LOCKING IN TREASURY RATES WITH TREASURY LOCKS

Interest-rate sensitive financial decisions often involve a waiting period before they can be implemen-ted. This delay exposes institutions to the risk that a change in Treasury note or bond yields will adversely impact the economics of the prospective transaction. Savvy financial managers, however, know they don’t have to tolerate interim Treasury rate risk. Instead, they can lock in prevailing Treasury rates, using any one of a number of hedging tools available. Treasury locks, caps, floors, and collars are particularly effective tools for hedging against adverse Treasury rate movements over time periods ranging from several hours to 18 months

THE CHALLENGE

Between the time a company makes a financial decision and the time it completes the intended transaction, it is exposed to the risk that an increase or decrease in Treasury note or bond yields will adversely impact the economics of the prospective transaction.

The Treasury rate is often the largest and most volatile component of the interest rate risk to which an institution is exposed. Public debt and private placements, for example, are priced at a spread over Treasuries. The spread is determined largely by company specific factors, and it may remain stable over the waiting period. The Treasury rate, in contrast, can be quite volatile over the same period. Thus, by hedging the Treasury rate, an institution hedges one of the largest and most volatile components of its overall interest rate risk. Since a Treasury lock does not hedge the spread over Treasuries, the company still has some basis risk. But this risk is generally a relatively small component of an investment-grade corporation’s borrowing rate. 

The following table lists many of the situations for hedging Treasury rates.

· Future public debt issues 

· Pre-circle private placement rates 

· Pre-circle rates on term fixed rate bank loans 

· Hedge pipeline risk from securitization programs 

· Eliminate rate exposure on upcoming lease agreements 

· Bond tenders 

· Early termination of Private Placements 

· Debt defeasances 

· Investment in fixed income assets 

· Pension benefit plan changes 

EXPOSURE TO RISING TREASURY RATES
Interim interest rate risk most commonly arises when there is a time delay between the decision to issue public or private debt and actually pricing the securities. Sometimes the delay is due to registration requirements, documentation delays, due diligence or supply and demand conditions (such as the amount of investor appetite). Regardless of the reason, the delay exposes the issuer to the risk that a rise in interest rates prior to the pricing of the securities will significantly increase long-term borrowing costs. 

Exposure to a rise in Treasury rates can also be driven by a decision involving the company’s fixed rate receivables. For example, a company that decides to sell receivables is exposed to the risk that a rise in interest rates prior to the completion of the sale will trigger a decrease in the price obtained for the receivables.

EXPOSURE TO DECLINING TREASURY RATES
Changing Treasury rates can dramatically affect the cost of retiring private placement debt or tendering for outstanding public bonds. Here, the issuer is exposed to the risk that a decline in Treasury note or bond yields between the decision point and the actual repurchase of the securities will cause an increase in their cost. Note that the make-whole provisions embedded in private placements are priced off of Treasury rates. The lower the Treasury rate, the higher the make-whole provision or the cost of buying back debt from investors.

In fact, almost any decision to purchase fixed rate securities at a future date exposes a prospective buyer to interim Treasury rate risk. Take, for example, the case of a company that decides to terminate its pension plan and to purchase annuities for plan participants. Between the time the company decides to purchase the annuities and the time it completes the transaction, it is exposed to the risk that a decline in Treasury rates will cause an increase in the purchase price of the annuities. Similarly, a company that decides to invest in other types of fixed-income securities, such as bonds or mortgages, is exposed to the risk that a Treasury rate decline prior to the actual time of purchase will cause an increase in the purchase price--hence a decrease in the return--of the prospective investment.

POTENTIAL CONSEQUENCES
Over a period of several months, small interest rate movements of 10 to 15 basis points per day can have a large cumulative impact on the economics of a transaction. 

Take, for example, the case of a $100 million, prospective debt issue to be priced off a 10 year Treasury that has a current yield to maturity of 6.57%. The graph shows the present value of the incremental borrowing cost associated with a 10, 20, 30, 40, and 50 basis point increase in treasury rates.

Needless to say, the cost of even a 10 basis point rise in treasury rates during the waiting period can be significant.


THE SOLUTION
There are a variety of hedging tools specifically designed to hedge long-term Treasury rates over relatively short periods of time ranging from several hours to 18 months. One of the most useful of these tools is the treasury lock.

TREASURY LOCK 
A treasury lock is simply a synthetic forward sale of a U.S. treasury note or bond which is settled in cash based upon the difference between an agreed upon Treasury rate and the prevailing Treasury rate at settlement. If, at the contract’s settlement date, the prevailing rate is higher than the agreed upon rate, a bank will pay to the borrower a cash sum based upon the difference in the two rates. However, if the prevailing Treasury rate is lower than the lock rate, the borrower will pay to the bank a cash sum based upon the rate differential. Thus, a Treasury lock allows a company to effectively "lock in" a single known Treasury note or bond yield for a period of time. 

An advantage of the Treasury lock is that it does not require the hedger to pay an up-front fee. The lock rate is determined by the cost of financing the transaction. To create a Treasury lock for a client, a bank opens a short position in the bond market by selling Treasury bonds. When it sells the bonds short, the dealer receives a return on its proceeds (at the reverse repo rate). But the bank must pay the bond coupon rate to the buyer. The net cost of carrying this position determines the yield that the client can lock in. To state a forward pricing formula most simply, the yield of a bond equals the spot yield plus the cost of carrying the short position during the holding period. 

Because Treasury locks are priced off the U.S. Treasury market, they are very liquid. As a result, Treasury locks can be easily amended to accommodate changing circumstances. For example, in the event that a company’s bonds are priced before the lock matures, it’s a simple matter to terminate the Treasury lock. Similarly, if the bonds are priced at a later-than-expected date, the lock can be efficiently extended.

APPLICATIONS
Treasury locks have a large number of applications. One of the most common is to lock in the treasury rate that will serve as the basis for the pricing of a prospective public or private debt issue. Please note that the following examples are used for illustration purposes only. 

For example, Company XYZ plans to float a $100 million 10-year bond offering in 60 days. At a time when the spot yield on the 10-year Treasury is 6.57%, it wishes to enter a rate lock. It, therefore, enters into a 60-day Treasury lock with a lock rate of 6.62% on the entire face amount. If, at the end of a 60-day period, the prevailing Treasury rate is 6.80%, the borrower will receive a sum of $1,258,200 from the bank. This sum represents the present value of the difference between the Treasury rate prevailing at the lock’s expiration of 6.80% and the agreed upon lock rate of 6.62%.

  Payment due borrower = [Present value of a basis point1] x [the difference between the prevailing treasury rate at settlement and the lock rate] x notional amount

-or-

= [6.99] x [6.80% - 6.62%] x $100,000,000 = $1,258,200

This gain, however, will be offset by a corresponding rise in the coupon rate of the bond issue when it is priced. The net result is that the effective treasury component on the borrower’s $100,000,000 financing is 6.62%--the rate agreed to in the treasury lock.

In the event that the prevailing Treasury rate at the end of the 60-day period is lower than the agreed upon rate, the borrower will owe the bank a cash amount equal to the difference between the prevailing forward rate and the agreed upon rate.

For example, if the agreed upon rate is 6.62% and the prevailing treasury rate at the end of the 60-day period is 6.50%, the borrower will be required to pay to the bank $861,600. This figure is computed as follows:

Payment due bank = [Present value of a basis point1] x [the difference between the lock rate and the prevailing treasury rate at settlement] x notional amount.

-or-

= [7.18] x [6.62%-6.50%] x $100,000,000 = $861,600

This additional expense will be offset by a corresponding decrease in the borrower’s bond yield when issued. Once again, the effective treasury rate on the borrowing is 6.62%. 

TREASURY CAP
An alternative means of hedging against a potential rise in Treasury rates is to purchase a Treasury cap. A cap is simply a cash-settled option contract in which a bank agrees to pay the hedger the cash value of the difference between an agreed upon cap rate and the 

prevailing Treasury rate at settlement—only if the latter is higher. A cap establishes a ceiling on the interest rate risk to which the seller is exposed. It is used to hedge against interest rate increases. 

A cap is effectively a put option on bond prices. It provides protection against a potential rise in interest rates while still affording the buyer the ability to benefit from a possible decline in rates. The only money the buyer of a cap will ever be required to pay is the up-front premium paid at the onset of the transaction. 

Like an option’s premium, a cap’s premium is a function of five principal factors. These are the time remaining to expiration, the volatility of the underlying Treasury note or bond, the prevailing Treasury price and its corresponding yield, the strike rate, and the risk-free rate of interest.

The table below shows the premium for a 60-day cap on the 10-year Treasury for three different strike rates. Note that the higher the strike rate, the lower the premium, reflecting the decreasing probability that the cap will provide a cash payment to the owner at expiration.

	Strike Rate
	Cap Premium in Basis Points

	6.80%
	58

	7.05%
	21

	7.30%
	9


The bank will make a payment to the buyer of the 7.05% cap only if the prevailing Treasury rate exceeds the strike rate of 7.05%. The numerical computation is identical to that used to determine the payout on the Treasury lock, with two differences. (1) The cap’s strike rate is used in place of the lock rate; and (2) the payout is always made by the seller (the bank) to the buyer.

TREASURY FLOOR
The mirror image of a cap is a Treasury floor. A Treasury floor is effectively a call option on bond prices. It provides protection against a decline in Treasury rates while still giving the hedger the opportunity to fully benefit from rising rates.

As with the cap, the one-sided protection afforded by a Treasury floor comes at a price; the buyer must pay an up-front premium for it. Just as with caps, the floor premium is determined by the same variables that influence the pricing of a Treasury lock plus one additional variable: the market’s assessment of bond price volatility. 

The table below shows the premium for a 60-day floor on the 10-year Treasury for three different strike rates:

	Strike Rate
	Premium

	6.60%
	92

	6.35%
	34

	6.10%
	14


Note that the premium declines in tandem with decreases in the strike rate, reflecting the decreasing probability that the floor will be in-the-money at expiration.

Option based instruments, such as caps and floors, are particularly effective tools for hedging transactions that are not certain to take place. This is because the owner of the cap or the floor will never be required to pay out cash after paying the initial purchase premium.

TREASURY COLLARS
A treasury collar is created when a hedger purchases or sells a Treasury cap and takes the opposite position in a Treasury floor. The proceeds received from the sale of one instrument are used to partially or completely offset the premium the hedger must pay to buy the other. A collar in which the proceeds from the sale of one contract exactly offsets the cost of the other is known as a zero premium collar. 

SUMMING UP

Treasury locks, caps, floors, and collars are particularly effective tools for managing interest rate risk over relatively short periods of time. These tools have evolved into efficient, easy to use risk mitigants for a variety of uses. 

The specialists in Bank of Montreal’s Global Financial Products Group can work with you to custom design the most effective short-term hedging program in light of your company’s precise needs.
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