SWAPS
Before going to know about this 5 letter word, you should know 2 small concepts.

1. Fixed rate interest

2. Floating rate interest

Do you want to know what actually these interests are, again watch above and read those two terms carefully.


Yes, what you have understood is right,
From borrower point of view:

· When the interest payable is always fixed over the life time of the obligation (say, interest on loan, interest on deposits etc.,) it is known as fixed interest rate obligations.

· When the interest payable is floating (????!!!!) [Yes, its right but not on the water] i.e. fluctuating, it is known as Floating interest obligation.

From Lender/Investor point of view:

Excellent you have understood soon!!!!!!

It’s same as above but you will be receiving interest.

How Come interest payable/receivable will be fluctuating? We have learnt earlier, that interest will be fixed.


Yes, it’s a common doubt. But go through the following example, which will clarify your doubt. {Before reading, step into the shoes of investor}

PINNACLE ltd. Approached you for a debt of 5,00,000 @ 18% interest and principle repayable after 10 years.

Will you accept for the offer?

Suppose if you don’t accept, here is the additional information about Pinnacle ltd. Debt is rated “AAA” by many rating agencies and the interest paid by the similar company at present is also less than 18% and approximates 16%.

Now has your decision changed? (i.e. to invest in PINNACLE ltd.)

Suppose if you invest, your decision is wrong.



Have you shocked!!!!


Develop the attitude of forecasting the future, the debt in the case is repayable after 10 years and you will get the same interest amount until 10 years. As and when the time passes the country grows and you will get more and more returns in the form of interest.

So, Now you have understood why we need floating rate of interest.


How the floating rate of interest will be constructed?

It is composed of 2 portions. First, a fixed portion of interest and second a variable portion. Some times there may be only variable portion. The variable portion depends on various money market instruments like,
· Treasury bill rate ( T Bill rate)

· Mumbai Inter Bank Offer Rate (MIBOR)
· London Inter Bank Offer Rate (LIBOR)

Following are some of the examples of Floating rate of interest.

LIBOR, LIBOR+2%, MIBOR+3%, T-Bill rate+1% etc.,
Advantage / Disadvantage of Fixed/ Floating rate of interest

	
	Fixed Rate
	Floating Rate

	
	For Borrowers
	For Lenders/Investors
	For Borrowers
	For Lenders/Investors

	When interest rates (in general are increasing)
	Advantage
	Disadvantage
	Disadvantage
	Advantage

	When interest rates (in general are decreasing)
	Disadvantage
	Advantage
	Advantage
	Disadvantage


Interpretation: Suppose you are a borrower and the interest rates in general are decreasing, definitely your attitude is to shift from fixed rate to floating rate and the same logic applies in all the cases above.
How can you shift from fixed rate to floating rate and from floating rate to fixed rate?


Here comes the concept of SWAPS. 

SWAP is one of the derivative products. It is an agreement between two parties to exchange a series of future cash flows. It can also be termed as series of payments.                   (Source: CFA (U.S))

