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Financial systems have outgrown the institutional arrangements traditionally used to govern
them. Over recent decades, finance has become more interconnected, more technologically
mediated, and more deeply embedded in macroeconomic and social outcomes. At the same
time, authority over the financial system has remained structurally fragmented—distributed
across mandates, sectors, and jurisdictions by design.

The result is not a failure of regulation or supervision in isolation, but a growing gap between
financial system complexity and system-level stewardship capacity.

This report is the second flagship volume in the Financial Ecosystem Series developed by Bank
& Finance Consulting Group. It follows the publication of Designing Financial Ecosystems,
which established a normative benchmark for financial performance, articulated a five-layer
ecosystem architecture, and made explicit the irreducible trade-offs that shape real-world
finance. That volume demonstrated why financial design is necessary—»but also why design, by
itself, cannot ensure coherence over time.

This Governance volume begins where design necessarily ends.

Oncefinanceisrecognized as non-neutral, and once trade-offs are acknowledged as persistent
rather than transitional, the central challenge becomes one of stewardship: how coherence is
preserved as the system evolves under uncertainty, innovation, and constraint. Governance, in
this context, is not a matter of institutional control or rule-setting. It is the continuous
coordination of decentralized authority in a system that no single institution governs.

Accordingly, this report treats governance as a structural layer of the financial ecosystem,
distinct from regulation and supervision. Regulation establishes rules. Supervision enforces
compliance. Governance aligns priorities, manages tension among objectives, and enables
collective action across fragmented authority. Its failures are rarely visible in isolation, but their
accumulation can erode coherence long before stress becomes apparent.

The purpose of this volume is not to prescribe governance arrangements or institutional
reforms. It is to clarify what governance must achieve once design trade-offs are explicit, and
why governance failure constitutes a systemic risk in its own right. By doing so, the report
establishes the conceptual foundations required for the subsequent volumes on Diagnostics,
Stress Testing, and Institutionalization.

This is a deliberately incomplete contribution. Governance without legibility is constrained.
Stewardship without diagnosis operates in partial darkness. The limits identified here are not
shortcomings of governance; they define the necessity of what follows.

Bank & Finance Consulting Group
December 2025
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Executive Summary

Modern financial systems have outgrown the institutional arrangements traditionally used to
govern them. Finance is no longer a neutral intermediary operating in the background of
economic allocation. Itis structurally embedded in macroeconomic outcomes, technologically
mediated, deeply interconnected, and shaped by persistent trade-offs. At the same time,
authority over the financial system remains deliberately fragmented—distributed across
mandates, sectors, and jurisdictions by design.

This combination creates a structural challenge: coherence cannot be preserved
automatically.

This report argues that once financial design is explicit, governance becomes unavoidable.
Design can define architecture, expose trade-offs, and clarify constraints, but it cannot
anticipate how a financial ecosystem will evolve under uncertainty, innovation, and political
limitation. Governance arises precisely where design reaches its limits.

Governance as System Stewardship

The central contribution of this volume is to reframe governance as system stewardship, rather
than regulation, supervision, or institutional control. Regulation establishes rules ex ante.
Supervision enforces compliance ex post. Governance operates at a different level: it aligns
system-wide priorities, manages tension among objectives, and coordinates decentralized
authority in a system that no single institution governs.

Governance is not external to the financial ecosystem. It is embedded within it as a structural
layer, interacting continuously with information flows, infrastructure, innovation dynamics, and
the degree and form of integration. Its effectiveness depends on how well it evolves alongside
structural change—not on hierarchical authority or institutional centralization.

Why Governance Failure Is Systemic Risk

From an ecosystem perspective, governance failure is not an exogenous shock or an episodic
lapse. It is an endogenous and cumulative source of systemic risk.

Governance failure arises when fragmentation is not matched by effective coordination; when
governance drifts as the ecosystem evolves; when misalignment across layers allows
vulnerabilities to interact and amplify; and when core stewardship functions erode
simultaneously. These failures often develop quietly, without clear ownership or visibility, and
are therefore frequently misdiagnosed as market failures once stress materializes.

The report identifies a limited set of core governance functions—including coordination across
fragmented authority, internalization of systemic externalities, management of trade-offs over
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time, adaptation without destabilization, system-level interpretation, and sequencing of

decisions. Systemic governance failure rarely results from the breakdown of a single function.
It emerges when multiple functions weaken in combination.

The Limits of Governance

This volume is explicit about what governance cannot do. Governance cannot repair flawed
design, eliminate irreducible trade-offs, or generate legibility on its own. It operates under
legitimacy constraints and depends on inputs it does not fully control. Recognizing these limits
is not a concession of weakness; it is a condition for responsible stewardship.

Why Governance Precedes Diagnostics and Stress Testing

Governance requires legibility to act coherently, but it does not itself generate that legibility.
Diagnostics and stress testing are therefore not substitutes for governance; they are
complements that operate downstream. Governance precedes diagnostics logically because
it defines what must become visible, how signals are interpreted, and whether analytical
insights translate into collective action.

The correct ordering is therefore essential:

e Design defines structure and trade-offs.

e (Governance stewards that structure over time.

e Diagnostics make emerging fragility legible.

e Stress testing explores propagation under strain.
Reversing this order creates false precision and misplaced confidence.
From Design to Stewardship—and Beyond
This report deliberately ends with a sense of incompleteness. Governance without diagnosis
operates in partial darkness. Stewardship without legibility is constrained. By clarifying what
governance is, why it is unavoidable, and how it fails, this volume establishes the necessary

foundation for the next step in the Financial Ecosystem Series.

That step is Diagnosing Financial Ecosystems.
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1. Why Governance Becomes Unavoidable

1.1 Design Incompleteness as a Structural Condition

The Design volume established that real-world financial systems operate far from the
benchmark of neutrality. Information is incomplete, markets are not fully contingent,
externalities are pervasive, and financial structure shapes economic outcomes. These
conditions are not transitional imperfections to be engineered away; they are persistent
features of modern finance.

As aresult, financial design can never be complete.

Design defines an architecture and makes trade-offs explicit, but it cannot anticipate all future
states of the system. Innovation, macroeconomic change, political constraints, and cross-
border integration continuously reshape how risks are generated and transmitted. Even a well-
designed financial ecosystem will evolve in ways that no static architecture can fully pre-empt.

Governance becomes unavoidable precisely where design reaches its limits.

1.2 Trade-Offs as a Permanent Source of Tension

Financial ecosystems are organized around irreducible trade-offs. Efficiency cannot be
maximized without affecting resilience. Integration cannot deepen without increasing
interdependence. Innovation cannot accelerate without introducing new forms of opacity and
concentration.

These trade-offs do not admit technical resolution. They can be managed, recalibrated, or
deferred—but never eliminated.

Absent governance, trade-offs are resolved implicitly through market dynamics and episodic
crisis. Such resolution is typically abrupt, costly, and unevenly distributed. Governance exists
to confront these tensions explicitly and continuously, before they manifest as systemic
disruption.

Governance does not select an optimal balance. It preserves coherence as the system moves
along an evolving frontier of constraint.

1.3 Fragmentation of Authority as a Structural Feature
Modern financial ecosystems are governed by multiple authorities with distinct mandates, legal

foundations, and accountability structures. This fragmentation reflects deliberate political and
institutional choices. It is not a defect of governance design.
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Fragmentation nonetheless has consequences. No single authority observes the full system,

internalizes all externalities, or controls all relevant levers. System-wide outcomes therefore
emerge from the interaction of partial decisions taken under constraint.

Governance becomes unavoidable because authority is fragmented by design. Coordination is

not an implementation challenge to be solved once, but a permanent condition to be managed
over time.

1.4 Interdependence Without Central Control
Financial ecosystems are deeply interdependent across layers—information, infrastructure,
innovation, integration, and governance itself. Decisions taken in one domain routinely alter

conditions elsewhere, often with delay and without clear attribution.

In such systems, coherence cannot be imposed hierarchically. It must be produced through
alignment, sequencing, and shared interpretation across decentralized actors.

Governance is the mechanism through which this production occurs. It does not replace
decentralized decision-making; it conditions how those decisions interact.

1.5 The Limits of Market Discipline and Micro-Level Logic

Market discipline and entity-level oversight remain essential components of financial stability.
They are not sufficient.

Market signals reflect private incentives, not system-wide consequences. Micro-level
frameworks assess the soundness of individual institutions, not the coherence of the
ecosystem as a whole. Neither is designed to manage interactions, spillovers, or collective-

action problems.

Governance addresses what markets and micro-level approaches cannot: the alignment of
decentralized decisions with system-wide constraints and public objectives.

1.6 Governance as a Consequence, Not a Choice

Governance is often treated as a policy option—something that can be strengthened, deferred,
or redesigned. In an ecosystem perspective, this framing is misleading.

Once finance is non-neutral, trade-offs are irreducible, authority is fragmented, and
interdependence is deep, governance is not optional. It is a consequence of system structure.

The relevant question is therefore not whether governance exists, but whether it is capable of
preserving coherence over time.
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1.7 Section 1 Takeaway

Once finance is non-neutral, financial system design cannot be complete. Irreducible trade-
offs, deep interdependence, and structural fragmentation ensure that coherence cannot be
preserved automatically or resolved ex ante. Governance therefore arises not from failure or
crisis, but from structure itself. Itis unavoidable wherever decentralized authority must confront
persistent tension over time. Recognizing governance as a consequence of design
incompleteness is the necessary starting point for understanding it as system stewardship
rather than control.

2. Governance as System Stewardship

2.1 From Rule-Setting to Stewardship

In conventional usage, governance is often conflated with rule-setting or institutional authority.
In an ecosystem perspective, this conflation obscures the nature of the problem governance is
meant to address.

Rules can be specified ex ante. Stewardship cannot.

Financial ecosystems evolve continuously as technology, market structure, and integration
change. The interactions among institutions, markets, and infrastructures generate outcomes
that are not fully foreseeable at the time rules are written. In such environments, governance is
less about prescribing behavior than about maintaining coherence among evolving parts.

System stewardship captures this distinction. It refers to the ongoing responsibility to guide,
align, and recalibrate a system whose structure is known, but whose trajectory is not.

2.2 Governance # Regulation # Supervision

Clarifying the distinction between governance, regulation, and supervision is essential once
finance is understood as an ecosystem rather than a collection of institutions.

Regulation establishes ex ante rules and constraints governing financial behavior. It defines
permissible actions and structural limits within which actors operate. Supervision enforces
those rules ex post, monitoring behavior at the entity or activity level and intervening when
breaches occur.

Governance operates at a different level. It is concerned not with compliance, but with system-
wide coherence. Governance addresses questions that regulation and supervision cannot
resolve on their own: how competing objectives are prioritized, how interactions across
mandates are managed, and how collective action is coordinated under conditions of
fragmentation.
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This distinction reflects a broader insight from institutional economics: rules and enforcement
are necessary but insufficient for complex coordination problems, particularly where authority

is dispersed and information is incomplete (North, 1990; Williamson, 1985).

Box 1. Regulation, Supervision, and Governance: Distinct Functions

Regulation establishes ex ante rules and constraints governing financial behavior.
Supervision enforces compliance with those rules ex post at the entity or activity level.
Governance aligns system-level priorities under conditions of fragmented authority and

irreducible trade-offs, coordinating decisions across mandates and preserving coherence
over time.

Source: Bank & Finance.

This distinction clarifies why governance failures cannot be addressed solely through tighter
rules or more intensive supervision. Regulation and supervision operate within given mandates;
governance operates across them. When system-wide coherence erodes, the problem is often
not insufficient regulation, but insufficient stewardship of interactions among regulated
domains.

2.3 Stewardship Under Fragmented Authority

In a financial ecosystem, authority is distributed across institutions with distinct mandates,
time horizons, and accountability structures. No single actor observes the full system or
internalizes all consequences of its actions.

System stewardship therefore operates without hierarchical control.

Its task is to enable coherence under fragmentation by:
e aligning expectations across authorities,
e seguencing decisions where mandates overlap,

e and managing tensions where objectives conflict.

Stewardship does not imply consensus or centralization. It implies a shared orientation toward
system-level outcomes in a setting where decision rights remain decentralized.

2.4 Governance as a Structural Layer of the Ecosystem

The Design volume introduced governance as one of five interacting layers of the financial
ecosystem. This placement is intentional.
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Governance is not external to the system it stewards. It is embedded within it, interacting
continuously with information flows, financial and technological infrastructure, innovation

dynamics, and the degree and form of integration. Governance therefore evolves alongside the
system it seeks to preserve.

Because governance is embedded, its effectiveness depends on how well it interfaces with
other layers. Misalighment between governance arrangements and ecosystem structure can
generate fragility even in the absence of regulatory or supervisory failure. Governance quality
cannot be assessed in isolation from system design.

This relationship is illustrated conceptually in Figure 1.
Figure 1. Governance as an Embedded Layer of the Financial Ecosystem
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Source: Bank & Finance.

Governance is embedded within the financial ecosystem as one of five interacting layers,
alongside information, infrastructure, innovation, and integration. It preserves system-wide
coherence by shaping how interactions across layers evolve over time. Governance
effectiveness depends on alignment with ecosystem structure rather than hierarchical
authority.
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This representation underscores the distinction between stewardship and control. Governance
failure does not require institutional weakness or the absence of authority. It can arise when
governance arrangements remain calibrated to an earlier configuration of the ecosystem while

other layers evolve. System-wide coherence therefore depends on governance’s capacity to
adapt alongside structural change, not on its formal position within the institutional hierarchy.

2.5 Continuous, Not Episodic, Responsibility
Stewardship is a continuous function, not an episodic response.

Governance is often most visible during crises, when coordination failures become apparent.
Yet the effectiveness of governance in stress is determined by routines, relationships, and
interpretive frameworks established in normal times.

Treating governance as episodic leads to reactive coordination and delayed escalation. Treating
it as continuous recognizes that coherence must be actively maintained as conditions evolve,
even in the absence of overt instability.

This perspective aligns with broader views of governance in complex adaptive systems, where
stability depends less on control than on ongoing adjustment and learning.

2.6 Judgment, Discretion, and Public Value

Because governance operates under uncertainty and incomplete information, it cannot be fully
rule-bound. Judgment and discretion are unavoidable components of stewardship.

This raises questions of legitimacy. Decisions taken in the name of system coherence may
involve trade-offs among objectives that affect different constituencies unevenly. Governance
must therefore balance effectiveness with legitimacy, recognizing public value as an explicit
and unavoidable concern.

Stewardship does not eliminate contestation. It provides a framework within which
contestation can occur without undermining system coherence.

2.7 Section 2 Takeaway

Governance in a financial ecosystem is best understood as system stewardship rather than
control. Distinct from regulation and supervision, stewardship operates at the system level,
aligning decentralized authority under conditions of fragmentation, uncertainty, and irreducible
trade-offs. As a structural layer of the ecosystem, governance is continuous, embedded, and
dependent on judgment. Its effectiveness rests not on hierarchical power, but on its capacity to
preserve coherence as the system evolves.
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3. Core Functions of Financial Ecosystem Governance

Governance as system stewardship is not an abstract aspiration. It is expressed through a
limited set of core functions that enable coherence in a financial ecosystem characterized by
non-neutral finance, irreducible trade-offs, and fragmented authority. These functions are not
performed by any single institution, nor are they exercised through fixed instruments. They
emerge through interaction, coordination, and shared orientation across the system.

This section identifies the essential functions governance must perform if coherence is to be
preserved over time.

3.1 Preserving Coherence Across Ecosystem Layers

Financial ecosystems operate through continuous interaction among information,
infrastructure, innovation, integration, and governance. Decisions taken within one layer
routinely alter conditions in others, often with delay and without clear attribution.

A core governance function is to preserve coherence across these layers. This does not require
uniformity or synchronization. It requires awareness of interdependence and mechanisms to
prevent actions in one domain from undermining stability elsewhere.

Without this function, optimization within individual layers can generate system-wide fragility,
even when each component appears sound in isolation.

3.2 Internalizing Systemic Externalities

Many of the most consequential risks in financial ecosystems arise from externalities that no
single actor has the incentive or capacity to internalize. Leverage cycles, liquidity mismatches,
network concentration, and correlated exposures all produce effects that extend beyond
individual balance sheets or markets.

Governance provides the forum through which these externalities are recognized and
addressed at the system level. It does not eliminate externalities, but it creates the conditions
under which their collective implications can inform decision-making.

This function reflects a long-standing insight of macro-financial analysis: systemic outcomes
cannot be inferred from micro-level behavior alone.

3.3 Managing Trade-Offs Over Time

Trade-offs identified in the Design volume are not static. As financial ecosystems evolve, the
relative weight of competing objectives shifts. Periods of stability may favor efficiency and
innovation; periods of stress may elevate resilience and containment.
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A central governance function is to manage these trade-offs over time, rather than resolve them
once and for all. This requires prioritization, sequencing, and periodic recalibration as
conditions change.

Importantly, governance does not optimize trade-offs. It sustains the system’s ability to operate
within them without losing coherence.

3.4 Enabling Adaptation Without Destabilization

Adaptation is unavoidable in dynamic financial ecosystems. New technologies, market
structures, and forms of intermediation continually reshape the system’s risk profile.

Governance plays a critical role in ensuring that adaptation does not become destabilization.
This involves:

e recognizing when structural change alters systemic importance,
e adjusting coordination practices accordingly,

e and preventing abrupt shifts from overwhelming existing arrangements.

This function aligns with broader theories of governance in complex adaptive systems, which
emphasize guided evolution rather than static control.

3.5 Aggregating and Interpreting System-Level Information

Fragmented authority implies fragmented information. No single actor observes the system in
its entirety, and partial perspectives can lead to inconsistent or delayed responses.

Governance therefore requires mechanisms—formal or informal—for aggregating and
interpreting system-level information. This function is interpretive rather than technical. It
concerns shared understanding of emerging tensions, not the production of metrics or
indicators.

Effective stewardship depends on the capacity to form a common view of system dynamics,
even when data are incomplete and signals are noisy.

3.6 Sequencing Decisions and Escalation
In a fragmented system, decisions often need to be taken in a particular order to avoid conflict,

delay, or paralysis. Governance provides the logic for sequencing decisions and escalating
issues when tensions exceed what individual mandates can resolve.
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This function is especially important where objectives conflict or where delayed action can
magnify risk. Without clear sequencing and escalation, governance responses tend to become
reactive, inconsistent, or mutually offsetting—undermining system-wide coherence even when
individual actions are well intentioned.

Taken together, the functions discussed in this section describe how stewardship operates in
practice. They are summarized in Table 1.

Table 1. Core Functions of Financial Ecosystem Governance

Governance Function What It Preserves What Fails in Its Absence

Mandate silos, delayed
action

Coordination across fragmented

. System-wide coherence
authority y

Internalization of systemic o Hidden accumulation of
" Collective risk awareness o
externalities fragility

Management of trade-offs over Balance among

time competing objectives Pro-cyclical bias and drift

Enabling adaptation without Orderly structural Abrupt or disorderly
destabilization evolution change

Aggregation and interpretation of

Shared understanding Fragmented signals,

system-level information paralysis
Sequencing decisions and Timely collective Incoherent or reactive
escalation response intervention

Source: Bank & Finance.

The table makes explicit that governance operates through a limited set of essential functions,
rather than through centralized authority or fixed instruments. Systemic governance failure
rarely results from the breakdown of a single function. It emerges when multiple functions
weaken simultaneously, allowing incoherence to accumulate without visibility or ownership.

3.7 Section 3 Takeaway

Financial ecosystem governance operates through a small number of core functions rather than
through centralized authority or fixed instruments. By preserving coherence across layers,
internalizing systemic externalities, managing trade-offs over time, enabling adaptation,
interpreting system-level information, and sequencing decisions, governance translates
fragmented authority into system-wide stewardship. When these functions weaken in
combination, decentralized authority ceases to produce coherent outcomes and fragility
accumulates unnoticed.
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4. Governance Failure as Systemic Risk

4.1 Governance Failure as an Endogenous Phenomenon

Systemic risk is often framed as the consequence of shocks: macroeconomic disturbances,
asset price reversals, technological disruptions, or geopolitical events. In afinancial ecosystem
perspective, this framing is incomplete.

Governance failure is not an exogenous disturbance acting on an otherwise stable system. Itis
an endogenous source of fragility that develops within the normal functioning of the ecosystem.

When governance does not preserve coherence across decentralized decisions, vulnerabilities
accumulate gradually. The system continues to operate, often efficiently by conventional
measures, while misalignments deepen beneath the surface. By the time stress becomes
visible, governance failure has typically already shaped the conditions under which markets
respond.

This is why governance failure is frequently misinterpreted as market failure. The manifestation
is abrupt; the cause is cumulative.

4.2 Fragmentation Without Effective Coordination

Fragmentation of authority is a defining feature of modern financial ecosystems. It reflects
constitutional choices, specialization, and legitimate constraints on power. Governance failure
arises not from fragmentation itself, but from the absence of effective coordination under
fragmentation.

When coordination mechanisms are weak or ambiguous, risks fall between mandates, system-
wide effects are treated as residual, and no authority assumes responsibility for preserving
coherence. Each institution may act in good faith within its remit, while collective outcomes
deteriorate.

In such contexts, regulatory tightening or supervisory intensification may occur without
addressing the underlying governance gap. The system appears active, yet coordination
remains insufficient.

This distinction is clarified in Box 2. The centralimplication is that governance failure cannot be

inferred from the absence of rules or institutions; it emerges when fragmented authority cannot
act coherently on system-wide concerns.
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Fragmentation of authority is a structural characteristic of modern financial ecosystems.
Regulatory and supervisory mandates are intentionally specialized, bounded, and distributed
across institutions and jurisdictions.

Governance failure arises not when rules are absent or supervision is weak, but when no
mechanism exists to coordinate decisions across fragmented mandates in the presence of
system-wide externalities.

In such settings, each authority may act appropriately within its remit, while collective
outcomes drift away from system-wide coherence. Risks accumulate in the spaces between
mandates, escalation is delayed, and responsibility for system-level outcomes becomes
diffuse.

Governance failure therefore reflects a coordination deficit, not an enforcement deficit. It
cannot be resolved solely by tightening rules or intensifying supervision within existing silos.

Source: Bank & Finance.

A characteristic feature of governance failure is drift.

Financial ecosystems evolve continuously. Innovation alters intermediation. Integration
reshapes transmission channels. Infrastructures concentrate new forms of operational and
systemic importance. Governance arrangements, by contrast, often evolve incrementally.

This creates temporal misalighment: the system changes faster than stewardship practices
adapt.

Governance drift is rarely visible in real time. It does not announce itself as failure. Instead, it
appears as growing reliance on arrangements designed for an earlier configuration of the
ecosystem. Over time, this misalignment allows vulnerabilities to accumulate without clear
ownership or escalation.

Governance failure often reflects misalignment across the ecosystem’s layers rather than
malfunction within any single domain.

Decisions taken to optimize performance in one layer—information, infrastructure, innovation,
orintegration—can undermine coherence elsewhere if governance does not adapt accordingly.
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Because governance is embedded within the ecosystem, its effectiveness depends on how well
it evolves alongside structural change.

When governance lags ecosystem evolution, vulnerabilities generated in individual layers do not
remain contained. They interact, amplify, and migrate across the system. This process does not
require institutional weakness or regulatory failure; it arises from temporal and structural

misalignment. This dynamic is illustrated in Figure 2.

Figure 2. Governance Misalignment Across Ecosystem Layers

Governance

Infrastructure

Information

N e

Source: Bank & Finance.
The figure highlights that governance failure can emerge even in systems with strong institutions
and active oversight. When governance remains calibrated to an earlier configuration of the

ecosystem, coherence erodes quietly. Fragility accumulates not because governance is
absent, but because it is misaligned with the system it stewards.

4.5 Erosion of Core Governance Functions

Governance failure becomes systemic when the core stewardship functions identified earlier
weaken simultaneously.
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Coordination may become episodic rather than continuous. Externalities may be
acknowledged but not internalized. Trade-offs may be deferred rather than managed.
Adaptation may become reactive rather than anticipatory. Interpretation may fragment across
mandates.

Individually, such weaknesses may appear manageable. Collectively, they erode coherence.

This process is summarized in Table 2, which links erosion of core governance functions to their
systemic consequences.

Table 2. Governance Functions and Failure Modes

Resulting
Consequence

Systemic

Governance Function How the Function Erodes

o Coordination becomes : :
Coordination across . . Mandate silos  persist;
. episodic, informal, or crisis- . L.
fragmented authority driven collective action is delayed

Externalities are recognized Risks accumulate outside
externalities but not acted upon institutional responsibility
VEpEECpEae il cHoicl Trade-offs are deferred rather Pro-cyclical  bias  and
over time than managed strategic drift
=Tl F-a-TeElo =1 (o] MW 1isTelli @ Adaptation becomes reactive Abrupt or disorderly
destabilization rather than anticipatory adjustment
Aggregation and interpretation [Rigi=lge]gziez]dle]a! fragments Inconsistent signals and
of system-level information across mandates decision paralysis

Escalation is delayed or Incoherent or mutually
escalation avoided offsetting responses

Source: Bank & Finance.

The table highlights that systemic governance failure is rarely attributable to a single lapse. It
emerges through the interaction of multiple, reinforcing weaknesses across stewardship
functions. Fragility accumulates not because governance disappears, but because it degrades
incrementally across dimensions that are difficult to observe in isolation.

4.6 Legitimacy Constraints and Delayed Response

Governance operates under legitimacy constraints that shape both timing and scope of action.
System-level decisions often involve trade-offs whose distributional consequences are
uncertain or contested. In such contexts, authorities may rationally delay action in the absence
of visible stress. Delay preserves legitimacy in the short term but can increase systemic cost
over time.

This dynamic creates a distinctive failure mode: governance action becomes feasible only once
stress has already materialized.
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4.7 Governance Failure as a Precursor to Market Stress

From an ecosystem perspective, governance failure frequently precedes market failure.

Markets transmit and amplify conditions shaped by governance. When stewardship fails to
preserve coherence, markets eventually reveal that failure through volatility, illiquidity, or abrupt
repricing. At that point, governance options are narrower and more costly.

Recognizing governance failure as systemic risk shifts attention upstream—from crisis
management to stewardship capacity.

4.8 Section 4 Takeaway

Governance failure is an endogenous and cumulative source of systemic risk. It arises from
fragmentation without coordination, drift between governance and ecosystem evolution,
misalignment across layers, and erosion of core stewardship functions. Because these failures
develop quietly and manifest late, they are often misdiagnosed as market failures.
Understanding governance failure as systemic risk is essential to explaining why coherence
erodes long before stress becomes visible.

5. Limits of Governance

5.1 Governance Cannot Repair a Flawed Design

Governance operates on the structure it is given. It cannot compensate indefinitely for a
financial ecosystem whose design embeds persistent incoherence.

If information is systematically opaque, infrastructures concentrate unmanageable single
points of failure, innovation expands without boundary, or integration proceeds without
modularity, governance may delay the consequences but cannot eliminate them. Stewardship
can manage tension; it cannot reverse structural imbalance.

This limit is fundamental. Governance is not a substitute for design. It presupposes a coherent
architecture within which stewardship can operate.

5.2 Governance Cannot Eliminate Trade-Offs
Trade-offs in financial ecosystems are irreducible. They reflect constraints inherent to

intermediation, uncertainty, and collective action. Governance does not resolve these trade-
offs; it manages their consequences over time.
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Attempts to frame governance as optimization risk misunderstanding its role. Pushing the
system persistently toward one objective—efficiency, integration, or innovation—inevitably

weakens others. Governance can rebalance priorities, but it cannot remove the underlying
tension.

Recognizing this limit is essential to avoiding governance overreach and false expectations.
5.3 Governance Cannot Substitute for Legibility
Stewardship requires interpretation. Interpretation requires legibility.

Governance arrangements do not generate, on their own, a clear view of where vulnerabilities
lie, how risks migrate, or when tension is approaching a critical threshold. In the absence of
shared interpretive frameworks, governance action becomes cautious, delayed, or fragmented.

This does not imply that governance is ineffective without perfect information. It implies that
governance without legibility is constrained—capable of maintaining continuity, but limited in
its ability to prioritize or act pre-emptively.

5.4 Governance Is Constrained by Legitimacy

Governance operates within political and institutional constraints that shape what can be done,
when, and how.

System-level decisions often involve distributional consequences that cannot be resolved
technically. Legitimacy conditions therefore influence the timing and scope of governance
action. Stewardship must balance effectiveness with acceptance, particularly in the absence
of visible stress.

These constraints are not incidental. They are constitutive of governance in democratic and
plural systems. Ignoring them risks action that is decisive but unsustainable.

5.5 Governance Cannot Act Alone

Governance is a coordination function, not a self-sufficient mechanism. Its effectiveness
depends on the quality of inputs it receives and the environment in which it operates.

Without:
e acoherent design,
e shared interpretive capacity,

e and credible mechanisms for collective understanding,

governance action remains partial.
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This is not a weakness to be corrected within governance itself. It defines the boundaries within
which stewardship can operate responsibly.

5.6 Why Limits Matter

Clarifying the limits of governance is not an exercise in restraint for its own sake. It is a condition
for effective stewardship.

Overestimating governance capacity leads to delayed recognition of vulnerability and
misplaced confidence in coordination. Underestimating it leads to fragmented action and
reactive policy. Effective governance operates between these extremes, aware of its
responsibilities and its constraints.

5.7 Section 5 Takeaway

Governance is indispensable, but not omnipotent. It cannot repair flawed design, eliminate
irreducible trade-offs, or generate legibility on its own. It operates under legitimacy constraints
and depends on inputs it does not fully control. Recognizing these limits is essential to
understanding both what governance can achieve and why stewardship requires support from
complementary functions.

6. Why Governance Precedes Diagnostics and Stress Testing

6.1 Legibility as a Governance Requirement

Governance is a stewardship function exercised under uncertainty, fragmentation, and
irreducible trade-offs. To act coherently, governance requires legibility: the capacity to form a
shared understanding of where tension is accumulating, how vulnerabilities are interacting, and
why certain issues warrant prioritization over others.

Legibility is not produced automatically by markets, institutions, or rules. It is an input to
governance, not an output of it. Without legibility, governance can maintain continuity, but it

cannot act decisively or pre-emptively.

This establishes a foundational ordering: governance defines the need for legibility before any
analytical apparatus can be meaningfully deployed.

6.2 Why Diagnostics Are Not a Substitute for Governance

Diagnostics are often presented as solutions to governance shortcomings. Better indicators,
more granular data, and more sophisticated analysis are expected to produce better outcomes.
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This expectation is misplaced.

Diagnostics do not decide which signals matter, how competing risks should be weighed, or
when collective action is warranted. Those decisions are governance decisions. In the absence
of governance capable of interpreting and acting on signals, diagnostics accumulate without
consequence.

Governance therefore precedes diagnostics in a logical sense: it establishes the interpretive
frame within which diagnostics can be meaningful.

6.3 The Limits of Analysis Without Stewardship

Analytical sophistication cannot compensate for weak stewardship. In fragmented systems,
more information can amplify disagreement rather than resolve it. Competing interpretations
proliferate. Decision-making slows. Responsibility diffuses.

Thisis notafailure of analysis. Itis a failure of governance to provide a shared orientation toward
system-wide coherence.

Effective stewardship does not require perfect foresight. It requires the capacity to prioritize
under uncertainty, to act on partial information, and to coordinate responses across mandates.
Analysis supports these functions; it does not replace them.

6.4 Stress Testing as a Downstream Application

Stress testing occupies a specific place in the ecosystem of financial stability tools. It explores
how interactions propagate under adverse conditions. Its usefulness depends on prior clarity
about what constitutes vulnerability, why certain interactions matter, and how results will be
interpreted.

Absent governance, stress testing risks becoming performative—technically impressive but
strategically inert. Scenarios proliferate, results are contested, and policy relevance diminishes.

Governance precedes stress testing because it determines:
e what questions are worth asking,
e howresults are interpreted,

e and whether findings translate into collective action.

6.5 Ordering Matters

The sequencing of functions matters.
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e Design defines structure and trade-offs.
e (Governance stewards that structure over time.
e Diagnostics make emerging fragility legible.

e Stress testing explores consequences under strain.

Reversing this order creates false precision and misplaced confidence. Maintaining it preserves
coherence across the series and across policy practice.

6.6 Governance Acting in Partial Darkness

Even with diagnostics, governance never operates with complete visibility. Uncertainty is
irreducible. Models are incomplete. Signals are noisy.

The role of governance is not to eliminate darkness, but to act responsibly within it—to
recognize when legibility is sufficient for action and when restraint is warranted. This requires
judgment, coordination, and institutional memory.

Understanding this condition prevents over-reliance on analytical tools and clarifies their
proper role.

6.7 Section 6 Takeaway

Governance precedes diagnostics and stress testing because stewardship requires legibility it
does not itself generate. Diagnostics inform governance; they do not replace it. Stress testing is
meaningful only when governance can interpret and act on its results. Ordering these functions
correctly is essential to avoiding false precision and preserving system-wide coherence.

7. Conclusion — From Design to Stewardship

Design makes financial ecosystems intelligible. It clarifies structure, exposes trade-offs, and
establishes the boundaries within which performance and resilience can be pursued. Yet
design, by itself, cannot preserve coherence over time. Financial ecosystems evolve
continuously under uncertainty, innovation, and constraint. Once this is acknowledged,
stewardship becomes unavoidable.

This volume has argued that governance is the form that stewardship takes in a non-neutral
financial system. Governance is not control, optimization, or institutional management. Itis the
continuous coordination of decentralized authority in a system characterized by irreducible
trade-offs and structural fragmentation. Its task is not to resolve tension, but to manage it
without allowing incoherence to accumulate.

BANK & FINANCE



Seen from this perspective, governance is neither episodic nor crisis-driven. It operates before
stress becomes visible, under conditions of partial information and contested priorities. Its
failures are rarely dramatic in isolation, yet they shape the conditions under which markets

respond and crises unfold. Governance failure is therefore not an accident that follows
instability; it is often a precursor to it.

This volume has also been explicit about the limits of governance. Stewardship cannot repair
flawed design, eliminate trade-offs, or substitute for legibility. It operates under legitimacy
constraints and depends on inputs it does not fully control. Recognizing these limits is not a
concession of weakness. It is a condition for responsible governance.

The argument therefore ends with a deliberate sense of incompleteness. Governance requires
interpretation. Stewardship requires visibility into emerging fragility. Without a shared capacity
to make vulnerabilities legible, governance acts in partial darkness—able to preserve continuity,
but constrained in its ability to prioritize and act pre-emptively.

This limitation defines the necessity of the next step in the Financial Ecosystem Series. If
governance explains how coherence is stewarded over time, diagnostics must explain how
fragility becomes visible. Only then can stress testing explore how interactions propagate under

strain.

e Design defines the terrain.
e (Governance stewards it.

e |egibility remains to be established.

That task belongs to the next volume: Diagnosing Financial Ecosystems.
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