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The word “debt” tends to conjure up all kinds of emotions and responses depending on the 
person being asked.  Like most things, it tends to be a necessary evil and tool that can help 
individuals and businesses alike achieve things that may be otherwise unattainable:  
 

• buying a new house,  

• purchasing new inventory,  

• acquiring new machinery,  

• or simply smoothing out cash flow 
swings – debt makes all of this 
happen.   

 
One of the most important parts of any debt offering is the interest rate; the lower the better!   
 
But let’s dig a little deeper…Is the interest rate fixed or variable?  There are pros and cons to 
each, but that’s for another day.  Most businesses, small and large, have some kind of short-
term (maturity of 1 year or less) debt instrument(s) to help facilitate shorter term capital needs 
or expenditures, such as a line of credit.  Because of their short-term nature, these debt 
instruments tend to be priced on a variable or floating rate index, with the majority being based 
on LIBOR.  But what is LIBOR? 
 
LIBOR (London Interbank Offered Rate) is a benchmark interest rate at which major global 
banks lend to one another in the international interbank market for short-term loans.  LIBOR 
serves as a globally accepted key benchmark interest rate that indicates borrowing costs 
between banks.  The rate is calculated and published each day by the Intercontinental Exchange 
(ICE).   
 
If you’re a business owner and you have a line of credit in place with a bank, there’s a very good 
chance the interest rate you’re paying is based on LIBOR.  But LIBOR is on its way out, by the 
end of 2021 it will be a thing of the past.  Why?  The two primary reasons are LIBOR is based on 
transactions among banks that don’t occur as often as they did in prior years, making the index 
less reliable and credible and LIBOR isn’t reflective of actual (interbank) funding costs.   
 
So now what?  Meet SOFR!  SOFR (Secured Overnight Financing Rate) is a broad measure of the 
cost of borrowing cash overnight, collateralized by Treasury securities and calculated as a 
volume weighted median of transaction level tri-party repo data.  In simple terms, it will likely 
be robust, durable and hard to manipulate –all frequent gripes of LIBOR.  So what are some of 
the key differences?   
 
 
 



 
 
What are the differences? 
SOFR is an overnight rate which means it’s backward looking, while LIBOR is forward looking.  
SOFR is risk free, meaning it does not bear credit risk, whereas LIBOR is a bank lending rate, 
meaning there is credit risk included.  SOFR is collateralized (secure) while LIBOR is 
uncollateralized (unsecure).  SOFR is based on actual transactions while LIBOR is based on bank 
submissions and judgments by experts.   
 
So what does this all mean for LIBOR based debt instruments and contracts going forward?  
Well for starters, signing new paperwork.  All debt instruments and contracts based on LIBOR 
will have to be formally amended at some point as LIBOR is dis-continued and switched to SOFR 
or another index.   
 
Transitioning from LIBOR to SOFR   
When looking at LIBOR and SOFR head to head over the last 12 months, LIBOR 
tends to track higher than SOFR, so transitioning away from LIBOR could end 
up saving business owners money when it comes time to those monthly 
interest payments.   
 
So next time you want to impress your banker, ask them 
about how they’ll be handling the soon to be 
transitioned-away-from LIBOR and what to expect in 
2021 and beyond.      
 
 
 
 
 


