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July 18, 2019 

SEC Issues Statement Highlighting Risks Regarding LIBOR 

Transition 

On July 12, the SEC’s staff issued a statement (the “LIBOR Statement”) urging market participants to 

prepare for the transition away from the London Interbank Offered Rate (“LIBOR”) reference rate.1  The 

LIBOR Statement represents the views of the Divisions of Corporation Finance, Investment Management 

and Trading and Markets, as well as the Office of the Chief Accountant.  The SEC staff highlighted several 

areas for particular attention during this transition process.2  This announcement echoes those made by 

other regulators and financial industry participants that the transition from LIBOR to alternative reference 

rates (“ARRs”) must be a focus well before LIBOR ceases publication, which is expected to occur in 2021.  

The SEC staff described the transition from LIBOR as “taking on urgency,” and market participants should 

take steps now to account for LIBOR’s expected discontinuation.3 

Background 

LIBOR is a benchmark interest rate at which large banks indicate that they can borrow short-term wholesale 

funds on an unsecured basis in the interbank market.4  LIBOR is published daily in five currencies and 

seven tenors, and represents the average of submissions from panel banks, resulting in the daily publication 

of 35 interest rates by the Intercontinental Exchange.5  LIBOR is widely used as a benchmark rate (or 

reference rate) in a variety of commercial and financial contracts, including but not limited to bonds, 

interest rate swaps and other derivatives, loans, floating rate mortgages and student loans.6  It is estimated 

that financial contracts reference $200 trillion in notional value in USD LIBOR, with over $35 trillion 

referenced in contracts extending past 2021.7   

In 2017, the U.K. Financial Conduct Authority announced that all of the panel banks that submit LIBOR 

had agreed to continue to do so until the end of 2021, at which point it is expected that a transition will be 

made from LIBOR to ARRs.8  A few days ago, the head of the Financial Conduct Authority (“FCA”) reiterated 

that market participants’ base case assumption should be that LIBOR will not be published after the end of 

2021 and, even if some banks continue to publish LIBOR, there is “a high probability that it will no longer 

pass regulatory tests of representativeness.”9  

The expected cessation of LIBOR’s publication presents unique challenges to financial institutions and 

other market participants.  One of the key questions market participants face is deciding which ARR (or 

ARRs) will replace LIBOR in LIBOR-referencing contracts.  In the United States, the Alternative Reference 

Rates Committee (“ARRC”), convened by the Federal Reserve Board and the Federal Reserve Bank of New 



 

2 

York, has identified the Secured Overnight Financing Rate (“SOFR”) as “the rate that represents best 

practices for use in certain new USD derivatives and other financial contracts.”10   

SOFR is a broad measure of the cost of borrowing cash overnight collateralized by U.S. Treasury securities 

in the repurchase, or “repo,” market.11  Among other differences from LIBOR, SOFR (1) is considered a 

“‘near risk-free rate’” (i.e., it lacks a credit risk component) because it is secured by U.S. Treasuries; and (2) 

lacks a forward-looking component such as LIBOR’s one-week and one-, two-, three-, six- and twelve-

month tenors.12   

In the July 12 press release accompanying the LIBOR Statement, SEC Chairman Jay Clayton said 

unambiguously:   

[T]he discontinuation of LIBOR could have a significant impact on financial markets and 

may present a material risk for market participants, including public companies, 

investment advisers, investment companies, and broker-dealers.  These risks will be 

exacerbated if the work necessary to effect an orderly transition to an alternative reference 

rate is not completed in a timely manner.13   

Chairman Clayton’s identification of potential risks associated with the transition from LIBOR comports 

with the SEC’s prior pronouncements and those issued by other financial regulators.14    

The LIBOR Statement 

The LIBOR Statement addresses three areas that market participants should focus on to manage the 

transition from LIBOR. 

1. Existing Contracts.  The SEC encouraged market participants, to the extent they have not done 

so already, to commence the process of identifying contracts that extend beyond 2021 to determine 

their exposure to LIBOR.  In particular, the SEC noted that many legacy contracts referencing 

LIBOR were drafted at a time when the drafters “did not contemplate the permanent 

discontinuation of LIBOR and, as a result, there may be uncertainty or disagreement over how the 

contracts should be interpreted.”15   

2. New Contracts.  When entering into new contracts that would normally reference LIBOR, the 

SEC advises market participants to consider whether to instead reference an ARR, or if the decision 

is made to reference LIBOR, whether to include effective fallback language to account for the 

cessation of LIBOR’s publication.16  The ARRC has issued recommended fallback language for new 

issuances of floating rate notes, syndicated loans, bilateral business loans, and securitizations.17  

Market participants should monitor publications by the International Swaps and Derivatives 

Association for fallback language for swaps and derivatives. 
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3. Other Business Risks.  The SEC staff encouraged market participants to assess the impact, if 

any, that the discontinuation of LIBOR will have on existing and new contracts, and to implement 

mitigations efforts.18  Particular emphasis should be placed on information technology systems, 

namely to ensure that they are capable of incorporating new ARRs with features that differ from 

LIBOR.19  Depending on their exposure to LIBOR, market participants may wish to create 

company-specific task forces to address the impact of financial, legal, and regulatory risks arising 

from the LIBOR transition.20 

Additionally, each of the Divisions of Corporation Finance, Investment Management and Trading and 

Markets, and the Office of the Chief Accountant provided guidance to registrants and other market 

participants likely to be impacted by the discontinuation of LIBOR.  The guidance is tailored to the different 

constituencies regulated by the SEC, each group facing potentially different challenges.  For example: 

 The Division of Corporation Finance staff recommended that registrants, in the context of their public 

disclosure requirements, keep investors informed about their progress towards risk identification and 

mitigation and any anticipated material impact on the registrant.21   

 The Division of Investment Management staff advised investment companies and advisers to, among 

other things, consider providing investors with tailored risk disclosures describing with specificity the 

impact of the transition on the investors’ holdings and advisers’ recommendations for instruments that 

reference LIBOR beyond 2021.22  Such companies and advisers are encouraged to assess any impact of 

the discontinuation of LIBOR on the liquidity of their fund investments, including how those 

investments are classified and whether the transition could alter the effectiveness of liquidity risk 

management programs.   

 The Division of Trading and Markets staff encouraged broker-dealers, central counterparties, and 

exchanges to analyze how LIBOR cessation might impact them and whether disclosures should be made 

to clients and markets.23  

 The Office of the Chief Accountant staff noted that the transition from one benchmark to another may 

have a significant impact on accounting and financial reporting.24  The potential accounting 

considerations could affect a number of different areas, including, for example, the accounting and 

financial reporting for modifications of terms within debt instruments, hedging activities, inputs used 

in valuation models and potential income tax consequences. 
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Significance and Takeaways 

While many aspects of the transition away from LIBOR will cause operational, business, and legal 

difficulties, several of the questions posed by the SEC for consideration with regard to existing contracts 

highlight particular challenges faced by market participants as they prepare for LIBOR cessation: 

 What alternative reference rate (for example, SOFR) might replace LIBOR in existing 

contracts?   Are there fundamental differences between LIBOR and the alternative reference rate – 

such as the extent of or absence of counterparty credit risk – that could impact the profitability or 

costs associated with the identified contracts?   Does the alternative reference rate need to be 

adjusted (by the addition of a spread, for example) to maintain the anticipated economic terms of 

existing contracts? 

 For derivatives contracts referencing a LIBOR-based interest rate of a floating-rate investment or 

obligation they are utilized to hedge, what effect will the discontinuation of LIBOR and the 

transition to an ARR in the underlying investment or obligation have on the effectiveness of the 

hedging strategy?  

 Does use of an alternative reference rate introduce new risks that need to be addressed?  For 

example, if you have relied on LIBOR in pricing assets as a natural hedge against increases in costs 

of capital or funding, will the new rate behave similarly?  If not, what actions should be taken to 

mitigate this potential risk?25  

The answers to these questions are by no means clear.  Because LIBOR is an unsecured lending rate that 

incorporates credit risk, while SOFR is a secured lending rate that incorporates little to no credit risk, SOFR 

is likely to be lower than LIBOR.  Similarly, longer tenors on LIBOR reference rates compared to the strictly 

overnight nature of SOFR likely would introduce differences in the rates due to different maturities.  By way 

of example, if a contract referenced USD LIBOR with a three-month maturity plus a certain number of basis 

points as margin, merely substituting “SOFR” for “USD Three Month LIBOR” likely will result in an 

unintended “value transfer.”  Accordingly, market participants are expected to apply a spread to SOFR to 

reflect differences in credit risk and tenor expressed in the two rates with the goal of promoting a greater 

degree of equivalence between the two reference rates.  There remains significant uncertainty regarding 

how this spread adjustment will be determined, whether it will be dynamic or fixed, and whether there will 

be industry and regulator consensus on its calculation.  We understand that ARRC plans to issue a market 

consultation relating to spread adjustments for comment later this year.26 

With respect to any ARR(s) that might replace LIBOR, the rate(s) ultimately selected may very well change 

the economic relationships between counterparties and impact financial reporting, including the valuation 

of assets and liabilities.  Floating rate contracts may switch to fixed rates.  Contracts referencing one-week, 

one-, two- or three-month or longer LIBOR tenors may switch to SOFR, an overnight rate with no present 
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equivalent of forward-looking term rates.  An ARR may perform inversely to LIBOR during periods of 

market uncertainty (e.g., ARRs go down instead of up), potentially requiring a reassessment of hedging 

strategies premised on LIBOR-referencing instruments.  Hedging agreements may need to be renegotiated 

to continue to perform as intended.  Another risk market participants may wish to consider is the likelihood 

that contracts in different jurisdictions will reference different ARRs, and how to account for those on an 

enterprise-wide basis.   

Such changes may be material, and as market participants consider LIBOR cessation, they may wish to 

consider whether to issue new risk disclosures or update existing disclosures to account for potential risks 

arising from the transition from LIBOR to ARRs.  As market participants work to better understand these 

issues, develop LIBOR transition proposals, and implement transition protocols pursuant to the directives 

of regulators, there may (and likely will) be a need to interact with other market participants in order to 

ensure an orderly transition to ARRs.  Such interactions should be limited to responding to the legitimate 

(and mandated) directives of regulators and should be undertaken in light of all obligations under relevant 

laws and regulations, including antitrust. 

As the SEC observed in its statement: “For many market participants, waiting until all open questions have 

been answered to begin this important work likely could prove to be too late to accomplish the challenging 

task required.”27  Regulators are indicating LIBOR’s publication is likely to cease, and market participants 

should expect that LIBOR will not be published beyond 2021. 

Market participants should continue to stay apprised of these issues through ongoing discussions with 

regulators, monitoring regulatory developments from their regulators and working groups such as ARRC, 

and consultations with outside counsel on industry-wide efforts to address these, and other, challenging 

questions.   

We will continue to monitor LIBOR transition developments and look forward to providing you with further 

updates. 

*       *       * 
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