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PERSPECTIVES ON THE CAPITAL MARKETS

Taking Risk Out of Risky Times

Now is a good time to consider locking in longer-term fixed rates.

by Michael T. Newsome

itigating the sensitivity of busi-

ness cash flows to the movement of

interest rates is the prime motiva-
tion of hedging and is usually achieved with
interest rate derivatives (swap, cap or collar
contracts). An alternative, and perhaps more
common, rationale for employing interest
rate derivatives is an effort to time the mar-
ket to reduce the cost of capital. No matter
whether the objective is hedging or market-
timing, now is a prudent time to consider
locking in longer-term fixed rates.

The adjacent hedging matrix offers guid-
ance for hedging strategy based upon the
shape of the yield curve, Fed policy, and eco-
nomic activity. For example, a steep yield
curve, loosening Fed policy, and an economy
gathering steam signals that interest rates are
expected to rise. Therefore, locking in up to
75% of debt with longer-term fixed rates likely
would be beneficial. Conversely, a flat or in-
verted yield curve, coupled with tight Fed
policy and a slowing economy, implies falling
rates and a strategy of staying predominately
short with floating rates.

With the economy sagging, the normal
inclination would be to stay short in the hope
of further rate softening. But, for the reasons
outlined in the preceding article, low or falling
rates may not be a safe bet. We are not strong
proponents of market-timing, as the effort
seldom hit the mark. Nevertheless, long-term
rates approaching the 40-year lows achieved
in 2003 and the prospects for escalating infla-
tion are two compelling reasons to consider
hedging alternatives now.

Current credit market volatility has creat-
ed an unusually inverted yield curve through
the first 24 months, in anticipation of further
short-term rate reductions. Beyond two years,
a steeper, more normal curve reflects an ex-
pectation that rates will rebound. If concerns
about future inflation are valid, long-term
rates will continue to rise, dragging the entire
yield curve upwards.

To strike the fine balance between flexibility
and the lowest all-in cost of capital, the guid-
ance of a hedging advisor can be valuable in the
development and implementation of a hedg-
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ing strategy. Of course, banks are an excellent
source of expertise, as interest rate risk is central
to their business. But, in a complex market that
lacks pricing transparency, an independent ad-
visor offers some meaningful advantages:

= A broader range of alternatives. Swap
providers have a natural predisposition toward
hedging approaches that offer the greatest
profit. To that end, bankers often push long-
dated swap contracts, with lucrative embedded
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fees, rather than rate caps or collars that also
provide the desired protection and flexibility
for a flat premium.

= Real-time information. Breaking economic
news can materially move derivative-market
pricing in a matter of minutes. Most middle-
market companies do not have access to the
real-time market information necessary to
monitor the market closely for opportunities
or compare quotes from multiple sources.

= Pricing transparency. The compensation
for the provider built into a swap quote can
vary widely in the absence of pricing insight.
An independent advisor can quantify the

spread and inject competition into the process.

We can offer a few suggestions regarding
hedging strategies:

Separate hedging from credit structure.
Structuring hedges (swaps, caps, collars) that
are independent from debt is generally supe-
rior to a fixed-rate loan that is often subject
to a prepayment penalty. Keeping borrowing
arrangements on a floating rate basis provides
greater flexibility to make adjustments to

credit terms as conditions warrant, without
unwinding interest rate commitments and
tripping make-whole provisions.

Banks view the credit risk of a fixed-rate
loan the same as for a floating rate loan, while
swap or collar contracts are perceived as added
credit exposure. When arranging derivative
contracts, it is worthwhile to have an ability to
preserve the hedge, in the event it is necessary
to change lenders for the underlying borrow-
ing. This may require a pledge of specific col-
lateral, either at the time the hedge is imple-
mented or at the time of change.

Finally, the value of a derivative contract
increases or decreases as interest rates move
up or down. The gain or loss accrues to the
borrower. In the case of a terminated fixed-
rate loan, it is not unusual for the borrower to
pay a prepayment penalty, without regard to
the movement of interest rates.

Hedge interest rates for a period that
makes sense based on capital structure
and business. The funding for long-life as-
sets, such as plant and equipment, should be

hedged for a corresponding duration’ .

Any business in which customer demand
is adversely impacted by rising interest rates
should pay particular attention to interest rate
risk. The concern is most acute in firms where
debt is a major component of their long-term
(>3-4 years) capital structure. Rising rates are
reflected in both increased borrowing costs
and reduced operating earnings. This com-
bination can painfully erode the capacity to
service debt.

Lower interest rates have saved the bacon
of many leveraged businesses by lightening
the interest burden. It would be tragic to per-
mit rising rates to undercut the economics en-
visioned at the time of the borrowing. There
is an open window to take advantage of the
current interest rate environment. We can’t
know how long it will last, but it is certain
that without a defined interest rate strategy,
today’s opportunity will be lost. <

"Weighted average maturity of an asset’s or a liability’s cash flow.
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