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SOR to SORA: Looking through the
transition pain to long term positives

Background

In view of the impending discontinuation of the USD LIBOR by the UK FCA
(see List of Abbreviations at p. 4) in end-2021, the SOR benchmark used by
Singapore may be affected. The calculation of the SOR value will become
impossible in its existing form as the USD LIBOR is an input variable. In
response, the ABS-SFEMC convened a working group to formulate a
reaction to this risk. The working group subsequently recommended for the
SORA to replace the SOR as the benchmark for SGD interest rate derivatives;
and for the SORA to take the place of the SOR as one of the benchmark
rates in the cash market (together with the SIBOR/SIBOR+ and other bank
deposit / board rates), as part of a multiple rate approach.

In this piece, we analyse the implications of the impending transition from
SOR to SORA. Currently, the SORA is an overnight rate, while the SOR is
available on the overnight, 1-month, 3-month and 6-month term periods.
The lack of actual forward-looking “term-SORA” (a long term target,
pending the development of “deep and liquid trading” of SORA derivatives)
complicates comparisons for now. We overcome this issue by compounding
the daily SORA rates into the 1-month and 3-month horizons, and assume
that characteristics of this compounded SORA are comparable to the
eventual term-SORA.

Implications: Transition pains unavoidable

In the immediate horizon, the first questions on the end user’s mind are
how the new benchmark interest rate will be calculated for existing SOR-
pegged products, and how it affects the repayment schedule. The positive
here is that much of such transition issues involving existing products have
largely been ironed out by the authorities.

The Adjusted SOR, calculated by replacing the USD LIBOR term in the SOR
equation with the Adjusted SOFR plus Spread Adjustment, will replace the
SOR as an interim measure. The other possible pain point is the shift from a
forward looking SOR to the backward looking alternatives. Until the term-
SORA (and term-SOFR in the US) is launched, the replacement benchmarks
will all be backward looking. In simple terms, it means that the replacement
interest rates will only be known after the interest period through daily
compounding, rather than at the start of the interest period. This change
will result in slight changes in the repayment schedule. However, industry
norms have also been established to address this issue.

Newly launched products from here on, be it in cash market or derivatives,
will see fewer transition issues, as they will be strongly encouraged to be
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directly SORA-pegged. Adopting SORA at this early stage for the new
products avoids the usual transition issues as the deadline approaches.

Implications: Long term positives for the market

However, the transition pains should not last long. Once the market
participants get used to the new benchmark, we identify three positive
implications that may potentially arise due to the transition:

1. Better price stability in SGD interest rate derivatives and cash
market products due to the lower volatility in compounded SORA,
compared to SOR.

2. Higher demand for SGD interest rate derivatives for hedging
SIBOR-pegged cash market exposures, due to the stronger
correlation between compounded SORA and SIBOR, compared to
SOR and SIBOR.

3. More alternatives in the cash market, especially for retail
customers, if the transition is smooth and successful.

The SOR is essentially the interest rate paid to borrow the SGD synthetically
by borrowing in USD and swapping back to SGD. Apart from the USD LIBOR,
it also counts USD-SGD swap rates as an input variable. The outcome of
computing SOR from USD LIBOR and swap rates is that SOR is rather volatile.
On a rolling 30-day basis, the historical volatility of compounded SORA is
lower than the corresponding SOR by a significant margin. Therefore, by
replacing SOR with compounded SORA, there may be less fluctuation in the
price of SGD interest rate derivatives. For cash market products, such as
business loans, the variation in monthly interest repayment amounts may
also reduce. These improvements lead to fundamentally more stable prices
in SGD interest rate derivatives and cash market products.
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Apart from price stability, the replacement of the SOR with the SORA may
potentially lead to more demand for SGD interest rate derivatives for
hedging purposes. The SIBOR is primarily used as a benchmark for loans to
non-Fl entities. At present, larger entities with SIBOR exposure can hedge
that exposure through SOR-based interest rate derivatives. However, the
correlation between compounded SORA and SIBOR has been better than
the correlation between SOR and SIBOR in recent history (going back
about 30 months). Thus, SORA-based interest rate derivatives should
theoretically be better suited for hedging purposes, and perhaps drive a
higher demand for these derivatives.
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Finally, we think the successful transition from SOR to SORA will
eventually pave the way for greater choice for the cash market, especially
for retail sector. At present, SIBOR is the dominant benchmark for the retail
sector, with only a small proportion of retail mortgages pegged to SOR.

The retail client often seeks a balance between price stability and market
sensitivity in the benchmark rate that he uses. At present, the preference is
for the price stability afforded by SIBOR. The more involved calculation
methodology for SOR, and its inherent volatility means that SOR-pegged
products are less attractive for the retail segment. Furthermore, SOR turned
negative in 2011 and this created some confusion for clients holding SOR-
pegged products. That episode highlighted the unsuitability of SOR as a
benchmark under certain circumstances.

However, SIBOR-pegged cash products have their own set of problems too.
In a falling rate environment, it is not uncommon to hear the complaint
from more informed retail clients that SIBOR is not tracking global interest
rates lower. Part of this apparent lack of sensitivity is due to SIBOR’s
derivation methodology. On the other hand, the volatility in SOR may not
be easily stomached by most retail clients.

The SORA may be a compromise, allowing more informed retail clients to
more easily take a view on interest rate directionality, while retaining
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some sense of price stability. Thus, SORA-pegged products may eventually
gain more traction than the previous SOR-pegged products, potentially
providing a better alternative within the multiple rate approach for SGD
cash markets.

Conclusion: Network effect at play

Ultimately, the transition from SOR to SORA appears to be inevitable. Short
term transition issues will eventually give way to a strengthened, more
diversified market. The more successful the transition in terms of take-up
rate, the more the positive implications will accrue. Looking forward, the
main gripe may be backward looking nature of the new benchmarks, which
may not be intuitive to the end user. Thus, the key to a more widespread
adoption may be the establishment of a forward-looking term-SORA — a
more like-for-like replacement. This should allow the new benchmark to
gain even further traction.

List of Abbreviations

ABS-SFEMC ABS Benchmarks Administration Co Pte Ltd and the
Singapore Foreign Exchange Market Committee

FCA Financial Conduct Authority

SIBOR Singapore Interbank Offered Rate

SIBOR+ Enhanced SIBOR

SOR Singapore Dollar Swap Offer Rate

SORA Singapore Overnight Rate Average

SOFR Secured Overnight Financing Rate

USD LIBOR US Dollar London Interbank Offered Rate
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This publication is solely for information purposes only and may not be published, circulated, reproduced or distributed in whole or in part to any
other person without our prior written consent. This publication should not be construed as an offer or solicitation for the subscription, purchase
or sale of the securities/instruments mentioned herein. Any forecast on the economy, stock market, bond market and economic trends of the
markets provided is not necessarily indicative of the future or likely performance of the securities/instruments. Whilst the information contained
herein has been compiled from sources believed to be reliable and we have taken all reasonable care to ensure that the information contained in
this publication is not untrue or misleading at the time of publication, we cannot guarantee and we make no representation as to its accuracy or
completeness, and you should not act on it without first independently verifying its contents. The securities/instruments mentioned in this
publication may not be suitable for investment by all investors. Any opinion or estimate contained in this report is subject to change without
notice. We have not given any consideration to and we have not made any investigation of the investment objectives, financial situation or
particular needs of the recipient or any class of persons, and accordingly, no warranty whatsoever is given and no liability whatsoever is
accepted for any loss arising whether directly or indirectly as a result of the recipient or any class of persons acting on such information or
opinion or estimate. This publication may cover a wide range of topics and is not intended to be a comprehensive study or to provide any
recommendation or advice on personal investing or financial planning. Accordingly, they should not be relied on or treated as a substitute for
specific advice concerning individual situations. Please seek advice from a financial adviser regarding the suitability of any investment product
taking into account your specific investment objectives, financial situation or particular needs before you make a commitment to purchase the
investment product. OCBC Bank, its related companies, their respective directors and/or employees (collectively “Related Persons”) may or
might have in the future interests in the investment products or the issuers mentioned herein. Such interests include effecting transactions in
such investment products, and providing broking, investment banking and other financial services to such issuers. OCBC Bank and its Related
Persons may also be related to, and receive fees from, providers of such investment products.

This report is intended for your sole use and information. By accepting this report, you agree that you shall not share, communicate, distribute,
deliver a copy of or otherwise disclose in any way all or any part of this report or any information contained herein (such report, part thereof and
information, “Relevant Materials”) to any person or entity (including, without limitation, any overseas office, affiliate, parent entity, subsidiary
entity or related entity) (any such person or entity, a “Relevant Entity”) in breach of any law, rule, regulation, guidance or similar. In particular,
you agree not to share, communicate, distribute, deliver or otherwise disclose any Relevant Materials to any Relevant Entity that is subject to the
Markets in Financial Instruments Directive (2014/65/EU) (“MiFID”) and the EU’s Markets in Financial Instruments Regulation (600/2014)
(“MiFIR”) (together referred to as “MiFID 1I”), or any part thereof, as implemented in any jurisdiction. No member of the OCBC Group shall be
liable or responsible for the compliance by you or any Relevant Entity with any law, rule, regulation, guidance or similar (including, without
limitation, MiFID Il, as implemented in any jurisdiction).
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