
The LIBOR Conundrum
Global equity returns in first quarter 2018 reflected 
cautious sentiment relative to 2016 and 2017 during 
which the MSCI All-Country World Index generated a total 
return close to 32%. Fear that the economy is reaching the 
latter stages of expansion has drawn attention to metrics 
perceived to predict future economic trajectory. One such 
metric generating interest is the LIBOR-OIS spread, which 
has historically been used as a proxy for risk.

LIBOR (London Inter-bank Offered Rate) is the rate at 
which banks borrow from one another, and OIS (Overnight 
Index Swap) is a contract which reflects the expected 
U.S. Federal Funds rate, or the de facto risk-free rate. The 
spread between the two is generally seen as a measure 
of how expensive it is for banks to borrow relative to the 
risk-free rate. The gap between rates is thought to reflect 
a purer picture of credit conditions because the effects of 
underlying interest rate movements are excluded.  

Historically, a widening spread has been viewed as either 
a cause for credit concern within the banking sector as 
was experienced following the U.K.’s BREXIT vote in 
2016, or as an indication of structural stress caused by 
supply-demand dynamics in short-term funding markets.  
Recently the LIBOR-OIS spread has reached levels not 
seen since the financial crisis (Exhibit 1).

 
Why is the LIBOR-OIS spread rising now?
The current gap appears to reflect technical factors 
related to U.S. dollar LIBOR rather than deteriorating 
credit. Since the beginning of the year, U.S. dollar LIBOR 
has risen 60 bps from 1.7% to 2.3%. Conversely, evidence 
of elevated credit default spreads or other clues, such 
as a comparable increase in the LIBOR rates of other 
currencies, is largely absent.

EXHIBIT 1:  
LIBOR-OIS Spread 

Source: U.S. Department of the Treasury         Data: December 2001 through March 2018
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First Quarter 2018 Index Returns

• Heightened volatility

• Continued global earnings growth

• Flatter U.S. yield curve
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Further, supply-demand dynamics in the short-term 
funding market may be directly pushing the LIBOR side of 
the equation higher. The U.S. Treasury expects Treasury-
bill issuance of $500 billion for 2018 to fund recent tax 
legislation and the budget deal. This issuance is more 
than three-and-a-half times last year’s total of $137 billion 
(Exhibit 2). Repatriation clauses within the tax legislation 
that make it easier to move money back to the U.S. 
from overseas have simultaneously reduced corporate 
demand for these short-term securities as companies 
seek to buy back shares and increase dividends instead. 
Finally, money market regulations implemented in 2016 
have lowered the number of Prime Money Market funds 
which traditionally buy commercial paper and other short-
term corporate debt.1    

  

Therefore, technical factors along with increased supply 
and dwindling demand may be exacerbating the LIBOR-
OIS spread by pushing U.S. dollar LIBOR higher. However, 
the persistence and ultimate impact of elevated spreads 
could play out in a variety of ways.     
 
Implications of a higher LIBOR-OIS spread
One possible effect is a general tightening of financial 
conditions for entities and individuals whose borrowing 
rates are directly tied to LIBOR. Over $370 trillion of debt 
and derivatives contracts are based on LIBOR, including 
$1.3 trillion in adjustable-rate mortgages, leaving both 
businesses and individuals exposed to higher rates. If 
the spread endures or widens further, the FOMC could 
pause additional rate hikes in an effort to offset increased 
borrowing costs.

More importantly, entities not well-prepared for 
elevated short-term funding costs could face serious 
consequences. For example, when the FOMC raised rates 
unexpectedly in 1994, numerous hedge funds closed and 
the Mexican government required emergency funding.  In 

2007, money market funds and British banks were some 
of the first entities to experience the sub-prime mortgage 
related stress in the short-term funding markets.

Today, we believe banks and other financial institutions 
are better positioned and capitalized than before the 
2007-2008 financial crisis due to stricter banking 
regulations and the painful lessons learned. This 
improvement coupled with the technical and potentially 
transitory nature of the LIBOR-OIS spread widening could 
mitigate the risk of a broader systemic issue and may 
help contain potential long-term effects. Finally, due to the 
development of a dollar-denominated version of LIBOR 
called SOFR, or Secured Overnight Financing Rate, the 
eventual replacement for LIBOR may be more of a reality 
than previously considered given plans to launch monthly 
and quarterly futures in May of this year.  

Market Commentary
Despite the strongest start to the year since 1997 with the 
S&P 500 gaining 5.7% in January, the remainder of the 
quarter was marked by a lack of conviction and elevated 
volatility.  Evidence of global synchronized growth was 
overshadowed in February by fears of a trade war, rising 
inflation concerns, and overextended sentiment, which 
ultimately contributed to a market correction.   

The pickup in volatility was not unanticipated, nor is it 
abnormal. S&P 500 daily price moves in excess of one 
percent occurred 23 times in the first quarter alone 
compared to only 8 instances for all of 2017.  If annualized, 
this first quarter experience equates to over 90 moves for 
all of 2018, which is much closer to the annual average of 
70 since 2000 (Exhibit 3).   With this context, 2017 proved 
to be an unusually calm year and the first quarter of 2018 
demonstrated a return to normalcy.
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EXHIBIT 2:  
Net U.S. Treasury Bill Issuance (Billions)

Source: U.S. Department of the Treasury                            Data: calendar years 2000-2018

EXHIBIT 3:  
Number of S&P 500 Moves Greater Than 1%

Source: Glenmede, FactSet
2018 Projected annualizes the results for 2018 year-to-date. Dotted line is the average since 2000
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Part of what makes this quarter’s return pattern particularly 
frustrating to investors is that strong earnings growth 
which was cited as a major contributor to market strength 
in 2017, has persisted into 2018. In fact, year-over-year S&P 
500 estimated earnings growth for the first quarter is over 
17%. This sizable increase over expectations at year end 
(12%) is largely due to analysts incorporating the effects 
of tax reform into their projections. While the estimate for 
the full calendar year 2018 sits at nearly 18.5%, mid-teens 
earnings growth estimates have on average resulted in a 
single-digit return for the S&P 500 of around 4.5% over the 
subsequent one-year period.3  
   
Domestic large- and small-cap stocks ignored strong 
earnings forecasts and favorable economic conditions and 
were flat or negative for the quarter. Internationally, emerging 
markets have continued their rout over developed markets 
with the MSCI Emerging Markets Index returning 1.4% 
relative to the MSCI EAFE’s loss of -1.5%. This disparity is 
larger when stripping out the effects of currency fluctuations, 
with EAFE falling -4.3% in local currency terms. Similarly, the 
NYBT U.S. dollar Index was down an additional -2.2% on top 
of last year’s -10% return, despite rising interest rates.    

The FOMC raised short-term interest rates as expected at 
its March meeting, which pressured yields higher at the 
front-end of the Treasury curve. This move did not translate 
to longer-dated maturities, and the 2- to 10-year treasury 
spread fell to levels last seen in 2008. Using the first quarter’s 
average spread, 60 basis points, as a predictor of forward 
equity market returns provides inconclusive results. This is 
shown by the large range of historical outcomes in Exhibit 4 
for yield spreads between 50 and 100 bps. With the spread 
closing the quarter at 47 bps, should further flattening occur, 
the negative returns associated with an inverted yield curve 
are noteworthy.

While the first quarter of 2018 marked a stark contrast to 
2017, this quarter’s returns and volatility should not surprise 
long-term investors. Strong fundamental data, tax reform 
tailwinds, and globally accommodative central banks should 
allow for the synchronized global economic expansion 
to continue. However, it remains prudent for investors to 
consider potential geopolitical and policy risks given the 
expansion’s long duration and volatility’s reemergence.

EXHIBIT 4:  
Treasury Yield Spread (2y - 10y) and Forward S&P 500 Return - December 1988 - March 20184

Average One Year 
Yield Spread
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Average  
One-Year Forward  
S&P Return

-9.5% 8.3% 14.8% 8.9% 11.7% 9.3% 13.1%

Median  
One-Year Forward 
S&P Return

-10.7% 12.7% 20.8% 13.8% 12.1% 9.3% 14.9%

# of Occurences 
(Months) 25 81 44 44 65 70 11

 

Sources: Haver Analytics and Glenmede Investment Research
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