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Overview

Despite Prime being a common index for floating rate loans, we rarely see the placement of a Prime based
interest rate cap. Caps placed on Prime usually come at a premium to LIBOR or SOFR, leading many
borrowers to seek out alternative ways to hedge their interest rate risk. Here, we’ll explore how to hedge
your Prime based financing in the most cost-efficient way possible.

But first, a quick refresher on the Prime index.

Prime vs. LIBOR

A bank’s prime rate is the rate at which they lend to their most favored customers. The published Prime
index, frequently referred to as WSJ Prime, is determined by surveying 30 of the largest banks. When three-
quarters of those banks change their rate, that new rate is published.

LIBOR represents the rate banks can borrow from each other and is determined by surveying more than a
dozen banks, then taking a truncated average of their responses.

Although not directly controlled by the Fed, Prime always moves in lockstep with the Fed Funds ceiling set by
the FOMC. Prime is reactive, meaning it only changes after the Fed hikes or cuts, whereas LIBOR is proactive
and moves in anticipation of a rate change

Because both LIBOR and Prime track Fed funds, they’re highly correlated. The general rule of thumb for

determining Prime is Fed Funds + 3.00%. Here’s a graph comparing the two indices over the past three
decades.

12%

10%

PRIME —F‘_r,r"_\.l_ 4%
2%
LIBOR
0%

2 < 2 <
o, %, 0y, %,

Historically, LIBOR has also tracked Prime by a spread of about 3.00%. Due to the proactive/reactive nature
of the two rates, they tend to disconnect slightly ahead of Fed policy changes before settling.
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The below table outlines their average spread over time. The most notable divergences are usually driven by
major economic events or when the market is highly volatile.

Since 1990

Average Spread  2.907%
Max Difference 3545%  3/20/2001
Min Difference -0.088% 10/10/2008

Since 2000

Average Spread 2.940%
Max Difference 3545%  3/20/2001
Min Difference -0.088% 10/10/2008

Since 2010

Average Spread 3.030%
Max Difference 3.545% 5/20/2014
Min Difference 2.234% 3/21/2018

So... Why Not Just Buy a Prime Based Cap?

Unlike LIBOR, there are limited Prime futures and few banks are willing to offer Prime caps. The banks that
do are still hedging their risk using Eurodollar futures the same way they would on a LIBOR cap but charge for
the basis risk they face. To compensate the bank for the additional risk, Prime hedges generally trade at a
considerable premium to their LIBOR equivalent.

Check out the pricing grids below comparing the cost of a $25mm, 2-year term cap.

Strike
1.00%

Strike

4.00% 105,000
5.00% $ 85,000
6.00% $ 21,000

2.00%
3.00%

Borrowers can avoid paying the additional premium by instead purchasing a cap at the “LIBOR equivalent
strike.” This is as simple as subtracting the historical average spread between the two indices from the
desired strike on Prime.

5.00% + 3.00% = 2.00%

Desired Average LIBOR
Prime Strike Prime/LIBOR Equivalent
Spread Strike
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Let’s say the borrower wanted to cap their Prime rate loan at 5.00%. If, in this above example, Prime were to
reset at 5.50%, the borrower could expect LIBOR to reset around 2.50%.

LIBOR CAP PRIME CAP

Reset 5.50% 2.50%
Strike 5.00% 2.00%
Payout 0.50% = 0.50%

By instead capping LIBOR at 2.00% (the LIBOR equivalent strike), the borrower would still receive around
0.50% in coverage back from the bank without having paid the increased price for a Prime based hedge.

But What if LIBOR or SOFR Disconnects from Prime?
Purchasing a cap on LIBOR at the equivalent strike does present some basis risk to the borrower, creating an
imperfect hedge when the spread between the two indices isn’t precisely 3.00%. When the spread is higher,

the borrower is underhedged and vice versa.

Nonetheless, when comparing the increased premium to the potential mismatch, it’s generally most efficient
cost-wise for borrowers to purchase the cheaper hedge and hold the basis risk internally.

Prime Cap

Premium for a
LIBOR Cap P"r;l\edBased
" edge

Base Cap
Cost

Base Cap
Cost

COST OF HEDGING PRIME

As illustrated above, the increased interest expense from any basis mismatch between LIBOR and Prime is
usually substantially smaller than the premium a bank would charge to place a hedge based on Prime.

1300 South Mint Street, Suite 410 (704) 887-9880

Charlotte, NC 28203 Pensford.com



PENSFORD Hedging Prime

September 2021

Conclusion

LIBOR and Prime are both highly correlated but will sometimes diverge around major economic events or
when the market anticipates changes to Fed policy. Because Prime based caps are sold at a premium,
borrowers could instead purchase a LIBOR cap at the equivalent strike for a substantially lower price. The
hedge would still be highly effective and accomplish the overall goal of putting a ceiling on interest rates.

Have a Prime financing that you’re not sure how to hedge? Reach out to us at
or (704) 887-9880 for help.

Alternatively, if you need to put a quick number on the potential cost of a cap, check out our

Generally, this material is for informational purposes only and is not intended as an offer or solicitation for the purchase or sale of any financial instrument or as an official
confirmation of any transaction. Your receipt of this material does not create a client relationship with us and we are not acting as fiduciary or advisory capacity to you by
providing the information herein. All market prices, data and other information are not warranted as to completeness or accuracy and are subject to change without
notice. This material may contain information that is privileged, confidential, legally privileged, and/or exempt from disclosure under applicable law. Though the
information herein may discuss certain legal and tax aspects of financial instruments, Pensford, LLC does not provide legal or tax advice. The contents herein are the
copyright material of Pensford, LLC and shall not be copied, reproduced, or redistributed without the express written permission of Pensford, LLC.
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