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Disclaimer:

This material is not an offer to sell or buy any security or financial product, 
and the information in these materials is subject to change. The information 
set forth is for informational purposes only. The Bank does not warrant or 
guarantee the accuracy of the information presented. The information 
presented is not investment, financial, accounting, regulatory, tax or related 
advice and you are advised to consult your accounting, tax and financial 
advisers regarding any questions you may have about the information 
presented. The rates and other values presented in this material are 
indications only; the actual amounts may vary. All terms are subject to 
change without notice. Any member who engages in any transaction
described in this material will be required to execute a written agreement with 
the Federal Home Loan Bank of Seattle that will govern the terms and 
conditions of that transaction. It is the member's sole responsibility to review 
any such agreement prior to signing it. In the event of any inconsistencies 
between this information and any such agreement, the agreement shall be 
determinative.



Agenda

• Using Interest Rate Floors as a Hedge Against a Prospective 
Decline in Interest Rates

• The Floored Advance: How it Works

• Applications: A Case Study of Limiting Exposure to Falling 
Rates



Interest Rate Floors – How They Work

An “insurance policy” against falling interest rates…

Rate Floor = An option that has intrinsic value below a pre-
specified strike rate.
– If rates decline, the option increases in value.
– At expiration, if the prevailing rate index is above the pre-

specified strike rate, the option expires with no value.
During the life of the rate floor, its value is determined by:  
– Volatility
– Time-to-maturity
– Distance of the rate index to the strike rate



Floored Advance Complements Seattle Bank’s 
New Structured Advance Line

Address loan pre-payment issues 
in situations without pre-payment 
provisions; protect mortgage & 
MBS portfolio from accelerating 
prepayments

Funding assets not subject 
to prepayment penalty; loan 
& investment portfolio 
management; liquidity & 
balance sheet management

Subject to termination 
by the borrower on 
pre-determined dates

Pre-Payable 
Loan 
Advance

Sub-LIBOR pricing in exchange 
for selling right to convert to a 
fixed rate on a specified date 

Macro balance sheet 
management

Floating rate that flips 
to fixed unless the 
Seattle Bank cancels

FFC Advance

“2-for-1” rate reduction from lower 
rate index & option monetization if 
rates decline; avoid mark-to-
market of contractual rate floor; no 
up-front premium

Interest rate risk manage-
ment; protection for asset-
sensitive balance sheets; 
containment of exposure to 
falling rates

Adjustable rate with 
option lower borrow-
ing rate if rates drop 
below predetermined 
strike rate

Floored 
Advance

Address potential dual-rate 
sensitivity; benefit from lower 
borrowing costs if rates decline

Interest-rate risk manage-
ment; matched funding of 
capped floating-rate loans & 
loans held in portfolio

Adjustable rate 
capped at a pre-
determined strike rate

Capped 
Floater 
Advance

AdvantagesApplicationDescriptionAdvance



The Floored Advance – How It Works:

A variable-rate advance that allows the borrower to purchase an 
interest rate floor based on 3-month LIBOR:
– In a Declining Rate Scenario – Payout is magnified 2x, as 

the borrower benefits from: (a) lower rates, and (b)  
monetizing an interest rate floor that moves to “in-the-
money” position. 

– In an Increasing Rate Scenario – The interest rate floor 
(which borrower purchases in the form of a coupon that is 
higher than a standard advance) would expire with no value 
if it has not been exercised while rates are below the strike 
rate. 



The Floored Advance – Additional Features:

With the interest rate floor negotiated as a contractual feature
within an advance, an interest rate floor would not be held on a
stand-alone basis. 
Therefore… subject to an institution’s independent accounting 
assessment, mark-to-market accounting of the interest rate floor 
would likely not be required.



The Floored Advance – An Example:

Representative Indicative Terms: 
– Maturity: 5 years
– Index: 3-month LIBOR (currently 5.35%)
– Strike Rate: 4.75%
– Assumed Floored Floating-Rate Pricing: 3-month LIBOR + 0.35%
– Assumed Standard Floating-Rate Pricing: 3-month LIBOR + 0.08%

Assume 3-month LIBOR Drops to 4.00%:
– Rate on Floored Floating-Rate Advance = [(3-month LIBOR – Max. 

(-0-, Floor Strike Rate – 3-month LIBOR)) + Effective Annualized 
Interest Rate Floor/Advance Premium]

– Rate on Floored Advance = [(4.00% - (4.75% - 4.00%)) + 0.35%] 
= 3.60%



In this example, the Floored Advance is “in-the-
money” when 3-month LIBOR < 4.48%.

.

“At-the-Money” = [4.75% - (0.35% - 0.08%)] = 4.48%
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In this example, the Floored Advance is “in-the-
money” when 3-month LIBOR < 4.48%.

.

*At-the-Money = [4.75% - (0.35% - 0.08%)] = 4.48%

+208 bps-0-2.084.752.00

+148 bps1.603.084.753.00
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-27 bps5.605.334.755.25
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Scenario Analysis: Floored Advance Impact on 
Interest Expense

.

(0.35)3.65Net Benefit of Rate Change

-0-2.00Rate Decline Benefit

(0.35)1.65Floored Benefit – Assumed 
Premium

(0.00)2.00Floor Benefit

(0.35)(0.35)Assumed Floored Advance 
Premium

6.752.75LIBOR Shock Scenario

4.754.75Strike Rate

5.355.35Current LIBOR

LIBOR Rises 200 bps 
Above Strike Price

LIBOR Falls 200 bps 
Below Strike Price



Base Case: Net Interest Income of An Asset-
Sensitive Institution 

Source:  Jeff Reynolds, Darling Consulting – Seattle Bank “What Counts” December 2006



Floored Advance Case: Floored Advances 
Used to Fund 20-year MBS Yielding 5.90%

$25 Million MBS Leverage w/Floating Rate Advance @ LIBOR + 50 bps 
w/ Embedded Floor on LIBOR @ 5.25%

Difference in Results



We will entertain Customized Reverse Inquiries:

LIBOR +  %  (  %)LIBOR +  %  (  %)4.25%

LIBOR +  %  (  %)LIBOR +  %  (  %)4.50%

LIBOR +  %  (  %)LIBOR +  %  (  %)4.75%

LIBOR +  %  (  %)LIBOR +  %  (  %)3.50%

LIBOR +  %  (  %)LIBOR +  %  (  %)3.75%

LIBOR +  %  (  %)LIBOR +  %  (  %)4.00%

LIBOR +  %  (  %)LIBOR +  %  (  %)5.00%

LIBOR +  %  (  %)LIBOR +  %  (  %)5.25%

PricePriceStrike Rate

5-Year Maturity/3-Month LIBOR 
Strike Rate

3-Year Maturity/3-Month 
LIBOR Strike Rate

Indicative Floored Advance Rates (1/15/07)

This has been prepared solely for informational purposes. Any price indications contained herein are not firm offers either 
as to price or size and are provided solely for your information. Although the information contained herein has been 
obtained from sources that the Seattle Bank believes to be reliable, the Seattle Bank does not guarantee its accuracy.



Why Consider the Floored Advance?
Excellent balance sheet protection for asset-sensitive balance sheets.

Should rates decline, an “in-the-money” interest rate floor can generate 
an advance rate that could be significantly lower than that of a standard 
floating rate advance.

No upfront, out-of-pocket payments. The cost of the floor is blended 
into the rate of the advance.

In a declining rate scenario, the borrower gains a “two-for-one” rate 
reduction, resulting from the decline in LIBOR as a rate index, and from 
monetization of the interest rate floor.

Avoids the need to mark-to-market an interest rate floor because it is a 
contractual feature within the advance.
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