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In the midst of a heightened uncertainty, we keep seeing selective

opportunities in the current market environment:

• Hedge medium to long-term risk via Interest Rate Swap. Swap

rates have fallen as financial markets roiled. The current levels allow for

a good entry point for clients looking to hedge their long-term floating

rate exposures should the Fed keep rates higher for longer;

• Along the same lines, forward-starting IRS seem to offer decent value

given the relatively inverted yield curve;

• Alternative hedging strategy structured via options (like Interest Rate

Collar);

• A floored floater structured deposit can help investors monetize on the

Fed’s rate hiking cycle while providing protection against falling rates.

The Federal Open Market Committee’s recent policy meeting ended on May

03, 2023. Given below are the key takeaways from same;

• The Fed raised rates by a quarter percentage point to a range of 5%-

5.25% and said it would pivot to making decisions on a meeting-by-

meeting basis, opening the door to a pause after this. Both were

broadly expected by markets.

• The decision was unanimous. Chicago Fed President Austan Goolsbee,

who has sounded a more dovish note following recent banking sector

stress, did not dissent. In his post-meeting press conference, Powell

said support for the 25 basis-point hike was “very strong.”

• The Fed said inflation, labor-market and credit conditions data will

factor into future policy, with Powell noting that the job market is still

very tight, and uncertainty about how much reduced lending from

banks will contribute to a cooling in the economy still uncertain. The

Fed will also continue its balance sheet runoff.

• Powell answered questions about the Fed’s SVB report, saying the

central bank will work to strengthen supervision and regulation for

midsize banks. He also said that it’s “essential” for the debt ceiling to

be raised and that a US government default could be quite adverse.

Executive summary

Interest rate strategyBackground



Public - عامة

Interest 
Rate Markets



May Fed meeting update

Implied Overnight Rate & number of 

hikes / cuts (as of 07 May 23)

“Dot plot” in Mar’23 unchanged vs Dec’22 meeting

Fed hikes but hints at possible pause

• The Federal Reserve raised interest rates by a quarter percentage point and hinted it may be the final move in the most

aggressive tightening campaign since the 1980s as economic risks mount.

• “The committee will closely monitor incoming information and assess the implications for monetary policy,” the Federal

Open Market Committee said in a statement. It omitted a line from its previous statement in March that said the

committee “anticipates that some additional policy firming may be appropriate.”

Market reaction

• The market reaction in both stocks and Treasury yields was fairly muted compared to prior meetings. The S&P 500

declined 0.6% as of 3:33 p.m. in New York on 04 May 2023.

• Rates on swap contracts linked to Fed meetings moved higher, to levels consistent with a stable policy rate until

September. Treasury two-year yields climbed as much as 15 basis points to 3.94%.

Economic assessment hints at potential recession

• Policymakers are resolved to ensure inflation will continue decelerating — potentially with costs to employment — even as

the banking system endures ongoing stress, lawmakers step up criticism and the latest data suggest emerging weakness

in the labor market.

• Powell said bank conditions had “broadly improved” since early March but said the strains in the sector “appear to be

resulting in even tighter credit conditions for households and businesses,” following a tightening in credit over the past

year. He also stated that it’s possible the US could experience what he hopes would be a mild recession.

Data source: Bloomberg
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Fed focus on inflation remains

• The Federal Reserve lifted its benchmark federal funds rate to a target range of 5% to 5.25%, the highest level since

2007, up from nearly zero early last year. The vote was unanimous, and Chair Jerome Powell said support for the 25

basis-point rate increase was “very strong across the board.”

• Whether that rate will prove to be high enough to bring inflation back to the Fed’s 2% target will be an “ongoing

assessment” based on incoming data, Powell said, adding later that Fed officials’ outlook for inflation does not support

rate cuts. Moreover, the Fed Open Market Committee stated that it will take into account various factors “in determining

the extent to which additional policy firming may be appropriate.”

• “That’s a meaningful change that we’re no longer saying that we anticipate” further increases, Powell said at a press

conference after the decision, when asked whether the statement is a signal that officials are prepared to pause rate

increases in June. “So, we’ll be driven by incoming data, meeting by meeting, and we’ll approach that question at the

June meeting.”

• While Powell has said that a recession is possible, he mentioned that “the case of avoiding a recession is in my view

more likely than that of having a recession.” Wage increases have been moving down, and job openings have declined

but have not been accompanied by rising unemployment, he said.

• Still, prospects of rising unemployment are ringing alarm bells in Washington as the 2024 presidential election campaign

shifts into gear. A group of US senators led by Elizabeth Warren and Bernie Sanders published a letter to Powell, urging

him to cease rate hikes.

• While the Fed may be finished raising rates, Powell and his colleagues have pledged to keep them elevated for a time to

make sure the central bank’s preferred measure of inflation — down from last year’s peak of 7% to 4.2% as of March —

continues receding toward the 2% target.

• Projections published after the March FOMC meeting showed officials were nearly unanimous in expecting it would be

appropriate to maintain the federal funds rate above 5% through the end of 2023.

A look at current interest 

rates environment

Swap rates (vs. SOFR) - Historical Data

10s2s and 5s2s (vs. SOFR) – Historical Data

Data source: Bloomberg
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Swap rates drop

• Traders briefly boosted expectations that the Federal Reserve might follow up its quarter-point May interest-rate hike with
another next month, but that largely faded by the time Chair Jerome Powell finished his post-decision press conference
Wednesday. Expectations for cuts by the end of this year, meanwhile, increased slightly.

• Rates on swap contracts tied to the June meeting ticked up to at one point suggest more than 20% odds of a June move
even as the central bank’s statement shifted away from language implying more hikes. They subsequently came back,
however, to roughly where they were before the decision announcement.

• With Powell refusing to rule out further hikes, the market appears to be acknowledging a small risk of one more rate
increase, but much greater odds that the economic situation will ultimately be bad enough to warrant easing. That’s
despite Powell himself saying that the Fed’s inflation outlook doesn’t support rate cuts.

Historical perspective

Swap rates (vs. SOFR)

CME Term SOFR
(January 2007 – PRESENT) 10yr IRS 5yr IRS 2yr IRS

Historical

Δ

Average 2.37 1.84 1.33

Max 5.82 5.64 5.48

Min 0.26 0.02 -0.01

Current 3.18 3.23 3.88

From Average 0.81 1.39 2.55

From Max -2.64 -2.41 -1.59

From Min 2.91 3.21 3.89

(January 2019 – PRESENT) Daily SOFR

Historical

Δ

Average 1.53 1.46 1.34

Max 5.39 5.12 5.25

Min 0.02 0.02 0.01

Current 4.95 5.04 5.06

From Average 3.41 3.58 3.72

From Max -0.45 -0.08 -0.19

From Min 4.92 5.02 5.05

Data source: Bloomberg

Interest rates monitor: statistics
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All forecast updated as of 07 May 2023

Market forecast

Fed Funds Target – Upper Bound2yr US Treasury

10yr US Treasury 5yr US Treasury

Data source: Bloomberg
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Q1 GDP shows slowdown

• US economic growth slowed in the first quarter by more than expected as tepid business investment and a pullback in

inventories tempered a pickup in consumer spending.

• Gross domestic product rose at a 1.1% annualized rate on the back of the strongest consumer spending in nearly two

years. The 3.7% increase in consumer spending reflected gains in both goods and services, including a surge in

purchases of motor vehicles. Business investment in equipment posted the biggest drop since the start of the pandemic

and inventories subtracted the most from GDP in two years.

• The figures illustrate economic growth that is gradually downshifting under the weight of Fed interest-rate hikes and

elevated inflation. While the economy bounded ahead at the start of the year, helped in part by unseasonably warm

weather, households and businesses pulled back on spending as the quarter progressed.

ISM services strengthen modestly

• The US service sector expanded only modestly in April, restrained by the weakest pace of business activity in nearly

three years.

• The Institute for Supply Management’s overall gauge of services edged up to 51.9 last month from 51.2 in March.

Readings above 50 indicate growth. A measure of prices paid held close to the lowest level since 2020.

• The business activity index fell 3.4 points to 52, still indicating growth but the slowest pace since May 2020. The third-

straight decline in the gauge that parallels the ISM factory output index suggests softer demand for services.

• Combined with the latest ISM report showing manufacturing contracted for a sixth month, the services data underscore

an economy struggling for momentum amid higher interest rates and still-elevated inflation.

• One bright spot in the services report was a pickup in a measure of new orders, which climbed nearly 4 points to 56.1

and suggested demand continues to grow, albeit slowly. Fourteen out of seventeen industries reported growth in April.

Economic activity: 

Consumers and Business

Q4’22 GDP and Consumer Spending

Business sector

Data source: Bloomberg
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US labor data show resilience

• US hiring and workers’ pay gains accelerated in April, showing signs of labor-market resilience and fresh inflationary

pressures in the face of economic headwinds.

• Nonfarm payrolls increased 253,000 after a downwardly revised 165,000 advance in March. The unemployment rate fell

back to a multi-decade low of 3.4%.

• The job growth was broad-based, reflecting gains in health care, professional and business services as well as leisure and

hospitality. However, the prior two months of payrolls were revised lower by a combined 149,000.

• The latest figures underscore the resilience of labor demand despite growing concerns about the toll high interest rates,

inflation and tightening credit conditions are projected to take on the economy. While some businesses have paused hiring

or laid off workers, others are still boosting pay in an effort to fill a multitude of open positions.

Labor market

Unemployment and wagesNon-Form PayrollsInitial Jobless claims

Data source: Bloomberg
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Inflation sees slowdown

• A key measure of US inflation showed hints of moderating in March, but likely not by enough to dissuade the Federal

Reserve from raising interest rates again next month.

• The core consumer price index — which excludes food and energy and is closely watched by the Fed — rose 0.4% from

the prior month following a 0.5% gain, in line with economists’ estimates. Yet key measures of housing costs posted the

smallest monthly increases in about a year and grocery prices dropped.

• Inflation, however, remains too high. The core CPI, which economists view as the better indicator of underlying inflation,

was up 5.6% from a year ago. It’s the first time in over two years that the core came in above the overall measure,

which was up 5%.

• That’s a sharp slowdown from the previous month because the figure is now compared with March 2022, when energy

prices spiked immediately after Russia’s invasion of Ukraine.

• The report offers glimpses of disinflation ahead even while highlighting the sticky nature of inflation — particularly within

the service sector. While policymakers are closely watching for any sign that the latest banking turmoil is weighing on

the economy, brisk consumer price gains paired with a still-strong labor market are likely to lead the Fed to raise

interest rates at least once more before what they say will be an extended pause.

• Speaking after the data came out, Richmond Fed President Thomas Barkin said policymakers still have more work to

do to tame prices.

• The details showed shelter costs rose at the slowest pace since November though remained “by far” the largest

contributor to the monthly advance, the report said. Grocery prices fell for the first time since 2020 — including the

biggest monthly drop in egg prices since 1987 — while the cost of dining out continued to rise firmly.

• So-called core goods prices, which exclude food and energy commodities, rose 0.2%, the most since August. That’s a

divergence from late last year, when outright deflation in this category helped ease overall price pressures.

Inflation outlook

Month-on-Month Change in Inflation

Year-on-Year Change in Inflation

Data source: Bloomberg
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US equities down due to renewed bank concerns

• Inflation concerns fueled by OPEC+’s surprise plan to cut oil production beginning of April resulted in energy shares

leading gains in S&P 500.

• US stocks saw small moves as investors stayed on the sidelines amid corporate earnings and economic data. They were

later lifted as investors wrestled with strong corporate earnings against concerns about regional banks and inflation.

• However, a selloff in US regional lenders fueled renewed anxiety over financial stability, sinking stocks across the board

and spurring a flight to the safest corners of the market. A potential pause in the Fed’s aggressive tightening campaign

did not provide enough support for stocks.

US housing starts decline

• US housing starts fell in March as a pullback in multifamily projects more than offset a pickup in construction of single-

family homes.

• Beginning home construction fell 0.8% to a 1.42 million annualized rate. Multifamily starts dropped 5.9%, while single-

family homebuilding increased 2.7% to a three-month high.

• The rise in one-family home construction may reflect builders’ efforts to stoke demand after a spike in borrowing costs

sidelined many prospective buyers. With inventories constrained in the resale market, homebuilders have an

opportunity to fill the void with new construction.

• However, the industry faces headwinds that include tighter loan standards for borrowers and mortgage rates that are

twice as high as they were at the end of 2021.

• Applications to build, a proxy for future construction, dropped 8.8% to an annualized rate of 1.41 million units due to

fewer permits for multifamily projects. However, permits for one-family dwellings advanced to a five-month high.

Asset prices and the 

wealth effect

Housing Sector

Equity markets

Data source: Bloomberg
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• Economists warned that momentum slowed as Q1 progressed, in a warning

sign for the current quarter.

• The latest string of bank failures has increased fears regarding a potential

significant downturn.

• A decline in number of properties under construction in the housing market 

suggests it will take time to boost inventory.

Beyond the headlines

… with possibility of remaining unchangedPush for rates to rise…

• US service-sector activity expanded at a slightly quicker clip in April, 

signaling that modest demand for services continues to lift economic growth.

• Monthly job numbers showed an acceleration in hiring and pay gains in April 

as working-age Americans continued streaming back into the labor market.

• While showing some moderation, core inflation remains stubbornly elevated 

at 5.5% as wage growth continues.

What’s your view?

Strong labor market data and demand may lead the Federal Reverse 

to push rates higher to cool inflation which is currently above the 

Fed’s 2% target.

Anxiety stemming from a string of bank failures and slowing GDP 

growth may cause the Federal Reserve to pause hiking rates in order 

to avoid triggering a significant slowdown.
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Cumulative Carry (RHS) Swap Pay Swap Receive

Description

• An IRS is a highly liquid and very wide-spread derivative instrument used as the basic tool to hedge interest rate risk.

• It is an agreement between two parties to exchange periodic interest payments based on a fixed interest rate

against payments based on a floating interest rate (e.g. Compounded SOFR), calculated on a notional amount and

for a specified tenor.

• If coupled with a floating rate loan, the IRS eliminates the exposure to rising interest rate payments by creating a

“synthetic” fixed interest rate loan.

Main features / drawbacks

• Absolute certainty over future cash flows, supporting budgeting and planning exercise and easy accounting treatment

(hedge accounting – no impact on P&L under certain assumptions).

• Flexibility over the loan amount (also with an amortizing profile) and tenor to be hedged, allowing for partial

notional and shorter tenor than the full one.

• Can be structured in a fully Islamic format.

• The borrower cannot benefit if Compounded SOFR drops as they have locked in a fixed rate through the IRS.

• Should Compounded SOFR rise less than current market expectations (forward rates), the overall cumulative carry
would be negative.

Hedging – Vanilla Interest 

Rate Swap

7yr IRS-Fixed rate vs. Floating rate scenario

Indicative Terms*

*The levels shown are mid-market levels and do not include any credit and liquidity related charges

Notional
"Initial Notional of USD 100mn, 

Equally amortizing over the
tenor"

Start Date Spot

Tenor (alternatives) 5 years 7 years 10 years

Fixed rate paid 3.50% 3.33% 3.23%

Floating rate received Compounded SOFR, quarterly

Payments Quarterly, act/360
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Cumulative Carry (RHS) Swap Pay Swap Receive

Description

• While an IRS allows borrowers to eliminate their risk and avoid unwanted fluctuations in their interest payments, client

can further reduce fixed rate to be paid by using a forward-start IRS – due to current shape of rates forward curve.

• For example, in a 1yr forward-start IRS the deal is concluded (hence, the rate is fixed) on the Trade Date, but the

exchange of flows starts in one year (Start Date).

• Hence, between Trade Date and Start Date – if the borrower hold a view that rates will go further down before rising

in future – then they can still benefit from the low Compounded SOFR.

Main features / drawbacks (compared to a vanilla IRS)

• Client can benefit from short term rates remaining low for 1y or 2y and at the same time can be hedged for any

rise in rates thereafter.

• The client achieves a slight negative carry initially. The initial difference between the floating rate received and the

fixed rate paid is negative – this is offset by later positive cash-flows.

• Client in unhedged for the period between Trade Date and Start Date of the forward IRS.

Hedging – Forward-start Interest 

Rate Swap

Indicative Terms*

1yrx6yr IRS - Fixed rate vs. Floating rate scenario

*The levels shown are mid-market levels and do not include any credit and liquidity related charges

Notional
"Initial Notional of USD 100mn, 

Equally amortizing over the
tenor"

Start Date 1 year 2 year

Tenor (alternatives)
4 

years
6 

years
3 

years
5 

years

Fixed rate paid (%) 2.86 2.85 2.71 2.76

Floating rate received Compounded SOFR, quarterly

Payments Quarterly, act/360



Hedging – Interest 

Rate Collar

Indicative Terms*

Hedge Rate: 5yr Cap@3.95% Strike 
and Floor @2.50% Strike

*The levels shown are mid-market levels and do not include any credit and liquidity related charges

Description

• An Interest Rate Collar is an option on a reference interest rate that would give the buyer a best case and worst-case

rate.

• As a hedging tool, it works to protect a floating rate borrower (Collar buyer) should the reference interest rate (e.g.

Compounded SOFR) rise above a certain threshold (Cap Strike) but should the reference interest rate (e.g.

Compounded SOFR) fall below a certain level (Floor Strike) client has a minimum rate to pay.

• An Interest Rate Collar combines buying a Cap and selling a Floor, the sale of the floor allows the borrower to reduce

the cost of the hedge while still allowing him to benefit from lower Interest Rates up to a certain level.

Main features / drawbacks (compared to a vanilla IRS)

• Full protection above the Cap Strike, with the possibility to benefit should Compounded SOFR fall up to the

floor level. Worst-case scenario and Best-case scenario is known at inception.

• Current market environment (flat to negative yield curve) allows Collar levels to be attractive.

• No cash flow if markets remain between the cap and floor.

• If Markets fall below floor, client will pay the floor which at the time will be above market levels, yet still it is lower

than the current vanilla swap.

Notional
“Equally amortizing over the 

tenor"

Start Date Spot

Tenor (alternatives) 5 years 7 years

Cap Strike 
(alternative)

3.95% 3.87%

Floor Strike 
(alternatives)

2.50% 2.50%

Underlying Index Compounded SOFR, quarterly

Payments Quarterly, act/360
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Investment Product

– Floored Floater

Indicative Terms*

Payout Profile

* Pricing is indicative and subject to market conditions

Description

• A floored floater offers the depositor the opportunity to benefit if the interest rates continue moving up.

• Given that the Fed is insisting on keeping rates higher for longer while the swap markets are pricing rate cuts this

year, this product allows the client to participate in higher rate movements while protecting them from the downside

should rates move lower as per the swap market.

Main features / drawbacks

• The 3m SOFR is derived from compounding the daily SOFR during each quarterly period and resets every

quarter.

• This deposit also offers the additional benefit of a minimum guaranteed interest rate to protect the depositor

in case of a drop in the 3m SOFR.

• Should the underlying market view prove incorrect, the interest rate paid out will be equal to the minimum

interest rate i.e. Floor.

Notional “Deposit Amount"

Start Date Spot

Tenor 2 years

Coupon
[3month SOFR] p.a., 
with quarterly coupon having a 
Floor

Floor Strike 4.00%

Underlying Index Compounded SOFR, quarterly

Payments Quarterly, act/360
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This document has been prepared and issued by Ahli United Bank B.S.C. (“AUB”) which is regulated by the Central Bank of Bahrain.

All recipients of this document should note that it is being furnished to them solely for information purposes and may not be reproduced or redistributed to any other person without the permission of AUB. 

Although information has been obtained from and is based upon sources believed to be reliable, AUB does not warrant its accuracy and it may be incomplete or condensed.

All opinions and estimates constitute AUB’s judgment at the date of publication and are subject to change without notice.

AUB does not advise as to the suitability or otherwise of this information and provides the information to recipients exclusively on the basis that they have sufficient knowledge, experience and / or professional financial, legal, tax and other 

advice to make an independent assessment thereof.
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