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Thank you for inviting me here today to explain what I mean by “complexity risk” and what can best be 

done about it.  I coined the term last year because I was suffering from “confusion risk” – the more I 

read all the global and U.S. actions to rewrite financial-market rules, the more dazed I’ve become.  Some 

of this befuddlement is my own fault, but I don’t think I’m the only sufferer.  Chairman Bernanke has 

admitted he doesn’t know what the sum-total of all the new rules will do.  And, it’s the sum total that’s 

critical:  if we don’t understand the cross-cutting effects and inherent contradictions in all of the 

stringent standards now being written into final form, we risk doing real damage to the sound, stable 

and – yes – profitable – financial industry regulators say they support and the economies sorely need.  

Complexity risk, in short. 

I started to work through the complexity-risk problem late last year in part because industry strategic 

planning and resulting advocacy are also complexity-risk sufferers.  I think all of you will agree that trying 

to understand all of the Financial Stability Board, Basel Committee, EU, IOSCO and U.S. standards is 

drinking from a fire-hose.  Most of these rules are game-changers contained in hundreds of pages of 

highly-technical requirements that, on close scrutiny, often don’t accomplish what senior regulators had 

in mind when they set the technical experts to work.  The sheer magnitude and, yes, complexity of each 

of these initiatives make them hard enough to understand in their own right, let alone as a compendium 

of governmental actions with combined, cross-cutting and often inconsistent impact on the market, 

industry operations and each of your firms. 

This was bad enough, but a second issue also led me to tackle complexity risk.  My firm’s practice 

focuses on advising clients about the strategic impact of all of these governmental actions.  We do so in 

part to advise individual institutions and their boards, but also in connection with mergers and 

acquisitions of financial firms and/or specific business lines.  Last year, every transaction on which we 

worked failed because we could not give our clients the comfort they needed about key policy drivers.  I 

don’t think this is our fault.  Rather, it’s complexity risk at work, compounded by the uncertainties 

resulting from all the huge questions as yet unanswered by regulators and, here, the U.S. Congress. 

Case in point:  we were asked last year to advise on a transaction involving some serious zeros in the 

residential-mortgage arena.  Vital strategic drivers here include the risk-retention standards, the outlook 

for GSE reform, how ratings will be replaced and the future of the FHA.  Would you invest in a business if 

you can’t forecast ROE or, even more critical, be sure the government won’t take you over and, thus, 

out?  Of course not.  You shouldn’t, our clients didn’t and the mortgage market remains in the same 

deep freeze it was when the financial crisis started three long years ago. 

Thus, it’s not just big financial firms that suffer from complexity risk, but also the broader economy.  

How, then, to reduce this risk?  Let me first outline the key decision point that regulators have so far 

refused to address.  Then, I will put this critical question – unanswered in the rules to date – in the 
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context of the latest regulatory crop which, I fear, takes complexity risk and turns it into a confounding 

challenge to which even regulatory advocates of stringent rules haven’t an answer. 

 

The Root Cause of Complexity Risk 

 

Time – not to mention stamina – doesn’t permit a full review of  the pending  rules on capital, liquidity, 

ring-fencing, resolution, activity, (i.e., the Volcker standards), derivatives,  securitization, nonbank 

“shadow” criteria  and governance – just to name some big categories of what’s in the works.  As I 

noted, each of these standards has far-reaching strategic impact on individual firms and specific 

business lines, so cutting through them is a challenge not just for risk management, but also for the CEO 

and the board.   

But, the magnitude of each of these rules is only part of the complexity-risk conundrum.  At the heart of 

this over-arching strategic challenge is a fundamental contradiction:  the rules – especially the U.S. ones 

– demand that big firms fail without systemic fall-out even as they are regulated stringently to tax them 

for the cost of being “too big to fail.”   

Which is it?  Are we regulating sizeable financial institutions as private-sector companies that can go out 

of business or as utilities that, because they can’t, are protected wards of the state?  Either of these 

options is a significant departure from prior practice, when big financial institutions were allowed to run 

themselves as purely private concerns with scant regulation or market discipline.  But, because that 

which went before was wrong doesn’t mean that all the new rules taken altogether are right.  Going for 

the global SIFI’s jugular may be gratifying from a vengeance point of view, but it’s self-destructive for 

long-term financial-market stability and growth. 

Thus, policy-makers need one clear, coherent and measurable goal, not try to do everything all at one.  

My suggested goal is to make it very, very clear that even monster SIFIs will fail without taxpayer 

support, curtailing any backstops (e.g., the discount window, deposit insurance and SIPC) to limited 

sections of the firm where public need is clearly defined and contagion risk from other ventures is 

barred.  The U.S. does this by law in Dodd-Frank and by rule in the living-will standards recently 

promulgated by the FDIC and FRB.  Unless or until global regulators follow suit, they may need to 

regulate their SIFIs like utilities.  Here, we shouldn’t. 

 

Adding the Systemic Standards  

 

But, we are.    The fundamental flaw in Dodd-Frank is that it in fact tried to do everything all at once – 

mandating that SIFIs can’t be bailed out even while demanding that FSOC and the FRB govern them as if 
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they could be supported with fresh taxpayer funds.  This is schizophrenic, and perhaps it’s for this 

reason that the FRB’s latest foray makes my head hurt. 

The FRB’s proposal is premised on the same conundrum that flummoxes all the other pending rules.  As 

its preamble makes clear, the Board is whacking SIFIs on grounds that big firms pose such serious 

societal problems that they can only be contained by surcharges and other add-ons that seemingly make 

SIFIs bullet-proof.  That these add-ons are complex is an under-statement.   

I’m all for corporate governance – in fact, one reform I advocate is focused, meaningful board 

attestations.  But, the FRB goes in a different direction, essentially mandating that boards or their risk 

committees run the bank.  By our count, there are at least 184 separate requirements which boards 

must “establish,” “approve,” “validate” or otherwise undertake under the systemic proposal.  These 184 

new to-dos come atop about three hundred others already mandated for big BHC boards.   

So much for the day job.  Global regulators have a great idea:  make boards set risk tolerances and, then, 

ensure that management does not stray from them.  Why hasn’t the FRB adopted this measurable 

approach consistent with the fiduciary duty of boards of directors?   

Indeed, one sometimes can’t tell what even the most well-intentioned SIFI is to do under the Board’s 

systemic standards.  Not content with the stringent stress test now keeping big BHCs up nights, the NPR 

adds this to the mix and comes up with three inter-related (maybe) stress tests to which all SIFIs all of 

the time must adhere.  Why isn’t one tough one good enough?   

And, why do sanctions kick in when a SIFI isn’t deemed “well-capitalized,” however that term may come 

to be defined for nonbanks?  Isn’t adequate capitalization a reasonable threshold for initial regulatory 

sanction, especially given that Dodd-Frank already has penalties in place for financial holding companies 

that slip below well-capitalized?  If capital were the be-all and end-all, then a tough capital trip-wire for 

early remediation might make sense, but, under the full array of new rules, capital isn’t the only 

supervisory criterion.  If the FRB in fact thinks capital is the best possible proxy for safety and soundness, 

then it could stick with this tough trip-wire.  If it in fact means what it says in all the other rules, then a 

more balanced approach to early remediation is warranted. 

 

Cutting Complexity Isn’t Cutting SIFIs a Break 

 

Let me conclude by making clear that I am not suggesting that all of the new rules are ill-designed or 

that SIFIs should be permitted to go back to business as once it was usual.  The industry committed 

manifest sins of commission and omission in the run-up to the crisis, sins that require chastisement, 

atonement and reform. 
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But, SIFIs aren’t the only sinners here.  Regulators also erred, sometimes in mortal ways.  The final 

conundrum in complexity risk is the fact that all of the hard changes are required of financial 

institutions, not their regulators.   

For real reform to have real teeth, regulators need to hold themselves at least as accountable as their 

charges.  A few simple standards that make it harder for regulators to be negligent or, worse, captive are 

among the most vital reforms needed in the wake of the crisis, but still the hardest to find. 

Two key principles should govern financial regulation: 

 protect the innocent; and 

 punish the guilty. 

Because of all the complexity and contradiction in the growing corpus of financial regulation, I’m fearful 

that, instead, we’ll do little but protect the regulatory agencies and punish regulated financial 

institutions by making it impossible for them ever again to be vibrant shareholder-owned, profit-making 

companies.  If the Fed wants SIFIs to be utilities, say so and let’s debate that.  But, if it wants it all, the 

industry needs to speak out even more forcefully than it has to date, picking the road on which it wants 

to travel – subject to failure or TBTF – and, then, mapping the rules of this new roadway to a clear, 

measurable and manageable regulatory framework that regulates efficiently for cause, not just effect.   

  

 


