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Interest Rate Analysis

• Currently, one-month LIBOR is 3.09%, and three-month LIBOR is 3.29% (up 
from 1.10%, and 1.11% one year ago).

• At the May 3rd FOMC meeting, Federal Reserve policy makers raised the 
federal funds rate by a quarter-point to 3.00%. The Committee restated their 
plan to raise rates at a "measured" pace and mentioned that inflation risks are 
rising, stating “pressures on inflation have picked up in recent months and 
pricing power is more evident".

• The market (based on Eurodollar futures) is currently expecting three-month 
LIBOR to be at roughly 4.15% one year from now, and at roughly 4.35% in two 
years.
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Three-month LIBOR: Past and Projected
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History

Implied Forwards

Average 3 Month LIBOR Rate:    4.58%
3 Month LIBOR Rate (High):       8.69%
3 Month LIBOR Rate (Low):        1.11%



5

Interest Rate Swap

Fixed Swap Rate

Three-Month LIBOR

Three-Month LIBOR
plus Credit Spread     

Net Interest Expense = Fixed Swap Rate 
plus Credit Spread

A contractual agreement between two parties in which the parties agree to 
exchange cash flows representing interest payments on an underlying 
notional principal amount for an agreed upon term.

Corporation

Bank Loan
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Forward Start Interest Rate Swap

An interest rate swap that begins on a specific date in the future, 
but the fixed rate is set today.

Today

Determine
Fixed Rate

Swap End DateSwap Start Date
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Swaption

Company has the right, but not the obligation, to pay fixed in an interest 
rate swap that begins on a specific date in the future, but the fixed rate is 
set today.  Company pays a premium for this option.

Today

- Premium Due
- Determine
Fixed Rate

Swap End DateSwap Start Date

- Decide to enter into swap?
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Swaption Corridor

Company buys a right-to-pay swaption, and sells a right-to-pay swaption
with a higher strike.  Company is limiting its protection to future increases 
in the swap rate.  However, the company pays a lower net premium for 
this structure.

Right-to-pay fixed at 5.00%

Three-Month LIBOR

Corporation
(owns option)

Right-to-pay fixed at 7.00%

Three-Month LIBOR

Corporation
(sells option)
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Interest Rate Cap

Company pays a premium in exchange for the right to receive a payment if 
LIBOR is set at a level greater than the strike rate.

Maximum ($0, LIBOR- strike)

Up-front, one time, premium payment

Corporation
(owns cap)
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Interest Rate Collar

Company purchases a cap and sells a floor to form a collar.  The net 
premium can be reduced to zero by choosing the strike rates that allow for 
the cap and floor premiums to be equal.

Maximum ($0, LIBOR- strike)

Up-front, one time, premium payment

Corporation
(owns cap)

Maximum ($0, Strike – LIBOR)
Corporation
(sells floor)

Up-front, one time, premium payment
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Interest Rate Corridor

Company buys a cap with a low strike and sells a cap with a higher strike.  
The company limits their benefit to increases in LIBOR above the higher 
strike.  However, the company pays a lower net premium for this structure.

Maximum ($0, LIBOR- strike1)

Up-front, one time, premium payment

Corporation
(owns cap)

Maximum ($0, LIBOR- strike2)

Up-front, one time, premium payment

Corporation
(sells cap)

Strike1 is lower than strike2
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Applications

• Attain financial goals  

The use of  hedging instruments increases the certainty of cash flows which  
enhances a corporation ability to meet stated financial objectives, such as 
EPS, EBITDA, and ROE.

• Hedging a floating rate loan

Interest rate swaps, caps and collars all place limits a corporation’s exposure 
to increases in short term rates.
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Applications (continued)

• Pre-hedge future fixed rate financings  

Forward starting swaps are an effective tool to protect against an increase in 
interest rates prior to the issuance of fixed rate debt.

• Preserve cost of capital in a bidding situation

The use of swaptions allows a corporation to place an upper bound on its cost 
of capital in situations where the need for financing is uncertain.  Examples 
include acquisitions, and requirement to provide client financing with 
equipment sales.
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Disclaimer

The information provided herein has been provided for informational purposes only.  Certain information may be 
based upon information generally available to the public from sources reasonably believed to be reliable.  
However, we have not independently verified such information and we make no representation or warranty, 
express or implied, as to the accuracy or completeness of the information contained herein.  Prices and 
valuations contained herein are provided for purposes of example only.  Prices and valuations are subject to 
change, and thus, should not be assumed to be current.  Prices should not be viewed as an offer or solicitation 
on our part to engage in a transaction at that price.  In addition to price information, valuations also incorporate 
certain assumptions, which may not be accurate.  Changes to those assumptions could have a material impact 
upon the valuation.  Moreover, past performance should not be viewed as indicative of future performance or 
future returns.  We cannot and do not guarantee any expected results.  This information does not constitute our 
investment advice or a recommendation by us.  We are not acting in a capacity as advisor to you.  Accordingly, 
you should consult your own advisors (tax, financial, legal and others you deem appropriate) in considering the 
information contained herein.


