07-8 Answer Key

MF 820

WEEK 8 EXERCISE
ANSWER KEY

Question 1.
a. RVPF side of an interest-rate swap




b. FR bondholder swaps a given stream of FR coupons for their equivalent value in VR coupons.  He/she continues to hold a claim to the FR bond’s principal at maturity, but the swap turns the promised stream of FR coupons into a stream of VR coupons.
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c. Except for counterparty risk created by swap,


+

becomes a riskless holding.

Question 2

a. For an on-market RVPF swap:

Dswap= (DV – DF)

DV = time until the next reset date

DF = Duration of the fixed-rate coupon stream for given tenor.

DF is the duration of a unit annuity over the same time period.

b. pvbp of swap = 
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 where F is the notional value and the D*s are the durations defined in part a divided by one plus the respective contract interest rate: rV for the variable-rate half of the contract and rF for the fixed-rate half.

Question 3

If 
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is given as –2 years, we want to find the value of F in the previous equation for which:


-Z = pvbp (swap) = -F(-2).0001


F = -Z/(.0002).
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