour does not occur without
opportunity; it is facilitated by a
deviant culture, deficient leadership,
and ineffective constraining structures
and processes.

they have gone through, as well as the technical standards
they adhere to, their membership in regulated professional
communities, and the legal system that constrains their behaviour. Wherever institutionalized norms and procedures
are the basis of our trust in individuals, the relevant form of
trust can be called ‘system trust’.
Institutions consist of norms and rules that channel social behaviours into certain patterns, thus making them more
predictable (i.e., trustworthy or not). Although there are no
guarantees that individuals will always follow the rules, they
tend to in most cases, and many norms are reinforced with
incentives (as was apparent in the GFC). Thus we can conclude that the existence of a strong institutional order makes
it more likely that individual behaviour will be consistent and
predictable, and that norms and rules of behaviour facilitate
trust-building between individual actors and in inter-organizational relationships.
The fact is, unethical or grossly-incompetent behaviour
does not occur without opportunity; rather, it is facilitated by,
for example, a deviant culture, a biased strategy, deficient leadership, and ineffective constraining structures and processes.
This perspective gives us initial insights into how the system
may be repaired, emphasizing the importance of strong institutionalized structures, rules and norms that mandate and reinforce trustworthy behaviour.
Six Levers for Repairing Trust

The Organization Level Trust Repair (OLTR) framework that
we will introduce was developed by two of the authors [Nicole
Gillespie and Graham Dietz] with a specific focus on repairing
employees’ trust in an organization. However, we believe that it
can also be applied to systemic trust. The OLTR framework contains six components of organizational trustworthiness. We will
describe each in turn.
External governance. External governing structures and rules,

such as legislation and regulatory mechanisms, can constrain

an organization’s conduct. The institutional environment may,
however, lack adequate constraining mechanisms, or contain
opportunities and even incentives for parties to engage in untrustworthy activities.
Strategy. An organization’s strategy sends signals about its
real values and priorities, and the degree to which employees
are expected to act with integrity and benevolence towards
stakeholders.
Structures, policies and processes. Structures clarify checks
and balances and distribution of responsibility and authority, and
together with processes for decision making, communication,
and employee management, set explicit parameters around, or
incentives for, certain behaviours.
Culture. Organizational culture and sub-cultures influence
sense-making about organizational actions and events and lead
to shared beliefs, values and norms, which can exert strong
pressure on employees to act in (un)trustworthy ways and justify
questionable behaviour.
Leadership and management practice. By virtue of their status
as role models, and through their influence over other system
components, managers at all levels send signals about ‘what is
expected’ of employees, including whether untrustworthy behaviour might be tolerated.
Public reputation. Public reputation for trustworthiness is influ-

enced by stakeholder evaluations – by employees, customers,
shareholders and the media – and includes judgments about
the firm’s products and services, its standing among industry
and stakeholder networks, and its treatment of stakeholders.

We will now recommend six trust-repair strategies based on
these components and discuss the level to which each has been
embraced to date.
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Recommendation 1: Strengthen External Regulation

In terms of government regulation of the financial sector, a variety of proposals have been put forth by the G-20’s Basel III
Committee, the International Monetary Fund, the World
Bank, the Group of 30, and governments from around the
world. For example, the Basel III package requires banks to increase their capital reserves to seven per cent (up from two per
cent) to help withstand shocks and create a more resilient financial system. The rules are expected to take effect in 2013 and will
effectively triple the size of the capital reserves that the world’s
banks must hold.
Elsewhere, the Obama administration passed a major reform bill in July 2010 that included the following components:
• The creation of a consumer protection agency to police
banks and financial services businesses for credit card and
mortgage abuses;
• The creation of a financial oversight council to identify
and manage systemic risks;
• An increase in FDIC liquidation authority over large firms
(creating ways to liquidate failed financial firms that do not
burden taxpayers);
• Requirements that mortgage lenders must verify the credit and income history of borrowers;
• Limits to banks’ ability to engage in proprietary trading;
• Authorization for the Commodities Futures Commission
to regulate ‘over-the-counter’ derivatives;
• Requirements that hedge funds register with the SEC and
report on their activities;
• An examination of conflicts of interest among ratings
agencies, possibly leading to regulations;
• Allowing shareholders to vote on compensation of executives;
• Tougher standards for bank capital reserves; and
• Requirements that firms who package loans to sell must
retain a five per cent interest.
Furthermore, the European Union (EU) approved a Systemic Risk Board to be chaired by the European Central Bank
to monitor systemic risk at the local and international level.
The EU has proposed laws to curb abusive short-selling of derivatives such as credit default swaps and to monitor large hedge
funds, as well as mandating the retention of five per cent of securitized products. It also adopted a law mandating registration
and direct supervision of credit rating agencies. The G-20 has
endorsed principles to stop bonus schemes in banks from encouraging too much short-term risk taking, including deferring
part of a bonus, a clawback mechanism and avoiding guaranteed bonuses.
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European countries have generally introduced rules based
on these principles, and thus there is evidence of strengthening
regulation, albeit imposed by external bodies. However, many
banks are complaining about the intrusiveness of the new rules.
Goldman Sachs’ Blankfein, for example, has warned Europe
that too much regulation will tempt banks to leave the region.
Recommendation 2: Change The Way Boards Function

There has been little movement among companies to increase
shareholder power to make Boards hold management more accountable. One minor exception is Goldman Sachs’ allowing
shareholders to vote on compensation principles and the fiscal
2009 compensation of named executive officers at the annual
shareholder meeting. The U.S. government has legislated that
shareholders can vote on compensation of executives, although
the vote is non-binding.
The Committee for Economic Development produced a
report titled, “Restoring Trust in Corporate Governance: Six
Essential Tasks of Boards of Directors and Business Leaders.”
The recommendations highlight a redefinition of the role of the
board and CEO to balance risk taking, risk management and
high integrity, focusing on the creation of sustainable value for all
stakeholders essential to the company’s well-being (rather than
an emphasis on maximizing short-term return to shareholders.)
They further recommend instilling a culture integrating performance, risk and integrity, and a refocusing of financial and nonfinancial measures, CEO selection processes and management
compensation (based on real performance against performance,
risk and integrity dimensions, and using clawback provisions) to
align with the redefined mission.
Some have called for a requirement to split the role of CEO
and Chairman to provide a check on power and to bring on ‘professional’ board members who are independent, who have the
required skill and experience, and who have a reputational incentive to serve stakeholders more than management. Others
have suggested term limits for directors and have called for institutional shareholders to be able to nominate directors. Many
of these changes would fundamentally change the balance of
power between shareholders and management; they would
also make management much more accountable to the Board
and to shareholders.
At present, with the exception of changes to executive compensation, there is no clear evidence that companies are pursuing these recommendations, which constitutes a major gap in
trust repair. If boards fail to exercise the proper oversight, stakeholder interests will continue to be at risk.
Recommendation 3: Changes to Mission and Strategy

The global financial system relies on banks to withstand stresses

Anecdotal evidence suggests that the
compliance procedures are fostering
resentment among many traders, who
perceive the new protections as wielding
excessive control.

and to continue to facilitate the flow of capital to individuals
and businesses, and the accumulation of debt and risky assets
eroded this ability. The immediate government response to correct this was to inject capital into banks. The banks also raised
private capital where they could. For example, Goldman raised
$5 billion of capital from Warren Buffett and Credit Suisse
raised 10 billion Swiss francs from private investors.
As the immediate crisis passed, all of the major banks have
made the strategic decision to improve liquidity, de-risk and
de-leverage. The Basel III agreement and U.S. reforms institutionalized the strategy of increasing capital reserves to enhance
banks’ ability to withstand stress. Other banks are – or claim to
be – rethinking their fundamental mission and strategy in response to the GFC. For example, Citibank has dropped its strategy to become a ‘financial supermarket’, choosing instead to
focus on global commercial banking. It has segregated all of its
non-core assets (e.g., brokerage, wealth management and local
consumer lending) into a separate company and will eventually
divest these businesses.
There is a broader debate concerning the role of banks in
the global economy. Under Basel III and the U.S. reform bill, all
proprietary trading will have to be done in a separate legal entity
that cannot put the main banking entity at risk. This will force all
banks engaged in proprietary trading activities to rethink their
strategies. Many analysts have suggested that banks should not
be allowed to become ‘too big to fail’, recommending limits on
their size in order to manage systemic risk. Bank of England
Governor Mervyn King has said: “It is not sensible to allow
large banks to combine high street retail banking with risky investment banking or funding strategies, and then provide an implicit state guarantee against failure.”

behaviour. One of the major repair strategies implemented by
the banks focuses on changes to compensation policies. All of
the major financial firms have increased oversight and governance of compensation and adopted some form of deferral of
compensation to tie executives’ and shareholders’ interests
more closely. Morgan Stanley has taken the added step of requiring its senior managers to retain 75 per cent of their common
stock and equity awards, making a substantial portion of their
compensation dependent on the stock price, in alignment with
shareholder interests.
Goldman Sachs has been very transparent in outlining its
new compensation policies, which focus on eliminating or mitigating conflicts of interest between employees and shareholders by: aligning compensation with firm-wide performance;
evaluating performance over an extended period of time, with
‘clawback’ provisions in future periods; discouraging excessive
or concentrated risk taking (e.g., by not basing compensation
on percentage of revenues generated by individuals); and aligning employee and shareholder interests (e.g., through employee
stock ownership programs). Interestingly, when the Swiss bank
UBS tried something similar, many of its highest-performing
traders defected to rivals.
All of the firms we surveyed have tried to increase their
focus on risk awareness and risk management. Yet anecdotal
evidence suggests that the compliance procedures are fostering
resentment among many traders, who perceive the new protections as wielding excessive control. How this tension between
entrepreneurial innovation and regulatory control is resolved in
practice, away from the public glare, will likely have significant
effects on trustworthiness going forward.
Recommendation 5: Changes to Leadership and Management

Recommendation 4: Change Incentives

Institutional norms and rules encourage and discourage certain behaviours. While we cannot change human nature or
the wealth-maximizing motives that are endemic in the banking sector, we can change the incentive systems that influence

While some CEOs have been forced to acknowledge their firm’s
contributions to the GFC, few have offered a public apology
for their involvement. One exception is Goldman Sachs. After
staunchly defending its outsize profits and pay, then bristling at
calls for restraint, it tried a different tack, with CEO Blankfein
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acknowledging publicly that Goldman had made mistakes and
that it was sorry: “We participated in things that were clearly
wrong and we have reasons to apologize.”
This was coupled with an act of penance: committing to
spending $500 million—three per cent of its 2009 $16.7 billion
employee compensation pool—to help 10,000 small businesses
recover from the recession, offering them education, mentoring and access to capital. In letters to U.S. politicians serving on
financial services committees, Blankfein wrote: “We know that
we have an explicit contract with our shareholders to be responsible stewards of their capital. We regret that we participated in
the market euphoria and failed to raise a responsible voice.”
Recommendation 6: Foster a Culture Change

There is some evidence that individuals and investors, financial
firms, the government and regulatory bodies have shifted their
assumptions and mindsets in a manner that is conducive to preventing future crises. And from an individual perspective, people
have clearly learned that excessive debt can be a problem. The
data indicate that savings rates have increased and consumer
spending has decreased, and that people’s trust in the financial
system and in business in general has declined. Arguably, people
are more appropriately skeptical and vigilant in relying on commitments made by agents in the system. There has been a general shift away from the strong ‘anti-regulation, free market’ ideology and approach evident under the Bush administration to
a more ‘proactive, pro-regulation and corporate accountability’
stance among governments in response to the GFC.
It has been suggested that the SEC’s charging of Goldman
Sachs with fraud in the Abacus case created a significant culture
shift on Wall Street. Michael Lewis, who was invited by Goldman to address its fixed income group, said:
“ Just as there was a time when people could smoke on
airplanes or drive drunk without guilt, there was a time
when a Wall Street bond trader could work with a short
seller to create a bond to fail, trick and bribe the ratings
companies into blessing the bond, then sell the bond to
a slow-witted German without having to worry if anyone
would ever know or care about what he’d just done. That
just changed.”
There is some limited evidence to suggest that financial
firms are changing their internal cultures and how they operate. Some banks have re-emphasized their codes of conduct and
changed their core values. For example, Citibank is emphasizing a program called Responsible Finance to reaffirm values and
principles that promote client focus, sustainable shareholder
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value, contribution to economic recovery, and “being a bank
first”; and Goldman Sachs formed a Business Standards Committee to re-examine and clarify client relationships and responsibilities, review how the firm manages conflicts, examine how
public disclosure and financial reporting can be improved and
examine how to strengthen professional development to reinforce personal accountability and professional ethics.
Elsewhere, UBS has framed the financial crisis and its crossborder information and taxation issue as warranting special attention to restore health and credibility to the UBS brand. It has
re-emphasized its Code of Conduct, making it mandatory that
all employees live by the code “in letter and in deed,” and instituted a series of activities to reinforce the values of respect,
integrity, abiding by laws and being reliable, in addition to a
whistle-blower protection program.
In closing

Will the system revert back to its old ways of thinking and acting? Already, there have been press reports concerning banks,
hedge funds and other agents attempting to work around rules
and hire lobbyists to influence the detail of reforms during the
drafting stages. If this is the case, we may repeat the errors of
the Sarbanes-Oxley bill, where the appearance of reform left sufficient loopholes to allow the GFC to occur.
It is prudent to regard the reforms outlined herein as initial
attempts to be evaluated and improved upon. Without review
and refinement, it is unclear whether they will produce real, enduring change. As with Sarbanes-Oxley, creating the appearance
of trust without reliable underlying processes, rules and agents
will lead to unwarranted confidence, less vigilance, and eventually, another betrayal. We can do better.
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