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Good afternoon ladies and gentlemen and thank you for inviting me to address you this afternoon on the topic of the Credit Analysis of MMF holdings.  Having just heard about the methodologies a rating agency employs in assigning a credit rating to a Local Authority, a methodology which replicates many considerations used when rating most borrowing entities, I will attempt to explain the credit evaluation process  used by MMFs in respect of different issuers to determine their suitability to be included in their portfolios.  I will also try to explain how an issuer’s name gets to a fund’s credit committee and the considerations made to determine its acceptability.  Additionally, at the request of your Chair, I will discuss what MMFs invest in and how investments are selected.  And after all that , I will talk about Asset Backed Securities and some of the ‘funny’ names you might not necessarily recognise in which a number of funds invest.  Furthermore I will address the issue of using more than one MMF and sponsor support as well as discussing possible future regulatory requirements for MMFs. 

Perhaps I should first let you know a little about me so that you can see how I got to stand in front of you today.  To start with, a confession.  For the first 40 years of my career I was a banker.  Most of that time I ran the treasury departments of overseas and domestic institutions with responsibility for asset and liability management.  In my day job now, as CIO of a MMF, I still use the skills and experience gained from the time when I had to ensure that the assets of the bank that employed me, not only matched its liabilities, but were also invested as safely as possible. Unfortunately, in all these years working for banks, I never received bonuses of a level to excite the attention of the public, the government, royalty – nor for that matter, even of my wife!!

Before I start on the issues I have promised to cover, perhaps a brief introduction to Money Market Funds might be in order.  The concept of Money Market Funds started in the US some 40 years ago, when interbank and commercial lending rates were in the teens but bank demand deposit accounts were prohibited by US regulations from paying interest.  But more important than the return they yield to investors, MMFs seek primarily to preserve capital by investing in highly rated instruments issued by a wide range of borrowers.  European money market funds are of course subject to UCITS rules as well as the requirements of the Rating Agencies.  And over and above that, asset managers who are members of IMMFA – the Institutional Money Market Fund Association, also adhere to IMMFA’s Code of Conduct.  The result is that IMMFA’s AAA rated Money Market Funds all hold a highly diversified range of  the  highest rated borrowers’ assets.  In addition IMMFA imposes restrictions on the final maturity of any asset, allied with minimum levels of daily and weekly liquidity as well as short weighted average lives, both to next interest rate refix (for floating rate assets) and final maturity, to ensure that the portfolio is always able to meet clients’ redemption requirements.

So, what exactly do MMFs invest in?  Well, the simple answer is, of course, mainly a wide range of highly rated securities issued by a wide range of highly rated institutions; Governments, quasi-governments and supra-nationals, banks and other financial firms, a very limited number of the world’s top corporates, as well as Asset Backed securities.  For day to day liquidity, funds will place money with banks on an overnight basis, use sale and repurchase agreements or buy securities maturing the following day.

The determination of where a fund invests its clients’ cash will first and foremost be determined by the rating of any investment or borrower.  Whilst a money fund will not simply invest in a security with a sufficiently high credit rating, before any name can be considered for investment it must have a short term rating of at least A1, P1 or F1.  Whilst it is not essential to have all 3 ratings no QMMF may invest in any asset where any of its ratings is below any of these levels, even if the fund in question is not itself rated by that agency.

Issuers who pass this first hurdle may then be considered by the fund’s credit department who will consider many aspects of the financial strength of the issuer – not just the economic factors of debt, EBITDA (earnings before interest, taxes, depreciation and amortisation), and cash flow but, inter alia, share price (when applicable), CDS levels, activity in the debt markets and rating agency actions.  And, of course, most funds’ credit departments will not only rely on an initial approval of a credit limit together with 6 or 12 monthly reviews, but also review all names on its approved lists on an ongoing basis to ensure that the credit quality of its assets are fully maintained.

Let me now turn to the subject of asset backed securities – considered by some as the asset class primarily responsible for the onset of the credit crisis in autumn 2008.  But that is far too simplistic a viewpoint.  Under the headline title of ‘Asset Backed Securities’ there are and were a plethora of issues whose main feature in common is simply that repayment of debt is derived from a pool of underlying assets, usually through a ‘special purpose vehicle’.  Securities can be pooled into a fixed or variable rate bond, repayable over a long period to approximately match the repayment schedule of the underlying assets.  Alternatively, those securities that can be replaced with new assets on a regular basis, such as credit card debt, lend themselves to the issuance of revolving short term debt, such as commercial paper, in the name of the asset backed structure.  Because the debt effectively stands alone, not being part of another financial institution’s balance sheet, provided it can be shown to be able to repay from cash flow, the security may receive a higher credit rating than it might otherwise.  Additionally, many securities pools are credit enhanced, normally by over-collaterisation or by the addition of bank guarantees.

That said, not all asset backed securities are of a similar risk, and it is essential that investors, or perhaps more importantly, their advisors fully appreciate the risks involved.  And, I guess that that was the problem with SIVs, or Structured Investment Vehicles, or more rightly the securities that they issued.  SIV’s senior debt was initially rated as AAA by the ratings agencies and as such could have qualified for inclusion in MMFs.  Their structure was such that repayment, in the absence of the ability of rolling over maturing short term securities, relied on the SIV being able to successfully sell its underlying assets.  So when liquidity was significantly reduced not only could a SIV not roll over its maturing debt, but it would be met with a less liquid market in which to sell its underlying assets.  No money market funds, to my knowledge, would now invest in SIV paper.

So let me turn now, and here I quote your Chair, to “Funny names” that you might see in your MMF portfolio.  Inevitably, diversification of a portfolio in highly rated assets (remembering that MMF rules prevent any investment exceeding 5% of a portfolio in any parent group), means that there simply are not enough UK banks and corporates to satisfy those diversification requirements.  Even if there were, a portfolio that only held a range of domestic institutions could hardly be considered as sufficiently diversified, so MMFs have to look beyond their own shores.  The first challenge is to find issuers in credit worthy countries – a list that appears to be reducing on a very regular basis! Inevitably countries that come first to mind include Germany – and as I am sure we all appreciate the credit- worthiness of any German institution must be in proportion with the length of its name and one’s own inability to pronounce it.  Or at least, that is how it seems when an investment manager is looking for the safest of homes for his clients’ cash.  Clients are always welcome to contact these fund managers for information about all names in their portfolios – it should never be forgotten that a fund manager is investing his clients’ cash, and as such is more than happy to explain his investment considerations, especially on the subject of credit.  It is the clients’ money and they should always be aware of and satisfied in the credit worthiness of their investments. 

The next topic I was asked to consider was whether investors should use more than one QMMF.  Well, whilst all Money Funds offered by IMMFA members conform to the strict criteria of basic credit quality, diversification, liquidity and maximum weighted average maturity and life that I have already referred to, they all use somewhat different strategies.  As such it really comes down to the investor satisfying himself that the investment methodologies used by his chosen fund manager or managers suits his own cash flow and risk profile. 

Questions he should ask may include:-

Does the manager demonstrate sufficient experience and resources?

Does the credit department instil me with the confidence that it sufficiently understands, analyses and differentiates credit risks?

Can I be sure that the fund has sufficient liquidity to always meet my cash flow requirements? 

Is the fund of sufficient size to accommodate my investment without altering its investment process?

What sort of assets does the fund invest in?

Is the yield on the fund sufficient for the degree of credit liquidity or maturity risk taken?

Can I access and understand the holdings in my portfolio easily?

Does the fund invest in anything that makes me feel uncomfortable or that the manager cannot fully justify?

Have I confidence in the fund manager?

Hopefully after considering these questions enough funds will still qualify for the investor to entrust his funds.  Then a decision can be made as to whether to use more than one fund.  Having accounts opened in more than one fund should be considered if an investor has sufficient potential cash available, as much as anything, to enable him to simply transfer from one to another should the circumstance dictate, or simply to ensure against variable performance negatively impacting his returns or credit profile.

Let me now turn to the subject of sponsor support. But first I would ask you to consider this question.  Can an investor in a MMF expect to have his funds managed for him in a professional manner, with his entire holding available for same day access, earn a return more akin to that available on a fixed term bank deposit, pay a fee level of probably 10 to 20 basis points, but expect an effectively risk free investment?  For those of you who answer “yes”.  In the UK I would suggest the only risk free asset would be a Government Security – but even that is subject to interest risk, and yields on Gilts and treasury bills are extremely low.  As such, investing in a MMF really is not for you.

All MMFs are managed and distributed on the basis that the risks within a portfolio is borne by the investor.  The industry, as I have already mentioned, has put in place stringent controls to ensure risk minimisation. And IMMFA’s position is perfectly clear.  MMFs comprise portfolios of assets managed on behalf of investors.  Funds’ sponsors make it perfectly clear in their prospectuses and elsewhere that they will not subsidise a fund that suffers losses.  They are not legally obliged to do so.  Investors benefit from professional fund management, not portfolios which contain assets issued by the private sector underwritten at no cost as though they were assets issued by highly rated sovereign states.

IMMFA objects to certain Rating Agencies confirming ratings on MMFs on the basis that, in their unsubstantiated opinion, a sponsor may bail out its funds should they experience any loss.  This creates a false impression as to the role of a sponsor and should have no part to play in a rating process.  It is the management, credit processes, diversification, quality and liquidity of a fund alone that should be evaluated.

Now, finally I will talk about IMMFA’s response to the talk about any possible future regulatory capital requirements.  Simply put, IMMFA does not believe MMF managers should  hold capital or contribute to a “NAV buffer” in relation to credit or other investment risks, since these properly belong to investors in MMFs.

If the purpose of such capital is to absorb capital losses on any reduction in the value of assets held by a fund, let us firstly look at this on a purely practical basis.  The amount of capital would presumably be calculated as a percentage of the fund.  Diversification policies allow up to 5% of a fund to be invested in one business or group.  The annual fee paid to a sponsor, less expenses, would certainly be insufficient to cover such a percentage even if accumulated over a number of years.  Alternatively, let us suppose that a capital reserve could be built up by withholding some of the interest which would otherwise be paid to investors.  Here again, the amount of interest, especially in such a low interest rate environment as we have had for the last 3 years or so, hardly allows for sufficient to be withheld to create a meaningful  amount of capital.  For that matter why should current investors be penalised by such withholding to the possible benefit of future investors?  The viability of a money market product – and investment vehicles designed to professionally diversify investors’ funds whilst maintaining a high degree of liquidity and security – would be destroyed.  The fund provider would not be reimbursed for his management of his clients’ cash and/or the clients would not obtain the return that is earned on their investment. 

Surely it is the financial entities, especially the banks in which Money Funds invest clients’ money, that should be better capitalised to make them more secure and less likely to put investors at risk – not their investors or those investors’ advisers. 

We therefore cannot see that requiring Money Funds to hold capital can be part of the future.

But is there is a halfway house or a “capital light” possibility?  Is it feasible that Money Funds build a buffer or reserves bolster against any reduction in a fund’s Net Asset Value?  Well perhaps such a buffer, which as mentioned before, could only be built up over time by withholding returns to clients, might cover losses that might be suffered by a fund that needs to sell inventory, probably to maintain sufficient liquidity levels at times of heavy redemptions or during periods of market dislocation – but realistically that is not the real issue, nor would such a buffer, even assuming it had grown sufficiently, stop a flow of redemption activity.

I feel the need to reiterate – we do not believe that capital has a part to play in the future of MMFs.  So rather than talk around potential reforms that do not work let us consider options and improvements that IMMFA have and continue to implement that have ensured the security of the investments you make in MMFs.  And also let us remind ourselves that the liquidity crisis in Autumn 2008 and subsequently, have been caused not by the investment of MMFs, nor their actions in reducing exposure to certain borrowers, but the problems within the banking system and weakness of a number of sovereigns.  

The topic of my speech today was credit analysis, I have explained how this is central to a Money Funds’ investment policies and determined not only by the Credit Departments of the various MMFs but also by rating agency actions.

When a MMF decides that events make investments in certain names potentially risky from a credit perspective it will stop investing in that name.  If it holds securities in its fund, issued by that name, it will consider whether to sell these securities before maturity.  If it sees that a rating agency is downgrading a name it may take a similar view – but normally it has already anticipated the rating action and already acted to reduce or completely redeem its holdings.  A Money Market Fund does not create financial problems, it seeks to avoid them.

So, what have and are MMFs doing, guided by IMMFA – itself a body comprising MMF professionals.  For a start they try to ensure the ability of continuing to meet all redemptions even when the market loses liquidity, as it did in September and October 2008.  It does this by ensuring sufficient natural liquidity.  IMMFA have imposed on all its members minimum levels of daily and weekly liquidity.

To enhance this further, the maximum value of illiquid holdings, such as deposits maturing, longer than overnight, has been halved to 5%.  A maximum average life to final maturity of 120 days has been introduced to prevent too many longer dated assets where the interest rate is refixed regularly.

The maximum maturity of most instruments has been reduced from 2 years to 13 months (even though ESMA, the European regulator, allows longer holdings in MMFs in Europe).

All of these additional restrictions, further enhanced by the much more stringent internal controls that most funds impose on their own investment criteria, have been implemented to ensure that even though the universe of sufficiently highly rated issuers continues to diminish, QMMFs continue to provide investors with a AAA rated, highly liquid and secure home for their cash.

I will now be happy to take any questions you may have.

