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The LIBOR reference rate reform
In the so-called LIBOR scandal, it emerged that
banks were able to manipulate reference rates such
as LIBOR, EURIBOR and TIBOR (IBORs). This
affected the major currencies EUR, GBP, USD, CHF
and JPY and has resulted in the regulation of the
LIBOR rates.

In 2016, the ICE Benchmark Administration (IBA)
developed a roadmap regarding a reformation of LI-
BOR. 20 banks are involved in total, between 11 and
16 banks per currency. The rates reported by these
banks are subjected to a multistage process until the
reference rate is finally published. In his speech on
27 July 2017, Andrew Bailey, head of the British
financial supervision authority FCA, announced that
the LIBOR will not be supported after the end of
2021. By then, it is to be replaced with a new risk
free reference rate.

Impacts
For many years, IBORs have been the standard ra-
tes in the world of banking. Hence, a decommission
of these rates will have impacts on many financial
services sectors:

• In many transactions, the counterparties have
agreed on variable interest rates that are
based on LIBOR/EURIBOR. For these tran-
sactions, a convention on which new interest
rates are to be used has to be available. Parti-
cularly, it has to be clarified in each case which
fallback is to be used. Ideally, a new reference
rate should be defined in a way that it covers
the largest possible number of transactions. No-
tably, the legal aspects of the transactions have
to be taken into account.

• In the valuation of financial products, many
institutions use discount and forward curves
that are based on LIBOR/EURIBOR or their
derivatives.

• Furthermore, the risk management in many
institutions is based on LIBOR/EURIBOR cur-
ves. A common method to hedge transactions
is to agree on interest rate swaps, in which a
risk-bearing interest rate is swapped against
LIBOR/EURIBOR.

This gives a short but by no means complete selection
of problems that financial institutions will be faced

with during the LIBOR decommission process.

New risk-free interest rates
With respect to the affected currencies, a search for
alternatives is currently ongoing. For each currency,
work groups are established that are working on a
solution. However, a final and comprehensive solution
has not been presented yet.

Different currencies will need different risk-free inte-
rest rates. It seems that modified overnight rates shall
serve as new risk-free interest rates. The overnight
rates are currently in widespread use to discount in-
terbank transactions. In collateral management, the
interest rate that is usually paid on a placed colla-
teral is an overnight interest rate. Therefore, it is
only natural that the corresponding curve is used for
valuation.

For GBP, a modified SONIA (Sterling Overnight
Index Average) was recommended, SOFR (Secured
Overnight Financing Rate) for USD, ESTER (Eu-
ro Short Term Rate) for EUR and SARON (Swiss
Average Rate Overnight) for CHF.

Many banks voted for a preservation or a replace-
ment in a new form. However, these rates will not be
considered risk-free anymore.

The International Swaps and Derivatives Association
(ISDA) is already working on solutions for existing
contracts. It elaborates rules for fallback rates and
mechanisms that will take effect in the case of a
permanent decommission of IBORs.

Upcoming tasks
Even if fallback solutions are to exist for some time
after the decommission of the IBORs, these plans can
in some cases not be extrapolated to all processes.
The financial institutions have to find a solution for
every process, specifying how to replace the rates
and what the rates shall be replaced with. A simple
substitution will not be possible in most cases.

Valuation

A change in the reference rate leads to an adjustment
for most of the valuation models, i.e., from curve
construction to interest rate structure models.

The new risk-free rates and the financial instruments
that are based on these rates should be used to build
discount curves. As it is already common practice



in the multi curve world, many other curves will be
used to calculate the forwards.

The instruments that are currently used to calibrate
models will not be available after the changeover.
Therefore, the construction of models has to be ad-
justed.

Ongoing contracts

Only very few existing contracts have a clause that
describe how to replace the LIBOR in the case that
it is not quoted anymore. As a large variety of con-
tracts are affected, a uniform regulation should be
established. The specifics of this implementation are
not clear yet, since a simple replacement with new
risk free rates is not possible.

It is conceivable to make changes in the definition of
LIBOR.

If this is not possible, all ongoing contracts have to
be adjusted and replaced with a new index (e.g., a
spread over a new risk-free rate).

This also carries legal and practical consequences.
While currently the LIBOR rates are fixed at the
beginning of an interest period and the amount of
interest is paid at the end of each period, this would
not be possible in the case of a changeover to an
overnight index. In the latter case, the amount of
interest to be paid or received would be certainly as
late as the payment date.

Another problem occurs with contracts that use a
derivative of LIBOR as interest rate, like reverse floa-
ters or range accruals. In these cases, the amount of
the payment has to be settled in a new manner when
LIBOR is decommissioned.

Risk Management

The Risk Management in banks has to be reviewed.
Depending on the respective bank, the impact of
several market moves on the portfolio is calculated
daily or weekly to minimise market risk. If the risk
increases, several hedging transactions have to be
made to take countermeasures.

In most cases, these hedges are interest rate swaps,
which swap a risk-bearing interest rate (e.g. a fixed
interest rate or an interest rate that depends on other
factors) against an until now risk-free interest rate
LIBOR/EURIBOR.

With the introduction of new reference indices, the
risk management of ongoing contracts has to be re-
viewed. The IBORs or their successors are not consi-
dered as risk-free anymore. Existing hedges do not
cover the market risk anymore.

Rather, a basis risk between the new reference rates
and the old IBORs arises. This risk has to be identi-
fied, measured and controlled. Eventually, additional
hedges are necessary or the existing hedges have to be
reshaped. As a large number of contracts are affected,
it would be an enormous effort for most institutions
and would also bear additional costs.

Outlook
Until a final decision upon the successor of the LI-
BOR rates has been made, the banks are exposed to
a period of uncertainty.

New contracts will be based on the new risk-free
rates. For ongoing contracts, a transitional solution
has to be found.

The data basis for valuation (setting up of curves,
construction of models) will diminish significantly
until 2021. Therefore, it is to be expected that even
before this date, a valuation that is in line with the
market will be impossible.

What we can offer
Finbridge has deep knowledge of the valuation and
risk management of financial products. We assist
you with the changeover to new risk-free rates. This
includes everything from the analysis of existing pro-
cesses, the elaboration of requirement specifications,
supporting the implementation to the execution of
test cases and the final acceptance of the modified
processes.
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