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Executive Summary
The paper provides a general overview on the ongoing process of reforming
Interest Rate Benchmarks, with particular attention to the Euro Area. The authors
highlight the potential implications that this reform would have on both business
and technical aspects of banks’ processes, with focus on the Risk Management
fields. Due to the magnitudo of the change and the challenges posed by its
implications, the authors believe banks should start transition processes now in
order to minimize disruption when current IR benchmarks will cease to be
contributed (for some of them as early as 2020). In addition, they suggest banks
could take this transition also as a chance to optimize current processes within
their risk frameworks in order to reduce complexity and increase efficiency.
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Interest Rate Benchmarks Reform:
Time to Transition is Now
aaaa

Raphael Cavallari

Luca Olivo

T

he need of reforming Interest Rates (IR) benchmarks mainly derives from the problem emerged
during the last global financial crisis, when the first allegations of manipulations and general
misconduct in the determination of various Inter-Bank Offer Rates (IBORs) came to light.
After findings against various financial institutions became official, the first aim of the regulatory
and supervisory bodies was to restore the confidence in IBORs worldwide. An extensive preliminary
work done by regulatory agents resulted in the publication of the “Principles for Financial Benchmarks:
Final Report” by the International Organization of Securities Commissions (IOSCO)[1]. This report
focuses on four main aspects of a benchmark determination:
1. Governance;
2. Quality of Benchmark;
3. Quality of the Methodology;
4. Accountability.
However, in our view, the core of IOSCO principles can be summarised in the prescription that a
risk-free rate benchmark has to be determined from or be anchored to - wherever feasible - real and
sound transactions1 being performed at arm’s length in a well behaved market (in terms of size,
liquidity, concentration). Moreover, the determination should also be supported by a flexible and
transparent methodology. This solution is fundamental in order for a benchmark:
• To be free of conflicts of interest;
• To be an accurate and reliable representation of the economic realities of the interest it seeks to
measure.
Here comes the main sticking point: in the last decades the money market has experienced
substantial changes. As described in the “Pre-Live Verification Program, Outcome and Way Forward” by
the European Money Markets Institutes (EMMI)[8]:
[. . . ] The current regulatory environment and monetary policy, including negative interest rates, and
other sources of liquidity available to market participants (which has reduced the need for financial institutions
to obtain market-based funding), are factors that have led to such changes in the activity in the unsecured
money market. [. . . ]
The most visible change from the various statistical analyses performed by several monetary
institutions (ECB, EMMI, FCA and IBA) is that the money market moved from being principally
interbank-based to a broader wholesale market, where transactions with other financial corporations
represent a sizable portion of the unsecured borrowing. Other market changes are a predominance
1 via

competitive forces of supply and demand.
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of data availability for unsecured borrowing transactions (instead of lending) and the concentration of unsecured transactions in the very-short term maturities. All these market changes made
all the reforms aimed to restore the confidence in the relevant benchmark rates (e.g. EONIA and
IBORs) not sufficient to keeping them alive in the long term.
Indeed, although the governance and process improvements were actually successful, the
conditions of relevant markets changed in such a manner that the representativeness of the indexes
could not be restored.
This situation has also been exacerbated by the new European Benchmark Regulation[10] (EU
BMR), which translates in a European regulation the Principles stated in the IOSCO report. In
particular, Article 11(1.a) of the EU BRM states that “the input data shall be sufficient to represent
accurately and reliably the market or economic reality that the benchmark is intended to measure”. Moreover,
under Article 51 of the same regulation, “an index provider providing a benchmark on 30 June 2016 shall
apply for authorisation or registration and may continue to provide it until 1 January 2020 or unless such
authorisation is refused”. In particular, even if the relevant competent authority could permit the use
of the benchmark in order not to frustrate or breach the terms of financial contracts or instruments,
no financial instruments shall add a reference to such an existing benchmark after 1 January 2020.
The deadline of 2020 for the continuation of a benchmark is going to have far reaching consequences
among financial institutions and beyond.
Given this background, with this article we would like to provide a qualitative analysis on the
implications and challenges that the financial institutions could face in benchmarks transition, with
a particular focus on the Euro Area. In the next section we outline the most relevant steps in the
reform, while the second section is dedicated to general implications in banks’ business activities.
The third section is focused on technical implications by a risk management point of view. The last
section is left with conclusions as usual.

1.

Main Steps of the Reform

The regulatory agents have taken a very prominent role in structuring a phased transition to new
IR benchmaks. Indeed, in its 2014 report[11] the Financial Stability Board (FSB) issued general
recommendations on reforming the major interest rate benchmarks. In that document and in the
following related updates [12], the outlined main steps in the reform can be summarized as follows:
• Actions to strengthen the current IBORs;
• Actions to develop the alternative risk-free benchmark rates;
• Actions to ensure contractual robustness.
1.1 Reforming the IBORs
In order to allow for compliance to the EU BMR, extensive reform processes have been carried out
by the relevant authorities to the main overnight and IBOR rates both at international and EEA
levels.
Whilst a reform of the SONIA has proven to be successful, the corresponding reform of EONIA
has been abandoned by EMMI after its Data Analysis Exercise (and the first ECB public consultation
on developing a euro unsecured overnight interest rate[3]) on the basis of liquidity, size and
concentration of the market on which it relies.
Concerning EURIBOR and LIBOR rates instead, the effort of both the EMMI and the Financial
Conduct Authority (FCA) of transforming them in transaction-based benchmarks have proven to be
unsuccessful (see [8] and [12]) because the market for unsecured wholesale term lending to banks
is no longer sufficiently active. The FCA has therefore decided that, after a 2021 deadline agreed
with the LIBOR panel banks, it will no longer try to persuade or compel them to contributing to
the benchmark determination. EMMI, instead, recently developed a hybrid three-level waterfall
methodology for EURIBOR determination in order to underpin to the greatest extent possible its
determination by transaction data, as required by the regulation (see [6] and [7]). A real data testing
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Financial Area
USA
UK
EU
JAPAN
SWITZERLAND

RFRs
Secured Overnight Financing Rate (SOFR)
Reformed SONIA
European Short-Term Interest Rates (ESTER)
Uncollateralized Overnight Call Rate
Swiss Average Rate Overnight (SARON)

Typology
Secured
Unsecured
Unsecured
Unsecured
Secured

Available
Y
Y
N(*)
Y
Y

Administrator
Fed NY
BoE
ECB
BoJ
SIX Swiss Exchange

TABLE 1: New Risk Free Rates chosen in the main financial areas. (*)Regarding the Euro Area, although Pre-ESTER is
already available with data going back to March 2017, the official publication of the ESTER will not take place before
October 2019.

phase is expected to have ended in August 2018 and a second consultation paper will be probably
published in the coming weeks. In any case, the implementation of the new methodology will be
concluded by Q4 of 2019, in time for application to authorisation under the EU BMR.
1.2 Alternative IR Benchmarks: Risk Free Rates (RFRs)
The EONIA dismissal, the uncertainty over the EURIBOR compliance with the EU BMR and the
FCA decision over the LIBOR supervision discontinuation have created a significant pressure to both
the financial market and the supervisory agents, which are responsible to watch over the systemic
financial stability, to develop a new range of interest rate benchmarks that are compliant with both
the IOSCO Principles and their local regulatory implementations (EU BMR for Europe). As requested
by the IOSCO Principles and under the coordination of the FSB, Risk Free Rate Working Groups (WGs)
have been established around the world to select new (fallback) interest rate benchmarks: they are
composed of market participants and supported by supervision agents as advisors.
Due to the current state of the unsecured money market and for the ease of interpretation, the
new benchmarks have been chosen to be as close as possible to risk-free rates. Table 1 summarises
the RFRs chosen in the main financial areas.
1.3 Time to Transition is Now
Given the 2021 deadline agreed by FCA with the LIBOR panel banks, and the importance of the
topic in terms of scope and challenges, we think that the right time to transition is now.
One of the main recommendations of the FSB to WGs is to develop effective transition plans
and strategies in order to:
• Minimize market disruptions;
• Create and sustain demand and liquidity sources in hedging markets for the new RFRs.
Beyond recommendation, it is up to the industry to ensure a clear and smooth transition. To this
purpose a recent survey published by the International Swaps and Derivatives Association (ISDA)[14]
is interesting since it involves 150 market participants among banks and other users and reveals that
there is a significant gap between the general awareness of benchmarks reform and the actual steps
being taken to its implementation. Although more than 50% of survey participants declares having
initiated internal discussions on the topic, just 11% has allocated real budget and resources for the
transition programme.
The awareness of the implications such a reform may have within the frameworks of the banks
is a crucial point in order to develop effective transition projects. The magnitude of the change is
high since it involves around $ 370 trillion across derivatives and other cash products (like bonds,
loans and securities) related to IBORs, and can affect different aspects of daily business operations.
On the other hand, time is running out because banks have just 3 years to be fully compliant with
the new IR benchmarks: they should start allocating budget and resources in order to handle with
the transition.
In what follows we briefly discuss two main kinds of implications related to the transition:
1. Business Implications: potential effects of the transition on the way in which existing contracts
will be handled and new contracts will be stipulated by banks.
www.iasonltd.com
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2. Technical Implications: potential effects of the transition on the technical aspects of daily
operations, with focus on the typical Front-to-Risk chain of a bank framework.

2.

Business Implications

2.1 Contractual Robustness
A key role in the transition will be played by the ability of WGs (administrators and market
participants together) to guarantee the contractual robustness in:
• Handling the new contracts;
• Handling the legacy contracts.
Regarding the new contracts, in order to be able to use the new benchmark rates for valuation
purposes, a liquid market on new referenced OIS (and relative basis swaps, for transition purposes)
should be first established. In this context the Alternative Reference Rates Committee in the US (ARRC)
and the Working Group on Sterling Risk-Free Reference Rates in UK envisaged an effective transition
strategy focusing on the new transaction in order to create liquidity and minimize disruptions:
derivatives referenced to SOFR and SONIA have been already cleared by some CCPs, in addition
the World’s Bank has recently been able to issue and hedge a SOFR-referenced Floating Rate Note.
For the Euro Area instead, an official RFRs has only recently been chosen by the WG [4].
Although historical data of the preliminary version of the ESTER (i.e the pre-ESTER) are available
since August 2016, an official version of the rate will probably be published by the ECB only starting
from October 2019. This means that the Euro Area will only have three months to create a sufficient
liquidity for instruments referencing the new RFRs to allow a transition as frictionless as possible.
This has to be compared with the 3.5 years’ time that other RFRs, such as SOFR and reformed
SONIA, are having to accomplish the same goal. Uncertainty regarding the possibility of creating
and sustaining demand and liquidity for the new EUR RFRs will rise the costs of the transition itself
and generate issues in the handling of new contracts.
Regarding the handling of the legacy contracts, the FSB Official Sector Steering Group (OSSG) is
pushing market participants to increase contract robustness of various financial products against the
risk that a widely-used interest rate benchmark could be discontinued permanently. In the October
2017 report[12] OSSG has recommended the following high-level principles in reviewing possible
fallback provisions:
• To the extent possible, the contractual provision should seek to avoid any discontinuity in
valuations in the event that the fall-back is triggered, minimizing the impact on valuations
and then avoiding any potential disruption to financial stability;
• The contractual provisions must be robust, sensibly safeguarding against either any potential
for manipulation or potential for noisy data or the methodological construction of the spread
itself to allow the fall-back to clearly deviate from what most market participants would
construe as a reasonable or fundamental value for an IBOR swap;
• Any method should not impede, to the extent possible, any efforts towards voluntary transition.
In that context ISDA is taking initiatives at international level to implement robust contractual
fallbacks for derivative instruments that will account for permanent discontinuation of current
benchmarks, together with a protocol to amend legacy contracts. The contractual fallbacks will rely
on the use of the new relevant RFRs subject to term and spread adjustments. ISDA launched a
market-wide consultation on that in July, proposing four options to adjust the RFRs (moving from a
term rate to an overnight rate) and three potential approaches to add a spread (in order to reflect
differences in the bank credit risk premium and other factors).
This sort of fallbacks implementation, being done to align with the Article 28(2) of the Benchmark
regulation[10], should however also apply for EONIA and EURIBOR, for which a RFRs is not
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currently live. Therefore, an interim 2018 Benchmark Supplement is currently being prepared, also
with the support of a three monthsâ consultation.
ISDA efforts on developing robust contractual fallbacks are absolutely comprehensible. Despite
the awareness of the fact that IBORs contribution can be interrupted after 2021, existing deals on
IBORs still continue to be traded and new ones will be created until 2021: without a safety net
the potential sudden discontinuation of IBORs would generate disruption in market valuations.
Moreover, effectiveness of contractual fallbacks will depend also on the industry consensus on
appropriate spread and term adjustments: consultation launched by ISDA is pushing in that
direction with the purpose of reaching a firm-wide consensus on fallback methodologies.
2.2 Governance
Another important point banks and market practitioners should consider carefully is the Governance.
The most complex part in defining a robust transition strategy is not to find the right fallback
itself, but rather to implement a smooth transition process able to provide clear conditions in order
to:
• Identify proper fallback rates;
• Identify the proper methodologies to be followed to switch to fallbacks;
• Identify the triggers for fallback applications.
Clear and well-defined Governance processes within financial institutions will support a smooth
transition minimizing the probability of market disruption due to the lack of contractual robustness.
We have already explained that the scope of the transition is extremely large, due to the fact
that several asset classes are now relying on IBORs. In addition to strengthening, Governance
processes should have a key role also in harmonizing fallback arrangements among different
financial instruments. The current framework of fallback provisions is not appropriate to face a
sudden cessation of IBORs, moreover it suffers a lack of consistency between arrangements for cash
products and their derivatives hedges: a robust process of Governance should prevent weaknesses
by implementing a better and more consistent safety net.
FSB[12] is clearly concerned about this topic and stressed the need of sound Governance
processes among market participants to prevent disruption. While ISDA is taking care of the topic
for derivatives contracts internationally, the enhancement of fallback arrangements for non-derivative
instruments is left to each market participant: the need of clear, robust and shared Governance
processes is essential more than ever.

3.

Technical Implications

Based on the several articles published on the topic in the last months, this transition may generate
challenges in the valuation and risk management fields including potential issues related to the fact
that existing transactions will be affected. However, from these articles it is difficult to find a clear
explanation on how and where this transition can hit a bank within its framework.
From a pure Risk Management perspective, the transition from IBOR-based to new reference
RFRs poses several challenges to be evaluated carefully by financial institutions.
Considering the traditional Front-to-Risk chain, we try to identify the most relevant implications
of the transition by phase:
1. Market Data and Valuation.
2. Risk Scenarios Calculation.
3. Impacts on Risk Metrics.
We will focus more on the Euro area, with some examples on the EONIA-ESTER transition, even
if most of the challenges can be considered in common with the reforms in other financial areas.
www.iasonltd.com
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3.1 Market Data and Valuation
In this phase there are two main implications a bank should take into account:
• The dismissal of current IBOR rates contribution;
• The contribution of new RFRs and related new curves construction.
Regarding the first point, starting from 2020 EONIA publication won’t be guaranteed anymore, as
well as LIBORs in 2021. It implies that data source systems could stop maintaining the contribution
and the configuration of related interest rates curves to the downstream systems. This could be
a problem for legacy contracts that expire after 2020-2021 and won’t be converted to the new
RFRs. Banks should prepare their IT and Risk Management infrastructures in order to analyse the
best solution to this potential case, in line with Front Office desks, in order to minimize pricing
misalignment and related market disruption.
The second point is surely the most challenging, since it requires the management of new market
data and new curves construction. The main implications here could be summarized as follows:
1. Prepare the Risk framework to receive new input data from Source Systems.
Collect, check, maintain and storage the data in the IT infrastructure following the proper
Governance processes; in our opinion this implication won’t represent a real challenge,
especially for medium and big banks, since nowadays financial institutions are already
prepared to receive and manage significant amount of market data.
2. Construct the new interest rate curves.
This is the real challenge of this transition for two main reasons:
• Data availability: lack of data in a proper granularity.
• Liquidity: uncertainty about the liquidity of the market for the new RFRs.
Both these two elements can undermine a proper curve construction, which is the basic condition
for a proper pricing valuation.
In our opinion data availability is the most relevant challenge that banks have to face given the
need to build the term structure of the new rates.
Some market participants stressed the attention to another potential issue: the absence of a
well-established industry consensus may generate multiple competing definitions of term rates and,
as a consequence, multiple alternative competing approaches for forward-looking term structures
modelling. We think this is not a real issue at least for the following reasons:
• Regulators and international supervisors are stressing the need of a Governance for a widespread market consensus on the new RFRs benchmarks construction, issuing principles and
recommendations that go in that direction.
• ISDA is seeking to obtain the most widespread consensus among market participants as
possible in order to select the most appropriate manner to add term and spread adjustments,
if a term rate is to be determined from a reference RFRs.
• Disclosed methodologies for SOFR, SONIA and ESTER calculations (just as examples) are
similar each other and based on actual transactions data.
The recent selection by the Euro RFRs WG of the ESTER rate as a substitute for EONIA as RFRs
was mainly driven by the fact that:
• It will be managed directly by ECB (excluding any potential conflict of interest related to
private company administration), with data coming from the MMSR Regulation [2] [9], the
regulation concerning statistics on the money markets;
• It captures banks overnight borrowing costs on the basis of transactions with both banks and
non-banks financial counterparties (while EONIA currently is excluding all transactions with
non-banks);
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• It is computed as a volume-weighted average of real transactions conducted at arm’s length,
consisting of overnight unsecured fixed rate deposits with volumes beyond EUR 1ml (becoming
de-facto more representative of money market transaction than current EONIA).
ECB is expected to officially publish the first fixing by October 2019. In the meantime, it has
started to publish a pre-ESTER for research purposes and, in a sample of daily observations between
March 2017 and May 2018, the spread between pre-ESTER and EONIA proved to be quite stable
around 8/9 bps. If this spread will actually remain constant, also the technical implications of
building the new curve could be easy to face, since it would be possible to figure out some linear
relationships between the two benchmarks.
However, many external factors could generate shifts in EONIA, and consequently in the ESTEREONIA spread. Examples could be the change in ECB monetary policy (with subsequent impact on
excess liquidity) and the change in banks credit spread levels, interrelated if we consider Systemically
Important Financial Institutions. As also reported by Goldman Sachs in a recent research published
in August 2018[13], statistical relationships between these variables can be identified, but they are
not completely reliable at this stage due to the lack of a more representative data sample: this
poses a real challenge in finding a stable solution for new curves construction starting from current
EONIA values.
3.2 Risk Scenarios and Calculations
In addition to the challenges posed by the new curves construction and the liquidity of the new
RFRs markets, banks should consider the fact that these new benchmarks won’t have enough history
in the first years of the transition to build reliable historical scenarios, with potential impact in
terms of valuation of:
• The Risk Metrics that rely on historical simulation (e.g. VaR metrics for both managerial and
regulatory Market Risk purposes);
• The dynamics and historical modelling of the volatility (e.g. Swaptions pricing).
In such a case Risk Management departments should minimize disruption events by finding
acceptable proxies or introducing new valuation techniques. Most of the solution will depend on
how the risk managers will decide to manage new curves construction, if relying on statistical
relationships with current IBOR values or working on completely new data (see the EONIA-ESTER
spread example discussed in the previous paragraph).
It is crucial also in this case to find out solutions that are commonly spread and shared among
market participants in the financial industry.
Another challenge could be faced during the transition period when the IBORs will be neither
dead nor alive. Banks will be probably forced to model and maintain three kinds of curves in their
risk management systems:
1. The current IBOR-based ones;
2. The current OIS-based ones;
3. The new RFRs ones.
and the respective basis between each pair.
This could be an issue indeed, especially when financial institutions have to perform daily
calculations for risk management purposes and there will be both IBOR and RFRs-linked products
in the books to be re-valuated.
It will surely be the case in the euro area where at the moment the transition will see EONIA
replaced by ESTER by 2020 and the reformed EURIBOR kept alive. In our opinion this situation
can get worse in case of illiquidity in the new RFRs: it can generate a basis between the actual
bank funding rate and the theoretical funding rate given by the new benchmark. Also this potential
funding basis should be taken into account by the Risk management of the bank during daily
calculations.
www.iasonltd.com
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3.3 Impacts on Risk Metrics
The transition will obviously generate an impact on the currently calculated risk metrics:
• For Trading Book products both VaR and Sensitivities (like DV01 and Vega Risk) will
be affected by market risk perspective, and for Risk Managers it will be fundamental to
understand the materiality of these impacts in the control of managerial limits to daily trading
activities. Also CCR and CVA risks could be affected, directly inheriting the impacts from
base pricing valuations.
• For Banking Book the transition will affect a huge amount of cash products like Bonds, Loans
and other securitization instruments; impacts must be evaluated carefully in terms of both
liquidity and interest rate risks.
It will be crucial for banks to understand the overall impact of this transition on their books
in terms of RWAs and current regulatory capital charges. For example the lack of historical data
on the new rates may have an impact in the light of new market risk regulation for trading book
(FRTB), where a crucial point for metrics calculation is the distinction between “modellable” and “nonmodellable” risk factors. For cases like ESTER-EONIA, banks in the euro zone can start performing
some impact tests by assuming a relationship between the current and the new benchmark on
the basis of the quantitative data provided by the ECB. Due to the concerns we have highlighted
in the previous paragraph, impact tests should be based on some methodological and technical
assumptions, but it is fundamental for banks to start working on it before EONIA contributions
cease in order to prevent potential non-desirable impacts on risk metrics. Indeed, banks could
activate working groups and discussions directly with ECB and national regulators in order to set
up first impact tests (with related assumptions) and then understand how this transition can affect
current risk capital charges.
Another important point to take into account is the basis risk deriving by this transition. It can
arise at two different levels:
1. The adoption of new RFRs occurs significantly more quickly for derivative instruments than
cash instruments, generating a situation in which different asset classes are exposed to different
rates and a basis risk needs to be considered in hedging strategies.
2. The fact that different RFRs can be adopted by different currency areas at different points
in time can generate cross-currency basis risks for global players; also in this case, a robust
Governance process agreed worldwide could really simplify the management of this basis risk
by arranging the different transition strategies in a shared timeline.

4.

Conclusions

The termination of IBORs contribution in the financial market is no more a remote possibility but
it is becoming a real scenario. That is why we think time to transition for banks is now: beyond
the awareness of the importance of such a reform, banks should start now allocating budget and
resources to implement robust transition strategies within their frameworks.
At general business level, a lack of contractual fallback robustness in the transition can generate
widespread market disruption, that is something strongly non-desirable. A worldwide coordinated
action of Governance (like the one ISDA is doing for derivative contracts) is really beneficial in order
to set up a better safety net and guarantee a smooth transition.
Focusing more on technical details within the Risk Management fields, the transition to new
RFRs implies the need for the banks to update their frameworks in order to collect new data properly
and manage the multi-curve modelling. Also in this case a coordinated action among all market
participants can be really useful in identifying the best methodologies and techniques to minimize
impacts on risk metric calculations and capital charges.
Finally, in addition to the implications we have tried to outline in the possible clearest way, we
suggest banks to take this transition as an opportunity to optimize their current risk framework
processes in order to reduce complexity and increase efficiency.
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