
 

 

Leverest Deep Dive 
Interest hike and contractual interest hedge obligations:                                                                

Takeaways for Private Equity Funds and Borrowers  

Janik Bold (Director)                                    

Mahammad Mammadli (Associate Manager) 
jbold@leverest.net 

mmammadli@leverest.net 
September 2022                                           

www.leverest.net 
 

 

  



 

1 

 

 

September 2022 

Leverest Deep Dive 

Interest hike and contractual interest hedge obligations: Takeaways 

for Private Equity Funds and Borrowers 

 

o Private equity funds usually use variable interest rate loans to acquire targets or refinance 

their portfolio companies 

o Due to the interest hike borrowers have to cope with higher interest expenses 

o Some loan contracts may contain an interest hedge obligation that now comes to life as the 

3m-Euribor surpassed certain agreed thresholds  

o Borrowers can use caps or swaps to hedge the variable interest rate or try to find other 

solutions depending on the individual case 

 

Macro environment and interest hike  

Ongoing macroeconomic headwinds and inflationary pressures have caused the European 

Central Bank (ECB) to implement restrictive monetary policy measures to bring inflation down 

to its 2% target level over the medium term. 

As the main decision-making body of the ECB, the Governing Council decided on July 21st 2022 

and September 8th 2022 (with the effect from September 14th 2022) to increase the European 

interest rate on the main refinancing operations (MRO)1 from 0% to 0.50% and from 0.50% to 

1.25%. This had an immense effect on the development of the 3m-Euribor2 which came in at 

0.84% on September 9th 2022 (compared to minus 0.57% on January 3rd 2022). 

 

 

 

 

 

                                                           
1 Main refinancing operations rate (MRO) is the interest rate banks pay when they borrow money from the ECB for one week. 
2 The 3-month-Euribor interest rate is the interest rate at which a selection of European banks lend one another funds denominated 

in euros whereby the loans have a maturity of 3 months. 

* EU inflation rate in August 2022 is expected to come in at 9.1% according to Eurostat 

Source: ECB, global-rates  
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Variable interest rate loans and contractual hedge obligations 

In leveraged finance, typically variable interest rate loans are implemented. The effective 

interest is calculated by adding the variable base rate (e.g., 3m-Euribor) to the interest margin 

that is offered by the lender. The 

constantly increasing 3m-Euribor 

already has a significant effect on 

borrowers as they are facing much 

higher interest expenses. Indicated with 

the orange box in figure 3 is the 

implication p.a. borrowers are already 

facing today with a 3m-Euribor coming 

in above 0.75% as of September 2022.  

Depending on the underlying loan documentation, borrowers now might be obliged to 

implement an interest rate hedge. Over the past years, many financings were set up without 

an interest rate hedge obligation. However, in some negotiations the middle ground was that 

the interest rate hedge obligation should take effect once the 3m-Euribor exceeds a certain 

threshold (0.25% or 0.50%) for 5 (or 10) business days. As both thresholds have now been 

exceeded for > 10 days it is likely that there might be quite some active interest hedge 

obligations that have not yet been met.       

 

What to do as Private Equity Investor or Borrower? 

 

o Check whether you have an interest rate hedge obligation in your loan contract - it may 

look like this: “…interest hedging to be implemented for at least 50% of the principal amount 

of the loan… for a minimum period of 3 years… in case the 3m-EURIBOR exceeds 0.50% for 

a period of more than 10 business days...” 

o Check the maturity of your loan – if it is below two years or you are about to refinance the 

loan you might be able to agree with your lenders to waive the hedge obligation as saving 

cash instead of having to pay a high upfront cap premium might make more sense for both 

parties depending on the underlying situation  

o Check whether your loan documentation allows for an interest hedge via a swap (but a swap 

contract needs to be secured by collateral – potential inter-creditor conflict); otherwise, you 

can only implement an interest hedge via a cap which does not require additional security 

due to the upfront payment of the cap premium 

o In case you need to implement an interest hedge: request cap and swap quotes from one 

or more banks to receive the full picture on which hedge alternative makes economically 

more sense in your individual situation (quotes can be very different from bank to bank) 

 

 

 
Loan Amount (in € Mio) 

Figure 3. Hypothetic increase in interest expense (in € Mio) 

as a function of interest rate increase and loan volume 
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Cap vs. Swap 

Caps and swaps can be effective hedging tools to minimize interest rate risk. While swaps set 

out the terms for exchanging an existing variable rate loan structure with a fixed rate structure 

and vice-versa, interest rate caps are variable rate loan structures enabling a borrower to limit 

on how high an interest rate can rise on variable-rate debt facilities. 

It should be considered that a swap counterparty (bank) needs to go through a credit process 

which usually means that the borrower is limited to an existing bank. For caps an additional 

credit process might be avoided if the premium is paid upfront. If the cap premium shall be 

amortized over the lifetime, it will require a credit process which is why it is usually paid upfront.    

 

  

 

  

 

 

 

 

 

 

Exemplary cap cost3: €50 Mio notional, at 1.5% capped for 5 years, the required upfront cap 

premium would cost €2 Mio [€50 Mio × 4.0%].  

Exemplary swap cost3: €50 Mio notional hedged for 5 years via a swap with floor at 0%. With 

3m-Euribor rate (0.8%) and given terms below, the swap would “cost” €0.45 Mio annually [€50 

× (1.7%-0.8%)], or €2.3 Mio in total over 5 years (assuming stable 3m-Eur. - highly hypothetical). 

 

  

 

 

 

  

                                                           
3 Source: anonymous bank quote from 17.08.22 

* Indicative pricing from 17.08.22. Since then, volatility further increased which means that hedging is now even more expensive 

than indicated in the tables above. Prices are subject to market fluctuations. Data based on market midpoint, other costs may apply. 

Figure 6. Pricing: Cap Premium* Figure 7. Pricing: Swap Rates (p.a.) * 
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Cap Term 

Swap Term 

Figure 4. Pros and Cons Cap 

Figure 5. Pros and Cons Swap 
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Conclusion 

The five-year 3m-Euribor swap rate currently stands at 2.2%4, i.e. the market expectation for 

the weighted 3m-Euribor is 2.2% on average over the next five years, which corresponds to an 

increase of approx. 1.4% from the current level. Borrowers should definitely take the current 

interest level and potential further increases into account when preparing a debt/ covenant 

schedule for a new deal.    

From the lender side we receive mixed feelings regarding the interest hike. On the one hand, 

debt funds are earning more interest and some might even be celebrating as this might push 

them over their internal hurdle rate to receive carry. On the other hand, it is a fine line for debt 

funds as they have no interest in their borrowers breaching e.g., DSCR or worse. Unlike some 

debt funds, banks do not see any upside in the current interest environment on a loan level as 

they have to deal with higher refinancing costs themselves. However, they might be able to 

improve their funding mix on an institutional level as it is unlikely that the higher interest is 

passed on to the deposits 1:1. 

With regards to an interest hedge obligation many experts argue that “the horse has already 

left the barn”. Economically, it does not make sense that a hedge obligation only takes effect 

once the volatility is up because by that time interest hedging is already very expensive. Many 

borrowers will now have to discuss with their lenders whether e.g., a high upfront cap premium 

for an interest cap makes sense or whether both parties would be better off by waiving the 

hedge obligation in cases where the maturity of the loan is not too far ahead. 

In case that an interest rate hedge should be inevitable, PE funds are well advised to carefully 

look into the different hedge alternatives and choose the right option depending on the 

underlying financial situation of the borrower. In case that a cap should not be feasible, in 

particular for pricing and/or liquidity reasons, borrowers should seek legal advice on how to 

add a secured interest rate hedge (swap) to the transaction structure as smoothly as possible.   

One final thought lenders, borrowers and lawyers should consider when setting up loan 

contracts and potential hedge obligations in the future: either completely skip the interest 

hedge obligation as it has been the case in many contracts and let the borrower decide when 

an interest hedge economically makes sense – or come up with a meaningful trigger event that 

does not force the borrower to implement an interest rate hedge when prices for such 

protections are already through the roof. One year ago, interest rate hedge instruments would 

have cost a fraction of today’s price…  

  

                                                           
4 As of September 9th 2022, Source: Chatham Financial 
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