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SpotlightKEY POINTS
�� The London Interbank Offered Rate (LIBOR) will cease to be published at the end of 2021. 
�� The change will impact every LIBOR-indexed product.
�� Its replacement is likely to be an overnight risk-free interest rate (RFR) –  

Sterling Overnight Index Average (SONIA) in the case of sterling.
�� The differential between SONIA and LIBOR will mean that the change will impact 

existing legacy products – there will be winners and losers.
�� We estimate that GBP three-month LIBOR will be replaced by SONIA compounded in 

arrears plus 12.55 basis points.
�� Unless there is consensual variation to product terms, or else the cessation of LIBOR 

is catered for under effective force majeure/fallback provisions, there is a real risk of 
agreements failing as a result of the cessation in LIBOR constituting a frustrating event.
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Facing the end of LIBOR: the financial 
and legal implications
The London Interbank Offered Rate (LIBOR) will cease to be published at the end 
of 2021. It is overwhelmingly likely to be replaced by the Sterling Overnight Index 
Average (SONIA) published by the Bank of England. Our working model suggests that 
GBP three-month LIBOR will be replaced by SONIA compounded in arrears plus 12.55 
basis points. The impact of this change will be enormous, but its full implications 
and the consequent risks and opportunities, in many instances, are yet to be 
appreciated.1

INTRODUCTION

nWe estimate that GBP three-month 
LIBOR will be replaced by SONIA 

compounded in arrears plus 12.55 basis 
points.2 Understandably, market prices are 
already reacting to news of how the transition 
will take place, well ahead of the deadline. 
There are several hundred trillion of US 
dollars of products that utilise LIBOR 
such as loans, mortgages, bonds, floating-
rate notes, interest rate swaps, forward rate 
agreements and the like. The change will 
impact every LIBOR-indexed product. 
Affected parties will need to consider five 
issues: first, for a consensual resolution, in 
the absence of effective “fallback” provisions/
force majeure clauses, the terms of documents 
governing each transaction will require to be 
varied/amended. Second, relatedly, the value 
of the products will change in response to 
SONIA becoming the substitute reference 
index rate – even when there are effective 
fallback/force majeure provisions (unless they 
cater for calculation of differential values 
(most unlikely)) – which will impact mutual 
liabilities. Consequently, compensation 
payable will need to be calculated and 
agreed. Third, if a change/variation to 
legacy contracts is not consensual and 
fallback provisions/force majeure clauses are 

inadequate to cater for the permanent cessation 
of the publication of LIBOR (as will be the 
case in many instances) there is a real risk 
that a contract will be frustrated bringing 
an immediate end to the parties’ future 
performance obligations. Fourth, any interest 
rate hedges will need to be re-assessed to 
determine their efficacy. Finally, the continued 
applicability of hedge accounting will need to 
be confirmed. With little time in which to do 
this, an immediate impact assessment of the 
change should be undertaken.

LIBOR has been in formal use since 
January 1986. LIBORs are a series of rates 
for periods under a year – overnight, one 
week and one to 12 months – calculated on 
each business day in a number of currencies.3 
LIBOR’s usefulness was not limited to 
borrowing and deposit rates, but also to 
interest rate swaps (IRSs), floating rate 
notes (FRNs), forward rate agreements 
(FRAs), forward exchange rates and other 
instruments. LIBOR has become part of the 
fabric of global financial markets.

There are two main reasons for LIBOR’s 
popularity:
(i) The amount of interest payable at the 

end of the interest period is known at 
the beginning. LIBOR is thus termed a 
“forward-looking” rate. The counterparts 

to forward-looking rates are “back-
ward-looking” rates, but more on  
that later.

(ii) The calculation of the interest payable  
is straightforward.

After the financial crisis of 2007-8, 
banks became less willing participants in 
the calculation of LIBOR for a number of 
reasons. First, IBORS were susceptible to 
manipulation4 that gave rise to associated 
litigation risk,5 second, banks altered their 
funding models so that they are now far more 
reliant on the bond markets than on inter-
bank, unsecured, term-lending. One effect is 
that, while LIBOR was based on evaluation, 
rather than actual transactions, the number of 
qualifying transactions has become very small.

In the UK, LIBOR’s death knell was 
announced by Andrew Bailey, CEO of the 
Financial Conduct Authority, on 27 July 
2017.6 The aim is to replace LIBOR by the 
end of 2021. Regulators globally have come to 
a similar decision.

A NEW VARIABLE RATE
The front-runner by a country mile is the 
overnight rate – in GBP it is SONIA.7 It is 
important to note that it is an overnight rate 
only, that is to say, borrowing and lending 
cash for 24 hours. There are no term rates 
(one week, one month, three months, etc) as 
with LIBOR. Other currencies have their 
own overnight rates.

The collective term for these overnight 
rates is “Risk Free Rates” or RFRs. We shall 
not dwell here on their method of calculation. 
The important point is that they are only 
overnight rates.



LIBOR VERSUS SONIA:  
WHAT IS THE DIFFERENCE?
LIBOR is usually greater than SONIA, 
this is because LIBOR includes an element 
of risk of institutional failure that is 
not present in SONIA. Therefore, the 
replacement of LIBOR with SONIA must 
be accompanied by compensation in the 
form of cash or a change in the terms of  
the transaction that reflects equivalent 
value, for example, the margin on a loan 
(Extra Spread).

The three-month and six-month LIBORs 
and SONIA (as published) are shown in 
Figure 1 below.

Calculating the Extra Spread is the key, 
irrespective of the complexity of the affected 
product. The Extra Spread is required for 

future cash flows, but, of course, these are 
not known in advance. Nonetheless, it is 
informative to look at the historical difference 
between the rates. Figure 2 opposite 
graphically presents the three-month LIBOR 
minus SONIA and six-month LIBOR minus 
SONIA.

It may be observed that there are a 
number of short-lived, sharp spikes which 
can be traced to the value of SONIA. These 
blips result from short-term spikes or falls 
in SONIA over month or year ends when 
there are funding pressures. These have 
been recently publicised by extreme moves 
in SOFR (the US dollar RFR) on  
17 September 2019. This shows that 
RFRs are not perfect and can lead to 
unpredictable outcomes.

ISDA FALLBACK METHODOLOGY
One way of calculating the Extra Spread – 
the method proffered by ISDA and likely to 
be adopted by the derivatives market (such 
as for interest rate swaps for example) – is 
simply to calculate it using the historical 
difference in the rates. 

LIBOR is a term rate (three-month, 
etc) whilst SONIA is an overnight rate 
(that is to say, the rate at which cash can be 
borrowed one day and repaid the next day). 
Consider a corporate borrower of £10m for 
three months. They can either borrow at the 
start of the period at three-month LIBOR 
or borrow on a daily basis for three months 
(with the risk of the overnight rate changing 
every day). But, borrowing on an overnight 
basis implies payment of daily interest. In 
other words, on the first day the borrowing 
is £10m, however on the second day it will be 
£10,001,370 (including interest for one day 
at, say, 5%) and so on. Therefore, the correct 
comparison is not three-month LIBOR 
with the overnight rate at the start of the 
period, rather it is with the overnight rate 
compounded daily for three months (and 
taken at the end of the period). This is known 
as the “compounded setting in arrears rate”.  
A more detailed description of the calculation 
is provided at Appendix A.

The ISDA methodology compares the 
compounded setting in arrears rate to the 
relevant LIBOR over the same period and 
then calculates the difference. The calculation 
is conducted over a long period – five years 
or ten years has been suggested.8 It then 
suggests using a simple arithmetic mean or 
the median9 of the results to calculate the 
Extra Spread.

The calculated Extra Spread (in basis 
points) is shown in the table below.

Averaging 
method/
Term(years)

5 10

Mean 11.03 15.14 

Median 10.26 11.66 

ISDA is currently consulting on whether 
to use: (i) the mean over a 10-year period; 
or (ii) the median over a five-year period. 
The results are due to be published by the 

Old Rate Proposed New Rate

GBP LIBOR Sterling Overnight Index Average (SONIA)

EUR LIBOR Euro Short Term Rate (ESTR or €STR)

EURIBOR ESTR

USD LIBOR Secured Overnight Financing Rate (SOFR)

JPY LIBOR Tokyo Overnight Average Rate (TONA)

Euroyen TIBOR TONA

TIBOR TONA

CHF LIBOR Swiss Average Rate Overnight (SARON)

AUD LIBOR Australian Interbank Overnight Cash Rate (AONIA)

CAD LIBOR Canadian Overnight Repo Rate Average (CORRA)

HIBOR Hong Kong Dollar Overnight Index Average (HONIA)

FIGURE 1 - SONIA and LIBORs
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end of 2019 and will be used to amend the 
2006 ISDA definitions for new derivative 
transactions and by a protocol10 for legacy 
transactions.

In our opinion, if an adjustment is 
to be based on historical data, a ten-year 
arithmetic mean should be used because it 
contains data covering a full interest-rate 
cycle, but excludes most of the data over 
the financial crisis. We suggest using a 
10% trimmed mean11 because this removes 
any outliers from the end of the financial 
crisis and also the period during which the 
difference in rates was negative.12 Using our 
proprietary models, we predict a spread of 
12.55 basis points for three-month GBP 
LIBOR using this methodology.

The historical analysis is at best a 
practicable guess as to what the future 
difference will be – of course none of us can 
know what it will actually be. For a better 
estimate, what is required is a “forward-
looking” or “term” rate predicated on 
SONIA.13

The pricing of derivatives is likely to 
change to reflect the results of the ISDA 
consultation, and in many cases has  
already done so in anticipation (see the 
example below).

RISK MANAGEMENT AND OTHER 
ISSUES
Risk management and accounting issues 
will arise where there is sufficient disparity 
between LIBOR and its replacement.

For hedge accounting14 to be valid, the 
risk and the hedge have to match. However, 
if there is a change to the variable rate 
in the hedge (such as a swap) without a 
commensurate change in the product being 
hedged (a loan for example) then a basis 
risk arises. Such a basis risk may invalidate 
the hedge accounting method. The main 
global accounting body, the International 
Accounting Standards Board, is to modify 
how the LIBOR-related deals are to be 
treated for balance sheet purposes. Its 
proposals for changes to IFRS9 and IAS39 
are currently out for consultation with 
the market. We anticipate that the rules 
will become lenient to accommodate the 
discontinuation of LIBOR.

Irrespective of the accounting treatment, 
the basis risk could give rise to real loss if the 
hedges are not effective.

There are a number of other issues that 
are bound to arise, for example:
(i) It is a given that IBORs in different 

currencies will be replaced by their 
respective RFRs at different points in 
time. How then will multi-currency 
facility contracts be amended where it 
may well be that, for some currencies, 
the interest rate indices will be RFRs 
and for others it will be IBORs?

(ii) How would a disagreement between the 
lenders in a syndicated loan facility be 
resolved if they cannot agree the value 

(ie number) of the Extra Spread?
(iii) Often covenant calculations in loan 

facilities require forward-looking rates, 
how will these be amended to cater for 
backward-looking rates?

SONIA IN PLACE OF LIBOR:  
SOME LEGAL ISSUES/RISKS
At the time of entering into long-term 
LIBOR-indexed contracts, certainly before 
2013, it is rather unlikely that parties will 
have contemplated that the reference index 
would cease to be published during the life 
of the contract. For all financial products 
such as bonds, IRSs, FRNs, and such like, 
the replacement of LIBOR with a different 

FIGURE 2 - LIBOR-SONIA

FIGURE 3 - 3M LIBOR - 3M SONIA Compounded in Arrears
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index (SONIA) will necessarily change 
the value of the transaction should the 
replacement index be simply substituted. 
Should this happen, one party will gain and 
the other will lose as the result of a change. 
This implies that, if a particular product is 
to be maintained rather than terminated, 
either an equivalent value will require to 
be agreed to be transferred between the 
parties, to negate/balance the change in 
value, or there will be a dispute. In outline, 
there appear to be a limited number of legal 
possibilities for existing long-tenor (legacy) 
LIBOR-indexed agreements. 

At its most extreme, the effect of the 
permanent cessation of the publication of 
LIBOR may be to frustrate a contract – that 
is to say, upon cessation in publication of 
the index rate, bring the contract to an end. 
In contrast with a force majeure clause, that 
will provide for the obligations of the parties 
in the event of the triggering occurrence 
happening and will provide for continuing/
residual contractual relations, however 
short-term, going forward, the frustration 
of a contract results in a contract being 
automatically and immediately discharged. 
This will occur when, after its formation, 
something occurs without fault of the 
parties to render the contract physically or 
commercially impossible to fulfil (or else 
the effect of the occurrence is to transform 
an obligation to perform the contract into 
a radically different obligation from that 
undertaken at the time of contracting15).  
For the purpose of the present discussion, 
the importance of the doctrine of frustration 
is that, where it applies, it takes effect so as 
to immediately discharge the parties from 
all further performance of, and their further 
liability under, the contract. Frustration 
kills16 the contract forthwith. Thus, for 
example, under a derivative contract where 
the operation of a termination triggered by a 
force majeure provision (contractual term) may 
– and typically will – take into account future 
payment obligations under structured close-
out arrangements, the effect of frustration,  
in contrast, will ordinarily be to discharge  
the paying party from liability for such 
(future) payments/liability (ie “performance” 
or executory obligations). Performed  

(ie executed) contractual obligations 
(payments made) remain undisturbed.  
(For contracts governed by English law, 
the Law Reform (Frustrated Contracts) 
Act 1943 goes some way to mitigating the 
sometimes harsh/unpredictable consequences 
of contractual frustration, particularly in 
connection with acts done in reliance upon 
it before frustration, and it goes somewhat 
further than did the House of Lords in  
The Fibrosa (note 18, below). But the Act does 
not abrogate the general law on frustration 
and its operation (and possibly limited 
relevance) in particular circumstances is 
beyond the scope of this discussion.)

In the event of the publication of LIBOR 
as a defined index rate being permanently 
discontinued, the first – though least 
likely – eventuality is that the court, in the 
absence of agreement by the parties, will 
construe an existing LIBOR-referenced 
performance obligation as a reference to 
an index that replaces LIBOR – in the UK 
almost certainly SONIA. The reasons for 
this being a most unlikely eventuality are, 
first, the obvious one that SONIA is not 
LIBOR; the second reason, less obvious but 
nonetheless important, is that the court will 
not permit a party to unilaterally substitute a 
different index for the nominated contractual 
index unless the parties, on the objective 
interpretation of the terms of the agreement, 
can be said to have agreed (and intended) 
this. The Supreme Court has recently so 
held in the pension decision Barnado’s v 
Buckinghamshire and ors.17 The Supreme 
Court’s decision is of direct relevance to 
the present discussion because the issue 
was whether, as a matter of contractual 
construction, pension trustees could adopt, 
as an inflation index, the Consumer Prices 
Index (CPI) in substitution for the Retail 
Prices Index (RPI). 

In the absence of a substitute RFR 
(SONIA) being capable of being interpreted 
as having been provided for by the parties 
under the terms agreed (by analogy with 
Barnado’s), the principal contractual possibility 
is that cessation of the publication of LIBOR 
falls within the terms of a force majeure clause. 

The meaning of “ force majeure” is not 
certain as a matter of general English law, 

but it is generally used as a descriptive label 
– or it may otherwise be defined by a specific 
contractual provision. Typically, a force majeure 
clause defines the triggering event that brings 
the clause into operation and defines the 
consequences for the agreement of such an 
event. The effect of a force majeure clause is 
that it qualifies what would have otherwise 
been an unqualified performance obligation 
under a contract – as distinguished from 
specifying the consequences of breach of that 
obligation. From 2002 the ISDA Master 
Agreement, for example, for the first time 
included a force majeure provision, prompted 
by the impact of the destruction of the World 
Trade Centre in New York. In broad terms, 
the 2002 agreement defined some natural 
events and “acts of god” and other, broadly 
political, events as constituting a “termination 
event”. The importance of a circumstance being 
defined as a termination event rather than an 
event of default (breach) is that it enables the 
parties to seek a means of continuing with the 
transaction without causing the automatic 
termination of their dealings.

There are a number of decisions of the 
courts that support the proposition that, 
where a force majeure clause is triggered by a 
defined event, an event that could be said to fall 
within the literal words may be insufficient to 
trigger the clause, if it is an event that could 
not reasonably have been contemplated by 
the parties at the date of the contract.18 In 
such circumstances, the contract nevertheless 
may be said to be frustrated. The court will 
look carefully at a clause intended to apply 
to circumstances that, in the absence of the 
clause, would have the effect of frustrating 
the contract.19 On the other hand, where the 
parties have included in their contract a clause 
that is intended to and does deal fully with the 
effects of an event that would otherwise, absent 
the clause, frustrate the contract, the doctrine 
of frustration is inapplicable to the effects of 
that event if it occurs;20 (the reason being, in 
summary, that dealing with the event takes 
the event, and therefore the contract, outside 
circumstances that would otherwise give rise 
to frustration). There is a strong argument 
that various existing “fallback” provisions 
(and indeed some that are now proposed/
contemplated) do not deal fully with the 
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effects of the permanent cessation of the 
publication of LIBOR (below).

The distinction between circumstances 
that can properly be said to trigger a force 
majeure clause and those which, while 
they might literally fall within the ambit 
of such a clause, nonetheless be held to be 
outside the contemplation of the parties 
so as to constitute a frustrating event, are 
of great present importance. Even where 
an event could have been foreseen and 
indeed, sometimes has been, the doctrine 
of frustration is not necessarily excluded. 
In Edwardian Commercial Corp. and anr v 
Tsavliris Russ (Worldwide Salvage & Towage) 
Ltd21 Lord Justice Rix said that: 

“Among the factors which have to be 
considered are the terms of the contract 
itself, its matrix or context, the parties’ 
knowledge, expectations, assumptions 
and contemplations, in particular as to 
risk, at the time of contract, at any rate 
so far as these can be ascribed mutually 
and objectively, and then the nature of 
the supervening event, and the parties’ 
reasonable and objectively ascertainable 
calculations as to the possibilities of future 
performance in the new circumstances.” 

Under the wording of many contracts, still 
less by evaluation of what was in the parties’ 
contemplation at the time of contracting, 
it will be difficult (and sometimes may be 
impossible) to say that the eventuality of the 
permanent discontinuance of the publication 
of LIBOR, as the contract index rate, was 
a circumstance envisaged as a possible 
eventuality and (accordingly) legislated for 
by the parties under their agreement. If the 
(permanent) cessation of the publication 
of LIBOR does not fall within the proper 
interpretation of a force majeure clause, and the 
relevant term accordingly is held by the court 
not to have been (objectively) intended by the 
parties to provide for the event of cessation 
of publication, the consequence of LIBOR 
ceasing to be published may well be to frustrate 
the contract – with drastic consequences.

So-called “fallback” provisions are a kind 
of force majeure clause in that they intend to 
deal with circumstances that otherwise might 

be said to be frustrating events. Whether 
they are effective as force majeure clauses 
so as to address the consequences of the 
permanent discontinuation of the publication 
of LIBOR may be questioned. Under the 
2006 ISDA Definitions, for example, if USD 
LIBOR (to take, for example, one currency) 
is not available, current fallbacks require 
the calculation agent to obtain quotations 
for what the LIBOR should be from major 
dealers in the relevant interdealer market. 
But where an IBOR has been permanently 
discontinued major dealers are likely to be 
unwilling or unable to give such quotations. 
Even if quotations were to be available in the 
short-term, after a permanent discontinuation 
(which may be questioned as to likelihood), 
they will most likely not be available for 
each future reset date over the remaining 
term of long-dated contracts. Quotations 
obviously would also vary materially across 
the market. As ISDA noted in their May 
2019 Supplemental Consultation on Spread 
and Term Adjustments for Fallbacks:22 “[n]
one of the current fallbacks described 
above were designed to cover permanent 
discontinuations”.23 It is for this reason 
that ISDA intends to amend its standard 
documentation to include fallback provision 
where the relevant IBOR is permanently 
discontinued.24

Similar observations can be made about, 
for example, existing Loan Market Association 
(LMA) standard-form agreements which 
provide fallback provisions in the event 
of the non-availability of LIBOR, none of 
which address the eventuality of LIBOR 
(permanently) ceasing to be published. 
Current fallback clauses are typically that the 
new interest rate will be: (i) determined by the 
lender (ie in their discretion); (ii) the lender’s 
self-certified cost of funds, that is to say, their 
borrowing rate; or (iii) the last LIBOR fixing, 
that is to say, effectively a fixed-rate. None of 
these is satisfactory. A fallback, like LIBOR, 
should be a forward-looking rate, but none is 
available in any currency. As with ISDA, the 
LMA has produced a Recommended Revised 
Form of Replacement Screen Rate Clause that 
has been in use since May 2018. This provides 
for substitution of LIBOR upon the happening 
of a trigger event. Importantly, the provisions 

do not provide for any adjustment mechanism 
to reflect the difference in value between 
LIBOR and a substitute RFR such as SONIA. 
Such a provision will, in any event, only apply 
to post-2018 contracts, with the reality being 
that fallback provisions under pre-2018 
contracts were not drafted in contemplation of 
the cessation of LIBOR.

It follows that the permanent discontinuance 
of the publication of LIBOR represents a 
contingency that gives rise to a significant 
litigation risk for long-term contracts that do 
not provide adequately for that eventuality 
under a force majeure clause/fallback provision, 
as most long-term agreements do not. (ISDA, 
to give but one example, acknowledges that 
the existing 2006 terms do not provide 
for the permanent discontinuance of the 
publication of LIBOR in long-tenor derivative 
contracts.) The only way to avoid disputes 
under agreements that are long-term and 
fail to address the cessation of LIBOR as a 
possible eventuality is for parties to agree to 
a change in index and agree to compensation 
for losses that result from such a change. It is 
to be anticipated that financial institutions 
will make offers and, accordingly, it is very 
important for counterparties to be ready 
with their own calculations to ensure fair 
play. Additionally, there is a risk that there 
may be pressure on borrowers who are close 
to breaching their covenants to accept a 
change to a different index, possibly without 
compensation, when the terms would 
otherwise indicate that compensation  
should be given. The scale of the problem is 
potentially immense.

To amend bond issues will require the 
consent of all25 of the bondholders which 
is likely to prove difficult simply from an 
administrative perspective, let alone agreeing 
financial equivalence – though, of course, 
this is not impossible. Associated British 
Ports (ABP), with the agreement of the 
bondholders, amended its £65m FRN due 
in December 2022 so that it is now linked to 
compounded SONIA rather than LIBOR.26 
The terms have been changed to ensure there 
is no loss of value for either the borrower 
or the lender, from LIBOR + 2.500% to 
SONIA + 2.648%, an Extra Spread of 14.8 
basis points has been added. Other examples 
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include the £1bn Lloyds covered bond issue 
due 2023 and two Santander UK mortgage 
bonds issued from its Holmes Master Trust 
securitisation programme.

Other securities, such as CDOs and the 
like may be easier to amend because agreement 
is needed only from the trustees. Even here, 
trustees will have to act with great caution and 
circumspection lest they become liable for losses 
should financial equivalence not be achieved.

For derivatives, amendments to the ISDA 
Master Agreement are likely to take the 
form of protocols. Though voluntary, a very 
high level of acceptance might be expected. 
Nevertheless, potentially serious issues arise 
here; ISDA is undertaking consultations and 
the feedback response rate is poor, given the 
far-reaching effects of the changes they are 
likely to propose. The 2018 consultation had only 
147 usable responses, and the 2019 Supplemental 
Consultation had even fewer – 85 responses (62 
of whom had responded in the first consultation). 
The results of the current consultation ending 
on 23 October 2019 are at the time of writing 
unknown. Further, the respondents are likely 
to be major institutions such as banks and 
insurance companies.

Changing the terms of the transactions 
for retail products such as mortgages may 
prove more difficult still, because of additional 
protections afforded to “unsophisticated” 
customers.

EFFECT OF FALLBACKS ON LEGACY 
CONTRACTS: QUANTITATIVE EXAMPLES

Example 1: Loan Agreements
The example27 fallback is from Morgan et al 
(2019)28 (assuming the contract is not frustrated) 
and provides that the new interest rate will be 
the last LIBOR fixing. “Historic Screen Rate” 
means the most recent applicable Screen Rate29 
for the currency and relevant interest rate. Take 
as an example a £10m loan agreement with ten 
years remaining until maturity as at the date of 
cessation of the publication of LIBOR. Interest 
on the loan is payable, say, quarterly at a rate of 
three-month GBP LIBOR plus a margin of 200 
basis points (2.00%). The last published three-
month GBP LIBOR prior to cessation was, say, 
0.75%. Since a new LIBOR will not be published 
post-cessation, 0.75% (in this example) will be the 

replacement rate for all quarters until maturity. 
This has two important implications. 

First, the loan interest converts from being a 
variable rate loan to a fixed rate loan at 2.75% 
(the last published LIBOR – 0.75% – plus 
the loan margin – 2.00%). Second, had the 
borrower wanted to fix the payments on the 
loan by using an interest rate swap,30 the 
market rate would have been, say, 0.40% giving 
a total loan interest rate of 2.40% (including 
the margin). This means that the fallback 
provision is 0.35% more expensive per annum 
– equivalent to approximately £35,000 every 
year for ten years (in this example – it may be 
that it is beneficial for the borrower depending 
upon market circumstances at the time). This 
is equivalent to an upfront amount of £340,000 
(after the effects of present valuing of the future 
cash flows). Therefore, the action a borrower 
might take depends on the legal interpretation 
of the fallback clauses – is it an effective force 
majeure clause? – and, crucially, their financial 
implications – will the borrower make a loss?

Example 2: Pension Funds
In the UK, pension funds are the largest receivers 
(so described because the pension fund receives a 
fixed rate and pays the variable rate – currently, 
LIBOR) of long-dated LIBOR interest rate 
swaps. Following Andrew Bailey’s speech on  
27 July 2017, a measure of the difference31 
between 30-year LIBOR swap rates and  
30-year SONIA swap rates (also referred to as 

the “basis”) started to increase in anticipation 
that pension funds would have to replace their 
existing LIBOR swaps with SONIA swaps and 
that any new hedging would be versus SONIA.

Presumably following advice, many pension 
funds transitioned some or all of their swap 
portfolios. Risk.net32 recently stated that 
BMO Global Asset Management has switched 
£10bn of pension liability swap hedges from 
LIBOR to SONIA. Such activity triggered a 
sharp increase in the basis from 15bps to a high 
of over 32bps in mid-2018. 

However, once ISDA launched its 
consultation on fallbacks for GBP LIBOR 
in July 2018,33 the basis reduced to reflect 
the possibility of using the “historical mean/
median approach”, which was confirmed in 
December 2018. The basis has continued 
to reduce ever since, as more details of the 
fallback process emerge.

Pension funds that transitioned in mid-
2018 have lost circa 15bps per annum; that 
is £150,000 per £100m notional of the swap 
and equivalent to a mark-to-market loss of 
approximately £4.0m (or 4% of the notional 
value of the swap).

The remaining long-dated swaps will need 
to be transitioned. The ISDA fallback is likely 
to use a ten-year mean or a five-year median 
rate to calculate the Extra Spread. We 
calculate the fair value of the Extra Spread 
to be 12.55bps whilst the ISDA fallbacks 
give a range of 10-15bps. The 30-year basis is 

FIGURE 4 - 30 YEAR LIBOR SONIA Basis
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currently trading at 16.3bps34 so this suggests 
that pension funds should consider waiting 
before any further transitioning.

CONCLUSION
The cessation date for the publication of 
LIBOR – 31 December 2021 – is very soon 
in the context of the amount of work needed 
to amend/vary the vast number of contracts 
for which LIBOR is the reference index and 
to manage the risk and accounting issues 
that will arise from cessation. Given that the 
market is reacting on a continual basis to 
news of the method of transition, all those 
who are exposed to LIBOR should review 
their contracts and evaluate and address the 
financial and risk-management consequences.

There are a number of possible outcomes 
for legacy contracts: (i) the parties may agree 
(a consensual) variation of the terms of the 
contract such that LIBOR is replaced by 
SONIA (compounded setting in arrears rate) 
plus Extra Spread (or equivalent value), for 
example as contemplated by ISDA’s proposed 
protocol changes in its fallback provisions; (ii) 
the parties may not seek or require a variation 
of the contract because an effective force majeure 
provision is engaged (that may, and quite often 
will, trigger termination provisions); (iii) fallback 
provisions under a contract, that are sufficiently 
certain to be calculable for the remainder of the 
term, may be engaged; or (iv) in the absence of 
(a) a consensual variation or; (b) an effective force 
majeure clause/effective and calculable fallback 
provisions, the permanent cessation of the 
publication of LIBOR may well constitute 
a frustrating event with the result that the 
contract will be terminated forthwith without 
compensation in either direction (for a bilateral 
agreement) for future performance. 

For a variation of contract, we calculate the 
Extra Spread to be 12.55 basis points. In some 
circumstances where it may be desirable to have 
an equivalent value paid by one party to the 
other, such value will have to be calculated 
based on the particular terms of the contract.

APPENDIX A: CALCULATING THE 
INTEREST ON A COMPOUNDED 
SETTING IN ARREARS RATE
To calculate the interest due on an overnight 
index (such as SONIA) requires each 

day’s historic RFR to be compounded. For 
example, assume for illustrative purposes 
the borrowing term is four days – the first 
day’s rate, SONIA1, is 5.0%; the second 
day’s rate, SONIA2, is 5.1% and so on with 
the remaining rates given as 5.2% and 5.3%. 
Further assume that £1m is borrowed for the 
period. Then, the interest due after the first 
day would be £1,000,000 x 5.0% ÷ 36535 
= £136.99 (rounding to 2 decimal places). 
Thus, the amount owed is £1,000,136.99. The 
interest for the second day is £1,000,136.99 
x 5.1% ÷ 365 = £139.75 giving the amount 
owed of £1,000,276.74. The calculation is 
repeated to give a total amount to be repaid 
after four days as £1,000,564.52 which is 
equivalent to a total interest of £564.52. Had 
the principal been borrowed for four days 
on a forward-looking rate (such as LIBOR) 
the equivalent interest rate would have been 
5.151%. This is calculated in the following 
fashion:

365 x £564.52
4 £1,000,000

When the separate calculations are put 
together the equivalent forward-looking interest 
rate becomes as shown in Figure 1 below.

This can be rendered symbolically as 
shown in Figure 2 below.

The generic formula is given by (as defined 
by ISDA36):

d0

1+ –1
365

d
X

SONIAi  X  ni

365
i–1

( ([∏ [

Where,
�� “d0”, for any Calculation Period, is the 

number of London Banking Days in the 
relevant Calculation Period; 
�� “i” is a series of whole numbers from 
one to d0, each representing the  
relevant London Banking Days in chron-
ological order from, and including, the 
first London Banking Day in the relevant 
Calculation Period; 
�� “SONIAi”, for any day “i” in the relevant 

Calculation Period, is a reference rate 
equal to the daily Sterling Overnight 
Index Average (SONIA) rate as provided 
by the administrator of SONIA to, and 
published by, authorised distributors of 
the rate as of 9:00 a.m., London time, on 
the London Banking Day immediately 
following that day “i”; 
�� “ni” is the number of calendar days in the 

relevant Calculation Period on which the 
rate is SONIAi; and 
�� “d” is the number of calendar days in the 

relevant Calculation Period.

(The upper case “pi” in the formula 
is mathematical shorthand for the 
multiplication of many terms.) n

1 See the take-up rates on market consultation, 

referred to below.

2 For details of the calculation see the section 

on ISDA Methodology. 1 basis point = 0.01%.

3 The variable rates in other currencies also 

go by other acronyms, such as the Tokyo 

Interbank Offered Rate for the Japanese Yen 

– the TIBOR. For ease, we use LIBOR as the 

generic term for such rates unless specifically 

required to distinguish between them. Some 

commentators/associations (such as ISDA) 

use “IBOR” as the generic term.

4 Global fines for breach of regulatory rules/
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market abuse run to billions of US dollars, 

see, for example, the FSA Final Notice for 

RBS (6 February 2013) https://www.fca.

org.uk/publication/final-notices/rbs.pdf; the 

FCA Final Notice for Lloyds/BOS  https://

www.fca.org.uk/publication/final-notices/

lloyds-bank-of-scotland.pdf (28 July 2014) 

and similar notices for other banks. The 

United States Commodity Futures Trading 

Commission made parallel similar orders.

5 For example, Property Alliance Group v 
The Royal Bank of Scotland [2016] EWHC 

3342(Ch), [2018] EWCA Civ 355. There 

are numerous other examples globally. 

Among other bank employees, Tom Hayes 

was imprisoned for his role in manipulating 

LIBOR: see R v Hayes [2015] EWCA Crim 

1944 – he was an employee of UBS and 

Citibank. Despite its prevalence, no senior 

bank executive has been held accountable by 

the English courts for LIBOR manipulation.

6 https://www.fca.org.uk/news/speeches/the-

future-of-libor.

7 SONIA is not a new invention. It was first 

formulated in March 1997. However, after 

taking responsibility for its administration, 

the Bank of England reformed the rate (Bank 

of England, News Release, 23 April 2018, 

SONIA reform implemented) so that it is now 

the proposed replacement for GBP LIBOR.

8 Looking back from the date of conversion, 

currently assumed to be the end of 2021. 

Data used is until end August 2019.

9 Arithmetic mean is the simple average 

and includes outliers, whereas median is 

the middle rate and so it is less affected by 

outliers. By “outliers” we mean the SONIA 

rates on those days where they are fixed far 

below or above the bulk of the fixings during 

the period.

10 It should be noted that no party is obliged to 

accept such a protocol change.

11 The 10% trimmed mean is the mean 

calculated by excluding the 10% largest and 

smallest values from the sample and taking 

the arithmetic mean of the remaining 80%.

12 It was negative in 2017 when the Bank of 

England raised interest rates and LIBOR 

was slow to react and reflect the rate hike.

13 A number of institutions are attempting to 

construct such a forward-looking rate.

14 Hedge accounting allows the market values 

of the risk, say a bond, and the associated 

hedge, say an IRS, to be treated together and 

so it is assumed de facto that there will not 

be any volatility in their value taken as a pair. 

Otherwise, each product has to be valued 

separately resulting in a more volatile balance 

sheet.

15 Asfar & Co v Blundell [1896] 1 QB 123, 128.

16 Bingham LJ in Lauritzen AS v Wijsmuller 
BVV (The Super Servant Two) [1990] 1 

Lloyd’s Rep 1.

17 [2018] UKSC 55.

18 Metropolitan Water Board v Dick, Kerr & Co 
Ltd [1918] AC 119 (House of Lords) and the 

seminal decision in Fibrosa Spolka Akeyjna 
v Fairbairn Lawson Combe Barbour Ltd (The 
Fibrosa) [1943] AC 32 (House of Lords).

19 The Evia (No 2) [1981] 2 Lloyd’s Rep. 613. 

20 Select Commodities Ltd v Valdo SA [2007] 1 

Lloyd’s Rep 1, Tomlinson J.

21 [2007] 2 Lloyd’s Rep. 517.

22 Full title: Supplemental Consultation on 
Spread and Term Adjustments for Fallbacks in 
Derivatives Referencing USD LIBOR, CDOR 
and HIBOR and Certain Aspects of Fallbacks 
for Derivatives Referencing SOR https://

www.isda.org/a/n6tME/Supplemental-

Consultation-on-USD-LIBOR-CDOR-

HIBOR-and-SOR.pdf

23 Ibid p 5.

24 Ibid p 1.

25 Or a proportion as defined in the bond 

documentation; 75% is a common threshold. 

Linklaters estimate some US$512bn in 

legacy bonds alone will mature after 2021 

when GBP LIBOR becomes obsolete.

26 The documents can be found on ABP’s 

website: https://www.abports.co.uk/

investor-relations/offering-related-

documents/

27 The analysis here is necessarily non-

exhaustive – not all of the fallbacks are 

discussed nor are the implications for other 

securities such as Floating Rate Notes or 

Structured Financings such as CMBSs.

28 Ceri Morgan, Jenny Stainsby, Alexandra 

Payne and Harry Edwards, Journal of 
International Banking Law and Regulation, 

Issue 2, 2019, pp 58 – 71.

29 Publication of LIBOR on a specified screen 

such as on Telerate or Reuters.

30 An interest rate swap is a derivative 

instrument whereby one party pays a fixed 

rate of interest to the other party and 

receives a variable rate of interest. This 

combined with the interest payable on a loan 

has the effect of converting the loan into a 

fixed rate borrowing.

31 A basis swap is a swap with floating 

payments on each side. In this case study we 

refer to a basis swap between three-month 

GBP LIBOR and three-month SONIA 

compounded in arrears and paid every three 

months for 30 years.

32 https://www.risk.net/regulation/7040871/

calling-time-on-libor-half-empty-or-half-full, 

14 October 2019.

33 https://www.isda.org/2019/07/24/

benchmark-fallback-consultations.

34 As at 30 September 2019.

35 A year is defined to be 365 days long for 

British pounds. Different currencies and 

indeed different products with the same 

currency will have different conventions 

that apply. This is generically referred to as 

Daycount Convention.

36 ISDA Supplement 55 (Amended Floating 

Rate Option definition “GBP-SONIA-

COMPOUND”, updated for the SONIA 

benchmark reforms, published 23 April 

2018) (Copyright ISDA 2019).

 Disclaimer: this article 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.
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