
KEY POINTS
�� A bank typically will not have mechanisms available to it for evaluating the actual cost of 

funds for a particular transaction viz “that Loan” under the LMA’s draft cl 11.4.
�� The provision confers on a lender a discretion but there must be some ascertainable 
facts/data against which the reasonableness of a “selection” and decision may be 
assessed.
�� The authors consider that the draft LMA costs of funds fallback in its present form, while 

attractive in appearing to offer a means of avoiding frustration, is likely to be unworkable 
in practice, both in the short and in the long-term.
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Facing the end of LIBOR Addendum:  
a “Cost of Funds” fallback?
A reader suggested that insufficient regard was had in our article ‘Facing the  
end of LIBOR: the financial and legal implications’ (2019) 11 JIBFL 715 to the 
provision under the Loan Market Association’s (LMA’s) “cost of funds” draft 
ultimate fallback provision. Because of a widely held perception that “cost of 
funds” provisions provide a mechanism to save agreements, otherwise at risk of 
frustration upon the cessation of LIBOR, we provide a summary explanation for  
our view that contractual “cost of funds” fallback provisions in these (and 
similar) terms are unworkable, both in the short and long-term – the latter being 
recognised by some.1

Clause 11.4 of the current LMA draft ‘Multicurrency Term and Revolving Facilities 
Agreement’ provides that the rate, in the event of LIBOR not being published, 
is: “to be that which expresses as a percentage rate per annum the cost to the 
relevant Lender of funding its participation in that Loan from whatever source it may 
reasonably select” (our emphasis). 

BANK BALANCE SHEETS

nDespite the obvious point that a bank 
makes money by lending at a rate 

higher than it borrows,2 a bank balance 
sheet is complex. Reasons for this include: 
�� that a bank borrows money for different 

periods of time, from overnight to  
long-dated – as much as 30 years; 
�� that a bank has diverse sources of capital 

at different interest rates, eg corporate 
bonds at a rate reflecting the tenor, 
structure and currency of the loan and – 
importantly – its own credit-rating. 

It will also have deposits from retail 
clients – effectively loans, typically at a rate 
substantially below LIBOR and in the case 
of UK current accounts3 mostly at zero 
rates; further; (iii) some bank liabilities will 
be hedged by currency and interest rate 
derivatives such as swaps, futures, options and 
forward rate agreements.

“… COST TO THE RELEVANT LENDER”
When any borrower draws down a loan 
facility from a bank, the major concern 

is margin over LIBOR. In a cost of 
funds world, there is another concern 
– deterioration of the bank’s own credit-
worthiness. As credit quality declines, say, 
as a result of a rating agency downgrade, 
bank cost of funds increase – an increase 
passed on to the customer. Such changes 
in costs are by no means necessarily small. 
Further, the effective additional margin 
can be volatile. Apart from greater cost to 
it as a result, a customer will become more 
likely to infringe against its interest cover 
covenant4 as a result of the bank’s (rather 
than its own) lower credit position.

“… WHATEVER SOURCE IT MAY 
REASONABLY SELECT”
The key problem here is what source may 
reasonably be selected – and on what basis? 
One source of bank finance, as noted, is 
customer deposits. The bank pays a very low 
rate of interest on these – well below LIBOR, 
even for substantial sums. For some types of 
accounts, the rate may be zero. To illustrate 
the point, the Lloyds Banking Group 2018 
accounts5 show:

Balance Sheet At 31 December 
2018 
(£ billions)

Loans and advances 
to customers

444

Customer deposits 416

Wholesale funding 
≥ 1 year

90

Wholesale funding 
< 1 year

33

Customer deposits account for over 77% 
(416 ÷ 539) of its total funding.6 Short-term 
wholesale funding comprises a mere 6% (33 ÷ 
539) of total funding. If customer deposits are 
excluded, then £33bn of funding will set the 
cost of £444bn of loans.

All else being equal (which, as we explain, 
it is not), a “cost of funds” calculation should 
produce a result below LIBOR. We estimate 
that for Lloyds Banking Group in 2018 it was 
approximately LIBOR – 0.86%.7 

The word “reasonably” in draft cl 11.4 
presents fertile scope for disagreement 
– including for reasons outlined in this 
addendum. The provision confers on a lender a 
discretion as to how to act in the circumstances 
– constrained only by the requirement that, 
in acting, it does so “reasonably”. In recent 
years concepts of good faith and “rationality” 
(in the sense of reasonableness) have made 
some inroads into English contract law where 
a contractual discretion is provided for, 
particularly in “relational” contracts: Yam Seng 
Pte Ltd [2013] EWHC 111; Braganza [2015] 
1 WLR 1661 and Property Alliance Group 
[2018] EWCA 355 – but there must be some 
ascertainable facts/data against which the 
reasonableness of a “selection” and decision 
may be assessed. 
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THE ISSUE WITH “THAT LOAN”
Consider a simple £1m loan with a maturity 
date of 31 March 2022 at three-month GBP 
LIBOR plus 2.0% (the loan margin). The 
LMA “cost of funds” fallback requires that 
three-month GBP LIBOR be replaced with 
cost of funds on 1 January 2022 when three-
month LIBOR would normally be fixed  
– but is not published. With a wide variety 
in sources of funds, evaluating the cost  
of lender funds for three months on  
1 January 2022 for a bank is like untangling 
the Gordian Knot. For example, as in any 
industry, cost varies with volume – the 
interest rate will vary with the amount of 
capital lent. If, as is usual, on a particular 
date a bank borrowed various amounts each 
at a different interest rate, how would the 
cost of funds for a particular transaction be 
calculated? One method is to use weighted 
average – the arithmetic mean of the 
borrowing rates weighted by the amount 
borrowed. Assume a bank borrows £10m at 
5.00% and £1m at 4.50%. The un-weighted 
average would be 4.75% ((5.0 + 4.5) ÷ 2), 
but the weighted average would be 4.95% 
((10m x 5.0% + 1m x 4.5%) ÷ 11m). A 
weighted average8 is usually preferred 
because it puts more weight on the rate with 
the highest volume; but in this instance 
that may be incorrect – what is required is 
the cost of funding a particular loan with a 
loan amount of £1m – 4.50% would be the 
correct calculation. The knot gets tighter 
still when other complexities such as 
derivatives, mis-match in amount and tenor, 
funding subordination, amortisations, etc 
are considered.

The central difficulty is that a bank, 
typically, will not have mechanisms available 
to it for evaluating the actual cost of funds 
for a particular transaction – viz “that 
Loan” under the LMA’s draft cl 11.4. To 
reconstruct these costs will be both complex 
(and therefore expensive) and liable to be 
both inaccurate and arbitrary. Accordingly, 
we consider that the draft LMA cost of funds 
fallback in its present form, while attractive 
in appearing to offer a means of avoiding 
frustration, is likely to be unworkable in 
practice, both in the short and in the long-
term. Further, if capable of being undertaken, 

the calculation will also, for reasons we 
suggest, very likely be loss-making for the 
bank under a given transaction and produce a 
rate lower than LIBOR would have produced 
– creating a strong commercial incentive 
to minimise such losses in exercising the 
discretion to select source of funds. As was 
rightly observed by Baroness Hale (then 
Deputy President of the Supreme Court) 
in Braganza v BP Shipping Ltd, (Lord Kerr 
agreeing) (para [18]): 

“Contractual terms in which one party to 
the contract is given the power to exercise 
a discretion, or to form an opinion as to 
relevant facts, are extremely common … 
the party who is charged with making decisions 
which affect the rights of both parties to the 
contract has a clear conflict of interest.” 

The exercise of a contractual discretion, in 
circumstances where the holder of it is subject 
to a conflict of interest and there exists a 
data/information desert, offers fertile ground 
for subsequent dispute. n

 Disclaimer: this addendum is not advice and 

the authors accept no liability for reliance upon 

any of the facts or matters stated. Financial 

and legal advice on the issues discussed should 

be sought in the ordinary way.

1 Eg Clifford Chance LLP https://

financialmarketstoolkit.cliffordchance.com/

content/micro-facm/en/financial-markets-

resources/resources-by-type/thought-

leadership-pieces/libor---loan-market-update-

-november-2019-/_jcr_content/parsys/

download/file.res/libor-loan-market-update.

pdf

2 Market risk-taking businesses, for 
example equity and currency trading, 
aside.

3 In the US, “checking accounts”.
4 Interest Cover is typically calculated as 

the ratio of the borrower’s income (rent 
if a property company) and the interest 
cost of the loans. A high interest cover 
implies income that can more easily pay 
the interest.

5 Lloyds Banking Group, Annual Report 
and Accounts, 2018, p 39. https://www.

lloydsbankinggroup.com/globalassets/
documents/investors/2018/2018_lbg_
annual_report_v2.pdf

6 These figures have not been adjusted for 
different variable rates such as LIBOR, 
Base Rate, etc.

7 This is calculated from the figures at  
p 194 of Lloyds’ 2018 accounts: weighted 
average effective interest rate paid on 
bank deposits was 1.39% whereas that 
paid on customer deposits was 0.53% 
giving a difference of 0.86% (assuming 
bank deposits are at LIBOR).

8 The weighted average method is referred 
to in another part of cl 11.4.

Further Reading:

�� Facing the end of LIBOR: the 
financial and legal implications 
(2019) 11 JIBFL 715.
�� Transition away from LIBOR: where 

are we now? (2019) 8 JIBFL 520.
�� LexisPSL: Banking & Finance: 

Practice note: LIBOR transition.
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