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Preface

In a Paris café in April 2013, the conversation turned to how the finan-
cial services industry was shaping up following the global financial cri-
sis. We — Frances and Matthew — shared an uneasy intuition that some
developments, especially in regulations — despite the best intentions to
the contrary — could have the result of actually making the financial
system more fragile. Risk management and governance failures, such as
the 2012 London Whale, where JP Morgan incurred massive losses in
CDS contracts, and similarly massive losses in 2008 at Société Générale
caused by a rogue trader in stock index derivatives, continue to hap-
pen, suggesting that the professional risk management put in place by
large, sophisticated organisations was not working as it should.

There was a sense that an opportunity was being wasted and the
debate about what was needed to reinforce financial stability was some-
how being hijacked by a combination of popular mis-information,
political short-sightedness and special interests. But was this merely a
perception stemming from our common perspective? What did others
think?

From casual conversations, it was evident that many friends and
colleagues shared our views, prompting questions about how widely
they were shared outside our circles. In particular, what other factors
were operating that we were perhaps unaware of? What extra insights
could be had from the best informed market participants and observers?

Matthew proposed a formal exercise: to ask those who were most
caught up in it as it all happened. The transcripts of the conversa-
tions would result in a readable and substantial book to make available
to decision-makers, in the financial services industry and elsewhere,
insights from the inside point of view, thereby leading to a more
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X Preface

constructive and informed debate and perhaps even influencing deci-
sions in favour of sensible regulation that would reinforce stability not
undermine it.

Both having been risk takers turned risk managers, in banking and
investment management respectively, since the early 1980s, we had
therefore lived through a number of financial crises. This experience
allowed us to select and engage an interesting and impressive faculty
of interviewees, and to pose good, pointy questions that would fuel
debate.

We reasoned that, like us, our readers would want to know why
some developments since the crisis have been so disappointing. Like
us, they would like better to understand the sub-agendas that oper-
ate on decision-making in financial organisations, their regulators and
supervisors; to leverage the perspectives and insights of insiders and to
understand what is really going on.

Constructive debate necessarily entails a forward-looking orienta-
tion. That said, given that the aim is to mitigate the effects of a future
financial crisis, reflection on past events is inevitable and can be instruc-
tive. But the past must be kept in perspective, since the conditions that
prevailed then will not be repeated exactly in the future. To paraphrase
the ubiquitous risk warnings in prospectuses, the past is not necessarily
a guide to what will happen in the future. Learn from the past, but
don’t extrapolate from it.

Our first steps were to gather initial feedback and ideas — for prac-
tical execution as well as to crystallise our thinking about issues we
should address and that would emerge during our inquiry. In doing
this, we were struck by the general enthusiasm for the project (only
one person was not whole-heartedly supportive). This was of course
due partly to its likely commercial appeal, but more important was that
so many people saw it as a project that needed to happen. It seemed
that even more people than we had imagined agreed that a new level
of debate was called for.

Themes and questions

The next challenge was to decide how structured or otherwise the
conversations should be. Certainly, readers would benefit from some
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comparability between the views of each interviewee, which suggests
some structure; but interviews that are too constrained or structured
would risk limiting the potential for unique insights. What people
choose to talk about is as important as what they say.

This led to the idea of common themes, or threads, which would
connect the conversations while allowing scope for each interviewee
to address the issue closest to his or her heart. The themes were thus
conceived as parameters rather than boundaries.

In developing the themes, we were keen to leap-frog arguments
that are already well aired, such as conflicts inherent in the way many
investment bankers are rewarded. But where we found that we could
add a new perspective to an existing debate, we have done so, and
so we include themes such as the complexity of models for valuation
and risk, contradictions in regulatory regimes and possible unintended
consequences.

Lots of “brainstorming” and plenty of war stories later, about 20
somewhat inter-connected themes emerged. These in turn boiled
down to three macro themes: behaviour, models and regulation.

Within each theme, the challenge in framing the questions was to
be specific enough to give the interviewees something to get their teeth
into, but open enough to be relevant to more general issues.

Behaviour, the first theme, covers organisations and the people who
work in them — what is increasingly referred to as organisations’ risk
culture: how it regards risk. A good indication of an organisation’s atti-
tude to risk is the status it accords risk management. This seemed to
us a good place to start our questions too. Our experience of work-
ing in different organisations told us that this is about more than the
organisational hierarchy, it is also about the relationship between the
risk manager and risk takers — at all levels of the organisation, from
the dealer and the risk analyst to the CEO and the CRO. For exam-
ple, how equal are they in the event of a dispute? How equal can they
be? What mix of personalities works best? What organisational struc-
ture works best? Which day-to-day practices work best?

The next bloc of questions is about how well equipped the risk
manager is. How much has the organisation invested in the tools, and
the skills needed to deploy them effectively, both to measure and report
risk, and also to manage it? Aware that many readers are unfamiliar
with how risk models work, we have done our best to present these
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questions in a way that does not demand any technical knowledge.
(Technical explanations, for those interested, can be found in the
appendices.) We have therefore aimed for questions that steer clear
of the arcane details of risk measurement and focus instead on what
their users think of them. How useful are the risk reports that inform
supervisors, regulators and investors? The world is complex, should the
models be too? Should everyone use the same one, or does this lead
to herding that exacerbates systemic risk?

The last and most extensive theme concerns regulations. What is
likely to work and what is not likely to work? Why? What might be
the unintended consequences? Might there be a better way of doing
it?

Another challenge was to avoid imposing our views on the inter-
views. This is easier said than done, since we draw heavily on our own
experience to formulate questions. We therefore were at pains to couch
questions in as even handed a way as possible, to avoid leading the wit-
nesses. Nevertheless, we acknowledge that the very choice of questions
can affect the course of conversations. Even so, as each conversation
developed, our views are sometimes, unavoidably, drawn out.

Research

Reading around our themes and talking with friendly experts was an
adventure in itself. It uncovered a number of rich veins of research,
including valuable early and ongoing work on the theory of regulation,
original approaches to understanding and estimating risk appetite and
of calibrating market instability, as well as very thoughtful pieces on the
pros and cons of analytical versus behavioural ways of managing risk:
detailed VaR reports versus an hour in the pub with some traders.

Perhaps the most rewarding was that we learned about a number
of innovations that promise to address some tricky problems that came
up during our conversations. Because these innovations are concrete
evidence that some good has indeed come from the crisis, they seem
valuable enough to merit their own chapter. They are a stimulating
challenge to the book’s title.

For a selection of other books and articles that stood out, interested
readers are directed to the Further Reading section.
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Engaging the faculty of interviewees

Clearly the interviewees are selected to achieve the right complement
of perspectives, without regard for the views that they might hold.
They span banking, investment banking and investment management,
which together can be thought of as capital formation, capital trans-
fer and capital warehousing. Or, put another way, risk formation, risk
transfer and risk warehousing. We regard the three functions as insep-
arable and co-dependent in a capitalist system in the same way that
respiration and photosynthesis are mutually dependent in a world of
carbon-based life forms. The views from academia, regulators and
supervisors complement practitioners’ perspectives.

Cliché it may be, but modern capital markets do operate within
a single, global ecosystem. So we sought geographical diversification
— though in reality the debate is dominated by North America and
Europe, since that is where, for the most part, the crisis happened.

In an important sense, engaging faculty members was the easiest
part of the project. Our invitations almost all met with enthusiastic
acceptance, including two participants to whom we were unknown
before the interviews and to whom we had no formal introduction
— cold emails, in effect. This we received as an endorsement: people
really believed that the project was needed; we were genuinely flattered
that people of such calibre were so supportive! Nevertheless, two were
obliged to decline to be interviewed. Unfortunately they were from
the same geographical and professional group, which is therefore less
represented than we would have liked it to be. Otherwise, the faculty
of interviewees is a good illustrative sample of the financial industry.

Execution

Conducting the interviews was always going to be the fun bit of this
project, but it was much more fun than either of us anticipated. We
were genuinely delighted by how generous our faculty were with
their time and the frankness with which they expressed themselves.
Their initial enthusiasm did not wane throughout the interviews — if
anything, the opposite is true, and we hope this is conveyed in the
transcripts you are about to read.
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A number of things stand out from the interviews themselves. The
first is that nearly all our faculty attribute the success of their careers
to close contact with very thoughtful (and often now famous) people.
Many had the good fortune to be mentored or otherwise supported
by thought leaders in economic and investment theory. But in pon-
dering this luck we remind ourselves of the old adage that one makes
one’s own luck. If luck was involved, then it was, in each case, at least
matched by talent, discipline and hard work. Working with our faculty
was correspondingly stimulating and enjoyable.

Another thing that stands out is both the divergence and the com-
monality of views expressed in the interviews. We sought debate and
we got it! It was tempting at times to raise an argument that had been
put forward by a previous interviewee, but this impulse had to be con-
tained in the interests of giving approximately equal air time to each
point of view, and of not favouring subsequent interviewees over ear-
lier ones. This is more important than it might seem: due to the practi-
calities of travel schedules, an unfortunate side-effect would have been
that it would have favoured some continents over others, and any bias
so introduced might therefore have been systematic.

Some observers of the book’s gestation wondered aloud about the
“tricky” task of deciding in what order interviews should appear: first,
last and in the middle. Anyone who has organised, addressed or merely
attended a conference or seminar knows how sensitive this can be.
Exercising a mix of impartiality and judgement, we took the view
that each interviewee, or at least most, would give more emphasis to
some themes than to others, and that this would implicitly determine
where in the book their interview should sit, once the themes’ order
in the book had been decided.

For the order of the themes themselves, it seemed logical to apply
the order in which questions had been arranged, beginning with
behavioural themes, such as the relationship of risk management to the
rest of the organisation, followed by what we need to understand about
risk tools and risk reports, and what it all means for regulation and pol-
icy and how we approach the possibility (or certainty, depending on
your point of view) of another financial meltdown. Risk culture fea-
tures both at the start, with the place of risk management within indi-
vidual organisations; and at the end, with regulators’ increasing interest
in risk culture within organisations.
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It turned out that each interviewee did tend to favour some themes
over others, which is serendipitous, as it means that we were able to
avoid that delicate decision and let participants place themselves.

To complete the book, we needed to decide how much and what
kind of material we, as “authors”, should add. We believe that readers
are perfectly capable of deriving their own inferences and conclusions
from each interview, so we butted out, keeping our contribution to
each interview chapter to a bare minimum. At the same time, each
question and each answer derived from a narrative, or specific risk
management issue, to which many, if not most, readers would not be
privy. The Background chapter aims to provide a sort of primer on the
themes, and the issues concerned, so that readers from any background
can engage in and follow the conversations with a minimum of foot-
notes. Some of the background material supposes familiarity with some
technical detail that, if included in the text, most readers would find
an arcane disruption to the narrative, but cannot be left out entirely.
We compromise by giving an intuitive explanation in the appendices.

Setting the Scene opens the book with a reminder of what set off
the wave of regulation and reform of financial organisations, and why
a new level of informed debate is now needed. Our other contribu-
tions are the Innovations chapter and Further Reading section already
mentioned, and a final, Interpretation chapter, in which we bring the
various themes together and suggest some conclusions.

In Crisis Wasted?, we believe we have succeeded in our aim of
drawing out informed opinions. Readers will agree with some of the
views expressed and disagree with others. We invite you to express
your view on www.riskculture.today. We look forward to hearing
from you.
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Setting the Scene

Between 12 and 21 December 2006 the data for asset-backed securities
index futures (ABX 2006-1 AAA spread) showed a small but signifi-
cant departure from its normal daily pattern of price fluctuations. This
coincided with rumours that a trading division of a major US invest-
ment bank had expertly quit its collateralised debt obligation (CDO)
portfolio. Over the ensuing months, analyst reports began to circulate
that led some banks to delve into their loan portfolios to see if they
had exposures to these securities. What sparked this activity? The US
housing prices had begun to trend down, many “low start” loans were
approaching anniversaries when their interest payments would “step
up”. In February 2007, HSBC recognised the problem in its New
York branch with a $10.5 billion charge. Market makers reacted by
forcing a 350% increase in volatility.

Hitherto, the originating banks had bundled up these higher inter-
est loans and securitised them. The resulting pools of securitised debt
were re-packaged into CDOs, where equity and debt investors could
participate in a preferred tranche and trade off a levered return against
reduced exposure to losses on default relative to the overall pool of
loans. New products were dreamt up, such as funds that borrowed
to lever further the promised returns that would rid the originating
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2 Crisis Wasted?

investment banks of the inventories of higher risk equity tranches that
were accumulating in their books.

Underpinning the market were assumptions about average rates of
default that these loans would see. The US government had encour-
aged products like low-start loans as a means of providing home
finance to borrowers who had until then been excluded from home
ownership. With little credit history to draw on, analysts had to
strike an educated guess as to the likely number of defaults. From
the beginning of rapid growth in “no-document” loans in 2004,
it took until early 2007, when low interest payment inducements
were due to expire, for the divergent trend of high defaults to
emerge.

Possibly dismissed as “too soon to call”, the “low-doc” CDO
machine continued to revolve at a breakneck pace. Documentation
processes for these instruments, and indeed many other credit deriva-
tive contracts, fell way behind. The NY Fed called several round table
meetings to gauge the depth of the problem and set an agreed reme-
diation path. Yet new tickets' continued, seemingly unabated, to be
written.

Re-engineering the higher expected default frequency into secu-
ritisation and CDO models showed that these structures were over-
promising returns. Higher frequency of defaults, like peeling away the
layers of an onion, meant for CDO structures not only that regu-
lar interest payments to the investors were jeopardised, but that the
expected loss of all capital increased. Curiously to some, the valua-
tion effect was often most damaging in the so-called “super senior”
tranches, rated “AAA”.

By mid-2007, the approaching savage repricing had yet to occur but
the market place seemed to have reached saturation, and the new issues
market showed signs of imminent closure. Some structured credit
funds managed by the US investment house Bear Stearns imploded.
As if to preserve capital, banks began to enforce tighter underwrit-
ing standards across their businesses. There was little they could do
for loans already “baked into their book”, so the emphasis turned to
re-financings and holdings of traded securities.

This hardening of underwriting standards saw hitherto high-quality
securitisations or revolving finance facilities supported by even low-
risk assets, such as portfolios of shopping centres, falter (and borrowers



