Risk issues within Short-Term Money Market Funds

In considering how to stress test the investment portfolios of money market funds it is important to consider the fluid, short term and high quality characteristics of the portfolios.

Maturity profile
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The chart shows the average maturity profile of IMMFA funds calculated at three monthly intervals between 2014 and 2016.  There is a good deal of consistency in the portfolio shapes.  The particular point to note is that overnight maturities account for 15-25% of the portfolio total and 40-50% of the portfolio matures within one month. 

Credit quality
IMMFA money market funds invest only in highly rated securities.  The rating agencies ascribe long term credit ratings on a scale that runs through from Aaa/AAA (Moody’s/Standard & Poor’s) to C/D.  There is a watershed at Baa3/BBB- which marks a divide between what are termed Investment Grade and Speculative Grade securities, a differentiation which relates to the long term default expectation (see below).  There is a parallel, less finely graded scale, for short dated securities running from P1/A1+ to Not Prime/C.  The IMMFA funds invest at the P1/ above A1 level on this scale.
The following charts are taken from Moody’s surveillance reports on their ratings of money market funds and show the consistently high proportion of investment grade securities, by long term rating, maintained over time. 
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Credit risk
The following charts are taken from the annual studies of rating performance produced by the credit rating agencies.
Amongst issuers who begin with investment grade credit ratings, such as those that money market funds invest in, defaults are extremely rare events;
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So it is pertinent to note that most defaults occur from issuers who have been rated in the speculative range, and so are not those that IMMFA funds would invest in.  There is a further interesting point in connection with the short dated nature of the money market fund portfolios, namely that those issuers who default typically do so after a period of decline;
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The median rating of defaulting securities was B3/BB- a full year before the default happened.



Short Term Ratings Performance and Statistics
Studying the performance of short term ratings is also informative for stress testing.
The bulk of the exposure in money market fund portfolios is to financials as these are the predominant issuers of securities in the short term markets.
Moody’s suggests that the long term average probability of a financial entity rated P-1 defaulting in a one year time frame is 0.09%.  For S&P at the Short term A1 level that reduces to 0.05%.
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Market value risk to the portfolio
We have confirmation from work undertaken by IMMFA that on average 99.7% of the investments made by IMMFA money market funds are held to maturity.
Even so it is fundamental to the operation of a money market fund that investors are redeemed from the redemption or sale proceeds of the investments.  A permanent decline in market value of the portfolio is therefore a significant issue.
The significant risks to price in this respect are the re pricing of securities due to a movement in interest rates or the cost of credit for an issuer changing.  These risks are constrained under the IMMFA Code of Practice by the imposition of limits on the weighted average maturity (‘WAM’) and weighted average life (‘WAL’) of the portfolio.  The WAM is a measure of the sensitivity of the portfolio to changes in interest rates and the WAL to credit spreads.
These portfolio measures are actively managed by portfolio managers, as indicated in these charts which catalogue the measures at month ends from 2011 to date;
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Investor redemptions
The understanding of investor subscription and redemption behaviour is a significant interest area for money market fund managers.  The more accurately the flows into and out of the fund can be predicted the more effectively the fund can be invested.
In order to be able to fund redemptions liquidity has to be managed to make cash available.  The IMMFA Code of Practice and the MMFR have requirements for levels of liquidity which need to be maintained in different periods to ensure that this risk is managed prudently.
Over history the daily flows into and out of funds have clustered into a relatively tight distribution of modest scale movements.  However some larger movements have been seen, such as the movement from Prime into Government funds in the US market post the 2016 reform announcement, and in the US and Europe post the Lehman failure in 2008 when money moved from Prime to Government funds.
The risk associated with any unexpected outflows is if liquidity stocks and cash available from maturing securities need to be supplemented by the proceeds of sale of assets which have declined in value.  If this has to happen it follows that any losses crystallised are left for the account of the residual investors in a smaller portfolio, and hence are rendered more material in proportion to the reduction in size of the fund.
The distributions for the daily flows for the IMMFA funds in each currency are as follows;
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Liquidity Management
The general level of redemptions are easily managed from the normal resources maintained by the funds.  The following charts how the history of liquidity levels maintained as catalogued from Moody’s surveillance of their fund ratings;
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Stress Testing as a portfolio management tool
The IMMFA Code of Practice, UCITS and the rating agencies require the portfolio managers of IMMFA funds to undertake regular stress testing exercises which focus on the three main risks identified in operating the portfolios, namely interest rate risk, credit spread risk and the impact of investor redemptions.
The manner in which these different aspects are modelled vary.  An indication of the Standard & Poor’s approach is given in their Principal Stability Fund Rating Document and is reproduced below;
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Moody’s on the other hand tests only one rather dramatic scenario, but does chart the developing trends within the universe of funds it rates;
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The charts show the median, together with the highest and lowest, WAL (left column) or WAM (right column) reported by IMMFA funds denominated in each currency at the end of each month from 2011 to date
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IMMFA EUR funds distribution of % of daily net inflow
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IMMFA Prime Funds
Investment portfolio average maturity profiles 2014-2016
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