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PREFACE

In most areas of employment, professionals learn about their industry by starting
with a text which gives a broad sweep of the whole industry and provides a guide
as to how all the working parts fit together. They then advance to specialised texts.
Finance, unfortunately, has become so focused on its various ‘silos’ that most
people in the industry start by focusing on a specialised text relevant only to the
narrow area they will be working in, without first developing an overall mind map
of the industry, its functions, its inter-connections and its structure. They may learn
the intellectual underpinnings of finance - EMH, CAPM, M&M, Black-Scholes,
etc. — at university, but without gaining any real understanding of the limitations
of models as nothing more than ‘idealised’ representations of the real world. They
are also likely to have learned only about a world in which risk can be ‘calculated’
mathematically rather than about today’s world of increasing uncertainty.

In this new world, finance theory is less useful than it once was. Indeed, once
rational expectations theory and the efficient market hypothesis have been
mastered, the most valuable practical insight today may be to understand the
circumstances in which these theories may lead to entirely wrong investment
conclusions as a result of market failure and the consequent misallocation of
resources. It is unlikely that at university many people would have covered the new
world of developed market sovereign finance, which has moved into the difficult
territory of structured finance, voluntary write-down and collective action clauses.
Today even politicians need to try to understand these arcane concepts; thus I
have written some chapters and case studies to give at least a flavour of the issues
in this political/financial area.

I have focused on trying to fill a ‘gap in the market’ for a book on the industry
as a whole and thereby to produce a text that combines the needs of both industry

? Frank Knight, in his key work Risk, Uncertainty, and Profit (1921) Boston, MA: Hart,
Schaffner & Marx; Houghton Mifflin Company, established the distinction between
risk and uncertainty: ‘uncertainty must be taken in a sense radically distinct from the
familiar notion of risk from which it has never been properly separated. It will appear that
a measurable uncertainty or risk proper, as we shall use the term, is so far different from
an unmeasurable one that it is not in effect an uncertainty at all' Thus Knightian uncer-
tainty is unmeasurable, i.e. it is not possible to calculate uncertainty, while risk is in prin-
ciple measurable. The impact of the financial crisis and the eurozone sovereign debt crisis
would both fall into the territory of uncertainty rather than risk. In such an environment,
investors tend to shun all risky securities, which hence can be substantially mispriced.
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professionals and those undertaking the study of finance at university. There
should, of course, be no divorce between these two groups — professionals and
students — who are indeed often one and the same but at different stages in their
career. Their needs are similar in that both need an understanding of markets
(credit and capital) of organisations (commercial and investment banks, asset
managers, insurers and financial infrastructure providers) and of governance and
regulation.

What I have tried to do in this text is to cover the three interrelated aspects of
the business® of finance:

v how markets should work: competition and price discovery, but also market
failure;

v how organisations should work: cooperation and integration within and between
companies, but also company (bank) failure;

v how governance should work: the social, political, corporate governance, risk
management and regulatory framework within which markets and organisa-
tions are permitted by society to function, and which are designed to ensure
that markets and organisations function as they should, but also the implications
when they fail.

Today we also have an additional issue: that of the governance of nation states and
of the eurozone grouping of nation states not working as was intended and the
impact of this failure feeding back to markets and banks. This destructive feedback
loop between states and financial firms, particularly in the eurozone, is one of the
key unresolved issues of our age and impacts all major countries including the US
and China.

Professionals, in particular senior executives, regulators and parliamentarians
with responsibility for the finance industry, need to understand not just particular
job functions, products or markets but this complex industry as a whole. They
need to think in terms of all three of the above aspects individually but equally
in terms of their interrelationship. At the same time they need to understand the
elements of specialised areas with which they are not conversant and in partic-
ular recent developments such as securitisation, synthetic ETFs, dark pools,
algorithmic trading, peer-to-peer lending as well as more traditional areas such
as risk management, private equity, M&A, IPOs and derivatives, all of which are
covered in this text. Finally, as new regulations such as Basel III raise the cost of
bank intermediated finance, I cover the disintermediation of credit intermediaries
(banks), the consequence of which is an ever-increasing proportion of financing
being provided through capital markets and also through the so-called shadow
banking system.

* This is a modified version of the way in which the Dean of the Yale School of
Management, Edward Snyder, sees the world of business in general, not specifically
finance. He has been quoted as saying that business schools have taught the first two of
these aspects very successfully but that the third is the real challenge.
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This book is a guide for those industry professionals who are:

¢ about to move into a managerial role and, although well-established and
successful in a single area of finance, understand that they will not succeed
without a good understanding of the industry as a whole, new products and
markets, regulatory pressures and issues relating to strategy development but
also for;

¢ those who are just entering the industry, such as those on a graduate training
programme, who need an industry-wide perspective plus an understanding of
new developments, before focusing on their speciality.

It is also intended to assist students and their teachers:

¢ on an MBA programme, which may in the past have used traditional finance
textbooks which ensure an understanding the EMH, CAPM, M&M and Black-
Scholes but may not provide an understanding of how the industry works in
practice, the limitations of financial models or issues related to governance;

¢ onan MSc in Finance programme which has a wide range of specialist theory
courses, but which also requires an understanding of the practical application
and limitations of that theory;

¢ in the final or penultimate year of a BSc business or management programme
where students need to understand the finance industry as potential users of
its services, rather than as potential employees in the financial services industry
who also require highly specialist programmes.

Last, but by no means least, it is for those who have a need to know, such as lawyers
and accountants who service this industry, regulators (and parliamentary commit-
tees) who oversee it and, importantly, financial services industry employees who are
not in the ‘front office’ but in key functions such as financial control, product control,
operations management, treasury, I'T and compliance and who need to understand
the industry, its products, the risks it creates and how to minimise them.

This is a ‘modern’ text in the sense that it covers all the major developments
in markets in the period from the year 2000 - the year which seems to have been
the starting point for many of the developments which led to the global financial,
eurozone and US government debt crises — up to the start of 2012. But by the term
‘modern’ I also mean a contrast with the past when the credit and capital markets
were treated separately in different texts, since authors frequently had experience
of one side of the financing business but not the other. Hence we had texts on
‘money and banking’ and others on ‘capital markets’ but with the ‘cross-over’ areas
of securitisation and shadow banking being omitted. Today it is important to see
credit and capital markets in an integrated way which is manifest in the new organ-
isational structure of some investment banks where lending and capital markets
are both within the investment banking department.

In a book of this nature, chapters on regulation of firms and markets are as
important as chapters on the firms and the markets themselves. I therefore
have one chapter on regulation of firms and one on regulation of markets. The
re-regulation of both areas following the financial crisis and the failure of existing



regulation to avert it, has led amongst other things to what is known as Basel I1I,
the Volcker Rule (the Dodd Frank Act), ring fencing of the UK’s retail banks,
regulations requiring the majority of derivatives transactions to be undertaken
on exchange and cleared through a clearing house and may possibly lead even to
taxes on financial trading in the EU. That regulation of risk taking is necessary (if
the financial crisis alone was not sufficient to suggest this) is probably exemplified
by the recent case* of the large loss ($2.2bn over just a few weeks and possibly a
much higher loss by the time positions are unwound) in the unit of JP Morgan
which was supposed to hedge the bank’s exposures to risk (the Chief Investment
Office). JP Morgan is believed by many to be the best managed bank in the United
States with the best risk management systems yet at the time of writing; this loss
suggests that risk management is still as much an art as a science and, worryingly,
probably even less effective in many other banks than in JP Morgan.

A book of this nature can be no more than an introduction to the issues in
today’s financial markets. This is a dynamic industry and always in rapid flux. Any
reader who really wants to understand it needs to ensure that they follow devel-
opments throughout their career. It is only by doing this that a person will stand
out in the corporate environment as someone who understands the theory® but
also has his or her ear ‘close to the ground: It is such people who are likely to be
singled out for promotion or for a management role. The Financial Times (FT)
has by far the best analytical articles of any newspaper and is, of course, also very
up to date. For those who are unable to purchase paper copies, it is also available
electronically worldwide and can be read easily on an iPad. You will notice many
references to the FT in this book, and these represent some of the best insights
into the issues in today’s markets. The other publication is The Economist. This is a
weekly publication which has an excellent finance section. It also publishes special
reports on, amongst other areas, finance. It too is available electronically.

Today I would say that we are in The New Age of Uncertainty. This is a similar
phrase to that used by one of the world’s best-known economists, Professor John
Kenneth Galbraith of Harvard University. The Age of Uncertainty is a 1977 book
and also a television series, co-produced by the BBC. Galbraith acknowledges
the successes of the market system but associates it with instability and social
inequity. Today we once again have to face these same issues of financial and
economic instability and social inequity but on a much greater scale than in 1977.
But more specifically in the field of finance we are facing a world in which the
financial models which have pervaded the mindset of bankers and regulators and
governed decision-making for some 50 years, and in particular our framework for

* Reported in the press on 10/11 May 2012.

* I cover the necessary finance theory, though relatively briefly, in particular the rational
expectations hypothesis and its cousin, the efficient market hypothesis (though I also
cover market failure), the capital asset pricing model and its application in contributing to
the reduction of the risk premium in new financing, and Modigliani and Miller’s theory
of capital structure and the issues it raises in relation to bank capital structure and moral
hazard resulting from the ‘too big to fail’ doctrine. These theories are all essential to under-
standing finance, but as many readers will have already covered them I will not go into the
depth that some specialised textbooks do.
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risk management, no longer provide the certainty we once believed they gave us.
We have shifted, as we noted earlier in this Preface, from a world of measurable
risk to Knightian uncertainty.

Another major difference between this book and many others is that it has a
fully global perspective rather than just covering the US markets with a brief nod
to the existence of ‘overseas’ markets, as is still the case with many older texts.
Clearly my own experience is European though; as I have worked for a number of
US commercial and investment banks, I have a good understanding of their modus
operandi. I have also taught Chinese, Korean, Thai and other Asian students at
Henley Business School for many years and provided teaching and consulting
services to investment banks and asset managers in Beijing, Shanghai, Shenzhen,
Seoul, Taipei, Dubai and Riyadh which I hope has given me a more global perspec-
tive than many authors. Today there is a symbiosis between the Western world,
which is short of savings and in particular of risk capital, and the Asian and Middle
Eastern worlds, which have surplus savings and may be willing to act as ‘patient
investors’ with a long-term horizon provided the expected return on such invest-
ments is commensurate with the risk involved. Their sovereign wealth funds are
increasingly becoming the investors of last resort for equity-starved banks and
other financial institutions. This symbiosis has become a key feature of the second
decade of this century, but it also brings new risks to both sides.

Parts I-1II cover the core of the banking/investment banking business and in
particular capital allocation and liquidity creation through bank credit, shadow
banking and primary and secondary capital markets. Collectively, these three
sections are relatively self-contained. Parts IV-VII, which comprise the remainder
of the text, are essentially on risk management, governance and control. Risk
management covers managing risk in both investor portfolios and financial-sector
firm balance sheets. Governance and control covers internal firm governance but
also, and importantly, external control over the internal capital allocation process
via the market in corporate control. This is the mergers and acquisitions market
and, closely related to it, the private equity business with its unique governance
and control structure. In the most regulated industry in the world an under-
standing of regulation is important and is a key aspect of governance and control.
Finally I cover fundamental changes in the industry structure, ethos, ethics and
performance which has been ongoing over the past quarter century but has been
manifest most dramatically since the year 2000.
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