January 10,2011

Ms. Elizabeth M. Murphy

Secretary

Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549-1090

Re:  President’s Working Group Report on Money Market Fund Reform
Options (File No. 4-619)

Dear Ms. Murphy:

The Investment Company Institute (“ICI”)! is pleased to provide its views on the October
2010 Report of the President’s Working Group on Financial Markets (“PWG”) on Money Market
Fund Reform Options (“Report”).> The Report affirms that money market funds—which seck to offer
investors stability of principal, liquidity, and a market-based rate of return, all at a reasonable cost—
serve as an effective cash management tool for investors, and as an indispensable source of short-term
financing for the U.S. economy. ICI and its members are committed to working with policymakers to
bolster money market funds’ resilience to severe market stress so as to assure their continued ability to
serve these purposes. We hope our comments below will be helpful to the constituent members of
FSOC as they consider how best to advance toward this important policy goal.

! The Investment Company Institute is the national association of U.S. investment companies, including mutual funds,
closed-end funds, exchange-traded funds (ETFs), and unit investment trusts (UITs). ICI secks to encourage adherence to
high ethical standards, promote public understanding, and otherwise advance the interests of funds, their shareholders,
directors, and advisers. Members of ICI manage total assets of $12.31 trillion and serve over 90 million shareholders.

2 See Securities and Exchange Commission (“SEC”) Release No. IC-29497 (November 3, 2010) (“SEC Release”), available
at htep://www.sec.gov/rules/other/2010/ic-29497.pdf. The Report is appended to the SEC Release and also is available on
the Treasury Department’s website at http://www.treasury.gov/press-center/press-
releases/Documents/10.21%20PWG%20Report%20Final.pdf. The SEC’s solicitation of comments is intended to assist
the Financial Stability Oversight Council (“FSOC”) in its examination of the reform options outlined in the Report.
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As indicated in the SEC Release, the Report responds to a recommendation in a June 2009
Treasury Department paper on financial regulatory reform.> The Treasury paper recommended that
the PWG prepare a report assessing whether more fundamental changes were necessary to supplement
anticipated SEC money market fund reforms.* Notably, the Treasury paper urged caution in this
effort. In particular, it recommended that the PWG carefully consider ways to mitigate any potential
adverse effects of a stronger regulatory framework for money market funds, such as investor flight from
these funds into unregulated or less regulated money market investment vehicles.

Consistent with the Treasury recommendation, the Report reflects a thoughtful and cautious
approach, which we commend. The Report identifies several possible reform measures and discusses in
avery balanced fashion potential advantages and disadvantages of each one. It is telling that—
notwithstanding its sixteen-month incubation period—the Report does not specifically endorse any
particular course of action. This outcome further underscores the reality that there is no simple answer
to the question of how to make money market funds even more resilient in the face of the most severe
market conditions.

ICI and its members have a strong interest in helping to find an appropriate way to address this
question. In recognition of the importance of money market funds to the economy and investors, we
have devoted significant time and resources to considering ways to strengthen the regulation of these
funds and make them more robust under extreme market conditions—goals we share with the SEC and
other policymakers. Beginning in the summer of 2007, early warnings began to surface that the
mortgage lending crisis could have a detrimental effect on lenders. At that time, ICI started to analyze
how the market climate could impair money market fund shareholders, and that process continued and
intensified over the ensuing twelve months.

Since September 2008, both the SEC and the fund industry have made a great deal of progress
toward their shared goals. In March 2009, ICI issued the Report of the Money Market Working Group,
an industry study of the money market, of money market funds and other similar participants in the
money market, and of recent market circumstances.” The MMWG Report included wide-ranging
proposals for the SEC to enhance money market fund regulation. When that report was issued, ICI’s
members pledged to adopt those recommendations voluntarily.

3 See Financial Regulatory Reform, A New Foundation: Rebuilding Financial Supervision and Regulation (June 17,2009)
(“Treasury paper”), available at http://www.financialstability.gov/docs/regs/FinalReport_web.pdf.

* As discussed below, the SEC voted to adopt significant money market fund rule amendments in January 2010. See Money
Market Fund Reform, SEC Release No. IC-29132 (February 23, 2010), 75 FR 10060 (March 4, 2010) (“MMF Reform
Adopting Release”).

5 See Report of the Money Market Working Group, Investment Company Institute (March 17, 2009) (“MMWG Report”),
available at http://www.ici.org/pdf/ppr_09_mmwg.pdf. A copy of the press release announcing the formation of the
Working Group is available on ICI’s website at http://www.ici.org/money market funds/08_news_mm_group.
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Early last year, the SEC approved far-reaching rule amendments that enhance its already-strict
regime of money market fund regulation.® The SEC indicated that the amendments are designed to
strengthen money market funds against certain short-term market risks, and to provide greater
protections for investors in a money market fund that is unable to maintain a stable net asset value

(“NAV?) per share.”

The search for ways to make money market funds even more secure under the most adverse
market conditions did not stop, however, with the adoption of the SEC’s reforms. For example, ICI
and several of its members are actively engaged in a task force sponsored by the Federal Reserve Bank of
New York to strengthen the underpinnings of a vital portion of the money market—tri-party
repurchase agreements. These reforms are significant not only to money market funds, which provide
about one-fifth of the lending in the repurchase agreement market, but to all participants in that
market.

In addition, ICI and its members have devoted significant attention to a specific option
advanced in the Treasury paper. The paper called for exploring measures to require money market
funds “to obtain access to reliable emergency liquidity facilities from private sources.” Over the past 18
months, we have made substantial progress on developing a framework for such a facility, including
how it could be structured, capitalized, governed, and operated. As discussed in detail later in this
letter, we strongly endorse a liquidity facility for “prime” money market funds’ as #he means to provide

further stability to money market funds."
Summary of Comments

A lot has happened since ICI and its members first began to focus intently on the experience of
money market funds during the financial crisis. Yet none of the many developments during that period
has changed our fundamental conviction: money market funds provide singular benefits to investors

¢ See MMF Reform Adopting Release.
7 Id. at 10060.
8 Treasury paper at 38.

? “Prime” money market funds are funds that may invest in high-quality, short-term money market instruments including
Treasury and government obligations, certificates of deposit (“CDs”), repurchase agreements, commercial paper, and other
money market securities. They do not include tax-exempt, government, or Treasury money market funds. Based on our
study of money market funds, we strongly believe that further reforms should be limited to prime funds, as their role in the
broader money market can directly affect the commercial paper market. We do not believe that other types of money
market funds pose the same concerns and, in fact, government and Treasury funds saw substantial inflows during the last
market crisis. Indeed, investors redeemed $396 billion from prime money market funds and invested $294 billion in
government money market funds from September 10, 2008 to October 1, 2008.

1 Although ICT has worked hard to build a consensus on this issue in the fund industry, given the complexities of the issue
and the variety of fund business models, industry support is not unanimous.
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and the economy and the essential characteristics of these funds can and should be preserved even as
measures are taken to fortify them against the worst market turmoil.

With this in mind, our comments below begin with an overview of the U.S. money market to
provide context. Next, we describe the regulation of money market funds, including the SEC’s recent
reforms. We then examine each of the reform options outlined in the Report.

Three principles have guided our analysis of possible additional money market fund reform
measures. First, given the tremendous benefits money market funds provide to investors and the
economy, it is imperative to preserve this product’s essential characteristics. Second, in devising a
solution, we need to stay focused on the objective policymakers are seeking to achieve: to strengthen
money market funds even further against adverse market conditions and enable them to meet
extraordinarily high levels of redemption requests. Finally, any solution must be designed to promote
this important policy goal while minimizing the potential for unintended negative consequences.

Our examination of the reform options outlined in the Report and other reform ideas has led
us to the same conclusion the PWG apparently reached: namely, that there is no “silver bullet” for
safeguarding money market funds against the severest market distress. Each option has its drawbacks,
ranging from potential detrimental impacts on money market funds, their investors, and the market, to
complicated regulatory, structural, and operational hurdles. Nevertheless, we believe the option of a
private emergency liquidity facility for prime money market funds has the most promise for addressing
policymakers’ remaining concerns with the least negative impact.

We believe the other options presented would not solve the problem at hand, could increase
rather than decrease systemic risk, would adversely impact the market, or would result in some
combination of the foregoing. In many cases, transitioning to a new approach in and of itself would
have systemic risk implications. While we are unable to support any of those other approaches,' we
propose one additional measure: a rule mandating that intermediaries provide information to facilitate
money market funds’ ability to comply with “know your investor” requirements.

A summary of our comments on a private emergency liquidity facility and other possible money
market fund reform measures follows.

Private Emergency Liquidity Facility for Money Market Funds. Over the past year and a half,
ICI has worked to develop a model for an emergency liquidity facility for prime money market funds.
Our proposed liquidity exchange facility (“LF”) is an industry-sponsored solution intended to serve as a
liquidity backstop for prime money market funds during times of unusual market stress. It would be
formed as a state-chartered bank or trust company and capitalized through a combination of initial
contributions from prime fund sponsors and ongoing commitment fees from member funds. The LF
would gain additional capacity from the issuance of time deposits to third parties as well as access to the

1 As discussed in Section IILE., it is conceivable that we could support a two-tier approach with “enhanced protections” for
stable NAV money market funds, depending on the precise details of how such an approach would work.
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Federal Reserve discount window in the normal course. All prime money market funds would be
required to participate in the LF.

During times of unusual market stress, the LF would buy high-quality, short-term securities
from prime money market funds at amortized cost. In so doing, the LF would (1) enable funds to meet
redemptions while maintaining a stable $1.00 NAV—even when markets are frozen—and (2) help
protect the broader money market by allowing funds to avoid the need to sell portfolio instruments
into a challenging market. Also, the very existence of such a liquidity backstop could provide
reassurance to investors and thereby limit the risk that liquidity concerns in a single fund might spur
increased redemptions in all prime money market funds.

Importantly, the LF is 7o intended to provide credit support; rather, it is intended to meet
liquidity needs brought on by market stresses through the acquisition of high-quality instruments.
Further, the LF would provide a liquidity backstop only affer a substantial portion of a fund’s legally
mandated liquidity positions, discussed in Sections II and III.A., are utilized.

As discussed further below, our LF model addresses many of the policy concerns the Report
identifies with respect to a private emergency liquidity facility. While some hurdles remain, such as the
cost of participation and the need for regulatory action to implement our design, we believe that the
prime money market fund industry generally could support the LF as the best option for further reform
so long as: (1) prime money market funds participating in the LF would be permitted to use amortized
cost'? and continue to seck to maintain a stable NAV;'? (2) the cost of participation is reasonable given
the current yield environment; and (3) the LF is a factor when regulators consider bank liquidity and
capital requirements for banks that sponsor money market funds.

Requiring Money Market Funds to “Float” Their NAVs. As we, our members, issuers, and
investors have stated many times, there is strong opposition to requiring money market funds to float
their NAVs (i.e., to have an NAV that fluctuates based on the current market prices of portfolio
instruments, rather than maintaining a stable $1.00 NAYV through the use of the amortized cost
valuation method, as explained in Section II). We are highly skeptical that such a requirement would
reduce risks in any meaningful way. There is compelling evidence that a substantial portion of money
market fund investors either would be unable or unwilling to use a floating NAV money market fund.
As a result, the primary effect of requiring money market funds to float their NAVs would be a major
restructuring and reordering of intermediation in the short-term credit markets, which would not
reduce—and might well increase—systemic risk.

Mandatory Redemptions in Kind. We do not believe that requiring money market funds to

make certain large redemptions “in kind” (i.e., through the distribution of a proportionate amount of

12 The amortized cost method of valuation for money market funds is discussed in Section IL

1> All other types of money market funds also would continue to be permitted to use amortized cost and seek to maintain a
stable NAV, subject to the rules governing money market funds that currently exist.
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their portfolio instruments to redeeming sharcholders) would be an effective solution for the issue at
hand. Investors would be likely to work around the requirement such as by allocating investments
among multiple funds in amounts below the anticipated redemption threshold. Developing regulatory
standards that would establish appropriate circumstances and threshold levels would present significant
challenges. Even if this could be established, we are concerned that an in-kind redemption requirement,
if triggered, could exacerbate market dislocations. A redeeming shareholder needing liquidity would be
forced to sell into a declining market, adversely impacting not only the redeeming sharecholder and the
redeeming fund (and its remaining sharcholders), but also all other money market funds holding the
same portfolio instruments. Difficult operational hurdles also cause us to question the practicality of
this approach. We believe that funds’ current authority to redeem shares in kind voluntarily
appropriately enables them to assess the advisability of redemptions in kind under the circumstances
facing the fund and the market at the time. We recommend that the SEC provide additional guidance
about the use of this voluntary authority so that money market funds might use this tool to greater
effect in the event of another market crisis.

Insurance Programs for Money Market Funds. Having reexamined the possibility of
developing some form of money market fund insurance—whether federal, private, or a hybrid of the
two—we continue to conclude that this is not a viable option. To be effective in the kind of
environment the global financial system experienced in 2008, any insurance program would need to
cover all prime money market fund assets. An insurance program of that breadth would cause
disintermediation from banks, resulting in negative consequences for the financial markets as a whole
and the banking sector in particular. Such a program would need to have some kind of federal backstop
as well as some access to the discount window to be effective or credible. Moreover, pooling of credit
risk across money market fund providers raises moral hazard concerns.

Two-Tier System with Enbanced Protections for Stable NAV Money Market Funds. The
Report suggests the possibility of having two types of money market funds—stable NAV money market
funds subject to “enhanced” regulatory protections and floating NAV funds perhaps operating under
less stringent restrictions than currently apply. More details about the precise nature of the “enhanced
protections” would be necessary before ICI could determine whether to support or reject this approach.

Two-Tier System with Stable NAV Money Market Funds Reserved for Retail Investors.
Under this option, stable NAV funds would be made available only to “retail” investors, while
“Institutional” investors would be restricted to floating NAV funds or alternative products. We believe
that—as the Report acknowledges—the inability or unwillingness of many institutional investors to
switch to floating NAV money market funds means that this approach could have the same unintended
consequences as a requirement that all money market funds adopt floating NAVs. Many of these
investors likely would seek to move their assets into less regulated money market fund alternatives.
Moreover, we strongly question the feasibility of categorizing “retail” and “institutional” investors for
this purpose in a way that makes sense and can be enforced effectively.
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Regulating Stable NAV Money Market Funds as Special Purpose Banks. The Report raises
the possibility of requiring bank-like regulation of stable NAV money market funds. There is no
persuasive case for doing so; indeed, each of several possible motivations for such an approach is
problematic. For example, judging from the proliferation of banking crises around the world over the
past two decades, it is far from apparent that the bank regulatory and structural model is superior to
that of mutual funds, including money market funds in particular. In addition, if the motivation
behind this idea is to give money market fund investors deposit insurance protection, such insurance
would have to be unlimited to protect against rapid redemptions in severely distressed market
conditions. Unlimited deposit insurance could skew the competitive landscape away from bank
deposits toward money market funds, possibly resulting in vast flows from one financial sector to
another, which raises systemic risk concerns. If the objective is to require capital as a buffer against
investment risk, it is unclear whether the business model for money market funds would remain viable.
If the idea is to give money market funds a back-up source of liquidity during periods of financial stress,
ICD’s view is that our proposed LF is a better and far less disruptive option.

Enbanced Constraints on Money Market Fund Substitutes. The Report discusses the
possibility of imposing enhanced constraints on alternative investments to money market funds. These
constraints would be intended to address concerns that new regulatory measures that reduce the appeal
of money market funds might cause some investors to move their assets into less regulated products,
thereby increasing systemic risk. Given the wide variety of alternative cash management products,
many of which are beyond the jurisdictional reach of domestic regulators, we do not believe such an
approach would be successful in achieving its goal.

Additional Reform for Consideration— Investor Transparency. In addition to a private
emergency liquidity facility for prime money market funds, the fund industry has continued to explore
other ideas for reform of money market funds and the overall money market. One such idea that we
support is consideration of a new SEC rule mandating that intermediaries (e.¢., broker-dealers) disclose
to money market funds information about underlying investors in the funds to facilitate compliance
with “know your investor” requirements. Greater transparency around investors owning shares in
money market funds through intermediaries would mitigate risk by improving the funds’ ability to
manage liquidity needs.
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I.  The U.S. Money Market

The money market is a huge, complex, and significant part of the nation’s financial system
in which many different participants interact each business day. This section provides essential
context about the U.S. money market by describing: the structure of the market; the vehicles
through which investors can access money market instruments (many of which compete directly
with money market funds); the unique characteristics of money market funds; and the role and
growth of money market funds as financial intermediaries in the money market.

A.  Structure of the U.S. Money Market

In the United States, the market for debt securities with a maturity of one year or less is
generally referred to as “the money market.””* The money market is an effective and lower cost
mechanism for helping borrowers finance short-term mismatches between payments and receipts.
For example, a corporation might borrow in the money market if it needs to make its payroll in 10
days, but will not have sufficient cash on hand from its accounts receivable for 45 days.

The main borrowers in the U.S. money market are the U.S. Treasury, U.S. government
agencies, state and local governments, financial institutions (primarily banks, finance companies,
and broker-dealers), and nonfinancial corporations. Borrowers in the money market are known as
“issuers” because they issue short-term debt securities. U.S. money market funds also provide

substantial credit to foreign financial institution issuers in overseas money markets.

Reasons for borrowing vary across the types of issuers. Governments may issue securities to
temporarily finance expenditures in anticipation of tax receipts. Mortgage-related U.S.
government agencies borrow in the money market to help manage interest-rate risk and rebalance
their portfolios. Banks and finance companies often use the money market to finance their
holdings of assets that are relatively short-term in nature, such as business loans, credit card

receivables, auto loans, or other consumer loans.

Corporations typically access the money market to meet short-term operating needs, such
as accounts payable and payroll. At times, corporations may use the money market as a source of
bridge financing for mergers or acquisitions until they can arrange or complete longer-term
funding. In addition, all types of borrowers may seek to reduce interest costs by borrowing in the
money market when short-term interest rates are below long-term interest rates.

Borrowers use a range of money market securities to help meet their funding needs. The
U.S. Treasury issues short-term debt known as Treasury bills. Government sponsored agencies
such as Fannie Mae and Freddie Mac issue Benchmark and Reference bills, discount notes, and
floating rate notes (agency securities). Municipalities issue cash-flow notes to provide short-term

1 Securities that have final maturities of more than one year but whose yields are reset weekly, monthly, or quarterly
also are generally considered part of the money market.
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funding for operations, and bond anticipation notes and commercial paper to fund the initial
stages of infrastructure projects prior to issuing long-term debt. They also issue variable rate
demand notes to gain access to the short end of the yield curve. Banks and other depositories issue
large CDs" and Eurodollar deposits.'® Banks and broker-dealers also use repurchase agreements, a
form of collateralized lending, as a source of short-term funding,

Corporations, banks, finance companies, and broker-dealers also can meet their funding
needs by issuing commercial paper, which is usually sold at a discount from face value, and carries
repayment dates that typically range from overnight to up to 270 days. Commercial paper can be
sold as unsecured or asset backed. Unsecured commercial paper is a promissory note backed only
by a borrower’s promise to pay the face amount on the maturity date specified on the note. Firms
with high quality credit ratings are often able to issue unsecured commercial paper at interest rates
that are less than bank loans. Asset-backed commercial paper (“ABCP”) is secured by a pool of
underlying eligible assets. Examples of eligible assets include trade receivables, residential and
commercial mortgage loans, mortgage-backed securities, auto loans, credit card receivables, and
similar financial assets. Commercial paper has been referred to as “the grease that keeps the engine
going . ... the bloodline of corporations.”” One alternative to issuing commercial paper is to

obtain a bank line of credit, but that option is generally more expensive.'®

Although the size of the U.S. money market is difficult to gauge precisely (because it
depends on how “money market” instruments are defined and how they are measured), it is clear
that a well-functioning money market is important to the well-being of the macro-economy. We
estimate that the outstanding values of the types of short-term instruments typically held by
taxable money market funds and other pooled investment vehicles (as discussed below)—such as

15 CDs are generally classified as large (or jumbo) or small. Large or jumbo CDs are issued in amounts greater than
$100,000. Small CDs are issued in amounts of $100,000 or less.

16 Tn addition, U.S. banks (including branches of foreign banks in the United States) can lend to each other in the
federal funds market. Banks keep reserves at Federal Reserve Banks to meet their reserve requirements and to clear
financial transactions. Transactions in the federal funds market enable depository institutions with reserve balances
in excess of reserve requirements to lend reserves to institutions with reserve deficiencies. These loans are usually
made overnight at the prevailing federal funds rate. Also, banks worldwide can provide funding to each other via the
interbank lending market for maturities ranging from overnight to one year at the prevailing London Interbank
Offered Rate.

17 Boyd Erman, “The Grease That Keeps the Engine Going,” The Globe and Mail (Canada) (October 8, 2008),
available at http://www.theglobeandmail.com/servlet/story/RTGAM.20081008.wrbankscp08/BNStory/Business
(quoting Steve Foerster, a professor at the Richard Ivey School of Business at University of Western Ontario).

18 Jd. The expense of these credit lines is expected to increase, and their availability may decrease, as the Basel
Committee on Banking Supervision’s endorsement of capital and liquidity reforms for banks (known as “Basel I1I”)
are implemented and banks are required to include credit commitments in their liquidity, net stable funding, and
other calculations. See Basel III: A global regulatory framework for more resilient banks and banking systems, Annex
4 (Basel Committee on Banking Supervision, December 2010).
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commercial paper, large CDs, Treasury and agency securities, repurchase agreements, and
Eurodollar deposits—total roughly $11 trillion."”

While these money market instruments fulfill a critical need of the issuers, they also are
vitally important for investors seeking both liquidity and preservation of capital. Major investors
in money market securities include money market funds, banks, businesses, public and private
pension funds, insurance companies, state and local governments, broker-dealers, individual

households, and nonprofit organizations.

B.  Financial Intermediaries for Money Market Instruments

Investors can purchase money market instruments either directly or indirectly through a
variety of intermediaries. In addition to money market funds, these include bank sweep accounts,
investment portals, and short-term investment pools, such as offshore money funds, enhanced cash
funds, and ultra-short bond funds, as described below.

o Money market funds. Money market funds offer investors a variety of features,
including return of principal, liquidity, and a market-based rate of return, all at a
reasonable cost.” These funds are registered investment companies that are regulated
by the SEC under the federal securities laws, including Rule 2a-7 under the Investment
Company Act of 1940 (“Investment Company Act”). That rule, which was
substantially enhanced in January 2010, contains numerous risk-limiting conditions
intended to help a fund achieve the objective of maintaining a stable NAV using
amortized cost accounting.”> Money market fund shares typically are publicly offered
to all types of investors.

o Bank or broker sweep accounts. These sweep accounts are passive investment vehicles
that require no further action on the part of the customer once the account has been
established. Sweeps usually occur at the end of the day, and affect whatever balances
remain in the account after all other transactions have been posted. There may be a
target balance, above which all funds are swept, or no target at all. Sweep accounts are
invested in a variety of money market instruments including Eurodollar deposits,
money market funds, repurchase agreements, and commercial paper.

o Investment portals. Portals are online interfaces that provide clients the ability to
invest easily and quickly in short-term securities or short-term investment pools.
Although portals generally focus on a single investment option, such as time deposits

! For complete data sources, see Figure 2.
2 These and other characteristics of money market funds are described more fully in Section I.C.

I The regulation of money market funds, including Rule 2a-7’s risk-limiting conditions and the amortized cost method of

valuation, is discussed in greater detail in Section II.
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or money market funds, many are multi-provider and offer clients an array of choices
within the investment option. Corporate treasurers and other institutional investors
find portals to be a convenient way to compare money market funds in terms of their

assets under management, ratings, yields, and average maturities.

o Short-term investment pools. In addition to money market funds, several types of
financial intermediaries purchase large pools of short-term securities and sell shares in
these pools to investors. Such pools include offshore money funds, enhanced cash
funds, ultra-short bond funds, short-term investment funds, and local government
investment pools. Each of these pools is described below. Although the basic structure
is similar across these products, there are key differences among them and among the
types of investors to whom they are offered.

O Offshore money funds are investment pools domiciled and authorized outside
the United States. There is no global definition of a “money fund,” and many
non-U.S. money funds do not maintain a stable NAV.? These funds are
typically denominated in the currency of their domicile. In Europe, money
funds are available in U.S. dollars, Euros, Swiss Francs, or sterling and many
accrue dividends, causing their NAVs to steadily increase.” European money
funds historically were not bound by Rule 2a-7-like restrictions; however,
CESR* issued guidelines in May 2010 with criteria for European money funds
to operate as either “short-term money market funds” or “money market
funds.” CESR’s two-tier categorization is intended to recognize a distinction
in Europe between: (1) a “short-term money market fund,” which may have a
stable or floating NAV and, among other conditions, must operate with a
shorter weighted average maturity (no more than 60 days) and weighted
average life (no more than 120 days); and (2) a longer-term “money market
fund,” which only may have a floating NAV and, among other conditions,
operate with a longer weighted average maturity (no more than 6 months) and

**In Europe, floating NAV money funds may use amortized cost accounting for securities up to 90 days in remaining
maturity as long as there is no material difference between the amortized cost value and the market value. See Committee of
European Securities Regulators (“CESR”), Guidelines on a Common Definition of European Money Market Funds
(CESR/10-049), May 19, 2010, paragraph 21(valuation), available at http://www.cesr.eu/popup2.php?id=6638; CESR, A
Consultation Paper: A Common Definition of European Money Market Funds (CESR/09-850), Oct. 20, 2009, paragraph
8 (valuation), available at http://www.cest-cu.org/data/document/09_850.pdf. See also CESR, Guidelines Concerning
Eligible Assets for Investment by UCITS, CESR/07-044, March 2007, at 8 (article reference 4(2), amortization and
valuation of money market instrument), available at http://www.cest-eu.org/popup2.php?id=4421.

2 While U.S. mutual funds must annually distribute their income and capital gains, many offshore funds tend to roll-up
their income and capital gains. Offshore funds with this “roll-up” treatment therefore provide two advantages over
investments in comparable U.S. funds: (1) tax deferral, and (2) conversion of ordinary income into capital gains, which are
taxed at a lower rate.

2 On January 1, 2011, CESR became the European Securities and Markets Authority.
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weighted average life (no more than 12 months). Europe has an established
and strong market of stable NAV money funds, including a large number of
dollar-denominated money funds that are triple-A rated by credit rating
agencies. The dollar-denominated stable NAV money funds are used by
multinational institutions and others seeking dollar-denominated money
funds. The market for the European triple-A rated stable NAV money funds
has grown from less than $1 billion in 1995 to approximately $640 billion as of
December 10, 2010, with approximately $296 billion of those assets in dollar-
denominated money funds (both prime and government money funds).”

O Enhanced cash funds are investment pools that typically are not registered

with the SEC. These funds seek to provide a slightly higher yield than money
market funds by investing in a wider array of securities that tend to have longer
maturities and lower credit quality. In seeking those yields, however, enhanced
cash funds are not subject to and therefore need not abide by the SEC rule
restrictions imposed on money market funds governing the liquidity, credit
quality, diversification, and maturity of investments. Enhanced cash funds
target a $1.00 NAV, but have much greater potential exposure to fluctuations
in their portfolio valuations. Enhanced cash funds are privately offered to
institutions, wealthy clients, and certain types of trusts. They also may be
referred to as “money market plus funds,” “money market-like funds,”
“enhanced yield funds,” or “3(c)(7) funds” (after the legal exception from
regulation under the Investment Company Act upon which they typically rely).

Ultra-short bond funds are comparable to enhanced cash funds in their
portfolio holdings, but most of these funds are not operated to maintain a
stable NAV. These funds generally are SEC-registered investment companies
and are offered for sale to the public.

Short-term investment funds (“STIFs”) are collective investment funds
operated by bank trust departments in which the assets of different accounts in
the trust department are pooled together to purchase short-term securities.
STIFs are offered to accounts for personal trusts, estates, and employee benefit
plans that are exempt from taxation under the Internal Revenue Code. STIFs
sponsored by national banks are regulated by the Office of the Comptroller of
the Currency (“OCC”). Under OCC regulations, STIFs, like money market

funds, use amortized cost accounting to value their assets.

 Institutional Money Market Fund Association (“IMMFA”), statistical data available at
http://www.immfa.org/stats/default.asp. Total assets of IMMFA funds at the beginning of 2009 were approximately $580

billion and have continued to grow.
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0 Local government investment pools (“LGIPs”) typically refer to state- or
county-operated funds offered to cities, counties, school districts, and other
local and state agencies so they can invest money on a short-term basis. The
agencies expect this money to be available for withdrawal when they need it to
make payrolls or pay other operating costs. Most LGIPs currently available are
not registered with the SEC, as states and local state agencies are excluded from
regulation under the federal securities laws. Investment guidelines and
oversight for LGIPs may vary from state to state.

C.  Characteristics of Money Market Funds

Investors expect to purchase and redeem shares of money market funds at a stable NAV,
typically $1.00 per share. Investors view a stable $1.00 NAYV as a crucial feature of money market funds,
because it provides great convenience and simplicity in terms of its tax, accounting, and recordkeeping
treatment. Investment returns are paid out entirely as dividends, with no capital gains or losses to track.
This simplicity and convenience are crucial to the viability of money market funds because, in contrast
with other mutual funds, they are used primarily as a cash management tool. In money market funds
that allow check-writing, the $1.00 NAV gives investors assurance that they know their balance before
they draw funds. Without a stable $1.00 NAV, many, if not most, investors would likely migrate to
other available cash management products that offer a stable $1.00 NAYV as they seck to minimize tax,
accounting, and recordkeeping burdens.

In addition to a stable $1.00 NAV, money market funds seek to offer investors three primary
features: return of principal, liquidity, and a market-based rate of return.

®  Return of principal. Money market funds seek to offer investors return of principal.
Although there is no guarantee of this (and investors are explicitly warned that this may not
always be possible), money market funds manage their portfolios very conservatively.

e Liquidity. Money market funds provide “same-day” liquidity, allowing investors to redeem
their shares at a price per share of $1.00 and generally to receive the proceeds that day.
Retail investors value this feature because it allows them to manage cash both for daily
needs and to buy or sell securities through brokers. Corporate cash managers must have
daily liquidity in order to manage accounts payable and payrolls.

®  Market-based rates of return. Unlike competing bank deposit accounts such as money
market deposit accounts (“MMDAs”), money market funds offer investors market-based

yields.

Other important characteristics of money market funds include:
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High-quality assets. Money market funds may invest only in liquid, investment-grade
securities. Money market funds maintain their own credit departments to manage their
credit risk exposures. Institutional investors value this independent credit analysis, either
because they may not have sufficient expertise in credit analysis or because money market
funds can provide it more cost effectively. Money market funds generally do not have
leverage or off-balance sheet exposure.

Investment in a mutual fund. Money market funds are mutual funds. Their investors
receive all of the same regulatory protections that other mutual fund investors have under
the Investment Company Act (see Section II). Most money market funds also are publicly
offered and therefore registered under the Securities Act of 1933.

Diversification. Money market funds often invest in hundreds of different underlying
securities, providing investors diversification that would otherwise be difficult, if not
impossible, to replicate and manage through an individual portfolio or through a single

bank.

Professional asset management. Like other mutual funds, the assets of money market
funds are professionally managed so as to achieve the fund’s objectives, which are laid out in

its prospectus.

Economies of scale. Money market funds provide a low-cost cash management vehicle for
investors. In part, money market funds achieve low cost through economies of scale—
pooling the investments of hundreds to thousands of individual retail investors, sometimes
with the large balances of institutional investors.

D. Money Market Funds as Financial Intermediaries

Money market funds efficiently channel dollars from all types of investors to a wide variety

of borrowers, and over the past 25-plus years have become an important part of the U.S. money
market. As of October 2010, 665 money market funds had a combined $2.8 trillion in total net
assets under management, up from $180 billion as of year-end 1983, the year the SEC adopted Rule
2a-7 (Figure 1).
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Figure 1
Total Net Assets of Money Market Funds
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The Report notes that “[w]ith nearly $3 trillion in assets under management, money
market funds are important providers of credit to businesses, financial institutions, and
governments. Indeed, these funds play a dominant role in some short-term credit markets.”* By
investing across a spectrum of money market instruments, money market funds provide a vast pool
of liquidity to the U.S. money market. As of October 2010, money market funds held $2.2 trillion
of repurchase agreements, CDs, U.S. Treasury and agency securities, commercial paper, and
Eurodollar deposits. Taxable money market funds invest primarily in these short-term
instruments” and their holdings represent about twenty percent of the total outstanding amount
of such money market instruments, underscoring the current importance of money market funds as
an intermediary of short-term credit (Figure 2). In comparison, we estimate that money market
funds held less than 10 percent of these same instruments in 1983.

2 Report at 7.

77 As of October 2010, approximately 90 percent of all taxable money market funds’ total net assets were invested in
these instruments. The remaining 10 percent of assets were invested in bank and corporate notes, bankers’
acceptances, cash reserves less any liabilities, and other miscellaneous assets.
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Money market funds also are major participants within individual categories of taxable
money market instruments. As of October 2010, these funds held 45 percent of outstanding short-
term U.S. agency securities, 37 percent of commercial paper, 12 percent of short-term Treasury
securities, 19 percent of repurchase agreements, 25 percent of large CDs, and 7 percent of
Eurodollar deposits.

Tax-exempt money market funds are a significant source of funding to state and local
governments for public projects such as roads, bridges, airports, water and sewage treatment
facilities, hospitals, and low-income housing. As of May 2010, tax-exempt money market funds
had $352 billion under management and accounted for an estimated 56 percent of outstanding
short-term municipal debt (Figure 2).
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Figure 2
Selected Money Market Instruments

October 2010

Total Money market fund holdings

Billions of dollars Billions of dollars Percentage of total

Total taxable instruments $10,700 $2,213 21%
Agency securities' 901 409 45
Commercial paper 1,051 384 37
Treasury securities” 2,551 304 12
Repurchase agreements’ 2,894 549 19
Certificates of deposit* 1,802 457 25
Eurodollar deposits® 1,501 110 7
Total tax-exempt instruments® 625 352 56

'Debt issued by Fannie Mae, Freddie Mac, and the Federal Housing Finance Agency due to mature by the end of October
2011; category excludes agency-backed mortgage pools.

*Marketable Treasury securities held by the public due to mature by the end of October 2011.

*Repurchase agreements with primary dealers; category includes gross overnight, continuing, and term agreements on
Treasury, agency, mortgage-backed, and corporate securities. See http://newyorkfed.org/xml/gsds_finance.html.

“Certficates of deposit are large or jumbo CDs, which are issued in amounts greater than $100,000.

SCategory includes claims on foreigners for negotiable CDs and non-negotiable deposits payable in U.S. dollars, as reported
by banks in the U.S. for those banks or those banks' customers' accounts.

“Estimated as of May 2010. Category includes variable rate demand notes, auction rate securities, tender option bonds, and
other short-term debt. Category does not include long-term fixed-rate debt due to mature by the end of December 2010.

Sources: Investment Company Institute, Federal Reserve Board, U.S. Treasury Department, Fannie Mae, Freddie Mac,
Federal Housing Finance Agency, Federal Reserve Bank of New York, Municipal Securities Rulemaking Board, Municipal
Market Advisors
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For nearly 40 years, financial intermediation has developed outside of banks—a
phenomenon that has benefited the economy by providing households and businesses more access
to financing at a lower cost. Growth in money market fund assets has helped to deepen the
commercial paper market for financial and nonfinancial issuers. Many major nonfinancial
corporations have come to rely heavily on the commercial paper market for short-term funding of
their day-to-day operations at interest rates that are typically less than rates on bank loans. The
need for financial issuers to comply with Basel III, such as the new short-term liquidity ratio, will
make the ready availability of money market funds to supply liquidity more necessary than ever.

In 1983, the year the SEC adopted Rule 2a-7, the commercial paper market had only about
$185 billion outstanding—about one-fifth of the $990 billion in non-mortgage loans then on the
books of banks and finance companies. At its peak in mid-2007, prior to the start of the financial
crisis, the commercial paper market provided a total of $2.1 trillion in financing—equivalent to
over half of the $3.6 trillion in on-balance sheet non-mortgage bank and finance company loans.

In August 2007, outstanding commercial paper, particularly ABCP, began to contract as
reports of defaults in commercial paper issued by structured investment vehicles (“SIVs”) started to
surface. While money market funds shied away from buying additional paper issued by SIVs, they
continued to supply credit to other financial and nonfinancial corporations in the commercial
paper market. Over the next two years, even as the commercial paper market as a whole contracted,
money market funds’ share of financing in this market grew steadily, reaching a peak of 46 percent
($520 billion out of a total of $1.1 trillion) at the end of 2009. As of October 2010, money market
funds held $384 billion (37 percent of the market) in outstanding commercial paper (Figure 3).
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Figure 3
Money Market Funds’ Holdings of Commercial Paper
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II. Regulation of Money Market Funds

The regulation of money market funds is one of the greatest success stories in the history of
financial services regulation. The flexible and resilient regulatory structure created by the Investment
Company Act has been critical in allowing this product to achieve its full potential. Indeed, since this
structure was put into place in 1983, $330 trillion—almost one-third of a quadrillion dollars—have
flowed in and out of money market funds.

Money market funds, like all mutual funds, are subject to a comprehensive regulatory scheme
under the federal securities laws that has worked extremely well for over 70 years. Their operations are
subject to all four of the major federal securities laws administered by the SEC, including the Securities

Act of 1933, the Securities Exchange Act of 1934, the Investment Advisers Act of 1940, and, most
importantly, the Investment Company Act.”®

The Investment Company Act goes far beyond the disclosure and anti-fraud requirements that
are characteristic of the other federal securities laws and imposes substantive requirements and
prohibitions on the structure and day-to-day operations of mutual funds. Among the core objectives of

¥ Mutual funds also are subject to most of the requirements that apply to U.S. corporate issuers under the Sarbanes-Oxley
Act 0of 2002.
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the Investment Company Act are to: (1) provide for a high degree of oversight and accountability; (2)
ensure that investors receive sufficient information about the fund, including its fees and expenses, and
that the information is accurate and not misleading; (3) protect the physical integrity of the fund’s
assets by having explicit rules concerning the custody of portfolio securities; (4) prohibit or restrict
affiliated transactions and other forms of self-dealing; (5) prohibit unfair and unsound capital
structures (by, for example, placing constraints on the use of leverage); and (6) ensure the fairness of

transactions in fund shares.

One defining feature of money market funds is that, in contrast to other mutual funds, they
seck to maintain a stable NAV or share price, typically $1.00 per share. The Investment Company Act
and applicable rules generally require mutual funds to calculate current NAV per share by valuing their
portfolio securities for which market quotations are readily available at market value and other
securities and assets at fair value as determined in good faith by the board of directors. Rule 2a-7
exempts money market funds from these provisions and permits them to determine their NAV using
the amortized cost method of valuation instead, which facilitates money market funds’ ability to
maintain a stable NAV. Under the amortized cost method, portfolio securities generally are valued at
cost plus any amortization of premium or accumulation of discount. The basic premise underlying
money market funds’ use of the amortized cost method of valuation is that high-quality, short-term
debt securities held until maturity will return to the amortized cost value, regardless of any current
disparity between the amortized cost value and market value, and would not ordinarily be expected to
fluctuate significantly in value. Therefore, Rule 2a-7 permits money market funds to value portfolio
securities at their amortized cost so long as the deviation between the amortized cost and current

market value remains minimal and results in the computation of a share price that represents fairly the
current NAV per share of the fund.””

To reduce the likelihood of a material deviation occurring between the amortized cost value of
a portfolio and its market-based value, Rule 2a-7 contains several conditions designed to limit the
fund’s exposure to certain risks by governing the credit quality, liquidity, maturity, and diversification
of a money market fund’s investments.*

These risk-limiting conditions include requirements that money market funds:

¢ only invest in high-quality securities that mature in 13 months or less (with exceptions for
certain types of securities including variable and floating rate securities that have an interest

** Rule 2a-7 also permits money market funds to use the penny rounding method of pricing. Under this method, share price
is determined by valuing securities either at market value, fair value, or amortized cost, and rounding the per share NAV to
the nearest cent on a share price of $1.00.

*Any fund registered under the Investment Company Act that holds itself out as a money market fund, even if it does not
rely on the exemptions provided by Rule 2a-7 to maintain a stable share price, also must comply with the rule’s risk-limiting
conditions. The SEC adopted this approach to address the concern that investors would be misled if an investment
company that holds itself out as a money market fund engages in investment strategies not consistent with the risk-limiting
conditions of Rule 2a-7.
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rate reset of no more than 397 days or a demand feature), which a fund’s board of directors
(or its delegate) determines present minimal credit risks, and a requirement that at least 97
percent of a fund’s assets be invested in securities held in government obligations or other
securities that either received the highest short-term rating or are of comparable quality;

e maintain a sufficient degree of portfolio liquidity necessary to meet reasonably foresecable
redemption requests, including a requirement that all taxable funds maintain at least 10
percent of assets in cash, Treasury securities, or securities that convert into cash within one
day, and that all funds maintain at least 30 percent of assets in cash, Treasury securities,
certain other government securities with remaining maturities of 60 days or less, or
securities that convert into cash within one week;

e maintain a weighted average portfolio maturity that reduces both interest rate and credit
g ge p y

spread risk; and

e maintain a diversified portfolio designed to limit a fund’s exposure to the credit risk of any

single issuer.

In addition, Rule 2a-7 includes certain procedural requirements overseen by the fund’s board of
directors. One of the most important is the requirement that the fund periodically “shadow price” the
amortized cost NAV of the fund’s portfolio against the mark-to-market NAV of the portfolio. If there
is a difference of more than % of 1 percent (or $0.005 per share), the fund’s board of directors must
consider promptly what action, if any, should be taken, including whether the fund should discontinue
the use of the amortized cost method of valuation and re-price the securities of the fund below (or
above) $1.00 per share, an event colloquially known as “breaking the dollar.” Regardless of the extent of
the deviation, Rule 2a-7 also imposes on the board of a money market fund a duty to take appropriate
action whenever the board believes the extent of any deviation may result in material dilution or other
unfair results to investors or current shareholders. Moreover, all funds must dispose of a defaulted or
distressed security (e.g., one that no longer presents minimal credit risks) “as soon as practicable,” unless

the fund’s board of directors specifically finds that disposal would not be in the best interests of the

fund.

Money market funds also must disclose in their prospectus that “an investment in the [fJund is
not insured or guaranteed by the Federal Deposit Insurance Corporation or any other government
agency. Although the [flund seeks to preserve the value of your investment at $1.00 per share, it is
possible to lose money by investing in the [flund.”"

3! In light of money market funds’ experience during the financial crisis, the MMWG Report recommended that money
market funds reassess and, if appropriate, revise their disclosures, including advertising and marketing materials, and in
particular their risk disclosures, to evaluate whether these disclosures fully capture the risks that money market funds may
present. See MMWG Report at 91-92.
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The SEC’s January 2010 rule amendments raised credit standards and shortened the maturity
of money market funds’ portfolios—further reducing credit and interest rate risk. The rule changes
require more frequent disclosure of money market funds” holdings, so both regulators and investors will
better understand funds’ portfolios. The amendments also directly addressed the liquidity challenge
faced by many funds during the financial crisis by imposing for the first time explicit daily and weekly
liquidity requirements (described above). The amendments further require funds to have “know your
investor” procedures to help them anticipate the potential for heavy redemptions and adjust their
liquidity accordingly.

In addition, the SEC took an important step to help bolster money market funds’ resilience to
severe market stress and redemption pressures. The SEC gave money market fund boards of directors,
the majority of whose members are independent of fund management, the ability to suspend
redemptions if a fund has broken or is about to break the dollar—a powerful tool to assure equitable
treatment for all of the fund’s shareholders, stem any flight from the fund, and ensure an orderly
liquidation of a troubled fund. Indeed, this capability, which is available only if the board has
determined to liquidate the fund, protects shareholders under extreme circumstances by ensuring that
the actions of investors who exit a money market fund first do not harm those remaining behind.

The comprehensive protections of the Investment Company Act, combined with the exacting
standards of Rule 2a-7, have contributed to the strength of money market funds.

III. Consideration of PWG Reform Options

The Report discusses seven options for further reform of money market funds. As the Report
notes, the SEC previously requested comment on some of the same options in connection with
proposing the money market fund reforms it adopted last year. The Report also discusses the possibility
of imposing enhanced constraints on less regulated money market fund substitutes to address concerns
that new requirements for money market funds will reduce their appeal to many investors.

ICI and its Money Market Working Group previously considered many of the possible reforms
outlined in the Report.** Nevertheless, in response to the publication of the Report, we reviewed each
option presented, including those we considered before. The fund industry also has continued to
explore other ideas for reform of money market funds and we discuss one recommendation—greater
transparency of money market fund investors to aid in fulfilling a fund’s “know your investor”
obligations—at the end of the letter.

Three principles have guided our analysis of possible additional money market fund reform
measures. First, given the tremendous benefits money market funds provide to investors and the

economy, it is imperative to preserve this product’s essential characteristics. Second, in devising a

32 See MM W G Report; Letter from Karrie McMillan, General Counsel, Investment Company Institute, to Elizabeth M.
Murphy, Secretary, Securities and Exchange Commission (September 8, 2009) (commenting on the SEC’s proposed money
market fund reforms).
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solution we need to stay focused on the objective policymakers are seeking to achieve: to strengthen
money market funds even further against adverse market conditions and enable them to meet
extraordinarily high levels of redemption requests. Finally, any solution must be designed to promote
this important policy goal while minimizing the potential for unintended negative consequences.

A.  Private Emergency Liquidity Facility for Money Market Funds

Of all the approaches described in the Report, a private emergency liquidity facility for prime
money market funds has the most promise, with the least negative impact, for addressing policymakers’
concerns. The Report lists the advantages, as well as a number of potential risks and challenges, that
such a facility might present, and recommends further analysis and discussion.

Over the past year and a half, with the assistance of ICI members, outside legal counsel, and
consultants, ICI has sought to develop a model for an emergency liquidity facility for prime money
market funds (“LF”). In doing so, we believe we have addressed many of the risks and challenges cited
in the Report. To be sure, our proposed LF still presents certain hurdles, most notably the cost of
participation and the need for regulatory action to implement our design. Nonetheless, we believe that
the prime money market fund industry generally could support the LF as a liquidity backstop as the
best option for further reform so long as: (1) prime money market funds participating in the LF would
be permitted to use amortized cost and continue to seck to maintain a stable NAV; (2) the cost of
participation is reasonable given the current yield environment; and (3) the LF is a factor when
regulators consider bank liquidity and capital requirements for banks that sponsor money market
funds. Following is a description of ICI’s proposed LF and a discussion of the risks, benefits, and
challenges.?

1. Overview and Purpose of the LF

The proposed LF is an industry-sponsored solution intended to enhance liquidity for prime
money market funds during times of unusual market stress. Our proposal contemplates that all prime
money market funds would be required to participate in the LF.>* The LF would be formed as a state-
chartered bank or trust company, and would be capitalized through a combination of initial
contributions from prime fund sponsors and ongoing commitment fees from member funds.
Additional capacity would be gained from the issuance of time deposits to third parties.

33 A detailed presentation on the LF is attached as an appendix to this letter.

3 As mentioned in the Report, one alternative to requiring all prime money market funds to participate in the LF would be
to require participation as a condition for the continued use of amortized cost pricing. Prime money market funds that did
not participate would be required to switch to a floating NAV or to a Treasury or government fund. See Report at 29
(suggesting a two-tier system for money market funds in which stable NAV funds would be subject to certain enhanced
protections) and Section IILE. of this letter. The Report does not distinguish between prime and other money market
funds, but given the very different experiences of these funds when liquidity is scarce, we emphasize that further reform
efforts should be addressed to prime money market funds.
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During times of unusual market stress, the LF would buy high-quality, short-term securities
from prime money market funds at amortized cost. This function has two main benefits. First, the LF
would enable participating funds to meet redemptions while maintaining a stable $1.00 NAV, by
ensuring them a purchaser for high quality, short-term paper, essentially serving as a dedicated market
maker when markets are frozen. Second, in doing so, the LF would help protect the broader money
market by allowing funds to avoid selling into a challenging market, mitigating a downward spiral in the
market prices of money market instruments. As a related matter, we believe that the very existence of
such a liquidity backstop could provide reassurance to investors, and thereby limit the risk of increased
redemptions in all prime money market funds brought on by liquidity concerns in a single fund.
Importantly, the LF is 7o intended to provide credit support; rather, it is intended to meet liquidity

needs occasioned by market stresses through the acquisition of high-quality instruments.

The LF is designed to provide a liquidity backstop only after a substantial portion of a fund’s
minimum mandated liquidity positions are utilized. The SEC’s recent amendments to Rule 2a-7,
discussed in Section II, create a fund-by-fund buffer of 10 percent of assets under management in daily
liquidity, and 30 percent weekly liquidity. For the prime money market fund industry, this amounts to
approximately $160 billion in daily liquidity and $485 billion in weekly liquidity.”> And these amounts
are minimums; depending on a fund’s “know your investor” analysis and stress testing, liquidity
holdings may increase as markets appear more fragile or the liquidity needs of a particular fund are
greater. As discussed further below, the access policies and fees of the LF are designed to encourage
funds to use their own liquidity before turning to the LF.

2. Structure of the LF

The LF would be a state-chartered bank or trust company, compliant with applicable banking
laws. It would be a member of the Federal Reserve, eligible to access the discount window in the
ordinary course, and would issue time deposits that are eligible for Federal Deposit Insurance
Corporation (“FDIC”) insurance, although the LF would not seck to insure those deposits.

The LF would be governed by a board of directors, which would include the LF’s Chief
Executive Officer and Chief Operating Officer, independent directors, and representatives of member
funds, including a range of large, medium and smaller funds. The LF would have employees, but also
likely would outsource a number of functions to third-party service providers. These third-party
relationships would be overseen by the board. The board also would review the LF’s policies and

procedures, many of which are discussed below.*

% Estimates based on ICI data for prime money market funds with assets under management of $1.65 trillion as of August
31,2010.

3¢ For more information on the organization and governance of the LF, see Appendix, slides 35-42.
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3. Capitalization and Capacity of the LF?

The LF would have two direct sources of capital. The LF’s initial capital would come from
sponsors of prime money market funds, based on their assets under management, with an aggregated
target initial equity of $350 million. The minimum contribution for the smallest funds or new market
entrants would be $250,000 and the maximum contribution would be capped at 4.9 percent of the
total initial equity.”®

The LF also would require ongoing commitment fees of its member funds, which would accrue
for the benefit of current and future money market fund sharcholders (not LF equity holders). As
proposed, those fees would be set at 3 basis points per year on fund assets under management; the board
would have the authority to raise these fees as yields on money market instruments rise to enable the LF
to build capital more rapidly. Prime money market fund sponsors are acutely sensitive to costs in the
current low-yield environment; many are waiving fees to prevent negative yields, and net prime money
market fund fees are at their lowest level in a decade.’” Yet, commitment fees are a critical element in
building LF capital, and we would expect the LF board to raise commitment fees should it become

feasible.

To further increase capacity, at the end of its third year, the LF would issue to third parties time
deposits paying a rate approximately equal to the 3-month bank CD rate.** Issuance would be capped
at 1.3 percent of prime money market fund assets under management to ensure sufficient interest
coverage and would be laddered to ensure that the inability to roll any particular issuance would not
adversely affect the LF’s liquidity and solvency. The deposits would be “eligible securities” under Rule
2a-7, meaning that money market funds would be permitted to purchase and hold them in their
portfolios.

The LF would seek to achieve and maintain a minimum leverage ratio of 5 percent, making it
“well capitalized” under the federal banking regulators’ prompt corrective action rules.” Subject to the
5 percent leverage ratio, the LF would have the ability to borrow from the Federal Reserve discount
window during times of market stress. This access, together with the LF’s direct sources of capital, will
provide the LF with an estimated capacity of approximately $7 billion at its start, $12.3 billion at the

%7 For more information on the capitalization of the LF, see Appendix, slides 8-9. For more information on the capacity of
the LF, see Appendix, slides 17-19.

3% The 4.9 percent cap is in place to avoid deemed “control” by any single fund sponsor under the Bank Holding Company
Act of 1956. The Bank Holding Company Act contains a presumption of non-control that ordinarily applies when an
investor owns less than 5 percent of any class of voting securities of a bank. See 12 CFR 225.31(e).

% See Appendix, slides 11-15.

% Issuance of time deposits would be delayed for three years to ensure that the LF has sufficient capital to make interest
payments and to establish a credit and management record.

# 8ee 12 U.S.C. § 18310. The leverage ratio is the ratio of total capital to assets. See Appendix, slide 19.
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end of the first year, $30 billion at the end of five years, and $50-55 billion at the end of year 10.%
These figures are based on a steady commitment fee of 3 basis points and $1.65 trillion in industry
assets. ®® Of course, if market conditions improve and the LF board is able to increase the commitment
fee, the LF’s capacity would increase more rapidly. As noted above and discussed further below, this
capacity would be tapped only affer funds have largely used their SEC-mandated liquidity.

4. Operation of the LF in “Normal Mode”

In “normal mode,” which we anticipate would be the vast majority of the LF’s existence, the LF
would invest the proceeds of its sponsor capital, commitment fees, and time deposits issued to third
parties in a portfolio of short duration Treasury and agency securities. These investments would be
carefully managed to ensure their ready ability to be sold to provide liquidity to member funds. At least
75 percent of the portfolio would have a maturity of 90 days or less; the balance could have a maturity
of between 91 and 180 days. The proceeds of the LF’s investments would be used both to build capital
and to pay third-party investors on the time deposits.

The LF would test its operations and would conduct ongoing credit analysis to establish and
maintain a non-public list of securities that are acceptable to the LF, as discussed further below. The LF
would issue and pay interest on time deposits, collect commitment fees, and manage the true-up process
for equity contributions. The LF would approve contracts with third party service providers, and
manage corporate and back office functions. The LF also would collect and analyze data from funds,
including trends in the money market fund industry, assets under management levels, and issuer and
industry concentration levels.

S. Operation of the LF in “Liquidity Mode”

During times of unusual market stress, the LF would be available to purchase high-quality,
short-term assets including commercial paper, ABCP, bank notes and bankers’ acceptances from
member funds, subject to the risk-limiting policies and conditions discussed below. We anticipate that
the LF would hold these securities to maturity, at which point it would reinvest the proceeds in

Treasury securities after the market stress subsides, and return to “normal mode.”

The LF’s access policies and fees, along with the asset policies and other risk management
procedures discussed below, are designed to minimize moral hazard, prevent the LF from taking on
credit risk, and make the LF unattractive as an arbitrage vehicle in a rising interest rate environment.
Stress testing on the LF model suggests that its conservative portfolio policies make it unlikely to suffer
a material reduction in capital.

#We anticipate that the LF would continue to increase capacity after year 10; we modeled these periods for illustrative
purposes.

# See Appendix, slide 18 for more detail.
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6. The LF’s Risk-Limiting Policies
a) Access Policies

In order to access the LF, a fund would have to demonstrate a liquidity need, evidenced by
significant redemption requests. A fund would not be permitted to access the LF if it had already
broken the dollar, or if it would do so as a result of a liquidity exchange with the LF. Additionally, a
fund secking liquidity from the LF would be required to present its entire portfolio to the LF’s credit
analysts for review, and could only access the LF if it possessed securities that the LF would buy.
Finally, a fund accessing the LF would have to pay a fee that is the greater of (1) 25 basis points
annualized and (2) the secondary discount rate for borrowing from the discount window less the yield
to maturity from the proceeds of the sale of securities to the LF at amortized cost. The requirement
that a fund demonstrate a liquidity need, along with the access fees imposed, are intended to prevent
funds from attempting to sell low-yield securities to the LF in a rising interest rate environment.

The requirement that a fund not have broken the dollar is intended to prevent a single fund
from using a large share of the LF’s available liquidity.* Additionally, a fund typically would be limited
to its proportionate share of the LF’s available liquidity, based on its assets under management.®
Because funds would have to pay an access fee, and would have limits placed on the amount of liquidity
they could draw from the facility, we believe funds would continue to have strong incentives to
maintain adequate levels of liquidity, thus reducing moral hazard.

b) Policies to Address Portfolio Risks

As noted above, the LF is not designed to provide credit support, but rather to meet liquidity
needs brought on by market stresses. The LF’s stringent asset policies are intended to prevent the LF
from absorbing credit risk, and to minimize through diversification controls the effects of any default
that may nevertheless occur. The policies also are designed to limit concentration and duration risk.
Importantly, the LF would retain the power to determine which securities—if any—it would accept
from a fund secking liquidity, and would provide no guarantee to member funds that it would accept
any given security.*

Specifically, the LF’s policies would be carefully tailored to minimize risks as follows:

# New SEC Rule 22¢-3 permits a money market fund’s board to suspend redemptions and wind up the fund in an orderly
manner if the fund has or is about to break the dollar; we believe that path to be more appropriate for a fund under these
circumstances than to use liquidity from the LF.

% The LF’s board would have the authority to increase the liquidity made available to a fund if appropriate under the
circumstances, such as to correct idiosyncratic events or forestall significant redemption requests at a small subset of funds.

4 We anticipate that member funds would have the option, from time to time, of submitting their portfolios to the LF for
review, and receiving a report that would state, as of that time, the percentage of the portfolio that is on the LF’s approved
list.
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o  Credit risk: the LF would accept only first-tier securities that are not on credit watch;
would maintain a non-public list of acceptable issuers from which it would accept securities,
based on independent credit analysis”’; and importantly, would retain final decision-making
authority over which securities to purchase from a fund.

o  Concentration risk: the LF generally would seck to avoid a single issuer concentration
(excluding Treasury and agency securities) greater than approximately 2 percent of LF
assets.

®  Duration risk: no less than 75 percent of accepted securities would have a maturity of 45
days or less, while up to 25 percent could have a maturity of up to 60 days, resulting in a
maximum weighted average maturity of 49 days; further, the duration of the time deposits
issued by the LF would be closely matched to the accepted commercial paper portfolio,
minimizing price and interest rate risks.

c) Stress Testing for Capital Loss

Stress testing performed on the LF model suggests it is highly unlikely that the LF would ever
face a capital loss exceeding 5 percent of assets. We considered four potential scenarios that could draw
on the LF’s capital, and how they are mitigated by the LF’s design.®® The first is a default loss on the
commercial paper or other assets purchased by the LF. The LF’s asset policies, specifically
concentration and credit quality requirements, should make issuer defaults unlikely. Further, in the
event of a default, recovery rates on defaulted first-tier securities historically have been very high, and

the LF’s concentration limits should minimize its exposure to a defaulting issuer.

Second, the LF could face a temporary loss due to a difference between the fair market value of
purchased securities and the selling fund’s amortized cost. Based on historical experience, this
difference is unlikely to be greater than one percent for any security that passes the LF’s credit quality
requirements. Moreover, because no more than 25 percent of the securities accepted by the LF may
have maturities of between 45 and 60 days, this loss should be reversed in no more than 60 days, when
the longest-dated securities mature.

Third, the LF could assume losses from a rise in interest rates during liquidity mode. The short
duration of the securities should limit this risk; even if the largest historical Treasury bill interest rate
increase (350 basis points) occurred again, the LF’s capital ratio would decline by only 35 basis points.

¥ We anticipate that credit analysis for non-governmental securities would be outsourced to a manager that is experienced
in evaluating these instruments, but that does not sponsor money market funds. This factor would ensure that one fund
complex does not have an advantage over others in having access to the design or contents of the approved list.

# See Appendix, slides 25-34 for more detailed analysis of our stress testing.
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Finally, member funds might seek to use the LF for arbitrage during times of rising interest rates
by selling low-yielding commercial paper to the LF. The LF access fee and the requirement that funds
demonstrate liquidity needs are designed specifically to avoid this risk.

In the event of a capital impairment, the LF could be managed to a quick recovery. Unlike a
traditional commercial bank, the LF would be able to: (1) rapidly deleverage, as the balance sheet
consists of short duration assets and liabilities, limiting reliance on market liquidity; and (2) rebuild
capital from the recurring fee income from the commitment fee.

7. Addressing the PWG’s Concerns

The Report enumerates several potential policy concerns with the concept of a private
emergency liquidity facility. We, too, considered each of these concerns in developing the proposed LF.
We believe that the LF as currently designed adequately addresses them, as discussed below.

First, the Report recognizes the tension between permitting voluntary participation in a
liquidity facility, which would allow non-participating funds to “free ride” on the market stability the
facility provides, and requiring participation, which would impose costs on participants and obligations
on regulators to ensure the facility was operated equitably and efficiently. Free riding is a serious
concern, both from a fairness perspective and as a potential catalyst for further systemic risk.

We believe participation in the LF should be mandatory for all prime money market funds.
The existence of the LF presumably would provide assurance to investors about the stability of prime
money market funds; all such funds should share that cost. Additionally, the existence of two types of
prime money market funds, i.e., participating funds and non-participating funds, likely would confuse
investors and adversely affect the broader markets. Some investors in non-participating funds might be
unaware that their funds do not have access to the LF, and could face unexpected difficulties obtaining
redemption proceeds in times of extreme market distress. These investors’ concerns, if widespread and
public, could spread to participating funds, where investors could needlessly seeck redemptions out of
fear of being similarly situated, placing unnecessary but very real pressure on those funds and the LF.

Alternatively, investors that are aware of the differences might redeem from non-participating
funds and move to participating funds during difficult markets, thus arbitraging the distinctions
between them (obtaining a higher yield from lower cost, non-participating funds during good times but
exiting quickly for the participating funds during a market crisis). Those investors would not have paid
for their liquidity protection and the LF’s capacity would not have had time to increase to support this
higher level of assets under management.

Section 2.e. of the Report suggests one means of mandating participation in the LF:
participation would be required for prime funds that wish to continue using amortized cost pricing, and
funds that opted out would either switch to a floating NAV or convert to a Treasury or government
fund. We would support this approach. We further agree that assuring all prime funds participate in
the LF would require regulatory action to enforce, similar to the membership requirements of the
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Securities Investor Protection Corporation and the Financial Industry Regulatory Authority. Italso
would require governmental oversight: the LF we propose would be established as a state-chartered
bank and subject to bank regulatory oversight.

The Report also notes the importance of ensuring that the facility has adequate capacity to
meet money market funds’ liquidity needs during a crisis. It describes certain risks of inadequate
capacity, including creating incentives for some advisers to tap the facility before others do, thereby
triggering a run on the facility and possibly expanding a run on money market funds generally.
Ultimately, it suggests that any such facility may require access to alternative sources of liquidity.

We fully agree with the PWG that adequate capacity is a critical element of a liquidity facility,
and we analyzed a wide range of funding options to achieve capacity without making the LF cost-
prohibitive for prospective participants. We drew the same conclusion about the importance of an
alternative source of liquidity, and therefore designed the LF as a state-chartered bank that may access
the Federal Reserve discount window, with a minimum leverage ratio of 5 percent. We believe the
proposed LF, together with the daily and weekly liquidity now required under SEC rules, would offer
during future periods of unusual market stress substantial additional liquidity over that available to
money market funds in 2008—particularly once the time deposits are issued in year three and beyond.*
We note that Basel III established a 9-year timeframe for the building of capital for banks, and
anticipate that the LF would need a similar time period to build capacity.

Another concern raised by the Report is the potential for conflicts of interest when liquidity is
in short supply. As the Report notes, the facility must balance the need to avoid losses on commercial
paper against the need to purchase such paper if it is to be an effective liquidity backstop; the facility
also would need to balance the needs of different types of participants with different interests. As to the
first concern, the LF’s independent credit analysis function, and ability to select which assets it will
accept, should enable it to effectively minimize losses while providing liquidity. With respect to
conflicts among members or sharcholders, the proposed LF governance structure, which includes a
board comprised of representatives from a range of fund sizes as well as independent directors, is
intended to guide the LF to pursue the best interests of the entire prime money market fund industry.
It should be noted that the mutual fund industry has previously been successful in developing an
industry solution to a market-wide problem, creating ICI Mutual Insurance Company, RRG (“ICI

# Mindful that access to the discount window should not be obtained at taxpayer expense, we designed the LF as a state-
chartered bank that would be eligible to access the window in the ordinary course under Regulation A—in other words,
paying full Federal Reserve membership and haircuts for window access. See 12 CFR pt. 201.

50 Additionally, a fund or group of funds would typically be prevented from accessing all of the LF’s liquidity, such as
through policies that would generally provide for the distribution of liquidity on a proportionate basis among member
funds, based on assets under management.
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Mutual”) in 1987 in response to problems experienced by the investment management industry in
obtaining adequate fidelity bond coverage and D&O/E&O liability insurance at reasonable rates.>!

Finally, the Report notes that rules governing access to a liquidity facility “would have to be
crafted carefully to minimize the moral hazard problems among fund advisers, who could face
diminished incentive to maintain liquidity in their money market funds.” We agree with this concern.
Our model would require that funds not only maintain at least the Rule 2a-7 mandated levels of
liquidity, but also pay an access fee for using the facility. We balanced those protections with the
recognition that excessive restrictions on access would limit the facility’s effectiveness. As discussed
above, we gave careful consideration to these concerns in developing the LF access policies, fees, and
criteria for acceptable securities, and we believe they strike the right balance.

B.  Requiring Money Market Funds to “Float” Their NAVs

In its proposal to amend Rule 2a-7, the SEC requested public comments on the possibility of
eliminating the ability of money market funds to use the amortized cost method of valuation, forcing
them to “float” their NAVs. Out of more than 120 comment letters filed with the SEC during the
comment period, the ones that favored floating NAVs could be counted on one hand. By contrast,
scores of letters, including one from ICI, opposed this idea.’> Also included among those letters were
many from individual investors who strongly opposed changing the fundamental nature of money
market funds. Indeed, the SEC’s own Investor Advisory Committee has before it a resolution that calls
upon the SEC to preserve the stable NAV as a core feature of money market funds.”> Nevertheless, the
Report again discusses the option of requiring money market funds to float their NAVs. This would
require funds to use mark-to-market pricing of fund portfolio securities rather than amortized cost
accounting for the purpose of determining the NAV of fund shares on a daily basis.

5! ICI Mutual is the predominant provider of Directors and Officers/Errors and Omissions liability insurance and fidelity
bonding for the U.S. mutual fund industry. Its insureds represent more than 60 percent of the industry’s managed assets.
As the mutual fund industry’s captive insurance company, ICI Mutual is owned and operated by and for its insureds.

52 The SEC received more than 60 comment letters in opposition to the concept of requiring money market funds to float
their NAVs during its rulemaking on amendments to Rule 2a-7. These letters came from a broad spectrum of businesses,
governments, schools, retirement plans, consumer groups, and financial services firms. The list of these entities is available at
hetp://www.ici.org/policy/regulation/products/money_market/10_mmfs_opposefloatingnav. We are aware of another 40
companies or organizations that submitted letters during preparation of the Report to the SEC or the Treasury Department,
or both, in opposition to floating NAV.

53 The resolution states: “Money market funds should not be required to use a floating NAV. Money market funds play a
vital role as cash management vehicles for millions of Americans and as liquidity facilities for short-term borrowers. They
have an extraordinary history of stability, with only two instances of failure in three decades of regulation under Rule 2a-7.
If the Commission believes that the stability of money market funds can be improved, then it should consider appropriate
prudential measures. Mandating a floating NAV, however, would put the continued viability of money market funds at risk
and be detrimental to the interests of America’s retail investors.” The resolution and corresponding memorandum are
available on the SEC’s website at http://sec.gov/spotlight/invadvcomm/iacmemo-mmf.pdf.
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The Report states that requiring money market funds to move to a floating NAV system
“would have some potential benefits, but those benefits would have to be weighed carefully against the
risks that such a change would entail.” As we discuss below, and as numerous commenters have already
advised the SEC, such a change would be unlikely to reduce systemic risk and may, in fact, increase it.
Furthermore, we have deep concerns about the impact such a change would have on financial markets,
both during a transition period and afterward.

1. Impact of a Floating NAV on Preventing Investor Runs

The Report presents five features of money market funds, their investors, and sponsors that,
taken together, the PWG believes contribute to the incentive for investors to exit money market funds
rapidly during market stress.”* Rounding NAVs to $1.00 is one of these features. Even if money market
funds were prohibited from using amortized cost accounting, however, the other features of money
market funds, their investors, and the markets that would remain could make prime money market
funds susceptible to sudden, high redemption requests.

First, money market funds with floating NAVs would still provide a similar degree of maturity
and liquidity transformation because the funds would continue in their role as intermediaries between
shareholders who want liquid investments and borrowers that desire term funding.® Second, requiring
funds to float their NAVs is unlikely to do much to alter investors’ views about whether money market
funds are low risk-investments. As the Report notes, under normal conditions, the shadow prices of
money market funds’ portfolios generally deviate very little from $1.00. This is simply a reflection of
the fact that money market funds invest in very short-term, high-quality, fixed-income securities and
the price of these securities deviates little from their amortized cost value absent a large interest rate
movement or credit event. Third, money market funds would continue to be exposed to interest rate
and credit risk. When risk intolerant investors seek to move away from certain funds or broad sectors
of the markets during future crises, the transition would continue to be potentially disruptive.

>4 See Report at 8-11. While the Report speaks broadly of runs occurring in money market funds, our understanding is that
experience during the financial crisis was more nuanced; investors that redeemed shares of their money market funds
typically redeemed from prime money market funds, and often invested those proceeds in Treasury or government money

market funds. See supra note 9.

55 While much has been made of the maturity transformation of money market funds, financial markets in general provide
maturity transformation of securities. Equities are a perpetual security and equity markets exist to allow investors to
transform the maturity of these securities. Pooling buyers and sellers creates liquidity and reduces the costs of maturity
transformation. Markets for bonds and money market instruments provide similar maturity transformation. Investors have
incentives in these markets to “rush the doors” before imbalances become severe, and at times uncertainty prevents buyers
from returning to the markets. For example, in the fall of 2008, even as money market funds once again became net buyers
of commercial paper, other investors that had left the commercial paper market remained reluctant to purchase these
securities. Total outstanding commercial paper contracted, and the money market fund share of the market rose from 34
percent in September 2008 to 40 percent in January 2009. The contraction of the commercial paper market caused severe
funding dislocations, and the Federal Reserve helped to support these markets through the Commercial Paper Funding
Facility.
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Finally, although the Report does not explicitly discuss the money market as a factor, this
market itself historically is susceptible to liquidity pressures. Lenders in this market typically need ready
access to their cash and have a low tolerance for financial risk. Borrowers depend on these markets to
meet their immediate funding needs. Rollover issuances are a very high percentage of the outstanding
short-term securities. During periods of financial stress, risk intolerant investors can and do move
quickly out of the markets, leaving large supply and demand imbalances, which can cause volatility in
short-term interest rates.

The combination of these factors results in the money market and money market funds
operating for long periods of time in relative tranquility punctuated by stress events. Investors’ desire to
have exposure to the money market, either directly or through money market funds, declines during
these periods of stress. The Report argues that floating the NAV would reduce the likelihood of
investors wanting to move away from the money market during these events. We disagree.

Assuming, for the sake of argument, that a floating NAV money market fund would attract a
substantial base of investors, the same motivations to shift away from certain areas of the market would
remain and could lead to investor withdrawals in a future widespread financial crisis. As discussed in
the MM WG Report, ultra-short bond funds illustrate how this can occur outside of money market
funds. While ultra-short bond funds are not required to follow Rule 2a-7, they do invest in a portfolio
of relatively short-dated securities. In contrast with money market funds, however, the NAV of an
ultra-short bond fund fluctuates. Beginning in the summer of 2007, the average NAV on these funds
began to fall (Figure 4). In February and March 2008, several ultra-short bond funds posted significant
NAYV declines, and the average NAV of these funds fell about 2 percent. This preceded a large outflow
of assets from such funds; during a four-week period ending in early April, these funds experienced
cumulative outflows of 15 percent of their assets. These developments were relatively benign because
these funds were small, with assets totaling only about $30 billion at that time. Had their asset levels
been comparable in size to those held in prime money market funds in early September 2008, however
($2.2 trillion), a 15 percent redemption rate would have implied outflows of nearly $330 billion, which
would likely have put considerable pressure on short-term fixed-income markets. Indeed, by the end of
2008, assets of these funds were down more than 60 percent from their peak in mid-2007.
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Figure 4

Weighted Average NAYV and Net New Cash Flow of Ultra-Short Bond Funds
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The experience in Europe of certain money funds likewise demonstrates that floating NAV
funds also can face strong investor outflows during periods of market turmoil. For example, French
floating NAV dynamic money funds (or résorerie dynamique funds), lost about 40 percent of their
assets over a three-month time span from July 2007 to September 2007.¢

For these reasons, we remain doubtful that floating the NAV on money market funds would
reduce risks in any meaningful way. Also, as we discuss below, prohibiting money market funds from

56 For a more detailed discussion of the experience of certain money and bond funds in Europe, see MMW G Report at 106-
107.
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maintaining a stable NAV would likely lead to the demand for less regulated products that seek to
maintain a stable NAV, and would therefore simply shift the risk to a more opaque and less regulated
part of the market.

2. Investor Demand for a Stable NAV Fund Would Remain

The Report acknowledges that elimination of a stable NAV would be a dramatic change for
money market funds. One very significant concern, as the Report notes, is whether investors would
continue to use such a product. For a substantial number of investors, the answer is no.

Many “institutional™” investors that use money market funds would be unable to use a floating
NAYV fund. These investors often face legal or other constraints that preclude them from investing
their cash balances in pools that do not maintain a stable NAV. For example, corporations may have
board-approved policies permitting them to invest operating cash (balances used to meet short-term
needs) only in pools that do not fluctuate in value. Indentures and other trust documents may
authorize investments in money market funds on the assumption that they seck to maintain a stable
NAV. Many state laws and regulations also authorize municipalities, insurance companies, and other
state regulated entities to invest in stable NAV funds, sometimes explicitly including funds operating in
compliance with Rule 2a-7. Thus, absent a stable NAV, many state and local governments would no
longer be able to use money market funds to help manage their cash.*®

Even those investors who do not face such constraints nevertheless may be unwilling to invest
in a floating NAV product. A stable NAV offers significant convenience in terms of tax, accounting,
and recordkeeping. For example, all of a money market fund’s returns are distributed to sharcholders as
income. This relieves shareholders of having to track gains and losses, including the burden of having to
consider the timing of sales and purchases of fund shares (i.c., wash sale rule considerations). To be
sure, investors already face these burdens in connection with investments in long-term mutual funds.
But most investors make fewer purchases and sales from long-term mutual funds and, in any case, many
such purchases (or exchanges) are made within tax-advantaged accounts (e.g., 401(k) plans), where such

issues do not arise.

A floating NAYV also would reduce the value and convenience of money market funds to
individual “retail” investors. For example, brokers and fund sponsors typically offer investors a range of
features tied to their money market funds, including ATM access, checkwriting, and ACH and fedwire
transfers. These features are generally only provided for stable NAV products. Also, money market
funds typically offer investors same-day settlement on shares redeemed via “wire transfers” (where

57 As used in this context, “institutional” investors generally include businesses, governments, and high net worth
households. As discussed in Section IILF. , however, we question the feasibility of distinguishing “institutional” investors
from “retail” investors for purposes of defining precisely which investors would be permitted to invest in which type of
money market fund in a way that makes sense and can be enforced effectively.

58 See generally id. at Appendix D.
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redemption proceeds are wired to an investor’s bank account via fedwire), whereas bond funds typically
offer next-day settlement. Thus, elimination of the stable NAV for money market funds would likely
force brokers and fund sponsors to consider how or whether they could continue to provide such
services to money market fund investors.

The Report states that there is no direct evidence on the likely effect of a floating NAV on the
demand for money market funds. The current rate environment, however, has proven to be an
important test of investor demand for stable NAV funds. Currently, yields on money market funds are
150 basis points below short-duration bond funds, and 300 to 500 basis points below longer term bond
funds. Yet, outflows from money market funds have slowed sharply, and since July 2010, assets in
money market funds have stabilized at around $2.8 trillion, greater than the assets held in money

market funds prior to the start of the financial crisis in the summer of 2007.

Indeed, a diverse range of investors in money market funds previously have communicated their
opposition to floating NAVs directly to the SEC.”” The stable $1.00 NAYV, as the Association of Public
and Land-Grant Universities told the SEC in September 2009, provides a “low-cost, convenient, and
reliable cash management tool.”® Investors, added the American Bankers Association in its comment
to the SEC, “understand and appreciate the accounting treatment offered by stable NAV funds.”!

The State of Rhode Island’s General Treasurer has told the SEC that “[a] floating NAV will
likely reduce investment yields as it increases complexity and drives up administrative costs.”* His
comment was echoed by a letter to the SEC from the Pennsylvania School District Liquid Asset Fund,
which said that a floating NAV would lead to “needless complication of the reporting systems of public
schools and local government entities to reflect variations of value that are inconsequential.”®
Similarly, a floating NAV, in the words of the National Association of State Treasurers, could
“potentially destabilize financial markets for both investors and debt issuers.”**

Furthermore, surveys of money market fund investors indicate clearly that most investors do
not want and would not use a floating NAV product. For example, a survey of “institutional” cash

59 See supra note 52.

0 See comment from Peter McPherson, President, Association of Public and Land-Grant Universities, available at

http://www.sec.gov/comments/s7-11-09/s71109-48.pdf.

¢! See comment from Lisa J. Bleier, Vice President and Senior Counsel Center for Securities, Trust and Investments,

American Bankers Association, available at http://www.sec.gov/comments/s7-11-09/571109-107.pdf.

€ See comment from Frank T. Caprio, General Treasurer, State of Rhode Island and Providence Plantations, available at
http://www.sec.gov/comments/s7-11-09/s71109-147.pdf.

63 See comment from Thomas R. Schmuhl, Duane Morris LLP, on behalf of the Board of Trustees of the Pennsylvania
School District Liquid Asset Fund, available at http://www.sec.gov/comments/s7-11-09/s71109-109.pdf.

64 See Letter from James B. Lewis, New Mexico State Treasurer and President, National Association of State Treasurers, to
Timothy Geithner, Secretary of the Treasury (July 2, 2010).
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managers indicated that more than half would decrease substantially their use of money market funds if
money market funds are required to have a floating NAV (Figure 5).

Figure 5

Institutional Cash Managers’ Expected Usage of Floating NAV Money Market Funds
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Note: Percentages do not add to 100 percent because of rounding.

Soserce: Treasury Strategies Inc. flash survey of 78 institutional cash managers on January 30, 2009. Of the 78 institutional cash
managers, 43 were commercial, 13 were education-related, 13 were private, four were state and local governments, four were financial
insticutional, and one was unclassified.
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recent survey of “retail” money market fund investors commissioned by T. Rowe Price an
A t f “retail ket fund t d by T. Rowe P d
conducted online by Harris Interactive indicated much the same response (Figure 6).5

Figure 6

Retail Investors’ Reaction to Floating NAV Money Market Funds
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Two thirds of retail investors surveyed found the idea of a floating NAV money market fund
unfavorable. Among those who found the concept unfavorable, 72 percent indicated that they would
use the product less, and that their most likely response would be to close their money market fund
accounts (29 percent), decrease their money market fund balances (33 percent), or execute fewer money

% Based on a study commissioned by T. Rowe Price and conducted online by Harris Interactive from August 31 to
September 7, 2010 of 413 adults aged 35-75 who own money market funds outside of a retirement plan, who also own at
least one long-term mutual fund, who invest directly with a mutual fund company, do not rely solely on the advice of an
investment adviser, and have $100,000 or more in investable assets. The data are weighted to be representative of the adult
population with $100,000 or more in investable assets. A full methodology is available upon request.
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market fund transactions (10 percent). A third survey, conducted among both “retail” and
“institutional” shareholders by Fidelity Investments, found much the same result. This survey found
that institutional investors overwhelmingly (78 percent) disliked the idea of a floating NAV product
and would use money market funds less or not at all (69 percent of 78 percent) if faced with the
prospect of a floating NAV. Retail investors also disliked the floating NAV concept. Forty percent of
the retail investors surveyed disfavored the floating NAV concept; however, when informed of the
adverse tax consequences, the percent disfavoring jumped to over sixty percent.®® In short, there is good
reason, backed by data, to believe that investors do not want and will likely reject a floating NAV
money market fund.

3. Floating the NAV Would Harm the Market

The primary, and perhaps only, effect that floating the NAV of money market funds would
have on the financial system would be a major restructuring and reordering of intermediation in the
short-term credit markets. This would not reduce systemic risk and might well increase it.

Assets in money market funds now total $2.8 trillion. As indicated, money market fund
investors of all types are unlikely to use a floating NAV product. Requiring money market funds to
float their NAVs thus would risk precipitating a vast outflow of assets from money market funds to
other products. The Report correctly notes that this transition, in and of itself, could be systemically
risky. It would require money market funds to shed hundreds of billions of dollars of commercial
paper, bank CDs, Eurodollar deposits, repurchase agreements, and other assets. Even under the calmest
of financial market conditions, this would be a highly tricky process. During a period of stress in the
money market, such a transition could well set off the kind of systemic event that advocates of a floating
NAYV seek to avoid.

Requiring money market funds to float their NAVs will merely shift credit intermediation from
one type of product to others; it will not reduce systemic risk. There are a number of alternative
products that money market fund investors could use, including, as described in Section I.B, enhanced
cash pools, offshore money funds, LGIPs, and other vehicles that seek to maintain a stable unit price
but are not regulated under the Investment Company Act. Regulatory changes that push assets from
regulated products (i.c., money market funds) to less regulated products arguably would serve to

increase systemic risk. Moreover, these products had their own difficulties during the financial crisis.””

The Report suggests that to preclude this possibility, enhanced regulation might be required for
“unregulated” substitutes for money market funds (see a/so discussion in Section IILH.). This would do
lictle to reduce systemic risk. Many investors already have the ability through banks to select among
various sweep arrangements that seek to offer a stable unit value, such as money market fund sweeps,

% The Fidelity survey of retail investors and institutional investors was coordinated by Northstar Research Partners in
conjunction with Fidelity Consulting Group in August 2009.

7 See MMW G Report at 62-64.
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repurchase agreement sweeps, commercial paper sweeps, and, importantly, sweeps into offshore (non-
money market fund) accounts (e.g., Eurodollar sweeps).®® If a stable NAV is eliminated for money
market funds, investors can migrate to these other kinds of sweep accounts, which in some cases (e.g.,
Eurodollar sweeps) are largely beyond the jurisdictional reach of domestic regulators. Sweeps into
offshore accounts are particularly popular (Figure 7).

Figure 7

Investments of Bank Sweep Programs

Percentage of U.S. commercial bank sweep assets, October 2007

Such an exodus from money market funds would not reduce systemic risk, but simply transfer it
elsewhere and may, in fact, serve to increase systemic risk. Institutional investors that use these money
market fund substitutes would likely exit them quickly in a crisis, seeking the safety of Treasury
securities. The end result would still be a freeze in the commercial paper, repurchase agreement, or
Eurodollar markets. In addition, while some regulators might be tempted to consider bringing sweep

¢ For a general discussion of overnight sweep arrangements, see MMW G Report at 43-44.
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products under the purview of a Rule 2a-7-like regulatory framework, that strikes us as a very
challenging proposition, likely requiring coordinated efforts by securities and bank regulators (perhaps
even across borders) to regulate these bank-offered products. Moreover, even if regulators could
somehow enact a regulatory scheme in an effort to ring-fence systemic risks among the range of current

money market fund substitutes, over time new substitutes likely would arise.

The Report suggests that requiring money market funds to float their NAVs could encourage
investors to shift their liquid balances to bank deposits. We believe that this effect is overstated,
particularly for institutional investors. Corporate cash managers and other institutional investors
would not view an undiversified holding in an uninsured (or underinsured) bank account as having the
same risk profile as an investment in a diversified short-term money market fund. Such investors would
continue to seek out diversified investment pools, which may or may not include bank time deposits.

To the extent that investors would hold deposits in conventional banks they likely would place
their cash in demand deposits, negotiable order of withdrawal accounts, and MMDAS to maintain the
liquidity that they had with money market funds. Unless these deposits were fully insured, either
explicitly or implicitly, institutional investors would likely run during a serious crisis. Insuring these
deposits would entail a major increase (perhaps as much as $2 trillion) in the federal government’s
potential insurance liability and would result in a vast increase in moral hazard, a development that
would simply increase systemic risk. To protect against a run, banks would then need to hold more
liquid and higher quality assets in order to meet the requirements of this funding source, especially if
institutional investors became concerned about counterparty risk and sought to withdraw their
deposits during periods of financial stress. To the extent that banks did not increase their liquidity,
systemic risk could increase.

In addition, a shift to traditional banks would result in a significant reduction in the supply of
short-term credit to corporate America unless banks raised significant amounts of capital to be able to
support their expanded balance sheets. Even if they could raise the capital to support this expansion,
the market would be less efficient and the cost of short-term credit would rise. Furthermore,
municipalities would lose an important source of financing in the short-term markets because banks
cannot pass through tax-exempt income and simply could not replace tax-exempt money market funds.

Not surprisingly, issuers of money market securities have expressed serious concerns about the
disruptive effects in the market for their securities should regulatory reforms diminish the role played
by money market funds. In its letter to the SEC in September 2009, the National Association of
College and University Business Officers has warned the SEC that loss of a stable NAV investment
option “could alter both the number of investors and the amount of capital that could be invested in
debt issued by colleges and universities, potentially raising the cost of capital for our members.”® In
July 2010, a group of nine leading companies, along with several groups representing treasurers in the

 See comment from John D. Walda, President and CEO, National Association of College and University Business
Officers, available at http://www.sec.gov/comments/s7-11-09/s71109-127.pdf.
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corporate, educational, and non-profit sectors, wrote to Treasury Secretary Timothy Geithner and SEC
Chairman Mary Schapiro to express their view that mandating a floating NAV “would make short-
term financing for American business less efficient and far more costly, ensuring a severe setback for an
economy emerging from recession.””

In sum, investors will continue to demand a stable NAV money market fund or money market
fund-like product. And one way or another, financial markets will find a way to deliver it.

C. Mandatory Redemptions in Kind

The Report discusses another concept previously proposed by the SEC—that of requiring that
certain large redemptions be made through the distribution of a proportionate amount of the money
market fund’s securities to the redeeming shareholder. These “in-kind” redemptions currently are
permitted, but due to operational and other reasons, are rarely invoked. Commenters expressed
concerns with this approach.

1. Unintended Consequences of Mandatory Redemptions in Kind

The experience of the fund industry makes it clear that redemptions in kind are very unpopular
with shareholders. This method of meeting redemptions places the burden for holding or custodying,
valuing, and liquidating underlying portfolio securities, with all the attendant costs, directly on the
shareholder. Many investors are not prepared, as a practical matter, to address valuation obligations
and other consequences of holding these instruments directly.”

The supposed regulatory attractiveness of imposing a redemption-in-kind requirement lies in
this very unpopularity—one theory being that shareholders would avoid requesting redemptions in
large amounts, absent an urgent need for those funds. According to this theory, fewer investors would
make these redemption requests, thus alleviating the pressure on money market funds to sell securities
into a declining market.

The problem with this theory is that investors more likely would work around the
requirement—e.g., by carefully allocating investments among multiple funds in amounts below the
anticipated in-kind redemption threshold in order to preserve flexibility in meeting cash needs. Funds
engaging in the “know your investor” analysis required by the SEC would see smaller shareholder

70 See Letter from Agilent Technologies, Association for Financial Professionals, Cadence Design Systems, Comcast
Corporation, CVS Caremark Corporation, Devon Energy, Dominion Resources, Inc., Financial Executives International's
Committee on Corporate Treasury, FMC Corporation, National Association of Corporate Treasurers, Pacific Gas and
Electric Company, Safeway Inc., and U.S. Chamber of Commerce to Timothy Geithner, Secretary of the Treasury, and
Mary L. Schapiro, Chairman, Securities and Exchange Commission (July 21, 2010), available at
hetp://www.afponline.org/pub/pdf/Joint_Letter_Opposing Floating NAV_7_21_10.pdf.

7! As the Report notes, this requirement “would present some operational and policy challenges. Portfolio holdings of
money market funds sometimes are not freely transferable or are only transferable in large blocks of shares, so delivery of an
exact pro rata portion of each portfolio holding to a redeeming shareholder may be impracticable.” Report at 26.
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positions. In the event of a true market crisis, however, these shareholder redemptions could quickly
mount across the industry, which would risk freezing the short-term credit markets as multiple funds

seck to meet smaller, but more numerous, redemption requests.

Moreover, shareholders that do trip the threshold and need immediate liquidity (or that lack
the expertise in directly managing money market instruments) will have no option but to sell the
securities received into a falling market, likely causing further dislocations. As these investors seek to
sell these assets quickly, prices for these and similar securities would certainly fall. The decline in prices
could cause the money market fund making the in-kind redemption to mark down those securities in
its portfolio, and potentially require other funds holding the same securities to do likewise, thus placing
additional pressure on the value of all such funds’ shares and further destabilizing the market.”” The
Report accurately notes this effect on the fund that distributes the securities,” but it should be clear
that the danger is far broader: the effect of the declining market prices will be felt by all other money
market funds holding the same securities in their portfolios. As a result, 2// money market funds
holding the securities being sold could find their portfolio valuations under pressure. Finally,
remaining shareholders in the redeeming fund likely would be left with those securities that were not
easily divisible, thus ensuring that they will hold the less liquid securities.

2. Difficulties Determining the Appropriate Trigger

Presumably, a requirement to redeem shares in kind would be the exception and not the rule,
thus necessitating regulations to identify some circumstance or event (in the fund’s portfolio or the
market) that would occasion redemptions in kind, and some threshold level of redemptions (whether
by a given sharcholder or by shareholders in the aggregate) to which the in-kind requirement would
apply. Implementing such standards presents significant challenges. The trigger could be set either on a
fund-by-fund basis or on a market-wide basis. A fund-by-fund trigger would require any fund that
reached a pre-determined criterion (e.g, a shadow NAV of x basis points or lower) to immediately
institute a mandatory redemption in kind process. A market-wide trigger could be imposed on a
prudential basis by a regulatory authority. In either case, a suitable trigger point is difficult to determine
in advance and would condition investors to redeem their shares in advance of the trigger event.

7 A fund redeeming in kind generally must distribute a pro rata slice of the portfolio to the redeeming shareholder; the fund
will almost always continue to hold positions in the same securities being distributed to the shareholder. See Section
2(a)(32) of the Investment Company Act (defining a redeemable security as a security where the holder “is entitled ... to
receive approximately his proportionate share of the issuer's current net assets, or the cash equivalent thereof”). See also Rule
18f-1, which provides an exemption with regard to redemptions in kind and in cash from certain prohibitions under Section
18(£)(1) of the Investment Company Act on issuing senior securities.

7> The Report states: “If an investor sells securities at a loss, however, and the money market fund also holds the same or
similar securities, the fund may be forced to re-price the securities and lower its mark-to-market, shadow NAV. So,
remaining investors in the fund may be affected indirectly by the redeeming investors, even if that investor receives
redemptions in kind.” Report at note 22.
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a) Fund-by-Fund Triggers

A fund-by-fund trigger, we believe, would be ineffective and carry a strong likelihood of
sparking a cascade of redemptions. Almost certainly, the trigger would be deemed “material”
information and thus would have to be disclosed to investors, permitting them to structure their money
market fund investments across multiple funds in amounts low enough to ensure ongoing liquidity. As
funds enter periods of net redemptions, however, investors intending to be below the threshold may
seck to redeem shares, in order to stay below the threshold or to avoid having to monitor the size of
their positions in a shrinking fund. Those redemptions would in turn place additional downward
pressure on the market.

Further, while it is unclear how the shareholders of other funds would react to one fund’s
imposition of mandatory redemptions in kind, it may cause them concern, leading them to redeem
securities in unaffected funds when they otherwise would not have done so.

b) Market-Wide Triggers

We believe a market-wide trigger declared by a regulatory agency carries the same risk as the
fund-by-fund approach. Indeed, indications of market fragility may cause investor flight from money
market funds in order to be in an investment with assured liquidity before the government announced
mandatory in kind redemptions. Such redemptions would again place additional downward pressure
on an already declining market. Imposing redemptions in kind on all money market funds, moreover,
would be overbroad and unfair to funds that hold sufficient liquid assets. Not all funds experienced the
same level of investor redemptions during the last market crisis.

3. Operational Hurdles

Redeeming money market fund shares in kind presents operational problems for both the fund
and its shareholders. Since money market funds often invest in hundreds of different underlying
securities, creating a vertical slice of the portfolio for a redeeming shareholder can be a complex and
challenging process. Depending on the composition of its portfolio, a fund may not be able to transfer
title to certain securities or instruments held in the fund, such as privately placed securities, master
notes, or term repurchase agreements, which require the consent of the issuer prior to transfer. In other
cases, the client may not meet eligibility standards to hold the securities directly (e.g., Rule 144A
restricted securities can only be transferred to a qualified institutional buyer). Some instruments may
not be permitted to be divided among many investors (e.g., commercial paper cannot be transferred in
denominations below $25,000). Even if a security can be divided, transferring only a portion of a fund’s
holding of a particular security could leave the fund with an odd lot position that is difficult to trade.

As a result of these and other transferability limitations, a greater proportion of other securities that are
not subject to transfer restrictions would need to be distributed; however, it is unlikely these securities
have the same maturities, sector concentrations, yields, and other characteristics as the securities that
cannot be transferred. Indeed, even if substitutions could be made, each redemption in kind would
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leave the fund more concentrated in non-transferable, restricted securities, and odd lots, to the
detriment of the remaining shareholders.

Even if securities could be identified that were capable of fair division, getting them to clients’
accounts could prove challenging. Shareholders would have to establish brokerage or custody accounts
in advance, and pay ongoing fees for those accounts, on the off-chance of being required to accept
securities from their money market fund. Similarly, financial intermediaries that maintain omnibus
accounts would have the burden of further allocating in-kind securities to their underlying customers.
This requirement would increase investor costs, with doubtful benefit to the markets.

Redemptions in kind would be particularly difficult for funds that are investment options for
variable insurance products. Most variable insurance products today are issued through a two-tiered
investment company structure; the top tier is an insurance company separate account, and the bottom
tier is made up of underlying funds, including money market funds. This two-tiered structure poses
several problems for money market funds that would seek to provide redemptions in kind to an
insurance company separate account. First, separate accounts are creatures of state law, which may
through regulation effectively bar such accounts from holding any assets other than mutual fund shares.
Second, as unit investment trusts, these separate accounts have no investment adviser that could
manage a portfolio of securities. Third, any separate account that holds portfolio securities of more
than one issuer may not be able to rely on the exemption provided by Section 12(d)(1)(E) of the
Investment Company Act.”* Fourth, the variable insurance contracts themselves (which are filed with
state insurance departments) and the prospectuses and other disclosure documents (filed with the SEC)
typically do not contemplate anything other than mutual fund shares as the investment options
available under the contracts. For all these reasons, separate accounts supporting variable insurance
products are simply unable to accept redemptions in kind from underlying money market funds.

In conclusion, we believe that funds’ current authority to redeem shares in kind voluntarily, as
at least one fund complex did during the 2008 market crisis, appropriately enables them to assess the
advisability of redemptions in kind under the circumstances facing the fund and the market at the time.
A mandatory “one-size-fits-all” approach likely would cause far more problems than it solves, either for
the fund or funds generally. Instead, we would urge the SEC to provide funds with more guidance
regarding the use of their voluntary authority to redeem in kind. For example, may funds elect to
redeem some shareholders in kind but not others? Alternatively, may funds vary the threshold levels at
which redemptions would be invoked depending on the market circumstances at the time? Additional
regulatory guidance may help money market funds use this tool to greater effect in the event of another
market crisis.

74 Section 12(d)(1) significantly restricts the ability of a registered investment company to invest in securities of other
investment companies, except in limited circumstances. Among other things, Section 12(d)(1)(E) provides an exception to
this general prohibition by permitting issuers of insurance company separate accounts offering variable insurance products
to invest all their assets in one or more investment companies so long as certain requirements are satisfied.
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D. Insurance Programs for Money Market Funds

The MMWG Report discussed at length the feasibility and desirability of an insurance program
for money market funds. We considered three possible programs: pure federal insurance; pure private
insurance; and a hybrid federal/private program. Nearly two years after releasing our report, we still
conclude that any insurance program would need to cover all prime money market fund assets to be
effective in the kind of environment that swept over the global financial system in 2008. Such a broad
insurance program, however, would have negative consequences for financial markets as a whole, and
for the banking sector in particular. Moreover, no program without some type of federal backstop
would be effective or credible; any such program also would have to be coupled with some access to the
Federal Reserve discount window. Finally, we remain concerned about the pooling of credit risk across
money market fund providers. We do not see how introducing this type of moral hazard is beneficial to
market discipline and the financial markets in general.

1. Pure Federal Insurance

On September 19, 2008, to help stem the unusual outflows from money market funds, the
Treasury Department instituted the Treasury Guarantee Program for Money Market Funds (“Treasury
Guarantee Program” or “Program”), a temporary and limited money market fund guarantee program.”
For a quarterly fee of 1 to 1.5 basis points of assets under management, an eligible money market fund
could purchase from the Treasury Department a guarantee that would provide coverage to its
shareholders for amounts that they held in the fund as of September 19, 2008. The guarantee would
have been triggered if a participating fund broke the dollar. In particular, under the terms of the
Program, the Treasury Department guaranteed that, upon the liquidation of a participating money
market fund, the fund’s shareholders would receive the difference between the fund’s stable price and
the market value for each fund share owned as of September 19, 2008.7 The Program expired by its
terms on September 18, 2009, and taxpayers incurred no losses under the program.”” While the
Treasury Guarantee Program helped to calm financial markets and investors, including money market
fund investors, the Program’s exclusion of future balances above the high-water mark on September 19,
2008 (which ICI and money market fund sponsors supported) prevented widespread dislocation in the
money market and depositories.

7> See Press Release, U.S. Department of the Treasury, Treasury Announces Guaranty Program for Money Market Funds
(September 19, 2008), available at http://www.treasury.gov/press-center/press-releases/Pages/hp1147.aspx.

76 The Program provided coverage only to shareholders of record as of September 19, 2008, and the coverage was limited to
the number of shares they held as of the close of business on that day. In addition, a participating money market fund that
broke the dollar was required to suspend the redemption of its outstanding shares and commence liquidation within five
business days.

77 As the Report notes, “Treasury neither received any claims for payment nor incurred any losses under the program.”
Report at note 23. The Treasury Department received an estimated $1.2 billion in fee payments for the Treasury Guarantee
Program.
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Although the Treasury Guarantee Program served a useful purpose at the time, a permanent
federal insurance program along these lines would raise deep concerns about market distortions. We
have noted these concerns in other contexts including the extension of unlimited insurance on demand
deposits at banks.”® For example, if there were an unlimited federal guarantee on investments in money
market funds, the insured product likely would offer a higher return than bank deposits in many
market environments. We can explore this hypothesis by examining historical yields on Treasury-only
money market funds and MMDAs. The yield on a Treasury-only money market fund would be
representative of the yield on a prime money market fund that is insured against credit risk. In the past
16 years, historical yields on Treasury-only money market funds have been considerably above those on
MMDAs except during periods in which the federal funds rate has been at or below 1 percent (Figure
8).”” The larger the difference between yields on insured money market funds and MMDAGs, the more
we would expect insured money market funds to draw money from traditional banks, and possibly even
other cash pools and direct investments in the money market.*® This disintermediation could and likely
would cause significant disruption to the banking system and the money market. Finally, full insurance
would reduce the sensitivity of investors to the credit, interest rate, liquidity, and client risks of their
funds and erode an important role that investors play in monitoring fund activities.

If the insurance program were partial (for example, capped at $250,000 per account), many
institutional investors likely would invest in this partially insured product rather than directly in the
market or in other cash pools because the insured funds would offer liquidity, portfolios that were
somewhat less risky than other pools, and yields only slightly lower than alternative cash pools.
Without insurance covering the full value of investors’ account balances, however, there would still be
an incentive for these investors to withdraw the uninsured portion of their assets from these funds
during periods of severe market stress.

Even if there were unlimited federal insurance of money market fund assets, some access to the
Federal Reserve discount window likely would be necessary. Deposit insurance programs for banks are
coupled with discount window access. Future market events due to interest rate movements, for
example, could cause investors to shift among or out of insured funds. In that event, money market

78 See, e.g., Letter from Karrie McMillan, General Counsel, Investment Company Institute to Robert E. Feldman, Executive
Secretary, Federal Deposit Insurance Corporation (October 14, 2010) (expressing concerns regarding the FDIC’s proposed

rule to provide unlimited insurance for “noninterest-bearing transaction accounts” for two years starting December 31,
2010).

7 Short-term Treasury yields tend to be closely aligned with the federal funds rate. The federal funds rate hovered around 1
percent from July 2003 to June 2004 and since October 2008 has remained well below 1 percent.

8 The liquidity requirements of Basel III and the new standards to be imposed on large bank holding companies under Title
I of the Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act”) likely will cause many banking
organizations to seck more insured deposits and, thus, compete more aggressively for such funds in the future. Nevertheless,
it is unlikely that deposit rates would rise to equal those on money market funds because deposit rates at these levels would
reduce net interest margins at most banks to unsustainable levels.
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funds would have to quickly liquidate their assets to meet investor flows. Without discount window
access, the funds might experience losses as they sold assets to meet redemptions.

Finally, as the Report notes, moral hazard is always a problem with insurance programs. This
hazard could be reduced—though not eliminated—through the pricing of premiums, insurance
deductibles, and specific provisions in insurance contracts. Even so, the program would require
extensive ongoing monitoring and supervision to implement. This external monitoring is imprecise
and cannot replace the market discipline that a fund’s own investors impose in the absence of insurance.

Figure 8
Treasury-Only Money Market Fund Yields and MMDA Rates

Percent, weekly

Treasury-only money market fund yield
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2. Pure Private Insurance

Extensive discussions with insurance industry experts indicate that private, unlimited break-
the-dollar insurance for money market funds is not feasible. While there is a precedent for private
insurance for money market funds, the program offered by ICI Mutual® was far more restrictive than

81 ICI Mutual, through a wholly-owned subsidiary, offered a money market fund insurance program with bonds in effect
from June 1999 through June 2003, when the program was discontinued because of a lack of demand.
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the Treasury Guarantee Program. The ICI Mutual insurance covered only defaults on securities and in
very limited quantities.*” It did not cover losses resulting from movements in interest rates or securities
that were downgraded or impaired.

Without a federal backstop, private insurance companies would consider unlimited guarantees
on money market funds’ NAVs uninsurable because of the possibility of contagion. One critical aspect
of an insurance company’s decision to provide insurance lies in its ability to predict future losses. An
insurance company endeavors to maintain solvency (the ability to pay claims and pay for operational
costs) by predicting the dollar amount of losses that, in turn, are offset by premiums and investments.
For insurance companies to be economically incented to provide insurance, the occurrence of an
insured event cannot be positively related to the number or severity of the resulting losses. In the case
of money market funds, underwriters have indicated that they would be concerned about the possibility
that a break-the-dollar event at a single fund could trigger outflows from other funds causing those
funds’ shadow NAVs to fall below $0.995. The possibility of these events, though rare, compounds the
amount of the predicted loss to such high levels as to make private break-the-dollar insurance infeasible.

Finally, but perhaps most importantly, confidence of market participants in a private insurance
scheme for money market funds would be critical to its success in stemminga run. Unfortunately,
confidence in private insurers, particularly those specializing in financial products, has been deeply
eroded by the downgrades and near bankruptcies of insurance companies during the financial crisis. As
a result, financial market participants reasonably could question the credibility of any private insurance
scheme for money market funds. Our discussions with a number of institutional investors and advisers
to retail investors confirmed this point.

3. Hybrid Insurance Programs

An alternative to either pure federal or pure private insurance would be to combine the two in a
hybrid plan. For example, a three-tier system might require money market fund sponsors to purchase
private insurance with a deductible on any loss of the first 0.5 percent of fund assets, private insurance
covering the next 2.5 percent of fund assets, and the federal government backstopping losses amounting
to more than 3 percent of fund assets. A hybrid insurance program would limit the federal
government’s exposure by placing it last in line for losses.

A federal backstop would boost confidence by market participants in the program and
presumably would contain the contagion feared by private insurers. If money market fund investors
know the federal government is the “insurer of last resort,” they will be far less likely to redeem en masse

8 The money market fund bonds offered by ICI Mutual offered deductibles ranging from 10 to 40 basis points of the total
assets of the insured money market fund and carried a premium of 1 to 3 basis points depending on various underwriting
factors, including portfolio composition. Bond coverage limits per fund ranged from $10 million to $100 million.
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when there is a trigger event, such as a default of a security in a money market fund’s portfolio that

causes the fund to break the dollar.

While insurers are better able to predict their losses in this hybrid scheme, they still would
require very high levels of capital to support such insurance, probably at least 10 times expected losses.
Losses on securities that advisers either purchased from or supported on behalf of their money market
funds since August 2007 are estimated to have totaled at least $4 billion.* By that measure, a private
insurer would require at least $40 billion in capital to support this insurance concept. We understand
that the insurance industry (including reinsurers) would not have such a large amount of free capital
available. As a result, capital for the private insurance portion, even when that insurance is limited to
2.5 percent of assets after an initial deductible, would be extremely difficult to obtain. Furthermore, the
problem identified above with insured money market funds offering superior yields to bank deposits,
thus encouraging disintermediation from banks, would remain. In addition, many banks will need to
raise significant capital under the Basel III framework, which may mean that a private insurer’s cost of
capital may be greater than otherwise would be the case.

E. A Two-Tier System with Enhanced Protections for Stable NAV Money Market Funds

Another option included in the Report would allow two types of money market funds to be
regulated under Rule 2a-7. Under this option, stable NAV money market funds would continue to
maintain stable, rounded NAVs, but they would be subject to “enhanced protections,” which might
include “some combination of tighter regulation (such as higher liquidity standards) and required
access to an external liquidity backstop.” The Report notes that other options to provide enhanced
protection for stable NAV funds might include mandatory distributions of large redemptions in kind
and insurance.

Additionally, under this option, the Report indicates that although floating NAV money
market funds would still have to comply with many of the current restrictions of Rule 2a-7, these
restrictions might be somewhat less stringent than those for stable NAV funds, allowing floating NAV
funds to bear somewhat greater credit and liquidity risks than stable NAV funds. The Report also
notes the possibility of regulatory relief for floating NAV funds that might preserve the attractiveness of
such funds for many investors—for example, allowing simplified tax treatment for small NAV changes
in funds that adhere to Rule 2a-7.

The Report asserts that a two-tier system could mitigate the systemic risks that arise from a
stable, rounded NAYV, by requiring funds that maintain a stable NAV to have additional protections
that directly address some of the features that contribute to their vulnerability to runs. The Report is
vague, however, regarding what “enhanced protections” the PWG contemplated. More details would
be necessary before ICI could determine whether to endorse or reject the approach. As an example, if
“enhancements” meant required access to an emergency liquidity facility for prime funds, ICI could

8 Losses are the difference between the par value of the impaired debt and any amounts recovered through payment of
principal and interest. The $4 billion estimate is based on conversations with industry representatives and analysts.
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support the approach if the liquidity facility met the conditions described in Section IIL.A. On the
other hand, if “enhanced protections” made the product less attractive to investors, this approach
would not address systemic risks. For example, if stable NAV money market funds were required to
satisfy even more stringent risk-limiting conditions than Rule 2a-7 currently requires (such as those
relating to liquidity and maturity), this could lead many investors—especially institutional investors—
to abandon these funds in favor of alternative products that offer a stable NAV and higher returns, but
without the transparency and other regulatory protections that money market funds provide.

The Report also contends that under a two-tier system, investors who choose floating NAV
funds presumably would be less risk-averse and more tolerant of NAV changes than the shareholders of
stable NAV funds. Of course, this assumes that investors would fully appreciate the difference between
the two types of funds and their associated risks.** Indeed, the Report acknowledges that a two-tier
system would not be effective in mitigating the risk of runs if investors who do not make this
distinction flee indiscriminately from both floating NAV and stable NAV funds. We agree, and as
discussed in Section IILB., note that recent experience has shown that floating the NAV of a money
market fund would not lessen the incentive for investors to redeem shares rapidly in periods of market
turmoil. For example, ultra-short bond funds lost more than 60 percent of their assets from mid-2007
to the end of 2008. Likewise, French floating NAV dynamic money funds lost about 40 percent of
their assets over a three-month time span from July 2007 to September 2007.

F. A Two-Tier System with Stable NAV Money Market Funds Reserved for Retail Investors

A variation on the two-tier system described above would be to distinguish stable NAV and
floating NAV funds by investor type. Under this option, stable NAV money market funds could be
made available only to “retail” investors, while “institutional” investors would be restricted to floating
NAYV funds or alternative products. The Report asserts that because institutional investors have
historically generated greater risks of runs for money market funds than retail investors and
institutional money market funds typically have greater cash flow volatility than retail funds, this
approach would bring enhanced protections to stable NAV money market funds by mitigating the risk
arising from the behavior of institutional investors.

The Report acknowledges, however, that because many institutional investors may be
particularly unwilling to switch to floating NAV money market funds, a prohibition on sales of stable
NAYV money market funds shares to such investors may have many of the same unintended
consequences as a requirement that all money market funds adopt floating NAVs. We agree. Indeed, as
discussed above in Section IILB., many investors that use money market funds often face legal or other
constraints that would prohibit them from using a floating NAV equivalent. Even for investors that do

%4 As noted in Section L.B., in May 2010 CESR issued guidelines for a common definition of European money funds and
adopted a two-tier categorization system. CESR’s efforts narrow and bring more clarity to the classification of money funds
in Europe where there was, until recently, no harmonized definition of a money fund. These guidelines are intended to
reduce confusion in the European market. In contrast, the U.S. market has been accustomed to only one type of money
market fund for a long time, and the introduction of a new, potentially riskier alternative could create investor confusion.
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not face such constraints, surveys have shown that most investors do not want and would not use a
floating NAV product. Instead, prohibiting investors from using stable NAV money market funds
might cause many of these investors to move their assets from money market funds into less regulated
money market fund alternatives. Of course, such a large shift in assets is of particular concern given
that, as the Report notes, “institutional” money market funds® currently account for almost two-thirds
of the assets under management in money market funds. As discussed in Section IILB., a floating NAV
product also likely would not deter investors from exiting quickly in a crisis, and in doing so putting
stress on securities held in common between retail stable NAV funds and institutional floating NAV

funds.

Furthermore, successful enforcement of a rule prohibiting institutional investors from using
stable NAV money market funds would require the SEC to carefully define “retail” and “institutional”
investors. The ICI’s Money Market Working Group considered a similar concept, but it concluded
that it was “simplistic, unworkable, and could disadvantage both types of investors.”®® The SEC also
acknowledged that it has not identified an effective way to distinguish between types of money market
funds.*” For example, while some fund sponsors do offer money market funds primarily to clearly
identifiable retail or institutional investors, many funds include a substantial combination of both types
of investors that are not so easily categorized. Not all institutional or retail investors behave alike, so
any broad categorization likely will be both over- and under-inclusive. Moreover, there are important
areas of overlap between retail and institutional investors that can make drawing a bright line between
types of investors quite challenging and therefore inconsistent across the industry. For example,
although retail investors may invest in money market funds through retail share classes, they also invest
through institutional share classes, such as 401 (k) plans or broker or bank sweep accounts, where there
may be one institutional decision maker acting on behalf of underlying retail customers.

In fact, the Report even acknowledges that simple rules that might be used to identify
institutional investors, such as defining as institutional any investor whose account size exceeds a
certain threshold, would be imperfect and could motivate excluded institutional investors to gain access
to a money market fund unbeknownst to its sponsor. Industry experience suggests that any such
categorization will be difficult to enforce. For these reasons, we continue to oppose this artificial
categorization of money market fund investors.

% Institutional money market funds are held primarily by businesses, governments, and high net worth households. But
they also are used by individuals that invest in institutional share classes, for example, through 401(k) plans or broker or
bank sweep accounts. We believe, as explained below, that definitively categorizing investors or funds as “institutional” or
“retail” is unworkable and unenforceable.

86 See MMW G Report at 117.

8 See MMF Reform Adopting Release at 60. Indeed, the concept of a retail/institutional split generated a significant

number of negative comments.
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G.  Regulating Stable NAV Money Market Funds as Special Purpose Banks (“SPBs”)

The Report raises the possibility of requiring bank-like regulation of money market funds that
maintain a stable NAV. As discussed below, it is unclear what the motivation would be for such a
significant regulatory and structural change. If the rationale for change is that the bank structure and
regulation is superior to that of mutual funds or money market funds in particular, we are not aware of
the evidence supporting this position. In the past two decades, individual countries and the global
economy have been buffeted by numerous banking crises, providing ample evidence that this structure
has its own challenges. If the proposal’s motivation is to provide money market funds with deposit
insurance, we have noted above that only unlimited insurance would guarantee that investors would
not redeem shares in the midst of another widespread financial crisis. Even partial insurance would
introduce a significantly larger amount of moral hazard into the asset management business, and would
create some of the same monitoring challenges that insurance currently creates for the banking
regulators. If the objective is to require capital that would protect investors from some or all of the
investment risk that they currently bear in money market funds, it is unclear whether the business
model for money market funds would remain viable to support the capital needed to absorb enough
risk to keep fund investors quiescent during a future financial market crisis. Finally, if the goal is to
provide an alternative to market-based liquidity during periods of financial market stress, we believe
that the LF, as described in Section IIL.A., is a superior solution to restructuring money market funds as

banks.

1. Differences between Bank and Money Market Fund Structures and Regulation

Banks take deposits, which are reflected as debt on banks’ balance sheets, and may invest in
long-term, highly opaque and illiquid investments (such as mortgages). Banks issue equity to investors,
who absorb losses on assets and help insulate depositors and other creditors from portfolio losses. Bank
depositors in many countries have deposit insurance as an added layer of protection. In the United
States, depositors are protected by FDIC insurance up to $250,000 per account, which limits the
incentives for insured depositors to rapidly withdraw deposits from a bank.®® While it protects retail
depositors, deposit insurance creates significant moral hazard. Bank regulation is largely designed to
restrict the types of risks that banks can undertake through their operations. These restrictions are
intended to limit the costs to the FDIC and ultimately the U.S. taxpayer, in the event of a bank failure.
They also provide protections to the Federal Reserve, which serves as a lender of last resort to U.S.

banks.

Money market funds issue securities, and like all mutual funds, they must redeem their shares
on demand. Unlike deposits, fund shares are paid in capital, not debt, and unless the fund adviser
chooses to absorb losses in the fund, fund investors bear the investment risks of the portfolio. As

8 In addition, funds held in non-interest bearing transaction accounts are provided temporary unlimited coverage and are
fully insured through December 31, 2012. See Deposit Insurance Regulations; Unlimited Coverage for Noninterest Bearing
Transaction Accounts, 75 Fed. Reg. 69,577 (November 15, 2010) (to be codified at 12 C.E.R. pt. 330).
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discussed in Section II, however, money market funds are constrained by Rule 2a-7, which specifies
strict limits on portfolio credit quality, readily available liquidity for redemptions, diversification of
issuers and guarantors of portfolio securities, and maturity of portfolio securities.

2. Advantages of Bank Regulation and Structure are not Evident

Bank structures and regulation are not free of problems. In the past twenty years, global
economies have been shaken by a series of banking crises, with the crisis that began in 2007 being the
most widespread and severe. In a recent study of this crisis, one-third of the 66 countries that were
examined were in the throes of a banking crisis by late 2008.% Only a decade before, nearly one-quarter
of the sampled countries suffered through a slightly less severe series of crises.”® Banking crises, and
their attendant severe economic contractions, have occurred even though global bank capital rules have
undergone major changes through Basel I and II, and a third major change to the global regulatory
framework is now being framed under Basel III. It is unclear whether these new rules will increase or
decrease the likelihood of future banking crises, particularly since they incentivize banks to hold larger
amounts of sovereign debt in an era when the credit quality and liquidity of such debt for many
countries is under question.

Given the lack of evidence that banking structure and regulation provide superior protections
to financial markets and the global economy, perhaps the motivation for the recommendation is for
money market fund investors to be protected by deposit insurance, and that deposit insurance requires
bank capital to protect the insurer from losses. As discussed in Section IILD, only unlimited insurance
would ensure that large investors did not rapidly redeem money market fund shares under extreme
market conditions. Unlimited insurance, however, would skew the competitive landscape away from
bank deposits and towards money market funds. It also would discourage investors from monitoring
the investment risks of any particular SPB. Although money market funds might benefit from
substantial inflows at the expense of banks, the mere possibility of vast flows from one financial sector
to another raises systemic risk concerns. Finally, even if the insurance were only partial, such an
insurance program would pool the risks taken on by fund managers, just as deposit insurance does for
banks, and create a significant degree of moral hazard among money market funds.

The Report suggests that requiring money market funds to reorganize as SPBs would provide a
means of capitalizing the funds or their sponsors and thereby protect investors from investment losses.
If bank regulators required these SPBs to be fully capitalized in accordance with Basel I1I standards, the
economic viability of money market funds would no longer exist. The leverage ratios for banks are
designed to protect creditors, the FDIC, and the Federal Reserve from the losses in their exposures to
banks. The risks that banks take on in their operations and portfolios are much greater than those
faced by money market fund investors or fund sponsors. Barring some other kind of regulatory relief,

% Carmen M. Reinhart and Kenneth S. Rogoft, This Time Is Different 252 (Princeton University Press 2009).
N Jd.
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money market funds would be better off simply reorganizing as conventional banks to avoid dual
bank/Rule 2a-7 regulation. Perhaps in acknowledgment of the risk-limiting conditions of Rule 2a-7,
regulators might seck to offer these SPBs or fund sponsors some relief, such as by allowing the SPBs to
maintain considerably less capital than conventional banks. It is an open question whether that could
be accomplished without legislation or whether such legislation would be politically feasible.

The Report also suggests that one reason for the SPB option is to provide money market funds
access to the Federal Reserve discount window. Creatinga SPB and subjecting money market funds to
some form of banking regulation, could provide the capital to insulate the Federal Reserve from losses
and allow individual SPBs to borrow with recourse from the discount window. As discussed, however,
we have serious concerns about the wisdom of converting an investment product, such as a money
market fund, into a bank. A better option, in our view, is to form a private emergency liquidity facility,
as reccommended in Section IIL.A., that would be structured and capitalized as a bank. As discussed, the
LF would hold high-quality, liquid assets that could be sold and the proceeds used to purchase securities
from money market funds when financial markets become illiquid as they did in September 2008. The
LF would eventually be very highly capitalized, providing it with sufficient capital should it ever need to
access the discount window.

Finally, if the objective is to provide a package of protections to fund investors and the markets
to reduce systemic financial risks, it seems unlikely that sophisticated investors would choose to leave
their assets in the banking system. A very significant feature of money market funds’ structure is that
the funds automatically pass through to fund shareholders the yields on the money market instruments
they hold (less operating expenses). This means that yields on money market funds mechanically track
yields on money market instruments. Historically, this has worked to the benefit of money fund
investors: since 1995, yields on taxable money market funds have exceeded those on bank MMDAs by
1.55 percent (Figure 9). Investors wanting a market-based yield, therefore, would be considerably
disadvantaged by this new SPB model relative to the benefits they currently receive from money market
funds. Bank deposit rates are “administered”: they are set by banks and historically have responded only
very sluggishly to changes in yields on money market instruments. Banks’ profits are paid to their
equity shareholders.
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Figure 9

Taxable Money Market Fund Yields and MMDA Rates

Percent, Monthly

Even if regulators could somehow structure regulations so that money market fund investors
could be forced to maintain their assets with new SPBs that are fully capitalized (according to Basel
standards) but only partially insured (up to the current maximum of $250,000), significant challenges
would still remain. As the Report notes, a “simple transformation” of the assets of money market funds
into depositories could lead to a decline in the availability of credit through the money market, such as
lending to companies and state and local governments that rely on money market funds to meet short-
term financing requirements. Indeed, the effect of such a transformation on the U.S. economy cannot
be overstated. Money market funds serve as an important source of direct, cost-efficient financing for
various entities that cannot easily be replaced. Money market funds hold nearly 40 percent of
outstanding commercial paper issued by a wide variety of institutions. Regulators, therefore, ought to
be highly careful about implementing any proposal that contracts credit available to firms and
governments, given both the fragility of the economic recovery and expected credit contractions that
may take place as banks comply with Basel III’s capital and liquidity regimes.
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H. Enhanced Constraints on Money Market Fund Substitutes

As noted above, new measures intended to mitigate money market fund risks also may greatly
reduce the appeal of money market funds to many investors. Indeed, if money market funds are
required to float their NAVs or if the regulation of such funds becomes too burdensome, meaningfully
reduces the availability of money market funds to investors, or substantially reduces the yields of such
funds, then institutional investors will have every incentive to move their assets into less regulated
products such as offshore money market funds or sweeps, enhanced cash funds, and other stable value
products. These alternative investment products would fall outside the careful regulatory framework in
place for money market funds, and potentially increase the systemic risk to the financial system.

To address this concern, the Report discusses the possibility of imposing enhanced regulatory
constraints on alternative investments. The Report notes that such reforms could include prohibiting
unregistered investment vehicles from maintaining stable NAVs, perhaps by amending Sections 3(c)(1)
and 3(c)(7) of the Investment Company Act to specify that exemptions from the requirement to
register as an investment company do not apply to funds that seck a stable NAV. The Report also
suggests that banking and state insurance regulators might consider additional restrictions to mitigate
systemic risk for bank common and collective funds and other investment pools that seck a stable NAV
but that are exempt from registration under Sections 3(c)(3) and 3(c)(11) of the Investment Company
Act. Asnoted above in Section IIL.B., however, such reforms would likely do little to reduce systemic
risk given the wide variety of alternative cash management products available to institutional investors,
including offshore money funds and overnight sweep arrangements, many of which are largely beyond
the jurisdictional reach of domestic regulators.

IV. Additional Reform for Consideration—Investor Transparency

In addition to a private emergency liquidity facility for prime money market funds, as described
in Section IIL.A., the fund industry has continued to explore other ideas on reform of money market
funds and the overall money market. One such idea is a rule mandating that intermediaries disclose
information regarding underlying investors in order to facilitate money market funds’ ability to comply
with “know your investor” requirements.

As part of the SEC’s new rules for money market funds, funds must adopt “know your investor”
procedures that help them identify factors that could affect the fund’s liquidity needs, including
characteristics of a money market fund’s investors and their likely redemption patterns. While this is
an important idea in concept, identification of these risks is challenging when share ownership lacks
transparency because the shares are held or traded, for example, by intermediaries through omnibus
accounts, portals, sweep arrangements, or other trading platforms.”

°! The MMF Reform Adopting Release acknowledges these difficulties and notes that funds may seek to access this
information about the investors who hold their interests through omnibus accounts (such as through contractual
arrangements with their financial intermediaries) in addition to considering information about the omnibus accounts,
including their aggregate historical redemption patterns and the account recordholder’s ability to redeem the entire account.
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To help facilitate this new requirement, we recommend that the SEC consider a rule that
would directly mandate that, upon request of a money market fund, intermediaries provide the fund
with sufficient investor information to aid the fund’s efforts to meet its obligations under the SEC’s
2010 money market fund reforms.”> For example, intermediaries, upon request, could provide funds
with investor-specific data related to trading activity over a specified period or investor data related to
holdings of a certain percentage. Such data would assist the fund’s adviser and board in monitoring a
fund’s investor profile and adjusting liquidity accordingly.

We note that in previous rulemakings the SEC has imposed an obligation on funds, but not on
intermediaries, to obtain similar information from intermediaries.”® Getting this information in a
timely fashion, however, has proven to be quite burdensome and costly for funds. By imposing an
affirmative legal requirement on intermediaries, the SEC can significantly mitigate these burdens, an
especially desirable result at a time when money market funds are not well positioned to absorb
additional costs.

V. Conclusion

ICI and its members are firmly committed to working with policymakers to further strengthen
money market funds’ resilience to severe market stress. We believe that creating a private emergency
facility to serve as a back-up source of liquidity for prime money market funds in the event of unusual
market stress is the best way to achieve this goal. In contrast to other options presented in the Report,
the LF will help fortify money market funds against adverse market conditions while still preserving the
key characteristics that make these funds so important to the U.S. economy and so highly valued by
investors. In addition, the LF is designed to avoid potential unintended negative consequences that
several of the other options would entail, such as harmful effects on the market or an increase in
systemic risk. While we do not support the other approaches outlined in the Report, we recommend
one additional measure: a rule mandating that intermediaries provide information to facilitate money

market funds’ ability to comply with “know your investor” requirements.

?>To address intermediary concerns about the proprietary nature of this information, we believe existing agreements
contain, or could be modified to include, provisions limiting the use of customer information provided to the fund (e.g.,
where the fund agrees not to use such information for marketing or any other similar purpose without the prior written
consent of the intermediary). In addition, federal and state laws that govern when financial intermediaries may share
customer nonpublic personal financial information with other entities or persons would not appear to restrict the ability of
a financial intermediary to share this information for this purpose. Such laws also limit the use of such information by a
fund that receives it.

%3 Twice in the recent past, the SEC has imposed on funds or their advisers an obligation to obtain shareholder information
that is held by intermediaries and that is not within the fund’s or adviser’s possession or control. See Rule 22¢-2 under the
Investment Company Act relating to redemption fees, and Rule 204-2(a)(18) under the Investment Advisers Act of 1940
relating to recordkeeping requirements under the SEC’s new investment adviser pay-to-play rule.
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We look forward to working with the SEC and other members of FSOC as they examine these
critical issues. In the meantime, if you have any questions, please feel free to contact me at (202) 326-
5901, Karrie McMillan, General Counsel, at (202) 326-5815, or Brian Reid, Chief Economist, at (202)
326-5917.

Sincerely,
/s/ Paul Schott Stevens

Paul Schott Stevens
President & CEO

cc: The Honorable Mary L. Schapiro
The Honorable Kathleen L. Casey
The Honorable Elisse B. Walter
The Honorable Luis A. Aguilar
The Honorable Troy A. Paredes

Jennifer B. McHugh, Acting Director
Robert E. Plaze, Associate Director

Division of Investment Management

Financial Stability Oversight Council
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Context

* Designed to address suggestion in Treasury White
Paper — Financial Regulatory Reform: A New
Foundation (2009)

* Industry acceptance conditioned on:
= No floating NAV requirement (implicit or explicit)
= Reasonable cost factoring in current yield environment

= Facility being a factor when regulators consider bank liquidity
and capital requirements for banks that sponsor money market
funds
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Overview of Structure



Liquidity Facility — Purpose

* An industry-sponsored solution to enhance liquidity for
all prime MMFs during times of unusual market stress

= Available to - and required participation by - all Rule 2a-7 prime
MMFs

= |n the event of a secondary market liquidity stress, the LF buys
securities from MMFs at amortized cost (to avoid affecting fund
NAV)
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Liquidity Facility — Purpose

* Liquidity pooling characteristic of the facility provides a
source of liquidity beyond Rule 2a-7 requirements

= Serves as backup: fees and access policies would encourage
funds to use available market liquidity before utilizing the LF

= Not a credit support: facility will employ strict investment
guidelines on the assets it will accept including credit quality,
duration and issuer concentrations

= Support market: alternative to forced selling, which reduces
effects of money market fund liquidity needs on money markets

01/10/2011 5



Liquidity Facility — Purpose

* Provides additional liquidity to the industry in a financial
market crisis by borrowing from the discount window

= LF will be a state-chartered member bank or trust company
eligible to access the discount window in the ordinary course
under Regulation A
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How the LF Provides Liquidity

« Commitment fee and « Funds unable to meet » Same as Liquidity
time deposit proceeds redemptions exchange Mode, except securities
invested in short duration high quality, short-term exchanged at discount
Treasury and agency CP/similar assets for window for cash
securities cash

* Access based on

» Returns paid to third * LF management normal discount
party investors on time minimizes credit risk by window policies
deposits selecting securities

* Fund pays access fee
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Liquidity Facility Capitalization

Equity Debt

* From fund sponsors * From the prime funds, derived ¢ Purchased by third parties

from ongoing ‘commitment fees’

* Approximately $350 million; of 3 bps charged on fund AUM * Market rate expected to
minimum contribution of approximately equal 3-month
$250,000 * Builds equity of LF to achieve bank CD rate

and maintain desired leverage

e Contribution roughly in ratio* in liquidity/discount * Issuance at year 3 and capped
proportion to current prime window mode at 1.3% MMF AUM to ensure
MMF AUM, up to 4.9% to avoid sufficient interest coverage

* Accrues for benefit of current

SO IS SEEEL To and future MMF shareholders, Laddered issuances

“control” under banking not equity holders/sponsors _ - N
regulations * Will be 2a-7 eligible securities

_ * Board will have ability to
* Will have process to manage increase fee as yields increase
evolving ownerships (periodic

true-ups to reflect changes in
AUM)

* Target leverage ratio = 5%
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Initial Equity per Complex, Assuming a
4.9% Equity Cap

Equity contributions are allocated by current prime MMF assets share and a balanced minimum contribution.
Ownership capped at 4.9% of $350M in equity capital to prevent any issue of BHC ‘controlling ownership’ of LF

# of Total prime AUM : . Average LF equity | Average LF equity
Fund complex ($B) Prime market share LF equity share as bps of AUM ($M)

A 312.5 18.9% 4.9% 0.55 17515
B 146.6 8.9% 4.9% 1.17 aL7/-als
© 118.8 7.2% 4.9% 1.44 17.15
D 116.9 7.1% 4.9% 1.47 175 S
E 110.5 6.7% 4.9% 1.55 17.15
= 109.0 6.6% 4.9% 1.57 AL7/akS
G 91.5 5.6% 4.9% 1.87 17.15
H 80.3 4.9% 4.9% 2.14 17.15
| 45.0 2.7% 4.7% 3.68 16.56
J 40.9 2.5% 4.3% 3.68 15.06
All other fund complexes by AUM
> $10B 16 341.1 20.7% 35.8% 3.68 8.36
$3-10B 16 78.5 4.8% 8.2% 3.68 1.80
$1-3B 27 40.7 2.5% 4.4% 3.76 0.67
< $1B 41 16.9 1.0% S.8% 6.85 0.26

Note: Minimum equity contributions by complex AUM: > $10B = $2M; $3-10B = $1M; $1-3B = $500K; < $1B = $250K; Figures are calculated
based upon total prime money market funds AUM of $1,650 billion as of 08/31/10.

Source: ICI data as of 08/31/10
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Bank Detalls

e LF will be a New York state-chartered member bank or trust
Charter . : . :
company eligible to access the discount window in the normal

course under Regulation A

 LF will issue time deposits that are eligible for FDIC insurance
Insurance and will seek an exemption from the New York State Banking
status Department to allow it to be uninsured

e LFis not required to be FDIC insured to access discount
window

e LF will be a member of the Federal Reserve
Membership in
Federal
Reserve

e As a member, LF will be required to purchase stock from the
Federal Reserve Bank of New York equal to 6% of LF’s paid-up
capital stock and surplus, paying one-half of the subscription
(3%) at the time LF becomes a member
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Industry Economics



Prime MMF Assets are Down and Fee
Walvers are Up

Prime money market fund assets

have declined 20%

Prime MMF Industry AUM, trillions of dollars

(end of August)

$2.1

$1.6

3 —
2 -
$1.3
1 .
0
2004

Sources: ICI, iMoneyNet
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2008 2010

Sponsors of prime MMFs have

substantially increased fee waivers

Fees waived, billions of dollars

3 -
$2.2
2 .
$1.6
11 $86 $.89
0 : : : .
2007 2008 2009 2010 YTD
annualized*
% of prime
MMF share
classes 64% 58% 89% 90%
waiving fees

* Reflects fees waived through October 2010, annualized
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Net Prime Money Market Fund Fees are
at Their Lowest Level in a Decadel

Billions of dollars

. 6.6 6.9
5.9 6.2 6.0
5.5
5%
5.1 4.9
I I I 3.2

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 20102

1Total fees and expenses paid are calculated by multiplying the net expense ratio of a fund share class by share class assets, accumulated
over each year. Fees and expenses paid include 12b-1 fees, administrative fees, transfer agent fees, advisory fees, and miscellaneous other
expenses and are net of waivers.

2Data through October 2010.

Sources: Investment Company Institute and iMoneyNet
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Average Prime Money Market Fund Yield”

Percent, 2007 — 2010

5.0

45 -

40

35 383 share classes with yield < 4bps

30 - 617 share classes total

2.5 r

20 -

August 25, 2010,
4 basis points

\

00 |||||||||||||||||||||||||||||| - E—— |

2007 2008 2009 2010

15 -
1.0 -
05

* Simple average
Source: iMoneyNet.com
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Fund Sponsors Continue to Exit the Prime
Money Market Fund Business

Prime MMF

Sponsors

200 - -

180 7 162

160 - {98 145 e

140 - 131 125 424 423

120 | 1 108

100 -
80 -
60 -
40 -
20 -

0

2000 20 2002 2003 2004 2005 2006 2007 2008 2009 2010*

* As of 8/31/2010
Sources: Investment Company Institute

01/10/2011 15



New SEC Rules Provide Greater Protections
Against Potential Redemption Pressure

New minimum liquidity requirements Other key changes

Rule 2a-7 liquidity

—$495B « Shorter average maturity limits and new limits on
$500B- : b .
lower quality (2" tier) securities
P e Required “know your investor” and stress testing
ensure that portfolio management is better
matched to potentials risks
300+
< New ability to suspend redemptions if a fund is
about to break $1 NAV to allow orderly portfolio
290, —~$1658 liquidation
100 | Increased = Expanded ability of affiliates to purchase
Rule 2a-7 distressed assets from funds to protect from
liquidity losses
0 : : : .
Daily Weekly = More information available to regulators and
% of industry 10 30 investors

Source: ICI data for total prime money market funds AUM of $1.650B as of 8/31/10; figures based on new SEC rules for 10%
daily and 30% weekly liquidity requirements
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Capacity

e Under current design, the early-year capacity of the LF will be limited,
restricted by the ability of sponsors to provide initial capital and
capital accumulation from commitment fees

- As designed, the $350M in equity from sponsors would allow for $7 billion in starting
capacity (assumes 5% leverage)

- As yields improve, Board could raise commitment fee allowing capacity to increase
more rapidly than as modeled here

- At the time of issuance of time deposits (in year 3), capacity increases to
approximately $23 billion
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LF Capacity Increases Quickly as (After-
Tax) Commitment Fees Accumulate

LF exchange capacity, year end

$6OB 53.7
49.1
44.6
40.1
40 1 35 - 7 bnrf;illing
31.3
27.0
22.7
201 17.7
22-3 Notes
7.0
O.
Source of funds ($B) Year
Fed borrowing 6.65 11.70 16.91 11.50 4.26 8.39 12.57 16.79 21.06 25.37 29.72 }Liquiditymodeonly
Notes 0.00 0.00 0.00 10.10 21.44 21.44 21.44 21.44 21.44 21.44 21.44 }Drawn in normal and
Equity 0.35 0.62 0.89 1.14 1.35 157 1.79 2.01 224 2.46 2.69 liquidity modes
Net change in equity 0.27 0.27 0.25 0.22 0.22 0.22 0.22 0.22 0.23 0.23

Note: Assumes 3 bps commitment fee, $1.65T in industry assets, cost of notes is 50 bps above normal mode assets yield.
Source: LF financial model
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Tier 1 Leverage Ratio is Expected to be Binding
Capitalization Constraint

Balance sheet (lllustrative):

The LF entering Liquidity Mode

100%

804

604

401

204

(50% capacity)

T Treasuries
($10B)

Assets

$20B

(

Notes
($198B)

Common stock,
Ret. earnings ($1B)

Liabilities +
Equity

ILLUSTRATIVE
All three capital ratios must be above minimums to be “well-
capitalized”
(assumes 20% risk-weighting, show at ‘full capacity’)
capacity | _Well
Ratio Calculation for $1B caplt_allzed
q minimum
equity
(E) s18B
Tier 1 Leverage = 6"0 =5% >=59%
($0B+$20B)
Tier 1+2 @ $1B
Risk-weighted = =25% >=10%
capital ° 0%*6 + 20%*0
($0B+20% * $20B)
Tier 1 @ $1B
Risk-weighted = =25% >=6%

capital

0%° i 20%*0

($0B+20% * $20B)

Note: Excludes from assets non-security assets of the LF and excludes LF holdings in Federal Reserve Bank Stock (approx 6% of equity capital).

Source: Federal Reserve, FDIC
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Risk Management and Controls



Risk Management is Accomplished
through Stringent Asset Policies

LF will only accept first-tier securities that are not on credit watch
e LF commercial credit portfolio will be well diversified due to issuer concentration limit

Credit risk = LF will conduct independent credit analysis to maintain a non-public list of acceptable issuers whose
securities the LF will purchase from MMFs

e LF retains the ultimate credit decision when lifting out securities from funds seeking liquidity; funds are
provided no guarantee the LF will accept any given security

e Duration and WAM of the CP portfolio that the LF will hold is limited

= LF time deposits’ duration and issuance is closely matched to the CP portfolio to minimize liquidity risk; it is

HIE LI s further minimized by the LF’s ability to access the discount window

= Normal mode asset investments are matched to LF time deposits’ liabilities

. « LF will only hold very short-duration securities and will closely match asset and liability durations to minimize
Interest rate risk price and interest rate risks

= LF will utilize banking industry best practices for risk management, compliance and operational risk auditing

Operational, S : . :
C P I d e The charter scope for the liabilities, assets and processes of the bank are highly constrained relative to a
omp '_ance’ "fm typical large commercial bank — increasing ease and effectiveness of oversight by bank management, the
Reputational risks Board, and regulators
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LF Portfolio Policies

Normal operations Liquidity operations

e Type: US Treasury and agency bills e Type: CP, ABCP, bank notes, banker’s
acceptance
= Duration: 75% of portfolio will have maturity = Duration: No less than 75% of accepted
of 90 days or less; 25% of portfolio will have securities will have maturity of 45 days or
maturity between 91 and maximum of 180 less; up to 25% of accepted securities may
days have maturity up to 60 days
Permissible *  Maximum WAM of 90 days *  Maximum WAM of 49 days
assets » LF ALCO policy will be to minimize duration = Minimum credit quality: first-tier rating; not
gap between LF time deposits and on credit watch; LF personnel will also conduct
investments, while maintaining significant independent credit analysis
short duration asset liquidity - Scope: LF has discretion to accept any

security that meets its duration and quality
requirements

e None = Up to approximately 2% of LF assets may be
securities of single issuer
e LF Board may, at its discretion, increase issuer

Asset
concentration

limits concentration cap

e Can purchase Treasuries and agencies on open < Member fund sells securities to the LF, from
Means of market which access fee is deducted
acquiring assets = Sale takes place at amortized cost
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Concentration Limits Balance LF Asset
Quality and Ability to Assist Funds

» To achieve default risk diversification, the LF will seek to avoid a single
Issuer concentration greater than approximately 2% of LF assets

Portfolio - LF Board may, at its discretion, raise that issuer concentration cap

ncentration limi PR g
SOMEEMITEE ts = These concentration limits do not apply to LF Treasury and agency

securities holdings

= |ssuer limits ensure sufficient equity capitalization to absorb potential
defaults on issuers

Rationale e |[ssuer concentration is more conservative than Rule 2a-7 limits for
money market funds and will require the LF to be well-diversified
across issuers
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Access Policies

< MMF cannot have broken the buck, nor break the buck as the result of liquidity exchange with the LF

Access
requirements

 Fund has demonstrated a liquidity need as evidenced by significant redemption requests
 Fund must possess securities that the LF will buy and present its whole portfolio for review

e Funds accessing the LF shall pay the greater of a) an annualized fee of 25 basis points and b) the current
Fed window secondary discount rate less the amortized cost yield to maturity from the proceeds of sale of
securities to the LF

- We assume that in times of severe liquidity need, the discount window rate would be accommodative and the
25 bps fee would be in effect for liquidity exchanges, but

- Given the need for the LF to borrow at the discount window to fulfill its mission and the inability of the LF to
afford a situation in which the CP yield is lower than cost of borrowing at discount window, the second
condition is required

- LF Board retains right to alter access fee amount due to changing market conditions
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Stress Testing



LF Faces Four Potential Draws on Capital; Unlikely They
Would Exceed 5% of Assets in a Worst-Case Scenario

Description: -

e Short durations

Mitigants: -

Worst case
impact on
capital

(as % of
assets):

Key
assumptions:

01/10/2011

Credit

Default losses on CP
and/or CDs

Asset policies:

= tight concentration limit
for single issuer

= first-tier rating, not on
credit watch

= Independent credit
analysis and discretion
on which CP to accept

2-3 defaults with 50%0
recovery

FMV-AC differential

Temporary loss due to
difference in fair
market value (FMV) of
purchased securities
and funds’ amortized
cost (AC)

LF designed to
purchase at AC, but
CP with >1%
differential unlikely to
pass LF’s credit
hurdles. Implies issuer
credit problems

~1%
(reverses in <60 days)

Would imply CP yields
increase 800bps or >2X
historic highs

Interest rate

 Realized losses given

rise of interest rates
(when entering and/or
during liquidity mode)

(90 days WAM in normal;
49 in liquidity mode)

Would require largest
increase in Treasury
yields seen in the last 30
years (—350bps)

Fed window

penalty rate

 Difference between

Fed penalty rate and
yield earned on CP

e Access fee

(greater of 25 bps
annualized and Fed
discount rate, less CP yield
spread)

With access fee scaled
(as currently planned):
none

If access fee not scaled:
<0.1%

Assumes largest spread
between penalty and CP
rates ever seen
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Default History for CP Issuers and Recovery

Rates

Defaulted Issuers - Corporates
Manville Corp

Wang Laboratories Inc

UNI Storebrand

Columbia Gas System
Metallgesellschaft

Groupo Simec

Groupo Situr

Southern California Edison

Pacific Gas & Electric Company
Average Recovery Rate
Defaulted Issuers — Financials
Wang Credit Corp

Colorado-Ute Financial Services Corp
Lomas Financial Corp

Equitable Lomas Leasing Corp
Metallgesellschaft Finance BV
Kapital Haus

Mercury Finance Co.

Thornburg Mortgage

Lehman Brothers

Average Recovery Rate
Defaulted Issuers — Non-Bank Liquidity
KKR Atlantic

KKR Pacific

Average Recovery Rate
Defaulted Issuers — Market-Value Liquidity
Cheyne

Rhinebridge

Ottimo

Golden Key

Mainsail

Axon

Victoria Finance

Orion Finance

Whistlejacket

White Pine

Average Recovery Rate™

*Credit rating prior to default; **SIV was rated AAA prior to default

Source: Invesco analysis; S&P; Moody’s

11/29/2010

Al/P1*

<=<zZ2zZ2zZzzZzzZzzZ2<

== <XZ2Z2Z2Z2Z22<2Z

* +I% Ip *
<< i< }i<<}x<

Sector
Corp
Corp
Corp
Corp
Corp
Corp
Corp
Corp
Corp

Sector
Fin
Fin
Fin
Fin
Fin
Fin
Fin
Fin
Fin

Sector
ABS — Non Bank
ABS — Non Bank

Sector
ABS - SIV
ABS - SIV
ABS - SIV
ABS - SIV
ABS - SIV
ABS - SIV
ABS - SIV
ABS - SIV
ABS - SIV
ABS - SIV

Default date

08/26/1982
08/16/1989
08/25/1992
06/20/1991
01/07/1994
03/15/1995
03/15/1995
01/16/2001
01/17/2001

Default date

08/16/1989
08/17/1989
09/01/1989
09/12/1989
01/07/1994
03/14/1995
01/31/1997
04/14/2008
09/15/2008

Default date

03/31/2008
03/31/2008

Default date

10/19/2007
10/19/2007
11/09/2007
11/27/2007
11/27/2007
11/27/2007
01/14/2008
01/16/2008
02/15/2008
02/15/2008

Recovery
100%

100%
100%
100%
100%
100%
100%
100%
100%
100%0
Recovery
100%
99%
75%
100%
100%
100%
75%
100%
15%
85%
Recovery
30%
30%
30%
Recovery
45%
55%
25%
40%
16%
30%
21%
40%
71%
71%
41%

Sector Avg Recovery
Corp 100%
Fin 85%
ABS - All 56%

%CP Market
2010
12%
50%
38%
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90% of all CP Yield Increases Within a
Month Have Been Less Than 100 bps

# of occurrences>
since Jan. 1, 1982

___________________________________________________________

Rate increase statistics:
. Median: 25 bps

1,50071 4 384 '« Largest: ~350 bps (1982)
1,309 :
1o Qutside of 1982, largest increases
i were ~200 bps in 1986 and ~170
. bpsin 2008
1,0001 ettt Gy
All increases >200 bps
! occurred in early 1982
=00 378
167 172
6 45 32 40 . o5
I_I — | — —
0 to 20- 40- 60- 80- 100- 120- 140- 160- 180- MorJ
20 40 60 80 100 120 140 160 180 200 than 200
17.7% 5.1% 2.3% 23% 1.0% 0.2% 0.4% 05% 0.1% 0.3%

Share of occurrences™ 18.8%

Maximum 30-day CP yield increases (bps)

* Occurrence defined as (overlapping) month-long change in quoted rate for every trading day in the period. There were 7378 occurrences in total, 3773

occurrences in which rates declined are not illustrated.

Note: 30-day prime commercial paper quoted Jan. 1982 — Dec. 1996; 30-day AA financial commercial paper quoted Jan. 1997 — May 2010

Source: Federal Reserve
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CP Yields Would Need to Increase by More than 2X
Historical Highs to Drive a 1% FMV-AC Differential

FMV-AC differential (bps)

300- 300
2
200 00
1
100 00
50
0
4% 8% 16% 23%

Increase in CP yield following purchase

Note:30-day prime commercial paper quoted Jan. 1982 — Dec. 1996; 30-day AA financial commercial

paper quoted Jan. 1997 — May 2010

Source: Federal Reserve

01/10/2011

Key assumptions

To be conservative, the
following was assumed:

e Portfolio WAM: 49 days
(maximum allowed)

e Rate increase occurs all in
one day (vs. over the
course of a week or
month, as is typical)
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Treasury Bill Yields Have Rarely Increased
More Than 200 bps Over a Month

# of occurrences

since Jan. L, 1982 éRate increase statistics:
e Largest: ~350 bps (1982)
1,5001 1,421 ie  Excluding 1982, other largest

increases were:
e 2007/8: ~150 bps
e 1998: ~100 bps

1,000 946 = 1994 ~90bps
815 e 1987: ~90 bps
500+ All increases >200 bps
occurred in January 1982
296
128
o 33 12 19 2 10 0

0-20 21-40 41-60 61-80 81-100 101-120 121-140 141-160 161-180 181-200 More
Maximum 90-day T-bill yield increases (bps)
[within 30-day windows]

* Occurrence defined as (overlapping) month long change in quoted rate for every trading day in the period. There were 7378 occurrences in total; 3686 decreasing
occurrences not shown.

Source: Federal Reserve; 90-day constant maturity Treasuries, Jan. 1982 — May 2010
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Even With the Largest Historical Treasury
Bill Increase of 350 bps, Capital Ratio Would
Decline by Only 0.35%

: : : - Key assumptions
Impact to capital of an increase in T-bill yields

(bps) To be conservative, the
following was assumed:

1001
87
801 e Maximum allowed WAM
- of 49 days
60+ e Portfolio includes the
maximum allowable 60-
401 38 day CP:
e 25% 60-day
20- 3 = 75% 30-day
e Rate increase occurs all
0 In one day (vs. over the
50 150 250 350 course of a week or month, as is

typical)
T-bill yield increase (bps)

Source: Federal Reserve
Note: 30-day prime commercial paper quoted Jan. 1982 — Dec. 1996; 30-day AA financial commercial paper
quoted Jan. 1997 — May 2010
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Spread Between Discount Window Rates
and CP Yields Have Reached 100 bps...

Spread between primary credit rate and CP yield*

2.0%1q Cost of borrowing higher than CP yield

Cost of borrowing lower than CP yield

-1.01 Primary credit rate dropped below

CP yield from mid-2008 through
/ mid-2009

1/1/2004 1/1/2005 17172006 1/1/2007 1/1/2008 1/1/2009 17172010
Month (Feb. 2003 - May 2010)

~=

Under current design, access fee is greater of 25bps or the
spread between rates

*Calculated as primary credit rate minus CP dealer-placed top 90 yield
Notes: Penalty rate methodology changed on 1/6/03 (raised from .75% to 2.25%); set to 1% above funds rate to encourage interbank borrowing
Source: Federal Reserve; Bloomberg
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...But Even Without Scaling Access Fees, Impact
to LF Capital Ratios is Unlikely to Exceed 0.1%

201
e Access fee: 25 bps
15 15 e WAM: 49 days
* 2/3 of assets funded at
11 the primary credit rate
10 e Spread: 100 bps
7
5- Sample calculation:
2 e (100 spread — 25 bps fee)
X (49/360 days) x (2/3
0 0 5% 0% 1 5% > 0% loan % of assets) = 7 bps

Spread between primary credit rate and CP yield*

*Calculated as primary credit rate minus CP dealer-placed top 90 yield
Source: Federal Reserve; Bloomberg
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...Combining Worst Case Historical Scenarios Impairs
Capital, but Given Short Maturities LF Can Deleverage

Quickly Without Selling Assets

Capital needed (as % of total assets)

6%
5.0%
4 20.9%
-0.8% -0.1%
2.1%
2-
Scenario 1
0.2%
1 \rennrln 2
2 -3.0%
; ~ Starting capital Interest rate FMV/AC Penalty rate Credit risk Trough
Worst-case scenario risk differential risk risk capitalization
Scenario 1 = 170 bps increase = 350 bps * 1% penalty rate- CP = 1 CP default,
(2008 crisis max) (implies largest hist. yield spread no recovery
yield increase for AA
CP)
Scenario 2 « 350 bps increase * 700 bps * 3 CP defaults,
(historical worst case, (implies 2X largest historical 50% recovery
1982) yield increase for AA CP)

Source: LF financial model
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= In the event of a
significant
capital
impairment, the
LF can quickly
deleverage as
the CP matures

= Commitment
fees represent a
significant
income stream
to rebuild capital
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Governance



LF Will be Directed by a 15 Person Board
of Directors*

e 2 LF employees: Chairman/CEO and COO

e 5 independent directors

Board
composition

e 8 directors from member funds, with representation from large, medium and
smaller funds

e Envisioned to have audit, investment, and compensation committees

= Act on behalf of shareholders (i.e., member funds)
= QOversee activities of LF, review performance
= Qversee compliance with regulatory requirements
Board duties/ = Select, evaluate, approve appropriate compensation
activities - Review and approve contracts with third-party service providers
= Review policies (commitment fee, LF time deposits) and amend if necessary
* Rule on issues brought by bank management

= Decide on specific exceptions to LF policies

* A recommendation, final Board size & composition will be subject to regulatory approval
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Normal and Liquidity Mode Activities,
by Business Capabilities

Normal mode activities Liquidity mode activities
Oversee activities; rule on issues brought by bank management

Approve contracts with third party service providers

e Manage and trade received prime securities

Manage and trade Treasury/agency portfolio as well as testing of
LF (light trading of prime securities) Collect access fee from funds utilizing LF

Perform credit analysis to establish ranking of approved Manage interface with Federal Reserve to access discount
investments to be accepted by LF window

Manage relationship with potential outsource providers (e.g.,

) . : Determine exceptions/issues to raise to Board
provider of custodial services)

Issue LF time deposits, manage true-up process, and pay interest Control and enforce policies for access to the LF
on time deposits Receive and process requests for liquidity from MMFs

Provide ALM; work with MMF to ensure portfolio is managed to Decide which investments to accept from member funds; enforce
liquidity needs (manage interest rate and liquidity risk) issuer/industry concentration rules
Collect commitment fee Liaise with member funds making requests to LF and explain

Manage corporate/back office functions of LF (e.g., payroll, EE
accounting, reporting) Manage process of issuing money to member funds

Interface with regulatory agencies Liaise with Board when exceptions are requested
Report to funds on portfolio info

Collect and analyze data from funds

. . : : Board of Directors [
Monitor trends in AUM levels; understand issuer and industry - - Money management function

concentration levels - Facility/bank function - Fund interface function
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LF Organizational and Infrastructure

Needs by Business Capability

Staff

Systems

- Costs shared across functions
. Money market fund function
. Facility/bank function

- Fund interface function

Regulatory Officer

Counsel

Technology Manager

Human Resources

Manager

Board of Directors

Chairman/Chief
Executive Officer
(CEO)

Administrative
Support

President/Chief
Operations Officer

Senior Operations

Officer (Manager)

Accounting/
Reporting

Chief Financial
Officer (CFO)

Chief Investment
Officer (CIO)

Treasurer

Treasury Managers

Treasury Analysts

Note: Some roles may be outsourced; personnel may take multiple roles

01/10/2011

Portfolio Managers/
Traders

Credit Analysts

Credit Analyst
Support Staff

Chief Risk/ Oversight
Officer (CRO)

Industry
Analysts/Loan
Officers

Regulatory/
Member Fund
Liaisons

IT infrastructure/
systems maintenance

Back office functions
(e.g., accounting, HR)

Property/ facilities

Legal fees (ongoing)

D&O/E&O insurance

MMF custodial and
research systems
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LF May Have Outsourced Relationships
with Third-Party Providers

Back office services Liquidity Facility Funds
. . . o Fund data . .
= Various providers of Ensure ALM; work with MMF to ensure portfolio is managed to True-up LF time deposits
corporate: lssues liquidity needs [ELIELE Pay commitment fee
- Accounting and audit Determine exceptions/issues to raise to Board requests Make liquidity requests and
- Legal counsel 4— c | and ent lici 4— ) a hy a
. EeyalEeneis s ma | ontrol and enforce access policies | receive cas
- IT systems o Manage interface with discount window Pay access fee
Decisions ; ; Approved
Manage and supervise outsource providers liquidity
Collect and analyze AUM and portfolio data LS
Decide securities to accept from each fund; manage liquidity
Italics denote liquidity mode requests; reporting to funds S
activities — fi fee; additional Return on LE
: : . . ash position i i
- Third party provider Portfolio data: Credit Asset _|nfo; LF time for I’etgined gme.dgposn time deposits
service fee analysis; deposit info; service earnings feuey-ln, access

ranked list fee

Investment Adviser Custodian / Issuance Agent

Treasury/agency mgmt. Credit analysis - Safekeeping and accounting of LF assets

= Manage and trade = Establish approved investment = Manage cash movements involved in settling trades, receiving
Treasury/agency portfolio; list per LF mandate income payments, paying expenses, issuing LF time deposits,

light trading of prime securities _ Advise LF staff on liquidity collecting commitment fee, collecting access fee

= Manage and trade prime operations = Issue LF time deposits, manage true-up process, and pay

securities interest

= Monitor CP portfolio
performance
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Governance: Key Decisions and Roles (1/3)

R = Recommend
A = Agree

| = Input

D = Decide
ASSET POLICIES

Change the investments that may be held by the bank in normal I
mode notified notified
1.2 Add a new category of securities to the approved list To be | To be
. notified notified
1.3 | Define the approved list
14 Extend the duration of securities accepted by the LF beyond initial To be To be
*7 | charter notified notified
1.5 [ Change allowable issuer concentration levels n-cr)ct)if?gd
1.6 | Change provider(s) of asset mgmt services nz%f?gd
1.7 | Establish allowable procedures for determining FMV?2 * * n-cr)?ifli):d
1.8 | Decide on ‘fair market value' of a security that lacks a recent quote? * ﬂ:

*Indicates that accounting treatment is TBD. Often in an investment context, the custodian would provide the independent ‘mark’ on daily price
(valuation service).
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Governance: Key Decisions and Roles (2/3)

EXCHANGE POLICIES?

2.1 | Extend liquidity up to specified percentage of a fund's assets I oghs T

notified notified
292 Extend liquidity beyond specified percentage 1 To be To be
. notified notified

2.7 | Transact with a fund that does not meet stated access policies

Refuse to transact with a fund that does not meet stated access

= policies

Refuse to transact with a fund below specified threshold that

2 meets stated access policies
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Governance: Key Decisions and Roles (3/3)

FEES
3.1 | Access: Waive or reduce fees to a given fund

3.2 | Access: Raise or lower fees for all funds

To be

3.3 | Commitment: Raise beyond 3 bps notified

FEES/BUDGET
4.1 | Approve annual expense budget

4.2 | Approve mgmt compensation

4.3 | Approve contracts with annual value > $1M
CAPITALIZATION

5.1 | Change the 4.9% equity cap or $250K equity minimum D n‘(l')%fli)gd
" . . . To be To be

5.2 | Revise the time deposit note issuance process notified nofified

5.3 | Waive 'true-up' requirements (e.g., for orderly MMF liquidation)

5.5 | Change timing of equity true-ups n1(—)(1):ifti)eed

BOARD OF DIRECTORS

6.1 |Elect / re-elect members n-cr)ct)ifti)gd

6.2 | Change the size of the board n-g?if?gd
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Modeling



LF Financial Model Assumptions

Financial statements Market and stress tests

Fees Market
Commitment fee 3 bps Total prime MMF AUM $1.650B*
Access fee (annual) 25 bps Fund weekly liquidity (2a-7 requirements) 30%
Taxes
Tax rate 40% Commercial paper

Yield 2.7%
Expenses Weighted average maturity 49 days
Technology $20M Market value loss 1%
Staff $18M
Infrastructure/other $10M Treasuries
Startup costs $10M Yield 1.7%
Discount Window Capitalization
Collateral margin 3% LF time deposits max. % AUM 1.3%, beginning

in year 3

Discount rate 2.5% LF target leverage ratio 5%

Initial equity stake $350M

* As of 8/31/10 Capital risk-weighting of commercial paper 20%
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LF Key Design Levers and Rationale

= Should not create a significant barrier to entry and is not punitive to smaller

2 - ] I funds
S Initial equity contribution $350M - o = ) . .
o] = Raising the initial contribution has little impact on long-term LF capacity or
=3 leverage ratios
O
LL
[0) S i 1 1CI 1 i
T'_, Time deposits as % of AUM _Up _to 1_.3 %, Delayed issuance will a_llow s_uffl_c:lent capital to accumulate to ensure timely
% beginning in year 3 payment of time deposit obligations
o
§ ) = Allows the LF to build equity (and therefore capacity) at a reasonable rate
Commitment fee 3 bps

= Can be increased as yields increase, allowing capacity to grow faster

= Recognizes that the LF holds a low-risk portfolio of assets

Target leverage ratio 5% - Maximizes LF capacity while maintaining compatibility with current banking
regulatory capital control levels

e Long enough to cover a large share of MMF assets without drawing on the
WAM and duration of CP P securities marked for near-term liquidity needs
portfolio 4 = Short enough to limit LF exposure to credit, rate, and liquidity risks

= Shorter WAM limits FMV/AC* divergence

»
T C
c o
2 £
— @
QD
© ®©
o5
S
=&

. = Allows duration matching to the 90 day time deposits
WAM and duration of

Treasury bills 90 days = Short enough to I|m|t LF exposure to interest rate risk, while still_allowi_ng LF
management flexibility to manage across full spectrum of potential T-bill terms

* FEMV/AC divergence is the current discount between the fair market value (FMV) of an exchanged security and the amortized
cost (AC) price at which the security was exchanged

01/10/2011 45



Regulatory Issues



LF Must be Mandatory for All Prime MMFs

Mandatory participation required

Description: .

Mandatory participation of all prime MMFs in LF is required through
regulatory or other means (or funds could choose between
participating in LF or adopting alternative such as floating NAV or
converting to government MMF)

Pros: .

Industry-wide solution; no “free rider” issues

Better supports short-term market values in times of market stress
LF capacity grows faster

Similar to SIPC and FINRA membership requirements

cons: .

01/10/2011

Less flexibility for funds
May be viewed by some as expensive

47



Potential Issues for SEC

Mandatory
participation
and fund
policies

In order to ensure fairness among funds, raise necessary capital, and prevent free-riders, SEC
will need to directly or indirectly make participation in the LF mandatory

As Chairman indicated, participation in LF by prime funds could be condition to continued use
of amortized cost

Joint
transactions

Section 17(d) restricts “joint transactions” between a fund and its adviser where the fund
participates on a different or less advantageous basis

= LF will be capitalized by both funds (through commitment fees) and their advisers (through equity)

= “Joint transaction” issues may arise and relief may be necessary

Retained
Earnings
Solution

Goal is for retained earning to accrue to benefit of MMFs

Confirmation that proposed retained earnings solution acceptable (see next page)

01/10/2011
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Potential Structure to Ensure that Retained
Earnings Accrue to Benefit of the Funds

Agreement between sponsors and trust

Shareholder agreement stipulates that retained earnings will be
held in a trust benefitting funds upon liquidation

[ Legal entity
1 LF equity
® Linked exchange/contract

Liquidity Facility

. m —» Monetary exchange
 Articles of F———~—"AY™ sponsors < —> Contract
incorporation | | Initial capital 7%

Common shares Return of C) :)
c)(c
— liquidation*) | RRetained

Common stock —-@7 arnings
Commitment fee

_| Retained earnings Q%fnete-
(RE) —
Trust l—

T ©-

v RE (upon liquidation)

|
I
I
|
|
|
|
I
I
|
|
|
|
I
I
|
:
|
1 capital (on
I
|
|
|
|
I
I
|
|
|
|
I
I
|
:
|
! Funds

* Or upon relinquishment of shares upon exit from money market industry (or during equity true-up process)
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Regulatory Issues to be Discussed with the
Banking Regulators (FRB, NYBD)

Capitalization

FRB access

Capacity

Governance

Ownership
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Confirmation that proposed retained earnings solutions are acceptable (FRB, NYBD)

Confirmation of acceptable leverage and risk-weighted capital ratios and necessary capital buffer (FRB,
NYBD)

Regulatory perspective on how temporary impairments of capital resulting from the sale of securities
would be treated (if fair market value of securities is less than amortized cost) (FRB, NYBD)

Assurance the LF would receive standard access to the discount window under Regulation A (FRB)

Fed process of evaluating commercial paper and what it would likely be willing to accept, particularly
following an economic event and the LF entering liquidity mode (FRB)

Perspective on the amount of capacity the LF should provide, at startup and over time (FRB, NYBD)
Assessment of trade-off between limiting capacity vs. achieving lower leverage ratios (FRB, NYBD)

Perspective on outsourcing credit analysis (through sub advisory agreement or otherwise) and what
would constitute appropriate oversight of outsourced functions (FRB, NYBD)

Perspective on Board independence and director interlocks (FRB, NYBD)

Confirmation that an individual fund sponsor will not “control” the LF (to be conservative, even if LF is
unlikely to be a “bank” under Section 2 of the Bank Holding Company Act) (FRB, NYBD)
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