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THE END OF LIBOR:
WHICH BENCHMARK RATE FOR PRE-AWARD INTEREST?

by Aaron Dolgoff, Tiago Duarte-Silva, and Julian DiPersio

LIBOR was discontinued for most currencies at the end of 2021, with only USD
LIBOR set to be discontinued in 2023." LIBOR has been widely accepted as a
reference by tribunals in their decisions on pre-award interest rates.” The question
now is what will replace it as the new benchmark lending rate. The Secured
Overnight Financing Rate (SOFR) has emerged as a leading benchmark in financial
markets.

SOFR shares considerable similarities with LIBOR. It is based on the rates that
large financial institutions pay to one another for overnight loans.> Because LIBOR
was an unsecured rate and SOFR is secured, SOFR is associated with lower risk than
LIBOR. This fact is illustrated by, for example, SOFR rates being lower than LIBOR
rates in both the overnight and 12-month tenors. Figure 1 below shows LIBOR’s
spread over SOFR for the 12-month tenor.* Since 2020, SOFR has been lower than
LIBOR by an average of 26 basis points (i.e., 0.26 percentage points).”

Various forms of LIBOR across currencies, including GBP LIBOR, and tenors have already been
discontinued, with the publication of USD LIBOR set to end in June 2023.

Tiago Duarte-Silva and Swati Kanoria, IA Insights: The importance of interest in arbitral awards, CRA
INsiGHTS, Feb. 9, 2022, https://www.crai.com/insights-events/publications/ia-insights-the-
importance-of-interest-in-arbitral-awards /.

Secured Overnight Financing Rate Data, FEDERAL RESERVE BANK OF NEW  YORK,
https:/ /www.newyorkfed.org/ markets/ reference-rates/sofr.

Note that SOFR is an overnight rate by definition; 12-month-term SOFR is based on swaps.

® Median LIBOR spread over SOFR, 12-month tenor, January 2020-February 2022. Data from Eikon and
Intercontinental Exchange (ICE).
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Figure 1: LIBOR spread to SOFR, 12M tenor"
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Although SOFR and LIBOR are similar, it is important that tribunals not simply
move the goalposts by changing pre-award interest rates such as LIBOR+2.00% to
SOFR+2.26%, for example. True borrowing costs vary with the borrower’s risk and
with market conditions.* The same principles apply to SOFR.

Figure 2 below shows bond yield spreads to SOFR since 2020, (i.e., how much
higher than SOFR were the rates on debts of different risks/ratings). For example,
the green line shows rates on debts rated B (within the junk debt category), whereas

the orange line shows rates on debts rated AA.

! Data from Eikon and Intercontinental Exchange (ICE).

% Aaron Dolgoff and Tiago Duarte-Silva, Pre-Award Interest: Is LIBOR+2% a Reasonable Commercial
Rate?, CRAINSIGHTS, June 14, 2022, https: / /www.crai.com/insights-events/publications /pre-award-
interest-is-libor2-a-reasonable-commercial-rate/.
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Figure 2: Bond yield spreads to overnight SOFR across credit ratings®
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It is too early to observe a full business or credit cycle of how these spreads vary
over time; nevertheless, it is clear that SOFR plus a standardized spread (e.g., 2.00%
or even 2.26%) does not capture the variety of commercially reasonable rates. For
example, AA-rated debts have had spreads between 42 basis points below and 263
basis points above SOFR (i.e., -0.42 to 2.63 percentage points), and B-rated debts’
spreads over SOFR have always been at least 300 basis points (i.e., 3.0 percentage
points).

It is also clear that SOFR plus a standardized spread does not capture changing
market conditions. For example, the spread on B-rated debts has varied more than
1,387 basis points since 2020, (i.e., 13.87 percentage points).

The discontinuation of LIBOR has implications for lending rates in foreign
currencies as well. The Euro Short-Term Rate (ESTR) has replaced EUR LIBOR, while
the Sterling Overnight Index Average (SONIA) has replaced GBP LIBOR.4 Like LIBOR,

3 Bond yield ratings based on indices of one-to-three-year corporate bond yields at each credit rating.
Data from Eikon.

4 LIBOR Reforms, HSBC, https:/ /www.gbm.hsbc.com /financial-regulation /ibor.
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they do little to capture risk profiles and market conditions, two essential
components of interest rates.

Figure 3 below shows LIBOR spreads to its replacements across currencies. It
shows that LIBOR rates are higher than their currency equivalent replacement
benchmarks, indicating that these new benchmarks represent lower-risk lending

rates—they are not the same as LIBOR.

Figure 3: LIBOR spreads to SOFR, SONIA, and ESTR, 12-month tenor®
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As these transitions take place, it will be important to consider that the LIBOR
replacements should not be accepted as perfect substitutes for LIBOR when it comes
to selecting rates for pre-award interest. It will be just as important to realize that,
like LIBOR, these replacements will do little to account for changing market

conditions and risk profiles.

% Data from www.global-rates.com, Eikon, European Central Bank (ECB), and Intercontinental Exchange
(ICE). ECB began publishing 12-month ESTR in October of 2020. 12-month SONIA not available on
Eikon prior to July of 2020.
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; AARON DOLGOFF, CFA, is Vice President at Charles River Associates.
"i \’a‘ He is a testifying and consulting expert, specializing in disputes
g %’é . related to securities valuation, damages, compensation, and
L " financial markets. He has over 25 years of experience as an

"% economic consultant in dispute settings and as a management

consultant specializing in corporate finance, valuation, strategy,
and compensation issues. Mr. Dolgoff has provided expert opinions
A and consulting advice in domestic and international arbitrations, in

federal and state courts), and in administrative proceedings.

TIAGO DUARTE-SILVA, Ph.D. is Vice President at Charles River
Associates. He is an experienced testifying expert that combines
economics, finance, and accounting expertise with market
experience in M&A, public equity offerings, and other corporate
transactions. He has been retained in over 150 disputes involving
entities in more than 50 countries and, among depositions, trials,
and arbitral hearings, has been cross-examined live in over 20
disputes. Dr. Duarte-Silva also teaches a full-semester course on

valuation to MBA students at Boston College. Dr. Duarte-Silva’s written and oral
opinions have been used in US litigation (federal and state courts), in foreign litigation
(Brazil and Australia), in domestic and international arbitrations (e.g., ICSID, PCA, ICC,
LCIA, SIAC, HKIAC, JAMS, AAA, UNCITRAL), and before the US Department of
Commerce.

JULIAN DIPERSIO is a Consulting Associate, Financial Markets at
Charles River Associates ¢

6 The authors wish to express that the conclusions set forth herein are based on independent research
and publicly available material. The views expressed herein are the views and opinions of the authors
and do not reflect or represent the views of Charles River Associates or any of the organizations with
which the authors are affiliated. Any opinion expressed herein shall not amount to any form of
guarantee that the authors or Charles River Associates has determined or predicted future events or
circumstances and no such reliance may be inferred or implied. The authors and Charles River
Associates accept no duty of care or liability of any kind whatsoever to any party, and no responsibility
for damages, if any, suffered by any party as a result of decisions made, or not made, or actions taken,
or not taken, based on this paper. If you have questions or require further information regarding this
issue of CRA Insights: International Arbitration, please contact the contributor or editor at Charles
River Associates. Detailed information about Charles River Associates, a trademark of CRA
International, Inc., is available at www.crai.com.
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INSTITUTE FOR TRANSNATIONAL ARBITRATION
OF
THE CENTER FOR AMERICAN AND INTERNATIONAL LAW

The Institute for Transnational Arbitration (ITA) provides advanced, continuing
education for lawyers, judges and other professionals concerned with transnational
arbitration of commercial and investment disputes. Through its programs, scholarly
publications and membership activities, ITA has become an important global forum
on contemporary issues in the field of transnational arbitration. The Institute’s
record of educational achievements has been aided by the support of many of the
world’s leading companies, lawyers and arbitration professionals. Membership in the
Institute for Transnational Arbitration is available to corporations, law firms,
professional and educational organizations, government agencies and individuals.

A. MISSION

Founded in 1986 as a division of The Center for American and International Law,
the Institute was created to promote global adherence to the world's principal
arbitration treaties and to educate business executives, government officials and
lawyers about arbitration as a means of resolving transnational business disputes.

B. WHY BECOME A MEMBER?

Membership dues are more than compensated both financially and professionally
by the benefits of membership. Depending on the level of membership, ITA members
may designate multiple representatives on the Institute’s Advisory Board, each of
whom is invited to attend, without charge, either the annual ITA Workshop in Dallas
or the annual Americas Workshop held in a different Latin American city each year.
Both events begin with the Workshop and are followed by a Dinner Meeting later that
evening and the ITA Forum the following morning - an informal, invitation-only
roundtable discussion on current issues in the field. Advisory Board Members also
receive a substantial tuition discount at all other ITA programs.

Advisory Board members also have the opportunity to participate in the work of
the Institute’s practice committees and a variety of other free professional and social

membership activities throughout the year. Advisory Board Members also receive a
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free subscription to ITA’'s quarterly law journal, World Arbitration and Mediation
Review, a free subscription to ITA’s quarterly newsletter, News and Notes, and
substantial discounts on all ITA educational online, DVD and print publications. Your
membership and participation support the activities of one of the world’s leading
forums on international arbitration today.
C. THE ADVISORY BOARD

The work of the Institute is done primarily through its Advisory Board, and its
committees. The current practice committees of the ITA are the Americas Initiative
Committee (comprised of Advisory Board members practicing or interested in Latin
America) and the Young Arbitrators Initiative Committee (comprised of Advisory
Board members under 40 years old). The ITA Advisory Board and its committees meet
for business and social activities each June in connection with the annual ITA
Workshop. Other committee activities occur in connection with the annual ITA
Americas Workshop and throughout the year.
D. PROGRAMS

The primary public program of the Institute is its annual ITA Workshop, presented
each year in June in Dallas in connection with the annual membership meetings.
Other annual programs include the ITA Americas Workshop held at different venues
in Latin America, the ITA-ASIL Spring Conference, held in Washington, D.C., and the
ITA-IEL-ICC Joint Conference on International Energy Arbitration. ITA conferences
customarily include a Roundtable for young practitioners and an ITA Forum for
candid discussion among peers of current issues and concerns in the field. For a
complete calendar of ITA programs, please visit our website at www.cailaw.org /ita.
E. PUBLICATIONS

The Institute for Transnational Arbitration publishes its acclaimed Scoreboard of
Adherence to Transnational Arbitration Treaties, a comprehensive, regularly-
updated report on the status of every country's adherence to the primary
international arbitration treaties, in ITA’s quarterly newsletter, News and Notes. All
ITA members also receive a free subscription to ITA’s World Arbitration and

Mediation Review, a law journal edited by ITA’s Board of Editors and published in four
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issues per year. ITA’s educational videos and books are produced through its
Academic Council to aid professors, students and practitioners of international
arbitration. Since 2002, ITA has co-sponsored KluwerArbitration.com, the most
comprehensive, up-to-date portal for international arbitration resources on the
Internet. The ITA Arbitration Report, a free email subscription service available at
KluwerArbitration.com and prepared by the ITA Board of Reporters, delivers timely
reports on awards, cases, legislation and other current developments from over 60
countries, organized by country, together with reports on new treaty ratifications,
new publications and upcoming events around the globe. ITAFOR (the ITA Latin
American Arbitration Forum) A listserv launched in 2014 has quickly become the
leading online forum on arbitration in Latin America.

Please join us. For more information, visit ITA online at www.cailaw.org /ita.
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