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Overview

The London Interbank Offered Rate (LIBOR) for U.S. dollars (USD), administered by the ICE Benchmark Administration,
will cease publication or be deemed non-representative by June 30, 2023 (with 1 week and 2 month settings of USD
LIBOR cessation at the end of last year). This is part of a global initiative by the industry to transition to replacement
benchmarks. The recommended replacement rate for USD LIBOR by the Alternative Reference Rates Committee (ARRC),
a group convened by the Federal Reserve Board and the Federal Reserve Bank of New York (FRBNY) to assist with a
market transition from USD LIBOR, is the Secured Overnight Financing Rate (SOFR). US regulators encouraged banks to
stop entering into new USD LIBOR contracts as soon as practicable and but no later than end of last year. This factsheet
provides an outline of key facts about SOFR and some of the differences between SOFR and USD LIBOR; however, it is
not exhaustive. You should seek your own advice on the implications of the changes and conduct your own independent
research and analysis regarding SOFR in conjunction with your legal, tax, accountancy and other advisors. This factsheet
is provided for your information only. HSBC is not your advisor and cannot provide advice or recommendations to you.

Key SOFR Facts

The ARRC identified SOFR as its recommended alternative to
USD LIBOR. SOFR is a more resilient rate than LIBOR because
of how it is produced and the depth and liquidity of the
markets that underlie it."23* Some of the key SOFR facts
include:

*

*

SOFR is an overnight secured rate which reflects how
financial institutions fund themselves today

Due to the short term and high quality collateral SOFR is
referred to as a “risk free” or “near risk free” overnight
rate (RFR or “near Risk Free Rates” are not truly free of
risk since the benchmark rate can rise or fall as a result
of changing economic conditions and central bank
policy decisions)

The transaction volumes underlying SOFR are around $1
trillion of daily volumes, higher than the wholesale
funding transactions that underpin LIBOR submissions'

SOFR is a transparent rate that is representative of the
market across a broad range of market participants and
protects it from manipulation’

SOFR is I0OSCO Benchmark Regulation compliant in line
with international reference rate best practices?

SOFR is derived from the U.S. Treasury repo market
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SOFR

Benchmark SOFR (Secured Overnight Financing Rate)

Administrator | Federal Reserve Bank of New York

SOFR is a broad measure of the cost of
borrowing cash overnight in the repo market
collateralized by U.S. Treasury securities.
SOFR is calculated as a volume-weighted
median of transaction level data.

Calculation

8:00 US Eastern Time (can be revised until
approximately 2:30 on the day it is published)

Publication
time

Forward Looking Term SOFR

Benchmark Forward Looking Term SOFR

Administrator | CME Group

Calculation Term rates are implied from SOFR future
contracts

Publication 5:00 am US Central Time

time
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3 Month Compounded SOFR and Other USD Rates'
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Source: HSBC analysis, Bloomberg analysis

Lagged: Rate fixed 3 months earlier to show comparable view across rates

Interest Calculation

*

SOFR (other than Term SOFR) is a backward-looking
overnight rate and is based on transaction data from the
previous business day; whereas, LIBOR is forward
looking and is based on financing costs over specific
periods from the present day, e.g. 1 week, 1 month, or 3
months. SOFR is published on all SIFMA government
securities market business days (“business days”).
CME's Term SOFR Rates will be calculated for each day

the FRBNY calculates and publishes SOFR.

There are currently the following SOFR structures for
business loans:

e Forward looking Term SOFR
e Daily Simple SOFR in arrears
e Compounded SOFR in arrears

The ARRC recommended CME Group’s 1 month, 3
month and 6 month forward looking Term SOFR on July
29, 2021., and the 12-month forward looking Term SOFR
on May 19, 2022° The ARRC supports the use of Term
SOFR in addition to other forms of SOFR for business
loan activity — particularly multi-lender facilities middle
market loans, and trade finance loans—where
transitioning from LIBOR to an overnight rate has been
difficult and where use of a term rate could be helpful in
addressing such difficulties.

The ARRC published recommended conventions for the
SOFR in arrears structures, forward looking Term SOFR
for syndicated and bilateral business loans.”8?°

With Term SOFR, the interest rate is known in advance
of the applicable interest period and most of the loan
conventions for Term SOFR loans are similar to a USD
LIBOR loan.

For Term SOFR, the recommended convention is to use
the rate published two US Government Securities
Business Days prior to the first day of the interest period
and held for the entirety of the interest period, similar to
the LIBOR convention today.®
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€ For “in arrears” methodology, a lookback permits the
lender or agent to determine the interest rate for the
interest period before the period ends and the interest
payment is due. This provides the lender or agent, as
applicable, time to notify the borrower of the amount of
interest payable and for the borrower to pay the interest
when due. The current emerging market standard
lookback for loans is b business days.

€ With daily SOFR “in arrears,” each day’s interest accrual
is calculated with the relevant applicable daily SOFR and,
therefore, the final accrued interest amount for a given
interest period can only be calculated at the end of the
interest period. For Daily Simple SOFR in arrears, SOFR
is sourced daily and multiplied by the outstanding
principal of the loan.

@ For SOFR in arrears, the overnight SOFR rate is
compounded daily during the interest period to
determine the loan’s interest rate. There are different
methods to calculate the daily accrual of interest for Daily
Compounded SOFR including Compounding the Balance
and Compounding the Rate.

Spread Adjustment

@ For loans that transition from USD LIBOR to SOFR, a
spread adjustment will be added to SOFR to mitigate
value transfer for specific transactions.

€ The ARRC has recommended that legacy loans
transitioning from USD LIBOR to SOFR use a spread
adjustment which is consistent with the historical 5-year
Historical Median Approach adopted by ISDA, as the
preferred approach for calculating Spread Adjustments
for fallbacks triggered by LIBOR cessation or non-
representativeness. This approach is based on the
median basis difference between LIBOR and the relevant

SOFR compounded rate over a b5-year historical period.
7.8,9

€ On March 5, 2021, the Spread Adjustments calculated
using the ISDA b-year Historical Median Approach were
fixed. The Spread Adjustments for USD are set forth

below.
LIBOR
Overnight 0.00644
1 week 0.03839
1 month 0.11448
2 Months 0.18456
3 Months 0.26161
6 Months 0.42826
12 Months 0.71513
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Application of spread adjustment

€ HSBC currently intends to apply this 5-year Historical
Median Approach to transition existing LIBOR loans to
SOFR.

€ The same Spread Adjustment will apply to all SOFR
interest calculation conventions.

@ If there are derivative hedges in place, it is important for
borrowers to consider how these will transition to ensure
any reduction in hedge effectiveness is minimized.

Application of Floors with Term SOFR and
SOFR Averages

€ For new loans, it is recommended by the ARRC that any
interest rate floor apply to the SOFR Average or Term
SOFR.8?®

@ [f there are interest rate floors in an existing LIBOR credit
agreement that falls back to Term SOFR or SOFR Average,
the ARRC Guiding Principles should be interpreted as
applying that floor to Term SOFR or SOFR Average, as
applicable, plus the associated spread adjustment
recommended by the ARRC.?

Application of Floors for SOFR In Arrears
Pricing

@ For either SOFR “in arrears” methodology, if there is an
interest rate floor in the applicable credit agreement, per
the ARRC’s recommended conventions and aligned with
HSBC's product offering, it is recommended that the floor
be calculated daily and not at the end of an interest period
because loans accrue interest daily and loan funds strike a
daily net asset value based on this daily accrued interest .78

€ The floor on a newly originated SOFR “in arrears” loan will
be applied to SOFR only. For legacy USD LIBOR loans
transitioning to SOFR, per the ARRC’s recommended
conventions and aligned with HSBC's product offering, if
there is an interest rate floor in the existing applicable
LIBOR credit agreement that coverts to SOFR, then the
floor should apply to SOFR plus the associated spread
adjustment.”®

@ For legacy loans falling back to Compounded SOFR in
arrears, the corresponding floor would be applied to the
daily SOFR rates, and would be the difference between the
LIBOR Floor Rate and the SOFR spread adjustment.”®
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Footnotes:

Thitps://www.newyorkfed.org/arrc/sofr-transition

’https://www.newyorkfed.org/medialibrary/media/markets/IOS
CO-statement-of-compliance-jul2020

Shttps://www.newyorkfed.org/medialibrary/Microsites/arrc/files/
2021/users-guide-to-sofr2021-update.pdf

‘https://www.cmegroup.com/market-data/cme-group-
benchmark-administration/term-
sofr.html?gclid=CiwKCAjwo4mIBhBsEiwAKgzXOK5CZ4pl7ODES
aixZJniml AOVFdH2X0BatXvALi6T4stBmg1t7QcOx0CIGEQAVD
BwE&gclsrc=aw.ds

Shttps://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2
021/ARRC Press Release Term SOFR.pdf

Bhttps://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2
021/ARRC Press Release Term Rate Scope and Conventions.p
df

’https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2
020/ARRC _SOFR_Synd Loan_Conventions.pdf

Shttps://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2
020/ARRC SOFR Bilat Loan Conventions.pdf

https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2
021/Term_SOFR_Avgs Conventions.pdf

ARRC Website

https://www.newyorkfed.org/arrc
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Disclaimer

The information contained herein is for illustration and
informational purposes only and does not represent an
offering of the products described herein. The information
addresses only certain aspects of the applicable product’s
characteristics and thus does not provide a complete
assessment. Performance analysis is based on certain
assumptions with respect to significant factors that may or
may not prove to be true. You should understand the
assumptions and evaluate whether they are appropriate for
your purposes.

The information and calculations contained herein are derived
from a variety of sources we believe to be reliable; however,
we cannot guarantee its accuracy or completeness and it
should not be relied on as such. The information relating to
performance contained in these materials is illustrative and
no assurance is given that any indicated returns, performance
or results will be achieved. We will not be liable for any
incidental or consequential losses or damages including but
not limited to errors (including errors of transmission),
inaccuracies, omissions, changes in market factors or
conditions, or any other circumstances beyond our control.
The information, analysis and opinions contained herein
constitute our present judgment which is subject to change
at any time without notice.

The information contained herein does not constitute legal,
tax, accounting, regulatory or investment advice, and persons
considering purchasing any of the products described herein
should consult their own legal and financial advisors with
respect to the application of relevant securities, tax or other
laws and accounting and regulatory provisions to their
particular situation. The information contained herein is
confidential and is intended solely for the information of the
specified addressee, and is intended for institutional,
professional, or sophisticated customers and is not intended
for the use of private individual or retail customers. It may not
be reproduced or distributed without the express written
consent of HSBC.

This material has been prepared by HSBC Bank USA, N.A.
(“HBUS"), and/or its affiliates (individually and collectively,
“HSBC"). This material has not been prepared by HSBC's
research department. This material is intended for your sole
use and is not for general distribution; you may not distribute
it further without the consent of HSBC. This material is for
informational purposes only and does not constitute an offer
or commitment, a solicitation of an offer or commitment to
enter into or conclude any transaction or to purchase or sell
any financial instrument.

The sales and trading department of HSBC is engaged in
selling and trading and may make markets in securities or
derivatives to which this material relates or is relevant.
Accordingly, recipients of this material should not regard it as
an objective or independent explanation of the matters
contained herein. Any opinions in this material are the
opinions of the author and may be changed at any time
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without notice. Opinions expressed in this material may differ
from the opinions expressed by other divisions of HSBC,
including its research department and corresponding
research reports. Any information contained in this material
is not and should not be regarded as investment research,
debt research, or derivatives research for the purposes of the
rules of the Financial Conduct Authority, the SEC, FINRA, the
CFTC or any other relevant regulatory body. The author may
have consulted with the trading desk while preparing this
material and such trading desk may have accumulated
positions in the financial instruments or related derivatives
products that are the subject of this material.

This material may contain structured products which involve
derivatives, do not invest in one unless you fully understand
and are willing to assume the risks associated with it.
Products in this material may not be principal protected. Any
products stating principal protection apply only if they are
held by investor until maturity. If an investor wishes to close
out the trade before maturity they may confront a principal
loss.

The products described herein may not be eligible for sale in
all jurisdictions or to certain categories of investors. Unless
governing law permits otherwise, the recipient of this
document must contact a HSBC Group member in its home
jurisdiction if it wishes to use HSBC Group services in
effecting a transaction in any investment mentioned in this
document. The information contained herein is derived from
sources believed to be reliable, but not independently verified.
HSBC makes no representation or warranty (express or
implied) of any nature nor is any responsibility is accepted
whatsoever for any direct or consequential loss arising from
the use of this material.

This does not constitute and should not be construed as a
recommendation to enter into an Interest Rate Swap or any
other swap. If you are considering entering into a swap,
please note that the Dodd-Frank Wall Street Reform and
Consumer Protection Act of 2010 (the “Dodd-Frank Act”)
strictly regulates swaps. HBUS is a registered swap dealer. In
order for the Bank to comply with certain legal and regulatory
requirements under the Dodd-Frank Act applicable to it, if a
swap is entered into with the Bank, it must be negotiated by
an Associated Person of the Bank. Any and all queries in
relation to swaps should be directed to an Associated Person.

By accepting this document the recipient agrees to be bound
by the foregoing provisions. Information in this document
was prepared as of June, 2022.

Issued by HSBC Bank USA, N.A., a National Chartered Bank
and regulated by the Office of the Comptroller of the Currency
(OCC), the Federal Reserve Board (FRB), and the Commodity
Futures Trading Commission (CFTC), and the National Futures
Association (NFA). Member FDIC. Equal Credit Opportunity
Lender.

Copyright. 2021 HSBC Group ALL RIGHTS RESERVED. This
material, which is not for public circulation, must not be
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copied, transferred or the content disclosed, to any third party
and is not intended for use by any person other than the
intended recipient or the intended recipient's professional
advisers for the purposes of advising the intended recipient
hereon. No part of this publication may be reproduced, stored
in a retrieval system, or transmitted, on any form or by any
means, electronic, mechanical, photocopying, recording, or
otherwise, without the prior written permission of HSBC.
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