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5 'Dg’:atvMéssi‘s; Cur’:y,' chanke', 1an;d ’»Gruenberg:'

T hl:: luter otfcrs comments rggardm your agencies’ proposui mics io mzplemem o
tevised regulatory capital rcqmrements for the financial institutions you oversee, including rules.
fm\plcmemmg the Dodd-I rank Wall Street Reform ami Consumer Protection Act ("Dedcl -F r'mk
: Act ) and agrc;.meuts msmg, imm ﬁlc Base} Comm:lteﬁ on Bankmg, Supemsxon. :

d Dcdd—i rank \‘s"lil Slrca: Rcform and Cunsumcr Prosccnnn Act (Dadd-FranL Act) i’ L. 1 1 ”0.) codtﬁed at iy
US.C.§ § 8301 et seq. (2010). »
Tlu. B.;.sel Cammlitw on Banhmg %p\.r\'xsmn (BCB&;}, firs csiabhshcd in

’muat be zmpigmcnted b‘ . ndw dual mcmher coumm.s uqmg3 nalmnal laws and t;guiat:ons Sec "!«Ixs&ow of 1¥1e :
Basel Commiliee and Membc.rsth,” BCBS, htpiwww.bis orubcbmlsstew htn.  Over time, the: Basel :
Comuuuee has mued four sets of capzldl standarde Basell 4ssue:fl in 1988, pwvuh.d the first uuemaueml capaal ‘




While these commems reiate to a number of your proposed rules, they are partlcuiarly
focused on the three proposed “Regulatory Capital Rules™: (1) Regulatory Capital,
Implementation: of Basel II, Minimum Regulat ry Ca pital Ratios, Capital Adequacy, Transition
- Provisions, and Promp‘ Corrective Action (“Ba R, (2) Standardized Approach for
Risk-Weighted Assets; Market Dlsc1p1me ant DISGIOSHTGY andardized RWA N?R”), and (3)
Advanced Appr oachcs Rxsls-ﬂased Cap1tal Rule;jMarket Rlsk Capltal RuIe (¢ ‘Advanc@d ' :
» Appmaches NPR”) o

The purpose of th:s letter is to express s* ppor 'f ail three proposed rules Wthh seek to
strengthen capital requirements for U.S. barks,® ular, this letter expiams how arecent
" investigation into JPMorgan Chase Bank supportﬁ many of the provisions in the proposed 1 ruicq _
Tn addition, since both the proposed rules and a parallel set of rules that took effect for certain -
other depoeltory institutions as of January 2013 (hcremaﬁer “January 2013 rules’ 93 will requlre
further interpretation s they are implemented, this letfer takes the opportunity respectfuliy o

offer several recommendatlons to strengthen those 1mpiememation afforts

(‘i} Lzm it Exnesswe Bank Dlscretmn (}ver Mode]s. To prevent modei mampulatmn, '
v wfaclhtate cost cffectwe regulatory oversxght d.nd ensure adequate capxta] le "ls, o

icapltal 'models , _ _
: (2) ) Assess Bank Use of Multlple Base VaR Mudels Reguiators shouldassess .

.»lvwexghts w;th the cap1ta1 charges authorzzed for “penmtted activmes” undci the ‘. | o
Volcker Rule . -

;standard.s Basel 11; issued in’ ]999 rev;sed the rst ACCort
‘strengthened capltai standards related to secu
. rigis; and Basel 111, issued in 2010, provided a’ bmad e o
~ Supervision,” BCBS hitp://wvw.bis.orgfbehs/index htm i1t ] xstory of Basel. Accords), October 2011 .
~“Progress report on Basel III unp[ementatlon ? BCBS htm !www b:s,;ora/nnbilbcbszo‘.’a Ddf o

:3 77 Fed, Reg, 169, 5279'7 (Aug 30, 2012) » - o
“1d. at 52888. ’ - .
3 Jld.at 52978. . ' »

% For the purposes of this. letter “banks” mcludes msured deposlzory mstltntions together with iheiron and otf
balance sheet afﬁhates and- snbsxdm;es, including hoidmg companies, affiliated: broker-dealcrs -and investment

funds.



http://www.bis.org/bcbs/index.htm
http://vvvvw.bis.ore/publ/bcbs203.pdf

4y Requxre Credlt }}erwanve Heégmg Documentatwa. Te prevcnt confusmn
regulatory dnsputes, or malfeas _ce m connecﬁon ith i
derivative is . risk '

- require banks to prowde v oranequs.doc v 143
‘assets whose credit risks ar being miti ated, 'show how the credxt denvatlve lowers
bank risk, and demonstrate that the creditv_denvanve quahﬁcs for favorable

' accountmg treatment as A de[,_ ,cated hedge. ' : :

’ ,"iSubcammlttee Investlgatmn '

The w S Senate Permanent Subcomnnttee on Inv&snganons, winch [ chaJr has

' *conducted numerous investigations over the 3 years into financial markets and ﬁnanmal

: -mstxtutmns, including releasmg reports and hoidmg hearings on the recent financial cns1s and
telated denvahvcs activities, commodmes trading -’--_banic anﬁ-money }aundermg activities,” and .

- bank participation in schemes to facilitate tax evasion.'’ These investigations provide. detailed

. case histories offering ms1gh1:s into how financial msﬁtutmns actually operate, the nsks they '
i‘mcur, and thelr abﬂity to v\flthstand downturns and uncxpected losses.

Most recently, the Subcommutec canducted a b1pamsan mvesugation of a complex " c; of N

».“JPMorgan Chaé.é Whale ’I‘rad{:s A Case H1sto:y of Denvatwcs Rlsks and Abuses,
“hearing on March 15,2013/ M- Tha mvestigatlon uncovered detailed new lnfcrm' tio

. » »’JPMorgan develeped and used1 ’

o Corruptmn out of the Umted States 8, Hrg 11-540.(

Market.” S.Hrg, 110:235. (3um: 25 ami July 9,2007). .
4 See, &:8., U.S. Senate Permanent. Subcommlttee on Invesugahons“ “UES \ u!nerabtl‘itr
Drugs and Terrorist Financing: HSBC Case History,” ;

Money Laundenn ; A Case Study of Qppommitx
- 1P3ee, & g., U.S. Senate Permanent Subcommittee on I
Obtammg the Names of U.S. Clients with Swiss Ateg
~ How Offshore Enhttes Dodoe Taxes on. U 8. Stock Dmden By

Transacnons Funded and Facxhtated by U S F:nanclal Instmxtmns g;, 107 32 (Ian 2 2003) :
o 1 «JPMorgan Chase Whale Trades: A Case Hi story of Derivatives Risks and Abuses,” U, S Senate Permanent
Subcomm:ttee on Investigatlons (€ 5/’70b) (heremat’ter “Levm-McCam Report’ )




(D Tradmg cred.lt denvatlves can be a high nsk actwlty even when condu(.ted by
: tradmg e‘(pe_r{s, . o o _

(2) R,zsk and capital madels prowde powerfui toois to mfiuence bank conduct
' ‘,’_(3) : 'Some risk models have pmven accurate-m predxctmgr nsk-'-and doilar .iosses :

: 4 Some rzsk and capxtal models have: been mampuiated to understate bank nsk and
' capnial requnemcnts : .

(5)  Weak ban}c model development pmcedmes undenmne the mtegnty of thelr resnlts -
~and justify. stronger modei reqmrcments . o

©) Some bank pcrsonnel dxsregard nsk wammgs even at a bank w1th a reputatwn for '
B sound nsk management . . .

g ‘Due to their relevance to the proposed rules as well as other rules intended to strengthen ‘ -
U S bank capn:ai requirements, this letter Tequests ﬂwt the enciosed Lewn-McCam Tepott,
’ ! armg exhlbxts, and ali otherr 3 ' ¢ g matenals be cons;dercd as'mcl 1

o 7vof the most semor executwes at fhe bank Among other achvmes, the CIO mvests the U S .
- bank’s excess deposits, a portion of whlch are: fcderaliy msured by the Federal Deposn lnsurance; BT
g ’SCorporatlon (FBIC) ’ . '

in New York h1re and superwse '
- space as JPMorgan’s London bar
- with other SCP trades, were execute : B oL
 money from thc U S bank’s excess deposzts, a pomon of whlch was FDIC msured

- To »anal:fze nfsk;and estabhsh -.approprx;at‘e ns:k..l.zrmts;gthe C;IO?s L‘Qndon; ;qfﬁgggged L
JPMorgan’s Value-at-Risk (VaR) and other risk management models and software. The CIO’s:




* London office also relied on risk management personnei in both Londcn and New York. To '
determine its compliance with regulatory capital requirements, the CIO’s New York and London.
- offices used JPMorgan’s standard models and software, mcludmg the models used to calculate
Risk- chghted Assets (RWA) and its key. components, VaIR, stress VaR the Comprehenswe '

: R:sk Measure (CRM) and Incremental Rlsk Cha:ges (IRC)

} Thc whalc trades took place overa three~month permd from January o March 20 12
“after whlch the Chief Investment Officer, Ina Drew, ordered all Synthetic Credit Portfolio
* trading stopped. During those three ‘months, the notional size of the SCP trading book tnpled
ﬁ:om about $5 1 b;lhon to about $1 57 b;lhan The London ‘traders conductcd cxed;t denva‘aves :

: »SCP tradmg book contamed a hlgh nsk nix of over one hundred d}fferent credzt denvatlves, R
: ;mferencmg investment grade and noninvestment: grade corporations in the United States, Europe -
: and Asaa specxfymg a vancty of matumy dates and exte;ndmg ﬁom one’ to ten yems m duratlon '

In January 2012 the SCP tradmg book began i mcumng ‘;ustamed losses As ﬂle quaxter' '
,g;:whﬁe the losses per day were generally under $1 O mzlimn on a few days _

" bank’s i)re-tax earmngs through September Those iosse, whtch w,,
prog uced by the SCP inits ﬁrst five years combmed took place ina 1elat1; 4
’ -,envuonment ’ . . S '

| . : »:Powerfui Tools

e One key product of the JPMorgan whale u'ades mvestlga’ucn is a wealth of ewdence ‘
» vfdemonstratmg that risk and cap1tal regulatory reqmrements can: exert a powerful mﬂuence Gver o
+ ‘bank conduet. . . - Co

Numerous mtema} bank emails; memoranda. and a.nalyses ﬁom 2011 and 2012 show that--‘ -
, ;semor JPMorgan managers spem‘ s;gmﬁcant t;mfc, and resources caiculatmg R

. fplans to reduce RWA totals For ex
v adlrected the bank’s Chief Investment Office )
, .»amounf The head of the. CIO Ina Drew, responded by d:

12 See LeVm-McCam Repon at 93 ‘

" See, e:z., testimony of Jamie D;mun, ‘A Breakdown in R}sk Management What
Chase?* before the U.S. Senat :
2012) (“ln Dccembe:r 201 1 as p it

ent Wrong at JPMmgan N
Hrg-.»;l 12-715 (June 13




posmo ‘ by 1 urchasmg certam long posﬁ;ons in the expectaﬁon that the offsettmg asse' ; would : -

1% See Levin-McCain Rey

Symhetm Credit Porlfoho (SCP) whmh regwtered a hsgh RWA totai and dewse ways to reduce

*submxssxon for {the] ﬁrm that is acceptab[e {to reguiators] for an mcréésed {smck] buyback
- pian , o . , , .

In response CIO nsk ma.nagers quantxtatwe analysts and denvatlves traders. spent

- consxderable time working to-understand the bank’s RWA _model and its component parts,
: ’analyzmo the SCP’S RWA and Workmg on Ways to Iowe: the SCP’S RWA :

~ One opmn was to reduce the size of certa;n SCP positions over a relanvely bncf penod _

of time: To d1spose of those positions, the CIOs tra ers provided. bank ) management with cost
- ,esumates ranging from $400 million to $516 million."® ‘Ms, Drew told the Subcommiittee that,

: mformed of the hlgh casts assoclated W1th dlsposmg of SCP poslti_ons she. %sked the
g saie ik

." Executmn of thzs plan led to tbe:whaieitrades which _mclud

) offer powéfful toois to shape bank conduct The evxdence alse 1ndlcétes that the proposed

28, htip /fﬁles shareholder.com/downloads/ONE/19345776 19x0x628656/4cb574a0-obf5-4723-9532-
 625e4519b5ab/Task_Force_Report. pdf; Levin-McCain Reportat 64, footnote 405. -~ -
e Subcommmee Hearmc Exhlhxt 46, 19!22/2011 email from Ina. Drew to coﬂeagues, “Rwa” JPM—CiO-PSI

0000(}34

s See, e.g., Lavm»McCam Report at’ 62 JPMoroan Chase Task orce mterwew of ano Iksﬂ CIO (partlal 1eadout3 o
. tothe Subcoinmittes on 8/27/2012); 12/28/201 1 email from Javie :
" RWA Target Reduction.ppt,” JPM-CIO-PSI 0000037, at 039; 201

- 35% proportional unwmd of the [SCP] woulé resy
~ than $500 million™).

i-Artajo, CIO, to Ina Drew, Clo; “10B: o
y Chase Task Force Repoit, at 28 (*[A] -
, 10" bxlimn RWA reducnon, but couid cost. shg,htlv mare

16 Subcommittee interview of Ina Drew CIO (9/?/2012}, Levm-McCamRepo‘ At
Hearing Exhibit 7, 1/10/2012 email from Ms. Drew 1o Mr Martm-Artajo “[ntema
09-3:’111-2012 s ]PM~CIO—PSI,GOOGOT5 Lo

at 7576, 79, 81- 82 84

Sf:e aIso Subcommxttee .
Credit Consolidated P&L

¥ See Levin-MoCain Reportat 75-76, 79, §1-82, 84,

o Snbconnnntee Hearing Exhibit 23, 3/30/2012 emml from Achriles Macns to his CIO co] teagues “symhenc credit

~ ¢risis dction plan,” IPM-CIQPSI 0001221,


http://files.shareholder.com/downIoads/ONE/I934577619xOx62S656/4cb574aO-Obf5-4728-9582-

e ’;C‘iO nsked’annnai losses totaling $6.3 billion,”" That figure represented an increase of

Regulatory Capxtal Rules prowde an u’nporiaﬁt eppomzmty, not only to mcrease bank capztal ‘but
also to create mcentxvcs to reduce bank risk. -

' Mndel Accuracy

A second key product oi the. JPMorgan whale trades mvestlgat:” 5t
“bank risk models can accurately predict risk: Aand doliax losses, provi‘ i
tools for bath bank personnei and regulatms :

nis evidence that some
g useful risk management

The best: example mvoives the mode‘z develoz ed by J}’Moruan s Quant:tatlve Reseaxch
. (QR) office to calculate the bank’s Comprehensxve Risk Measure (CRM) JPMorgan did not nse
: CRM as a day-to-day nsk management tool but beoause 1t pmwded key mput mto RWA '

. a year, w1 h»a 99% ]evel of conﬂdence

At the end of February 2012, t’n CIO’S CRM levels su&de:nly shot up, prechcﬁng hat the

pe od{of iess than seven weeks = A’f‘the time, a senior' CIO risk manager ER

and “garbage v Whe the.

: ;consequence fhe IO’s mcrcasmg 1ts Sgn hetlc Credut Portfoho by $33 bdlmn
~derivatives the seven-week perwd At the Subcommittee’s hearing, as
: ﬂmanagel testl :d that, while he had. dismissed it at the time, the February 2012 $6.3 billion
tion tu out to be accurate 2 Had the bank hceded the CRM Warmng : ‘h' g,

| » March wlucb magﬁlﬁed the bank’s nsk and subsequent losses

, A second risk: model this one used to caleulate VaR results ~ also pmVed accmate in

o :predzcnng increasing levels of risk. Usmg historical prof t ané loss data, JPMorgan developed a
VaR model that quantified the total amourit of money that a portfoho of assets could be expected -

- fo lose over the cmnse ofa smgle day in oxdmary market condltmns wzﬂx exther a 95% or99%

» ,2° See LevvacCam Repor& at 186; Subcommxttee mtcrvxew of c
- (1072572012), See also 8/30!12 Jomt !‘mai
. {defining :RM) S f, .
~* See Levin-MeCain Report at 188 Subco; ninittee He
’ Martm-ArtaJo and-others, “CIO-CRM Results JP \
2 Subcommittee Hearing Exhibit 49, 3/8/2012: emal
Results,” JPM-CIO-PS1 0000373, S
 Subcominittee Hearing Exhibit 4’7 3!212{} 12 emall from Peter Weﬁand
JPM-CIO-PSI0000338.
- # Subcommittee Hearing Exhibit 47 3/7&012 emaﬂ from C S Venkata’im hnan to. Ina Drew ami athers, “CIO
_ CRM Results,” TPM-CIQ-PSI. 0001815,
# See testimony of Peter Wuiand Subwmmmee hearmg (3/ I 5/7013)

,S Venkataknshnan, JPMorgan Chase

C ’kﬂmanager, “CIO CRM Results n




level of confidence. % In .Ianuary 2012, the bank’s then standard VaR-95 model showed: the CIO
to be experiencing increasing levels of risk which, by the end of the month, breached, riot only
the CIO’s VaR limit, but also the VaR limit established for the entire bank.” 7 Rather than heed
that tisk warning, however, CIO personnel ctiticized the standar R model for overstating tisk -
- and convinced the bank o ailow the CIO to unplemcnt : newV ! modei which produced much
lower VaR results.®* Four months later, in e bank d vined that the new CIOQ
model significantly understated the : and reinstated the prior VaR
model® When the Subcommxttee prepared 4 chart compax g the two models, the chart showed -
ot only that the two produced very different results over time, but aiso that the earker VaR '
' »vmodel ‘was much more dccurate inits portrayal of rlsk than the iattcr ”

In short tbe JPMorgan wha]e tradcs mvesﬁgahcn demonstraies that bank rlsk models can

o jpmwde highly useful risk. mfoz‘matlon’ and that some models are more ‘accurate than others. The

sign ficance for the proposed Regulatory Capltal Rules is that best practices can increase the-
‘accuracy of risk and capital models, and ihe rules should be des:gned and 1mplemented to
| promote bank use of best practxces

' :"Y,Mamgulatmg Model

- »reductmn stmtegxes Essentlally, hlS p;:oposal was to change t’hree component models that fed -
- into: the RWA model to reduce the CIO’s overall RWA outcome by an estimated $7 bﬂh, '
The three component- models calculaied VaR stress VaR and CRM results for the CIC}’
, portfahos meludmg the SCP. . :

% evin-McCain ’Report at 166. See also 12 CFR Part 3, Appendm B; Secnon 2 (deﬁnmg VaR) A stress VaR
model performs the same calculation for-a market undergoi ,g a hlg;h level of stress
# Seg Levin-McCain Report atl73. A . o
% See id. at 179-180.
» See id, at 185 » :
¥ Seg chart companng new and old modeis Levm-McCam Report at 181
3 Subcommittee Hearing Exhibit 46, 12/22/201 1 email from Javier Martm-Artajo CIO to Ina Drew and Jotm
,VVﬂmGt, CIO “RWA Tranche Book ¥ IPM-CLO-PS1 00 032+
32 1d, Incomparison, he recommended changmg the SCP’s actua} derivative posmons to' achteve an- RWA reduct:on
of only $2. bﬁlwn Id '




Two weeks aﬂer that initial proposal, in January 20}2 Bruno Tksil, a CID traderin
London, followed up by sendmg Ms. Drew a presentation that included @ chart comparing the
CI0’s RWA when calculated using the bank’s standard. RWA model versus a model then under
development by the CIO. % The resentation stated that the SCP?s RWA when using the bank’s
standard model was $40. 3 billion, while under the CIO’s model it would be about half that
amouni SZO 9 bllhon 34 'Ihe'next av, Mr Mar!:m—vArtajo‘sent Ms. Drew. an emal utlining four
panying dst estlmates The four optmns

| vportrayed as producmg lcwer RWA more qmcklyz and at a lowcr cost compaxed to the bank’ :
'_'standard RWA modcl : : ‘

VaR Model Change. Earlwr i 201 1, even before the “ odei reducnon strategws were :
proposed to semor CIO management CIO personnei had taken acuon on one of the sﬁategles ‘

,'se“ or quanntanve anaiyst Patﬁck Hagan, to creaie new modeis to calculate theLIO’s VaR and " -
» »str ' ssv VaR results, w1th the goal ef producmg 10wer outcomes for both 38 : . -

the new model was dsveloped brmg fhe CIO info compliance Wlth Basel 2. 5 maléng o
: %'refercnce to the gaal of also iowermg the bank’s VaR results 3 - .

S fh December 201 1 emaxi and January 2012 ﬁhart Subcomm;ttee mter\new of Patnck Hagan (21
B Sub mm fee Hearmg Exhiblt 8,

wa “not reabsttc,” because it was far fmm clear thac the bank’s QR group wou‘ld adopt the mode¥ changes he was
' advocatlng Subcommittee i mtervxew of Pamck Hagan CIO (2f7/20[3)

# Subcommittes Hearing, ; i
“Credit book Decision Tableé -
# See Levin-McCain Report at 168-1 69 _Sub’ ommmitte
0 " See Levin-McCain Report at 169 201 JPMoraan‘ »

d X 0/ : eastSdaysoutoflOG*
- but the bank had not exceeded the- VaR totalona smgIe day durmsz the pﬂor year » hereby aliegedly “proving” that
* VaR 'model “overstated the risk.”). '
#2013 JPMorgan Chase Task Force Report at 121 m




10

~ as“conservative,” ma.klng no reference to the gaal of producmﬁ lower VaR oulcomes. e n
October 2011, Mr. Martm—Arta}c de-another request, asking Mr. Hagan to produce arelated
VaR model to calculate the bank’s-*10-Q VaR,” meaning th VaR results that the bank would
~ reportin its public filmgs with the Secnrities and Exchan ommission (SEC)."" The bank also
used that VaR model internally on a day-to-day basis to measur ,rislc ‘Mr. Hagantoldthe
‘Subcomumittee he was under pressure to produce the new 10-Q VaR Qdﬁl quickly and did so in -

-~ two months, during the same period when the SCP was. mcreasmg m saze and producxng higher i
’ 'VaR results that thr atened to exceed the CIO’S VaR hm;t -

In January 20 13 for tour consecutwe days the CIO actually breached not enly its own
VaR limit, but also the VaR limit established for the entire bank.*' To cure the breach, rather
3 than change the actual ‘positions held by the SCP, CIO. personnel hm'nediy pushed through
B :appwval of the new VaR model developed by Mz. Hagan, explaining that it was. expected to
immediately lower the SCP’s VaR by 449%.% The bank’s Model Review Group approved the
‘new model despite outstanding: questxons about how the mode! operated and how it would be
' zlmplcmented 4 “Onthe day the-new model rook effect; it immediately 1owered fhe SCP’s VaR
. outcome by 5 0%, bnnglng the CIO and the bank Weil below then* }m:uts

By rg@ucmg the CIO’s VaR., the new VaR model enablcd the CIO tradcrs to ‘

' i,new ino del ;pfédu.ced such Iow VaR numbers that no addmonal b1 each occm're :

v Four months aftex puitmg the new VaR model into effect, after suﬁ'enngb _ :
- dollars in losses, JPMorgan withdrew the new VaR model and reinstated the prior aR medel ‘” :
" The bank made this change after bank personnel ‘realized it was not working properly a is

}produung: maccurate results.” * The bank later admitted that the new model had been_po_ ] y'
" 1mp1emented'» mﬂ spreadsheets rather than an automated ciatabase 10 mput dasly trading

:entry of tradmg data, thch led to data crrors and the formulas mtegraﬁng the spreadshee ‘ ‘:ata, o ‘:

v ¥ See ] 'vm-McCam Report at 369 undated “VaR Methodoiegy prepared by Pamck Hagan ami Keith Stephan, N
YJPM~CIO-PSI-OG00041 ara4s. ‘
4 Subcommittee nterview of Patrfck Hagan CFO (2/7/203‘%)
' See Lievin-McCain Report at 173. o
2 See, e.g,, id. at 174-175; Subcommittee Hearmuf Exhibit 42 1!20/2012 emaﬂ from rvin Goidman to John ‘Hogan
“CIQ. VaR, > IPM-CIO-PS1 0000151 (“The estlmated impact Val 8 data wil'bi
~“CIO VaR reduction in the tranche book by 44% ... with the CIO ‘béixxg’weﬂ under its overall llmxts ”}
- P.gee Levm—McCam Report at179—180 = , 8 :
- Seeid.
- ® See, 68,
Conimittee on Ban}nng, Housmg and 1 A
http:#files.sharcholder.com/downloads/ON
.eciZaZbe’da!IPM News 20126 13 Cur o LT
“ See chart comparing new and old mods / McCam Report at 18’1:.1‘ S
@ Levin-McCain Report at 185, 295 : ,ubcomrr}ittee Hearmg Exlnblt 96, 5/10/2012 “Business Update Call,”

’ ,JPMorgan transcript, at 2-3,

# Subcommlttee interview of Parmek Hagan CIo (2/7/201 3)


http://files.shareholder.com/downloads/ONE/2156234165x0x577097/c0734566-d05f-4b7a-9fa4-

1

~ had required multxp]e con‘ectlens ﬁmt also created problems and led to understatmg the vaiue at
: nsk thn thc pnor VaR model was remstated the CIO’S VaR results nea,riy doubled 2

o After remstatmg the prior Va “:model, JPMergml contmue' werk to revxse the model
and, in September 2012, put into effect a new VaR model for the third time The newest VaR.
‘model “resulted in a reduction” - results for the CIO J?Morg_ ,mve_stmen_t bank, and the
‘bank as whole luwermg results by abmzt 20%"2 : - RS

In sum, the ev1dence mdlcates that J?Niorgan (1} put a ravxsea VaR modcl mto place m
January 2012 with the intention of iowcrmg the C10’s VaR resuilts, (’?) approved the new 1
~ to cure an ongoing ‘breach of the barik’s VaR limit, 3) approved the revised model desplte g
inadequate implementation plans, and {4) exploited the new VaR by engaging in additional }ngh .
 risk credit trades that produced massive losses. The Subcommittee investigation did not examine
' internal bank documents to detefmine why the bank put : another revised VaR model into p]a a
’September 2012 ‘but producmg lower VaR results was nne ciear outcome It 1s dxfﬁcull to

,mniar “model reductxo sirategy related to the bank s CRM*medel Whmh was N
- producing results which he viewed as “too high.** 3. To address the CRM model, he proposed
I to :de Whai we have done with the reducnon of RWA due to VAR and StressVAR. (We. ate: .

~ getting positive results here'in 1,11,16 with expectations).” »34 At M. Martin-Artajo’s direction, the
. CIO’s quantitative expert, Patrick Hagan, initiated work on a tevised CRM model, but the extent
- to which his revisions were actually adopted by the bank and led to. changes in the bank’s.

» ;standard CRM mode] remain unclear

o CI@ persormel were more successﬁli in pursuing. another mcdel reductlon strategy to
. »reduce its RWA by mampulatmg the apphca;non of the madels used 1o ca}culaxe CRM and IRC

o See chm-McCam Reporl at 184- }85 20]3 JPMorgan Chase Task Fcrce Repori at 105
% See Levin-MeCain Reportat296.. . '
5 3P’Vlorgan Chase & Co. Form | Q‘for the penod endmv 9}‘30:‘2012 ﬁled w1th the SEC (i 1!812012), at’ 22
214, 4t 98; Levin-McCain Report at 185, - -
** Subcommittes Hearing Exhibit 49, 3:‘8]2012 emall from Ina Drew: to Jav:er MartzmArta_]o and others “CIO (‘RM B
!I}esuits,” 5PM~CIO-PSI 0000373 o

“1d.. :
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v “The CRM and IRC medels piayed key rolesat ‘the CIO, because virtually all of the credit
derivatives in the Synthetlc; redit Portfolio had to undergo analysxs by one or the other of the ‘
two models as part of the IO s RWA caloulations, On March 21, 2012, the CIO’s lead
quanhtatwe analyst, Patri [agan, sent an: email to a nuriber of colleagues within the bank -
outhnmg astrategy to reduce the CIO’S RWA usmg the subject headmg, “Opmmmng rsguiatery- o
: capztal » Mr Hagaa Wrote S v L

“To optirmze the: ﬁrm»w;.ée cap:tal chargev 1 bevlv Ve we shouid optmnze the spht
between the tranche and index books. The bank may*be lea\ang 6. 3bn [blihon}
on the. table, much of whlch may be recoverable

The spht between the index book (subject to IRC) and the tranch{e] book (subject
to CRM) should bea thﬁoretxcai spht a matter of labeling for the capital
caleulations. 1f there is a natural split which helps us-think about the posmons, _ .
that’s different, but for the purposes of the capltal calculat;on, the: books should be _

: combmed aad spht on the 0pt1mal baszs .

1 {T}he -1dea would be for QR [Quantxtaﬁve Research] to ﬁnd the valuﬁ Wluch

. complzcatec‘ifonnui

. :Essenna}ly, M, Hagan advocated establishing a system to* optxrmze wmch of th . CIO’s
derivative positions would be subject to-the CRM calculation and which would be subj
IRC ¢ alculatlon. dependmg upon wl&ch allocation v»ould produce the lowesl overali;,
1esults'..j o L .

} Severai colleagues castlgated Mr Hagan fm settmo out a regulatary optlmlzanon‘ " m‘ategyf _
inan emaﬂ and told him not: to put such proposals in writing.”’ Neverthelcss -QR analysts. :
“worked with him to analyze ways 10 categorize SCP denvatwe positions in a way that would

- reduce their collective CRM, IRC, and RWA results. The final. arrangement: allowed the CIO
: :to design an initial split of the SCP credit derivatives inito two trading books to produce the -
lowest possﬂ)le CRM IRC and RWA results 'but also. detennmcd that oncea demvatwe was -

: “Opilrximng regulatory C&pltﬂ[b” JPMb Cl10 00
* Subcommzttee Heanng Exhibit 50, 3/2 12012 er

. See, . g Subcommlttee Hearmg E.‘xhib:ts : 3/2 3./20E2 recorded teiep’hone conversanons between Aml
- Bangia, JPMorgan Chase, and Patrick Hagan O-PSI-A 0000{)89 and JPM-CIQO-PSE-A 0000050;
Subcommittee Hearing Exhibit $1¢, 3/21/2012 recorded telephone conversation between’ Peter Welland, CIO .and
Patrick Hagan, WMCIO—PS?»A 000(}091 LcwnuMcCam Reperﬁ at 193 ]95
% See Levm-McCam Report at 193, 195 o ;



-assignedto e:ther the credit tranche or credit index traamg book it had to- stay- there. At the
‘end of March 2012, Mr. Hagan participated in that initial spht of thefSynthetac Credit Portfolioto -
‘minimize RWA. * He told the Subcommittee that as new trades were made after that, the CIO
‘was allowed to categorizeé them in order to optxmme RWA but ex ‘gjvpos_mgns could not then
be re-categonzed for the same purpose 8 g o

. The CIO s efforts to understand a d_:mﬂuence its R‘WA outcomes did no!' end there
an emall dated. Apni 3, 2012 Achilles Macris, head of the €10 office’ _’London, mfonned Ina ,
Drew that a QR analyst “is now in our office and. heis 10{)% involved with the RWA progectxons .
,of our hook and ways o bringing it. lower 62 -

'I‘he e&'ldence of model mampulatmn uncovered in cc;nnechem with the JPMorgan whale
- trades aimed at lowering the bank’s RWA is consistent with other evidence. on the Infernet
fsugge ing a cottage mdustry of accounting and analytical firms advocating ways for banks to o
 “optimize” theit RWA to- produce lower RWA outcomes. “The fact that banks canand do engage '
“in model Vmampulanon is eritical for your agencies to acknowlr:dge as work continues'to.
‘implement the Regulatory Capital Rules; and it should also inform future efforts to understand
an momtor the rzsk,s mherent i banks tradmg bocks Because reducmg RWA outcomes as

o opportumnes for’mampulatlon and maxmuze bank use of best practzces

*?00,. Model ])evelo])ment and Appmvai Process

- One consequence of the JPMorgan whale trades Wwas that its prnnary regui. (
: ';cmzducted a‘detaal’ed exammatmn of the banL s VaR modcl dc"veiopment proces ;i

: : hndarstand:an&'inomtor ﬂle r;sks n banks tradmg books

Desplte JPMorgan S reputauon for sound risk managemcnt the OCC exammatmn made a', .
fnurnber of findings ctitical of the bank’s V4R model development and approval process: “VaR
‘Model risk management is weak and constitutes an unsafe and unsound banking practice.””
“Processes and practices do not ensure. comphance with regulations and reevant supemsory

L gmdance ” “[There are} deﬁmencles in VaR model deveiopment model rev1ew and control; VaR' .

2 See id. at 195: Subcomm:ttee interview of Patnck Hagan (2/7/20]3)
- % Subcommiftee interview of Patrick Hagan (2/7/2013); onza,
’ ;zpersonne! “and M7, ‘Hagan, “Final spht’J” J?M-_ : ,
-1 understand has been salected as the final spht Plense fet me:know if this i
~ what well proceed with™).. A
~ ® Sybcommittee intefview of Patrick Hagan (2/7/2013) - S
e Subcomm1ttee Hearing Bxhibit 52, 4131‘7012 email from Achﬂ}es Macr;s, CI{} o fna Drew, CIO no subject lme
JPM:-CIO-PSI 0000497-498. '
8ee | 1/6/2012 OCC Supervisory Letter IPM- 7012-53 “Exammaf:on of VAR Model stk Managﬁment,” P8I
OCC-17-000019, at 3; 8/14/2012 OCC Supervxsory Letter JPM—ZGD—B? “Modei Approvals and. Rlsk Welghted
Assets” PSI-OCC-l'? (}00001 '

| exchanges among QR personnel, CIO"
ot clarity, 1 am forwarding back what
ot the correot one. Otherwise, this is
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‘model implementation, and operanonal processes s “[TThe bank did not receive reqmred

regulatory approval to use the Specific Risk VAR calculatlons for the. SCP aﬁd is usmg “certain. .
models that were dlsapproved by the company 'S model Val:datnon gmup '

The examination supported those sohermgﬁndmgs with mumpie examples of troubhng
s practmes JPMorgan srisk and pital models are supposed to be reviewed and approved by its
VIR R determined that the MRG had little clout

& Dank ted informatio needed to complete: rewews ‘and:

was in some cases simply dlsregarded even: after it: dxsapproved proposed models. The OCC

- determined, for example, that JPMorgan was “usi §v40 VaR models disapproved by its model

-validation group for its Basel [ VaR. c'cllcula*mms.”6 The OCC also reported: “With respect to
the CIO Basel T VaR model, MRG indicated that a review had not been completed since model -

~ developers had not. provzded the required documentation requested. by MRG [which] resulted in -

- the VaR model being used for several years without required internal approval. We note that -

MRG did not escalate this to senior management.” 87 More broadly, the OCC observed that the
“VaR model developmer}t process is weak and fragmented,” “the “modeling 1esponsxb11

: decentrahzed ” and “many VaR model developers from Matket Risk lack adequate technical

1 devel 'pment skiils It also found that “[m]ethodology documentancn is. msuﬁ' 1cnt to

- : ot Cxiirently abie to provzde effectwe chalienge to modcl developers and the hnés of busmess as

- Tequired by revulatorv guidance,” and the “MRG is also not fuily aware of how V. moéels and‘ o
- the underlymg ricing models were implemented or used: *10 The OCC wrote: “[I]n.
. mod eis : ere approved desplte the 1dent;izcatlon by“ MRG %f significan modehng
ﬁndmgs th vOCC compelled JPMorgan to rcca]cuiate and mcrease Its.iRWA.‘:-' N

T hlS msxde look at thc deﬁcxencms in JPMorgan 's modeling pmcess isall the mcre -
: startlxng, gwen ihe bank’s prommcncc, rcsources, and reputauﬁn for effectwe nsk ma ‘gement ,

’ ,development and approval pmcess ateveria major bank may be nddled wuh deﬁc:encx, that
may undermme the mtegnty of the resuits, prov1d1ng yet another ratlonale for strong minimum

o 11/6/20 12 OCC Supervmcry Letter JPM-”DI'?-SB “Exammation of VAR Modc] Rxsk Management,” PSI OCC-
17-000019, at 1.

S S g/142012.0CC Supervlsory Letler IPM-2012-37 “Modei Approvals and Risk Wclg_hted Assets,” PSi~OCC~1 .

17-D00019, at'3.

000001, at 1.
% 11/6/2012 0CC Supenflsory Leiter JPM—7012-33 “Exa
See also 8/14/2012 OCC: Supervx,sory Letter

i :1- ef VAR Model R1sk Management,” ?SI—OCC— B
,PM—2012-37 “Modei Approvals and Risk Welghled .

- Assets,” PSI-OCC-17-000001, at 2.

- 114612012 OCC Supervisory Letler JPM-zoi 5:‘, “Exammanon ofVAR Mode! Rlsk Management » PS!~OCC-
]7-0000]9 at4 ’ , A
.70 1 d

7 I d . : = . -
72 8/14/2012 OCC Superwsmy Letter IPM»2012-37 “Medel Approvals and Risk Welghted Assets ol PSI«OCC—I’T-
000001, at 2,
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v requirements for risk and capﬁal models and reduced reliance on. bank dxscrctlon and
' rapresentanons regardmg the deveiopmcnt of thoae modeis ' o

Resgondmg to-Rxsk Warnmas

Stlﬂ another key product of the JPMozgan wha]se trades mvestlgatmn is evidence that,
- evenata bank known for sound risk management such as JPMorgan, some bank persom}el

‘ignore risk warmngs to the detriment of the bank, makmg adequate capital reserves a critical .
. -component o' ensure ban.ks operate ina. safe and saund manner.

, In 2012, .’IPMorgan Chase had in place five risk hrmts and adv1sones 1o warn of excesswe
risk taking in the Synthetic Credit Portfolio.” In'the first quarter of 2012, the CIO breached afl
five as the SCP grew in size, complexzty, and risk. A list prepared by the bank showed that, -

- from January 1 thrcugh April 30, 2012, the SCP breached the CIO risk limits and advisories

 more than 330 times.”* Those breaches had grown over tine in both number and size. In the o

- fourth quarter of 201 1, for emmpie, the Synthenc Credit Portfolio had caused the CIO to breach

its risk limi only six times; in the first quarter of 2012, the risk limit breaches totaled 170 o
o Apnl 1hc nsk llmlt breaches mtaled 169 almost as mmh in that one monih as the three; pnor R

’ vvno memory éf ’;lixmt In any case e it need{s] ia be recast wi h other ; mits [It"‘s]; oid an_ o
'outdateé S Durmg the ﬁrst quarter of 2012 no I'lSk man ‘ '

o ?nsk wammgs exther because they view the nsk lnmts as overly restrwtwe or'thmlc they lmow

: : 7 See Levm-McCam Report at 153
™ See id. at 209; Subcommiltee Hearing Exhibit 39.‘
JPMorgan Chase, and others, “Information Needsd,”
5 See Levin-McCain Report at 202; Subcommittee Hcarmg
Kevin Krug, JPMorgan Chase and. others, IO CRM Res V=CIt
“Elwyn Wong, OCC, to Jalram Kamath OCC and others, “Weeidv -Cag
00085027, - '
b Subconumttee Hearmg Bxhibtt 65, 4/ 19;?012 ema,ﬁ from Peter‘:Weiland CiO {0 James Hohl OCC “mfo on
VaR CSBPV, and stress status.and limits,” OCC-SP1-0002234 , At S
Subcommzttee Hearmo Exhxbtt 54 2/ 13/20 12 email fmm Irvi idman, CIO to Ina Drew CIO A
piease read,” JPM»CIO PSI—H 000”936 See also Levm—McCam Report at 200 :

‘Csbpv hm;t-
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~ better. In the case of the }PMorgan whaIe trades, the result was that JPMorgan personnel

allowed the CIO traders to engage in increasingly nsky derivative trades that resulted in massive
‘losses to the bank. After those losses were disclosed pubhciy in the bank’s SEC filings,
- shareholders respcvnded extre:mely pegatively, with JPMorgan s stock p eifalhng nearly 25% _
It was only because of the bark’s “fortress balance sheet” that the bank’s losses and falling stock
price ¢ did not cause more negatwe consequences for the bank. Insuch SItuahons sohd capxtal
reserves are eritical to wardmg off ﬁnanclai chsasterw B .

Recommendatmns

- The ]P’\dor;,an whale trades offer sohd support for actions taken to strengthen capxtal

requiremenis for U.8, banks. They demonstrate that credit derivative trades, ¢ven when camed
~out by expert traders ata sophlsucated bank and even when cleared through an exchange can.
“create unanticipated risks and mulu—bﬂhon-do}lar losses, whose negative consequences.may

' require sufficient bank capital to counteract. Given that many of the Jargest U.S. financial ©

- institutions now engage in massive derivatives trades, the already higher capltal fevels set out in
“the Basel III NPR are clearly 3ust1ﬁed ‘The hidden nsks associated with massive credit

~ derivative portfolios: suggest that those- capltai levels should be mcreased further stﬂ} for banks
nengaged m substantlal amounts of credit dcrwauves tradmo o

In addmon, the whale trades exposed how one major bank mampuiated 1ts_ nsk and

e component modcls Mdre umform models wﬂl not only further best practwes in measunng nsk :
“and capital needs, but also enable regulators to perform more cost effectwe overs1ght and
comparative analyses across ﬁnancxal mstxtm:mns ' o :

‘The whale trades also mdxcate that thc bank capital’ safeguards would further be: ﬁi if
: regulators 1mplementmg the proposed rules and the January 2 )13 rules took the followin; steps. -

(1) leat Excesswe Bank DlSCi'efIOH Gver Models. The proposcd chulatoryi' pital
Rules offer useful provisions that encourage more uniform risk and capital models, but
continte to give banks consxierabie discretion ovet how t6 develop their risk and capltai models
and calculate risk-weighted assets — dxscretmn that could be misused to- mampuiate RWA
“outeomes and capital levels or, due to poor model development pmcedures, lead to poorly
’ :des1gned models that are less accurate than they can and should be. The JPMargan whale trades
- ’suggest that the opposne approach nanowmg excesswe ba.nk dlscretmn —ismore appropnate

‘Both the propo:ed mles and the Je anuary 70’-13 ‘ruies mcorporate a vaneiy of “altcmatwcs”
, for calculatmg and assigning risk weights to particular categoties of assets. Prollfcratmg
icate regulatory overs;gh‘t ‘and mvne the type of

} altematwes add compiexlty to ﬁ}e mies compi

’ »bank has mconszstently apphed altemahve treatments a‘pproved’by the F [F ederal Reserve



o ~ In addition, the bank spun. off multiple vana‘nons of thév.fiaR-
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Board] and it-does not have an action plan to address these gaps.’ »78 ‘When 1mpiemeni:mg the

rales; rcgulators should favor simplicity over compiemty, promote the-use of standardized
. models incorporating best practices, and to the extent possible, avoid grantmg bani\s emesswe
dxscreuon over how to develop and 1mplement theil .nsk and capital models ' :

A related issue xnvolves bank usc of nonstandard techmques in nsk and capltai modelq.
In the JPMorgcm whaiﬂ trades case, tlle CIO m '3luded in its new VaR model a nonstandard
' i e, was untested by either the bank’s

to the modei and contnbuted to 1ts s

”:malﬁmctionmg Currently, Sectxon 204{3 1 of , >
3 Caprral Markets Superwsmn states: .

,furthcr questlomng by exammers

ln hght of the model mampulanon exposed by the IPMorgan whaie trades thlS appmach 'appears.! L

o dcmonstrates to the regulator 8 sausfactzon thai the new techmque produces results th ca
B least as acoura(e and rehable as those used ina prier medel : .

Ultlmately, to stop model mampulation enable cost effective regulatory overs;lght, and

| vmodels to ca culate RWA mcludmg Siandardued component modcls used to calculate VaR; )
stress V aR CRM and IRC outcomcs,. ,

(2) Assess Allowmg Mn!nple Base VaR Medels Regulatcrs 1mplement1ng the nsk
 and capltal requirement rules should also assess whether they should continue to-allow banks to
use one set of VaR models for reculamry purposes and a different set for risk. management or
: pubhc reporting purposes. Bank development and use of differing sets of VaR models for
© regulators versus others is a practice that appears to have taken hold over time, outside of the
- regulatory ﬁ*amewmk and w1thout a formal assessment of Wheﬂ'xer the prac’uce should be

: perrmtted : . ,

» Inthe IPMorgan casc, the bank used ,Qne VaR model wnth a 99% level of confidence, in
~its call reports and regulatory capital calculations "chfferent VaR model, with dlfi‘erent ch' .
elements and a 95% level of confidence, in its ingsand day-tc-day risk managerent.?

5 imodels Mtzmately pmducmg 40 '

7 11/6/2012 OCC: Super\nsory Letter JPM-?012-53 ‘Exammatzon of VAR Model Rlsk Management 7 PSI-OCO

17-000019, at 3.

™ Bee Levin-McCain Report at 184-185, focmote 1048; 2023 JPMergan Chase ’fask Force Reportat 125 126, 128 :
¥ See Levin-McCain Report at 168, 288 ‘ , :
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VaR modeis that were dtsapproved by 1;5 Model Re& iew Group, but Whlch the bank put mto
effect anyway _ L . _ o

Usmg muluple VaR medels mtroduced camplcmty and cmjfu ston into JPMorgan srisk
management and public reporting practices for no apparent gain. For example, when the bank
developed its new 10-Q VaR model, the bank failed to submit the model to the OCC for:
approval, since it did not plan to use that model for re; latory purposes. The OCC failed to take
’ :inonce of the model change at thc tlme, but later determmed that reguiatory approval should have_ -

B iOCC’s umlatcraliy mcreasmg the baxﬁc’s RWA ® Adchtlonal confuswn arose when mvestors ‘

* and the public were given VaR data in JPMorgan s public filings, but were not told a new model

had been substituted for a prior model, and that the new model produced iower VaR outcomes |
than would have been pmduced by the prior model thereby c(mce'!lmg an increase in nsk e

v The practlce of using dxfferent types: of VaR models w1th dlfferent elements and
: conﬁdence levels from the VaR model used for regulatory purposes appears.to have devclvcd
into an mc;on_ stent’ and confusmg patchwork of models that make eﬁecuv regulatory aaci

holdlngs to ensure adequate msk welghts dre assxgned o 1ts credxt denvatweé actav y.' o

Credlt denvabves that do not perform a hedgmg funcnon are nothmg more than bc‘t' 'on

»credltworthmess IPMorgan crecht traders —in thexr documents and i in thelr mterwews seemed -
_ to-view the credit derivatives they traded every day as not pamcular}y nsky Intérnal bank R
' documents predicted that the most mor yﬁthe whale trades could lose; for example, was in the
 range of $200 fo $500 million.* A senior risk manager; when told the CRM warned that the
: CID could lose $6 3 billion over a year ina worst case scenario, dlsmlssed that wammg as.

5 See 11/6/2012 OCC Supemsory Lctter JPM—2012 53 .“Exarmnatnon :of‘VAR Model Risk Management,” ?sr
OCC-17-000019, at 3; 8/14/2012 OCC Supemsory Let er. 2012-3 “Medel Approvals and Risk nghted

Assets,” PSI-OCC—I’/—QOOOGI at1-2. - ' R

# See 8/14/2012 OCC Superv1sory Lerzer JPM—’7017-37 “Model Approvals and msk Wewhted Assets » Psr-occ- :

17-000001. - .

3 See Leyin-MeCain Report at 289-292, 296-299 o ‘ :
# See id. at 76, footnote 485; Subcommittes Hearing Exhibit 3 I 4/6120 i2 email. from Achlﬂes Macns to Ina Drcw, '
“Update,” IPM-CIO-PSI {)001429 (“the: potemla] Toss dueto market mOVes Or any economic scenario 'ncludmg
defaults would: net exceed a number hlgher than -200 MM USD at the ené of QZ wﬁh the current book as I’L i87).
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“garbaoe 785 th the whaie trades actually lost $6.2 b}lhon and may have lost1 more If the whale
irades proved nothing else, they proved that credit demvatxve trades anproduce massive iosse%
'thal even expanenced cred;t h‘admg eypeﬁs faﬂed to appremate or pre ! ct ' ‘

v Addmg to their mhercnt r;skmess is: a Iustor £ :

e denvatwcs ‘portfolios. In today’s market, the vast-maj; derivatives trading is conducied by

a small number of large financial institutions.*® The JPMorgan whale trades disclosed how those

_laxgc banks often build up massive credit denvativas portfohos One 2012 }PMorgan email
disclosed; for example, that the four largest whale trade caunterparncs were Bank of America,

-~ Citigroup, Goldman Sachs, and Morgan Stanley, each of which had pending cred1t de; ivatives -
trades with JPMargau totaling between $3 trillion and $4 trillion in notional vaiue The next .

’ three largest whale trade counterpatties were Dcutschc Bank of Germany, Socxste General of
France, and UBS of Switzerland, each of which had: endmo credit derivatWes trades witha total '

- notional value of between $2:trillion and $3 trillion.” Those massive portfolios provxde another

iranonale for asmgmng ;:redlt denvatwes portfohos mgmﬁcant risk wei ghtq ' -.

1 pattem of banks amassmg huge credit

Sﬁl} anether reason fcn treatmg credlt denvatwes as deservmg mcreascd Tisk-w igtitir

: that suppbrts ﬂsxgmng credxt der:vatwes mcreased nsk wmghts

“The proposed rules hke the rules ﬁnahzed n January 201 3, take a posmvc step forward S
»'by determmmg that banks should hoid riske based capltai for all cleared derivative .transactzons, .

,*35 Subcommxttee Hearmg E‘Lhiblt 4'7 3/2!20}2 emauls sent by Peter Weﬂand foile] nsk manager, “CIO CRM

- Results,” JPM-CIO-PSI 0000338

% Qee, g, OCC Quarterly Repor( on Bank Trading and Danvatwes Activity: Second Quarter 2{}12 at 1 Graph 4,
- hittpe /}’wwwz ace: gov!tomcs/cag1tal-marketslfmauc;al—markets/tradma/denvatwes/dq’z‘.lz pdf (“Derwatxvcs activity
inthe us. bm‘lkmg systen continues to be dominated by a small group of large financial institutions. Four large

- commercidl banks reprcsent 93% of the: total banking mdustry nohona! amounts and 8 l% of 1ndt15£ty fiet cirrent

: ‘»crecht exposure.”);. o
¥ See Subcommittee Hearmg Exh:b:t 35, 4/2012(}12 emalt from. PhlI Lewxs to Moraan co]ieagues, ‘Coilateral
: Dzsputes,” (1dent1fymg scp caun‘cerpames in the conzext of engomg coliateral g 1Sputes} .
% 1d,
% See. Levm-McCam Report Chapter 1V, partncular pp 99- 102 106 I 14 141 14’*
P 1d. at 139-145. :

» ,1431150,243,-,245,;, '



http://vvvvw2.occ.gov/topicsJ/capitai-markets/finaacial-markets/trading/derivatives/dq212.pdf

20

due to risk concentranon and. systemm risk pmblems The ]PMorgan Whale trades. ﬁﬂly
‘support that analysis. The $157 billion credit derivatives portfolio compiled by the CIO
‘consisted primarily of cleared credit derivative transactions; many of which were: coilaterahzed
* neither factor stopped the portfolio from losmg $6.2 billion. ‘The rules also increase the risk
“weights a331gned to uncleared credit derivatives falthough it is far from clear that the welghts
assigned — with all of their excepuons alternati s, and complexmc' —are sufficient to reflect
-~ the risks involved. Regulators implementing the tules should take care to ensure that the risk
weights result in sufficient capital levels o protect the ba inst unexpected and sybstantial
- losses. Regulators should also utilize thei authonty unde Se ion'13 of the Bank Holdmg
' -Company Act, otherwise known as the Volcker Rule, to assign addztmnai capital charges for
- “permitted activities,” mciudlng cledzt derivatives charactenzed as risk- -mitigating hedges '

The proposed rulé also seeks comrnent on 1ts removal of a 50% cap on isk Welghtmg for o
’ 'OTC,derwatlves Removing the 50% ¢ capisa senisible decision that would ; give regulators
reater flexibility to respond to compiex denva’uves with uncertain risk profiles, the historzcal
’wﬂlmgness of banks 1o engage in high risk, massive derivative trades, and the fact that even ,
'den’vatwe experts are unable to predivt how a 1arge denvatzves portfoho will perform ovm mne o

(4) Requlre Documentatmn for Cred:t Derwatwe Hedges. Fmaliy, regulat' "':sho_g_l;i, L

:contextsu mcludmg&the Volcker Rule

The JPMorgan whale trades znvesngauon contams ample ewdence of how ’bank can

' vhedge‘z at the CIG At one pomt an OCC regtdator chsnnssed the bank’s clalm desc, bing the :
~ SCPasa “make believe voodoo magic ‘composite hedge 98, JPMorgan CEO Jamie Dimon
later told the Senate Banking. Comunittes that, over time, the Synthetic Credit Portfolio had
" “morphed into something that rather than protect the firm, created hew and potentially 1awer
; bnsks w7 At the szbcommntce hcanng, When asked about the SCP a semor bank ofﬁcaal '

- :92 See 77 Fed Reg, 169 32904-905
- % See Question 11,
- See 77 Fed. Reg, 169, 52957, Section 36,
- % See Levin-McCain Reportat 4249, 272-285. ' o
% See id, at 49; Subcommitiee: ‘Hearing Exhibit. ’77 51 8/’2012 emaﬂ fmm OCC exammer Elwyn Wong 1o co]}eague .
chhaei Kirk, “CIO Ca]l with Mike Brosnan,” OCC-SPI 000 21602.

7 See Levin-McCain Report at 4; Testim ony of Jamie Dimon begore the , Senate Coxmmttee on Bankmg, “A
‘Breakdown in Risk Managemem What Went Wrong at JPMorgan Chase‘?» -S;Hrg 1127 1 5 (6! ! 3/2022)
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' conlradlcted numemus statements by the bank by- tesnfymg “In hﬁ;idsighg-: Senatcx, the position
and the portfclxo d1d notactasa hedae : '

The same types of pmblems could afthct the proposcd mles and the January ”0! 3 mies
- related to credit risk mitigants. To prevent confusxon. regulatory d;sputes, and mal,feasance in
- connection with claims that a:;credxt derivative is acimg asa credlt;n's mmgam: warranhng
favorable risk weight and capital treatment, regulators should require banks to: (1) create

. contemporaneous hedging documentauon, when the credit derivative is first entered intoand as it

- changes over time, identifying the specific assets whose: credit risks are being mitigated and how
the hedge or risk mitigant created by the credit d‘_ rivative was sized, targeted, and tested for -
effectiveness; (2) demonstrate that the credit derivative actualiy lowered bank risk with respect
to the targeted assets; and (3) ensure the credit derivative is eligible to receive favorable
- treatment under Generaliy Accepted Accountmg Pnnc1plcs for dedicated hedges that offset nsks
- associated with specified assets. This documentation requirement: would address the problems
 that arose in the JPMorgan case, where bank : assertions that the Synthetic Credit Portfolio wasa -
- hedge had weak justification and no documentary support. The accounting. requlremeni isone
“with which ‘banks ate long familiar and involves well-established rules for when a credit.
“derivative finctions as a nsk—mltlgaung hedge. Those three criteria could be cor 'dmated w1th
'any smular requiremants developed under the Volcker Rule for permitted Tisksm ) .
’ : es, since both sels of ru]es seek to ensure that banks use: credat demva._.Ves to
. iower bank nsk-,’not mcrease it, s

Thank you for the opportumty to subrmt these; comments

. ,Smcerely

CarlLevin
. 'Chaarman S N
g ‘Permanent Su’bcomrmttee on Invesugatwns v

Enclosure

98 Testzmony of Douglas Braunstem, .EPMorgan Chase before the U 8. Senate Permanent Subcommmce on
}nvest!gatmns (3115/13).





