LIBOR Transition: Impact on Trade Finance

FREQUENTLY ASKED QUESTIONS GUIDE

First Edition: July 2021

© 2021 BAFT, Washington, DC, 20036

All rights reserved. Brief excerpts may be reproduced or translated provided the source is stated. This publication is available on the
BAFT website (www.baft.org).

Disclaimer: This document is furnished for informational use only. Neither the contributors nor BAFT are engaged in rendering legal
or other expert professional services in this document for which outside competent professionals should be sought. All statements
and opinions contained herein are the sole opinion of the contributors and BAFT and subject to change without notice.

BAFT | 1120 CONNECTICUT AVENUE NW, WASHINGTON, DC 20036 US | +1 (202) 663-7575 | BAFT.ORG | INFO@BAFT.ORG



LIBOR TRANSITION:
FREQUENTLY ASKED QUESTIONS

First Edition: July 2021

Foreword

After several years of preparation for the London Interbank Offered Rate (LIBOR)'s demise, on
March 5, 2021 the FCA confirmed the timeline, as listed below, for all LIBOR settings to either
cease to be provided by any administrator or to no longer be representative.

e December 31, 2021 - all sterling, euro, Swiss franc and Japanese yen settings, and the 1-
week and 2-month US dollar settings; and
e June 30, 2023 - remaining US dollar settings (overnight, 1, 3, 6 and 12-month)

The extension of certain USD LIBOR tenors is intended to allow most legacy USD LIBOR contracts
to mature before LIBOR experiences disruptions.

The U.S. Federal Reserve, FDIC and OCC issued joint supervisory guidance to banks to cease
entering into new contracts that use USD LIBOR as a reference rate as soon as practicable and in
any event by December 31, 2021. The U.S. Alternative Reference Rates Committee (ARRC) issued
statements in support of the regulatory guidance and has committed to help make it happen by
preparing the market so as to be able to comply with the guidance. Accordingly, efforts by the
trade finance business to transition all LIBOR exposure must accelerate in earnest in order to meet
cessation timelines and regulatory guidance on transitioning to alternative rates.

Since January 2020, BAFT has met with policy makers, and convened industry experts to discuss
regulatory guidance, advocated on behalf of the industry, and develop industry best practices to
address IBOR transition. The frequently asked questions and responses that follow are intended
for educational purposes only. Regulatory guidance and market developments are quickly evolving.
As such, the information contained in the guide is only accurate as of the date of publication (July
1, 2021). This resource will be updated regularly as new official sector guidance emerges and to
reflect emerging BAFT working group best pracctices.

The transition away from LIBOR is the rate transition most frequently discussed, however, other
interbank offered rates (IBORs) are also undergoing reform and in some cases cessation as well.
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https://www.fca.org.uk/publication/documents/future-cessation-loss-representativeness-libor-benchmarks.pdf

While this first edition places an emphasis on the USD and GBP transitions away from LIBOR, future
iterations will go into more depth on other rate transitions.

The USD LIBOR transition process is quickly evolving, with the prospect of a Term SOFR coming
into closer view. Credit sensitive alternatives to USD LIBOR are gaining traction as viable
alternatives for some institutions wanting the inclusion of a credit sensitive element, but U.S.
regulators have voiced concerns that the rates are not liquid enough and in any event would
support only limited use. We invite you to review and evaluate the “Alternatives to USD LIBOR"
chart in this document which compares critical differences between USD alternatives to LIBOR. At
present, BAFT is not endorsing one rate provider as a successor to USD LIBOR. As we move closer
to end of 2021, we will formulate a set of BAFT recommended best practices.
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General Questions about IBOR Transition
What is an IBOR rate?

The interbank offered rate (IBOR) is a general description for a number of different interest rate

benchmarks that historically derive from the rate at which banks could borrow from other banks in
particular markets and currencies. IBORs are used to determine a range of interest rate benchmarks
in a number of financial products and are used in a wide variety of markets. LIBOR is the most
commonly used IBOR and is the focus of much international discussion.

Why are some interest rate benchmarks reformed or discontinued?

IBORs are determined by quotes submitted to the applicable benchmark administrator by panel
banks. These submissions are intended to be based on actual transactions in the interbank market.
Over the past few years banks have shifted away from unsecured interbank lending in favor of
alternative funding models which has led to a decline in the number of transactions underpinning
a variety of IBORs. In turn, many of the rates became heavily reliant on "expert judgement" from
the panel banks submitting the quotes that determine the rates. This led to a regulatory authority-
led push to replace or reform a number of IBORs, including LIBOR.

What are the alternative reference rates?

Market participants and industry bodies have put in a significant amount of effort to find a way to
either reform existing benchmark rates or, alternatively, to develop replacements that meet
regulatory requirements. The outcome is a set of alternative rates based on overnight transactions,
which are deigned to be representative of a nearly risk free rate.

They are frequently referred to as Risk Free Rates (RFR). Below is an overview of the recommended
alternative rates per IBOR (Interbank Offered Rate) currency.

Country IBOR Rate | Cessation Date Alternative RFR Transition Committee
Website
United GBP LIBOR | December 31, 2021 SONIA Sterling Working Group on
Kingdom Risk-Free Rates
United States USD LIBOR | December 31, 2021 - | SOFR Alternative Reference Rates
1-week and 2-month Committee (ARRC)

US dollar settings

June 30, 2023 -
overnight, 1, 3, 6 and
12-month
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https://www.bankofengland.co.uk/markets/transition-to-sterling-risk-free-rates-from-libor
https://www.bankofengland.co.uk/markets/transition-to-sterling-risk-free-rates-from-libor
https://www.newyorkfed.org/arrc/sofr-transition
https://www.newyorkfed.org/arrc/sofr-transition

Japan TIBOR Being reformed but TONA, TOFR Cross-Industry Committee on
expected to continue Japanese Yen Interest Rate
JPY LIBOR | December 31, 2021 TONA, TOFR Benchmarks
Euroyen Being reformed but at | TONA, TOFR
TIBOR risk of ceasing
Europe EUR LIBOR | December 31, 2021 €STR / EuroSTR ECB Working Group on Euro
Risk-Free Rates
EURIBOR Being reformed but €STR / EuroSTR European Money Markets
expected to continue Institute (EMMI) and Euro
RFR Working Group
Canada CDOR Cessation of 6M and CORRA (exist Canadian Alternative
12M CDOR on May alongside certain Reference Rate Working
17, 2021 tenors of CDOR) Group (CARR
Switzerland CHF LIBOR | December 31, 2021 SARON The National Working Group
on Swiss Franc Reference
Rates
Australia BBSW Reform (continue) RBA Cash Rate Australian Financial Markets
(AONIA) (exist Association
alongside BBSW)
Hong Kong HIBOR Reform (continue) HONIA (exist Treasury Markets
alongside HIBOR) | Association’s Market
Practices Committee
Singapore SIBOR SIBOR is expected to | Singapore Association of Banks of
be discontinued. Overnight Rate Singapore
Average (SORA)
Swap Offer | Cessation based on Singapore
Rate (SOR) | timeline of demise of | Overnight Rate

USD LIBOR

Average (SORA)

What are some of the challenges of using risk free rates?
LIBOR is a forward-looking term rate quoted for five currencies (USD, GBP, CHF, JPY and EUR) and
seven tenors (overnight/spot, one week, one month, two months, three months, six months and 12

months). Hence, the LIBOR-linked rate in a contract is known at the start of the relevant interest

period. All the RFRs are overnight rates and therefore the rate is not known in advance. One

approach to create a rate for a longer interest period from these overnight rates is on a backward-

looking basis. The backward looking rate can be constructed by calculating a simple or

compounded average of the daily fixings of the RFR over the given term. This means that the

determination and accounting for a three-month or six-month rate based on RFRs requires
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https://www.boj.or.jp/en/paym/market/jpy_cmte/index.htm/
https://www.boj.or.jp/en/paym/market/jpy_cmte/index.htm/
https://www.boj.or.jp/en/paym/market/jpy_cmte/index.htm/
https://www.ecb.europa.eu/paym/interest_rate_benchmarks/WG_euro_risk-free_rates/html/index.en.html
https://www.ecb.europa.eu/paym/interest_rate_benchmarks/WG_euro_risk-free_rates/html/index.en.html
https://www.emmi-benchmarks.eu/euribor-org/euribor-reform.html
https://www.emmi-benchmarks.eu/euribor-org/euribor-reform.html
https://www.emmi-benchmarks.eu/euribor-org/euribor-reform.html
https://www.bankofcanada.ca/markets/canadian-alternative-reference-rate-working-group/
https://www.bankofcanada.ca/markets/canadian-alternative-reference-rate-working-group/
https://www.bankofcanada.ca/markets/canadian-alternative-reference-rate-working-group/
https://www.snb.ch/en/ifor/finmkt/fnmkt_benchm/id/finmkt_reformrates
https://www.snb.ch/en/ifor/finmkt/fnmkt_benchm/id/finmkt_reformrates
https://www.snb.ch/en/ifor/finmkt/fnmkt_benchm/id/finmkt_reformrates
https://www.rba.gov.au/mkt-operations/resources/interest-rate-benchmark-reform.html
https://www.rba.gov.au/mkt-operations/resources/interest-rate-benchmark-reform.html
https://www.tma.org.hk/en_market_disclaimer.aspx
https://www.tma.org.hk/en_market_disclaimer.aspx
https://www.tma.org.hk/en_market_disclaimer.aspx
https://abs.org.sg/benchmark-rates/about-sora
https://abs.org.sg/benchmark-rates/about-sora

significantly different mechanics. As articulated later in this paper, BAFT members have stressed

that these alternative calculation methodologies do not meet the needs of discounted trade
finance products where a forward-looking term rate is needed.

What are the plans for forward-looking term risk-free rates?

As LIBOR and other IBORs are forward-looking term rates available in a number of tenors, a number
of industry working groups have indicated a desire to develop forward-looking RFR-derived term
rates, while others have stated that there is no intention to recommend them. Members of the
BAFT IBOR Transition Working Group have been closely tracking developments across currencies
and advocating before regulatory bodies where appropriate. The FSB has emphasized that there
are limitations to RFR-derived term rates which may mean they are not a suitable choice in some
markets.

¢ In Japan QUICK Benchmarks Inc. began publishing production rates for Term Reference
Rates (the Tokyo Term Risk Free Rate [TORF]) on April 26.
¢ The UKauthorities have made clear their preference for the market to adopt a broad-based

transition to SONIA compounded in arrears, with the use of a forward-looking term SONIA
rate being limited (but includes trade finance). On January 11, 2021 the ICE Benchmark
Administration Limited and Refinitiv began live production of forward-looking term SONIA
reference rates (TSRR).

¢ Inthe U.S. the ARRC's March 23 announcement stated they will not recommend a forward

looking Secured Overnight Financing Rate (SOFR) term rate by their mid-2021 target, on
April 20, they issued a set of principles that will guide their efforts to recommend a forward-
looking SOFR term rate at some later point (estimated time TBD). The ARRC said that this
potential forward-looking rate should meet the ARRC's criteria for alternative reference
rates, be rooted in a robust and sustainable base of derivatives transactions over time and
have a limited scope of use. On May 6 the ARRC identified market indicators to support a
recommendation of a forward-looking SOFR term rate. On May 21 they identified CME
group as the eventual term rate administrator. The ultimate recommendation is expected

to come soon after the July 26 interdealer brokers switch date.
e The National Working Group on Swiss Franc Reference Rates do not recommend the use
of a forward-looking term RFR.
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https://www.boj.or.jp/en/paym/market/jpy_cmte/cmt210426a.htm/
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2021/arrc-press-release-term-rate-for-publication
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2021/20210420-term-rate-key-principles?utm_campaign=NEWSBYTES-20210422&utm_medium=email&utm_source=Eloqua
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2021/20210506-term-rate-indicators-press-release

What is the timeline for LIBOR Cessation?

On November 30, the ICE Benchmark Administration Ltd, administrator of LIBOR, announced that
it will consult on its intention to cease the publication of the one week and two month USD LIBOR
settings immediately following the LIBOR publication on December 31, 2021, and the remaining
USD LIBOR settings immediately following the LIBOR publication on June 30, 2023. BAFT
responded to the consultation on January 25 in support of the ICE announcement.

On March 5, the FCA confirmed the timeline for all LIBOR settings to either cease to be provided
by any administrator or to no longer be representative. As such preparation for the trade finance
business to transition LIBOR exposure must accelerate in earnest.

e December 31, 2021 - all sterling, euro, Swiss franc and Japanese yen settings, and the 1-
week and 2-month US dollar settings; and
e June 30, 2023 - remaining US dollar settings (overnight, 1, 3, 6 and 12-month)

The extension of certain USD LIBOR tenors is intended to allow most legacy US dollar LIBOR
contracts to mature before LIBOR experiences disruption. The U.S. Federal Reserve, FDIC, and
OCC have issued joint supervisory guidance that banks should cease entering into new contracts
that use USD LIBOR as a reference rate as soon as practicable and in any event by December 31,
2021. In support, the U.S. Alternative Reference Rates Committee (ARRC) has committed to
preparing the market to comply with the guidance that USD LIBOR not be used for new contracts
after 2021.

What are some of the key issues regarding trade products referencing Alternative

Reference Rates (ARRs)?

The transition to ARRs will have a deep impact across the suite of trade finance products. The most
significant issue facing global trade as a result of LIBOR cessation is the potential lack of a forward-
looking term rate across currencies. A large number of trade finance products currently rely on a
forward-looking term rate, which is transparent, observable and fixed for a defined period of time,
for instance a 24-hour window. In a discounted trade finance product a bank provides cash flow to
a supplier today, which is otherwise due to them at a point in time in the future based on the
original terms of sale, and therefore, it is provided at a discounted value. This calculation of the
discount must be completed on the day that the money is advanced. Therefore, there must be a
forward-looking rate to enable the calculation that is also observable and transparent to the parties
involved so that the costs of utilizing this funding option are known to all parties and all parties can
effectively manage their cash flows and working capital. In the absence of a forward-looking term
rate, the banks in these transactions could be applying different rates.
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https://www.fca.org.uk/publication/documents/future-cessation-loss-representativeness-libor-benchmarks.pdf

Loan type Trade products generally have specific, larger underlying principal amounts, longer tenor

terms and commercial conditions that differ from shorter-term discount instruments and supply
chain programs. Export credit agency loans, structured import and export finance trade loans,
currently reference forward-looking term rates when determining the rate applied. Clients utilizing
a trade loan may be sophisticated borrowers (large corporate, banks, other financial institutions
and government agencies) that require alignment between anticipated cash flows and derivative
products to ensure effective and efficient hedging on these larger and longer-term transactions.

There is a robust rationale for using Term Rates for all trade finance products. A limitation for some
trade loans would be hugely disruptive to trade asset pricing and trade clients. The new reference
rates in their current overnight form cannot be applied appropriately to the trade finance context.
The main affected areas of concern include how prices are established in commercial contracts
between buyers and sellers and the legal aspect surrounding the agreements. The BAFT working
group has concluded that a forward-looking term rate is required to replace LIBOR in order to
enable these products to maintain the characteristics that differentiate them from other loan-like
trade finance products, and to ensure minimal disruption to capital flows that are facilitated by
trade finance.

What will happen to trade products that reference LIBOR and mature after the
end of 20217

The industry must prepare to transition away from LIBOR now by working toward resolving
replacement rate issues while communicating with affected customers and third parties throughout
the process. Trade finance practitioners are encouraged to work internally with IBOR transitions
teams to review documentation carefully to determine what elements of the portfolio and services
reference LIBOR or other IBORs that will cease and what fallbacks would apply if the rate becomes
unavailable. Banks should review documentation closely to determine the position for each
contract in their portfolio, in relation to existing or legacy products, as well as for any new products
they are considering entering into. In some cases, documentation may need to be updated to
reflect the new market rate(s) used. For standard documents produced by BAFT, such as the MPA
and the MTLA, we have issued market guidance in relation to IBOR transition, and are actively
working to provide updates as needed.
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USD LIBOR Transition

When will USD LIBOR stop publishing?

The FCA and IBA announced on March 5, 2021 that the publication of LIBOR on a representative
basis will cease for the 1-week and 2-month USD LIBOR settings immediately after December 31,
2021, and the remaining USD LIBOR settings immediately after June 30, 2023.

This aligns directly with U.S. supervisory guidance released in late 2020 and which encouraged
banks to stop entering into new contracts that use USD LIBOR as a reference rate as soon as
practicable and in any event by December 31, 2021, in order to facilitate an orderly transition. That
guidance noted that entering into new contracts that reference LIBOR after 2021 would create
“safety and soundness risks.” It also makes clear that any USD LIBOR issuance in 2021 should
“either utilize a reference rate other than LIBOR or have robust fallback language that includes a
clearly defined alternative reference rate after LIBOR's discontinuation.”

The announcements by FCA and IBA served to fix the spread adjustments in the IBOR Protocol
offered by ISDA and, in conjunction with previous U.S. supervisory guidance about stopping new

U.S. dollar LIBOR issuances this year, should accelerate market participants’ move away from USD
LIBOR.

e As a result, ISDA spread adjustments are now fixed and will be applied to derivatives to
avoid value transfer between the parties when the contracts switch from LIBOR to a
replacement index when the panels for all USD LIBOR tenors cease in June 2023.

¢ Andon March 9, 2021, the ARRC confirmed that the March 5, 2021 announcements by IBA
and the FCA on future cessation and loss of representativeness of the LIBOR benchmarks
constitutes a “Benchmark Transition Event” with respect to all USD LIBOR settings pursuant
to the ARRC recommendations regarding more robust fallback language for new issuances
or originations of LIBOR floating rate notes, securitizations, syndicated business loans, and
bilateral business loans. For additional information on that development, see the ARRC
FAQs Regarding the Occurrence of a Benchmark Transition Event.

With these announcements and previous U.S. supervisory guidance, the path for when USD LIBOR
will end is now clear: market participants are being asked stop writing new USD LIBOR contracts
by the end of 2021. The extension of key USD LIBOR tenors will allow many legacy contracts to
mature before representative USD LIBOR stops.

Source: ARRC Frequently Asked Questions Version: April 27, 2021
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https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2021/ARRC_Benchmark_Transition_Event_FAQs.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2021/ARRC_Benchmark_Transition_Event_FAQs.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/ARRC-faq.pdf

What guidance and tools are available for the transition from USD LIBOR to
SOFR?

To facilitate the adoption of SOFR in consumer and other cash products, the Federal Reserve Bank
of New York has published since March 2, 2020:

1) a SOFR Index to measure the cumulative impact of compounding on a unit of investment over
time, with the initial value set to 1 on 2 April 2018, the first value date of SOFR; and

2) SOFR compounded averages over rolling 30-, 90-, and 180-calendar day periods. The SOFR
Index value reflects the effect of compounding SOFR each business day and allows the calculation
of compounded SOFR rates over custom time periods. The SOFR Index and Averages could be
referenced in a variety of products and as a result, the publication is intended to help accelerate
the transition away from USD LIBOR. The SOFR Index and Averages are published daily on the
Federal Reserve Bank of New York’s website. The existing SOFR Index is a compounded index, so
it is not applicable to Daily Simple SOFR Loans.

In addition, the ARRC has produced a number of tools that can help to facilitate the transition away
from USD LIBOR including:

® Frequently Asked Questions;

e A practical implementation checklist for SOFR Adoption, which is developed as an informational

document for market participants.

e A Users Guide to explain how those unfamiliar with overnight rates can use SOFR in cash
products. The User’'s Guide covers a number of conventions, including simple versus compound
averaging; in arrears versus in advance payment structures; and lookback, payment delay, and
lockout conventions for providing payment notice.

e SOFR Starter kit, a set of factsheets to inform the public about the transition away from USD
LIBOR to SOFR. The SOFR Starter Kit includes background on the impetus for the transition and
the ARRC's work to select a preferred rate, facts and figures about SOFR, and next steps market

participants can take.

The ARRC has also released recommended contractual fallback language for new USD LIBOR

denominated bilateral business loans, which are broadly consistent with conventions proposed for
syndicated loans issued on July 22, 2020.
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https://www.newyorkfed.org/arrc/faq
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2019/ARRC-SOFR-Checklist-20190919.pdf?34#:~:text=The%20ARRC's%20%E2%80%9CPractical%20Implementation%20Checklist,by%20details%20for%2010%20categories.
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2019/Users_Guide_to_SOFR.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2020/ARRC_Press_Release_SOFR_Starter_Kit.pdf
https://www.newyorkfed.org/arrc/fallbacks-contract-language

Without an ARRC Recommended Term SOFR, how can the trade finance industry
proceed?

On April 20, the ARRC issued a set of principles that will guide their efforts to recommend a
forward-looking SOFR term rate. The ARRC stated that this potential forward-looking rate should
meet the ARRC's criteria for alternative reference rates, be rooted in a robust and sustainable base
of derivatives transactions over time and have a limited scope of use. On May 21, 2021, the ARRC
announced it had selected CME Group as the administrator that it plans to recommend for a
forward-looking SOFR term rate, once market indicators for the term rate are met. On June 8, the
Interest Rate Benchmark Reform Subcommittee of the CFTC’'s Market Risk Advisory Committee
recommended a market best practice, that interdealer broker’s change USD linear swap trading
conventions from USD LIBOR to SOFR on July 26, 2021. The ARRC expects that following this date,
they will be in a position to formally recommend the CME SOFR term rates very shortly thereafter.

While the recommended successor to LIBOR is SOFR, the Federal Reserve has been clear that
market participants are able to transition to rates other than SOFR, though it does not support
more than minimal use of other rates in capital markets. As such, the BAFT working group has
moved forward in a number of ways:

1. Continue to engage the ARRC as they define permissible use cases for a future term SOFR.
We understand that the eventual scope of use will be narrow and we'll need to advocate to
ensure that trade finance is recognized as a permissible use case, just as it has been in the
Sterling market.

2. Provide market education on rate alternatives:

a. The financial derivatives exchange CME Group announced on April 21 that it has
begun publishing CME Term SOFR Reference Rates for one, three and six-month
tenors, all of which it states align with the ARRC's key principles. The rates—which
are anchored in CME SOFR futures—are available for licensing at no charge with
use limited to cash transactions initially until June 20, 2023.

b. Several vendors have also begun developing new benchmarks that are forward
looking and include a credit spread. The BAFT working group met with these
vendors from April to June 2021 to assess their viability as transition benchmarks.
The comparison chart outlines potential LIBOR successor rates for USD.
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https://nam12.safelinks.protection.outlook.com/?url=https%3A%2F%2Fwww.newyorkfed.org%2Fmedialibrary%2FMicrosites%2Farrc%2Ffiles%2F2021%2F20210420-term-rate-key-principles%3Futm_campaign%3DNEWSBYTES-20210422%26utm_medium%3Demail%26utm_source%3DEloqua&data=04%7C01%7Cdrodriguez%40baft.org%7C9a42a48beee54444381508d905ed9686%7Cfe17a64031f14411aa9053b5cce85e14%7C0%7C0%7C637547340285995940%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C1000&sdata=84GZDXyVMTd0Wv5uuP2MaKqwvg6lYMiR43IKH113LFU%3D&reserved=0
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2021/20210521-ARRC-Press-Release-Term-Rate-RFP.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2021/20210608-arrc-release-supporting-mrac-announcement-final
https://nam12.safelinks.protection.outlook.com/?url=https%3A%2F%2Fwww.prnewswire.com%2Fnews-releases%2Fcme-group-announces-launch-of-cme-term-sofr-reference-rates-301273513.html&data=04%7C01%7Cdrodriguez%40baft.org%7C9a42a48beee54444381508d905ed9686%7Cfe17a64031f14411aa9053b5cce85e14%7C0%7C0%7C637547340286005934%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C1000&sdata=b%2B9hmd91WJxdI5sXMm%2BiG34PNTdrlLvzCLFgZ71elF4%3D&reserved=0

Recommendation

The USD LIBOR transition process is quickly evolving, with the prospect of a Term SOFR coming
into closer view. Credit sensitive alternatives to USD LIBOR are gaining traction as viable
alternatives for some institutions wanting the inclusion of a credit sensitive element, but U.S.
regulators have voiced concerns that the rates are not liquid enough and in any event would
support only limited use. We invite you to review and evaluate the “Alternatives to USD LIBOR"
chart in this document which compares critical differences between USD alternatives to LIBOR. At
present, BAFT is not endorsing one rate provider as a successor to USD LIBOR. As we move closer
to end of 2021, we will formulate a set of BAFT recommended best practices.
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What are the Alternatives to USD LIBOR?
Source: Vendor presentations to BAFT IBOR Transitions Working Group between April and June 2021, and vendor
marketing material available on date of publication.

CME Term SOFR

(Term SOFR)

Bloomberg Short
Term Bank Yield
(=34:3%)

USD Credit Inclusive

AMERIBOR

Term Rate (CRITR) &

Spread (CRITS)

ICE Bank Yield Index
(IBY1)

Index Provider

CME Group

Bloomberg

American Financial
Exchange (AFX)

IHS Markit

ICE Benchmark
Administration

Description

CME Term SOFR
Reference Rates
provide an
indicative, forward-
looking
measurement of
SOFR rates, based
on market
expectations implied
from leading
derivatives markets.

BSBY measures the
average yields at
which large, global
banks access USD
unsecured wholesale
funding. It is
dynamic, credit
sensitive and reflects
marginal funding
cost at O/N, 1M,
3M, 6M and 12M
tenors.

AMERIBOR® is a
new interest rate
benchmark created
by the American
Financial Exchange.
AMERIBOR®
reflects the actual
borrowing costs of a
number of small,
medium and
regional banks
across America.
AMERIBOR® is also
useful for larger
banks and financial
institutions that do
business with these
banks, as well as
small and middle

The IHS Markit USD

Credit Spread
Adjustment & Rate

are designed to be a

broad based
measure of funding
levels for banking
institutions funding
in U.S. Dollar, in

institutional markets,

on a senior
unsecured basis.

The U.S. Dollar ICE
Bank Yield Index will
be a forward-
looking, credit-
sensitive benchmark.
The Index has been
designed to
measure the
average yields at
which investors are
willing to invest U.S.
dollar funds over
one-month, three-
month and six-
month periods on a
wholesale, senior,
unsecured basis in
large, internationally
active banks

existing SOFR for
ON. 12M expected

12M

12M expected)

market
companies.
I0SCO Yes Yes Yes Yes Pending
Compliance
EU Benchmark Yes Yes Yes Yes Pending
Regulation
All-In-Rate No, Risk Free Rate Yes, credit sensitive | Yes, credit sensitive Both a spread Both available. The
and additional adjustment and an | Bank Yield Index can
Credit Spread all-in rate are also be calculated as
Adjustment can be available a spread to SOFR
added rates (SOFR+)
Tenor 1M, 3M, 6M + Use O/N, 1M, 3M, 6M, O/N, 1M, 3M (6M, O/N, 1M, 3M, 6M, 1™, 3M, 6M, 12M

12M
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beta version

market: SOFR
Futures and SOFR
Overnight Indexed

Swaps (OIS),
including VWAPs
from transactions
and snapshots of
executable orders.

Deposits sourced
from Bloomberg
electronic execution
solutions, ST
Corporate Bond
trade data from
TRACE

AFX's proprietary
interbank lending
data.

Date of Initial April 21, 2021 Oct 2020 August 2019 beta version
Publication
Frequency Daily Daily Daily Daily Daily
Publication 6am. ET 8 a.m. EST; in line Trading Hours 7am 8 a.m. EST on T+1 9:00 a.m. ET
Time with SOFR CDT / 5pm CDT basis; in line with
publication SOFR publication
Ticker Bloomberg: SR1M, BSBYON, BSBY1M, AMERIBOR TBD TBD
SR3M, SR6M BSBY3M, BSBY6M AMBOR30T
Refinitiv: TWRZ50, and BSBY12M AMBOR 90T
TVRZ50, TZRZ50
Data set CME derivatives CD, CP and Bank CP, CD the DTCC CD, CP, Corporate CD, CP, Wholesale
combined with the Bonds transactions unsecured deposits

and indicative price
quotes.

($10MM or greater),
unsecured bonds,
secondary
transaction in CDs
and CP.

Fifteen existing
LIBOR Panel Banks,
Diverse geographic
footprint to ensure

global nature of

rate,

North American

banks

UK and EU banks

Asian banks, large
US commercial
banks that are not
panel banks that
would like to use
credit sensitive
terms in lending
contracts, and other
global banks active
in the USD money
markets that would
like to use credit

sensitive rates.
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Weighting:

To ensure full
coverage of the
above tenors, the
calculation
algorithm uses the
following Future
contract months:
¢ One-month SOFR
Futures (SR1): 7
consecutive months

contracts
¢ Three-month
SOFR Futures (SR3):
3 consecutive
months contracts.

The index is based

subjective inputs in

on transaction
related data and
does not rely on

its calculation.

Weight transactions

Principal Amount *

weighted average of

transactions in the

using BPV
methodology =

Days to Maturity
The volume-
real, daily
AFX’s overnight

unsecured loan
market.

Weight per source
and weight adjusted

Days to maturity and
transaction volume
weighted median for

average spread over

for issuer cap.

each bucket.
Linear weighted

last 5 days for each
tenor.

Bond transaction
volumes are
weighted to ensure
that no issuer
represents over 10%
of the bond
transactions used in
the Index
calculation, and
bond yields are
adjusted to
represent yield on a
money market basis.

Data filtering:

Transaction data
from seven
consecutive

SR1 futures (1-
month CME SOFR
futures contracts)

and
four SR3 futures (3-
month CME SOFR
futures contracts).

Transaction and firm

executable offers.
The anonymized
data is then filtered
by a list of eligible
banks.

The filtering criteria
is underpinned by a
governance
framework that is
reviewed on a
periodic basis by
Bloomberg Index
Services Ltd
oversight
committee

N/A

Institution Type,
transaction size,
coupon range,
issuance size, days
to maturity and
various bond types /
characteristics.

Data filtering
thresholds have
been chosen to
ensure appropriate
benchmarks during

the entire 5-year
test period including
stressed market
conditions in March
2020.

Aggregation of
eligible transactions
over initial five-day
window; increasing
the window if
necessary to meet
minimum aggregate
trade count and
volume thresholds.

Data Limits:

Randomization limits
ability to manipulate

No single bank can
make up more than
20% of the index
and plus trimming of
the outliers.

N/A

Issuer caps, so no
specific entity can
dominate the
generation of rate.

Unknown

Credit
Premium:

No; Risk Free Rate

Yes; appropriate
representation of
the US wholesale-
unsecured funding

market.

Yes, contains a
credit spread
component based
on unsecured loans
in contrast to SOFR
which is based on
secured (i.e.,

Yes; provides
exposure to funding
spreads for banking
institutions funding

in USD in
institutional markets,
on a senior

Yes, the Bank Yield
Index can also be
calculated as a
spread to SOFR

rates (SOFR+)

collateralized) loans

unsecured basis.
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Thresholds: Benchmark Volume Thresholds N/A Transaction count Minimum total
calculations are and volume funding volume
supported by ADV | Daily BSBY rates are thresholds. threshold: $15B
of $232 billion based on
notional of SOFR instruments that Anchored in CME Minimum
futures that are have averaged more SOFR futures which transaction count
transacted on CME's | than $165 billion in average $3.3 million across the money
regulated electronic transactions in daily DVO1 market curve: 100
marketplace with 3 day rolling risk-adjusted
average volumes window) over the volume, 13x the Minimum
supporting past three years and daily DVO1 risk transaction count by
benchmarks as transferred in key tenor buckets:
follows: 1-month has the overnight 5-44 Days: 30
~$75B,3-month has Treasury repo 45-119 Days: 30
~$125B, and 6- market. 120- 249 Days: 20
month has ~$160B 250+ Days: 20
in Q1 2021-
Fallback: - Where there are In the event that the | If a minimum volume Previous day's If these thresholds

no transactions
occurring
in a given interval. A
candidate solution
price is one within 5
increments of the
seed value, with the
increment being
0.01 basis points.
- On days where
there is an early
market close, the 30
minute observation
intervals will cover a
reduced portion of
the day

minimum volume
threshold for a tenor
is not met, the BSBY

construction

algorithm relies on a

fallback process
which uses a longer
lookback window. 4

days fallback first,
then 5 days fallback.

threshold is not met
an additional AFX

business day/day is
then included as a

fallback.

transaction to fill
shortfall.

are not met, IBA
adds one or more
previous days’ data
to meet the
requirement.

Comparison to

N/A; but can be

Back tested 3 years.

1-month correlation:

Back tested 5 years.

Back tested through

LIBOR: produced in all Strongly correlated .9958 Dec 1, 2017
market conditions with TM and 3M 3-month correlation:
including periods of LIBOR .9976
heightened market
volatility or negative
interest rates.
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Methodology:

Rules-based
algorithm and
projection models.
A set of Volume
Weighted Average
Prices (VWAP) or
midpoint of the bid-
ask are calculated
using transaction
prices observed
during a sampling
period, along with a
snapshot of
executable bid/ask
prices at a random
moment during the
sampling period.
Transaction
repeated from 8am
to 3pm ET with 14
intervals of 30-
minutes each to
form a curve to
represent the whole
day trading day.
Next CME adds the
scheduled FOMC
meeting dates. Then
CME solves for the
path of overnight
rates that is still
consistent with the
SR3 and SR 1 futures
prices.

CME replaces there
contact dates and
central bank
meeting dates with
tenor dates. Finally,
CME will calculate
the tenor rates.
These are then used
in a projection
model to determine
Term SOFR
Reference Rates.

Localized trimmed
curve fitting
algorithm using
weighting, outlier
trimming, localized
linear regression.
3 day rolling window
of data

Wholesale funding
transactions
occurring within five
AFX business days.

Bucketing and
Median.
Bucket each
transaction across
four tenors, then do
outlier test for each
bucket (2 std dev),
fall back on previous
days' data if
needed. Take
volume weighted
median of days of
maturity and
transaction for each
bucket. Take the
average over 5 days
for each tenor (react
to change to the
market but also
offer stability).
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Limitations:

No credit premium.
A 12-month tenor
rate is in
development and
will be added at a
later stage based on
the procedures
established by CME.
Available with use
limited to cash
market transactions
initially until June
30, 2023.

The Derivatives
market has not yet
developed.
Transactional Basis
only.

6M and 12M still
under development.

The Derivatives
market has not yet
developed.
Transactional Basis
only.

Available in beta
form only.

Requires
commitments from
banks (LIBOR Panel

Banks and non-
LIBOR Panel Banks)
to provide their
funding data to IBA
on a daily basis to
build the index.
Available in beta
form only.

Competitive
Advantage:

CME Term SOFR
Reference Rates are
derived from CME
SOFR futures, an
increasingly robust
and resilient
underlying data set.
Bolstered by a deep
and diverse pool of
market participants,
volume in CME
SOFR futures
averaged $232
billion in
representative
notional* per day in
Q1 2021.

- Meets ARRC's
criteria for
alternative reference
rates.

- Licensing for cash
market products will
be available at no
cost through
December 2026.

Backfilled all the way
to 1/16/2016.

- Not subjective to
input data from
panel banks.

- Aims to measure
the average yields at
which investors are
willing to invest USD
funds on a senior
unsecured basis in a
list of large
international banks.
- Consistent with
S&P Fund Ratings
Criteria (see article
published on
4/15/2021).

- Data based on
Bloomberg
transaction and
GCIB that's more
representative as
opposed to
community banks.
- $100MM bond by
BOA issued under
BSBY 4/19/2021.

- 10SCO third party
audit certification
was released
4/19/2021.

Contains a credit
spread component
based on unsecured
loans in contrast to
SOFR which is based

on secured (i.e.,
collateralized) loans.

- Represents the
actual funding costs
for many American
financial institutions.

- Stable reference
benchmark interest

rate; strong
correlation to
LIBOR.

Based on Deposit
Trust & Clear
Corporation

transactions which

offer a holistic view
of the transaction
that occur.
Every transaction on
DTCC is recorded
and not reliant upon
bank contribution.
Minimizing value
transfer on legacy
USD LIBOR
positions at LIBOR
cessation date, as an
add-on to SOFR and
an alternative to
more static fallback
rates.

Can be used as a
rate in new loan
issuances or a
spread combined
with SOFR
compounded,
averaged or term
SOFR, as well as
other benchmarks
lacking a dynamic
credit component.

A credit-sensitive
interest rate index
designed to serve as
a potential reference
rate for U.S. Dollar
commercial lending,
which is 100%-based
on executed
transaction data.

Importantly, there
will be no
requirement for data
contributors to use
expert judgement
when providing
input data.
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Transition GBP LIBOR

What guidance and tools are available for the transition from GBP LIBOR to

SONIA?
The Sterling RFRWG has produced guidance and tools that can help to facilitate the transition away
from GBP LIBOR including:

e A factsheet providing more information on the SONIA Reference Rate Publication
Summary;

e A document setting out the Sterling RFRWG's views on which types of business and clients
should use overnight SONIA, relative to alternatives including forward-looking term rates.
This document states that Trade finance is able to use the SONIA forward-looking term

rates.

What timetables and target are in place for the transition to SONIA?

The Working Group on Sterling RFRs published an updated version of its roadmap and priorities
for 2021.

1. Be fully prepared for the end of GBP LIBOR, by the end of 2021
2. Continue to enable and promote widespread use of SONIA compounded in arrears
throughout wholesale sterling markets
3. Byend-Q1 2021, cease initiation of new GBP LIBOR-linked loans, bonds, securitizations and
linear derivatives that expire after the end of 2021
4. By end-Q1 2021, complete identification of all legacy GBP LIBOR contracts expiring after
end 2021 that can be actively converted, and progress active conversion where viable
through to completion by end-Q3 2021
5. Take steps to enable a shift of volumes from GBP LIBOR to SONIA in non-linear derivative
markets:
a. by end-Q2 2021, cease initiation of new GBP LIBOR linked non-linear derivatives*
that expire after the end of 2021; and,
b. by end-Q3 2021, complete active conversion where viable

How is the Trade Finance business transitioning away from GBP LIBOR?
There has been some good progress in establishing SONIA as the successor to GBP LIBOR. A
number of positive developments took place in the markets, including:
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https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/rfr/rfrwg-term-sonia-reference-rate-summary.pdf?la=en&hash=B7360E607A9B7E83663361E7970B9D90B2CC56D0
https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/rfr/use-cases-of-benchmark-rates-compounded-in-arrears-term-rate-and-further-alternatives.pdf?la=en&hash=22BA20A8728D9844E5A036C837874CA3E70FEAE1
https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/rfr/rfr-working-group-roadmap.pdf
https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/rfr/rfr-working-group-roadmap.pdf

e SONIA-linked FRN issuance now dominates sterling floating rate financials issuance and

there is clear momentum towards using the compounded SONIA rate across bond markets
more generally;

e Use of compounded SONIA has become established as the market standard for sterling
securitizations;

e A number of consent solicitation have taken place to convert legacy transactions to a SONIA
based reference.

Can Trade Finance Products reference Term SONIA?

The FICC Markets Standards Board (FMSB) published a draft standard on the use of term SONIA
reference rates. The paper describes a set of principles intended to guide market participants in
determining whether there is a robust rationale to employ a term reference rate for a specific
financial instrument. While the document aligns with recommendations made by WG on Sterling
RFRs last year, that includes trade finance and directly discounted products as permissible use
cases, the permissible use for the full array of trade finance products is subject to interpretation.
BAFT responded to the consultation in May and we expect further clarification after comments are
received.
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