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The future demise of LIBOR has been 
widely reported by various sources 
recently, creating a degree of uncertainty 
in financial markets and a degree of 
concern among organizations that have 
commercial bank loans or interest rate 
swap agreements. Sims prepared the 
following to explain some basic aspects 
of the situation and provide some 
recommendations for our clients.

What is LIBOR?
The London InterBank Offering Rate, or 
LIBOR, is narrowly defined as the average 
of interest rates estimated by the leading 
banks in London that it would be charged 
were it to borrow from other banks. It has 
grown in importance since its inception 
30 years ago and is now the baseline 
from which most commercial banks add 
a credit spread to determine the variable 
interest rate charged to borrowers. If your 
organization has a variable interest rate 
loan from a bank, it is highly likely LIBOR 
is used to calculate the all-in interest rate. 
Most commercial banks provide variable 
rather than fixed-rate loans because most 
acquire the funds loaned in the short-term, 
variable rate, inter-bank market.

In addition to being a proxy for cost of funds, 
LIBOR is deeply integrated into the vast majority 
of interest rate swaps that borrowers and financial 
institutions utilize to manage variable interest rate 

risk. In its simplest terms, under an interest rate 
swap one party (typically the capital markets arm 
of a commercial bank) is willing to pay LIBOR (and 
therefore take on the risk of rising interest rates) 
in exchange for receiving a fixed interest rate 
from the other party (typically the borrower of the 

underlying loan).

Estimates vary but by many measures LIBOR 
is associated with $350 trillion in financial 
transactions worldwide.

Why is it going away?
At one time LIBOR was based on actual 
transactions in the London inter-bank 
market, but over time it became more 
an estimate of inter-bank interest rates 
as reported by the banks. During the 
height of the financial crisis, it was 
alleged that many commercial banks 
were understating the interest rate by 
which it could borrow as a way of masking 
underlying credit and liquidity problems. 
Banks and bankers were also accused of 
manipulating LIBOR for financial gain.

Consensus has developed around the need 
to find a replacement for LIBOR despite 
the breadth of its use since it is no longer 
representative of actual transactions. At 
this point no replacement index has been 
announced and no timeline established 
for the transition. Reports range from as 
early as 2018 (highly unlikely) to late 2021. 
Given how integrated LIBOR is in financial 
transactions much work and discussion 
will be forthcoming as to its eventual 
replacement.
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What should you do?
Sims recommends the following guidance for clients 
with commercial bank loans and interest rate swaps 
based on LIBOR:

 è  Rest assured that any termination of LIBOR 
does not create an event of default and will 
not result in the termination of the underlying 
credit facility or interest rate swap.

 è  Discuss with your commercial bank what its 
position is on the issue and if it has announced 
any new policies.

 è  Do not let this uncertainty deter your 
organization from entering into a LIBOR-based 
interest rate swap. The risk of rising interest 
rates outweighs the risk of what effect the 
replacement index may or may not have on  
the swap.

 è  Work with your Sims banker on reviewing 
your existing loan and swap documentation. 
Some but not all may have alternate LIBOR 
language already that can be used. We can 
also assist in any discussions or negotiations 
with your commercial bank or swap provider 
and calculate the financial impact once a 
replacement index is announced.

For more information, please 
contact an HJ Sims banker.
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