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funds more resilient by increasing the diversification of their portfolios, enhancing their stress



testing, and increasing transparency by requiring money market funds to provide additional
information to the SEC and to investors. The proposal also includes amendments requiring
investment advisers to certain unregistered liquidity funds, which can resemble money market
funds, to provide additional information about those funds to the SEC.
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I. INTRODUCTION

Money market funds are a type of mutual fund registered under the Investment Company
Act and regulated under rule 2a-7 under the Act.> Money market funds pay dividends that reflect
prevailing short-term interest rates, generally are redeemable on demand, and, unlike other

investment companies, seek to maintain a stable net asset value per share (“NAV”), typically

Money market funds are also sometimes called “money market mutual funds” or “money funds.”



$1.00.°> This combination of principal stability, liquidity, and payment of short-term yields has
made money market funds popular cash management vehicles for both retail and institutional
investors. As of February 28, 2013, there were approximately 586 money market funds
registered with the Commission, and these funds collectively held over $2.9 trillion of assets.*
Money market funds seek to maintain a stable share price by limiting their investments to
short-term, high-quality debt securities that fluctuate very little in value under normal market
conditions.” They also rely on exemptions provided in rule 2a-7 that permit them to value their
portfolio securities using the “amortized cost” method of valuation and to use the
“penny-rounding” method of pricing.® Under the amortized cost method, a money market fund’s
portfolio securities generally are valued at cost plus any amortization of premium or
accumulation of discount, rather than at their value based on current market factors.” The penny
rounding method of pricing permits a money market fund when pricing its shares to round the
fund’s net asset value to the nearest one percent (i.e., the nearest penny).® Together, these

valuation and pricing techniques create a “rounding convention” that permits a money market

See generally Valuation of Debt Instruments and Computation of Current Price Per Share by Certain
Open-End Investment Companies (Money Market Funds), Investment Company Act Release No. 13380
(July 11, 1983) [48 FR 32555 (July 18, 1983)] (“1983 Adopting Release). Most money market funds seek
to maintain a stable net asset value per share of $1.00, but a few seek to maintain a stable net asset value
per share of a different amount, e.g., $10.00. For convenience, throughout this Release, the discussion will
simply refer to the stable net asset value of $1.00 per share.

Based on Form N-MFP data. SEC regulations require that money market funds report certain portfolio
information on a monthly basis to the SEC on Form N-MFP. See rule 30b1-7.

Throughout this Release, we generally use the term “stable share price” to refer to the stable share price
that money market funds seek to maintain and compute for purposes of distribution, redemption and
repurchases of fund shares.

Money market funds use a combination of the two methods so that, under normal circumstances, they can
use the penny rounding method to maintain a price of $1.00 per share without pricing to the third decimal
point like other mutual funds, and the amortized cost method so that they need not strike a daily market-
based NAV. See infra text accompanying nn.163, 177.

! See rule 2a-7(a)(2). See also infra note 10.
s See rule 2a-7(a)(20).



fund to sell and redeem shares at a stable share price without regard to small variations in the

value of the securities that comprise its portfolio.” Other types of mutual funds not regulated by

rule 2a-7, must calculate their daily NAVs using market-based factors (with some exceptions)

and do not use penny rounding.'” We note, however, that banks and other companies also make

wide use of amortized cost accounting to value certain of their assets."

In exchange for the ability to rely on the exemptions provided by rule 2a-7, the rule

When the Commission initially established its regulatory framework allowing money market funds to
maintain a stable share price through use of the amortized cost method of valuation and/or the penny
rounding method of pricing (so long as they abided by certain risk limiting conditions), it did so
understanding the benefits that stable value money market funds provided as a cash management vehicle,
particularly for smaller investors, and focusing on minimizing inappropriate dilution of assets and returns
for shareholders. See Proceedings before the Securities and Exchange Commission in the Matter of
InterCapital Liquid Asset Fund, Inc. et al., 3-5431, Dec. 28, 1978, at 1533 (Statement of Martin Lybecker,
Division of Investment Management at the Securities and Exchange Commission) (stating that Commission
staff had learned over the course of the hearings the strong preference of money market fund investors to
have a stable share price and that with the right risk limiting conditions the Commission could limit the
likelihood of a deviation from that stable value, addressing Commission concerns about dilution); 1983
Adopting Release, supra note 3, at nn.42-43 and accompanying text (“[T]he provisions of the rule impose
obligations on the board of directors to assess the fairness of the valuation or pricing method and take
appropriate steps to ensure that sharcholders always receive their proportionate interest in the money
market fund.”). At that time, the Commission was persuaded that deviations to an extent that would cause
material dilution generally would not occur given the risk limiting conditions of the rule. See id., at nn.41-
42 and accompanying text (noting that testimony from the original money market fund exemptive order
hearings alleged that the risk limiting conditions, short of extraordinarily adverse conditions in the market,
should ensure that a properly managed money market fund should be able to maintain a stable price per
share and that rule 2a-7 is based on that representation).

For a mutual fund not regulated under rule 2a-7, the Investment Company Act and applicable rules
generally require that it price its securities at the current net asset value per share by valuing portfolio
instruments at market value or, if market quotations are not readily available, at fair value as determined in
good faith by the fund’s board of directors. See section 2(a)(41)(B) of the Act and rules 2a-4 and 22c-1.
The Commission, however, has stated that it would not object if a mutual fund board of directors
determines, in good faith, that the value of debt securities with remaining maturities of 60 days or less is
their amortized cost, unless the particular circumstances warrant otherwise. See Valuation of Debt
Instruments by Money Market Funds and Certain Other Open-End Investment Companies, Investment
Company Act Release No. 9786 (May 31, 1977) [42 FR 28999 (June 7, 1977)] (“1977 Valuation Release™).
In this regard, the Commission has stated that the “fair value of securities with remaining maturities of 60
days or less may not always be accurately reflected through the use of amortized cost valuation, due to an
impairment of the credit worthiness of an issuer, or other factors. In such situations, it would appear to be
incumbent upon the directors of a fund to recognize such factors and take them into account in determining
“fair value.”” Id.

See FASB ASC paragraph 320-10-35-1c¢ indicating investments in debt securities classified as held-to-
maturity shall be measured subsequently at amortized cost in the statement of financial position. See also
Vincent Ryan, FASB Exposure Draft Alarms Bank CFOs (June 2, 2010) available at
http://www.cfo.com/article.cfm/14502294.



imposes important conditions designed to limit deviations between the fund’s $1.00 share price
and the market value of the fund’s portfolio. It requires money market funds to maintain a
significant amount of liquid assets and to invest in securities that meet the rule’s credit quality,
maturity, and diversification requirements.”” For example, a money market fund’s portfolio
securities must meet certain credit quality requirements, such as posing minimal credit risks. "
The rule also places limits on the remaining maturity of securities in the fund’s portfolio to limit
the interest rate and credit spread risk to which a money market fund may be exposed. A money
market fund generally may not acquire any security with a remaining maturity greater than 397
days, and the dollar-weighted average maturity of the securities owned by the fund may not
exceed 60 days and the fund’s dollar-weighted average life to maturity may not exceed 120
days."* Money market funds also must maintain sufficient liquidity to meet reasonably
foreseeable redemptions, and generally must invest at least 10% of their portfolios in assets that
can provide daily liquidity and invest at least 30% of their portfolios in assets that can provide
weekly liquidity. 13 Finally, rule 2a-7 also requires money market funds to diversify their
portfolios by generally limiting the funds to investing no more than 5% of their portfolios in any
one issuer and no more than 10% of their portfolios in securities issued by, or subject to
guarantees or demand features (i.e., puts) from, any one institution. e

Rule 2a-7 also includes certain procedural requirements overseen by the fund’s board of

directors. These include the requirement that the fund periodically calculate the market-based

12 See rule 2a-7(c)(2), (3), (4), and (5).
1 See rule 2a-7(a)(12), (c)(3)(ii).
14 Rule 2a-7(c)(2).

See rule 2a-7(c)(5). The 10% daily liquid asset requirement does not apply to tax exempt funds.
o See rule 2a-7(c)(4).
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value of the portfolio (“shadow price”)'” and compare it to the fund’s stable share price; if the
deviation between these two values exceeds 'z of 1 percent (50 basis points), the fund’s board of
directors must consider what action, if any, should be initiated by the board, including whether to
re-price the fund’s securities above or below the fund’s $1.00 share price (an event colloquially
known as “breaking the buck”)."

Different types of money market funds have been introduced to meet the differing needs
of money market fund investors. Historically, most investors have invested in “prime money
market funds,” which hold a variety of taxable short-term obligations issued by corporations and
banks, as well as repurchase agreements and asset-backed commercial paper.” “Government
money market funds” principally hold obligations of the U.S. government, including obligations
of the U.S. Treasury and federal agencies and instrumentalities, as well as repurchase agreements
collateralized by government securities. Some government money market funds limit
themselves to holding only U.S. Treasury obligations or repurchase agreements collateralized by
U.S. Treasury securities and are called “Treasury money market funds.” Compared to prime
funds, government and Treasury money market funds generally offer greater safety of principal
but historically have paid lower yields. “Tax-exempt money market funds” primarily hold
obligations of state and local governments and their instrumentalities, and pay interest that is

generally exempt from federal income tax for individual taxpayers.

17 See rule 2a-7(c)(8)(ii)(A).

See rule 2a-7(¢c)(8)(ii)(A) and (B). Regardless of the extent of the deviation, rule 2a-7 imposes on the board
of a money market fund a duty to take appropriate action whenever the board believes the extent of any
deviation may result in material dilution or other unfair results to investors or current shareholders. Rule
2a-7(c)(8)(ii)(C). In addition, the money market fund can use the amortized cost or penny-rounding
methods only as long as the board of directors believes that they fairly reflect the market-based net asset
value per share. See rule 2a-7(c)(1).

See INVESTMENT COMPANY INSTITUTE, 2013 INVESTMENT COMPANY FACT BOOK, at 178, Table 37 (2013),
available at http://www.ici.org/pdf/2013_factbook.pdf.


http://www.ici.org/pdf/2013_factbook.pdf
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In the analysis that follows, we begin by reviewing the role of money market funds and
the benefits they provide investors. We then review the economics of money market funds. This
includes a discussion of several features of money market funds that, when combined, can create
incentives for fund shareholders to redeem shares during periods of stress, as well as the
potential impact that such redemptions can have on the fund and the markets that provide short-
term financing.”® We then discuss money market funds’ experience during the 2007-2008
financial crisis against this backdrop. We next analyze our 2010 reforms and their impact on the
heightened redemption activity during the 2011 Eurozone sovereign debt crisis and U.S. debt
ceiling impasse.

Based on these analyses as well as other publicly available analytical works, some of
which are contained in the report responding to certain questions posed by Commissioners
Aguilar, Paredes and Gallagher (“RSFI Study”)*' prepared by staff from the Division of Risk,
Strategy, and Financial Innovation (“RSFI”), we propose two alternative frameworks for
additional regulation of money market funds. Each alternative seeks to preserve the ability of
money market funds to function as an effective and efficient cash management tool for investors,
but also address certain features in money market funds that can make them susceptible to heavy
redemptions, provide them with better tools to manage and mitigate potential contagion from
high levels of redemptions, and increase the transparency of their risks. We are also proposing

amendments that would apply under each alternative that would result in additional changes to

20 Throughout this Release, we generally refer to “short-term financing markets” to describe the markets for

short-term financing of corporations, banks, and governments.

2 See Response to Questions Posed by Commissioners Aguilar, Paredes, and Gallagher, a report by staff of

the Division of Risk, Strategy, and Financial Innovation (Nov. 30, 2012), available at
http://www.sec.gov/news/studies/2012/money-market-funds-memo-2012.pdf.
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money market fund disclosure, diversification limits, and stress testing, among other reforms.*

I1. BACKGROUND
A. Role of Money Market Funds

The combination of principal stability, liquidity, and short-term yields offered by money
market funds, which is unlike that offered by other types of mutual funds, has made money
market funds popular cash management vehicles for both retail and institutional investors, as
discussed above. Retail investors use money market funds for a variety of reasons, including, for
example, to hold cash for short or long periods of time or to take a temporary “defensive
position” in anticipation of declining equity markets. Institutional investors commonly use
money market funds for cash management in part because, as discussed later in this Release,
money market funds provide efficient diversified cash management due both to the scale of their
operations and their expertise.”

Money market funds, due to their popularity with investors, have become an important
source of financing in certain segments of the short-term financing markets, as discussed in more
detail in section IIL.E.2 below. Money market funds’ ability to maintain a stable share price
contributes to their popularity. Indeed, the $1.00 stable share price has been one of the
fundamental features of money market funds. As discussed in more detail in section III.A.7
below, the funds’ stable share price facilitates the funds’ role as a cash management vehicle,
provides tax and administrative convenience to both money market funds and their shareholders,
and enhances money market funds’ attractiveness as an investment option.

Rule 2a-7, in addition to facilitating money market funds’ maintenance of stable share

2 We note that we have consulted and coordinated with the Consumer Financial Protection Bureau regarding

this proposed rulemaking in accordance with section 1027(i)(2) of the Dodd-Frank Wall Street Reform and
Consumer Protection Act.

> See infra notes 72-73 and accompanying text.
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prices, also benefits investors by making available an investment option that provides an efficient
and diversified means for investors to participate in the short-term financing markets through a
portfolio of short-term, high quality debt securities.* Many investors likely would find it
impractical or inefficient to invest directly in the short-term financing markets, and some
investors likely would not want the relatively undiversified exposure that can result from
investing in those markets on a smaller scale or that could be associated with certain alternatives
to money market funds, like bank deposits.”> Although other types of mutual funds can and do
invest in the short-term financing markets, investors may prefer money market funds because the
risk the funds may undertake is limited under rule 2a-7 (and because of the funds’ corresponding
ability to maintain a stable share price).?

Therefore, although rule 2a-7 permits money market funds to use techniques to value and
price their shares not permitted to other mutual funds (or not permitted to the same extent), the
rule also imposes additional protective conditions on money market funds. These additional
conditions are designed to make money market funds’ use of the pricing techniques permitted by

rule 2a-7 consistent with the protection of investors, and more generally, to make available an

24 See, e.g., Comment Letter of Harvard Business School Professors Samuel Hanson, David Scharfstein, &

Adi Sunderam (Jan. 8, 2013) (available in File No. FSOC-2012-0003) (“Harvard Business School FSOC
Comment Letter”) (explaining that prime money market funds, by providing a way for investors to invest in
the short-term financing markets indirectly, “provides MMF investors with a diversified pool of deposit-
like instruments with the convenience of a single deposit-like account,” and that, “[g]iven the fixed costs of
managing a portfolio of such instruments, MMFs provide scale efficiencies for small-balance savers (e.g.,
households and small and mid-sized nonfinancial corporations) along with a valuable set of transactional
services (e.g., check-writing and other cash-management functions).”).

» Id. See also, e.g., Comment Letter of Investment Company Institute (Jan. 24, 2013) (available in File No.

FSOC-2012-0003) (“ICT Jan. 24 FSOC Comment Letter””) (explaining that although bank deposits are an
alternative to money market funds, “corporate cash managers and other institutional investors do not view
an undiversified holding in an uninsured (or underinsured) bank account as having the same risk profile as
an investment in a diversified short-term money market fund subject to the risk-limiting conditions of Rule
2a-77).

2 See, e.g., ICI Jan. 24 FSOC Comment Letter, supra note 25 (“The regulatory regime established by Rule

2a-7 has proven to be effective in protecting investors’ interests and maintaining their confidence in money
market funds.”).
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investment option for investors that seek an efficient way to obtain short-term yields. These
conditions thus reflect the differences in the way money market funds operate and the ways in
which investors use money market funds compared to other types of mutual funds.

We recognize, and considered when developing the reform proposals we are putting
forward today, that money market funds are a popular investment product and that they provide
many benefits to investors and to the short-term financing markets. Indeed, it is for these reasons
that we are proposing reforms designed to make the funds more resilient, as discussed
throughout this Release, while preserving, to the extent possible, the benefits of money market
funds. These reform proposals may, however, make money market funds less attractive to
certain investors as discussed more fully below.

B. Economics of Money Market Funds

The combination of several features of money market funds can create an incentive for
their shareholders to redeem shares heavily in periods of financial stress, as discussed in greater
detail in the RSFI Study. We discuss these factors below, as well as the harm that can result
from heavy redemptions in money market funds.

1. Incentives Created by Money Market Funds’ Valuation and Pricing
Methods

Money market funds are unique among mutual funds in that rule 2a-7 permits them to use
the amortized cost method of valuation and the penny-rounding method of pricing. As discussed
above, these valuation and pricing techniques allow a money market fund to sell and redeem
shares at a stable share price without regard to small variations in the value of the securities that
comprise its portfolio, and thus to maintain a stable $1.00 share price under most conditions.

Although the stable $1.00 share price calculated using these methods provides a close

approximation to market value under normal market conditions, differences may exist because
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market prices adjust to changes in interest rates, credit risk, and liquidity. We note that the vast
majority of money market fund portfolio securities are not valued based on market prices
obtained through secondary market trading because the secondary markets for most portfolio
securities such as commercial paper, repos, and certificates of deposit are not actively traded.
Accordingly, most money market fund portfolio securities are valued largely through “mark-to-
model” or “matrix pricing” estimates.”’ The market value of a money market fund’s portfolio
securities also may experience relatively large changes if a portfolio asset defaults or its credit
profile deteriorates.”® Today differences within the tolerance defined by rule 2a-7 are reflected
only in a fund’s shadow price, and not the share price at which the fund satisfies purchase and
redemption transactions.

Deviations that arise from changes in interest rates and credit risk are temporary as long
as securities are held to maturity, because amortized cost values and market-based values
converge at maturity. If, however, a portfolio asset defaults or an asset sale results in a realized
capital gain or loss, deviations between the stable $1.00 share price and the shadow price become
permanent. For example, if a portfolio experiences a 25 basis point loss because an issuer

defaults, the fund’s shadow price falls from $1.0000 to $0.9975. Even though the fund has not

7 See, e.g., Harvard Business School FSOC Comment Letter, supra note 24 (“secondary markets for

commercial paper and other private money market assets such as CDs are highly illiquid. Therefore, the
asset prices used to calculate the floating NAV would largely be accounting or model-based estimates,
rather than prices based on secondary market transactions with sizable volumes.”); Institutional Money
Market Funds Association, The Use of Amortised Cost Accounting by Money Market Funds, available at
http://www.immfa.org/assets/files/IMMF A%20The%20use%200f%20amortised%20cost%20accounting%
20by%20MMEF.pdf (noting that “investors typically hold money market instruments to maturity, and so
there are relatively few prices from the secondary market or broker quotes,” that as a result most money
market funds value their assets using yield curve pricing, discounted cash flow pricing, and amortized cost
valuation, and surveying several money market funds and finding that only U.S. Treasury bills are
considered “level one” assets under the relevant accounting standards for which traded or quoted prices are
generally available).

2 The credit quality standards in rule 2a-7 are designed to minimize the likelihood of such a default or credit

deterioration.


http://www.immfa.org/assets/files/IMMFA%20The%20use%20of%20amortised%20cost%20accounting%20by%20MMF.pdf
http://www.immfa.org/assets/files/IMMFA%20The%20use%20of%20amortised%20cost%20accounting%20by%20MMF.pdf
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broken the buck, this reduction is permanent and can only be rebuilt internally in the event that
the fund realizes a capital gain elsewhere in the portfolio, which generally is unlikely given the
types of securities in which money market funds typically invest.”

If a fund’s shadow price deviates far enough from its stable $1.00 share price, investors
may have an economic incentive to redeem money market fund shares.”® For example, investors
may have an incentive to redeem shares when a fund’s shadow price is less than $1.00.°" If
investors redeem shares when the shadow price is less than $1.00, the fund’s shadow price will
decline even further because portfolio losses are spread across a smaller asset base. If enough
shares are redeemed, a fund can “break the buck™ due, in part, to heavy investor redemptions and
the concentration of losses across a shrinking asset base. In times of stress, this reason alone
provides an incentive for investors to redeem shares ahead of other investors: early redeemers
get $1.00 per share, whereas later redeemers may get less than $1.00 per share even if the fund
experiences no further losses.

To illustrate the incentive for investors to redeem shares early, consider a money market

fund that has one million shares outstanding and holds a portfolio worth exactly $1 million.

» It is important to understand that, in practice, a money market fund cannot use future portfolio earnings to

rebuild its shadow price because Subchapter M of the Internal Revenue Code effectively forces money
market funds to distribute virtually all of their earnings to investors. These restrictions can cause
permanent reductions in shadow prices to persist over time, even if a fund’s other portfolio securities are
otherwise unimpaired.

30 The value of this economic incentive is determined in part by the volatility of the fund's underlying assets,

which is, in turn, affected by the volatility of interest rates, the likelihood of default, and the maturities of
the underlying assets. Since the risk limiting conditions imposed by rule 2a-7 require funds to hold high
quality assets with short maturities, the volatility of the underlying assets is very low (which implies that
the corresponding value of this economic incentive is low), except when the fund is under stress.

3 We recognize that, absent the fund breaking the buck, arbitraging fluctuations in a money market fund’s

shadow price would require some effort and may not be compelling in many cases given the small dollar
value that could be captured. See, e.g., Money Market Fund Reform, Investment Company Act Release
No. 28807 (June 30, 2009) [74 FR 32688 (July 8, 2009)] (“2009 Proposing Release”), at nn.304-305 and
accompanying text (discussing how to arbitrage around price changes from rising interest rates, investors
would need to sell money market fund shares for $1.00 and reinvest the proceeds in equivalent short-term
debt securities at then-current interest rates).
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Assume the fund’s stable share price and shadow price are both $1.00. If the fund recognizes a

$4,000 loss, the fund’s shadow price will fall below $1.00 as follows:

$996,000
1,000,000 shares

=$0.996/share

If investors redeem one quarter of the fund’s shares (250,000 shares), the redeeming
shareholders are paid $1.00. Because redeeming shareholders are paid more than the shadow
price of the fund, the redemptions further concentrate the loss among the remaining shareholders.

In this case, the amount of redemptions is sufficient to cause the fund to “break the buck.”

$996,000 — $250,000 $746,000

= =$0.9947 / share
1,000,000 shares — 250,000 shares 750,000 shares

This example shows that if a fund’s shadow price falls below $1.00 and the fund
experiences redemptions, the remaining investors have an incentive to redeem shares to
potentially avoid holding shares worth even less, particularly if the fund re-prices its shares
below $1.00. This incentive exists even if investors do not expect the fund to incur further
portfolio losses.

As discussed in greater detail in the RSFI Study and as we saw during the 2007-2008
financial crisis as further discussed below, money market funds, although generally able to
maintain stable share prices, remain subject to credit, interest rate, and liquidity risks, all of
which can cause a fund’s shadow price to decline below $1.00 and create an incentive for
investors to redeem shares ahead of other investors.” Although defaults are very low probability

events, the resulting losses will be most acute if the default occurs in a position that is greater

32 See generally RSFI Study, supra note 21, at section 4.A.
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than 0.5% of the fund’s assets, as was the case in the Reserve Primary Fund’s investment in
Lehman Brothers commercial paper in September 2008." As discussed further in section II1.J of
this Release, we note that money market funds hold significant numbers of such larger
positions.*

2. Incentives Created by Money Market Funds’ Liquidity Needs

The incentive for money market fund investors to redeem shares ahead of other investors
also can be heightened by liquidity concerns. Money market funds, by definition and like all
other mutual funds, offer investors the ability to redeem shares upon demand.

A money market fund has three sources of internal liquidity to meet redemption requests:
cash on hand, cash from investors purchasing shares, and cash from maturing securities. If these
internal sources of liquidity are insufficient to satisfy redemption requests on any particular day,
money market funds may be forced to sell portfolio securities to raise additional cash.”” Since
the secondary market for many portfolio securities is not deeply liquid (in part because most
money market fund securities are held to maturity), funds may have to sell securities at a

discount from their amortized cost value, or even at fire-sale prices,*® thereby incurring

3 See generally infra section I1.C.

4 FSOC, in formulating possible money market reform recommendations, solicited and received comments

from the public (FSOC Comment File, File No. FSOC-2012-0003, available at
http://www.regulations.gov/#!docketDetail;D=FSOC-2012-0003), some of which have made similar
observations about the concentration and size of money market fund holdings. See, e.g., Harvard Business
School FSOC Comment Letter, supra note 24 (noting that “prime MMFs mainly invest in money-market
instruments issued by large, global banks” and providing information about the size of the holdings of “the
50 largest non-government issuers of money market instruments held by prime MMFs as of May 2012”).

3 Although the Act permits a money market fund to borrow money from a bank, such loans, assuming the

proceeds of which are paid out to meet redemptions, create liabilities that must be reflected in the fund’s
shadow price, and thus will contribute to the stresses that may force the fund to “break the buck.” See
section 18(f) of the Investment Company Act.

36 Money market funds normally meet redemptions by disposing of their more liquid assets, rather than

selling a pro rata slice of all their holdings, which typically include less liquid securities such as certificates
of deposit, commercial paper, or term repurchase agreements (“repo”). See Harvard Business School
FSOC Comment Letter, supra note 24 (“MMFs forced to liquidate commercial paper and bank certificates


http://www.regulations.gov/#!docketDetail;D=FSOC-2012-0003
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additional losses that may have been avoided if the funds had sufficient liquidity.”” This, itself,

can cause a fund’s portfolio to lose value. In addition, redemptions that deplete a fund’s most

liquid assets can have incremental adverse effects because they leave the fund with fewer liquid

assets, making it more difficult to avoid selling less liquid assets, potentially at a discount, to

meet further redemption requests.

3. Incentives Created by Imperfect Transparency, including Sponsor Support

Lack of investor understanding and complete transparency concerning the risks posed by

particular money market funds can exacerbate the concerns discussed above. If investors do not

know a fund’s shadow price and/or its underlying portfolio holdings (or if previous disclosures

of this information are no longer accurate), investors may not be able to fully understand the

degree of risk in the underlying portfolio.*® In such an environment, a default of a large-scale

37

38

of deposits are likely to sell them at heavily discounted, ‘fire sale’ prices. This creates run risk because
early investor redemptions can be met with the sale of liquid Treasury bills, which generate enough cash to
fully pay early redeemers. In contrast, late redemptions force the sale of illiquid assets at discounted prices,
which may not generate enough revenue to fully repay late redeemers. Thus, each investor benefits from
redeeming earlier than others, setting the stage for runs.”); Jonathan Witmer, Does the Buck Stop Here? A
Comparison of Withdrawals from Money Market Mutual Funds with Floating and Constant Share Prices,
Bank of Canada Working Paper 2012-25 (Aug. 2012) (“Witmer™), available at
http://www.bankofcanada.ca/wp-content/uploads/2012/08/wp2012-25.pdf. “Fire sales” refer to situations
when securities deviate from their information-efficient values typically as a result of sale price pressure.
For an overview of the theoretical and empirical research on asset “fire sales,” see Andrei Shleifer &
Robert Vishny, Fire Sales in Finance and Macroeconomics, 25 JOURNAL OF ECONOMIC PERSPECTIVES,
Winter 2011, at 29-48 (“Fire Sales™).

The RSFI Study examined whether money market funds are more resilient to redemptions following the
2010 reforms and notes that, “As expected, the results show that funds with a 30 percent [weekly liquid
asset requirement] are more resilient to both portfolio losses and investor redemptions” than those funds
without a 30 percent weekly liquid asset requirement. RSFI Study, supra note 21, at 37.

See, e.g., RSFI Study, supra note 21, at 31 (stating that although disclosures on Form N-MFP have
improved fund transparency, “it must be remembered that funds file the form on a monthly basis with no
interim updates,” and that “[t]he Commission also makes the information public with a 60-day lag, which
may cause it to be stale”’); Comment Letter of the Presidents of the 12 Federal Reserve Banks (Feb. 12,
2013) (available in File No. FSOC-2012-0003) (“Federal Reserve Bank Presidents FSOC Comment
Letter”) (stating that “[e]ven more frequent and timely disclosure may be warranted to increase the
transparency of MMFs” and noting that “[d]uring times of stress, [...] uncertainty regarding portfolio
composition could heighten investors’ incentives to redeem in between reporting periods [of money market
funds’ portfolio information], as they will not be able to determine if their fund is exposed to certain
stressed assets™); see also infra section II1.H where we request comment on whether we should require


http://www.bankofcanada.ca/wp-content/uploads/2012/08/wp2012-25.pdf
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commercial paper issuer, such as a bank holding company, could accelerate redemption activity
across many funds because investors may not know which funds (if any) hold defaulted
securities and initiate redemptions to avoid potential rather than actual losses in a “flight to
transparency.”*’ Since many money market funds hold securities from the same issuer, investors
may respond to a lack of transparency about specific fund holdings by redeeming assets from
funds that are believed to be holding highly correlated positions.*

Money market funds’ sponsors on a number of occasions have voluntarily chosen to
provide financial support for their money market funds*' for various reasons, including to keep a
fund from re-pricing below its stable value, but also, for example, to protect the sponsors’
reputations or brands. Considering that instances of sponsor support are not required to be
disclosed outside of financial statements, and thus were not particularly transparent to investors,
voluntary sponsor support has played a role in helping some money market funds maintain a
stable value and, in turn, may have lessened investors’ perception of the risk in money market

funds.*> Even those investors who were aware of sponsor support could not be assured it would

money market funds to file Form N-MFP more frequently.

¥ See Nicola Gennaioli, Andrei Shleifer & Robert Vishny, Neglected Risks, Financial Innovation, and

Financial Fragility, 104 J. FIN. ECON. 453 (2012) (“A small piece of news that brings to investors’ minds
the previously unattended risks catches them by surprise and causes them to drastically revise their
valuations of new securities and to sell them....When investors realize that the new securities are false
substitutes for the traditional ones, they fly to safety, dumping these securities on the market and buying the
truly safe ones.”).

40 See infra notes 65-67 and accompanying text. Based on Form N-MFP data as of February 28, 2013, there

were 27 different issuers whose securities were held by more than 100 prime money market funds.

4 Rule 17a-9 currently allows for discretionary support of money market funds by their sponsors and other

affiliates.

A See, e.g., Comment Letter of Occupy the SEC (Feb. 15, 2013) (available in File No. FSOC-2012-0003)
(“Occupy the SEC FSOC Comment Letter”) (“The current strategies for maintaining a stable NAV —
rounding and discretionary fund sponsor support — both serve to conceal important market signals of
mounting problems within the fund’s portfolio.”). See also Federal Reserve Bank Presidents FSOC
Comment Letter, supra note 38 (warning that “[g]iven the perception of stability that discretionary support
creates, this practice may attract investors that are not willing to accept the underlying risks in MMFs and
who therefore are more prone to run in times of potential stress.”)
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be available in the future.* Instances of discretionary sponsor support were relatively common

during the financial crisis. For example, during the period from September 16, 2008 to October

1, 2008, a number of money market fund sponsors purchased large amounts of portfolio

securities from their money market funds or provided capital support to the funds (or received

staff no-action assurances in order to provide support).** Commission staff provided no-action

assurances to 100 money market funds in 18 different fund groups so that the fund groups could

enter into such arrangements.*> Although a number of advisers to money market funds obtained

staff no-action assurances in order to provide sponsor support, several did not subsequently

43

44

45

See, e.g., U.S. Securities and Exchange Commission, Roundtable on Money Market Funds and Systemic
Risk, unofficial transcript (May 10, 2011), available at http://www.sec.gov/spotlight/mmf-risk/mmf-risk-
transcript-051011.htm (“Roundtable Transcript™) (Bill Stouten, Thrivent Financial) (“I think the primary
factor that makes money funds vulnerable to runs is the marketing of the stable NAV. And I think the
record of money market funds and maintaining the stable NAV has largely been the result of periodic
voluntary sponsor support. I think sophisticated investors that understand this and doubt the willingness or
ability of the sponsor to make that support know that they need to pull their money out before a declining
asset is sold.”); (Lance Pan, Capital Advisors Group) (“over the last 30 or 40 years, [investors] have relied
on the perception that even though there is risk in money market funds, that risk is owned somehow
implicitly by the fund sponsors. So once they perceive that they are not able to get that additional
assurance, [ believe that was one probable cause of the run”); see also Federal Reserve Bank Presidents
FSOC Comment Letter, supra note 38 (stating that “[t]hough [sponsor support] creates a perception of
stability, it may not truly provide stability in times of stress. Indeed, events of 2008 showed that sponsor
support cannot always be relied upon.”); infra section IILF.1.

See Steffanie A. Brady et al., The Stability of Prime Money Market Mutual Funds: Sponsor Support from
2007 to 2011, Federal Reserve Bank of Boston Risk and Policy Analysis Unit Working Paper No. 12-3
(Aug. 13, 2012), available at http://www.bos.frb.org/bankinfo/qau/wp/2012/qaul203.pdf. Staff in the
Federal Reserve Bank of Boston’s Risk and Policy Analysis Unit examine 341 money market funds and
find that 78 of the funds disclosed sponsor support on Form N-CSR between 2007 and 2011 (some multiple
times). This analysis excludes Capital Support Agreements and/or Letters of Credit that were not drawn
upon. Large sponsor support (in aggregate) representing over 0.5% of assets under management occurred
in 31 money market funds, and the primary reasons disclosed for such support include losses on Lehman
Brothers, AIG, and Morgan Stanley securities. Moody’s Investors Service Special Comment, Sponsor
Support Key to Money Market Funds (Aug. 9, 2010) (“Moody’s Sponsor Support Report™), reported that 62
money market funds required sponsor support during 2007-2008.

Our staff estimated that during the period from August 2007 to December 31, 2008, almost 20% of all
money market funds received some support (or staff no-action assurances concerning support) from their
money managers or their affiliates. We note that not all of such support required no-action assurances from
Commission staff (for example, fund affiliates were able to purchase defaulted Lehman Brothers securities
from fund portfolios under rule 17a-9 under the Investment Company Act without the need for any no-
action assurances). See, e.g., http://www.sec.gov/divisions/investment/im-noaction.shtml#money.


http://www.sec.gov/spotlight/mmf-risk/mmf-risk-transcript-051011.htm
http://www.sec.gov/spotlight/mmf-risk/mmf-risk-transcript-051011.htm
http://www.sec.gov/divisions/investment/im-noaction.shtml#money
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provide the support because it was no longer necessary.*®

The 2007-2008 financial crisis is not the only instance in which some money market
funds have come under strain, although it is unique in the amount of money market funds that
requested or received sponsor support.*’ Interest rate changes, issuer defaults, and credit rating
downgrades can lead to significant valuation losses for individual funds. Table 1 documents that
since 1989, in addition to the 2007-2008 financial crisis, 11 events were deemed to have been
sufficiently negative that some fund sponsors chose to provide support or to seek staff no-action
assurances in order to provide support.*® The table indicates that these events potentially
affected 158 different money market funds. This finding is consistent with estimates provided
by Moody’s that at least 145 U.S. money market funds received sponsor support to maintain
either price stability or share liquidity before 2007.* Note that although these events affected
money market funds and their sponsors, there is no evidence that these events caused systemic
problems, most likely because the events were isolated either to a single entity or class of
security. Table 1 is consistent with the interpretation that outside a crisis period, these events did
not propagate risk more broadly to the rest of the money market fund industry. However, a
caveat that prevents making a strong inference about the impact of sponsor support on investor

behavior from Table 1 is that sponsor support generally was not immediately disclosed, and was

4 See, e.g., Comment Letter of The Dreyfus Corporation (Aug. 7, 2012) (available in File No. 4-619) (stating

that no-action relief to provide sponsor support “was sought by many money funds as a precautionary
measure”).

4 See Moody’s Sponsor Support Report, supra note 44.

4 The table does not comprehensively describe every instance of sponsor support of a money market fund or

request for no-action assurances to provide support, but rather summarizes some of the more notable
instances of sponsor support.

9 See Moody’s Sponsor Support Report, supra note 44, noting in particular 13 funds requiring support in

1990 due to credit defaults or deterioration at MNC Financial, Mortgage & Realty Trust, and Drexel
Burnham; 79 funds requiring support in 1994 due to the Orange County bankruptcy and holdings of certain
floating rate securities when interest rates increased; and 25 funds requiring support in 1999 after the credit
of certain General American Life Insurance securities deteriorated.
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not required to be disclosed by the Commission, and so investors may have been unaware that

their money market fund had come under stress.*

Table 1
Year | Number of Estimated Number Event
Money Market of Money Market
Funds From 2013 | Funds Supported by
ICI Mutual Fund | Affiliate or for
Fact Book™" which No-Action
Assurances
Obtained
1989 673 4 Default of Integrated Resources commercial paper (rated A-2 by
Standard & Poor’s until shortly prior to default)*
1990 741 11 Default of Mortgage & Realty Trust commercial paper (rated A-2 by
Standard & Poor’s until shortly prior to default)™
1990 741 10 MNC Financial Corp. commercial paper downgraded from being a
second tier security.”*
1991 820 10 Mutual Benefit Life Insurance (“MBLI”) seized by state insurance
regulators, causing it to fail to honor put obligations after those holding
securities with these features put the obligations en masse to MBLI. >

50

51

52

53

54

55

Note that we are proposing changes to our rules and forms to require more comprehensive and timely
disclosure of such sponsor support. See infra sections III.F.1 and II1.G.

The estimated total numbers of money market funds are from Table 38 of the Investment Company
Institute’s 2013 Fact Book, available at http://www.ici.org/pdf/2013_factbook.pdf. The numbers of money
market funds are as of the end of the relevant year, and not necessarily as of the date that any particular
money market fund received support (or whose sponsor received no-action assurances in order to provide
support).

See Jack Lowenstein, Should the Rating Agencies be Downgraded?, EUROMONEY (Feb. 1, 1990) (noting
that Integrated Resources had been rated A-2 by Standard & Poor’s until two days before default); Jonathan
R. Laing, Never Say Never—Or, How Safe Is Your Money-Market Fund?, BARRON’S (Mar. 26, 1990)
(“Laing”), at 6; Randall W. Forsyth, Portfolio Analysis of Selected Fixed-Income Funds—~Muni Money-
Fund Risks, BARRON’S (July 2, 1990) (“Forsyth”), at 33; Georgette Jasen, SEC Is Accelerating Its
Inspections of Money Funds, WALL ST. J. (Dec. 4, 1990) (“Jasen”), at C1. One $630 million money market
fund held a 3.5% position in Integrated Resources when it defaulted. See Linda Sandler, Cloud Cast on
Junk’ I0Us By Integrated Resources, WALL ST. J. (June 28, 1989).

See Laing, supra note 52; Forsyth, supra note 52; Jasen, supra note 52.

See Revisions to Rules Regulating Money Market Funds, Investment Company Act Release No. 19959
(Dec. 17, 1993) [58 FR 68585 (Dec. 28, 1993)] at n.12 (1993 Proposing Release”). See also Leslie Eaton,
Another Close Call—An Adviser Bails Out Its Money Fund, BARRON’S (Mar. 11, 1991), at 42 (noting that
Mercantile Bancorp bought out $28 million of MNC Financial notes from its affiliated money market fund,
which had accounted for 3% of the money market fund’s assets).

At the time of its seizure, MBLI debt was rated in the highest short-term rating category by Standard &
Poor’s. See 1993 Proposing Release, supra note 54, at n.28 and accompanying text. The money market
fund sponsors either repurchased the MBLI-backed instruments from the funds at their amortized cost or
obtained a replacement guarantor in order to prevent shareholder losses. /d.



http://www.ici.org/pdf/2013_factbook.pdf
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Year | Number of Estimated Number Event
Money Market of Money Market
Funds From 2013 | Funds Supported by
ICI Mutual Fund | Affiliate or for
Fact Book™' which No-Action
Assurances
Obtained

1994 963 40 Rising interest rates damaged the value of certain adjustable rate
securities held by money market funds.*®

1994 963 43 Orange County, California bankruptcy.”’

1997 1,103 3 Mercury Finance Corp. defaults on its commercial paper.

1999 1,045 25 Credit rating downgrade of General American Life Insurance Co.
triggered a wave of demands for repayment on its funding contracts,
leading to liquidity problems and causing it to be placed under
administrative supervision by state insurance regulators.*®

2001 1,015 6 Pacific Gas & Electric Co. and Southern California Edison Co.
commercial paper went from being first tier securities to defaulting in
a 2-week period.”

2007 805 51 Investments in SIVs.

2008 783 109 Investments in Lehman Brothers, America International Group, Inc.
(“AIG”) and other financial sector debt securities.

2010 652 3 British Petroleum Gulf oil spill affects price of BP debt securities held
by some money market funds.

2011 632 3 Investments in Eksportfinans, which was downgraded from being a
first tier security to junk-bond status.

It also is important to note that, as discussed above, fund sponsors may provide financial

support for a number of different reasons. Sponsors may support funds to protect their

reputations and their brands or the credit rating of the fund.® Support also may be used to keep a

56

57

58

59

60

See Money Market Fund Prospectuses, Investment Company Act Release No. 21216 (July 19, 1995) [60
FR 38454, (July 26, 1995)], at n.17; INVESTMENT COMPANY INSTITUTE, REPORT OF THE MONEY MARKET
WORKING GROUP (Mar. 17, 2009), available at http://www.ici.org/pdf/ppr 09 _mmwg.pdf (“IC12009
REPORT”), at 177; Leslie Wayne, Investors Lose Money in ‘Safe’ Fund, N.Y. TIMES, Sept. 28, 1994; Leslie
Eaton, New Caution About Money Market Funds, N.Y. TIMES, Sept. 29, 1994.

See ICI 2009 REPORT, supra note 56, at 178; Tom Petruno, Orange County in Bankruptcy: Investors Weigh
Their Options: Muni Bond Values Slump but Few Trade at Fire-Sale Prices, L.A. TIMES, Dec. 8, 1994.

See Sandra Ward, Money Good? How some fund managers sacrificed safety for yield, BARRON’S (Aug. 23,
1999), at F3.

See Aaron Lucchetti & Theo Francis, Parents Take on Funds’ Risks Tied to Utilities, WALL ST. J. (Feb. 28,
2001), at C1; Lewis Braham, Commentary: Money Market Funds Enter the Danger Zone, BUSINESSWEEK
(Apr. 8,2001).

See, e.g., Marcin Kacperczyk & Philipp Schnabl, How Safe are Money Market Funds?, 128 Q. J. ECON.
(forthcoming Aug. 2013) (“Kacperczyk & Schnabl”) (“...fund sponsors with more non-money market fund
business expect to incur large costs if their money market funds fail. Such costs are typically reputational



http://www.ici.org/pdf/ppr_09_mmwg.pdf

25

fund from breaking a buck or to increase a fund’s shadow price if its sponsor believes investors

avoid funds that may have low shadow prices. We note that the fact that no-action assurances

were obtained or sponsor support was provided does not necessarily mean that a money market

fund would have broken the buck without such support or assurances.

Finally, the government assistance provided to money market funds during 2007-2008

financial crisis, discussed in more detail below, may have contributed to investors’ perceptions

that the risk of loss in money market funds is low.*" If investors perceive money market funds as

having an implicit government guarantee in times of crisis, any potential instability of a money

market fund’s NAV could be mis-estimated. Investors will form expectations about the

likelihood of a potential intervention to support money market funds, either by the U.S.

61

in nature, in that an individual fund’s default generates negative spillovers to the fund’s sponsor|’s] other
business. In practice, these costs could be outflows from other mutual funds managed by the same sponsor
or a loss of business in the sponsor’s commercial banking, investment banking, or insurance operations.”);
Patrick E. McCabe, The Cross Section of Money Market Fund Risks and Financial Crises, Federal Reserve
Board Finance and Economic Discussion Series Paper No. 2010-51 (2010) (“Cross Section”) (“Nothing
required these sponsors to provide support, but because allowing a fund to break the buck would have been
destructive to a sponsor’s reputation and franchise, sponsors backstopped their funds voluntarily.”); Value
Line Posts Loss for 1" Period, Cites Charge of $7.5 Million, WALL ST. J. (Sept. 18, 1989) (“In discussing
the charge in its fiscal 1989 annual report [for buying out defaulted commercial paper from its money
market fund], Value Line said it purchased the fund’s holdings in order to protect its reputation and the
continuing income from its investment advisory and money management business.”); Comment Letter of
James J. Angel (Feb. 6, 2013) (available in File No. FSOC-2012-0003) (“Angel FSOC Comment Letter”)
(“Sponsors have a strong commercial incentive to stand behind their funds. Breaking the buck means the
immediate and catastrophic end of the sponsor’s entire asset management business.”).

See, e.g, Marcin Kacperczyk & Philipp Schnabl, Money Market Funds: How to Avoid Breaking the Buck,
in REGULATING WALL ST: THE DODD-FRANK ACT AND THE NEW ARCHITECTURE OF GLOBAL FINANCE
(Viral V. Acharya, et al., eds., 2011), at 313 (“Given that money market funds provide both payment
services to investors and refinancing to financial intermediaries, there is a strong case for the government to
support money market funds during a financial crisis by guaranteeing the value of money market fund
investments. As a result of such support, money market funds have an ex ante incentive to take on
excessive risk, similarly to other financial institutions with explicit or implicit government
guarantees....after the [government] guarantees were provided in September 2008 [to money market
funds], most investors will expect similar guarantees during future financial crises....””). But see Comment
Letter of Fidelity (Apr. 26, 2012) (available in File No. 4-619) (“Fidelity April 2012 PWG Comment
Letter”) (citing a survey of Fidelity’s retail customers in which 75% of responding customers did not
believe that money market funds are guaranteed by the government and 25% either believed that they were
guaranteed or were not sure whether they were guaranteed). We note that investor belief that money
market funds are not guaranteed by the government does not necessarily mean that investors do not believe
that the government will support money market funds if there is another run on money market funds.
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government or fund sponsors. To the extent these forecasts are based on inaccurate information,
investor estimates of potential losses will be biased.

4. Incentives Created by Money Market Funds Investors’ Desire to Avoid
Loss

In addition to the incentives described above, other characteristics of money market funds
create incentives to redeem in times of stress. Investors in money market funds have varying
investment goals and tolerances for risk. Many investors use money market funds for principal
preservation and as a cash management tool, and, consequently, these funds can attract investors
who are unable or unwilling to tolerate even small losses. These investors may seek to minimize
possible losses, even at the cost of forgoing higher returns.” Such investors may be very loss
averse for many reasons, including general risk tolerance, legal or investment restrictions, or
short-term cash needs.” These overarching considerations may create incentives for money
market investors to redeem and would be expected to persist, even if valuation and pricing
incentives were addressed.

The desire to avoid loss may cause investors to redeem from money market funds in
times of stress in a “flight to quality.” For example, as discussed in the RSFI Study, one
explanation for the heavy redemptions from prime money market funds and purchases in
government money market fund shares during the financial crisis may be a flight to quality,

given that most of the assets held by government money market funds have a lower default risk

62 See, e.g., Comment Letter of Investment Company Institute (Apr. 19, 2012) (available in File No. 4-619)

(“ICI Apr 2012 PWG Comment Letter”) (enclosing a survey commissioned by the Investment Company
Institute and conducted by Treasury Strategies, Inc. finding, among other things. that 94% of respondents
rated safety of principal as an “extremely important” factor in their money market fund investment decision
and 64% ranked safety of principal as the “primary driver” of their money market fund investment).

63 See, e.g., Comment Letter of County Commissioners Assoc. of Ohio (Dec. 21, 2012) (available in File No.

FSOC-2012-0003) (“County governments in Ohio operate under legal constraints or other policies that
limit them from investing in instruments without a stable value.”).
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than the assets of prime money market funds.*

5. Effects on Other Money Market Funds, Investors, and the Short-Term
Financing Markets

The analysis above generally describes how potential losses may create shareholder
incentives to redeem at a specific money market fund. We now discuss how stress at one money
market fund can be positively correlated across funds in at least two ways. Some market
observers have noted that if a money market fund suffers a loss on one of its portfolio
securities—whether because of a deterioration in credit quality, for example, or because the fund
sold the security at a discount to its amortized-cost value—other money market funds holding the
same security may have to reflect the resultant discounts in their shadow prices.” Any resulting
decline in the shadow prices of other funds could, in turn, lead to a contagion effect that could
spread even further.® For example, a number of commenters have observed that many money
market fund holdings tend to be highly correlated, making it more likely that multiple money

. . . . 6
market funds will experience contemporaneous decreases in share prices.®’

o4 One study documented that investors redirected assets from prime money market funds into government

money market funds during September 2008. See Russ Wermers et al., Runs on Money Market Funds (Jan.
2, 2013), available at http://www.rhsmith.umd.edu/cfp/pdfs_docs/papers/WermersMoneyFundRuns.pdf
(“Wermers Study”). Another study found that redemption activity in money market funds during the
financial crisis was higher for riskier money market funds. See Cross Section, supra note 60.

6 See generally Douglas W. Diamond & Raghuram G. Rajan, Fear of Fire Sales, Illiquidity Seeking, and

Credit Freezes, 126 Q. J. ECON. 557 (May 2011); Fire Sales, supra note 36, Markus Brunnermeier et al.,
The Fundamental Principles of Financial Regulation, in GENEVA REPORTS ON THE WORLD ECONOMY 11
(2009).

For example, supra Table 1, which identifies certain instances in which money market fund sponsors
supported their funds or sought staff no-action assurances to do so, tends to show that correlated holdings
across funds resulted in multiple funds experiencing losses that appeared to motivate sponsors to provide
support or seek staff no-action assurances in order to provide support.

67 See, e.g., Comment Letter of Better Markets, Inc. (Feb. 15, 2013) (available in File No. FSOC-2012-0003)
(“Better Markets FSOC Comment Letter”) (agreeing with FSOC’s analysis and stating that “MMFs tend to
have similar exposures due to limits on the nature of permitted investments. As a result, losses creating
instability and a crisis of confidence in one MMF are likely to affect other MMFs at the same time.”);
Comment Letter of Robert Comment (Dec. 31. 2012) (available in File No. FSOC-2012-0003) (“Robert
Comment FSOC Comment Letter”) (discussing correlation in money market funds’ portfolios and stating,
among other things, that “now that bank-issued money market instruments have come to comprise half the

66
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As discussed above, in times of stress if investors do not wish to be exposed to a
distressed issuer (or correlated issuers) but do not know which money market funds own these
distressed securities at any given time, investors may redeem from any money market funds that
could own the security (e.g., redeeming from all prime funds).*® A fund that did not own the
security and was not otherwise under stress could nonetheless experience heavy redemptions
which, as discussed above, could themselves ultimately cause the fund to experience losses if it
does not have adequate liquidity.

As was experienced during the financial crisis, the potential for liquidity-induced
contagion may have negative effects on investors and the markets for short-term financing of
corporations, banks, and governments. This is in large part because of the significance of money
market funds’ role in such short-term financing markets.” Indeed, money market funds had
experienced steady growth before the financial crisis, driven in part by growth in the size of
institutional cash pools,” which grew from under $100 billion in 1990 to almost $4 trillion just

before the 2008 financial crisis.”" Money market funds’ suitability for cash management

holdings of the typical prime fund, the SEC should acknowledge correlated credit risk by requiring that
prime funds practice sector diversification (in addition to issuer diversification)’); Occupy the SEC FSOC
Comment Letter, supra note 42 (discussing concentration of risk across money market funds).

68 See, e.g., Wermers Study, supra note 64 (based on an empirical analysis of data from the 2008 run on

money market funds, finding that, during 2008, “[f]unds that cater to institutional investors, which are the
most sophisticated and informed investors, were hardest hit,” and that “investor flows from money market
funds seem to have been driven both by strategic externaliti