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The Yield Curve Swap 

0

0.05

0.1

0.15

0.2

0.25

0 5 10 15 20

7
4
5
 O

b
se

rv
a
ti
o
n
s

-1 Standard 
Deviation =

4

Current  =   
-3

Basis Points
At Risk =

54

+ 1 Standard 
Deviation =

126

Average =
65

95% Best Case =
187

95% Worst Case =
-57

Overview 
 
Since late March, the tax exempt market has been inundated with a 
strategy designed to increase the cash flow from a LIBOR based swap.  
The transaction goes by the several different names including  
 

• Constant Maturity Swap (“CMS”) 
• Basis Swap Overlay 
• Yield Curve Swap (“YCS”) 
• Increased Tenor Swap 

 
We will refer to the swap in this paper as the YCS, but in all its 
incarnations, at its most basic level, the trade is extremely simple – 
convert the receipt of 1 month LIBOR to the receipt of longer term 
LIBOR (usually either 5 year or 10 year).  The timing of the execution 
of the trade is based on the current flatness of the yield curve (currently 
there is very little difference between the cash flows associated with 1 
month LIBOR and 5 Year LIBOR). Since the yield curve is normally 
upward sloping, many anticipate that the upward bias of the curve will 
return at some point resulting in greater cash flow.   
 

Implementation 
 
For purposes of this paper, we will focus on the simplest version of the 
trade – converting 67% of 1 month LIBOR to X% of 5 year LIBOR – 
with “X” equal to the market determined conversion rate.  Although the 
analyses are largely the same, dealers are proposing amending existing 
confirms to convert 67% of 1 month LIBOR to: 
 

• X% of 5 year LIBOR 
• X% of 10 year LIBOR 
• 67% of 5 or 10 year LIBOR less X basis points 
• A delayed or forward start on the above 
• A separate confirm with the client paying 67% of LIBOR and 

receiving any of the above. 
 

 
 
Dealers are proposing the amendment of any trade where the client 
receives a payment based on one month LIBOR including: 
 

• Fixed payer swaps (floating to fixed swaps) 
• Variable basis swaps (78% of LIBOR vs. BMA) 
• Fixed spread basis swaps (67% of LIBOR +0.50% vs. BMA) 

 
 

Once the market conversion has been established, the cash flow math is 
pretty straight forward.  Assume you can convert 67% of 1 month to 
62% of 5 year LIBOR (an assumption used for the remainder of the 
analysis).   
 
 Original Swap:  67% x 1 month LIBOR (5.40%) = 3.62% 
 Amended Swap: 62% x 5 year LIBOR (5.61%) = 3.48% 
 
Given the flatness of the LIBOR curve (21 bps between 1 month and 5 
years), cash flow decreases initially, but only marginally.  This same 
flatness is what creates the long term opportunity.  That is, in a more 
normal upward-sloping environment the conversion factor would be 
much less than 62% of 5 year LIBOR.  Going foward, if the LIBOR 
curve steepens, cash flow will increase relative to the original trade.  
Conversely, if the curve flattens further or inverts, cash flow will 
decline.  
  
15 Year Analytics 
 
In order to analyze the opportunity, we have reviewed presentations 
from all the major dealers as well as performed our own analytics.  The 
graphic below depicts the historical cash flow from converting 67% of 1 
month LIBOR to 62% of 5 year LIBOR. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Based on LIBOR data from January, 1992 thru June, 2006, the average 
benefit of the conversion is approximately 65 bps. For a $100 million 
trade, this generates $650,000 of annual cash flow, for a present value 
benefit of over $8 million.  The expected benefit is greater than the 
original expectations of many basis swaps.  Of note, the standard 
deviation is 61 bps.  For normally distributed data, 2/3 of the 
observations fall within one standard deviation of the average, with 1/6 
of the data one standard deviation below and 1/6 of the data above.  
Therefore, the trade has produced negative results only 1/6 of the 
experiences over the last 14+ years. This combined with the simplicity 
of the trade is why the YCS has spread so rapidly. 
 
An important disclaimer to the above analysis is the 14 year limit of the 
data.  On the positive side, the market has experienced many cycles over 
the period, with the Fed changing (easing/tightening) stances more 
frequently to reflect (or to cause) cycles to shorten in duration. On the 
negative side, when the period is viewed from a distance, overall 
economic and market conditions were fairly benign and relatively 
constant during this time period.  Unfortunately, the data for LIBOR 
only extends to the early 90’s. 
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40 Year Analytics 
 
To model a longer history, we looked to the Treasury market, using 3 
month T-Bills as a proxy for 1 month LIBOR and 5 Year Treasuries in 
place of 5 year LIBOR.  Obviously this is not a statistically valid 
analysis, but it is worthwhile since the data extends to 1962.  Provided 
below is a table that shows statistics for 62% of 5 year Treasury vs. 67% 
of 3 month T-Bills.  While using Treasury data is flawed, our intuition 
(as supported by research) shows that the flaw is conservative.  The 
LIBOR curve is essentially a treasury curve plus a “AA” corporate 
spread. Since credit charges increase with duration, (lenders charge 
more for five years than for 1 month), the LIBOR curve does not flatten 
or invert as much as the treasury curve.  
 

 
 
Historical Cash Flow 
 
Our next step was to move from averages and standard deviations to 
actual historical performance.  Using the assumed market conversion 
ratio of 62% of 5 year LIBOR, we examined the impact of the yield 
curve swap annually over the last 14 years.  We then applied the same 
process to the Treasury data, and both are summarized below (based on 
a $100 million transaction, with a slight adjustment for the positive 
slope of the credit curve). 

 
Integration/Accounting Implications 
 
Any adjustment to an existing trade has potential implications in the 
areas of hedge accounting and tax integration. Most LIBOR based swaps 
qualify for Cash Flow Hedge Accounting Treatment, although not all of 
our clients have made such an election.  Amending an existing confirm 
will probably result in the loss of hedge accounting since the correlation 
between tax exempt weekly bonds and 5 year LIBOR is too low to have 
a reasonable expectation of a “highly effective” hedge. 

 
If the trade is implemented as a separate confirm, the Yield Curve Swap 
will not receive hedge accounting treatment, and changes in mark to 
market will flow through above the performance indicator.  The existing 
one month LIBOR trade will be unaffected. 
 
Tax integration, whereby your existing trade is integrated with the bond 
issue to calculate arbitrage yield, is much less straightforward.  If the 
original swap had utilized 5 year LIBOR, bond counsel would not have 
provided guidance that we could integrate the swap.  The key issue 
would have been the reasonable expectation that 5 year LIBOR would 
be “substantially similar” to the cost of the variable rate bonds.  Ponder 
would have been unable to make such a certification. Therefore, logic 
would dictate that the Yield Curve Swap could not be integrated, and 
therefore would not impact a previously integrated swap. Unfortunately, 
IRS guidance in the area of swap integration/non-integration is 
extremely ambiguous.  Since the IRS has the ability to force integration 
of a swap, a YCS that matches (maturity, amortization, payment dates, 
etc.) with an existing bond issue may still be integrated by the Service in 
the future.  Obviously, we recommend that these issues be discussed 
with the bond counsel. 
 
 
Important Questions 
 
With what types of trades should you pair the YCS? 
 
Mathematically, it is irrelevant how the YCS is applied.  The cash flows 
are identical when paired with any type of LIBOR receipt.  For Ponder, 
one of the key elements is the effect on the original objective of the 
swap.  Does the YCS violate the rationale for the swap or the swap 
program?  Therefore, we are most supportive of amending existing fixed 
spread basis swaps to include the YCS.  These trades were executed to 
permit the hospital to benefit from assuming tax and basis risk, and 
usually paired with a fixed rate issue.  The YCS is merely designed to 
increase the cash flow from the structure.  Our biggest reservation is 
applying the YCS to refunding transactions.  The concern is that an 
adverse yield curve could eliminate the expected savings from the 
transaction.   
 
For clients who have executed fixed payer swaps using 1 month LIBOR, 
we categorize their debt as fixed at a certain rate, e.g. 4%, with an 
asterisk.  The asterisk represents that the LIBOR cash flow is not going 
to equal the payment to bond holders exactly, so the cost of capital will 
vacillate around 4% but not exactly equal 4%.  If the client converts the 
LIBOR formula to 5 year LIBOR, then the volatility will increase since 
the correlation is lower.  This decreases the fixed rate nature of the 
synthetic fixed rate debt structure.   
 
We have consistently stated our view that a variable basis swap 
(whereby the client exchanges, for example, 78% of 1 month LIBOR for 
BMA) is a cash flow vehicle with a modest hedge benefit (as BMA 
increases and the cost of capital increases, the expected cash flow of the 
basis swap increases).  For those clients who emphasized the hedging 
benefit versus their variable rate debt, converting to 5 year LIBOR 
significantly reduces that benefit as evidenced by the drop in correlation.  
We firmly believe that the correlation between 5 year LIBOR and BMA 
significantly overstates the causal relationship.  BMA and 1 month 
LIBOR consistently move in the same direction with the exception of 
seasonal and supply aberrations.  For large movements in BMA, absent 
a change in the tax code we are confident that 1 month LIBOR will also 
increase.  BMA and 5 year LIBOR generally move in the same 

 LIBOR Data 
(1992-2006) 
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Data  

(1962-2006) 
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Curve 
Steepness 

Cash 
Flow 

Average 1.51% 0.65% 1.04% 0.30% 
Standard 
Deviation 0.97% 0.61% 1.09%  0.69% 

Maximum 3.56% 1.93% 4.95% 2.45% 
Minimum -0.51% -0.62% -4.25% -3.31% 

 LIBOR DATA 
(1992-2006) 

Treasury Data  
(1962-2006) 

Positive Years 13 32 

Negative years 2 13 

Worst Year 1998 1979 
Worst Year Loss ($0.2 million) ($1.0 million) 

Worst Period 1998 1979-1981 
   

Best Year 1992 1992 
Best Year Gain $1.4 million $1.2million 

Best Period 1999-2005 1990-1997 
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direction, but can move in opposite directions based on normal 
market/economic factors.  When the Fed tightens, the intermediate part 
of the curve may or may not increase depending on inflation views.  
This view is supported by a recent Citigroup analysis which shows a 
negative correlation between rates and basis swap income. 

  
 
Is the YCS suitable for everyone? 
 
Although we reasonably anticipate that the YCS will produce positive 
cash flow, that expectation is insufficient to justify trade execution by 
itself.  The three key issues are:  
 
1) How does the trade fit into the client’s debt/swap/investment 
portfolios? 
 
2) How does the trade relate to the stated objectives of the institution’s 
capital structure? 
 
3) How does the inherent risk of the YCS apply to the risk tolerance 
guidelines? 
 
In general, the YCS applies to those institutions with stronger balance 
sheets, sophisticated staff, diverse swap/debt portfolios and the desire to 
exploit strategic opportunities.  While the preceding applies to most 
derivative transactions, the YCS further distances the swap from the 
debt issue, moving toward more of a stand alone transaction. 
 
How does 10 year LIBOR compare with 5 year LIBOR? 
 
Using 10 year LIBOR instead of 5 year LIBOR increases both 
expectation return and volatility.  The 14 year LIBOR data shows a 
favorable risk return trade-off, but when expanding the time period, the 
data is less compelling.  The specific analysis is available upon request. 
 
Is the YCS “speculative”? 
 
The exact definition of “speculative” and how the YCS fits into that 
definition are probably the areas of most intense scrutiny.  Most not-for-
profits have swap policies that specifically exclude the utilization of 
derivatives for speculative purposes.  Speculation is defined as the 
“assumption of unusual business risk in hopes of obtaining 
commensurate gain.”  Therefore, the issue is whether or not yield curve 
risk qualifies as “unusual business risk.” Since not for-profits regularly 

assume interest rate risk, and yield curve risk is substantially less than 
short term interest rate risk, we do not believe the risks associated with 
the YCS are “unusual.” 
 
The thought process does lead to a more interesting and important 
conversation. How does the institution want to approach its derivative 
portfolio?  The approach to a debt portfolio is relatively static. Debt is 
issued as funding requirements dictate, and adjustments are only made 
infrequently as major opportunities become available or needs arise.  An 
investment program is reviewed and monitored on a set monthly or 
quarterly schedule.  Portfolios are rebalanced and managers replaced on 
a continuous basis.  To date, most not-for-profits have viewed their 
derivative portfolio in the same basic light as their debt portfolio.  The 
unintended benefit of the dissemination of the YCS is the focus on this 
issue.  Does the hospital want to maintain a static, debt linked swap 
portfolio?  Or alternatively, does the institution want to take advantage 
of market and strategic opportunities, thereby approaching swaps more 
like investments? 
 
What notional amount should you execute? 
 
Based on history, particularly the 14 year LIBOR data, the YCS will be 
extremely profitable over time despite periods of negative cash flow.  
Therefore, should you dip your toes into the water or dive right in?  
Since we believe in the benefits of diversification, in general we are 
recommending to clients to limit their exposure to long term LIBOR to 
1/3 to 1/2 of the overall LIBOR exposure.   
 
Summary 
 
We believe the Yield Curve Swap presents a reasonable and appropriate 
risk/ return trade off.  The key decision points are how the trade meshes 
with the existing portfolio, the objectives of the institution, and most 
importantly the risk profile of the hospital.  This very subjective 
conversation is much more important and difficult than all the analytics 
performed on the trade.  As a result, we are recommending the 
transaction only to about 50% of our clients 
 
If you have any questions, please contact your advisor or any of us listed 
below. 
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