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LIBOR transition and SOFR
loans: answers to frequently

asked questions
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Now is the time for lenders and borrowers to focus on LIBOR transition. Based on KWM'’s
extensive experience in representing APLMA, major banks and corporates (including
international and PRC-based) on their LIBOR transition projects, below are our answers
to some frequently asked questions about USD LIBOR and Secured Overnight Financing

Rate (SOFR) loans.
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When will USD LIBOR disappear? What about EURIBOR and HIBOR?
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USD LIBOR: In essence, overnight, 1-month, 3-month, 6-month
and 12-month USD LIBOR settings will cease to be published after
June 2023, and the less commonly used 1-week and 2-month USD
LIBOR settings will cease to be published after December 2021.

Despite the fact that the most popular USD LIBOR settings will not
disappear until June 2023, a number of regulators (including those in
the U.S., UK, Hong Kong SAR and the Financial Stability Board) have
emphasised that the 30 June 2023 sunset date is designed to avoid
the need to amend large quantities of legacy contracts and that
banks should not enter into new LIBOR loans after December 2021.

Please note that different regulators may have different requirements
or expectations about the timeline for LIBOR transition. Therefore,

a lender should carefully review statements issued by regulators in
each jurisdiction in which it operates.
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During the LIBOR transition period, many lenders and borrowers
should choose to incorporate rate switch provisions into existing and
new loan agreements. These provisions allow a loan to automatically
switch from USD LIBOR to SOFR upon the occurrence of certain
trigger events. Lenders and borrowers should carefully consider
setting appropriate trigger events taking into account applicable
regulatory guidance and operational readiness.

EURIBOR: European regulators have indicated that there is currently
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no plan to discontinue EURIOBOR.
HIBOR: The HKMA has indicated that there is currently no plan to

discontinue HIBOR.

HIBOR: FHEEMEER (HKMA ) RREBERIEESHHIBORET
X,

What is SOFR, how does it differ from USD LIBOR, and what does all this mean
for commercial loans?

]79SOFR? SOFR5 % JTLIBORE(AANE]? X—HIXf il Sk ERRE 47

SOFR is a benchmark rate which has been selected to replace USD LIBOR. SOFR is administered and published by the Federal Reserve
Bank of New York (NY Fed) and is based on transaction data that broadly measures the cost of borrowing cash overnight secured by U.S.

treasuries.

The key differences between USD LIBOR and SOFR, and their implications for commercial loans, are summarised in the table below.
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Implications for commercial loans
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USD LIBORis a
forward-looking term
rate which tells you
the interest rate for
an interest period
starting today and
ending on a future
date (e.g., one, three
or six months later)
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USD LIBOR has
7 different tenors
ranging from
overnight to 12
months, which
correspond to
interest periods of
varying lengths
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SOFRitself is a
backward-looking
overnight rate which
tells you the previous
day’s overnight
interest rate
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SOFR itself has only
one tenor — overnight
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Due to the forward-looking nature of LIBOR, the lender and the borrower will know the
interest rate for a LIBOR-based loan at the beginning of the interest period, while the
interest payment date is generally not until the end of the interest period.

Knowing the interest rate well in advance is important to the borrower from a cash flow
and liquidity management perspective.

Using proposed forward-looking term SOFR (this concept is explained further below) or
using overnight SOFR “in arrear” combined with a lookback period (typically 5 business
days but may be longer) can enable the interest rate on a loan to be known in advance of
the interest payment date.

—RE R ER AN EMN&E—H. LIBREATRIEES RILRARE S E
BNFSHIFER (MAEEF SHIESLERED &id B #2418 (Bloomberg) sk &4t
(Reuters)AIHEX USRI GIFRAVEIERF &R

RAMSHRHRFAIRBN FERANAS RIS, BARKSHRET RG%H
ERERIEF.

BREHMREFEEN S B ZARASOFR S¥apFE, ALIKA (1) RlEHAR
SOFR (T3CHIEMRIHZFIR) = (2) FEFRHER, AXRASHEHKEER
HIMBHAN TN TIEHREMMRRESOFRRITEFE. MEH—RLE S AN
TIERZ AR,

There are different methodologies for applying overnight SOFR to each day of an interest
period, which effectively convert overnight SOFR into a backward-looking term rate.

Alternatively, proposed forward-looking term SOFR (this concept is explained further
below) for a tenor that corresponds to the interest period can be used as the benchmark
rate for a USD loan.
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USD LIBOR
represents the cost
of borrowing on the
unsecured London
interbank lending
market and therefore
reflects interbank
credit risk

% TLIBOR 2431458

SOFR represents the
cost of borrowing
cash fully secured by
U.S. treasuries, which
means it is nearly free
of credit risk
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There are different methodologies for applying a credit adjustment spread (CAS) to SOFR
so that it approximates the interbank borrowing cost represented by USD LIBOR.

One of the most common CAS calculation methodologies is the historical five-year
median spread adjustment methodology, which essentially calculates the historical
differences between LIBOR and SOFR during the past 5 years ending on 5 March 2021,
when this CAS was fixed for all LIBOR settings. The fixed CAS for USD 1 month is 11.448
bps, for USD 3 months is 26.161 bps and for USD 6 months is 42.826 bps.
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What is forward-looking term SOFR?
I ARTE M EABRSOFR?

While SOFR itself is a backward-looking overnight rate that reflects
what happened to interest rates overnight, proposed forward-looking
term SOFR (Term SOFR) is based on transactions in the large and
growing SOFR derivatives markets (including SOFR futures and
SOFR overnight index swaps) and reflects the SOFR derivative
markets’ expectations as to what will happen to interest rates.

Term SOFR is similar to USD LIBOR in the sense that both are
forward-looking term rates that appear on a Bloomberg/Reuters
screen and allow the borrower and the lender to know the interest
rate on a loan at the beginning of each interest period. These features
facilitate borrowers’ cashflow and liquidity management and provide
operational and systems convenience.

In light of the attractiveness of Term SOFR, the U.S.-based Alternative
Reference Rates Committee (ARRC) has placed Term SOFR at
the top of its benchmark rates waterfall for USD commercial loans,
making it ARRC'’s preferred benchmark rate for these types of
loans. On 29 July 2021, ARRC formally recommended 1-month,
3-month and 6-month ‘CME Term SOFR Reference Rates’
administered by CME Group Benchmark Administration Limited.
This recommendation, together with a series of recommended
loan conventions and best practices published by ARRC, mean
that market participants should now have what they need to use
Term SOFR in syndicated and bilateral loans. In particular, ARRC’s
recommended best practices provide guidance about when to use
Term SOFR, as summarised in the table below. Notably, ARRC
supports the use of Term SOFR in addition to other forms of SOFR
for business loans.
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In contrast, the UK-based Working Group on Sterling Risk-Free
Reference Rates (Sterling Working Group) has not recommended
using forward-looking term SONIA for GBP loans. This is significant
because the standard facility documentation published by the Loan
Market Association (LMA) and Asia Pacific Loan Market Association
(APLMA) is generally based on the Sterling Working Group’s
recommendations. Therefore, the LMA's/APLMA’s standard facility
documentation currently does not use Term SOFR. However, a set
of adjustments can be made to any loan agreement to make Term
SOFR the reference interest rate for a USD loan.
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Given the advantages of Term SOFR from a liquidity/cashflow
management and operational/systems perspective, lenders and
borrowers should consider whether to use Term SOFR for their USD

loans.

Summary table - ARRC’s recommended best practices about when to use Term SOFR
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Product types
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Bilateral and syndicated business loans
(including middle market loans and
trade finance loans), floating rate notes
and U.S. securitisations
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End-user facing derivatives intended
to hedge cash products (such as loans
and bonds) that reference Term SOFR
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All other derivatives
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Other financial products
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Legacy transactions
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Term SOFR is at the top of ARRC'’s fallback
waterfall
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There are unlikely to be many existing
end-user hedging derivatives that already
reference Term SOFR
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Derivatives markets are generally
transitioning to backward-looking SOFR
compounded in arrears (e.g., the ISDA 2020
IBOR Fallbacks Protocol)
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Market participants should generally use
backward-looking overnight SOFR
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New transactions
835

ARRC supports the use of Term SOFR
in addition to other forms of SOFR for
business loans

Having said this, ARRC generally
recommends that market participants

use backward-looking overnight SOFR,
particularly in markets where transition

to SOFR has been relatively successful,
such as floating rate notes and U.S.
securitisations
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ARRC recommends that Term SOFR
derivatives be limited to end-user facing
derivatives intended to hedge cash products
(such as loans and bonds) that reference
Term SOFR
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ARRC recommends using backward-
looking SOFR compounded in arrears (e.g.,
the ISDA 2020 IBOR Fallbacks Protocol)
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Market participants should generally use
backward-looking overnight SOFR
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Should simple SOFR or compounded SOFR in arrear be used

If the parties choose not to use Term SOFR, then the interest rate
for a USD loan can be determined ‘in arrear’, which means the
applicable overnight SOFR (a backward-looking rate) is applied to
each day during an interest period. To partly mitigate the payment
certainty and liquidity management challenges that the backward-
looking nature of overnight SOFR presents to borrowers, a lookback
period of 5 business days is commonly applied such that the
overnight SOFR from 5 business days ago is used for each day
during the interest period. The advantage of having such a lookback
period is that the interest rate will be known 5 business days before
interest payment is due at the end of the interest period.

Lenders and borrowers will need to consider whether to apply SOFR
to each day on a simple or compounded basis. The compounding
methodology recognises that the borrower does not pay interest
owed every day and therefore keeps track of the accumulated
interest owed but not yet paid. While compounding is economically
more accurate, simple interest is more straightforward and the
difference between simple SOFR and compounded SOFR is typically
only a few basis points or less. Please note that the NY Fed and
third-party vendors publish various compounded SOFR screen rates
and indices so that most lenders and borrowers should not have to
calculate compounded SOFR themselves.

Key steps in a LIBOR transition project
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Based on our experience in advising international and PRC-based

banks and corporates on LIBOR transition matters, key steps in a

LIBOR transition project generally involve:

¢ Understanding and making informed choices regarding the
different options and methods for calculating the interest rate on
SOFR loans, such as:

whether to use Term SOFR, simple SOFR in arrear or
compounded SOFR in arrear

— the length of any lookback period

— the method for calculating CAS

— fallbacks if SOFR is unavailable

— the applicability of break costs

— the triggers for switching from USD LIBOR to SOFR

¢ Preparing standard SOFR and rate switch provisions
which can be used in new loan agreements going forward

e Reviewing existing loan agreements to assess whether

they need to be amended, taking into account factors such as:

— the currency of the loan (as noted above HIBOR and
EURIBOR will continue to be published)

— the length of interest periods (e.g., whether the borrower of
a USD loan can select 1-week or 2-month interest periods
because those USD LIBOR settings will discontinue after
December 2021)

— the maturity date (e.g., whether a USD LIBOR loan matures
after June 2023)

— the adequacy of fallbacks (many legacy loan agreements that
are based on LMA/APLMA standard facility documentation
will ultimately fall back to the lenders’ cost of funds, which
may present operational or uncertainty issues for certain
lenders and borrowers)
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