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Managing and Mitigating Credit Risk 

INSIGHTS 

Understanding credit risk 

The management of credit risk 

What does this mean for investors? 

Credit risk has increased in prominence over 
recent years. What is credit risk, why is this 
important to an investor and how does a 
money market fund manage its exposure?  
 

 
 
 
When investing in a security, credit risk refers 
to the risk an issuer will not pay interest 
and/or not repay principal. Credit risk is lower 
when issuers are considered more likely to 
make payments as scheduled.  
 
Money market funds try to limit their 
exposure to credit risk by purchasing high 
quality, short-term securities. However, no 
securities can be considered completely free 
of credit risk.  
 
Let’s look at an example to illustrate this. UK 
corporations need to pay investors a higher 
return on their borrowing (debt) than the UK 
government, as the corporations are 
considered less likely to make scheduled 
payments.  The difference between the two 
rates of return is the credit spread. This 
compensates investors for the perceived 
higher credit risk of the corporate.  
 
This spread varies over time, as perceptions 
of the creditworthiness of the two types of 
issuers change. If the spread widens, there is 
a greater credit risk associated with the 
corporate than with the government. To 
further compensate investors for taking on 
this additional risk, the corporate would need 
to pay an even higher return than previously. 
This would make existing securities issued by 
the corporate seem less attractive to 
investors, as the newer securities would be 
paying a higher return. The price of existing 
corporate securities would fall as a result.  
 
 
 
 

Within a money market fund, credit risk must 
be carefully managed to avoid a loss of value 
on the securities held. Otherwise, the value of 
the fund could fall. There are several 
techniques which managers use to mitigate 
this risk. 
 
The fund manager will manage the duration 
of both the fund and the securities within it, 
as shorter-term securities tend to be less 
impacted by changes in credit spreads.  
 
The fund manager will not invest in securities 
below a minimum credit quality. This quality 
requirement is complemented by in-house 
analysis which will identify whether a 
particular security, asset class, or sector is 
appropriate.  
 
The assessment of individual securities will be 
performed by someone independent of the 
fund management team to remove any 
conflict of interest. Their analysis will consider 
the financial soundness, capital structure and 
projected growth of the issuer. The fund 
manager is then provided with an ‘approved 
list’ of issuers and can only purchase 
securities issued by these companies to the 
maturity specified on the list.  
 
Any changes in quality or movement in credit 
spreads of the fund’s securities will be 
regularly monitored. If changes occur, the 
management team will determine what 
action to take, whilst always acting in the best 
interests of shareholders.  
 
 
 
 
It is important to appreciate the credit risks to 
which a money market fund may become 
exposed. Investors can review the risk 
measures published by the fund. These 
include data on the weighted average life (or 
WAL) of the assets in the fund, which 
provides an indication of the fund’s exposure 
to credit spread changes. The higher the WAL, 
the greater the exposure to credit risk. Data 
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on the credit quality of the underlying 
securities should also be available.  
 
Investors should also ask the fund manager 
about how the credit process works, how 
they identify potential investments and 
evaluate current holdings and which 
resources they employ.  
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