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Interest-Rate Swap Worksheet
An interest-rate swap (IRS) is a financial innovation that allows companies to lower their cost of borrowing to less than they could obtain from a commercial bank or the commercial paper market.

The IRS involves two companies agreeing to either borrow floating when they would prefer fixed or fixed when they would prefer floating in exchange for a subsidy payment from the other company.  This payment (which is the swap of interest payments) (a) actually gives them their preferred form of financing and (b) at a lower cost than either could have obtained without the IRS.

The foundation for an interest-rate swap is that companies have comparative advantages in financing, just as they do with production and trade.  If each of the two companies borrows in the format of its comparative advantage and then swaps its interest-rate obligation with the other, a net saving can be realized.  That saving is then shared between the two companies, so that each lowers its funding cost.

Any successful IRS involves several steps:

a. Identify the financial comparative advantage of each (e.g., either fixed or floating). [The

comparative advantage is where the absolute advantage is greatest or the absolute 

disadvantage is lowest.]

b. Identify whether each company actually prefers to borrow in an interest format that is

opposite to its comparative advantage (i.e., the company with the comparative advantage in 

fixed-rate financing actually prefers a floating-rate loan and vice versa).  If both prefer this, 

then an IRS can be structured.  [An IRS can only be feasible between two entities if the 

necessary conditions are exactly right!  If either company actually prefers to finance in its 

comparative advantage, then no IRS can be done.]  The loans will be where each has its 


comparative advantage.
c. Calculate the net savings for the two companies together if each borrows where it has the

comparative advantage.  First, calculate the quality spread (i.e., the difference in cost) 

between the two companies in fixed and floating financing.  Subtract one from the other.  

The absolute difference between the two, which is called the quality-spread differential 

(QSD), is the net savings that an IRS creates. [If the QSD = 0, then no IRS is possible.]

d. Calculate the net final funding cost (NFFC), the net cost to each company after its share of 

the QSD is subtracted from its preferred form of financing.  For example, if a company prefers to borrow fixed but agrees to borrow floating in order to participate in an interest-rate swap, its NFFC would be the fixed rate that it would have paid without the swap minus its share of the QSD – i.e., the net cost after the swap has been performed.
Structuring the IRS involves only three steps:
Step 1 (the loans): Each company borrows in its comparative advantage [see (a) above].
Step 2 (the net final funding costs, NFFC): Calculate the NFFC for each (in its preferred 

form of  funding), including its savings from the IRS [see (d) above].
Step 3a (the floating-rate swap): The company that wants to end with floating-rate financing

pays LIBOR to the other company.  [No calculation is necessary – just swap LIBOR 


without any spread.]
Step 3b (the fixed-rate swap): The latter company pays whatever fixed-rate interest to the 

1st company is necessary for the net final funding cost to equal its target (from Step 2).

Finally, add all costs and credits for each to make sure that the expected results (i.e., the NFFCs) have actually been achieved.







IRS Problems
A. As treasurer, you have been asked by your company, Morgan, Inc., to try to arrange an interest-rate swap.  You know that a client of yours, Stanley Corporation, would participate in an IRS if the terms and conditions were right.  Explain your choice.

Morgan Inc.


Stanley Corp.

Quality Spread

Floating

LIBOR + 0.20%

LIBOR + 0.90%

Fixed

    9.00%


    10.70%

____________










QSD:
1.  _______________________ Which has the comparative advantage in floating-rate financing?
2.  _______________________ Which has the comparative advantage in fixed-rate financing?

3.  _______________________ In order for an interest-rate swap to be feasible, Morgan must


 actually prefer __ financing.

4.  _______________________ In order for an interest-rate swap to be feasible, Stanley must


 actually prefer __ financing.

5.  _______________________ Calculate the quality spread for both the fixed and floating-rate 


loans that are being obtained for the swap; then determine the QSD [from the previous



page].

6.  If the gains from the swap (i.e., the QSD) are shared equally, what would be the net final



funding cost for each company after the interest-rate swap?


Morgan
______________________________


Stanley
______________________________

7.  With the information above, create the interest-rate swap:
    Morgan

   Stanley


(1)
The Loans
 Floating

 Fixed

---------------------------------------------------------------------



(3-a)
The Swap
 Floating

    LIBOR

    LIBOR



(3-b)


 Fixed


     9.30%

     9.30%

__________

__________

(2)
Net final funding cost (NFFC)
[Note: the original loans are contracts between lenders and borrowers.  Those contracts are not affected by the IRS.]

B. Being a knowledgeable treasurer (who was educated in Dr. Korth’s class) you recognize the

benefits of an interest-rate swap. Answer the following questions and then show how you would arrange and structure the IRS. 

Goldman Inc.


Sachs Corp.

Quality Spread

Floating

LIBOR + 0.80%

LIBOR + 0.60%

Fixed

    9.00%


    8.30%

____________










QSD:
1.  _______________________ Which has the comparative advantage in floating-rate financing?

2.  _______________________ Which has the comparative advantage in fixed-rate financing?

3. _______________________ In order for an interest-rate swap to be feasible, Goldman must


 actually prefer __ financing.

4. _______________________ In order for an interest-rate swap to be feasible, Sachs must


 actually prefer __ financing.

5. _______________________ Calculate the quality spread for both the fixed and floating-rate 


loans that are being obtained for the swap; then determine the QSD.

6.  If the gains from the swap (i.e., the QSD) are shared equally, what would be the net final


funding cost for each company after the interest-rate swap?


Goldman
______________________________


Sachs
______________________________

7. With the information above, create the interest-rate swap:
Goldman

Sachs


(1)
The Loans
 Floating

 Fixed

---------------------------------------------------------------------



(3-a)
The Swap
 Floating



(3-b)


 Fixed

__________

__________

(2)
Net final funding cost (NFFC)
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