
Chapter Objectives

1.
To describe the origins of the swap market and its growth.

2.
To discuss two major types of financial swaps--interest rate swaps and currency swaps. 

3.
To compute the appropriate payments and receipts associated with a given interest-rate or currency swap.

4.
To explain how interest-rate and currency swaps can be used to reduce financing costs and currency risk.

Chapter Outline

I. The Emergence of the Swap Market


A. A swap is an agreement between two parties, called counterparties, who exchange sets of cash flows over a period of time in the future.

i. When exchange rate and/or interest rates fluctuate wildly, the forward market and money market do not function correctly.  In such cases, swap arrangements may be used.

B. Swaps are an outgrowth of parallel and back-to-back loans.

i. Parallel loan refers to a loan that involves an exchange of currencies between four parties with a promise to re-exchange the currencies at a predetermined exchange rate on a specified future date.

ii. Back-to-back loan refers to a loan that involves an exchange of currencies between two parties with a promise to re-exchange the currencies at a predetermined exchange rate on a specified future date.

iii. Both types of loan, parallel and back-to-back, avoid foreign exchange risk because each loan is made and repaid in one currency.

iv. Three problems limit the usefulness of parallel and back-to-back loans:

1. It is difficult to find counterparties with matching needs.

2. One party is still obligated to comply with such an agreement even if another party fails to comply with the agreement.

3. The loans typically appear on the books of the participating entities.

v. Currency swaps overcome the problems of parallel and back-to-back loans.

1. The problems of matching needs are reduced because currency swaps are arranged by swap dealers and brokers.

2. To avoid risk from default, the right of offset is part of the currency swap agreement.

3. For swaps, the principal amounts do not appear on the participants’ books.

II. The Growth of the Swap Market

A. The first swap was arranged by the Salomon Brothers on August 1981 and had the World Bank and IBM as counterparties.

B. It was a small step to move from currency swaps to interest rate swaps and the first such swap happened in London in 1981.

C. Chase Manhattan Bank introduced the first commodity swap in 1986.

D. Bankers Trust introduced the first equity swap in 1989.

i. These swaps are subsets of a new type of instruments known as synthetic equity.

E. By the end of 2001, the total swap market was approximately $62 trillion.

i. 93 percent of these swaps were interest rate swaps.

ii. 7 percent of these swaps were currency swaps.

1. U.S. dollars account for 30%, the Japanese yen, the euro, the British pound, and the Swiss franc account for most of the remaining 70%.

iii. The value of outstanding swaps increased over 70 times from 1987 to 2001.

III. Types of Swaps

A. The plain vanilla swap is the most basic form of swap.  For it, two counterparties agree to make payments to each other on the basis of some quantity of underlying assets and the agreement contains a specification of the assets to be exchanged, the rate of interest applicable to each, the timetable for payments, and other provisions.

i. The underlying assets, or notional principals, may or may not actually be exchanged.

ii. There are two main types of vanilla swaps:  currency and interest rates.

B. Swap banks are the financial institutions that assist in the completion of swaps.

i. Swap brokers are swap banks that acts strictly acts as an agent without taking any financial position in the swap transaction.

ii. Swap dealers are swap banks that actually transacts for its own account to help complete the swap, assuming a position in the swap.

C. Interest rate swaps are swaps in which counterparties exchange cash flows of a floating rate for cash flows of a fixed rate, or vice versa.

i. No notional principal changes hands, instead it serves as a reference amount against which interest is calculated.

ii. The goal is to eliminate exposure to changing interest rates by swapping a floating rate obligation with a fixed rate obligation.

iii. Interest rate swaps are arranged for a variety of reasons:

1. Changes in financial markets may cause interest rates to change.

2. Borrowers may have different credit ratings in different countries.

3. Borrowers may have a preference for specific debt service payment schedules.

D. Currency swaps are swap in which one party provides a certain principal in one currency to its counterparty in exchange for an equivalent amount in a different currency.

i. A typical currency swap involves three sets of cash flows:

1. At the initiation of the swap, the two parties actually exchange the currencies in which the principals are denominated.

2. The parties make periodic interest payments to each other during the life of the agreement.

3. At the termination of the swap, the parties again exchange the currencies in which the principals are denominated.

E. Various other related instruments:

i. Swaption is an option to enter into a plain vanilla interest rate swap.

1. A call swaption gives the holder the right to receive fixed-interest payments.

2. A put swaption gives the holder the right to make fixed interest payments.

ii. An interest rate cap sets a maximum rate on floating interest payments.

iii. An interest rate floor sets a minimum rate on floating interest payments.

1. An interest rate collar 
combines a cap with a floor.

IV. Motivations for Swaps

A. Currency risk management

i. Currency swaps eliminate currency risks arising from overseas operations.

B. Commercial needs

i. Currency swaps can allow businesses to transform floating rate liabilities into fixed rate liabilities or fixed rate assets into floating rate assets.

C. Comparative Advantage

i. Companies can use swaps to not only lower costs, but to diversify their funding sources, thereby lowering risk.

V. Summary

Key Terms and Concepts

Swap is an agreement between two parties, called counterparties, who exchange sets of cash flows over a period of time in the future.

Counterparties are the two parties involves in a swap agreement who exchange sets of cash flows over a period of time in the future.

Parallel Loan refers to a loan which involves an exchange of currencies between four parties, with a promise to re-exchange the currencies at a predetermined exchange rate on a specified future date.

Back-to-Back Loan refers to a loan which involves an exchange of currencies between two parties, with a promise to re-exchange the currencies at a specified exchange rate on a specified future date.

Plain Vanilla Swap is the basic form of a swap, the simplest kind.

Swap Bank is a generic term used to describe a financial institution which assists in the completion of a swap.

Swap Broker is a swap bank who acts strictly as an agent without taking any financial position in the swap transaction.

Swap Dealer is a swap bank who actually transacts for its own account to help complete the swap.

Interest Rate Swap is a swap in which counterparties exchange cash flows of a floating rate for cash flows of a fixed rate, or exchange cash flows of a fixed rate for cash flows of a floating rate.

Notional Principal is a reference amount against which the interest is calculated.

Currency Swap is a swap in which one party provides a certain principal in one currency to its counterparty in exchange for an equivalent amount in a different currency.
Swaption is an option to enter into a plain vanilla interest-rate swap.

Call Swaption gives the holder the right to receive fixed-interest payments.

Put Swaption gives the holder the right to make fixed-interest payments.

Interest Rate Cap sets a maximum rate on floating rate interest payments.
Interest Rate Floor sets a minimum rate on floating rate interest payments.

Interest Rate Collar combines a cap with a floor.

Multiple Choice Questions
1.
Financial swap markets have emerged in recent years because of the following reasons:

A.
exchange rates fluctuate widely

B.
interest rates fluctuate widely

C.
forward markets may not function properly

D.
currency futures are available only for selected currencies

E.
all of the above

2.
Financial swaps are used by the following organizations:

A.
multinational companies

B.
commercial banks

C.
world organizations

D.
sovereign governments

E.
all of the above

3.
The origins of the swap market are usually regarded as an outgrowth of the following financial instruments:

A.
parallel loans

B.
back to back loans

C.
commercial paper

D.
treasury bills

E.
A and B

4.
Parallel and back to back loans attained prominence in the 1970s when       .

A.
the U.S. had trade deficits

B.
Japan had trade surpluses

C.
the British government imposed taxes on foreign currency transactions

D.
the British government devalued its currency

E.
none of the above

5.
Typically, parallel loans involve the following parties     .

A.
two multinational firms

B.
three multinational firms

C.
two subsidiary firms

D.
five multinational firms

E. 
A and C

6.
A back-to-back loan usually involves        companies in      different countries.

A.
two,  two

B.
four, four

C.
three,  three

D.
A and B

E.
all of the above

7.
The shortcomings of parallel and back to back loans are     .

A.
difficulty of finding counterparties

B.
a non-compliance by one of the parties

C.
difficulty of finding exact matching needs

D.
A and B

E.
A, B, and C

8.
Currency swaps overcome the shortcomings of parallel and back-to-back loans because of       .

A.
specialized swap dealers and brokers

B.
their simplicity

C.
their cost effectiveness

D.
A and B

E. 
A, B, and C

9.  Which of the following is not part of the new Financial Accounting Standards Board and the Securities and Exchange Commission’s rules regarding off balance sheet transactions:

A. all off balance sheet transactions must stop effective January 1, 2004.

B. the benefits of off balance sheet transactions must be reported.

C. companies are required to tell investors about the nature and purpose of off balance sheet transactions. 

D. companies must add transactions to their balance sheet when they strand to absorb a majority of the expected benefits or losses from the bulk of expected returns.

E. the potential risk of any off balance sheet transactions must be told to investors.

10.
The first currency swap between the World Bank and IBM was arranged in 1981 by _____.

A.
Citicorp

B.
BankAmerica

C.
Solomon Brothers

D.
Merrill Lynch

E.
none of the above

11.
The amount of outstanding interest rate swaps is ___ than that of outstanding currency swaps.

A.
smaller

B.
neither larger nor smaller

C.
larger

D.
two times larger

E.
two times smaller

12.
A currency swap bank is usually       .

A.
an end user

B.
a financial intermediary

C.
a currency speculator

D.
A and B.

E.
all of the above

13.
A currency swap broker is a swap bank who       .

A.
uses his or her own account in completing transactions

B.
is strictly an agent to take orders from  her client

C.
a currency speculator

D.
A and B.

E.
all of the above

14.
Interest rate swaps involve counterparties who want to        .

A.
exchange a floating rate commitment for a fixed rate loan

B.
exchange debt for stock

C.
exchange a short-term loan for a long-term loan

D.
A and B

E.
none of the above

15.
Currency swaps involve       .

A.
one currency

B.
two currencies

C.
foreign stocks

D.
B and C

E.
none of the above

16.
Call swaptions are attractive when interests are expected to       .

A.
fall

B.
rise

C.
stay the same

D.
A and B

E.
none of the above

17.
An interest rate floor in currency swaps sets       .

A.
a maximum rate on floating interest rate payments

B.
a maximum rate on fixed interest rate payments

C.
a minimum rate on floating interest rate payments

D.
a minimum rate on fixed interest rate payments

E.
none of the above

18.
The basic motivations for swaps are shown below       .

A.
to provide protection against future changes in exchange rates

B.
to eliminate interest rate risks arising from normal commercial operations

C.
to reduce financing costs

D.
A and B

E.
all of the above

19.
Mortgage companies may use interest rate swaps mainly because       .

A.
they have short-term liabilities and long-term assets

B.
they have long-term debt


C.
they have mortgage loans

D.
A and B.

E.
none of the above

20.
Interest rate swaps are usually possible because international financial markets in different countries are       .

A.
efficient

B.
perfect

C.
imperfect

D.
A and B

E.
none of the above

21.  Comparative advantages usually exist because:


A. market imperfections.


B. US banks may not have the same information as British banks have


C. differences in risk


D. foreign borrowers may be treated differently from domestic borrowers

E. all of the above
22.  Proper risk management involves a three-stage process. Which of the following is one of those stages:

A. identify where the risks lie

B. select the right tools to execute the strategy

C. design an appropriate strategy for managing risks

D.  both A and C

E.  A, B, and C

Use the following information to answer the next three questions:

Assume that you are a swap dealer and have just acted as a counterparty in an interest rate swap. The notional principal for the swap was $7.5 million and you are now obligated to make five annual payments of 8 percent interest. The floating rate that you will receive is 8.2 percent, and the floating payments to you are annual as well. 

23.
If interest rates do not change over the next five years, what will be your annual net inflow?

A.
$10,000

B.
$15,000

C.
$25,000

D.
$40,000

E.
$55,000

24.
What is the net present value of your swap agreement at a discount rate of 8 percent?

A.
$10,000

B.
$25,993

C.
$55,883

D.
59,895

E.
$60,666

25.
If the floating rate stays the same for the first two years and then falls by 1.5 percent, what will be your net payments for the five years?

A.
 $ 75,000

B.
 $ 90,000

C.
 $100,000

D.
-$150,900

E.
-$262,500

Use the following information to answer the next five questions:

Two counterparties agree to enter a foreign currency swap between American dollars and Swiss francs. One dollar is currently worth 1.4 francs. The American dollar payor will provide $500,000. The interest rate on the dollar is 9 percent, and the Swiss franc rate is 8 percent. The swap calls for a life of three years with annual payments.

26.
How much will the provider of the dollar pay at the outset?

A.
SFr700,000

B.
SFr500,000

C.
SFr357,143

D.
SFr200,000

E.
SFr125,000

27.
If the interest rates do not change, what is the annual dollar interest payment for the foreign borrower of dollars?

A.
$34,000

B.
$40,000

C.
$45,000

D.
$50,000

E.
$55,000

28.
If a net payment is recorded for interest in year one and exchange rates do not change, what will be the net payment?

A.
$1,000

B.
$2,000

C.
$3,000

D.
$5,000

E.
$7,000

29.
What will be the total payment in francs by the borrower of dollars for year 3?

A.
SFr756,000

B.
SFr500,000

C.
SFr400,000

D.
SFr350,000

E.
SFr 53,500

30.
What will be the total payment in dollars by the borrower of francs for year 3?

A.
$150,000

B.
$245,000

C.
$540,000

D.
$545,000

E.
$600,000

Answers

Multiple Choice Questions

1. E

2. E

3. E

4. C

5. E

6. A

7. E

8. A

9. A

10. C

11. C

12. B

13. B

14. A

15. B

16. B

17. C

18. E

19. A

20. C

21. E

22. E

23. B

24. D

25. E

26. A

27. C

28. D

29. A

30. D

Solutions

20.
$7,500,000 x (0.082 - 0.08) = $15,000.

21.
$15,000 x the annuity discount factor of $1 for 5 years at 8 percent = $15,000 x 3.993 = $59,895.

22.
You will receive a total of $30,000 for the first two years [$7,500,000 x (0.082 - 0.080) x 2]. The new floating rate that you will receive: 8.2% - 1.5% = 6.7%. You will pay a total of $292,500 for the last three years [$7,500,000 x (0.067 - 0.08) x 3 years]. Thus, your net payment over the five years will be -$262,500 ($30,000 - $292,500).

23.
$500,000 x SFr1.4 = SFr700,000.

24.
$500,000 x 0.09 = $45,000.

25.
$500,000 x (0.09 - 0.08) = $5,000.

26.
SFr700,000 (1.08) = SFr756,000.

27.
$500,000 (1.09) = $545,000.
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