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Memo on the 2012 gains made by Jp Morgan thanks to the « London Whale » event 

 

Introduction  

 

It will be one thing to show that the bank did make huge gains right when the ñLondon Whaleò event surged. 

Still it could have been a coincidence. It is another thing to prove that those gains were done thanks to this 

ñLondon Whale-Loss at CIOò event specifically. The suspicion then would be easy if that was a crime novel: 

ñsee who profits from the crimeò right? Beware of the smokes and mirrors nowé It would be again one success 

to show what the close connection was between the CIO loss and the JMorgan massive gains. It would be quite 

another achievement to show that the bank top executives did act so that the loss at CIO would be as big as 

possible on well targeted positions. Even then, once this fact is ascertained, this would not prove that the bank 

senior management alone deliberately wanted to crash the CIO so scandalously. It would even less suggest that 

the bank was the one that misled investors and the markets on the wayé. If the bank executives actually did so 

then and ñin hindsightò too, they certainly bear a huge responsibilityé. They might not be alone in that case 

though. Yet even if that had happened, it may still be possible that this course of events had indeed run out of 

their control and they had just tried their very best to save the bank here. And one must wonder how the 

regulators would have missed ñthatò too at the time given the intense scrutiny that they would profess with 

regards to their subsequent investigations. The bank executives may have been heroes actually for the country or 

the markets or both, acting as per the ñsuperior interest of the nationò that was being dictated to themé. The 

purpose of this document is meant to address those points as granularly as possible. In particular the emphasis 

will be placed on the fact that this loss at CIO was under full control and profitable for the bank right through 

the events themselves. Some things indeed went out of control around Iksilôs communications and Drewôs 

reactions among other things. Not the least, the bank created as many distractions as possible for the public 

while observers tried to understand how profitable or un-profitable the whole operation had been. Carl Levin 

loudly complained that the light had not been made at all on the matter in September 2013. This conclusion of 

Levin prevails in September 2017 actually. Is it too late? 

 

This document may sound very ñtechnicalò from the start. It is needed unfortunately so in order to reconcile the 

facts with the accounting ledgers of the bank and dissolve the crowd of decoys that had been planted here on the 

front stage all along. For the sake of completeness the reader will first find below the many topics that have 

been analyzed. Yet, on what follows, not all of those items will be developed as otherwise the document would 

have taken really hundreds of pages. So there will be this quick ñsummarized planò for the experts to see the 

overall framework that led to this memorandum on the gains that JpMorgan did make in the course of the 

ñLondon Whaleò event. Next there will be a detailed description of what happened and how this combined with 

key inferences to lead to a salient conclusion. The reader next should usefully read the ñVar Historyò document. 

Thus a full picture will be accessible as to the last key point that is to determine whether the bank top executives 

did construct all this manipulation on purpose, aside from the bits and pieces that went out of their control in the 

process as they say. 

 

Summarized Plan: the essentials (they will not be all depicted here) 

1- How to read through the 10-Q and 10-K reports? 

a. óidentical underlyingô, Gross amounts, netted amounts, ófair valueô, ócarrying valueô 

i. What is audited  (net interest income) and what is not audited (trading related income) 

1. Main reference tables present in the 10-Q reports  

a. GCB, DCM, CIO, treasury, liquidity reserve (not developed much) 

i. Mark to market, Measuring Fair value and fair value election 
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2- What is the actual bonanza brought up by the ñLondon whaleò event? 

a. Clearing the legend: Table on gross P&L balances 

i. Tangible equity history: the Ariane Thread since 1999 

1. SFAS107 history and ñother collateralò: the root cause for the scandal 

a. PWC vs JPM: the ongoing mismatch that cleared in 2012 

i. Cost of assets and liabilities that eased in 2012 

1. ñother assetsò that shrank in 2012 

3- How did the loss spread into the book in 2012? In a well organized way actually 

a. Effect of Dec 15
th
 2011, next Feb 9

th
, March 12

th
, April 6

th
, May 10

th
 2012 

i. Balance of losses during H1 2012: the trades were scrutinized 

1. Drift of IG9 forward spread in 2012: the trades were well executed overall 

a. Long term history of skew: the trades were sensible 

i. Simulated Recovery: the trades were NOT flawed 

4- How did the bank report the event itself? 

a. The actual $6 billion loss attribution: 100% senior management subjectivity 

i. RFS: complete distraction 

1. Deferred tax ñbenefitò trick: what a unique reporting error 

a. Maiden Lane: playing with calendars 

i. Provisions: increased not released 

5- Conclusion: the bank made huge gains, acted on purpose all along and hid them as much as possible 

a. The year 2012 vs the othersé.A damn good year! 

i. Initial descriptions of the firm: misleading at best 

1. Restated numbers (through the restatement): what about 2011 then? 

a. Final comment on descriptions and restatement; that was a ñtempest in 

a teapotò when all is toldé 

 

 

Developed plan nowéé 

 

1- How to read through the 10-Q and 10-K reports? 

a. óidentical underlyingô, Gross amounts, netted amounts, ófair valueô, ócarrying valueô 

The reference document here is the 10-Q report filed on may 10
th
 2012 for the first quarter of 2012 

 

The very start of this document is tough but necessary to grasp the picture of the backbone of the ñLondon 

Whaleò scandal. These are just 4 lines right below here that one should really take the time to 

understandé..This will open the way to address the question: ñhow did the performance of the ñtranche bookò 

of CIO (the SCP apparently for the bank) enter the firm-wide valuation process?ò. 4 Stages will be shortly 

pictured on the follow: the ñgross notionalò step, the ñnettingò step, the ñrisk modeling based on identical 

underlyingò step, the ALCO  or ñsenior managementò step. These four lines are describing the root of all the 

scandal that will surface under the banner ñthe London Whaleò. The content will certainly look quite abstract 

and the reader is invited to revert as often as necessary in order to see that those 4 lines describe the ñskew riskò.  

 

The ñskew riskò is what bothered Dimon and the regulators as early as 2005. It had paved the way of JpMorgan 

the legendary Investment Bank for a decade already. It is the risk that is inherent to the CDS markets from their 

very start back in 1994. It is what will induce the creation of CIO in 2005. It is what will spark the birth of the 

future ñtranche bookò within CIO in 2006.Yet this big book could NOT have a name. This was also due to the 

very nature of the ñskew riskò that is actually described opaquely in these 4 lines below (legal documentation 

issue). This ñskew riskò is ALSO what will be the common denominator behind just all the hedging strategies 
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that will be deployed through the ñtranche bookò of CIO since 2007. It is also the ñskew riskò that will spark the 

financial crisis in 2008 predictably so. It is what will prompt the ñexotic credit wind downò plan of Dimon in 

2010. It is what will delay for few more months in 2012 the quite seamless transfer of the ñtranche bookò 

towards the IB as a preliminary step to finalize this ñwind downò plan. This delay here and the skew were 

known as such by all the regulators in late 2011. It is the price of this ñskew riskò through the IG9 10yr index in 

2012 that will determine the instant reported ñtangible capital gainò that the firm will record starting in August 

2012. The ñskew riskò while being so truly central is nevertheless the risk that the bank and all the regulators 

will keep away from the public sight all along those years. One has just these basic 4 lines belowé.. 

 

There is just one Keyword in the ñLondon Whaleò scandal that matters : ñIdentical underlyingò : 

 

ò(c) Represents the total notional amount of protection purchased where the underlying reference instrument is 

identical to the reference instrument on protection sold; the notional amount of protection purchased for each 

individual identical underlying reference instrument may be greater or lower than the notional amount of 

protection sold. ñ 

 

 
 

The table above shows that about $3 trillion of ñcredit derivativeò (or CDS for the sake of simplicity) protection 

is purchased on one type say ñAò of CDS and an almost equivalent amount of $3 trillion of CDS protection is 

sold on a different CDS type called say ñBò. These $3 trillion exposures are to sit one in front of the other every 

day at JpMorgan. They are NOT to be ñfungibleò in principle, ie to be collapsed altogether in the form of a 

much reduced net exposure any time soon in real life. Yes they both type ñAò and type ñBò refer to what is 

called the same ñreference obligationò or ñidentical underlyingòé. And yet they are NOT always legally 

fungible. For example they are NOT all mechanically ñenforceableò in ñnetting agreementsò. For example too 

indices and their related tranches are separate. Indices and their single name constituents are also separate. The 

very same CDS contracts may as well be either held in an ISDA Master Agreement, or be held in a ñseparate 

ISDA agreementò, or in specific ñclient servicingò contract with the bank, or also in a standalone synthetic 

securitization vehicle (SPEs or VIEs in jargon) or elseé. As to the so called óbespokeô transactions, which can 

be considered at times as ócredit related notesô, the same principle applies. The óbespokeô tranches are separate 

from index tranches, indices, or the single name CDS from a pure legal standpoint as they involved the firm 

ñcreditò in a very peculiar way.  

 

All t his may sound like another alphabet soup. It is more than that as every contract gives way to diverse claims 

that may not be reconciled so smoothly in crisis times. The case of the Russian CDS on GKOs and the demise of 
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LTCM are strong reminders of that since 1998. The contractual ñbasis riskò here does lead to major financial 

and economic crisis as the year 2008 showed. Are we really out of the woods in that regard in 2017? See the 

central bank rates, see the public debt growing size and make your conclusionsé Yet all these different forms 

of CDS contract may refer to the very same ñidentical underlyingò as JpMorgan puts it, and the problem 

remains. In day-to-day practice it means that market counterparties do NOT aggregate all those categories of 

CDS holding say under a series of one single name CDS and thus into one price based on a common óreference 

instrumentô. This is not ñlegally enforceableò and therefore this is NOT what the regulators would accept in 

light of 1998 and 2008 to say the least. But the risk modeling systems of Jp Morgan do make the aggregation at 

one stage if only to process a comprehensive attribution of performance through the valuation process of the 

bank across the diverse business units involved using all kinds of contracts. Why is that? Well simply because 

the bank has to measure its aggregate risks per ñidentical underlyingò exposure. This is just good common sense 

risk management 1-0-1 and ALSO a requirement of regulators to do so anyway.  

 

But each contract has a specific price despite the common ñidentical underlyingò exposure, knowingly so. Thus 

the bank has to account for the ñbasis riskò that translates into slightly different prices all the time. The market 

counterparties to the bank Jp Morgan, and Jp Morgan itself, thus have separate pricing sources at the start and, 

although the positions can be compensated in-house through risk models based on their common reference to 

the same ñreference obligationò, the diverse CDS usually are NOT ñdesignated as hedgesò. Yet they all have to 

be reported at their ófair valueô under the ómark to market protocolô and in compliance with the firm policy of 

valuation in force. This implies different ñconsensus pricesò for each type of contract involved. This mandates a 

stringent reconciliation process if only to avoid a Ponzi Scheme build-up whereby lasting price differences on 

the very same contract generate a fictitious gain inside the same firm. This ALSO implies on the follow a 

ñnettingò process internally so that the bank can assess what its net exposure is per contract and next per 

ñidentical underlyingò risk. Please notice that the $3 trillion figure is shrunk down to $129 billion here after 

nettingé.The reduction in size of such magnitudes (10 times over $3 trillion) would bring up a significant but 

undue economic result anytime one price difference is missed. 

 

What happens here in practice through the netting process? What is the ñvalueò involved in the structural price 

differences inherited from the legal contractual ñbasis riskò? Letôs make here a quick simplistic numerical 

example to grasp how much the ñbasis riskò or any undue price difference matter in the accuracy of a netting 

process of this magnitude. It will be based on these $3 trillion of notional amount that once netted get reduced to 

$100 billion or lessé.Letôs imagine that the firm JpMorgan has say $3 trillion of one standalone ñbasis riskò 

potentially. In practice the bank sold $3 trillion of protection on ñcontract Aò and purchased $2.9 trillion of 

protection based on the ñidentical underlyingò through a ñcontract Bò this time. ñAò and ñBò are two contracts 

that have the very same quotes since they have the very same wording. BUT they are not stored in legally 

enforceable netting agreements. Thus the bank gets 2 sources of prices for ñAò and ñBò independently. And the 

counterparties are different: one for ñAò and one for ñBò. The bank has to reconcile internally the price for ñAò 

and the price for ñBò as the example here will show. It matters critically for Jp Morgan at least to the very finest 

details so that the $3 trillion notional amount is shaved down to $100 billion or less.  

 

The bank after netting is left thus with a net $100 billion of outright exposure selling protection for the sake of 

this example. Letôs assume that the average spread is 100 Bp and that the ñtenorò or ómaturity leftô is 5 years. 

These are typical features of what the bank exposure is in general. It is made simple again here for the sake of 

clarity. Letôs now imagine that there is a 1bp of basis risk between ñAò and ñBò simply because these contracts 

are not held in a common netting agreement that is legally enforceable. In simple terms, the bank has to make its 

assessment. A 1 BP has showed up by accident. Fortunately in the example there is just one price difference to 

assess. What would happen if this tiny 1Bp is not properly assessed? Letôs assume that this 1BP of ñbasis riskò 

here is thus NOT reconciled properly through the netting process between the price of the protection sold and 
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the price of the protection purchased elsewhere in the bank. This unchecked 1 Bp is say in favor of the bank 

here. A gross calculation based on the 1BP reportedly ñgainedò on $3 trillion leads to a positive revenue for the 

bank of ñ$3 trillion x 5 x 0.01%ò or $1.5 billion. The bank produced a $5 net profit per quarter. Thus this undue 

gain weighs 30% of the reported quarterly profits. How much would the bank expect to make on the net $100 

bill ion at 100 bps if the position say was already at a very significant gain of 20 bp in mark to market? As such 

this would be quite an achievement in trading terms. Another gross calculation would yield ñ$100 billion x 5 x 

0.2%ò or $1 billion. Thus this ñnastyò 1bp of unchecked ñbasis riskò here obscures any major outstanding gain 

or loss directly resulting from massive market moves impacting trading performance for realé This is totally 

unacceptable. This example just showed how critical the stringent reconciliation of prices is INSIDE JpMorgan 

when netting the derivatives exposures considering that the magnitudes at play are this big at $3 trillion and 

$100 billion ónetô.  

 

One may argue that the bank has many hundreds of different basis risks at the start. Grantedé Thus each basis 

risk alone as such would not be a big impact on earnings. But it remains that they altogether convey a ñ bpò 

basis risk that is worth $1.5 billion at Jp Morgan. Thus the many hundreds of basis risks only require Jp morgan 

to assess stringently all of them as the order of magnitude for the ultimate inaccuracy on the earnings remains 

the same, ie about $1.5 billion. And the bank JpMorgan reports about $5 billion earnings per quarter then.  

 

This basis risk ñvalueò must therefore be assessed AND scrutinized. Otherwise the earnings at Jp Morgan are 

going to be pretty inaccurate from the very start of the valuation process. This must be done NOT ONLY by the 

bank BUT ALSO by regulators and the clearing entities like ICE day after day since the early days of 2012. So 

at some stage indeed, the bank reconciles the different prices for the different contracts that refer to the same 

ñidentical underlyingò risk. And next the bank must scrutinize every corresponding basis risk. It matters a lot to 

notice how much the $3 trillion notional figure is reduced because the performance of the bank is critically 

measured and impacted from the change of the net figure quarter after quarter based on the ultimate ófair valueô 

of those gross notional amounts (see the example above). To reach this ultimate ñfair valueò for each type of 

contract, the bank has started with as many notional amounts, with as many different prices and had shrunk all 

this into one standalone net exposure per ñidentical underlyingò risk using a stringent reconciliation process to 

eliminate any undue price difference and to value at best the basis risk itself. How does the bank ñvalueò this 

basis risk in order to properly ñpriceò the resulting ñidentical underlyingò risk itself? All this stage is based 

again upon a proper assessment of the inherent ñprice uncertaintyò prevailing at the time. 

 

The bank provides 2 other key footnotes on the matter set above with reference to the table displayed here. First 

the footnote ñ(d)ò states that ñ(d) Does not take into account the fair value of the reference obligation at the time 

of settlement, which would generally reduce the amount the seller of protection pays to the buyer of protection 

in determining settlement value.ò  This means that the notional amounts are NOT computed based upon the 

price of the ñcommon underlyingò paradoxically enough. The ñcommon underlyingò  is usually priced based on 

a ñreference obligationò. The short explanation for this choice described in the footnote (d) here usually is that 

the price and liquidity of the ñreference obligationò are much worse than the ones of the single name CDS itself. 

This can only mean that the aggregation model at Jp Morgan is inferring this notional amount based on the CDS 

contract of either type ñAò or type ñBò or both actually while these CDS prices differ in general by their 

different nature and therefore in quantity of intrinsic liquidity. This means that there is a ñbasisò risk that exists 

anyway between the price of the óreference obligationô and the price of the CDS for the same óreference 

obligationô. This difference in price does affect the associated outstanding net exposure. There is no clarity as to 

which price among the diverse CDS contract prevails. But the price itself of the ñreference obligationò is NOT 

applied for sure.  

 

Thus the net notional amount and the reported performance depend also on the price differences existing 

between the CDS contracts themselves. This means that the óbasisô risks between the ócash underlying assetò 

and the óCDSô is NOT used and therefore is not fully ñclearedò. What is used is the compounded effect that 
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shows from one CDS contract to another CDS contract and is often called a ñskewò risk existing between a CDS 

of type ñAò and a CDS of type ñBò. As such the ñvalueò of the netted notional amount for the ñidentical 

underlyingò will still be just a proxy since it will be based solely on derivatives and not their common 

ñreference obligationò. Based upon the former example above one has the magnitude of the impact of the 

ñbasisò and the ñskewò on earnings if they are NOT finely tuned quarter after quarter. Therefore a ñbasis riskò 

will still be left pending between the ñreference obligationò and the crowd of diverse CDS contracts 

gravitating around it  all along. And senior management shall have to make a decision on the matter every 

quarter at least. 

 

The footnote ñ(e)ò now provides the main different sources of basis and skew risks: single name CDS (type 

òAò), ñcredit indicesò (say type ñBò), and ñcredit related notesò (say type ñCò which likely includes all the 

tranches based either on single name CDS or credit indices). The latter type ñCò is actually a huge conveyor of 

ñskew risksò as it includes the óbespokeô transactions. 

ñ(e) Represents protection purchased by the Firm through single-name and index CDS or credit-related 

notes.ò   It remains that some contracts are ñlegally enforceableò and others are not that conveniently nettedé 

 

The gross ñreceivablesò and ñpayablesò that are reported BEFORE netting through ñenforceableò 

contracts are disclosed in the 10-Q reports 

 

A few pages before the first table displayed here (go to page 104 in this10-Q of May 10
th
 2012) one can see 

another synthetic table confirming the collapse of the skew and basis risk and the absence of designation as 

ñhedgeò for CDS  in general (see the ócreditô derivative line) at jp Morgan: 

 
 

One could see that from the former table in the blue circled figures one had to net -$206 614 million and 

$61 849 million to get to the net ñprotectionò sold as per Jp Morgan risk models which were already 

incorporating the basis risks in an undisclosed fashion. How much money was involved here in the ñbasisò risk? 

Who knows? The net amount was $144 765 as a potential ñgross receivableò notional amount. But on the table 

right above here as circled in, the net amount of ñreceivablesò is only of $126 555 million. The difference is 

likely due to trades which are deep in loss and still alive for whatever reason. Although they should provide 

ñreceivablesò the current mark to market price for these positions brings up a loss that is larger than the total one 

expected from the receivables in question. At least this is one sensible assumption to make for want of choice. 

That is worth of $18 billioné Not a small fry as pointed out in the first example aboveéWhen one sells 

protection on CDS indeed, one expects ñreceivablesò on those derivatives positions in the form of premiums 

similar to what an insurer would get from his clients. Here in the table right above, one can see that Jp Morgan 

has ñonlyò $126 555 million. This is close to an $18 billion reduction from the gross ñnettedò receivable amount 

of $144 765 million. This is most likely due to some price changes that occurred between the inception of some 

trades and the current applied ñmark to marketò  ñmid priceò. This is a manifestation of real market price 

changes when applied to many open trades. And the question remains: ñwhat about the value of the basis risk 

here?ò...  
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One could not tell indeed whether this is a simple price change occurring on a standard single trade or whether 

this is a just ñbasisò risk effect, ie small price changes occurring between CDS categories which refer to the 

same ñunderlying instrumentò somewhat but differ legally speaking. It could be both actually. Who knows?  

 

But what is even more interesting here is that the ultimate ñnet derivative receivablesò for credit is only of 

$6 625 million. Pfew! From $3 trillion down to $7 billioné. The sensitivity of JpMorgan to any price difference 

is just bigger than described before. Needless to make another example based on those magnitudes here to 

emphasize further the need to make quite stringent reconciliations across the many internal prices sources to 

estimate at best next the ñbasis risksò and ñskew risksò on credit derivatives. One can notice at the bottom of the 

table that this $6 625 million amount enters as part of the ñfair valueò among ñtrading assets and liabilitiesò. The 

number goes straight into the books and records of the firmé. One will notice that the ónet derivative payableô 

amount for credit derivatives is $6 703 million. If one added the net receivables and the net payables, the ñnet 

fair valueò for credit derivatives seemed to be then $6 625-$6 703=-$78 million. HmmméSame comment as 

few lines aboveé.  

 

Thus one has gone down from a $3 trillion figure to a $78 million net figure where likely an $18 billion ómark to 

marketô value for some trades is at stakeé..Therefore one may summarize saying that the bank shrinks $3 

trillion down to  $78 million net on credit derivatives by means of ñnettingò all the diverse contracts using many 

different price sources for the very same contract and carrying many ñbasis risksò from one contract to the 

nextéAt the very least every price difference has to be scrutinized, reconciled and adjusted. The 1Bp for an 

average credit spread of 100 Bp is worth $1.5 billion at JpMorgan. Is that equivalent to 30% of the quarterly 

earnings of the big US Bank? Is there any liquidity reserve for the uncertainty carried through all these prices? 

There is probably not such a big reserve to take as in fact this uncertainty is NOT supposed to be left unchecked 

normally. It does NOT have to exist IF the reconciliations are done normally.  

 

Yet although the ñbasis risksò is just everywhere, it is undisclosed. This negative $78 million net figure is really 

to be contrasted first with the óbasis and skewô effect mixed with the market price changes that one can grossly  

proxy as being worth something like $18 billion here (difference between $144 765 million and $126 555 

million). The net -$78 million itself conveys the same mix of ñbasis riskò but only with the ñlegally 

enforceableò netting. What about those other contracts that are NOT ñlegally enforceableò?  

 

It matters now to remember that this -$78 million will be restated in July 2012 by some $660 million due 

allegedly to unknown internal ñprice differencesò on credit indices and related tranches. One wonders how they 

could ever have been missed. But although the bank shall state that this was a pure price difference spotted at 

the CIO London, one will not make the light of the influence of the ñbasisò risk in general in all this. It remains 

undisclosed in fulléOne sure thing is that the net ñfair valueò is directly impacted either by unchecked price 

differences on the very same contract or by those many ñbasis risksò as the netting process based on ñidentical 

underlyingò is run. The ñnet-ableò contracts or in-house procedures must address any price difference in the first 

place for aggregation. Any ñfair valueò change as a result impacts the performance of the firm through the 

ñbooks and recordsò. Thus any price difference does impact the ñfair valueò determination in the netting 

process. If one shrinks $3 trillion down to $78 million at Jp Morgan, any ñbasis riskò requires maximum 

attention, any original price difference mandates the very same stringent scrutiny.  

 

Given the orders of magnitude at play, it matters to look deeper into how the different CDS contracts are netted. 

The firm provides a cryptic but useful footnote:ò (c) As permitted under U.S. GAAP, the Firm has elected to net 

derivative receivables and derivative payables and the related cash collateral received and paid when a legally 

enforceable master netting agreement exists.ò This sentence provides a straight reference to the actual 

valuation policy of the firm itself, under the US GAAP standards. The footnote points to the surprising ñNet 
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amountò of about $6 625 million that is so much lower than the $126 555 million amount. This is a massive 

reduction of money ñowedò or ñto be receivedò. This is due to the presence of ñcollateralò and ñlegally 

enforceable master netting agreementò.  

 

This valuation process involves the view of the many market counterparties facing Jp Morgan on its credit 

derivatives trades. The bank first netted the similar contracts altogether, obtained a net value and next netted this 

first net value with the value of the collateral holdings. As the original example tried to show, the order of 

magnitude involved mandates a very accurate process. It is meant to apply only one price per CDS contract 

across the whole firm, irrespective of whether the different business units selected initially different prices on 

their side. More the price of the collateral holdings are to be checked as well stringently. Counterparties post and 

receive collateral daily with JpMorgan in the critical context of the margin calls. This clearly indicates that 

market counterparties ALSO have their say here on every ñbasis riskò or on every other price difference. This 

sentence thus unveils a critical stage of the mark to market that has always been based upon a ñconsensualò 

valuation.  

 

The counterparties do have their say in the internal reconciliation process. If JpMorgan ever was complacent 

towards its price differences existing between CIO and the IB, its counterparties were NOT. Here there is just 

NO room for ñcomplacencyò, ñdeficient controlò, ñlasting price differencesò, ignored ñbasis risksòé.. Real 

money is at stake day after day. As part of the consensus building, the market players pledge some assets to their 

counterparty to compensate for some money they owe their market counterparties on their trades while they 

want to keep the derivative trade alive. What is their starting point for all? A ñconsensus mid priceò for allé.Of 

course the value of those collateral assets are re-valued as often as the derivatives positions are, ie daily for 

index and tranche CDS in 2012. Almost all the CIO positions and trades of the ñtranche bookò are in this case. 

This netting occurs actually right after a mark from the market price has been set to every positions.  This is 

when one price for all business units is applied for the netting per contract to proceed across the whole firm 

according not only to the internal ñviewò of the firm. But it mostly is finalized according to the claims of the 

market counterparties of the firm. As such the latter claims define a consensus that usually is challenged by 

other consensuses like the one built by ICE or/and the one built by MarkIT and Totem. This is when the price 

differences are reconciled and flattened out through the means of many adjustments. The front office staff 

usually never sees these adjustments in mark to market. Here the process operates as prescribed by the SEC 

(1992), the OCC (1993), Jp Morgan and Paul Volcker and the ñgroup of 30ò (1993).  

 

This stage of netting thus happens before the risk models of Jp Morgan revalue entirely every single credit 

derivatives based upon its group of ñidentical underlyingò with the view to re-allocate performance against other 

assets and liabilities like loans, debt, pension fund, health care contribution, deferred compensations, equity, 

forex, commodity, real estate, private equity, and so on, and so oné Here the firm MUST make its own 

confidential assessment as to what the average ñbasis riskò is between CDS contracts and the ñreference 

obligationò. The firm ALSO then determines what its view is on the ñskew risksò spreading across the different 

types of CDS contracts traded by the business units in the firm. And if one wonders whether actually the firm 

actually does it, one must consider the cases of bankruptcy themselves involving ñreference obligationò and 

different CDS contracts related to it altogether. When an event like this occurs, ie a bankruptcy, or when a 

company restructures its debt, the price of the ñreference obligationò is not zero but it is very far from 100% of 

its original value. The different CDS contracts have other prices that may differ a lot. This induces big price 

differences in the liquidating value of the ñreference obligationò. Indeed a lot of legal scenarios become possible 

in a context where a lot of uncertainties still prevail. And the ultimate liquidation price depends on the contract 

itself at the end of the day, with all associated costs being included.  

 

The bank has the legal obligation to know its contractual exposure then for sure. Lawyers are involved within 

the firm. One can imagine easily that the bank ALSO must try to pre-empt any surprise looking forward with all 

its other exposures based on the diverse ñreference obligationsò that sit on the bankôs balance sheet directly or 

indirectly. In the course of 2008 and 2009, many bankruptcies occurred, the Jp Morgan lawyers were involved, 

and they would set the rules between CIO and the IB who had different ways to project their respective 

exposures to events of bankruptcy or restructuring. They were directly involved in the assessment of every basis 

risk standing between CIO and the IB. Someone like Jeremy Barnum (Jp Morgan MD at the IB at the time) 

could well testify on that. In late 2010 the ñrestructuringò of Thomsonôs Debt proved that the basis risk and 
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therefore the skew risk were dangerous even for a standalone event as it may induce an unwanted exposure due 

to this internal basis risk at Jp Morgan. Therefore the bank was scrutinizing this ñbasis riskò since 2009 through 

the legal team at least of Jp Morgan with a clear awareness of the immediate and massive economic impact that 

the basis risk conveyed. So it is clear that the bank had to make quite a precise assessment of this ñbasis riskò 

daily not only to set the net total exposures but ALSO to set the ófair valueô of these credit derivatives altogether 

beyond the crude market quotes or consensus mid-prices. 

 

Of course this means that at this quite early stage of ñnettingò, before any in-house model applies and right 

AFTER a mark has been performed on every position, all the parties must have agreed both on the CDS 

ñconsensus midò prices and on the ñcollateralò price involved altogether. This means also that everyday any 

CDS price difference is reconciled along with any ñcollateralò price difference so that the totals match in full. 

This is real money here transiting from one bank to the other way before any material ñeventò occurs like a 

bankruptcy or a restructuring or else. This has a real direct impact on every bankôs revenue line as the quarter 

runs. No party would accept to be owed some money or just on a very short while like a day or two. What is 

certain behind this footnote here is that counterparties could reconcile CDS prices differences against the 

revaluation of the assets pledged as ñcollateralò from the past and for the future. Thus no price difference can 

escape the scrutiny of this ñcollateral nettingò stage based on the market counterparties views. The reference to 

ñlegally enforceable master netting agreementò points to the fact that if a party reneges at agreeing on a 

consensual valuation for CDS prices then it is violating the law, no less. Almost all the trades and positions 

contained in the ñtranche bookò of CIO where in that situation, ie under the regime of ñlegally enforceable 

netting agreementsò. And this breach of law is ñenforceableò like the day after.  

 

This reconciliation is thus pretty mandatory, and is done daily for indices and related tranches. It matters really 

to repeat that all (except for really few small exceptions) the CDS trades of the ñtranche bookò of CIO were 

governed by a ñlegally enforceable master netting agreementò. Thus no price difference could survive more than 

a day and more than 99% of them would spark adjustments through the ñcollateral revaluationò that was 

mandatory through the netting process. Thus those price differences at CIO London could not have been missed 

for longer than one day, had the control functions at JpMorgan been failing all of a sudden.   

 

Ultimate ñFair Valueò for credit derivatives 

 

It remains to see how the risk models at Jp Morgan process this performance attribution based on the same 

ñunderlying instrumentò. This is when the ñassessedò values for ñbasis risksò and ñskew risksò are set by the 

firm as per its internal models. Right through this process, quite logically, the firm ALSO determines the price 

uncertainty that it faces. This assessment naturally gives way to the liquidity reserve requirements and the 

capital provisions as needed. One can turn then to page 91 to look at how the firm discloses what it calls itself 

ñAssets and liabilities measured at fair value on a recurring basisò. The regulators and banking industry 

standards have defined a protocol here too: a ñfair value hierarchyò is to be quantified as per well defined 

rulesé. 

 

Here one can see that the firm breaks down its ñfair value hierarchyò between level 1, level 2  and level 3 assets. 

These are just 3 categories whereby ñlevel 1ò is liquid, ñlevel 2ò is ñless liquidò and ñlevel 3ò is il-liquid. As per 

the firm policy (see the exhibits of the US Senate report disclosing the firmôs valuation procedures), the ñlevel 

2ò requires a frequent re-assessment of the required liquidity provision since the positions are NOT liquid even 

though they are NOT plainly il -liquid. They are in between the two extremes. For credit derivatives receivables 

the firm discloses $114 759 million for ñlevel 2ò and $11 796 million for ñlevel 3ò. The total of ñlevel 2ò and 

ñlevel 3ò is as expected $126 555 million for the ñreceivablesò on ñcredit derivativesò (no CDS can be deemed 

ñlevel 1ò ie ñliquidò in fact). Likewise the corresponding reported ñTotal Fair Valueò is $ 6 625 million. The 

figures are consistent, absent the liquidity reserves that should be set anyway in some other places in the ledgers. 

The ñnettingò amount is not broken down though: this suggests that liquidity provisions are computed on an 

aggregate basis for credit derivatives supporting the view that both level 2 and level 3 amounts require a reserve 

altogether.  

 

The table on page 92 below provides some details: 
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Yet one cannot know how the collateral ñlegally enforceableò netting stage is being operated on ñlevel 3ò  

versus what is done for ñLevel 2ò for example. In particular the firm does not provide the balance of ñinitial 

collateral requirementò that it receives and that it gives to its counterparties. These ñinitial collateral 

requirementsò are usually considered as the ñde minimusò liquidity reserves. The firm provides however here in 

footnote ñeò some useful descriptions: ñ(e) As permitted under U.S. GAAP, the Firm has elected to net 

derivative receivables and derivative payables and the related cash collateral received and paid when a legally 

enforceable master netting agreement exists. For purposes of the tables above, the Firm does not reduce 

derivative receivables and derivative payables balances for this netting adjustment, either within or across the 

levels of the fair value hierarchy, as such netting is not relevant to a presentation based on the transparency 

of inputs to the valuation of an asset or liability. Therefore, the balances reported in the fair value hierarchy 

table are gross of any counterparty netting adjustments. However, if the Firm were to net such balances within 

level 3, the reduction in the level 3 derivative receivable and payable balances would be $10.4 billion and $11.7 

billion at March 31, 2012, and December 31, 2011, respectively; this is exclusive of the netting benefit 

associated with cash collateral, which would further reduce the level 3 balances.ò  

 

The phrasing again is cryptic. But the bold sentences state 2 things. One is that this ultimate ñfair valueò here 

does NOT reflect ñthe valuation of an asset or liabilityò  based on basic ñvaluation inputsò and transparency. 

Indeed the reserves and other fair value adjustments are missing in full. Two is that at least the ñhierarchyò 

disclosed here in the table between level 2 and level 3 amounts do NOT reflect specific netting adjustments. 

Thus this ultimate ófair valueô reported on a ñrecurring basisò is NOT TRANSPARENT with regards to market 

prices, to ñbasis risksò and therefore to necessary liquidity or mandated provisions. Thus this ñfair valueò is 

NOT the ñômark to marketò value defined as per the requirements set by the SEC since 1992 in its annual report 

or by the OCC in 1993 or by the ñgroup of 30ò that chaired by Paul Volcker and the then CEO of JpMorgan 

(1993 too). The breakdown of this ñfair valueò between level 2 and level 3 is therefore just indicative of the 

share of the ñtotally il -liquidò CDS positions in the firm versus ñnot liquidò other positions. Thus this ñfair 

valueò paradoxically is NOT what the counterparties of Jp morgan would see for example on their side of these 

very same CDS trades that they have against JpMorgan. One could have guessed that conclusion already when 

the bank had specified that it was NOT basing its aggregation on the ñreference obligationò but on a cloud of 

diverse CDS contracts and ñbasis risksòé. However this is this ñfair valueò figure above that the firm reports 

for itself in its books and records. And the text mentioned here provides some clues as to how the bank proceeds 

despite the admitted lack of transparency.  
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Just that note here shows that the July 2012 $660 million restatement was NOT transparent structurally so in 

many aspectsé.Fundamentally, given what ñmark to marketò means for sure since 1993 for all regulators and 

the whole banking industry, this ñprice difference between CIO and the IBò that had lasted was just an invention 

since it would be cleared once at the ñlegally enforceableò netting, refined a second time through the collateral 

and margin call associated postings, and ultimately completely erased through the assessment of every single 

basis risk to perform the ñLevel1-Level2-Level3ò hierarchical breakdown. 

 

The firm ironically enough explains how to start from market prices and how, from this initial ñgross fair valueò 

(which is the step where CIO London had contributed and was overridden already through the routine 

enforceable netting process), it lands onto its ultimate NON TRANSPARENT net ñfair valueò. As it will be 

explained now, this ñultimate fair valueò is anyway NOT the one that will be used in the earnings and the firm 

explains a little bit why but in a twisted way that indeed is NOT transparent once again. This simply shows that, 

whatever the price difference that may have lasted between CIO and the IB, it would have been overridden once 

by the in-house model risks in their assessment of ñbasis risksò and ñskew risksò. And it would be overridden a 

second time before the firm actually set the fair value on these credit derivatives that would quite 

mathematically determine the earnings.  

 

But first it matters to spend some time reading in full how the bank arrives at this ultimate ófair valueô through 

the use of mathematical risk models and performance attribution procedures that are run between the ñcashò 

assets and the derivative exposures across the operating units of the banking group.  

 

The first concept is the whole process labeled as ñValuationò in the 10
th
 May 2012 10-Q annual report (page 97) 

and as ñFair Value Measurementò on Note 3 in the 2011 annual 10-K report. Please keep in mind here that 

every ñbasis riskò and ñskew riskò are among the cases covered by the key sentence ñIf listed or quoted prices 

are not available, fair value is based on internally developed models that consider relevant transaction 

data:òé. 

 

See first the page 97 of the May 10
th
 2012 10-Q report. 

 

ñValuation 

The Firm has an established and well-documented process for determining fair value. Fair value is based on 

quoted market prices, where available. If listed or quoted prices are not available, fair value is based on 

internally developed models that consider relevant transaction data such as maturity and use as inputs market-

based or independently sourced market parameters. For further information on the Firmôs valuation process 

and a detailed discussion of the determination of fair value for individual financial instruments, see Note 3 on 

pages 184-198 of JPMorgan Chaseôs 2011 Annual Report. For instruments classified within level 3 of the fair 

value hierarchy judgments used to estimate fair value may be significant. In arriving at an estimate of fair 

value for an instrument within level 3, management must first determine the appropriate model to use. Second, 

due to the lack of observability of significant inputs, management must assess all relevant empirical data in 

deriving valuation inputs - including, but not limited to, transaction details, yield curves, interest rates, 

volatilities, equity or debt prices, valuations of comparable instruments, foreign exchange rates and credit 

curves. Finally, management judgment must be applied to assess the appropriate level of valuation 

adjustments to reflect counterparty credit quality the Firmôs credit worthiness, constraints on liquidity and 

unobservable parameters, where relevant. The judgments made are typically affected by the type of product 

and its specific contractual terms, and the level of liquidity for the product or within the market as a whole. The 

Firm has numerous controls in place to ensure that its valuations are appropriate. An independent model 

review group reviews the Firmôs valuation models and approve them for use for specific products ( comment 

here: see the ñVaR Historyò document on this website). All valuation models of the Firm are subject to this 

review process. A price verification group, independent from the risk-taking functions, ensures observable 

market prices and market-based parameters are used for valuation whenever possible. For those products with 

material parameter risk for which observable levels do not exist, an independent review of the assumptions 

made on pricing is performed. Additional review includes deconstruction of the model valuations for certain 

structured instruments into their components; benchmarking valuations, where possible, to similar products; 
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validating valuation estimates through actual cash settlement; and detailed review and explanation of 

recorded gains and losses, which are analyzed daily and over time.  

 

Valuation adjustments, which are also determined by the independent price verification group, are based on 

established policies and applied consistently over time. Any changes to the valuation methodology are reviewed 

by management to confirm the changes are justified. As markets and products develop and the pricing for 

certain products becomes more transparent, the Firm continues to refine its valuation methodologies. 

Level 3 financial instruments 

 

The following table presents the Firmôs primary level 3 financial instruments, the valuation techniques used to 

measure the fair value of those financial instruments, and the significant unobservable inputs and the range of 

values for those inputs. While the determination to classify an instrument within level 3 is based on the 

significance of the unobservable inputs to the overall fair value measurement, level 3 financial instruments 

typically include observable components (that is, components that are actively quoted and can be validated to 

external sources) in addition to the unobservable components. The level 1 and/or level 2 inputs are not included 

in the table. In addition, the Firm manages the risk of the observable components of level 3 financial 

instruments using securities and derivative positions that are classified within levels 1 or 2 of the fair value 

hierarchy. The range of values presented in the table is representative of the highest and lowest level input used 

to value the significant instruments within a classification. The input range does not reflect the level of input 

uncertainty, instead it is driven by the different underlying characteristics of the various instruments within the 

classification. For more information on valuation inputs and control, see Note 3 on pages 184ï198 of 

JPMorgan Chaseôs 2011 Annual Report. » 

 

ñthe determination to classify an instrument within level 3 is based on the significance of the unobservable 

inputs to the overall fair value measurement ñé.That is what this is all about in the overriding stage that 

follows the ñlegally enforceableò netting stage whereby CIO itself was already overridden by the collateral 

teams of the IB : ñManagementò sets the adjustments helped here by ñnumerous controlsò like VCG or MRG for 

the risk metrics. Valuation is certainly the number one risk of all risk measures. ñBasis riskò is certainly the one 

risk on valuation that involves altogether senior management, ñjudgmentò of legal teams and ñinternally 

developed modelsò. This is 1-0-1 of common sense for derivatives risks as heralded by the SEC, Volcker, 

JpMorgan and the OCC since 1993. This 1-0-1 of the actual danger conveyed by credit derivatives that was 

amply confirmed in 1998 after the demise of LTCM. But other risks must also be checked as they will definitely 

serve to make the performance attribution between the other assets, the other hedges, and the other trading 

positions in the firm as a whole. The stages are summarily described in this 10-K report above.  

 

At this stage the valuation process of JpMorgan has been pictured. I t matters now to unearth where 

exactly the mismarking occurred at Jp Morgan: it was done at the ñALCO stageò. The 2011 annual 10-K 

report provides a bit more descriptions of the whole firm process on page 184. And one will understand that this 

ñfair valueò sophisticated process does NOT produce the reported ñfair valueò, also called ñcarrying valueò, as 

senior management will add a last minute adjustment layer to convey the very final ñcarrying valueò ultimately 

in the books and records. This last adjustment is based for example upon the ñfair value of the underlying 

collateralò for assets that are carried at ñfair valueò but on a ñnon recurring basisò. Once decoded this means that 

indeed senior management re-instill a dose of ñbasis riskò and a dose of ñskew riskò here and there at the 

ultimate stage. This is the ñALCO stageò mentioned just before : ñ 

Note 3 ï Fair value measurement 

 

JPMorgan Chase carries a portion of its assets and liabilities at fair value. These assets and liabilities are 

predominantly carried at fair value on a recurring basis. Certain assets and liabilities are carried at fair value 

on a nonrecurring basis, including mortgage, home equity and other loans, where the carrying value is based 

on the fair value of the underlying collateral.  

 

The Firm has an established and well-documented process for determining fair values. Fair value is defined as 

the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction 
between market participants at the measurement date. Fair value is based on quoted market prices, where 

available. If listed prices or quotes are not available, fair value is based on internally developed models that 
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consider relevant transaction data such as maturity and use as inputs, market-based or independently sourced 

market parameters, including but not limited to yield curves, interest rates, volatilities, equiy or debt prices, 

foreign exchange rates and credit curves. 

 

Valuation adjustments may be made to ensure that financial instruments are recorded at fair value. These 

adjustments include amounts to reflect counterparty credit quality, the Firmôs creditworthiness, constraints on 

liquidity and unobservable parameters. Valuation adjustments are applied consistently over time. 

Å Credit valuation adjustments (ñCVAò) are necessary when the market price (or parameter) is not indicative 

of the credit quality of the counterparty. As few classes of derivative contracts are listed on an exchange, 

derivative positions are predominantly valued using internally developed models that use as their basis 

observable market parameters. An adjustment is necessary to reflect the credit quality of each derivative 

counterparty to arrive at fair value. The adjustment also takes into account contractual factors designed to 

reduce the Firmôs credit exposure to each counterparty, such as collateral and legal rights of offset. 

Å Debit valuation adjustments (ñDVAò) are taken to reflect the credit quality of the Firm in the valuation of 

liabilities measured at fair value. The methodology to determine the adjustment is consistent with CVA and 

incorporates JPMorgan Chaseôs credit spread as observed through the credit default swap market. 

Å Liquidity valuation adjustments are necessary when the Firm may not be able to observe a recent market 

price for a financial instrument that trades in inactive (or less active) markets or to reflect the cost of exiting 

larger than- normal market-size risk positions (liquidity adjustments are not taken for positions classified 

within level 1 of the fair value hierarchy; see below). The Firm estimates the amount of uncertainty in the 

initial valuation based on the degree of liquidity in the market in which the financial instrument trades and 

makes liquidity adjustments to the carrying value of the financial instrument. The Firm measures the liquidity 

adjustment based on the following factors: (1) the amount of time since the last relevant pricing point; (2) 

whether there was an actual trade or relevant external quote; and (3) the volatility of the principal risk 

component of the financial instrument. Costs to exit larger-than-normal market-size risk positions are 

determined based on the size of the adverse market move that is likely to occur during the period required to 

bring a position down to a non-concentrated level. 
Å Unobservable parameter valuation adjustments are necessary when positions are valued using internally 

developed models that use as their basis unobservable parameters ï that is, parameters that must be estimated 

and are, therefore, subject to management judgment. Unobservable parameter valuation adjustments are 

applied to mitigate the possibility of error and revision in the estimate of the market price provided by the 

model. 

 

The Firm has numerous controls in place intended to ensure that its fair values are appropriate. An independent 

model review group reviews the Firmôs valuation models and approves them for use for specific products. All 

valuation models within the Firm are subject to this review process. A price verification group, independent 

from the risk-taking function, ensures observable market prices and market-based parameters are used for 

valuation wherever possible. For those products with material parameter risk for which observable market 

levels do not exist, an independent review of the assumptions made on pricing is performed. Additional review 

includes deconstruction of the model valuations for certain structured instruments into their components and 

benchmarking valuations, where possible, to similar products; validating valuation estimates through actual 

cash settlement; and detailed review and explanation of recorded gains and losses, which are analyzed daily 

and over time. Valuation adjustments, which are also determined by the independent price verification group, 

are based on established policies and applied consistently over time. Any changes to the valuation methodology 

are reviewed by management to confirm that the changes are justified. As markets and products develop and the 

pricing for certain products becomes more or less transparent, the Firm continues to refine its valuation 

methodologies. 

 

The methods described above to estimate fair value may produce a fair value calculation that may not be 

indicative of net realizable value or reflective of future fair values. Furthermore, while the Firm believes its 

valuation methods are appropriate and consistent with other market participants, the use of different 

methodologies or assumptions to determine the fair value of certain financial instruments could result in a 

different estimate of fair value at the reporting date. 

Valuation Hierarchy 
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A three-level valuation hierarchy has been established under U.S. GAAP for disclosure of fair value 

measurements. 

The valuation hierarchy is based on the transparency of inputs to the valuation of an asset or liability as of the 

measurement date. The three levels are defined as follows. 

Å Level 1 ï inputs to the valuation methodology are quoted prices (unadjusted) for identical assets or liabilities 

in active markets. 

Å Level 2 ï inputs to the valuation methodology include quoted prices for similar assets and liabilities in active 

markets, and inputs that are observable for the asset or liability, either directly or indirectly, for substantially 

the full term of the financial instrument. 

Å Level 3 ï one or more inputs to the valuation methodology are unobservable and significant to the fair value 

measurement. A financial instrumentôs categorization within the valuation hierarchy is based on the lowest level 

of input that is significant to the fair value measurement.ò 

 

Letôs now ascertain one important thing related to ñmarksò versus ñliquidity reservesò which both are integral 

parts of the ñmark to marketò in theory: the ñfair valueò price is an ñexit priceò, not even a ñmid priceò as the 

ñconsensus pricesò are perceived to be. For ñlevel 2ò and ñlevel 3ò or any ñnot perfectly liquidò CDS, the firm 

MUST therefore assess at senior management level which liquidity reserves are mandated to account for the 

difference between the ñexit priceò and the ñconsensus mid priceò. But that is NOT reflected in the ñfair valueò 

figures that were inherited from the ñlegally enforceableò netted amounts. And it does not show thereafter in a 

transparent way as the firm stated. The process is non transparent and based upon ñunobservable inputsò. The 

associated liquidity reserves are spread throughout other items but one cannot know either ñhowò or ñhow 

muchò is set and ñwhereò. Thus, for example, ñmanagementò uses CVA-DVA-Liquidity adjustments or other 

in-house developed models to arrive at the banks ultimate ñfair valueò that determines the accounts and the 

information to markets, regulators and investors. The bolded parts remind that on  just all those points CIO had 

elevated the issues that all called for massive reserves for the ñtranche bookò alone. As this part shows, all those 

reserves and provisions were taken AFTER the ñlegally enforceableò netting had been done, which itself was a 

stage where CIO prices were mechanically overridden already. The senior management knew better in any way 

how those reserves had to be taken since only the net exposure of the bank would matter in the very first place.  

 

It remains to see ñhowò the firm eventually reports the performance attribution once ñmanagementò and the 

ñnumerous controlsò have done their job. Here it occurs that senior management chooses to adopt or not the 

ñfair value electionò as a measure for performance as explained in this extract. It is not always the same even 

though credit derivatives themselves are all placed under a ñfair valueò regime usually. There are exceptions, 

but not for the ñtranche bookò of CIO for which the process was as transparent as one can imagine in the firm. 

 

The second concept that drives a lot of the performance attribution is called broadly the ñfair value optionò.  

There are many more considerations that ñmanagementò is having aside from ñbasis riskò, from ñskew riskò, 

from ñmid to exit pricesò, or from ñperformance attribution across partnering business unitsòé.Senior 

management shall also care about òmitigate income statement volatilityò (this is NOT equivalent to smoothing 

the earnings quarter on quarter, noé), ñaccounting for hybrid instrumentsò (typical of ñcredit hybridsò business 

at the IB that was just being transferred for the ñtrancheò part in late 2011), or dealing with IB related 

ñstructured notesò or other securitizations (again a direct reference to ñcredit hybridsò business). In short the 

other consideration further relate to either ñmarkets expectationsò or ñclient relationshipò or ñdeconsolidated or 

nonconsolidated or nonrecurringò exposures. Here is the extract of this option impact on the accounts for the 

2011 10-K annual report (page 198): ñ 

 

ñNote 4 ï Fair value option  

 

The fair value option provides an option to elect fair value as an alternative measurement for selected financial 

assets, financial liabilities, unrecognized firm commitments, and written loan commitments not previously 

carried at fair value. 

Elections 

Elections were made by the Firm to: 
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Å Mitigate income statement volatility caused by the differences in the measurement basis of elected instruments 

(for example, certain instruments elected were previously accounted for on an accrual basis) while the 

associated risk management arrangements are accounted for on a fair value basis; 

Å Eliminate the complexities of applying certain accounting models (e.g., hedge accounting or bifurcation 

accounting for hybrid instruments); and/or 

Å Better reflect those instruments that are managed on a fair value basis. 

Elections include the following: 

Å Loans purchased or originated as part of securitization warehousing activity, subject to bifurcation 

accounting, or managed on a fair value basis. 

Å Securities financing arrangements with an embedded derivative and/or a maturity of greater than one year. 

Å Owned beneficial interests in securitized financial assets that contain embedded credit derivatives, which 

would otherwise be required to be separately accounted for as a derivative instrument. 

Å Certain investments that receive tax credits and other equity investments acquired as part of the Washington 

Mutual transaction. 

Å Structured notes issued as part of IBôs client-driven activities. (Structured notes are financial instruments 

that contain embedded derivatives.) 

Å Long-term beneficial interests issued by IBôs consolidated securitization trusts where the underlying assets 

are carried at fair value.ò 

 

About the ñfair valueò and the ñcarrying valueò when all is said 

 

Thus the bank does state that not all the assets or liabilities are ñcarriedò at ñfair valueò even though they should. 

Here tens of $billion are under consideration. The order of magnitude is impressive but not so big when sized at 

the dimension of JpMorgan itself. The CIO investments alone weighed $350 billion or more. The bank total 

assets were worth more than $2 trillion. And the ñparticular strategyò at CIO was a strategic hedge for the firm 

in case of a global shortage of liquidity having the ability to generate $2 to $5 billion gains in a crisisé. Some 

assets or liabilities are thus not ñcarried at fair valueò on a ñrecurring basisò when in particular their valuation 

depends upon the fair value of the collateral that is controlled by third parties, not by the bank. This is typical of 

ñoff-shoredò skew exposures or similar ñbasisò exposures held by third parties vehicles (called VIEs generically 

in the 10-Q reports of JpMorgan). But the bank Jp Morgan would not make this clear in any 10-Q or 10-K report 

despite the $3 trillion potential exposure stated as ñidentical underlyingò that shrinks down to almost zero after 

nettings.  

 

On the face of it, the root cause for this distinction between ñfair valueò and ñcarrying valueò above seems to be 

related to ñPCIò loans ie loans that are problematic potentially. They are problematic in that their future cash 

flows are somewhat ñuncertainò. These are assets that the firm needs to find a ñcredit hedgeò for in general as 

they look ñcredit impairedò in jargon. As such, whichever class they had belonged to they sort of became part of 

ñother assetsò once they had been deemed ñproblematicò. And one should actually take a broader view upon 

what drives the last adjustment between the ñin-house faire valueò and the ñultimate carrying valueò  in relation 

to credit derivatives. One can refer to the definition on page 170 of the 10-Q published in May 2012: 

ñPurchased credit-impaired (ñPCIò) loans: Represents loans that were acquired in the Washington Mutual 

transaction and deemed to be credit-impaired on the acquisition date in accordance with FASB guidance. The 

guidance allows purchasers to aggregate credit-impaired loans acquired in the same fiscal quarter into one or 

more pools, provided that the loans have common risk characteristics (e.g., product type, LTV ratios, FICO 

scores, past due status, geographic location). A pool is then accounted for as a single asset with a single 

composite interest rate and an aggregate expectation of cash flows.ò  

 

Those loans require hedging and projections, therefore a lot of modeling based upon assumptions and common 

ñunderlying referencesò. As the case of the ñLondon Whaleò exemplifies, this process was NOT limited to PCI 

loans as far as the whole valuation of the firm is concerned. One may assume indeed that the ñtranche bookò of 

CIO was at least in part devoted to build some macro ñcredit hedgesò against those many ñPCI loans and the 

likeòé.. Dimon or Drew could certainly tell whether the assumption is correct and to which extent it isé. They 

should concur given the ñDNAò of the ñtranche bookò that they wanted to have in 2006é  

 



16 
 

16 
 

There were many other liability -related risks like ñCVAò, ñDVAò, VaR, RWA, long term liabilities, that 

required the same need to ñpoolò the risks, shrink them down to common ñunderlying instrumentsò so that the 

firm could also protect itself for the future at the minimum cost of course. One type of risk in particular was the 

lack of liquidity of some existing exposures that were NOT necessarily consolidated in full in the balance sheet 

and were NOT auditedé Again one may make the same assumption as to the role that the ñtranche bookò of 

CIO was expected to play for the whole firm here. And a similar question should have been asked to Drew or 

Dimon or bothéUnless all the investigation teams already had the answers. 

 

The picture below shows that some derivatives trades are precisely meant to hedge those risks. 

 

 
 

To be sure the amount $85 377 million is the one that is the ñcarrying valueò on the ñconsolidated Balance 

Sheetò as the firm specifies here in this table. And this ñconsolidated Balance sheetò is the one that is the basis 

for disclosing the earnings. But where is this figure showing actually in the 10-Q reports and how can one 

reconcile the way in which this figure has impacted other business units through the modeling internal to Jp 

Morgan? The short answer is: one simply cannot do that exercise. To start with one must notice that to arrive at 

this figure here of $85 377 million, the firm proceeds IN FACT to 2 netting processes.  One is ótransparentô and 

standard on the face of it if one excuses the total absence of disclosure about just ALL the existing ñbasis risksò. 

Thus it is the ólegally enforceable oneô dealing with all the positions of the ñtranche bookò of CIOé The other 

one is much less ñtransparentò in fact: it is not ólegally enforceableô, it is NOT fully consolidated, it is NOT 

audited, and the consolidation of which is NOT transparent anyway. But it adds to the first one to produce this 

figure here of $ 85 377 million. 

  

The footnote ñaò here is very useful again to understand what is going on here:ò (a) As permitted under U.S. 

GAAP, the Firm has elected to net derivative receivables and derivative payables and the related cash 

collateral received and paid when a legally enforceable master netting agreement exists.ò Ok, this is the one 

operation that was referred to so far. Here one can see a bit better how this netting occurs: derivatives are netted 

mostly between ópayablesô and óreceivablesô, for each CDS type separately, and a smaller fraction is further 

reduced with the net outstanding amounts of collateral routinely pledged or received, CDS type per CDS type. 

This ratio between $1 483 439 million versus $ 73 635 million show that counterparties depend mostly at 95% 

on  CDS price accuracy on each type of CDS contract to net their huge outstanding positions one with each 

other. One can see that the revaluation of collateral bears only upon 5% or so of the gross notional amount at 

risk. There really was very little room for complacency from market counterparties about the consensus mid 

prices, especially on ñlevel 2ò. Of course such accuracy is impossible to achieve for Level 3 assets which are il-

liquid or even for óreally less liquidô level 2 assets like the IG9 index, the IG14-15-16 indices, the Itraxx Main 

S9 index, the financial-SUB indices, the HY 8-9-10-11-14-15-16 series, and all the tranches referring to these 

indices when available. Here about 80% of the total outstanding exposures of the ñtranche bookò of CIO have 

just been listedé Thus about 80% of the tranche bookò notional amounts were il-liquid or close. They were 

NOT in Level 3 though, even if Hogan brought up the idea in mid to late April 2012. As to the Level 3 assets, 

they were over-collateralized or subject to additional liquidity reserves for that reason of that they were 
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officially il -liquid. That overcollateralization should have therefore also applied to many level 2 exposures like 

the IG9 index ones  and actually like 80% of the ñtranche bookò of CIO since early 2010. The IG9 index was 

indeed here among most of the other indices and tranches being held in the CIO ótranche bookô since 2007. The 

matter had been raised in 2008 already at CIO. And it was raised again in 2009 giving way already to a $30 

million liquidity reserve for the tranche book of CIO already. The CDS markets were getting notoriously less 

and less liquid since 2007. And this lower and lower liquidity usually calls for liquidity reserves aside from the 

collateral operations anyway. This was just meant to predate the dangers due to the basic lack of accuracy in 

prices whether they were ñmidò, ñexitò, ñbidsò or ñoffersò, or other ñconsensusò ones. 

 

More, the table below the top one shows that other collateral sources do exist but are NOT factored in the ófair 

valueô that is also the ñcarrying valueò as the firm states here in some instances. Here is the lack of transparency 

showing about the valuation process. The footnotes ñbò and ñcò provide details.  

 

ñ(b) Represents cash collateral received and paid that is not subject to a legally enforceable master netting 

agreement, and liquid securities collateral held and transferred. 

(c) Represents liquid securities and cash collateral held and transferred at the initiation of derivative 

transactions, which is available as security against potential exposure that could arise should the fair value 

of the transactions move, as well as collateral held and transferred related to contracts that have non-daily call 

frequency for collateral to be posted, and collateral that the Firm or a counterparty has agreed to return but 

has not yet settled as of the reporting date. These amounts were not netted against the derivative receivables 

and payables in the tables above, because, at an individual counterparty level, the collateral exceeded the fair 

value exposure at both March 31, 2012, and December 31, 2011.ò  

 

If one computes quickly the net of those amounts attached to footnotes ñbò and ñcò, one gets to approx $9 

billion of collateral. This is collateral that the firm ñholdsò in net and that is NOT reported on the consolidated 

balance sheet. However it does offset losses that may well be reported on the consolidated balance sheet. How is 

the bank setting the line in the sand here between what is re-consolidated and what is not? Well 10-Q report 

does NOT show how the bank does set this line in the sand through the ócarrying valueô attached to the official 

earnings reports that will make the headline news. But it is here somewhere sitting in part outside of the 

ñconsolidated balance sheetò. The firm specifies by the way that the ñconsolidated balance sheetò is 

ñunauditedò. So no one can certify that the ultimate earnings figure is or is not impacted by those collateral 

changes here. 

 

Yet, even though some parts of the derivative overall performance that is bundled with the collateral operation 

do NOT show in the ñcarrying valueò of the derivatives themselves, they may show at a later stage through the 

other running units of the firm. Therefore the very last stage of the valuation process that is determined by the 

senior management (ALCO stage) may or may not reflect that in the ñcarrying valueò sliding a bit away from 

the ultimate ñ estimated fair valueò thené. 

 

On page 100, the firm discloses as per the rule SFAS 107 what is labels itself as follows: ñAdditional 

disclosures about the fair value of financial instruments that are not carried on the Consolidated Balance 

Sheets at fair value The following table presents the carrying values and estimated fair values at March 31, 

2012, of financial assets and liabilities, excluding financial instruments which are carried at fair value on a 

recurring basis, and information is provided on their classification within the fair value hierarchy.ò 

 

A table follows:  
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In the past Jp Morgan used to provide the net effect on assets and on liabilities (since 1998 at least). The bank 

does not do it any longer in 2012 but one can run the computation. This last minute change is performed by no 

other than the senior management through what the OCC would call the ALCO. ALCO stands for Asset-

Liability Committee. One can easily find a definition on the web: ñAsset-Liability Committee Also called ALCO. 

A committee at a bank charged with ensuring the bank has enough assets to pay for its liabilities. It does this by 

monitoring the risk of the bank's investments as well as its capital structure. It reports to the board of directors 

and generally must also provide information to regulators.ò  

 

What is this ñALCO stageò here that checks how the firm has enough assets to pay for the liabilities? Well letôs 

imagine that a firm ends a quarter with assets value matching perfectly the liabilities value. One should really 

expect that. At the end of the following quarter, the prices of the liabilities will have changed. And the prices of 

the assets will have changed. The chance is almost nil that all prices will have moved ñharmoniouslyò across 

liabilities and assets altogether. JpMorganôs top management project gains, observe slightly different results and 

next wonder: ñWhat happened in hindsight versus initial projections?òé. This is the rule of chaos somewhat for 

big companies, not limited to big banksé There are just too many variables at playéThus there will be a 

mismatch between the new value of the assets and the new value of the liabilities. And the question shall be for 

the ALCO: ñis there truly a shortfall here or there, or should the assets be under/over stated, or should the 

liabilities be under/over stated?ò This is likely the moment when the ñother collateralò postings attached to 

derivatives exposures that are NOT ñlegally enforceableò are going to be taken in consideration. Other factors 

come into play as well like projections of future earnings and subsequent ñtax deferred (benefits)/expenseò. Any 

last ALCO adjustment will impact as much the ultimate earnings figure from the gross first estimate. The 

adjustment will be an ñall-inò figure for which the determination will be opaque and actually undisclosed as 

such. Here as of May 10
th
 2012 Jp morgan at the ALCO stage overstated the value of its assets by $0.3 billion 

and understated the value of its liabilities by some $2.5 billion. This change made the assets value match with 

the liability value but it also inflated the net ñcarrying valueò increase on the first quarter of 2012 by a total $2.8 

billion. Did these ALCO members, ñreporting to the boardò and ñinforming regulatorsò, pick the $2.8 billion 

gain based on their personal assessment of the over-collateralization being worth of $9 billion and being 

unconsolidated and unaudited? Non-one can tell apart from the watchdogs and the ALCO members themselves. 

The only ñconsolidated balance sheets (unaudited)ò that investors can see do NOT display the derivatives fair 

value of theses ñunauditedò exposures be that the óultimate estimated Fair Valueô or the ñcarryingò one. Thus no 

one can reconcile this. 

But still the firm discloses its final fair value for derivatives once all the adjustments have been made on 

ñunobservable inputsò like the ones that enter in the valuation of level 3 positions (see pages 94 and 95). The 

firm explains what those numbers may mean:  

 

ñChanges in level 3 recurring fair value measurements. The following tables include a roll -forward of the 

Consolidated Balance Sheet amounts (including changes in fair value) for financial instruments classified by 
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the Firm within level 3 of the fair value hierarchy for the three months ended March 31, 2012 and 2011. When 

a determination is made to classify a financial instrument within level 3, the determination is based on the 

significance of the unobservable parameters to the overall fair value measurement. However, level 3 financial 

instruments typically include, in addition to the unobservable or level 3 components, observable components 

(that is, components that are actively quoted and can be validated to external sources); accordingly, the gains 

and losses in the table below include changes in fair value due in part to observable factors that are part of the 

valuation methodology. Also, the Firm risk-manages the observable components of level 3 financial instruments 

using securities and derivative positions that are classified within level 1 or 2 of the fair value hierarchy; as 

these level 1 and level 2 risk management instruments are not included below, the gains or losses in the 

following tables do not reflect the effect of the Firmôs risk management activities related to such level 3 

instruments.ò 

 

The table bellow thus gives what is the ultimate number once the final ólevel 3ô adjustments are made based on 

the Level 1 and level 2 performances that are already factored in. 

 
 

Thus the ñunobservable inputsò relating to ñlevel 3ò apparently changed the ófair valueô on óreceivablesô from 

$6 625 million down to $4 808 million. Still one will not see ñwhereò it shows in the ñconsolidated balance 

sheets (unaudited)ò or how it impacts the other assets or liabilitiesé..or what the level 3 related hedging costs 

were 

 

The picture is quite incomplete. As explained some pieces of the jigsaw are found missing: ñfair value electionò, 

ñfair value optionò, SFAS107é Yet it is enough to recall the chain of key words: ñidentical underlyingò, ñgross 

receivables-gross payables-legally enforceable nettingò, ñlevel 3 analysis-fair value adjustments- fair value 

electionò, ñALCO-Fair value option-ultimate Fair Value-Carrying value-Other collateralò. One will simply have 

to understand that the process is NOT transparent if only because the omnipresent ñbasis riskò is NOT disclosed 

at any stage, is NOT audited, is NOT fully consolidated, and is NOT reported as such although it impacts $3 

trillion of notional amounts.  

 

Why is the emphasis set on the ñbasis riskò then? Why is this document setting the focus on a valuation process 

where clearly the ñbasis riskò is central, undisclosed and opaquely spread throughout the process? Because the 
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ñtranche bookò at CIO that will be known as the ñSCPò in the ñLondon whaleò scandal has been designed, 

deployed, adjusted all along since 2006 by Dimon and Drew with a view to protect the bank against the ñbasis 

riskò. This series of observations was made to emphasize that the valuation of this ñtranche bookò of CIO was 

ALSO spread across just all the stages of the valuation process of Jp Morgan. It therefore could not be the case 

that the quite early ñestimate P&L pricesò communicated by CIO London were determining the books and 

records of the firm at any stage, even the earliest one. To be sure here, even the initial prices coming from the 

ñestimate P&Lò would be overridden if only because this ñtranche bookò was hedging deliberately some ñbasis 

riskò at JpMorgan. Since the ñbasis riskò would be assessed only after the ólegally enforceableô nettings and 

collateral postings, these ñestimate P&Lò prices would be overrriden by he IB collateral teams mechanically. 

Thereafter these prices would be erased by others if only because at the ñfair value hierarchyò ó(level 3) stage 

the tranche book position may have an overlapping mark to market price for the firm Level3 risks. And even 

then, since some unaudited, ñeliminated in consolidationò positions would be re-consolidated at the ñALCO 

stageò these prices would be overridden again, and maybe again for the SFAS 107 purpose. 

 

The bank never provided the needed transparency on this intimate connection here between the ñtranche 

bookò and the ñ$3 trillion basis riskò even through the restatements of August 2012. It is sad as this 

would have showed how this ñtranche bookôò at CIO operated as a hedge in the firm. This is a big miss 

that is ñstrategicò. This miss alone will explain why later in this document the restatement of August 2012 

should not be trusted anyway. This is the root cause for the inconsistencies that will be described later 

about the restated figures themselves. The parts below that are not developed here would only document 

further that the firm had deployed a genuine infrastructure about this ñbasis riskò that CIO would manage for a 

firm-wide quite strategic hedging purpose. 

 

i. What is audited and what is not audited 

1. Main reference tables  

a. GCB, DCM, CIO, treasury, liquidity reserve 

i. Mark to market, Measuring Fair value and fair value election 

 

2- What is the actual bonanza brought up by the ñLondon whaleò event? 

a. Clearing the legend: Table on gross P&L balances and Tangible equity gains 

How to reconstruct at best the path of the performance of the credit derivatives at Jp Morgan? 

 

As the part on the valuation process showed through the words óidentical underlyingô, Gross amounts, netted 

amounts, óestimated fair valueô, ócarrying valueô ò the valuation process at the firm follows grossly 4 stages. 

First there is a mark consensual selection (CIO London is already overridden at this stage) and a stringent penny 

pinching reconciliation. Second there is a collateral netting process involving market players and first liquidity 

reserves. Third there is a performance allocation process run through the use of óidentical underlyingô references 

in risk terms. And fourth there is a final ALCO stage were the final ó estimated fair valueô is switched into a 

ñcarrying valueò by the senior management alone. At the last stage the ALCO bundles altogether ñelectionsò, 

ñoptionsò and a last adjustment visible through the SFAS 107 reporting rule. Regulators and the board of 

directors are informed of the ALCO adjustments by mandate. Investors are NOT informed in a granular way as 

it was shown, ie they cannot reconcile the process followed by the ALCO.  

 

It was also seen that many types of CDS, or credit derivatives in a broader wording, could exist. They may refer 

in part to the same óunderlyingô risk but they would have differing prices. Those differences constitute a óbasis 

riskô on the valuation that is NOT disclosed anywhere in the reports in a transparent fashion. Thus one cannot 

monitor the ócash asset to relevant CDSô basis or the ñskewò risk existing between óbespokeô transactions and 

index based positions for example, or between indices and their single name constituents, or else. All one can 
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know is that this óbasis/skewô risk bears potentially on a notional amount of around $3 trillion at Jp Morgan and 

on a massive netting thereafter that shrinks the $3 trillion figure down almost to zero.  

 

Now these former remarks all supported the fact that the gross notional amounts in ñreceivablesò and ñpayablesò 

do reflect price changes to the finest details, at least at the start of the valuation process. Yet CIO London prices 

are already overridden at this stage. A very stringent reconciliation between the different price sources is 

mandated right after the price collection stage before the gross ñreceivablesò or gross ñpayablesò are computed. 

Otherwise, as shown in the first example, no valuation can be expected to be close to ñaccurateò and therefore 

no performance is close to be reliable. Missing a price difference renders the earnings report at JpMorgan 

themselves quite unreliable as shown with the very first ñmade upò example.  

 

So better catch every little price difference on the same CDS contract inside the firm BEFORE netting all those 

exposures per contract type and ñidentical underlyingò. As to the óenforceableô netting that remains based on 

fine tuned prices, one can only rely upon the ónettingô amount that is provided through the ñlevel1-level2-

level3ò breakdown and subsequent analysis. Yet one cannot rely upon the actual ónetô figure printed by the bank 

since this is NOT transparent and allegedly NOT a representation of all the ñvaluation inputsò involved. As 

explained the ñliquidity reservesò associated to the structural difference between an ñexit priceò and the 

ñconsensual mid pricesò are NOT displayed in the build-up of the ñfair valueò although they are an integral part 

of the valuation process. The bank explains that at least ñCVA-DVAò operations deal with some of those 

reserves separately so. Thus one has to rely on the $126 555 figure (page 104) for the amount for gross notional 

óreceivablesô and the ($119 930)  figure on page 92 to best proxy what the actual price variations had on the 

firmôs performance. And, one will NOT know what the óbasisô or the óskewô were in the prices used in the 

valuation at this stage.  

 

This fair value measure is already opaque and deviated from the original price sources.  And also one will NOT 

know what the valuation change was for those positions that were ñeliminated in consolidationò but may have 

been partly re-included through the ALCO ultimate adjustment. This fair value is thus also not representative 

anyway of what the market price changes have induced in the actual net derivative positions of the firm as a 

whole. Thus one fair argument is that the bank could have made up any ñprice differenceò it wanted on paper in 

July 2012. It could correct it afterwards via the ALCO stage as well. No one could check on that based on the 

sole 10-Q report information. But this is as good as it can be to see at least what the firmôs senior management 

actually ñsawò then when receiving reports about market price changes and about the loss that was snowballing 

at CIO since January 4
th
 2012. One sure thing indeed is that this is what the bank stated in any caseé.. 

 

If one wonders how the firm itself would ñseeò mark to market price changes in its own 10-Q, the actual 

restatement is quite a good guide as to what had apparently happened among the ñlegally enforceableò CDS 

contracts. It is key to remind that at least 99% of the ñtranche bookò trades at CIO were lodged in ñlegally 

enforceableò contracts.  So the scrutiny about the ñtranche bookò of CIO can be performed to some extent as 

this book had NO ñbasis riskò and no ñskew riskò as such. Again this is what the bank stated ñin hindsightò as 

what it had ñseenò. This may not be what counterparties saw individually. 

 

Thus on page 104 of the 10-Q report disclosed on May 10
th
 2012, one can see the following figures: 
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And in the restated 10-Q as disclosed in August 2012, the firm provides figures that differed, only based on 

ñmark differencesò between CIO and the IB: 

 
 

A table summarizing those differences shows below: 
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As one can see, the price differences only affected the ñgrossò figures inferred by Jp Morgan systems based on 

the original ómarksô extracted from markets. The key feature is that the ónettingô totals are changed as well. This 

is mechanical indeed. Yet as per the theory deployed by the bank, had those price differences been ñunknownò 

in the bank, they could not have been missed by the counterparties of CIO. One can gobble that JpMorgan 

maybe was ñcomplacent about CIOò, that JpMorgan was having a quite unprecedented series of control failures 

all at the same outside of CIO then, that JpMorgan had noticed no warnings from ICE, that JpMorgan also had 

carried for 20 years a valuation loophole in a standard process that JpMorgan had imposed to the regulators and 

the whole US Banking industryéOne could gobble also that all this occurred by chance right when the ñtranche 

bookò at CIO weighing 40% of the firmôs total VaR went through dramatic losses. But one cannot imagine that 

the whole US banking industry and the whole world industry in Credit derivatives did miss that $660 million in 

price differences about what was then ñone if not the biggest clientò in credit indices in the world. No that tale 

really does not hold water. A lot of money was missing here actually on not so many positions. Artajo would 

state to Pinto and Macris on March 23
rd
 2012 that ñone positionò alone generated a difference of $250 

millioné. It was hard to miss if it had ever existed. The figure was stunning the London CIO chief and the UK 

CEO of JPM altogether.  

 

Actually Pinto did not bother being assertive that Jp Morgan had NO dispute thenéIf such price differences had 

really persisted more than just one session, they should have impacted the ónettingô amounts that were ñlegally 

enforceableò in the eyes of the counterparties. And they should have sparked disputes in late March 2012 

already. The amount was pretty significant. The price differences in question were NOT triggering disputes 

thené.One should read again the march 23
rd
 2012 call between Pinto, Macris and Artajo were Pinto is assertive: 

they do not have disputes at the IB. And CIO was the ñclientò of the IB for dealing with its margin calls and 

collateral issuesé.  

 

For the purpose of the restatement allegedly caused by lasting price differences between CIO and the IB inside 

JpMorgan, the ñnettingò figure had to change tooéBut the counterparties did NOT complain at all in late March 

2012. This restatement story definitely does not hold water. This reconciliation table above thus shows that 

those price differences were internal to Jp Morgan and NOT an issue for the market counterparties having 

ñlegally enforceable master agreementsò in place with CIO for the ñôtranche bookò. This was the case for more 

than 99% of the positions of the ñtranche bookò of CIO as said already. As to the rest of the process, any price 

difference would be reconciled and adjusted, ie erased. And next the process is opaque as explained before. 

Logically so, the other figures do not change as the next stages are based on just one price anyway. The 

restatement will be further commented later on. It is enough to see here that indeed price changes would alter 
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the ñgrossò receivable and ñgrossò payable figures displayed in the table that specifies the derivatives 

ñdesignated as hedgesò along with netting amounts naturally.  

 

One may remember that the overall price difference was of $660 million but that the restatement was of $459 

million due to ñother adjustmentsò made in the course of the valuation process of the firm. A table on page 93 of 

the August 2012 restated 10-Q provides some more details. It matters to see that the $660 million due to price 

changes impacted in full a line called óprincipal transactionô. If ñprincipal transactionò is meant to reflect a pure 

trading transaction involving the market counterparties through the day to day collateral and margin calls, this 

again makes no sense. This is the same remark that applied to the ñnettingò figures. 

 

As a further confirmation of the very early impact of those price differences on may go to page 109 in the May 

10 2012 110-Q report and page 112 for the restated 10-Q: 

 

 
 

Here this was NOT $660 million but $692 million. Here is therefore another ñfaire valueò change. The firm 

specifies here in footnote ñbò: ñThe amounts are shown on a gross basis, before the benefit of legally 

enforceable master netting agreements and cash collateral received by the firmò. Yet one can see that the 

outstanding amounts are totally the same. It is only the early ófair valueô determination stage that makes a 

difference. Therefore the move down from $692 to $660 million impact was already the byproduct of collateral 

management, based on master agreements that are ñlegally enforceableò.  

 

So the ñgrossò amounts and the ñnettingò amounts should provide a fair picture of what the ALCO and other 

senior managers saw through the ñLondon whaleò scandal. This is based on market price changes effects 

overall, on CIO positions, on IB positions and other positions that had been netted inside the firm and 

collateralized through ñlegally enforceable master agreementsò with market counterparties. All this was based 

therefore upon ñconsensual midsò. And the change from $660 million to $692 million shows once again that 

operations had been performed by the IB staff handling the collateral management of the ñtranche bookò on 

behalf of CIO. And this again shows that the IB staff was hunting for every tiny price differences to be adjusted 

and ultimately flattened through the nettingé. And they had found $32 million hereé.If the tale supporting the 

restatement is to be trusted one must conclude that the IB collateral staff had missed $660 million of price 

differences between April 3
rd
 and July 12

th
 2012, but they ñfoundò $32 million of additional price difference 

thereafter. Does it make sense? 

 

 Thus if one summarizes: the bank displays an inconsistent reporting for the restatement as the changes in 

ñnettingò, in ñprincipal transactionò and in the ñtotalò for the ñfair valueò change (table above as circled) all that 

indicates that the IB staff would have annihilated the price differences at the ñnetting stageò anyway through 

their routine operations and matching checks with counterpartiesô claims. This is what the logic behind the firm-

wide valuation process dictates. This is what the IB collateral teams did since 2006é.Thus for this $660 million 

of price difference to have persisted over one day, it must be that the IB collateral staff did NOT perform its job 

as usual on behalf of the ñclientò CIO after March 2012 month end. 
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The actual path of credit derivatives performance of the CIO, of the IB and of Jp morgan 

 

It has been shown that the ñgross receivablesò and ñgross payablesò reflected market price changes. It has been 

showed that the firm was not transparent on its own assessment of the ñbasis riskò while determining these gross 

amounts. However the ñtranche bookò positions at CIO had only indices and tranches were based on indices at 

more than 99%. They were all quotes independently at the early stage of the valuation process. Thus there was 

no ñbasis riskò or ñskew riskò embedded in the determination of these gross amounts for this ñtranche bookò of 

CIO. A price difference of $660 million has been alleged for what would be a $5-6 billion total loss based on 

market prices changes. This is material (like 12% of the total) but this is not changing the big picture anyway. 

Thus a fair basis can be found to observe the actual impact of market price changes as seen both by Jp Morgan 

and its market counterparties. And one can then see what the ñLondon whaleò story really was about with 

regards to this alleged ñcredit derivatives trading lossòé.  

 

There is not a single doubt that CIO suffered a multi-billion loss based on credit indices and related tranches. All 

that loss came from quoted prices in the markets and changes on ñconsensus mid pricesò anyway. There is not a 

single doubt as well that, being under ñlegally enforceableò netting agreements, the bank had to agree day after 

day with its counterparties. There is therefore NO doubt that, as of March 30
th
 2012 or April 3

rd
 2012, there was 

NO dispute between Jp Morgan and its counterparties YET. BUT the bank ñin hindsightò in July 2012 would 

state a cause for dispute worth of $600 million or more as of march 30
th
 2012. The snag here is that dispute here 

was allegedly visible as of March 30
th
 2012 or April 3

rd
 2012é ñin hindsightò if the restatement tale is to be 

trusted. It does not have to be trusted anyway for what followséYet it matters to come back to this restatement 

one more time as it will show a bit more of what the collateral management entails on a day to day routine. 

 

Is it simply possible that just ALL the market players silenced this $660 million dispute then on March 30
th
 

2012 against JpMorgan CIO? No, it is NOT possible. The magnitudes at stake as mentioned in the first part 

were too big. More, there was actually NO risk that such a $660 million dispute on collateral netting and 

subsequent valuation could exist within Jp Morgan because of CIO London estimate P&L prices. The IB itself 

would have disputed CIO differences if it had had to. It matters to remind that the CIO had open trades on 

almost all the products in direct with the IB of Jp Morgan. The IB would NOT have to dispute CIOôs prices 

actually, even in April 2012. The IB was actually managing the margin calls for CIO with IBôs prices as Pinto 

pointed out on this crucial call of March 23
rd
 2012. It matters to remind also that almost all of CIO trades in 

credit indices were cleared through ICE which acted as a clearing counterparty here between CIO and the rest of 

the world, including the IB itself. IN any case CIO did not act inside JpMorgan as a level playing field 

contender to the IB in the mark to market process.  

 

It matters for that purpose to remind also that CIO did NOT follow the industry standards and practices since 

2007 and knowingly so. Namely CIO had no closing time for its ñtranche bookò and CIO did NOT adjust the 

tranche marks to the reference index closing price on the day. It was what the firm wanted CIO to do. Thus CIO 

did NOT provide marks that allowed a proper collateral management and margin call processing. CIO did NOT 

follow a process that would ever comply with some of the most basic US GAAP standards.  

 

All this standard ñmark to marketò on CIO exposures for the ñtranche bookò was actually performed every day 

by the IB team that was dedicated to collateral management on behalf of the bank clients. The CIO was treated 

internally as a client of the bank Jp Morgan through the IB. Therefore price differences with the CIO were not 

only the ñroutineò, but they were adjusted by the IB every day through a necessary reconciliation process 

involving the market counterparties involving ñlegally enforceable master agreementsò, through the IB itself and 

ICE. For its own sake and the bankôs sake, the IB had open trades with the ñtranche bookò of CIO on almost all 

the instruments being in use for this ñtranche bookò of CIO. And for any of those trades the IB and CIO had to 
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match to the $1 in P&L. Had it not been the case Jp Morgan was just another Ponzi schemeé..It is in that 

context that the following tables and charts will be displaying the performance of CIO, of the IB and of the firm 

quarter after quarteré.One can really forget about missing $660 million in the figures that will come. 

 

The first table shows the quarter-on-quarter estimate P&L of the CIO ñtranche bookò from the start of 2009 until 

Q2 2012. Its results up or down are of comparable scale to the ones of the ñCVAò desk of the IB that was run by 

Rob OôRehilly in 2012. It had a minor impact overall as the table shows. Both activities, ie ñtranche bookò at 

CIO and ñCVA-DVA deskò at the IB, fulfilled hedging roles for the bank having similar and somewhat 

offsetting impacts on the firmsô revenue. Yet, things changed radically somewhere between Q4 2011 and early 

2012 for the ñtranche bookò at CIO which took a dive indeedé 

 

 
 

But as the next table will show, one sure thing is that the firm did NOT suffer such a dive as a whole and the 

compensating gains did NOT come from the CVA desk of OôRehilly. The table below adds indeed the reported 

net credit derivative fair value change based on ñgrossò receivables/payables and ñnettingò amounts coming 

from ñlegally enforceableò master agreementsé.As circled one sees, as the bank ñsawò it for Q2 2012, that the 

impact of credit derivatives overall was quite benign in comparison to the former quarters. There is no 

restatement here but there is the $4.4 billion loss at CIO embedded in it along with the gains that must have 

occurred elsewhere within the bank on a ñlegally enforceableò manner here for 99% of it. 

 

 
 

The balancing gain at Jp Morgan of about $4 billion on credit derivatives may have been fortuitous. A loss of 

$385 million is the result for Q2 2012 as the bank ñsawò it. That was it for the ñtrading lossò for the whole firm 

due to scrutinized price changes occurring on CDS, in a period where the bank had allegedly been plagued by 

the ñlondon whaleò scandal based on its allegedly ñflawed positionsòé. A loss of $385 million was therefore 

the ultimate impact on the firmôs revenue through this unwind of a CDS book that had been rumored to be 

ñquite hard to get rid of for JpMorganò (see Gregory Zuckerman again on the matter). As per the new version of 

the legend burgeoning in early June 2012, the bank had been locked up with these trades that were so visible, so 

targeted, and so illiquid all of a sudden. The bank was rumored in early June 2012 to have had a $5-6 billion 

loss already that may grow to double that as soon as the firm would really try to unwind them in the markets. 

None of that occurred.  

 

This loss of $385 million showed in Q2 when the bank had stated that it would NOT unwind anything more in 

the markets. So that was it. Dimon had ñmoved forwardò. The bank revenue would have a ñhitò of $385 million 

over the scandal surrounding the now dismantled ñSCPò that had weighed a good 40% of the firm-wide VaR for 

years using the most toxic derivatives in manôs memory. What a small wind down cost it was for the bank as a 

whole while the ñtranche bookò of CIO itself was slaughtered.... 
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One may doubt the $385 million figure thinking that there may have been a loss elsewhere that was NOT 

reported in ñcredit derivativesò. Well the bank made not a single mention of that when it ñexplainedò the 

miraculous $5 billion earnings for Q2 2012. Not a single regulator would raise a point of that nature. Instead 

they all loudly complained about the fact that bank never provided the ñassetsò that the ñtranche bookò of CIO  

was supposed to hedge. Market players observed that the bank had unwound almost nothing of the ñtranche 

bookò of CIO actually. All the risks remained in the ñJp Morgan universeò which included Blue Mountain then. 

There is NO miracle hereé.So, if one accepts the very simple idea that the $6 billion loss at CIO was caused by 

price changes, then the ultimate ñtrading lossò for Jpmorgan in Q2 2012 was NOT $4 billion but less than $400 

million at the worst. There is NO explanation provided by the bank or any regulator about the source of the 

other $4 billion of gains that occurred on credit derivatives in Q2 2012 right against the losses of CIO ñinside 

JpMorganò. There is no clue right? Unless there was a ñhedgeò for the ñhedgeò and unless this ñhedge of the 

hedgeò had been long prepared for this panicky dismantlement necessarily soé This ñhedge of the hedgeò 

could only be deployed by the IB. And, given that CIO notoriously traded ñmassivelyò over Q1 2012, it had to 

be the case that the IB was already dynamically ñhedging the hedge ñ quite systematically no later than January 

the 1
st
 2012. Thus the IB was very, very, very, very involved day to day 4 months before the seminal articles on 

the ñLondon whaleòé. 

 

The bank and every regulator would claim that the IB was NOT involved in that kind of ñhedge of the hedgeò. 

But no one has to believe what the bank and all the regulators entertained on this line. There was NO such thing 

as a ñmassive loss on massive trades at JpMorganò that may have destroyed the bank from CIO and its ñtranche 

bookòé.The fact is that the bank did NOT unwind with external market players and printed just $385 million 

loss on the second quarter 2012 while stating that he had ñgot ridò of the ñtranche bookò of CIO.  This number 

alone was quite ñbusiness as usualò in fact too. 

 

One can argue that there were 2 consecutive quarters here of losses respectively of -$1 171 million and -$385 

million in Q2 2012. Well, if the bank had had this loss in Q1 2012 because it had prepared to ñhedge the hedgeò 

then it had to be done by the IB and the bank had to say it in early April 2012. If such was the case, the bank 

said none of this, and therefore the markets were totally misled then. Thus many class actions should be started 

against Jp Morgan. It would have been such a naµve ñmistakeò on the part of the bank. But one would wonder 

still why the emphasis was set so much ñin hindsightò by Dimon on the ñsecond quarterò all along. It is the first 

quarter of 2012 that deserves a better scrutiny maybe. And one can see that this kind of outcome of -$1 171 

million plus $ 385 million would be anyway completely standard when one looks at the figures spanning 

between Q2 2010 and Q3 2011 for example. It is even very benign if the year 2009 is a guideé. 

 

So, at this stage of the valuation (price and collateral where CIO-London inputs were already superseded by IB 

staff) things had remained pretty ñnormalò if not pretty nice for the firm actually. This is at odds with any 

description that the firm itself would make of the event, emphasizing the ñerrorsò of CIO and the ñcontrol 

failings etcéò. This is even more at odds with the authoritiesô subsequent focus. This $385 million figure 

strongly suggests that this was NOT such a derivative trading loss at Jp Morgan. But one may argue that, the 

ñlevel 3ò factor for those highly concentrated and il-liquid positions may have played a disguised role in the 

backyard, a kind of obscure and impenetrable role due to ñhigh complexityò. Why not after all? 

 

Most of the valuation process was not done yet indeed. May be that it was not the CIO ñtranche bookò that was 

at loss so much but the assets or risks that it was expected to protect. As explained before, post the ñconsensus 

priceò fixing and netting process, post the collateral adjustments, there was the ñrisk modelingò non transparent 

input where the firm confidentially based its performance attribution from ñidentical underlyingò frameworks. 

Here the firm centrally assessed the price of the many ñbasis risksò and ñskew riskò that it had to estimate at the 

very best given the massive magnitudes at play on credit derivatives (remember $3 trillion of notional amounts 
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being shrunk to almost zero quarter after a quarter). And, next, the ALCO would anyway place its own multi-

billion in $ ñvalueò for the final SFAS 107 related adjustment. Thus the $385 million ñtransparentò result had 

every chance to be massively altered when the firm would arrive at its ñcarrying valueò for credit derivatives. 

But again, one has to rely on what the bank stated it ñsawò and what the bank stated in general. And as far as the 

bankôs own report are to be trusted, there was just that $385 million loss for Q2 2012. That result was based on 

credit derivatives given ñmark to marketò prices and subsequent margin calls and ensuing collateral adjustments 

as disclosed. So much for the ñtrading loss at Jp Morgan on credit derivativesò. By the way what was the self-

assessment of the ALCO on this pure ñcredit derivativeò performance at the firm for that matter?  

 

The table below will show that indeed the ñlevel 3ò element and especially the assessment of the ALCO did 

play a role. Indeed the ALCO stage may have worsened the picture for credit derivatives. But to which extent 

exactly did the ALCO do that and for which period exactly? 

 

 
 

Well the ALCO itself saw a pretty benign event for Q2 2012 as far as credit derivatives prices were concerned 

after all had been reviewed. Thus, IF the ñtranche bookò of CIO had been just a sort of ñhidden prop trading 

hedge fund shopò, its $6 billion ñtrading lossò was NOT at all a ñtrading lossò for Jp Morgan. To say the least 

the loss of CIO in question had been ñhedgedò in advance by the IB staff no later than the very first days of Q1 

2012 and this at very low cost anyway. Since even omitting that ñ$6 billion detailò would have been a gross 

fraud on the part of Jp Morgan given its ñstatements and writingsò of the time. So one must assume that the IB ï

if it ever did- had ñhedgedò the ñtranche bookò of CIO by the end of 2011 already. Thus actually that was no 

such ñhedging of the hedgeò strategy run at the IB. So unless the bank lied grossly all along, this ñtranche bookò 

of CIO NEVER was a ñprop trading hidden hedge fund shopò as such. This is what the $385 million versus the -

$4 400 figure say. 

 

Ironically the ALCO saw a much larger loss for Q1 2012 and an even lower loss for Q1 2012. Only -$360 

million was in their cards from a $385 million ñgrossò direct negative performance. One can see from the 

former records that the figures were not altered so much in fact in general. Once again, as the table above 

shows, there would be some noticeable impacts on ñReported Credit FV chgeò though for Q4 2009, Q1 

2010,Q3-Q4 2010 and maybe Q1 2012. Few $ billions were at stake potentially which is NOT surprising when 

one recalls that the overall value of $1bp of ñbasis riskò at Jp Morgan is worth about $1.5 billion. More, the 

ALCO had mostly ñseenò a $4 billion loss spanning between Q4 2011 and Q1 2012 that followed actually a $4 

billion gain in Q3 2011é.Or was this $4 loss cumulated in Q4 2011 and Q1 2012 the mere anticipation of the 

$4 loss that would pop at CIO in Q2 2012? It could be bothé.This gain of $4 billion in Q3 2011 showed up 

right before ócredit hybridsô would be shut down and before price differences would emerge between CIO and 

the IB day after at the very first stage of the valuation process of the firm. This $3-4 billion was equivalent to 

just 2-3 bps for the whole $3 trillion basis risk of the bank if one uses the first example. As such this was not 

unexpected to have this kind of uncertainty at times. One can see that the losses of Q4 2011-Q1 2012 were not 

uncommon as well since they had shown between Q3 2010 and Q1 2011, just as if there was a seasonal effect.  

 

From those results, assuming that the ñIBò is the main other trading part at JPMorgan on credit derivatives, one 

can therefore safely proxy what the P&L for the ñIB universeò was simultaneously a gain offsetting the CIO 
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losses at the time. And one will see in the table below that the bank likely had offsetting positions, mostly 

controlled by the IB: 

 

 
 

The result is shown in a dark color to picture the fact that this massive gain occurred in the shadow if the 

ñlondon whaleò legend most likely in the ñIB universeò. The ñIB universeò to be sure covers the IB as 

consolidated on the ñconsolidated balance sheetò plus the rest of the position that the IB managedé It has been 

constantly overlooked since then by every public investigation report. But the inference here leaves little room 

for the doubt as the IB was the only one large entity trading on CDS at JpMorgan. One may remember the 

March 23
rd
 call between Pinto, Macris and Artajo where Pinto stated that the IB had ñhedgedò CIO on HY in 

2011. The IB via Pinto the JPMorgan UK CEO had been mandated to ñhedge CIO on HYò. One wonders ñwhoò 

could have done that between Dimon or the watchdogs watchingé. 

 

So it is safe to assume that the IB exposures compensated almost fully the CIO losses day after day all along the 

first and second quarter of 2012. That was not such a big deal at the IB which was historically a much larger 

player than the ñtranche bookò of CIO (3 to 4 times bigger overall it was said internally). The past records from 

2009 show that the IB had much larger swings in P&L than the ñCIO tranche bookò had. The IB was making 

profits in 2012 and likely could have gone even bigger if needed in front of CIO as the historical record tells.  

 

One may argue though that this is just an inference, that such a benign outcome on credit derivatives in Q2 

2012, ranging between -$385 and-$360 million, may have resulted from fortunate and timely gains coming from 

other derivatives clusters. The last table provides a broader picture including the other related derivatives (rates 

and equity), all the derivatives and the earnings: 
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One can usefully look at the Dark blue line and yellow font labeled ñCredit ïrates-Equityò which is the natural 

cluster of derivatives for a ñtranche bookò like the CIO had. Here one sees an outstanding profit for Q2 2012 of 

$1 713 million. The former records indicate that it was a rather small profit in a series of highly volatile 

performances, positive or negative. It thus feels that in the context of the scandal, things were actually pretty 

well balanced on derivatives and just marginally profitable. This picture here goes straight opposite to what the 

bank would keep entertaining during Q2 2012: the bank was actually much better balance that it had been in the 

past! Was this a coincidence?  

 

The other lines about the reported fair value including other derivatives show that, irrespective of the hedging 

strategy that the bank had, the ñLondon whaleò event looks pretty benign no matter whether one only looks at 

market price changes, or one includes the risk model re-allocation of the firm. Now if one looks at the line 

ñmeasured earnings from actual Fair value changeò and looks at the line right below indicating the ñreported 

earningsò one sees again that the first quarter of 2012 was maybe a problem. But Q2 2012 stood out again as 

pretty profitable on derivatives overall.  

 

The historical record seems to indicate that. But the SFAS 107 rule may suggest otherwise. What happened in 

Q2 2012 in that regard too? As suggested before, the more one looks at Q1 2012 instead of Q2 2012, the more 

one senses that there was an issue for Q1 2012. As such the official blame of mismarking bore on Q1 2012 and 

corroborates the suspicion. This would induce to say that the ñLondon whaleò scandal looks like quite a 

catharsis for JpMorgané. Just looking at the very surface of those numbersé. 

 

 As mentioned before, the ALCO for Q1 2012 inflated the ñcarrying valueò by $2.8 billion while it had 

understated this same ñcarrying valueò by $2.2 billion in Q4 2011. Thus the stated earnings of close to $5 billion 

in Q1 2012 incorporated a total $5 billion positive adjustment made by the ALCO from Q4 2011 to Q1 

2012éThatôs quite an optimistic stance and not a ñtempest in a teapotò at all as such for any watchdog. The 

regulators should have been all concerned AT THE TIME ie as per April 3
rd
 2012 and even more so as per April 

13
th
 2012 when this $5 billion ALCO tweak goes public as a ñtempest in a teapotò. The regulators would 

scrutinize the price differences on these $3 trillion of basis risk, for sure.  

 

From that standpoint, the articles on the ñLondon Whaleò can be perceived as a distraction or even a diversion 

from the real issue here. The board was aware and regulators were involved. So when Jamie Dimon stated ñI 

agree with you it is a tempest in a teapotò it may have sounded like a provocation actually, and maybe an 

invitation to dig in the books and records of the bank. The CEO and board chairman knew what he was doing. 

When the authorities realized that some price differences worth of $300 to $600 million had NOT been adjusted 

as they should have been, they became suspicious as anyone would be. If one doubts that they had been told of 

those differences no later than April 13
th
 2012, it is enough to remember the Fed CCAR request of late 

December 2011 and the March 23
rd
 2012 call between Pinto the UK CEO of JPM, Macris and Artajo. The 

regulators already worried about price uncertainty, unwind costs, ñsufficient consideration for concentration 

riskò, ñsufficient documentation of the hierarchy among the prices sourcesò for the ótranche bookô of CIO and 

its index positions. But they would NOT need at all to talk to the London CIO Front Office ñtradersò. They 

wanted to talk to ñmanagementòé.They too knew well what they were doing: they had no ñtraderò to hang yet. 

  

The $5 billion 100% ALCO-led profit that induced a $5 billion reported earnings for Q1 2012 echoed an 

ongoing concern for regulators that had existed since Dimon had been the CEO of JpMorgan. As shown in this 

table, Jp Morgan had a history of placing last minute ALCO adjustments that presented a smoother earnings 

path. How appropriate was it for Q1 2012 no later than April 13
th
 2012? When one looks now at the $8.8 billion 

gain on derivatives for Q2 2012, one must ALSO wonder how accurate the contrite statements of August and 

July 2012 were actuallyéThe bank was making big money it seems rather than avoid a cataclysm by a hair. 
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Regulators all alleged a high degree of unawareness in the aftermaths of the scandal before May 10
th
 2012. But 

they also clamored that next that had had quite a stringent look to all this mess right? There must have been one 

question that they were asking themselves: ñhow much was the bank making actually in Q2 2012 versus what it 

likely lost in Q1 2012?ò One has to recourse to the concept of ñtangible equityò or ñhard capitalò to get the full 

answer that they would find for themselvesé.. 

 

The answer was plain visible for all the watchdogs to see: Q2 2012 looked damn good despite the losses of CIO. 

They must have thought ñthanksò to the huge losses of the ñhedge that CIO was managing on behalf of the firm 

since 2007ò. And as the $385 million figure testifies: it looked too good to be true as of April 3
rd
 2012 since Q1 

2012 earnings looked too rosy. It would be scrutinized for sure. Yet just none of the regulators and none of the 

bank top executives meeting so often together on the matter during Q2 2012 would try to talk to Iksil. This must 

have been fully unnecessary. But they would ALL try to meet with Iksil in order to build a ñversion of factsò 

that would turn out to be flawed here or there starting in the end of June 2012.  

 

The complete answer about the actual ñgainsò made by JPMorgan between Q1 2012 and Q3 2012 was a matter 

of focus. The coming concept of ñtangible equityò is central as it connects directly Dimonôs ñwind downò plans, 

the programmed fate of the ñtranche bookò and Iksil altogether, the ñbasis risksò and the ñskew risksò, and the 

market manipulation that led to the media manipulation. 

 

How to define the ótangible equityô based on Jp Morgan reports? 

 

The concept of the ótangible equityô or ótangible capitalô is based upon the consolidated balance sheet and what 

is commonly understood to be the ñHard capitalò of the bank. Yes there is somehow a ñsoft capitalò and a sort 

of ñbrick and mortar likeò capitalé The capital of a bank is customarily observed through the lens of the share 

price. But the share price can vary a lot, fast, and usually people struggle to understand these changes. Yet these 

changes matter a lot for a bank. Indeed, as the share price rises, the bank is perceived to have more capital and 

vice versa if the share price falls, ñall things being held equalò, the bank is perceived to have less capital. Some 

banks do not have publicly quoted shares and/or have other sources of ñcapitalò. The ñcapitalò more generally is 

the cushion of money that a bank has in order to foot any last minute bills be that a sudden catastrophe or be that 

a market fall. It is therefore the bankôs survival line, a concept that is central in the regulatorsô daily concerns 

and actions.  

 

It is a well known fact that the traded share price is so volatile that it is a poor measure of the capital that a bank 

has on a recurring basis. One had rather look at the balance sheet to assess a more stable and rational measure of 

this capital. The useful figure to look for is actually first inferred through a computation that is run across the 

consolidated balance sheet as the difference between the total asset value and the total ñdebtò which carries 

payment claims that are senior to the shareholdersô rights. As such this is the view of ñsenior managementò 

anyway in that only the ñconsolidatedò part are taken into account as per the ALCO adjustments. In the case of 

JpMorgan it is unavoidable to rely on the consolidation as per senior management. The notion of consolidation 

applies to almost all complex banks. Indeed big banks like Jp Morgan gather many sorts of businesses, some 

being fully ingrained in the bankôs historic activity, some being less so with as many degrees of dependence as 

one can guess. As to JpMorgan, the big complex firm thus has to assess all those degrees and make a sort of 

ñweighted sumò of all these businesses that gravitate around the brand ñJpMorganò. This is what the concept of 

Consolidation covers. This is by the means of this consolidation that regulators have to check whether the bank 

has sufficient capital. The watchdogs though have much more confidential information than the public. 

 

And things are always more complex than they should be. It may occur that some ñnon consolidatedò or 

ñeliminated in consolidationò exposures require some capital to be set aside by the bank still. This is in general 




