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Chapter 25

SOFR So Good? The

Transition Away from LIBOR
Begins in the United States

Seward & Kissel LLP

Introduction

Since the 1980s, the London Interbank Offered Rate (“LIBOR”),
the benchmark index that reflects the rate at which banks borrow
money from each other on an uncollateralised basis, evolved to
become the foundation on which interest rates on various loans
and financial transactions throughout the world are calculated.
LIBOR is determined by taking the average value of the actual or
estimated interest rates leading global are paying to borrow from
one another, which were reported daily. Following the financial
crisis of 2007-2008, LIBOR’s reputation was damaged by charges
that such reporting banks manipulated the rate before and during the
financial crisis, taking larger profits from derivatives based on the
manipulated rates. By 2012, regulators in a number of countries,
including the UK Serious Fraud Office and the United States
Congress had commenced investigations into LIBOR manipulation.
As aresult, in 2014, the Intercontinental Exchange (“ICE”) assumed
administration of LIBOR, and the ICE Benchmark Administration
(“IBA”) established a new oversight committee and introduced new
surveillance systems and analysis techniques which subjected LIBOR
submissions to closer scrutiny.

Faith in LIBOR as a reliable reference rate, however, quickly
declined after the manipulation charges were acknowledged in the
public domain and as a result, in 2014, the Board of Governors of
the Federal Reserve System and the Federal Reserve Bank of New
York (the “New York Fed”) convened the U.S. Alternative Reference
Rates Committee (“ARRC”) in order to identify an alternative to U.S.
Dollar LIBOR. In July 2017, the UK’s Financial Conduct Authority
announced that LIBOR would be phased out by 2021.

2018 Developments — Alternatives to LIBOR

At the beginning of April 2018, the New York Fed took the first
significant step towards the transition away from LIBOR by
publishing three alternative reference rates. The alternative reference
rates are based on overnight repurchase agreement transactions which
are collateralised by U.S Treasury securities. Each of the alternative
reference rates are calculated based on transaction data from an
underlying liquid market rather than subjective input. LIBOR, on
the other hand, is formulated from pricing contributions from 17
panel banks rather than robust transaction data.

The first alternative rate is the Tri-Party General Collateral Rate
(“TGCR”), which is a measure of rates on overnight, specific-
counterparty tri-party general collateral repurchase transactions
secured by Treasury securities. The underlying securities of a general
collateral transaction are not identified until the terms of the trade are
agreed to. The TGCR is calculated as a volume weighted median of
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transaction-level tri-party repurchase data collected from The Bank
of New York Mellon.

The second alternative rate is the Broad General Collateral Rate (the
“BGCR?”), which is a measure of rates on overnight Treasury general
collateral repurchase transactions. The underlying securities of a
general collateral transaction are not identified until the terms of the
trade are agreed to. The BGCR is calculated as a volume weighted
median of transaction-level tri-party repurchase data collected from
The Bank of New York Mellon as well as GCF repurchase transaction
data obtained from DTCC Solutions LLC.

The ARRC, which was formed by the New York Fed to address the
discontinuance of LIBOR, identified the third, and now leading,
alternative reference rate as the Secured Overnight Financing
Rate (“SOFR”). SOFR is an index that reflects a broad measure
of the cost of borrowing cash overnight collateralised by Treasury
securities. SOFR includes all trades in the BGCR plus bilateral
Treasury general collateral repurchase transactions cleared through
the Delivery-versus-Payment service offered by the Fixed Income
Clearing Corporation. The New York Fed has supported the adoption
of SOFR as the leading index for U.S. dollar-based derivatives and
loans to replace the dependence on LIBOR before the 2021 LIBOR
phaseout deadline.

The framework needed to transition to SOFR is well under way.
The Federal Reserve Bank has begun publishing SOFR, industry
organisations have published papers and advisories setting forth best
practices for transitioning to SOFR and institutions are establishing
internal procedures to adapt to the adoption of SOFR. In addition,
certain finance transactions have recently closed utilising a SOFR
construction as the benchmark rate, including issuances by Fannie
Mae, Freddie Mac, Federal Home Loan Bank, Toyota Motor Credit
Corporation, and New York’s Metropolitan Transit Authority, among
others.

LIBOR Fallbacks — The ARRC Consultations

The ARRC held a public roundtable on July 19, 2018, to recap the
LIBOR succession plan and educate the financial market on contract
fallback language for Floating Rate Notes (“FRN”), corporate loans,
securitisations and derivatives which should properly document
the transition to a new reference rate. Following the roundtable,
in September of 2018, the ARRC went on to publish a series of
consultations on LIBOR fallbacks, including a Floating Rate
Note consultation, a syndicated loan consultation, a bilateral loan
consultation and a securitisation consultation. Each consultation
addresses the question of what rate does a loan fall back to when
LIBOR disappears, and concludes that a SOFR-based successor
rate is appropriate. LIBOR fallback language is comprised of three
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components: first, a trigger event to prompt the transition from
LIBOR to a replacement rate; second, a successor rate to actually
replace LIBOR in the contract; and third, the process by which the
replacement rate is implemented.

The Trigger

The trigger event which prompts the conversion from LIBOR to
a new reference rate will most commonly be LIBOR cessation,
but may include pre-cessation triggers in the event of a temporary
discontinuation of LIBOR, an unannounced stop to LIBOR or a
material change to LIBOR. In each consultation, the ARRC identifies
the occurrence of one or more of five events as a “Benchmark
Discontinuation Event”: (1) a public statement/publication of
information by the benchmark administrator that it has or will
cease to provide the benchmark, provided that at the time there is
no successor administrator to continue to provide the benchmark;
(2) a public statement/publication of information by the regulatory
supervisor of, central bank for the currency of, insolvency official/
resolution authority/or court with jurisdiction over the benchmark
administrator, stating that the administrator has or will cease to
continue to provide the benchmark, provided that at the time there
is no successor administrator to continue to provide the benchmark;
(3) the benchmark rate is not published for five consecutive
business days and is not temporary as declared by the benchmark
administrator or regulatory supervisor and cannot be determined by
reference to an interpolated rate; (4) a public statement/publication
of information by the benchmark administrator that is has invoked
or will invoke its insufficient submissions policy; or (5) a public
statement/publication of information by the regulatory supervisor
for the benchmark administrator announcing that the benchmark is
no longer representative or may no longer be used.!

The Successor Rate — SOFR

Each ARRC consultation looks primarily to SOFR as a first line
replacement rate for LIBOR. The approach differs for each product,
with two approaches to implementing LIBOR fallback language
emerging — the amendment approach and the hardwired approach.
Since SOFR, unlike LIBOR, is an overnight, secured rate, it is likely
to be lower than LIBOR, which also presents the need for a spread
adjustment, incorporated into the fallback mechanics, to account for
some of the differences between SOFR and LIBOR and to make
SOFR comparable to LIBOR as an effective replacement rate. The
approaches, mechanics and terms are generally similar, but differ
depending on the financial product, in order to adapt to specific
circumstances and applicable contracts.

Floating Rate Notes and Securitisations

For FRN and securitisations, the ARRC proposes a hardwired
approach employing fallback provisions in the form of a waterfall
of possible successor rates together with a spread adjustment. The
waterfall, or “hardwired” approach, varies in each consultation. For
FRN and securitisations, the waterfalls are essentially the same, with
the exception of an additional Step 3 comprised of Spot SOFR for
FRN for a total of six steps rather than five.

The FRN Replacement Benchmark Waterfall includes six steps for
determining the replacement rate: Step 1: Term SOFR recommended
by the relevant government body plus spread; Step 2: Compounded
SOFR plus spread; Step 3: Spot SOFR plus spread; Step 4: a
replacement rate recommended by the relevant governmental
body plus spread; Step 5: ISDA replacement rate at such time plus
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spread; and Step 6: a replacement rate determined by the issuer or
its designee plus spread.

For securitisations, the ARRC proposes a five-step replacement
benchmark waterfall: Step 1: Term SOFR plus spread; Step 2:
Compounded SOFR plus spread; Step 3: a replacement rate
recommended by the relevant governmental body plus spread;
Step 4: ISDA replacement rate at such time plus spread; and Step
5: a replacement rate proposed by the designated transaction
representative (as identified in the relevant transaction documents).

In December 2018, the Structured Finance Industry Group
(“SFIG”) published a LIBOR Task Force Green Paper setting forth
recommended best practices for the transition from LIBOR to a new
benchmark.? The recommendations focus on new securitisations
(non-legacy) and proposes fallback language for US securitisation
transactions. Much like the proposal set forth in the ARRC
securitisation consultation, the SFIG recommendation is based on a
benchmark discontinuance event (including pre-cessation triggers)
that serves as a trigger to transition from LIBOR to a waterfall of
fallbacks, beginning with a forward-looking Term SOFR-based
benchmark, then a daily Compounded SOFR or average daily
SOFR, then an overnight SOFR rate and ending with an alternate
rate approved by an investor vote if SOFR is unavailable. A tiered
approach to determining the spread, while also preserving the
sponsor’s ability to designate a proposed spread, subject to investor
approval, is also suggested.

Corporate Loans and Bilateral Loans — The Amendment
Approach vs. the Hardwired Approach

For the loan market, two approaches to implementing LIBOR fallback
language have emerged — the amendment approach and the hardwired
approach. The ARRC’s syndicated loans consultation and bilateral
loans consultation are similar and each provide for both a hardwired
approach via a replacement rate waterfall and an amendment
approach. The waterfall approach for each is essentially the same
in the first two steps: Step 1: Term SOFR or if not available, then
interpolated SOFR; and Step 2: Compounded SOFR. However, while
the waterfall for bilateral loans in Step 3 reverts to an amendment
approach to select a replacement rate in the event that a replacement
rate cannot be determined in the first two steps in the waterfall, the
waterfall for syndicated loans includes an additional step of overnight
SOFR, before defaulting to an amendment approach.

Similarly, the waterfall for the replacement benchmark spread
(adjustment) also includes a third option for bilateral loans. For each,
in the first instance the spread adjustment is determined or calculated
as selected, endorsed or recommended by the relevant government
body, and if not available, then the spread adjustment is determined
in accordance with the ISDA method. If a replacement reference
rate is selected by the lender in the case of a bilateral loan, then the
spread adjustment is selected by the lender as well.

The differences do not end there. Given the two products differ,
their proposed amendment approaches differ as well to account for
those differences. While the triggers, replacement reference rate and
replacement benchmark spread adjustment for both are essentially
the same, the mechanism to amend the credit agreement, naturally
differs. For each, the trigger is a benchmark discontinuance event or a
determination by the lender/required lenders (or the loan agent in the
case of syndicated loans) that new or amended loans are incorporating
a new benchmark interest rate to replace LIBOR. The replacement
reference rate for each is either an alternate benchmark rate agreed
between the agent and the borrower, in the case of syndicated loans, or
between the borrower and the lender (or as agreed in an amendment),
in the case of bilateral loans. The amendment mechanism for
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syndicated loans requires negative consent of required lenders for
a benchmark discontinuance event and the affirmative consent of
required lenders if the loan agent or required lenders determine that
new or amended loans are incorporating a new benchmark. Bilateral
loans differ in that for each trigger an amendment delivered by the
lenders to the borrower (which may be subject to negative consent
by the borrower) is the mechanism.

The Loan Syndications and Trading Association (“LSTA”), an
active member of the ARRC, is chair of the ARRC’s Business
Loans Working Group which is focused on solutions for the LIBOR
transition for syndicated and bilateral loans, and is a member of the
ARRC’s Securitization Working Group, representing the interest
of collateralised loan obligation transactions (“CLOs”), and has
published many advisories, articles and guidance on the LIBOR
transition. As the LSTA points out, the amendment approach is a
good preliminary solution for the syndicated loan market, given the
ease and frequency with which loans are amended over their lifespan.
Such approach provides the added benefit of not needing to rely on
terms which do not yet exist and preserves the ability to leave the
replacement rates and spreads to be selected in the future when more
information on the options is available.* The downside, as the LSTA
notes, is the possibility of disruption in the loan market in the future
when such amendments are needed, and the fact that the amendment
approach can be impacted by market cycles.

The LSTA also rightly points out that synching between products,
particularly CLOs and syndicated loans, is necessary given that
CLOs hold more than $580 billion of syndicated loans.* Of particular
concern is basis risk which may be introduced if the loans held by
a CLO utilise or flip to SOFR before LIBOR is discontinued, such
that the CLOs’ assets are tied to SOFR while its liabilities are tied to
LIBOR. Although unlikely, it is also possible that the loan benchmark
and CLO benchmark may differ in the event they follow their
respective benchmark waterfalls and land at different replacement
rates. It is something market participants are encouraged to consider.

Paced Transition Plan

In addition to the proposed alternatives to LIBOR published in each
of'its consultations, the ARRC also proposed a paced transition plan
from LIBOR to SOFR, outlining milestones to be reached between
now and 2021 to ensure a smooth transition.® As a first step, the
ARRC’s paced transition plan begins with a focus in 2018 and 2019
on creating a baseline level of liquidity for derivatives contracts
referencing SOFR. The second step, targeted during 2019, is to
further increase familiarity and understanding of SOFR over longer
terms with increased trading activity in futures and overnight index
swaps, followed in 2020 by central counterparty clearing houses
offering members the choice of clearing swap contracts using SOFR.
Each of the foregoing steps are in preparation for 2021°s roll-out and
establishment of SOFR term rates.

Legacy Transactions

Despite all of the proposals emerging from the ARRC and various
industry groups, legacy transactions will remain a challenge. A
paced transition plan to move new transactions from a LIBOR-based
benchmark to a SOFR-based benchmark can be considered, negotiated
and codified in new deals, but what about existing deals? For deals
pegged to LIBOR with no defined alternative reference rate specified
in the contracts, how are parties to proceed when LIBOR is no longer
available? It seems an amendment approach, which would likely
involve unanimous investor consent, may be the only option, but that
may prove administratively challenging while also a substantial burden
on the market if an urgent need to transition strikes all at once. In
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addition, imposition of the determination of a move to SOFR on any
particular transaction party, such as a loan agent or trustee, is most likely
not suggested by legacy transaction documentation and is likely not an
acceptable approach for such transaction parties from a risk allocation
perspective. How the proposed approaches to new transactions across
products and asset classes are accepted and implemented may provide
some guidance to parties of legacy transactions regarding which
alternative benchmarks are available and best suited to their needs.
Once a market consensus is reached, amendments may be entered
into prospectively to address the almost certain cessation of LIBOR.
It remains to be seen how legacy transactions will be addressed, but in
the meantime, market participants must remain vigilant and informed
and be prepared to act prior to a Benchmark Discontinuation Event
with respect to legacy transactions.

Conclusion

Despite all of the developments and progress in moving the market
forward toward an orderly transition away from LIBOR as 2021
approaches, the amount of work which remains to be undertaken
by market participants in the transition period could be vast and
should not be underestimated. Mechanisms for closing out legacy
contracts will need to be addressed in order to meet the demands of
market participants who anticipated pre-determined and forward-
looking floating rate payment structures. Market participants should
monitor the loan market for the adoption of alternative index rates,
review safeguards and amendment procedures in agreements while
continuing to review how the discontinuance of LIBOR impacts
existing loan agreements and other transaction-related documentation.
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