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INTEREST RATES (%)

CCY
3M LIBOR
6M LIBOR
3Y IRS
5Y IRS

USD
1.15000
1.22000
2.87
3.75

GBP
4.03563
4.17000
4.91
5.00

JPY  
0.06125
0.07125
0.38
0.74

EUR
2.11625
2.14813
3.18
3.72

U.S. SWAP RATES
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NEWS and VIEWS

2004 is here. And what better way to ring in this New Year than with improved economic data from the U.S.? 

· The ISM December factory index rose to its highest in 2 decades.

· First time claims for unemployment benefits fell last week to a 3-year low.

· Retailers reported a 4-year high in holiday season sales, bolstered by post-Christmas discounts on clothing, jewellery & decorations.

So is this the turnaround, the elusive sustained growth path that we are looking at? 

While we would all like to believe that, given the indisputable advantages that the U.S. as an engine of world growth brings, there are a few caveats to consider. 

· A self-sustaining, investment-spending cycle requires an increase in corporate borrowing. Clearly, we are at least months away from such a phenomenon.

· Real estate lending has recently seen a significant decline. In a situation where the other drivers are growth are yet to take their seats, it is a little disconcerting to see the only positive growth vehicle of the past 2 years on a go-slow mode. 

· Job creation in cyclical industries is negative. It is yet unclear as to which part of the service sector will be the next big employer. Given this, a jobless recovery seems the most likely immediate prospect. Not a palatable thought in an election year.

In conclusion, we continue to believe that there is yet no case for a near-term rise in interest rates. The Fed will wait for signs of inflation, and hold Fed Funds at current levels for another year. Long term rates will continue to be volatile this year. The current rise in swap rates looks like an opportunity to receive. But in the month of January, thanks to the holiday season just behind us, there will continue to be such opportunities. Post-January, there might well be ample opportunity to take profits on the positions that you take this month. 

Nimbleness and opportunism will be the key to making money in the Rates Markets this year. Happy Trading!
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IDEA FOR THE WEEK – 
5 Year Callable Range Accrual Swap

Notional Amount


USD 25 million

Client Pays
6 month USD Libor 

Client Receives
5.25% fixed 
for every day in which 6ML fixes below the Barrier 


Barrier
No Barrier
Year 1

5.00%

Year 2

6.00%

Year 3


7.00%

Year 4

7.00%

Year 5

Cancellation
CL has the right to cancel this swap after paying accrued interest at the end of 6 months and every semi-annual payment date thereafter.

Opportunity for the Client
The current 5-year swap rate is 3.75%, and the 6ML is 1.22%. Thus, this swap currently has a carry of over 4% p.a. There is no Upper Barrier for the first year, so if the structure is not called in 6 months, and rates remain where they are (as we currently) expect, the carry for Year 1 is huge.  Assuming rates go up reasonably fast (they are not expected to), this structure will continue to provide good carry even after the first year. The downside is that in case CL chooses to cancel the swap after 6 months, getting a carry trade like this might prove difficult. The risk remains that in the event Libor rallies rapidly in subsequent years, even if the barriers are not breached, the carry from the structure will not be as big. In case, the barriers are breached of course, the client may have negative carry from this structure, as CL will receive 6ML, but not pay the fixed rate for such days when 6ML > Barrier.

CURRENCY AND INTEREST RATE FORECASTS

CCY
Mar 31, 04
Jun 30, 04
Mar 31, 04
Jun 30, 04

USD



1.00%

GBP
1.7500
1.7500
1.00%
4.00%

JPY
110.00
110.00
0.00%
0.00%

EUR
1.2500
1.2500
2.00%
2.00%
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India This Week
The India time closing levels for the week ended 2Jan2004 were 3.65% p.a. for USD IRS, 3.85% for INR MIFOR and 4.70% s.a. for INR OIS.

In the calendar year 2003, we witnessed the amplitude of interest rates movement of 169bp in the USD 5Y IRS, 330 bp in INR 5 Y MIFOR and  215 bp in INR 5Y OIS. The USD 5Y IRS changes had a mean of 0.14% and a standard deviation of 8.25%. The INR 5Y Mifor changes had a mean of 0.46% and a standard deviation of 10.90%. The INR OIS 5Y OIS changes had a mean of 0.27% and a standard deviation of 6.60%

With elections in India and in US  this year, we do not anticipate the rates to increase substantially. Economic recovery in US and higher growth in India would be important and the monetary policy would remain accommodative to the fiscal policy.

If the oil prices go up, then RBI must let go the exchange rate and let INR appreciate against the USD; for the import bill not to hurt India's growth. If too much funds flow into India, then RBI must let the INR appreciate. Interest rates may be held at the current level with a mild soft bias until inflationary pressures are visibly disturbing; warranting a hike. Interest rates have to remain where they are for inducing capital investments; otherwise there would be no credit offtake. However, one does not see much of lower interest rates too unless the US is going the Japan way; and if that happens then INR Mifor would follow the USD IRS. One has to wait and watch how the US economy recovers.

For the week 5Jan to 9Jan, 2004 we expect the USD 5Y IRS to be in the range of 3.50% to 3.89% p.a, the INR 5Y MIFOR in the range of 3.60% to 4.00% s.a. and the INR 5Y OIS in the range of 4.50% to 4.75%

The summary of the USD/INR CIRS, POS and Coupon swap and the USD IRS for the week closing on 2Jan2004 India time is illustrated in the graph below :
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