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Madam Chair, Honourable Members, thank you for the invitation to speak with you as part of 
today’s hearing.

I speak as the Managing Director and Global Head of the Commodities Group at JPMorgan and 
with over 15 years in this industry.

The topic we are considering is key to us all for so many reasons.

Clearly derivatives have been implicated in the financial crisis and, even if not its cause, are a 
crucial topic for reflection when we draw lessons from the past and look to the future. 

We all need to look long and hard at what went wrong and what we– both as policy makers and 
market participants - should draw as the right lessons from what we have all been through. 

But let us also remember that derivatives form a crucial part of our economies – lowering 
costs and managing risks for business.

While our legacy must be to ensure that none of us have to repeat the lessons of the past, we 
must also ensure that we build the foundations for growth and employment for our future.

It is in this spirit that I wanted to highlight two key issues rightly identified by the Rapporteur and 
which are central to the reform of OTC derivative markets today:

 Lack of clearing infrastructures that can reduce systemic risk
 Lack of transparency, particularly to regulators

As part of this I will also comment on questions which have been raised concerning speculation in 
these markets.

Clearing

Increased central clearing of OTC derivatives is critical to future stability of the global financial 
system and must be mandated; however, that mandate must take into account two important 
factors:

1. Not all OTC market participants are capable of clearing.  End-users of OTC 
derivatives have unanimously expressed their concerns that forcing them to clear OTC 
derivatives entered into for their unique hedging needs would result in significant liquidity 
difficulties and insurmountable costs, preventing them from managing risk and inhibiting 
their growth.  

2. Not all OTC derivatives are clearing eligible.  This is because in order to manage risks 
effectively in a CCP (where the costs of a default are shared by its members), the CCP 
can only safely clear derivatives which are sufficiently liquid.  It would be too risky for a 
CCP to create a cleared version of every OTC derivatives contract that might be traded –
and imposing punitive capital charges for transactions done bilaterally with end users 
would only prevent them from managing those risks.  

Hence clearing should be required among systemically relevant financial institutions whose failure 
could destabilize the financial system and thus threaten the entire economy – but not among the 
vast majority of commercial end users who do not pose systemic risk. 



With regard to what should be cleared, work is underway to define the characteristics of “eligible” 
transactions and to delegate to regulators and/ or CCPs the power to make the relevant 
determination with respect to particular transactions.  However we would urge extreme caution 
when proceeding along this path.  No definition can be precise enough to capture all these 
characteristics, nor can it evolve over time as new risk management products are introduced, in 
each case leaving open the possibility of regulatory arbitrage as products might be structured in 
such a way as to not meet the definition.  

We believe a more effective approach to achieving our common goal – of reduced risk in our 
financial system - will be to target the degree of interconnectedness between systemically 
significant derivatives institutions. To achieve the goal of minimizing the extent to which such an 
institution’s default could harm other derivatives participants and the financial system overall, we 
propose that the regulators require that the cleared exposures of each major derivatives 
participant be greater than a stated percentage of the overall traded volumes of the derivatives 
participant for each asset class.  These percentages should vary by asset class and by institution 
to reflect the degree to which end-users enter into risk management transactions in that asset 
class and the capital strength, and other systemic attributes, of the relevant institution.

This approach would capture a significant part of the derivatives market, eliminate the problems 
with defining what transactions are “standardized”, it relies on known, easily understandable 
information, it is flexible for regulators, and it provides incentives to the main derivatives 
participants to clear their exposure between themselves, thus minimizing interconnectedness.

And on the topic of interconnectedness, I would briefly like to discuss proposals which have been 
made to introduce interoperability to derivative clearing markets. Interoperability in principle 
should be a positive development. In cash securities markets such as equities and bonds it has 
important potential benefits– driving efficiency, choice and ultimately lower costs to users. 

However, derivative markets are by nature different to equities and bonds and interoperability 
introduces:

 New contagion risks leading to new interconnectedness in the system
 Furthermore given CCPs will have differing risk models, questions will arise over which 

CCP’s calculations govern for purposes of margining and default fund contributions.

In short, we have serious reservations over the introduction of clearing interoperability in these 
markets.

Returning to the issue of Incentives, these are key to ensuring the successful shift of more 
derivatives clearing into CCPs. 

Capital treatment is one obvious tool. 

However there is an important point to be made here. There is an understandable rationale for 
imposing higher capital charges on contracts that do not clear centrally; but, we believe that 
where risk mitigation achieved through bilateral clearing is comparable with central clearing, this 
should be reflected in the capital treatment of bilateral exposures. I realize these issues are being 
addressed in more detail in the forthcoming Karas report on CRD IV but wanted to ensure the 
connection was made here. Our future capital framework must incentivize the highest standards 
of risk management.

As a final point on incentives we must look at CCP governance and risk committees – a topic 
which I know has received considerable focus in this Committee – and it is a crucial one: clearing 
members, who provide the financial resources underpinning the resilience of the CCP, should be 



involved in the CCP’s governance and risk committee. The CCP’s governance is a key driver in 
determining the risks to which members are exposed and without participation in the risk 
committee, these users would effectively be barred from fulfilling their own risk management 
responsibilities.

Transparency

Regarding transparency, we wholeheartedly support efforts to increase transparency of the OTC 
derivatives market.  Transparency, however, is a means to a policy end, rather than an end in 
itself.  We believe there are two main policy objectives:

 Monitoring systemic risk and
 Ensuring a well-functioning market for risk management.

Transparency requirements must be calibrated in a way that best helps achieve each objective.

1. To monitor systemic risk in the derivatives market, supervisors need full 
transparency on the build-up of derivatives positions in the financial system. This 
information will be available through a number of Repositories in existence and under 
development, and regulation should mandate the reporting of all non-cleared transactions 
to repositories.  This will provide regulators with the full dataset necessary to carry out 
their duties – so long as repositories contain position data on any given asset class that is 
not fragmented across jurisdictions, or between CCP and bilaterally cleared transactions.  

2. To ensure a well-functioning derivatives market for risk management however, 
there is a tradeoff between transparency and liquidity.  Beyond a certain point, publishing 
investors’ trading intentions (pre-trade transparency) or actual trades (post-trade 
transparency) can actually harm their ability to find the liquidity they need to execute 
transactions without moving the market. This will typically be the case in markets where 
there are no natural buyers or sellers, often because of the very client-tailored nature of 
the transaction and the size of the trade – ie a significant part of the derivatives market.  
So-called “organised” markets (exchanges, MTFs) are simply not equipped to secure 
execution for these types of trades; and users will seek certainty of execution through a 
financial institution (or dealer) that is able to provide liquidity by taking on the risk of the 
trade on its balance sheet.  Excessive transparency requirements imposed on that dealer 
would alert the rest of the market to the dealer’s risk position and would move the market 
against that dealer, making it much more difficult and risky for him to execute its hedging 
transaction.  Dealers would become reluctant to put their capital at risk for their clients.

This is why we strongly caution against requiring cleared transactions to be moved onto 
exchanges; the systemic benefits that arise from clearing are not at all enhanced by exchange 
trading, which would, rather, damage market liquidity, disrupt efficient risk transfer and
significantly affect end users’ ability to transact. The result would be fewer risk management 
transactions executed in smaller amounts at greater cost to end-users.

Therefore, it is critical that transparency regulation preserves the ability for users to benefit from 
the complementary functions that OTC and non-OTC markets offer, so that they are able to 
choose between those providers that best serve their needs.    

One argument often cited in support of moving OTC transactions onto exchanges is the deficit of 
price information for OTC derivatives market participants.  If this is the case it must be remedied, 
and we fully support the Commission’s initiative to review this issue ahead of its proposals on 
MiFID revisions.   For our part, we believe that market participants do not have such a deficit, and 
we are not aware of price transparency being raised as an issue in any of the comments from 
corporate end-users and institutional investors on OTC derivatives.  This market is extremely 
competitive and the fifteen to twenty dealer institutions that are central to the market compete 



tenaciously on the basis of price. Competition between these dealers, augmented by numerous 
voice and electronic brokerage firms that disseminate pricing information, results in transparent 
price discovery.  

Further market transparency will be derived from increased clearing efforts and reporting of both 
cleared and non-cleared trades to repositories; we would support the public dissemination by 
such repositories of aggregated data on derivatives transactions. 

Financial speculation
Before closing, I am very aware that there is currently a lively debate concerning the respective 
merits of speculation vs commercial hedging transactions. In the interests of time I would make a 
few brief points and am sure we will have the opportunity to follow-up in the question and answer 
session:

 No responsible financial institution can provide hedging to commercial end-users without 
in turn being able to hedge their own positions with other financial market participants. 
The ability of financial participants to trade in these instruments (to hedge their positions) 
is therefore as important as the ability of corporate end users to protect themselves 
against unwarranted risks in their business. They are part of the same chain and the 
same desire to manage risks

 Markets only exist because people take different views on risk. For every buyer you need 
a seller. Call this investment or call it speculation – but if we start to limit participation in 
markets, we will damage liquidity and raise costs to users

 Finally – on the specific topic of sovereign CDS – I state the simple facts that credit 
derivatives do not create budget deficits, but credit derivatives facilitate the liquidity which 
enables governments to fund those deficits. Here too, any attempts to limit the ability of 
investors to hedge their sovereign credit risks, risks lowering market confidence, raising 
the costs of funding and ultimately the costs to taxpayers.

Conclusion

In conclusion, we are committed to working with policy makers, regulators and market 
participants to create an appropriate regulatory framework for OTC derivatives that provides 
comprehensive oversight, ensures systemic stability and promotes market transparency. And to 
ensure a globally coherent outcome, we support many of the draft Langen report’s proposals to 
achieve these policy objectives. Specifically, we believe in comprehensive oversight of derivatives 
dealers and infrastructure providers, reporting requirements for all transactions, mandatory 
clearing requirements for dealers with significant outstanding exposures and end-of-day position 
reporting to the public of the aggregate positions of dealers,. As always, we believe regulators 
should have access to any information at any time and in any form.   

Thank you again for the opportunity to speak today, and I look forward to your questions.


	Blythe Masters speech.doc

