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As you may already know, Freddie Mac is encouraging (but not requiring) borrowers to 
extend certain LIBOR caps before the end of 2021. This piece describes the nature of the 
request and certain considerations to bear in mind as you evaluate it.

Freddie Mac is asking CBRE and other Optigo lenders to send letters to their borrowers encouraging them 
to extend existing LIBOR-indexed interest rate caps to the earlier of the loan maturity date or June 30, 2023 
(the expected discontinuation date for LIBOR) if the existing cap doesn’t already provide coverage through 
this term. The rationale behind this request is the concern that interest rate caps indexed to LIBOR may not be 
available starting in 2022, as U.S. bank regulators have asked banks to cease offering LIBOR-indexed loans 
and derivatives by the end of 2021. Freddie has been clear that their encouragement is a request, and not a 
requirement, and has stated that should LIBOR-indexed interest rate caps be unavailable after the end of this 
year, they will allow borrowers to purchase SOFR-indexed caps to hedge the legacy LIBOR loans. 

The following are some factors that a borrower might want to consider in deciding whether to extend the 
protection prior to the current maturity of the loan:

Freddie Preference  
Freddie has been clear that they would prefer their borrowers to extend the interest rate caps prior to 
the end of this year.

Plan for Asset  
If the borrower believes they will sell the asset or refinance the loan prior to the current maturity of the 
interest rate cap, they may not want to pay to extend the protection.

Pricing Considerations 
The time to final maturity drives interest rate cap pricing. By purchasing extended protection today, 
rather than waiting until the maturity of the current cap, the time horizon is longer and, all other 
things being equal, will increase the amount of the cap premium. In addition, other components, 
like volatility and expectations of future interest rates, could move adversely in the interim should one 
wait. On a related note, SOFR interest rate caps currently tend to be slightly more expensive than the 
equivalent LIBOR caps, but this might not necessarily be the case in the future if LIBOR  
caps were not available and the SOFR cap market presumably had greater liquidity. 
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There are some pros and cons to extending the protection in the near term vs. waiting until the maturity 
of the current interest rate cap. Borrowers will need to decide which approach they would like to take.

As always, please reach out to your CBRE or Chatham contacts with questions  
or for more information.

Basis Risk  
Should LIBOR-indexed interest rate caps not be available, which is a very real possibility, and a 
borrower needs to hedge a LIBOR loan with a SOFR interest rate cap, the hedge will not provide 
perfect protection. The borrower would need to weigh how important this mismatch is, given the 
high correlation of the two indices in most situations; how far out of the money the interest rate 
cap is and thus how likely the protection is to be a materials factor; and their general hedging 
policies and priorities.
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