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We warned you last week folks – get serious about hedging your floating rate debt! The blue line above shows today’s swap rates – and they are 35 bp up from a week ago! It is a clearly discernible parallel shift. So playing on the steepness to subsidize your fixed rates is still a strategy that should work. But then there is always the contrarian in us that opens our eyes to other opportunities – the sharp move up in swap rates can also be used by clients with high fixed rate debt to subsidize that debt! After all, if you have debt at 8% fixed, its unlikely that you will see Libor at those levels anytime soon! This is thus a time that provides opportunities on both sides – an unique situation that stems from the uncertainty about the speed and extent of U.S. economic recovery.

In terms of data, the last week has been a very heavy one. Non-farm payrolls rose 66K in February, unemployment rate fell 5.5%, Q4 GDP was revised upward. What was most significant however, was Mr. Greenspan’s volte face as far as the testimony before the Senate went, where he noticeably changed his tone from the weakening bias talk a week before. Retails sales this week are expected to show a 0.7% rise, in the first sign that consumer spending may be making a real comeback. We don’t however expect a hike from the Fed until the second half of the year, the September FOMC being our earliest rate reversal target.
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Period 1:
6 month USD Libor, A/360, S.A.


Period i:
Min (6 month Libor, Coupon i-1 + 70 bp)
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This structure, while it may look complicated, is actually quite simple. The client’s liability moves from 6 month Libor to 12 month Libor-in-arrears. But as long as this fixing is between 2.75% & 5%, the client pays 2.75%, and above 5%, the client pays 5%. Current 12 month Libor is 2.78%, so its virtually certain that the client will enjoy the 2.75% cap for the foreseeable future. On the receiving side, the client will currently receive 2.18% for the first period. And unless 6 month Libor moves up by more than 70 bp in the next 6 months,  the client should receive actual Libor from the swap to pay the original lender. And this is true of all subsequent 6 month periods where the interest receipt is capped by an upmove of 70 bp from the previous coupon. An interesting point to note is that the semi-annual growth in 6-month Libor has been below 70 basis points 83% of the time in the past ten years.
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