
Q&A on the due diligence process for LIBOR linked Collateral Securities

On 24 March 2021, the Bank published a revised Market Notice on its risk management approach to collateral referencing LIBOR rates for use in the Sterling Monetary Framework (the Market Notice). Throughout this Q&A document, LIBOR refers to GBP LIBOR, 1 week and 2 month USD LIBOR settings, EUR LIBOR, JPY LIBOR and CHF LIBOR[footnoteRef:1]. [1:  On 5 March 2021, the FCA confirmed an updated transition timeline for the remaining US dollar LIBOR settings (i.e. overnight, 1 month, 3 month, 6 month and 12 month). The Bank is reviewing its policy for Collateral referencing the remaining US dollar LIBOR settings and will announce the outcome of its review in due course. In the meantime, no LIBOR linked haircut add-ons will be applied to Collateral referencing those US dollar LIBOR rates.] 


As set out in the Market Notice, the Bank reserves the right to waive the LIBOR linked haircut add-ons applicable to LIBOR linked Collateral Securities where it is satisfied (in its sole discretion) that such Collateral Securities (at coupon, embedded swap and underlying loan level) benefit from a robust fallback or future rate switch mechanism that meets the conditions specified in the Market Notice and as outlined below. In addition, LIBOR linked haircut add-ons will cease to apply if the Bank is satisfied (in its sole discretion) that contractual amendments to effect an upfront replacement of LIBOR with an alternative rate have been implemented and are legally binding, enforceable and irrevocable.

If SMF participants consider that their LIBOR linked Collateral Securities meet  the criteria outlined above, and want the Bank to consider removing the LIBOR linked haircut add-on applied since 1 April 2021, then they may be required to complete additional due diligence. The conditions in which due diligence needs to be completed and the due diligence process itself are outlined below. 

If LIBOR linked haircut add-ons are removed, participants will need to continue to monitor any transition mechanism (ie upfront replacement, fallback language or future rate switch) put in place and inform the Bank immediately if they become aware of any factors that could impact the efficacy of those provisions and/or challenge their enforceability. Participants should also monitor whether any changes require notification to the Bank in connection with the due diligence process. The Bank reserves the right to re-assess eligibility of any LIBOR Linked Collateral at any time and/or any removal of the LIBOR linked haircut add-ons.

This Q&A document deals solely with the due diligence process to be completed for LIBOR linked Collateral Securities. A separate due diligence process will be required to be completed for LIBOR Linked Loan Portfolios, which can be found on the Bank’s website (see under ‘legal documentation’).


Q1: What types of Collateral Securities constitute LIBOR Linked Collateral?

As set out in the Market Notice, LIBOR Linked Collateral includes:

· Collateral Securities where the coupon pays, will revert to paying or may be required to pay a rate of interest calculated by reference to LIBOR (Collateral Securities with a LIBOR Linked Coupon);
· Collateral Securities where embedded swap payments are calculated, will revert to being calculated or may be required to be calculated by reference to LIBOR (Collateral Securities with LIBOR Linked Embedded Swaps); and
· Collateral Securities backed by loans where one or more loans in the portfolio is a LIBOR Linked Loan (Collateral Securities backed by LIBOR Linked Loans),

in each case, maturing after 31 December 2021.

References to the coupon on Collateral Securities shall be treated as including any option or derivative linked to LIBOR contained in the terms and conditions of Collateral Securities.

References to any loan backing Collateral Securities that is a LIBOR Linked Loan shall be treated as including any option or derivative that is linked to LIBOR contained in the facility agreement documenting the terms of a loan backing Collateral Securities.

An embedded swap refers to a swap or other derivative that forms part of the structure of the transaction constituting an issue of Collateral Securities and is entered into by the issuer to hedge cash flow risks with respect to the portfolio of loans backing the Collateral Securities

For Collateral Securities, the maturity date will be deemed to be the final maturity date specified in the relevant governing documents.


Q2: What is the definition of a LIBOR Linked Loan?

LIBOR Linked Loans refers to loans maturing after 31 December 2021, where the borrower is currently paying, will revert to paying, or may be required to pay a rate of interest or any amount calculated by reference to LIBOR. 

A loan will continue to be treated as a LIBOR Linked Loan following the implementation of contractual amendments to replace LIBOR with an alternative rate until the due diligence process has been completed. This is in order for the Bank to satisfy itself (in its sole discretion) that those contractual amendments are legally binding, enforceable and irrevocable.


Q3: What is meant here by a robust fallback or future rate switch mechanism?

As set out in the Market Notice, the Bank reserves the right to waive the LIBOR linked haircut add-ons applicable to LIBOR linked Collateral Securities where it is satisfied (in its sole discretion) that such securities (at coupon, embedded swap and underlying loan level) benefit from a robust fallback or future rate switch mechanism that meets all of the following conditions:

i. The legal documentation governing the LIBOR linked Collateral Securities ensures LIBOR will be replaced with a clearly specified alternative rate either:

a. On a specified date ahead of its first interest rate reset date occurring after 31 December 2021 (a ‘future rate switch’); or
b. In the event that the relevant LIBOR setting ceases or is no longer representative of the underlying market and economic reality that it seeks to measure, as announced by the Financial Conduct Authority (FCA) on its website (a ‘fallback’); and

ii. The legal documentation governing the LIBOR linked Collateral Securities clearly specifies the alternative rate to be adopted, including how this would be calculated and the applicable market conventions, as well as any required credit adjustment spread that may apply in relation to the calculation of the alternative rate.

The Market Notice specifies that the fallback or future rate switch mechanism should contain a “clearly specified alternative rate”. However, it is recognised that fallback provisions in securities documentation may not include a specified alternative rate but instead provide for a mechanism by which the issuer appoints an independent expert to select an alternative (or successor) rate following certain trigger events. In the case of the coupon on Collateral Securities, such a fallback mechanism may be sufficiently robust to qualify for a waiver of a haircut add-on if an SMF participant can demonstrate to the satisfaction of the Bank (in its sole discretion) that it will result in an alternative rate (and credit spread adjustment) taking effect before the first interest payment reset date occurring after 31 December 2021 (see Parts 3 and 4 of the legal due diligence questionnaire cross-referenced in Q6 below).


Q4: What is meant here by an upfront replacement of LIBOR with an alternative rate?

This is a more direct way to transition collateral away from LIBOR, where contractual amendments are made to the legal documentation governing the LIBOR linked Collateral Securities (and/or any embedded swap or underlying loans that are linked to LIBOR) that have the effect of immediately replacing LIBOR with an alternative rate (rather than at some point in the future, as would be the case under a fallback or future rate switch mechanism).


Q5: When does due diligence need to be completed for LIBOR linked Collateral Securities in order for the Bank to consider removing the LIBOR linked haircut add-on applied since 1 April 2021?

The due diligence process outlined in Q6 will need to be completed in the following instances:

· For Collateral Securities with a LIBOR Linked Coupon.
· For Collateral Securities with LIBOR Linked Embedded Swaps.
· For Collateral Securities backed by LIBOR Linked Loans or loans that have been subject to an upfront replacement to replace LIBOR with an alternative rate.

For other Collateral Securities, where an upfront replacement of LIBOR with an alternative rate has been effected to either the coupon or embedded swap, the Bank will be able to check if that replacement has been effected by referencing publicly available sources (for example, investor reports). In such cases, the Bank may ask the Participant (and/or issuer of the Collateral Securities) to confirm that no contractual amendments to the legal documentation governing the underlying loan portfolio were made to effect the upfront replacement of LIBOR with an alternative rate.


Q6: What is the due diligence exercise that needs to be completed for LIBOR linked Collateral Securities, where applicable, in order for the Bank to consider removing the LIBOR linked haircut add-on applied since 1 April 2021?

The due diligence process is a legal review of the fallback or future rate switch mechanism, or upfront replacement of LIBOR with an alternative rate for Collateral Securities specified in Q5.

As with legal reviews conducted ahead of prepositioning a loan pool with the Bank[footnoteRef:2], this legal review process has four main stages. [2:  Covered in ‘Loan Collateral: guidance for participants in the Sterling Monetary Framework’ (pages 15-17).] 
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Stage 1: Participant’s legal counsel
For Collateral Securities with a LIBOR Linked Coupon, participants appoint external legal counsel to complete a legal due diligence questionnaire (DDQ), which is available on the Bank’s website[footnoteRef:3]. For Collateral Securities with LIBOR Linked Embedded Swaps and/or Collateral Securities backed by LIBOR Linked Loans and Collateral Securities backed by loans that have been subject to an upfront replacement to replace LIBOR with an alternative rate, participants will be required to provide an attestation, a form of which is set out in Annex 2 to the DDQ (Annex 2 Attestation). The DDQ should demonstrate by reference to definitive contractual documentation that the transition from LIBOR in the coupon on the Collateral Securities is effective. [3:  https://www.bankofengland.co.uk/markets/eligible-collateral  (see under ‘legal documentation’). ] 


Recognising that participants may not have access to contractual documentation to confirm that the transition from LIBOR has taken effect with respect to any embedded swap included in Collateral Securities or any loan in the portfolio of loans backing the Collateral Securities, the Annex 2 Attestation provides for the participant to certify to the best of its knowledge having made reasonable and diligent enquiry and by reference to all sources of information available to it that the transition from LIBOR in the embedded swap and loans in the portfolio of loans backing the Collateral Securities is effective.  

If a participant does not have sufficient information available to it regarding the transition from LIBOR of any loan in the portfolio of loans backing the Collateral Securities in order to complete the Annex 2 Attestation, it should provide an attestation in the form set out in Annex 3 to the DDQ (Annex 3 Attestation) certifying to the best of its knowledge having made reasonable and diligent enquiry and by reference to all sources of information available to it the proportion of the aggregate outstanding principal amount under the portfolio of loans backing the Collateral Securities that is represented by LIBOR Linked Loans. 

The Bank shall determine in its sole discretion the adequacy of the information contained in the responses received from participants in the due diligence process when considering whether to remove the LIBOR linked haircut add-on.

Participants should be able to demonstrate to the Bank that they have proactively sought the information required in order to complete the DDQ, Annex 2 Attestation and Annex 3 Attestation (as applicable), including by contacting the issuer of the Collateral Securities.

The Bank does not specify which legal firm should be used by participants to complete the DDQ. The Bank should, however, be notified of the legal firm that the participant has engaged. 

Stage 2: The Bank’s external legal counsel
The Bank’s external legal counsel will review the completed legal DDQ, Annex 2 Attestation or Annex 3 Attestation (as applicable) for LIBOR linked Collateral Securities, and consider whether the relevant transition mechanism meets the required conditions. The Bank’s external counsel may have further questions or require clarifications on certain legal points.

In line with the SMF’s general terms and conditions, any costs, including legal costs, incurred by the Bank in relation to such due diligence process will be charged back to the SMF participant.

Stage 3: The Bank’s internal legal team
The Bank’s internal lawyers review the analysis conducted by its external counsel and share the findings with the Bank’s collateral team. Additional clarifications and queries are passed back to the Bank’s external counsel to answer. This may require input from the participant or its lawyers.

Stage 4: The Bank’s collateral team
The Bank’s collateral team review the findings from the due diligence exercise. The Bank reserves the right to waive the LIBOR linked haircut add-ons applicable to LIBOR linked Collateral Securities where it is satisfied (in its sole discretion) that such securities benefit from a robust fallback or future rate switch mechanism that meets the conditions specified in the Market Notice, having regard to the additional considerations for fallback provisions in securities documentation referred to in Q3. In addition, LIBOR linked haircut add-ons will cease to apply if the Bank is satisfied (in its sole discretion) that contractual amendments to effect an upfront replacement of LIBOR with an alternative rate have been implemented and are legally binding, enforceable and irrevocable. 

The Bank’s collateral team will inform the participant of the Bank’s decision, including whether the LIBOR linked haircut add-on will remain in place. In addition, should the Bank confirm it is satisfied to remove the LIBOR linked haircut add-on, the relevant securities will be removed from the Bank’s published list of LIBOR linked Collateral Securities; as set out in the Market Notice, the Bank updates this list on a monthly basis.

The Bank will determine in its sole discretion whether a transition mechanism meets the conditions for the removal of LIBOR linked haircut add-ons and may vary the due diligence process from the one described above. 


Q7: Will LIBOR linked haircut add-ons be removed at the point contractual amendments are made to introduce a fallback or future rate switch mechanism, or to effect an upfront replacement of LIBOR with an alternative rate? 

In the instances where due diligence is required (see Q5), LIBOR linked haircut add-ons will remain in place for LIBOR linked Collateral Securities until, following its review of the participant’s due diligence, the Bank’s collateral team informs the participant that the Bank is satisfied with removing the application of LIBOR linked haircut add-ons.

In the instances where due diligence is not required (see Q5), participants are encouraged to liaise with the Bank at the point the relevant contractual amendments have been made to effect an upfront replacement of LIBOR in the coupon or embedded swaps.


Q8: Can the due diligence process commence prior to contractual amendments being made to introduce a fallback or future rate switch mechanism, or to effect an upfront replacement of LIBOR with an alternative rate?

No. The due diligence process can only be initiated once the relevant documentation has been amended to introduce a fallback or future rate switch mechanism, or to effect an upfront replacement of LIBOR with an alternative rate. However, participants are encouraged to communicate and engage proactively with the Bank on their plans for managing any LIBOR Linked Collateral. 


Q9: Where due diligence is successfully completed on a fallback or future rate switch mechanism and the Bank has agreed to remove the LIBOR linked haircut add-ons, will further due diligence be required at the point when the replacement of LIBOR with the alternative rate has taken place in order to confirm that the transition from LIBOR has taken place as intended?

No. However, as set out in the Market Notice, if, after the Bank has confirmed to a participant that any of its LIBOR linked Collateral Securities will not be subject to the scheduled LIBOR linked haircut add-ons, that participant becomes aware (i) that the replacement of LIBOR with the alternative rate has not taken, or will not take, effect or has failed, or will fail, to work as intended, or (ii) of any claim or intimation of claim by any person, or arising from any dispute, in relation to such replacement of LIBOR with an alternative rate, the participant shall immediately notify the Bank. 

Further, if the participant becomes aware that any Annex 2 Attestation or Annex 3 Attestation provided is no longer true and accurate, the participant shall immediately notify the Bank.

The Bank reserves the right to re-assess eligibility of any LIBOR Linked Collateral at any time and/or any removal of the LIBOR linked haircut add-ons.


Q10: Should SMF participants inform the Bank if the transition mechanism they adopted is amended following completion of the due diligence process?

As set out in the Market Notice, if, after the Bank has confirmed to a participant that any of its LIBOR linked Collateral Securities will not be subject to the scheduled LIBOR linked haircut add-ons, that participant becomes aware (i) that the replacement of LIBOR with the alternative rate has not taken, or will not take, effect or has failed, or will fail, to work as intended, or (ii) of any claim or intimation of claim by any person, or arising from any dispute, in relation to such replacement of LIBOR with an alternative rate, the participant shall immediately notify the Bank. Therefore, a participant will need to notify the Bank of any amendment in the transition mechanism they adopt following completion of the due diligence process if it has the effect referred to in (i) or (ii) above. The Bank reserves the right to re-assess eligibility of any LIBOR Linked Collateral at any time and/or any removal of the LIBOR linked haircut add-ons. 


Q11: Does the Bank consider any specific examples of industry recognised fallback or future rate switch language to meet its definition of robust?

The Bank has not set out guidance on the appropriateness of any specific examples of fallback or future rate switch language. SMF participants will be expected to demonstrate, by completing the DDQ and/or an Annex 2 Attestation, that the language used meets the conditions set out in the Market Notice, having regard to additional considerations for fallback provisions for securities documentation referred to in Q3 in the case of the coupon on the Collateral Securities.


Q12: Has the Bank specified a particular alternative rate to use to replace LIBOR in eligible securities or, where applicable, any embedded swap or underlying loans? 

The objective of the Bank’s risk management approach to collateral referencing LIBOR is to support forward planning by both the Bank and SMF participants in the context of confirmed end dates for representative panel bank LIBOR, to ensure that borrowing capacity is maintained and that public money is appropriately protected against the risks of a disorderly LIBOR transition. Consistent with its broader collateral eligibility policy, the Bank has not specified a particular alternative rate to be used to replace LIBOR, nor specified conditions relating to the use of specific benchmarks. Nonetheless, SMF participants may need to take into account a range of other considerations, including (but not limited to) the guidelines set out by the International Organizations of Securities Commissions (IOSCO) and any obligations they may have under the UK Benchmarks Regulation. SMF participants may also wish to refer to the alternatives to LIBOR recommended by relevant market-led working groups (including SONIA as the Working Group on Sterling Risk-Free Reference Rates’ preferred alternative to GBP LIBOR).


Q13: Will the Bank remove LIBOR linked haircut add-ons for transition mechanisms that rely on   any synthetic form of LIBOR compelled by the FCA?

No. The Bank will consider removing LIBOR linked haircut add-ons where it is satisfied with the transition mechanism applied (ie upfront replacement, fallback language or future rate switch), which must include the adoption of an alternative rate to LIBOR. 

With regard to the FCA’s proposed approach to compel production of a synthetic LIBOR rate for certain tenors after the end of 2021, the FCA has been clear that this remains subject to a series of public consultations on how it would use its new powers, including on the scope of permitted use of any synthetic rates.  The FCA has also made it clear that any synthetic LIBOR settings would not be ‘representative’ of the markets they were intended to measure, and would be time-limited and subject to regular review (see announcement by the Financial Conduct Authority (FCA) on its website).  

The Bank’s loan data tapes, where applicable, will not be changed to include a data field related to synthetic LIBOR.


Q14: What will happen if the application of LIBOR linked haircut add-ons results in SMF participants becoming under-collateralised against existing drawings?

The Bank will make a call for additional collateral in line with the Bank’s SMF operating procedures. 
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