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Preface

F inancial Risk Management started as one thing and has ended as another. I
took up this project with the primary aim of making risk measurement and

management techniques accessible, by working through simple examples,
and explaining some of the real-life detail of financing positions. I had
gotten fairly far along with it when the subprime crisis began and the world
changed.

I had already begun to appreciate the importance of liquidity and lever-
age risks, which are even harder to measure quantitatively than market and
credit risks, and therefore all the more important in practice. In the subprime
crisis, liquidity and leverage risks were dominant. Had the subprime crisis
never occurred, they would have had an honorable place in this text. After
the crisis erupted, it became hard to think about anything else. To under-
stand why liquidity and leverage are so important, one needs to understand
the basic market and credit risk models. But one also needs to understand
the institutional structure of the financial system.

One aim of Financial Risk Management is therefore to bring together the
model-oriented approach of the risk management discipline, as it has evolved
over the past two decades, with economists’ approaches to the same issues.
There is much that quants and economists can learn from one another. One
needs to understand how financial markets work to apply risk management
techniques effectively.

A basic aim of the book is to provide some institutional and historical
context for risk management issues. Wherever possible, I’ve provided readers
with data from a variety of public- and private-sector sources, for the most
part readily accessible by practitioners and students. One of the blessings
of technology is the abundance of easily obtainable economic and financial
data. The particular phenomena illustrated by the data in the figures are
important, but even more so familiarity with data sources and the habit of
checking impressions of how the world works against data.
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Some themes are developed across several chapters, but can be read in
sequence for a course or for individual study:

� Recent financial history, including postwar institutional changes in the
financial system, developments in macroeconomic and regulatory pol-
icy, recent episodes of financial instability, and the global financial crisis
are the focus of all or part of Chapters 1, 9, 11, 12, 14, and 15.

� Market risk is studied in Chapters 2 through 5 on basic risk models and
applications. Chapter 7 discusses spread risk, which connects market
and credit risks, Chapter 11 discusses model validation, and Chapters
12 through 15 discuss liquidity risk, risk capital, the behavior of asset
returns during crises, and regulatory approaches to market risk.

� Credit risk is studied in Chapters 6 through 9, which present basic
concepts and models of the credit risk of single exposures and credit
portfolios, and in Chapters 11, 12, and 15, which study credit risk in
the context of leverage, liquidity, systemic risk and financial crises.

� Structured credit products and their construction, risks, and valuation,
are the focus of Chapter 9. Chapter 11 continues the discussion of
structured credit risk, while Chapters, 12, 14, and 15 discuss the role
of structured products in collateral markets and in financial system
leverage.

� Risk management of options is developed in Chapters 4 and 5 in the
context of nonlinear exposures and portfolio risk. Chapter 14 discusses
the role of option risk management in periods of financial stress.

� Extraction of risk measures based on market prices, such as risk-neutral
return and default probabilities and equity and credit implied correla-
tions, is studied in Chapters 7, 9 and 10, and applied in Chapters 1, 11,
and 14.

Financial Risk Management is intermediate in technical difficulty. It
assumes a modicum, but not a great deal, of comfort with statistics and
finance concepts. The book brings a considerable amount of economics into
the discussion, so it will be helpful if students have taken an economics
course.

Each chapter contains suggestions for further reading. Most of the texts
cited provide alternative presentations or additional detail on the topics cov-
ered in Financial Risk Management. Some of them treat topics that couldn’t
be covered adequately in this book, or in some way take the story further.
Others are suggested basic readings on statistics, finance, and economics.

I’ve had the good fortune of working with wonderful, smart people for
the past quarter-century. The Federal Reserve System is home to some of
the brightest and most hardworking people I’ve known, and the citizenry is
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lucky to have them in its employ. RiskMetrics Group was a unique company
built on brains, quirkiness, and a sense of mission. Working at two hedge
funds added considerably to my human capital as well as my life experience.

Many of my former colleagues, and others, made extremely helpful
comments on early drafts. I thank Alan Adkins, Adam Ashcraft, Peter Ben-
son, Harold Cline, Emanuel Derman, Christopher Finger, Alan Laubsch,
Jorge Mina, Jonathan Reiss, Joshua Rosenberg, Peruvemba Satish, Barry
Schachter, David Spring, Eugene Stern, Peter Went, and an anonymous re-
viewer. Students in my risk management course at Columbia asked many
excellent questions. My editors at Wiley, Bill Falloon and Vincent Nordhaus,
have been helpful in countless ways. I absolve them all of responsibility for
the myriad errors that surely remain. I would also like to thank Karin Bruck-
ner for designing the dust jacket, and for marrying me.

The views expressed in this book are entirely my own and are not
necessarily reflective of views at the Federal Reserve Bank of New York or
of the Federal Reserve System. Any errors or omissions are my responsibility.


