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Chapter 14:

Floating-Rate Securities

Background

A. A floater’s coupon payments usually depends on the level of a money market interest rate (e.g., the London Interbank Offer Rate or LIBOR, Treasury bills)

B. A floater’s coupon rate can be reset semiannually, quarterly, monthly or weekly
C. The term “adjustable-rate” or “variable-rate” typically refers to those securities with coupon rates reset not more than annually or based on a longer-term interest rate

D. Most market participants use “spread” or margin measures (e.g., adjusted simple margin, or discount margin) to assess the relative value of a floater
II. GENERAL FEATURES OF FLOATERS AND MAJOR PRODUCT TYPES

A. A floater is a debt security whose coupon rate is reset at designated dates based on the value of some designated reference rate
B. The coupon formula for a pure floater (i.e., a floater with no embedded options) can be expressed as follows

1. Coupon rate  = reference rate ± quoted margin

2. The quoted margin is the adjustment (in basis points) that the issuer agrees to make to the reference rate

3. The reference rate is the interest rate or index used to determine the coupon payment on each reset date within the boundaries designated by embedded caps and/or floors

a. The four most common reference rates are

i. LIBOR

ii. Treasury bills yields

iii. Prime rates

iv. Domestic CD rates

b. The most common reference rates for adjustable-rate mortgages (ARMs) or collateralized mortgage obligation (CMO) floaters include

i. The one-year Constant Maturity Treasury Rate (one-year CMT)

ii. The 11th District Cost of Funds (COFI)

iii. Six-month LIBOR

iv. The National Monthly Median Cost of Funds Index

c. In the municipal market the reference rate for floaters is often

i. A Treasury rate

ii. The prime rate

iii. A municipal index (JJ Kenney Index, Bond Buyer 40 Bond Index, Merrill Lynch Municipal Securities Index)

4. Limits on how much the coupon rate can float

a. A cap — the maximum coupon rate that will be paid on any reset date

b. A floor — the minimum coupon rate that will be paid on any reset date

c. When a floater possesses both a cap and a floor, this feature is referred to as a collar
C. Inverse or reverse floaters
1. Floaters whose coupon rate moves in the opposite di​rection from the reference rate
2. A gen​eral formula for an inverse floater is

a. K – L x (Reference rate)

b. L = Coupon Leverage

D. Floaters with special features

1. Stepped spread floaters — change quoted margin at certain intervals over a floater’s life

2. Range notes — coupon payment depends upon the number of days that the specified reference rate stays within a pre-established collar (accrues at 0% outside the collar)
3. Dual-indexed floaters — coupon rate formula is typically a fixed percentage plus the difference between two reference rates
4. Structured notes — potential reference rates include movements in foreign exchange rates, the price of a commodity (e.g., gold), movements in an equity index (e.g., the S&P 500 Index), or an inflation index (e.g., CPI)

III. CALL AND PUT PROVISIONS

A. The call option gives the issuer the right to buy back the issue prior to the stated maturity date

1. An issuer who wants to include a call feature when issuing a floater must compensate investors by of​fering a higher quoted margin
B. A put provision gives the security holder the option to sell the security back to the issuer at a specified price (the put price) on designated dates

1. The advantage of the put provision to the holder of the floater is that if after the issue date the required margin rises above the quoted margin, the investor can force the issuer to redeem the floater at the put price and then reinvest the proceeds in a floater with the higher quoted margin

IV. SPREAD MEASURES

A. Spread for Life

1. Also called simple margin, a measure of potential return that accounts for

a. The accretion (amortization) of the discount (premium)
b. The constant index spread over the security’s remaining life
B. Adjusted Simple Margin

1. Also called effective margin, an adjustment to spread for life that accounts for

a. A one-time cost of carry effect when a floater is purchased with borrowed funds
b. The cost of carry from the settlement date to next coupon reset date
C. Adjusted Total Margin

1. Also called total adjusted margin, adds one additional refinement to the adjusted simple margin

a. The adjusted simple margin plus the interest earned by investing the difference between the floater’s par value and the carry-adjusted price
b. When the floater’s adjusted price is greater than 100, the additional increment is negative and represents the interest foregone
D. Discount Margin

1. Indicates the average spread or margin over the reference rate the investor can expect to earn over the security’s life given a particular assumed path that the reference rate will take to maturity

2. The assumption that the future levels of the reference rate are equal to today’s level is the current market convention

3. For a floater selling at par, the discount margin is simply the quoted margin
4. For the floater selling at a premium (discount), the discount margin is below (above) the quoted margin
E. These measures reflect relative value under the assumption that reference rates do not change
F. A difficulty in using the measures is that they do not recognize the presence of embedded options
V. PRICE VOLATILITY CHARACTERISTICS OF FLOATERS

A. Factors that Affect a Floater’s Price

1. Time Remaining to the Next Coupon Reset Date
2. Changes in the Market’s Required Margin
a. The required margin for a particular issue depends on
i. The margin available in competitive funding markets
ii. The credit quality of the issue

iii. The presence of any embedded call or put options
iv. The liquidity of the issue

v. Margins available in the syndicated loan market (an alternative source of funding to floaters)

b. Credit spread is the portion of the required margin attributable to credit quality
i. The risk that there will be an increase in the credit spread required by the market is called credit spread risk
ii. The concern for credit spread risk applies not only to an individual issue, but to a sector or the economy as a whole (e.g., credit spreads may increase during a financial crisis)

c. A portion of the required margin reflects the call risk if the floater is callable
i. The greater the call risk, the higher the quoted margin at issuance, other things equal

d. In contrast to call risk owing to an embedded call option, a put provision provides benefits to the investor

i. If a floater is putable at par, all else the same, its price should trade at par near the put date

e. A portion of the quoted margin at issuance will reflect the issue’s perceived liquidity
i. Liquidity risk is the threat of an increase in the required margin due to a perceived deterioration in an issue’s liquidity

ii. Investors in non​traditional floater products are particularly concerned with liquidity risk

3. Whether or Not the Cap or Floor is Reached
a. Once the coupon rate rises above the cap rate, the floater then offers a below market coupon rate and the floater will trade at a discount
i. The floater will trade more and more like a fixed-rate security the further the capped rate is below the prevailing market rate

ii. Cap risk is the risk that the floater’s value will decline because the cap is reached

b. Once the floor is reached, all else equal, the floater will trade either at par value or at a premium to par if the coupon rate is above the prevailing rate offered for comparable issues
B. Duration of Floaters

1. Two measures are employed to estimate a floater’s sensitivity to each com​ponent of the coupon formula

a. Index duration is a measure of the floater’s price sensitivity to changes in the reference rates holding the quoted margin constant

b. Spread duration measures a floater’s price sensitivity to a change in the “quoted margin” or “spread” assuming the reference rate remains unchanged

C. Price Volatility of an Inverse Floater

1. An inverse floater can be created by acquiring a fixed-rate security and splitting it into a floater and an inverse floater
2. The fixed-rate security from which the floater and inverse floater are created is called the “collateral”

3. The interest paid to the floater investor and inverse floater investor must be such that it is equal to the interest rate paid on the collateral
4. Because valuations are additive (i.e., the value of the collateral is the sum of the floater and inverse floater values), durations (properly weighted) are ad​ditive as well

5. The duration of an inverse floater will be a multiple of the duration of the collateral from which it is created
6. The inverse floater is a leveraged position in the collateral
a. Ownership of an inverse floater is equivalent to buying the collateral and funding it on a floating-rate basis

b. The reference rate for the borrowing is equal to the reference rate for the inverse floater
VI. PORTFOLIO STRATEGIES

A. Basic asset/liability management strategies

1. Depository institutions typically borrow short-term
2. Their objective is to lock in a spread over their short-term funding costs, which can be accomplished by investing in floating-rate products
a. Cap risk — the floater’s coupon rate will likely be capped while the short-term funding may not be
b. Basis risk — the floater’s reference rate may not be the same as the reference rate for funding
B. Risk arbitrage strategies
1. Money managers use leverage (via repurchase agreements) to invest in agency adjustable-rate passthrough securities that earn a higher spread over their borrowing rate
a. Cap risk — if the floater’s coupon is capped while the funding rate is not
b. Basis risk — if the two reference rates are mismatched
c. Price risk — if the floater’s risk changes for the worse and the floater must be sold prior to maturity
i. The quoted margin will no longer compensate the investor for the security’s risks
ii. The floater will sell at a discount to par
2. A risk arbitrage strategy is not a reliable source of spread income
C. Betting on changes in the required margin

1. If conditions change such that the required spread is greater than (less than) the quoted margin, the floater will trade at discount (premium) to par
2. Given this background, one obvious strategy money managers pursue is betting on a change in the required margin for a single issue or a sector
D. Arbitrage be​tween fixed- and floating-rate markets using asset swaps

1. Money managers arbitrage between floaters and fixed-rate securities using a so-called asset swap
2. An asset-based swap transaction involves the creation of synthetic security via the purchase of an existing security and the simultaneous execution of a swap
3. A contrary-minded floating-rate investor like a financial institution could take advantage of similar circumstances by

a. Buying newly issued investment-grade corporate bonds with relatively attrac​tive coupon rates and

b. Simultaneously taking a long position in an interest rate swap (pay fixed/receive floating)
4. Because of the higher credit spreads, the cou​pon rate that the financial institution receives is higher than the fixed-rate paid in the swap
5. Accordingly, the financial institution ends up with a synthetic float​ing-rate asset with a sizeable spread above LIBOR
6. By similar reasoning, in​vestors could buy floaters and use swaps to create a synthetic fixed-rate security
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