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Fitch Ratings 2020 Outlook: Global Money Market Funds

Global Reforms Continue to Support Stable Outlook

Fitch’s Sector Outlook: Stable

Fitch Ratings expects the combination of relatively higher yields versus bank deposits and
potential continued market volatility to support steady demand for US money market funds
(MMFs) in 2020. While the pace of growth may be slower in 2020, cash will likely continue
to flow into the sector despite the Fed’s reversal in monetary policy.

Fitch anticipates stable conditions for European MMFs in 2020. Attention to liquidity risk
management will increase in 2020, when reporting on ESMA’s stress test guidelines takes
effect. A disruptive ‘no-deal’ Brexit would be unlikely to adversely affect European MMFs
given most funds have approval for continued marketing in the UK via applying the
temporary permissions regime.

Fitch expects an overall stable environment for Chinese MMFs in 2020. However, growth
may come under pressure in the near term due to negative real yields, tight regulation and
competition from wealth management products (WMPs). Several troubled small regional
commercial banks required external support in 2019; however, these issues did not affect
rated funds, which invest only with the highest-rated Chinese banks. Nonetheless, these
events warrant increased investor monitoring of funds’ portfolio allocations.

Fitch’s Rating Outlook: Stable

Fitch forecasts broad stability in its global MMF ratings in 2020 supported by high quality,
diversified investments, appropriate liquidity relative to investor composition, proactive risk
management by MMF managers and continued adherence to updated regulatory frameworks.

Market Disruption a Wildcard

In the event of a more severe market dislocation, MMF flows could be more volatile, with a
spike in inflows if MMFs are perceived to be a safe haven or a spike in outflows if MMFs hold
underlying assets perceived to be at risk. Ratings would be sensitive to sustained, severe
outflows, although this risk is mitigated by rated funds’ conservative credit and market risk
positioning and high liquidity levels.

What to Watch

e US money fund AUM set to grow, with environmental, social and governance (ESG)-
focused products capturing some assets as investors place greater emphasis on responsible
investing.

e Weekly liquidity levels among Fitch-rated EMEA MMFs are overall sufficiently high.
Fitch anticipates European investor and fund attention to liquidity risk management will
increase in 2020 when reporting on ESMA’s stress test guidelines takes effect.

e  Whether there will be further large outflows from Chinese money fundsin 2020 and the
impactof further credit events among Chinese banks on Chinese MMFs.

Alexandra Kelly, Associate Director

“Fitch Ratings’ outlook for money market funds in 2020 is stable,
underpinned by funds’ conservative credit, market and liquidity
risk profiles. Sustained, severe outflows could pressure ratings,
although Fitch believes funds will broadly see continued growth
in 2020, notably among funds adopting ESG strategies in
response to emerginginvestor demand."

1
ESG in Money Market Funds
Fitch considers ESG an established implicit concept in MMFs, with market attention
turned to explicit ESG strategies only recently within MMFs. Fitch observes that the
“exclusions” approach is the most common, and also the longest standing filter in the MMF
universe that asset managers implement. Fitch anticipates that future developmentsin the
ESG MMF sector may move beyond exclusions to other ESG techniques, such as portfolio
“tilts” with higher exposures to higher ranked ESG issuers, or potentially to issuers
showing the strongest improvements in ESG factors. The addition of an ESG filter to a
MMF may increase its propensity to sell securities, in the event of the development of new
ESG risks. Fitch believes this may make ESG MMFs’ portfolio compositions marginally
more volatile than non-ESG MMFs’.
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U.S. Money Market Funds

AUM Expected to Grow

Fitch expects a continued re-allocation of MMF assets towards prime fundsin 2020, due to
the yield differential with government funds and other cash products, net asset value (NAV)
stability and fund managers’ growing track record managing liquidity post-reform. As of
October 31, 2019, prime money fund assets were USD1.1 trillion, up by 49% year over year
and up by 122% since reforms first went into effect in October 2016. Both institutional and
retail money funds have experienced inflows since the beginning of 2019. Given the
backdrop of slowing global growth and trade policy uncertainty, Fitch expects the trend into
USmoney funds to continue.

Stable Rates Forecast for 2020

Fitch’'s September 2019 Global Economic Outlook forecasts that the Fed will maintain rates
at existing levels in 2020, which may support greater stability in MMF yields. While money
fund yields declined slightly after the Fed cut interest rates three times throughout 2019,
the average net yield for prime funds at October 31, 2019 was 1.62%, which is still 1.46
percentage points above the 0.16% average rate paid on money marketdepositaccounts by
banks as of the same date. Investor sensitivity to the yield differential among cash products
could create challenges for MMF managers, particularly as liquidity levels have declined.
Average weekly liquidity for prime institutional and retail funds was 47% and 41%,
respectively, as of October 31, 2019, compared to 46% across both categories, as of
October 31,2018, and 72% and 51%, respectively, as of October 31, 2016.

ESG Funds Growing

The US market is showing increasing interest in ESG in the money market space, with the
launch of new funds and the conversion of existing funds. However, movement into these
products continues to be slow. We have found fund managers primarily perform their own
ESG research while incorporating data from third parties, and fully integrate ESG factors
into their normal credit screening process. We expect more fund managers to incorporate
ESG into their products as existing ESG funds attract more assets. ESG screeninghas been a
neutral factor in Fitch’s ratings of MMFs.

Growing Repo Exposure

Repurchase agreements (repos) continue to dominate MMF portfolios, representing 32% of
all outstanding money market securities as of October 31, 2019. Participation in the repo
services offered by the Fixed Income Clearing Corp has continued to grow since 2017 when
MMFs first began investing in the product, increasing 124% between October 2018 and
October 2019 and up significantly since October 2017 when repo balances with the FICC
were only USD12 billion. Fitch expects utilization of sponsored repo to continue to increase
throughout 2020, especially considering that the number of sponsoring entities is likely to
expand. Fitch-rated MMFs maintain limited exposure to any onerepo counterparty.
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Money Fund Assets by Fund Type
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Money Fund Rates Grow at a Higher Rate than Bank Deposits

Gov 7-Day Net Yield (LHS)
e NoON-Jumbo Savings (RHS)

Prime 7-Day Net Yield (LHS)
e NoON-Jumbo MM (RHS)

%) (%)
25 10
20 0.8
1.5 0.6
10 0.4
0.5 e, 0.2
00 = — 00

11/16 02/17 05/17 08/17 11/17 02/18 05/18 08/18 11/18 02/19 05/19 08/19

Source: Fitch Ratings, iMoneyNet, FDIC.

TopRepo Counterpartiesin U.S.Money Funds

10/31/18 10/31/19

Value As % of Out- Value As % of Out-
Rank Counterparty  ($Bil) standingRepo Counterparty ($Bil.) standing Repo
1 BNP Paribas 130 13 FICC 166 14
2 RBC 82 8 BNP Paribas 121 10
3 FICC 74 8 RBC 82 7
4 Credit Agricole 51 5 JP Morgan 69 6
5 Wells Fargo 51 5 Wells Fargo 66 6
6 Barclays 49 5 Barclays 55 5
7 JP Morgan 42 4 Credit Agricole 53 4
8 HSBC 40 4 Mitsubishi 50 4
9 Mitsubishi 38 4 Societe Generale 46 4
10 Nomura 34 3 Bank of America 42 4

Source: Fitch Ratings, Crane Data.
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European Money Market Funds

Liquidity Risk Management in Focus

Fitch views the weekly liquidity levels of rated MMFs as sufficiently high with around 50%
weekly liquidity on average as of end-September 2019. Investor and fund attention to
liquidity risk management will increase in 2020 when reporting on ESMA’s stress test
guidelines take effect. ESMA published stress test guidelines on liquidity, redemption levels,
creditrisk, interest rates and exchanges rates in July 2019.

Majority of Funds Satisfy ESMA Concentration Test

Based on a sample of 47 Fitch-rated MMFs’ liquidity levels at end-September 2019, 81%
had sufficient liquidity to cover the redemption of their top two investor accounts, in line
with the spirit of ESMA’s concentration stress test. For the 19% with weekly liquidity levels
below the sum of their top two investor accounts, the top two accounts were typically either
internal money or omnibus accounts consisting of multiple underlying investors, mitigating
redemption risk

Brexit Uncertainty Manageable

Fitch views a material disruption to money funds post a disruptive ‘no-deal’ Brexit as
unlikely. Most funds have been granted approval via applying for temporary permissions
regime, while seeking full UK authorisation, to temporarily continue operating and
marketing in the UK if the passporting regime falls away abruptly. Average exposure to UK
entities across Fitch-rated prime sterling MMFs increased to 17% at end-September 2019
from 13% at end-August 2018, with government securities and certificate of deposits as the
most popular security types.

Upcoming Review of LVNAV and CNAV Regulation

Fitch views the upcoming review of the 2017 MMF regulation as a key uncertainty facing
the low volatility NAV (LVNAV) segment (approximately USDO0.67 trillion as of end-
September 2019). The five-year review due by 21 July 2022 under Article 46 in MMF
Regulation will focus on LVNAYV and public debt CNAV MMFs. The European Commission
will assess the viability of LVNAV MMFs as an alternative to non-EU public debt CNAV
MMFs, as well as the feasibility of establishing an 8% EU public debt quota for public debt
CNAV MMFs. The scope of the review has created a degree of uncertainty for the future of
LVNAV and public debt CNAV MMFs, and the outcome will directly affect the industry
landscape in the short-term MMF domain. As of end-September 2019, 57% of European
MMF AUM is under the scope of the five-year review, with VNAV (both short-term and
standard) MMFs representing the remaining 43%.
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81% Funds had Weekly Liquidity Level at Above the Sum of Top Two

Investor Accounts
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Five-Year Review Covers LVNAV (49%) and PD CNAYV (8%)
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Note: VNAV includes short-term and standard VNAV funds.
Source: Lipper, Imoneynet.
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Chinese Money Market Funds

Growth Under Pressure

Fitch expects the growth of Chinese MMFs to come under pressure in the short- to
medium-term as a result of negative real yields, tight regulatory requirements, and
competition from certain WMPs provided by banks. Total assets in Chinese MMFs declined
to CNY7.1 trillion (USD1.0 trillion) by September 2019 from a peak of CNY8.9 trillion
(USD1.3 trillion) in 2H18. Some short-term WMPs provided by commercial banks have
emerged as competitors to MMFs. The rules governing these WMPs are less stringent than
for MMFs, allowing investment in a wider range of underlying assets, with lower credit
quality and longer maturities, while utilizing greater leverage. This has thus far allowed
WMPs to deliver higher yields, in the absence of material credit stress.

Real Yields Turn Negative

Real yields (i.e. net of inflation) of Chinese MMFs turned negative in April 2019, the first
time since Chinese MMFs began their rapid expansion in 2013. Fitch expects further
outflows if the real yield remains negative. The market average seven-day yield of Chinese
MMF yields declined to 2.5% by September 2019 from 4.6% at end-2017.

Regulatory Conversion with International Counterparts

Chinese regulators have followed their international counterparts to introduce the variable
valuation method to evaluate Chinese MMFs. The China Securities Regulatory Commission
had approved the first batch of variable NAV (VNAV) MMFs at end-July 2019. Investor
appetite for VNAV funds remains unproven, and realized NAV movements are likely to be
larger and/or more frequent than in the US due to the greater level of risk that Chinese
MMFs are permitted to incur.

YU’E Bao Still Large, But Declining

The Chinese MMF market has become more diversified as a result of the country’s largest
MMF, YU'E Bao’s, reduced size and assets flowing into other funds. This redistribution
means the sector is now more comparable to the US and Europe in terms of top-five fund

concentration, although Yu’E Bao continues to hold a disproportionately large share of the
total Chinese MMFs’ AUM.

Chinese Bank Stress Warrants Monitoring

Recent stress at small regional banks in China, including the coupon skip of Jinzhou Bank
and the state takeover of Baoshang Bank, highlights the credit vulnerability of these
entities, and by extension, Chinese MMFs which invest in them. Thus far, the Chinese
government has taken steps to moderate the effects on the broader financial system, but
they may also seek to gradually weaken investors’ assumption of implicit state support and
encourage greater differentiation of risk-pricing between financial institutions. These
dynamics make it imperative for MMFs to choose their investments/counterparties
selectively.
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Chinese Money Funds AUM Started to Shrink Since 2H18
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Market Share of the Largest MMF Retail Demand Dominate the Market
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Outlooks and Related Research

2020 Outlooks
Global Economic Outlook (September 2019)
US Prime Money Market Fund Risk to Chinese Issuers Manageable

Chinese Money Market Funds: Declining Yields, Regulation and Competing Products Signal
Slowing Growth

ESG in Money Market Funds: Implicitto Explicit Transition Underway
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