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ARNOLD & PORTER LLP
John D. Hawke, Jr.
John.Hawke@aporter.com
+1 202.942.5908
+1 202.942.5999 Fax

555 Twelfth Street. NW

Washington, DC 20004-1206

June 20,2012

The Honorable Mary Schapiro
Chairman

U.S. Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549-1090
Re:

President's Working Group Report on Money Market Fund Reform;
Rel. No. IC-29497; File No. 4-619

Dear Mary:

Enclosed is a copy of comments submitted by Federated Investors to the European
Commission ("EC") on its Green Paper on "Shadow Banking" and, in particular, the Green

Paper's treatment ofmoney market mutual funds as "shadow banks."1
As Federated has outlined in these and other comments, money funds should not be

labeled as anytype of"shadow bank" and should not be subjected to banking-style regulations.
Instead, money funds should continue to be treated as what they actually are - highly liquid
investment funds by which investor cash is pooled and invested in money market assets - and

regulated by securities regulators in a manner consistent with their actual structure and purpose.
The Commission hashad a highly successful record with respect to the supervision and

oversight of money funds. In fact, the 2010 amendments to SEC rules governing money funds
have made them even more liquid, transparent and stable than everbefore. Accordingly, the
enclosed comments to the EC urge consideration of those reforms as a model for any new
standards that may be adopted for global money funds. I appreciate the opportunity to provide
youwith Federated's comments to the EC, and hope they will be helpful to the Commission.

1 Consultation on ShadowBanking(March 19,2012)(available at
http://ec.europa.eu/internal_market/consultations/2012/shadow_en.htm).
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Federated Investors, Inc.
Federated Investors Tower

1001 LibertyAvenue
Pittsburgh, PA 15222-3779
412-288-1900 Phone

FederatedInvestors.com

Federated
World-Class Investment Manager
®

June 15,2012
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DGMARKTUnit02

Rue de Spa, 2 1049 Brussels
(Belgium)

Re: Comments of Federated Investors Inc. on European Commission
Green Paper on "Shadow Banking"
Dear Mr. Merlin:

I am writing on behalfof Federated Investors, Inc. and its subsidiaries ("Federated"), and on behalfof money
market mutualfunds ("FederatedMoney Funds") for which a Federated subsidiary serves as investment adviser
and distributor, to providecomments in response to the above-referenced Green Paper on "ShadowBanking," and
in particular on the treatment of money market mutual funds ("Money Funds") as "shadow banks" in the Green
Paper. Federated has served since 1974 as an investment adviser to Money Funds in the United States, and since
1991 as an investment adviser to Money Funds in Europe.
Federated has over thirty-eight years of experiencein the business of managing Money Funds and, during that
period, has participated actively in the money market as it has developed over the years. The registration
statement for Federated's Money Market Management fund first became effective on January 16,1974, making it
perhaps the longest continuously operating Money Fund to use the Amortized Cost Method. Federated also
received one ofthe initial U.S. SEC exemptive orders permitting use of the Amortized Cost Method in 1979.
Federated is one of the largest investment management firms in the United States, managing $369.7 billion in
assets as of December 31,2011. Federated manages $285.1 billion in money market assets, of which $249.3
billion is in U.S. registered Money Funds and $6.5 billion is in short-term Money Funds domiciled in Ireland and
the UnitedKingdom. In addition, Federatedmanages $29.3 billion in separate account and sub-advised money
market portfolios. Federated provides comprehensive investment management to approximately4,700
institutions and intermediaries, including corporations, governmententities, insurance companies, foundations
and endowments, banks and broker dealers.
Executive Summary

Federated, as a participant in the money markets and a sponsor ofthe Federated Money Funds, is interested in
manyof the details of the Green Paper and related policydiscussions in Europe, the United States and elsewhere
around the globe on the status and regulation of Money Funds. Federated supports the efforts of regulators to
continually review the effectivenessof the existingregulatory program and to develop and adopt methods of
prudentregulation of Money Funds. Adoption in 2009 ofthe revised "Undertakings for CollectiveInvestmentin
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Transferable Securities" ("UCITS") which put in place a more comprehensive framework for the regulation of

investment companies within Europe, has been a significant development.1 The continuing work ofthe European
Securitiesand Markets Authority ("ESMA") and its predecessor,the Committee of European Securities
Regulators ("CESR"), to develop and implement common definitions, standards and requirements for Money
Funds in Europe has also enhanced the regulation ofMoney Funds.

Federated suggeststhat, in order to identify potentialenhancements to European Money Fund regulation, the
European Commission should lookto recentchanges that havebeen adopted by the U.S. Securities and Exchange
Commission ("SEC"), and to changes that have been implemented in trade association practice codes. Potential
enhancementsto consider include more specific requirements for portfolio liquidity and a "know your investor"

requirement, more specificity on portfolio diversification requirements, and increased transparency on portfolio
assets and their current market values, and a more defined process for moving from a constant net asset value

(CNAV) to a variable net asset value (VNAV) in thoseunusual circumstances when such a change is needed due
to economic conditions. In addition,.enhanced supervisoryanalysis and follow-up on Money Fund portfolio risk,

particularly consideration of red flags suchas unusual growth or portfolio returns, and portfolio exposure to
particular issuers, may be in order.
At the same time, Federated notes the enormous importance of Money Funds to the U.S., European and global
economic systems. Misapprehension of their functions and characteristics may lead to application of

inappropriate regulatorymodels to Money Funds, with potentiallydisastrous consequences. We strongly caution
policymakers to understand and appreciatethe far-reaching consequencesof labeling Money Funds as "shadow
banks"as a step toward imposingbank-like regulatory requirements on Money Funds. Such fundamental changes
to the structure and regulation of Money Funds would threaten the ability of countless economic participants to
use Money Funds in conducting basic, everyday business transactions.
Imposing bank-like regulatory requirements on Money Funds is an entirely untested concept and unwarranted

under the circumstances. Imposing them under the guise ofregulating Money Funds as"shadow banks" runs a
serious risk of harm to short-term financial markets, in which Money Funds invest. The consequences include a
significant shrinkage of Money Fund assets and a shift of a large amount of liquidity balances from Money Funds
to banks, separately managed accounts, repurchase agreements and other alternatives,that are less efficient and
potentially involve greater risks both to the investor and to the financial system. Movement of additional liquidity
balances from Money Funds to banks would increasethe size ofthe government commitment to provide liquidity
and (if necessary) emergency capital infusion to already systemically significant "too big to fail" banks, at a time
when, government resources are already overstretched. Because Money Funds have significantly lower overhead
and operating expense ratios than banks (by well over 200 basis points per annum), it is likely that, in a world
without them, credit would be less available and far more cpstly to issuers that currently obtain funding in the
short-term markets, which could have the effect of further dampening prospects for economic growth and job
creation.

Respectfully, we urge the European Commission to refrain from implementing further fundamental changes to the
regulation of Money Funds based on a bank regulatory framework and to instead conduct a careful analysis of the
effectiveness of the 2009 UCITS Directive and 2010 CESR/ESMA Guidelines, as.well as the 2010 amendments

to SEC Rule 2a-7 to its oversight of Money Funds in order to determine whether any further changes to European
Directive 2009/65/EC of the European Parliament and of the Council of 13 July 2009 on the coordination of laws,
regulations and administrative provisions relating to UCITS.
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Money Fund regulation are warranted, andconsider whether certain of the additional requirements contained in
SEC rules applicable to Money Funds, as amended in2010, thathave notyet formally been adopted as part of the
CESR/ESMA Guidelines should be added as a means to further enhance the European regulation of Money
Funds.

Federated'sresponse to the questions in the Green Paperare set forth in AppendixA.
Bank Regulatory Models Are Not Appropriate For Money Funds

Labeling Money Funds as"shadow banks" asproposed inthe Green Paper is' inour view inappropriate for several
reasons, the most significant being that the label "shadow bank" strongly implies that Money Funds should be
regulated like banks by the banking regulators, rather than regulated as investment funds by securities regulators.
Shoehoming different types of financial firms intoa bank regulatory modelwill have negative consequences. As
applied to a Money Fund, these would include potentially weakening a crucial sourceof short-term funding,
disrupting capital markets operations, and increasing systemic risk.

In addition, the term "shadow bank" is defined in the Green Paper to mean an entity that relies on leverage and
bank-deposit-like financing to intermediate short-term financingwith long-term lending portfolios. That

definition does not accurately describe Money Funds generally, nordoes it describe either subcategory of Money
Funds (Money Market Funds and Short-Term Money Market funds) as set out in the May 2010 CESR (now
ESMA) guidelines on a "Common Definition of European Money Funds" (ref. CESR/10-049) that went into
effect in 2011.

Finally, "shadow bank" has become a pejorative term, and suggestingan unregulated and borderlineillegal
finance operation that operates like a bank in the shadows. In truth, Money Funds are thoroughly regulated and
supervised by national securities regulators under the securities laws and subject to stringent operational,
governance, portfolio investmentand investordisclosure and public reporting requirements. In short, Money
Funds are not banks and do not operate in the shadows.
Applyingthe label "shadow bank" to Money Funds seems little more than a pretext to apply bank regulatory
conceptsto Money Funds. Some of the changesto Money Fund regulation being advocated by bank regulators
would impose "bank like" capital structures and regulatory requirements on Money Funds in'a way that will be
harmful not only to Money Funds and their investors, but also to the underlying money markets and issuersin
those markets. We are concerned that certain changes being discussed will increase uncertainty, risk and
volatility in the" money markets and other fixed income markets, particularly in times of crisis. We believe the
process for changes to regulation of Money Funds should include formal consideration of the effects of any
proposed changes throughout the European economy aridthe financial system. This would help to ensure that
efforts to constrain risks in Money Funds do not simply shift risk to other parts of the financial system where the
exposure of governments, taxpayers and the financial system may be larger and more direct.

Applying bank-type regulations to Money Funds will have negative consequences, which would include

weakening a crucial sourceof short-term funding, disrupting capital marketsoperations,'and actually increasing
systemic risk. Money Funds should be subject to robust regulation and supervision by the appropriate national
securities regulators.
In the consideration of reforms to Money Fund regulation, the European Commission should be careful to do no
harm to the financial system. Government actions taken with the best of intentions can have unintended
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consequences thatcause more harm thangood and increase financial instability. TheEuropean Commission
should be careful not to adopt changesto Money Fundregulation that alter the structure of the financial services
industry and the broadereconomy in a way that ultimately undermines financial stability, economic growth and
efficiency.

The process should includeformal consideration of the rippleeffects of any proposed changesthroughout the
European economy and the financial system. We suggest that the consideration of structural and regulatory
changesto Money Funds include formal consideration of whetherthe direct and indirect consequences ofthose
actionswould enhance systemic financial stabilityor detract from it. Formal consideration should also be given
to whetherthe designationwould result in further growthof the largest banks that are "systemically important
financial institutions" (SIFIs) that are supported by the government safety net of deposit insurance and central
bank lending and whose demise would be catastrophic.
Since 1985 in the United States alone, we estimate that Money Funds' higher yields have added over $500 Billion

in returns toretain and institutional investors over bank deposits.2 Money Funds have increased the returns to
retail cash investors by at least $225 billion since 1985, when the ICI first started tracking Money Fund assets and

yields. This estimate isbased on the additional yield paid by the average retail Money Fund3 over the rate paid
on the average money market deposit account by banks, times the assets held in retail Money Funds. This
estimate may underestimate tile contributions of retail Money Funds, because (a) without competition from
Money Funds, interest rates on money management accounts would have been lower and (b) not all retail cash
investors had sufficient balances to qualify for interest bearing bank accounts or for accounts paying the interest
rate used in our calculations.

Becauseof substantiallylower operating costs per dollar, of assets (of 200 basis points or more per year), the cost
to borrowers of obtaining financing through Money Funds is much lower than is available from commercial
banks.. The collateral effects ofthese benefits are improved capital formation and more efficientcapital markets,
and greater potential for economic growth.

Federated is concerned that the labelingof MoneyFunds as "shadow banks" will be used inappropriately as a
basisto regulate Money Funds under a bankregulatory structure, With many unintended consequences across the
European economy. Some are advocating drastic changesto the structure and regulation ofMoney Funds,
including requiringall Short-TermMoney Market Funds to use only a variable net asset value (VNAV),
restrictions on the abilityof investors to redeem shares, and introduction of financial leverage through a two-tier
capitalstructure. We are concernedthat the processwill inappropriately impose requirements upon MoneyFunds
that are neither necessary nor helpful, that will undermine theirusefulness in the financial system, andthat will
increase risk in the financial system. The consequencesof labeling Money Funds as "shadow banks" and
imposing a,bank regulatory framework upon-Money Funds will reduce competition and the efficiencyofthe
financial markets,coupled with a substantial increase in the size of the largest SIFI banks and the government

safety netthat supports them. It would' also'lead to a delay insettlement cycles, less efficient inter-firm automated
2

This is a conservative estimate, as it is unlikelythat yields on bank depositswould have been as high withoutcompetitive

pressure from Money Funds.
3

The ICI did not track assets separatelyfor retail and institution MoneyFunds until 1996. In 1996, over 63% of money
market fund assets were held in retail funds. For the periodfrom 1985 through 1995,we made the conservative assumption

that 70% of money market fund assets were held in retail funds.
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transaction processing systems, an increase in financing costs for business and government with resulting stress
on jobs, economic growth and government deficits. Finally, itwould cause harm tothe European banking system
through an inflow of large balance short term deposits, requiring banks to maintain additional capital and
increasing funding risk and interest rate risk. These changes would result in more financial instability throughout
thesystem, and lead to outcomes directly opposite of those intended by policymakers.

Before the European Commission labels Money Funds as"shadow banks" or considers forcing structural changes
upon the Money Fund industry, it should thoroughly understand all of the consequences thatwould flow directly
and indirectly from any such action.

Role of Money Market Funds in the Global Economy

Money Funds were first offered inthe U.S. in 1971 as a way to preserve investor principal while earning a
reasonable return - and for the first time made a market interest rate available to retail investors. Total assets of

European Money Funds aggregate to approximately 1.05 trillion euros as of year-end 2011.4
According to IMMFA data on MoneyFunds of its member firms (which representslightly lessthan half of total
European Money Fund assets), portfolios of European Money Fundsinvest34.7% of assets in commercial paper,
23.3% of assets in bank certificates of deposit, 18.4% of assets in banktime'deposits, 9.6% of assets in floating
rate notes, 1.5%of assets in governmentsecurities, 3.9% of assets in asset-backed commercialpaper, and 8.6% of

assets in repurchase agreements.5
Based on Investment Company Institute data, as of December 2011, there were approximately 632 U.S. Money

Funds.6 As ofMay 3,2012, U.S. Money Funds-held over $2.58 trillion inassets under management.7 In the U.S.,
Money Funds account for investments in almost 40% of outstanding commercial paper, approximately two-thirds
of short-term state and local government debt, and a substantial amount of outstanding short-term Treasury and

federal agency securities.8 During the 25 years from the adoption ofSEC Rule 2a-7 in 1983 through 2009, over
$335 trillion has flowed inand outof Money Funds at$1.00 a share.9
Money Funds have become widely held by many types of investors and are subject to comprehensive regulation
and oversight by securities regulators. Due in large part to requirements to invest exclusively in specific highquality, short-term instruments issued by financially stable entities, they also have enjoyed a high degree of
4
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ICI, Supplementary TableS5, TotaJNpt Assets, in Euros by Type of Fund, Supplementary TableS4 Total Net Assets in
U.S. Dollars by Type of Fund.

,

IMMFA Money Fund Report, Chart: Average IMMFA fund composition, available at http://www.immfa.org.

6 Investment Company Institute, 2012 Investment Company Fact Book at 171, available at http://www.icifactbook.org.
7 Ofthis amount, retail Money Funds held approximately one third ofthe total and institutional funds held approximately
two thirds of the total amount - though this distinction is somewhat arbitrary. Investment Company Institute, MoneyMarket
Mutual FundAssets, May. 3, 2012, availableat http://www.ici.org/res.earch/stats/mmfi'mm_05_03_12.

8 See REPORT OF THE PRESIDENT'S WORKING GROUP ON FINANCIAL MARKETS, MONEY MARKET FUND REFORM OPTIONS 7,
availableat http://treas.gOv/press/releases/docs/l0.21%20PWG%20Report%20Final.pdf.

9 See Investment Company Institute, Report ofthe Money Market Working Group, Mar. 17,2009 (hereinafter "ICI Money
Market Working Group Report"), at 38, available at www.ici.org/pdf7ppr_09_mmwg.pdf.
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success, greatly increasing in number and in assets under management. Thus, Money Funds are nowamong the
most widely held, low-risk and liquid investments inthe world. Money Fund assets represented approximately

20% ofglobal mutual fund assets as ofyear-end 2011, and totaled approximately $4.69 trillion.10 Slightly less
than half ofglobal Money Fund assets were in European orother non-U.S. Money Funds.11
In Europe, requirements applicable to investment funds are established by the UCITS directive. Initially, more

specific requirements for Money Funds were established through industry trade association best practices,12 rating
agency requirements, and by the governing instruments of the funds. In May 2010, after several years of study,

the CESR (predecessor to ESMA) adopted guidelines for Money Funds, which became mandatory in 2011.13
Money Funds are leading investors in the short-term debt instruments that are issued and traded in the "money

market," including government securities, bankers' acceptances, certificates ofdeposit, and commercial paper.14
The money market is the single most important sourceof liquidity funding for the global financial system. It
permits largeinstitutions to meet short-term borrowing needs and investcash holdings for brief periods. Issuers
in the money market include companies whose financial strengthallows them to issue commercial paper directly
to buyers, withoutcredit support or collateral. National, regional and local governments also use the money
marketto meet liquidity needs:by issuing short-term paper. Even the United States Federal Reserve utilizes
Money Funds in its reverse repurchase program.
For investors of all types, Money Funds offer numerous benefits. In Europe, Money Funds come in several
forms, including "Short Term Money Market Funds" which must maintain a weighted average maturity of
portfolio assets of 60 days or less and can choose either to have either a constant net asset value ("CNAV") using
amortized cost accounting to value portfolio assets and price shares, or a variable net asset value ("VNAV") using
mark-to-market valuations of portfolio securities at which share prices are reported, issued and redeemed, and
"Money Market Funds" which must have VNAV but are permitted to invest their portfolios with a slightly longer
weighted average life and weighted average maturity. In addition,,both types of European Money Funds can

Investment Company Institute, Worldwide Mutual Funds Assets and Flows, Fourth Quarter 20J1 (April 12,2012),
available at http://www.ici.org/research/stats/worldwide/ci.ww_12_l1.

11 As ofMay 3,2012, U.S. Money Funds had over $2.58 trillion in assets under management. See Investment Company
Institute, Money Market Mutual Fund Assets, May. 3,2012, available at

http://\vww.ici.org/research/stats/mmfi'mm_05_03_12. Investment Company Institute historical weekly money market data
show thatassets undermanagement have declined significantly sinceJanuary 2009. As of January 7,2009, U.S. Money
Fundshad over $3.8 trillion in assets. See Investment Company Institute, Weekly Total NetAssets (TNA) andNumber of
Money Market Mutual Funds, available at http://www.ici.org/pdf7mm_data_2010.pdf.

See InstitutionalMoney Market Funds Association ("IMMFA") CodeofPractice, available at http://www.immfa.org..
The asset values of Money Funds managed by IMMFA member firms aggregated to approximately 450 billion euros as of
June 2011, or slightly less than half oftotal European Money Fund assets. See IMMFA Money Fund Report chart- IMMFA

Members funds under management, available^!: http://www.immfa.org.
13

CESR's Guidelines on a common definition of European money market funds (CESR/10-049, May 19,2010).

14 Commercial paper consists ofshort-term, promissory notes issued primarily bycorporations with maturities ofup to270
days but averaging about 30 days. Companies use commercial paper to raise cash for current operations as it is often cheaper
than securing a bank loan. Federal Reserve Board, Commercial Paper, available at
http://www.federalreserve.gov/releases/cp/about.htm.
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choose tooperate in Euros or in another currency, which is used to invest portfolio assets, price shares and report
to shareholders.

In theU.S., Money Funds correspond to "Short Term Money Market Funds" under theCESR/ESMA standards,
and include both taxable funds (which invest in securities such as Treasury bills and commercial paper) and taxfree funds (which generally invest in municipal securities). The slightly-longer term European category "Money
Market Funds" corresponds more closely to U.S. "ultra short" bond funds that must use VNAV and are not

considered to be "Money Funds" under the United States system of regulatibn.15 U.S. Money Funds that invest in
short-term corporate and bank debt, butnotgovernment securities, are alsoknown as "prime" Money Funds.16
Investorscan choose between and among funds that offer slightly higher yields, funds that offer less credit risk,
and funds that offer tax advantages. For institutional investors; Money Funds offer low cost, diversified and
convenient waysto investcash in the short-term. Many instimtidnal1investors; including companies and'
governmental entities, have cash balances swept from theiroperating accounts into Money Funds on a nightly
basis. For retail investors, Money Funds continue to offer a low-risk, low-expense* wayto diversify liquid
holdings.

In Federated'sview, the term Money Fund should be limited to funds that meet stringentrequirements for
portfolio credit quality, diversification, very short maturity and liquiditythat are appropriateto maintaining a
constant value. For example, U.S. ultra-short bond funds should not be considered Money Funds and European
Money Funds that are not "short term" Money Funds under the CSER/ESMA Guidelines, in Federated's view,
should not be brought within the definition of Money Market Fund. To'do so muddles both investor
understanding ofthe product and the policy debate over regulation of Money Funds.
Impact on Cost and Availability of Credit to Businesses and Governments

Money Funds are a vital source of funding for the European and global economy. Money Funds provide critical
financing to every sector of the short-term credit market. If Money Funds were taken out of the financial system,
and the role currently performed by Money Funds in providing short-term financing was performed.solely by
commercial banks, the European and global economy would be harmed through increased financing costs to

business and governments.17
Banks are far less efficient than are Money Funds in providing funding to corporate and government borrowers in

the money markets. Banks haveoverhead costs - principally occupancy and staffexpense - that are higher per
dollar of assets than the operations costs of Money Funds. A comparison of expense data contained in aggregate

15 See Sue Asci, Prime Money Funds See Recent Inflows, Investment News% Feb. 22,2009.

16 Inthis regard, European regulators may wish toconsider harmonizing terminology with U.S.practices. This would serve
to avoid confusion in international transactions.

..: .:

17 Comments filed with the SEC inresponse to the PWG Report bynumerous public and private issuers ofshort-term debt
confirm their concerns that significant reforms to money fund regulation may have serious negative effects on their ability to
obtain short-term financing (See attached Appendix A, Summary ofComments on Floating NAV). The Center for Capital
Markets Competitiveness of the U.S. Chamber of Commerce has also written to SEC Chairman Schapiro to urge caution
before implementingreforms to the regulation of money funds because they "represent a major source of funding to the $1.1
trillion commercial paper market" and because "[corporate treasurers rely on [them] to efficiently and affordably manage
liquidity." Letter from David Hirschmann to SEC Chairman Mary Schapiro (Nov. 17,2011) (copy attached).
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call report data on U.S. banks18 with expense ratios ofU.S. Money Funds19 shows that Money Funds are far more
efficient thanbanks in recycling investor cashinto financing of businesses and governments, andthe sizeof the
efficiency differential in the U.S. is between 200 and 300 basis points peryearper dollar of assets. As of year

end 2010, the average expense ratio for U.S. Money Funds was 32 basis points.20 By comparison, the non-interest
overhead expenses (including costs of personnel, office space, deposit insurance premiums, marketing, etc.)

represented over 3% ofaverage assets for U.S. banks.21 This suggests that itcosts 2.5% more per annum for a
U.S. bank to intermediate each dollar's worth of balances from savers to borrowers as compared to a Money

Fund. The high bank cost structure affects not only the banksthemselves, but also means borrowers must pay
moreto obtainfinancing from banks, in contrastwith the lowerfinancing costs of businesses and governments
whose short-term paper is held by Money Funds. This largecost differential meansthere is much lessefficiency,
lowerreturns to savers, and higher costs to borrowers when balances are intermediatedthrough the banking
system.

'

.

'

This largeexpense differential is also reflected in the interest rates on commercialpaper, which are far lowerthan
rates on bank loans. Federal Reserve Board statistics indicate that U.S. bank loans are consistently more

expensive - often 200 basis points ormore -than rates on U.S. commercial paper.22 On approximately $4.69
trillion in aggregate Money Fund balances,23 that would amount to between $88 billion and $141 billion in annual
costs to investors and borrowers that would be incurred by moving these balances to intermediation through
banks. Absent a compelling reason, there is no way to justify hanging a millstone of that size around the neck of
the global economy. If Money Funds disappeared and were fully replaced by banks, the higher cost of borrowing
would translate directly into less economic growth, fewer jobs, and less money available for governments to

provide services. The additional cost to issuers would constrainprofitabilityand growth of issuers by increasing
the cost of financing their operations, and would push government borrowers that much further into the red,
requiring even further cuts to government programs^ payrolls, pensions and benefits.

18 Federal Financial Institutions Examination Council, Uniform Bank Performance Report, Peer Group Average Reportfor
All Banks inNation as of September 30,2011 available at https://cdr.ffiec.gov/public/ManageFacsimiles.aspx.

19 See 201J Investment Company Fact Book at63.

20 2011 Investment Company Fact Book, at68 available at http://www.ici.org/pdf201 l_factbook.pdf. This isdown from
2009's 54 points,because many fun<Js waivedexpenses to.ensure positivereturns.for investors while interestrates are being

kept low. 2010 Investment Company Fact Book, at 68 ava/iaWeaf http://www.icifactbook.org/pdf/2010_factbook.pdf; ICI
Research Perspective: Trends in the Fees and Expenses ofMutual Funds•+ 2010, Investment Company Institute, at 1 (Mar.
2011).

21 Federal Financial Institutions Examination Council, Uniform Bank Performance Report, Peer Group Average Reportfor
AllBanks inNation as of September30,2011 (available at https://cdr.fflec.gov/public/ManageFacsimiles.aspx).

22 Selected Interest Rates (Daily) for September 14,2011 (showing rates for commercial paper and bank prime loans);
Interest Rates for 90-Day AA Nonfinancial Commercial Paper 1997 - 2010 and Average Majority Prime Rate Charged by
Banks on Short Term Loans to Business, 1956 - 2010. These reports are available on the website of the Federal Reserve
Board, which publishes this data at http://www.federalreserve.gov/econresdata/releases/statisticsdata.htm.
23

Investment Company Institute, Worldwide Mutual Funds Assets and Flows, Fourth Quarter 2011 (April 12,2012),

available at http://www.ici.org/research/stats/worldwide/ci.ww_12_l 1.
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Performance of Money Funds During the Financial Crisis

Even in times ofgreatest financial stress, Money Funds have proved to be more stable than depository
institutions. Since February 2007, as a result ofthe financial crisis that followed the burst ofthe housing bubble
and thecollapse of mortgage-backed securities investments, 440 U.S. banks have failed,24 and even more would
have failed but for dozens of federal programs that infused banks with cash. The example cited for the need for

additional regulation ofMoney Funds has been the Reserve Primary Fund's "breaking a-buck" on September 17,
2008, during the darkest days ofthe Financial Crisis. Before that event occurred, the global economy had been in
a deep recession for well over a year.

•

After years of investing in riskysubprime mortgages and related securities, Freddie Mac and

Fannie Mae began scaling back their involvement in subprime mortgage lending inFebruary
2007.
• r

•

•

' •

HSBC announces $18.4 billion in loss reserves on mortgages, February 8,2007.

Large participants inthe subprime mortgage markets started failing; thefirst being New Century
Financial Corporation in April 2007.

•

In July 2007, two Bear Stems controlled hedge funds heavily invested in collateralized debt
obligations (CDOs)backed by subprime mortgages collapsed.

•

The securitization markets dried up in the Summerof 2007.

•

During August2007, a seriesof mortgage lenders, including American HomeMortgage,
Thornburg Mortgage Inc*and Capital ,One Financial Corpr eitherclosedtheir doors or stopped
funding new residential mortgages.

•

The turmoil and freezing up of the credit markets prompted an unprecedented meeting on August
21,2007 among then Senate Banking Committee Chair Dodd, then Treasury Secretary Paulson,
and Federal Reserve Chairman Bernanke, in which Chairman Bemanke pledged to use all tools
available to stem the credit crunch.

•

Northern Rock receives emergency funding from the Bank of England September 2007.

•

European Central Bank provides $500 billion in emergency funding to European commercial
banks, December 2007. ,

•

Credit ratings ofmono-lirte bond insurers downgraded, December 17,2007.

•

Largest stock market drop since 2001 occurs on January 21,2008.

•

Mortgage bond insurer MBIA announces $2.3 billion loss on subprime loan exposure, January

31,2008.

. . ' • . .' .'.'•

'

•

Northern Rock nationalized, February 17, 2008.

•

The auction rate securities market dried up in February 2008.

•

Fourteen FDIC-insured banks failed between January 1,2007 and September 15,2008.

24 FDIC Failed Bank List, available athttp://www.fdic.gov^ank/individual/failed/banklist.html.
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HSBC announces additional loan losses of $17 billion, March 3,2008.
Bear Stearns had to be rescued in March 2008.

UBS announces loan write down of $19 billion, April 1,2008.

Royal Bankof Scotland announces £5.9bn loan loss, April22,2008.
Countrywide was forced to be sold in June 2008.
IndyMac failed in July 2008.

Fannie Mae and Freddie Mac were placed in conservatorship on September 6,2008.

Merrill Lynch was forced to sellto Bank of America to avoid insolvency during the second week
of September 2008.
Lehman Brothers went into bankruptcy on September 15,2008.
AIG was bailed out with an $85 billion loan from the Federal Reserve on September 16,2008.

Starting on September 16,2008, bothWashington Mutual Savings Bank and Wachovia Bank
experienced massive runs on commercial deposits causingboth institutions to become liquidity
insolvent. WashingtonMutual was closed and placed in receivership (the largest bank failure in
U.S. history)and Wachovia was soldto Wells Fargoto avoid an even largerreceivership.
•

On September 16,2008, roughly 20 months into the Financial Crisis, the Reserve Primary Fund
broke a buck as a result of its Lehman commercial paper holdings, experienced a run on
redemptions and suspended redemptions of its shares. Reserve Primary Fund Shareholders
eventually recovered over 99 cents on the dollar in the liquidation of the fund.

•

Lloyds TSB takes over.Britain's largest mortgage lender, HBOS, September 17,2008.

The Reserve Primary Fund's breaking a buck did not cause the Financial Crisis to occur. The Financial Crisis,
which had been raging for 20 months, was a key ingredient in the failure of many large institutions, including
Lehman Brothers. The failure of Lehman caused the Reserve Primary Fund to break a buck. The failure of the
federal government to support Lehrhan'Brothers (which support had been anticipated by many market
participants) and the bankruptcy'of Lehman Brothers, coming a,most simultaneously with the collapse and federal

support provided to AIGshortlyafterthe creditrating agencies had endorsed its highrating, caused, a panic

among investors and hastened the flight to quality that include arun on large corporate bank deposits as well as
redemptions,from prime Money Funds (and transfer of balances into government securities Money Funds). The

Reserve Primary Fund situation was aneffect, not a cause, ofthe Financial Crisis.25
The U.S. Federal Reserve Board, Department of the Treasury, and FDIC spent approximately $2 trillion on an

array ofprograms to infuse cash into the banking system.26 Inaddition, the Federal Reserve Board has kept
25

'

For a detailed analysis of investment flows and impact of events during the Financial Crisis on Money Funds see,
generally, Treasury Strategies, Inc., Dissecting the FinancialCollapse of2007-2008, A Two-Year Flight to Quality (May,
2012), available online at http://www.sec.gov/comments/4-619/4619-188.pdf.

26 Congressional Oversight Panel, September Oversight Report: Assessing the TARP on the Eve ofIts Expiration, at145-146
(Sept. 16,2010).
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interest rates close to zero, allowing banks to borrow at almost nocost and to lend at higher rates soasto
practically guarantee risk-free profits. This is estimated to costsavers $350 billion each yearas banks do nothave
tocompete for depositors' funds, and therefore may offer only low interest rates ondeposits.27
During the same period, onlyone U.S. Money Fund, the Reserve Primary Fund, failed to immediately return
investors' sharesat less than 100cents on the dollar, and shareholders ultimatelyreceived morethan 99 centson

the dollar.28 Nonetheless, the massive requests for redemptions by the Reserve Primary Fund shareholders
beginning on September 15,2008 when Lehman declared bankruptcy, the government announced a bailoutof
AIGon September 16, and the Reserve's announcement the next day that it would re-price its shares, triggered a
run by investors in otherprime Money Funds whofeared that those funds' holdings of commercial paper of other
financial institutions would declinein value. Much of the redeemed primeMoneyFund shareholder money was
used by shareholders to purchase sharesof U.S. government securities Money Funds. Numerous primeMoney

Funds liquidated assets anda number of funds obtained support from theiradvisers or other affiliated persons.29
As the U.S. President's Working Group(PWG) Report on MoneyFunds describes, the liquidation of Money
Fund assets to meet redemptions led to a reduction of Money Fund holdings of commercial paper by about 25

percent.30
No U.S. Money Funds were "bailed out" by the U.S. governmentduring the financial crisis, but the extraordinary
conditions in the market, including illiquidity in the secondary market for commercial paper, led to the adoption
of special measures to restore confidence in the money markets and Money Funds and address the freeze-up in the
commercial paper market. The Treasury Department implemented a limited "Temporary Guarantee Program for
Money Market Funds" whereby Money Funds could,"in exchange for a payment, receive insurance on investors'

holdings such'that if shares broke thebuck, they Would be restored to a $1 CNAV.31 The program expired about
27 Yalman Onaran and Alexis Leondis, Wall Street Bailout Returns 8.2% Profit Beating Treasury Bonds, Bloomberg (Oct.
20,2010), available athttp://www.bloomberg.coWnews/2010-10-_0/bailout-of-wa
beating-treasuries.html.
..
.•••.•

28 On September 16,2008, the Reserve Primary.Fund's shares were priced at 97cents after it wrote offdebt issued by
LehmanBrothers,, which had declared bankruptcy the day before. Even so, this event was in large part due to misconductby
the Fund's,management, as.the SEC has alleged in a pending enforcement proceeding. See SEC.Press Release:SECCharges

Operators ofReserve Primary Fund With Fraud,May 5,2009, available at http://www.sec.gov/news/press/2009/2009
104.htm and related SEC Complaint, available aihttp://www.sec.gov/litigation/compiaints/2009/comp21025.pdf, at35.
Moreover, Reserve Fund shareholders recovered more than 99 cents on the dollar after it closed. Press Release, Reserve

PrimaryFundtoDistribute $21$Millibn^My' iSjioXOJ, available at ' '
http://www.resewefunds.com/pdfsyPrM

SECPress Release: Reserve Primary Fund

Distributes Assets to Investors (Jan! 29,'2010); available at http://www.sec.gov/news/press/2010/2010-16.htm/

29 The SEC notes thatwith the exception of theReserve Primary Fund, allof the funds thatwere exposed to losses during
2007-2008 from debt securities issued by structured investment vehicles or as a result ofthe default of debt securities issued
by Lehman Brothers Holdings Inc. obtained support of some kind from their advisers or other affiliated persons, who
absorbed the losses or provided a guarantee covering a sufficient amount of losses to prevent these funds from breaking the
buck. See Release No. IC-29132,75 Fed. Reg. 10060,10061:(,Mar; 4,2010), .

30 See Report of the President's Working Group on financial Markets, Money Market Fund Reform Options
12, available at http://treas.gOv/press/releases/docs/l0.21 %20PWG%20Report%20Final.pdf.

31 Press Release, Treasury Announces Guaranty Program for Money Market Funds (Sept. 29,2008), available at
http://www.treas.gov/press/releases/hp1147.htm.
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one year later, experienced no losses (because the insurance guarantee, was never called upon), and earned the

Treasury about $1.2 billion in participation fees.32
The FederalReserve also created an "Asset-Backed Commercial Paper Money Market Mutual Fund Liquidity

Facility" ("AMLF") to provide credit forbanks and bank holding companies to finance theirpurchases of

commercial paper from Money Funds and thereby provide support for the commercial paper market.33 This
program lent $150 billion in just its first 10 days ofoperation and was terminated with no credit losses.34 All
loans made under the AMLF were repaid in full, with interest, in accordance with the terms ofthe facility.35
Indeed, the Federal Reserve Bank of Boston Statements of Income and Comprehensive Income for the years
ended December 31,2009 and December 31,2008 show the total amount of interest income made on "other

loans" (which refers to the AMLF program) during 2008 and 2009 was $543 million ($470 million and $73

million in 2008 and 2009, respectjyely).36 Advances made under the AMLF were made atarate equal to the
primary credit rate offered by the Boston Federal Reserve Bankto depository institutions at the timethe advance
was made.37 In sum, the program was extremely profitable to thegovernment. Both programs were limited in
scope and involved relatively low risk to taxpayers when compared to other steps taken by the government during
the financial crisis.

The AMLF financing program put in place by the Federal Reserve to lend to banks that bought commercial paper
from Money Funds, while significant and very successful (and profitable to the Federal Reserve), was a very
small part of a massive injection of liquidity into banks,GSEs and the financial markets by the Federal Reserve,
FDIC and Treasury during the crisis, the vast majority of which had no relation to Money Funds. Most recently,
the Federal Reserve disclosed that its total discount window loans to banks unrelated to Money Funds during the
crisis aggregated to over $7.7 trillion dollars, of which $1 2 trillion was outstanding at its peak. All in, the
emergency lending programs in place during the financial crisis aggregated over $30 trillion, although the net

balance outstanding at any given time was much lower.38
32 Press Release, Treasury Announces Expiration ofGuarantee Program for Money Market Funds (Sept. 19,2009),
available .athttp://www.ustreas.gov/press/releases/tg293.htm.

33 Federal Reserve Board, Asset-Backed-Commercial Paper Money Market Mutual Fund Liquidity Facility, available at
http://w^w.federaheseive.gov/moneterypolicy/abcpmmmf.htm.

34 Burcu Duygan-Bump, Patrick M. Parkinson, Eric S. Rosengren, Gustavo A. Suarez, and Paul S. Willen, QAU Working
Paper No. QAU10-3, How Effective Were theFederalReserve Emergency LiquidityFacilities? Evidencefrom theAssetBackedCommercial Paper MoneyMarketMutual FundLiquidityFacility (available at
http://www;bos.frb.org/bankinfo/qau/wp/2010/qaul003.htm). The programceased operation in February, 2010. Federal
Reserve Board Press Release, FOMC Statement(Jan. 27,2010), available at
http://www.federalreserve.gov/newsevents/press/monetary/20100127a.htm.

35 Federal Reserve Board, Monthly Report on Credit andLiquidity Programs and the Balance Sheet, Appendix Bat 31
(October 2016)f available at http://www.federalreserve.gov/m^^
1010.pdf.
36 See The Federal Reserve Bank of Boston, Financial Statements as of and fortheYears Ended December 31,2009 and
2008 and Independent Auditors' Report, available at.
http://www.federalreserve.gov/monetarypolicy/files/BSTBostonflnstmt_009.pdf.

37/</.,atl9.

38 See Federal Reserve Board, UsageofFederal Reserve Credit and Liquidity Facilities (Nov. 30,2011), data available at:
http://www.federalreserve.gov/newsevents/reform_transaction.htm; Press release, Departmentof the Treasury, Treasuryand
Footnote continued on next page
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Shadow Banking Entities - Definition
Money Funds Are Not "Shadow Banks"

Bank regulators recently have called for bank-type regulation of Money Funds on the theory that theyare
"shadow banks." Untilrecently, the term "shadow bank" meant an offshore parallel bankoperating in an
unregulated jurisdiction andoften engaged in shady dealings. During the financial crisis, the term was repurposed
by bank regulators as a pejorative label for segments of the financial services industry that werenot subject to

bank-like regulation.39 As redefined, the term "shadow bank" has been used tomean an unregulated financing
vehicle with a lot ofleverage and little capital.40 The exemplar isa securitization vehicle, with an asset base of
loans and receivables and a capital structure consisting of a couple of percentage points of equity, a tranche of
subordinated debt, and a large amount of secured short-term notes, commonly referred to as "asset backed
commercial paper" ("ABCP").
Money Funds differ from these entities in that they are heavily regulated by the relevant national securities
regulators, subject to extensive audit, public reporting and transparency requirements, and do not use leverage.

Unlike "shadow banks," Money Funds arefinanced 100 percent by common equity. In essence, Money Funds do
not meet any of the criteria used to define a "shadow bank."

-

Some in the policy debate have sought to label Money Funds' shares as "debt" (it is equity), argue that

shareholders have a "put" tothe fund or its manager at$1 per share (they do not)41 orthat the manager orthe fund
"guarantees" the constant net asset value (CNAV) share price (such as one euro, pound or dollar per share) (they
do not). To the contrary, Money Fund investors receive explicit disclosure that investments in Money Funds are
not bank deposits and may lose value and are not insuredor guaranteed.
Footnote continued from previous page

Federal Housing Finance Agency Action to Protect Financial Markets and Taxpayers (Sept. 7,2008) available at:

http://www.treasury.gov/press-center/press-releases/Pages/20089711172217483.aspx; FederalReserveBank of St. Louis,
The Financial Crisis: A Timeline of Events and Policy Actions (Apr. 13,2011), available at http://timeline.stlouisfed.org/

39 Zoltan, Pozsar, et al., Tobias, Federal Reserve Bank ofNew York, StaffReport no. 458, Shadow Banking, at 4 (July 2010)
("We use the term 'shadow banking system' for this paper, but we believe that it is an incorrect and perhaps pejorative name
for such a large and important part of the financial system.") available at
http://ww'w.ny.frb.org/research/staff_reports/sr458.pdf. The first use of the term "shadow bank" in August 2007 to refer to
ABCP and similar off-balance sheet issuers was apparently by an economist and management officials at a mutual fund
management firm, PIMCO, who were seeking to draw bank regulatory policy makers' attention to the risks inherent in the
bank regulators allowing these financing structures to grow. See Bill Gross, Beware our shadow bankingsystem, Fortune
Magazine (Nov. 28,2007) available at http://rnoney.cnn.eom/2007/ll/27/news/newsmakers/gross_banking.fortune/;
McCulley, PIMCO Global Central Bank Focus, The Shadow Banking System andHyman Minsky's Economic Journey (May
2009). In a classic display of the maxim that "no good deed goes unpunished," the U.S. federal bank regulators, who ignored

these warnings about the risks associated with ABCP and other off-balance sneet financing in 2007 and early 2008, have now
sought to blame the problem on the mutual fund industry that called the issue .to their attention in the first place.

40 The Financial Crisis Inquiry Report: Final Report ofthe National Commission ofthe Causes ofthe Financial and
Economic Crisis in the United States, at xxi, 27-37 (Jan. 2011) available at http://www.gpo.gov/fdsys/pkg/GPO
FCIC/pdffGPO-FCIC.pdf.

41 SEC Roundtable Discussion onMoney Funds and Systemic Risk (May 10,2011) (archived webcast available at
http://www.sec.gov/news/otherwebcasts/201 l/mmf-risk051011 .shtml).
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The Green Paper defines the "shadow banking system" to mean "'the system of credit intermediation that
involves entities and activities outside the regular bankingsystem'". The Green Paper further describesthe

"shadow banking system" as beingbased on two"intertwined pillars" the first part being thatthe entities exist
outsidethe "regular" banking system and engage in:
• acceptingfunding with deposit-like characteristics;
• performingmaturity and/or liquiditytransformation;
• undergoing credit risk transfer; and,
• using direct or indirect financial leverage.

The second "pillar" of the characteristics that define shadow banking in the GreenReport is the abilityto provide
financing to non-banking entities. Giventhat this second part could refer to any person, government, non
governmental organization or business entity with money to lend or invest, the first pillarappears to be the partof
the definition which requires closer consideration.
According to the Green Paper, Money, Funds fit the definition of a "shadow bank" because Money Funds have
"deposit-like characteristics, which makethem vulnerable to massive redemptions ("runs")." MoneyFunds,
however, do not accept "deposit-like" funding. Money Funds have shareholders, who are equity owners ofthe

Money Fund. Unlike depositors, Money Fund shareholders are not creditors.42 The Money Fund does not
promiseor guaranteethe shareholders will receive 100cents on the euro (or on the pound or on the dollar) when
Money Fund shares are redeemed. Regardless of whether it is a CNAV Short-Term Money Market Fund or a
VNAV Money Market Fund, it is the shareholders who ultimately bear the risk of portfolio losses. Although
managers of Money Funds use best efforts to manage the fund's portfolio to avoid losses and maintain a constant
value, they clearly disclose to investors that the fund may break a buck and if it does, the investor may suffer
losses. To put it another way, Money Funds do not engage in credit risk transfer in the way a bank does.
Investors bear the risk of credit losses on portfolio assets of the Money Fund precisely because they are not
creditors of the Money Fund. In contrast, bank depositois are creditors of the bank. If the bank's loan portfolio
suffers losses, the amount owed by the bank to its depositors does not decrease. While in some cases, the
manager of a Money Fund may choose1 to step in and buy out at par value an illiquid or troubled asset from the
Money Fund's portfolio, the manager does not promise to do so ex ante, is not contractually committed to do so,
and is not legally required to do so. 'Instead, Money Funds are required to clearly disclose to investorsthat shares
may lose value.
•'*
CNAV is a Result of Very Short-Term Portfolio Assets

A significant aspect of the regulation of Money Funds is the criteria for calculating the net asset value (NAV) of a
fund. The CNAV, which is essential for many commercial uses of Money Funds, is not an accounting gimmick,
and is not maintained by a guarantee by the sponsor or anyone else. Calculating CNAV relies upon a method of
accounting widely utilized by other types of institutions and recognized and approved by other regulators in
circumstances where the variation between the true "mark to market" value of an instrument and the value using
the amortized cost method is significantly wider (and less knowable and less transparent) than is the case with

42 See UCITS Directive, Article 83; CESR/ESMA Guidelines at page 3.
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Money Funds. (A description of the history underlying the use of CNAV by Money Funds and its recognition by
regulators is attached as Appendix B). These issues are discussed in more detail below.

Mechanics of Calculating NAV of a Money Fund. Money Funds are not complicated. Each Money Fund is
just a portfolio of short-term debt investments owned in a pool for a single class of shareholders. There is no debt
or other borrowing by the Money Fund. It is 100% equity! Investors are permitted to purchase or redeem shares
of a Money Fund every business day. It is therefore necessaryto have a method of calculating the price at which
shareholders may purchase or redeem shares every day. Like all mutual funds, Money Funds set the daily price
for purchases and redemptions of shares at that day's net asset value (NAV). Like all mutual funds, a Money
Fund calculates its daily NAV per share by determining the value as1 of that day of each and every asset held and
adding them up to determine a gross portfolio asset value, subtracting any liabilities (there generally are not any)
and accrued expenses to reach a net portfolio asset value, and then dividing the net portfolio value by the number
of shares ofthe Money Fund currently issued and outstanding. As with most other mutual funds, this share price

is rounded upor down to the nearest cent. Essentially, NAV pershare is trie value of each shareholder's pro rata
slice of the overall assets of the fund.

The share price calculations of Money Funds differ from the share price'calculations of other mutual funds in two
respects. First, Money Funds are permitted to use "amortized cost",to value the-individual short-term portfolio
securities they own, while other mutual funds use a mark-to-market price to value most portfolio securities.
Second, because they use "amortized cost," Money Funds are able to calculate NAV and set share purchase and

redemption prices early in the day, while other mutualfunds must wait until after the markets close to obtain the
closing market price inputs needed to "market value" each portfolio security and calculate NAV and thus the
purchaseand redemption prices of their shares. This ability to know at the beginning ofthe day that, absent an
unforeseen major credit event that brings NAV below 99.5 cents per share, the shares will be priced at a dollar at
the end of the day is a key feature of Money Funds that allows them to be used to hold short term liquidity in
connection with a range of commercial systems:
.•••-.,
The CESR/ESMA Guidelines permit a Short-Term Money Market Fund to use the "amortized cost" method of
accounting for the value of assets held in portfolio. Similarly, SEC Rule 2a-7 permits a Money Fund to use

"amortized cost".43 This, method of valuing short-term debt instruments, and rounding share prices to the nearest
penny, is a convenience that allows investors, broker-dealers, banks, investment advisersand MoneyFundsto
keep track of asset values (and indirectly, customer account valueswhich are calculatedby dividing the total net
value of the portfolio by the number of outstanding shares of the Money Fund) without account-level daily price
trackingof fractions of a cent. This use of constantNAV pricing is permitted by SEC rules only for funds that
complywith the strict requirements of Rule 2a-7to ensurethat these funds are as stable, and low risk as possible,
and only for so long as the NAV calculated using the amortizedcost value ofthe portfolio does not materially
depart,from the shadow price of shares calculatedusing mark-to-marketassets values. A Money Fund must meet
stringent portfolio liquidity, credit quality, maturity, and diversification requirements. These requirements were
strengthened in the United States by amendments in 2010 that.were:"designed to make money market funds more

43 Under the "amortized cost" method of accounting, Money Funds value the securities in their portfolios at acquisition cost
as adjusted for amortization of premium or accretion of discount rather than market value. See 17 C.F.R. § 270.2a-7(a)(2).
The Rule also allows Money Funds to use the "penny-rounding" method of pricing, which permits rounding to one cent
rather than one-tenth of a cent. 17 C.F.R. § 270.2a-7(a)(20). However, this method is seldom used because it does not
eliminate daily "mark to market" accounting requirements.

'
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resilientto certain short-term market risks, and to providegreater protections for investors in a money market

mutual fund that is unable to maintain a stable net asset value per share."44
Money Fundshares priceat a dollaron a daily basis not because they havepromised to repayshares at a dollar
(Money Funds do not make that promise andexplicitly state otherwise) but because the aggregate daily value of
all of the portfolio assets of the Money Fund, minus expenses and any liabilities, divided by the number of issued
and outstanding shares, is worth,that day, between 99.5 centsand 100.5 cents per share. The managers of Money
Funds work diligently to choose investmentsfor the portfolioof the Money Fund so that the NAV per share will
calculate every day to somethingvery close to $1.00per share, and generallythe daily NAV beforerounding to
the nearest penny, is between 99.9 cents and 100.1 cents per share.

The pricedifference between using amortized cost and market pricesto value underlying portfolio securities is not
significantfor short term, high quality debt instruments ofthe types owned by Money Funds. Short-term paper is
normally issued at a discount from the par value at maturity which represents the imputed interest over the days
between the issuance date and the maturity date. Amortized cost is determined by subtracting the purchase price
of the instrument from its pending maturity value, dividing the small difference by the number of days remaining
to, maturity, and, for each,day from the purchase dateto the maturity date, addingto the purchase priceone day's
worth of the price difference. .
This is not an accounting gimmick. The use by Short-Term Money Market Funds of amortized cost accounting
recognizes that the underlying market value of the assets held by a Short-Term Money Market Fund are, and are
required to be, types of assets for which the market value generally will not fluctuate from amortized cost to any
material degree. Short-Term Money Market Fund assets ,areshort term to avoid interest rate and liquidity risk and
long-term credit risk. Money Fund assets are diversified and high credit quality to minimize credit risk. The

abilityof Short-Term Money Market Funds to maintain a CNAV is the result of very stringent portfolio
restrictions that apply under the CESR/ESMA Guidelines and SEC regulations.
Similar to standards imposed under UCITS, amortized cost can only be used by a U.S. Money Fund if the fund's
board determines that use of amortized cost does not, resulting in a materially different NAV than the use of

market pricing. In particular, amortized costcannot beused to value a security if there has been an event, such as
a default or significant downgrade of the issuer, that makes the use of amortized cost not an accurate
approximation ofthe true value of the portfolio security. Those portfolio securities must bemarked tq market.
Use of amortized cost to value short term high quality debt instruments with 60 days or less of remaining maturity

is consistent with U.S. GAAP valuation principles for any issuer (not just Money Funds), and was permitted and
used by mutual funds and other public companies lpng before; Money funds were created.45 Under SEC Rule 2a
7 as amended in 2010, the debt instniments held by aU.Si Money Fund have average maturities below 60 days.
44 See SEC Release No. IC-29132, 75 Fed. Reg. 10060 (Mar. 4,2010).

45 Notably, the strongest advocates for the use ofamortized cost and other historical cost methods for valuing balance sheet
assets have been the members and staff of the Board of Governors of the Federal Reserve System. See, e.g., CommentLetter
to Robert Herz, Chairman, Financial Accounting Standards Board from Susan Schmidt Bies, Member of the Board of
Governors ofthe Federal Reserve System, m Fair Value Measurements Exposure Draft, Oct. 4,2004. Banks use amortized
cost methods to value loan portfolios on their balance sheets. Office of the Chief Accountant, SEC: Report and

Recommendations Pursuant to Section133 ofthe Emergency Economic Stabilization Act of2008: Study on Mark-to-Market
Accounting (Dec. 30,2008) at 27. As receiver for failed banks, the FDIC uses a similar method, "accreted value," to
determine principal amounts of bank obligations.
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These very short term debt instruments do not fluctuate inmarket value due to interest rate changes. It is also
very unusual for the credit of an issuer to decline rapidly from prime quality to default inthat short time period.
Under amended SEC Rule 2a-7, Money Fund portfolios arevery diversified among issuers, so there is limited
credit exposure to any one issuer. As a result, within the strictinvestment constraints of SECRule 2a-7, the
amortized cost of each portfolio security and of theportfolio as a whole closely tracks its market price, and the
CNAV price pershare closely tracks whatthe VNAV price pershare would be using market pricing of the
portfolio securities.

Unlike banks, U.S. MoneyFunds are required to use market valuesof individual securities to calculate a "shadow
price" of their shares to test whether the use of amortized costfairly approximates whatVNAV would be using
daily market values. If amortized costdoes nottrack market value VNAV within less than halfa centpershare,
the board of directors ofthe U.S. MoneyFund mustdetermine what actiori'to take, which may include movement
to market values to calculate NAVand purchase andredemption prices of shares. This "shadow price"
information is calculated at leastweekly and thatweekly data is reported to the SEC monthly, and is available to
the public from the SECor from the website of the Money Fund's'sponsor. A reviewof these U.S. Money Fund
shadow price calculations shows that CNAV using amortized cost closelytracksVNAV using market pricing.
They are usually identical(even before rounding NAV to the nearest cent) and only occasionally deviatefrom one

another by plus orminus a few one-hundredths ofa cent.46 To put this in perspective, a deviation ofa hundredth
of one percent is equal to a penny on $100 of U.S. Money Fund shares. It is not a material difference, and
certainlynot worth the programming expense that would be required to revise all of the automated systems used
in commercial applications that need a predictable NAV to track short term liquidity. Unless the Money Fund is

suddenly liquidated, even that small price deviation isnot translated into actual losses, because the underlying
portfolio investmentsmature in short order and afe repaid at par, which returns shadow NAV to $1 per share.
Dueto the veryhigh levels of liquid assets that U.S. Money Funds are required to hold underamended SEC Rule
2a-7, it is now even less likely that a U.S. Money Fund would need to sell portfolio assets before maturity to raise
cash and recover less than par value.

Liquidity requirements have several benefits, including (!) the ability to meet shareholder redemption requests as
they occur, including in difficult market conditions, and (ii) provides greater assurance that the use of amortized

costaccounting is appropriate for the Money Fundbysharply reducing the possibility that portfolio assets will

need to be sold ata loss to raise cash to meet investor redemptions.47 Ananalysis of shadow price data
demonstrates that U.S. Money Funds' $1 per share CNAV is not an accounting trick, but instead reflects the
stable market values of the assets owned by U.S. Money Funds. A recent study of U.S. Money Fund shadow
prices published by the Investment Company Institute ("ICI"), shdw that, due to the portfolio restrictions in SEC
Rule 2a-7, Money FundNAVs maintain their values in the face of creditevents, interest rate changes and

extraordinary market changes.48 Even in September 2008, inthe worst days of thefinancial crisis, average U.S.

46 ICI Research Report, Pricing ofU.S. Money Market Funds (Jan. 2011).
47

'

See also, Comments of Federated Investors(May 25,2012) (copy attached) on IOSCO Consultation Report on Money
Market Fund Systemic Risk Analysis and Reform Options (response to questions 3,21).

48 ICI Research Report, Pricing ofU.S. Money Market Funds (Jan. 2011).
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Money Fund shadow share prices stayed above 99.8 cents per share, and returned to an average NAV of 100.0000
cents within a very short period.49
The stability ofMoney Fund NAVs isdriven by the stable market value ofthe underlying assets ofMoney Funds.
This iswhy, in2008, during the worst financial crisis since the 1930s, only one U.S. Money Fund "broke a buck"
(the Reserve Primary Fund which returned toshareholders over 99 cents per dollar) over 800 U.S. Money Funds
did not"break a buck," and the overwhelming majority of those did notrequire anysponsor support to maintain
CNAV of$l per share.

The 2010 amendments to SEC Rule 2a-7 have further removed price movementsfrom the portfolios of assets

owned by U.S. Money Funds. As ofyear-end 2010, for example, 50% of"prime" U.S. Money Funds' reported
shadow prices are between Q9.96cents and 100.01 cents per share, 38% were between 100.01 and 100.10 cents
per share, 6% were between 99.91 and 99.95 cents per share, and the remaining 6% had a shadow price between
99.80 and99.90 cents per share. U.S. Money Fund "shadow prices" mustmove below99.5centsper share or

above 100.5 cents per share to cause the Money Fund to "break a buck."50 Nonetheless, U.S. and European
Money Funds continue to warn investors thata Money Fund may not always be able to maintain a CNAV.
Nor is there a lackof transparency of the valuation methods used by U.S. Money Funds. Money Funds are also
required to calculate the "shadow price" value of their shares, based on a mark-to-market valuation of portfolio
assets, file that information with.the SEC and publish it on the Money Fund's website. The use of the amortized
cost method of accounting, and of rounding shareprices to the nearest penny, is clearlydisclosed to investors in
the offering documents and reports provided to Money Fund investors. Moreover, if the CNAV of Money Fund
shares calculated usingthe amortized cost method departs materially (0.50 cents per share or more)from the
"shadowprice" VNAV calculated using mark-to-market values, the Money Fund is requiredto notify the SEC
and move to the VNAV in offering and redeeming shares with investors. These disclosures to every Money Fund
investor, as well as the periodic public disclosure of the shadowNAV and portfolio holdings, make Money Funds

perhaps the most thoroughly transparent investment available to the U.S. public.

From theperspective of a commercial user ofMoney Funds that needs to store short-term liquidity, themain
purpose of usingamortized cost to value portfolio assets is not to stabilize the value of Money Fund shares at $1

per share/ That price stability isachieved,by the very short term nature and high quality ofthe portfolio assets
and.rounding the NAV to the nearest penny per share,and would be the same $1 per share if mark-to-market
accounting were used for valuing portfolio assets. The main purpose for using amortized cost,in the commercial
context is to allowthe NAV of MoneyFund shares to be anticipated at the beginning of the day, ratherthan

known only after markets close, so thatthe share value canbe used in a broad range of accounting applications
that interface between the Money Fund, its transfer agent and the accounting systems of the various companies
that use Money Funds to hold temporary liquidity, and can be redeemed on a same-day basis (T+0). This allows
movement away from manual processing, facilitates same day processing of transactions, shortens settlement
cycles, and helps reduce float balances and counterpartyrisk.

49 Money Fund Regulatory Changes PostFinancial Crisis, 2011 ICI Money Market Funds Summit (May 16,2011)(slides
available on ICI website).
50 Id.
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Data Demonstrates that VNAV Does Not Stop Runs.

Aprimary part ofthe agenda ofbankers and bank regulators in attempting to label Money Funds as "shadow
banks" and force them into a bank-regulatory structure, is to prohibit Money Funds from using aconstant NAV to
price shares, and instead require Money Funds to use only a variable NAV. The premise behind this bankers'
position is that Money Funds are subject todestabilizing "runs" because they use a CNAV, and that a VNAV
would prevent runs. The bankers' premise, however, isnot supported by the data.

During the financial crisis, VNAV money funds in Europe experienced investor withdrawals roughly equivalent
to withdrawals from European CNAV money funds.51 Similarly, in-the U.S., Money Funds (which are analogous
to Short-Term Money Market Funds under the CESR/ESMA Guidelines) are sometimes compared to ultra-short
bond funds, which aremutual funds that invest in relatively short-term debt instruments, but donot use amortized
cost accounting and must use a VNAV.

-m., i:-<

U.S. ultra-short bond funds are analogous toEuropean Money Market Funds'under the CESR/ESMA Guidelines,
and similarly are required to use VNAV to price fund shares. U.S. ultra-short bond funds are not subject to the
tight investment and credit quality restrictions, maturity limits orliquidity requirements that apply to U.S. Money
Funds under SEC Rule 2a-7. The weighted average maturity of Ultra-short bond funds is about 12 months, as

compared to 60 days or less for aU.S. Money Fund.52 Although they'have" ahigher yield than U.S. Money Funds,
ultra-short bond funds are not as popular with U.S. investors or with commercial users ofMoney Funds, with
aggregate assets ofonly $36 billion in assets as ofyear-end 2010,5- ascdmpared to $2.6 trillion invested in U.S.
Money Funds. Significantly, despite using VNAV to setshare prices for purchases and redemptions, U.S. ultra
short bond flindsfaced investor redemptions iii the Fall of 2008 at levels higher than those experienced byMoney
Funds.54



51 J. Fisch, &'E. Roiter, "A Floating NA Vfor Money Market Funds: Fix or Fantasy?" (2011), Scholarship at Penn Law.
Paper 390 at n.186-88, available athttp://lsr.nellco.org/upenn_wps/390 ("Floating NAV money market funds suffered
substantial redemptions during the credit crisis in2008, leading more than a dozen ofthem to suspend redemptions

temporarily and four ofthem toclose altogether. French floating NAV money market funds lost about 40% oftheir assets
during a three month period inthe summer of2007.")(citations omitted). '•''•

•'

52 J. Fisch, &E. Roiter, "A Floating NAVfor Money Market Funds: Fix or Fantasy?" at n.183 (2011) ("The investment
portfolios ofultra-short bond funds have longer weighted average maturities (around 12 months) than those ofmoney market
funds."), Scholarship at Penn Law. Paper 390, available at http://lsr.nellco.org/upenn_wps/390.
•

• ; •

i

•-...••.•

•. > ;

,••-••,

Jonathan Burton, APlacefor Ultrashort? Wall Street Journal (March 8,2011) available at

http://online.wsj.com/article/SB100014240527487037757Q457616231022579£344.html.
•
54 Id. at n. 181-85 ("While their share ofassets pales in comparison to MMFs, ultra-short bond funds faced waves of
redemptions comparable in respective magnitude to what MMFs faced. Indeed, contractions ofultra-short bond funds likely
exacerbated the freeze in the short term credit markets. By the end of2008, assets inthese funds were 60% below their peak
level in2007." (citing Inre David W. Baldt, SEC Admin Proc. File No. 3-13887, at 5-6, Apr. 21, 2011, available
arwww.sec.gov/litigation/aljdec/201 l/id418rgm.pdf (detailing large redemptions from Schroder short term bond funds);
Statement ofthe Investment Company Institute, SEC Open Meeting ofthe Investor Advisory Committee, May 10,2010, at4,
available at www.ici.org/pdf724289.pdf; HSBC Global Asset Management, Working Paper: Run Risk at Money Funds (Nov.
3,2011).;ICI, Report of the Money Market Working Group (Mar. 17, 2009) at 105.
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Whether VNAV prevents runs is an empirical question, andthe data shows overwhelmingly that it doesnot.
What stops a run is liquidity. The objective of reducing runs on Money Funds, andthereby reducing systemic
risk, would not be met by requiring Money Funds to use VNAV.

U.S. Money Funds are Subject to Effective, Comprehensive SEC Regulation and Supervision that Provides
a Test Case for Potential Regulatory Enhancements for European Money Funds
A former U.S. Federal Reserve Board Chairman recently testified before the U.S. Financial Crisis Inquiry
Commission ("FCIC") that Money Funds were not regulated, and the FCIC summarized in its reportthat:

moneymarket funds had no capital or leverage standards.... The funds had to follow only
regulations restrictingthe type of securities in whichthey could invest, the duration of those
securities, and the diversification oftheir portfolios. These requirements were supposed to ensure
that investors? shares would not diminish in value and would be available anytime- important

reassurances, butnotthe same as FDIC insurance.55
This line of thinking, which has been actively promoted by U.S. banking regulators, has found its way into page 5
of the Green Paper which suggests that Money Funds are part of a shadow banking system, accept "deposit-like
funding" "without being subject to comparable constraints imposed by banking regulation and supervision", are
engaged in a '"regulatory race to the bottom' for the banking system as a whole" and "avoid the regulation or
supervision applied to regular banks...."
The truth is that Money Funds are comprehensively regulatedby securities regulators under statutes and
regulations that essentially require Money Funds to be capitalized entirely with equity and that preclude the use of
leverage.

In the U.S., SEC regulations restricting the type of securities in which Money Funds can invest and their maturity
and duration are a central reason why only two U.S. Money Funds have broken the buck in forty years of the

industry's existence; and in those twp.cases investors, got back the overwhelming majority of their investments
relatively quickly. Similarly, European Money Funds are subject to comprehensive regulation under UCITS as
revisedin 2009 and the 2010 CESR/ESMA Guidelines. Whilethere remains room for improvement, the most

appropriate place to look for potential enhancements is notto the banking system on the theory thatMoney Funds
are somehow analogousto banks, but to existing methodsused by securities regulators and trade associations,

including the SEC inthe U.S., and the IMMFA inEurope,.that have been tested over time ona large scale and
shown to work for Money Funds.

.,..,.,

The U.S. regulatory program governing Money Funds is not the same as government deposit insurance, but it has
been far more effective than the deposit insurance and the U.S. bank regulatory scheme, both in protecting Money
Funds and their customer/investors against insolvency and in protecting the government from having to bail them
out. Money Funds do not represent a case of no regulation, but of profoundly successful, yet simple and
extraordinarily elegant, regulation.

55 Final Report ofthe National Commission onthe Causes ofthe Financial and Economic Crisis IntheUnited States,
January 2011, at 33.
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The stability of U.S. Money Funds - especially when compared with U.S. banks - is due in large part to a
regulatory system that provides for investor protection, active oversight, inspections anda competitive
environment. The investment restrictions applicable to Money Funds are far more stringent than those thatapply
to banks in terms of duration, creditquality, and liquidity. In brief, U.S. MoneyFundsmay invest in debt
instruments in which a national bank mayinvest, including prime commercial paper, bank deposits, short-term

U.S. government securities, and short-term municipal government securities.56 However, they may not invest in
manyof the higherrisk, less liquidand longer-term investments that national banks may own, such as medium
and long-term government or corporate debt and most types of loans (e.g., mortgages and consumer loans). In
short, U.S. Money Fund investmentportfolios are far less risky and far more liquid than those of U.S. banks.
They need to be. Money Funds do not rely on a government guarantee to operate.
Money Funds are a type of mutual fund. U.S. Money Funds mUst register with the SEC as "investment
companies"under the Investment Company Act, which subjects them to stringent regulatory, disclosure, and
reportingprovisions. The Investment CompanyAct and SEC regulation are the U.S: analog to the UCITS
directive and EU-member state securities regulation. Money Funds must register offerings of their securitieswith
the SEC and provide perpetually updated prospectuses to potential investors. They must also file periodic reports
with the SEC and provide shareholders with annual and semi-annual reports, which must include financial data
and a list of portfolio securities. In addition, the Investment Company Act governs virtually every aspect of a
mutual fund's structure and operations, including its capital structure, investment activities, valuation of shares,
the composition of the board, and the duties and independenceof its directors. Mutual funds also are subject to
extensive recordkeeping requirements and regular inspections.

U.S. Money Funds are subject to an additional SEC regulation: Rule 2a-7 under the Investment Company Act.57
Money Funds seek to generate income and preserve investor funds by investing in short-term, high-quality debt.

At the same time, they seek tomaintain aconstant NAV of$1 per share, so Rule 2a-7 permits a Money Fund to
maintain a stable net asset value byusing the "amortized cost" method of accounting.5 This comes subject tothe
strict requirements of Rule 2a-7 to ensure thatthese funds are as stable arid lowrisk as possible. Thus, a U.S.
Money Fund must meet stringent portfolio liquidity, creditquality, maturity, and diversification reqUirerhents.
These were strengthened by amendments in 2010 that were "designed to make money market funds more resilient
to certain short-term market risks, anci to provide greater protections for investors in a money market mutual fund

that is unable to maintain a stable net asset value per share."59
European Money Funds are subject to similar requirements in many respects under the CESR/ESMA Guidelines.
To the extent that additional enhancementsto European Money Fund regulation are considered, the U.S. SEC's
Rule 2a-7 presents a more workable set of requirements that have been successfully applied to Money Funds, and

56

12 U.S.C. 24 (Seventh), 12 C.F.R. Part 1.

57 See 17 C.F.R. § 270.2a-7.

58 Under the "amortized cost" method ofaccounting, Money Funds value the securities intheir portfolios atacquisition cost
as adjusted for amortization of premium or accretion of discount rather than market value. See 17 C.F.R. § 270.2a-7(a)(2).
The Rule also allows Money Funds to use the "penny-rounding" method of pricing, which permits rounding to one cent
rather than one-tenth of a cent. 17 C.F.R. § 270.2a-7(a)(20). However, this method is seldom used because it does not
eliminate daily "mark to market" accounting requirements.

59 See Release No. IC-29132, 75 Fed. Reg. 10060 (Mar. 4, 2010).

European Commission
Comments of Federated Investors, Inc. on Green Paper on Shadow Banking
June 15,2012

Page 22

thathave been tested on a large scale overa period of years than bank-like requirements developed from scratch
on the theory that Money Funds are "shadow banks."

SEC Rule 2a-7 and related SEC rules imposerequirements on MoneyFunds in the following areas:

Liquidity. Under the2010 amendments to SEC Rule 2a-7, a Money Fund is required to have a minimum
percentage of itsassets in highly liquid securities sothatit canmeet reasonably foreseeable shareholder

redemptions.60 Under new minimum daily liquidity requirements applicable to all taxable U.S. Money Funds, at
least 10 percent of the assets in the fund must be in cash, U.S. Treasury securities, or securities thatconvert into
cash (e.g.f mature) within one business day. In addition, under a newweekly requirement applicable to all Money
Funds, at least30 percent of assets must be in cash, U.S. Treasury securities, certain other government securities
withremaining maturities of 60 days or less,or securities that convertinto cash withinfive business days. No
morethan 5 percent of a,fund's portfolio may be "illiquid"(i.e., cannot be sold or disposed of within seven days at
,carrying value). Prior to the 2010 amendments, Rule2a-7 did not include any minimum liquidity requirements.
The minimum of 30% 7-day cash required to be held by U.S. Money Funds under revised rule SEC 2a-7 is double
the percentage of assets redeemed from U.S. Money Funds during the worst week in mid-ofthe 2007-2009
Financial Crisis - the week that Lehman Brothers failed and the Reserve Primary Fund "broke the buck." During
the market turmoil in the Summer of 2011, involving European debt and U.S. government budget impasse, U.S.
MoneyFunds had more than sufficient liquidity to meet substantial investor redemptions, without runninginto
cash shortfalls or "breaking the buck."
Similar to SEC Rule 2a-7, Part VI of the IMMFA Code of Practice requires Money Funds managed by its

membersto maintain not less than 10% of portfolio assets in overnight liquid assets and not less than 20% of
portfolioassets which mature within five business days. As under SEC Rule 2a-7, the IMMFA Code of Practice
allows sovereign debt that the,member determines is traded in a liquid market to be treated as meeting this
standard, even though it may have a maturity date more than five business days away.
CESR/ESMA Guidelines require Short-Term Money Market Funds to take into account the liquidity
considerations when making portfolio investments, and require stress-testing of portfolios taking into
consideration liquidity needs, but currently do not include an express numerical requirement for minimum
liquidity.
In considering areas for further enhancements to the current program of Money Fund regulation for Europe, the
Rule 2a-7 liquidity requirements introduced in 2010 by the SEC, and those in place under the IMMFA Code of
Practice, should be reviewed. This high level ofcash provides two key protections for Money Funds during a

crisis. First, what stops a run is cash.61 When investors who request aredemption are quickly paid in full, no
redemption queue forms, and investors do not panic and all suddenly demand to redeem shares at once. Second,

60 Depending upon the volatility ofthefund's cash flows (inparticular shareholder redemptions), a fund may berequired to
maintain greater liquidity than would be requiiedby the daily and weekly minimum liquidity requirements set forth in Rule
2a-7. See Release No. IC-29132,75 Fed. Reg. 10060,10074 (Mar. 4,2010).

A 2006 Paper in the FDIC Working Paper Series confirmsthat liquidity issues, rather than credit issues, are the triggers
behind banking runs and panics. Kathleen McDill and Kevin Sheehan, Sources ofHistorical BankingPanics: A Markov
Switching Approach, Working Paper 2006-01 (Nov. 2006) available at
www.fdic.gov/bank/analytical/working/wp2006.. ./wp2006_01.pdf.
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when a Money Fund has cash available from normal portfolio maturities to meet redemptions, it does not need to
sell portfolio assets prior to maturity to raise cash (which is a key assumption that underpins the use of amortized
cost accounting to value portfolio assets). This, in rum, protects the Money Fund from having to incur losses
from sales of performing notes into an illiquid money market, and protects the money market from being locked
up by a large amount of paper being sold into the market.
High Credit Quality. SEC Rule 2a-7 limits a Money Fund to investing in securities that are, at the time of their
acquisition, "Eligible Securities." "Eligible Securities" include a security with a remaining maturity of 397
calendar days or less that has received a rating by two designated nationally recognized statistical rating
organizations ("NRSROs") in one of the two highest short-term rating categories and unrated securities of

comparable quality.62 Under the 2010 amendments, 97% ofa Money Fund's assets must be invested in "First

Tier Securities."63 Only 3 percent ofits assets may be held in lower quality,- "Second Tier Securities."64
Previously, a Money Fund was permitted to invest 5% of its assets iii "Second Tier Securities." In addition, a
Money Fund may not invest more than XA of 1 percent of its assets in "Second Tier Securities" issued by any one
issuer (rather than the previous limit ofthe greater of 1 percent or $1 million). Under the 2010 amendments, a

Money Fund also is prohibited from purchasing "Second TierSecurities" that mature in more than 45 days (rather
than the previous limit of 397 days). Asrequired bythe DFA, the SEC hasproposed theremove thereferences to
NRSRO ratings and replace them with equivalenthigh credit quality determinations by the fund board or its

designee.65

'

': '

The CESR/ESMA Guidelines contain analogous credit quality and diversification requirements for portfolios of
Short-Term Money Market Funds and Money Market Funds, and also require Money Funds to follow the money

market instalment criteria specified inthe 2069 UCITS Directive (Directive 2009/65/EC) inevaluating
62 Under Rule 2a-7(a)(12), if only onedesignated NRSRO hasrated a security, it willbe considered a rated security if it is
ratedwithin one of the rating agency's two highest short:term ratingcategories. Under certainconditions, a security that is
subjectto a guarantee or that has a demandfeature that enhances its credit qualitymay also be deemedan "EligibleSecurity.'
In addition, an unrated security that is of comparable qualityto a rated security also may qualify as an "Eligible Security."

63 A "First TierSecurity" means any Eligible Security that:
(i) is a Rated Security (as defined in Rule 2a-7) thathasreceived a short-term ratingfrom the requisite NRSROs in the
highest short-term ratingcategory for debt obligations (within whichthere may be sub-categories or gradations
indicating relative standing);

(ii) is an unrated security that is of comparable quality to a security meeting the requirements for a rated security in (i)
above, as determined by the fund's board of directors;

(iii) is a security issued by a registered investment'company that is a Money Fund; or
(iv) is a Government Security.

The term "requisiteNRSROs" is defined in Rule 2a-7(a)(23) to mean "(0 Any two Designated. NRSROsthat have issued a
rating with respect to a security or class of debt obligations of-an issuer; or (ii) If only one DesignatedNRSRO has issueda
ratingwith respectto such securityor class of debt obligations of an issuer at the time the fund acquires the security, that
Designated NRSRO."

64 Second TierSecurities are any Eligible Securities thatarenotFirst TierSecurities.

65 SEC, References to Credit Ratings in Certain Investment Company ActRules andForms, 76 Fed. Reg. 12896 (Mar. 9,
2011).
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permissible investments. Part VII ofthe IMMFA Code also imposes analogous credit quality standards onMoney
Funds operated by member organizations.

Short Maturity Limits. SEC Rule 2a-7 limits theexposure of Money Funds to risks like sudden interest rate
movements by restricting the average maturity of portfolio investments. (This also helps a Money Fund maintain
a constant NAV). Under the 2010 amendments to Rule 2a-7, the"weighted average maturity" of a Money Fund's
portfolio isrestricted to 60 days (compared tothe previous limit of90 days). In addition, the 2010 amendments
limit the maximum "weighted average life" maturity of a fund's portfolio to 120days. This restriction limits the
fund's ability to invest in long-term floating rate securities. (Previously, therewas no suchrestriction.) Thus, the
"maturity mismatch" thatMoney Funds aresubject to is farsmaller thanthatfaced by banks, which offer demand
deposits, but make long-term loans.

The CESR/ESMA Guidelines contain analogousmaturityrequirements for portfolios of Short-TermMoney
MarketFunds,but permit longer maturities in MoneyMarketFunds. Under the CESR/ESMA Guidelines, the
maximum weighted averagematurity is 60 days, and maximum weighted average life is 120days for ShortTerm
Money MarketFunds* with a maximum legalmaturity of a portfolio asset is 397 days. For MoneyMarketFunds,
the maximum weighted average maturity is six monthsand weighted average life is twelve months, and the
maximum legal maturity of a portfolio asset is two years.

Similarly, Part VII of the IMMFA Code of Practice sets a maximum weighted average maturityof 60 days, a
maximum weighted average life of 120 days, and a maximum legal maturity date at 397 days, for Money Fund
portfolio assets.
,
PeriodicStress Tests. Under the 2010 amendments to SEC Rule 2a-7, the board of directors of each Money Fund
must adopt procedures providing for periodic stress testing of the funds' portfolio. Fund managers are requiredto
examine a fund's ability to maintain a constant NAV per share based upon certain hypothetical events. These
include a change in short-term interest rate?, higher.redemptions, a downgrade of or default on portfolio
securities, and widening or narrowing of spreads between.yields on an appropriate benchmark selected by the
fund for overnight interest rates and commercial paper and other types of securities held by the fund. Previously,
Money Funds were not subject to stress te,strequirements. ,,
, ,.,..-,
CESR/ESMA Guidelines require Short-Term Money Market Funds and Money Market Funds to stress-test their
portfolios as part of their risk-management practices underArticle 51 of the UCITS Directive. Section 24 of the
IMMFA Code of Practice also requires member,firms to perform periodic stress tests on their Money Funds at a
frequency determined by the Money Fund's board of directors and appropriate under market conditions.

Repurchase Agreements. Money Funds generally invest a significant part of their assets in repurchase
agreements. Many such agreements mature the following day and provide an immediate source of liquidity. In
2010, the SEC adopted two changes to Rule 2a-7 that strengthen the requirements for permitting a Money Fund to
"look through" the repurchase issuer to the underlying collateral securities for diversification purposes. First, the
SEC limited Money Funds to investing in repurchase agreements collateralized by cash items or government
securities (in contrast to the prior requirement of highly rated securities) in order to obtain special treatment of
those investments under the diversification provisions of Rule 2a-7. Second, the fund's board of directors must
evaluate the creditworthiness of the counterparty. This amendment requires a fund adviser to determine that the
counterparty is a creditworthy institution, separate and apart from the value of the collateral supporting the
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counterparty's obligation underthe repurchase agreement. The 2010 amendments are designed to prevent losses

caused by a counterparty's default.66
Part VII of the IMMFA Code of Practice sets maximum exposure limits to issuers and families of issuers, and
repurchase agreement counterparties, held in a Money Fund portfolio.

Monthly Disclosure ofPortfolioInformation. Under the SEC 2010 amendments to U.S. Money Fund regulations,
Money Funds must post their portfolio holdings each month on their websites and maintain this information for

no less than six months after posting.67 (Previously, Money Funds were notrequired to disclose information on
their websites). Under the 2010 amendments, Money Funds also must now file monthly reports of portfolio

holdings with the SEC,68 which must include the market-based values of each portfolio security and the fund's
"shadow" NAV.69 The information becomes publicly available after 60 days.70 (Previously, a Money Fund's
"shadow" NAV was reported twice a year with a lag of 60 days).

Chapter IX and Annex 1 of UCITS require detailed disclosures to investors in investment companies(including
Money Funds) regarding the portfolio of the fund on a semi-annual basis. CESR/ESMA Guidelines require
additional disclosures regarding the risk profile and maturityofthe Money Fund's portfolio. Part VIII of the
IMMFACode of Practice requires more frequent detailed disclosures by Money Funds regarding holdings,
liquidity, maturity ranges, and credit quality of portfolioassets, in a standardized format.
It may be appropriate to consider whether to require more frequent and more detailed portfolio disclosureto
European Money Fund investors, similar to that required by SEC rules in the U.S. and the IMMFA Code of
Practice, includingshadow price of shares, portfolio investment holdings, liquidity, and weighted average
maturity of the portfolio.

Redemptions /Know Your Customer. Under a new requirement addedto SEC Rule 2a-7 in 2010, MoneyFunds
must hold securities that are sufficiently liquidto meet reasonablyforeseeable redemptions. (Previously, there
was no such U.S. requirement). To satisfy this new requirement, a Money Fund must adopt policiesand
procedures to identify the risk characteristics'of large shareholders and anticipate the likelihood of large

redemptions.71 Inpractice, Federated and other large Money Fund advisers inthe United States devote significant
effortsto determiningthe anticipated investmenthorizonsand redemption dates of large institutional
shareholders; though communications with the investors or their intermediaries, as well as evaluation of their past
purchase and redemption data, in order to assure appropriate liquidity will be available withinthe Money Funds.
Depending upon the volatility of its cash flows, and in particular shareholder redemptions, this mayrequire a fund

See Release No. IC-29132, Ip Fed. Reg. 10060, 10Q81 (Mar. 4..2Q1Q).
17 C.F.R. § 270.2a-7(c)(12).

17 C.F.R. § 270.30b1-7(a).

; ../

'

See Release No. IC-29132, 75 Fed. Reg. 10060, 10083 (Mar. 4,2010),

17 C.F.R. § 270.30M-7(b).

'

'

71 SeeRelease No. IC-29132, 75 Fed. Reg. 10060, 10075, n.198 andaccompanying text (Mar. 4,2010).
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to maintain greater liquidity than would be required by thedaily and weekly minimum liquidity requirements
discussed above.72

It maybe appropriate to considerwhetherto require a similar regime for European MoneyFunds.
Processing ofTransactions. Under a new requirement adopted in 2010, SEC Rule 2a-7 requires a Money Fund
to have the capacity to redeem and sell its securities at a price based on its current NAV. This requirement applies
even if the fund's current net asset values does not correspond to the fund's stable net asset value or price per
share. The new requirement minimizes operational difficulties in satisfying shareholder redemption requests and
increases speed and efficiency ifa fund breaks the buck. This change requires Money Funds to be able to process
redemptions and thus provide liquidity if market prices oftheir portfolio assets decline, rather than defer share
redemptions and corresponding,sales of portfolio assets in order to avoid recognizing that decline in portfolio
value. In essence, if market conditions dictate a movement to a floating NAV in order to process transactions and
provide liquidity to redeeming shareholders, Rule 2a-7 requires Money Funds to do so. By forcing shareholder
transactions to be processed at a price other than $1.00 when portfolio asset market conditions dictate, this rule
change both enhances liquidity and addresses policy concerns over potential "runs" by shareholders seeking to
redeem Money Fund shares ahead of unrecognized portfolio price declines or related deferrals by Money Funds of
processing of redemptions.
Part V of the IMMFA Code of Practice requires its members to perform weekly mark-to-marketshadow pricing
of portfolios to validate the continued appropriateness of unit and portfolio values that are determined using
amortized cost accounting. Part y also requires a process of escalation and board involvement and action when
Money Fund unit values determined using mark-to-market portfolio valuations, depart by 10 basis points, 20 basis
points and 30 basis points from the amortized cost values.

Handling Default in a Portfolio Instrument. SEC Rule 2a-7 establishes procedures that a Money Fund must
follow if a portfolio instrument is downgraded or a default or other event occurs with respect thereto. In some
cases, a fund may be required to dispose of, or reduce its, investments in, the issuers of such instruments.
The CESR/ESMA Guidelines specify that the manager of a Short-Term Money Market Fund must continue on an
on-going basis to monitor the credit quality and rating of investments held in portfolio, and take corrective action
in the best interests of the fund's unitholders if an investment no longermeetingsthe investment criteriaspecified
by the Guidelines.
•

•.
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,

•
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•

Shadow Pricing. To reduce the chance of a material deviation between the amortized cost valueof a portfolio and
its market-based value, SEC Rule 2a-7 requires Money Funds to "shadow price" the amortized cost net asset
value of the fund's portfolio against its mark-to-market net asset value. If there is a deviation of more than XA of 1

percent, thefund's board of directors must promptly consider what action, if any, it should take,73 including
whether the fund should discontinue using the amortized cost method of valuation and re-price the securities of

the fund below (or above) $1.00 per share.74 Regardless ofthe extent ofthe deviation, Rule 2a-7 obligates the

72 See Release No. IC-29132, 75 Fed. Reg. 10060,10074 (Mar. 4,2010).
73 17C.F.R. § 270.2a-7(c)(8)(ii)(B).
74 See Release No. IC-29132,75 Fed. Reg. 10060,10061 (Mar. 4,2010).
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board of a Money Fund to take action whenever it believes any deviation may result in material dilution or other
unfair results to investors.75

Under the CESR/ESMA Guidelines, only Short-Term Money Market Funds are permitted to use amortizedcost
and a CNAV. Other Money Market Funds must use mark-to-market portfolio valuations and a VNAV. The
CESR/ESMA Guidelines do not contain clear guidance on use and publication of a shadow price based on mark
to-market valuations.

Part V of the LMMFA Code of Practice requires its members to perform weekly mark-to-market shadow pricing
of portfolios to validate the continued appropriateness of unit and portfolio values that are determined using
amortized cost accounting. Part V also requires a process of escalation and board involvement and action when
Money Fund unit values determined using mark-to-market portfolio valuations depart by 10 basis points, 20 basis
points and 30 basis points from the amortized cost values.
-:' •'•!

Enhancements of requirements under the CESR/ESMA Guidelines for calculation and publication of a shadow
price for Short-TermMoney Market Fund shares, analogous to the requirements ofSEC rules and LMMFA Code
of Practice, is a potential area for regulatory action that should be evaluated.

Diversification. In order to limit the exposure of a Money Fund to any one issuer or guarantor, Rule 2a-7 requires
the fund's portfolio to be diversified with regard to both issuers of securities it acquires and guarantors of those

securities.76 Money Funds generally must limit their investments inthe securities of any one issuer (other than
Government securities) to no more than five percent offund assets.77 Money Funds also must generally limit
their investments in securities subjectto a demand feature or a guarantee to no more than ten percentof fund

assets from any one provider.78 As noted above, under the 2010 amendments to Rule 2a-7, a Money Fund may
not invest morethan Vz of 1 percentof its assets in "Second Tier Securities" issued by any one issuer.

Chapter VIIof the UCITS imposes certain portfolio diversification requirements. The riskmanagement
requirements of the UCITS together with those contained in the CESR/ESMA Guidelines implicitly require a
greater level of diversification than the numerical limits in Chapter VII.
Risk Management. Money Funds have robust risk management requirements, beginning withSEC Rule 2a-7's
requirements thattheylimit holdings to the safest, most liquid andshort-term investments and strict
diversification requirements. Moreover, boards of Money Funds have substantial, detailed; and ongoing risk

management responsibilities. For example, Money Fund boards must adopt written procedures regarding:

75 17C.F.R. § 270.2a-7(c)(8)(ii)(C).

,

..

76 17C.F.R. § 270.2a-7(c)(4)(i).

77 Rule 2a-7(c)(4)(i)(A). Rule 2a-7 includes a safe harbor that permits a taxable andnational tax exempt fund to invest upto
25 percent of its assets in the firsttier securities of a single issuer for a period of up to three business daysafteracquisition
(but a fund may use this exception for only one issuer at a time). Rule 2a-7(c)(4)(i)(A).

78 Rule 2a-7(c)(4)(iii). With respect to 25 percent oftotal assets, holdings of a demand feature or guarantee provider may
exceedthe 10 percent limit subject to certain conditions. See Rule 2a-7(c)(4)(iii)(A), (B), and (C). See also Rule 2a-7(a)(8)
(definitionof "demand feature") and (a)(15) (definitionof "guarantee").
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•

Stabilization of NAV (which musttake current market conditions, shadow pricing and consideration
of material dilution and unfair results into account);

•

Ongoing review of credit risksand demand features of portfolio holdings;

•

Periodic review of decisions not to rely on demand features or guarantees in the determination of a
portfolio security's quality, maturity or liquidity; and

•

Periodic review of interest rate formulas for variable and floating rate securities in order to determine
whether adjustments will reasonably value a security.

In order to ensure that boards are diligent and act in good faith, funds must also keep and maintain records of
board consideration and actions taken in the discharge of their responsibilities. Management's decision-making

processes must also be reflectedin records suchas whenever a security is determined to presenta minimal credit
risk, or when it makes a determination regarding deviations in amortized value and market value of securities and
others.

Delegations of responsibilities by the board must be pursuant to written guidelines and procedures, and the Board
must oversee the exercise of responsibilities. Even then, boards may not delegate certain functions, such as any
decisions as to whether to continue to hold securities that are subject to default, or that are no longer eligible
securities, or that no longer present minimal credit risk, or whose issuers have experienced an event of insolvency,
or that have been downgraded under certain circumstances Nor may boards delegate their responsibility to
consider action when shadow pricing results in a deviation of 1/2 of 1%, or to determine whether such deviations
could result in dilution or unfairness to investors.

Article 51 of the UCITS Directive requires management companiesof investment funds to have portfolio risk
management processes in place. CESR/ESMA Guidelmes further require that for Short-TermMoney Market
Funds and Money MarketFunds,these portfolio riskmanagement processes must includea prudent approach to
themanagement of currency,credit, interestrate and liquidity risk, and a stress-testingregime.

SEC Rule 2a-7 providesthat if a "First Tier Security" is downgraded to a "Second Tier Security" or the fund's
adviser becomesaware that any unrated security or SecondTier Security has been downgraded,the board must
reassess promptly whether the security continues to present minimal credit risks and must cause the fund to take
actions that the board determines is in the best interests of the fund and its shareholders.79 A reassessment is not

required ifthe fund disposes of thesecurity (orit matures), within five, business days of theevent.80
If securities accounting for 1/2 of 1% or more of a U.S. Money Fund's total assets default (other than an
immaterial defaultunrelated to the issuer's financial condition) or become subjectto certaineventsof insolvency,
the fund must promptly notify the SEC and indicate the actionsthe Money Fund intendsto take in response to

such event.81 If anaffiliate of thefund purchases a security from thefund in reliance onRule 17a-9, the SEC
79 See 17 C.F.R. § 270.2a-7(c)(7)(i)(A).

80 Where a Money Fund's investment adviser becomes aware that any unrated security or"Second Tier Security" held by the
fundhas, sincethe securitywas acquiredby the fund, been givena rating by a Designated NRSRObelowthe Designated
NRSRO's second highest-short-term rating category, the board must be subsequently notified of the adviser's actions. See 17
C.F.R. § 270.2a-7(c)(7)(0(B):

'

81 See 17 C.F.R. § 270.2a-7(c)(7)(iii)(A).

European Commission

Comments of Federated Investors, Inc. on Green Paper on Shadow Banking
June 15,2012
Page 29

must be notified of the identity of the security, itsamortized cost, the sale price, and the reasons for such

purchase.82
Intheevent thatafter giving effect to a rating downgrade, more than 2.5 percent of the U.S. Money Fund's total
assets are invested in securities issued by or subject to demand features from a single institution that are "Second
Tier Securities," the fund must reduce its investments insuch securities to 2.5% or less of itstotal assets by
exercising the demand features at the next exercise date(s), unless the fund's board finds thatdisposal of the
portfolio security would not be in the bestinterests ofthe fund.83
When a portfolio security defaults (other than an immaterial default unrelated to the financial condition of the

issuer), ceases to be an Eligible Security, has been determined to no longer present minimal credit risks, or certain
events of insolvency occur with respect to the issuerof a portfolio security or the provider of any demand feature
or guaranteeof a portfolio security, the Money Fund is required to dispose ofthe security as soon as practicable
consistentwith achieving an orderly dispositionof the security (by sale, exercise of a demand feature, or
otherwise), unless the fund's board finds that disposalofthe portfolio security would not be in the best interests of
thefund.84

The CESR/ESMA Guidelines specify that the manager of a Short-Term Money Market Fund must continue on an
on-going basis to monitor the credit quality and fating of investments held in portfolio, and take corrective action
in the best interests of the fund's unitholders if an investment no longer meets the investment criteria specified by
the Guidelines.

Fund Liquidation. SEC Rule 22e-3,85 adopted in 2010, permits a U.S. Money Fund's board ofdirectors tosuspend
redemptions and postpone payment of redemption proceeds if the fund is about to break the buck and the board
decides to liquidate the fund. Previously, the fund board was required to obtain an order from the SEC before

suspending redemptions. This amendment is designed to facilitate an orderly liquidation of fund assets in the

event ofa threatened run onthefund.86 The SEC has broad powers under the Investment Company Act and other
U.S. securities laws to oversee the liquidation of a Money Fund.

Part V of the IMMFA Code of Practice requires its members to perform weekly mark-to-market shadow pricing
of portfolios to validate the continued appropriateness of unit and portfolio values that are determined using

amortized cost accounting. Part V also requires a process of escalation and board involvement and action when
Money Fund unit values determined using mark-to-market portfolio valuations depart by 10 basis points, 20 basis
points and 30 basis points from the amortized cost values.
82 See 17 C.F.R. § 270.2a-7(c)(7)(iii)(B).
83 See 17 C.F.R. § 270.2a-7(c)(7)(i)(C).
84 See 17 C.F.R. § 270.2a-7(c)(7)(ii).

85 See 17 C.F.R. § 270.22e-3.
86

The rule permits a fund to suspend redemptions and payment of proceeds,if (i) the fund's board, including a majority of
disinterested directors, determines that the deviation between the fund's amortized cost.price per share and the market-based
net asset value per share may result in material dilution or other unfair results to investors, (ii) the board, including a majority
of disinterested directors, irrevocably has approved the liquidation of the fund, and (iii) the fund, prior to suspending
redemptions, notifies the SEC of its decision to liquidate and suspend redemptions.
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One area toconsider for possible enhancement ofthe existing European framework for Money Fund regulation is
a more defined process for orderly wind-down and liquidation ofa Short-Term Money Market Fund in the event
it "breaks a buck."

Sponsor Support: Purchases bySponsors orOtherAffiliated Persons. Under the SEC's rules, affiliated persons
are permitted, but not required, to purchase distressed assets from a Money Fund inorder to protect the Money
Fund from loss.87 Conditions apply under the SEC rules to such affiliate purchases thatare designed to protect the

Money Fund from transactions that would disadvantage the fund.88 The SEC rules also require the Money Fund
to report all such purchases to the SEC. Notably, however, managers of U.S. Money Funds are prohibited from

guaranteeing in advance that the share values will not decline,89 but instead must disclose to investors that the
shares are not guaranteed, and may lose value.9? Any market expectation that sponsors will always provide
support to Money Funds was dashed by the Reserve Primary Fund.
Explicit Disclosures to Investors thattheFund is Not Government Insured. U.S. Money Fund investors receive
explicit disclosure that investments in Money Funds are not insured or guaranteed by the government. Item 4(b)
of the SEC Form N-1A registration form that is used by open-endmanagement investment companies to register
under the InvestmentCompany Act and to offer their shares under the Securities Act specifies that s a Money
Fund prospectus must state:
An investment in the Fund is not insured or guaranteed by the Federal Deposit Insurance
Corporationor any other governmentagency. Althoughthe Fund seeks to preserve the value of
your investment at $1.00 per share, it is possible to lose money by investing in the Fund.
In addition, if a Money Fund is advised by or sold through an insured depository institution, the above disclosure
must be combined in a single statement with disclosure that an investment in the fund is not a deposit of the bank
and is not insured or guaranteed by the FDIC or any other government agency!

The CESR/ESMA Guidelines require specific disclosures to investors in a Money Fund of the differences
between a Money Fund investment and a bank deposit, and that the fund's objective to preserve capital is not a

capital guarantee, as well as certain otherdisclosures regarding the risk profile and maturity of the Money Fund's

portfolio. ••

'

Reforms Already Adopted For Money Funds By Securities Regulators

87 5ee.l7C.F.R. §270.17a-9.
•..-..
88 Rule 17a-9provides an exemption from Section 17(a) of theInvestment Company Actto permit affiliated persons of a
Money Fund to purchase distressed portfolio securities from the fund. Absent an SEC exemption, Section 17(a)(2) prohibits
any affiliated person or promoter of or principal underwriter for a fund (or any affiliated person of such a person), acting as
principal, from knowingly purchasing securities from the fund. Rule 17a-9 exempts certain purchases of securities from a
Money Fund from Section 17(a), if the purchase price is equalto the greater of the security's amortized cost or market value
(in each case, including accrued interest). See Release No. IC-29132,75 Fed. Reg. 10060,10087 (Mar. 4,2010), at n. 365.
SO

on

See U.S. Investment Advisers Act § 206,15 U.S.C. § 80b.

Item 4(b) of the SEC Form N-l A; Federal Reserve Board, FDIC, OCC, OTS, Interagency Statement on Non-Deposit
Investment Products (Feb. 1994).
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Appropriately, after studying the lessons from the 2007-2009 financial crisis, the European Commission moved
promptly and responsibly in 2009 toenhance the regulation ofinvestment funds through revision ofthe UCITS
Directive, which was followed inMay 2010 by the adoption by the CESR (now ESMA) ofGuidelines on
European Money Market Funds which went into effect in 2011. As discussed above, the new requirements have
significantly shortened the portfolio maturities ofShort-Term Money Funds, enhanced portfolio credit quality and
diversification requirements, imposed stress-testing requirements and additional investor disclosure requirements.
These reforms are an important step forward that has significant enhanced theoperations and stability ofMoney
Funds. This isan on-going process among the securities regulators and trade associations ofthe Money Fund
industry, and more workable reforms can and should be considered. The U.S. SEC has also adopted
enhancements beyond those contained in theCESR/ESMA Guidelines; andthose may appropriately be
considered as potentially useful - and tested - further enhancements to the European program of Money Fund
regulation.

Revisions to Money Fund Supervision Proved

Effective in 2011 European Debt Crisis, US Budget Impasse

In 2010, the SEC acted decisively to enhance the stability and liquidity of U.S.Money Funds through
amendments to SEC Rule2a-7and related rules andreporting forms. Thesechanges have included a requirement
to maintain liquidity sufficient to meetreasonably foreseeable redemptions, a requirement thattaxable money
market funds'hold at least 10percent of theirassets in "daily liquid assets" and that all Money Funds hold at least
30 percent of their assets in "weekly liquid assets," anda newpower for Money Funds to suspend redemptions in
extreme circumstances, to ensure an orderly liquidation process. Most Money Funds in fact hold cash and near
cash items well abovethe 10%and 30% minimums. To put these ratios in perspective, MoneyFunds currently
hold$2.6 trillion in assets. Of that amount, over$260 billion is in overnight cash and roughly $800 billion or
more must have a maturity that permits it to be converted to cash within one week.

Since 2010, the SEChas also enhanced its methods andadded staffto monitor Money Funds. Using data from
the new Form N-MFP filings, the SEC has created a central database of U.S. Money Fund portfolio holdings. The
database allowsthe SECto analyzeand sort reported data in a varietyof ways, so that it can evaluate any U.S.
Money Fund's overall maturity, diversification, creditquality, creditenhancements and liquidity. Thisdatabase
allows SECofficials to identify each U.S. Money Fund that holds a particularissuer's commercial paper. The
SEC staffcan also use reports of Money Funds to identify those that have experienced sudden growth in assets
under management or high yields. Analystswithinthe SEC now sift through weekly portfolio data submitted
each month electronically by all Money Funds, looking for risk. Using this data, the SEC Staffnow follows up
frequently withMoney Fund managers, asking with detailed questions about reported data,trends in yields and
portfolios, growth, repo counterparties, general market conditions and other issues, and for explanations of
adversetrends, portfolio red flags and potentiallyrisky investments.

The new liquidity requirementhas proven effective. In 2011, at a time of extreme volatility in world markets
caused by fear of major sovereign defaults and the potential for related contagion, Money Funds experienced
dramatic shareholder redemptions in June and again in late July/early August. Investors reacted first to the Greek

debt crisis and then to the U.S. federal budget deadlock. Money Funds handled massive redemption requests
during both the Greek debt crisisand the U.S. federal debtceiling impasse without disruptions. Much of the
redemption activity was in short bursts around the key events of each financial episode. Yetno Money Fund
broke a buck. None faltered or was unable to meet redemption requests. The key reforms adopted by the SEC in
2010, which shortened MoneyFund maturities, increased cash holdings and portfoliodiversification, and
improved credit quality, worked exactly as intended

European Commission
Comments of Federated Investors, Inc. on Green Paper on Shadow Banking
June 15,2012

Page 32

The European Commission should consider some of the additional reforms adopted in 2010 in the U.S. and
required by the IFFMA Code of Practice, because theyhave proven veryeffective at maintaining the soundness of
MoneyFundsthrough a difficult economicperiod. Of particular significance, these additionalreforms include
mandatory daily and weekly minimumliquidity rules and increased transparencyabout Money Fund portfolios
and shadow prices of units.

>.

A recent action by the U.S. Commodity Futures Trading Commission ("CFTC") confirmed that agency's positive

view ofthe liquidity and stability ofMoney Funds. In recently adopted amendments to its regulations,91 the
CFTC retained Money Funds as a permitted investment under its Regulation 1.25, permitting unlimited
investments in Money Funds that,invest only in U.S. government securities (subject to limits on investments in
smaller Money Funds). Regulation 1.25 is the principal CFTC rule establishing safeguards for the investment of
customer segregated funds by futures commission merchants ("FCMs") and derivatives clearing organizations

("DCOs").92 Asthe CFTC has stated, "[CJustomer segregated funds must be invested ina manner that minimizes
their exposure to credit, liquidity, and market risks both to preserve their availability to customers and DCOs and

to enable investments to be quickly converted to cash at a predictable value in order to avoid systemic risk."93
Regulation 1.25 therefore establishes a general prudential standard that all permitted investments be "consistent

with the objectives of preserving principal and maintaining liquidity."94 The CFTC noted that commenters on its
original proposal to amend Regulation 1.25. stressed that MoneyFunds are safe, liquid investments and that only

two funds inthe 40-year history of Money Funds have failed to return $1 pershare to investors.95 Commenters
also noted how enhancements to Rule 2a-7 have made Money Funds even safer and more prepared to withstand

heavy redemption requests and have increased Money Fund transparency.96 In permitting an FCM orDCO to
invest all of its customer segregated funds in Treasury^only Money Funds, subject to,limits applicable to smaller
funds, the CFTC stated that it "agrees with commentersthat since an FCM or DCO may invest all of its funds in
Treasuriesdirectly, an FCM or DCO therefore shouldbe able to make the same investments indirectly" via a

Money Fund.97

•,.

!

A similarendorsement of the efficacyof the SEC's amended Rule 2a-7 comes from the Office of the Comptroller
ofthe Currency's ("OCC's^) recent proposal to amend its rules governing bank "short term investment funds"

("STIFs") for fiduciary assets to conform more closely to Rule 2a-7.98 Asthe OCC notes, a STIF is a bankadministered collective investment fund that, like Money Funds, "permits a bank to value the STIF's assets on an

amortized cost basis, rather than at mark-to-market value,"99 maintains a stable netasset value, and is deemed "a
liquid, low risk investment."100 The OCC's proposed amendments are intended to address a risk that STIFs and
91 Investment ofCustomer Funds and Funds Held in an Accountfor Foreign Futures, 76 Fed. Reg. 78776 (Dec. 19, 2011).

92 17C.RRJ1.25'.

. '.'. .

','.

'. ' ,."' ."'.' .,..'.'.'•''.'' '

93

76 Fed. Reg. at 78776

94

76 Fed. Reg. at 78776, citing 17 C.F.R.§ 1.25(b).

95

76Fed.Reg. at78785.

96

76 Fed. Reg. at 78785-78786.

97

76 Fed. Reg. at 78785-78786.

98

Short-Term Investment Funds, 77 Fed. Reg. 21057 (Apr. 9,2012).

99 77Fed. Reg. 21058.
100 77Fed. Reg. 21058
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Money Funds share: "[wjhile fiduciary accounts participating ina STIF have an interest inthe fund maintaining a
stable [NAV], ultimately the participating interests remain subject to the risk of loss to a STIF's principal."101
Thus, theOCC hasproposed rule changes thatcorrespond to those adopted bythe SEC in 2010 forMoney

Funds.102 As the bureau ofthe Department ofthe Treasury that is charged with the oversight ofnational banks
andthrifts, the OCC's adoption of Rule 2a-7's partem of Money Fund regulation illustrates howthe SEC's
approach has fostered the stability and utility of Money Funds as short-term investments.103
Conclusion

MoneyFunds are an importanttype of entity in the financial markets,and efficiently intermediate investor's
shareholdings with short-term funding of governments, businesses and financial institutions. MoneyFundshave
been successful by using a very simple, common sense approach, which permits investment only in shortterm,
high quality money market instruments,and maintaining a very liquid investment portfolio sufficient to meet
investorredemptionrequests out of normal cash flows from maturing portfolio investments.
Money Funds should not be labeled as a type of "shadow bank," and should not be subjected to a banking-style
capital structure and regulatory program. Instead, Money Funds should continue to be treated as what they
actually are —highly liquid investment funds by which investor cash is pooled arid invested in money market
assets —and regulated by securities regulators in a marinerconsistent with their actual structure and purpose.

Rather than imposing dramatic and potentially dislocative changes on the regulation of Money Funds by imposing
bank-like capital structures and regulations, it would be more prudent to continue the careful fine-tuning of the
European regulatory program for Money Funds developed by securities regulators that have included the revised
UCITS Directive in 2009 and the CSER/ESMA Guidelines in 2010. There remain areas for further improvement
in the regulation and supervision of Money Funds in Europe that are appropriate for consideration.
Most significantly, these include more specific requirements and standards for portfolio liquidity and a "know
your investor" requirement tied to a Money Fund setting.potentially higher minimum liquidity requirements based
on anticipated redemptions, more specificity on portfolio diversification requirements, as well as increased risk

"" 77 Fed. Reg. 21058. ,

•..

102 77Fed. Reg. 21059, citing SEC, Money Market Fund Reform, 75 Fed. Reg. 10060 (Mar. 4, 2010). The OCC's proposal states that the
new rules would differ from Rule 2a-7 "in certain respects" 77 Fed. Reg. 21059. In particular, bank STIFs under the proposalare subject
to significantlyless stringent liquidity requirements than Money Funds and would not be required to maintain overnight liquidity of 10% or
more of total assets or 7-day liquidity of 30% or more of assets. Because liquidity is key both to preventing and resolving runs, and to
obviating the need to sell portfolio assets before maturity to raise cash to make distributions, which thereby substantiates the
appropriateness of the use of amortized cost accounting to value units, this is a particularly significant departure from Rule 2a-7.

103 We note that bank collective investment funds operated under the OCC's Part 9.18 regulations have not previously been subject to risk
limiting standards similar to those contained in SEC Rule 2a-7, which can lead to substantial risks. For example, at the time of the
Financial Crisis, a Federal Reserve member bank supervised by the Federal Reserve Bank of Boston operated a bank collective investment
fund known as a "Limited Duration Bond Fund," that it marketed as a safe and diversified alternative to a Money Fund. That bank

collectivefund became"almost entirely invested in subprimeresidential mortgage-backed securities and derivativesthat magnifiedits
exposure to subprime securities," and not the diverse array of safe investments that it represented to its customers. Ultimately, the fund's

value plummeted, and the sponsor bank paid $663 millionto settle SEC fraud chargesand investorciaims (notwithstanding the supervisory
authority of the Federal Reserve Bank of Boston, the SEC retainsauthorityto pursue fraudulent misrepresentationunder the general
authority of Section 17 of the Securities Act of 1933). SEC Rel. No. 33-9107 (Feb. 4,2010) (available at
http://www.sec.gov/news/press/2010/2010-21 .htm).
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disclosure andtransparency regarding portfolio assets and theircurrent market values, publication of a "shadow
NAV" using current market values of portfolio values, and a more thoroughly-defined process formoving from a
stable CNAV to a floating VNAV in those very rare circumstances in which the Money Fund fails to maintain a
stablenet asset value per share. In addition, enhanced supervisory analysis and follow-up on MoneyFund
portfolio risk, particularly consideration of red flags such as unusual growth or portfolio returns, and portfolio
exposure to particular issuers, may be in order.
These further enhancementsto Money Fund Regulation were adopted by the U.S. SEC in 2010 after the Financial
Crisis, and have shown the capacity to further stabilize share values, increase investor awareness, and stave off
"runs" by shareholders of Money Funds. Serious consideration should be given to adopting additional standards
for European Sort-TermMoney Market Funds similarto those adopted in 2010 for U.S. Money Funds.

Respectfully submitted,
Isl

Gregory P. Dulski
Corporate Counsel
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Appendix A
Questions from Green Paper
Questions:

a)

Do you agree with the proposed definition of shadow banking?

No. The term "shadow bank" had a very different meaning in the past, but has been repurposed by some as a
pejorative label to apply broadly to businesses that use significant leverage and are unregulated.
b)
Do you agree with the preliminary list of shadow banking entities and activities? Should more
entities and/or activities be analysed? If so, which ones?

No. Money Funds should not be included within the list of "Shadow Banks." Money Funds are not banks and do
not operate in the shadows. Money Funds do not rely on deposits or other debt financing. Money Funds rely
entirely on equity financing provided by shareholders, rather than debt or other forms of leverage provided by
creditors and counterparties. Money Funds should not perform significant maturity or liquidity intermediation;
instead the asset portfolio of Money Funds should be highly liquid, high credit quality, diversified, and very short
term. In addition, Money Funds are far more transparent than banks.

Money Funds are, and should be, regulated on a comprehensive basis by national securities regulators in
ways consistent with their structure and purposes, rather than regulated as a type of bank.
c)
Do you agree that shadow banking can contribute positively to the financial system? Are there
other beneficial aspects from these activities that should be retained and promoted in the future?

Federated agrees that non-bank firms, includingMoney Funds, can and do contribute positively to the financial
system and the economy. We do not agree to the use of the term "shadow banking" to refer to Money Funds.
Attempting to re-configure Money Funds into a bank regulatory model will damage Money Funds and all who
rely uponthem, make the economy and financial system less efficient, less robust, and more thoroughly
dependent upon government support to maintain solvency.
d)
Do you agree with the description of channels through which shadow banking activities are
creating new risks or transferring them to other parts of the financial system?
Federated believes that Money Funds reduce risk in the financial system by increasing efficiency, reducing
financing costs to government and business, and serving as a check upon the further growth ofthe largest "too big
to fail" banks that depend upon a government safety net to maintain their solvency.
e)
Should other channels be considered through which shadow banking activities are creating new
risks or transferring them to other parts of the financial system?

Regulators should consider whether their efforts to regulate Money Funds under a banking model will increase
systemic risk, increase borrowing costs to governments and businesses, decrease economic efficiency, lead to
further growth in the largest "too big to fail" banks that rely on government support to maintain their solvency,
and provide a further drag on economic growth and recovery.
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f)

Do you agree with the need for stricter monitoring and regulation of shadow banking entities and

activities?

Federated supports consideration offurther enhancements to the program ofEuropean Money Fund regulation by
securities regulators, building upon methods that have proven effective inthe U.S. and in European trade
association requirements. We do not support imposition ofuntested and unworkable requirements based upon a
bankregulatory model upon Money Funds.

g)

Do you agree with the suggestions regarding identification and monitoring of the relevant entities

and their activities? Do you think that the EU needs permanent processes for the collection and exchange
of information on identification and supervisory practicesbetween all EU supervisors, the Commission, the
ECB and other central banks?

Federated supports regulatory efforts to regulate Money Funds under a securities regulatory framework.
Federated supports sharing of information among regulators. Federated does not support efforts to label Money
Funds are "shadow banks" or to regulateMoneyFundsunder a bank regulatory framework.

h)

Do you agree with the general principles for the supervision of shadow banking set out above?

Federated does not support the imposition of bankregulatory requirements uponMoney Funds under the guise of
regulation of "shadow,banking."

i)

Do you agree with the general principles for regulatory responses set out above?

Federated supports effortsto furtherenhance the regulation of Money Funds under a securities regulatory
framework. We do not support the imposition of bank regulatory requirements upon Money Funds under the
guise of regulation of"shadow:banking."
What measures could be envisaged to ensure international consistency in the treatment of shadow
j)
banking and avoid global regulatory arbitrage?
Federated disagrees with the efforts to label the success of Money Funds as a result of "regulatory arbitrage."
Money Funds are far more efficient than,are banks.as a,resul|: of far lower overhead and operating expenses, on
the order of 200 - 300 basis points in lower costs per year for each dollar of balance sheet assets. Moreover,
unlike banks, Money Funds are not dependent upon government support Jo maintain their solvency. The balance
sheet of a Money Fund contains far less risk than that of a bank. Money Funds are.successful becausethey invest
prudentlyon a transparent basis in diverse pools of very liquid, short7term, high credit quality debt instruments.
k)
What are your views on the current measures already taken at the EU level to deal with shadow
banking issues?,
•{ ;;.,b ;,
.-r , *v
, -,

Federated supports efforts to further enhance the regulation ofMoney Funds under a securities regulatory
framework.-, We do not support the,imposition of bank regulatory requirements upon Money Funds under the
guise of regulation of "shadow banking."
Federated supports the inclusion of robust liquidity requirements for Money Funds, in addition to WAM, WAL,
and other portfolio requirements. Liquidity requirementshave several benefits, including (i) the ability to meet
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Appendix B

History of Use of Historical Cost to Price Short-term Portfolio Securities.

Money Funds were not the first issuers to use amortized cost to calculate the value oftheir portfolio assets. Banksponsored short-term investment funds (STIFs) have a long'history ofuse within bank trust departments, and have
long been permitted by the federal bank regulators to use amortized cost ofportfolio assets to calculate unit prices
for purchases and redemptions.104
At the time of the creation of the firstU.S. Money Funds inthe early 1970s, NAVs for all U.S. mutual funds were
determined much as they are today: byadding up the prices ofthe individual assets inthefund's portfolio,

subtracting any liabilities and accrued expenses, and dividing by the number of shares outstanding. Invaluing
portfolio securities, mutual funds were directed to use current market prices if they are readily available, and
otherwise to use "fair value" asdetermined in good faith by the board ofdirectors.105 Invaluing very short-term
high quality debt securities (for which there frequently were not current prices available from anactive trading
market), mutual fund directors in the early 1970s commonly determined that use of amortized cost was the best
estimate of the fair value of thosetypesof securities, in part because they planned to hold the short-term securities
to maturity when the instruments would repay at par, rendering irrelevant any small short-term market price

fluctuations.106 Ifthere was an error made in pricing aparticular portfolio security, the "materiality" standard
used to determine whether the shares needed to be repricedand shareholder accounts corrected was established

for all mutual funds at0.5% ofNAV.107 U.S. mutual funds in the early 1970s (and today) normally rounded
NAVs to the nearest penny in determining share prices forpurchases and redemptions.108
When thefirst U.S. Money Funds were created, it was accepted practice at mutual funds generally to (1) use
amortized costfor valuing very shortterm debt instruments, (2)to round share prices to the nearest penny, and (3)
to treat NAV as materially correct if it was accurate within 0.5 percent. Accordingly, when the first U.S. Money
Funds were created, these were already widely accepted and broadly used accounting andvaluation practices in
themutual fund industry, andthe first Money Funds followed this normal valuation practice in calculating NAV.

104 12 C.F.R. 9.18(b)(4)(ii)(B). Banks also use historical cost tovalue most assets on their balance sheets, and use amortized
costto value their loanportfolios, Officeof the ChiefAccountant, SEC: Reportand Recommendations Pursuant to Section

133 oftheEmergency Economic Stabilization Act of2008: Study onMark-to-Market Accounting (Dec. 30,2008) at 27,
even though bank loan portfolios have much longer average maturities and lower credit quality than Money Fund or STIF
portfolios.

10517 C.F.R. §270.2a-4.

106 J. Fisch, &E. Roiter, AFloating NA Vfor Money Market Funds: Fix or Fantasy? at 7, 8-11 (2011), Scholarship at Penn
Law. Paper 390 (available athttp://lsr.nellco.org/upenn_wps/390). See also SEC, Proposal Concerning Valuation of ShortTerm Debt Instruments Owned byRegistered Investment Companies Including Money Market Funds, 40Fed. Reg. 18467
(Apr. 28, 1975); SEC, Valuation of Debt Instruments byMoney Market Funds and Certain Other Open-End Investment
Companies, 42Fed. Reg. 28999 (May 31, 1977); SEC, Valuation of Debt Instruments and Computation ofCurrent Price Per
Share byCertain Open-End Investment Companies (Money Market Funds), 48Fed. Reg. 32555 (Jul. 18,1983).
107

17 C.F.R. § 2a-7(c)(ii)(8)(B); 17 C.F.R. § 22c-l.

108

See J. Fisch, &E. Roiter, AFloating NA Vfor Money Market Funds: Fix orFantasy?, at 7, 8-11 (2011), Scholarship at

Penn Law. Paper390,available at http://lsr.nellco.org/upenn_wps/390.
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In 1975, theSEC became concerned thattheNAV determined using amortized costto value portfolios of a
mutual funds whose assets consist primarily of short-term debt instruments (i.e. a Money Fund) might be

materially different from the NAV ofthe fund using mark-to-market portfolio valuations and issued a release to
address the question.109 After considering public comments and studying this valuation issue for two years, the
SEC in 1977 issued an interpretive release permitting thecontinued use of amortized costto value short-term high

quality debt instruments with 60 days or less ofremaining maturity asan appropriate valuation method that
reflects accurately the value ofthe asset.110 As for valuation ofportfolio assets with remaining maturities in
excess of 60 days, the SEC in the 1977 interpretive release did notpermit the fund to useamortized cost, without
first obtaining an exemptive order permitting theuse of amortized cost. TheSEC, however, issued a series of
exemptive orders to individual Money Funds setting outa series of conditions under which the funds thatobtained
the orders could use amortize cost to value portfolioassets with maturities in excess of 60 days.
Those old SEC order conditions were a set of standards designed to assure that amortized cost would be an

appropriate reflection of the true value of the portfolio assets andNAVs calculated with amortized costvaluations
wouldnot materially depart from NAV determined usingmark-to-market valuations. The SEC conducted
extensive information gathering and analysis beforeadopting Rule 2a-7. The administrative process included
extensive live hearings before an administrative lawjudge over a two-year period, expert testimony, written
submissions and filings, input from the SEC Staff, the investment management industry, investors and the general

public, and creation ofa large administrative record.111 The use ofamortized cost accounting and the capital and
asset structure of Money Funds were among the central issues considered in great detail in that process.

Eventually, in 1983,the conditions in the prior orders,the administrative rulemaking and hearing record, and SEC
experience were distilled into a rule of general applicability for mutual funds that called themselves money market

funds and permitting those that followed the rule to use the amortized cost method tovalue portfolio securities.112
Rule 2a-7, adopted originally in 1983, has been amended on several occasions, most recently in 2010, to further
refine its provisions based on experiences learned in the operationof Money Funds. Since 1983, however, SEC
Rule 2a-7 has always made clear that shareholders do not have an unconditional right to redeem their shares at a
stable price, that a Money Fund can use amortized cost "only so long as the [Money Fund's] board of directors
believes that it fairly reflects the market-based net asset value per share" of the Money Fund, that if amortized
cost does not reflect the fair value of a portfolio asset then amortized cost cannot be used for that asset, and if the
mark to market value of the Money Fund's portfolio deviates by 0.50% or more from its amortized cost value (i.e.
1/2 cent per $1 share), then the board of the directors of the Money Fund must determine what action to take.

109 SEC, Proposal Concerning Valuation of Short-Term Debt Instruments Owned by Registered Investment Companies
IncludingMoney Market Funds, 40 Fed. Reg. 18467 (Apr. 28,1975).

110 SeeValuation of Debt Instruments by Money Market Funds andCertain Other Open-End Investment Companies, 42 Fed.
Reg. 28999 (May 31,1977). For a general discussion of the development of the rules regarding calculation ofthe NAV of
Money Funds, see J. Fisch, & E. Roiter, "A FloatingNAVfor MoneyMarket Funds: Fix or Fantasy?" (2011), Scholarship at
Penn Law. Paper 390 (available at http://lsr.nellco.org/upenn_wps/390).

111 In re Matter ofInter-Capital LiquidAsset Funds, Inc. 18 SEC Docket 52 (Aug. 8,1979).
112 Rule 2a-7,17 C.F.R. § 270.2a-7. SEC, Proposed Rule, Valuation of DebtInstruments and Computation of Current Price
Per Share by Certain Open-End Investment Companies, 47 FR 5428 (Feb. 5,1982); SEC, Final Rule, Valuation of Debt
Instruments and Computation of Current Price Per Share by Certain Open-End Investment Companies (Money Market
Funds), 48 Fed. Reg. 32555 (Jul. 18, 1983).
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The 2010 amendments to SEC Rule 2a-7 also cap the maximum weighted average maturity ofaMoney Fund's

portfolio at not more than 60 days.113 (Notably, even under the SEC's restrictive valuation interpretations in place

from 1977 until the adoption ofRule 2a-7 in 1983, use ofamortized cost for valuing portfolio assets with

remaining maturities of60 days or less was permitted without an exemptive order orthe conditions that came
along with it).

Moreover, the SEC's 2010 amendments require U.S. Money Funds to hold overnight cash equal to at least 10% of
fund assets and cash available within seven days equal to at least 30% ofthe fund's assets (and more ifneeded
under the circumstances to meet anticipated needs). During the week of September 15,2008, when Lehman

Brothers filed for bankruptcy and the Reserve Primary Fund "broke the buck," the net outflow from all prime
Money Funds was approximately 15% ofaggregate prime Money Furid assets.114 Holding this much cash greatly
reduces the probability that a Money Fund would be required to sell portfolio assets at a loss to raise cash to fund

redemptions, further assuring that use ofamortized cost to value portfolio assets and calculate NAV per share will
remain anappropriate and accurate way tocalculate share values of Money Fund's.

113 17 C.F.R. §2a-7(c)(2)(ii); Money Market Fund Reform, 75 Fed. Reg. 10060, 10071-10072 (Mar. 4, 2010).
114

SEC Chairman Mary L. Schapiro, Remarks atSIFMA's 2011 Annual Meeting, New York,:New York (Nov. 7,2011),

available at www.sec.gov/news/speech/2011/spchl 1071 lmls.htm.
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Appendix C

How Other Stable Value Products Maintain Stable Values.

Money Funds areoneof several different financial products used inthe United States to hold liquidity at a stable
value. The othersinclude bank deposits, banktrust department short-term investment funds (STIFs), repurchase
agreements (repos), guaranteed investment contracts (GICs) and bank-sponsored collective funds thatinvest in
GICs. GICs are issued primarily by insurance companies for set time periodsand can be redeemed early under

certain conditions specified in the contract, and are used as an investment alternative for pension assets.115 GICs
are marketed as an alternative to Money Funds and bank deposits.116 Stable value GICs are essentially debt
obligations of an insurance company, and GICfunds are investment funds (generally bank collective investment
funds for pension assets) that invest in GICs. The valueof the GICs themselves are dependentupon the solvency
of the insurance company that issues them, the contractual rate and the terms and condition to full or partial
redemption. Because GICs are not transferrableand do not trade in the secondary market, there generallyare not
true mark to market valuations available for GICs, and valuation of GICs and GIC funds is therefore often

problematic.117
Repos are essentially a form of overnight or short-termfinancing secured by marketable securities. In form repos
are a sale of the marketable security and a commitment to repurchase it at a set date and set price. The stable
value of the repo obligation is based upon a combination of the creditworthiness of the counterparty and the
market value and liquidity of the assets that are sold and repurchased.
STIFs are a type of bank common trust fund or collective investment fund that are sponsored and maintained by
bank trust departments for fiduciary and pension assets. OCC rules authorize banks to operate STIFs as a type of

stable value common trust fund.11* STIFs use amortized cost tocalculate portfolio values.119 Bank STIFs are
regulated and supervised by U.S. federal banking regulators, including the Federal Reserve and the U.S. Treasury
Department's Office of the Comptroller of the Currency,are not regulated or supervised by the SEC and are not

subject to SEC Rule 2a-7 like Money Funds.120

115 SeeAmerican Institute of Certified Public Accountants, Stable Value Investments available at
http://www.aicpa.org/InterestAreasy^rnployeeBenefitPlanAuditQuality/Resou^^
ages/StableValuelnvestmerits.aspx.

116 See, e.g., Financial Web, Guaranteed Investment.Contracts, available athttp://web.finweb.com/investing/guaranteed
investment-contracts.html; Stable Value Contracts and GICs, available at http://www.lmstrategies.com/types~2.html.
1,7 See OCC Interpretive Letter No. 716 (Dec. 21,1995) (permitting valuation of benefit responsive GICs inbank collective
fund at contract value rather than fair value); OCC Trust Interpretations No. 212 (Mar. 27, 1989), 265 (Mar. 19, 1992), 271
(Sept. 10,1992) (requiring use of fair value).

118 12C.F.R.§9.18(b)(4)(ii)(B).
119

Compare 12 C.F.R. § 9.18(b)(4)(ii)(B) (permitting up to'90 day weighted average maturity, not imposing minimum

liquidity requirements and not specifyingdivefsification'or credit qualityrequirements for individualsecurities) with 17
C.F.R. § 270.2a-7 (maximum weighted average maturity of 60 days, and imposing very strict and specific liquidity, credit
quality and diversification requirements).

120 See 12 C.F.R. §9.18; Investment Company Act §§ 3(a)(3), 3(c)(ll).
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Becausethey are subject to less stringent regulatory standards than SEC-regulated Money Funds, duringthe
Financial Crisis, a large bank-operated,Federal Reserve-supervised STIF incurred substantial losses due to
following portfolio practices involving far riskier and less liquid investments than are permitted for SEC-

regulated Money Funds.121 U.S. bank regulators recently have proposed toamend the rules governing bank
collective STIFs to conform somewhat more closely to SEC requirements applicable to U.S. Money Funds in

order to reduce the risk of a recurrence ofthe problem at bank-sponsored STIFs.122
Bank deposits are unconditional obligations of the bank to repay the depositor, either upon demand (demand
deposits and some savings deposits) or at a date in the future (CDs and other time deposits). Deposits are debt
obligations of the bank, rather than equity investments in the bank'. The amount that a bank owes its depositors is
fixed by contract and does not go up or down with the value of the bank's portfolio of loans and other assets.
With the exception of securities trading portfolios that generally represent a relatively small percentage of bank

assets, most bank portfolio assets are loans and other nonmarketable assets for which market price quotes are not
readily available. Banks are required to disclose some fair valuation data on their assets, but it is very
approximate and does not represent a full mark-to-market accounting of the bank's assets. The value of a bank's
portfolio is determined primarily using historical cost accounting (subject to adjustments), rather than market

valuations. Banks use amortized cost methods toaccount for loan portfolios ontheir balance sheets.123 Banks do
not calculate or report a mark to market "shadow price" for these loans or otherwise seek to gauge the degree to
which the amortized cost at which loans are carried oh the bank's balance sheet diverges from market values.

Because the loans have durations well in excess of thematurity ranges of Money Fund portfolios and are lower in
credit quality, the divergence between amortized cost of bank loan portfolios and current market values can be
very large.

If a U.S. bank is unable to repay a deposit, or another debt obligation, when a demand for payment is made, the
bank is insolvent and is taken over by the FDIC as receiver. A bank can become insolvent in either of two ways.

A bank is insolvent if the accounting value of its' assets is lower than theaccounting value of itsdeposits and other
liabilities. This is capital insolvency. Banks attempt to avoid this type of insolvency by holding enough equity

capital to absorb loan losses and other downward accounting adjustments totheir portfolio asset values so that the
accounting values of the bank's assets exceed the bank's deposits and other liabilities. U.S. banks normally hold
between four and ten percent capital against their assets on a leverage basis. Because capital is simply the
difference between the value of the bank's assets (at historical cost) and its liabilities, and the historical cost of

relatively long-term/high risk bank loans and other assets do not closely approximate current market values, it is
hard to predict whether any particular level of capital is sufficient. When the FDIC liquidates a failed U.S. bank
(unfortunately in the recent past, a very frequent occurrence), it generally finds that the market value of the bank's
portfolio assets is substantially less than the accounting values at which those assets are carried on the bank's

balance sheet, and consequently the true capital levels ofthe bank are'far lower than indicated on the bank's

121

In the MatterofState Street Bank and Trust Company, SEC Admin. Proceeding 3-13776, SEC Rel. 33-.9107 (Feb. 4,
2010); In the MatterofJames P. Flannery et al, SEC Admin Proceed,ing.No. 3-14081, SEC Rel. 33-9147 (Sept. 30, 2010).

OCC, Short-Term Investment Funds, 77 Fed. Reg. 21057 (Apr. 9,2012) (notice of proposed rulemaking).

123 Office ofthe Chief Accountant, SEC: Report and Recommendations Pursuant to Section 133 ofthe Emergency Economic
Stabilization Act of2008: Study on Mark-to-Market Accounting (Dec. 30,2008) at 27.

•
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financial statements (and are often negative, requiring an infusion of cash from the FDIC to payoff the

deposits).124
A bankcan also become insolvent if it runs out of cash to repay depositors and other creditorswhen a demand for

payment is made. This type of insolvency is liquidity insolvency. Banks attempt to avoid this type ofinsolvency
by maintaining a sufficient amount of cash and liquid assets to pay anticipated demands, and by access to the
central bank's lending window. Ultimately, if bank capital and liquidity are insufficient, it is the government
safety net- in the form of government-sponsored deposit insurance and access to cash from the central bank's
lending window - that allows a bankto repay deposits under mostcircumstances.
Thus, broadly speaking, there are two different ways in which providers of stable value investments seekto
maintain their stable value.

Fund products, including Money Funds and bankSTIFs, are equity interests in unleveraged investment pools that

seek to maintain a stable value by investing ina diverse pool of high quality, liquid, short-term debt instruments
whose market values remain stable throughout their short lives. Maintaining the stable value is not a function of

the credit quality of the fund manager, but of the success of the fund manager in managing the pool of assets for
diversity, duration, liquidityand credit quality. Regulations such as the CESR/ESMA Guidelines and SEC Rule
2a-7 which focus on those subjects are the means to address the issue of the stable value ofthe fund. In contrast
to bankdeposits and GICs,Money Funds seekto maintain a CNAV per share, but do hot promise to investors that

they will be able to do so, and fully disclose to investors that they might not be able to do so.125
In contrast to Money Funds, deposit and GIC products are debt instruments issued by companies that invest in a
wide portfolioof marketable and unmarketable and generallynon-transparentinvestments,for which the value of
the stable value product is dependent upon the creditworthiness of the issuing bank or insurance company and any
restrictions on redemption. In this case, regulatory capital levels and the other trappings of bank or insurance
regulation are appropriate (subject to the caveatthat bank and insurance capital levels are themselves derived
from historical cost difference between assets and liabilities of the issuer and thus may not provide the amount of
protection they might appear to based on balance sheet numbers), with the ultimate backstop being the federal
government in the case of banks and state insurance pools, reinsurance and assessability ofthe industry for shared
losses.

Applying bank-like capital standards to Money Funds is simply not an appropriate means to address maintaining
stable value within the structure of fund products, any more than applying continuous mark-to-market accounting
to bank assets and restricting bank balance sheets to the strictures of the CESR/ESMA Guidelines or SEC Rule
2a-7 would be an appropriate way to maintain the solvency of the banking industry.

124 FDIC, Purchase and Assumption Transactions (available atwww.fdic.gov/bank/historical/reshandbook/ch3pas.pdf)
("Because asset values are generally overstated in a failing bank or thrift, the FDIC's ability to sell assets to an acquiring
institution based on book value was limited.")

125 J. Fisch, & E. Roiter, "A Floating NA VforMoney Market Funds: Fix or Fantasy?" (2011), Scholarship at Penn Law.
Paper 390 ("Nonetheless, money market funds differ fundamentally from banks. While a bank's obligation to pay its
depositors in full is unconditional (as long as the bank is solvent), a money market fund's obligationto its shareholders is
not."), available at http://lsr.nellco.org/upenn_wps/390.
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Nordo Money Funds perform maturity or liquidity transformation, particularly when compared to the yardstick of
the banking industry. All of the assets of a Money Fund are very shortterm and very liquid. This is in stark
contrast to a bank, which holds a portfolio that consists primarily of loans and other non-standardized, non-traded

credit instruments with much longer maturities, measured in months andyears, very little liquidity, much higher
credit risk, and very little transparency into the value of portfolio assets. Banks make long-term loans, and
finance them primarilywith short-term deposits. The right hand and left hand sides of a bank balancesheet look
very differentthan those of a Money Fund. Despitethe long-term nature of balance sheet assets and the absence
of a current market benchmark for asset values, banks use amortized cost accounting for most portfolio assets,
because banks assume thatthey will hold loans andmost other balance sheetassets to maturity likea Money
Fund. Banks are ableto make this assumption because they are stabilized by liquidity provided when needed by
the central bank and by government deposit insurance scheme which-'persuade depositors to remain in place in a
crisis.

Finally, banks rely on financial leverage. Their balance sheetsare financed almost entirely by borrowed funds,
with only a small amount of equity. In contrast, MoneyFunds are financed entirely by equity capital,with little

ornodebt financing or creditors involved.126 Money Funds do not fitthedefinition of "shadow bank" setout in
the Green Paper.

'

The capital structure and regulatory scheme applied to banks is not appropriate for Money Funds because, unlike
banks, Money Funds do not rely on, funding from depositor/creditors and backstop liquidity governmentlenders
and guarantors to operate, but on shareholders for funding and internal portfolio cash and short-term liquid assets
for cash needs.

126 UCITS Directive Article 83.
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Appendix D

Performance Comparison of U.S. Money Funds to Bank Failures

In their early years, U.S. banks and their trade associations viewed Money Funds ascompetitors for retail

business, and supported efforts to subject Money Funds to bank-like regulation and supervision.127 U.S. policy
makers, however, recognized thatbank-like regulation would effectively kill offwhat has become not only an

important investment choice for millions of individuals and institutions,128 but also ahighly efficient and essential

mechanism to fund the needs ofbusiness and government borrowers in the short-term market.129
Moreover, U.S. Money Funds have enjoyed a superior safety record compared to U.S. insured depository
institutions. Only two U.S. Money Funds have "broken thebuck" and returned shareholders less than 100 cents
on the dollar: the Community Bankers U.S. Government Fund, which in 1994 repaid its investors 96 cents on the
127 See, e.g., Shooting atMoney Market Funds, Time, Mar. 23,1981, available at
http://www.time.com/time/magazine/article/0,9171,952946,00.html. The article states thatthat banking and savings
institutions had"undoubtedly been hurt by theMoney Funds" and that "banks and savings and loans have launched drives to
bring them down... Last we,ek theU.S. League ofSavings Associations urged theGovernment to impose sharp restrictions on
the money market funds and asked the Federal Savings and Loan insurance Corporation to pledge upto $7billion inlow-cost
loans." The article furthernotes that "Senate BankingCommittee ChairmanJake Gam of Utah wants to prevent money
market funds from offering check-writing privileges; Congressman James Leach of Iowahas introduced a billthat would
diminish thefunds' appeal by setting reserve requirements onthem...The funds arealso under heavy assault in several state
legislatures." SeealsoKaren W. Arenson, Volcker Proposes Money Funds BeSubject toRules onReserves, N.Y. TIMES,
June 26,1981 (noting thatformer Federal Reserve Chairman Paul A. Volcker testified before a Congressional subcommittee
thatmoney market funds should be subject to regulations that would make them more competitive withbanking institutions
and less attractive to investors. Mr. Volcker also testified that reserve requirements were a key part of monetary policy and

because they couldnot be removed frombanking institutions, alsoshould applyto other investment vehicles); Beatson
Wallace, Money Funds Aren 7 Banks, BOSTON Globe, May21,1981 (noting that "[m]oney market funds continue to be the
whipping boy of the banking industry and the delight of the small sum investor.") The article explains that Treasury
Secretary Donald T. Regantestifiedthat "imposingnew controls on our financial markets would be the wrong approach to
assisting the thrift industry," but that nevertheless Senator JakeGarn"persists in his effort to curry supportfor legislation to
curbthe funds' check-writing feature and makethe funds maintain a percentof their assets in a reserveaccount."

128 See, e.g, Competition and Conditions in the Financial System, Hearings Before the Committee onBanking, Housing, and
Urban Affairs, United States Senate, 97th Cong., 939 (1981) (statement of former SEC Commissioner John R. Evans, who
testified that "we are very concerned with suggestionsthat legislationshould be enacted which would impose bank-type
regulation on moneymarket fundsto the detriment of [public] investors." Noting that "many depository institutions are

having difficulty attracting savings during a period when money market funds' are experiencing dramatic growth....We can

understand why certain depository institutions might like their competitors to be'restricted: We believe, however, that any
consideration of legislation to impose bank-type regulatoryburdens and limitations on money market funds should include an
evaluationof the existing regulation of suchfunds, the present protection provided to investors, and the negative impactthat

suchproposals would have on the millions of people whoinvest in money niarketfunds." tFurther, "[i]t is the Commission's
viewthat the harm to small investors, and the inconvenience to large, investors, which could result from the imposition of
bank-type regulations on money marketfunds may not be significantly offset by any benefit to banks and thrift institutions."

129 See Phillip R. Mack, Recent Trends inthe Mutual FundIndustry, 79 Fed. Reserve Bull. 1001 (1993), available at

http://findarticles.eom/p/articles/mi_m4126/is_nl i_v79/ai_14714669/pg_5/?tag=content;coll, stating that "[m]oney market
mutual funds grew rapidly in the late 1970s and early 1980s,when interest rates on money market instruments exceeded

regulatory ceilings that applied to depository institutions. Flows from depositories to money funds supported expansion of
the commercial paper market, an important alternative to bank loansfor businesses."
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dollar,130 and the Reserve Primary Fund, which was forced to liquidate in September 2008 as aresult ofarun
triggered byLehman's bankruptcy and the fund's holdings of Lehman commercial paper. The Reserve Primary
Fund has returned to shareholders more than 99 cents on the dollar.131 Significantly, no U.S. government funds
were used to bail out these Money Funds' shareholders.

U.S. Money Funds achieved this success underthe regulation and oversight of the SEC and its Division of
Investment Management. At the core of this regulatory program is SEC Rule 2a-7,which in eleven pages
imposes sound principals that are the secretof the stability and solvency of MoneyFunds: invest only in very
short-term, high quality, marketable debt instruments in a diversified manner, and do not use any leverage.

In comparison, U.S. regulation of banks involves four (formerly five1) federal regulators and overfifty regulators

instates and other districts. The federal agencies alone require over 26,000 full-time employees.132 The U.S.
federal banking code- Title 12 of the United States Codeand Title \2'6f the Code of FederalRegulations - totals
fourteen volumesand many thousands of pages of requirements and prohibitions. Yet, during the 40 years since
the launch of the first Money Fund - a periodduringwhich the Money Fund industry experienced exactlytwo
instances in which a Money Fund failed to return 100% of principal invested to shareholders (in one case
returning 96%of principal and in the otherover99%)' - over2,800UVS, depository institutions have failed, and
an additional 592 werethe subjectof "assistance transactions" in which the government injected capital to keep

them afloat.133 From 1971 through May 2012, total estimated U.S.'FDIC losses incurred inconnection with failed
banks or assistance transactions amount to over USD $188 billiqn.134
,

> „;*

130 The fund had only institutional investors, so individual investors were not directly harmed. See ICI Money.Market
\Vorking Group Report, at 39, available at, www.ici.org/pdf7ppr_09_mmwg.pdf. See SaulS. Cohen, The Challenge of
Derivatives, 63 Fordham L. Rev. 1993,1995 n.15 (1995) (internal citations omitted).

131 See Press Release, Reserve Primary Fund to Distribute $215 Million (July 1,5, 2010), available at

!

http://wvvw.reservefunds.com/'pdfs/Primary%20Distribution_7l510.pdf; see also SEC PressRelease: Reserve Primary Fund
Distributes Assets to Investors (Jan. 29,2010), available at http://www.sec.gov/news/press/2010/2010-16.htm.

132 FDIC 2009 Annual Report; FRB 2009 Annual Report; OCC 2009 Annual Report; OTS 2009 Annual Report. .
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FDIC Database of Failures and Assistance Transactions, availableat.
http://www2.fdic.gov/hsob/SelectRpt.asp?EntryTyp=30.
.

134 FDIC Database ofFailures and Assistance Transactions, available 'at
http://www2.fdic.gov/hsob/SelectRpt.asp?EntryTyp=30.
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shareholder redemption requests as they occur, including in difficult market conditions, and (ii) provides greater
assurance that the use of amortized cost accounting is appropriate for the Money Fund by sharply reducing the
possibility that portfolio assets will need to be sold at a loss to raise cash to meet investor redemptions. Federated
believes that it is appropriate to establish a floor for overnight liquid assets, as well as for 7-day liquid assets, but
also to require the Money Fund to assess likely investor redemptions and hold higher levels of liquidity to meet
anticipated redemptions and to address market conditions. Federated believes that a central challenge facing
Money Funds globally is the ability to address shareholder redemptions, and that this is addressed only by
maintaining robust levels of near-term liquidity.
1)
Do you agree with the analysis of the issues currently covered by the five key areas where the
Commission is further investigating options?
Federated supports efforts to further enhance the regulation of Money Funds under a securities regulatory
framework. We do not support the imposition of bank regulatory requirements upon Money Funds under the
guise of regulation of "shadow banking."
n)

What modifications to the current EU regulatory framework, if any, would be necessary properly

to address the risks and issues outlined above?

•

,'

•.

Federated supports efforts to further enhance the regulation of Money Funds under a securities regulatory
framework. Attention to additional safeguards that have been implemented in trade association practice codes,
and in the U.S. as part of the SEC's 2010 Amendments, serve as models for potential further enhancements to the
European program of Money Fund regulation. More specifically, potential enhancements include (i) more
specific requirements for portfolio liquidity including a "know your investor" requirement, (ii) more specificity on
portfolio diversification requirements, (iii) increased transparency on portfolio assets and their current market
values, and (iv) a more defined process for moving from a constant net asset value (C-NAV) to a variable net
asset value (V-NAV) in those unusual circumstances when such a change is needed due to economic conditions.
In addition, enhanced supervisory analysis and follow-up on Money Fund portfolio risk, particularly consideration
of red flags such as unusual growth Or portfolio returns, and portfolio exposure to particular issuers, may be in
order. We do not support the imposition of bank regulatory requirements upon Money Funds under the guise of
regulation of "shadow banking."
o) What other measures, such as increased monitoring or non-binding measures should be considered?

Federated supports efforts to'further enhance the regulation of Moriey Funds under a securities regulatory
framework. We do not support the imposition of bank regulatory requirements upon Money Funds under the
»
guise of regulation of "shadow banking."
In Federated's view, the term Money Fund should be limited to funds that meet stringent requirements for
portfolio credit quality, diversification, very short maturity and liquidity that are appropriate to maintaining a

constant value. For example, U.S. ultra-short bond funds should not be considered Money Funds and European
Money Funds that are not "short term" Money Funds under the CSER/ESMA Guidelines, in Federated's view,
should not be brought within the definition of Money Market Fund. To do so muddles both investor
understandingof the product and the policy debate over regulation of Money Funds.
As noted above in our general response, we believe that the cumulative effect of the 2010 Rule Amendments has
been to improve the safety and liquidity of Money Funds and that the global Money Fund industry would be well
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served to adopted similar reforms, specifically relating to (i) more specific requirements for portfolio liquidity
including a "know your investor" requirement, (ii)more specificity on portfolio diversification requirements, (iii)
increased transparency on portfolio assets andtheir current market values, and (iv) a more defined process for
moving from a constant net assetvalue (C-NAV) to a variable net assetvalue (V-NAV) in those unusual
circumstances when such a change is needed due to economic conditions. In addition, enhanced supervisory
analysis andfollow-up on Money Fund portfolio risk, particularly consideration of red flags suchas unusual
growth or portfolio returns, and portfolio exposure to particular issuers, may be in order. Further enhancement of
transparency to subaccounts would be beneficial.

