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In this case study we shall examine the circumstances surrounding the more than $6 billion loss which 
arose from trading activities by J P Morgan Chase during 2012.  The case study will also illustrate the 
failures by the US financial regulators who were empowered to monitor the risk management practices 
of the bank but were demonstrably deficient in their supervisory roles.  It is worth pointing out at this 
early stage that the losses did not arise from rogue trading by J P Morgan’s traders as was the case, for 
example, in the losses sustained by Société Générale from the unauthorized trading of one of its 
employees – Jerome Kerviel – but were the result of totally inadequate risk control and supervisory 
procedures at a very senior level of J P Morgan Chase. 

 

Background 
J P Morgan Chase & Company is the largest financial holding company in the United States, with $2.4 
trillion in assets. It is also the largest derivatives dealer in the world and the largest single participant in 
world credit derivatives markets. 
  
JPMorgan Chase has consistently portrayed itself as an expert in risk management with a “fortress 
balance sheet” that ensures taxpayers have nothing to fear from its banking activities, including its 
extensive dealing in derivatives.  
 
But in early 2012, the bank’s Chief Investment Office (CIO), which was charged with managing $350 
billion in excess deposits, placed a massive bet on a complex set of synthetic credit derivatives that, 
during the course of 2012, lost at least $6.2 billion. 
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The circumstances of the losses and the failures of risk management have been well documented by the 
United States sub-committee that undertook a detailed examination of the matter.  The report is 
available from http://www.hsgac.senate.gov/download/report-jpmorgan-chase-whale-trades-a-case-
history-of-derivatives-risks-and-abuses-march-15-2013 

 

The Subcommittee’s investigation has determined that, over the course of the first quarter of 2012, 
JPMorgan Chase’s Chief Investment Office (CIO) used its Synthetic Credit Portfolio (SCP) to: 

 engage in high risk derivatives trading;  

 mismarked the SCP book to hide hundreds of millions of dollars of losses;  

 disregarded multiple internal indicators of increasing risk;  

 manipulated models; 

 dodged OCC oversight;  

 misinformed investors, regulators, and the public about the nature of its risky derivatives 
trading.  

 

The Subcommittee’s investigation has exposed not only high risk activities and troubling misconduct at 
JPMorgan Chase, but also broader, systemic problems related to the valuation, risk analysis, disclosure, 
and oversight of synthetic credit derivatives held by U.S. financial institutions. 

 

Symptoms of JP Morgan’s Failures 
The Subcommittee’s investigation revealed numerous instances of how the CIO office in New York failed 
to properly supervise the activities of the traders in J P Morgan’s London Office who conducted the 
trading which resulted in such sizable losses. Risk management failures cited included the following:     

 Inadequate monitoring of derivative valuation practices enabled traders to hide substantial 
losses for months at a time;  

 Lax hedging practices obscured whether derivatives were being used to offset risk or take risk  

 Risk limit breaches were routinely disregarded;  

 Risk evaluation models were manipulated to downplay risk 

 Inadequate regulatory oversight was too easily dodged or stonewalled  

 Derivative trading and financial results were misrepresented to investors, regulators, 
policymakers, and the taxpaying public who, when banks lose big, may be required to finance 
multi-billion-dollar bailouts. 
 
 

JP Morgan Misled its Regulators 
 Prior to media reports of the London Whale trades in April 2012, JPMorgan Chase provided 

almost no information about the CIO’s Synthetic Credit Portfolio (SCP) to its primary regulator, 
the Office of the Comptroller of the Currency (OCC).  

 This was despite the SCP’s supposedly important role in offsetting the bank’s credit risks, its 
rapid growth in 2011 and 2012, and its increasingly risky credit derivatives.  

 OCC told the Subcommittee that the earliest explicit mention of the SCP did not appear until 
January 27, 2012, in a routine VaR report.  

 By then, the SCP had already lost nearly $100 million.  

 In February and March, the bank began to omit key CIO performance data from its standard 
reports to the OCC, while simultaneously failing to provide timely copies of a new CIO 
management report. 

 The lack of prior bank disclosures essentially precluded effective OCC oversight of the 
portfolio’s high risk excesses and unsafe and unsound practices. 

http://www.hsgac.senate.gov/download/report-jpmorgan-chase-whale-trades-a-case-history-of-derivatives-risks-and-abuses-march-15-2013
http://www.hsgac.senate.gov/download/report-jpmorgan-chase-whale-trades-a-case-history-of-derivatives-risks-and-abuses-march-15-2013
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Synthetic Credit Portfolio 
 In 2008, JPM’s CIO began calling its credit trading activity the Synthetic Credit Portfolio.   

 After 3 years, the SCP’s net notional size reached $51 billion. 

 In December 2011, senior management instructed the CIO to reduce its Risk Weighted Assets 
(RWA)  

 Objective was to enable the bank, as a whole, to reduce its regulatory capital requirements.  

 In response, in January 2012, rather than dispose of the high-risk assets in the SCP – the most 
typical way to reduce RWA – the CIO launched a trading strategy that called for purchasing 
additional long credit derivatives to offset its short derivative positions and lower the CIO’s 
RWA that way.  

 That trading strategy not only ended up increasing the portfolio’s size, risk, and RWA, but also, 
by taking the portfolio into a net long position, eliminated the hedging protections the SCP was 
originally supposed to provide. 

 In the first quarter of 2012, the CIO traders increased the net notional size of the SCP threefold 
from $51 billion to $157 billion.  

 By March, the SCP included at least  
o $62 billion in holdings in a U.S. credit index for investment grade companies 
o $71 billion in holdings in a credit index for European investment grade companies 
o $22 billion in holdings in a U.S. credit index for high yield (non-investment grade) 

companies.  

 Those holdings were created, in part, by an enormous series of trades in March 2012, in which 
the CIO bought $40 billion in notional long positions. 

 OCC later characterized as “doubling down” on a failed trading strategy.  

 By the end of March 2012, the SCP held over 100 different credit derivative instruments 
referencing both investment grade and non-investment grade corporations, and including both 
shorter and longer term maturities.  

 JPMorgan Chase personnel described the resulting SCP as “huge” and of “a perilous size” since 
a small drop in price could quickly translate into massive losses. 
 
 

Hiding Losses by Changing the Mark To Market Methods 
 To minimize reported losses, the CIO deviated from the valuation practices it had used in the 

past to price credit derivatives.  

 In January 2012, the CIO typically established daily value of a credit derivative by marking it at 
or near the midpoint price in the daily range of prices (bid-ask spread) in the marketplace.  

 Using midpoint prices enabled CIO to comply with the requirement that its derivatives prices 
were the “most representative of fair value.”  

 But later Q1, 2012, rather than using midpoint, CIO began to assign more favourable prices 
within the daily price range (bid-ask spread) to its positions. 

 The more favourable prices enabled the CIO to report smaller losses in the daily profit/loss 
(P&L) reports that the SCP filed internally within the bank. 
 
 

Two Sets of Books for Recording Mark To Market of the SCP 
One of the most revealing and incriminating pieces of evidence unearthed by the Sub-Committee 
inquiry related to a separate set of accounting for the marks to market of the SCP book which was 
conducted clandestinely (at least for a period) by the trading division in London.  The evidence is worth 
showing in full in this direct excerpt from the report. 
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Breached of Risk Limit Were Routinely Disregarded In contrast to J P Morgan Chase’s reputation for 
best-in-class risk management, the whale trades exposed a bank culture in which risk limit breaches 
were routinely disregarded:  

 Risk metrics were frequently criticized or downplayed  

 Risk evaluation models were targeted by bank personnel seeking to produce artificially lower 
capital requirements. 

 The CIO used five metrics and limits to gauge and control the risks including the Value-at-Risk 
(VaR) limit, Credit Spread Widening 01 (CS01) limit, Credit Spread Widening 10% (CSW10%) 
limit, stress loss limits, and stop loss advisories. 

 During the first three months of 2012, the SCP trades breached the limits on all five of the risk 
metrics.  

 From January 1 through April 30, 2012, CIO risk limits and advisories were breached more than 
330 times. 

 

The following are specific criticisms by the Sub-Committee and are taken from the Report itself. 
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Mischaracterising SCP Whale Trade as Providing ‘Stress-Loss Protection’ 
 JPM claimed that its Synthetic Credit Portfolio functioned as a hedge against bank credit risks, 

but failed to identify the assets or portfolios being hedged, test the size and effectiveness of 
the alleged hedging activity 

 JPM indicated that the SCP was intended to provide “stress loss protection” to the bank in the 
event of a credit crisis 

 JPM’s Chief Risk Office told bank’s executive committee that, overall, the SCP was “long” credit, 
a posture that multiple senior executives told the Subcommittee was inconsistent with 
providing protection against a credit crisis.  

 Detailed analysis reviewed by senior management showed that in multiple scenarios involving a 
deterioration of credit, the SCP would lose money.  

 JPR pretended that SCP lowered the bank’s credit risk, in fact the SCP would have amplified 
rather than reduced the bank’s losses in the event of a credit crisis. 

 The bank’s description of the SCP was simply erroneous. 
 
 

Asserting that the SCP Trades Were Consistent with the Volcker Rule 
 JPM said “We believe all of this is consistent with what we believe the ultimate outcome will be 

related to Volcker.”  

 The Volcker Rule is intended to reduce bank risk by prohibiting high risk proprietary trading 
activities by federally insured banks, their affiliates, and subsidiaries.  

 However, the Volcker Rule also allows certain trading activities to continue, including “risk-
mitigating hedging activities.”  

 When the Subcommittee asked the bank for any legal analyses regarding the Volcker Rule and 
the SCP, the bank responded that none existed.  

 The former head of the CIO, Ina Drew, who was dismissed by the bank claimed that “the 
language in Volcker is unclear,” a statement that presumably refers to the fact that the 
implementing regulation was under development.  

 In addition, the bank had earlier written to regulators expressing concern that the SCP’s 
derivatives trading would be “prohibited” by the Volcker Rule.  

 The bank omitted any mention of that analysis to investors, when essentially asserting that the 
CIO would be permitted under the law to continue operating the SCP as before. 
 
 

JPM’s Failure to Notify the OCC that It Had Changed the VaR Modelling 
Procedures 

 JPM approved use of a new CIO Value-at-Risk (VaR) model that cut in half the SCP’s purported 
risk profile, but failed to disclose that VaR model change in its April 8-K filing, and omitted the 
reason for returning to the old model in its May 10-Q filing.  

 JPMorgan Chase was aware of the importance of VaR risk analysis to investors, because when 
the media first raised questions about the whale trades, the bank explicitly referred analysts to 
the CIO’s VaR totals in its 2011 annual 10-K filing, filed on February 29, 2012.  

 Yet, days later, on April 13, the bank's 8-K filing contained a misleading chart that listed the 
CIO’s first quarter VaR total as $67 million, only three million more than the 

 prior quarter, without also disclosing that the new figure was the product of a new VaR model 
that calculated a much lower VaR profile for the CIO than the prior model.  

 An analyst or investor relying on the disclosed VaRs for the end of 2011 and the first quarter of 
2012 would likely have believed that the positions underlying those VaRs were similar, since 
the VaR totals were very similar.  

 The change in the VaR methodology effectively masked the significant changes in the portfolio. 
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Summary 
The failures reported by the Senate Sub-Committee are striking given the reputation that JPM had for 
being one of the most prudent banks with regard to risk management.  Several high-level executives 
were fired but no one was considered to have engaged in any criminal activity even though fraudulent 
activity is illegal.  The following – taken from the Report – summarizes the conclusions of the Sub-
Committee’s findings: 

The Subcommittee’s investigation has determined that, over the course of the first quarter of 
2012, JPMorgan Chase’s Chief Investment Office used its Synthetic Credit Portfolio (SCP) to 
engage in high risk derivatives trading; mismarked the SCP book to hide hundreds of millions of 
dollars of losses; disregarded multiple internal indicators of increasing risk; manipulated 
models; dodged OCC oversight; and misinformed investors, regulators, and the public about 
the nature of its risky derivatives trading.  

The Subcommittee’s investigation has exposed not only high risk activities and troubling 
misconduct at JPMorgan Chase, but also broader, systemic problems related to the valuation, 
risk analysis, disclosure, and oversight of synthetic credit derivatives held by U.S. financial 
institutions. 
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