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Our topic today is breakage costs (also called “break funding” costs) in your new SOFR credit agreements. Someone
in the market recently asked:

“I have a friend (OK, it’s me) who’s negotiating a credit agreement. We received comments regarding the old LIBOR
break funding provisions. How do I explain what’s relevant in our new SOFR-only world?”

The short answer to your friend is that both Term SOFR and Daily Simple SOFR may have breakage costs (although
the breakage costs for an overnight rate like Daily Simple SOFR would likely be less than the breakage costs for Term
SOFR, which is a tenored rate). The reasons for breakage cost protection remain unchanged from the days of LIBOR.
The bank must still conduct asset-liability management (ALM) across all its facilities and operations − whether such
assets and liabilities are denominated in LIBOR or SOFR is irrelevant from the bank’s ALM perspective.

First, what is a breakage cost? A breakage cost occurs if the borrower prepays (1) for Daily Simple SOFR, on a day
other than a payment date or (2) for Term SOFR, on a day that is earlier than the last day of the interest period. A
breakage cost can also occur if a borrower refuses to accept a loan that it had previously requested or does not prepay
a loan on a date for which it previously gave notice of prepayment. The breakage occurs when the bank’s expectations
as to its assets and liabilities change because of these actions (or inactions) by the borrower. 

It is fundamental to the existence of any bank to manage its assets and liabilities, and ALM is a career and discipline in
itself. It is therefore not a business preference but a requirement of bank policy that breakage costs be covered by an
indemnification in the credit agreement (most commonly a section labeled “Funding Losses”). These ALM policies go to
the core of bank risk management and, indeed, such policies are represented to bank regulators as part of a bank’s
prudential standards. Banks get regulatory examinations on such policies; forms and agreements get scrutinized.

Not all banks take the same view, and bank policies on risk management differ in scope and intensity. Some banks, for
instance, are comfortable forgoing Daily Simple SOFR from the section indemnifying against breakage costs, whereas
other banks must have this coverage to remain within the scope of risk policies. All banks would at least want Term
SOFR covered. The key takeaway is that the scope of coverage is not a business call but a policy requirement, which
may vary from bank to bank.

Second, we can also say what breakage costs are not, and here we come to some historical confusion on this topic.
We were all brought up with LIBOR, and many times breakage costs were explained with a simple example of the bank
having to “re-deploy capital” from a LIBOR-bearing account in order to match liabilities with assets in the event of a
breakage. People also tried to sound cool on calls with phrases like “putting funds to work.” This starts to sound like
lost profits or lost opportunities, which is a fundamentally different concept than ALM. The breakage issue isn’t what the
bank would have otherwise earned in absence of the prepayment, but whether the bank’s expectations concerning its
assets and liabilities have changed. It would also, therefore, be a mistake to call breakage cost protection a
“prepayment penalty.” 

There is also a more fundamental misconception, which is that the reason for breakage cost protection comes from the
bank’s need to literally match assets and liabilities. While some lenders (e.g., insurance company general accounts)
are truly match-funded (dollars in, dollars out), most banks are not. For banks, assets exceed liabilities, which creates
shareholder equity. They’re also not match-funded in duration: banks run a carry trade that funds longer-term
(therefore higher-yielding) assets with shorter-term, lower-cost liabilities. It would therefore be a mistake to discuss
breakage cost protection for banks solely in the context of matching assets and liabilities. The correct conceptual
approach is to analyze breakage costs as part of the bank’s broader ALM.

Third, why do we care? ALM is central to how a bank creates shareholder equity value. In the main, ALM
encompasses how the bank is (1) managing liquidity to meet its near-term obligations, (2) managing interest rate risk,
using a host of tools (including using derivatives to fine tune the duration of assets and liabilities) and (3) responding to
changing market conditions. ALM must respond to these dynamic market conditions, including funding sources and
pricing constantly changing, the mix of available assets changing and the costs of hedging constantly increasing or
decreasing. Management and shareholder priorities also change as the market context changes. Preferences for
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deposit sensitivity and interest-rate sensitivity will change based on where the market is perceived to be going. All of
these ALM functions are done within a prescribed regulatory framework. If a borrower voluntarily prepays a loan
because its interest rate benchmark preference has changed, it’s fair that the bank be compensated for the
unanticipated change and to discourage opportunistic breakages that impede the bank’s ability to manage assets and
liabilities effectively.

So where does that leave us with SOFR? Some in the market might ask whether the bank couldn’t just enter the
overnight SOFR market to manage its liabilities. Seems like this could be true for Daily Simple SOFR, but if a bank got
paid on a date other than an expected payment date, it may or may not be able to fund in the overnight market at the
same cost. It could work out, or it could not, but the bank’s risk should be covered by the credit agreement. The case is
even clearer for Term SOFR, a synthetic term rate based on the futures market for the overnight rate for certain tenors.
It’s a near certainty that the overnight rate on any given day would differ from the one-, three- and six-month tenors for
Term SOFR we have been recently providing in our credit agreements. 

In conclusion, banks carefully manage their balance sheets, which is a well-developed discipline and career field in
itself. While many of us learned LIBOR breakage costs with some confusing examples that sounded economic in
nature or were based on an incorrect assumption of literal match funding, the key issue isn’t lost profits or opportunities
but the change in the bank’s expectations with respect to the flow between assets and liabilities. With SOFR, as with
LIBOR, breakage costs go to the fundamental risk management policies of the bank and its ability to create positive
equity value. Finally, when it comes to credit agreement drafting, while conceptually SOFR should be covered for the
same reasons LIBOR was covered, some banks will differ in scope (that is, whether to include Daily Simple SOFR),
which is a bank policy issue and not a business preference. So cheers! Enjoy your new SOFR credit agreements, but
breaking up is still hard to do. 
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The Russian invasion of Ukraine brought sanctions to the forefront in the past week, with significant compliance
implications for financial institutions and a minor update to fund finance credit agreements. Specifically, the
“Sanctioned Country” defined term in our form credit agreements has been updated to include the regions referred to
as the Donetsk People’s Republic and the Luhansk People’s Republic, formal recognition of which by Moscow
triggered the application of comprehensive territorial sanctions earlier this week. The real work, as Cadwalader’s
James Treanor points out in a Law360 article yesterday, will be the internal processes at financial institutions to
identify and stop processing prohibited transactions involving newly sanctioned Russian banks and other entities and
individuals targeted by the United States and other countries.

https://www.law360.com/banking/articles/1467849/russia-sanctions-bring-compliance-headaches-for-us-banks?nl_pk=328756be-779a-4938-b298-7fbd481490cc&utm_source=newsletter&utm_medium=email&utm_campaign=banking
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The FFA brought together over 800 investors, fund managers, bankers and lawyers for the 11th Annual Global Fund
Finance Symposium last week in Miami. To kick off the final day of the conference, Natasha Puri of Lloyds Bank was
joined by Sekou Kaalund of JPMorgan’s Corporate and Investment Bank for a keynote discussion on Diversity in Fund
Finance. 

Natasha and Sekou opened the discussion with their personal experiences with spearheading diversity efforts in the
financial industry – for Natasha, starting from a fateful snow day in New York that led to the snowballing of the FFA
Diversity Committee from a single member to over 40 members worldwide and, for Sekou, a fortuitous internship that
paved a pathway to banking. In the end, the emphasis on diversity, equity and inclusion (“DEI”) efforts was to start
small and to build momentum through relationships, mentoring and other educational efforts.

A recurring theme of the keynote was the importance of strengthening our economy through inclusive growth and a
focus on meritocracy. Sekou also discussed the cost of racial discrimination on the economy, contrasted against the
practical outcomes of increased diversity – such as higher performing teams, growth and variety of thought. By
opening the door to a wider range of people, employers are broadening access to the pool of talent, they said.

Natasha and Sekou recognized that DEI efforts have been gaining momentum, with progress happening in the right
direction – evident in the way corporations are increasingly focusing their efforts on diversity and the increased
dialogue taking place, including the keynote discussion itself.
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The takeaways were clear: change is a collective effort in creating the future that we want, and it happens one step at
a time. That small step could be just showing up, tuning in, being an ally and being thoughtful about the way you can
impact those around you. Although for many of us, our work is transactional in nature, we are reminded by Brené
Brown, author of The New York Times bestseller “Dare to Lead,” “Deep transformational change around diversity,
equity, inclusion, belonging, can’t just be transactional, it has to be relational.”

About Sekou Kaalund:

As head of Consumer Banking at Chase for the Northeast Division, Sekou oversees 1,000 branches in five regions
with 10,000 employees and over $350 billion in deposits and investments. He has received widespread recognition for
his contributions and pivotal role in launching Advancing Black Pathways, the first global corporate initiative to leverage
a data-driven strategic framework to develop scalable programs to reduce the racial wealth gap. The firm has made an
historic five-year commitment of $30 billion to advance racial equity, and has succeeded in hiring thousands of black
students, providing millions of dollars in capital to black businesses, and reached over one million individuals with
financial health content.
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Real Deals published an article in which Investec’s Helen Griffiths and Oliver Bartholomew discuss key structural
developments for capital call facilities, including cost savings awarded by the master facility agreement, the importance
of GP credit ratings, and continuation vehicle solutions. To view a preview or access the full subscription-based article,
click here.

https://realdeals.eu.com/article/fund-finance-structural-innovations
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Follow this link to read up on Ropes & Gray’s key takeaways from the Fund Finance Association’s 11th Annual Global
Fund Finance Symposium in Miami, where market participants gathered to discuss the latest developments in global
fund finance and to consider the outlook for the industry in 2022 and beyond.

https://www.ropesgray.com/en/newsroom/alerts/2022/February/Takeaways-from-the-Global-Fund-Finance-Symposium

