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Get Ready for SOFR: What’s Up With LIBOR?

Executive Summary

LIBOR and the Secured Overnight Financing Rate (SOFR), which generally are highly correlated,
have diverged significantly of late. Although SOFR fell sharply when the FOMC slashed its target
for the fed funds rate, LIBOR has generally moved higher. The Fed’s efforts to provide much needed
liquidity to the banking system are helping to pull SOFR lower, as is elevated demand for ultra-safe,
short-dated places to park cash in these uncertain times. But LIBOR, which is an unsecured rate,
has moved higher due to concerns about the health of the financial system amid the adverse
economic effects of the COVID-19 outbreak. The length of time it will take LIBOR to return to
“normal” will really depend on the evolution of the pandemic, which is essentially impossible to
predict presently.

SOFR and LIBOR Have Diverged Again

In a primer that we published on January 31, we noted that LIBOR will be replaced in the not-too-
distant future by SOFR as the benchmark lending rate in the United States. In that primer, we wrote
that there tends to be a high degree of correlation between LIBOR and SOFR, but there are times
when the two rates can diverge sharply, as they did briefly in September 2019 (Figure 1). There were
a few reasons why SOFR spiked higher for a few days last September, but the imbalance between
the supply of Treasury securities and the level of reserves held at the Federal Reserve probably was
a primary factor (Figure 2).
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Excess reserves are an important source of loanable cash in the financial system, and insufficient
excess reserves can cause secured rates, such as SOFR, to spike, particularly during periods when
the supply of collateral (in this case, Treasury securities) surges. That is, excess demand for cash
among financial institutions pushes up the borrowing costs for that cash. The Federal Reserve
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responded to the dislocation in secured funding markets in September by increasing excess reserves
via purchases of Treasury bills, as well as conducting overnight and term repo operations on an
ongoing basis.! SOFR came back in line with LIBOR, and the two rates moved largely together in
subsequent months. However, the two rates have recently diverged again (Figure 1). This time the
roles have reversed, as SOFR has tumbled toward 0%, whereas 1-month LIBOR has moved about
40 bps higher since mid-March despite the 100 bps reduction in the fed funds rate that the Federal
Open Market Committee (FOMC) announced on March 15. What is going on?

One answer could simply be that the difference in the terms of the two rates. Since SOFR is an
overnight rate and LIBOR often has a term component (e.g. 1-month or 3-month LIBOR), the two
rates can diverge if markets expect the Federal Reserve to change its policy rate at some point in
the near future. But pricing in the futures market implies that the Fed is unlikely to increase its
policy rate at any point in the next year or two, let alone in the next few months. So, there must be
something else going on to explain the divergence between SOFR and LIBOR.

SOFR has followed the target range for the fed funds rate lower in part because the banking system
at present is flush with cash, in major part due to actions taken by the Federal Reserve. First, the
Fed has been offering up to $500 billion in overnight repurchase operations (i.e., repos) and more
than $1 trillion in repos with longer terms.2 Second, the Fed has restarted its quantitative easing
(QE) program under which it buys Treasury securities and mortgage-backed securities (MBS) from
the banking system on a “permanent” basis. The combination of massive repo operations and
renewed QE has caused the reserves of the banking system to jump to over $2.5 trillion on April 1
from $1.6 trillion in mid-March (Figure 2).

Third, the Federal Reserve has re-instituted its swap lines with some major central banks and it has
established repo facilities for other central banks. The swap lines and the repo facilities allow
foreign central banks to borrow U.S. dollars from the Fed, which they can then use to lend to
commercial banks in their own economies. This increased supply of U.S. dollars to foreign financial
institutions helps to depress dollar funding rates on a global basis.

In addition, investor demand for ultra-safe, short-dated assets has skyrocketed during this period
of heightened uncertainty. The bid-to-cover ratio, a measure of demand for Treasury auctions,
remains elevated for four-week Treasury bills, and data for the past two weeks show that money
market funds that invest only in government securities saw more than $500 billion of inflows.
Because Treasury repurchase agreements are inherently secured by very safe collateral, parking
money in this area of the financial system has become more attractive even at low yields.

In contrast, the movement higher in LIBOR reflects, at least in part, general tensions in credit
markets. As shown in Figure 3, an index that measures the yield spread of Baa-rated corporate
bonds over U.S. Treasury securities has risen considerably recently. In short, investors have become
concerned about the credit quality of some U.S. corporations due to the adverse economic effects
of the COVID-19 outbreak. Recall that LIBOR is an unsecured rate. That is, LIBOR reflects the
interest rate that a bank would charge another bank for a loan on an unsecured basis. When overall
credit quality starts to deteriorate, the rate that a borrower must pay a lender to borrow on an
unsecured basis naturally rises.

A similar phenomenon occurred during the 2007-2009 financial crisis. Although the FOMC started
to cut rates in September 2007, the spread between 3-month LIBOR, an unsecured rate, and the
yield on the 3-month T-Bill, widely regarded as one of the safest securities in the world, widened
considerably (Figure 4). But as the Fed’s programs to provide liquidity in financial markets began

1 When the Federal Reserve buys a security, such as a T-bill, from a bank, it pays for the security by
crediting the bank’s reserve balances at the Fed. The corresponding rise in reserve balances shows up as
an increase in excess reserves.

2 Under a repurchase operation, the Open Market Trading Desk at the Federal Reserve Bank of New York
buys securities, usually Treasury securities but sometimes mortgage-backed securities, from a financial
institution. Purchasing the security increases the cash holdings of the financial institution during the
length of the repo’s term. The Desk subsequently sells the securities back to the same financial institution
at the end of the repo’s term at a higher price. The interest rate that the financial institution must pay the
Fed to borrow the cash is implied by the difference between the purchase price and the sales price.
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to take effect in late 2008, tensions in financial markets began to subside (Figure 3) and LIBOR
began to decline. This so-called “TED spread” returned to normal levels by early 2009.

Figure 3 Figure 4
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Where Do We Go From Here?

If the experience of the financial crisis in the past decade is any guide, then LIBOR should
eventually recede toward the target range for the fed funds rate, which is currently 0.00% to 0.25%.
But the length of time it will take LIBOR to return to “normal” really depends on the evolution of
the COVID-19 pandemic. If the outbreak is brought under control in the near term, then tensions
in financial markets should soon subside and LIBOR will fall back to “normal” in due course. But if
measures to contain the outbreak remain in place for months, then financial markets likely will
remain concerned about the ability of businesses and households to remain current on their debt
obligations. This in turn may raise questions about the health of the financial system, which could
be reflected in continued elevated interbank rates, such as LIBOR. Under that scenario, LIBOR
could remain fairly elevated relative to SOFR or the fed funds rate for an extended period of time.

In any event, there are no plans at this time to delay the eventual transition from LIBOR to SOFR
as the benchmark lending rate in the United States. As shown in Figure 1, there tends to be a high
correlation between SOFR and the effective fed funds rate. As we wrote in our report in January,
the level of SOFR is determined largely by the monetary policy stance of the Federal Reserve. In
that regard, we expect that the FOMC will maintain the 0.00% to 0.25% target range for the fed
funds rate for the foreseeable future. In other words, SOFR likely will remain close to 0% for quite
some time.

The length of
time it will take
LIBOR to return
to “normal”
really depends
on the evolution
of COVID-19.




Wells Fargo Securities Economics Group

Tim Quinlan
Azhar Igbal

Sarah House
Charlie Dougherty
Michael Pugliese

Brendan McKenna

Jay H. Bryson, Ph.D.

Acting Chief Economist

Senior Economist
Econometrician
Senior Economist
Economist
Economist

Macro Strategist

(704) 410-3274

(704) 410-3283
(212) 214-2029
(704) 410-3282
(704) 410-6542
(212) 214-5058
(212) 214-5637

jay.bryson@wellsfargo.com

Mark Vitner Senior Economist (704) 410-3277 mark.vitner@wellsfargo.com
Sam Bullard Senior Economist (704) 410-3280 sam.bullard @wellsfargo.com
Nick Bennenbroek Macro Strategist (212) 214-5636 nicholas.bennenbroek@wellsfargo.com

tim.quinlan@wellsfargo.com
azhar.igbal@wellsfargo.com
sarah.house@wellsfargo.com
charles.dougherty@wellsfargo.com
michael.d.pugliese@wellsfargo.com

brendan.mckenna@wellsfargo.com

Shannon Seery Economic Analyst (704) 410-1681 shannon.seery@wellsfargo.com
Matthew Honnold Economic Analyst (704) 410-3059 matthew.honnold @wellsfargo.com
Jen Licis Economic Analyst (704) 410-1309 jennifer.licis@wellsfargo.com

Hop Mathews Economic Analyst (704) 383-5312 hop.mathews@wellsfargo.com

Coren Burton Administrative Assistant (704) 410-6010 coren.burton@wellsfargo.com

Wells Fargo Securities Economics Group publications are produced by Wells Fargo Securities, LLC, a U.S. broker-dealer registered with the
U.S. Securities and Exchange Commission, the Financial Industry Regulatory Authority, and the Securities Investor Protection Corp.
Wells Fargo Securities, LLC, distributes these publications directly and through subsidiaries including, but not limited to,
Wells Fargo & Company, Wells Fargo Bank N.A., Wells Fargo Clearing Services, LLC, Wells Fargo Securities International Limited,
Wells Fargo Securities Canada, Ltd., Wells Fargo Securities Asia Limited and Wells Fargo Securities (Japan) Co. Limited.
Wells Fargo Securities, LLC. is registered with the Commodities Futures Trading Commission as a futures commission merchant and is a
member in good standing of the National Futures Association. Wells Fargo Bank, N.A. is registered with the Commodities Futures Trading
Commission as a swap dealer and is a member in good standing of the National Futures Association. Wells Fargo Securities, LLC. and
Wells Fargo Bank, N.A. are generally engaged in the trading of futures and derivative products, any of which may be discussed within this
publication. Wells Fargo Securities, LLC does not compensate its research analysts based on specific investment banking transactions.
Wells Fargo Securities, LLC’s research analysts receive compensation that is based upon and impacted by the overall profitability and
revenue of the firm which includes, but is not limited to investment banking revenue. The information and opinions herein are for general
information use only. Wells Fargo Securities, LLC does not guarantee their accuracy or completeness, nor does Wells Fargo Securities, LLC
assume any liability for any loss that may result from the reliance by any person upon any such information or opinions. Such information
and opinions are subject to change without notice, are for general information only and are not intended as an offer or solicitation with
respect to the purchase or sales of any security or as personalized investment advice. Wells Fargo Securities, LLC is a separate legal entity
and distinct from affiliated banks and is a wholly owned subsidiary of Wells Fargo & Company © 2020 Wells Fargo Securities, LLC.
Important Information for Non-U.S. Recipients

For recipients in the EEA, this report is distributed by Wells Fargo Securities International Limited ("WFSIL"). WFSILis a U.K. incorporated
investment firm authorized and regulated by the Financial Conduct Authority. For the purposes of Section 21 of the UK Financial Services
and Markets Act 2000 (“the Act”), the content of this report has been approved by WFSIL, an authorized person under the Act. WFSIL does
not deal with retail clients as defined in the Directive 2014/65/EU (“MiFID2”). The FCA rules made under the Financial Services and
Markets Act 2000 for the protection of retail clients will therefore not apply, nor will the Financial Services Compensation Scheme be
available. This report is not intended for, and should not be relied upon by, retail clients.

SECURITIES: NOT FDIC-INSURED/NOT BANK-GUARANTEED/MAY LOSE VALUE

WELLS
FARGO




