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LIBOR rates are used by auto and equipment 

finance businesses all over the world as a 

benchmark to determine customer interest rates.

However, LIBOR, EURIBOR and other similar  

forward-looking term rates carry inherent 

shortcomings which have led to their forthcoming 

replacement by SONIA, SOFR and other risk-free 

rates.

In this paper, I’ll discuss why this is happening, 

what it means for finance providers who need to 

make the transition, and how their systems must 

be enhanced to accommodate the changes.
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The upcoming reform of LIBOR and other similar rates1 will impact asset 
finance on a global scale. The family of risk-free rates, identified to replace 
LIBOR, calculate interest in a different manner which is not widely supported. 
In addition, the many business processes around customer notification and 
explanation of interest charges will also need to change, and this will have an 
impact on the automated processes that support this. 

Regulatory pressure to switch away from LIBOR has grown quite strong in our 
industry across the world (not least in the UK2 and the USA3). The impact of the 
coronavirus pandemic on the transition process has been recognised, but at time 
of publication the timeline for LIBOR’s discontinuation has not changed, and 
neither have the target dates for the transition.4

Finance providers who wish to continue to link their business to money market 
rates need to consider how they will adopt risk-free rates. Furthermore, as the 
advantages of these rates become clear to customers, the auto and equipment 
finance businesses that show a clear path to offering risk-free rate-linked 
business will gain an important competitive advantage. 

References:

Reforming Major Interest Rate Benchmarks - Financial Stability Board (FSB) (1)

Firms’ preparations for transition from LIBOR to risk-free rates - Bank of England (BoE) (2)

A User’s Guide to SOFR - The Alternative Reference Rates Committee (ARRC) (3)

Impact of the coronavirus on firms’ LIBOR transition plans - Financial Conduct Authority (FCA)(4)

1.  Introduction

Countries making significant progress with changes to forward-looking term rates

LIBOR

EURIBOR

Other prominent 
rates

https://www.fsb.org/2014/07/r_140722/
https://www.fsb.org/2014/07/r_140722/
https://www.fca.org.uk/publication/correspondence/dear-ceo-letter-transition-from-libor-banks.pdf
https://www.fca.org.uk/publication/correspondence/dear-ceo-letter-transition-from-libor-banks.pdf
https://www.fca.org.uk/publication/correspondence/dear-ceo-letter-transition-from-libor-banks.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2019/Users_Guide_to_SOFR.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2019/Users_Guide_to_SOFR.pdf
https://www.fca.org.uk/news/statements/impact-coronavirus-firms-libor-transition-plans
https://www.fca.org.uk/news/statements/impact-coronavirus-firms-libor-transition-plans
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2.  What are LIBOR rates?

London Inter-Bank Offered Rates (LIBOR), and similar rates such as TIBOR and 
EURIBOR, are known as forward-looking term rates. Values for these rates apply 
for a given borrowing period (the term), looking forward from the date on which a 
particular rate value is set.

LIBOR is calculated for five currencies (USD, GBP, EUR, CHF and JPY) and seven 
terms (overnight/spot next, one week, one month, two months, three months, 
six months and 12 months).

LIBOR, TIBOR, EURIBOR and similar forward-looking term rates 
are calculated each working day by a panel of significant banks, 
for five types of currency and seven types of term.

For several decades and in numerous countries, LIBOR and other forward-
looking term rates have been widely used as the reference rates for many 
financial products. In auto and equipment finance, end customer contracts are 
frequently structured to track them, with customer payments varying in line with 
changes. At Alfa, many of our clients offer products that use these rates in such a 
way.

Now and in the near future, Alfa and all other providers of software and services 
to the industry need to enhance our support for this activity, as the rates 
undergo reform.

LIBOR rate values are calculated each working day, for each currency-term 
combination, by a panel of banks with significant roles in the relevant London 
market. To produce the final value, each bank contributes its perception of the 
inter-bank cost of funds for the relevant combination, whereupon a number of 
the highest and lowest submissions are discarded, and an average is calculated 
from the remaining submissions.5

References:

ICE LIBOR Methodology - ICE Benchmark Administration Limited (IBA) (5)

https://www.theice.com/publicdocs/ICE_LIBOR_Methodology.pdf
https://www.theice.com/publicdocs/ICE_LIBOR_Methodology.pdf
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Over the past decade, certain disadvantages to the processes behind  
forward-looking term rates have emerged:6

3.  Why are LIBOR rates 
undergoing reform?

LIBOR-type rates are being reformed because they can introduce 
human error, can represent unsecured lending, and can be 
interpreted as a sign of creditworthiness of a particular bank.

They are based on hypothetical data, rather than actual transactions. 
Instead of simply reading off the average value used in real transactions, 
the banks make an estimate - which introduces human motivations, 
apprehensions and errors.

1

LIBOR, specifically, represents unsecured lending, which may become very 
illiquid in certain market conditions, particularly for longer terms.

2

Rate submissions can be interpreted by the market as a sign of 
creditworthiness of the submitting panel member. As such, there can be 
reticence to submit a sharply increased value, even if market conditions 
warrant this.    

3

References:

The Wheatley Review of LIBOR: final report - Martin Wheatley (6)

https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/191762/wheatley_review_libor_finalreport_280912.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/191762/wheatley_review_libor_finalreport_280912.pdf
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4.  How will LIBOR rates
be reformed?

To address these concerns, the regulatory bodies governing most major financial 
markets have convened a series of working groups. These groups have been 
investigating alternatives to forward-looking term rates, and planning the 
transition away from them.

The broad pattern has been to address specific weaknesses in forward-looking 
term rates (for example, by delaying publication of submissions for a period 
of time), while also identifying (or establishing) a risk-free rate as an eventual 
replacement.7,8

In some cases, this has already happened. A number of LIBOR currencies and 
terms have already been discontinued.9 In other cases, such as EURIBOR, 
the methodological changes made to address the weaknesses above have 
been deemed sufficient to permit indefinite continued use of the rate, and no 
replacement is planned.10 

However, even in markets with a surviving forward-looking term rate, customer 
appetite for risk-free rates may grow with their adoption in other markets, and 
finance providers who offer risk-free rate contracts may capture market share.

Risk-free rates function differently to LIBOR rates, and this leads to a number of 
challenges around adopting them in systems that support auto and equipment 
finance. 

Regulatory bodies are reforming LIBOR-type rates partly by 
addressing their specific weaknesses, but also by establishing 
new risk-free rates (or identifying existing ones) as their 
replacements.

References:

SONIA recommended as the sterling near risk-free interest rate benchmark - The Working Group 
on Sterling Risk-Free Reference Rates

(7)

Interim Report and Consultation - The Alternative Reference Rates Committee (ARRC) (8)

LIBOR becomes a regulated activity - The British Bankers’ Association  (9)

The FSMA Authorises EMMI as Administrator of the EURIBOR Benchmark - Financial Services and 
Markets Authority (FSMA) 

(10)

https://www.bankofengland.co.uk/news/2017/april/sonia-recommended-as-the-sterling-near-risk-free-interest-rate-benchmark
https://www.bankofengland.co.uk/news/2017/april/sonia-recommended-as-the-sterling-near-risk-free-interest-rate-benchmark
https://www.newyorkfed.org/medialibrary/microsites/arrc/files/2016/arrc-interim-report-and-consultation.pdf?la=en
https://www.newyorkfed.org/medialibrary/microsites/arrc/files/2016/arrc-interim-report-and-consultation.pdf?la=en
https://web.archive.org/web/20130622081925/http://www.bbalibor.com/news/libor-becomes-a-regulated-activity
https://web.archive.org/web/20130622081925/http://www.bbalibor.com/news/libor-becomes-a-regulated-activity
https://www.fsma.be/en/news/fsma-authorises-emmi-administrator-euribor-benchmark
https://www.fsma.be/en/news/fsma-authorises-emmi-administrator-euribor-benchmark
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A risk-free rate is an overnight rate calculated from actual transactions made 
on the previous day. Examples of risk-free rates that feature in LIBOR reform 
include:

The key difference between risk-free rates and term rates is that they are 
overnight - they apply only between one working day and the next. This means 
that their day-to-day value has a greater amount of inherent volatility than 
would be the case for a term rate in the same currency, but when averaged or 
compounded over an interest period, the effective SONIA rate is generally as 
predictable as the corresponding LIBOR rate, and sometimes more so. 

5.  What are risk-free rates?
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Risk-free rates are overnight rates calculated from actual 
transactions made on the previous day, and include SONIA, 
SOFR and €STR. Their day-to-day value has greater volatility, 
but they are generally as predictable, and sometimes more so.

SONIA (Sterling Overnight Index Average): A trimmed average of 
overnight GBP-denominated deposit transactions.

1

SOFR (Secured Overnight Financing Rate): Based on overnight 
transactions in the U.S. dollar Treasury repo market.

2

€STR (Euro Short-Term Rate - also  ESTER or ESTR): Based on wholesale 
Euro unsecured overnight borrowing costs of European banks.

3



10

6. What are the alternatives to full 
adoption of risk-free rates?

Term rates are not the only existing mechanism by which contracts can be 
priced. If its systems are not equipped to handle the new methods, a finance 
provider can pursue a number of options. However, each has its disadvantages:

Switch from term rates to base rates. Base rates are widely supported, so 
a system that supports money market rates should allow a straightforward 
transition from a term rate to a base rate midway through a contract. 
However, the financial characteristics of a base rate are quite different 
to those of a term rate derived from a money market; they might not be 
appropriate for a provider whose cost of funding tracks money market 
rates more closely than base rates, or who wishes to hedge interest rate risk 
across credit and debit products.  

1

Switch from term rates to fixed rates. Similarly, a point-in-time transition 
to fixed rates should generally be supported, but the interest rate risk 
incurred may not be acceptable. 

2

Model risk-free rates within existing interest rate structures. It’s possible 
to achieve a reasonable approximation of a risk-free rate calculation using 
base rate functionality. However, there will be calculation differences, and 
they may become significant when rates change significantly. Furthermore, 
screens and processes intended to support a handful of base rate changes 
a year may not function at their best when each contract experiences 
hundreds of rate changes.

3

If finance providers don’t want to use risk-free rates as an 
alternative to term rates - or can’t because their systems don’t 
support them - they can use base rates or fixed rates, or model 
the risk-free rates within existing interest rate structures, but 
each option presents its own difficulties.
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7.  Timeline

LIBOR will be imminently discontinued for all currencies.11 Regulators are  
pressing for the input of new LIBOR business to cease by the end of 2020, and for 
the transition of existing business away from LIBOR by the end of 2021.

These transitions are well underway for major LIBOR rates. Methodological 
changes are underway, with similar timescales, for other rates which will not 
be discontinued. For example, EURIBOR’s calculation approach will change to 
support transaction data from the underlying market on the target, with inputs 
derived from additional transactions from recent dates and similar markets.12 This 
is known as a hybrid methodology.

The transition was initially recommended in 2014 by the Financial Stability Board.1 
Key dates from that point for certain widely used rates are in the table below.

Event GBP LIBOR USD LIBOR EURIBOR

Creation of working group March 2015: BoE convenes 
Working Group on Sterling Risk-
Free Reference Rates13 

November 2014: Federal Reserve 
convenes Alternative Reference 
Rates Committee14

February 2018: ECB convenes 
Working Group on Euro Risk-
Free Rates15

Risk-free rate recommendations April 2017: Working group 
recommends SONIA7

June 2017: ARRC selects SOFR16 September 2018: Working group 
recommends €STR, but not 
discontinuation of EURIBOR17

March 2019: Working group 
recommends transition from 
EONIA to €STR18

Term rate end of life July 2017: FCA announces 2021 end of life for all LIBOR rates.11 July 2019: FSMA confirms 
EURIBOR hybrid methodology 
permits continued use of 
EURIBOR10

Risk-free rate publication April 2018: BoE reforms 
SONIA and takes over 
publication19

April 2018: NY Fed starts 
publishing SOFR20

October 2019: ECB starts 
publishing €STR21

Transition 2021: Existing LIBOR business 
matures or transitions to SONIA22

2021: Existing LIBOR business 
matures or transitions to SOFR23

€STR business gradually 
introduced as appropriate, 
alongside EURIBOR business, as 
well as acting as a fallback for such 
EURIBOR business24

Regulators are pressing for no new LIBOR business by the end 
of 2020, and existing business to be moved away from LIBOR by 
the end of 2021, with recommended replacements being SONIA 
for GBP and SOFR.

Meanwhile in Europe, €STR is recommended and changes to 
how EURIBOR is used are underway.
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References:

The future of LIBOR - Financial Conduct Authority (FCA)(11)

Working Group on Sterling Risk-Free Reference Rates - Terms of Reference (13)

Benchmark Determination Methodology for EURIBOR - European Money Markets 
Institute (EMMI) 

(12)

The Alternative Reference Rates Committee (ARRC) (14)

Terms of reference for the Working Group on Euro Risk-Free Rates - European Central Bank (ECB) (15)

The ARRC Selects a Broad Repo Rate as its Preferred Alternative Reference Rate - The Alternative 
Reference Rates Committee (ARRC) 

(16)

Private sector working group on euro risk-free rates recommends ESTER as euro risk-free rate - 
European Central Bank (ECB) 

(17)

Working group on euro risk-free rates recommends transition path from EONIA to €STR and 
€STR-based forward-looking term structure methodology - European Central Bank (ECB)

(18)

SONIA reform to be implemented on 23 April 2018 - Bank of England (BoE) (19)

Statement Introducing the Treasury Repo Reference Rates - Federal Reserve Bank of New York 
(New York Fed) 

(20)

How the discontinuation of LIBOR may affect your members and stakeholders - Financial Conduct 
Authority (FCA) 

(22)

High level recommendations for fallback provisions in contracts for cash products and derivatives 
transactions referencing EURIBOR - The working group on euro risk-free rates

(24)

ECB announces start date for euro short-term rate (€STR) - European Central Bank (ECB) (21)

Transition from LIBOR - The Alternative Reference Rates Committee (ARRC) (23)

https://www.fca.org.uk/news/speeches/the-future-of-libor
https://www.fca.org.uk/news/speeches/the-future-of-libor
https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/rfr-terms-of-reference.pdf
https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/rfr-terms-of-reference.pdf
https://www.emmi-benchmarks.eu/assets/files/D0016A-2019%20Benchmark%20Determination%20Methodology%20for%20EURIBOR.pdf
https://www.emmi-benchmarks.eu/assets/files/D0016A-2019%20Benchmark%20Determination%20Methodology%20for%20EURIBOR.pdf
https://www.newyorkfed.org/arrc/about
https://www.newyorkfed.org/arrc/about
https://www.ecb.europa.eu/paym/initiatives/interest_rate_benchmarks/WG_euro_risk-free_rates/shared/pdf/2017_11_29_terms_of_reference.pdf
https://www.ecb.europa.eu/paym/initiatives/interest_rate_benchmarks/WG_euro_risk-free_rates/shared/pdf/2017_11_29_terms_of_reference.pdf
https://www.newyorkfed.org/medialibrary/microsites/arrc/files/2017/ARRC-press-release-Jun-22-2017.pdf
https://www.newyorkfed.org/medialibrary/microsites/arrc/files/2017/ARRC-press-release-Jun-22-2017.pdf
https://www.ecb.europa.eu/press/pr/date/2018/html/ecb.pr180913.en.html
https://www.ecb.europa.eu/press/pr/date/2018/html/ecb.pr180913.en.html
https://www.ecb.europa.eu/press/pr/date/2019/html/ecb.pr190314_1~af10eb740e.en.html
https://www.ecb.europa.eu/press/pr/date/2019/html/ecb.pr190314_1~af10eb740e.en.html
https://www.bankofengland.co.uk/-/media/boe/files/news/2017/october/sonia-reform-to-be-implemented-on-23-april-2018.pdf
https://www.bankofengland.co.uk/-/media/boe/files/news/2017/october/sonia-reform-to-be-implemented-on-23-april-2018.pdf
https://www.newyorkfed.org/markets/opolicy/operating_policy_180403
https://www.newyorkfed.org/markets/opolicy/operating_policy_180403
https://www.fca.org.uk/publication/correspondence/how-libor-discontinuation-may-affect-your-members-stakeholders.pdf
https://www.fca.org.uk/publication/correspondence/how-libor-discontinuation-may-affect-your-members-stakeholders.pdf
https://www.ecb.europa.eu/pub/pdf/other/ecb.wgeurofr_highlevelrecommendatioseuriborfallbacks~abc6ca6268.en.pdf
https://www.ecb.europa.eu/pub/pdf/other/ecb.wgeurofr_highlevelrecommendatioseuriborfallbacks~abc6ca6268.en.pdf
https://www.ecb.europa.eu/press/pr/date/2019/html/ecb.pr190314~28790a71ef.en.html
https://www.ecb.europa.eu/press/pr/date/2019/html/ecb.pr190314~28790a71ef.en.html
https://www.newyorkfed.org/arrc/sofr-transition
https://www.newyorkfed.org/arrc/sofr-transition
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8.  Current usage of term rates

For a contract linked to a term rate, interest on customer balances is calculated 
using values read at regular intervals from the linked rate. These intervals may 
correspond to the frequency with which interest is billed to the customer, which 
in turn can provide a reasonable justification for the choice of one term rate over 
another. For example, if a UK contract settled interest on a quarterly basis, a 
natural choice of term rate would be 3-month GBP LIBOR.

This means that, for a given contract, interest is recalculated infrequently - 
usually on a monthly or quarterly basis. If contract start dates are distributed 
evenly, only a small fraction will require recalculation each day. Since the LIBOR 
rate applies from the start of an interest calculation period, the interest billed at 
the end of that period is known well in advance, and so there is sufficient time to 
invoice the customer ahead of the due date.

Term rates usually use a simple interest calculation. This means that interest is 
not compounded, and accrues at a flat rate over time. It is usual to charge an 
interest margin over and above the underlying term rate. To determine the total 
interest due in a period, the margin is expressed as a flat annual rate, to be added 
to the flat term rate value.

There are many established products that support this scenario.

Typically, interest for contracts linked to term rates is calculated 
infrequently, can be invoiced ahead of the due date, and is 
combined with a flat margin rate.

LI
B

O
R

LIBOR Interest  
(simple)

Margin Interest  
(simple)

Capital Balance
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9.  Using risk-free rates in 
auto and equipment finance

The key consideration in embracing this change is the replacement of the term 
rate in the interest calculation with a similar rate, derived from the SONIA values 
applicable to the interest period.

The simplest approach would be the construction of a forward-looking term 
rate from risk-free rate data, as this could simply be used in place of LIBOR with 
no systems modification required. However, this reintroduces some of LIBOR’s 
disadvantages; a rate fixed at the start of a period will not reflect unexpected 
events that occur within that period. Indeed, the nature of the source data 
specifically eliminates the predictive aspect of LIBOR - the historic overnight 
transactions used to calculate such a forward-looking rate may have (quite 
legitimately) discounted disturbances that were a few weeks away.

Such rates are under consideration, but their creation is by no means guaranteed 
in all markets. Even if the concerns are addressed, these rates may not be in place 
before LIBOR’s end of life, and their use may be discouraged for many segments of 
the market.25

So, for now we are faced with enhancing the interest calculation to derive an 
effective interest rate, for a given interest period, from the risk-free rates falling 
within that period. 

Since the risk-free rate interest calculation for a period must reflect every rate 
within that period, and since risk-free rate values can only be published after all 
relevant transactions are complete for the date on which they apply, the interest for 
that period cannot be calculated in full until that period is complete.

It would be preferable for this interest to be paid as soon as the period ends. Some 
sophisticated customers can tolerate same-day notification and settlement (and 
may prefer it if they are trying to match their hedging precisely), but it wouldn’t suit 
the many who prefer to know the amount they must pay several days in advance. 
Accommodating these customers means delaying the request for payment until 
the end of the interest period, which means payment could not be expected until a 
reasonable period had elapsed from that point. 

9a. Customer notification

Using a risk-free rate in place of a forward-looking term rate 
isn’t straightforward. Instead, it’s necessary to look at the 
interest calculation itself.

References:

Use Cases of Benchmark Rates: Compounded in Arrears, Term Rate and Further Alternatives - The 
Working Group on Sterling Risk-Free Reference Rates

(25)

https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/rfr/use-cases-of-benchmark-rates-compounded-in-arrears-term-rate-and-further-alternatives.pdf
https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/rfr/use-cases-of-benchmark-rates-compounded-in-arrears-term-rate-and-further-alternatives.pdf
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The emerging solution is to apply a date shift to the rates that apply for an interest 
period. If each date within the interest period uses the rate from several days prior, 
then interest can be calculated before the end of the period and the end customer 
can be notified in time to pay it before the end of the period. 

Scenario 1 - Normal working week

The example below shows the rates that would be read for a schedule using SONIA with a 5 day lag in a normal working week. Here green 
denotes a working day and red a non-working day. We can see that the rate published for Saturday and Sunday is the same as that for the 
preceding Friday, and that the rate read on a Saturday or Sunday is the same as the rate read on the preceding Friday. The rate read on the 
Monday is the SONIA rate published 5 working days prior, in this example the rate from the previous Monday, and so on.

Scenario 2 - Week including bank holiday

In the case of a bank holiday the rate that was originally published on the Friday prior to the bank holiday weekend would be read on the 
Monday following the week containing the bank holiday.

Since the compounding calculation weights each rate by its day plus each non-working day that follows it, when we look back to apply a rate 
from a previous date, we must make a decision about whether to use the weight from the date upon which the rate is applied (Observation 
Lag), or the original rate publication date (Observation Shift).

Observation Lag

This approach attempts to preserve the period at which a particular balance accrues interest, and is demonstrated in the example below. If 
we consider Friday week 2 and Monday week 3, then: 

We look back 5 working days from Monday, week 3 to Friday week 1. The rate published on Fri week 1 had an original weight of 4 days, 
however as it is applied on Monday week 3 its weight is only 1 day in the calculation.
We look back 5 working days from Friday week 2 to Thursday week 1. The rate published on Thursday week 1 only had an original weight of 1 
day, however as it is applied on Friday week 2 its weight is increased to 3 days in the calculation.  

Observation Shift

This approach attempts to minimise the difference between published and applied rates. The weighting used for a rate is the weighting of 
the day on which it was published. This means that when Monday week 3 reads the rate for Friday week 1, the 4 day weight from Friday week 
1 is preserved and applied on Monday week 3.

In the details of the SONIA calculation the rate will be published on working days. On non-working days the rate from the last working day is 
applicable. This impacts the rate that we read with, for example, a 5 working day lag configured for the rate read date.

j j o oSONIA 
published rate

Rate read on 
the day

Period rate 
applies

Week 1

- - - - -

Week 2 Week 3
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j j o oSONIA 
published rate

Week 1 Week 2 Week 3

M T W Th Sa SuF T W Th Sa SuF M T W Th Sa SuF

a

Rate read on 
the day

- - - - - b c d e g h i ja

b c d e g h i j k l m n o

Period rate 
applies 1 1 1 1 1 1 114

e e e

M

Period rate 
applies 1 1 1 31 1 1 1 31

This raises further questions for the calculation. Rates that apply over a weekend 
may have slightly different values to reflect the fact that they apply for longer than 
a mid-week rate. If rates are shifted by a whole number of weeks only, this will 
not usually lead to oddities. However, this approach breaks down around public 
holidays, and so a choice must be made:

Scenario 1 - Normal working week

The example below shows the rates that would be read for a schedule using SONIA with a 5 day lag in a normal working week. Here green 
denotes a working day and red a non-working day. We can see that the rate published for Saturday and Sunday is the same as that for the 
preceding Friday, and that the rate read on a Saturday or Sunday is the same as the rate read on the preceding Friday. The rate read on the 
Monday is the SONIA rate published 5 working days prior, in this example the rate from the previous Monday, and so on.

Scenario 2 - Week including bank holiday

In the case of a bank holiday the rate that was originally published on the Friday prior to the bank holiday weekend would be read on the 
Monday following the week containing the bank holiday.

Since the compounding calculation weights each rate by its day plus each non-working day that follows it, when we look back to apply a rate 
from a previous date, we must make a decision about whether to use the weight from the date upon which the rate is applied (Observation 
Lag), or the original rate publication date (Observation Shift).

Observation Lag

This approach attempts to preserve the period at which a particular balance accrues interest, and is demonstrated in the example below. If 
we consider Friday week 2 and Monday week 3, then: 

We look back 5 working days from Monday, week 3 to Friday week 1. The rate published on Fri week 1 had an original weight of 4 days, 
however as it is applied on Monday week 3 its weight is only 1 day in the calculation.
We look back 5 working days from Friday week 2 to Thursday week 1. The rate published on Thursday week 1 only had an original weight of 1 
day, however as it is applied on Friday week 2 its weight is increased to 3 days in the calculation.  

Observation Shift

This approach attempts to minimise the difference between published and applied rates. The weighting used for a rate is the weighting of 
the day on which it was published. This means that when Monday week 3 reads the rate for Friday week 1, the 4 day weight from Friday week 
1 is preserved and applied on Monday week 3.

In the details of the SONIA calculation the rate will be published on working days. On non-working days the rate from the last working day is 
applicable. This impacts the rate that we read with, for example, a 5 working day lag configured for the rate read date.
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Respect the period of the original calculation dates. This has been referred to 
as an “observation lag” or “lookback”.26
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Scenario 1 - Normal working week

The example below shows the rates that would be read for a schedule using SONIA with a 5 day lag in a normal working week. Here green 
denotes a working day and red a non-working day. We can see that the rate published for Saturday and Sunday is the same as that for the 
preceding Friday, and that the rate read on a Saturday or Sunday is the same as the rate read on the preceding Friday. The rate read on the 
Monday is the SONIA rate published 5 working days prior, in this example the rate from the previous Monday, and so on.

Scenario 2 - Week including bank holiday

In the case of a bank holiday the rate that was originally published on the Friday prior to the bank holiday weekend would be read on the 
Monday following the week containing the bank holiday.

Since the compounding calculation weights each rate by its day plus each non-working day that follows it, when we look back to apply a rate 
from a previous date, we must make a decision about whether to use the weight from the date upon which the rate is applied (Observation 
Lag), or the original rate publication date (Observation Shift).

Observation Lag

This approach attempts to preserve the period at which a particular balance accrues interest, and is demonstrated in the example below. If 
we consider Friday week 2 and Monday week 3, then: 

We look back 5 working days from Monday, week 3 to Friday week 1. The rate published on Fri week 1 had an original weight of 4 days, 
however as it is applied on Monday week 3 its weight is only 1 day in the calculation.
We look back 5 working days from Friday week 2 to Thursday week 1. The rate published on Thursday week 1 only had an original weight of 1 
day, however as it is applied on Friday week 2 its weight is increased to 3 days in the calculation.  

Observation Shift

This approach attempts to minimise the difference between published and applied rates. The weighting used for a rate is the weighting of 
the day on which it was published. This means that when Monday week 3 reads the rate for Friday week 1, the 4 day weight from Friday week 
1 is preserved and applied on Monday week 3.

In the details of the SONIA calculation the rate will be published on working days. On non-working days the rate from the last working day is 
applicable. This impacts the rate that we read with, for example, a 5 working day lag configured for the rate read date.
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Shift the calculation period and balances back to the dates from which rates 
are read. This is known as “observation shift”.27

2

It’s not reasonable to expect an end customer to pay on the same 
day its interest has been calculated. To accommodate this, risk-
free rate calculations can be shifted backwards, but this raises 
questions around weekends and holidays.

References:

Discussion Paper: Conventions for referencing SONIA in new contracts - The Working Group on 
Sterling Risk-Free Reference Rates

(26)

Appendix to SOFR Floating Rate Notes Conventions Matrix - Alternative Reference Rates 
Committee

(27)

https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/discussion-paper-conventions-for-referencing-sonia-in-new-contracts.pdf
https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/discussion-paper-conventions-for-referencing-sonia-in-new-contracts.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2019/ARRC_SOFR_FRN_Matrix_Appendix.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2019/ARRC_SOFR_FRN_Matrix_Appendix.pdf
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All of the working groups have recommended the use of a daily compounding 
interest calculation for risk-free rates28 (although a few have noted that a simple 
average calculation would provide a reasonable, if inferior, approximation29). 

This solution is complicated by the fact that the margin rate cannot simply be 
added to the risk-free rate prior to compounding. If it this were the case, the 
compounding interest calculation would cause the effective rate of margin 
interest to fluctuate with the underlying risk-free rate, and it would not be 
possible to guarantee a consistent rate of return.

Further complications arise with the calculation when more complex features are 
used within an interest period. 

For example, an interest period can be broken by a mid-interest-period 
drawdown, or when interest is capitalised more frequently than it is settled (for 
example, monthly capitalisation with quarterly settlement).

9b. Interest calculation

Working groups have recommended that risk-free rates use 
a daily compounding interest calculation, but this introduces 
further complications when added to the margin rate, and when 
there are more complex elements involved.

R
FR

RFR Interest  
(Compounds Daily)

Margin Interest  
(simple)

Capital Balance

References:

Statement from the Working Group and Summary of Responses to Discussion Paper on Conven-
tions for Referencing SONIA in new contracts - The Working Group on Sterling Risk-Free Reference 
Rates 

(28)

A User’s Guide to SOFR - The Alternative Reference Rates Committee(29)

https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/statement-and-summary-of-responses-to-sonia-conventions-discussion-paper.pdf?la=en&hash=51875B0040FE48F97619E010B2C7F2A934A5DA05
https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/statement-and-summary-of-responses-to-sonia-conventions-discussion-paper.pdf?la=en&hash=51875B0040FE48F97619E010B2C7F2A934A5DA05
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2019/Users_Guide_to_SOFR.pdf
https://www.newyorkfed.org/medialibrary/Microsites/arrc/files/2019/Users_Guide_to_SOFR.pdf
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In the former case, RFR interest must be carried into the starting balance for the 
next part of the interest period for the RFR calculation only, but simple interest 
accrues on the new balance only. In the latter case, both RFR and simple interest 
are added to the capital balance for both calculations in the next part of the 
interest period.

A term rate is not simply equivalent to a risk-free rate compounded over the 
same period. The term rate will be priced based on expectations regarding the 
medium- to long-term prospects of the markets involved, while a risk-free rate 
is based only on very short-term expectations. This can be seen in the spread 
between a term rate and the matching risk-free rate compounded across an 
equivalent period.30

Switching from a term rate to a risk-free rate means that a certain amount of risk 
that was encapsulated in the term rate must now be addressed independently. 
This has been referred to as a credit adjustment spread. Consensus is emerging 
that it should be calculated based on the historical average spread between 
the term rate and the compounded risk-free rate, and contribute to the 
interest calculation as the margin does, in a manner that can be exposed to the 
customer.31

Systems that provide the ability to change a contract’s floating rate configuration 
from a point in time will enable a smooth transition. Linking the contract to a 
new risk-free rate, and uplifting the margin at the desired transition date, allows 
a contract to switch seamlessly to the risk-free rate and avoids the need to 
terminate and re-enter a potentially large number of term rate-linked contracts.

Systems that do not support a dated profile of floating rate configurations will 
require either enhancement in this area or significant manual effort.   

9c. Transitioning from term rates to risk-free rates

When switching from a term rate to a risk-free rate, the 
resulting credit adjustment spreads also require sophisticated 
systems support.

References:

Consultation on credit adjustment spread methodologies for fallbacks in cash products referencing 
GBP LIBOR  - The Working Group on Sterling Risk-Free Reference Rates

(30)

Consultation on credit adjustment spread methodologies for fallbacks in cash products referencing 
GBP LIBOR - Summary of Responses  - The Working Group on Sterling Risk-Free Reference Rates

(31)

https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/consultation-on-credit-adjustment-spread-methodologies-for-fallbacks-in-cash-products-referencing-gb.pdf
https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/consultation-on-credit-adjustment-spread-methodologies-for-fallbacks-in-cash-products-referencing-gb.pdf
https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/summary-of-responses-on-consultation-credit-adjustment.pdf
https://www.bankofengland.co.uk/-/media/boe/files/markets/benchmarks/summary-of-responses-on-consultation-credit-adjustment.pdf


18

10.  Systems implications for 
finance providers

Systems that support term rates may not possess all of the features necessary to 
fully support risk-free rates. 

Those features fall into a number of areas:

Enhancing the core floating rate interest calculation to support 
compounding risk-free rates, as described in section 9b. Change to the core 
floating rate interest calculations will be required.

1

Enhancing downstream functionality to respect and support these features. 
For example:

 a. Exposing a daily breakdown of interest to assist with reconciliation 
  and customer queries 

 b. Apportioning compounding floating rate income correctly into  
 the months in which it accrued

 c. Making calculations that endeavour to match a contract’s core  
 interest calculation for a more ad hoc purpose - such as calculation  
 of the termination settlement fee

 d. Exposing relevant information in documents and reports

2

Performance at volume. Daily recalculation of interest for every risk-free 
rate-linked contract will be more demanding than the current monthly or 
quarterly term rate recalculations.

3

Ensuring a smooth transition to risk-free rates from term rates for existing 
business.

4

Integration with an automated interest rate feed. Some applications already 
support this, but for systems which do not, it will no longer be possible to 
avoid daily rate input.

5

Finance providers looking to make use of the new risk-free 
rates will require systems support in a number of areas, notably 
changes to floating rate interest calculations, enhancing 
downstream functionality, recalculation at volume, feed 
integration and, of course, a smooth transition for themslves and 
their customers.
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11.   Summary

The transition away from forward-looking term rates to risk-free rates, or any 
other alternative, presents a number of challenges for finance and systems 
providers alike.

For finance companies trying to adapt by adjusting the mechanics of their 
interest calculations, there are complications around customer notification, daily 
compounding interest and credit adjustment spreads.

All these amendments must be accommodated by the software vendor 
and more. They need to address floating rate interest calculations, enhance 
downstream functionality, volume recalculation, feed integration, and of course 
a smooth transition for all.

Alfa Systems, Alfa’s flagship software platform, was already capable of 
addressing many of these requirements before the LIBOR transition became a 
reality.

We have been working with the Alfa User Group to implement the right solution; 
one that is consistent with the usage of risk-free rates across other lines of 
business, and allows a smooth transition to risk-free rates for existing business at 
scale.

Alfa Systems can help you manage the change.

Talk to us.

•  Transforming your operations, 
•  Consolidating or integrating your existing systems, or 
•  Delivering a truly digital solution to your customers

...then contact sales@alfasystems.com to find out how Alfa can help.

If you are thinking about:
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