
Alternative Credit Insights   

Leaving LIBOR: How Did We Get Here and What 
Comes Next? 
November 2018 

The London Interbank Offered Rate, better known by its abbreviation, LIBOR, has been a key economic benchmark 

interest rate for decades. However, in 2017, the Financial Conduct Authority (FCA) announced it would phase out 

LIBOR, potentially impacting trillions of dollars of financial instruments linked to the rate, especially those in the 

structured credit and interest rate derivative markets. In this piece, we explore the history of events that led to LIBOR’s 

demise while analyzing the future landscape for its potential replacement.

 

LIBOR, a benchmark interest rate published daily, is the reference rate for vast quantities of financial contracts, including 

adjustable-rate mortgages, corporate loans, derivatives contracts, and student loans. According to the FCA, the aggregate 

outstanding nominal amount of LIBOR-linked instruments was $220 trillion dollars as of 2014. LIBOR is derived from surveying 

over a dozen large banks, averaging the rate at which each bank claims it would be able to borrow uncollateralized money across 

multiple maturities from other large banks. While the most commonly quoted rate is the 3-month U.S. dollar rate, LIBOR is 

quoted in 5 major currencies and ranges in maturity from overnight to one-year. 

LIBOR is going away for two major reasons. From a 

theoretical standpoint, LIBOR is deeply flawed at the 

most basic level. Since LIBOR is where banks claim 

that they would be able to borrow money, they are 

deeply incentivized in times of financial stress to 

overestimate their own creditworthiness. By giving a 

true rate, banks risk broadcasting their own weakness 

to the world. Furthermore, because this rate is based 

on “expert judgment” rather than actual transactions, 

manipulation is relatively simple. As a result, LIBOR 

manipulation has triggered one of the largest 

financial scandals in recent history, leading to jail 

time for numerous traders and billions of dollars in 

fines for the banks that employed them while 

drawing the baleful ire of regulatory bodies and 

politicians. These regulatory bodies are charged with 

quashing precisely this kind of manipulation, and politicians find corrupt traders easy prey for public wrath. Although the process 

of replacing LIBOR has begun, it will certainly not be a quick or easy one. 

While the FCA will cease to compel banks to contribute to LIBOR by the end of 2021, many see this as an optimistic estimate 

for a replacement rate to be completely implemented. The markets are so massive and fragmented that even if the market for 

the likely replacement rate is fully established by 2021, the modification of existing legacy contracts would likely extend years 

from there. The Intercontinental Exchange (ICE), the administrator of LIBOR, has vowed to maintain the benchmark for as 

long as there is demand.  Banks could theoretically continue to submit rates to ICE beyond 2021; however, it is unknown if they 

will do so when no longer compelled and could simply decide to cease contributions in order to distance themselves from the 

controversial benchmark. 

Outside of publishing LIBOR, ICE is not directly responsible for choosing replacements. Unfortunately, this choice falls on 

many different organizations across markets. For instance, the International Swaps and Derivatives Association (ISDA) will 

make the ultimate decision on most LIBOR-based derivative contracts, such as swaps and swaptions. Beyond ISDA’s decision-

making authority on derivatives, the path to replacements becomes less clear. In the securitized products market, we see very 

LIBOR is the benchmark rate for over $1.5 trillion of securitized credit products, ranging 

from agency mortgages to corporate CLOs. 
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little consistency across sectors, with the decision-making power distributed across many different groups, from the different 

agencies themselves (Fannie Mae, Freddie Mac, or Ginnie Mae) to the sponsor of the specific deals in some parts of the non-

agency RMBS market. 

Advisory groups have been organized in order to attempt to ease the transition. The Alternative Reference Rate Committee 

(ARRC), convened in 2014 by the Federal Reserve, has chosen the Secured Overnight Financing Rate (SOFR) as their proposed 

replacement for LIBOR. The ARRC has set out a year-by-year “Paced Transition Plan” (See Appendix A) to guide the 

implementation of this new rate so that markets are sufficiently established for a transition by 2021. Even though the ARRC 

does not have the power to compel any of its recommendations, their words carry a great deal of weight in a world struggling 

for clarity. The Structured Finance Industry Group (SFIG) has begun to make recommendations with the goal of easing the 

transition within structured finance. They are working to establish online tools that will allow issuers to connect with investors 

on outstanding deals in the structured products space. 

Given many market participants believe ISDA’s 

plans are the furthest along and the other markets 

are likely to use them as a guide to transition 

themselves, we will turn our focus there. Currently, 

ISDA plans on transitioning to SOFR as the basis 

for the replacement for LIBOR and is operating 

under the assumption that SOFR markets will be 

fully established by 2021, as outlined in ARRC’s 

“Paced Transition Plan”.  SOFR is an overnight rate 

based on transactions in the U.S. Treasury 

repurchase market. These transactions are struck at 

a rate that represents where investors borrow and 

lend cash to each other overnight using U.S. 

Treasuries as collateral. 

SOFR has two main fundamental differences when 

contrasted to LIBOR, which present problems for 

the ultimate rate transition. First, LIBOR is a term rate while SOFR is purely an overnight rate. ISDA is currently considering 

potential solutions for the lack of a SOFR-term market, leaning towards using a compounded SOFR in arrears to align with 

current LIBOR maturities. In the case of 3-month LIBOR, for example, the equivalent term rate replacement would be derived 

from the daily compounding of SOFR over the associated 3-month period, similar to how an overnight index swap (OIS) works. 

The second major difference is that SOFR represents a collateralized rate, whereas LIBOR is uncollateralized, meaning the term 

LIBOR rate will be necessarily higher than the compounded value of SOFR over the same time period, all else being equal. In 

order to solve this problem, one needs to determine a spread to be added to SOFR in order to make it a closer equivalent to the 

uncollateralized LIBOR rate.  While ISDA has proposed several ways to deal with this issue, ARRC has lobbied for a “historical 

mean/median” approach, which would analyze the spread between the two rates over a long look-back period to determine the 

spread. 

What is clear at this point is that ISDA has not made any final decisions regarding LIBOR’s replacement. Even when decisions 

are ultimately made, these decisions will first apply to new derivative contracts on a go-forward basis. Once agreements are in 

place for new trades, ISDA will publish a voluntary set of protocols that can be applied to legacy contracts and both parties 

would need to agree to adopt said protocols. Given that the specific fallback protocol implemented will have an impact on 

valuation, reaching an agreement between parties could, however, prove difficult given that the fallback protocol will benefit 

one party to the detriment of the other. 

As a part of its guiding principles, ARRC has an explicitly stated goal of establishing a replacement plan that minimizes market 

impact. Both ARRC and ISDA have consistently demonstrated a strong grasp of the differences between LIBOR and SOFR 

along with what, practically, will be required to transition. They are both cognizant of the inherent difficulties in choosing a 

methodology that will have valuation impact and therefore lead to winners and losers on some level for each outstanding 
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Fig 2: 3-Month Term LIBOR vs SOFR

3-Month LIBOR 3-Month Compound Average SOFR

Source: Federal Reserve Bank NY and ICE

3-month SOFR, based on compounding the overnight rate, is less volatile than the 

corresponding LIBOR rate.  It is also lower given it is collateralized. 
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agreement. Once a fallback protocol is chosen for new derivative contracts, the amount of outstanding legacy LIBOR notional 

will begin to roll off, naturally lessening the importance of legacy contract modification as time passes. This potential scenario 

points to LIBOR lasting much longer than the proposed 2021-deadline. Plans for structured products will likely fall into place 

as SFIG takes its cues from ISDA and ARRC, adopting similar strategies on the road to LIBOR replacement. Perhaps LIBOR 

will not end with as quick a bang as some have speculated, but with a slow whimper as people allow the market to naturally 

adjust. In any case, we continue to watch the unfolding events closely and stand ready for whatever the future may bring. 
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Appendix A: 

Alternative Reference Rates Committee: The Paced Transition Plan 

1. Infrastructure for futures and/or OIS trading in the new rate is put in place by ARRC members. 

• Anticipated completion: 2018 H2 

2. Trading begins in futures and/or bilateral, uncleared, OIS that reference SOFR. 

• Anticipated completion: by end of 2018 

3. Trading begins in cleared OIS that reference SOFR in the current (EFFR) PAI and discounting environment. 

• Anticipated completion: 2019 Q1 

4. CCPs begin allowing market participants a choice between clearing new or modified swap contracts (swaps paying 

floating legs benchmarked to EFFR, LIBOR, and SOFR) into the current PAI/discounting environment or one that 

uses SOFR for PAI and discounting. 

• Anticipated completion: 2020 Q1 

5. CCPs no longer accept new swap contracts for clearing with EFFR as PAI and discounting except for the purpose 

of closing out or reducing outstanding risk in legacy contracts that use EFFR as PAI and discount rate. Existing 

contracts using EFFR as PAI and the discount rate continue to exist in the same pool, but would roll off over time 

as they mature or are closed out. 

• Anticipated completion: 2021 Q2 

6. Creation of a term reference rate based on SOFR-derivatives markets once liquidity has developed sufficiently to 

produce a robust rate. 

• Anticipated completion: by end of 2021 
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Important Notes 
These materials have been provided for information purposes and reference only and are not intended to be, and must not be, taken as the basis for an 
investment decision. The contents hereof should not be construed as investment, legal, tax or other advice and you should consult your own advisers as to 
legal, business, tax and other matters related to the investments and business described herein.  

Investors should carefully consider the investment objectives, risks, charges and expenses of the Ellington Income Opportunities Fund. This 
and other important information about the Fund are contained in the Prospectus, which can be obtained by contacting your financial advisor, 
or by calling 1-855-862-6092. The Prospectus should be read carefully before investing. Princeton Fund Advisors, LLC, and Foreside Fund 
Services, LLC (the fund's distributor) are not affiliated. Investing involves risk including the possible loss of principal. 

The information in these materials does not constitute an offer to sell or the solicitation of an offer to purchase any securities from any entities described 

herein and may not be used or relied upon in evaluating the merits of investing therein. 

The information contained herein has been compiled on a preliminary basis as of the dates indicated, and there is no obligation to update the information. 
The delivery of these materials will under no circumstances create any implication that the information herein has been updated or corrected as of any time 
subsequent to the date of publication or, as the case may be, the date as of which such information is stated. No representation or warranty, express or 
implied, is made as to the accuracy or completeness of the information contained herein, and nothing shall be relied upon as a promise or representation as 
to the future performance of the investments or business described herein. 

Some of the information used in preparing these materials may have been obtained from or through public or third-party sources. Ellington assumes no 
responsibility for independent verification of such information and has relied on such information being complete and accurate in all material respects. To 
the extent such information includes estimates or forecasts obtained from public or third-party sources, we have assumed that such estimates and forecasts 
have been reasonably prepared. In addition, certain information used in preparing these materials may include cached or stored information generated and 
stored by Ellington’s systems at a prior date. In some cases, such information may differ from information that would result were the data re-generated on 
a subsequent date for the same as-of date. Included analyses may, consequently, differ from those that would be presented if no cached information was 

used or relied upon. 

AN INVESTMENT IN STRATEGIES AND INSTRUMENTS OF THE KIND DESCRIBED HEREIN, INCLUDING INVESTMENT IN 
COMMODITY INTERESTS, IS SPECULATIVE AND INVOLVES SUBSTANTIAL RISKS, INCLUDING, WITHOUT LIMITATION, RISK OF 
LOSS.  

Example Analyses 
Example analyses included herein are for illustrative purposes only and are intended to illustrate Ellington’s analytic approach. They are not and should not 
be considered a recommendation to purchase or sell any financial instrument or class of financial instruments.  

Forward-Looking Statements 
Some of the statements in these materials constitute forward-looking statements. Forward-looking statements relate to expectations, beliefs, projections, 
estimates, future plans and strategies, anticipated events or trends and similar expressions concerning matters that are not historical facts. The forward-
looking statements in these materials are subject to inherent qualifications and are based on a number of assumptions. The forward-looking statements in 
these materials involve risks and uncertainties, including statements as to: (i) general volatility of the securities markets in which we plan to trade; (ii) 
changes in strategy; (iii) availability, terms, and deployment of capital; (iv) availability of qualified personnel; (v) changes in interest rates, the debt securities 
markets or the general economy; (vi) increased rates of default and/or decreased recovery rates on our investments; (vii) increased prepayments of the 
mortgage and other loans underlying our mortgage-backed or other asset-backed securities; (viii) changes in governmental regulations, tax rates, and similar 
matters; (ix) changes in generally accepted accounting principles by standard-setting bodies; (x) availability of trading opportunities in mortgage-backed, 
asset-backed, and other securities, (xi) changes in the customer base for our business, (xii) changes in the competitive landscape within our industry and 
(xiii) the continued availability to the business of the Ellington resources described herein on reasonable terms.   

The forward-looking statements are based on our beliefs, assumptions, and expectations, taking into account all information currently available to us. These 
beliefs, assumptions, and expectations can change as a result of many possible events or factors, not all of which are known to us or are within our control. 
If a change occurs, the performance of instruments and business discussed herein may vary materially from those expressed, anticipated or contemplated in 
our forward-looking statements. 

PRINCF-20190924-0027 


