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When Kevin Rodgers embarked on his career in finance, dealing rooms were seething with clamouring traders and gesticulating salesmen. Nearly three decades later, the feverish bustle has gone and the loudest noise you’re likely to hear is the gentle tapping of keyboards. Why Aren’t They Shouting? is a very personal, often wryly amusing chronicle of this silent revolution that takes us from the days of phone calls, hand signals and alpha males to a world of microwave communications, complex derivatives and computer geeks. In addition, it’s a masterclass in how modern banking works, for those who don’t know their spot FX from their VaR or who struggle to recall precisely how Monte Carlo pricing operates. But it’s also an account of thirty years of seismic change that raises a deeply worrying question: Could it be that the technology that has transformed banking – and that continues to do so– is actually making it ever more unstable?
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Preface

Some Disappointing Penguins

It was a quiet day on Deutsche Bank’s London trading floor sometime in the summer of 2012. That it was quiet was no surprise. The trading business moves according to the seasons, the day of the week and even the time of the day. January is always busy – Christmas, quiet. The first Friday of every month (when the US releases non-farm payroll data) is usually a big day as intense anticipation gives way to a frantic hour or so of activity after the release. Curiously, but consistently, the least interesting day of the week, statistically speaking, is Wednesday. But summers (barring a crisis) are always a snooze as customers, competitors and colleagues drift off on holiday and the energy drains from the market.

As usual, I was sitting at my desk on the trading floor rather than in my office and I was doing some kind of administrative chore. Maybe I was reading some research or answering one of the hundreds of emails that poured into my in tray each day (‘URGENT – Rescheduled GUI priorities meeting’, perhaps). Or possibly I was doing some online compliance training (‘Anti-money laundering basics: estimated time to complete, 30 minutes’) while occasionally flicking my gaze to screens showing the latest market rates. Whatever it was, I was not busy when the phone rang on my private line. It was a lady from reception and she was flustered. She was responsible for organising a trading floor tour for a group of the bank’s managers from the retail branches in Germany. These tours were commonly laid on for out-of-town visitors. If the visitor was some kind of VIP (a billionaire client, our CEO, regulators), the whole process was carefully choreographed and sometimes even scripted in advance. More middling visitors would simply be shown around by a guide, with no prior warning given to the folk actually working on the floor – it was a frequent occurrence to look up from my screen and suddenly find with a start that a knot of eager Cambridge undergraduates or a group of Japanese industrialists was staring at me intently.

That day, the receptionist’s problem was that the designated tour guide had called in sick and she needed a replacement – a senior replacement, since the party were all managing directors and, by custom, it was considered the proper etiquette to provide a similarly senior guide. Would I do it? Reluctantly I agreed and met the party at one end of the floor. They were a group of about a dozen men and women (median age about 40 by my reckoning), all serious, sober-suited and polite, who – as was usual with Germans – spoke English impeccably. The trading floor we were on was one of three in Deutsche’s London office. Each was stacked on top of the next like tiers in a huge wedding cake. One was given over to the specialised trading of equities, another one was for interest rate and credit products and a third – mine – housed Foreign Exchange, Money Markets and Commodities. In truth, all the floors looked practically identical: row upon row of seats in back-to-back aisles arranged over large, approximately rowing-boat-shaped rooms the size of football pitches. Regardless, I went through the practised stages of my tour smoothly. I pointed out where various teams sat: here was Money Markets; here Commodities; and last, proudly, here was Foreign Exchange, my department. I was starting to explain the various roles of the people sitting there when a lady in the group suddenly interrupted me: ‘Excuse me, I must ask you a question.’ All eyes in our little party turned to her. ‘Why …’ she said, indicating with a broad sweep of her hand the rows of oblivious traders and salespeople, ‘aren’t they shouting?’ For a split second I was completely confused (What? Why aren’t they shouting?) but then I saw the look on her face and understood in an instant. It was a look that, as a parent, I was all too familiar with – the unhappy, sulky look of a child unfairly denied a long-awaited treat.

A few weeks earlier, my wife and I had taken our youngest, penguin-obsessed son, Arthur, aged seven, to London Zoo. The aim was to watch penguin-feeding time but we were too late. Instead of watching penguins merrily cavorting and jostling, diving and hopping in pursuit of fish, we merely saw the somnolent after-effects: replete and frankly lacklustre penguins engaged in the slow, lethargic process of digestion. My son’s almost tearful expression of disappointment that day was now mirrored in the face of my German colleague. She had heard about trading floors. She had thought she knew what to expect. There would be excitement. There would be people on two phones simultaneously. Maybe there would be some swearing or some wild, primitive gesticulation! Certainly there would be a great deal of shouting. Instead, this! A sea of people tapping on keyboards, walking slowly to and fro, chatting at normal volume: a great susurrating nothingness. I understood that her real question to me was this: why is your zoo so damn boring? Why indeed? I stammered out some words about it being summer and a bit slow and so on, and with that the tour went on and reached its conclusion.

Later, when I was back at my desk, I started to think again about her question. Although it was true that it was summer and therefore quiet, in reality that wasn’t actually why people weren’t shouting. These days they practically never shouted, I thought. Years previously, when I started out in my career, every single move in the markets, each economic data release, each unexpected news item was accompanied by a deafening wave of noise. But latterly, even in the chaos of the crisis in 2007 and 2008, the volume of sound only rarely reached the heights I would have heard on a fairly ordinary day in the early 1990s. Why? The answer, I realised, was computers. Looking around me, I saw people talking to each other via computers in emails and in chat rooms. Computers were doing some of the tasks that used to be assigned to traders by making prices automatically. Deals were being booked, and their risk often managed, on and by computers. In short, computers had, in all but the direst emergency, reduced the need to shout anything at all. And they’d done more. Compared to the start of my career, they’d altered the very markets themselves: the types of products that were being traded; the types of clients trading them; the types of competitors; even the backgrounds of people employed on a trading floor. In that moment of recognition, other questions began to occur to me. Had these changes occurred elsewhere? What effects had they had? More darkly, did the widespread use of computers have anything to do with the crisis that had engulfed banking a few years earlier? Answering these questions is, in part, the aim of this book. But I get ahead of myself. Why should I be able to provide any answers? Some introductions and explanations are needed.

In the Machine

My name is Kevin Rodgers and I was a banker. I didn’t grow up wanting to be a banker. Like many small boys in the 1960s, I wanted to be an astronaut. Sadly, NASA’s desperate worldwide appeal for pencil-thin, almost comically short-sighted seven-year-olds never reached my primary school in a suburb of Bristol. To make up for this, I spent my time poring over and copying out hugely complicated diagrams of the innards of spacecraft and aeroplanes and building elaborate models from Lego and Meccano. I’ll admit it; I was more than a bit geeky. During my teenage years I tried to tone this image down by playing the drums in various bands – something I hoped would help me to get girls more effectively than displaying my knowledge of the hydraulics of the Lunar Excursion Module. Looking back, I’d give this plan a solid B-minus. When the time came for university I read engineering. It seemed natural: my father had been an engineer and so had his father before him. I found I had an aptitude for it all. After graduation, I started my first job building large and complex computer systems for oil and chemical companies. This was extremely interesting work, if not exactly lucrative per unit of effort, given the often insanely long hours involved. After four years of doing it, business school seemed like a decent throw of the dice since I had heard, as had all my classmates, that MBAs always earned more money after graduation than they had before – a state of play which I, for one, was all in favour of. At business school I excelled in the finance courses I took. The – to my eyes – comforting and rather beautiful mathematics of the subject appealed to my engineer’s sense of order. The slightly louche glamour I imagined would cling to the process of placing bets with enormous sums of money also appealed (most probably to the drummer in me) and in 1990, after the MBA, I ended up taking a job in London as a trader at the US bank Merrill Lynch.

My specialism at Merrill was trading currency options, a form of financial instrument used to insure against, or speculate on, movements in the foreign exchange (FX) markets: markets which were then, and still are now, the biggest in the world. Oddly, as soon as I started work and then in every job after that, each market I traded seemed to heave, spasm and buck as soon as I arrived to trade it. Foreign exchange in 1990 and 1991? Invasion of Kuwait and the Gulf War. In 1992 and 1993? The destruction of the ERM, then one of the market’s great bond busts. You get the picture.

In 1993, I left Merrill to join another US bank: Bankers Trust. Bankers Trust at the time was regarded as the leading derivatives house in the world. I worked in my speciality of FX until 1997, then I moved over to the newly created Emerging Markets department. With my angel-of-death-like ability to be close to the centre of any trouble, I was soon caught up in one of the market’s greatest ever crises as first Asia, then Russia, then a huge hedge fund called Long-Term Capital Management dragged the banking industry to the brink of disaster in 1998. The market was saved by intervention by the Federal Reserve and, in the chaos, Bankers Trust was purchased by German giant Deutsche Bank. It was here, at Deutsche, from 1999 onwards, that I was to spend the rest of my career.

Having moved banks, my ability to find trouble diminished – at least at first. I had been promoted to managing director in the dying days of Bankers Trust, mainly as a reward from my grateful managers for making (or, probably more pertinently, not losing) a ton of money in the Russia blow-up. This fancy title, although it pleased my mother no end, didn’t really mean a great deal at Bankers Trust. It would be inaccurate to say Bankers Trust was disorganised, but it was true that rank didn’t matter a great deal and everyone from low to high was expected to pitch in and make money. At Deutsche Bank I found to my surprise that, due to Germanic efficiency and literalness, a managing director was expected to do quite a lot of managing and a fair bit of directing too. My role therefore changed from that of a (fairly expert derivatives) trader to that of a manager of traders.

I found that I was actually rather good at managing traders and handling all the other aspects of the managerial job. The most important of these was overseeing the automation of the business. The world was changing. The power of computers was rising steadily and the Internet was becoming mainstream. The fundamental strategic decision to be made by banks was how to use computers in business. My experience building computer systems and my general unreconstructed nerdiness now came in handy. Although the systems I had once built would have looked laughably old-fashioned to Deutsche’s 21st-century computer boffins, we at least spoke approximately the same language. Because I had a natural bent for this most vital of business tasks, over the years I was promoted to do various, gradually bigger roles. These were all connected with Foreign Exchange (where I had started my career at Merrill) and Commodities, in which Deutsche Bank made a big push from 2002 onwards. Finally, having survived the events of the 2008 Great Financial Crisis and the years following it unscathed, the last and largest job I did before I retired in 2014 was running the bank’s FX business globally. By many measures ours was the biggest and most successful FX business in the world.

In the last few months of my career before retirement I began to think more deeply about the questions that had popped into my mind after the German trading floor tour – about how computers had changed products, markets and even culture in the banking industry. This book examines how banking changed during the course of my career through the lens of my own experiences.

People and Computers

In most books about banking, computers rarely feature at all, except as bit players. If you think about it, that is surprising, since – these days at least – a bank is in essence nothing more than a lot of people and a collection of legal contracts represented on some very complex computer systems. Put simplistically, banks are just people and computers; all the rest is nice to have but not essential. If that statement surprises you, consider this: virtually all the money you get paid, save or spend is not physical in any sense whatsoever but is merely an abstract representation in ones and zeros on some bank’s computer system somewhere. A symptom of this is that I myself have not been into a physical branch of the institution I bank with for many years, nor in that time have I seen a person who works there with my own eyes. Asking around, it seems I am not atypical. In days gone by a bank was defined by its great vaults, its glossy headquarters or its extensive branch network. Increasingly, a bank’s true crown jewels are held in the form of bits and bytes in unremarkable data centres on light industrial estates in anonymous suburbs. Similarly, the multi-headed menagerie of mortgages, mortgage-backed bonds, collateralised debt obligations and credit default swaps that teems and writhes through the story of the 2008 Great Financial Crisis was nothing more than a huge number of legal contracts represented abstractly in the innards of thousands of computers. To understand banking, therefore, you must understand how computers have changed and redefined the industry – how they have eaten it.

This book starts with an explanation of how and why automation affected one important corner of finance, the foreign exchange market. I concentrate on FX because I know it well and I was an eyewitness while dramatic changes were happening; indeed, I was instrumental in some of them. That said, the lessons of FX apply to all financial products to a greater or lesser extent. Some of the changes automation has brought about have been beneficial, but others have not. What is definitely the case is that computers have fundamentally altered many markets from top to bottom.

In the second part of the book, I go on to set out my view (initially suggested to me by my German colleague’s question) that the huge rise in the power of computers and telecommunications in the 1990s was the essential precursor for the crisis of 2008. Why is that? Faster computers encouraged the development of more complex derivatives, allowed the fragmentation and ‘daisy-chaining’ of deals and thus led to the huge growth in the size of many markets. Faster computers also tempted banks to rely on quantitative risk measurement that was fundamentally flawed and that tempted some of them to take on too much risk and operate with too much leverage. Last, more powerful computers have allowed banks to grow (since, in theory, technology means that they can still be managed centrally) and become ‘too big to understand’ and often ‘too big to fail’. There have been lots of books about banking since the crisis and in them the themes of complexity, leverage and size have become familiar. But although these explanations are good on the ‘why’ of the crisis, they are less good on the ‘when’. How is it that the crisis happened when it did? The focus on computation gives one plausible answer to that question – in short, the crisis of 2008 would not have been possible without the computers of 2008.

The last two chapters explore a number of questions arising from these two stories. What was going on inside banks that led to these linked developments? How was banking culture changing? Where were the regulators when it was all happening? No book about banking should ignore ethical questions or the multitude of scandals that have surfaced since the crisis and this one doesn’t. How did they come about and what part did computers play in them? How should we stop them happening again? More importantly still, will there be another crisis and what may cause it? Finally, the book describes some of the measures that are being taken to fix banking and sets out a couple of modest proposals of my own. The edge of pessimism of this chapter (springing from my belief that another crisis is, in time, inevitable) is lifted slightly by the concluding thought that new technological progress and new competitors may lead, within a new regulatory environment, to a better banking industry in the future.

Truth and Reconciliation

I was intimately involved in most of the developments that I describe in this book and at least a first-hand observer of the rest of them. The stories are therefore told from my perspective. That said, in order to sharpen the accuracy of my memories or to provide a different perspective I have interviewed a few dozen of my former colleagues and competitors to get their views. Some, who are either comfortable with being named or who are so associated with the story I am telling that they are documented in the public domain, have been identified by their first names. Others go by pseudonyms. Yet more are quoted completely anonymously – there is a great deal of reticence about publicity in banking circles these days. I’d like to take this opportunity to thank all of them: you know who you are.

One incident from one interview in particular stands out. It was while I was having dinner with my old colleague and friend Rhom, a thoughtful and perceptive man with whom I have worked, off and on, for 20 years. As the meal came to an end, we began to talk about what had gone wrong with banking. He bemoaned the infantilism of most post-crisis debate on the subject: the unthinking defensiveness of bankers; the generalising hostility of the press, public and politicians. ‘What we need in banking is what they had in South Africa,’ he said as he sipped his coffee, ‘we need a Truth and Reconciliation process. Much more terrible things were discussed in that than ever happened in finance and South Africa managed to move on. We just need to figure out calmly what went right, what went wrong, and how to fix it. It’s too important not to.’

I agreed with him then and I agree with him now. It is in that spirit that I present this book.
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PART ONE

Reduced to the Absurd – Automating FX


CHAPTER 1

The Strange Extinction of Mickey the Broker

Oh, What a Night!

My memory of turning up to work in the first few years of my career was that I was generally bleary-eyed as I walked into the office. In large part this was because my day, like that of every other FX professional in London, started early. Foreign exchange is traded around the clock; there is no opening bell. The earlier you get in, the earlier business destined to be transacted with traders in Asia can be transacted with you. Back in the 1990s I would typically be at my desk around 6.45 in the morning or earlier still if a lot was going on. I was probably a fair bit later than that one day in 1993, however, because as I stepped onto the Bankers Trust trading floor I heard my normally calm and unflappable Irish colleague Padraig bellowing my name. What the hell was happening? I broke into a jog then a sprint as fear gripped me. We didn’t have any particularly terrible risk on the books and, according to my portable ‘clicker’ (a primitive plastic unit the size of a matchbox which showed live indicative FX rates), nothing much had been going on in the markets overnight or as I walked in from the Tube. But as I got to my desk, Padraig’s pale blue eyes were bulging in excitement: ‘Quick! Frankie Valli! Four Seasons! Is it September or December?’ he yelled at me. ‘What the fuck are you talking about?’ I replied, gently. ‘Is it September or December back in ’63?’ he went on, then, seeing my irritated bafflement, he explained.

For reasons unknown, two spot brokers at a firm called Marshalls had been discussing a Frankie Valli and the Four Seasons song called ‘Oh, What a Night!’ But then they got into a dispute about whether the song refers to a night in ‘Late September, back in ’63’ or, alternatively, ‘Late December’. The thesis and antithesis of this important dialectic had, sadly, not reached synthesis. Voices had been raised. Testosterone levels had spiked. There was no agreement. The brokers’ clients (of which Bankers Trust was an important one) had been polled over the phone and there was an even split of opinion. Perhaps inevitably, money had been wagered and so by the time I had strolled, then sprinted, into the office, thousands of pounds from all over the market were stacked up on both sides of the argument. So what did I think, asked my friend, what was it, September or December? By coincidence, I knew the answer with 100 per cent certainty. My wife (then and now) was born on Christmas Day, 1963. The Four Seasons’ song had become a sort of private joke between us. Knowledge is power, as they say, or, more accurately in this case, money. ‘Is the betting still open?’ I asked Padraig urgently. He thought it was. I raced to the desk of our chief spot dealer and clicked the button to allow me to speak to a broker at Marshalls who was running this particular book. After some delay (most people who cared had bet already) he found someone to take £300 on September to offset my bet on December. Satisfied, I walked back to my desk and got to work. It was late in the afternoon before the matter was finally settled. Someone at Marshalls obtained the number of Frankie Valli’s record company and managed to get a definitive ruling from a confused but compliant junior employee. The answer, as I knew full well, was December. The winners and losers were notified and I got my money handed to me a few days later in a pub. And, yes, since you ask, it was a very special night for me.

Now, if you are under 30 years of age, or even if you are older but have forgotten what the world used to be like, the first thing that might strike you as peculiar about this story is this: why didn’t they just look the answer up? Indeed, if such a dispute had arisen at any time from about 1996 or so onwards, a quick look on the Internet would have yielded the answer. As a test, I just used my iPhone to search for ‘Oh What a Night lyrics’ and got the correct wording within a few seconds. But, of course, in 1993 very few people had heard of the Internet and it was certainly not available inside banks. The information that was needed to bring the great September/December trade to settlement was not readily available. To modern eyes that looks odd. But for me the really quaint detail of this story is the appearance of spot brokers and the firm of Marshalls.

Spot brokers were employees of so-called interdealer brokerage houses; one of the biggest of these companies was Marshalls. Their role was to put together deals between banks in the FX spot market. For this the banks would pay a commission and the brokers themselves would be paid a fraction of that as a bonus. Spot (where one currency is exchanged for another for delivery in two business days) is arguably the single simplest product in the whole world of banking but, despite this, it was, and still is, the most important part of the FX market. When you hear on the news that ‘the pound weakened today against the dollar’ it is the spot market that is being referred to. Spot brokers were some of the biggest stars in FX. Their job of matching buyer and seller for hour after hour, deal after deal, though monotonous, required immense concentration and speed of thought. One well-known broker’s party piece each evening was to ‘check out’ (that is, confirm all the deals he had done during the day) with Bankers Trust’s traders purely from memory. Given that he would typically have done hundreds of trades, this amounted to the equivalent of memorising several pages of a telephone directory, daily. The best and most successful brokers were paid spectacularly well. Legends abounded: the broker who had given his desk assistant a £50 note to get him some lunch and ‘something for yourself’, only to wait for an hour and see his junior return with a beef sandwich and a new shirt. The broker who, on being asked by a US-based realtor how he would pay for a property he’d just bought in Florida, responded, ‘Two hits – June and December.’ The brokers with Ferraris or Lamborghinis or Aston Martins; the brokers’ restaurant bills; their hangovers. In many ways, at the start of my career, spot brokers were the FX market.

And now, today, they are gone. Although a tiny number of spot brokers still exist to broker some peripheral, illiquid emerging markets currencies, the vast majority are no longer employed. Marshalls, the spot brokerage house par excellence, has been subsumed within another larger firm, and its name has been erased from the market’s consciousness, save in the memories of some ageing old-timers. Spot brokers have gone for exactly the same reason that my story’s other odd and archaic element (lack of ready Four Seasons lyric data) has gone – the rise in the power of computers and the spread of information. How did it happen?

When You Trade You Begin With A B C

To understand how spot brokers became extinct it is important to understand how the FX markets work. It is possible that you already know this very well, in which case feel free to skip through a few pages. It is more likely that you have as little idea as I did when I first stepped onto the Merrill Lynch trading floor in the spring of 1990. True, having specialised in finance at business school, I was bursting with knowledge of Ito’s lemma, stochastic calculus, rational markets and the capital asset pricing model. That meant nothing. It was like I was claiming to be prepared for the Tour de France because I’d studied Newton’s laws of motion and a treatise on advanced metallurgy. I needed a practical guide. Luckily, I had one to hand in my first boss, a young Frenchman named Loic. If you imagine asking for ‘a young Frenchman’ from central casting, Loic is who they would send you. By turns garrulous and moodily silent, good-looking, his elegantly turned-out frame usually wreathed in a cloud of fumes from the Marlboro Reds he chain-smoked all day long, he endeavoured to educate me on the ways of banking and FX.

He explained to me that, although banks make money from a bewildering number of different business lines, every one of those business lines could be categorised as using one of two underlying methods. In the first, a bank provides a service for a client in return for a fee. This is known as the ‘agency’ model. A classic example might be advising on a merger; an example from outside banking would be an estate agent finding you a house to buy. What is important is that, as an agent, the bank (or the estate agent) doesn’t take any risk. The bank never owns the company at any stage but merely helps someone else buy it. The bank is being paid for its people’s expertise. Loic had little time for the Merrill Lynch bankers and their agency business: ‘They are photocopy monkeys, Kevin. They went to the right schools and have nice cufflinks. Besides that? Nothing.’

The second type of business does require the bank to take risk. (We, in FX, were one of these; Loic was naturally keener on this model.) In these businesses, a bank will deal on its own account and attempt to make a profit by obeying the age-old adage of ‘buy low, sell high’. This is known as the ‘principal’ model. Most parts of a bank operate on this basis. The core activity of taking deposits and making loans is a principal business. If you borrow money from your bank, the bank is at risk. In part, that is because the money the bank itself has borrowed in order to lend it to you might have a different maturity to your loan, or it might have a floating interest rate versus your fixed one (or vice versa). This is ‘market risk’. But primarily, the risk comes from the fact you might not pay back the loan. This is ‘credit risk’.

Away from the aeons-old business of lending money at interest, many large banks run various trading businesses, most of which use the principal model. Merrill Lynch was no exception. Merrill’s bankers traded bonds; they traded interest rate swaps; they traded loans; they traded short-dated deposits. Loic would take me around the cavernous trading floor during quieter moments and point out where all these businesses were located, their staff hunched over tightly packed rows of desks. These tours were useful, but the most vital part of the education I got from Loic in those first few weeks was about how our department, FX, functioned.

‘You have to imagine’, he once said, waving his cigarette in emphasis, ‘that we are on a great big production line. Clients and deals come in one door, we work on them, and they leave through another.’ I nodded eagerly: this was like the value chain from business school! I was back on familiar territory.

First of all, he explained, there were a number of activities that happened ‘pre-deal’. Researchers provided reports outlining their views on the market, for example. There were teams of people working in the background who ‘adopted’ new clients (that is, sorted out all the paperwork and made sure that they were not drug smugglers and the like and – vitally, to reduce credit risk – made sure that they had enough money to cover any losses). But the most important purveyors of ‘pre-deal’ services were the salespeople whose job it was to speak on the phone to the bank’s customers. These days, FX salespeople are virtually all expensively educated, well dressed and charming. Back when I started with Merrill, they were well dressed and charming too, but the degree of education was, shall we say, a little less uniform. The waves of MBAs and PhDs that had begun to break over other areas of banking in the 1980s had not yet washed up on the shores of FX to any large extent. Early in my career one of the most senior salespeople I dealt with was Bev, a one-woman tsunami of chat and charm who had worked her way up from the back office she had joined aged 16. Perpetually tanned and habitually encrusted in a medieval monarch’s ransom of gold, diamonds and other gems, Bev spent every moment of every working day on the telephone to her hedge fund clients. The word ‘persuasive’ conveys but a wan shadow of the effect of her patter. Bev, like all salespeople, needed to do two things while on the phone: first, to tell her clients what was going on in the market and, second, to advise them when and how to access it. The first of these is crucial. Rather like the brokers being in ignorance of the lyrics of Frankie Valli songs, Loic explained that all but the most sophisticated clients didn’t really have a clue what was going on in FX. They couldn’t see the prices at which currencies were trading. Even the really switched-on clients (major corporations, hedge funds, pension funds etc.) who had eye-wateringly expensive subscriptions to market data services like Reuters, Bloomberg or Telerate could only see indicative levels (posted manually by banks) for a subset of the most widely traded currency pairs. The salespeople were their eyes and ears into the reality of price formation and liquidity. And it was the pricing and transacting of deals that was, and is, the core of the business.

Central to this ‘dealing’ part of the production line were the FX traders. We all sat together in two rows of seven seats segregated into three subgroups according to our specialities. First, and most important, were the spot traders who sat across from me. Each had a currency or currency pair that he (it was inevitably a ‘he’) was responsible for. One did the Swiss franc, another the Japanese yen, for example. The royalty of the spot desk were the traders of dollar/mark and of Cable. Dollar/mark was the exchange rate between the US dollar and the German mark, which, because of the global clout of those two huge economies, was the most heavily traded pair. Running it a close second was Cable (the exchange rate between the British pound and the US dollar), which, as Loic told me on my first day in the job, got its slang name in reference to the transatlantic cable that had once transmitted information between New York and London. Now, although some spot traders were university educated, many had career paths that were similar to Bev’s. Not that this mattered one jot. Success as a spot trader was more a matter of stamina, quick wits, a cool head and native cunning than any knowledge of Milton, Goethe or the atomic weight of molybdenum.

The second set of traders was found on the forwards desk; they sat to my right. A ‘forward’ is an exchange of one currency for another at a date in the future. Three things determine the correct price of a forward for a particular currency pair and date: the spot rate, the interest rate of currency one and the interest rate of currency two. Thus, because the parameters of their market were more various, the typical forwards trader was, by and large, a somewhat more cerebral beast than his equivalent in spot. One in particular, an Italian in his thirties called Maurizio, was exceptionally well read and had an obsessive and encyclopedic knowledge of military history, which he would discuss at length on the flimsiest pretext. ‘Kevin, this-a market reminds me of the attack on La Haye Sainte’ was one typically odd utterance.

Last, and regarded as the most cerebral of the lot, were us options traders: Loic, a Swiss chap named Bernd and me. Although only a small part of the FX market (options make up around 5 per cent of the total volume of FX), there was always a mystique about the products we traded. They were considerably more complex than spot (what isn’t?) and came cocooned in their own impenetrable silken web of jargon: call, put, straddle, strangle, strike, pin, vol, smile, skew, theta, gamma, vega, delta, rho, and so on. Maybe as a result, or maybe because all three of us were university educated and a touch geeky, our colleagues regarded us options traders as odd fish (indeed, with my master’s degree in engineering and an MBA, I was considered to be an overeducated freak). I’m pretty sure that the older members of the spot desk thought there was something just a little bit effete about us. One spot trader named Ian almost choked on his tea when he found out I was a fan of West Ham. ‘You like football?’ he goggled. ‘I’d have thought you’d be more into …’ (he paused as he visibly struggled to think of a sport unmanly enough for me) ‘l dunno, lacrosse or something.’

Fun in the Jumper Market

So how did trading actually happen? The trigger was commonly a request from a client for a price. The request was transmitted over the phone to a salesperson, whereupon said salesperson would stand up and yell across the trading floor – it was quicker, and louder, that way. Sometimes the request was just for a ‘level’ – that is, a non-binding indication of where a particular exchange rate was currently trading. As you will recall, many clients didn’t really know where the market price was and so this was a useful service. Most times, however, the request was for a binding ‘price’ at which the client could subsequently transact. It might have crossed your mind that there is an inherent problem with clients not knowing at what level a market is trading: how could they keep the bank honest? It certainly crossed mine and I pumped Loic for answers. In part, he said, they did it by pitting banks against each other. Dozens of banks provided FX services in cut-throat competition and most clients would talk to five, six or even more of them. A phoned request to a couple of FX desks simultaneously would do the trick. But the chief way clients kept banks honest was to ask for a ‘two-way price’. To illustrate how this worked, I’ll repeat the explanation Loic gave me all those years ago. I like it because it uses a real-world transaction and shows – as was Loic’s intention no doubt – how odd two-way pricing is.

Imagine, he said, you walk into a shop that sells jumpers, or ‘sweaters’ if you are American. You find one you like and you ask for a two-way price. The assistant quotes you, ‘38 at 40’. You can pay the ‘offer’ (aka ‘the right-hand side’, ‘the top’, ‘the lid’) of £40 like any normal shopper, hand over the cash and walk out with the jumper. Alternatively, you can ‘hit the bid’ (‘the left-hand side’), whereupon you’d whip out a plastic-wrapped medium lambswool in navy blue that you’d bought elsewhere, hand it to the assistant and demand £38. Two-way pricing means you can either buy at the offer or sell on the bid. Now let’s say there are lots of jumper shops nearby all selling identical products – you are in the fabled ‘jumper district’. If the same jumper in all the nearby shops is trading at 34/36 (that is, you can buy a jumper for £36, sell for £34) then you are presented with a chance of a profit: you could buy your navy lambswool in a rival shop for £36, run across the street and hit the first shop’s bid at £38. In return for the slight risk that the 38/40 emporium could have a change of heart about its pricing policy between you accepting the jumper in the cheaper shop and managing to sell it, you could make a quick £2 and, as an added bonus, not end up with a jumper to lug around. Do that often enough, for industrial quantities of jumpers, and you would quickly get wealthy. In this fictional world of two-way pricing of jumpers, it would be important for every shop to keep track of what every other shop was quoting – where the jumper market was trading, in other words. As a customer, you would be confident, as long as the difference between a shop’s bid and offer – the so-called ‘spread’ – was not too wide, that you were buying or selling at an approximately fair rate. If you weren’t, then someone would be putting themselves at risk like the 38/40 shop we just saw.

It was two-way pricing that gave customers confidence in the FX market where spreads, even back in the early 1990s, were already very, very tight. A typical two-way quote for a ‘clip’ of $10 million of dollar/mark might be 1.6820 at 1.6825 Deutschmarks per dollar. This means that if you were to buy $10 million it would cost you 16,825,000 Deutschmarks; if you were to sell $10 million you would receive 16,820,000. The spread of 5,000 Deutschmarks amounts to approximately 0.03 per cent (or three one-hundredths of 1 per cent, aka three ‘basis points’) of the notional – that is, the size of the deal. To make life easier, most of the numbers in the rate were rarely spoken out loud. The price we just saw would be quoted as 20/25; these are the ‘pips’ and so this price is 5 pips wide. The 1.68 piece of the rate would be left unsaid and simply understood. The number 8 in this piece of the price was commonly referred to as ‘the big figure’; the number 6 was occasionally referred to, if it was referred to at all, as the ‘big, big figure’; and, as far as I know, the number 1 had no name whatsoever. No name, but a numinous kind of occult significance: changes in this number for major exchange rates (for instance when Cable broke above 2.0000 in 1992) were greeted by the FX market with the same mix of superstitious awe, fear and excitement with which I imagine primitive man would have greeted a solar eclipse, or the eruption of a long-dormant volcano.

Once he’d been asked for a two-way price by a salesperson on behalf of a client, how would a trader decide what he would quote? Loic gave me some pointers but ultimately, in his mind, there was no other way of learning this most vital of skills than by pure trial and error. ‘You try. You see how it goes. It’s simple, no?’ To help me learn, I was briefly asked to leave the rarefied world of options trading and do a stint on the spot desk. It was in the summer; some traders were on holiday and one was ill. Loic’s boss, an immensely likeable Italian called Michele, believed that it would be a good experience – toughen me up, that sort of thing. Instead, it damn near killed me. Despite the fact that it was relatively quiet and I was trading Japanese yen (which was not a huge market focus), I found the constant hours of concentration intensely difficult. I didn’t disgrace myself but nor did I excel and after a couple of weeks I was grateful to return to options where I belonged. That said, the lessons it taught me on price-making lasted my entire career.

The process of providing prices to customers (or ‘making rates’) needed to be done at breakneck speed. Early in my stint on the spot desk I hesitated fractionally too long in replying to a bellowed request from Gary (a large, bull-necked salesman who’d joined the desk after some time in the army). This made Gary unhappy: ‘You’d better get fucking quicker at this if you want to make a living out of it, mate!’ was his loud and helpful advice. To ‘make a rate’, the first and most vital piece of information I used was the current market price for the exchange rate of the currency pair I was being asked on (usually dollar versus yen). I would have some clue about this from deals I had already done recently and from deals I had seen my colleagues do in other, related, currency pairs. For instance, the prices of dollar/mark and of dollar/yen were somewhat correlated since the biggest driver of the price was demand for dollars. But the best source of information was the broker market. Traders would often place bids or offers with the brokers simply to find out what other banks were doing (or to manage risk, as we shall see). The brokers would then keep up a constant stream of chatter about these rates and about any deals banks transacted with each other. This information would be broadcast through loudspeakers (called ‘broker boxes’) on the trading desk via open phone lines linking bank with broker, thus providing a steady bedrock of decibels above which the din of the trading floor would need to rise. Noisy though it was, the brokers’ chatter would provide me with an idea of the current rate; my next decision would be how wide the spread should be.

Spreads were, to some extent, a matter of custom. There was an accepted price for relatively small deals in the most heavily traded pairs. Beyond that, it was purely up to me on a deal-by-deal basis subject to the extreme competitive pressures of a very heavily banked market. The size of the deal mattered – the larger it was the more risk I would be taking and so the wider the bid-offer spread. It mattered whether the market was relatively calm or whipping around in a frenzy. The more volatile, the more spread was needed to protect the bank. Last, the type of client played a part. Certain clients were considered ‘important’; these clients commanded tighter than normal spreads (so-called ‘aggressive prices’) as a result. Salespeople, who were acting as their clients’ mouthpiece as well as being employed by the bank, were caught in the middle of any dispute about spreads. ‘I need dollar/mark in 200,’ shouted a salesman once to an expert but irascible trader of the old school named Gus. (By 200 he meant 200 million; nobody actually says ‘million’ on a trading floor.) ‘I’m 25 at 35,’ came back Gus after a few seconds thought. ‘Oh, come on,’ shouted back the salesman, ‘this is for a top client; I need an aggressive price.’ ‘An aggressive price?’ Gus replied, standing up, his voice gradually rising both in volume and in pitch to reach an ear-splitting, fire-alarm scream. ‘OK. I’m 25 at 35, you fat, bald, useless, TWAT!’ I can’t recall whether he dealt or not.

Actually, it was vitally important for me to know instantly whether I’d dealt after making a price. Because
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