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Derivatives Tales
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IBM-World Bank Swap: The swap that 
started it all

¸ Swap is a financial transaction that involves 
swapping two assets/cashflows/etc.

¸ Swapping had been in existence before 1980s

¸ But it really took off after the IBM-World Bank swap 
of 1981

¸ These days, the swap market is a major financial 
market; swapping bid/ask spread is so thin that 
intermediaries arranging swap make profit through 
volume (commoditized)
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The Swap: World Bankôs situation

¸ World Bank had policy of raising funds in DEM, CHF 

and JPY

¸ Prolific borrower => cost of debt rising because its 

debt paper was flooding the market

ï Too much of World Bank Bond => demand falls => need more 

enticement to get investors interested
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The Swap: IBMôs situation

¸ IBM had embarked on a world-wide funding programme some 

years earlier because rates were high in the US

¸ Raised Deutschemarks and Swiss Francs => had DEM and CHF 

debt obligations

¸ After funds in DEM and CHF are raised, need to be converted 

into USD => FX risk exposure

¸ Over years, USD strengthened => gain for IBM (as IBM needs to 

convert USD back into DEM and CHF to repay debt) ; IBM 

wanted to

ï Lock in gain

ï Remove future exposure
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The overall situation

¸ World Bank 

ï needed DEM, CHF

ï Had relative ease of access to USD

¸ IBM

ï Had DEM, CHF debt obligations (coupons and principals)

¸ Solution (arranged by Salomon Brothers)

ï World bank borrows in USD and swaps USD for DEM/CHF with IBM (IBM 

probably had to change their USD profits at spot into DEM/CHF)

ï World bank receives periodic USD payments from IBM which they pass on to 

investors

ï IBM receives periodic DEM/CHF payments which they pass on to investors

¸ Effectively, IBM was then paying USD coupons and World Bank was 

then paying DEM/CHF coupons
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The Swap: World Bank-IBM Swap

¸ Salomon Brothers made the following arrangement

¸ World Bank could still raise USD at relatively cheap 

rates, so it would issue 2 Eurodollar bonds

ï One matched to IBMôs DEM liabilities 

ï One matched to IBMôs CHF liabilities

IBM
World 

Bank

USD coupons

DEM/CHF coupons

USD principals

DEM/CHF principals

DEM/CHF

coupons
DEM/CHF

principals

USD

coupons

USD

principals

World bank liabilities

From tthese 2 bonds

IBM liabilities

from earlier

IBM effectively paying

In USD

World Bank effectively 

paying in DEM and CHF
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Black Monday

¸Monday, Oct 19, 1987

¸ Stock markets around the world fell 

dramatically

ïUS: 22.68%

ïUK: 26.8%

ïHK: 45.8%

¸Who spooked the markets?
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Whoôs the culprit?

¸ Program trading / Portfolio insurance

¸Dispute in monetary policy among G7 

countries

¸Great Storm of 1987 that hit UK

¸é
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Black Monday: Options 

¸ Two types: put and call

¸ Put option: right to sell underlying stock at 

strike price on maturity date

100

Sell at 100 buy at 50, profit = 50

Payoff 

Stock price at maturity50
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Black Monday: Risk of Option Writer

¸ If stock price stays above strike from initiation to 

maturity, then option writer will be unaffected

¸ If stock price falls below strike, option writer sells 

stock in the anticipation that he will buy it back at a 

lower price ïprofit made goes into option payoff 

¸ More specifically, the option writer hedges the option 

risk by trading the underlying stock according to the 

Black-Scholes recipe
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Black Monday: From the investorôs 
perspectiveé

¸Why would an investor buy a put option?

100

Sell at 100 buy at 50, profit = 50

Payoff 

Stock price at maturity50
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Black Monday: The downward-spiral

¸ Many investors bought put 
options for protection 
against price falls

¸ All the option writers do the 
same thing: in accordance 
with the Black-Schole delta-
hedging algorithm ï
programmed trading

¸ An initial downward trend 
magnifies into a unstoppable 
downward spiral
ï Black-Scholes says ñsellò 

when stock price falls

ï Selling causes stock price 
to fall even further

$100

$75

$55

$0.45

Source: http://www.speedysigns.com/images/decals/400c/SDEPSL2/MASCOTS2/SAA0394.gif



14

In context: 
S&P 500 ïhistory since 1970
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In context: 
Top 1-day changes in S&P 500
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Barings

¸ Barings Bank (1762-1995)

¸ Nick Leeson came to Baringsô Singapore office to oversee 
settlement in Asia

¸ Soon after was given job of running bankôs futures brokerage
ï Reported strong profit

ï Poster boy for SIMEXôs annual report

¸ Clerical errors in settling accounts are usually closed ASAP 
according to strict rules

¸ Leeson was both trading and settling
ï Maintained and traded an error account (the infamous ñ88888ò 

account) on Nikkei 225

ï End ô93: 24m pounds losses; Sept ô94: 56m pounds losses



17

Barings: Straddle

¸ Early 1995, in last ditch effort to conceal his activities 

and make back losses, Leeson sold a vast amount 

of straddles

¸ A straddle is a combination of a put option and a call 

option

¸ What does the investor hope will happen to the stock 

price if he invests in a straddle?

Stock price at maturity

Payoff
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Barings: Earthquake!

¸ Leeson was hoping that stock prices did not move 
much ïnot quite volatile

¸ Jan 17, 1995 ïKobe earthquake, Richter 7.2

¸ Japanese stock market severely rocked

¸ Neesonôs straddles lost 69m pounds

¸ Barings 440m pounds capital was depleted by 860m 
pounds

¸ ING acquired Barings for 1 pound
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Derivatives are bad?

¸ All the stories above are bad. They make it to 
the press and remain in our memories due to 
their infamy

¸What evidence is there to show that 
derivatives are good?

¸é.the fact that they are being sold ïand the 
derivatives market is huge

¸(ñGoodò as judged by there is a demand for 
these thingséare they good for the society?)



20

Just take a look at CBOE

éééé..



21

Views
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Warren Buffett ïthe Sage of Omaha

Source: http://news.bbc.co.uk/2/hi/business/2817995.stm
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Context context!

Source: BT Mar 03, 2008

Source: 2007 Berkshire Hathawayôs Annual Letter


