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Now this is indeed a novelty – Alan Greenspan on the defensive! At last week’s Kansas City Fed conference, AG finally decided to hit out at critics who have accused him of letting the stock bubble burst without adequate response. He said (and we quote) “No low-risk, low-cost, incremental monetary tightening exists that can reliably deflate a bubble”. We tend to agree. Hindsight is of course 20:20. But in the midst of the stock boom, with the Fed Funds rate already at 6.50% in May 2000, there is indeed little that an incremental rate hike could have achieved! As it is, the Fed had a difficult enough time cutting rates sharply after that to prevent a recession from blowing into a depression mode! 

So of course, an incremental rate cut may not be of immense help at this point in time either! We continue to believe that there is still a chance that the Fed will cut rates, but would put our money for the moment on a steady rates scenario for the next two months at least. Which confirms our resolve to continue advocating swaps to fixed rate with minimum negative carry at this juncture. The curve is still steep, Libor-in-arrears still has a lot of value, and volatility is still high. The combination of these factors dictates that we repeat last week’s “Idea For The Week”, as in our considered opinion, this is the best hedging structure available today.
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Knock-Out
6.50%

Opportunity for the Client
Current 5-year swap is at 3.75%. This structure gives the client a fixed rate 1% below the swap rate (which in any event is near historical lows). It entails a change in index from 6-month Libor to 12-month Libor-in-arrears, but with the Knock-Out at 6.50%, the basis risk between the two indices becomes almost irrelevant for the client. We don’t believe that Libor is likely to fix above 6.50% for any length of time during the next 5 years. Even if it does towards the end, the client should have earned significantly on the carry for the negative spread between 6ML and 12MLIA for that period not to matter.  PRINT \p para "[ /Subtype /P /Title () /StPNE pdfmark" 
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