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il Swap Market

and pursue more vigorously other forms of payment,
such as fees and balances.

In the final analysis, loan pricing for most com-
munity banks comes down to how badly you want
the deal. Understanding the “points of indifference”
can be helpful in this regard. The points of indiffer-
ence represent floating-rate and fixed-rate equiva-
lents. In the cxample above, a 7 percent S-year
fixed-rate and prime minus a 75-bp floater repre-
sented equivalent interest rate risk-neutral pricing
for a given credit.

Using late-May swap pricing, the three- and
five-year fixed-rate spreads vs. prime (adjusted for
assumed loan amortization) were 200 bp and 260
bp, respectively. Accordingly, examples of credit risk
adjusted points of indiffercnce arc:

Floating 3-Year 5-Year

Rate Fixed Fixed

Prime - 50bp 6.25% 6.85%
Prime flat (4.75%) 6.75% 7.35%
Prime + 100bp 7.75% 8.35%

A Tool for Loan Pricing Strategy

Utilizing data provided from the investment/
financial area, a number of banks have recently
begun to create periodic “points of indifference”
tables for the loan department, with a range of
fixed-to-floating and floating-to-fixed conversions.
Again, these tables are not intended to be absolute
pricing dictates, but rather another tool for foan
pricing.

Some banks have utilized this table to support
the earmarking of a pool of funds for aggressively
priced floating-rate loans (ncw loans only). For
example, a rrue prime flat borrower translates to a
5-year fixed rate of 7.35 percent. Competition is
pricing the loan at 6 5/8 percent, and your bank
would like the deal. At the latter rate, a floating-rate
equivalent is prime less 75 bp (4.00 percent). Why
not attempt to lure the prospect into a floater at
prime minus 50 bp (or less if you think can get it)
for the S5-ycar period? At 4.25 percent floating,
marched funding would translate to approximately a
250 bp spread. At 6 5/8 percent fixed, a 250 bp
spread would require the loan to be mismatched
with 2-3 year funding.

Il Swap Market

If you prefer fixed, you can swap the loan (or
pool of loans) to a 5-year fixed rate at 6.85 percent,
vs. the 6.625 percent the customers were giving you.

Conclusion

Loan pricing discipline continues to be a challenge
for many banks; especially with a low rate/steep
yield curve environment, Increasing margin pres-
sures, and ample liquidity (for most). Despite
good intentions, many banks have been “unknow-
ingly” making prime-minus loans to prime-plus
borrowers. Understanding the “points of indiffer-
ence” given to you by the swap curve will likely
influence your bank’s loan pricing and product
strategy (and related negouations) going forward,
particularly as it relates to examining fixed vs.
floating rate deals. B
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