<y Fnata

Enhala Financial Company Monthly Bulletin
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The relentless surge in interest rates was always going to trouble financially leveraged corporations
and institutions exposed to floating rate debt. Yet it is now apparent the surge also severely impacted
—and at times more significantly —a local group of derivative users.

In a webinar earlier this month, we discussed the so-called ‘

"Interest Rate Cheapeners." This is an attractive but sometimes More than 10% of corporates
misleading description of a derivative product aiming to reduce (or and institutions who
"cheapen") funding costs for companies that use debt in their daily attended the webinar
operations. More than 10% of corporates and institutions who indicated that they currently
attended the webinar indicated that they currently have structured have structured derivatives
derivatives and cheapeners in their portfolio. and cheapeners in their

portfolio

In this article, | discuss a specific species of interest rate
cheapeners: Range Accrual Swaps (RAS).

B Why Discuss Range Accrual Swaps? Why Now?

The floating interest rate index in the local market, represented by the Saudi Arabian Interbank
Offered Rate (SAIBOR), recently smashed records and reached a new high in decades. The 3-Month
SAIBOR topped 5.78% on Thursday, 27" October 2022, up from under 1.00% earlier this year!

Let us avoid entangling ourselves in the U.S. Federal Reserve's battle against inflation and its hiking
pace. We focus on how overconfidence led to unprecedented and massive derivative losses for many
corporates who had become too comfortable with cheapener products over the last decade.

Some financial institutions sell these products to their clients. In almost all of them, the upside for
the company is limited, but the downside is unlimited. What is the catch? How are these corporates
enticed with such a risky payoff profile? The short answer: the upside, although limited, has a higher
probability of materializing than the downside. Let us dig deeper into the product details.

B Range Accrual Swaps Explained

RASs are straightforward. The company gets to enjoy a fixed subsidy (e.g., 0.50% or 1.00% of a fixed
pre-set amount) over the agreed period (typically 3-5 years). This subsidy is contingent upon a clear
condition.

One of the most widespread conditions for RASs is a specific SAIBOR range. If, for example, SAIBOR
remains between 0.00% and 3.50% over the agreed period, the subsidy takes effect. However, when
SAIBOR breaks the range, the company must pay the prevailing interest rate. Additionally, sellers of
these products typically have a "callability" option granting them the right to cancel the product after
a certain period.
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Linking the example with the current interest rate environment, the 3-Month SAIBOR has broken the
upper range of 3.50% and is currently at 5.78%. That means the company will suffer a massive floating
interest rate payment (now 5.78% per annum) for every day the SAIBOR exceeds the range. This
obligation "accrues", with the firm paying periodically (its exposure to losses is therefore unlimited).
The seller of this product will obviously avoid canceling the product while it works in its favor.

The graph below demonstrates an example of a typical RAS transaction mechanism with hypothetical
levels. As the graph illustrates, the SAIBOR range is between 0.00% and 4.25%, with a subsidy of
0.50%. We can notice that breaching a range exposes the firm to unlimited losses. Given that SAIBOR
levels maintained a narrow range for over a decade of expansionary monetary policy, what do these
new developments mean now?

Callable Range Accrual Swap
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Looming Chaos

Suppose SAIBOR rates continue trending higher or remain elevated. Many firms risk the realization
of significant negative cashflows and mark-to-market (MTM) values, exposing them not only to a
liquidity squeeze but also critical accounting implications.

The extended period of low interest rates lured some firms into ‘ ‘

acting impulsively. They took progressively larger risks to The extended period of low

generate revenue. Now, the ugly truth is that a single loss could interest rates lured firms into

easily erase multi-year savings and expose these firms to more acting impulsively. They took

substantial losses. progressively larger risks to
generate revenue

Worsening the situation, corporations who restructured their ’,

RASs are more likely to accept a riskier profile. Typically, the
seller of the original product would offer to increase the transaction amount and/or extend the
period. The aim is to widen the SAIBOR range. What happens if the SAIBOR breaks the new range? |
leave this to your imagination!
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B What Now?

Stepping back, the purpose of interest rate cheapeners should be to offer a debt cost reduction while
forgoing a "calculated and limited" upside. Yet firms looking to avoid the unlimited downside of a
RAS might consider other strategies. For example, as an alternative, an interest rate collar could
reduce the premium on purchasing an Interest Rate Cap (IRC) by simultaneously selling a lower-strike
Interest Rate Floor (IRF). If rates increase, the IRC strike will protect the firm unlimitedly. And before
all this, the companies must navigate the genuine rationale for hedging.

Financial institutions are obligated to understand their clients' commercial requirements and must
refrain from selling complex and speculative products just because clients ask them to do so.
Products such as RASs aggravate the risk right when the firm most needs the hedge, exploiting such
products' speculative nature.

Firms must approach the restructuring of complex derivative trades cautiously and follow an
effective interest rate hedge approach. The opaque and complicated pricing is conducive to
asymmetric knowledge between the buyer and seller, endangering unwary firms. Risk quantification
and demonstration, therefore, is a crucial step in dealing with an existing "derivative crisis."

For more information, please contact Muadh Alhusaini, Partner at Ehata  Financial,
Muadh.alhusaini@ehata.com.sa. You can also read the article from the website here.
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ABOUT EHATA

Ehata is a specialist financial risk management advisory firm, licensed and regulated by the Capital Market Authority (license
No. 17183-20). We are independent practitioners with expertise covering interest rate, foreign exchange, commodities, and
derivatives. We leverage on our technical capabilities and market know-how to ensure that our clients get the excellence of
the advice and the satisfaction that comes with it.

DISCLAIMER

Ehata Financial Company is authorized and regulated by the Capital Market Authority (license no. 17183-20). Ehata Financial
Company may only undertake the financial services activities that fall within the scope of its existing CMA license. Principal
place of business in Saudi Arabia: King Fahad Rd, Avenue Building, 5th Floor, P.O. BOX 241106, Riyadh 11322. The information
contained in this article was prepared by Ehata Financial Company. Though the information herein is believed to be reliable,
Ehata Financial Company makes no representation as to its accuracy or completeness. You should not rely solely on this
communication when making a decision whether or not to enter into a derivatives transaction. If you are not an experienced
user of derivatives, if you are not capable of making independent trading decisions and you do not understand the terms and
risks related to derivatives transactions, you should refrain from entering into such transactions. You should consult your own
legal, tax and accounting advisers with respect to any proposed derivatives transaction. Under no circumstances shall we or
any of our associates or any of our associates’ respective directors, officers, employees or agents, be liable for indirect or
consequential losses including any failure to realize any profit, advantage or opportunity relating to the transaction or
otherwise. The information contained in this article should not be reproduced in any form without the express consent of Ehata
Financial Company. The information contained in this article from the sender shall not be considered as advice or solicitation
to buy or sell any securities.
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