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LIBOR Replaced By SOFR…
So Far, So Good?

FEATURED COMMERCIAL

Lenders and borrowers: the “haves” 
and the “have-nots”. Their actions 
have shaped the history of the world, 

and how they respond to crisis and change 
is fascinating and informative.  Fixed rates 
are prudent and certain, but cash flow can be 
king.  When current monthly payments matter 
more than later ones, borrowers often elect 
to float their interest rates, and most of the 
time, that’s when LIBOR gets involved.  The 
London Interbank Offered Rate has a nearly 
40-year history, but now, after a few missteps 
(and a global credit crisis), the borrowing index 
is slated for retirement.  The crisis has passed, 
and change is now upon us.  Likely at the end 
of 2021, LIBOR will be published for the last 
time, as regulatory bodies no longer compel 
large banks to contribute to the index.  What’s 
to become of us floating rate borrowers? Well, 
a successor to LIBOR has been named by the 
ARRC (Alternate Reference Rate Committee), 
and its name is SOFR, an abbreviation for the 
Secured Overnight Financing Rate.  How can 
we be sure that SOFR is our lasting partner?  
Because the ARRC includes 40 representatives 
from the world’s largest banks, exchanges, and 
clearinghouses and reports to the Treasury, 
Federal Reserve, SEC, FDIC, and CFTC, first 
of all, but also because SOFR’s past tells us it 
should have a prosperous future. 

So what’s different about SOFR?  The first 
two letters say it all.  The index represents 

a volume-weighted average cost rate of 
repurchase agreements (repos) that are (1) 
Secured by Treasuries and (2) Overnight.  
LIBOR has a bunch of versions based on 
varying terms (overnight, one week, 1-3 
month, 6 and 12 month) that are commonly 
used, but SOFR today is a single overnight 
index with no term structure.  The SOFR term 
market for longer-term cash and derivative 
products is in its infancy.  The overnight 
Treasury repo market averages more than 
$700 billion in daily volume these days, a very 
liquid market.  The SOFR index includes both 
bilateral and tri-party cleared repo trades from 
the DTCC and its subsidiary FICC – these 
are user-owned clearing corporations that 
handle the electronic settlement of US dollar 
financial contracts. Unlike LIBOR, which is an 
average of 18-24 daily bank submissions that 
were subject to some manipulation, the SOFR 
index averages hundreds of live transactions 
every day and is published by the New York 
Federal Reserve.  The reasoning behind SOFR, 
to use a market based rate that can handle 
some volatility and not be subject as much to 
manipulation, would appear to be sound.

Let’s take a quick look at recent 
developments in the SOFR market.  The index 
has been published since the beginning of 
April 2018, and the start was inauspicious as 
the New York Fed admitted to including some 
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Roundtable continued from page 39…

these opinions involve a lender’s right 
to recover attorneys’ fees against 
its borrower and the limitations 
paced upon such right as a result 
of the “form” loan documents such 
lenders had used in connection with 
originating their respective loans to 
their borrowers.

Hart and Chacker are glaring 
examples to the lending industry that 
“form” loan documents may not be 
appropriate for all situations.  They 
definitely should be reviewed by 
competent counsel to determine if 
the form loan documents are actually 
serving their intended purpose.

This is because many lenders have 
standard or “form” loan documents 
which they have been using for years.  
These forms have not been reviewed 

by competent counsel, nor have they 
been changed or modified.  This 
practice should change.  One of the 
things that I do in my practice is review 
my client’s loan documents, including 
notes, deeds of trust and escrow 
instructions, and revise them for the 
practical situations present in today’s 
world.  Something that would prevent a 
Hart or Chacker situation in the future.

In Hart, the Court of Appeal held 
that paragraph 9 of a standard deed of 
trust, which is entitled, “9. Protection 
of Lender’s Interest in the Property 
and Rights Under this Security 
Instrument” is an insufficient provision 
upon which to obtain an award of 
attorneys’ fees if the lender were to 
prevail in litigation.  Instead, it was 
merely a provision whereby attorneys’ 

fees could be added to the underlying 
debt.  A problematic situation if 
attorneys’ fees were sought years 
after a foreclosure sale…

In Chacker, the Court of Appeal 
similarly held that paragraph 9 of the 
standard deed of trust – as well as 
its paragraph 14 – were insufficient 
provisions upon which to obtain an 
award of attorneys’ fees if the lender 
were to prevail in litigation.  Instead, 
such provisions were found to allow 
attorneys’ fees to be added to the 
underlying debt.  Again, a problematic 
situation if attorneys’ fees were 
sought years after a foreclosure sale…

The lessons learned from Hart and 
Chacker is that loan documents must 

…Roundtable continued on page 41

CALIFORNIA MORTGAGE FINANCE NEWS40

WINTER
 201

8

http://derivativelogic.com/


Featured Commercial continued from page 19…

incorrect trades in the reference rate 
over its first two weeks.  But all new 
ventures have growing pains, and we 
now have four months of comparative 
data for LIBOR and SOFR, seen in the 
chart below.  Notably, thus far SOFR 
is lower and a little more volatile 
than monthly LIBOR, as the index 
had two rather prominent one-day 
spikes.  The first was the day after the 
FOMC raised the Fed funds target 
rate, a move that is also reflected 
by LIBOR, but typically in a more 
gradual fashion.  The second spike 
was the last trading day of June, and 
the end of the second quarter.  While 
increased daily volatility might seem 
less desirable, if loans are resetting 
every day, this means only a single 
day of increased interest.  Most likely, 
monthly and quarterly products will 
proliferate in the SOFR market too, 
so that one day spikes get softened 
and loans reset at less frequent 
intervals like most LIBOR loans do 
presently.  The fact that SOFR has 
been consistently about 20 bps lower 
than 1-month LIBOR implies that the 
spread between the two is something 
to deal with as we transition from one 
loan index to the other.

We are quickly seeing new 
markets emerge around SOFR.  
3-month SOFR futures contracts 
have been trading since May at the 
Chicago Mercantile Exchange with 
five years of liquidity out to March of 
2023.  This market has created a term 
structure that allows the marketplace 
to anticipate borrowing rates and 
returns for the SOFR index well into 
the future, allowing speculators to 
make bets and hedgers to cover their 

risks to rising rates.  The 1-month 
SOFR futures market has about two 
years’ worth of liquidity as well, and 
the combined open interest for the 
nearest maturing contracts in these 
two markets is over $3.3 billion.  
These fledgling markets are dwarfed 
by Eurodollar futures and options that 
function off of LIBOR right now, but 
the writing seems to be on the wall.  
The latest step in launching SOFR 
as LIBOR’s replacement was Fannie 
Mae’s introductory $6 billion issuance 
of 6-, 12-, and 18-month floating 
rate notes (FRNs) that use the simple 
average of SOFR as their interest rate 
index.  The 18-month SOFR floaters 
pay investors daily SOFR + 0.16% 
(2.04% as of July 30).  

What do borrowers need to 
expect over the next year?  Expect 
to keep hearing more about SOFR as 
the market grows and additional firms 
adopt.  Banks will (if they haven’t 
already) begin to refine replacement 
rate language in loan documents that 
start off using LIBOR as a floating 
rate.  Expect language to come 
in new contract documents, and 
expect amendments to existing loan 
facilities on a case-by-case basis.  This 
language could include references to 
SOFR or not, but it is likely to include 
the potential for a replacement 
“spread adjustment” to account 
for the daily basis point difference 
between LIBOR and SOFR – banks 
don’t want to make less money on 
loans just because a new index came 
out that happens to be lower than 
LIBOR.  And the contracts will likely 
include ‘triggers’ – specific events that 
will cause a replacement reference 

rate to be imposed.  Swap and cap 
markets for SOFR-based derivatives 
are coming along shortly as well so 
borrowers can hedge their floating 
rate exposure just like they have with 
LIBOR.  The over-the-counter (OTC) 
derivatives market has evolved from 
varying floating rate indices over time, 
and the SOFR conversion will be no 
different.  Informed advisory services 
and sound legal advice are warranted 
during these periods of change, to 
be sure.  But so far, despite fits and 
starts, the fear of the unknown, and 
less than two quarters of market 
activity, the LIBOR to SOFR change 
would seem to be for the better.

Pro Tip:
Login to the 

‘Members-Only’ site

to get exclusive

access to recordings 

of webinars from our 

MQAC, MTAM, and 

Legal Issues

Committees, plus 

additional

value-driven

content!
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21st Annual Western States 
CREF Conference

September 5–7, 2018, Las Vegas, NV
PHOTO GALLERY

Commercial Executive Forum
September 13, 2018, Port of Oakland, CA

Thanks as always to our great sponsors that ensure the 
conference is a big success each year!

Always a hit at the conference, “Café CREF” gives attendees a 
little extra boost in the morning!
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