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                               LIBOR’S LAST LUCID MOMENT 

The discontinuance of LIBOR in 2021 is likely to cause disruption in debt capital markets 
and significant litigation.  The author outlines the problems raised and discusses the 
complexities of SOFR as an alternative reference rate.  He then describes proposed 
solutions and closes with steps institutions can take now to minimize potential 
disruptions. 

                                                            By Lincoln Finkenberg * 

The London Interbank Offered Rate (“LIBOR”) is 

expected to be discontinued on December 31, 2021.  The 

end of LIBOR will likely cause widespread disruption in 

debt capital markets, particularly with respect to debt 

securities using LIBOR-based interest rates and with no 

means to substitute an alternate rate. 

THE LONDON INTERBANK OFFERED RATE 

LIBOR is the average quoted interest rate at which 

major banks would lend to each other on a short-term 

unsecured basis.
1
  LIBOR is ubiquitous in global 

markets and is used in more than $350 trillion of 

financial transactions.  Issuers frequently use LIBOR to 

set the interest rate on bonds, including floating rate 

notes, securitizations, corporate bonds and municipal 

———————————————————— 
1
 LIBOR is an interest-rate average calculated from estimates 

submitted by the leading banks in London.  LIBOR is currently 

calculated for five currencies (USD, GBP, EUR, CHF, and JPY) 

and for seven tenors in respect to each currency (overnight/spot, 

one week, one month, two months, three months, six months 

and 12 months).  

debt, as well as credit facilities, commercial loans, 

derivatives and most types of consumer loans.  

THE PHASEOUT OF LIBOR 

In 2012, a number of banks were found to have 

submitted fraudulent LIBOR quotes, leading to 

aggregate settlements of over $9 billion.  Still, LIBOR-

rigging remains the subject of both civil and criminal 

litigation:  attorneys general in at least five states are 

currently conducting investigations; authorities in the 

United States and the United Kingdom continue to 

investigate; and multiple U.S. courts are hearing class 

action lawsuits.  Though many banks have stated that 

they no longer wish to provide LIBOR quotes, the U.K. 

Financial Conduct Authority (“FCA”) is using its 

legislative power to require these banks to continue 

providing quotes, given the trillions in outstanding 

transactions that rely on LIBOR.  

The rigging of LIBOR undermined its integrity in the 

public markets, leading the FCA to conduct a study to 

determine LIBOR’s future.  One obvious concern is that 

LIBOR is based on a relatively small number of 
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transactions.
2
  This creates a heightened risk of 

manipulation, especially for the less active tenors.  

While the study’s recommendations improved the 

LIBOR process, the FCA nevertheless concluded that 

LIBOR provided only a snapshot of quotes among a 

small number of large banks, making it a poor proxy for 

the interest rate set on loans made in the market.
3
  In 

2017, Jerome Powell of the Federal Reserve’s Board of 

Governors and J. Christopher Giancarlo of the 

Commodity Futures Trading Commission, were quoted 

in the Wall Street Journal.  “[B]anks no longer borrow 

much in those markets. . . .In essence, banks are 

contributing a daily judgment about something they no 

longer do.”
 
 Because of concerns like these, the FCA 

issued a mandate that after 2021 it would no longer 

require banks to submit quotes to determine LIBOR.  

This will almost certainly lead to the end of LIBOR; 

once banks are free to stop submitting quotes, the 

number of transactions on which LIBOR is based will 

shrink, making it an even less reliable proxy for market 

interest rates. 

LIBOR’S PHASEOUT AND THE DEBT MARKET 

Most types of financial transactions that reference 

LIBOR can be amended by agreement among two or 

more parties to the contract, or they have contractual 

terms by which LIBOR can be substituted (i.e., “falls 

back to”) with an alternate reference rate when LIBOR 

is not available.  However, as described below, 

amendments to a bond’s interest rate generally require 

the consent of all bondholders.  In addition, bonds issued 

prior to the FCA announcement had no reason to 

contemplate LIBOR’s permanent extinguishment and 

generally do not have terms to replace LIBOR with an 

alternate rate, thereby creating a significant risk of 

market dislocation when LIBOR is phased out at the end 

of 2021. 

“You can imagine the litigation risk when the 

reference rate for a 20-year contract disappears 

and there’s no clear path to replace it. Now 

———————————————————— 
2
 The most active tenor reflects $1 billion in transactions a day, 

while other tenors have far fewer transactions.  

3
 “Since the financial crisis, LIBOR really has become the rate at 

which banks don’t lend to each other.”  Mark Carney, Governor, 

Bank of England.  

imagine $190tn worth of those contracts.”  It 

“invites litigation on a massive scale.”
4
 

Sacred Rights of Bondholders5 

Amendments to the reference rate used for bond 

interest payments are difficult because interest rates, 

along with principal payments and maturity dates, are 

generally considered among the “sacred rights” of 

bondholders.  Public debt offerings under federal law
6
 

and the governing terms of nearly all debt instruments 

require that every single bondholder must consent to 

amend the interest paid on a bond.  Obtaining the 

consent of 100% of bondholders to amend a bond’s 

interest rate is difficult, if not impossible, for widely 

held issuances.  

Fallback Provisions 

Most debt instruments issued prior to the FCA 

announcement ultimately “fallback” to the last published 

rate when LIBOR is unavailable.  However, this 

provision was designed to address LIBOR’s temporary 

unavailability rather than its permanent discontinuance. 

Based on the express terms of most debt instruments, 

once LIBOR is discontinued the last published rate 

would be used until the maturity of the bonds, which 

would effectively convert these bonds from variable rate 

to fixed rate.  Because investors and issuers of these 

bonds bargained for a variable rate note, the conversion 

to a fixed rate could result in protracted litigation. 

Underlying Assets of Bonds 

There are further complications for securitizations of 

consumer loans, bank loans, and other assets.  Since the 

underlying assets that secure the bonds may also 

reference LIBOR, they require a change in the interest 

———————————————————— 
4
 Remarks by Mr. Michael Held, Executive Vice President of the 

Legal Group of the Federal Reserve Bank of New York, at the 

SIFMA C&L Society February Luncheon, New York City, 

February 26, 2019.  

5
 The terms “debt,” “bond,” and “note” are used in the colloquial 

sense, as opposed to technical nomenclature.  

6
 See the Trust Indenture Act of 1939 § 306(c). 
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rate upon LIBOR’s discontinuation.  Generally, the 

contracts for these underlying assets can be amended to 

substitute an alternate reference rate, whereas the 

securitized note the investor owns cannot.  This will 

cause a disconnect in the cash flows investors expected.  

For instance, most securitizations involve multiple debt 

tranches subject to various payment waterfalls.  The 

interest rate on the underlying assets affects the 

performance of the underlying pooled assets in a given 

trust, and the waterfall payouts will change when 

LIBOR is discontinued.  In addition, the rating of the 

tranches is based on expected cash flow, which may be 

affected when LIBOR is discontinued.  Regulators may 

also have questions regarding how interest rates of the 

underlying consumer loans are reset and hedge 

instruments tied to securitization based on LIBOR will 

also feel the impact.  The mismatch in cash flows, rate 

substitution, competing interests, and other factors all 

create uncertainty and potential for protracted litigation. 

ADDRESSING THE LIBOR PHASEOUT  

SOFR versus LIBOR 

In response to recommendations from the FCA and 

other regulators, markets in various parts of the world 

began working with regulators to select alternate 

reference rates that are less subject to potential 

manipulation and more reflective of lending rates.  In the 

United States, regulators have recommended the Secured 

Overnight Financing Rate
7
 (“SOFR”), which is a broad 

measure of the cost of borrowing cash overnight 

collateralized by U.S. Treasuries.  SOFR is often 

referred to as the “overnight treasury repo rate.”  

SOFR is considered more robust than LIBOR because 

of the size of the overnight treasury repo market.
8
  On a 

typical day, the volume of three-month funding 

transactions (three-month LIBOR is the most referenced 

USD LIBOR tenor) is less than $1 billion, and it is not 

unusual for volume to be under $500 million.  In 

contrast, there is consistently $1 trillion in daily treasury 

repo trades on which SOFR is based.  Term rates, such 

———————————————————— 
7
 Although SOFR is based on higher trading levels, approximately 

20 large commercial banks make up 80-90% of the repo 

borrowing activity, 50% of which are likely inter-bank.  

International Capital Market Association January 2019 and the 

Federal Reserve Staff Reports December 2015.  

8
 However, the overnight repo market has shown volatility on 

quarter-end reporting likely due to balance sheet contraction 

activity by large commercial banks’ securities dealers.  The 

Markets Group of the Federal Reserve Bank of New York May 

2017.  

as three-month Treasury bills or one-month LIBOR, are 

based on markets that are a small fraction of SOFR’s 

size, which is in part why regulators are turning to 

overnight rates.
9
  SOFR is based on loans backed by the 

full faith and credit of the United States, and is thus 

considered a nearly risk-free rate, while LIBOR is based 

on unsecured bank loans. 

SOFR’s adoption is impeded for a few reasons.  Even 

if bondholder consent is attainable, issuers will have to 

use a daily rate to set the interest rate over a period of 

weeks or months.  For LIBOR, if you have a three-

month interest period you use three-month LIBOR.  But 

for SOFR you might compound or average the daily rate 

each day over the three-month period.  With LIBOR, the 

issuer knows the interest rate on the date it borrows, and 

as a result borrowing costs are certain.  This is not the 

case with SOFR, the interest rate is not known until the 

end of the period, which makes borrowing costs 

uncertain.  In addition, there is a one-day lag in the 

publication of SOFR.  This leads to administrative 

complexities that make it untenable to pay interest on the 

payment date, absent additional workarounds.  During 

times of economic stress, rates on variable rate notes 

linked to LIBOR rise reflecting increased credit risks.  

However, some believe the rate would decrease when 

linked to SOFR, as investors flock to the safety of U.S. 

Treasuries.
10

  These and other differences will need to be 

addressed.  Using a replacement for LIBOR that sets the 

interest rate in a manner consistent with LIBOR will 

help address these issues.  Furthermore, using an 

alternate rate that more closely tracks LIBOR lessens 

potential for market disruption, which of course would 

reduce the potential for protracted litigation
11

. 

———————————————————— 
9
 For example, the Bank of England has endorsed Sterling 

Overnight Index Average (“SONIA”) as a replacement to 

LIBOR.  SONIA’s daily volume is several multiples higher than 

LIBOR’s.  

10
 “Some bankers expect rates on variable-rate loans linked to 

SOFR to decline at times of economic stress, right when it 

typically becomes more expensive for banks to borrow.”  

Regional Banks Face Bumpy Road Away From LIBOR.  WALL 

STREET JOURNAL, December 2019. 

11
 “The more [a rate] looks and feels like the way the market has 

been functioning, the higher the success will be,” says David 

Knutson, head of credit research for Schroders.  “If the market 

has been using forward-looking LIBOR rates for some time, 

then if that can be replicated on a SOFR basis, then it’s more 

likely to be successful.”  As a further step towards reference 

rate reform, staff at the Federal Reserve are working on the 

development of a forward-looking SOFR term structure.  
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PROPOSED SOLUTIONS 

Amending Bonds 

Even if an alternative reference rate is well received 

by the market, legal professionals and other experts will 

need to weigh in on whether debt securities can be 

amended to override 100% bondholder consent.  Market 

participants are hesitant to amend bonds without a safe 

harbor in place to protect them from potential litigation 

claims.  

Several safe harbors have been proffered to permit 

issuers and investors to substitute an alternative rate to 

LIBOR.  These safe harbors could likely be enacted 

through legislation at the New York State, as well as 

federal levels.  However, there is concern that even if 

safe harbors are enacted, they may not be enforceable 

under the Contracts Clause of the U.S. Constitution, 

since they would permit a retroactive application of new 

terms to contracts.  Moreover, federal law would need to 

be amended to permit the implementation of the safe 

harbors and, with respect to state law, not all bonds nor 

the underlying assets securing them are governed by 

laws of New York.  For the foregoing reasons, market 

participants have significant concerns about whether safe 

harbors will provide an effective solution to address the 

discontinuation of LIBOR. 

Court Proceedings 

Courts in New York, through Article 77 of that state’s 

Civil Procedure Law and Rules, and Minnesota, through 

its Trust Instruction Procedure law, have adjudicated 

debt securities issues arising from the financial crisis, 

and could provide finally adjudicated solutions 

addressing the inability to change interest rates on bonds 

without 100% consent of bondholders.  However, 

neither is a panacea; the large volume of claims that will 

be filed may overwhelm the courts, and New York’s 

Article 77 has strict filing requirements and is 

particularly costly.  In addition, issuers may not have 

contacts sufficient with either state to allow adjudication, 

creating further uncertainty, as participants are limited to 

jurisdictions where proceedings of this nature may not 

have been heard before. 

Current Status 

Market participants could pursue one of the proposed 

solutions referenced above to address the inability to 

change the reference rate.  However, at this time, no 

obvious solution presents itself to the problem of finding 

an alternative once LIBOR no longer exists, and that 

market dislocation will almost certainly result in 

significant litigation.  

However, there are things you can do now.  

Determining how your institution is affected by 

LIBOR’s extinguishment and building a strategy is 

critical to prevent disruptions.  This includes a complete 

inventory of debt instruments affected by LIBOR, 

affected policies and processes (such as how interest 

rates will be calculated using SOFR and the 

administrative changes needed to do that), a robust 

governance process, and more.  In addition to 

inventorying LIBOR-based debt instruments, many 

market participants will need to review the legal 

provisions that dictate how the rate will be determined 

when LIBOR is no longer available and develop a 

strategy to minimize potential fallout.  Market 

participants will also want to closely monitor future 

development of replacement rates, transition guidance 

from regulators, trade bodies, and that market 

participants and have a written plan in place. ■ 

 


