
KEY POINTS
	� Sterling Overnight Index Average (SONIA) rates are typically lower than the London 

Interbank Offered Rate (LIBOR) and banks are entitled to apply a Credit Adjustment 
Spread to make up the difference.
	� The Credit Adjustment Spread is likely to be calculated by reference to the median of the 

difference between LIBOR and SONIA over the preceding five-year period.
	� Unlike the Credit Line Utilisation, which is an internal measure of a worst case scenario 

for the bank’s regulatory purpose, the Credit Adjustment Spread has a direct impact 
on customers and its existence will likely need to be disclosed to customers as well as 
information on its size and the methodology of calculation.
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Are banks obliged to disclose credit 
adjustment spreads to SONIA?
LIBOR will be replaced by SONIA from the beginning of 2022. With SONIA rates typically 
lower than LIBOR, banks will seek to make up the difference by application of a Credit 
Adjustment Spread (CAS), likely to be calculated by reference to the median difference 
between LIBOR and SONIA over the previous five-year period. This article considers 
the extent to which banks will be required to disclose the existence of the CAS and its 
method of calculation to customers in the light of previous findings by the court of the 
lack of an obligation on banks to disclose the Credit Line Utilisation (CLU) to customers.

THE RISE OF SONIA

nUsed globally, LIBOR (the London 
Interbank Offered Rate) is very widely 

referenced in derivative, loan and securitisation 
documentation underpinning around US$300trn 
of financial contracts. It is a measure of the 
average rate at which banks are willing to borrow 
wholesale unsecured funds. Since 2017 there has 
been increased focus in the financial markets on 
the need to transition away from LIBOR. 

On 5 March 2021 the FCA announced 
that immediately after 31 December 2021 
publication of most LIBOR settings will cease 
or be provided only on a synthetic basis. US 
dollar LIBOR will cease to be published, or 
will be provided only on a synthetic basis, 
immediately after 30 June 2023.

Working groups in the LIBOR currency 
jurisdictions have worked industriously over 
the past few years to select replacement rates 
for LIBOR and navigate the issues which will 
arise from the phasing out of LIBOR rates. 
The replacement rates selected in the various 
jurisdictions are all alternative near risk-free 
rates (RFRs). In the UK, on which this article 
will focus, the RFR selected is SONIA (Sterling 
Overnight Index Average). SONIA measures 
the rate paid by banks on overnight funds, 
calculated as a trimmed mean of rates paid on 
overnight unsecured wholesale funds. SONIA 
is considered more robust that LIBOR because 
it is, unlike LIBOR, anchored in active, liquid 

underlying markets. In 2017, for example, on 
average there was only £187m of three million 
deposits per day whereas the average value of 
transactions underpinning SONIA since 
April 2018 is around £45bn per day.

The RFRs selected are not, however, 
economically equivalent to LIBOR. In 
particular, LIBOR includes a credit element to 
reflect the cost and risk to banks of lending over 
a term period. On the other hand, as SONIA 
is an overnight rate the risk of lending is lower. 
The SONIA rate is therefore typically lower 
than LIBOR. LIBOR also includes a bank 
credit risk component and reflects a variety of 
other factors (eg liquidity, fluctuations in supply 
and demand) which are not reflected in RFRs 
and consequently LIBOR rates show more 
volatility in times of market stress. The FCA 
has accepted that to ensure a fair conversion of 
existing contracts, a small adjustment is needed 
to account for this difference. This is referred 
to as the Credit Adjustment Spread (CAS).

THE CREDIT ADJUSTMENT SPREAD
The FCA has made clear that the 
discontinuation of LIBOR should not be used 
to move customers with continuing contracts 
to higher rates. Nor is it expected that banks 
currently receiving interest payments based 
on LIBOR will give up the adjustment spread. 
This is primarily an issue for existing LIBOR 
contracts. The Bank of England has suggested 

that pricing of new contracts on SONIA or 
other alternative rates is a matter for individual 
firms and their customers.1 

Various methodologies could be adopted 
to calculate a CAS. A forward approach could 
be based on observed market process for the 
forward spread between GBP LIBOR and 
the SONIA-derived rate in the relevant tenor 
calculated at the fallback trigger date. It would 
be calculated as the linear interpolation between 
differing tenors of GBP LIBOR v SONIA 
swaps. A spot-spread approach could derive the 
spread based on the spot-spread between GBP 
LIBOR and the SONIA-derived rate on the day 
preceding the fallback trigger date. Alternatively, 
a historical median approach would calculate the 
spread based on the difference between GBP 
LIBOR and the SONIA-derived rate using a 
median over a (say) five-year lookback period 
prior to the fallback activation date.

The International Swaps and Derivatives 
Association (ISDA) conducted extensive 
consultations on the adjustments required 
to RFRs to account for the differences with 
LIBOR. Following these, and given a significant 
majority in its favour among consultees, ISDA 
has adopted the five-year historical median 
approach for calculating the CAS on the 
fallbacks after the transition from LIBOR 
beginning in 2022.2 This wording will apply for 
new trades entered after 25 January 2021 and 
to legacy trades where both parties sign up to 
the amended terms. Calculation of the credit 
adjustment spread is complex. ISDA selected 
Bloomberg Index Services Limited as the 
official adjustment services vendor to calculate 
the various fallback rates, including the credit 
adjustment spread. Bloomberg’s calculations will 
be available to Bloomberg customers, through 
authorised redistributors or (on a delayed 
basis) freely on Bloomberg’s website.
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Although ISDA’s approach resolves the 
question of quantification of the all in SONIA 
rate for derivative transactions entered into after 
25 January 2021, this leaves open a wide number 
of other transactions which are not subject to 
ISDA terms or which will not be automatically 
subject to the revised fall back terms. Banks will 
need to enter into bilateral agreements with their 
customers for new transactions entered into 
after the transition from LIBOR from 2022 
and to deal with legacy contracts.

Given that SONIA rates are typically 
lower than LIBOR rates it can be expected 
that banks will wish to adjust SONIA rates 
in their future contractual arrangements to 
include a credit adjustment spread. However, 
there are potential pitfalls with this approach. 
In particular the Working Group on Sterling 
Risk-Free Reference Rates identified a number 
of potential considerations in respect of the five 
year historical median approach.3 

FAIR TREATMENT OF BORROWERS
Chief among the considerations identified by the 
working party is the need for lenders to consider 
fair treatment of borrowers. Particular care 
will be needed where lenders are dealing with 
counterparties who may not be in a position to 
assess fair terms fully. If a bank has an existing 
customer with a loan on a LIBOR basis, how 
should they seek to transition the loan while 
maintaining an eye on the need to treat the 
borrower fairly? One factor will be the timing 
of any transfer. As recommended by the FCA 
in its November 2020 Q&A on Conduct Risk4 
it may be advisable for firms to use contractual 
arrangements which see the last reset before 
end-2021 being based on LIBOR before moving 
to an alternative rate thereafter rather than 
transferring as at the date of any transition 
agreement. This approach is likely to align 
more closely with the fallbacks operating when 
LIBOR permanently ceases and the five-year 
historical median would therefore align with the 
calculation applicable under the ISDA fallbacks. 
This would have the advantage of consistency 
with market precedent as well as being more 
likely to ensure consistency with any hedging in 
place (where such hedging agreement is subject 
to the revised ISDA agreement identified above).

Whether dealing with transfer of legacy 
agreements or entry into new agreements after 

2021, banks will need to consider transparency 
of lending terms with unsophisticated 
counterparties. Where banks are applying an 
interest rate based on SONIA adjusted with a 
CAS, the question arises as to what steps will need 
to be taken to ensure that customers understand 
what the CAS is and how it is calculated? To 
what extent are banks required to reveal their 
actual calculations of the CAS, if at all?

COMPARISON OF THE CLU AND THE CAS
Superficially similar issues have arisen before the 
courts on the question of the bank’s obligation 
to disclose its calculations of the Credit Line 
Utilisation (CLU). The CLU is a calculation 
made by banks of a reasonable worst-case 
scenario for derivative transactions. Its purpose 
is to measure the bank’s potential exposure to 
the default of the counterparty in a stressed 
scenario not least because the bank is required 
to hold capital against its exposure to the risk 
of a default by a counterparty to an interest rate 
hedging product (IRHP). The stressed scenario is 
determined by simulating an exposure profile that 
plots (in the case of RBS for example) the 95th 
percentile mark-to-market value for the IRHP. 

Banks do not commonly disclose the 
calculation of the CLU to customers. Despite 
repeated attempts by customers to rely on the 
failure to disclose the CLU to ground liability 
by banks, courts have repeatedly held that there 
is no obligation on a bank to disclose the CLU. 

In Crestsign Ltd v NatWest Bank [2014] 
EWHC 3043 (Ch) Tim Kerr QC stated at 
[157] (emphasis supplied):

“Nor (as I have already said) do I accept that 
the banks were obliged to explain the attributes 
of a cap as a counterweight to those of swap 
transactions; nor that Mr Gillard’s omission 
to mention a cap was a form of misleading by 
omission, since I have found that he was only 
obliged to explain the nature of those products 
he wished to sell to Crestsign; nor that the banks 
were obliged to disclose the existence or amount of 
Crestsign’s credit line which, as Mrs Bowie and 
Mr Gibson agreed, is an internal measure not 
normally disclosed to a bank’s customers.”

That decision was endorsed by Asplin J in 
Property Alliance Group v RBS [2016] EWHC 
3342 (Ch) at [201] “as the Deputy Judge observed 

in Crestsign, the credit line figure was produced 
for internal purposes on a worst case scenario and 
could not be expected to have been revealed”.

See also on the same basis the decisions in 
Marz Ltd v Royal Bank of Scotland plc [2017] 
EWHC 3618 (Ch), London Executive Aviation 
Ltd v Royal Bank of Scotland plc [2018] EWHC 
74 (Ch) and the Court of Appeal in Property 
Alliance Group ([2018] EWCA Civ 355).

This might suggest that a bank will have no 
obligation to disclose the existence or calculation 
of the CAS to customers. There does appear to 
be a difference, however, between the function 
of the CLU and the CAS and hence on the 
scope of a bank’s obligations to disclose them. In 
particular, the CLU serves a primarily internal 
function for the bank for the purpose of its 
capital holding requirements. Further, as an 
analysis of a worst-case scenario it does not offer 
the customer a useful marker for the likely risks 
of its IRHP. By contrast, in contracts where 
the interest rate is calculated by reference to 
SONIA plus CAS, the level of the CAS has a 
direct impact on the customer’s wallet. 

CONCLUSION
Although the actual arithmetical calculation 
of CAS may be a matter which the bank can 
carry out internally, where a customer’s interest 
rate is set by reference to a CAS banks would be 
well advised to ensure that customer’s attention 
is drawn not only to the existence of the CAS 
but to an explanation of how the CAS is to be 
calculated. The FCA can be expected to keep 
a weather eye on the conduct of banks in this 
regard and prudent banks will take proactive 
steps to ensure fairness and transparency to 
customers in the calculation of interest rates and 
disclosure of the CAS in a post-LIBOR world. n

1 https://www.bankofengland.co.uk/-/media/

boe/files/markets/benchmarks/rfr/what-is-

credit-adjustment-spread-supporting-slides.pdf

2 https://www.isda.org/2020/10/23/isda-launches-

ibor-fallbacks-supplement-and-protocol

3 https://www.bankofengland.co.uk/-/media/

boe/files/markets/benchmarks/rfr/credit%20

adjustment%20spread%20methods%20

for%20active%20transition%20of%20

gbp%20libor%20referencing%20loans

4 (https://www.fca.org.uk/markets/libor/

conduct-risk-during-libor-transition)
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