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Money Fund Yields to Remain Low
Minh Trang, CFA, Portfolio Manager

As we enter 2010, fixed-income investments in the short end
of the yield curve are trading at levels near historic lows. Even
money fund investors are now facing yields hovering just above
zero. This downward pressure has been caused by several factors.
First, yields on most sectors have been on the decline throughout
the year. Second, the demand for short-term investments has
remained strong as the supply of money market instruments has
decreased. Finally, the possibility of more government regulatory

changes in financial services has kept cash managers cautious.

The Fed

The Federal Reserve has left its target lending rate in the range
of zero to 0.25 percent for a year now. This, obviously, has
driven short-term yields in most sectors lower throughout the
course of the year. In addition, the FOMC has held its stance on
maintaining interest rates “exceptionally low” for “an extended
period,” meaning they intend to stay the course until there is
more evidence of a self-sustaining economic recovery. As long
as rates remain depressed, it will be difficult for money funds
to provide significantly higher yields. The Crane Money Fund
Average seven-day yield dropped to 0.04 percent at the end of

November.
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Strong Demand, Less Supply

With market turmoil peaking in the fall of 2008, investors
flocked to money market funds for safety. The flight to quality
and liquidity inflated these funds to $3.9 trillion by early 2009,
from $3.2 trillion in January 2008. Though there has been a
steady outflow from money funds throughout the year, there still
remains a hefty balance of $3.3 trillion. One of the problems
that money funds have faced, and will continue to face, is
the dwindling supply of available short-term investments. For
example, commercial paper issuance has dropped from $1.78
trillion in first quarter 2008 to $1.16 trillion in third quarter
2009. As more money has chased a reduced supply, yields on
money market instruments have declined substantially. Top tier
six-month commercial paper averaged over 1.00 percent at the

beginning of the year and is now at 0.30 percent.

Regulations on Money Funds

Since the Reserve Fund “broke the buck” last year, there has been
greater scrutiny on how money funds should be managed. The
SEC has proposed several changes to money fund regulations,
with the intent of further limiting risk and increasing liquidity.
Some of these measures include reducing the maximum weighted
average maturity of most funds from 90 to 60 days. In addition,
institutional funds would need to maintain at least 10 percent
liquidity within one day and 30 percent liquidity within one
week. The commission has also proposed that all money funds
invest only in the highest-quality securities. These proposals have
yet to be finalized, but clearly the intent is to tighten regulation
on the money fund industry. The likely outcome is that these
funds will maintain higher liquidity and invest in safer assets,

which would keep yields low.

Conclusion

The current environment of low yields remains a challenge for
investors and managers secking to find some return within a
prudent strategy. The expectation is that money market funds
will continue to provide safety and liquidity. However, yield from
these investments will stay minimal for some time. To increase
return, investors should focus on creating proper asset allocation.
Combining a money fund and a diversified portfolio of longer-
maturity individual securities will provide better safety, liquidity,

and competitive return.




Economic Vista
Ninh Chung, Portfolio Manager

The Fed reiterated its accommodative stance by leaving its target interest
rate near zero for an “extended period” at its last FOMC meeting of
the year. With economic recovery at a sluggish pace (2.2 percent for
third quarter 2009) and inflationary pressures not on the radar, the Fed
will maintain its holding pattern until consumer spending normalizes.
However, preliminary estimates on consumer spending by trade groups
are encouraging. Spending was up about 3.6 percent this past holiday
season compared to the historic low for 2008, with Internet shopping up
about 15 percent. The question remains, can the consumer continue this
spending pace with a double-digit unemployment rate?

The housing sector again showed positive signs, although with much
caution. Existing home sales were up 44 percent in November compared
with a year earlier, as favorable mortgage rates — 30-year fixed mortgages
averaged about 5 percent for most of fourth quarter of 2009 — and
homebuyer tax incentives boosted purchases.

The velocity of the recovery will be truly tested when federal programs
expire in coming months. At that point, the pace of recovery could

become a long and gradual one.

Credit Vista
Melina Hadiwono, CFA, Head of Credit Research

On December 11, 2009, the House of Representatives approved sweeping
new legislation, “The Wall Street Reform and Consumer Protection Act”
(H.R. 4173), that includes a comprehensive set of reforms addressing
causes of the 2008 financial system breakdown. This bill addresses the
myriad causes from predatory lending to unregulated derivatives. The
primary goals are to hold Wall Street accountable, to end taxpayer-funded
bailouts, and to protect Americans from “unscrupulous big banks and
credit card companies.” There is a competing bill in the Senate Banking
Committee which differs in a material way. We expect that this legislation
will be debated further and it is likely none of these bills will be enacted
without substantial changes. Approval could occur sometime in the first
half of 2010.

Among other things, the House bill calls for creation of: (1) A Consumer
Financial Protection Agency (CFPA) solely devoted to protecting
Americans from unfair and abusive financial products and services, (2) A
Financial Stability Council of regulators that will regulate systematic risk;
systemically risky firms will be subject to increased oversight, standards,
and regulation, and (3) An orderly process for shutting down large, failing
financial institutions in a way that ends bailouts, protects taxpayers, and

prevents contagion of the rest of the financial system.

Many of the changes in these bills would be steps in the right direction
of providing better monitoring and oversight, although there are potential
unintended consequences that need to be considered. Tighter rules for
consumer credit could lead to less credit extended, for example, especially

to small businesses and consumers, in a time when the economy needs to
see job growth. In addition, the House bill imposes 10 percent losses to
secured creditors in case of failure. While this provision excludes repo-
market and FHLB advances, which are the primary secured creditors,
it goes against the well-established priority of claims in a corporate
structure, which could freeze access to secured funding at the time when
a bank needs it the most.

The bill also calls for the orderly winding down of failing systematic
institutions, with any costs associated with the dismantling to be paid
by shareholders, then creditors, and then through the resolution fund.
However, the ultimate resolution mechanism for large institutions
remains unclear in terms of seniority and priority of claims between the
holding companies and the operating bank level.

Requiring higher capital ratios with higher-quality forms of capital,
stronger liquidity requirements, risk management, and revised
compensation rules, are all necessary areas for banking reform and
are positive from a creditor’s perspective. However, to foster further
investor confidence, there is a need for more clarification on how
regulatory reform will affect creditor rights in wind-downs of major

financial institutions.

Trading Vista
Hiro Ikemoto, Money Market Trader

December 2009 turned out to be a fairly calm month. As stated in
previous Trading Vista articles, many investors locked in their Treasury
purchases earlier in the quarter and the January and February 2010
Treasury bills remain at near-zero yields. Interestingly, the Fed committee
commented that the deterioration of the labor market is “abating,”
leading some investors to believe that economic and inflationary recovery
may be stronger than previously forecasted. The spread between the two-
and 10-year Treasury note yields increased to a record 281 basis points
this month. At the beginning of 2009 it was at 145 basis points.

The two-year Treasury note sold off, ending the year at 1.14 percent, an
increase of 48 bps from the previous month. The yield on the one-year
Treasury bill increased 20 bps to 0.44 percent, while the three- and six-
month Treasury bills remained relatively flat at 0.05 and 0.19 percent
respectively. Agency bonds stayed tight to Treasuries with yields plus two
to plus 12 along the curve.

Corporate industrial bonds maturing in the one-year area yielded minus
10 to plus five to LIBOR spot, while financial issuers were at plus five
to plus 25. Toward the two-year part of the curve, there was a slight
widening, with industrial names at plus five to plus 30 to the two-
year Treasury note, and plus 50 to plus 80 for financials. Commercial
paper remained the same throughout the month with the three-month
maturities yielding between 0.21 to 0.25 percent.
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