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Why Swap Interest Rates?

e Interest rate swaps permit firms to
separate credit risk and interest rate risk

+ By swapping its interest rate exposure, a
firm can pay the short-term interest rate it
desires, while the long-term bondholders
will continue to bear the credit risk
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An Example of an Interest Rate
Swap (cont’'d)

Pay LIBOR
(floating)
5 > Lender
Borrower Pay 6.9548%2R ... level s interest role
(XYZ) . @’P
(fixed)
i Swap
- Counterparty
" Receive LIBOR

(floating)

e On net, XYZ pays 6.9548%

XYZ net payment = — LIBOR + LIBOR —6.9548% = —6.9548%
A o y

Floating Payment Swap Payment

Chapter 8Copyright © 2006 Pearson Addison-Wesley. All rights reserved. 8-17




The %\'«mp\a.s'\' (ron-Trivial) Cose
INTEREST - ONLY PMTS

=> The nchional Pr\'nupq\:

St

oL b, \__]

| —

NPV (all prits using R) = N (oM prets using implied
forward rolis )

L m "
; [@/;%)f( 0t = > fcr. (4. 1) Plo, )]

M‘Goufen -on.du..,

RS
k=4

For Yearl\/ ingtallments

= Solve %o.mpl.q
R = 45 i FM (DM)
2 Plojty) Rrololom 423

e A



