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Probability of negative 3M USD Liboris small but...

We see little probability of negative 3M USD Libor fixings

The sudden move lower in the 3M USD Libor rate raises uncertainty about whether the Fed
could also cut the Fed Funds rate to negative if the coronavirus continues to spread rapidly
and paralyses the economy. We hold the view that the probability of 3M USD Libor turning
negative is relatively small and we explain why below.

However, we underline that we cannot rule out negative US rates. Hence, if, for
example, bank loans in USD floor at zero, it could create complications when paying
fixed/receiving 3M USD Libor in the swap. The borrower would effectively ‘pay on
both legs’.

Today, market participants add only a small probability of US rates going below zero
and derivatives that can hedge against negative 3M USD Libor rates are still
‘relatively’ cheap.

Four reasons we see little probability of negative 3M USD Libor
fixings

1. FOMC has been vocalin its dismissal of negative interest rate

The FOMC has been very vocal that it is not in favour of negative interest rates. The FOMC
basically dismisses negative interest rates for two reasons: (1) the risk of possible adverse
side effects and (2) the financial system in the US is different (see also point 2 below).

However, importantly, the FOMC does not rule out negative interest rates as a policy tool
In the FOMC Minutes from 30 October, the FOMC discussed negative interest rates.

‘All participants judged that negative interest rates currently did not appear to be an
attractive monetary policy tool in the United States. Participants commented that there
was limited scope to bring the policy rate into negative territory, that the evidence on
the beneficial effects of negative interest rates abroad was mixed and that it was unclear
what effects negative rates might have on the willingness of financial intermediaries to
lend and on the spending plans of households and businesses.

Participants noted that negative interest rates would entail risks of introducing
significant complexity or distortions to the financial system. In particular, some
participants cautioned that the financial system in the United States is considerably
different from those in countries that implemented negative interest rate policies and
that negative rates could have more significant adverse effects on market functioning
and financial stability here than abroad.” (FOMC Minutes, 30 October 2019).
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Even though the FOMC view is clearly not in favour of negative interest rates, we underline
that the minutes also stated, ‘Notwithstanding these considerations, participants did not rule
out the possibility that circumstances could arise in which it might be appropriate to
reassess the potential role of negative interest rates as a policy tool.’

2. US government money-market funds make negative interest rates difficult

One distinct feature of the US financial system is US money-market funds, which play a Government money-market funds to
pivotal role for financials and corporates as a liquidity instrument and for retail clients as a ‘brake the buck’ if Fed goes negative
savings product.
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Importantly, the role of government money-market funds became much more prominent,

as risk was introduced (floating NAV) in money-market funds backed by corporate debt.
However, if the Fed cuts rates below zero, the effective yield on short-dated T-bills would
fall below zero and the government money-market funds would no longer secure a USD1
NAV.

We underline that the existence of government funds by itself does not make negative
interest impossible but it is a clear feature of the US financial system speaking against
negative interest rates.

3. Market prices little probability of Fed Funds or 3M USD Libor going below
zero

Another reason we believe there is little probability of the Fed introducing negative interest
rates is market pricing. Even over the past few days when market uncertainty has been very
high the market has not priced the 3M USD L.ibor forward curve or Fed Funds below zero.

However, if we use the option market, a small probability of 3M USD Libor falling below
zero is priced. These calculations are highly uncertain and investors should interpret them
carefully. Finally, the effective Fed Funds could be lowered slightly below zero without,
for example, the 3M USD Libor fixing going below zero due to the spread between Fed
Funds and the money-market rate.
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We note also that to our knowledge no analyst has negative Fed Funds in the US as its main Trump has been in support of negative
scenario. However, Donald Trump has been vocal that he supports negative rates, although interest rates
he may not know the finer details of the US financial system. Who knows? @

Donald J. Trump & L

The Federal Reserve should get our interest rates down to

) R R R ) ) ZERO, or less, and we should then start to refinance our debt

Finally, we highlight that the Fed has other tools in the toolbox, which we would expect it INTEREST COST COULD BE BROUGHT WAY DOWN, while at
- . . . . R . the same time substantially lengthening the term. We have the

to utilise before introducing negative interest rates. First, it could restart the QE programme. great currency, power, and balance sheet
There are plenty of new government bonds to buy and it could purchase previous 106 ©:42AM '
programmes’ mortgage bonds. Second, the Fed could also opt for corporate bonds like the Source: Twitter
ECB, or do direct lending to distressed sectors. Some of these tools might be legally

difficult to use but still we consider these tools more likely than negative interest rates.

4. Fed has other tools in the toolbox

3| 11 March2020

https://research.danskebank.com




Corporate Hedging

Disclosures

This research report has been prepared by Danske Bank A/S (‘Danske Bank’). The author of this research report is
Arne Lohmann Rasmussen, Head of Fixed Income Research.

Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation

Danske Bank is authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject
to the rules and regulation of the relevant regulators in all other jurisdictions where it conducts business. Danske
Bank is subject to limited regulation by the Financial Conduct Authority and the Prudential Regulation Authority
(UK). Details on the extent of the regulation by the Financial Conduct Authority and the Prudential Regulation
Authority are available from Danske Bank on request.

Danske Bank’s research reports are prepared in accordance with the recommendations of the Danish Securities
Dealers Association.

Conflicts of interest

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high-quality
research based on research objectivity and independence. These procedures are documented in Danske Bank’s
research policies. Employees within Danske Bank’s Research Departments have been instructed that any request
that might impair the objectivity and independence of research shall be referred to Research Management and the
Compliance Department. Danske Bank’s Research Departments are organised independently from, and do not
report to, other business areas within Danske Bank.

Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate finance
or debt capital transactions.

Financial models and/or methodology used in this research report

Calculations and presentations in this research report are based on standard econometric tools and methodology as
well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors on request.

Risk warning

Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.

Expected updates
None.

Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer

This research has been prepared by Danske Bank A/S. It is provided for informational purposes only and should
not be considered investment, legal or tax advice. It does not constitute or form part of, and shall under no
circumstances be considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial
instruments (i.e. financial instruments mentioned herein or other financial instruments of any issuer mentioned
herein and/or options, warrants, rights or other interests with respect to any such financial instruments) [(‘Relevant
Financial Instruments’).]

This research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank A/S considers to be reliable but Danske Bank A/S has not independently verified the contents hereof.
While reasonable care has been taken to ensure that its contents are not untrue or misleading, no representation or
warranty, express or implied, is made as to, and no reliance should be placed on, the fairness, accuracy,
completeness or reasonableness of the information, opinions and projections contained in this research report and
Danske Bank A/S, its affiliates and subsidiaries accept no liability whatsoever for any direct or consequential loss,
including without limitation any loss of profits, arising from reliance on this research report.

The opinions expressed herein are the opinions of the research analysts and reflect their opinion as of the date
hereof. These opinions are subject to change and Danske Bank A/S does not undertake to notify any recipient of
this research report of any such change nor of any other changes related to the information provided in this research
report.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom
(see separate disclaimer below) and retail customers in the European Economic Area as defined by Directive
2014/65/EU.

4| 11 March 2020

https://research.danskebank.com



Corporate Hedging

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank A/S’s prior
written consent.

Disclaimer related to distribution in the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
Inc., a U.S. registered broker-dealer and subsidiary of Danske Bank A/S, pursuant to SEC Rule 15a-6 and related
interpretations issued by the U.S. Securities and Exchange Commission. The research report is intended for
distribution in the United States solely to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske
Markets Inc. accepts responsibility for this research report in connection with distribution in the United States solely
to ‘U.S. institutional investors’.

Danske Bank A/S is not subject to U.S. rules with regard to the preparation of research reports and the independence
of research analysts. In addition, the research analysts of Danske Bank A/S who have prepared this research report
are not registered or qualified as research analysts with the New York Stock Exchange or Financial Industry
Regulatory Authority but satisfy the applicable requirements of a non-U.S. jurisdiction.

Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial Instrument
may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial
instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be registered with the U.S.
Securities and Exchange Commission and may not be subject to the reporting and auditing standards of the U.S.
Securities and Exchange Commission.

Disclaimer related to distribution in the United Kingdom

In the United Kingdom, this document is for distribution only to (I) persons who have professional experience in
matters relating to investments falling within article 19(5) of the Financial Services and Markets Act 2000
(Financial Promotion) Order 2005 (the ‘Order’); (1) high net worth entities falling within article 49(2)(a) to (d) of
the Order; or (111) persons who are an elective professional client or a per se professional client under Chapter 3 of
the FCA Conduct of Business Sourcebook (all such persons together being referred to as ‘Relevant Persons’). In
the United Kingdom, this document is directed only at Relevant Persons, and other persons should not act or rely
on this document or any of its contents.

Disclaimer related to distribution in the European Economic Area

This document is being distributed to and is directed only at persons in member states of the European Economic
Area (‘EEA’) who are ‘Qualified Investors’ within the meaning of Article 2(e) of the Prospectus Regulation
(Regulation (EU) 2017/1129) (‘Qualified Investors’). Any person in the EEA who receives this document will be
deemed to have represented and agreed that it is a Qualified Investor. Any such recipient will also be deemed to
have represented and agreed that it has not received this document on behalf of persons in the EEA other than
Qualified Investors or persons in the UK and member states (where equivalent legislation exists) for whom the
investor has authority to make decisions on a wholly discretionary basis. Danske Bank A/S will rely on the truth
and accuracy of the foregoing representations and agreements. Any person in the EEA who is not a Qualified
Investor should not act or rely on this document or any of its contents.

Report completed: 11 March 2020, 14:41 CET
Report first disseminated: 11 March 2020, 15:25 CET

5| 11 March 2020

https://research.danskebank.com




