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Cash in a Low-Forever World
MARVIN LOH, VICE PRESIDENT AND SENIOR MACRO STRATEGIST AT STATE STREET GLOBAL MARKETS
In response to the unprecedented economic challenges created by COVID-19, the Federal Reserve along with most other major
central banks slashed rates to their effective lower bound in March. The acute market dislocation further required aggressive central
bank intervention, exceeding even the efforts put forth during the financial crisis. From the Fed’s perspective that has meant
expanding its balance sheet through the purchase of over US$2 trillion in Treasury and agency mortgage-backed securities (MBS)
securities, while committing to fund US$3.3 trillion in various asset classes purchases. The goal of these efforts was to limit the virus’
negative economic and financial market impact through lower rates and ample liquidity. During this process, the Fed has
demonstrated its ability to obtain these goals through both creative programs and blunt force.
WHERE WE ARE NOW
While the Fed was quick to add liquidity once severe market
stresses began to develop, an imperfect transmission
mechanism resulted in uneven and at times elevated funding
levels across various asset classes. For instance, the London
Interbank Offer Rate (LIBOR) relative of overnight indexed
swap (OIS) levels were three to four times above historic
averages in the weeks after the Fed began its broad
intervention in the markets. Cross-currency basis and
commercial paper levels went through a comparable process,
first surging as market stresses emerged, before slowly
settling closer to historical spread levels. Aided by the litany of
Fed programs listed in Figure 1, financial conditions have
retraced 70 percent of their mid-March tightening as funding
stresses have been largely ameliorated.

considering tying monetary policy changes to specific data or
date-specific targets. For instance, it may state that it will keep
rates low until either inflation returns to a 2 percent level or the
unemployment rate falls back to 5 percent. Given the
economic challenges created by the virus, futures markets
are pricing unchanged rates for at least five years, while
inflation swaps contracts do not envision CPI exceeding 2
percent for at least 10 years. The Fed’s messaging and
market pricing are therefore consistent in their view that rate
will remain near the zero-lower bound for the foreseeable
future.
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WHERE DO WE GO FROM HERE?
Low for longer/forever: The Fed has been consistent in its
messaging that rates will remain low until the economy fully
rebounds. The minutes from the Federal Open Market
Committee's (FOMC) meeting in May indicate that the Fed is
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Negative rates: The Fed has also been adamant that it will
not go the way of lowering rates into negative territory. The
size of the money market complex in the United States is
significantly larger than in the other regions that have
implemented negative policy rates, creating a potential
systemic risk if the Fed were to use this tool. Additionally,
there are numerous securities that cannot logistically price
negative yields, including new issue treasury securities,
creating further operational risks. Having said that, the Fed
futures and OIS curves have both flirted with negative yields
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on and off over the past few weeks, as the extent of the
economic damage created by the virus comes to light.
Additionally, with deflation a likely short-term outcome on
prices, and disinflation an intermediate term concern, the Fed
needs to consider negative yields if it wants to retain credibility
in reaching its inflation target. It should be noted that the
Treasury curve can find itself with negative yields even if
policy rates remain positive.
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short-end focused, as that is where broad domestic and
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The Fed has also been a large buyer of Treasury notes as it
has expanded its government bond holdings by US$1.4
trillion since mid-March. More recently, it has aggressively
tapered its daily Treasury purchases to just US$4.5 billion per
day, from a high of $75 billion per day just two months ago.
Given the Fed’s desire to keep rates low and thereby
economically supportive, we expect that they will again
increase quantitative easing (QE) purchases if rates begin to
rise to constrictive levels. Additionally, the FOMC appears to
be discussing implementing yield curve control, which would
set yields to desirable levels, with the promise to buy bills and
notes if yields were to rise above these targets. Both are
credible approaches which will again lock rates at the effective
lower bound.
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Treasury issuance and the Fed’s support: The one hiccup
to the low-for-longer thesis is the massive issuance of
Treasury securities to fund the nation’s virus response. To
date, US$2.6 trillion in emergency funding has been provided
to businesses and individuals and additional stimulus is
already being discussed in Congress. We estimate that the
Treasury has sold US$2 trillion in net debt since March and
we expect the need to raise an additional US$2 trillion by year
end. Most of this borrowing has been raised from Treasury bill
investors, although the size of note auctions has also
increased. We expect issuance to remain predominately
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Disclaimers and Important Risk Information

State Street Global Markets®, GlobalLink and Fund Connect are registered trademarks of State Street Corporation® or its affiliates. The
products and services outlined herein are only offered to Professional Clients or Eligible Counterparties in the European Economic Area and
to institutional investors or their equivalent in the United States and other jurisdictions. Products and services may not be available in all
jurisdictions.
Depending upon several factors, including but not limited to, the product, access model and/or jurisdiction in which services are
accessed, there may be one or more entities offering the product and services. Each offering entity is subject to varying degrees of
oversight and regulation. The oversight and/or regulation of an offering entity engaging in certain activities should not be construed
to mean that all products and services offered by such offering entity are subject to the same degree of oversight and/or regulation.
Please note certain of the GlobalLink and Fund Connect products and services are not subject to prescriptive regulation. Fund
Connect-related products and services are offered in the U.S. by State Street Global Markets, LLC, a broker dealer registered with
the U.S. Securities and Exchange Commission and a member of FINRA and SIPC, and in Canada by State Street Global Markets
Canada, Inc. In the EEA, Fund Connect is offered by State Street Global Markets International Limited, authorized and regulated
by the Financial Conduct Authority, and State Street Bank International GmbH, London Branch authorised by Deutsche
Bundesbank and the German Federal Financial Supervisory Authority and subject to limited regulation by the Financial Conduct
Authority and Prudential Regulation Authority. Additionally, State Street Bank International GmbH, authorised by Deutsche
Bundesbank and the German Federal Financial Supervisory Authority, may also be an offering entity. As applicable, further detail
regarding the regulation of a particular offering entity is available upon request.
This document is for informational purposes only, it does not take into account any investor's particular investment objectives, strategies or
tax and legal status, it does not purport to be comprehensive nor is it intended to replace the exercise of a subscriber’s own careful
independent judgement regarding any corresponding investment decision. This document is intended for distribution to professional
investors and is not directed at retail customers. Clients should be aware of the risks of participating in trading foreign exchange, equities,
fixed income or derivative instruments or in investments in non-liquid or emerging markets. Derivatives generally involve leverage and are
therefore more volatile than their underlying cash investments. Clients should be aware that products and services outlined herein may put
their capital at risk. Further, past performance is no guarantee of future results and, where applicable, returns may increase or decrease as
a result of currency fluctuations.
This document and the information herein does not constitute investment, legal, or tax advice and is not a solicitation to buy or sell securities
or intended to constitute any binding contractual arrangement or commitment by State Street to provide securities services or any other
services. The information provided herein has been obtained from sources believed to be reliable at the time of publication, nonetheless,
we cannot guarantee nor do we make any representation or warranty as to its accuracy and you should not place any reliance on said
information. State Street hereby disclaims all liability of any kind, whether arising in contract, tort or otherwise, for any losses, liabilities,
damages, expenses or costs arising, either direct or consequential, from or in connection with the use of this document and/or the information
herein.
This communication is not intended for distribution to, and may not be relied upon by, any person or entity in any jurisdiction or country
where such distribution or use would be contrary to applicable law or regulation. This publication or any portion hereof may not be reprinted,
sold or redistributed without the prior written consent of State Street Global Markets. GL FC 2020-01.
To learn how State Street looks after your personal data, visit: http://www.statestreet.com/utility/data-processing-and-privacy-notice.html
© 2020 State Street Corporation - All Rights Reserved
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