It’s Greek to Me
Understanding Money Funds’ Exposure to European Banks
BY BRUCE FERNANDEZ, CFA

What do the recent events in Greece have to do with you? If you have money invested in a money
market fund (MMF), the answer may surprise you. According to a recent report by Fitch1, MMF
exposure to European banks on represents 50% of the total assets of the 10 largest prime MMFs as of
May 31, 2011. The WSJ2 reports the biggest U.S. money-market funds hold roughly $1 trillion of debt
issued by big European banks, causing concern for U.S. regulators and lawmakers. Why the concern? It
turns out, European banks, in particular French banks, have large exposures to Greek debt.
It’s been almost three years since money market funds faced their most significant challenge to date
when the Reserve Fund “broke the buck” in September 2008 and prompted investors – primary
institutional investors – to withdraw about $210 billion from prime money market funds over the next
two days. Only when the US government announced the third day that they would temporarily
guarantee money fund balances did the broad market panic subside.3 Still, prime MMF aggregate assets
dropped $450 billion (21 percent) in the four weeks beginning on September 10.4 While several steps
have been taken to minimize the credit and liquidity risk of MMFs since September 2008, MMFs still
appear to be susceptible to a loss of investor confidence and another possible “run on the bank.”
So what is an investor to do? The most important step is to be aware not all MMFs are the same. While
commoditization of the MMF industry has occurred over the years, there still are important differences
in terms of what MMFs choose to invest in. While it may take a trained eye to see these differences,
differences do exist if one looks carefully enough. However, there are some simple ways to glean
important information about portfolio risk without digging into all the details. One proxy for portfolio
risk appears to be yield. According to a Federal Reserve staff working paper5, “empirical evidence
suggests that gross yield, especially leading up to the run in 2008, was predominantly an indicator of
portfolio risk.” So it turns out that by avoiding MMFs with the highest yields may be a simple way to
help investors steer clear of MMFs that have higher portfolio risk. Basically, as a MMF fund investor,
you should perform the same due diligence you would on any other investment.
Bruce Fernandez, CFA, is President of InvestingByNumbers, LLC providing consulting services related
to the investment process to investment fiduciaries and other institutional clients. For more
information, please visit www.InvestingByNumbers.com.
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