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Interest Rates in Corporate Finance

� Interbank rates frequently used as benchmark for loan
pricing (LIBOR + margin)

� Interbank rates are used in derivatives pricing

� Nominal interest rates reflect also inflation expectation
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Source: ECB website, 1Y Euribor
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Interest rate exposure

� Situation where company faces profits or losses on the 
interest rate fluctuations

� Long position in interest rate is when Company benefits
from interest rate increases

◦ Company has significant liquid interest bearing assets

� Short position in interest rate is when Company 
benefits from interest rate decreases

◦ Company has loans with interest calculated based on variable
interest benchmark (e.g. LIBOR)
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Each currency has its rates

Source: M Bank Nov 2016
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LIBOR Rates

Source: online.wsj.com
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Yield curve
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Possible shapes of the yield curve

� Upward sloping (normal) – long-term 
interest rates higher than short-term 
interest rates

� Flat – long-term and short-term interest 
rates on the same level

� Inverted – short-term interest rates 
higher than long-term interest rates

� Hump-shaped
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Yield curve changes over time

Source: ECB https://www.ecb.europa.eu/stats/money/yc/html/index.en.html
(Nov 2016 and Nov 2015)
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Slope changes as well

Source: ECB https://www.ecb.europa.eu/stats/money/yc/html/index.en.html
(Nov 2006, 2012, 2015 and 2016)
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Source: ECB Economic Bulletin 7/2016
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Price for lending is interest rate…

� So maybe contract for future interest 
rate?
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FRA
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Forward rates
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Maturity 1 2 3 4

Spot rate 4.50 4.25 3.83 3.62

Forward rate --- ??? ??? ???

(1+4.5/100)(1+???/100)=(1+4.25/100)2

???=4.00
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Forward rates
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Maturity 1 2 3 4

Spot rate 4.50 4.25 3.83 3.62

Forward rate --- 4.00 ??? ???

(1+4.25/100)2(1+???/100)=(1+3.83/100)3

???=3.00
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Forward rates
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Spot rates

Forward rates

Maturity 1 2 3 4

Spot rate 4.50 4.25 3.83 3.62

Forward rate --- 4.00 3.00 3.00
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Notional

value

x

Actual interest rate level

at settlement date

-

Forward level of interest rate
derived from

the yield curve today
(contract interest rate)

FRA 
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What if multiple payments?

� Lets try to have a contract for a number 
of payments 
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IRS
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Interest Rate Swap

� Allows to change fixed rate interest payments into
floating rate interest payments (or vice versa)

� Interest rate exposure

◦ Company finances itself with a 1 year rolling working capital loan

◦ Retail chain pays its supplier with 2 months delay

◦ Company purchased medium term fixed rate bonds
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Market Maker - Quotes

� Bank B decided to quote to 
its clients the following IRS 
rates

� The clients decide to change 
their interest rate risk profile 
using IRS

� In each case determine IRS 
rates and estimate the effect 
for the client – what interest 
rate can the client ensure

Maturity bid offer

1 6.83 6.93

2 6.64 6.74

3 6.60 6.66

4 6.56 6.62

5 6.53 6.59

6 6.49 6.55

7 6.45 6.51

8 6.41 6.47

9 6.36 6.42

10 6.30 6.36
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Issuer of a bond with floating rate
coupon

Client 1

Wibor – 0,1% 
3-year bond
Wibor – 0,1% 

BANK B  
IRS Market
Maker

6.66%

Wibor

Effective rate?

Client pays: (Wibor-0,1%) and 6.66%

Client receives: Wibor

So it pays net 6.56%

Maturity bid offer

1 6.83 6.93

2 6.64 6.74

3 6.60 6.66

4 6.56 6.62

5 6.53 6.59

6 6.49 6.55

7 6.45 6.51

8 6.41 6.47

9 6.36 6.42

10 6.30 6.36
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Issuer of a fixed coupon bond

Client 2

10-year bond
5.50%

BANK B  
IRS Market
Maker

Wibor

6.30%

Effective rate?

Client pays: Wibor and 5.50%

Client receives: 6.30% 

It pays net Wibor – 0.80%

Maturity bid offer

1 6.83 6.93

2 6.64 6.74

3 6.60 6.66

4 6.56 6.62

5 6.53 6.59

6 6.49 6.55

7 6.45 6.51

8 6.41 6.47

9 6.36 6.42

10 6.30 6.36
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Borrower

Client 3

2-year loan
on Wibor+0.20%

BANK A  
IRS Market
maker

Effective rate?

Client pays: (Wibor+0.20%) i 6.74%

Client receives: Wibor

So it pays net 6.94%

6.74%

Wibor

Maturity bid offer

1 6.83 6.93

2 6.64 6.74

3 6.60 6.66

4 6.56 6.62

5 6.53 6.59

6 6.49 6.55

7 6.45 6.51

8 6.41 6.47

9 6.36 6.42

10 6.30 6.36


