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Sammanfattning 
Denna uppsats undersöker om verkliga motiv och praxis för användning av räntederivat i 
svenska storföretag är förenliga med teoretiska incitament för räntederivatanvändning som 
ofta förekommer i akademisk litteratur. De flesta teoretiska förklaringsmodeller för företags 
användning av räntederivat utvecklades och beskrevs innan den globala finanskrisen 2007-
08. Efter krisen har värderingen av räntederivat samt det administrativa arbetet kring 
instrumenten förändrats till följd av implementering av nya finansiella regler, 
bokföringsregler och prissättningsmetoder. 
 
Akademisk litteratur beskriver generellt åtta teoretiska incitament om varför företag 
använder räntederivat (vilka finns sammanfattade i detta arbete). För att verifiera teoretiska 
grunder och medvetenhet kring dessa teorier genomfördes en enkätundersökning samt 
djupintervjuer med totalt 13 beslutsfattare inom räntederivat i svenska storföretag. Studiens 
resultat ger starkt stöd till att tre av de teoretiska incitamenten i hög grad överensstämmer 
med verkliga motiv för användning av räntederivat, samt att fyra incitament delvis kunde 
förklara verkliga motiv, medan stöd saknades för ett teoretiskt incitament. 
 
Utöver de åtta testade incitamenten visar studiens resultat att det finns ett ytterligare motiv 
för användning av räntederivat: räntevalutaswappar används av flera svenska storföretag 
som emitterar obligationer i utländsk valuta för att konvertera pengar till företagets 
funktionella valuta. Förfarandet är känt inom industrin men understuderat i akademisk 
litteratur. 
 
Studien visar att kunskap inom bokföring och administration relaterat till finansiella derivat 
har blivit allt viktigare för svenska storföretags internbanker, medan vikten av att ha en aktiv 
marknadssyn minskat, jämfört mot 10-15 år sedan. Över denna tidsperiod har antalet 
handlare i storföretagens internbanker minskat kraftigt, då flera av funktionerna i praktiken 
har outsourcats till banker. 
 
 
Nyckelord 
Räntederivat, Swappar, Basel, CVA, FVA, Hedge accounting, Hedging i företag 
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Abstract 
The purpose of this research is to highlight if contemporary practices for using interest rate 
derivatives in large non-financial Swedish corporations are consistent with theoretical 
incentives for using such derivative instruments. Most theoretical incentives were developed 
before the financial crisis of 2007-08. The introduction of new regulations, accounting 
practices and pricing methods has changed the prices of derivatives and the administrative 
burden related to hedging. 
 
Traditional academic literature commonly gives eight incentives for why corporations use 
interest rate derivatives (described further in the thesis). Following surveys and interviews 
with 13 relevant corporate professionals, the study finds that three of the theoretical 
incentives strongly motivate corporate managers’ use of interest rate derivatives. Four other 
theoretical incentives are found to partially explain motives for corporate managers’ hedging 
practices, whilst one of the theoretical incentives is found to be an irrelevant motive for 
corporate managers in practice.  
 
In addition to the tested incentives, the study finds that Swedish corporations which 
occasionally raise capital in non-functional currencies actively use cross-currency swaps to 
convert outstanding non-functional debt currency to the company’s functional currency. The 
practice is commonly recognised amongst industry professionals but not widely cited in 
academia. 
 
Compared to 10-15 years ago, treasury functions in Swedish corporations are found to 
require more knowledge in accounting and administration and less market savvy. During 
this period, the number of dealers in Swedish corporate treasury departments has been 
reduced significantly, as corporations have effectively outsourced part of their market 
operations to banks. 
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Glossary 
Basis point: One hundredth of one percent, i.e. 0.01% 
 
CCR: Counterparty Credit Risk. Sometimes Counterparty Capital Charge: A charge 
 on a swap deal based on the rate of return required on capital reserves that 
 banks are legally obliged to hold, based on the counterparty credit risk profile 
 
CDS: Credit Default Swap. A financial instrument designed to protect the buyer of 

the CDS from some underlying credit default. The seller of the CDS agrees to 
compensate the buyer in the event of a default 

 
CFO: Chief Financial Officer. Responsible for a corporation’s financial reporting, 
 risks, planning and records-keeping 
 
Credit risk: The risk of experiencing losses when a borrower fails to repay their 
 debts. It is a type of “non-systematic risk” or “diversifiable risk” 
 
CSA: Credit Support Annex, a legal document regulating credit support for derivative 

transactions. If two counterparties have signed a CSA agreement, it usually 
means they have to post some degree of collateral on their outstanding 
derivative trades 

 
CVA: Credit Value Adjustment. A credit charge on a swap trade that covers a bank’s 
 cost of credit hedging 
 
EMIR: European Markets Infrastructure Regulation. A EU regulation implemented 

in 2012 with the aim of increasing stability in the market for financial OTC 
instruments 

 
Financial Institution: An organisation that focuses on financial transactions and 
 financial services, e.g. a bank, pension fund or insurance company 
 
FVA: Funding Value Adjustment. A funding charge on a swap trade that covers 
 potential mismatching of cash flows 
 
GT: Group Treasurer. Corporate title designated to a corporate group’s head of 
 treasury operations. Usually reports directly to the corporation’s Chief 
 Financial Officer 
 
IAS 39: An international accounting standard for financial instruments developed by 

the International Accounting and Standards Board. It is set to be replaced by 
IFRS 9 

 
IFRS 9: An international accounting standard for financial instruments developed by 

the International Accounting and Standards Board. It is set to replace IAS 39 
by 2018. IFRS is an abbreviation for International Financial Reporting 
Standards 
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Interest Rate Swap: A type of financial derivative designed for hedging or 
 speculating in movements of an underlying interest rate 
 
LIBOR: The London Interbank Offering Rate, a benchmark interest rate that 
 measures banks’ willingness to lend to each other 
 
Mark-to-Market (MtM): A measure of the fair value of a financial instrument, 

portfolio or other account at a certain point in time. Fair value can be defined 
as the prevailing spot price (with interest and other factors taken into account), 
or the price that clears the market since it balances supply and demand 

 
Market risk: The risk of experiencing losses due to changing conditions on the 
 financial markets. Cannot be diversified away. It is a type of “Systematic risk” 
 or “Undiversifiable risk” 
 
RBS: Royal Bank of Scotland, an international bank with major presence in the 

interest rate derivative market 
 
OIS: Overnight indexed swap, a reference rate for unsecured lending between banks 

based on some overnight rate, e.g. the Fed fund rate or Eonia 
 
OTC: Over-the-counter. A financial OTC contract/instrument is traded directly 

between two parties, as opposed to being traded on a public exchange 
 
Risk-weighted assets (RWA): Value of assets held by a financial institution, 
 weighted by risk. For example, a mortgage loan with valuable collateral will 
 have a lower risk weight than an uncollateralised loan (all else equal) 
 
WWR: Wrong-way risk. A charge on a swap trade that covers a risk that occur for 
 a bank when default risk of the bank’s counterparty increase together with the 
 bank’s exposure to that same counterparty 
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1 Introduction 
This chapter provides a brief background on corporations’ use of derivative products. 
It also includes a problem statement, which describes the issue that this thesis is 
meant to address. It is followed by Chapter 2, where the specific purpose and aim of 
the thesis is presented together with the research questions. The research questions 
follow from the problem statement. 

1.1 Background 
As a consequence of their international footprint, funding needs and dependency on 
raw material inputs, Swedish corporations are exposed to a number of risks that are 
not directly related to their core businesses. Corporate treasurers in these companies 
use derivative instruments to hedge such financial risks. These include hedging of 
currency-, interest rate- and commodity risks. Currency risk is present amongst 
corporations with capital in- and outflows in different currencies, for example export-
oriented companies and corporations with branches in different countries. Interest rate 
risk generally occurs when companies raise capital (borrows money) in the form of 
bonds or loans. Commodity risk generally refers to fluctuating commodity prices, for 
example when the prices of raw materials purchased by corporations fluctuate. What 
these phenomena have in common is that they create uncertainty about firms’ future 
income due to fluctuations in prices, exchange rates, interest rates, or other underlying 
factors. In order to reduce uncertainty, management are willing to enter into financial 
derivatives contracts (“derivatives”) that are designed to limit the variation in price of 
commodities, interest rates, currency exchange rates or other relevant risk factors. 
This thesis analyses the use of derivatives in the corporate sector intended to reduce 
interest rate risk. These derivatives are referred to as “interest rate derivatives”. 
 
Securitized products, where some financial derivatives are included, are instruments 
consisting of other financial assets pooled together. They were first used on a broad 
scale in the late 1980s as a mean for banks to free up capital on their balance sheets 
(The Economist, 2007; Lins, Servaes and Tamayo, 2011). The market for securities, 
especially securitized debt, expanded rapidly between 1995 and 2007. During the 
boom years, a growing number of large corporations set up or acquired their own 
internal teams for financial services, including structured finance, which involves 
complex financial structures and transactions. For example, in 1999 the financial 
services arm of the Swiss-Swedish electrical engineering firm ABB employed 1049 
people and had a turnover of USD 829 million1. Today however, only a tiny fraction 
remains of what was once ABB Financial Services. Most of it was sold off in the 
early 2000s and the company has not offered structured finance solutions since. 
ABB’s venture into the structured finance business is not unique for large 
corporations in Europe and North America. In 2014, almost all structured finance, 
including interest rate derivatives, is offered by specialised financial firms, mostly 
banks, acting as market makers, known as “dealers”. The trading desks for interest 
rate derivatives at non-financial corporations are long gone. Instead, corporation have 
treasury departments that enter into derivative contracts with the dealers. This is an 

                                                
1 Out of the division’s USD 353 million pre-tax income in 1999, USD 26 million stemmed from their 
structured finance unit. Even though it is an electrical engineering firm, the financial services arm 
contributed to over 15% of ABB’s total pre-tax net income in 1999. 
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example of a historical shift in the market for interest rate derivatives that happened in 
the late 1990s and early 2000s. After the financial crisis of 2007-08, the industry is 
once again subject to changes. 
 
Events such as the Enron related accounting scandal2 and lately the financial crisis of 
2007-08, with the subsequent collapse of Lehman Brothers, has led to substantial 
overseeing of existing financial market regulations by the introduction of new 
regulations and accounting practices, namely updated Basel accords (Basel I, II, and 
III), EMIR and hedge accounting (IAS 39 and IFRS 9). Besides regulatory changes, 
extraordinary volatile markets around 2007-08 challenged some of the commonly 
accepted assumptions on interest rate derivative pricing. Pricing of derivatives (i.e. 
the perceived cost of hedging) and the administrative burden related to hedging of 
financial risks have both been affected by these developments. This is particularly 
true for longer dated interest rate-, commodity- and cross currency derivatives 
(Arnborg, 2014). 

1.2 Problem statement 
It is reasonable to assume that risk management practices amongst large corporations 
have been affected by revised pricing methodologies of interest rate instruments and 
by the introduction of new financial rules and practices, namely updates in the Basel 
accords, EMIR and hedge accounting. A literature review shows that there are plenty 
of studies on why corporations use interest rate derivatives, where researchers have 
identified at least eight theoretical incentives. However, the studies focused on 
collecting empirical evidence on why corporations use interest rate derivatives have 
been mostly quantitative in nature, focusing on financial reports, with limited personal 
access to corporate managers (Carneiro and Sherris, 2008). In particular, there is a 
lack of qualitative studies on how contemporary regulations have affected 
corporations’ use of interest rate derivatives, and how it is connected to theoretical 
incentives for hedging. The large majority of the widely cited studies on theoretical 
incentives for using interest rate derivatives date back to before the financial crisis of 
2007-08. An initial literature review and informal discussions with market 
participants clearly indicates that corporate hedging behaviour has changed since the 
crisis. The question is: are corporate managers’ actual motives for using interest rate 
derivatives in the current post-crisis environment consistent with theoretical 
incentives that were developed in a pre-crisis environment? 
 

                                                
2 Enron was an American company active in the natural resources industry and was once ranked as the 
sixth largest company in the world. When Enron collapsed in 2001 it was the largest corporate 
bankruptcy in US history. Enron’s trading with financial instruments and its accounting practices 
relating to financial derivatives were major reasons for the company’s downfall and sudden collapse. 
The scandal also led to the dissolution of Enron’s auditor Arthur Andersen, which at the time was one 
of the five largest auditing firms in the world. See for example CNN (2014) for a summary of the 
Enron scandal. 
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2 Purpose, Aim and Research Contribution 
The purpose of this thesis is to verify if contemporary motives for managing interest 
rate risk with derivatives in large non-financial Swedish corporations are consistent 
with theoretical incentives for hedging, which were mainly developed before the 
financial crisis of 2007-08. 
 
The overall aim of the research is to increase knowledge amongst Swedish 
corporations and the banks serving them on why the market for interest rate 
derivatives is structured the way it currently is, and to highlight potential areas of 
corporate hedging that might need further academic research to better explain 
corporate managers’ hedging practices in a post-crisis market environment. 

2.1 Research questions 
With regards to the aim of the study, the general question that this thesis intends to 
answer is: 
 

Are corporate managers’ actual motives for using interest rate derivatives in the 
contemporary post-crisis environment consistent with theoretical incentives that 
were developed in a pre-crisis environment? 
 

In order to set up tangible research goals, specific research questions that need to be 
addressed are: 
 

How has the interest rate derivative market changed after Enron and the financial 
crisis of 2007-08? 
 
Are corporate managers’ actual motives for hedging interest rate risk consistent 
with theoretical incentives? 
 
Do corporate managers have motives to hedge which are not highlighted in 
current literature and research? 
 

The first specific research question is meant to establish if the market has changed 
and the reasons for any such changes. 
 
The second specific question is directly connected to the main research question as it 
leads to the testing of known incentives. 
 
Finally, the third question is meant to capture any potential motives for using interest 
rate derivatives in corporations that are not captured by mainstream academic 
literature in the field. 

2.2 Significance 
According to people in the industry (see Figure 1; The Association of Corporate 
Treasurers, 2014; Arnborg, 2014), a knowledge gap exists pertaining to interest rate 
financial markets and instruments. This gap exist both on the sell-side of the business 
(banks) and amongst their customers (corporate treasurers) and other stakeholders 
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who are responsible for the day-to-day risk management and business development in 
the corporate sector. 
 

 
Figure 1: Skills shortfall in UK corporate treasury departments. A higher number corresponds to a larger 
degree of perceived skill shortfall. Source: The Association of Corporate Treasurers (2014) 

A global survey amongst CFO:s of 334 companies was conducted by Servaes, 
Tamayo and Tufano (2009). When asked “do you think your company should be 
devoting more, less or about the same resources to the following finance functions?”, 
the respondents rated risk management first amongst a list of 19 functions, indicating 
it as a function that would benefit from additional resources. When asked about the 
biggest perceived opportunity for improvement in risk management, “increasing 
employee understanding” was ranked the highest, with a third of the respondents 
requiring “substantial improvement” and only 16% of respondents saying that no 
improvement or little improvement in employee understanding was needed. Figure 2 
shows the percentage of CFO:s ranking different factors in risk management as being 
in need of “substantial” or “near substantial” improvements. 
 
The thesis contributes to closing the knowledge gap by analysing the theoretical 
incentives for hedging in corporations and testing how accurately it reflects current 
practices. Finally, a presentation material summarizes the problem, methods and 
findings of the thesis. The material will be used in collaboration with the Royal Bank 
of Scotland to close the knowledge gap in the industry by providing greater 
knowledge and understanding to decision makers who have to adapt to regulatory 
changes, so that changes in risk management can be made on informed decisions. 
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Figure 2: Areas of risk management requiring substantial or near substantial improvements. Source: 
Servaes, Tamayo and Tufano (2009) 

2.3 Research Contribution 
The thesis contributes to knowledge in the area of corporate incentives and practices 
for using interest rate derivatives. It does so by identifying and classifying eight 
theoretical incentives for using interest rate derivatives through a literature study 
(presented in Chapter 3), and by testing them against actual motives (practices) in 
large Swedish corporations. The testing is conducted through surveys and interviews 
with industry professionals, which yields both quantitative and qualitative results 
(presented in Chapters 5 and 6). 
 
The results can be used by corporate buyers of interest rate derivatives, especially by 
treasury departments when they evaluate and adapt routines and practices for 
derivative usage. Moreover the results can be used for benchmarking against other 
major market participants, or to evaluate whether practices are in line with theoretical 
incentives. The results can also be useful for sell-side dealers in the market (such as 
banks) looking to better understand current market structures and developments, or to 
better understand the choices and decisions of by Swedish buy-side corporate actors. 
 
The academic contribution of the study is the validation test of the degree of 
coherence between existing theories and practices for interest rate swaps as used in 
corporations as well as a coverage of the areas with less focus in the academic 
literature. The validation test is especially interesting since it involves surveys and in-
depth interviews with industry practitioners; a methodology not commonly used in 
previous research in the field. 

2.4 Delimitations and limitations 
By collaborating with the Stockholm office of the Royal Bank of Scotland (RBS), the 
author was able to gain access to corporate treasurers for interviews and surveys. 
Since the Stockholm office serves large corporations in the Nordic region, the thesis 
will be limited to these types of corporations. Also, since the Swedish economy is 
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largely export-oriented, most of the corporations examined in this study are expected 
to be export-oriented as well. 
 
The research is focused on interest rate derivatives. Chapter 1.1 briefly introduces 
derivatives and mentions that there are multiple types of derivative contracts. There 
are multiple reasons for why this research is focused on interest rate derivatives, and 
why other types of derivatives (e.g. commodity derivatives or pure currency 
derivatives) are not included. Firstly, readers should be aware that there are 
occasionally significant differences in the way different classes of derivative 
instruments are valued, priced and traded. Consequently, focusing on interest rate 
derivatives is delimitation chosen by the researcher in order to focus the research and 
limit its scope to one specific class of derivative instrument. Secondly, there were 
practical aspects in place that limited the researcher to interest rate derivatives. For 
example, at the time of writing, the Royal Bank of Scotland does not have any 
commodity-operations in the Nordic region. As such, the bank’s ability to introduce 
the researcher to relevant industry professionals (both on the buy-side and sell-side of 
commodity derivatives) would have been significantly limited. 
 
It should be noted that interest rate derivatives are used by a wide array of institutions 
and organisations (e.g. pension funds, hedge funds, insurance companies, 
corporations and public sector entities). The thesis is focused on the use of interest 
rate derivatives in the non-financial corporate sector. Banks, pension funds, 
governmental agencies and other financial institutions are not included in the non-
financial corporate sector. However, state-owned corporations are included in this 
thesis’s definition of the non-financial corporate sector. Real estate and property 
companies are excluded from the study, as these operate by business models that 
differ significantly from other non-financial corporations. More specifically, the 
operations of property companies are comparable to that of asset managers (properties 
being their assets), making most of them more closely-linked to the financial sector 
than the corporate sector from the perspective of hedging interest rate risks. Finally, 
investment companies such as Investor AB and Melker Schörling are not included in 
the study, since the majority of the companies where they hold equity stakes hedge 
interest rate risks separately. For example, Investor AB owns significant shares in 
ABB and Atlas Copco, but both these companies have their own treasury functions 
that hedge interest rate risks independently (Investor, 2014). 
 
This thesis is concerned with the study of large corporations. Specifically, the study 
defines large corporations as corporations that are big enough to be eligible for listing 
on NASDAQ OMX Stockholm’s Large Cap list. This requires a market capitalisation 
of EUR 1 billion or more. It means that any corporation participating in the study 
must either (a) already be listed on NASDAQ OMX Large Cap, (b) be publically 
listed on some other stock exchange than NASDAQ OMX and traded at a market 
capitalisation of EUR 1 billion or more, or (c) be a privately held company where it is 
reasonable to assume that it would have a market capitalisation of EUR 1 billion or 
more if it were to be listed. 
 
There are multiple types of traded financial instruments that derive their value from 
interest rates. Market participants often refer to the simplest, most common and liquid 
instruments as being in the “vanilla” category. More complex instruments can be 
either “quasi-vanilla” or “exotic” (the most complex structures). This thesis focuses 
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mostly on instruments in the vanilla category, but also includes some of the most 
commonly traded instruments in the other categories, since these are the ones that 
make up the bulk of the trading volume (RBS, 2014). 
 
One limitation in the thesis stems from the complexity of the financial system, as no 
one part can be considered completely isolated from other parts of the system. 
Important pieces of legislation and financial regulation that are touched upon in the 
thesis, such as Basel and EMIR, have had (and will have) far-reaching effects on the 
financial system. Whilst the thesis aims to map out the direct effects of financial 
regulation on the interest rate derivatives market, some regulatory effects are likely to 
affect that same market indirectly. This research does not aim to map out all the 
possible indirect effects on the derivative market. 
 
Finally, regarding theoretical incentives for hedging, the literature gives some 
evidence that interest rate derivatives can be used for earnings management. Earnings 
management can be viewed as a legal “gray area”, but the term is often synonymous 
with fraud or earnings manipulation. Earnings management thus stands in contrast to 
proprietary trading in corporations, which is sometimes controversial but generally 
legal. Earnings management is briefly mentioned in this study’s literature review, but 
it is excluded from the empirical research since the thesis does not aim to investigate 
potential illegal activities that might or might not be used by corporations. If potential 
illegal activities were to be investigated, a different study methodology would be 
needed to ensure validity and reliability. 

2.5 Overview of chapters 
Firstly, Chapter 1 and 2 introduces the reader to the background and problem 
statement of the thesis, as well as why it is of interest and the exact purpose of the 
research. In Chapter 3, the theoretical framework is discussed in order to familiarize 
the reader with the topic. Chapter 4 outlines the methodology of the research and how 
the research question is approached. The results of the empirical research is presented 
in Chapter 5. Finally, Chapter 6 includes a discussion based on the results as well as a 
presentation of the main conclusions relating to the research question and the aim of 
the thesis, together with proposals for future related studies. 
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3 Theoretical framework 
In order to answer the research questions, a literature review is conducted. It is 
focused on theoretical incentives for corporate usage of interest rate derivatives, as 
well as the structure of the interest rate derivatives market. Relevant market 
structures that are reviewed in existing literature include types of derivative 
instruments and their valuations, regulations directly affecting the market, and the 
role of market participants. 

3.1 Interest rate risk in corporate organisations: Why hedge? 
Interest rate risk can sometimes be directly linked to a corporation’s core business.3 
However, most of the interest rate risks in non-financial corporations are not directly 
linked to core businesses. They usually arise from the companies’ debt funding 
activities such as loans, bond issuances and private placements (Arnborg, 2014). 
Since the introduction of interest rate swaps in the 1980s, researchers have examined 
and empirically tested reasons why corporations hedge their interest rate risks. 
Section 3.1 outlines non-financial corporations’ incentives to hedge interest rate risk 
compiled from the existing body of literature. 
 
Modigliani and Miller (1958; 1963) showed that, under perfect capital market 
assumptions and some additional conditions, a firm’s financial decisions (this 
includes hedging decisions) do not change the value of the firm. The reasoning is that 
individual investors can reverse-engineer the financial decisions of firms. In the case 
of hedging with financial instruments, shareholders are able to buy and sell the 
instruments themselves, thereby managing risks in their own portfolios. Since 
shareholders can adjust their risk exposures as easily as corporations, a firm’s hedging 
activity will add no value to investors. Again, this conclusion relies on a set of 
assumptions, for example that all individuals have equal access to the capital markets, 
that there is perfect market information, that no taxes, bankruptcy costs or transaction 
costs exists and that all market participants are behaving in a rational manner. All of 
the eight incentives for hedging outlined in this chapter are based on assumptions that 
are not consistent with one or more of Modigliani and Millers’ assumptions. 
 

Incentive 1: Avoiding costly external financing 
One of the most common incentives cited for hedging is to reduce the variability 
of cash flows in a corporation. If cash flows are volatile, a firm might find itself in 
a position where it has to pass up on investing in positive NPV (net present value) 
projects because they are short on cash. Firms can choose to either hedge their 
risks in order to obtain more even levels of cash flows (less risk of falling short on 

                                                
3 In 2014, for example, British regulators are introducing an electricity market reform (“Contracts for 
Difference”) to support construction of renewable power plants in the UK. The scheme involves 
compensating companies in the energy sector that invests in renewable power plants. Payments to 
power companies will be made over the duration of the Contracts for Difference program, which is 
expected to be 15 years. UK regulators are aware of the fact that inflation is likely to reduce the real 
value of the compensation payments over time. To compensate for inflation, they have decided to link 
future payments to real (future) UK inflation figures (Department of Energy & Climate Change, 2014). 
In effect, power companies’ earnings will be inflation-linked, or in other words, sensitive to inflation, 
which can be seen as a type of rate risk. If a power company wishes to reduce the future earnings 
uncertainty arising from the inflation-link, it can enter into an interest rate swap, where the power 
company agrees to pay the inflation rate to a counterparty in exchange for receiving a fixed rate. 
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liquidity over time), or to raise external funding to invest in positive NPV 
projects. If external financing is assumed to be more expensive than using internal 
financing, there is an incentive to hedge in order to avoid the more costly external 
financing option, and the risk of underinvesting. (Froot, Scharfstein and Stein 
1993; Lessard, 1990; Stulz, 1990; Smith, Smithson and Wilford, 1990; Nance, 
Smith and Smithson, 1993). 
 
Incentive 2: Reducing the risk of financial distress (bankruptcy costs) 
With the assumptions that (1) bankruptcy is costly and (2) there is an advantage in 
having at least some amount of debt in the capital structure (Berk and DeMarzo, 
2011), hedging would be able to create value for a corporation since it can reduce 
the probability that a corporation would find itself in bankruptcy. The reason is 
that corporations will want to bear debt, but at the same time, debt will increase 
the probability of bankruptcy for the company since it might not be able to repay 
its debt obligations in time. By hedging for changes in interest rates that would be 
harmful to the corporation, firms are able to either increase their debt capacity 
without significantly increasing risk, or keep the same level of debt, but with a 
reduced probability of default (Smith and Stulz, 1985; Smith, Smithson and 
Wilford, 1990; Stulz, 1990; Duffie, 1995). 
 
Incentive 3: Tax reasons 
Smith and Stulz (1985) argue that if more volatile earnings lead to higher 
expected tax rates for corporations than it would with less volatile earnings, 
managers have an incentive to hedge. The condition can be satisfied if taxes are 
progressive. For example, consider a corporation that faces a 30% tax rate for 
taxable income up to and including SEK 100 million and 60% for taxable income 
above SEK 100 million. Assume that without hedging, it would make SEK 80 
million in year 1 and SEK 120 million in year 2 in pre-taxable income. Over the 
course of two years, the corporation would have to pay 80 million * 0.3 + 120 
million * 0.6 = 96 million in taxes. Assume that with hedging, the corporation 
would have decreased its income volatility and earned SEK 100 million both in 
year 1 and year 2. The tax paid over the course of two years would then have been 
100 million * 0.3 + 100 million * 0.3 = 200 million * 0.3 = 60 million. In this 
case, the corporation would have significantly decreased its tax liability for the 
same amount of total pre-taxable income due to lower volatility in taxable income 
over time. 
 
Incentive 4: Executive compensation 
Stulz (1984) and Smith and Stulz (1985) highlight that whilst outside shareholders 
have the ability to diversify their investments (including hedging risks), managers 
in corporations often have a significant proportion of their wealth tied to their 
firm’s stock. The implication is that whilst outside investors are indifferent to 
corporate hedging, the managers are not. There might be incentives for managers 
to hedge risks in their corporations as this is the only way for them to effectively 
hedge certain risks in their own portfolios. 
 
Incentive 5: Risk allocation: trade non-core-business risk for core-business 

risk 
Schrand and Unal (1998) argue that a single asset can be exposed to multiple 
types of risks (e.g. interest rate risk, currency risk, credit risk and price risk). By 
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hedging some types of risks linked to the asset, a firm can re-allocate the different 
types of risks that they are exposed to. The authors argue that firms want to 
decrease non-core-business risks and increase risks directly related to their core 
businesses, since they have a competitive advantage in bearing core-business 
risks. 
 
Incentive 6: Professional reputation 
DeMarzo and Duffie (1995), and Breeden and Viswanathan (1998) suggest that 
managers in corporations may use hedging to signal to the job market (that looks 
at firm performance) that they are good professionals. 
 
Incentive 7: Interest rate swaps as a tool for changing debt structures and 

reducing cost of debt 
Interest rate swaps can be used to synthetically alter the debt structure of a 
company. The underlying assumptions are that (1) firms prefer long-term fixed 
rate debt over short-term debt and floating rates, and (2) it is more expensive for 
firms to raise long-term fixed rate debt (i.e. higher interest rates) than short-term 
debt. By borrowing short-term debt on favourable conditions, and using long-term 
interest rate swaps, firms are able to create synthetic long-term fixed rate debt. 
(Visvanathan, 1998; Flannery, 1986; Diamond, 1991; Titman 1992; Wall, 1989; 
Saunders, 1999; Goodman, 1993; Bicksler and Chen, 1986; Bank for International 
Settlements, 2013a). 
 
Incentive 8: Speculation and earnings management 
Hedging instruments can also be used for speculation. For example, executives 
with a large proportion of their wealth tied to a company might want to use 
hedging instruments in order to reduce the risk of losing a substantial amount of 
their wealth in case the company comes under financial distress (example 4 in this 
list). But it might also be the case that executives use hedging instruments for 
speculation in order to boost their personal incomes. Similar points can be made 
with most of incentives one to seven; hedging instruments can be used for both 
hedging and speculative purposes (Bodnar, Hayt and Marston, 1998; Faulkender, 
2005; Geczy, Minton and Schrand, 2007; Chernenko and Faulkender, 2011). 
 
Chernenko and Faulkender (2011) also find that firms are more likely to have 
used interest rate swaps during years where they are more likely to have managed 
earnings. The authors suggest that this is consistent with interest rates being used 
to meet earnings forecasts, since interest rate swaps have the ability to move 
earnings across time. The first year of earnings movements is fairly predictable 
and swaps might therefore be used as an earnings management tool. 

3.2 Introduction to interest rate derivatives 
Interest rate derivatives are financial instruments that derive their value based on an 
underlying interest rate. These instruments are used by institutions, corporations and 
investors, either as a hedging instrument or as a speculative tool. Most instruments are 
traded over-the-counter (OTC). OTC instruments are non-standardized and are not 
traded on any public exchange. Instead, they are traded directly between two parties. 
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Every trading day, different types of interest rate derivatives are traded globally. 
Professionals often divide these into three categories: 
 

• Vanilla 
• Quasi-Vanilla 
• Exotic derivatives (or “exotics”) 

 
The derivatives in the vanilla category are generally considered to be easier to 
structure, price and understand, while the exotic derivatives are on the other side of 
the spectrum; more complicated to price, structure and not as intuitive to understand 
(Arnborg, 2014). The thesis focuses mostly on derivatives in the vanilla and quasi-
vanilla categories, since these instruments are the ones most commonly used by 
corporations (Arnborg, 2014). They also make up the bulk of the interest rate market 
in terms of value and volume, and are thus usually the most liquid. The following 
instruments are included in the thesis (category in brackets): 
 

• Interest rate swaps (vanilla) 
o Plain vanilla swap 
o Basis swap 
o Cross currency swap 

• Interest rate caps (vanilla) 
• Interest rate floors (vanilla) 
• Interest rate swaptions (quasi-vanilla) 
• Bermudan interest rate swaptions (exotics) 

 

3.2.1 Interest rate swaps 
An interest rate swap is an agreement between two counterparties to periodically 
exchange interest payments in the future on a hypothetical loan. Since interest on 
loans can be either fixed or floating, three types of interest rate swaps are possible, see  
Figure 3. In addition to swapping fixed and floating rate payments, the counterparties 
can also agree to swap between two different currencies. For example, Counterparty 
A might want to swap US dollars against Euros held by Counterparty B. When the 
swap includes two currencies, it is said to be a “cross currency swap”. Note that a 
cross-currency swap can be constructed regardless if the rates are fixed, floating or 
both. In 
Figure 3, the name “cross currency swap” only occurs in the fixed rate against fixed 
rate example. This is because it does not make economic sense for the parties to enter 
into a fixed rate- against fixed rate swap in one single currency (for example, it would 
not make sense for a borrower to pay 3% and receive 2% on the same notional 
amount). Thus, practically all fixed rate against fixed rate swaps are cross currency 
swaps. 
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Figure 3: The swap type depends on the types of rates exchanged by the two counterparties 

When two counterparties enter into a swap, they agree to exchange cash flows based 
on a notional amount of money (which may or may not be amortized during the 
lifetime of the swap). The swap is said to have two legs, one for each direction of the 
cash flow. Examples of the different types of interest rate swaps are presented in the 
following paragraphs. 
 
For the convenience of the reader, examples of the different swaps are outlined below. 
 
Example of a plain vanilla swap: Counterparty A is borrowing money from a lender 
and has to pay a fixed interest rate set to 4% of the notional loan amount. 
Counterparty B is also borrowing the same amount of money from some lender and 
has to pay back a floating interest rate set to STIBOR4 + 1%. For some reason, A 
wants to change its fixed payments to floating payments and conversely, B wishes to 
switch from floating payments to fixed payments. By entering into a swap, A agrees 
to pay B a floating rate and B agrees to pay A a fixed rate, see  
Figure 4. A and B has thus switched their interest rate payments from fixed to floating 
and vice versa. A is the floating leg payer and B is the fixed leg payer in the swap. 
The net effect in this example is that A is effectively paying: 
 
(Fixed 4% to lender) + (Floating STIBOR + 1% to B) – (Fixed 4% received from B) 
= Floating STIBOR + 1%. 
 
                                                
4 STIBOR is the Stockholm Interbank Offering Rate, a floating reference rate which indicates an 
interest rate at which banks in the Swedish monetary market are willing to lend to each other. STIBOR 
is reported by a number of banks to the Swedish Bankers’ Association, who compiles and publishes the 
results. As of January 2014, STIBOR is set by Danske Bank, Handelsbanken, Länsförsäkringar Bank, 
Nordea, SEB and Swedbank (Swedish Bankers’ Association, 2014). 
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B is effectively paying: 
 
(Floating STIBOR + 1% to lender) + (4% fixed to A) – (Floating STIBOR + 1% 
received from A) = Fixed 4%. 
 

 
 

Figure 4: Example of a plain vanilla interest rate swap 

Example of a basis swap: The mechanics of the basis swap is similar to the plain 
vanilla swap in Figure 4. The difference is that both parties are paying floating rates 
in a basis swap. So why swap from one floating rate to another floating rate? One 
possible reason is because the corporations have different payment frequencies for 
floating rate loans; one counterparty might be contractually obliged to pay interest 
quarterly (every three months), while the other counterparty may be contractually 
obliged to pay interest annually (every twelve months). By entering into a basis swap, 
the companies effectively switch payment frequencies. They might want to switch 
payment frequencies in order to better match the in- and outflows of cash in their 
respective organisations. Another reason to enter into a basis swap is if the 
counterparties pay floating interest rates based on different indices/benchmarks. The 
two counterparties might have opposite views on the future rate levels in the two 
indices and are thereby willing to enter into a basis swap to get exposure to the other 
party’s index curve. A third reason to enter into a basis swap is based on different 
currency payments. Market participants refer to swaps with two different currencies 
as cross currency swaps, see next paragraph. 
 
Example of a cross currency swap: A cross currency swap is an agreement to 
exchange interest rate payments for a fixed period in the future, where the principal 
amounts are denominated in two different currencies. Cross currency swaps can be 
“floating-for-floating” (cross currency basis swap), “fixed-for-floating” or “fixed-for-
fixed”. Consider an example of a cross currency swap: A Swedish state-owned 
company, A, wants to raise money in the corporate bond market in order to finance a 
new business opportunity. A starts looking for investors in the Swedish bond market, 
but is unable to secure enough capital for its planned investment (the market lacks 
depth). Instead, A turns to a foreign corporate bond market, e.g. the UK market, 
where it may be able to raise the amount of capital it requires. Now, UK investors are 
willing to commit the amount of capital that A wants to raise for its investment. 
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However, since A is owned by the Swedish state, there might be internal rules in 
place that requires the company to only carry debt denominated in Swedish Krona 
(SEK). But if A wants to raise capital from the UK market, it will have to pay its debt 
back in British pound sterling (GBP). In order to be able to execute the bond issue, A 
can enter into a swap agreement with a counterparty B, where B pays GBP to A 
(equal to A’s debt, usually a fixed-rate), and A pays SEK (fixed or floating) to B. 
Effectively, B pays A’s UK debt, and A pays SEK to B. In practice, A might pay B a 
premium to enter into the swap agreement. 
 
An important difference between a cross currency swap and an interest rate swap (in a 
single currency) is that the counterparties actually exchange principal amounts in the 
cross currency swap in order to lock in a specific currency exchange rate (FX rate). 
Consider a cross currency swap where entity A pays interest in EUR to B, who in turn 
pays interest in SEK to A. At the swap’s inception, A will transfer the notional 
principal amount of SEK to B, and B will transfer the corresponding notional amount 
of EUR to A. A will then pay back interest in EUR to B and B will pay back interest 
on the SEK loan to A. If they would not have exchanged principal amounts at swap 
inception, the notional loan amounts would have changed every time the FX rate 
changed, which is not the point of the cross currency swap. In the single-currency 
IRS, there is no reason to exchange notional principal amounts, and the counterparties 
only exchange interest rate payments. Also note that in this example, all else equal, A 
is effectively long SEK and short EUR since it has lent SEK to B and borrowed EUR 
from B to a fixed FX rate. If the SEK declines in value against the EUR, A can 
borrow EUR cheaply against SEK and repay its debt obligation, i.e. the EUR interest 
rate. Another way to think about this is that A pays B SEK and receives EUR at a 
point in time, say t1. Later in time, at t2, B gives A back the SEK and vice versa. In 
this case, A would want the value of the SEK to have increased against the EUR 
between t1 and t2. Correspondingly, B is effectively long EUR and short SEK. This 
example is illustrated in Figure 5. 
 

 
Figure 5: Illustration of a cross-currency swap 
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The value of a swap for a counterparty will be the difference between that party’s pre-
swap interest rate payments and its post-swap interest rate payments. In  
Figure 4 for example, the value for Counterparty A is the difference between the 
notional amount of the loan times the 4% interest rate, and the same notional amount 
times the floating STIBOR + 1%. In other words, the notional amount of the loan 
times the difference in interest rates on the two legs. Since one leg is floating, the 
value of the swap is likely to differ during its lifetime. Note that future cash flows 
need to be discounted to present value. At the time of inception, the net present value 
of the swap is zero for both counterparties, since the terms in the contract is set so that 
the net present value of cash flows to be paid by A is equal to the net present value of 
the cash flows to be paid by B (Sadr, 2009). For example, in  
Figure 4, the implied STIBOR rate at inception is 3%, since it satisfies the zero net 
present value condition. This condition will be explained in greater detail in Chapter 
3.3.2. 

3.2.2 Interest rate caps, floors and collars 
An interest rate cap (floor) works as an option5 that gives the buyer the right to 
receive payment at the end of each period in which the underlying interest rate 
exceeds (falls below) a certain strike rate. The buyer pays a premium to the seller of 
the cap (floor) for this option (Hull, 2009). Like interest rate swaps, caps and floors 
can be used both for hedging and speculation. 
 
A simple example will illustrate the potential benefit of an interest rate cap: Assume 
that Corporation A has borrowed money and that A has to pay back a floating rate of 
interest to its lender. The underlying interest rate is currently 2%. Corporation A fears 
that the rate might rise in the future, and is not willing to pay more than a 3% rate on 
the loan. In order to hedge the risk of rising interest rates, A buys an interest rate cap 
from Bank B. For this contract, A pays B a premium, either in advance as a single 
payment or as periodical payments over the lifetime of the cap. If the interest rate falls 
after the cap has been bought, A will benefit from lower interest rates, but will still 
have to pay B the premium. If the interest rate rises and reaches the strike rate (3%), B 
will have to pay the difference between the prevailing interest rate and the strike rate 
to A. If the notional on the loan is USD 1 million, and the current interest rate is at 
4%, Bank B will have to pay USD 1 million * (4% - 3%) = USD 1 million * 1% = 
USD 30 000 to Corporation A. An interest rate floor works the same way, but instead 
of putting a cap on the interest rate, the floor will define a minimum interest rate. 
Figure 6 illustrates an example where a corporation A buys an interest rate cap with a 
strike rate of 3% and some fixed maturity. At inception, the prevailing interest rate is 
below 3% but in a rising trend. A will pay the prevailing interest rate until it reaches 
3%. When the interest rate is above 3%, A will only have to pay 3% interest. When 
the trend turns and the prevailing interest rate drops below 3%, A will again pay the 
prevailing rate instead of the fix 3%. This mechanism will be in effect until the cap 
matures. Unless A enters into a new cap or swap agreement, A will have to pay the 
prevailing interest rate regardless if it is above, below or at 3% after the cap matures. 
 

                                                
5 Technically, it is a series of options. 
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Figure 6: Example of an interest rate cap with a 3% strike rate 

An important property of interest rate caps and floors is their frequency. The 
frequency (or “payment frequency”) specifies the intervals between payments, but 
they are also important since the interest rate for payout period t is usually set to the 
prevailing interest rate at time t-1. For example, if the frequency is set to 3 months 
with 05 June as the start date, the payout on 05 September will be based on the strike 
price and the prevailing interest rate level on 05 June (assuming 30 days in each 
month). 
 
If a client buys a cap and sells a floor with the same properties (dates, notional 
amounts etc.), the customer is said to have used a “collar strategy”. With this strategy, 
the customer puts a ceiling on the interest rate that he/she might have to pay. To offset 
the premium that has to be paid for this benefit, the customer of the cap also sells a 
floor. The premium gained by selling the floor will offset the premium paid for the 
cap. The client faces the potential downside of not being able to profit from drops in 
the interest rate (by selling the floor, the customer has agreed to pay the difference 
between the strike price and the lower interest rate). 

3.2.3 Swaptions 
A swaption is an option that gives the buyer the right, but not the obligation, to enter 
into an underlying swap. Conversely, the seller has an obligation to enter into the 
underlying swap if the buyer chooses to exercise the option. The buyer pays the seller 
a premium for gaining the right to exercise the option. The terms of the underlying 
swap is specified in the swaption contract, including the notional amount exchanged, 
the fixed rate level, the payment frequency and if the buyer will receive the fixed leg 
(receiver swaptions) or pay the fixed leg (payer swaptions). Regardless of the 
specifics of the underlying swap, there are multiple styles of swaption contracts. 
Besides the length of the option period, the main difference between these is at which 
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point(s) in time the buyer has the right to exercise the swaption. The three most 
common styles of swaptions are (Hull, 2009): 
 

• European Swaption: The buyer has the right to exercise the swaption only at 
 the date of option expiry (i.e. at end of the option period). 

• American Swaption: The buyer has the right to exercise the swaption at all 
 times during the option period. 

• Bermudan Swaption: The buyer has the right to exercise the swaption on 
 multiple specified dates during the option period (e.g. every six months 
 starting from a specified date, until maturity). 

 
The valuation of swaption contracts is relatively complicated compared to valuating 
underlying swaps only, and not covered in this thesis. Enquiring readers are referred 
to Chapters 28 and 31 in Hull (2009) and Chapter 9 in Sadr (2009). 

3.3 The interest rate derivatives market in practice 
Chapter 3.2 outlined how the most common interest rate derivatives work in theory. 
The examples in Chapter 3.2 are theoretical and meant for the reader to get an 
intuitive sense of how the instruments work. This chapter makes the reader aware of 
how deals are usually structured in practice. 
 
Chapter 3.1 outlined existing theories on how corporations and shareholders can 
benefit from financial hedging activities. But who is actually deciding on what 
hedging contracts to enter, and who is responsible for its execution? The answer is 
that practically all large corporations have departments dedicated to the management 
of financial risks. This department in a corporation is generally referred to as the 
“Treasury”. Names such as “Corporate treasury” and “Group treasury” are also 
common. The role of the treasury is to manage a corporation’s financial risk by 
understanding the types of risks that might arise (e.g. interest rate risk, liquidity risk, 
credit risk and currency risk), and knowing what tools can be used to mitigate them. 
Usually, the treasury also works as an “internal bank” to different divisions of the 
company. In most cases, the corporate treasury department’s work will be based on a 
set of pre-defined rules, or “risk policies”. The risk policies can outline what types of 
hedging tools the treasury is allowed to use and specify the level of risk a treasury 
department is allowed to take on. For example, in addition to hedging, some treasury 
departments are allowed to speculate within certain limits, while others have no 
mandate to speculate at all. Normally, the CFO (Chief Financial Officer) of a 
corporation is ultimately responsible for the treasury department, thus the head of 
group treasury reports to the CFO (Cooper, 2004; Arnborg, 2014). 
 
Cooper (2004) describes six steps in a treasury’s management of financial risks: 
 

1. Identify financial risks within the organisation 
2. Measure these risks 
3. Define the company’s risk management policies, which will be enshrined in 

the company’s treasury policies 
4. Implement the financial risk management programme 
5. Report on the progress of risk management 
6. Periodically re-evaluate the whole management process 
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Using financial derivatives to hedge identified risks are very common amongst 
corporate treasuries. Survey results from the International Swaps and Derivatives 
Association, ISDA (2009) shows that over 94% of the world’s 500 largest 
corporations use derivatives to help manage their risks. However, corporate treasuries 
don’t always use derivatives to manage risks. Some risks in a corporation may be 
netted out, and some risks can be altered through clauses in initial contracts signed 
with counterparties or other stakeholders. 

3.3.1 Substitutes for financial derivatives 
In some cases, “natural hedges” against some risks may exist, i.e. when companies 
hold multiple assets and/or liabilities which correlate negatively to each other. 
However, reliance on financial derivatives for hedging is very common (ISDA, 2009), 
especially for managing interest rate risk, counterparty risk and market risk (Cooper, 
2004). 
 
Asset-liability management is often referred to as the practice of managing a firm’s 
assets and liabilities in order to hedge risk and improve liquidity to ultimately increase 
the firm’s profitability, thereby creating value for its shareholders (Bauer, Hoevenaars 
and Steenkamp, 2006). For example, in a currency perspective, a corporation can 
choose to move factories (or rather operations) to different geographical areas in order 
to get closer to their main customers, thereby mitigating translation risk6. To illustrate, 
a Swedish company with a large Russian client-base may choose to move production 
from Sweden to Russia, in order to mitigate the foreign exchange risk between 
Russian Ruble (RUB) and Swedish Krona (SEK). However, there are multiple types 
of risks that senior management has to consider before making such operational 
changes. Some of the factors that need to be considered are: reputational risk, political 
risk, local taxes and laws, infrastructure, labour costs, the skill-level of local workers, 
economies of scale, and shipping risk/transportation costs. Even when senior 
managers try to mitigate the most serious risks associated with a business, some types 
of risk will still exist which is not mitigated through natural hedges or operational 
asset-liability management. To mitigate these risks, corporations can use synthetic 
hedges in the form of financial derivatives, of which the majority is standardised and 
regulated. 
 
Continuing on the asset-liability management perspective, a company can make its 
use of interest rate derivatives redundant by not raising debt capital. Without debt 
capital, the company would not need to pay interest to debt holders. However, they 
would be forced to fund themselves solely on equity capital.7 At the time of writing, 
there is very little empirical evidence of large Swedish corporations funding 
themselves solely from equity capital. Funding a corporation exclusively on equity 
capital has several drawbacks. Examples of drawbacks are (1) equity funding plans 
would need shareholder approval at least once per year, (2) equity capital might 
sometimes be more expensive than debt capital and (3) asking shareholders for 
funding approval every time there is a big investment opportunity coming up would 
likely require a publically listed corporation to release specific details of their future 
                                                
6 Translation risk from a currency perspective can be defined as the risk of loss due to exchange rate 
fluctuations that can cause significant unintended variances between reported figures in a company’s 
financial statements (Papaioannou, 2006). 
7 Or from cash flows generated by the company itself. However, this would be a form of retained 
earnings, which itself is a form of shareholders’ equity. 
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investment plans to the general public. The exceptions are corporations with very 
strong ownership structures, usually where one shareholder (or shareholder family) 
owns a majority of the voting rights in the firm (Nordic Head of Corporate 
Derivatives, RBS, 2014). Besides the funding considerations, companies have an 
incentive to include debt in their capital structures since it discourages senior 
managers such as CEO:s to pursue personal agendas at the expense of value 
maximisation (Zwiebel, 1996; Jensen and Meckling, 1976). 
 
For interest rate hedging, corporate treasurers need to take certain company-specific 
factors into account, such as the company’s debt level, the corporation’s cash flows, 
the level of fixed costs in operations, potential natural hedges and also the corporate 
strategy for things such as capital expenditures and investments. Based on parameters 
like these and the group treasury policy, the treasurers decide whether to enter into (or 
exit) interest rate derivative contracts such as swaps or swaptions (Cooper, 2004). The 
corporate treasury is also important for a corporation’s relationship with banks. A 
corporation will normally have a “banking group”, consisting of a number of banks8 
that have committed capital and other resources to the corporation. The central role of 
the banks is covered next in Chapter 3.3.2. 

3.3.2 Pricing interest rate derivatives and the role of banks 
In theory, the price of a financial derivative at inception is zero (Sadr, 2009). The 
concept that the net present value of a financial derivative is zero at inception is 
referred to as mid-market pricing. For an interest rate derivative swap, the terms in the 
contract are set so that the net present value of expected future cash flows paid by one 
party is equal to the expected net present value of future cash flows paid by the other 
party. When the underlying rate (in this case some interest rate level) moves, the net 
present value is no longer zero (ISDA, 2010a). 
 
Chapter 3.2.1 illustrated the interest rate swap as an agreement made directly between 
two counterparties who both have borrowed money and wish to swap their interest 
rate payments. In practice however, OTC derivatives markets have intermediaries in 
the form of banks acting as brokers, sometimes referred to as “swap dealers”. Their 
function is to provide liquidity to the market by acting as market makers; they agree 
to enter a derivative trade as counterparty. Market makers incur costs which they need 
to cover in order to remain profitable and continue their operations. The dealers will 
therefore charge their clients, i.e. their counterparties, with fees for providing the 
market maker service. In effect, the net present value to the dealer will be positive 
(ISDA, 2010a). Counterparties such as corporations are willing to pay for this service 
since it allows them to focus on their core businesses (RBS, 2014). 
 
When pricing an interest rate swap, the dealer will first determine a benchmark rate 
for the swap, which is referred to as a “mid-market price”. Three different yield 
curves need to be calculated in order to arrive at the mid-market price (ISDA, 2010a): 
 

1. The par curve 
2. The zero coupon curve (sometimes called the spot curve) 
3. The forward curve 

                                                
8 Usually around 8-12 banks for large Swedish corporations, but might be as much as 20-25 in some 
cases (Nordic Head of Corporate Coverage, RBS, 2014). 
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The par curve consists of fixed rates that are currently being quoted for par swaps 
(zero NPV swaps) at various maturities. The dealer checks the par curve to determine 
the fixed rates that are currently being quoted. Even if the fixed rate obtained from the 
par curve (usually provided by Bloomberg, Reuters or some other data provider) is 
unlikely to be used as the actual fixed rate in the swap deal, it is useful as a 
transparent benchmark rate. 
 
The zero coupon curve (or spot curve) is based on rates that are paid on certain 
instruments with different maturities that accumulate interest until maturity, without 
any intermediate cash flows. In practice, an instrument such as US treasury bills (“T-
bills”) is used, which are offered at various maturities. Constructing the zero coupon 
curve usually involves interpolating between the offered maturity points, a practice 
often referred to as “bootstrapping”. The curve is used to discount the expected future 
cash flows in interest rate swaps. 
 
The forward curve is based on the future values of zero coupon rates that are implied 
by current zero coupon rates. It is derived from the zero coupon curve. The curve is 
vital for valuation of interest rate swaps since it is used as a proxy to estimate 
expected future floating rate cash flows. This is based on the rational expectation 
hypothesis, introduced by Muth (1961), which claims that forward prices are unbiased 
predictors of future spot prices. Theoreticians also argue that liquidity preferences and 
“preferred habitat”9 affects the shape of the forward curve (Servaes, Tamayo and 
Tufano, 2006). 
 
To sum up the three yield curves: the par curve is used to determine fixed rates and 
the forward curve is used to predict future spot prices on floating rates. The zero 
coupon curve is used to determine the discount rates used to convert future cash flows 
to present values (prevailing market rates such as OIS or LIBOR10 are used as inputs 
when calculating the zero coupon curve). 
 
Banks that enter into derivatives agreements such as interest rate swaps will charge 
their counterparty/client in order to cover for operational costs and various types of 
risk. The exact pricing methodology varies between banks, but follows a similar 
rationale. Chapter 3.5.1 includes a breakdown of banks’ typical cost structure, and 
historical contexts of the various fees charged by banks. 
 
Corporations will normally have a “banking group” consisting of a number of banks 
that have committed resources to the corporation they are serving. One of the central 
roles of a banking group is to provide corporations with quick and easy access to 
funds. For example, consider a corporation that finds itself in a situation where it 
needs to obtain cash on short-notice for operational purposes. If the corporation has 
no active relationship with any bank, going to a bank and asking for a loan would take 
a considerable amount of time, as the bank would have to conduct a lengthy process 
of due diligence and registration of the corporation. To avoid this lengthy process of 

                                                
9 The Preferred habitat theory suggests that certain groups of investors prefer a specific range of 
maturities on their investments, though not enough to create obvious arbitrage opportunities. 
10 LIBOR, the London Interbank Offering Rate is similar to STIBOR but is set by major banks 
operating in the UK. 
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obtaining funds, it is important for corporations to maintain an active relationship 
with at least one bank. However, for large corporations with significant funding 
needs, having an active relationship with only one bank is not enough, since that bank 
would normally not agree to lend enough cash to cover the needs of a large 
corporation. The bank would not be comfortable with committing a large part of its 
balance sheet to one single counterparty; if the corporation defaults on its debt 
obligations, the bank would suddenly find itself in financial distress as well. Partly 
because of this, corporations have multiple banks in their banking groups. This means 
that the risk of the corporate defaulting is shared between multiple banks. One of the 
most common products that banks in the banking group offer to large corporations is 
revolving credit facilities, RCF:s. RCF:s for corporations can be compared to loan 
commitments for individuals: in exchange for a fee, the banks in the banking group 
guarantees the corporate customer access to loans (up to some maximum amount) 
during the lifetime of the RCF (the length of the RCF is agreed upon during the 
contract negotiations). 
 
To sum up the preceding paragraph, corporations have active relationships with a 
number of banks in the form of banking groups. The banks provide medium and long-
term finance to the corporations. However, this form of classic commercial banking 
generates relatively thin profit margins for banks. Therefore, banks in banking groups 
usually maintain that a provision for their financial support is dependent on the 
corporations’ purchases of other, more profitable products/services offered by the 
same banks (Cooper 2004; Arnborg, 2014). If the corporation does not purchase any 
other banking products, the bank will most likely not extend its contract with that 
corporation once the current contract expires. Instead, the bank will commit its capital 
to another corporation that shows more interest in buying additional banking 
products/services. At the same time, it should be noted that large corporations need 
various banking services, and that corporations will evaluate which banks to include 
in their banking groups based partly on their product/service offerings (quality, price, 
service level etc.). Financial derivatives such as interest rate derivatives fall into this 
category of relatively high-margin products. Thus, banks with a competitive 
derivative product offering would expect corporations to conduct derivative trades 
with them, in exchange for short/long-term financing opportunities. According to the 
Martin Arnborg at RBS (2014), the large majority of swap deals made by 
corporations are with banks in their banking groups. 

3.4 Overview of regulations 

Relevant new and updated accounting rules and regulations after the crisis of 2007-08 
and the Enron scandal that are directly affecting interest rate derivatives are presented 
in Chapter 3.4. The text is not intended as a complete guide to the Basel accords, 
EMIR and hedge accounting, but rather as an introduction to the historical context of 
the regulations/standards and what they are meant to address. Figure 7 in Chapter 3.5 
illustrates the areas of impact of regulations on interest rate derivatives pricing. 

3.4.1 Basel I 
After two complicated bank liquidations in 1974 (one in Germany, the other in the 
US), central bank governors from a number of countries established what is today 
named the Basel committee on Banking Supervision. The aim of the committee is to 
“enhance financial stability by improving supervisory knowhow and the quality of 
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banking supervision worldwide” (Bank for International Settlements, 2013b). In 
practice, the committee discusses and sets up minimum standards for the supervision 
of banks. The guidelines set up by the committee are not legally binding, as they have 
no jurisdiction in individual countries. However, most members of the committee 
choose to implement its guidelines on a national level, thereby in practice forcing 
banks and financial institutions to comply with the committee’s guidelines and 
recommendations. Besides the aim of increasing financial stability nationally, it also 
leads to greater convergence in rules and regulations worldwide. 
 
In order to understand Basel I, one must first understand the importance of capital 
ratios. The capital ratio can be thought of as the amount of capital that a financial 
institution holds compared to the risk it is bearing. The capital is divided between Tier 
1 capital and Tier 2 capital. Tier 1 capital, or “core capital”, consists mainly of 
retained earnings and common stock of the firm. Among other things, Tier 2 capital, 
or “supplementary capital”, consists of undisclosed reserves, loan/loss-reserves and 
capital instruments. Risk is measured in terms of risk-weighted assets, RWA. For 
example, all else equal, a mortgage loan where a valuable home is used as collateral 
will have a lower risk-weight than an uncollateralised loan. This is because the lender 
is facing a larger potential loss without the home as collateral. A large capital ratio 
can be viewed as a large capital buffer; if the overall portfolio/holdings of a financial 
institution incur losses, a large capital buffer will put that financial institution in a 
position where it is more likely to be able to pay its obligations, thereby avoiding 
default and bankruptcy. Large capital buffers (i.e. a high capital ratio) will decrease 
the probability of default for a financial institution, but it will also reduce the return 
on equity (a measure of profitability) of that same institution. For a detailed 
explanation of this occurrence, enquiring readers are referred to corporate finance 
literature such as Berk and DeMarzo (2011). 
 
The basic rationale is as follows: a financial institution needs to finance its operations 
by raising capital from investors. Investors demand returns on their capital and the 
financial institution aims to repay them by making future profits off the capital that 
they are raising. The financial institution is able to make profits by using the capital 
for business purposes, such as mortgage lending or credit card operations. Some of 
the raised capital need to be used for financial stability purposes though, and the bank 
are not allowed to make risky investments with that capital. In other words, the 
money used for the capital buffer is taking up space on the balance sheet without 
earning any returns (or very small returns from relatively risk-free investments). Thus, 
a high capital buffer means the financial institution will need to raise more money 
from investors and consequently, it needs to pay back more money to compensate 
them. Banks cannot use all of the raised capital for core-business purposes, as some of 
that capital needs to be held as “reserve capital” in case investments turn sour for the 
financial institution (Bank for International Settlements, 2013b). 
 
Capital adequacy, or capital requirements for financial institutions, was the main 
focus of the Basel committee in the 1980s. The committee was worried about the 
trend of reduced capital ratios in financial institutions, even in times of volatile 
market conditions. To counter this trend, in 1988 it provided guidelines on minimum 
capital requirements that were adopted by most of the world’s advanced economies. 
The accord required banks to hold capital (Tier 1 + Tier 2) of at least 8% of total risk-
weighted assets. The contents of Basel I evolved continuously in the 1990s. It is 
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worth pointing out that since the Basel committee has no legal jurisdiction over 
independent countries, the level of enforcement of Basel I vary significantly across 
the more than 100 countries that have officially adopted the guidelines. 
 
Jablecki (2009) outlines two effects that Basel I had on banks. The main objective, to 
increase banks’ capital ratios, was successfully achieved. However, the author argues 
that Basel I also contributed to the development of securitisation. Banks essentially 
pooled together their risky assets of varying quality (e.g. mortgages) and sold them to 
investors. This way, banks were able to free up capital from their balance sheets and 
invest in even more risky assets, effectively offsetting the decline in return on equity 
that stemmed from Basel I, but also some of the improvement in financial stability. 

3.4.2 Basel II 
In 1999, the Basel committee started working on a new framework to expand in areas 
not covered in Basel I. The aim was to improve the way capital requirements reflected 
underlying risks. Besides dealing with some of the oversimplicity of the old 
framework (Basel I), new financial innovations needed to be addressed. The new 
framework, called Basel II, was released in 2004 (implemented in the EU on 1 
January 2008; January 2009 in the US) and consisted mainly of three pillars: 
 

1. Minimum capital requirements: Expanded the standardised rules of Basel I. 
2. Supervisory review: Aimed at giving regulators better tools to review how 

well financial institutions adapted to the first pillar. Financial 
institutions are also required to assess risks not included in the first 
pillar. 

3. Enhanced disclosure requirements: This would allow market participants to 
better assess the financial soundness of a financial institution. 

 
The first pillar, minimum capital requirements, was significantly expanded. Whilst 
Basel I was mainly focused on credit risk (risk of loss stemming from a borrower’s 
failure to repay its obligations), Basel II also set up standards for measuring market 
risk (risk of loss stemming from factors affecting overall financial markets) and 
operational risk (risk of loss stemming from breakdowns in internal procedures, 
systems or human errors). For example, Basel II specified Value at Risk (VaR) as the 
preferred measure of market risk, in contrast to RWA which is commonly used when 
measuring credit risk (Bank for International Settlements, 2013b). 
 
In summary, Basel II allows financial institutions to use their own risk measurement 
models to calculate their required regulatory capital, unlike Basel I where the method 
for calculation was more rigid. Basel II aimed to implement a culture of risk 
management in financial institution, reaching up to the most senior managers. By 
allowing financial institutions to choose between three approaches to risk calculation, 
the Basel committee recognised that smaller, simpler financial institutions were not 
expected to manage risk in the same way as a large, complex financial institution (The 
Council of Mortgage Lenders, 2013). 

3.4.3 Basel III 
The financial crisis of 2007-08 showed that previous assumptions about the liquidity 
of financial instruments were questionable, as seemingly safe and liquid assets turned 
illiquid over a short period of time as uncertainty about the stability of the financial 
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system amplified. While Basel I and Basel II were mainly concerned with the capital 
reserves in financial institutions in case of losses from loans and investments, Basel 
III is more focused on the risk of a bank run (or “financial and economic stress”). 
More specifically, Basel III requires financial institutions to hold capital reserves for 
bank deposits, equity and other types of borrowing (The Council of Mortgage 
Lenders, 2013; Bank for International Settlements, 2013c). Therefore, Basel III 
mainly adds to Basel I and II, thus not replacing them. 

3.4.4 EMIR 
EMIR is an acronym for European Market Infrastructure Regulation, a EU regulation 
with the aim of stabilising OTC derivative markets. Leaders of the G-20 countries 
agreed in 2009 that: 
 
“All standardised OTC derivative contracts should be traded on exchanges or 
electronic trading platforms, where appropriate, and cleared through central 
counterparties by end-2012 at the latest. OTC derivative contracts should be reported 
to trade repositories. Non-centrally cleared contracts should be subject to higher 
capital requirements” (Financial Services Authority, 2012). 
 
EMIR has two main objectives for OTC derivative trades: (1) increase transparency 
and (2) reduce systematic risk. To complete the objectives, EMIR sets up rules for 
four different areas: 
 

1. Clearing: Mandatory clearing of standardised OTC derivatives. 
2. Exchanges: Trade standardised derivatives on exchanges/electronic platforms. 
3. Trade reporting: Mandatory reporting of OTC derivatives to trade repositories. 
4. Risk management: Risk mitigation techniques required for non-cleared 

 transactions. 
 
Unlike the Basel accords, EMIR also applies directly to non-financial counterparties, 
where corporations are included. The aim of EMIR is to increase transparency in the 
OTC-market. OTC-derivatives are negotiated and traded directly between two 
counterparties. However, it is argued that greater transparency is needed in order to 
stabilise the financial system, which became evident in 2008, when Lehman Brothers 
defaulted on its obligations (Netherlands Authority for the Financial Markets, 2014).  

3.4.5 Hedge accounting: IAS 39 and IFRS 9 
Some widely publicised corporate losses came along with the trend of using financial 
derivative instruments to hedge and speculate in the 1980s and 1990s. The accounting 
standards had failed to keep up with corporations’ activities on the derivatives 
markets. After negative publicity and increased public concern regarding the usage of 
financial derivatives, US regulators such as the Securities and Exchange Commission 
(SEC) began to put pressure on the Financial Accounting Standards Board (a non-
profit private entity who develops generally accepted accounting principles) to extend 
and develop the accounting standards for financial derivatives 
(PricewaterhouseCoopers, 2013). Similar developments took place in Europe, where 
the previous regulatory framework from the 1980s was replaced with IAS 39: 
Financial Instruments: Recognition and Measurement, developed by the International 
Accounting Standards Board (IASB). The European Union adopted IAS 39 in 2004 
(European Commission, 2004). After the financial crisis in 2007-08, IASB published 
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a new regulatory framework, IFRS 9 Financial Instruments, which is being reissued 
continuously with the aim of eventually replacing IAS 39 altogether.  
 
The guidelines in IAS 39 and IFRS 9 concerning hedging are often referred to as 
“hedge accounting”. Essentially, it allows corporations to mitigate the profit or loss 
that stems from derivatives used for hedging purposes. When a corporation enters into 
a derivative contract, the value change of that contract and the value change in the 
underlying asset or liability are usually recognised in different accounting periods, a 
phenomenon sometimes referred to as a “valuation mismatch” or “timing mismatch”. 
This mismatch leads to volatility over time in the income statements of corporations, 
since the value change of the hedge item and the underlying asset/liability will not 
always turn up in the same accounting period. All else equal, the end result of the 
hedge item and underlying asset/liability will have the same lifetime effect on a 
corporation’s financial statement, but it will cause volatility between individual 
annual/quarterly statements. Hedge accounting allows corporations to better align 
their accounting with their risk management policies by specifically recognising 
hedge items. Essentially, it allows corporations to recognise value changes in hedge 
items and underlying assets/liabilities on the same financial statement, thereby 
reducing the volatility between financial statements over time. It also increases public 
transparency of corporations’ actual execution of their hedging policies. However, 
when implementing hedge accounting, it is important to differentiate between 
derivatives used for hedging purposes and those used for speculation. Whilst the 
rules-based IAS 39 sets out strict rules of what qualifies as hedging and how to 
calculate certain key measures, the principle-based IFRS 9 relaxes the rules (which 
were challenging to implement for smaller companies), making it easier for 
companies to apply hedge accounting, and thus increasing its use. Still, in order for 
derivative trades to be eligible for hedge accounting, corporations need to be able to 
prove that the derivative is effective, i.e. that it will effectively hedge most of the 
relevant risk in the underlying asset/liability (Deloitte, 2011; Zanders 2011). 
 
Corporations pay close attention to their reported earnings since it is one of the most 
important metrics on which their performances are assessed by analysts and investors. 
Before hedge accounting, corporations could enter derivative trades “off the books”, 
as there were no clear rules or frameworks on how to account for them. Under IAS 
39, ineffective hedges (e.g. hedges outside of a 80% to 125% effectiveness interval) 
were required to be recognised in a company’s profit and loss account (P&L) on the 
income statement. Recognising speculative derivatives in P&L can cause a significant 
amount of volatility in company earnings, which is viewed unfavourably by investors. 
This is also true for hedges with timing mismatches. IAS 39 allows companies to 
recognise the fair value of derivatives in the balance sheet, generally under “equity”. 
When the hedged item (the underlying) changes value, causing a change in a 
company’s P&L, the same but opposite portion of the value change in the hedge is 
recognised at the same time in P&L, thus reflecting the hedge in the income 
statement. These principles are maintained in IFRS 9, but with certain changes. For 
example, stringent rules on what qualifies as an effective hedge has been removed in 
favour of more qualitative statements, aimed at better aligning practical risk 
management practices with accounting, and to make hedge accounting easier to 
implement. Thus, IAS 39 is a rule-based framework whilst IFRS 9 is principle-based 
(RBS, 2014; IASB, 2014). 
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3.5 Interest rate derivatives pricing before and after contemporary 
pricing- and regulatory changes 

Regulatory changes presented in Chapter 3.4 have increased banks’ cost of doing 
business as market makers in derivative markets. As in most industries, increased 
regulatory costs will be carried by the end users. The derivatives market is no 
exception, where banks have introduced new fees or increased existing fees paid by 
clients. Chapter 3.5 outlines the dealers’ fee structures before and after the 
implementation of new regulations and pricing methods. Figure 7 illustrates the 
particular swap pricing components that are affected by regulatory- and pricing 
changes. 
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Until the late 1990s, banks did not explicitly price for credit risk when trading with 
derivatives. The way the market worked can be compared to a traditional loan market: 
a potential trading partner would either be creditworthy or not. Banks would simply 
not trade derivatives with parties that it did not consider to be creditworthy (RBS, 
2014). Creditworthy counterparties were required to post a very wide margin that 
would have covered any costs or losses in case at default. Over time, more 
sophisticated methods became available for estimating the expected loss given 
default, as well as the probability of default. The estimates were mainly based on 
historical observations of defaults, and it became the industry standard for several 
years. The standard changed around 2004, when the market for credit default swaps, 
CDS:s matured. 
 
CDS:s are traded financial instruments that provides protection against defaults. The 
mechanics of a CDS is similar to a traditional insurance (e.g. a motor vehicle 
insurance), but with a default as underlying. The seller of a CDS will compensate the 
buyer if the underlying entity defaults on its debt obligations. Banks (dealers) started 
buying CDS:s to offset the default risk of their counterparties. This enabled banks to 
put a price on the cost of hedging the default risk, which could then be charged to 
their counterparty. In a swap trade, the bank’s trader will enter into an offsetting 
position to hedge market risk, as illustrated in Figure 9. After the introduction of 
CDS:s as hedging instruments, many banks set up dedicated CVA (capital value 
adjustment) trading desks, whose sole purpose was to manage the counterparty credit 
risk (Carver, 2013). Details on dealers’ obligation to manage credit risk through CVA 
were also included in revised versions of the Basel II and Basel III accords, together 
with the concept of wrong-way risk, WWR (detailed in Chapter 3.5.1), which is 
required to be measured and monitored. The trader’s cost of hedging is reflected in 
the CVA charge, a fee paid by the bank’s counterparty. 
 
Besides strengthening the requirements on CVA and WWR calculation and reporting, 
the Basel accords also stipulated that banks acting as swap dealers would have to hold 
a certain amount of capital on their balance sheets as buffers for outstanding trades. In 
effect, banks need to raise more capital to fund its derivatives business. Capital raised 
needs to be repaid, thus increasing the cost of doing business for the banks. As a 
response, banks introduced an RWA capital charge for their client counterparties, 
reflecting the increased cost of doing business (see details in Chapter 3.3.2). 
 
In 2009, regulators started working on stricter regulations for the OTC derivatives 
market. For most European countries, it resulted in EMIR, European Market 
Infrastructure Regulation (detailed in Chapter 3.3.2) which went into effect in August 
2012. Under EMIR, all parties in derivative trades are required to report trade details 
to at least one of the new trade repositories that have been set up as a consequence of 
regulatory focus on increased market transparency. Trade reporting includes 
compiling and standardising large amounts of data, which requires additional 
personnel costs and IT costs, both for banks and their counterparties, which means 
that corporations are both directly and indirectly affected by increased operational 
costs as a consequence of EMIR (Maxwell, 2013).  
 
Another contemporary regulation affecting corporate hedging is the accounting 
practice hedge accounting. The regulatory accounting framework for hedge 
accounting, IAS 39 was first implemented in 2001, and was then developed 
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continuously up until 2013-14. It will gradually be replaced by the new IFRS 9 
framework (Deloitte, 2014). Under IAS 39, all outstanding derivative trades need to 
be marked-to-market (MtM), i.e. measured at fair value, with any MtM changes 
recorded in the income statement. Hedge instruments and their underlying instruments 
are not always offsetting each other perfectly in time, which usually lead to a timing-
mismatch in the accounting statements. The timing mismatch can create considerable 
volatility in a firm’s income statement. To avoid the timing mismatch, and thus the 
earnings volatility, “effective hedges” are allowed special accounting treatment, 
designed to offset MtM movements of the derivative and the underlying instrument 
over time periods. IAS 39 specifies “effective hedges” since ineffective hedges might 
in practice be considered as speculation, which is associated with increased risk 
taking, unlike hedging that has the purpose of mitigating or reducing risk. As IAS 39 
is a rules-based framework, certain strict conditions must be met in order for trades to 
be considered as effective hedges. For example, the risk mitigation of a hedge must be 
on 80-125% of the underlying instrument. In addition, corporations must be able to 
prove, both prospectively and retrospectively that the hedge is/was effective (Deloitte, 
2011). Besides discouraging speculation with derivatives, IAS 39 also increased 
regulatory and accounting complexity significantly. In particular, small- to medium 
sized firms struggled to comply with the rules. As a response from regulators, IFRS 9, 
a principle-based framework for hedge accounting was developed, which will 
gradually replace IAS 39. The “spirit of the law” in IAS 39 and IFRS 9 is largely the 
same, but the tools used to enforce the rules are different. As a result of less stringent 
rules, operational costs for corporation under IFRS 9 might be lower than under IAS 
39, but it is reasonable to assume that, all else equal, operational costs after hedge 
accounting will be larger than those before hedge accounting, even under IFRS 9. 
Corporations will also have to consider the effect of earnings volatility from 
speculating/using ineffective hedges going forward. 
 
Not all contemporary OTC derivatives developments have been driven by regulatory 
changes. The funding valuation adjustment, FVA, used by the majority of swap 
dealers today, stems from observed irregularities in the market during the financial 
crisis of 2007-08. These observations sparked a debate about some of the practical 
pricing methods used by swap dealers (Hull and White, 2014a; 2013; 2012; Laughton 
and Vaisbrot, 2012). The discussions have been centred on the discount factor used by 
banks to calculate the present value of future cash flows. Before the 2007-08 financial 
crisis, most major banks could fund themselves on LIBOR rates. LIBOR, the London 
Interbank Offering Rate, is a benchmark rate based on interest rate levels that banks 
demand when lending to each other. It is the average of a number of banks’ self-
reported required interest rates. Historically, LIBOR rates and OIS rates have been 
closely correlated, with historical spreads of around 10 basis points, or 0.1% (Baba 
and Packer, 2009; Hull and White, 2013). The OIS rate is the Overnight Indexed 
Swap rate, a benchmark rate of overnight unsecured lending for banks, e.g. the 
Federal funds rate for USD. It is assumed to be a good proxy for the market risk-free 
rate (Hull and White, 2014a). Implicitly, as LIBOR was historically very close to OIS, 
it was assumed that banks could fund themselves on close to risk-free rate levels. The 
empirical observations during the financial crisis challenged this assumption in two 
ways. Firstly, the spread between LIBOR and OIS widened considerably during times 
of extreme financial distress, as banks were unwilling to lend to each other, see Figure 
8. At its peak, the difference between LIBOR and OIS was greater than 3.5 
percentage points, or 350 basis points. 
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Figure 8: Historical 3 months LIBOR - OIS spread (percentage points). Source: Bloomberg (2014b) 

Secondly, it was observed that banks were in fact not able to borrow at LIBOR rates 
during this time. Banks borrowing money were required to pay LIBOR plus a 
significant spread in return. Researchers have speculated if this phenomenon is 
attributed to counterparty risk, liquidity risk or measurement error, the latter due to 
the non-binding nature of LIBOR (Baba, Packer and Nagano, 2008; Gyntelberg and 
Wooldridge, 2008; Baba and Packer, 2009). Before the turmoil, when banks were 
able to borrow money at LIBOR rates, the same banks also used the LIBOR rate to 
discount future cash flows (e.g. from derivative trades) to present value. When 
LIBOR diverged from the OIS-curve (proxy for the risk-free rate), disagreements 
emerged regarding what rate should be used for discounting. Theoreticians and 
accountants are inclined to state that the OIS-curve should be used for discounting, 
whilst practitioners tend to state that the funding costs for each individual bank should 
be used for their respective discounting functions. Theoreticians and accountants 
argue that discounting on different funding curves undermines the principles of fair 
value accounting and that it would create arbitrage opportunities. Furthermore, they 
also challenge the appropriateness of using an FVA charge (“funding charge”) to 
cover the cost of funding from their clients. Practitioners on the other hand argue that 
banks must cover their cost of funding and therefore discount on their respective 
funding curves. They counter many of the theoreticians’ arguments by stating that the 
theoretical assumptions made are not applicable in real markets (Hull and White, 
2014a; Hull and White 2012; Laughton and Vaisbrot, 2012). As of July 2014, no 
theoretical consensus has yet emerged, but most major banks have started calculating 
FVA and charging their clients a “funding charge” (Carver, 2013). Note that this 
debate, and the funding charge, is only relevant for uncollateralised swap transactions. 
The reason behind it is explained in Chapter 3.5.1. 

3.5.1 Breakdown of dealers’ costs of doing business 
As made clear in the previous part of section 3.5, the cost of doing business for 
dealers has increased with contemporary regulatory- and pricing changes. Dealers 
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cover their costs by charging fees on derivative trades, which increases the cost of 
hedging for corporate clients. This chapter breaks down the various costs/fees in 
detail. 
 
Market hedging costs: The dealer is an intermediary and is normally looking to offset 
his own risks with other clients or market makers. When the dealer and his client 
enter into a swap deal, the dealer will also purchase an offsetting position in the 
market. For example, if the dealer is receiving a fixed rate from a corporate client, it 
will enter into a position with another party where he/she will pay the fixed rate. The 
dealer is thus hedged from market risk11. The cost of entering into the offsetting 
position will be included in the price paid by the dealer’s corporate client. In some 
rare cases, the dealer might already have an open position in its portfolio that offsets 
the new trade. In that case, the dealer will not charge for this type of hedging cost 
specifically (Arnborg, 2014). 
 
Credit cost (CVA): The credit cost reflects the price of the default risk for a derivative 
or derivatives portfolio for a particular counterparty. CVA, Credit Value Adjustment, 
is calculated as the difference between the risk free value and the true risk-adjusted 
value on a portfolio level, where the true risk-adjusted value takes probability of 
counterparty default into account (KPMG, 2011; Böhme et al., 2011). In practice, the 
dealer’s traders can purchase credit default swaps, CDS:s, in the CDS market to hedge 
the credit risk. Other types of credit hedges can include third party guarantees, 
collateral, netting and central counterparty clearing. Regardless of the type of credit 
hedge, the direct cost for credit hedging incurred by a dealer is transferred to its 
counterparty as it is included in the swap fee. A dealer with a large swap portfolio 
with a particular counterparty can have a competitive advantage in credit costs, since 
it is likely that some of the swaps offset each other. This would allow the bank to 
either charge a smaller fee thereby increasing volumes or charge the nominal fee and 
thereby increase its profit margin. 
 
Funding cost (FVA): Covers the cost of funding hypothetical “loans” that arise when 
there is a timing and amount mismatch in the cash flows of a derivative. Hull and 
White (2014a) define it as the “adjustment to the value of a derivative or a derivatives 
portfolio that is designed to ensure that a dealer recovers its average funding costs 
when it trades and hedges derivatives”. As of July 2014, a debate between 
theoreticians, accountants and traders whether a dealer should adjust valuations to 
reflect their own funding costs is ongoing (Hull and White, 2014a). Although there is 
not yet consensus on whether FVA should be included in derivative pricings or not, 
many large dealers already use FVA in their pricing methodologies (Hull and White, 
2014b). 
 
When a dealer and a corporate counterparty enter into an interest rate swap agreement 
with each other, the parties may or may not be required to post collateral if they are 
in- or out of the money on the trade. Collateral protects against counterparty credit 
risk, since the money posted as collateral cannot be used until the end of the trade (or 
trade portfolio) the two counterparties have entered into (but the amount of money 
posted may change over time depending on the value of the traded instruments). In 

                                                
11 In practice, dealers can enter into a variety of trades with the aim of synthetically constructing an 
offsetting position (RBS, 2014). 
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other words, if one counterparty was to default before maturity of the traded 
instrument and that party (out-of-the-money) owes money to the other party (in-the-
money), the money posted as collateral will be transferred to the party that is in-the-
money. Collateral is posted if the counterparties have signed a voluntary CSA (Credit 
Support Annex) agreement. FVA is theoretically not charged for counterparty trades 
under CSA agreements. This implies that CSA agreements reallocate risk, from 
counterparty credit risk to liquidity risk. The majority of swap trades are not made 
under CSA agreements (RBS, 2014). As the following example illustrates, 
uncollateralised trades are charged with FVA. 
 
Assume that Corporation A enters into a swap agreement with Bank B (the dealer), 
and that Bank B will hedge its position with another dealer, Bank C. Corporation A 
and Bank B does not post collateral to each other as there is no CSA agreement in 
place, but Bank B and Bank C does12. The swap agreement is set up so that B will pay 
A a floating rate of interest of STIBOR + 2% in exchange for a fixed rate of 4%. At 
inception, the floating rate plus spread might be lower than 4%, but as the forward 
curve in Figure 10 shows, it might be expected to rise during the lifetime of the swap. 
In this simple example, a linear forward curve can be assumed, which reaches 4% 
after half of the swap’s lifetime. Bank B will enter into a perfectly offsetting swap 
with Bank C. That means B will pay C a fixed rate of 4% in exchange for a floating 
rate of STIBOR + 2%. B and C are required to post collateral to each other, but A and 
B are not. Figure 9 shows the flow of payments between the parties.  
 

 
 

Figure 9: Rate flows between Corporate A, Bank B and Bank C 

Figure 10 illustrates the forward curve, the fixed rate and where a hypothetical loan 
arises. During the first half of the swap’s lifetime Bank B will pay more money than it 
receives from Corporate A. During the second half of the swap’s lifetime Bank B will 
pay the higher rate to A. With no CSA between Corporation A and Bank B, this 
exchange of money can be viewed as a loan, since Bank B has to finance the 
collateral it posts under the CSA agreement with Bank C (i.e. Bank B receives no 
collateral from A, but has to raise money to post as collateral to C). 

                                                
12 Major banks participating as dealers in the interest rate derivatives market are under strong CSA 
agreements with each other. Collateral is generally posted daily on the majority or the entire MtM 
amount (RBS, 2014). 
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Figure 10: The forward curve and the fixed 4% rate. Bank B is effectively lending money to Corporate A 

Just as with any other loan, Bank B needs to raise or set aside capital to lend money to 
Corporate A. B expects to be compensated for lending the money. In effect, it will 
demand interest on its loan. FVA reflects this rate of interest and will be paid by 
Corporate A as a fee. Banks generally refer to this fee as a “funding charge”. It should 
be noted that conversely, a “funding benefit” can occur if the client puts the bank in 
the reversed position. In this case, the bank will receive more money from the 
corporate than it pays, thus borrowing money and investing it at a higher yield before 
paying back the corporate at a later point in time. This logic is from the perspective of 
traders at banks. As previously mentioned, some theoreticians argue that the use of 
FVA is fundamentally flawed, as it may violate the law of one price and create 
arbitrage opportunities. The debate whether it is right or wrong to charge for FVA is 
not yet settled, but most major swap dealers use FVA as of July 2014 (Hull and 
White, 2014a; Carver, 2013). 
 
Wrong-Way-Risk (WWR): The definition of WWR in Basel III is similar to the 
definition used by the International Swaps and Derivatives Association: it is the risk 
that occurs when “exposure to a counterparty is adversely correlated with the credit 
quality of that counterparty” (Pugachevsky, 2013). In other words, wrong-way risk 
occurs when a bank’s exposure to a counterparty and that counterparty’s probability 
of default increases at the same time (the opposite case is referred to as right-way 
risk). WWR can be systemic or idiosyncratic. Idiosyncratic WWR occurs when a 
trade is structured poorly. For example, assume that two banks, Bank B and Bank C, 
have similar profiles. If one of them were to default for some reason in the future, the 
other bank is likely to experience financial distress as well. Buying a CDS on Bank B 
from Bank C would be a poorly structured trade, since Bank C would be liable to pay 
when Bank B defaults. In that situation, Bank C is highly likely to default on its 
payments as well. It is possible to avoid idiosyncratic WWR by structuring trades and 
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hedges in an effective manner. Systematic WWR on the other hand occurs when the 
probability of default is positively correlated with market risk factors. For example, 
an entity A enters into a cross-currency swap with an entity B. B is a relatively large 
bank in a small, emerging market (EM). B agrees to pay USD to A in exchange for 
EM currency. If B defaults, the EM currency is likely to decrease in value (devaluate) 
against the USD, which puts B in an even worse position13, thus impacting A’s CVA 
even more. 
 
Counterparty Credit Risk Capital Charge (CCR RWA): In addition to the credit value 
adjustment (CVA), banks are required by law (based on the Basel accords) to put 
aside an amount of capital (hold capital on their balance sheets) for their derivative 
trades, based on the underlying notional amount. The capital that needs to be held on 
the balance sheet is referred to as risk-weighted assets, RWA. This also applies to 
other areas of the bank were counterparty risk is prevalent, such as loans. The exact 
calculations for determining RWA amounts are complex and will not be presented in 
exact formulas in this thesis. The two important factors to consider are the relevant 
risk-weight and the relevant exposure amount. The relevant risk weight depends on 
the counterparty. Risky counterparties receives higher risk-weight multiples than less 
risky counterparties. For example, corporate exposures are generally designated a 
risk-weight of 100%, domestic banks 20% and countries (or “sovereigns”) between 
zero and 150%, where the latter is based on OECD Country Risk assessments. The 
relevant exposure amount depends on current exposure and potential future exposure 
(PFE). The current credit exposure for a derivative transaction is the greater of the 
mark-to-market value of the transaction or zero. The PFE of a trade is the product of 
the notional amount and a conversion factor based on the perceived volatility of the 
transaction type and its remaining maturity (Morrison Foerster, 2013). For a portfolio 
of trades, the current exposures of all the trades in the portfolio are simply added 
together to obtain the portfolio current exposure. The total current exposure is thus 
zero or the sum of the individual current exposures (depending on which is larger). 
However, the PFE of a portfolio is the added individual PFE:s multiplied by a fraction 
reflecting gross and net current exposure (as some trades may be negatively 
correlated).14 
 
Origination: Swap dealers’ sales and marketing divisions are compensated for their 
work on origination. In this case, origination refers to the process of generating a 
trade idea and/or the method of executing the transaction. The degree of origination in 
a particular trade can vary. The idea may be thought of entirely by the dealer and 
pitched to a client, or the dealer may be approached by a client for advice. In some 
cases, the client might already know exactly what it wants to do and no particular 
work on origination may be necessary. In most cases, there is an ongoing relationship 

                                                
13 Since principal exchange of payments takes place. At the beginning of the swap, B pays A the 
notional amount of EM currency and A pays B the notional amount of USD. B later pays interest on 
the USD debt and A pays interest on the EM currency debt. The USD-EM exchange rate (FX level) is 
locked in at the beginning of the swap. Thus, when the EM currency depreciates, Bank B has to pay 
more EM currency to get USD to pay off its interest rate payment obligations. In other words, B is 
short USD and long EM currency. 
14 Assuming ISDA or similar netting agreement is in place. Netting agreements ensure that a bankrupt 
dealer’s positions are settled at once, without the need to wait for court decisions (The Economist, 
2009). 
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between the client and its dealers. It sometimes involves making highly customized or 
innovative solutions, and sometimes it might result in straight-forward deals. 
 
Administrative and other costs: The role of market maker creates costs for dealers 
such as system costs (Bloomberg or Reuters terminals and software for pricing 
calculations), processing costs, operational costs and other types of administrative 
costs. 
 
Profit margin: Dealers will make sure to include a profit margin on swap deals to 
reach their company’s required profit margin. The exact measure of profit margin 
might vary between dealers, for example required return on capital or gross profit 
margin, where the latter also includes administrative costs. In some rare cases, dealers 
might accept a lower profit margin than generally required on a particular trade, for 
example if the trade is considered to be important for the relationship with a key 
customer. 

3.6 Summary 
Chapter 3 has introduced the following: 
 

• Theoretical incentives for using interest rate derivatives in corporations 
1) Avoiding costly external financing 
2) Reducing the risk of financial distress 
3) Tax reasons 
4) Executive compensation 
5) Risk allocation: trade non-core business risk for core-business risk 
6) Professional reputation 
7) Interest rate swaps as a tool for changing debt structures and reducing 

cost of debt 
8) Speculation and earnings management 

 
• Financial derivative contracts 

o Interest rate swaps and cross-currency swaps 
o Interest rate caps and floors 
o Swaptions 

 
• The interest rate derivatives market in practice 

o The role of corporate treasury departments 
o The role of banks 
o Substitutes for interest rate derivative usage 
o Pricing methodologies and a breakdown of dealers’ cost of doing 

business (includes CVA, FVA, WWR, CCR RWA, Origination, 
Admin and other overhead costs, and Profit margin) 

 
• Regulations 

o Basel I, II and III 
o EMIR 
o Hedge accounting under IAS 39 and IFRS 9 
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4 Methodology 
Chapter 4 provides a detailed description of the research methods used in the thesis. 
The research is built on two main parts: a literature study and a survey on corporate 
treasurers, with additional in-depth interviews to strengthen the reliability of the 
results. The methodology is designed to answer the research question, and is 
illustrated in Figure 11. 
 
 

 

Figure 11: Methodology of the study 

 

4.1 Choice of methodological approach 
When reviewing existing literature concerning the study of corporate hedging 
practices with financial derivatives, it is evident that numerous studies have used 
public information, usually in the form of annual reports, as their main data source. 
Annual reports are examples of secondary data. According to Collis and Hussey 
(2009), secondary data corresponds to data which the author has not been responsible 
for gathering “first-hand”. This thesis uses primary data collected by the author to 
study corporate hedging practices with interest rate derivatives. Primary data is 
gathered by the author directly via a questionnaire (or “survey”) and interviews with 
corporate finance professionals dealing with derivatives in Swedish corporations. The 
thesis was made in collaboration with the Royal Bank of Scotland, a major 
international bank. The bank is an important player in the market for interest rate 
derivatives (ISDA, 2010b) and maintains client relationships with most large Swedish 
corporations that are active on the interest rate derivative market. 
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In particular, Royal Bank of Scotland made possible this research by its excellent 
contacts with corporate professionals relevant to the area of study. Thus, this 
collaboration presents a good opportunity where the researcher can ask the relevant 
stakeholders of the studied corporations about their hedging policies and the reasons 
for selecting these policies. Unlike the corporations’ annual reports, it is a form of 
non-publically available primary data. 
 
Empirical data was first collected through a questionnaire. The collected data was 
then analysed and used by the researcher as a foundation for interviews with relevant 
professionals. Through the interviews, the researcher had the opportunity to better 
understand possible rationales for different survey answers, thereby helping the 
researcher to interpret the data. This way, the research combined a positivist approach 
with an interpretivist one, as defined in Collis and Hussey (2009). Qualitative 
research data collected from the questionnaire were analysed using statistical methods 
which quantified the data. This corresponds to a positivist approach. In contrast, 
interview data was analysed using non-quantifying methods, which corresponds to an 
interpretivist approach. Combining different methods is a means of increasing the 
validity of the study (Collis and Hussey, 2009). More specifically for this thesis, 
combining the two approaches enabled the researcher to first gather data that 
described the frequency of a phenomenon (questionnaire/positivist approach) and 
later came to terms with the meaning of the collected data (through 
interviews/interpretivist approach), which is well in line with van Maanen’s (1983) 
description of positivist and interpretivist data gathering and analysis. 

4.2 Research design 
A well-documented research design is an integral part of a successful study (Yin, 
2003). The problem formulation and research questions have been continuously 
amended during the course of the literature review as the researcher gained 
knowledge in the area of study. The problem formulation and research questions were 
inspired by managers at the Royal Bank of Scotland through initial unstructured 
discussions and observations, and later amended in order for the thesis to have 
scientific value, by elevating the problem formulation and research questions to a 
general level. 

4.2.1 Literature review 
A literature review is an essential way of targeting the problem and identifying the 
existing body of knowledge on a particular topic (Collis and Hussey 2009). It is also a 
good way to summarise the existing and relevant knowledge in the field for the reader 
of the thesis. 
 
The literature study in the thesis is divided into five parts: 
 

1. Interest rate risk in corporate organisations: Why hedge? 
2. Introduction to interest rate derivatives 
3. The interest rate derivatives market in practice 
4. Overview of regulations 
5. Interest rate derivatives pricing before and after contemporary pricing- and 

regulatory changes 
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The first part explores why managers in corporate organisations choose to hedge 
interest rate risk, and the theoretical arguments for hedging. The second part 
introduces the reader to the most common types of interest rate derivatives that are 
used to manage interest rate risk. It is followed by the third section, which comments 
on practical aspects of the derivatives business. Section four gives the reader an 
overview of the contemporary regulations affecting the derivative markets. Finally, 
section five describes the implementation of new regulations and pricing changes on 
derivatives from a historical perspective and breaks down how the developments have 
affected derivatives pricing, i.e. cost of hedging. 
 
The main sources for the theoretical parts of the literature review concerning 
valuation techniques are academic books such as “Options, Futures, and other 
Derivatives” by J. Hull (7th Ed., 2009), “Interest Rate Swaps and Their Derivatives” 
by A. Sadr (2009), and academic papers. Source information from industry research, 
academic papers and interviews will play an important role in subchapter three 
through five. Frequent key-words used by the researcher when searching for data in 
online-databases was: interest rate derivatives, interest rate swaps, corporate 
hedging, hedging with derivatives, rate hedging, hedging theory, hedging incentives, 
corporate hedging in practice, interest rate derivatives valuation, interest rate 
derivatives Sweden, LIBOR-OIS, CVA, FVA, interest rate swaps synthetic debt 
structure long term short term, substitutes to financial hedging, corporate treasury 
hedging and hedge accounting implementation. The key-words were sometimes used 
in conjunction with each other. Frequently used databases/digital libraries included 
JSTOR, ScienceDirect and Wiley Online Library. In addition, meta-search engines 
have also been used during the course of gathering relevant literature. The two most 
frequent ones being KTH Primo and Google Scholar. 
 
Collecting and analysing relevant literature was a continuous process carried out 
throughout the course of the study. In addition to help the researcher comprehend 
empirical data, the literature review also enabled the researcher to plan the research 
design in an appropriate way. 

4.2.2 Questionnaire 
The questionnaire was one of two sources for collecting primary data (the other being 
interviews, see Chapter 4.2.3). The purpose of the questionnaire was to: 
 

1. Measure how important theoretical incentives for hedging (the eight incentives 
listed in Chapter 3.1) are to corporate managers who work in treasury 
departments or other relevant groups in Swedish corporations (“active 
professionals”). 

2. Find out if active professionals use hedging for other motives than those 
outlined in existing literature. 

3. Gauge to what extent, if any, regulatory accounting changes has impacted 
corporate hedging practices. 

 
The questionnaire includes multiple-choice questions as well as open-ended questions 
and open text boxes for additional comments (optional). The multiple-choice 
questions will be analysed quantitatively. Some of these are answered on an even-
point Likert scale. A potential source for bias in an even-point Likert scale is that 
questions tend to have only one “negative” answer option and a larger number of 
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positive answer options. For example, a Likert scale with the following four options: 
“Poor”, “Average”, “Good” and “Excellent” includes only one “below average” 
choice but two “above average” choices. On the other hand, symmetrical Likert scales 
with one neutral point might lead to biased responses in the sense that the neutral 
answer might be viewed by respondents as a “safe option”, or an “easy way out”, 
especially if the respondent is unsure or afraid of answering the question (sometimes 
referred to as central tendency bias). Thus, whether the mid-point option in a 
symmetrical Likert scale truly reflects a neutral response is questionable (Allen and 
Seaman, 2007). The majority of the questions in the questionnaire force the 
respondents to choose a non-neutral response. Garland (1991) has shown that four-
point Likert scales (the type used in this thesis) will force indifferent respondents to 
make a choice. In order to capture potential uncertainties amongst the respondents, an 
optional comment-section is added after each individual question, as well as a “Don’t 
know” answer option. 
 
Questionnaire respondents were guaranteed full anonymity in order to (1) increase the 
response rate of the survey and (2) minimise social desirability bias, which is a 
tendency to respond to questions in a way that is viewed favourably by others. There 
is also some evidence supporting that removing the mid-point choice in a Likert scale 
might reduce social desirability bias (Garland, 1991). 
 
The questionnaire was tested on three professionals working at the Royal Bank of 
Scotland before launch. The test group comprised of two relationship bankers, 
including one with relevant experience from the client side (group treasury 
department in a large Swedish corporation), as well as one product specialist (within 
the field of financial derivatives). 
 
Respondents were not selected randomly in this study. The sample consisted of 
individual professionals working in relevant departments of large Swedish 
corporations, of whom the overwhelming majority are clients of the Royal Bank of 
Scotland. As these individuals have active or somewhat active relationships with 
RBS, the researcher was introduced to them via bankers employed by RBS, either by 
telephone or through email. After brief introductions, emails were sent to the 
respondents. The emails included a web link to the questionnaire (hosted by the 
Surveymonkey domain) and written guarantees of anonymity. 
 
The respondents were guaranteed anonymity, not only from the publishing of this 
thesis but also to some degree from RBS. To ensure that no information about specific 
hedging practices was shared between the researcher and RBS, the questionnaire was 
designed in such a way that the respondents were not asked to provide their names or 
the name of their companies.15 Instead, they were only asked to provide their official 
corporate title/position (e.g. “Group Treasurer” and “Head of Treasury Risk 
Management”). They were also asked to specify how many years of relevant financial 
markets and/or corporate finance experience they had by choosing between different 
slotting categories (0-4 years, 5-9 years and so on). 
 

                                                
15 The survey was accessible only by invite. The respondents emailed back once they had completed 
the questionnaire. Thus, the researcher was aware of the names of the persons/companies that filled in 
the survey, but was not able to directly connect specific answers to specific persons/companies. 
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After being asked to provide background information on their own qualifications in 
Question 1 and Question 2, Question 3 asks the participants directly about the 
importance of theoretical incentives for using interest rate derivatives in their 
corporations. Participants are asked to grade seven motives on a scale from 1 – Not 
important to 4 – Very important. A “Don’t know” answer may also be chosen on each 
motive. The seven motives are somewhat altered from the incentives presented in 
Chapter 3.1. This is due to two reasons. The first reason is of linguistic nature; the 
incentives need to be stated in a short and concise manner. By including complicated 
over-academic language and long phrases, the number of non-responses risks 
increasing. Second, some of the academic incentives take a macro-perspective on 
corporations, consequently stating theoretical incentives that might seem far-removed 
from the daily business motives. By re-writing some of the incentives, managers will 
be better equipped to rate them. Figure 12 summarises the re-written statements as 
they appear in the survey. 
 

 
 

Figure 12: Theoretical incentives and how they appear in the survey. Incentives have been rewritten in 
order to remove over-academic language and to better correspond to daily business operations 

A treasury manager is unlikely to draw direct connections between his/her day-to-day 
work and academic theories such as avoiding bankruptcy costs or avoiding costly 
external financing. However, these are theoretical incentives for why corporate 
treasuries use interest rate derivatives to preserve liquidity by reducing variability of 
cash flows. Thus, corporate managers are asked whether they use interest rate 
derivatives to reduce variability of cash flows, and not if they use them to reduce 
bankruptcy costs (which is the “ultimate” academic incentive). Similarly, corporate 
managers would probably not say that they use interest rate derivatives in order for 
top executives to earn more money (excluding speculative purposes, perhaps). 
However, they can do this in theory by in practice reducing fluctuations in a 
corporation’s share price. Thus, they are asked to provide an answer to whether or not 
they consider interest rate derivatives as important for reducing share price 
fluctuations. The interviews will then give the researcher a chance to ask managers 
about their underlying motives for reducing share price fluctuations (if at all). 
 
Question 4 is similar to Question 3, but asks managers to rate the motives based on 
how important they believe the motives are in the overall Swedish corporate sector 
(i.e. not only in their own corporations). If one or more motive differs significantly 
between Question 3 and Question 4, there is reason to believe that managers are either 
not being completely honest in their assessment of their own corporations, or 

Preserve liquidity or reduce variability of cash flows 

Tax purposes (for example, predictability of cash flows may lead 
to lower taxes) 

Reduce fluctuations in the company�s share price 

Trade non-core business risk for core business risk (i.e. types of 
risk that the company might be better suited to take on) 
Use hedging to signal that managers are competent 
professionals 

Proprietary trading 

Take advantage of favourable market conditions to reduce cost of 
debt (synthetically alter the company�s debt structure) 

Avoiding costly external financing 

Reducing the risk of financial distress (bankruptcy costs) 

Tax reasons 

Executive compensation 

Risk allocation: trade non-core business risk for core-
business risk 

Professional reputation 

Speculation and earnings management 

Interest rate swaps as a tool for changing debt structures 
and reducing cost of debt 

Theoretical incentives 
Survey motives 
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alternatively, that managers’ perception of the overall market for interest derivatives 
in Swedish corporations is deceptive. 
 
Question 5 asks respondents to provide any additional motives for corporate hedging 
that they might be able to think of. 
 
Question 6, 7, 8, 17 and 18 are meant to provide a better understanding of common 
contemporary hedging practices in Swedish corporations. 
 
Question 9 tests four motives for usage of interest rate derivatives. Two of them 
(“Manage cash flows” and “Proprietary trading”) are repeats from Question 3 and 4 in 
order to study potential inconsistencies in respondents’ answers. The motive “Swap 
from outstanding debt currency to the company’s functional currency (cross-currency 
swaps)” aims to test if that concept is considered as important when using interest rate 
derivatives. It can be connected to the “Take advantage of favourable market 
conditions”-option in Question 3 and 4, but is more specified. Favourable market 
conditions might normally only be associated with market timing, but this motive 
tests if favourable market conditions can be considered to occur between different 
geographies/currency markets as well. Finally, during the pre-interviews, there were 
some indications that corporate treasurers actively manage debt duration. Therefore, 
Question 9 includes a motive of managing debt duration. 
 
Question 10 follows up on the debt duration theme and asks corporate managers why 
they manage debt duration (if applicable). 
 
Questions 11 to 16, and Question 19 are concerned with the impact of regulatory 
changes in corporations, including how it has affected proprietary trading practices 
and derivative pricing. 
 
Questions 20 to 25 are concerned with corporate managers’ views on current IAS 39 
Hedge Accounting regulations and their views on future IFRS 9 Hedge Accounting 
regulations. 
 
Lastly, Question 26 asks respondents to provide any additional comments or thoughts. 
 
To view the complete survey, please refer to Appendix A. 

4.2.3 Interviews 
The interviews were based on the same themes and followed the same outline as the 
survey, but were ultimately semi-structured. They included the same questions as the 
survey, but were conducted with the purpose of reinforcing the validity of the study 
by allowing respondents to speak freely around the questions. Respondents are likely 
able to articulate thoughts and concerns more freely and in-depth than in a written 
survey. Furthermore, it gave the interviewer the possibility to ask for clarifications 
and follow-up questions (Collis and Hussey, 2009). This helped the interviewer to 
better understand the logic and rationale behind certain answers, and it is also likely 
that the respondents were able to share more of their thoughts around the subject in 
the oral interview than they would have in a written survey. 
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All three managers selected for the interviews had extensive trading and/or corporate 
finance experience (10 years or more), a factor that made them especially relevant due 
to their insights and perspectives of the historical period examined in this study. The 
interviewees were guaranteed anonymity in order to get them to speak their thoughts 
freely and reduce potential biases such as social desirability bias. Due to this reason, 
and the fact that some information revealed in the interviews might contain sensitive 
company-specific information, the interviews were not recorded. Recorded interviews 
are sometimes advantageous since it allows the researcher to focus more on the actual 
answers and less on taking notes by hand (or use some other method of documenting 
the interview which might distract his/her attention). On the other hand, by insisting 
on recording the interviews, the researcher faced the risk of a significant drop in 
response rate. Additionally, recording the interviews would possibly cause 
interviewees to feel less relaxed and thus less willing to speak about their experiences 
freely, increasing the risk of bias. Instead, key notes were taken in writing by the 
researcher. The researcher then wrote summaries of the interviews as soon as possible 
after returning from the site of the interview. Thus, interview protocols with key 
points were written on the same day as the interviews were conducted. 
 
Two of the interviews were held at the offices of the interviewees (both in the 
Stockholm region) and one was conducted over the phone. The interviews were 
conducted in private conference rooms with only the interviewee and the researcher 
present (for the phone interview, the interviewee was asked to be seated in a room 
that ensured privacy). To the best knowledge of the researcher, no recording devices 
were switched on in the conference rooms during the interviews. The in-person 
interviews with A and B lasted for around 2.5 hours respectively, whilst the phone 
interview with C lasted for about 1 hour, and was somewhat shortened due to C’s 
time constraints. 

4.3 Analysis method 
Key questions in the survey are 3, 4 and 9 since they deal directly with the importance 
of theoretical incentives. As explained in Chapter 4.2.2, respondents are asked to rate 
the importance of motives on a four-point Likert-scale. Their answers are analysed 
quantitatively by calculating arithmetic mean values and median values for each 
motive. Additionally, standard deviations are calculated to increase understanding on 
answer distributions between various motives. Since the study is concerned with 
theoretical incentives for using interest rate derivatives in large Swedish corporations, 
and survey respondents represent a sample (i.e. a subset) of that population, 
calculation of sample standard deviation is used (see Formula (1)), as opposed to 
population standard deviation. 
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where, 
N =Number of samples
xi =  Value of individual response, where i = {1,...,N}
x = Sample mean
µ = Population mean
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Sample standard deviation is used because using population standard deviation (“N” 
denominator instead of “N-1”) will only yield an average for the sampled data, and is 
thus a biased estimator (Book, 1979). In other words, making a statement about the 
population standard deviation by studying a sample drawn from that population 
requires the use of sample standard deviation (Laerd, 2013). 
 
To ensure reliability and validity for Likert-style questions within questionnaires, 
Othman et al. (2011) recommends researchers to use a rule of thumb of 2:1, which is 
the ratio of the maximum standard deviation to minimum standard deviation. The 
ratio should not exceed this rule-of-thumb value of 2:1. It will be used to test 
reliability and validity of the questionnaire results. 
 

Table 1: Quantitative measures of comparison of survey results 

Unit of Comparison Calculation Application 
Mean values, median values 
and sample standard deviations 
from a Likert-scale. 

A scoring range from 1 to 4. 
The four-point Likert scale does 
not have a midpoint. 
Calculations of arithmetic 
averages, median values and 
sample standard deviations. 

Determining whether a 
theoretical incentive for using 
interest rate derivatives can be 
considered important or not in 
corporations by studying 
arithmetic averages, median 
values and standard deviations 
(Questions 3, 4 and 9). 

Share (percentage) of sample 
population. 

Share of sample population (as a 
percentage) that has chosen a 
particular answer. 

Analyses of closed-format 
questions that are not 
measured on a Likert-scale, 
e.g. dichotomous questions. 
Applies to most multiple-
choice questions that are not of 
Likert-type in this survey. 
Additionally used in some 
open-ended questions, e.g. 
Question 2 when analysing the 
most common answers in a 
sample. 

 
For the interviews, survey results are analysed and printed as a 26 page booklet (one 
page for each question, similar to the format of Appendix A). Where applicable, each 
page contains a graphic figure of survey responses as well as mean values, response 
distributions and comments. Two booklets are printed for each interview. During the 
interviews, respondents are first asked to provide their brief thoughts on some of the 
most central survey questions (e.g. Question 3). Interviewees do not have access to 
the booklets, i.e. survey responses, during the first phase. In the second phase, 
interviewees are handed a booklet. The interviewer and interviewee go through each 
page, question by question, where the interviewee is asked to comment on the 
responses to each question. On each question, the interviewee is asked to provide his 
or her thoughts around the responses. In other words, the researcher does not begin by 
asking interviewees specific questions about survey responses. However, after initial 
comments by interviewees, a discussion generally ensues, where the researcher has 
the opportunity to ask follow-up questions. 
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4.4 Validity and reliability 
Validity is concerned with the study’s ability to measure what the researcher has set 
out to measure, and reliability is concerned with the accuracy of the actual measuring 
procedure. It must be possible to replicate the study and reproduce the results given 
by the measurement tools (Collis and Hussey, 2009). To ensure that the study 
measures the relevant facts, in-depth interviews will be conducted with a limited 
number of respondents in addition to the survey. The interviews will be observed and 
conducted in a manner that enables the answers to be compared. Concerning the 
reliability of the survey results, certain factors need to be taken into account, for 
example whether people have time to answer, and if some people or organisations 
refuse to take part in the survey. To ensure reliability of the results, in-depth 
interviews will be held with three respondents to ensure the accuracy of the answers. 
Using both a quantitative and a qualitative approach in the study is a form of 
triangulation, which is advocated by Patton (2002) and Mathison (1988) as a means of 
strengthening research validity and reliability. 
 
Literature review 
The theoretical framework is based on secondary sources mainly collected from 
established journals in relevant fields. In order to increase validity, the majority of the 
theories used are those widely spread in the relevant scientific communities. The 
researcher has critically evaluated validity and reliability of previous research papers 
by scrutinizing their research methods. 
 
Questionnaire 
As outlined earlier in Chapter 4, steps such as guaranteed anonymity to respondents 
has been taken in order to increase response rate and thereby the reliability of the 
study (which is concerned with the repeatability of results). In total, 15 relevant 
corporate managers were invited to participate in the survey. Out of the 15 invited, 10 
answered the survey. This brings the response rate to 2/3, or 66.67%. The response 
rate is satisfactory since the majority of invitees (well over 50%) participated. One 
reason for the high response-rate can be attributed to the fact that RBS bankers whom 
maintained existing relationships to the invitees introduced the researcher. 
 
Whilst ten respondents may seem meagre for a survey (some statistical methods such 
as normal distribution are arguably hard to apply on such a small set of data points), it 
still represents a significant portion of the corporations that this thesis intends to 
study. Table 2 show relevant large companies listed on the Swedish stock exchange 
NASDAQ OMX Large Cap, excluding financial institutions, property companies and 
corporations without debt (no significant interest rate to hedge with derivatives). 
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Table 2: Listed companies relevant to the study. Source: Bloomberg (2014a) 

No. Name 
Long-term 

borrowing (SEK 
millions) 

Comments 

1 AAK AB N.A. 
AAK's policy on capital structure is 
to maximise debt financing, though 
not to a level that would threaten the 
Company's position as an 
investment grade company (AAK 
Annual Report 2013, p. 26). 

2 Volvo AB 95,957  
3 TeliaSonera AB 83,693  
4 Sandvik AB 40,763  
5 Svenska Cellulosa AB SCA 24,532  
6 Atlas Copco AB 22,427  
7 SSAB AB 22,324  
8 SKF AB 21,393  
9 Telefonaktiebolaget LM Ericsson 20,647  

10 Getinge AB 19,997  
11 Alfa Laval AB 16,805  
12 Assa Abloy AB 14,272  
13 Securitas AB 10,914  
14 Electrolux AB 9,524  
15 Com Hem Holding AB 8,491  
16 Swedish Match AB 7,591  
17 AstraZeneca PLC 7,527  
18 ICA Gruppen AB 7,514  
19 ABB Ltd 7,408  
20 Nibe Industrier AB 7,155  
21 Husqvarna AB 5,482  
22 Tele2 AB 5,287  
23 Boliden AB 4,584  
24 BillerudKorsnas AB 4,566  
25 Elekta AB 4,468  
26 Meda AB 4,421  
27 Millicom International Cellular SA 4,204  
28 Trelleborg AB 3,221  
29 Holmen AB 2,473  
30 Lundin Petroleum AB 2,122  
31 Saab AB 1,694  
32 Autoliv Inc 1,520  
33 Hexagon AB 1,448  
34 Modern Times Group MTG AB 1,084  
35 EnQuest PLC 930  
36 Swedish Orphan Biovitrum AB 815  
37 Hexpol AB 794  
38 Axfood AB 467  
39 Oriflame Cosmetics SA 374  
40 Lundin Mining Corp 342  
41 Tieto 102  

 
Based on the 41 companies in Table 2, 10 survey respondents correspond to about a 
quarter (~25%) of the relevant population. With such a high share of the total 
population it reasonable to assume that the survey answers are representative for the 
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Swedish large corporate sector. It should be noted that not all large Swedish 
corporations are listed, so in reality the total population is probably larger than 41 
companies, although 41 gives a good indicative level of the population. Since 
Swedish corporations with a market capitalisation (or implied market capitalisation) 
of over SEK 1 billion are seldom privately held/not listed on a public exchange (RBS, 
2014), it is not unreasonable to assume a relevant total population of about 50 
companies. Applying this assumption, 10 respondents from a population of 50 means 
that 20% of the total population has participated in the survey. Table 3 summarises 
the response rate and survey participation. Factoring in interview respondents, a total 
of 18 companies participated in the study, which corresponds to a 36% participation 
rate based on the assumption of 50 companies making up the total population. 
 

Table 3: Population and survey/interview participation 

Number of 
relevant 

companies 

Number of 
companies 
invited to 

participate 
in the 

survey 

Number of 
survey 

respondents 

Number of 
companies 
invited to 
interview 

Number of 
interviews 

Sum of 
survey and 
interview 

invites 

Sum of 
survey and 
interview 

respondents 

 
50* 

 
 

(* = 
Assumed) 

 
15 

 
30% of 

population 

 
10 

 
20% of 

population 
 

67% response 
rate 

 
3 
 

6% of 
population 

 

 
3 
 

6% of 
population 

 

100% 
response rate 

 
18 

 
36% of 

population 

 
13 

 
26% of 

population 
 

72% response 
rate 

 
Table 4 summarises the response rate of each individual question in the survey. As 
might be expected from a questionnaire, the response rate on multiple-choice style 
questions (MCQs) exceeded that of question with an open-ended answer input. What 
was not expected though was the overwhelmingly high response rate on both types of 
questions. The average response rate on MCQs was 99% and the median was 100%. 
On the open-ended questions, the average response rate was 76% and the median 
80%. In other words, respondents hardly skipped any of the MCQs and only few of 
the open-ended ones. Considering that the some of the open-ended questions were 
only meant for subsets of the respondents (e.g. Question 24 reads: “If you anwered 
‘Yes’ in Question 23: Please provide your brief thoughts on how IAS 39 has affected 
your business”) this is a very good response rate, in the sense that it strengthens the 
validity of the study. In regards to response rate, multiple sources suggest that a 
response rate of over 60% is desirable (see for example Johnson and Owens (2003) 
and Asch, Jedrziewski and Christakis (1997)). By this standard, the survey exceeds 
the desired requirement by far. Looking to the individual questions, only one (#26) 
fails to reach a 60% response rate. However, this is easily explained since it is the last 
question of the survey. It only asks respondents to provide general comments on any 
additional thoughts they might have on the survey. In other words, #26 (the last 
numbered entry in the survey) is not a specified question, but an optional comment 
field for the participants to type in any additional thoughts they might have. #26 is 
formulated as follows: “Additional comments (optional). We are especially interested 
to know if you have any further brief thoughts around how hedging practices in large 
Swedish corporations has changed over the past 10 years”. Taking this into account, 
a 40% response rate on an “additional comments” entry can be considered high and 
desirable. 
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Table 4: Response rate on individual survey questions 

Multiple-choice questions 
Question number Respondents Non-respondents Response rate 

1 10 0 100% 
3 10 0 100% 
4 10 0 100% 
5 9 1 90% 
6 10 0 100% 
7 10 0 100% 
8 10 0 100% 
9 10 0 100% 

11 10 0 100% 
12 10 0 100% 
13 10 0 100% 
16 10 0 100% 
17 10 0 100% 
18 10 0 100% 
19 10 0 100% 
20 10 0 100% 
21 10 0 100% 
22 10 0 100% 
23 10 0 100% 

Arithmetic average 9.95 0.05 99% 
Median 10 0 100% 

    
Open-ended questions 

Question number Respondents Non-respondents Response rate 
2 10 0 100% 

10 9 1 90% 
14 8 2 80% 
15 8 2 80% 
24 8 2 80% 
25 6 4 60% 
26 4 6 40% 

Arithmetic average 7.57 2.43 76% 
Median 8 2 80% 

 
Excluding the “additional comment” field that is “Question 26”, the arithmetic 
average for open-ended questions is 82% and the median 80%. 
 
The high response rates, especially on the open-ended questions, indicate that 
respondents find this particular field of research interesting. The high response rate on 
individual questions indicate that the survey was well-designed in the sense that it was 
easy for the respondent to fill out, which might stem from well-formulated questions 
that are easy to understand and/or that the length of the survey was appropriate. 
 
Survey respondents who are experienced in their field of work are likely to increase 
the validity of the study because of two underlying reasons: First, seasoned 
professionals with many years of relevant experience are likely to have better 
understanding of their role and their businesses as compared to people with only a 
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few years of relevant experience. Second, professionals with many years of relevant 
experience are likely to have experienced changes in their businesses/markets first-
hand. They are thus beneficial to survey and interview since they are likely to have 
relevant thoughts and experiences regarding changes in the derivative markets that 
has occurred in the past decade(s), which can provide the researcher with important 
contexts of market- or business developments. Questions 1 and 2 in the survey are 
concerned with the background of the respondents. 

 
The survey responses for Question 1 (illustrated in Figure 13) indicate that the 
respondents are very experienced. 

 
Figure 13: Question 1 results 

Out of the ten respondents, seven (70%) have over 20 years of relevant financial 
markets and/or corporate finance experience. Three respondents (30%) have between 
10 and 19 years of relevant experience. No respondent had less than 10 years of 
relevant experience. 
 
Not surprisingly, the experienced respondents all held organisational positions that 
can be considered as senior positions, e.g. VP of Group Treasury, Head of Treasury 
Operations and Head of Funding & Trading. Please refer to Chapter 5 for a full list of 
responses to Question 2. 
 
Finally, as mentioned in Chapter 4.3, a 2:1 rule of thumb, as recommended by 
Othman et al. (2011) was be used to test reliability and validity of the Likert-style 
questions in the survey. The ratios for Questions 3, 4 and 9 were 1.88, 1.44 and 2.89 
respectively. Question 3 and 4 thus passed Othman’s requirements of a ratio of 
maximum 2.0. Question 9 received a larger ratio. However, this can be attributed to 
one extreme value that is explained by respondents’ uniform answers to one particular 
question, where the standard deviation was close to zero, thereby pushing up the ratio 
significantly. For more information, please see “Question 9” in Chapter 5. 
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Interviews 
The interviewees were chosen non-randomly. The main criteria for the interviewees 
was that they had at least 10 years of relevant professional experience directly related 
to the field of study. McDaniel et al. (1994) has found that validity tends to be highest 
when the interviewers use job-related questions. They also found that validity was 
highest when interviews were carried out by one person. All interviews in this study 
are carried out by the same researcher alone. 
 

Table 5: List of interviewees 

Designated 
Name Title Industry 

Years of 
relevant 

experience 
Previous experience 

Interviewee A 
 

Head of Front 
Office 

 

Pulp & 
Paper 

10 
 

Corporate treasury department 
of a large Norwegian 
corporation, and a few years in 
corporate banking 

Interviewee B Head of Front 
Office Telecom 15 

Previous positions within two 
large Swedish corporations’ 
treasury departments 

Interviewee C 
Head of 

Funding & 
Trading 

Energy 13 Group treasury positions in 
Swedish corporations 

 
In order to increase the validity of the study, one interviewee, A, was specifically 
chosen since his company does not generally conduct interest rate swaps with RBS. 
The reason being that the interview might provide insights and valuable commentary 
on how a non-RBS client views the survey results that has been collected exclusively 
from RBS’s client base. 

4.5 Expected outcomes 
By answering the research question, the thesis will shed light on how and why the 
market for interest rate derivatives have changed from 2000 to 2014 by connecting 
survey and interview answers to existing theory in the field. The discussion chapter 
will also provide thoughts on how the market structure might change in the future. 
During the course of work, the effects of regulations on the interest rate derivatives 
market volume for the corporate sector are expected to become clearer. The level of 
clarity on whether corporations hedge more or less risk post-regulatory changes is 
also expected to increase. 

4.6 Ethical considerations 
Participants in the survey and interviews were guaranteed full anonymity. Thus, the 
names of the participating individuals and their employers are not disclosed to third 
parties. They are identified in the thesis only by their corporate titles and years of 
relevant professional experience. 
 
Although the researcher has taken steps to ensure an unbiased and objective research 
approach, the reader should be aware that the thesis is written in collaboration with a 
for-profit bank that sells financial derivative products and advisory services to 
corporate clients. 
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5 Results 
This chapter presents the results gathered from the survey and the interviews. Each 
statistical survey result and survey comments are followed by commentaries made by 
interviewees relating to the particular question. This chapter is followed by Chapter 6 
which includes a discussion around methods and results. Chapter 6 also presents the 
conclusions of the study which have been reached by analysing the results. 
 
Question 1 
How many years of professional financial markets and/or corporate finance 
experience do you have? 
 
The result, as can be found in Table 6 and Figure 13 (see previous chapter) show that 
the respondents have a considerable amount of experience in the field. The majority 
of respondents (70%) reported 20+ years of relevant experience. No respondent 
reported less than 10 years of relevant experience. 
 

Table 6: Question 1 results 

Years of relevant 
experience Respondents % 

0-4 years 0 0% 
5-9 years 0 0% 

10-19 years 4 40% 
20+ years 7 70% 

SUM 10 100% 
 
The ample experience of survey respondents is considered desirable (see discussion in 
Chapter 4.4). Both Interviewee A and B commented specifically on the respondents’ 
“impressive” levels of experience. 
 
Question 2 
What is your corporate title? (e.g. Group Treasurer, Head of Trading, etc.) 
 
Question 2 was presented as an open-ended question. The inputs provided by 
respondents are presented in Table 7. 
 

Table 7: Question 2 results 

No. Corporate Title 
1 Head of Market Operations and Funding 
2 Head of Treasury Risk Management 
3 Head of Treasury Operations 
4 Head of Funding & Trading 
5 Head of Internal Bank 
6 Head of Front Office 
7 Group Treasurer 
8 Group Treasurer 
9 Group Treasurer 

10 VP Group Treasury 
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The most common corporate title of survey participants is Group Treasurer, with 
three responses. VP Group Treasury (Vice President Group Treasury) can be 
considered an equivalent answer, thus bringing the count to four. The Group 
Treasurer (GT) generally reports directly to the company’s CFO (Arnborg, 2014) and 
is normally the head of a corporation’s group treasury function. The Head of Front 
Office position is usually a position that reports directly to the Group Treasurer. The 
other five answers can either be interpreted as titles equivalent to Group Treasurer or 
as a position within the treasury department that is likely to report directly to the GT. 
 
Question 2 reinforces the notion (from Question 1) that the survey respondents are 
experienced corporate finance- and/or financial markets professionals. 
 
Question 3 
Academics have identified reasons for why corporations use interest rate derivatives. 
Please indicate how important, in your opinion, each of the following reasons are for 
using them in your corporation. 
 

 
Figure 14: Question 3 results 

  
The results, illustrated in Figure 14 and Table 8, show that “Preserve liquidity by 
handling cash flows” and “Take advantage of favourable market conditions to reduce 
cost of debt” were rated higher than other motives by far margin. Proprietary trading 
received the lowest mean rating, and shared the lowest median rating with three of the 
other motives. Notably, proprietary trading also had the lowest standard deviation, 
whilst signalling and reduction of share price fluctuations had the highest standard 
deviations. 
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Table 8: Question 3 results 

Motive  Mean StDev Median N 
Preserve liquidity by handling cash flows 3.50 0.71 4 10 
Tax purposes (for example, predictability of cash flows 
may lead to lower taxes) 1.90 0.88 2 10 

Reduce fluctuations in the company's share price 1.50 0.97 1 10 
Trade non-core business risk for core business risk (i.e. 
types of risk that the company might be better suited to 
take on) 

1.60 0.84 1 10 

Use hedging to signal that managers are competent 
professionals 1.50 0.97 1 10 

Proprietary trading 1.40 0.52 1 10 
Take advantage of favourable market conditions to reduce 
cost of debt (synthetically alter the company's debt 
structure) 

3.20 0.63 3 10 

Additional comments 
#1: Some reasons are implicit secondary effects, but not prime reasons 
#2: Address changes in interest rate exposure linked to new financing 

 
Comment #2 reoccurs in later parts of the survey. Based on interpretation from 
Interviewee A, it seems to be related to corporations’ hedging policies, which may 
require managers to hedge a certain amount of debt in new debt issuance scenarios, 
e.g. for stability reasons (this might be connected to preserving liquidity or other 
theoretical incentives). 
 
Interviewees A, B and C all agreed that the two highest rated motives (preserve 
liquidity by handling cash flows and taking advantage of favourable market 
conditions to reduce cost of debt) were indeed very important. 
 
Concerning tax motives, interviewees B and C mentioned that it can be somewhat 
important, but not in the sense as usually described by theory. B and C explained that 
the main motive is not to decrease absolute taxes paid, bur rather to match or hedge 
incoming cash to known future tax payments, e.g. by using cross-currency swaps to 
convert to taxable currency, effectively supporting the execution of tax payments. 
Alternatively, corporations in Sweden can sometimes set up treasury operations 
overseas. Part of those corporations’ taxes will be paid outside of Sweden, and 
derivative instruments may be placed from non-Swedish entities, for example to 
hedge currency risks. Martin Arnborg at RBS (2014) confirmed that this is not an 
unusual setup amongst Swedish corporations. 
 
Interviewees A, B and C were of the opinion that whilst the “trading core business 
risk for non-core business risk” incentive might make sense in theory, it is not directly 
used for interest rates in their corporations, or at least not knowingly used. 
 
Reducing share price fluctuations were pointed out by interviewees B and C to be a 
possible “secondary effect” of their work, but perhaps not always a main motive. 
Interviewee A mentioned that the main shareholder of his corporation has made it a 
priority to reduce share price fluctuations from risks such as currency- and interest 
rate risk, and that the board of directors in their company is actively monitoring and 
trying to manage such fluctuations. However, neither interviewee A, B or C attributed 
the potential focus on reducing share price fluctuations to reducing fluctuations in 
senior managers’ compensation (as they might be unable to diversify their wealth). 
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Rather, the reduction of share price fluctuations was attributed to an array of other 
underlying motives, such as signalling to investors that the share (and thus the 
company) is performing consistently and that the company has good risk management 
practices in place. Signalling to the market that managers are good professionals was 
not seen as completely unimportant or irrelevant by the interviewees, but it was not 
considered to be an important priority either. 
 
Proprietary trading received a low score in the survey, with a low standard deviation. 
Whilst the interviewees all agreed that proprietary trading has become largely 
obsolete in most Swedish corporations, there were still some active positions being 
taken by Swedish corporate treasury departments. These active positions cannot be 
described as purely speculative proprietary trading, neither as pure hedging of risk. 
Interviewee B described this practice as “active risk management”, and it is 
considered to be somewhat important by all interviewees. The concept of active risk 
management is outlined in detail under Question 11. 
 
Question 4 
How important do you believe each reason is for the overall corporate sector (i.e. in 
large Swedish corporations across the board, not only in your corporation). 
 
The purpose of Question 4 is to observe whether or not managers’ views differ on the 
importance of the theoretical aspects in their own companies as compared to how 
important they believe the motives are in other large Swedish corporations. 
 

Table 9: Question 4 results 

Motive Mean StDev Median N 
Preserve liquidity by handling cash flows 3.33 0.71 3 10 
Tax purposes (for example, predictability of cash flows 
may lead to lower taxes) 2.11 0.78 2 10 

Reduce fluctuations in the company's share price 2.25 0.89 2.5 10 
Trade non-core business risk for core business risk (i.e. 
types of risk that the company might be better suited to 
take on) 

2.14 0.69 2 10 

Use hedging to signal that managers are competent 
professionals 1.88 0.64 2 10 

Proprietary trading 2.00 0.93 2 10 
Take advantage of favourable market conditions to reduce 
cost of debt (synthetically alter the company's debt 
structure) 

3.63 0.74 4 10 

 
The results in Question 4 are shown in Table 9. A rise in median values is observed, 
but it must also be mentioned that the number of respondents choosing the “Don’t 
know” answer has increased as compared to Question 3. Three respondents chose the 
“Don’t know” option for the “Trade non-core business risk for core business risk” 
theory. One respondent chose “Don’t know” on the liquidity aspect, as did one on the 
tax aspect. Two respondents chose the “Don’t know” option for the other motives. 
This is compared to zero “Don’t know” answers in Question 3. The larger amount of 
“Don’t know” answers is not surprising though, since managers can be expected to 
have better knowledge of the operations in their own companies as compared to other 
corporations. 
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The results, illustrated in Figure 15, indicate that managers believe that the preserve 
liquidity motive is less important in other corporations than their own. For all other 
motives, managers seem to believe that they are more important in other corporations 
than their own (i.e. than they really are, on average). 
 

 
Figure 15: Comparison of results from Question 3 and Question 4 (mean values) 

The biggest difference between Questions 3 and 4 in terms of mean values are the 
reduction of share price fluctuation- and proprietary trading motives. Proprietary 
trading has the biggest change in terms of standard deviation between Questions 3 and 
4 (an increase in standard deviation is noted for Question 4), followed by the 
signalling motive (a decrease in standard deviation). 
 
The motive of trading non-core business risk for core business risk is seen as more 
important for corporations overall than in the respondents’ own corporations. 
However, interviewees A, B and C say that they do not practice this in their own 
corporations. Interviewee A said that the statement looks good in theory, but he is 
doubtful whether corporations actually use it in practice, especially in relation to 
interest rate risk. When asked, interviewees B and C supported this view. Interviewee 
B mentioned that the incentive looks good in an academic context, but is probably not 
used actively for interest rate hedging in practice. Further, interviewee B stated that 
one probable reason for why motives in “Other corporations” gets higher scores than 
in “Own corporation” is that they perceive “the grass to be greener” in other 
workplaces than their own, assuming that the managers generally want to trade in 
large volumes. 
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Question 5 
Can you think of any other reason(s) to use interest rate swaps in your corporation, in 
addition to the eight reasons outlined in the previous questions? 
 
Nine out of ten respondents provided answers for Question 5. Out of the nine, five 
responded “No” and four responded “Yes”. The four responses are outlined in Table 
10. 
 

Table 10: Question 5 results 

 

No. 
 

Answer 
1 Risk mitigation hedging 
2 Reduce interest rate risk 

3 To the extent basis swaps16 are to be included, we use them to swap into 
suitable denominated debt (in our case from SEK- to USD and EUR debt) 

4 
It is not different but a slightly different angle insofar often a transaction is 
triggered by a change in the interest rate exposure in connection with a new 
funding transaction 

5 To be able to follow the hedge policy set by the board of the company 

 
The first comment is a bit simplistic. It is naturally possible that the respondent views 
reduction of interest rate risk as a goal in itself. However, the thesis explores 
underlying incentives to why corporations would want to reduce interest rate risk in 
the first place, e.g. preserving liquidity by reducing the variability of cash flows 
through the use of interest rate derivatives. Interviewee B commented that the 
comment can be closely related to reduction of variability in cash flows (preserve 
liquidity motive). 
 
Comment 2 is interesting, as it deals with the concept of cross-currency swaps. Its 
practical use is raised in Question 9. 
 
Comments 3 and 4 seem to be somewhat related to each other. Interviewee A 
interprets comment 3 as a requirement for certain companies to hedge a specified 
volume of issued debt. In other words, the managers are following some kind of 
written or unwritten hedging policy set out by the company. Whilst following 
company policies might not be a theoretical incentive for hedging in itself, it is 
interesting to note that some managers’ actions appears to be heavily influenced by 
their corporations’ financial policies. Interviewee B agrees and states that this is a 
common practice in his corporation. More specifically, B’s company has a very large 
debt portfolio, where they raise the majority of debt on the bond market (as opposed 
to bank loans). Interviewee B states that they are unable to find sufficient depth 
(demand) for their debt in the Swedish market alone, so they also issue bonds in non-
SEK currencies. With SEK being their functional currency, large portions of non-SEK 
currency is swapped to SEK via cross-currency swaps. Interviewee B also said that 
comment 4 can be related to debt duration: B’s company has a specific duration 
target, and if they issue a new bond that will alter the company’s duration farther 
away from the target, they might use swaps to synthetically alter their debt structure. 
 
                                                
16 A basis swap is a floating-for-floating interest rate swap. For more information on basis swaps, 
please refer to Chapter 3.2.1. 
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Question 6 
How has the size of your corporation’s debt portfolio (debt on balance sheet) changed 
during the past 10 years? 
 
All 10 respondents answered Question 6. Out of them, 8 people reported that debt has 
increased in their corporations during the past 10 years. The rest, 2 people, reported 
that debt has decreased in their corporations. The results are illustrated in Figure 16. 8 
out of 10 corporation reports increased debt levels, whilst the remaining 2 reports 
increase in debt. 
 

 
Figure 16: Question 6 results 

Interviewee A stated that that debt has decreased during the past 10 years in his 
corporation and expressed surprise by the survey results. He mentioned that he would 
have guessed that debt levels would have mostly decreased during the past 10 years 
due to lack of lending demand from large corporations; it in turn as a result of weak 
macroeconomic performance and few positive NPV-projects to invest in. However, 
he mentioned that increased debt levels might be a result of decisions in corporations 
to take advantage of recently seen low interest rate levels, and that the particular 
industry in which his company operates might have been particularly adversely 
affected by the financial crisis of 2007-08 and its aftermath. 
 
Interviewee B said that the size of his company’s debt portfolio has increased. The 
main reason for the increase has been capital raising to fund geographical expansion. 
 
Interviewee C stated that the size of his company’s debt portfolio has increased. The 
main reasons have been capital raising to finance the construction of new power 
plants. 
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Question 7 
Has the volume of hedged debt to underlying debt changed in your company during 
the past 10 years? 
 
The results from Question 7 are illustrated in Figure 17. All 10 respondents answered 
Question 7. One respondent did not know if the volume of hedged debt to underlying 
debt had changed during the past 10 years. One respondent said that the ratio had 
remained largely unchanged whilst 8 respondents reported that the ratio had changed. 
Half of those 8 reported that the ratio had increased whilst the other half reported a 
decreased ratio. 

 
Figure 17: Question 7 results 

 
The statistics surprised Interviewee A, who would have guessed that the ratio had 
decreased for the large majority of corporations. He reiterated that his company might 
be in an industry that had been hit particularly hard by the financial crisis of 2007-08 
and its aftermath. He stated that his company is taking on less debt and is also 
hedging less of it due to the recent- and current low levels of floating interest rates (as 
of November 2014). 
 
Interviewee B stated that the ratio has moderately decreased in his corporation, for 
three reasons: (1) Appointment of new CFO who has adopted a more conservative 
view on usage of certain derivative instruments, (2) interest rate derivatives have 
become more pricey due to credit charges (and they only recently implemented CSA 
agreements), and (3) EUR assets have increased as a result of geographical expansion; 
the corporation has thus decided to match some EUR funding with EUR assets, 
instead of swapping to SEK. 
 
Interviewee C stated that the ratio of hedged debt to underlying debt with respect to 
interest rate risk has remained largely unchanged for the past 10 years. 
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Question 8 
Which of the following instruments does your company use? 
 
All 10 respondents answered Question 8. The results are illustrated in Figure 18. 
 

 
Figure 18: Question 8 results 

All 10 respondents reported to use interest rate swaps in their businesses. This result 
is not surprising since interest rate swaps is the most common type of interest rate 
derivative, as the study focuses on corporations that use interest rate derivatives. 
 
8 of the 10 respondents report that they use cross-currency swaps in their businesses. 
Interviewee A, who is not a client of RBS on the rates-side was surprised by this 
number, as he had expected it to be lower (i.e. fewer corporations utilising cross-
currency swaps). A possible explanation is that Interviewee A works for a corporation 
that funds itself mainly in SEK (Swedish Krona), which is also their functional 
currency. Cross-currency swaps are commonly used when corporations are looking to 
swap outstanding debt in a non-functional currency to functional currency. It can be 
argued that the results are representative for large Swedish corporations since they are 
often export-oriented companies that occasionally fund themselves in foreign (non-
functional) currencies. However, it can also be argued that the selection of clients who 
partook in the study is skewed towards some of Sweden’s most export-oriented 
companies who fund themselves in non-functional currency to a larger extent than the 
“median” Swedish corporation would do. The fact that RBS is a non-Swedish bank 
that is more focused on foreign issuances and trade finance products than Swedish 
banks strengthens the hypothesis that the selection sample might be skewed. 
 
Interviewee B stated that his corporation has previously used all of the instruments 
mentioned in Question 8. However, a relatively new CFO decided to increase internal 
reporting and accountability for use of certain derivative instruments such as 
swaptions and interest rate caps and floors. The corporation temporarily suspended 
new trades with the affected instruments until it has implemented new IT systems that 
support the toughened requirements. Interviewee B states that one the new IT system 
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is implemented, they will once again be able to enter into swaption and cap/floor 
contracts. 
 
Interviewee C stated that his corporation use interest rate swaps and cross-currency 
swaps, the latter for hedging risk when raising capital in non-functional currency. 
Related to cross-currency swaps, Interviewee C also stresses that operations in 
regions where non-functional currency is used may affect (offset or increase) hedging 
needs in that currency. 
 
Question 9 
How important are the following reasons for using interest rate derivatives in your 
corporation? 
 
All 10 survey respondents provided answers to Question 9. Table 11 shows answer 
inputs along with arithmetic mean values, standard deviations and median values. The 
arithmetic mean values are illustrated in Figure 19. 
 

Table 11: Question 9 results 

Motive Mean StDev Median N 
Manage debt duration 3.10 1.20 3.5 10 
Manage cash flows 2.90 1.10 3 10 
Proprietary trading 1.20 0.42 1 10 
Swap from outstanding debt currency to the company’s 
functional debt currency (cross-currency swap) 3.20 1.14 4 10 

Additional comments 
#1: It is more risk management in relation to benchmarks than cash flows 

 
Swap from outstanding debt currency to functional currency by using cross-currency 
swaps received the highest mean and median score of 3.2 and 4, respectively. It 
should be noted though, that the survey sample may be skewed, thus pushing up the 
importance of using cross-currency swaps (see discussion under Question 8 in this 
chapter). The use of cross-currency swaps for swapping debt to functional currency 
recorded the second largest measure of standard deviation in this study. However, it is 
not surprising considering that some corporations do not use cross-currency swaps at 
all (see Question 8 results). Thus, it can be assumed that corporations that generally 
does not use cross-currency swaps will assign the importance of using them a low 
rating, which will stand in sharp contrast to corporations that actually use cross-
currency swaps. Interviewee A states that his corporation do not use cross-currency 
swaps, mainly because they almost exclusively fund themselves in the corporation’s 
functional currency. 
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Figure 19: Question 9 results 

 
Interviewee A mentioned that in his view, managing cash flows is more important 
than managing debt duration, as his corporation does not have a strict duration target 
in their financial policy which they have to adhere to. Interviewee A stated that he 
believes that the high ratings on “Manage debt duration” stems from the fact that 
many corporations have debt duration targets written in their financial policies. 
Interviewee B considers both of the motives to be “very important” and prioritised in 
his corporation, as is the usage of cross-currency swaps. 
 
Of the four motives in Question 9, “Proprietary trading” stands out both in term of 
mean/median scores and standard deviation (the other three are relatively close). 
Based on the low rating and standard deviation of proprietary trading in the survey, it 
would be easy to state that corporations do not proprietary trade and that it is of very 
little importance to them. However, discussions with Interviewee A reveal that whilst 
small proprietary trading positions related to interest rate derivatives are allowed in 
his company, the main motive is to educate employees so that they will be better 
placed to execute large trades related to hedging, and not to make significant profits. 
In other words, proprietary trading in Interviewee A’s corporation is used as a way to 
enhance employee knowledge and market experience, rather than being a motive in 
itself, i.e. to make profits. Interviewee B states that his corporation does not enter into 
speculative positions that are unrelated to underlying business, but that his 
corporation do use “active risk management”. Please refer to Question 11 for details. 
 
Question 10 
If applicable: Why does your corporation manage debt duration? 
 
Corporate treasury managers seem to care about duration, as 9 out of 10 respondents 
chose to answer Question 10. Their answers are presented in Table 12. 
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Table 12: Question 10 answers 

No. Answer 
1 Duration target 
2 Reduce the refinancing risk 
3 To lower the refunding risk 
4 Increase matching between market conditions and policy constraints 

5 Decrease risk, create the optimal interest duration (not debt duration, which has to do 
with the tenor of the underlying loans) 

6 We do manage the debt duration but it has nothing to do with interest rate derivatives 
7 To meet duration on assets 

8 To not have to short duration ie not get in to situations where there is no funding 
available (2008-2009 fin crisis) 

9 Because we think it is possible to add value (lowering interest rate cost and manage 
interest rate risk) by managing the duration actively 

 
The answers seem to suggest that there are (at least) two types of duration that 
treasuries are aware about, as suggested by comments 5 and 6. Interviewee A, B and 
C all confirms that there are indeed different types of duration that the corporate 
treasury looks at. Interviewees A, B and C also indicates that most of the answers to 
Question 10 has to do with what they internally call “debt duration”, which is 
concerned with the maturity (and thereby tenors, as comment 5 points out) on 
underlying loans. Interviewees A, B and C explain that they aim to reduce risk by 
spreading the tenors/maturities of bonds and loans so that they won’t face many large 
debt repayments at the same time (or during a short period of time), which might 
threaten their corporations’ liquidity. Sometimes corporations may also aim to match 
the repayments with the duration of their assets, as comment 7 points out. It is a 
method of matching cash inflows with cash outflows. As some respondents point out 
though, debt duration is now always managed by interest rate swaps. 
 
Interviewee B explains that corporations often look at both debt duration and rate 
duration. Debt duration refers to the time it takes for a company’s debt to mature, 
whilst rate duration refers to the length  
 
Question 11 
In your view, has the volume of proprietary trading with interest rate derivatives 
increased, decreased or remained roughly the same in your company over the past 10 
years? 
 
All ten respondents provided answers to Question 11, thus bringing the response rate 
to 100%. 60% report a decrease in proprietary trading with interest rate derivatives 
while 20% report that proprietary trading volumes remain roughly the same versus 10 
years ago. No survey respondent reports an increase in proprietary trading volumes. 
Two respondents chose the “Don’t know” answer option on Question 11. The results 
are illustrated in Figure 20. 
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Figure 20: Question 11 results 

Based on the information gathered on IAS 39 in the literature study, it is not 
surprising that no respondent reports increased hedging volumes, or that the majority 
of respondents (60%) reports decreased proprietary trading volumes. It implies that 
regulatory measures seem to have decreased (or at the very least, not led to an 
increase) in proprietary trading volumes. This conclusion is supported by comments 
made by survey participants in Questions 14, 15, 24 and 26. 
 
Interviewee A states that in his corporation, the proprietary trading with interest rate 
derivatives have remained largely unchanged (or “may have even increased 
somewhat”), but emphasises that it is probably due to the fact that they don’t use 
interest rate derivatives that much to begin with. Practically all of the proprietary 
trading that goes on in Interviewee A’s corporation has the aim of educating the 
treasury professionals. By proprietary trading, the professionals (i.e. the employees) 
are somewhat active in the marketplace. This is important for Interviewee A’s 
corporation since they believe that their employees will have a better understanding of 
the interest rate derivative market and thereby have the ability to take sound decisions 
when they occasionally need to enter into a big swap-position. According to 
Interviewee A, this is different from ~15 years ago, when his corporation employed 
around 15 dealers where one of their main objectives was to earn profits through 
proprietary trading. The small proprietary trading mandate that exists in 2014 is meant 
to educate employees so that they can make sound hedging decisions, rather than 
earning meaningful profits for the corporation. 
 
Interviewee B stated that the number of dealers in all the three corporations he has 
worked in has decreased during the past 10-15 years, and that proprietary trading is 
largely non-existent in the Swedish market (he states that he can maybe think of one 
exception). However, Interviewee B explains that whilst speculating, or taking an 
active market view, on positions that are not related to the company’s core business 
has ceased, they are still allowed to trade on active market views if the position is 
directly related to underlying business. In Interviewee B’s corporation, this practice is 
called “Active Risk Management”. Interviewee B explains that the difference between 
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proprietary trading and active risk management is that positions taken in the latter is 
directly related to underlying business, and that the risk is much more limited (e.g. the 
size of the positions). An example on how active risk management can be used is 
when a EUR-denominated daughter-company asks the SEK-denominated parent 
company’s treasury department to make a EUR payment in the future. If the treasury 
professionals believe that they can get a better EURSEK exchange rate by using some 
kind of derivative, e.g. a FX swap or cross-currency swap, instead of simply 
exchanging the money directly, they are allowed to enter into such a position. When 
asked to further elaborate on the practice of active risk management, Interviewee B 
provided three reasons for why it is used in his corporation: 
 

1. The work becomes more stimulating and fun for the company’s treasury 
professionals and dealers (work satisfaction increases). It also increases the 
treasury professionals’ focus on the market. Increased market exposure 
together with the more stimulating working environment leads to better-
trained and more skilled treasury professionals. The treasury professionals will 
gain better knowledge around market pricing, liquidity and execution. 
Additionally, by dealing continuously with different banks, they will get a 
feeling for which of the banks that can provide competitive pricings on 
different types of trades. 

 
2. By continuously placing trading orders with the corporation’s core banks (i.e. 

those in their banking group), the corporation is making itself more interesting 
to the banks, since revenues generated from their rates-business (or 
equivalently FX business etc.) will increase. As a result, the banks are more 
willing to continuously update the corporation on market events, provide them 
with better/more frequent research prepared by traders/economists and access 
to speak with traders, strategists or economists in the bank about market 
events. 

 
3. The corporation becomes less predictable to their banks/dealers when placing 

trades, since they regularly enter into different types of trades. This keeps core 
banks on their toes. 

 
Interviewee C echoed the answer provided by Interviewee B and stated that whilst 
proprietary trading has decreased, the corporation is still using what Interviewee B 
described as active risk management. 
 
Question 12 
In your opinion, has transparency around banks’ pricing methodologies on interest 
rate derivatives changed over the past 10 years? 
 
A 100% response rate was recorded on Question 12. Answers were notably quite 
evenly split between response alternatives. 20% of respondents believe transparency 
has generally increased, whilst 40% believe that transparency has generally 
decreased. 30% responded that transparency has remained largely unchanged over the 
past 10 years. The results are illustrated in Figure 21. 
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Figure 21: Question 12 results 

After discussing Question 12 with the three interviewees, two possible explanations 
occur to why the answers are relatively evenly distributed. The first explanation has to 
do with the phrasing of the question: respondents may either interpret it as the 
willingness of banks to share or explain their pricing structures/methodologies to 
clients, or as the overall level of complexity in pricing. The second explanation is that 
some clients may have actively asked banks for information on pricing structures, 
whilst others have not. For example, Interviewee A states that the bankers he has 
spoken to have generally not gotten into details around pricing methodology 
proactively with him, but that they were very happy to explain their detailed pricing 
structures to him in a satisfying manner once he asked them to do so. 
 
Interviewee B explains that since banks have been forced to increase pricing, 
corporate clients are increasingly demanding to know what the banks are charging for. 
10-15 years ago, corporate traders could trade on prices that were similar to the ones 
they saw on their Bloomberg screens (i.e. the mi-market price). Today however, 
quotes by banks can be substantially different from mid-market prices, leading 
corporate clients to ask questions related to the spread between the mid-market price 
and the quotes they receive from banks. In Interviewee B’s opinion, banks are 
generally happy to explain and break down the components of the quoted price. When 
presented with the survey results, Interviewee B reflected that whilst most bankers are 
willing to provide details on their pricing methodologies, they often have to be asked 
specifically to do it. In other words, banks are willing to provide transparency when 
asked to, but they might not do it proactively. Interviewee B thinks that this tendency 
may explain the diverse responses gathered in the survey; that some respondents may 
have asked banks specifically about pricing methodology, whilst others have not. 
 
Interviewee C was of the opinion that complexity has increased, but mentioned that in 
his opinion, bankers are generally willing to outline and explain their fee structures in 
a satisfactory manner. 
 
 

Q12: In your opinion, has transparency around banks’ 
pricing methodologies on interest rate derivatives changed 

over the past 10 years?

20%

40%
30%

10%

0%

20%

40%

60%

80%

100%

Generally
inreased

Generally
decreased

Remained
largely

unchanged

Don't know



   
 

 

! Master of Science Thesis 
Daniel Fodor 

!
! !

!  

65 (85) 
!

!
! !

Question 13 
In your opinion, have interest rate derivative pricing quoted by banks changed over 
the past 10 years? 
 
With a 100% response rate, 70% of respondents reported that they believe the prices 
of interest rate derivatives to have generally increased over the past 10 years. One 
respondent believed it had decreased, one believed prices had remained largely 
unchanged and one respondent chose the “Don’t know” answer option, as visible in 
Figure 22. 
 

 
Figure 22: Question 13 results 

Based on knowledge of regulatory measures introduced over the past 10 years, as 
outlined in the literature study, a general price increase in interest rate derivatives can 
be expected. This hypothesis is supported by survey data. However, one person 
reported a decrease in price. Looking at Question 26 in the survey, one respondent 
comment (see Comment 2) that Question 13 does not include any consideration of a 
corporation’s credit profile, and that pricing might decrease for some corporations 
with certain credit profiles. The respondent is right, as the literature review reveals in 
Chapter 3.5.1 (under “Funding Cost (FVA)”), the price adjustment for funding can 
sometimes work in the clients’ favour, i.e. decreasing the price of entering into a 
position. It is interesting that the funding benefit seems to be of importance for some 
corporations like the survey respondent’s who have credit profiles that makes them 
conduct specific types of trades that happens to be funding beneficial. For these 
corporations, derivative pricing may have remained unchanged or even decreased 
over the past 10 years. Interviewees A, B and C all confirm that they are aware of 
potential funding beneficial trades. 
 
Interviewees B and C said that prices have generally increased during the past 10 
years, and that credit charges were a main driver for this. However, Interviewee B 
also points out that, in his opinion, banks’ pricing methodologies are somewhat 
converging (after having diverged since the financial crisis). He believes this puts 
some pressure on banks to quote prices more aggressively in order to compete against 
each other. 
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Question 14 
In addition to the mid-market price, what components are currently the main derivers 
of interest rate derivatives pricing, in your view? 
 
8 out of 10 survey participants responded to Question 14. Credit charges or 
regulations (which most of the credit charges stem from) were mentioned by all 8 
respondents (6 mentioned credit charges directly and 2 mentioned regulation). 
 

Table 13: Question 14 answers 

No. Answer 
1 Credit charges 
2 Credit cost from banks 
3 Credit charges 
4 Regulation 
5 Regulatory issues 
6 The sole focus on xibor prices. It gives a scewed [sic] credit price in the derivatives 
7 Credit charges 
8 Different credit charges 

 
Based on the information gathered on credit charges and related regulation such as the 
Basel accords, the responses (presented in full in Table 13) can be considered 
expected. Interviewees A, B and C all agree that credit charges are main drivers of 
derivative prices (in addition to the mid market price). Interviewee A pointed out that 
some bankers refer to all charges as “credit charges” for simplicity, even though they 
mean credit-, capital-, and funding charges. When asked to elaborate, the bankers are 
happy to break down the charges more prudently in credit-, capital-, and funding 
charges. However, Interviewee A also stated that despite this fact, credit charges 
remain the main driver. 
 
Question 15 
If you think pricing has changed over the past 10 years: Has it affected your 
business? How? 
 
Eight of ten respondents answered Question 15, bringing the response rate to 80%. 
The responses in full are presented in Table 14. 
 

Table 14: Question 15 answers 

No. Answer 

1 No, we have csa agreements so we do not get any credit charges. So for us it is now 
cheaper 

2 Credit charges 
3 Yes we do rarely use derivatives nowadays since its [sic] cost prohibitive 
4 Decreased number of transactions. Unwinding swaps instead of “new” swaps 
5 New credit and capital charges have led to a significant reduction in activities 
6 Been more expensive, but its forwarded to our customers! 
7 Nope 

8 The different credit charges in combination with generally lower bank ratings have made 
us implementing [sic] CSA-agreements 

 
1 respondent reports no change in business practices. The other 7 report changes as a 
consequence of changed derivative pricing. Some respondents mention the impact of 
credit charges, echoed from Question 14. Comment 2 simply mentions “credit 



   
 

 

! Master of Science Thesis 
Daniel Fodor 

!
! !

!  

67 (85) 
!

!
! !

charges” whilst comments 3, 4 and 5 specifically mention lower trade volumes as a 
consequence of changed pricings. Comment 6 mentions that pricing has increased, but 
that it is forwarded to the treasury’s customers (most likely other parts of the 
corporation) and does not mention specifically whether it has led to decreased trade 
volumes or not. 
 
Comments 1 and 8 mention CSA agreements. As outlined in the literature review (see 
Chapter 3.5.1), CSA agreements normally reduce derivative charges since collateral is 
posted by the corporation which reduces risk from the bank’s perspective. Interviewee 
A states that multiple banks have tried to persuade him to sign CSA agreements. This 
far he has declined, citing that the process of setting up and maintaining 
administration around CSA agreements would not be worthwhile for his corporation 
due to their low trading volumes, although he said that he would consider signing 
CSA agreements if trading volumes were larger, and that he believes it is often 
beneficial for a company with big trading volumes. 
 
Interviewee B states that his corporation did hedge more actively and that they have 
relatively recently implemented CSA agreements with some of their core banks in 
order to decrease derivative pricings. His corporation has also toughened its hedging 
policy. Specifically, it now has certain minimum requirements on counterparty credit 
rating when entering into long-dated interest rate derivative trades. Few banks are 
able to attain those high ratings today and as a result, CSA agreements are put in place 
with those who fulfil the requirements. 
 
Interviewee C states that his corporation is currently reviewing and assessing the 
“pros and cons” of implementing CSA agreements in order to improve derivative 
pricing. C states that the improvement in derivative pricing must be weighed against 
risk factors such as liquidity risk. 
 
Question 16 
In your opinion, has knowledge of accounting in your profession become more or less 
important over the past 10 years? 
 
All ten respondents provided answers to Question 16. As can be seen in Figure 23, an 
overwhelming majority (90%) are of the opinion that knowledge of accounting has 
become more important over the past 10 years. One respondent chose “Don’t know” 
and none was of the opinion that accounting knowledge has become less important, or 
that the importance is unchanged. 
 



   
 

 

! Master of Science Thesis 
Daniel Fodor 

!
! !

!  

68 (85) 
!

!
! !

 
Figure 23: Question 16 results 

The interviewees were not surprised by this result, as they said that they need to 
understand the implications that specific hedging strategies has on their corporations’ 
financial statements due to the new or amended regulatory measures that has been 
introduced over the relevant time-period. Interviewees indicated one notable 
difference between corporate roles: more senior executives (e.g. Group Treasurers) 
are required to know more about the impact of hedging strategies on financial 
statements than their subordinates (e.g. Head of Front Office professionals). This is 
because the Head of Front Office is more concerned with the actual execution of the 
hedging strategy, whilst the Group Treasurer is generally more involved in shaping 
the strategy (as part of the company’s hedging policy). However, accounting 
knowledge has become increasingly important for subordinates as well, since it helps 
them understand the reasoning and motives of more senior executives when they 
shape the corporation’s hedging policy. 
 
Interviewee B states that accounting knowledge has become increasingly important 
for the Group Treasurer as well as for other treasury personnel (e.g. traders). When 
they hired people to corporate trading/front office positions ~10 years ago, the 
important thing was that the person had a good understanding and knowledge of 
markets (so good that he/she would be able to profit from proprietary trading). 
Accounting was not considered as the little accounting knowledge that was necessary 
during that time was handled by back office personnel. Today however, corporations 
are looking to hire people with more breadth. Candidates don’t have to be experts in 
the markets to the same extent as before. Rather, they should have some market 
knowledge combined with accounting knowledge (although not necessarily on an 
expert level). 
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Question 17 
Do you have a financial policy which includes guidelines or a framework for hedging 
(risk management) practices? 
 
With a 100% response rate on Question 17, all respondents reported that their 
corporations have a financial policy in place for hedging (risk management) practices. 
The result is illustrated in Figure 24. 
 

 
Figure 24: Question 17 results 

The result is not surprising, since it is reasonable to assume that large corporations 
have coded and institutionalised the way they aim to deal with prevalent risks that 
arise in their organisations. Besides guiding corporate executives and their 
subordinates in dealing with risk, the risk management policy also functions as a way 
to assure external stakeholders such as potential investors and debt holders that the 
corporation has a well-established risk management framework or approach (which 
often limits the amount or type of risk a corporation is allowed take on). 
 
Interviewee B elaborated that in their policy, risk mandates are clearly defined 
between people in key positions. The board sets the hedging policy and thereby the 
mandates. As an example, the risk mandate for some specified risk might be defined 
as follows: the treasury’s trading desk is allowed to take on 50 units of this specific 
risk. If the traders want to take on even more risk, they have to ask for permission 
from the group treasurer, who in turn is allowed to take on 75 units of this specific 
risk (i.e. 50 units already delegated to the traders plus 25 additional units). If the 
Group Treasurer wishes to take on even more risk, permission is needed from the 
CFO, who might be allowed to grant a total of 90 units of risk. Finally, there is the 
CEO who might be allowed to grant up to 100 units of risk. Any more than that needs 
special approval from the board of directors (by majority decision). 
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Question 18 
If you answered “Yes” in Question 17: Approximately how frequently is the policy 
updated or revised? 
 
All ten respondents answered Question 10. Based on the answers, illustrated in Figure 
25, corporations’ hedging/risk management policies are updated rather frequently: 
70% reports that their policies are updated yearly or more frequently than once per 
year. The rest, 30% reports that it is updated about every 2-5 years. 
 

 
Figure 25: Question 18 results 

Notably, Interviewee A reported that in his corporation, they rarely update the risk 
management policy. Interviewee A mentioned that his corporations’ policy was being 
reviewed and amended at the time of the interview (November 2014). When asked, he 
said that the last time it was amended was “about 10 years ago”. Interviewee A 
believes that the reason why his corporation reviews its hedging policies less 
frequently as compared to survey respondents stems from the majority owner’s 
interest in risk management. More specifically, since the majority owner is highly 
active in decisions relating to risk management practices, and corporate managers on 
the risk management side have easy access to that owner, their formal (written) 
practices does not need to be as detailed as in other corporations. Thus, with a less 
detailed written/formal outline of risk management practices, and with a majority 
owner who is taking active part in risk management decisions, the documentation 
might not need to be rewritten as frequently as yearly. Interviewee A speculates that 
in other corporations where ownership is more scattered, or where owners are not as 
interested in taking part in continuous (year-round) discussions around detailed risk 
management practices, formal/written rules concerning risk management practices 
need to be reviewed more often. 
 
Interviewee A further speculates that in a corporation like the one he is employed at, 
where ownership is consolidated and the owner is taking an active part in risk 
management practices, the professionals who execute the hedging strategy (e.g. Head 
of Front Office and his/her subordinates) often have “free hands” in the sense that 

Q18: If you answered “Yes” in Question 17: Approximately 
how frequently is the policy updated or revised?

10%

60%

30%

0% 0% 0%
0%

20%

40%

60%

80%

100%

More
frequently
than once
per year

Yearly Every 2-5
years

Every 6-10
years

Less
frequently
than every

10yrs

Don't know



   
 

 

! Master of Science Thesis 
Daniel Fodor 

!
! !

!  

71 (85) 
!

!
! !

they are able to come up with innovative risk management ideas and present them to 
the owner(s) without facing considerable restrictions in relation to e.g. type of 
instruments, impact on duration etc. On the other hand, they usually need approval 
from owners before executing trade ideas. In contrast, managers in corporations with 
strong formalised (written) codes and rules for risk management practices may have 
larger mandates for executing trades in their “day-to-day” operations without pre-
approval from owners, although on the condition that they are required to act strictly 
within the rules outlined in their corporations’ risk management policies. 
 
Interviewee B explains that in his corporation, the hedging policy is generally updated 
yearly. Since it has to be approved by the board of directors, the natural time to do so 
is at the company’s annual shareholder meeting, when all members of the board are 
present. The hedging policy may be updated more frequently than once per year, but 
since it is somewhat difficult to gather all board members on a short notice, the 
updates typically occur annually, unless there are some very urgent changes that need 
to be put in place. 
 
Question 19 
Has accounting rules introduced over the past 10 years (e.g. hedge accounting) 
changed the volume of hedging with derivatives in your corporation? 
 
All ten survey respondents answered Question 19. All but one respondent reported 
that accounting rules introduced during the past 10 years, such as hedge accounting, 
has led their corporations to hedge less. One respondent chose the “Don’t know” 
answer option. The answer distribution is illustrated in Figure 26. 
 

 
Figure 26: Question 19 results 

None of the interviewees were surprised by the results. Interviewee A, B and C all 
agreed that new accounting rules have made their corporations hedge less with 
interest rate derivatives. Speaking freely, all three interviewees pointed to increased 
administration due to complexity of rules (from IAS 39) and increased cost of 
hedging (capital charges stemming from Basel accords) as reasons for why their 
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corporations hedge less after introduction or amendment of regulation. When asked 
about EMIR, interviewees responded that they have heard about EMIR, but that they 
are more aware of the increased administration costs associated with IAS 39, rather 
than those associated with EMIR. Interviewee B explained that IAS 39 does not 
always allow economically sound hedges, since hedging on an aggregated level, or 
portfolio level, is prohibited. Interviewee B stated that before IAS 39, treasury 
professionals asked themselves “is this an economically sound hedge?” before 
deciding whether to look into a potential hedge alternative. Today, they think “is this 
an economically sound and administratively defensible hedge?”. The strict rules that 
IAS 39 has set up for corporations when it comes to proving that prospective hedges 
are indeed economically sound (and “other than accidental”) has led treasury 
professionals to sometimes not look at economically sound hedges due to prohibitive 
administrative costs relating to such positions. 
 
Question 20 
Has your company implemented IAS 39 Hedge accounting? 
 
All 10 respondents provided answers to Question 20. 9 of them reported that their 
respective corporations have implemented IAS 39 Hedge accounting rules. 1 
respondent reported that they do not utilise IAS 39. Answers are illustrated in Figure 
27. 
 

 
Figure 27: Question 20 results 

 
All three interviewees stated that their corporations have implemented IAS 39 hedge 
accounting. 
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Question 21 
How familiar are you to the accounting framework IFRS 9, which is set to replace 
IAS 39? 
 
Ten respondents answered Question 21, constituting a 100% response rate. Answers 
are concentrated in the middle of the scale, as illustrated in Figure 28. 70% of 
corporate managers in the study reported that they are “somewhat familiar with the 
content of IFRS 9”, whilst 30% reported that they “have heard about IFRS 9”, but that 
they are “not familiar with its content”. It can be debated exactly what level of 
knowledge might be required for a certain answer option, as it may be a bit subjective 
(for example, what does it really mean to know IFRS 9 “thoroughly”?), but the results 
are still interesting since they indicate that managers are generally not very familiar 
with IFRS 9, despite the fact that it will most likely be put into law by 2018. At the 
same time, the results indicate that IFRS 9 is generally not unheard of amongst 
corporate managers, although Interviewee A reported that he had not heard about 
IFRS 9. 
 

 
Figure 28: Question 21 results 

Interviewee B stated that he is somewhat familiar with IFRS 9. He hopes that the new 
regulatory framework will decrease the administrative burden related to hedging and 
that it will allow some economically sound hedges that are not eligible for hedge 
accounting treatment under IAS 39, e.g. hedging with options and hedging on a 
portfolio level. 
 
Interviewee C also stated that he was somewhat familiar with IFRS 9, and that he is 
cautiously optimistic that it might decrease the administrative burden related to 
hedging in his corporation. 
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Question 22 
As of today, is your company in the process of evaluating or preparing IFRS 9 
implementation? 
 
With a 100% response rate from the 10 managers participating in the survey, 60% 
reported that their corporations are in the process of evaluating or preparing IFRS 9 
implementation. 10% reported that their corporations are not conducting any such 
process while 30% reported that they did not know at the time of responding to the 
questionnaire, as visible in Figure 29. 
 

 
Figure 29: Question 22 results 

 
Interviewee A said he was not aware of whether his corporation was conducting any 
such process or not. Interviewee B mentioned that there was no official process 
ongoing for IFRS 9 implementation, but that people in his organisation are aware of 
it. However, Interviewee B also stressed that hedge accounting is only one of three 
parts in IFRS 9, and that other people in the organisation will have to look into the 
parts not related to hedge accounting. Interviewee C was not aware of any on-going 
formal process for IFRS 9 implementation. 
 
Question 23 
Some argue that IAS 39 set up strict and complex rules, which may have led 
businesses to leave certain risks “un-hedged”. Do you agree with this sentiment? 
 
All 10 respondents answered Question 23. 8 of them agree with the statement whilst 
20% chose the “Don’t know” option. No respondent disagreed with the statement. 
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Figure 30: Question 23 results 

Interviewees A, B and C all agreed with the statement. Interviewee A said he believes 
corporations are relatively comfortable leaving some types of floating interest rate 
risk unhedged in the current (late-2014) environment with historically low interest 
rates, but that it will be interesting to see what will happen if and when rates start to 
rise. Interviewee B explained that he believes that derivative trading in corporations 
were unsafe for investors and shareholders during the 1980s and 1990s, but that, in 
his opinion, regulators have overshot with IAS 39, making very strict rules that might 
even increase risks in corporations since prohibitive rules and complicated 
administrative requirements makes companies leave certain risks unsecured. 
 
Question 24 
If you answered “Yes” in Question 23: Please provide your brief thoughts on how 
IAS 39 affected your business 
 
8 comments were received in Question 24, which constitute 100% of survey 
respondents for whom the question applied to (the 8 respondents answering “Yes” in 
Question 23). Table 15 presents the answers in full. 
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Table 15: Question 24 answers 

No. Answer 

1 We were looking into commodity hedging but as hedge accounting could not be use [sic] in 
our case, we skipped this 

2 Complicated hedgeaccounting [sic] documentation. Constrains in using options as hedge 
instruments 

3 
Some of the unhedged risk are not hedged due to that the derivatives don’t apply for hedge 
accounting. This means certains risk [sic] are not hedged as they would create P/L 
volatility on the reporting year 

4 Too bureaucratic and rigid. Out of touch with reality. Less hedging 

5 Avoid hedging of non-contracted sales and purchasing since hedge valuations then will 
impact Equity and thus net gearing 

6 Increased administration and limitations in hedge accounting application have led to 
fewer transactions 

7 Measuring of hedge efficiency is to [sic] complex and hopefully this will be easier in IFRS 
9 leading to easier and ev longer hedges of commercial flow 

8 The very strict rules sometimes have the impact that an economically sound hedge does not 
qualify for hedge accounting. Which sometimes means that the hedge is not executed 

 
All 8 comments mention either complex hedge accounting rules or increased 
administration related to IAS 39. Comment 1 specifically mentions difficulties in 
hedging commodities (as a hedged item, not always linked to interest rates) whilst 
comment 2 specifically mentions difficulties in using options as hedge instruments. 
Comments 2, 4, 7 and 8 reports that IAS 39 rules are “complicated”, “bureaucratic”, 
“complex”,” and “very strict”. All 8 comments suggests directly or indirectly that the 
strict rules have made them hedge less, or that they are currently hedging less as 
compared to what they would otherwise prefer, all else equal. Based on the answers, it 
is in part because some types of hedges do not qualify for hedge accounting at all 
under IAS 39, and partly due to considerable administration costs/difficulties. 
 
Interviewee B stated that he agrees with all of the comments gathered in Question 24. 
As previously stated by interviewee B in Question 19, the administrative burden from 
IAS 39 has had the consequence that his corporation sometimes does not enter into 
otherwise economically sound hedges. 
 
Question 25 
If you have some knowledge of IFRS 9: How do you think IFRS 9 implementation 
would impact derivative usage in your corporation? 
 
Six comments were collected from Question 25. They are presented in Table 16. 
 

Table 16: Question 25 answers 

No. Answer 
1 We might look into commodities again, thus maybe increase 
2 Increase the usage of options Less [sic] documentation and effectiveness testing 
3 It might increase but I’m not sure 
4 Could stimulate in certain areas 
5 Could increase but increased transaction costs is still a hurdle to clear 
6 I think it will make it possible to increase the hedging activity 
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All of the comments seem to adapt a view, although with a bit of caution, that their 
volume of interest rate derivative usage is likely to increase if and when IFRS 9 is 
implemented. Two of the comments also mention commodities and hedging with 
options, respectively. These are indeed areas where, based on the literature study 
conducted for this thesis, current strict rules seem to be easing with IFRS 9. 
 
Interviewee B reiterated (from previous questions) that he expects hedging with 
options to increase under IFRS 9. Additionally in the scope of this study, he believes 
it will allow for hedging on a portfolio level and lessen the administrative burden on 
corporate treasuries that stems from hedging practices. 
 
Question 26 
Additional comments (optional). 
We are especially interested to know if you have any further brief thoughts around 
how hedging practices in large Swedish corporations has changed over the past 10 
years. 
 
Four respondents provided additional comments to the survey. Their responses are 
presented in Table 17. 
 

Table 17: Question 26 answers 

No. Answer 

1 In our case we hedge much less due to the increased administration and for cost-cutting 
reasons 

2 Question 13 includes no consideration of own credit profile, pricing might have improved 
overall but towards non- or lower rated customers it could have increased 

3 Become less sophisticated, less “opportunistic” 

4 
Not so much a change in hedging policies,,,maybe [sic] a bit shorter duration but the big 
change is that trading in FX and Interest derivatives has gone down among corporates. 
Much less volume and much more of just “hedging” 

 
Comment 2 is highly interesting, since the respondent points out that derivative 
pricing (the theme of Question 13) might have changed in different directions for 
companies with different credit profiles. This fact can be directly linked to the 
discussion around FVA and funding benefits, which is theoretically outlined in 
Chapter 3.5.1. It shows that some managers are aware of potential funding benefits 
which might improve derivative pricing for companies with certain “credit profiles”, 
as the respondent puts it. Interviewee A mentioned that he has also noticed the FVA 
impact, which did not exist as late as a few years ago. 
 
Comments 3 and 4 suggest that proprietary trading activities in the respondents’ 
corporations have decreased significantly during the past 10 years. As a share of total 
interest rate derivative activity, the comments suggest that there is more plain and 
simple hedging going on in corporations and less proprietary trading, especially with 
sophisticated strategies or instruments. They may also suggest that derivative usage 
has become less sophisticated when they are used for hedging rather than speculation 
as well. This would be in line with the literature reviews’ findings that IAS 39 
restricts corporations from entering into certain hedges due its strict rule-based 
approach (see Chapter 3.4.5). Interviewee A supports this position and mentions that 
he is sometimes unable to enter into trades that would constitute real hedges, e.g. 
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“derivative on derivative” trades where one derivative is used to hedge an underlying 
position consisting of another derivative and some underlying position, due to the 
strict rules. When informed by the author that IFRS 9 will allow such “derivative on 
derivative trades”, he suggested it might increase his company’s hedging activity. 
Comment 1 state that the respondent’s corporation hedge “much less”, partly due to 
cost-cutting reasons but also due to increased administration, which is possibly related 
to regulatory measures such as EMIR and hedge accounting under IAS 39. 
 
Interviewee B stated that he believes corporations will have to develop the way they 
view counterparty credit risk, as a result of implementing CSA:s and banks’ practices 
to adjust for funding (FVA). According to Interviewee B, most Swedish corporations’ 
hedging policies are not up to date with these changes. 

5.1 Summary results 
On the topic of market changes, respondents report that their interest rate hedging 
practices have been mainly affected by increased capital requirements (the Basel 
accords) and by the introduction of IAS 39 (Hedge accounting). The capital 
requirements have noticeably increased derivative pricing quoted by banks due to 
capital charges. Most respondents view the IAS 39 Hedge accounting framework as 
“overshooting” by regulators and its rule-based nature is considered to be prohibitive, 
even for economically sound hedges. Some respondents even argue that IAS 39 is 
“out of touch with reality” and that it has made corporate CFOs overly cautious of 
P&L swings. Respondents agree that IAS 39 has significantly increased the 
administrative burden when hedging. Corporate treasury professionals reported that 
they are somewhat familiar with IFRS 9, which will replace IAS 39, and that they are, 
in general, cautiously optimistic that IFRS 9 will be an improvement for their 
corporations. 
 
Besides Basel and IAS 39, some respondents also commented on banks’ relatively 
new practice of calculating FVA (funding valuation adjustment) and that it may 
sometimes improve pricing (although the respondents tend to agree that derivative 
pricing in general has increased during the past 10 years). When asked directly, some 
respondents agree that EMIR has increased the administrative burden in their 
corporations, but also that it is negligible as compared to the administrative burden 
created by IAS 39. Finally, some respondents commented that the post-crisis market 
environment of low interest rates has decreased the priority of managing interest rate 
risk in corporations, as the low, relatively non-volatile rates have small effects on “the 
bottom line”, and thereby the share price, as compared to the pre-crisis market 
environment. 
 
The tested motives for using interest rate derivatives shows that managers consider 
the management of cash flow and liquidity, as well as taking advantage of favourable 
market conditions to reduce cost of debt to be the most important motives. In addition 
to these two, a third motive (not widely mentioned in literature) was also considered 
very important for companies that occasionally raise debt in other currencies that their 
functional currency: the use of cross-currency swaps to convert outstanding debt-
currency to the company’s functional currency. 
 
Using interest rate derivatives for tax purposes and signalling was generally not 
considered as irrelevant, but it was neither designated as significantly important. 
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Using interest rate derivatives to reduce share price fluctuations was considered to 
have some merit to it, but not for the ultimate purpose of securing top managements’ 
compensation. The low-rate environment have decreased its importance though, since 
low rate levels lead to smaller effects on companies’ financial statements, and 
consequently also on their share prices. 
 
Based on the survey results, trading non-core business risk for core business risk 
seems to be neither of significant importance nor irrelevant. However, interviewees 
stated that whilst the incentive might sound plausible in theory, it is not something 
that they think about in practice. For the purpose of interest rate derivatives, they state 
that it is irrelevant. 
 
With a low standard deviation, respondents rated using interest rate derivatives for 
proprietary trading purposes very low, and stated that it had declined significantly 
from about 10-15 year ago. However, interviews revealed that whilst pure speculative 
positions had declined amongst corporations, a significant amount of them still take 
active market positions, which cannot be considered as pure hedges. The difference is 
that these positions are actively linked to the corporations’ underlying businesses. 
Internally in corporations, the practice is sometimes recognized under names such as 
“active risk management” or similar. The term “proprietary trading” is not used to 
describe the practice internally. Another distinction between active risk management 
and proprietary trading is that the positions taken in active risk management tend to 
be significantly smaller (and less risky) than those previously taken under proprietary 
trading. 
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6 Discussion and Conclusion 
This chapter starts with a discussion around the study’s methods and results. It then 
answers the research questions that were presented in Chapter 2.1 based on the 
results in Chapter 5. Finally, the chapter also contains comments on the study’s 
limitations and potential for related future research. 

6.1 Discussion 
The total number of Swedish corporations that deal with interest rate derivatives in 
any meaningful volume is relatively low. One challenge in studying small populations 
is to utilise relevant methods in order to gain meaningful output data. Due to the (in 
absolute numbers) small sample size studied, methods utilizing statistical concepts 
such as normal distribution had to be ruled out, as they typically require a large 
sample size (i.e. larger number of data points) to yield meaningful results. However, 
in order to increase the validity and reliability of the study, qualitative interviews 
were used as a complement to a quantitative survey. Also, survey and interview 
participants were not chosen randomly; all participants had substantial previous 
experience in relevant fields. Despite the relatively few data points, survey results and 
interviews clearly show (with an acceptable amount of standard deviation) that the 
main motives for using interest rate derivatives in large Swedish corporations are to 
manage liquidity by handling cash flows, thereby reducing the risk of financial 
distress or avoiding costly external financing, as well as to take advantage of 
favourable market conditions in order to decrease borrowing costs. 
 
In addition to the frequently cited incentives for using interest rate derivatives, the 
study also finds that Swedish corporations which raise capital in non-functional 
currency use cross-currency swaps to convert the capital to the company’s functional 
currency (e.g. from EUR to SEK). Whilst this motive is commonly known amongst 
industry professionals, it is not a widely cited incentive in academia. A possible 
reason for not being cited prominently in academia might be because American 
businesses raise a very large proportion of their publically issued debt in USD, which 
is also, in general, their functional currency. Thus, American corporations would not 
need to use cross-currency swaps for the purpose of converting non-functional 
currency to functional currency. As such, many academics studying predominantly 
US corporations might not have been focused on the use of cross-currency swaps. 
This is likely to differ as compared to large Swedish corporations, which often raise 
capital in EUR or USD, despite using SEK as their functional currency. This use of 
cross-currency swaps amongst Swedish corporations is interesting, as it raises 
questions relating to market efficiency, and the assumptions outlined by Modigliani 
and Miller (1958; 1963). For example, are corporations issuing foreign-currency debt 
and using cross-currency swaps since they believe that they can get more favourable 
(cheaper) borrowing costs? In a world where Modigliani and Millers’ assumptions 
hold true, corporations would not benefit from issuing debt in one currency versus 
another currency. Another possible explanation is that corporations for some reason 
wish to diversify their lender base, although this motive might also violate one or 
more of Modigliani and Millers’ assumptions. 
 
Having studied the Swedish corporate market for interest rate derivatives by speaking 
to industry professionals, it becomes clear that corporations have effectively 
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outsourced their derivative operations to banks and financial institutions over time. In 
the late-1980s and 1990s, corporations usually had entire trading floors of their own. 
It was common for large Swedish corporations to employ somewhere around 10-15 
dealers who focused most of their time on interest rate- and currency derivatives 
(sometimes also on commodity instruments). This practice changed in the early 
2000s. In 2014, the majority large Swedish corporations only employed 1-2 dealers. 
During the same period, banks grew their derivative operations. Anecdotally, it was 
not unusual for corporate dealers to switch jobs and enter the financial industry (banks 
and asset managers) during this period. Whilst corporate dealers in the 1980s and 
1990s worked directly in the market, striking deals with other corporate or financial 
counterparties, corporate dealers in 2014 virtually deal exclusively with banks 
(indeed, “corporate trader” might be a more suitable term for the job today). To 
summarise: it was not unusual for large Swedish corporations to be market makers in 
financial derivatives during the 1980s and 1990s. In 2014 however, banks hold the 
market maker role. With this shift, it is notable that corporate treasury departments are 
increasingly looking for employees with knowledge and understanding in the fields of 
accounting and financial regulations. Over the same period, demand in corporate 
treasury departments for people with ability to take active market views has declined.  

6.2 Conclusion: Answer to the main research question 
Based on survey responses and interviews, the following support for widely cited 
theoretical incentives with interest rate derivatives are found: 
 

• The study finds strong support that managers use interest rate derivatives to 
preserve liquidity or reduce variability of cash flows. This can be directly 
linked to theoretical incentives of both avoiding costly external financing and 
reducing the risk of financial distress (bankruptcy costs). 

• The study finds some support that managers use interest rate derivatives for 
tax reasons. However, the study does not find that the main motive is to 
decrease absolute taxes paid, bur rather to match or hedge incoming cash to 
known future tax payments, e.g. by using cross-currency swaps to convert to 
taxable currency, effectively supporting the execution of tax payments. 
Alternatively, corporations in Sweden can sometimes set up treasury 
operations overseas. Part of those corporations’ taxes will be paid outside of 
Sweden, and derivative instruments will be placed from non-Swedish entities. 

• The study finds some support that managers use interest rate derivatives to 
reduce fluctuations in the company’s share price. Although some managers 
point out that it might be an implicit effect, and not a prime incentive, of 
derivative usage. The study also finds indications that board members of 
companies with large portions of debt are more involved in the usage of 
interest rate derivatives by their respective treasury departments. This in turn 
indicates that board members will put interest rate derivative usage higher on 
their agendas when the debt positions of their companies can significantly 
affect the share price. The study thus finds some support for the theoretical 
incentive behind executive compensation, but mostly on the highest executive 
levels, and not on middle-management levels. However, it should be pointed 
out that senior executives might not only be interested in the share price due to 
personal income reasons. 



   
 

 

! Master of Science Thesis 
Daniel Fodor 

!
! !

!  

82 (85) 
!

!
! !

• The study finds no support that managers generally or actively trade non-core 
business risk for core-business risk in relation to interest rates. Some managers 
thought the theoretical idea sounded nice, and could think of a number of 
theoretical scenarios where it could be of use (most of them not related to 
interest rates), but none provided any indication that their corporations were 
actively or knowingly conducting such trades. 

• The study finds some support that hedging is used to signal to the market that 
managers are competent professionals. The statement is linked to the theories 
by DeMarzo and Duffie (1995) and Breeden and Viswanathan (1998) that 
managers use hedging to signal to the job market that they are competent 
professionals. However, the interviewees suggest that the underlying incentive 
is not primarily due to professional reputation but to other motives, e.g. to 
influence the share price of the company by signalling to investors and other 
shareholders that the company is well managed. Thus, signalling might be a 
means for a manager to reduce fluctuation in a company’s share price or even 
raising the share price. 

• The study finds strong support that managers use interest rate swaps to take 
advantage of favourable market conditions to reduce cost of debt, thereby 
synthetically altering their company’s debt structure. However, interviewees 
suggest that some assumptions regarding the cost of long-term debt and short-
term debt are oversimplified in the academic papers mentioned in Chapter 3 
(incentive number 7). They argue that there are plenty of other ways of 
benefitting from synthetically alter a company’s debt structure than the ones 
presented in mainstream academic papers. 

• The study finds some support that managers use interest rate derivatives for 
proprietary trading, i.e. speculation. However, such activities have evidently 
decreased significantly as compared to pre-crisis levels, and even more 
compared to 10-20 years ago. Post-crisis, a minority of Swedish corporations 
seem to give managers significant proprietary trading mandates, but the large 
majority do not proprietary trade at all, or give their managers only small, 
insignificant proprietary trading mandates (e.g. for training/educational 
reasons). 

 

6.3 Conclusion: Answers to the specific research questions 
Besides the specific research question “Are corporate managers’ actual motives for 
hedging interest rate risk consistent with theoretical incentives?”, which was set up in 
order to directly address the main research question (outlined in 6.1 above), two other 
specific research questions were set up. The first one of the two was set up in order to 
frame the problem and clearly define what has changed. The second question is meant 
to capture any other motives for hedging that was not consistent with the tested 
theoretical incentives as defined by academia. Conclusive answers to these two 
questions are presented on the next page. 
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How has the interest rate derivatives market changed after Enron and the financial 
crisis of 2007-08? 
 
As highlighted in the literature review, and further supported by empirical data, new 
important regulations include: 
 

• The Basel Accords, which have increased credit charges and thus prices on 
interest rate derivatives. 

• Hedge Accounting, which has increased the administrative burden on 
corporations using interest rate swaps, and significantly reduced the usage of 
interest rate derivatives for speculative purposes. However, its strict rules have 
also led corporations to leave some risks un-hedged.17 

• EMIR, which has increased the administrative burden on both banks and their 
corporate clients that use interest rate swaps. However, the effect of EMIR in 
terms of administrative burden seems to have hit banks harder than 
corporations (at least by their own perception). 

 
In addition to regulatory changes, new ways of calculating the value of interest rate 
swaps (see FVA in Chapter 3.5) has led banks to increasingly differ in pricing 
compared to each other. It has also made it possible for corporations with certain 
credit profiles to gain advantageous (i.e. lower) pricing on certain types of interest 
rate swaps. 
 
Do corporate managers have motives to hedge which are not highlighted in current 
literature and research? 
 
In addition to the tested motives, the study finds that corporate managers in Swedish 
corporations actively use cross-currency swaps to convert from an outstanding non-
functional debt currency to the company’s functional currency. This might be 
especially applicable to (1) corporations that raise large amounts of debt in non-
functional currencies and (2) corporations that raise some part of their debt in non-
functional currency, and whose financial policy outlines that they are only allowed to 
take on debt denominated in the company’s functional currency.18 The theoretical 
incentive behind this practice can either be to widen the company’s investor base or 
allow the company to take advantage of favourable market conditions to reduce its 
cost of debt, by issuing debt in another geographical area/currency market. Whilst 
existing academic literature takes market timing into account, it generally does not 
focus on taking advantage of issuing debt in different currency markets and swapping 
the debt to the company’s functional currency, despite this being a well known 
practice in practice amongst large corporations. 

Regarding proprietary trading, interviews reveal that corporations sometimes give 
their treasury departments limited mandates for proprietary trading/speculation with 
the main aim of educating their employees by increasing their market experience and 
enhancing their trade execution skills, which would make them originate and execute 

                                                
17 Looking forward, the study also finds that a significant share of corporate treasury managers believe 
new hedge accounting rules under IFRS 9 is likely to increase hedging volumes, as compared to 
current (2014) volumes. 
18 This type of financial policy is common in state-owned corporations (RBS, 2014). 
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large hedging mandates more effectively and efficiently. The literature review 
suggests that the main aim of most proprietary trading activities 10+ years ago was to 
make profits that significantly contributed to the company’s “bottom line” results. 
This implies that a significant change in corporations’ motives for proprietary trading 
has taken place. 

6.4 Limitations and future research 
This study is focused on theoretical incentives for use of interest rate swaps in 
Swedish large corporations. For future studies, it would be interesting to map and test 
the reasons for why non-Swedish corporation use interest rate swaps. A study on 
theoretical incentives for interest rate derivative usage in financial firms as compared 
to non-financial corporations would also add to the understanding of the aggregated 
(global) interest rate derivatives market. 
 
Potential overlapping of incentives or motives for using derivatives has not been a 
main focus of this study. Future empirical research investigating potential conflicting 
incentives or actual motives related to corporate usage of derivatives have large 
potential to add valuable knowledge to the pre-existing body of literature and research 
relating to practical usage of derivatives in corporations, and in explaining actual 
corporate hedging- and proprietary trading practices. For example, qualitative studies 
investigating if managers or other stakeholders experience conflicting motives for 
hedging and how (if at all) such potential conflicts affect their work, and in turn, the 
actual hedging practices and other usage of derivatives in corporations would be of 
interest. 
 
In terms of methodology, the survey used for this thesis did not include numerical 
values (1-4) on the Likert-style questions. Points on a Likert-scale are typically 
assumed to be on an even (linear) scale in relation to each other. The omitting of 
numerical values on answer option may in this case have led some respondents to 
believe that the answer options were not evenly distributed, although they have been 
used as such in the study methodology. It cannot be ruled out that some responses 
may have been different if numerical values would have been presented. 
 
Since the research was conducted in cooperation with the Stockholm office of an 
international (non-Swedish) bank, the surveyed population might be skewed towards 
Swedish companies that have significant part of their sales, operations and/or funding 
outside of Sweden (as these types of companies have more incentive to conduct 
business with international banks). Whilst large Swedish corporations are generally 
export-oriented, a cross-sectional study covering an even larger number of Swedish 
corporations might therefore add to the knowledge around theoretical incentives for 
interest rate derivatives usage in Swedish corporations. 
 
Corporate debt issuances in non-functional currencies, where the corporations swap 
debt to their functional currencies, are a desirable field of study. This research 
indicates that the practice is commonplace amongst large Swedish corporations, but it 
remains understudied in academic literature. Academic research in this field might aid 
in better understanding the dynamics of interest rate derivatives market. Additionally, 
it is an interesting field of study from an efficient-market perspective, as the existence 
of this practice implies that it is possible for corporations to arbitrage by issuing debt 
in one particular geography or market as opposed to another. Underlying corporate 
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incentives for issuing debt in foreign currency instead of functional currency is an 
interesting topic for future research. 
 
Finally, the thesis found empirical evidence that corporate treasury professionals 
calculate and manage various, and sometimes multiple, measures of duration. Some 
of the measures seem to be directly related to interest rate derivatives whilst others are 
not. Future research that map corporate usage of various types of duration measures 
would add to knowledge about how corporations manage debt and risk in practice. 
Studies that map different types of corporations (e.g. depending on industry, size and 
funding profiles) and their in-practice utilisation of duration measures would be an 
especially interesting addition to the field. 
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ppendix B
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utline of project plan 

A
n indicative project plan for the study is illustrated through a G

antt chart in Table 18. K
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ere the literature study, data collection, 
data analysis, w

riting a prototype report, w
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as designed to 
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portant university sem

inars and deadlines.  
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