
 

 

LIBOR Is Dead – Long Live SOFR?  
 

LIBOR History  
The London Interbank Offered Rate (LIBOR) began daily publication in 1986 and represents the average of the 
estimated interest rates that a high-quality London bank would be charged to borrow from other leading banks. It 
quickly evolved into the world’s primary benchmark for short-term interest rates with more than $350 trillion in 
notional value in outstanding contracts globally. Of that market, 90 percent is derivative contracts, but exposures 
also include mortgages, bonds, retail and commercial loans and some preferred securities. Contracts benchmarked 
to U.S. dollar (USD) LIBOR are estimated at $150 trillion. In 2012, the rate submission process was corrupted by 
member banks manipulating rates for their own profit. Post-financial crisis regulation has significantly reduced the 
transaction volume on which banks can base their LIBOR submissions. It is expected that a number of banks 
currently reporting information used to set LIBOR will stop doing so after 2021 when their current reporting 
commitment ends, which could either cause LIBOR to stop publication immediately or cause LIBOR’s regulator, the 
Financial Conduct Authority (FCA), to determine its quality has degraded to the degree that it is no longer 
representative of its underlying market. This is a global issue and working groups have been formed in the U.S., the 
United Kingdom, the European Union, Japan and Switzerland to recommend an alternative rate to LIBOR for each 
respective currency. 

U.S. Efforts Underway  
In 2014, the Federal Reserve established the Alternative Reference Rates Committee (ARRC), which consists of a 
group of private-market participants tasked with identifying a risk-free alternative reference rate (ARR) for USD 
LIBOR, establishing best practices for contract robustness and creating an implementation plan and timeline to 
support an orderly adoption. In 2017, ARRC identified the Secured Overnight Financing Rate (SOFR) as its preferred 
alternative rate for USD LIBOR. SOFR is a measure of the cost of borrowing cash overnight, collateralized by U.S. 
Treasury securities, and is based on directly observable U.S. Treasury-backed repurchase transactions. ARRC was 
reconstituted in 2018 with an expanded membership to help ensure the successful implementation of its Paced 
Transition Plan, address the increased risk that LIBOR may not exist beyond 2021 and serve as a forum to 
coordinate and track planning across cash and derivatives products and market participants currently using USD 
LIBOR.  

SOFR Activity & Products 
The Federal Reserve Bank of New York (FRBNY) began publishing the SOFR rate on April 3, 2018. According to the 
FRBNY, more than $750 billion of daily transactions are executed in the U.S. Treasury overnight repurchase market, 
dwarfing the current volumes underlying LIBOR. The volumes underlying SOFR also are larger than in any other 
U.S. money market. Since July 2019, several large institutions, including the World Bank and Fannie Mae, have 
issued SOFR debt—key votes of confidence for the fledgling reference rate. S&P, the rating agency, noted that 
investments referencing SOFR would not be classified as higher-risk securities, which will help open the door for 
corporations, municipalities and other institutions to start issuing floating-rate securities referenced to SOFR. The 
Chicago Mercantile Exchange (CME) launched futures based on SOFR in May 2018, and central counterparties 
recently began accepting overnight index and basis swaps for clearing. In July 2019, Freddie Mac and Fannie Mae 
announced a plan to use SOFR for new adjustable-rate mortgage originations.  

Andrew Bailey, chief executive officer of the FCA 

“I can offer no certainty to those who have not taken steps to move off LIBOR by the end of 2021. … We do 
expect bank departures from the LIBOR panels at the end of 2021. That is why we keep stressing that the base 
case assumption for firms’ planning should be no LIBOR publication after 2021. This is not a low-probability tail 
event. … I urge you not to have misplaced confidence that LIBOR as it exists today will survive.” 

https://www.newyorkfed.org/arrc/sofr-transition#pacedtransition
https://www.newyorkfed.org/arrc/sofr-transition#pacedtransition
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SOFR vs. LIBOR 
SOFR indicates the economic cost of lending and borrowing relevant to a wider array of market participants than 
LIBOR. SOFR transactions include money market funds, asset managers, corporates, insurance companies, 
securities lenders and pension funds rather than just the interbank market. SOFR will not be a “rate for rate” LIBOR 
replacement; there are a few key differences:  

 SOFR is secured while LIBOR is an unsecured rate. SOFR is based on the cost of borrowing when that 
borrowing is collateralized by Treasury securities and, therefore, reflects fewer risks than unsecured rates. 
Because LIBOR rates are unsecured, they tend to be higher than secured rates to reflect counterparty risk. 
A spread between these two indexes will be needed to reflect credit worthiness, but it remains uncertain 
how the spread will evolve over time. 

 Most LIBOR rates are longer than the SOFR rate. Currently, SOFR is an overnight rate only, while USD 
LIBOR is currently published according to the following tenors: overnight, one week, one month, two 
months, three months, six months and one year. In general, longer-tenor instruments, e.g., one-year 
LIBOR, have higher borrowing costs than shorter-tenor instruments, e.g., an overnight rate. ARRC has 
announced that its paced transition plan includes the creation of a term reference rate based on SOFR 
derivatives once sufficient liquidity has been established. 

 

LIBOR vs. SOFR 

LIBOR  SOFR  

Unsecured rate Secured rate 

Various maturities Overnight 

Built-in credit component Minimal credit risk 

Partially transaction-based Wholly transaction-based 

$500 million of underlying transactions $750 billion of underlying transactions 

SOFR Alternatives 
ARRC’s selection of SOFR as a LIBOR replacement is a recommendation and is not mandatory. The Bank for 
International Settlements announced in March that a one-size-fits-all alternative may be neither feasible nor 
desirable. Although SOFR solves the rigging problem, it does not help participants gauge how stressed global 
funding markets are. Empirically, SOFR has been more volatile than fed funds, overnight indexed swap (OIS) or 
LIBOR and subject to seasonality (intra-month jumps due to Treasury settlements).  

Ameribor 
A SOFR alternative for smaller U.S. lending institutions to consider may be Ameribor, which was created in 2015. 
Ameribor is a benchmark overnight rate for unsecured loans based on transactions of members of the American 
Financial Exchange (AFX), an electronic marketplace where small and midsize banks trade $1.5 billion in loans daily 
as of March 2019, up from just $300 million in April 2018. Ameribor contains a credit spread component based on 
unsecured loans in contrast to SOFR, which is based on collateralized loans. 
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Synthetic LIBOR?  
In an attempt to remain relevant past 2021, LIBOR has undergone some substantial changes, including a new 
administrator and submission protocol. There also has been speculation about a “synthetic” LIBOR (also referred 
to as “zombie” or “sunset” LIBOR) that could satisfy the legal LIBOR definition and serve as a legacy benchmark. 
This could allow a smoother transition from LIBOR to an ARR with the two rates existing alongside each other until 
all LIBOR-denominated transactions are novated or unwound. In March 2018, FCA CEO Andrew Bailey encouraged 
research to determine if this was a viable path forward. The market has not responded, and in recent speeches, 
Bailey noted he would not advise firms to rely on the possibility of synthetic LIBOR to assist with the legacy issue. 
The FCA has not seen a “compelling answer to how one-month, three-month, six-month and twelve-month term 
bank credit spreads can be reliably measured on a dynamic and daily basis.” Therefore, LIBOR users must “not rest 
any hopes on this.” There also is concern about the legal enforceability of such an approach.  

Fallback Language Efforts 
In this context, fallback language refers to a contract’s legal provisions that apply if the underlying reference rate is 
unavailable, i.e., the backup plan. Most existing fallback language was written under the assumption that any 
interruptions in LIBOR publication would be temporary, such as a computer glitch or short-term market disruption, 
rather than a permanent discontinuation. Outside the derivatives world, fallback language is frequently 
inconsistent, particularly across products and institutions. The definition of LIBOR, the trigger for the fallbacks and 
the fallbacks themselves vary significantly, even within the same financial products.  

 

Some market participants have considered amending existing contracts with a maturity after the 2021 LIBOR 
phaseout to include more flexible fallback language, including language that explicitly contemplates the 
discontinuance of LIBOR and the use of an ARR to LIBOR. However, the process for amending existing contracts 
and the likely degree of difficulty required for any such amendment depend on the contract’s particular 
amendment provisions. For derivatives contracts, master agreements between counterparties will have to be 
amended or replaced. Retail mortgages, home equity lines of credit and any other consumer or business debt tied 
to LIBOR will have to be amended unless a back-up interest rate index is referenced in the original documentation.  

LIBOR-based mortgage-backed securities, loans and floating-rate bonds will have to be addressed contractually 
and, for deal-specific covenants, may require consents from the security’s owners. There are several industrywide 
efforts underway to standardize fallback language and provisions to facilitate transition to an ARR.  

ARRC 
The ARRC has established joint public-private working groups with the goal of reaching a consensus on suggested 
fallback language. Standardized fallback language will help to limit discretion in a scenario where a fallback may be 
triggered in the future. The following instrument-specific recommendations have been finalized:  

 Bilateral Business Loans (May 2019)  

 Floating Rate Notes (April 2019)  

 Securitizations (May 2019)  

 Syndicated Loans (April 2019)  

ARRC has released a practical implementation checklist to help the transition to using the SOFR rate, as well as a 
frequently asked questions document that is regularly updated.  

Existing fallback language can produce unintended economic consequences. A floating rate product may become 
fixed if the fallback makes the coupon equal to the last available LIBOR rate. In other cases, interest rates for the 
borrower may increase substantially, e.g., a switch from LIBOR to the prime rate. 

https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2019/Bilateral_Business_Loans_Fallback.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2019/FRN_Fallback_Language.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2019/Securitization_Fallback_Language.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2019/Syndicated_Loan_Fallback_Language.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2019/ARRC-SOFR-Checklist-20190919.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/ARRC-faq.pdf
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ISDA 
The International Swaps and Derivatives Association (ISDA) is a trade association that strives to promote and 
improve swaps and derivatives trading. ISDA previously developed the standardized “master” agreement that 
serves as a template for most swaps traders. In August 2019, ISDA released the preliminary results of its 
consultation on adding a fallback trigger that would be activated if regulators determine that LIBOR is no longer a 
representative benchmark. No consensus was reached, and responses were split into three groups: 

 Including a pre-cessation trigger (PCT) as a fallback trigger in the interbank offered rate (IBOR) 
amendments without any optionality 

 Including a PCT as a fallback trigger in the IBOR amendments subject to certain qualifications or with 
optionality, e.g., providing market participants the flexibility to not apply PCTs to certain transactions 

 Do not support including a PCT as a fallback trigger in the IBOR amendments 

ISDA plans to publish an anonymized and aggregated summary of the feedback received in September 2019, along 
with a proposed documentation solution for derivatives that incorporates a PCT while still accounting for 
respondents’ views and concerns. 

Accounting Relief 

FASB 
FASB approved SOFR OIS as a benchmark interest rate for hedge accounting purposes in October 2018 (see BKD 
article “SOFR Approved as a Hedging Benchmark Rate”). 

In September 2019, FASB released an exposure draft that would temporarily update hedge accounting rules so 
when companies adjust contracts to scrap references to LIBOR or any other discontinued reference rate, they will 
not lose the favorable accounting method for common risk management strategies. For other contracts, the 
proposal would simplify accounting analyses under current generally accepted accounting principles for contract 
modifications. The proposal includes a general principle that would temporarily permit entities to: 

 Consider contract modifications due to reference rate reform to be a continuation of those contracts   

 Not reassess previous determinations     

See BKD article “FASB Proposes Accounting Relief for LIBOR Transition.” 

GASB 
Derivatives are widely used by states and other larger governments, certain business-type entities and pension 
plans. GASB, the governing body for governmental accounting guidance, is planning to issue an exposure draft to 
address reference rate reform in October 2019 and a final standard is planned for June 2020. For governments, 
LIBOR’s sunset will affect the hedge accounting provisions of Statement No. 53, Accounting and Financial 
Reporting for Derivative Instruments. For derivatives that are effective hedges, changes in their fair value are 
recognized as deferred outflows of resources or deferred inflows of resources. Should a hedging derivative cease 
to be effective or terminate, the accumulated deferrals are recognized in investment income and subsequent 
changes in the derivative’s fair value also would be recognized in investment income. Tentative decisions for the 
exposure draft, subject to change, include:  

 An exception to the lease modification guidance for contracts amended only to change the index rate for 
variable payments. The scope of the exception will be limited to circumstances in which the original 
contract references an IBOR or a rate based on an IBOR. 

https://www.bkd.com/article/2018/11/sofr-approved-hedging-benchmark-rate
https://www.bkd.com/article/2019/09/fasb-proposes-accounting-relief-libor-transition
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 For purposes of determining whether an expected transaction is probable of occurring, a government 
should assume the reference rate on which the hedged cash flows are based is not altered as a result of 
reference rate reform. 

 An exception to the hedge accounting termination provisions for certain hedging derivative instruments. 
This exception would be limited to hedging derivative instruments that continue to be effective and in 
which the original hedging derivative instrument references an IBOR or a rate based on an IBOR. GASB will 
not propose specific guidance on which reference rates may be selected as a replacement. If the 
replacement is effectuated by ending the original hedging derivative instrument and entering into a new 
hedging derivative instrument, those transactions must be ended and entered into on the same date. In 
addition, critical term changes that are either essential to or related to the replacement of a reference 
rate would be permitted. 

SEC 
The SEC is actively monitoring the extent to which market participants are identifying and addressing the risks 
associated with LIBOR discontinuation and transition to a new rate(s). In July 2019, the SEC released Staff 
Statement on LIBOR Transition. A number of existing rules or regulations may require disclosure related to the 
expected discontinuation of LIBOR, including disclosure of risk factors, management’s discussion and analysis, 
board risk oversight and financial statements. The SEC’s Division of Corporation Finance encourages companies to 
consider the following guidance:  

 The evaluation and mitigation of risks related to the expected discontinuation of LIBOR may span several 
reporting periods. Consider disclosing the status of company efforts to date and the significant matters 
yet to be addressed. 

 When a company has identified a material exposure to LIBOR but does not yet know or cannot yet 
reasonably estimate the expected impact, consider disclosing that fact. 

 Disclosures that allow investors to see this issue through the eyes of management are likely to be the 
most useful for investors. This may entail sharing information used by management and the board in 
assessing and monitoring how transitioning from LIBOR to an ARR may affect the company. This could 
include qualitative disclosures and—when material—quantitative disclosures, such as the notional value 
of contracts referencing LIBOR and extending past 2021. 

In recent speeches, SEC representatives have commented that current disclosures are too generic; many said only 
that the end of LIBOR exposed the company to risk. Division of Corporation Finance Director William Hinman 
noted, “We are really pushing for more tailored disclosure that reflects the company’s actual situation.” The value, 
type and number of contracts tied to LIBOR would be useful information.  

What to Do Now 
Companies should begin the process of identifying existing contracts that extend past 2021 to determine their 
LIBOR exposure. Many legacy contracts have interest rate provisions referencing LIBOR that, when drafted, did not 
contemplate the permanent discontinuation of LIBOR and, as a result, there may be uncertainty or disagreement 
over how the contracts should be interpreted.   

Existing Contracts 
Companies should consider the following questions for existing LIBOR contracts:   

 Do you have or are you or your customers exposed to any contracts extending past 2021 that reference 
LIBOR? Are these contracts, individually or in the aggregate, material? 

https://www.sec.gov/news/public-statement/libor-transition
https://www.sec.gov/news/public-statement/libor-transition
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 For identified contracts, what effect will the LIBOR discontinuation have on the contract’s operation? Do 
loan documents address the calculation of interest rates in the absence of LIBOR?  

 For contracts with no LIBOR fallback language, or with fallback language that does not contemplate the 
permanent discontinuation of LIBOR, do you need to take actions to mitigate risk, such as proactive 
renegotiations with counterparties to address the contractual uncertainty? What are each of the party’s 
rights in the event LIBOR is no longer available? 

 What ARR might replace LIBOR in existing contracts? What are the differences between LIBOR and the 
ARR that would need to be adjusted?  

 For LIBOR-based derivative contracts that are used to hedge floating-rate investments or obligations, 
what is the impact on the effectiveness of the company’s hedging strategy? 

Other items to consider that may have an accounting and financial reporting effect include: 

 Inputs used in valuation models—property, cost of capital, pension liabilities and capital asset pricing 
models 

 Benchmarks for asset managers 

 Project finance calculations 

 Late payment clauses in commercial contracts, price escalation or adjustment clauses 

New Contracts 
Companies should consider whether contracts entered into in the future should reference an alternative rate to 
LIBOR (such as SOFR) or—if such contracts reference LIBOR—include effective fallback language. 

The transition away from LIBOR will be complicated and likely will require significant hours to implement correctly 
for companies with a large volume of contracts. If you would like assistance, contact your BKD trusted advisor.   
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