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Section Two

1. Swap buyer makes the fixed rate payments in an interest rate swap transaction.  Swap seller makes the floating rate payments in an interest rate swap transaction.  Swap buyer has a comparative advantage in making fixed rate payments, the swap seller has a comparative advantage in making variable or floating rate payments, In undertaking the transaction, the FI that is the fixed rate payer is seeking to transform the variable rate nature of its liabilities into fixed rate liabilities to better match the fixed returns earned on its asset.  The FI that is the variable rate payer seeks to turn its fixed rate liabilities into variable rate liabilities to better match the variable returns on its asset.

2. D = -(dP/P)/(dR/(1+R))
D = -(20/995)/(0.005/(1+0.0925)) = 4.39 years

3. The formula shows 3 effects:

· Leverage adjusted duration gap: (DA – DLk)

· The size of the FI: A

· The size of the interest rate shock:  ∆R/(1+R)

4. Immunizing and Duration

· Reduce DA
· Reduce DA and increase DL
· Change k and DL
Section Three

1. a) The risk exposure of the insurance company will be the interest rate drop on the asset side.
b) The risk exposure of the finance company will be the interest rate rise on the liabilities side. 
c) For Finance company’s, the goal will be transform the variable rate nature of its liability into fixed rate liability and insurance company’s goal is to turn fixed rate liability into variable rate liability
d) Swap buyer agree to make a number of fixed interest rate payment in this case the buyer will be finance company.  Swap seller agrees to make floating rate payments to swap buyer on same periodic settlement date.  In this case the seller will be insurance company.
e)

2. a) DL – DAk = -8 Years
b) FI’s interest rate risk exposure is the interest rate on their liabilities may increase.  It means that the FI maybe required to make higher interest payment than the fixed interest rate payment the receive from assets (loan holder).
c) - (DA – DLk)*A* (∆R/(1+R) = 77.79 years
d) 

e)

3. a)NF  = - (DA – DLk)*A* (DF*PF*br)
    (6 - (3*0.8) * 250) / 5.5 * 115000 * 1.10 = 1293.52
b) br = ∆Rf/(1+Rf)
     0.10 = ∆Rf/(1+Rf) / ∆R/(1+R)
0.10 = 0.0990 / ∆R/(1+R)
∆R/(1+R) = 1.10 / 0.0990 = 11.11
4. a)

	t
	Years
	CFt
	Cft*DFt
	CFt*DFt*t

	1
	0.50
	56000.00
	52830.19
	52830.19

	2
	1.00
	56000.00
	49839.80
	99679.60

	
	
	
	102669.99
	152509.79



D = 152509.79/102669.99 = 1.49 years

b) The cash flows at the end of 6 month is $56000 and at the end of the year is $56000

c) 52830.19 + 49839.80 = $102669.99

d)                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                       

5. a) k = L/A = 250m/235m = 0.94
     DL – DAk = 10 – 3(0.94) = C) 7.18 years
b) - (DA – DLk)*A* (∆R/(1+R))
     - 7.18 * 250m * (0.01/1.1) = B) -$16318182
c)  - (DA – DLk)*A / (DF*PF)
      - 7.18 * 250m / (0.9 * 0.96m) = D) 2078
d)  - (DA – DLk)*A / (DF*PF)
     - 7.18 * 250m / (0.25 * 0.98m) = E) 7327
                  
