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December 08, 2003 - Is the honeymoon over?



INTEREST RATES (%)

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

USD
1.18000
1.26000
2.80
3.60

GBP
4.00250
4.18531
4.93
5.03

JPY  
0.05750
0.07000
0.39
0.77

EUR
2.15238
2.21375
3.22
3.69
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NEWS and VIEWS

We asked you to hold for a spike in U.S. rates, which the market delivered last week. We earnestly hope you used the opportunity to receive. 

Reasonably good data overall notwithstanding, the market reacted with near panic to the moderately benign jobs data. It’s an unique situation. Increased productivity is preventing the labour market from recovering. Factory orders increased at 2.2%, the highest in a year; the jobless rate continues to remain below 6% for the second successive year; consumer spending continues to be reasonably high this Christmas season. And yet, the market now seems as convinced as we (God only knows why it took so long!) that sustained recovery is not in sight. That leads us to believe that this brief honeymoon with recovery dreams is at an end. We remain convinced that Fed rates will remain at current levels for a year or so, and will not even change their cautious wording at this week’s FOMC. Current swap levels are still too high – receive on structured swaps remains our mantra. There’s trade data end of the week – don’t be surprised if it disappoints.

IDEA FOR THE WEEK – 
5 Year Callable Reverse Floater Swap In-Arrears

Notional Amount


USD 25 million

Client Pays
6 month USD Libor 

Client Receives
5.00% fixed 
Year 1 



Max { ( 7.00% - 6MLIA ) , 0 } 
Year 2

Max { ( 9.00% - 6MLIA ) , 0 } 
Year 3

Max { ( 10.00% - 6MLIA ) , 0 } 
Year 4

Max { ( 11.00% - 6MLIA ) , 0 } 
Year 5
Cancellation
CL has the right to cancel this swap after paying accrued interest at the end of 1 Year and every semi-annual payment date thereafter.

Opportunity for the Client
The current 5-year swap rate is 3.60%, and the 6ML is 1.23%. Thus, this swap currently has a carry of 3.77% p.a. Assuming rates down go up very 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 1 year, getting a carry trade like this might prove difficult. The risk remains that in the event Libor fixes above 3.50% in Year 2, ……or 5% in Year 4 for example, you might have negative carry for those periods. With rates expected to go up slowly in this cycle, this product is likely to provide good returns at relatively low risk.
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CURRENCY AND INTEREST RATE FORECASTS

CCY
Dec 31,03
Mar 31,04
Dec 31,03
Mar 31,04

USD


1.00%
1.00%

GBP
1.7000
1.6500
3.75%
3.75%

JPY
110.00
120.00
0.10%
0.10%

EUR
1.2000
1.1500
2.00%
2.00%
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USD CURVE

		CCY		1Y		2Y		3Y		5Y		7Y		10Y

				2.73		3.79		4.43		5.08		5.49		5.83								PG19908

				2.57		3.57		4.11		4.8		5.22		5.6

				0.96		1.23		1.6		2.31		2.85		3.4		16-Jun

				1.48		2.22		2.83		3.62		4.13		4.63		8-Dec

				1.25		1.82		2.4		3.29		3.87		4.38		29-Sep
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INR CURVE

		CCY		1Y		2Y		3Y		5Y		7Y		10Y

				2.73		3.79		4.43		5.08		5.49		5.83								PG19908

				2.57		3.57		4.11		4.8		5.22		5.6

				2		2.9		3.5		4.05		4.4		4.75		24-Nov

				3.6		3.75		3.9		4.35		4.8		5.2		14-Jul

				1.73		2.43		2.87		3.53		4.02		4.46
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INR CURVE
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