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This month, TFA asked our friends at Derivative Logic to address current trends in Connecticut Tribe Among Partners
interest rates and how it may be a good time to consider interest rate protection for in $265M Mississippi Casino
tribal borrowers with floating rate debt. Banks are out marketing interest rate hedg- 06/07/16 – CDCGamingReports.com
ing contracts and given the current market, it’s a good time to start thinking about it.

Hedging in an Uncertain Interest Rate Cycle—
Interest Rate Collar
by Rex Evans and Jim Griffin
The Perfect Storm
We’ve all been witness to the recent
fall in interest rates of late of late as
global investors flocked to the safety
of government bonds as a shield from
the blowback of sagging global
growth, negative interest rates, and
BREXIT. There doesn’t seem to be any
change on the horizon as the Fed has
pushed the nearest possibility of an
interest rate hike to Q1 2017 at the earliest. On top of it all, the pool of negative-yield bonds has pushed the global
total of sovereign debt with negative
yields to $11.7 trillion, up $1.3 trillion
since May.
In conversations over the years with
borrowers of all shapes and sizes,
we’ve seen time and time again that all

borrowers basically share the same
basic goal: take advantage of lowinterest rates now while protecting
themselves if interest rates rise in the
future. While the “lower for longer”
interest rate theme and flat yield curve
continues to provide unique borrowing
opportunities, it also provides a hidden
opportunity for hedging interest rate
risk in alternative ways that haven’t
been attractive for quite some time.
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Hedging Considerations
So what’s a floating rate borrower to
do? Some borrowers opt for the easy
method of avoiding interest rate risk
fixing the rate on the entire loan for
the full term with an interest rate
swap: “Fix it and Forget it”. Sometimes
this makes the most sense given a bor(continued on Page 2)
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rower’s plans for the underlying asset,
or their view on the future upward direction of interest rates. Other options
include (a) just hedge a portion of the
debt (say 50%), (b) use a swap to fix
the rate for a period shorter that the
maturity of the loan or (c) make a bet
that interest rates will remain flat and
not hedge at all. Each borrower’s situation is unique. The market’s expectation of flat interest rates offer a great
time to consider some hedging options.
 Consider swaps to hedge floating
rate risk. They’re more attractive
now because of the lower fixed
rate they’re offering over historical
levels, and downside risk is lower if
the swap is terminated prior to
maturity.
 Better yet, consider an Interest
Rate Collar which can be structured with no up-front cost. A collar offers similar protection to ris-

ing interest rates, but the difference is that the hedger establishes
a defined RANGE (floor and ceiling) of interest rates they’ll be subjected to as opposed to a single
interest rate as in a swap. With a
Collar; the hedger is certain that
they’ll be exposed to LIBOR within
the defined range, and the range
provides the borrower with the

ability to take advantage of lowinterest rates in a much more beneficial way than a swap.
Interest Rate Collars are looking very
good right now, but the opportunity to
hedge with a collar may be short-lived.
The yield curve could steepen (see
chart on top of page 1), negative yield
fears could dissipate, or the economy
could strengthen. If any of these situations arises, the collar will likely lose
some hedging appeal.

Special thanks to Rex Evans and Jim
Griffin for partaking in this month’s
newsletter.
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