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Module 13.3

Dynamic Risk Measures
Interest Rate Swaps
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Overview
nAssume two rate curves

n Forward curve
n Basis curve (to form discount curve)

n IRS model via LSC
nMonte Carlo simulations
nLSC parameter correlations with focus 
on return VaR
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IRS Valuation Challenges
nLinking forward curve to forward rates
nBasis curve to link forward curve to 
discount curve

n Generally various interest rates move 
together

n Seek mechanism to capture this correlation
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Collateral and HPRs
nBecause IRS values can range from 
positive to negative, we need some basis 
for computing HPRs
nCash collateral provides the appropriate 
mechanism
nHolding period returns assume return of 
cash collateral
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DRM Assumed Parameters

© Financial Risk Management, LLC 5

5

DRM Assumed Parameters
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Base Simulation Parameters
nVaR horizon = 30 days
nConfidence level = 95%
nNumber of simulations = 10,000 (runs 
slow)
nMeans, standard deviations, and 
correlations provided in text
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IRS Related Strategies
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IRS Related Strategies
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IRS Valuation
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IRS Valuation (LSC Model)
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IRS Terminal Valuation

© Financial Risk Management, LLC 18

18



4

DRM and Swaps
nSwap profits and losses

nEquivalent cash collateral as percentage 
of notional amount
nHolding period returns computed as 
basis for return VaR
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Summary
nAssumed two rate curves

n Forward curve
n Basis curve (to form discount curve)

n IRS model via LSC
nMonte Carlo simulations
nLSC parameter correlations with focus 
on return VaR

© Financial Risk Management, LLC 20

20


