Systemic Al Adoption Risk

Idea In Short

Systemic Al adoption risk in finance stems from concentrated reliance on a few hyperscale
technology providers and foundational models, exposing the sector to single points of
failure, market correlations, and cyber threats. The Financial Stability Board (FSB) urges
supervisors to track six key risk areas—third-party dependencies, model governance,
market behavior, cyber risk, data quality, and Al-enabled fraud/disinformation—while
enforcing human oversight and international coordination to prevent cascading, cross-
border crises.

The rapid, concentrated adoption of Al in finance introduces systemic risk, necessitating
urgent, globally coordinated monitoring by regulators. Uncontrolled deployment of Al and
Generative Al (GenAl) across the financial sector is quietly building a new class of systemic
vulnerability, as critical operations become reliant on a few technology providers and
opaque algorithms. The Financial Stability Board (FSB) framework calls for supervisors to
proactively track six key risk areas—from third-party dependencies and model governance
to market correlations—to prevent a cascading crisis rooted in technological homogeneity
and unseen failure points.

The truth is, the most pressing, yet least understood, threat to global financial stability today
is not about if banks adopt Al, but how they adopt it. The Financial Stability Board (FSB), the
international body that monitors and makes recommendations about the global financial
system, recently published comprehensive guidance on how supervisors must track this
systemic Al adoption risk. The report, [Monitoring Adoption of Artificial Intelligence and
Related Vulnerabilities in the Financial Sector], provides a practical framework to identify
where Al may introduce or amplify systemic risks. This report isn't just bureaucratic
oversight; it's a necessary attempt to chart the dark territory of a new technological
monoculture emerging in finance.

We stand at a digital crossroads. Al and particularly the rapid emergence of Generative Al
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(GenAl), offers incredible gains in efficiency, fraud detection and personalized customer
experience. But, this transformative power is also creating profound, concentrated risks.
Think of the 1987 stock market crash, an event dramatically amplified by the widespread
adoption of automated "portfolio insurance" programs that triggered mass selling based on
identical logic. Al introduces that same homogeneity, but at a velocity and complexity that
makes the 1987 algorithms look like a child's toy.

One of the most dangerous and perhaps the least visible, vulnerabilities is concentration
risk. Look beneath the surface of any major financial institution today and you will find that
their Al tools—from high-frequency algorithmic trading systems to compliance and risk
modeling—are fundamentally built upon a tiny handful of foundational models and cloud
providers, such as Microsoft Azure and similar hyperscale platforms. These few giant
technology companies now function as the critical infrastructure of global finance. If a single
point of failure—a cyber attack, a geopolitical disruption or even a critical software update
error—were to strike one of these hyperscale providers, the operational shockwave would
instantly cascade across dozens of systemically important financial institutions (SIFIs)
simultaneously. This is the digital equivalent of every ship in the world using the same
propeller model and that model failing.

Beyond the concentration of infrastructure lies the insidious threat of algorithmic herding.
When multiple financial institutions all use the same or very similar Al models, trained on the
same foundational data and optimized for the same market signals, those models will
inevitably arrive at the same trading or lending decisions. Imagine a scenario where a
thousand investment algorithms independently decide to dump a particular asset or tighten
credit conditions at the exact same moment. This correlated action, even if individually
rational, amplifies market volatility and turns a small stress event into a system-wide seizure.
The FSB's framework specifically calls for indicators to monitor this behavioral correlation, a
critical step toward preempting this invisible stampede.

The sheer complexity of these systems also threatens to undermine a bedrock principle of
stability: human oversight. As algorithms become "black boxes" that dynamically change
their own decision-making logic, human operators can develop a dangerous automation
bias, over-relying on the machine's recommendation without applying critical judgment. To
counter this, financial institutions must enforce a meaningful human-in-the-loop (HITL)
system, ensuring that for all high-impact functions, the Al acts as a sophisticated assistant,
not an autonomous, final decision-maker. This requires new training protocols, safeguards
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against overriding human intervention and a transparent model governance framework that
is consistently enforced.

The path forward, as the FSB rightly suggests, requires precision and collaboration.
Regulators need to use small, regular and comparable data collections, aligning new data
requirements with existing operational and model risk reporting to avoid crushing innovation
with unnecessary administrative burdens. Furthermore, international coordination and

consistent taxonomies are non-negotiable; Al risk does not respect national borders.

By focusing on six core areas—from cyber threats to third-party reliance—supervisors can
begin to build an early warning system to identify critical dependencies before they
metastasize into global systemic vulnerabilities.

Summary

e The greatest systemic threat stems from the concentrated reliance on a few cloud
providers and foundational Al models, which creates a single point of failure capable
of triggering a cascading operational crisis across the entire financial system

* Firms must urgently shift from purely autonomous Al to a meaningful human-in-the-
loop (HITL) model for high-stakes decision-making, counteracting automation bias
and maintaining essential accountability and ethical control

e Proactive Al governance requires continuous monitoring of algorithmic herding,
model integrity (against attacks like prompt injection) and third-party risk, ensuring
international collaboration to align standards and prevent cross-jurisdictional risk
propagation

Think Insights - thinkinsights.net -3-


http://www.tcpdf.org

