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The US Federal Funds Rate (FFR) is and has been the key interest rate for US dollar-backed lending 
worldwide. Yet, for much of the 1990’s and 2000’s, the FFR was not the financial world’s “most 
important number”. The rate that would steer the course of USD lending from 1986 until today was not 
actually set in the United States at all. In fact, even today nearly $199 trillion in loans, derivatives and 
trading agreements are based on the London Interbank Offered Rate, or LIBOR1.  LIBOR, the average rate 
at which non-US banks can borrow USD from one another, arose in the 1980s as a way to deal with the 
increasing complexity and scope of lending in financial markets. By finding the daily average rate at 
which international banks claim they could borrow funds from one another, one can establish a practical 
benchmark rate for all lending/borrowing activities. LIBOR is forward-looking, and is published at the 
one-month, three-month, six-month, and one-year rates. For thirty years, LIBOR has underpinned a 
significant portion of all dollar-denominated lending worldwide. So then why is it being phased out of use 
by 2021?  

LIBOR’s downfall may have been fated by the manner in which it was compiled each day: on a veritable 
honor-system by the 18 LIBOR-participant banks. To report LIBOR each day, the banks would be asked: 
"at what rate could you borrow funds, were you to do so by asking for and then accepting interbank offers 
in a reasonable market size just prior to 11 am, London time?" As each bank would only be required to 
report the forward interest rates at which they believed they could borrow at certain loan maturities, they 
had significant discretion in influencing what rate would be reported at 11:30 AM each day. LIBOR’s 
calculation had some checks to try to account for this, as the four highest and lowest responses were 
discarded and not included in the daily average. But there was no way to initially correct for systemic 
misreporting costs of funds. As the amount of financial transactions dependent upon LIBOR grew, banks 
increasingly had a financial stake in which way LIBOR swung. Since LIBOR was ostensibly self-
regulatory, even if the participants in the survey did not collude to misrepresent their costs of funds, as 
long as each of the reporting banks had the incentive to misreport their interest rates, then LIBOR could 
be effectively skewed without collusion to manipulate it.  

One notable instance of LIBOR manipulation was first reported by the Wall Street Journal in 2008. In the 
months leading up to the financial crisis, it appeared that the banks surveyed to compile LIBOR were 
concealing their true costs of funds by underreporting their borrowing costs (Mollenkamp 2008). Outright 
corruption was revealed in 2012, when the Financial Times published a story by Douglas Keenan, who 
claimed that LIBOR manipulation was a commonplace since potentially 1991. As allegations of 
manipulation continued to surface, LIBOR became increasingly affiliated with financial corruption. By 
2017, LIBOR had reached such a level of toxicity in the global financial markets that the U.K.’s Financial 
Conduct Authority announced that it would finally be cycled out of use, and that banks would no longer 
be required to publish LIBOR after a five-year phase-out period. 

The fall of LIBOR highlights the complexities of the transmission mechanisms of monetary policy. 
Monetary authorities can aim to influence economic growth by affecting interest rates in the market for 
loanable funds, but what happens if those markets are systemically unresponsive to such effects?  

There has yet to be global consensus on a worthy replacement for LIBOR. As 2021 nears, many national 
monetary policymakers have brought forth their own proposals to replace LIBOR. The United States’ 

                                                            
 



Federal Reserve has been pushing for the Secured Overnight Funds Rate, or SOFR, while the Bank of 
England and the European Central Bank have pushed for the Sterling Overnight Interbank Average Rate, 
or SONIA. LIBOR may not be replaced by solely one interest rate—it may take a variety of published 
rates to measure up to what was once the most important number in the world. The story of LIBOR 
nevertheless helps illustrate the difficulties in navigating the complex relationships between monetary 
policy authorities, financial institutions, and the global financial markets. Whatever acronym finally 
replaces LIBOR is less important than ensuring that the mechanisms through which such a rate is 
determined are transparent, and that the rate accurately reflects the cost of borrowing in global financial 
markets. With over $300 trillion in loans currently tied to floating interest rate benchmarks, the global 
market for loanable funds is, quite literally, counting on it. 

Questions for Discussion: 

1. Scott Peng, the Citigroup analyst who was the first to point out the 2008 discrepancy between 
reported LIBOR and actual costs of funds opined that should LIBOR lose its “sterling” reputation 
as a benchmark rate, “the long-term psychological and economic impacts this could have on the 
financial market are incalculable”2. Comment on this issue, relating your response to the effect 
the credibility of financial institutions can have on the efficacy of monetary policy. 

2. Is it beneficial to tie a majority of the adjustable rate transactions in a given currency to one 
benchmark? Or should there be multiple interest rate benchmarks for transactions in a particular 
currency? What are some issues that could arise under each system? 

3. LIBOR is a forward-looking interest rate benchmark averaging expectations about the costs of 
future borrowing. SOFR, on the other hand, is a backwards-looking rate averaging historical costs 
of funds. Which form of interest rate benchmark do you believe to be most effective? Why? 

4. In an analysis of the implications of the LIBOR phase-out on the loan market, Joshua Thompson 
of Shearman & Sterling LLP writes that “Given that SOFR is a secured rate backed by 
government securities (i.e., U.S. Treasuries), it will be a rate that does not take into account bank 
credit risk (as was the case with Libor). SOFR is therefore likely to be lower than Libor and is 
less likely to correlate with the funding costs of financial institutions.” Though the precise 
mechanisms extend beyond the scope of the book, discuss any positives or negatives that come to 
mind when thinking about aligning benchmark interest rates more with federal rates and less with 
the funding costs of institutions.  
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