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Market update: U.S. Fed cuts interest rates to near zero

Last night, before the open of Asian markets, the U.S.
Federal Open Market Committee (FOMC) reduced the
target range for the federal funds rate to 0%-0.25% and
announced a minimum US$700 billion asset purchase
program (“QE4”), consisting of at least US$500 billion of
U.S. Treasury securities and at least US$200 billion of
mortgage-backed securities. The Fed is also ceasing the
run-off of these securities from its existing portfolio. The
changes come in the wake of measures by governments
around the world to slow the spread of coronavirus,
which has brought the global economy to a standstill.
The FOMC, recognizing that “the coronavirus will weigh
on economic activity in the near term and pose risks to
the economic outlook”, took the action it did in an effort
to fulfill its dual mandate of maximum employment and
price stability (2% inflation). The Committee added that
any future adjustments to monetary policy will also be
made in this context.

Yesterday's federal funds rate reduction was
unprecedented in at least one respect. Specifically, it
marked the first time the FOMC has cut its benchmark
rate twice between regularly scheduled meetings. The
decision likely reflects the swiftness with which the
coronavirus pandemic is threatening to morph into a
financial crisis. Recall that on March 3rd, the FOMC cut
its policy rate by 50 bps. With yesterday’s policy
decision, the Committee has reduced the fed funds rate
by 150 bps this month alone (Figure 1).

Figure 1: U.S. FOMC swiftly lowered rates to the
Effective Lower Bound (ELB) amid COVID-19 outbreak
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The introduction of a new quantitative easing program
likely reflects dislocations in U.S. Treasury markets that
surfaced last week. Despite unsettled financial markets,

which normally would increase demand for haven assets
such as U.S. government debt, driving their prices higher
and yields lower, yields on U.S. 10-year and 30-year
Treasuries migrated higher after reaching historic lows
on March 9th. The FOMC's newly introduced QE4
program should help manage U.S. government bond
yields. This is important given the crucial role debt
markets - which take their cues from U.S. Treasuries -
play in fulfilling U.S. corporate financing needs.

Figure 2: Yield curve uninverts on rate cuts, as yields
touch all-time lows
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Chairman Jerome Powell also provided strong forward
guidance indicating that the U.S. central bank’s current
policy mix would remain unchanged until the FOMC is
confident that the economy has weathered recent
events and is on track to achieve its statutory dual
mandate. In the accompanying press conference, Mr.
Powell reaffirmed that the bank was unlikely to employ
negative interest rates to combat a worsening downturn.
Instead, the Committee would rather rely on a
combination of forward guidance and asset purchases.
Ultimately, the significant reduction in activity and rising
costs associated with the pandemic significantly
increase the likelihood of a global recession. However,
alleviating funding stresses through repo and asset
purchases mitigates the risk of financial conditions
tightening further. We expect further monetary and
fiscal stimulus measures from other countries to be
announced, creating a system of indefinite support until
pandemic risks subside.

Conceivably, the FOMC could take other pages from its
2008 playbook to mitigate problems appearing in other
corners of the debt market. Of note, the commercial
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paper (CP) market has seized up, likely due to lenders
concerned about the creditworthiness of borrowers in
light of the current economic slowdown. CP is
unsecured debt, typically with a term of less than 270
days, used by corporations to finance day-to-day
expenses. In some sense, this market helps corporations
"keep the lights on." During the 2008 financial crisis, this
market came to a standstill. With corporations unable to
draw on credit lines or tap bond markets, funding
became precarious. To resolve the issue, the U.S. Federal
Reserve implemented a Commercial Paper Funding
Facility that allowed it to purchase this type of debt.
Such a program could be implemented again, though
doing so would require coordination with the U.S.
Treasury.

In our view, the U.S. Federal Reserve is reacting
appropriately to an exogenous threat that has brought
the global economy to a halt in a very short period of

time. We note that the 2008 financial crisis followed a
~2.5-year decline in U.S. home prices. This time around,
it was a scant 2.5 months ago (at most) that the novel
coronavirus started making headlines. Monetary
authorities and governments are moving very quickly to
avert crises on multiple fronts. While we expect this will
lead to heightened financial market volatility in the
weeks ahead, we are also of the view that the pandemic
will eventually pass. The best course of action in times
like these is to not panic, stay invested, and remain
diversified. Equities, in particular, are likely to be
whipsawed as investors grapple with the uncertain
outlook. While companies with weak business models,
material near-term financing requirements or limited
cash flow will have a rough go of it, those with
sustainable competitive advantages, net cash balance
sheets (or debt that has been termed out), and strong
cash flow should be able to navigate current conditions.
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Disclaimer

This report is provided to you for informational purposes only and is not intended to provide personal investment advice.
This report does not include or constitute an investment recommendation and does not take into account the particular
investment objectives, financial conditions, or specific needs of individual clients. Any statements regarding future
prospects may not be realized. Before acting on this material, you should consider whether it is suitable for your particular
circumstances and talk to your investment advisor.

The author(s) of the report and the supervisors of the Global Portfolio Advisory Group may own securities of the companies
included herein.

Scotia Capital Inc. is what is referred to as an “integrated” investment firm since we provide a broad range of corporate
finance, investment banking, institutional trading and retail client services and products. As a result we recognize that there
are inherent conflicts of interest in our business since we often represent both sides to a transaction, namely the buyer and
the seller. While we have policies and procedures in place to manage these conflicts, we also disclose certain conflicts to
you so that you are aware of them. Please note that we may have, from time to time, relationships with the companies
that are discussed in this report.

The Global Portfolio Advisory Group prepared this report by analyzing information from various sources. Information
obtained in the preparation of this report may have been obtained from the Equity Research and Fixed Income Research
departments of the Global Banking and Markets division of Scotiabank. Information may be also obtained from the Foreign
Exchange Research and Scotia Economics departments within Scotiabank. In addition to information obtained from
members of the Scotiabank group, information may be obtained from the following third party sources: Standard & Poor’s,
Morningstar, Bloomberg, Credit Suisse AG, Perimeter Markets Inc., and FactSet. The information and opinions contained in
this report have been compiled or arrived at from sources believed reliable but no representation or warranty, express or
implied, is made as to their accuracy or completeness.

While the information provided is believed to be accurate and reliable, neither Scotia Capital Inc., which includes the Global
Portfolio Advisory Group, nor any of its affiliates makes any representations or warranties, express or implied, as to the
accuracy or completeness of such information. Neither Scotia Capital Inc. nor its affiliates accepts any liability whatsoever
for any direct or consequential loss arising from any use of this report or its contents.

Nothing contained in this report is or should be relied upon as a promise or representation as to the future. The pro forma
and estimated financial information contained in this report, if any, is based on certain assumptions and analysis of
information available at the time that this information was prepared, which assumptions and analysis may or may not be
correct. There is no representation, warranty or other assurance that any projections contained in this report will be
realized.

Opinions, estimates and projections contained herein are those of the Global Portfolio Advisory Group as of the date
hereof and are subject to change without notice. For that reason, it cannot be guaranteed by The Bank of Nova Scotia or
any of its subsidiaries, including Scotia Capital Inc. This report is not, and is not to be construed as: (i) an offer to sell or
solicitation of an offer to buy securities and/or commodity futures contracts; (ii) an offer to transact business in any
jurisdiction; or (iii) investment advice to any party. Products and services described herein are only available where they can
be lawfully provided. Scotia Capital Inc. and its affiliates and/or their respective officers, directors or employees may from
time to time acquire, hold or sell securities and/or commodities and/or commodity futures contracts mentioned herein as
principal or agent.

Trademarks are the property of their respective owners.
Copyright 2020 Scotia Capital Inc. All rights reserved.

This report is distributed by Scotia Capital Inc., a subsidiary of The Bank of Nova Scotia. Scotia Capital Inc. is a member of
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the Canadian Investor Protection Fund and the Investment Industry Regulatory Organization of Canada.

® Registered trademark of The Bank of Nova Scotia, used under licence. Scotia Wealth Management® consists of a range of
financial services provided by The Bank of Nova Scotia (Scotiabank®); The Bank of Nova Scotia Trust Company
(Scotiatrust®); Private Investment Counsel, a service of 1832 Asset Management L.P.; 1832 Asset Management U.S. Inc;
Scotia Wealth Insurance Services Inc.; and ScotiaMcLeod®, a division of Scotia Capital Inc. Private banking and
International private banking services are provided in Canada by The Bank of Nova Scotia. Estate and trust services are
provided by The Bank of Nova Scotia Trust Company. Portfolio management is provided by 1832 Asset Management L.P.
and 1832 Asset Management U.S. Inc. Insurance services are provided by Scotia Wealth Management Insurance Services
Inc. Wealth advisory and brokerage services are provided by ScotiaMcLeod, a division of Scotia Capital Inc. International
investment advisory services are provided in Canada by Scotia Capital Inc. Financial planning services are provided by The
Bank of Nova Scotia, 1832 Asset Management L.P., and ScotiaMclLeod, a division of Scotia Capital Inc. Scotia Capital Inc. is a
member of the Canadian Investor Protection Fund and the Investment Industry Regulatory Organization of Canada. Scotia
Wealth Insurance Services Inc. is the insurance subsidiary of Scotia Capital Inc., a member of the Scotiabank group of
companies. When discussing life insurance products, ScotiaMclLeod advisors are acting as Life Insurance Agents (Financial
Security Advisors in Quebec) representing Scotia Wealth Insurance Services Inc.

Scotia Wealth Management consists of a range of financial services provided, in The Bahamas, by Scotiabank (Bahamas)
Limited and The Bank of Nova Scotia Trust Company (Bahamas) Limited. International private banking services are
provided in The Bahamas by Scotiabank (Bahamas) Limited, an entity registered with The Central Bank of The Bahamas.
International investment advisory services are provided in The Bahamas by Scotiabank (Bahamas) Limited, an entity
registered with The Securities Commission of The Bahamas. International wealth structuring solutions are provided in The
Bahamas by The Bank of Nova Scotia Trust Company (Bahamas) Limited, an entity registered with The Central Bank of The
Bahamas.

Scotia Wealth Management consists of international investment advisory services provided, in Barbados, by The Bank of
Nova Scotia, Barbados Branch, an entity licensed by the Barbados Financial Services Commission.

Scotia Wealth Management consists of a range of financial services provided, in the Cayman Islands, by Scotiabank & Trust
(Cayman) Ltd. International private banking services, international investment advisory services and international wealth
structuring solutions are provided in the Cayman Islands by Scotiabank & Trust (Cayman) Ltd., an entity licensed by the
Cayman Islands Monetary Authority.

Scotia Wealth Management consists of international private banking services provided, in Peru, by Scotiabank Peru S.A A,
an entity supervised by the Peru Superintendence of Banking and Insurance.
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