Solutions to Assignment #4 Futures, Options and Other Derivatives

Question

The loss of the financial institution equals the value of the swap contract hefore
the exchange of pavments on February 5, 2005, Let By and Bppoar respectively denote the
values of what the fnancial institution pays amd receives rom Febrosry 2005 1o Febroary 2007
acearding o the swap contract, After the exchange of pavments, the value B ppoar of the foating

rate bond would equal the notional principal of the awap, whereas the fixed-rate bond would valne
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After the exchange of pavinents, the swap contract would then value
Brroar — Bprg = 510, 000, 000 — 39, 044, 077 95 = 855, 02205

for the financial institutional. However, as the firm's default happens before the exchange of the
payvments, we must subtract the net value of what the financial institution would pay to the firm

on February 5, 205, The value of the swap contract before the exchange of payments thus =
455, (022,05 — S300, 000 -+ $10, D00, 000 [:.qi 0067 _ |} ,

amd henee the loss of the Anancial institution amoints toe about 569877,



