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Boston College
MF 820

WEEK 9 EXERCISE
1.  

According to Wikipedia, Structured Investment Vehicles (SIVs) are usually “sponsored” by either an investment company or a bank.  SIVs describe themselves as “credit arbitrage funds” that make profits from the difference between short-term borrowing rates on commercial paper and long-term returns on corporate and mortgage-backed debt.



SIVs show at least three tiers of liabilities: a AAA-rated senior collateralized commercial-paper tranche; a low-rated or unrated junior tranche; and an equity or Z tranche.  Typically, SIV assets are medium-term asset-backed securities whose maturity runs between 4 and 5 years.  Assume that in February 2007 the ratio between the market value of The Eagle SIV’s assets (A) and the value of its Z tranche (N) is 10 and the cost of equity is 15 percent.  Suppose that the SIV’s assets are 3.5-year “bullet notes” whose value is $100 million and whose yield is 5.5 percent and that its liabilities consist of junior and senior tranches of single-payment, asset-backed commercial paper that mature in 6 months.

a. Find the value of L/N, and the duration and pvbp of the SIV’s equity tranche.

b. Is it reasonable to describe this firm’s strategy as “arbitraging” the yield curve? Please explain why or why not.

c. Suppose, to hedge its exposure to interest-rate risk, Eagle’s managers use a single interest-rate swap whose pvbp in February 2007 is equal in value but opposite in sign to the pvbp of its equity position.  Suppose further that 7 percent of Eagle’s assets deserve to be written off as uncollectable and that the interest rate on Eagle’s assets had increased by 50 basis points by the time Eagle had to roll over its liabilities in August 2007.  Explain whether and how the SIV’s losses on its assets might have blown through the hedge, ruined the ratings of its senior debt, and put pressure on its sponsor not to walk away.
2. Be prepared to discuss in class the relative advantages of different forms of multioffice banking and the demutualization of credit unions.

PAGE  
2

