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		Abstract

		The widespread use computer-based risk models in the financial industry in the last two decades enabled the marketing of more complex financial products to consumers, the growth of securitization and derivatives, and the development of sophisticated risk management strategies by financial institutions.  Over this same period, regulators increasingly delegated or outsourced vast responsibility for regulating risk in both consumer finance and financial markets to these private industry models.  The proprietary risk models of financial institutions thus came to serve as a "new financial code" that regulated transfers of risk among consumers, financial institutions, and investors.      

The spectacular failure of financial industry risk models in the current worldwide financial crisis underscores the dangers of regulatory outsourcing to the new financial code. This article outlines several implications of the current crisis for regulatory outsourcing including the following:     

- Bank regulators should scrap those provisions of Basel II that allow certain banks to set their own capital requirements according to their internal risk models;     - Regulators should promote "open source" in code used to market consumer financial products, price securitizations and derivatives, and manage financial institution risk; and  - The failure of risk models used to price securitizations and derivatives reveals some of the comparative advantages of equity securities in spreading risk. 
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