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MF 820

Week 9 Exercise

Answer Key
Question 1
(a) L/N = 9

DN = 10(3.5) – 9(1/2)

       = 35 – 4.5 = 30.5 years

pvbpN =  −(30.5/1.15) ($10m) (.0001) =  −$26,521.73
(b) No, it is not.  An Arbitrage strategy is riskless.  Eagle is highly exposed to interest-rate risk and possibly to default risk as well.
It is also wrong to describe the strategy as taking “liquidity risk.”  Strictly speaking, Liquidity problems arise merely from nonsynchronicity between offers made by buyers and sellers of assets.

Leverage produces high returns on this SIV’s strategy when interest rates are stable or falling.  But when asset values decline, leverage works adversely and equity can be quickly exhausted.
(c) To answer this question, we first need to calculate the value F the assets will pay at maturity from the quotion  
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.  Cross-multiplying, we get 
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 or $120.61 m.

The assets are now 3-year bullet notes promising 93 percent of $120.61 million in 3 years.  At the new yields, Eagle’s assets are worth only:
$112.17 mil./(1.06)3 = $94.18 mil.


If it were not for the hedge, Eagle would have lost more than half of its net worth.  But the hedge did not cover default risk and such a large movement in asset yields makes probable differences in convexity between the swap and equity positions important, too.  
Whenever insolvency exists or threatens, an SIV’s sponsor would feel pressure to support the fund both for reputational reasons in a repeat business and because implicit or explicit recourse arrangements might force the assets and the losses imbedded in the Z position back onto the sponsor’s balance sheet.  
The threat that off-balance-sheet SIVs pose to their sponsors represents a form of reputation risk that regulators should recognize by imposing a capital requirement on back-up credit lines whatever their maturity.  In July 2007, a rush of redemption demand led hedge funds to disinvest in structured products, several sponsors had trouble funding their SIV credit lines.  The line to one SIV from the German Bank IKB had to be rescued by state-owned KFW.  Another one of its SIVs limped along and finally went into default around Oct. 17.  Difficulties that became evident at very highly levered SIVs, made rollovers difficult for all SIVs.  
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