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Introduction

The financial markets industry has undergone tremendous
changes over the past few years. The main drivers for change have
been, and continue to be, globalization, advances in information
technology and telecommunication. With the current trends in
mergers and acquisitions creating larger and larger institutions
and the developments in technology, the pace of change within the
industry is accelerating. The resulting competitive and challenging
environment makes it imperative that financial institutions under-
stand the risk that they are facing and have effective controls and
procedures, systems and skills in place to deal with them.

The developments in technology provide financial institutions the
ability to analyse and react to market information much more
quickly. The continued development in data management and
data analysis techniques and capabilities along with changes in
communication technology mean that market data and rate move-
ments are available to all institutions almost instantaneously
across the globe. The ability to receive, assimilate, analyse and
react to this flow of information will provide the key competitive
advantage to an institution.

While market and credit remain the key focus of risk manage-
ment, the importance of operational risk in this volatile, high
volume, and high technology environment is also enhanced.
Organizational structure and culture along with technical infra-
structure and staff commitment and skills play an increasingly
important role. In this environment, the presence of a strong and
an effective risk management infrastructure is of paramount
importance to a financial institution. This not only requires the
development of robust models for monitoring market and credit
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risk but also new approaches for understanding and managing
operational risk. The nature of operational risk is that it does not
easily lend itself to quantitative measurements and analysis.
Therefore, in developing risk management infrastructure, institu-
tions need to adopt a pragmatic approach that utilizes the best
available tools and technology as well as common sense.

The purpose of this book is to outline what is important in terms
of risk management and to focus on operational risk as a key
activity in managing risk on an enterprise-wide basis. While risk
management has always been an integral part of financial activity,
the 1990s has seen risk management establish itself as a key func-
tion within banks and other financial institutions. With greater
emphasis on ensuring that money is not lost through adverse
market conditions, counterparty failure or inappropriate controls,
systems or people, risk management has become a discipline in its
own right within financial markets.

The current era of risk management is synonymous with the
development of the derivatives markets. Two key events in the
early 1970s provided impetus for the increased use of derivatives.
The first was the collapse of the Bretton Woods agreement in 1973
that led to a system of more or less freely floating exchange rates
among many of the major trading countries. The subsequent
requirement for the measurement and management of foreign
exchange risk led to the development and increased use of deriva-
tives products. The second key development in 1973 was the pub-
lication of the ideas underlying the Black-Scholes formula that
provided the conceptual framework and basic tools for risk meas-
urement and management.

The introduction of financial derivatives products on the Chicago
Board of Trade (CBOT) and Chicago Mercantile Exchange
(CME) during the 1970s and early 1980s and the introduction of
currency and interest rate swaps in 1981 and 1982 paved the way
for the explosion in the use of derivatives products for portfolio



