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Swap rates fell sharply early last week after Mr. Greenspan’s testimony where he said that recovery would be slow. And then they rebounded just as sharply on Friday after some excellent economic data. U.S. manufacturing grew for the first time in 19 months. The index of new orders was the highest since October 1994, and the production index rose to its highest in 2 years. Reports that showed increases in consumer spending, personal incomes & construction also added to the belief that recession has run its course and we are well and truly on the recovery path. 

The gentle reminders that we have been giving you over the past weeks to start hedging your floating rate debt now clearly need to be converted to serious nudging! Its clear that the negative carry is not going to disappear in a hurry as far as pure liability hedges are concerned. So its time to look seriously at some structures that play on the steepness that remains in the curve while reducing the negative carry.
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Libor – 50 bp when Libor is above 6.50%
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The vanilla fixed rate for 5 years at the moment is 4.94%. This structure gives the client a 70 bp subsidy on the current fixed rate. Moreover, even when Libor fixes above the knock-out rate of 6.50%, the client will always get a subsidy of 50 bp on actual Libor for all such fixings. While this structure does have negative carry, it is reduced by as much as 70 bp. And there is no instance when the client is completely unhedged in the next 5 years. 
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