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The end of Libor: A guide for Treasurers

At $240 trillion, the value of debt and derivative contracts that rely 
on the London Interbank Offered Rate (‘Libor’) is approximately three 
times global GDP. Meanwhile, Libor itself is set to be discontinued 
shortly after the end of 2021. This primer is intended to help 
Treasurers prepare for the disappearance of the financial sector’s 
most important number.

Background: What is Libor?

Libor was conceived in 1969, to facilitate an $80 million syndicated loan to the Iranian central bank. The 
idea was that, at the start of each interest period, each bank in the syndicate would submit an estimate 
of the interest rate at which it could borrow unsecured funds in the interbank lending market for that 
period. The average of those submissions would then be the rate of interest applied to the period, 
payable on the last day.

The key advantage of this benchmark was that it allowed a group of banks to agree an interest rate 
that would mimic their funding costs for the duration of the loan. This made long term syndicated loans 
much less risky for lenders, and so the methodology was quickly adopted by the wider market. By 1984, 
usage of Libor had spread so widely that lenders asked the British Banking Association to standardise 
its calculation. From 1 January 1986, the rate was revamped as "BBA Libor", published daily at 11.30am 
and based on estimates submitted by a fixed panel of banks. 

Today, Libor is administered by the Intercontinental Exchange (‘ICE’), and various banks have joined 
or left the panel, but the calculation procedure remains essentially the same. Every day, ICE asks each 
bank on the panel to submit estimates of its cost of borrowing in the interbank market for five currencies 
(GBP, USD, EUR, CHF, JPY) and seven borrowing tenors (1 day, 1 week, 1 month, 2 months, 3 months, 6 
months, 12 months).  

Meanwhile, usage has expanded so dramatically that Libor is sometimes referred to – with some 
justification – as the most important number in the world. In the debt markets, it has spread from its 
initial use in syndicated loans to become the floating interest rate for bank and direct lending, publicly 
traded FRNs, mortgages, trade finance, and many other instruments. More importantly, it is the 
predominant benchmark in the interest rate derivative markets, where volumes dwarf those seen in 
lending. Over the course of fifty years, the total value of contracts underpinned by Libor has expanded 
by a factor of three million.
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Why is Libor being discontinued?

Libor’s widespread use was due to two factors: 
that it represented the cost of funding in the 
unsecured, interbank lending market; and that 
this market was a key source of liquidity for most 
banks. Today, however, banks no longer lend to 
each other on a short term, unsecured basis in 
anything like the volumes they used to. During 
the financial crisis of 2007-2008, the interbank 
lending market all but dried up, as lenders 
became increasingly nervous about the credit 
risks they were taking even by lending to other 
banks. This sudden loss of liquidity was one of 
the reasons that the crisis was so severe. As a 
result, in the years that followed, banks started 
to look to longer term, more secure funding 
sources that would be less likely to dry up in 
times of stress.

The Libor manipulation scandal of 2012 was a 
direct consequence of this deterioration of the 
interbank lending market. As transactions dried 
up, panel banks became increasingly reliant 
on guidance from a small number of brokers in 
order to gauge what their submissions should 
be. This left the calculation process vulnerable 
to manipulation. Sure enough, traders at a range 
of panel banks began to exploit the weakness, 
putting pressure on both the brokers and 
their own Treasury departments to alter their 
submissions. The investigation that followed led 
to several prison sentences and the largest fines 
levelled against the banking sector to date.

In the wake of the scandal, regulators around 
the world began to reassess the suitability of 
a benchmark that had lost the majority of its 
underlying market. Following a recommendation 
by the Financial Stability Board in 2014, central 
banks around the world set up working groups 
to propose alternative interest rate benchmarks 
(see next section). Finally, in July 2017, the 
Financial Conduct Authority announced that 
it would no longer compel or persuade banks 
to contribute to Libor’s calculation after the 
end of 2021. Many expect panel banks to 
start dropping out of the calculation process 
shortly after this, eventually leading to Libor’s 
discontinuation. 
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The replacement: Risk-free rates

The Financial Stability Board’s 2014 recommendation was for each jurisdiction that relied on Libor to 
propose an alternative "near risk-free" benchmark. The idea was that risk-free rates (‘RFRs’) should 
represent each currency’s baseline interest rate environment, rather than the rates available in the 
interbank lending market. This had several immediate advantages over Libor:

 • RFRs could be calculated on the basis of overnight deposit transactions that were already reported 
to central banks. This meant that they would not need to rely on judgment-based submissions, 
making them less prone to manipulation.

 • The market for overnight deposits is vastly more liquid than that for interbank lending, with 
hundreds of transactions every day.

 • As Libor measures interbank lending, it includes an implicit premium for the banking sector’s credit 
risk. RFRs should not do this, making them more appropriate benchmarks for a variety of purposes 
(e.g. interest rate derivatives and discount factors).

Figure 1 summarises the key details of the RFRs proposed for each currency represented by Libor

Following the FCA’s announcement that Libor would be discontinued, RFRs took on a renewed 
importance as the obvious candidates for its replacement in each currency. To navigate Libor’s 
discontinuation successfully, end users now need to consider how they will move to using RFRs instead.
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Risk-free rate Currency Description

SONIA
(Sterling Overnight Index 
Average)

GBP Calculated on each London business day as the volume-weighted 
trimmed mean of interest rates paid on sterling deposit transactions 
which are:
 • Unsecured and of one business day maturity
 • Executed between 00:00 hours and 18:00 hours UK time and settled 

that same day
 • Greater than or equal to £25 million in value

SOFR
(Secured Overnight 
Financing Rate)

USD Calculated on each New York business day as the volume-weighted 
median of interest rates paid on US dollar repo transactions which are:
 • Of one business day maturity
 • Secured by Treasury securities, which may be either specified or 

unspecified
 • Used for the calculation of the Tri-Party General Collateral Rate 

(Bank of New York Mellon); the GCF Repo rate (DTCC Solutions); or 
cleared through the Fixed Income Clearing Corporation’s DVP service

€STR
(Euro Short-Term Rate)

EUR Calculated on each TARGET2 business day as the volume-weighted 
trimmed mean of interest rates paid on euro borrowing transactions 
which are:
 • Unsecured and of one business day maturity
 • Conducted with financial counterparties and reported by banks 

under the EU MMSR Regulation
 • Greater than or equal to €1 million in value

TONAR
(Tokyo Overnight Average 
Rate)

JPY Calculated on each Tokyo business day as the average of interest rates 
paid on unsecured, overnight money market transactions reported to the 
Bank of Japan by selected money market brokers

SARON
(Swiss Average Rate 
Overnight)

CHF Calculated on each Bern business day as the volume-weighted average 
of interest rate paid on secured, overnight tradable quotes in the order 
book of the SIX Repo Ltd electronic trading platform, and within the 
parameters of a quote filter designed to minimise the risk of manipulation

Figure 1: RFRs for each currency covered by Libor



What about Euribor?

While Libor is the dominant interest rate 
benchmark for four of the five currencies it 
represents (GBP, USD, CHF and JPY), EUR Libor 
is rarely used in debt and derivatives contracts. 
Euro instruments instead rely on Euribor, 
which is calculated in a similar way to Libor but 
administered by the European Money Markets 
Institute. 

At present, Euribor is not set to be discontinued. 
After a series of reforms to its calculation 
methodology in response to the EU Benchmark 
Regulation, the Belgian Financial Services and 
Markets Authority announced that it would 
continue to authorise Euribor’s publication.

Nevertheless, users of Euribor may still wish to 
consider moving over to €STR. In the short term, 
this could be a practical step for multicurrency 
firms. RFRs are fundamentally different to 
interbank offered rates in a variety of ways 
(see next section), so companies that currently 
use both Libor and Euribor will need to update 
their systems to cope with these differences. A 
harmonised approach across different currencies 
(i.e. using RFRs in all cases) may make this 
transition easier.

In the longer term, switching to €STR may 
be prudent due to the inherent regulatory 
and economic risks still associated with 
Euribor. While the reforms to its calculation 
methodology have satisfied regulators at 
present, Euribor is still calculated on the basis of 
an interbank lending market that has suffered 
a significant loss of liquidity. It is worth noting 
that similar reforms were made to Libor’s 
calculation methodology in the aftermath of the 
manipulation scandal, but were later considered 
insufficient to allow the FCA to continue to 
support the benchmark. As such, there is a clear 
risk that regulators may reconsider their view of 
Euribor in the future.  
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Replacing Libor with RFRs

To prepare for Libor’s discontinuation, companies 
that currently use it for any purpose need to shift 
their dependence over to other benchmarks. 
In most cases, this will mean using the RFRs 
outlined in the previous section instead of Libor. 
Unfortunately, this is not a simple process of 
taking all references to Libor in existing contracts 
and systems and replacing them with references 
to the appropriate RFR. Two fundamental 
differences between RFRs and Libor will 
complicate the transition:

• Each Libor is a forward looking term rate, 
meaning that it gives an annualised interest 
rate for the period starting on the day it is 
published. This may be 1 day, 1 week, 1 month, 
2 months, 3 months, 6 months or 12 months. 

Meanwhile, RFRs only give the overnight (i.e. 
1 day) borrowing cost for the previous day. 
This means that they cannot be used directly 
to replace longer tenor Libor benchmarks. For 
example, the RFR published on the first day of 
a 3 month borrowing period could not be used 
as a direct replacement for the 3 month Libor 
published on that day.

• One of the benefits of RFRs compared to 
Libor is that they do not incorporate an 
implicit premium for the banking sector’s 
credit risk. This makes them more obviously 
appropriate for use in (for example) interest 
rate derivatives.

However, the removal of this premium 
means that each RFR tends to fix lower than 
its corresponding Libor. This means that 
simply replacing each instance of Libor in a 
contract with a reference to the relevant RFR 
would involve a transfer of value from one 
counterparty to the other.

To illustrate this effect, consider an interest 
rate swap where a company agrees to pay 
a fixed rate of interest every 3 months in 
exchange for receiving a floating interest rate. 
If the floating rate is transferred from Libor to 
an RFR, the company will expect to receive 
lower cash payments for the remainder of 
the contract’s life. Unless the fixed rate is also 
changed, the replacement will have reduced 
the value of the contract from the company’s 
perspective.

Instead, they should be looking at 
longer term (i.e. more than one day), 
compounded rates derived from the 
overnight RFRs.   

As a result of these structural differences, 
companies looking for a Libor replacement in 
their debt and derivatives contracts are unlikely 
to use RFRs directly. Instead, they should be 
looking at longer term (i.e. more than one day), 
compounded rates derived from the overnight 
RFRs.  

Compounded rates are calculated by taking the 
daily fixings of an RFR over a set period (e.g. 
a 3 month interest period on a loan), and then 
compounding these into a single, aggregate 
rate for that period. The result is an interest rate 
that is close to being "risk-free", but that also 
takes account of any changes to the interest 
rate environment that took place during the 
calculation period. To account for the credit 
premium that is present in Libor but not the RFR, 
a spread can then be added to the compound 
rate that reflects the historical average spread 
between the RFR and Libor.

One crucial difference remains. Whereas Libor 
fixes in advance (i.e. at the start of an interest 
period), a compound RFR can only be calculated 
once the period has ended, as its calculation 
requires each daily fixing of the RFR. This has 
significant implications for cash flow planning. 
Borrowers using a compound RFR will no longer 
be able to plan their interest cost cash flows at 
the start of each interest period, as they will only 
know the final interest rate on period’s end date.

There are a variety of ways to deal with this, and 
the most popular to date (see next section) has 
been to introduce a delay between each interest 
period’s end date and the date payment is due. 
Typically, this is between 5 and 10 business days 
– not as much notice as borrowers using Libor 
are accustomed to, but significantly better than 
a same day cash flow.

It is also worth noting that, while borrowers using 
compound RFRs will not have complete certainty 
of their interest cost until the end of each period, 
they will have a reasonable estimate much 
earlier than this. Compounding daily RFR fixings 
is a similar process to averaging, meaning that 
by the midpoint of the calculation period each 
subsequent daily fixing only has a limited impact 
on the final figure. Even a significant change 
towards the end of the period (due to an interest 
rate hike or cut by the central bank, for instance) 
may only change the total interest cost by a few 
basis points.
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Will there be RFR term rates?

The discussion in the previous section begs a 
question: is it not possible to derive forward 
looking term rates from RFRs, thereby avoiding 
the cash flow uncertainty associated with 
compound RFRs?

So far, the position is unclear. In theory, it is 
possible to derive forward looking term rates 
using the swap market for overnight RFRs. 
The swap rate for a given period would be a 
reasonable candidate, as it is equivalent to the 
market’s expectation of the compounded RFR 
fixing over that period. That said, there are 
significant obstacles to be overcome before RFR 
swap rates could be used as reliable benchmarks, 

largely associated with the structure of the RFR 
swap market. 

On the regulatory side, a 2018 consultation by 
the Bank of England identified a clear use case 
for such a rate, particularly amongst SMEs. 
Nevertheless, the FCA’s current advice is that 
all borrowers should behave as if direct term 
rate replacements – i.e. benchmarks that cover 
an entire interest period with a single fixing 
on its start date – will not be available in time 
for Libor’s discontinuation. In the future, even 
if term rates become available, the debt and 
derivative markets for these may well have lower 
liquidity (and therefore higher trading charges) 
than those for the equivalent RFRs. 

RFR debt and derivative markets

When Libor’s discontinuation was first 
announced, the main obstacle for those looking 
to prepare for the transition was the relative 
lack of development in the markets for debt 
and derivatives referencing RFRs. Fortunately, 
significant progress has been made in this regard 
over the last year, and borrowers now have 
a reasonable picture of what the post-Libor 
landscape will look like.

In the first six months of 2019, 45% by notional 
of sterling swaps traded referenced SONIA rather 
than Libor. Since 2017, there has also been an 
expansion by 380% in the volume of SONIA 
swaps with maturities longer than two years, 
going some way to address previous concerns 
over a lack of liquidity for longer tenor RFR 
swaps. While this progress has not yet been 
matched in the US interest rate market, growth 
in SOFR-referencing swap transactions is starting 
to take off. Borrowers can therefore take comfort 
in the fact that they will continue to have access 
to hedging instruments once they switch their 
debt over to RFRs.

On the debt side, development has been led 
by the floating rate note (‘FRN’) market. Since 
the first issuance of a SONIA-referencing FRN 
in nearly a decade, by the European Investment 
Bank in June 2018, over £28 billion of FRNs have 
been issued. Meanwhile, the current issuance of 
USD bonds referencing SOFR stands at  
$135 billion.

Admittedly, progress on bank loans and direct 
lending has been slower, and Libor is still the 
standard benchmark for these transactions. 
For borrowers in this space, the progress in the 
FRN market is important because it gives an 
indication of how the loan market is likely to 
develop in the coming years. In particular, FRNs 
referencing RFRs tend to use the compounding 
method described in previous sections as 
standard, suggesting that the loan market is  
also likely to move in this direction.

We expect to see significant progress in the 
loan market in the coming year. In the UK, 
NatWest Markets has announced that it is 
currently trialling SONIA-linked loans with select 
corporates, and expects to roll these out to the 
broader market before the end of 2019. Other 
lenders are likely to follow suit in the same 
timeframe or shortly afterwards. We would 
strongly advise borrowers who are currently 
considering loans that will extend beyond 2021 
to discuss the possibility of using RFRs with their 
lenders, and to consider corresponding hedging 
arrangements.
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1 That said, ISDA is expected to propose wording for an explicit fallback rate (a compound RFR plus a spread) in late 2019.

Fallback arrangements in debt and derivative 
contracts

For those intending to replace their existing 
contracts that reference Libor before the 
end of 2021, the developments in RFR debt 
and derivative markets should provide some 
comfort. Those with longer dated contracts 
that they intend to keep in place after Libor’s 
discontinuation may face a somewhat thornier 
transition.

The first step for Treasurers in this position is 
to examine the existing "fallback" language in 
their contracts – i.e. the clauses that provide 
for the event that Libor is unavailable. For 
older contracts, and for loans in particular, 
the provisions in different contracts can vary 
enormously and may not have received a great 
deal of attention when the contract was initially 
negotiated. One consequence of this is that 
older fallback arrangements will frequently 
contemplate a temporary unavailability of 
Libor rather than a permanent discontinuation. 
As such, they may not be either practical or 
desirable for long term use. Examples include 
instructions to use the last published Libor 
fixing (disadvantageous to the borrower should 
rates fall), or for the Agent to convene an 
informal Libor calculation with a selected group 
of banks (impractical for Agents, and lacking 
the transparency and regulatory oversight 
associated with Libor).

Meanwhile, in most cases, contracts that 
have been negotiated in recent years will 
contemplate the permanent discontinuation of 
Libor. Nevertheless, even here there are unlikely 
to be references to RFRs. The most widely 
used provisions are those drafted by the Loan 
Market Association (LMA) for loans, and by the 
International Swaps and Derivatives Association 
(ISDA) for derivatives. In both cases, the key 
focus is to define a procedure for the relevant 
parties to agree a replacement rate after Libor is 
discontinued or deemed unfit for purpose, rather 
than to define a fallback in advance1.

After reviewing their existing provisions for 
Libor’s discontinuation, Treasurers should take 
a view on whether these are appropriate for the 
company’s current position. A key factor in this 
decision is not just whether different fallback 
arrangements are appropriate individually, 
but how those in different contracts interact 
with each other. In particular, where one or 
more derivative contracts are used as hedging 
instruments for debt, it is clearly important that 
their fallback arrangements are aligned in order 
for the hedge to function correctly.

Following this review, it may be apparent  
that one or more amendments to the existing 
documentation are required. Even if this 
is not necessary, companies with fallback 
arrangements that provide for a renegotiation 
of their benchmark would be advised to start 
considering what their position will be in this 
negotiation. In either case, starting the process 
early on, before Libor’s discontinuation is 
imminent, is clearly preferable to running  
the clock down.
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Disclaimer

Chatham Financial Europe is authorised and regulated by the Financial Conduct 
Authority (FCA) in the United Kingdom under reference number 145229.
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objectives, financial situation or needs of any specific person or entity. The 
information contained herein is based on materials and sources that we believe 
to be reliable, however, Chatham Financial Europe makes no representation or 
warranty, either express or implied, in relation to the accuracy, completeness or 
reliability of the information contained herein.

The information in this document is not suitable for use in any jurisdiction where 
such activity or its distribution is prohibited. Any persons resident outside the 
United Kingdom must satisfy themselves that they are not subject to any local 
requirements which prohibit or restrict them from doing so. In particular, the 
information herein does not constitute a solicitation in the United States of 
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United States Securities Act of 1933, as amended.
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© 2020
chathamfinancial.com 



Real Estate | Private Equity | Social Housing | Project Finance & Infrastructure | Corporates
chathamfinancial.com


