The End of LIBOR

By Lydia C. Stefanowicz and Charles J. Wilkes, Greenbaum, Rowe, Smith & Davis LLP

facilities with LIBOR-based interest rates need to be aware
that LIBOR is being phased out. Parties should review and
understand what their loan documents, swap documents and other fi-

B oth lenders and borrowers who have or are negotiating credit

nancial contracts say about how interest will be calculated in the ab-
sence of LIBOR, which is slated to be eliminated completely by the
end of 2021, if not sooner.

LIBOR is an acronym for London In-
terBank Offered Rate. Originally, LIBOR
was the average interest rate at which a bank
could borrow from leading banks in London.
A brief history of LIBOR may be helpful to
understand how we arrived at where we are
today. LIBOR loans first appeared in London
in the early 1970’s when growing inflation

and rising interest rates made banks reluc-
Lydia C. Stefanowicz tant to make loans at a fixed rate for a long
period of time! (i.e., a classic term loan). An
alternative developed in the form of syndi-
cated loans which allowed several banks to
share the risk by each making only a portion
of a large loan, which was originated, struc-
tured and administered by an agent bank.
In addition, LIBOR allowed the syndicate

banks to set the interest rate on the loan for

a relatively short period of time (each an “in-
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terest period”) at a rate that was determined
by consulting other banks to ascertain the rate at which the lending
banks could borrow (and often actually did borrow, a process known
as “match-funding”) from other banks an amount equal to the loan for
a period of time equal to the interest period. This turned a large fixed
rate loan into a series of smaller adjustable rate loans with the inter-
est rate reset periodically to reflect market conditions, which reduced
the risk of the then volatile interest rate environment. When the Prime
Rate (then the dominant benchmark for interest rates on U.S. corporate
loans) reached an unprecedented high of 21.50% in 1980, large U.S.
borrowers turned in growing numbers to the London Eurodollar mar-
ket. Eurodollars are U.S. dollar deposits held outside of the U.S. At
the time, Eurodollar deposits were not subject to the same regulatory
restrictions as U.S. dollar deposits within the U.S. This resulted in the
ability to make Eurodollar loans at interest rates that were several per-
centage points lower than the Prime Rate. LIBOR loans came to be
perceived as loans that enjoyed favorable terms typically reserved for
blue chip borrowers. As the London financial markets grew in impor-
tance, LIBOR evolved to become the preferred benchmark for short-
term interest rates around the world. LIBOR rates are now published
each business day for five major currencies (U.S. dollar, British pound
sterling, euro, Japanese yen and Swiss franc) and several borrowing
periods, ranging from overnight to one year. It has been estimated that

over $350 trillion dollars’ worth of financial derivative contracts, mort-

gages, bonds, and commercial and consumer loans bear interest at rates
based on LIBOR.?

WHY CHANGE A BENCHMARK THAT IS SO WIDELY USED?

Originally, LIBOR was the average interest rate at which a bank
could borrow from leading banks in London and was ascertained on
an individual basis by the bank making the loan. In 1986, the British
Bankers Association (BBA), a U.K. trade organization, took over the
administration of LIBOR and began to compile and publish the rates.
Various investigations after the 2008 financial crisis revealed that since
the early 1990’s, BBA had colluded with reporting banks to falsely in-
flate or deflate rates to their advantage. By 2012, the breadth of the
manipulation scandal had become evident and about 20 major banks
worldwide were the subject of criminal and civil investigations and
lawsuits. Thereafter, the Financial Conduct Authority (FCA), a UK reg-
ulatory agency, assumed responsibility for overseeing LIBOR.?

While regulatory reform could overcome the problem of market ma-
nipulation, post-financial crisis regulation diminished bank appetite to
make wholesale loans. As a result, banks now rely on judgment calls
more than actual transactions to set LIBOR. In 2017, Andrew Bailey,
FCA’s CEO, in a widely-reported speech, questioned the sustainability
of LIBOR as a benchmark. Bailey noted that “the underlying market
that LIBOR seeks to measure—the market for unsecured wholesale
term lending to banks—is no longer sufficiently active.”*  According
to Bailey, “[i]f an active market does not exist, how can even the best
run benchmark measure it?” Acknowledging that the unexpected and
unplanned disappearance of LIBOR would cause market disruption,
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Bailey announced that the current panel banks had agreed voluntarily

to sustain LIBOR until the end of 2021 to allow time for a transition to
alternative reference rates that are based on actual transactions.

WHAT WILL REPLACE LIBOR?

In the U.S., in a press release published on December 14, 2017,
the Federal Reserve Board released final plans to create new reference
rates based on overnight repurchase agreements (commonly known as
“repos” and pursuant to which banks lend money to each other on a se-
cured basis), including the Secured Overnight Financing Rate (SOFR),
which was identified as the recommended alternative to U.S. Dollar
LIBOR®. SOFR is a broad measure of the cost of borrowing overnight,
calculated as a volume-weighted median of transaction-level tri-party
repurchase agreement transaction data.’ Since early April 2018, the
New York Federal Reserve Bank has published SOFR on its web-
site each business day at approximately 8:00 a.m. To-date, historical
SOFR has ranged from a low of 1.65% on May 22 to a high of 1.92%
on June 22.7

This action by the Federal Reserve does not, however, solve the
problems that arise from the end of LIBOR. This new benchmark
will not be a successor rate to LIBOR in any technical sense. There
is no mandate to use SOFR as a replacement for LIBOR and, in its
current form, SOFR may not actually be the most relevant benchmark
for many financial products. LIBOR transition needs to deal with the
structural differences between the two rates. Two notable differences
exist between LIBOR and SOFR. First, SOFR is based on secured
transactions, while LIBOR reflected the pricing on unsecured trans-
actions. Generally secured borrowing rates are lower than unsecured
rates. Second, SOFR is an overnight rate only, while LIBOR is pub-
lished for several periods ranging from overnight to one year. As a re-
sult, there is no reason to believe that financial contracts with pricing
based on LIBOR will be construed, wholesale, to have intended that
this new rate replace LIBOR (with whatever effect that may have on
pricing). Thus, prudence dictates that financial contracts that utilize
LIBOR as a reference rate and have a term extending beyond 2021
(or even earlier, if the lender has a right to reprice in the event LIBOR
cannot adequately be determined or if LIBOR fails to cover the lend-
er’s cost of funds) need to be reviewed to identify each party’s rights
in the event that LIBOR is no longer available, and to further ascertain
if the alternative (if any) provided in those contracts is both workable
and will result in pricing reasonably tailored to compensate the finan-
cial institution for its risk and provide a reasonable return, and to offer
the borrower a market interest rate.

For example, a traditional credit agreement may include boiler-
plate that if LIBOR is unavailable, the lender has the right to switch to
Prime Rate pricing. The problem with that is that the Prime Rate right
now is about 5.00% per annum, while one month LIBOR is 2.10% (ac-
cording to The Wall Street Journal Money Rates). Even with the lower
“spread” or margin that usually goes with Prime Rate pricing, a bor-
rower typically would be paying a materially higher interest rate. The
Prime Rate alternative to LIBOR was never intended to be a long term
solution; it was designed to operate when a temporary disruption of the
financial markets prevented the lender from timely obtaining a LIBOR
quote in the short term. In addition, if the parties are forced to rely on a

provision of this type for any period of time, there will be a mismatch
with the terms of any applicable interest rate swap. That is, interest
rate swaps tied to LIBOR may no longer be effective to hedge against
the floating rate obligations they were intended to cover.

In recent years, as the potential for financial market disruptions be-
came more evident, the variety of alternative rate provisions included
among the boilerplate in credit agreements has grown to include pro-
visions that do not simply state a certain specified alternative inter-
est rate, but instead provide the lender with an often vaguely-stated
right to re-price if LIBOR becomes unavailable, e.g., a provision that
permits the lender to substitute for LIBOR a rate determined by the
lender from “another recognized source or interbank quotation.” In
addition, the variations on such alternative rate provisions are nearly
limitless. And there is no assurance that the alternative rate provisions
in a swap contract match the alternative rate provisions in the covered
credit agreement.

Financial institutions are faced with a large and complex transi-
tion from LIBOR. Currently, however, there appears to be a degree
of complacency among financial institutions about assessing and re-
ducing exposure to LIBOR-based pricing.  Financial institutions
need to inventory their LIBOR-based exposure. They should also be
reducing the amount of new LIBOR-based contracts undertaken. Fi-
nancial institutions will need to determine whether SOFR is the best
replacement for LIBOR or if another benchmark is more appropriate
for each financial product. In light of the dearth of historical SOFR
data, updates to risk and pricing models will be complicated and time-
consuming, and may require considerable lead time to implement. In-
forming and educating customers about the new benchmarks and rates
and the reasons for transition will need to be handled thoughtfully.
Addressing the issues attendant to the transition from LIBOR-based
interest rate provisions now is the best way to avoid confusion, uncer-
tain pricing, damage to customer relations and other unintended con-
sequences in the near future. |

*Sources:

1. Gavin Finch and Liam Vaughn, The Man Who Invented the World’s Most
Important Number, November 29, 2016, available at www.bloomberg.com/
news/features/2016-11-19/the-man-who-invented-libor-iw3fpmed.

2. Tortoise Investments, Replacing LIBOR: The Countdown Begins, August 16, 2017,
Forbes, available at https://www.forbes.com/sites/tortoiseinvest/2017/08/16/
replacing-libor-the-countdown-begins/2/#29d65aabb522.

3. Id.

4. Andrew Bailey, Chief Executive, Financial Conduct Authority, Speech on the
Future of LIBOR at Bloomberg London (July 27, 2017), available at www.fca.org.
uk/news/speeches/the-future-of-libor.

5. Press Release, Federal Reserve Bank, Federal Reserve Board Announces Final
Plans for the Production of Three New Reference Rates Based on Qvernight
Repurchase Agreement (repo) Transactions Secured by Treasury Securities,
available at https://www.federalreserve.gov/newsevents/pressreleases/

bcreg20171208a.htm.
6. https://apps.newyorkfed.org/markets/autorates/sofr
7. 1d.

Summer 2018

New Jersey Banker m



