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Over the decades, The Economist has distinguished itself by addressing the hardest issues in 

global finance.  You today have asked us to join in, taking on a tough question:  is the financial 

system any safer five years later?  I think the answer to this question is a guarded yes, and the 

biggest threat to sound finance is not, as some suggest, continued marauding by too-big-to-fail 

banks that can only be tamed by vivisection.  Instead, the biggest problem is the collective of 

analysts like me and the policy-makers among us today who cannot agree on a few, clear, quick 

steps to solve the most pressing risks laid bare by the crisis before the next round of new 

challenges takes on frightening form.  The more we talk about breaking up big banks and other 

contentious, complex reform propositions, the longer it will take to craft a clear, enforceable 

disciplined framework by which banks can be judged.  And, even worse, the more we focus just 

on banks, the deeper grow the shadows and, as we talk on, the greater the danger that new risks 

will elude regulators still trying to finish all the footnotes. 

Should we stand still and let banks go back to business as before?  No.  Should regulators 

continue scrivening on all of the rules under way in every capital and atop the Alps?  Again, no.  

Instead, I’ll argue today for a moderate course premised on a few tough rules now that can be 

applied across financial-services firms quickly and by which they and – importantly – their 

regulators can be held accountable.  As I survey the range of complex rules designed to curb 

every abuse all at once in every country, I see a new systemic risk:  an unenforceable, 

unintelligible framework founded on too many untested theories about how to judge risk or curb 

bad behavior.   

Of most concern in this increasingly incoherent framework  is the conflict between regulating 

banks as if they are too big to fail even though, at least in the U.S. they aren’t.  Pursuing this 

contradictory policy means that we will cripple banks as functional financial intermediaries, 

empower “shadow” firms and promote market expectations that risk has no downside even 

though, at least in the U.S. it is severe for a wide array of wholesale market participants, not to 

mention big-bank management, directors and shareholders.  Although often unrecognized, the 

U.S. has made tremendous progress eliminating any possibility of taxpayer support for banks 

often still demonized as being too big to fail.  I can think of no greater priority than finalizing 

this framework so that all market participants know that, when tempted by moral hazard, they are 

going down a primrose path.  And, when market discipline has meaning, regulators need not be 

perfect rulemakers – this won’t happen try as they do, or omnipresent, omniscient supervisors – 

similarly ideal and impossible. 

 

Why All the Pending Rules Won’t Work 

I will today draw heavily on three studies my firm issued on Tuesday.  Funded by the Securities 

Industry and Financial Markets Association (SIFMA), these studies reflect my firm’s views.   
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The first of these studies is a regulatory landscape in which we analyzed major prudential rules 

with strategic impact on cross-border financial-services firms.
1
 We looked at the text of each 

rule, the goals set for it by Congress, the EU or the G-20, and then the way each rule 

accomplishes its stated goal on its own terms or in concert with other, potentially conflicting 

ones.  This landscape identified an array of unintended consequences and perverse results, some 

with considerable systemic risk all their own. 

Case in point:  the G-20, Dodd-Frank and the European Union have said that central 

counterparties (CCPs) are key to preventing systemic risk in what is now the over-the-counter 

(OTC) derivatives market.  But, numerous capital, liquidity, credit-exposure and margin rules 

make it very difficult to establish functioning CCPs that meet desired objectives without 

collateral damage to financial institutions.  Which is the higher priority?  Well-capitalized banks?  

Highly-liquid ones – an objective that collides more than occasionally with the capital 

requirements?  Sharp reductions in single-counterparty credit risk, in which case there need to be 

lots of CCPs, which makes them not so central?   

What of a return of private capital to U.S. residential-mortgage finance – a top goal of the 

Obama Administration, the Romney campaign, the FRB and many others?  Nice, but darn hard 

to do in light of the U.S. risk-retention requirements, new capital rules that hike standards for 

residential mortgages and the Volcker Rule’s prohibition on proprietary trading that, should 

Fannie and Freddie finally be pushed from the conservatorship cocoon, make it very hard to 

contemplate a to-be-announced (TBA) market without a full-faith-and-credit U.S. backstop.   

The second study stepped back from each of these rules to focus on what I call the operational 

impediments to effective rulemaking.
2
 These operational impediments have nothing to do with 

whether a rule is too tough or too lax; they are the building blocks that must be in place for a rule 

to work regardless of whether or not one agrees with it.  A few examples:   

 

 One can’t have common capital rules if “equity” is measured differently under 

different accounting regimes and credit risk – rather important here – is measured 

differently with or without reliance on credit ratings. 

                                                           
1
 Federal Financial Analytics, Strategic Regulatory Landscape: Regulatory Intent versus Policy and Market Risk in 

the Financial-Services (Oct. 2012), available at 

http://www.fedfin.com/images/stories/client_reports/Regulatory%20Landscape.pdf. 

2 Federal Financial Analytics, Operational Impediments to Effective Financial Regulation (Oct. 2012), available at 

http://www.fedfin.com/images/stories/client_reports/operational%20impediments%20to%20effective%20financial

%20regulation.pdf. 

http://www.fedfin.com/images/stories/client_reports/Regulatory%20Landscape.pdf
http://www.fedfin.com/images/stories/client_reports/operational%20impediments%20to%20effective%20financial%20regulation.pdf
http://www.fedfin.com/images/stories/client_reports/operational%20impediments%20to%20effective%20financial%20regulation.pdf
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 Cross-sector rules think Volcker – can’t be implemented when agencies are told to 

craft one set of rules for very different institutions subject to different laws for 

different purposes.  Add in the question of extraterritorial application and the concept 

of coherent cross-sectoral cross-border rules collapses like a pile of pick-up sticks. 

 Credit-exposure limits sound nice – concentration risk is way systemic – but they are 

very hard to measure or enforce without a legal-entity identifier.  Still, the FRB is 

soldiering on, proposing strict limits with all sorts of uncertain effect. 

 Supervision as a replacement to complex rules sounds super, but can’t happen unless 

supervisors get the resources they need, enforcement powers they lack and – most 

critical – accountability.  So far, the only U. S. agency called to account for the crisis 

is the U. S. Office of Thrift Supervision – scant proof of regulatory discipline that 

proves how essential it is for markets to play their part. 

 

The Critical Role of Orderly Liquidation 

 

Which brings me to our third study, which assesses the degree to which too big to fail (TBTF) is, 

at least in the U.S. toast.
3
 If financial-services behemoths are TBTF, then I would agree that lots 

of rules are required to offset their negative externalities.  But, if these same big firms can be 

closed without reward to sophisticated counterparties, wholesale creditors, culpable management 

and negligent directors, then we have a system in which even the largest financial-services firms 

swing on their trapezes without taxpayer safety nets.  The more the market, shareholder 

management and directors get the fact that they’re on their own, the better they will run their 

firms because the more all of them will bet only with their own money.    

That an end to TBTF is needed is indisputable.  What’s less clear is if one in fact exists in the 

United States.  Governor Romney said in the first Presidential debate that the Dodd-Frank 

orderly-liquidation authority (OLA) is a big kiss to New York banks.  Since then, Republicans 

and Democrats have mounted the barricades, but few of these stalwarts have, I think, read the 

law carefully, parsed the rules being developed to implement OLA or – importantly – considered 

systemic resolution in the context of the tough regulatory framework for both banks and 

nonbanks also stipulated by the 2010 law. 

                                                           
3 Federal Financial Analytics, Are SIFIs Still TBTF? An Assessment of the New Resolution Regime for Systemically-

Important Financial Institutions (Oct. 2012), available at 

http://www.fedfin.com/images/stories/client_reports/assessment%20of%20resolution%20regime%20for%20sifis.pdf. 

http://www.fedfin.com/images/stories/client_reports/assessment%20of%20resolution%20regime%20for%20sifis.pdf
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Most startling to me is the assertion that systemic designation affords TBTF status and, thus, all 

sorts of benefits.  If so, a whole lot of large financial-services firms are nobly refusing unlimited 

taxpayer support.  At the prospect of systemic designation, many have mounted a full-scale 

political campaign both to block designation and repeal the law that authorizes it.  Rhetoric 

aside, this shows that systemic designation hurts because its standards are tough.  Thus, systemic 

designation reduces the risk of negative externalities even as OLA supplements this by 

preventing taxpayer rescue.  A bill is pending in Congress to exempt insurance-company parent 

firms from OLA.  Why, if the regime gives them all the benefits OLA’s critics contend? 

But, moving past designation, would OLA work for giant firms?  As our study demonstrates, the 

new authority is incomplete and untested.  It does, though, include a critical provision:  a flat 

barrier to taxpayer bail-out.  Congress might someday back down and kowtow to a bail-out, but 

to judge a law now by what Congress might do later is to damn the entire corpus of U.S. law, not 

just OLA.   

Are there better approaches than OLA? Maybe, but none yet has surfaced.  Until then, OLA’s it 

and, for now, that means taxpayer bail-outs in the U.S. are over.  It’s vital that the policy debate 

recognizes this because, if it doesn’t, we have the worst of both worlds:  disorderly failure 

following lax behavior premised on TBTF.  That, in my view is the most serious systemic risk 

we survey.  If big banks vanquish OLA, trammel their regulators or go back to business as usual, 

we’ll have a repeat of the 2008 crisis.  But, they’ve done none of this and Dodd-Frank and many 

other rules make a return to evil-doing most unlikely, at least at regulated banks.  As a result, we 

have a policy asymmetry with significant systemic risk:  regulating banks to the point at which 

business moves to the shadows where counterparties and investors feel comfy because they 

expect TBTF.  When this doesn’t come, at least in the U.S., market shocks could be even worse 

than before. 

 

Conclusion 

 

I was trained in organization theory, which teaches that decisions should be judged as much by 

their process as by their content.  A fundamental axiom of organization theory is that, the harder 

one tries to craft a sweeping solution that solves everything for everyone all at once, the more 

doomed one is to failure even if a perfect solution is tantalizing in sight – or, at least, you think it 

is.  In the financial-stability arena, I call this challenge “complexity risk,”
4
 by which I mean that 

                                                           
4
 Federal Financial Analytics, A New Framework for Systemic Regulation: Simple, Tr4ansparent, Enforceable and 

Accountable Rules to Reform Financial Markets (May 2012), available at 

http://www.fedfin.com/images/stories/client_reports/complexityriskpaper.pdf. 

http://www.fedfin.com/images/stories/client_reports/complexityriskpaper.pdf
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regulators are issuing so many rules crafted in so many silos that, when launched, many of them 

will collide with awesome, destructive effect. 

Is the cure to complexity as easy as just a few “simple” fixes?  Here’s another axiom of 

organization theory:  one single fix almost never works the magic.  Think about flying on a 

complex jet with just one engine and you’ll see why a lot of organization theory is founded on 

proven engineering concepts, with the key one here known as redundancy.  Engineering, not to 

mention physics, teaches us that any solution that requires pages of formulas is almost always 

wrong.  Conversely, any solution without two sides of the equation also doesn’t work. 

From this, I conclude first that all of the rules being wrought by all of the regulators are, while 

well-intentioned, doomed to fail if efforts continue to write them all at once.  I also conclude that 

the quick fixes – a simple leverage ratio, for example – are also fraught with risk.  Instead, I urge 

action on a progressive set of clearly-defined, measurable rules that, first and foremost, set 

balanced standards for safety and soundness and, then, ensure that both financial firms – starting 

with the board – and supervisors – starting at the top – are held accountable. 


