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Economic projections improve 
Historic monetary and fiscal support over the past year have helped markets and  
the U.S. economy recover from the effects of the COVID-19 pandemic, with the 
Federal Reserve at its December 2020 meeting noting many signs of improvement.  
For example, the Fed said a significant reopening of the economy resulted in a  
rapid rebound of activity, with real GDP rising at an annual rate of 33% in the third 
quarter alone. Business investing picked up, household spending normalized,  
and the housing market remained strong. More than half of the 22 million jobs  
lost in March and April were regained by the end of the year as people were able 
to get back to work, while consumer prices picked up, providing a boost to inflation. 
The Fed’s Summary of Economic Projections indicates a more optimistic outlook  
for the economy in 2021 than what was presented by the Fed back in September, 
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KEY TAKEAWAYS

• The Federal Reserve’s Summary of Economic Projections indicates a more 
optimistic outlook for the economy in 2021 than what was presented by the Fed in 
September, with a larger projected increase in GDP growth and a further expected 
decrease in the unemployment rate.

• However, despite a stronger than expected recovery from COVID-19, the Fed said 
overall economic activity remains well below its level before the pandemic, and 
the path ahead remains “highly uncertain.”

• Monetary policy will remain accommodative with low rates and asset purchases, 
and the Fed said it would step in with stronger action if needed; fiscal policy will 
be important to continue the recovery.

• Limited supply of short-term securities may cause credit spreads to contract further.

• Taxable money market fund assets declined for the seventh month in a row but 
still had a year of record growth.

• Stress in the short-term funding market as a result of the pandemic has resulted 
in the possibility of more regulatory reform on the table for prime and municipal 
money market funds.
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with a larger projected increase in GDP growth and  
a further expected decrease in the unemployment  
rate (Exhibit 1). 

However, the Fed also noted that overall business activity 
remained below pre-pandemic levels, making the future 
path of the economy “highly uncertain.” Unemployment 
stood at a still-elevated rate of 6.7%, with jobs in the 
hospitality and travel segments hit particularly hard. 
Consumer pricing leveled out after the summer bump, 
with notable softness in sectors impacted most by the 
pandemic, leaving inflation below the Fed’s 2% target. 
The December forecasts for 2022 also improved from 
September, with GDP growth revised to 3.2% and 
unemployment expected to continue to decline to 4.2%. 
Policymakers made a slight upward adjustment to inflation 
but said they do not expect it to reach 2% until 2023.

The importance of fiscal policy  
Policymakers reiterated their forward guidance framework 
rolled out in September, stating that policy rates will remain 
near zero until maximum employment is achieved and 
inflation has reached 2%. The FOMC’s current economic 
forecasts suggest those conditions are not expected to be 
met by year-end 2023. In addition, they said they would 
continue asset purchases of Treasuries and mortgage-
backed securities (MBS) at a pace of about $120 billion 
per month until they see substantial progress toward their 
employment and inflation objectives. The Fed said it would 
be open to ramping up purchases or even buying longer-
dated maturities if needed. Still, Chairman Jerome Powell 
alluded to the potential limitations of monetary policy at 
this stage of the recovery, given the nature of the COVID-19 
downturn and the proximity of rates to the zero-lower 
bound, and to the important role of ongoing fiscal support. 

“The case for fiscal policy right now is very, very strong,” 
Powell said in December.

The Fed and lawmakers in early 2020 took extraordinary 
action to address economic hardship caused by COVID-19, 
including $3 trillion from the CARES Act and other legislation. 
The Fed’s broad response featured purchases of U.S. 
Treasuries and MBS, and introduced measures to increase 
market liquidity, including a commercial paper funding facility. 
Lawmakers in December finalized a $900 billion package 
with a range of aid for individuals and businesses.  

EXHIBIT 1: The Fed in December revised its economic 
projections to provide a more optimistic outlook than 
seen at its previous meeting in September.

Source: Federal Reserve, FOMC forecasts for GDP, unemployment, and 
inflation as of Dec. 13, 2020. Sources for 2020 data: GDP, as of Sept. 30, 
2020, Bureau of Economic Analysis (BEA); unemployment, as of Dec. 
31, 2020, Bureau of Labor Statistics; inflation, as of Nov. 30, 2020, BEA.
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President Joe Biden has also proposed a $1.9 trillion 
relief package that could alter 2021 GDP growth and the 
Treasury bill supply, if approved.

Limited supply causes spreads to further contract
The Treasury General Account (TGA), used by the 
U.S. Treasury for tax receipts, Treasury bond and bill 
issuance inflows, and government payments, stood 
at about $1.6 trillion at the end of December (Exhibit 
2).1 The balance increased significantly in 2020 as a 
result of COVID-19 relief programs, and is expected 
to provide funding for a significant portion of the 
latest $900 billion package. At the same time, robust 
Treasury bill issuance to fund the programs has begun 
to come down and is expected to decline further 
in 2021 as relief winds down (Exhibit 3). As the U.S. 
Treasury reduces its balance sheet in preparation of 
achieving its authorized threshold later this summer, 
bank reserves will increase. And with the expected 
decline in Treasury bill issuance in 2021, assuming 
limited further fiscal stimulus, a supply/demand 
imbalance could result that may cause short-term 
Treasury rates to fall further.

With the Fed’s commitment to keep front-end rates 
near zero and with more issuance of longer-dated U.S. 
Treasuries, the yield curve has steepened significantly. 
Copious stimulus has resulted in very little yield in 
front-end rate markets, with the 2-year Treasury at 13 
basis points by the end of December. The 2-year/10-
year curve (the yield curve representing rates on 2-year 
to 10-year maturities) remains above 82 basis points 
in January, its steepest since 2017. Investors have as a 
result turned their attention to credit securities, though 
spreads remain near historical lows. The spread on a 
1–3 year credit security over a comparable Treasury has 
narrowed dramatically from an option-adjusted spread 
of 390 basis points in March to 35 basis points at the 
end of December (Exhibit 4).

EXHIBIT 2: The Treasury General Account rose significantly 
in 2020 as a result of COVID-19 stimulus programs.

EXHIBIT 3: Treasury bill issuance that increased significantly 
in 2020 to fund COVID-19 relief programs has begun to 
come down, and is expected to decline further in 2021.

Source: U.S. Treasury and Bloomberg Finance L.P., as of Dec. 31, 2020.

Source:  U.S. Treasury and Bloomberg Finance L.P., as of Dec. 31, 2020.
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Money market fund assets trend lower 
Outflows in taxable money market funds continued in December, the seventh month in a row of 
declines in 2020. Assets in taxable money market funds fell by $15 billion in December and were 
down by $436 billion since their peak at the end of May (Exhibit 5). However, asset growth for the 
year remained at record highs outpacing the gains seen in the past three years. 

EXHIBIT 4: The spread on 1–3 year credit securities narrowed dramatically over a comparable 
Treasury at the end of 2020.

Bloomberg Barclays US Investment Grade Corporate 1–3 Year Index (spread over comparable Treasuries)

EXHIBIT 5: Assets in taxable money market funds have fallen for seven months in 2020 and ended 
the year down by $436 billion since their May peak—but it was still a record year of growth.

Cumulative Growth of Taxable Money Market Funds (2017–2020)

Source: Bloomberg Barclays, as of Dec. 31, 2020. Option-Adjusted Spread (OAS) is the measurement of the spread between a 
fixed income security’s rate and the risk-free rate of return, which is adjusted to take into account any embedded options. Indexes 
are unmanaged. It is not possible to invest directly in an index.

Source: iMoneyNet, as of Dec. 31, 2020. Includes retail and institutional share classes.
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EXHIBIT 6: The yield spread between institutional prime and government money market funds in 2020 
virtually disappeared as prime funds came under pressure during market stress caused by the pandemic.

7-Day Yield on prime and institutional money market funds (Jan. 1–Dec. 31, 2020)

EXHIBIT 7: Institutional prime funds experienced flat to negative cumulative asset growth in comparison 
to institutional government funds.

Cumulative Change in Assets Jan. 1–Dec. 31, 2020

Source: iMoneyNet, as of Dec. 31, 2020.

Source: iMoneyNet, as of Dec. 31, 2020.

Institutional prime money market funds, meanwhile, saw declines in assets as net yields 
approached zero. The yield spread between institutional prime and government money 
market funds in 2020 virtually disappeared as prime funds trended lower with tightening 
supply conditions and abundant deposit growth (Exhibit 6). The yield on institutional prime 
funds started the year at 1.56% but started declining sharply in March and ended the year  
at just 0.04%. Institutional prime funds also experienced flat to negative cumulative asset 
growth in comparison to institutional government funds (Exhibit 7).
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Potential for additional money market reform on the table 
Stress in the short-term funding market as a result of the pandemic caused the Fed to 
initiate the Money Market Lending Facility (MMLF) in March to provide liquidity for the 
industry—the second such move in 12 years. As a result, the President’s Working Group 
(PWG)—comprising members from the U.S. Treasury, the Fed, the Securities and Exchange 
Commission, and the Commodity Futures Trading Commission—released a report in 
December providing an overview of recent stress and potential reform options for money 
market funds.2 The report focused on the prime and municipal segments though it did 
not make any specific recommendations. 

Of note, the PWG report said that while government money market funds (MMFs) saw 
significant inflows in March, prime and tax-exempt MMF sectors faced significant outflows 
and increasingly illiquid markets for the funds’ assets. As a result, prime and tax-exempt 
MMFs experienced, and began to contribute to, general stress in short-term funding markets. 
It also found that money market fund regulatory thresholds (gates and fees) might have had 
the unintended consequence of encouraging, rather than preventing, redemptions. 

Regulators and stakeholders have been discussing for some time whether the industry 
needs additional reforms to help prevent the liquidity challenges experienced last March 
and outflows in the institutional prime and municipal money market fund segments. 
Some observers have noted that the 2010 and 2014 reforms may not have gone far enough 
to prevent such challenges seen in early 2020. While changes are likely to remain top of 
mind in 2021, any new reforms for institutional prime and municipal money market funds 
will take time to implement as stakeholders and regulators review and discuss the options. 
The result may well be a further migration to government and Treasury money market 
funds.  We believe Fidelity is well positioned in this environment and will stay focused 
on risk management and diversification. 



Endnotes
1 Federal Reserve press conference transcript, Dec. 16, 2020.
2 Report of the President’s Working Group on Financial Markets. Overview of Recent Events and Potential Reform Options for Money Market Funds, December 2020.
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