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The switch to SOFR discounting marks a turning point in the LIBOR transition—and it brings many 

changes. Being aware of the full impact of these changes will be key to understanding the implications 

 

risk, and the replacement of LIBOR with SOFR as the underlying of the derivatives market.  
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2019 has turned 

out to represent 

a fairly active 

year for the 

transitioning 

away from  

LIBOR to SOFR. 



SOFR Timeline & Key Milestones

Source: ARRC, April 2019

What is also very notable is that in October 2020, both clearing houses LCH and CME will switch 
their Price Alignment Interest (PAI) and discounting rates for USD OTC cleared swaps, as well 

ANALYZING THE TRANSITION FROM OIS TO SOFR DISCOUNTING
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trading activity that 

what is upcoming 

in 2020, the picture 

is solidifying over 

how the switch 

discounting will 



FIGURE 1A

SOFR & OIS Curves: Impact at the Shorter Tenor

Curve Analytics: Numerix. Data Source: Bloomberg

 
 

FIGURE 1B 

SOFR & OIS Curves: Longer Tenor Behavior 

Curve Analytics: Numerix. Data Source: Bloomberg
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SOFR is 

more volatile 

day to day 

than EFFR.



At the longer tenor range, however, the SOFR curves at the two dates merge to a single curve, 
which is partially due to the lack of liquidity of the SOFR derivatives market at that range. Similar 

It is worth mentioning that because the SOFR-Fed Funds basis spread is negative at the front 
end of the curve and turns positive at longer tenors on both dates, the SOFR curve crosses the 
OIS curve as the tenor increases. As a secured benchmark rate, one would usually expect the 
SOFR rate to be lower than the EFFR, due to the latter containing minor risk components. The 

Of important note, when analyzing market risk associated with the SOFR curve, instead of just 
looking at DV01 (the dollar value of a one basis point change), which is more of a mathematical 
tool and works well when the amplitude of the market movement is limited, using the real 

UNDERSTANDING DISCOUNTING RISK

Many consider the next major milestone in the LIBOR transition, from the perspective of the 
introduction of a new market practice, to be SOFR discounting. From a risk perspective, this 
means market risk will now be dependent on SOFR instead of OIS, and this could require 

ask themselves is, “Are we ready for this transition in discounting method?” 

Figure 2 shows, on a set of key tenors, the one-day forward rate as of September 30 compared to 
the same calculation on October 2, together with the same comparisons for the discount factors. 

FIGURE 2

1 Day Forward Rate & Discount Factor

September 30, 2019

Curve Analytics: Numerix 

October 2, 2019

Curve Analytics: Numerix

NUMERIX  5

ANALYZING THE MARKET IMPACT OF SOFR DISCOUNTING          JANUARY 2020

From a risk 

perspective, 

market risk will now 

be dependent on 

SOFR instead of 

OIS, and this could 

require completely 

vehicles.



 

 

 

 

 

PREPARING TO SWITCH FROM LIBOR TO SOFR-BASED 
UNDERLYING
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As a hedge 



 

 
 

 
 

UNDERSTAND WHAT SOFR DISCOUNTING MEANS TO YOUR 
BUSINESS
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WHAT YOU NEED TO 
KNOW

•  It is important to be aware 
of the impact of SOFR 
discounting in order to 

for derivatives trading  
and risk management. 

•  Since market risk will now  
be dependent on SOFR 
instead of OIS, this could 
require the use of completely 
different hedging vehicles.

•  As a hedge instrument,  
the SOFR-Fed Funds  
basis swap may be more 
useful as it is the most 
relevant SOFR instrument 
available concerning the 
discounting risk.

•  SOFR discounting will  
have an impact on the 
projection of future 

•  The switch to SOFR as the 
underlying of derivatives  
will bring different 
sensitivities to bear.

•  Adapting new derivatives  
to reference SOFR should  
be relatively straightforward, 
since market participants 
already have experience 
with overnight reference 
rates, such as the Fed  
Funds rate.
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