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Headquarters: Columbus, Ohio, USA

Bank One  Corporation Overview

Growth & Operating Strategy

Innovation & Risk Management

❖ Retail & mid-market customer focus

❖ “Uncommon Partnership” → decentralized people, centralized 

processes

❖ 76+ acquisitions since 1969

❖ Emphasis on non-dilutive M&A

❖ First movers in interest rate swaps & AIRS

❖ Used swaps to control earnings sensitivity

❖ Synthetic investments for liquidity & regulatory capital efficiency

❖ Strong ALCO governance system

❖ Founded: 1968

❖ Industry: Banking and Financial Services

❖ Structure: 78 banks, 10 non-banking organisations

❖ Assets: $76.5 billion as of the early 1990s

Bank One Corperation
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PROBLEM 

HOW BANC ONE 
COULD RESPONSE

WAIT

LIMIT OR ABANDON SWAPS

DISCLOSE MORE INFORMATION

WHY THIS MATTERS

Stock price fell from $48.75 to $36.75 between April and November 1993

Banc One faced a severe drop in stock price due to market concerns about its complex and poorly understood 
use of interest rate swaps.

Investors and analysts lacked transparency on the risk and impact of swaps.

Concerns jeopardized stock-based acquisitions

Limited GAAP disclosure rules and complex accounting made assessment difficult

Nature of the problem faced by Bank One in November 1993
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What is Banc One’s 
approach?

Uses advanced tools to 
assess and manage 

exposure to interest rate 
changes, with a focus on 
both short-term earnings 

and long-term balance 
sheet value.

How does Banc One measure and manage interest 
rate risk?

Why it matters

Duration Analysis 
Measures interest rate sensitivity of assets & liabilities 

Swaps
Off-balance sheet tool to adjust fixed/floating rate positions

Gap Analysis
Compares timing mismatches in cash flows

Rate Sensitivity Reports
Simulates impact of +1%, -2%, etc. on earnings

Interest Rate Gap
Identifies asset-sensitive vs. liability-sensitive positions

Enables precise control over 
rate sensitivity without 

restructuring the balance 
sheet

Supports strategic planning,

Enhances investor confidence 
by aligning risk exposure with 

performance targets

Measurement of interest rate risk exposure at Bank One 
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Integrated ALM framework
• Combines interest rate positioning & balance 

sheet stability
• Reduces need for constant restructuring

Duration analysis to assess sensitivity
• Projects earnings and capital impact
• Aligns asset/liability duration to limit volatility

Maintains earnings stability across rate cycles
• manages risk proactively, not reactively

Positioned for rising/stable interest rates
• Assumes long-term economic trends favor rate 

increases

Floating-rate assets > liabilities
• Assets reprice quickly → higher income in rate 

hikes
• Liability costs increase slowly → stable funding

Strategic upside exposure
• Controlled risk with potential for increased net 

income

Interest Rate Risk Management Rationale for Asset-Sensitive Strategy

Interest rate risk management at Bank One
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Reasons for using derivatives Possible alternatives for derivatives

Use of derivatives to reduce earnings sensitivity and align assets and 
liabilities.

Hedging

Swaps maintain liquidity better than fixed-rate securities.

Enhanced liquidity

Basis swaps mitigate mismatches between different floating-rate 
indices (e.g., LIBOR vs. Prime), reducing the risk of spread volatility.

Basis risk management

Balancing assets
By purchasing fixed-rate securities to offset fixed-rate liabilities, asset 
sensitivity is reduced while aligning maturity and interest rate profiles, 
mitigating the impact of interest rate fluctuations on earnings.

Adjustment of loan and deposit mix 
By reducing floating-rate loans or increasing fixed-rate liabilities, the 
alignment helps synchronize repricing intervals between assets and 
liabilities, reducing exposure to interest rate volatility 

Natural hedging 
This method can be employed by matching assets and liabilities with 
similar maturities or interest rate indices. This minimizes mismatches 
without relying on derivatives.

Swaps were treated as off-balance sheet instruments, lowering 
regulatory capital requirements under Basel I rules.

Optimize regulatory capital requirements

Derivatives allow quick adjustments to market changes while 
maintaining strong metrics.

Gain flexibility
Bank one uses derivatives for various reasons, mostly due to the 
flexibility for their application. However, there are alternatives 
available.
Which approach would be most suitable for Bank One?

Derivatives as part of interest rate risk management
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Derivatives - Scenario Analysis
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$ in billions 
Bank One 
(stylized)

Twin A 
(Swaps on 

BS)

Twin B (No 
investment 
activities)

Balance Sheet 
Assets

Floating-rate assets
Variable-rate loans $33.8 $33.8 $33.8
Add. money market ass. 0 0 31.8

Fixed-rate Assets
Fixed-rate loans 18.6 18.6 18.6
Fixed-rate investments 13.4 13.4 0
Additional Treasury sec. 0 18.4 0

Other assets 8.4 8.4 8.4
Total Assets $74.2 $92.6 $92.6

Liabilities and Equity
Floating-rate liabilities

Total deposits 28.1 46.5 46.5
Fixed-rate liabilities 26.1 26.1 26.1
Other liabilities 13.4 13.4 13.4
Total liabilities 67.6 86 86
Total shares 6.7 6.7 6.7

Total $74.2 $92.6 $92.6
Off-balance-sheet items

Swaps $18.4 $0.0 $0.0
Income Statement (reduced)

Interest Income
Total interest income 5.47 6.26 5.66

Interest expense from:
Deposits 1.84 1.84 1.84

Add. wholesale deposits 0.00 0.57 0.57
Total interest expense 1.83 2.40 2.40

Income from Swaps 0.46 0.00 0.00
Net interest 4.09 3.85 3.25
Non-interest expense 2.37 2.37 2.37
Taxes 0.59 0.50 0.30
Net income 1.14 0.98 0.58

Summary
Earnings High Better Low
Capital High Low Low
Risk Capital Good High Low
Liquidity Good Low High
Earnings Sensitivity Liability  

Sensitive
Liability 

Sensitive
Asset 

Sensitive

Performance Measures
Net interest margin 6.22% 4.58% 3.86%
Net interest margin (excl.  swaps) 5.52% 4.58% 3.86%
Return on assets 1.53% 1.06% 0.63%
Return on Equity 17.89% 15.42% 9.19%
T-1 capital 10.4% 10.5% 8.8%
Earnings sensitivity -3.30% -3.30% 12.88%

Conclusion

Using derivatives remains the most efficient option for Bank One due to their flexibility, cost-
effectiveness, and ability to maintain liquidity. While alternative methods are viable, they lack the 
adaptability offered by derivatives. 

Swaps reduce reported risk by stabilizing earnings and mitigating interest rate sensitivity, but 
perceived risk increases among investors due to concerns over transparency and complexity.

01

While alternatives like balancing assets or adjusting the loan-deposit mix can achieve similar results, they 
have drawbacks such as reduced liquidity, higher capital requirements. 01

Derivatives offer advantages like higher liquidity, lower regulatory capital requirements, and flexibility to 
adjust interest rate exposure dynamically without reshuffling the asset portfolio. These benefits preserve key 
financial metrics like ROA and enable quick responses to market changes.

01

Off-balance Swaps distort reported earnings and risk to some extend, due to their accounting  treatment. 
However, they enhance the ability to manage interest rate exposure effectively. The use of off-balance sheet 
swaps stabilises financial performance while keeping the balance sheet lean and optimising liquidity.

01
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Recap - Interest rate swaps
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Definition
A financial contract where two parties exchange interest payment streams, typically 
swapping fixed-rate payments for floating-rate payments, based on a notional 
principal amount

Applications
• Hedging: Converting variable-rate debt to fixed-rate to mitigate interest 

rate volatility
• Speculation: Profiting from anticipated changes in interest rates without 

holding underlying assets
• Arbitrage: Exploiting differences between interest rate environments for 

financial gain

Types Bank One uses:
• Fixed-for-Floating Swap (AIRS)
• Floating-for-Floating Swap 

(Basis Swap)

Notional Principal The hypothetical amount upon which interest payments are 
calculated; this principal is not exchanged

Fixed Leg Payments based on a predetermined fixed interest rate

Floating Leg Payments based on a variable interest rate, often tied to 
benchmarks like SOFR or EURIBOR

Payment Frequency Intervals at which payments are exchanged, such as quarterly or 
semi-annually

Structure

Swap Transaction
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Amortizing Interest Rate Swaps (AIRS) 

11

Underlying Asset • Mortgage-backed securities (MBS)
• Collateralized mortgage obligations (CMOs)

Purpose • Replicate cashflows of MBS/CMOs 
• Notional amount decreases over time based on prepayment rates

Notional Principal

Legs

Structure

Bank One

Fixed interest rate
3%

Investment 
Bank

Floating interest rate
LIBOR + 0.5%

Definition

Implications for Bank One

• If rates fall, prepayments accelerate, causing faster amortization
• If rates rise, prepayments slow down, extending the swap’s life

Manage portfolios with prepayment-sensitive assets, 
such as mortgage loans

Align its swap cash flows with the amortization 
schedule of its underlying loans, improving hedging 

accuracy

Benefit from higher effective yields than comparable 
fixed-rate investments (like CMOs) or plain vanilla swaps
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Manage basis risk, which arises from mismatches 
between floating-rate indices such as LIBOR and the 

Prime rate

Basis swap

12

Underlying Asset
• Refers to the specific indices used for each leg of the swap (like 

LIBOR, EURIBOR or Prime)
• No traditional assets like bonds or loans

Purpose • Pay a floating rate tied to one index (e.g., Prime) and receive a 
floating rate tied to another index (e.g., LIBOR)

Notional Principal

Legs

Structure

Bank One

Floating interest rate
e.g. LIBOR

Investment 
Bank

Floating interest rate
e.g. Prime

Implications for Bank One

• Amount upon which interest is exchanged

Expansion of Synthetic Investments
As Bank One increases its use of synthetic investments tied 

to LIBOR, more basis swaps are required to hedge 
mismatches with Prime-based assets

Rising Earnings Sensitivity 
As earnings grow or existing swaps mature, additional basis 

swaps are needed to maintain desired sensitivity levels 
within policy limits

Acquisitions
Many acquired banks are highly asset-sensitive and lack 
extensive swap usage. Basis swaps help integrate these 

banks into Bank One’s risk management framework

Growing Notional Amount

Definition
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Market Risk Liquidity Risk Counterparty Risk Operational Risk Reputation Risk

Hedging
Fluctuations in 

interest rate reduce 
effectiveness of 

hedging strategy.

Undwinding
Derivatives are 

difficult to unwind in 
volatile market 

conditions.

Defaulting
Possibility of 
counterparty 

defaulting on its 
obligations.

Complexity
Complexity of 

derivative valuation 
increases likelyhood 

of errors.

Investor Trust
Perception of 
derivatives as 

speculative and 
excessively risky.

The risks associated with using derivatives
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Although Bank One uses derivatives to reduce its risk (to interest rate changes), other risks associated with the 
usage of derivatives occur and could potentially threaten Bank One’s business in volatile market conditions.
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• Adjustment of interest rate 
sensitivity without 
restructuring of BS.

• Decrease in interest rate 
exposure without heavily 
decreasing liquidity, 
supporting Bank One’s 
acquisition strategy.

• AIRS allows to maintain stable 
earnings amidst volatile 
market conditions (NIM 6.2% 
vs. 3.9% without).

• Higher ROA (1.5% vs. 1.1%) 
and ROE (17.9% vs. 15.4%).

• Market skepticism and 
investor concerns lowered 
stock price of Bank One.

• Complexity of swaps and off-
balance-sheet accounting 
treatment are the main drivers 
for misperception.

• Swap portfolio overstated 
Bank One’s reported margins 
by 1.3%.

• Tangible equity-to-asset ratio 
overstated by 1.6%.

• Derivatives used prudently or 
speculative?

• Clarification regarding 
functionality of swaps as 
hedging tool rather than 
speculative instrument.

• Provision of sensitivity 
analyses that quantity their 
impact under various interest 
rate scenarios.

• Diversification of risk 
management approach by 
incorporating more BS 
adjustments.

• Improvement of commu-
nication and alignment with 
best practices in reporting.

Value Creation Value Destruction Recommendation

0
1

0
2

0
3

Creation vs. Destruction of value in the case of Bank One

14
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THANK YOU FOR LISTENING 
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