To those analyzing policy for money market funds at the SEC:

Greetings. My name is David Merkel, and I run Aleph Investments, LLC, a Maryland RIA. | manage stock and
bond portfolios for upper middle class people, and for small institutions. | am a Chartered Financial Analyst,
and in the past, | was an investment actuary, where | developed stable value products for pension plans.

When I was an investment actuary, | developed and worked with a large number of insurance products that
were managed to be pure savings vehicles. There was usually a short-term guarantee of crediting interest
together with a full guarantee of principal. The difference between the short-term guarantee and actual earnings
would get factored into the next short-term guarantee, making the short-term guarantee reflect the actual asset
performance over time. Benefits would get paid at book value, while plan sponsor deciding to terminate would
get something a little under the market value of the assets.

The names for those products were Initial Participation Guarantee, Guaranteed Investment Contracts, Stable
Value Funds, and hybrids and synthetics of them. For fixed income investments that acted like savings accounts
they worked well for pension plans and their beneficiaries in an era when interest rates started high, and kept
falling. They were complex compared to running a money market fund because they ran with longer fixed
income, making stability of principal much trickier.

I even created a product that was relatively short duration that could trade like a mutual fund, making it eligible
for a wide number of applications. (Sadly, I left shortly after it was created, and those who followed me didn’t
run it right, and so it didn’t amount to much.)

So, when I write about money market funds [MMFs], | think | get the math going on there, and the problem is
simpler because of the short duration, yet harder, because all assets are redeemable at par immediately. With the
longer-dated insurance products, terminating customers would face a relatively harsh market value adjustment
at termination. The challenge with MMFs is to make those demanding liquidity in a crisis pay the penalty, while
those staying in do not get penalized, and possibly, get rewarded.

Before | continue, | want to make clear that | have no economic interest in money market funds, aside from
being an investor in them.

Here is my proposal for MMFs. The first thing to do is define when a MMF is under stress, which is when its
shadow NAV is under 0.995. If at the time the shadow NAV is calculated at the end of the day, the shadow
NAYV is under 0.995 then two things happen in this order:

Those withdrawing funds lose additional units in the MMF in order to renormalize the shadow NAV to
1.0025. If any are doing a withdrawal of funds great enough that they won’t lose enough units, they suffer a
market adjustment penalty of the same amount. The maximum amount of economic loss is 10% of the amount
withdrawn.

. If the shadow NAV is still below 0.995 after step 1, units of those that remain are cancelled to the degree that
the shadow NAV renormalizes at 1.0025.

Why penalize those who exit in a crisis? They are causing the crisis. Liquidity is not a free good, and certainly
not in a crisis. This will make them think twice about liquidating, because they will absorb a disproportionate
amount of the loss.

Why renormalize to 1.0025? Why not to 1.0000? This helps prevent further runs on the fund. If parties exit
when the shadow NAV is over 1, it will boost the shadow NAYV further. Even if the continuing holders lose
units when the shadow NAV is renormalized, they don’t lose any value unless there are genuine defaults within
the assets held in the MMF. If there are no defaults, the unit losses will be made up by a higher yield which will
pay back the unit losses over the weighted average life of the assets involved.



A weak analogy to this is what VVanguard does on some funds that are less liquid. They charge a small
termination penalty, but it gets paid to the fund, not Vanguard. Long-term holders get a small benefit from this.

Here are some scenarios to show how this would work:

Units Assets NAV 100.00%

Open | 1,000,000.00 | 997,500.00 Starting Shadow NAV 99.75%
Close (before WDs) 1,000,000.00 | 996,100.00 Proforma Shadow NAV 99.51%
Target Shadow NAV
Proforma 800,000.00 796,100.00

Max allocable loss %
Action Use Proforma | Equalizing Loss % 2.94%
Allocable loss % 2.94%

154,414.52  150,000.00 Small % withdrawals 150,000.00

51,177.20  49,705.70 Large % withdrawals 50,000.00
Large withdrawal % 92% 0.2

205,591.72  199,705.70 Total withdrawal 200,000.00

Max allocable loss 20,000.00
Post Loss Dist 794, 408.28 796,394.30 100.25%
After Cancellation 794, 408.28 796,394.30 100.25%

Units cancelled -
Scenario One

I am only changing one variable in these scenarios, the most important one — what are the assets worth at the
close, prior to withdrawals. In my first example, that value is $996,100, leaving the Closing Pro-forma Shadow
NAV at 99.51%, which doesn’t break the buck, by a hair. The withdrawals get paid in full, and the fund lives to
fight for another day with no press release.


https://alephblog.com/2021/09/01/how-to-avoid-breaking-the-buck-redux/

Units Assets NAV 100.00%
Open | 1,000,000.00 | 997,500.00 Starting Shadow NAV 99.75%
Close (before WDs) 1,000,000.00 | 995,900.00 Proforma Shadow NAV 99.49%
Target Shadow NAV
Proforma 800,000.00  795,900.00

Max allocable loss %
Action Distribute Losses Equalizing Loss % 3.04%
Allocable loss % 3.04%

154,564.16  150,000.00 Small % withdrawals 150,000.00

51,217.11  435,695.72 Large % withdrawals 50,000.00
Large withdrawal % 92% 0.2

205,781.27 199,695.72 Total withdrawal 200,000.00

Max allocable loss 20,000.00
Post Loss Dist 794,218.73  796,204.28 100.25%
After Cancellation 794,218.73 796,204.28 100.25%

Units cancelled

Scenario Two

In the second scenario, the closing assets prior to withdrawal are $995,900, leaving the Closing Pro-forma
Shadow NAV at 99.49%, which breaks the buck by a hair. The withdrawals get paid at a 3.04% discount. The
small withdrawers lose additional units, but the amount of money they requested comes in full. The large
withdrawers don’t get paid in full. A large withdrawer is asking for all or almost all of their money back. The
assumption in this set of scenarios is that the large withdrawers are asking for 92% of their assets back in
aggregate. The calculation balances the losses between a payment discount, and loss of most of the remaining
units.



Units Assets
Open 1,000,000.00 | 997,500.00
Close (before WDs) 1,000,000.00 | 985,000.00
Proforma #00,000.,00 785,000.00
Action Distribute Losses

Post Loss Dist

After Cancellation

Units cancelled

Scenario Three

162,719.79
53,391.94

216,111.73

783,888.27

783,888.27

150,000.00 Small % withdrawals

49,152.01 Large % withdrawals
Large withdrawal %

199,152.01 Total withdrawal

Max allocable loss
785,847.99

785,847.99

100.00%
99.75%
98.13%

Max allocable loss %

NAV

Starting Shadow NAV
Proforma Shadow NAV
Target Shadow NAV

!

Equalizing Loss % 8.48%
Allocable loss %% B.48%
150,000.00
50,000.00
92% 0.2
200,000.00
20,000.00
100.25%
100.25%

In the third scenario, the closing assets prior to withdrawal are $985,000, leaving the Closing Pro-forma

Shadow NAV at 98.13%, which breaks the buck. The withdrawals get paid at an 8.48% discount. Those staying

still have all of their units at greater than par.

Units Assets
Open 1,000,000.00 | 997,200.00
Close (before WDs) 1,000,000.00 | 980,000.00
Proforma 800,000.00  730,000.00
Action Distribute Losses
165,000.00 150,000.00 Small % withdrawals
54,000.00  45,000.00 Large % withdrawals
Large withdrawal %
219,000.00 199,000.00 Total withdrawal
Max allocable loss
Post Loss Dist 781,000.00 781,000.00
After Cancellation 779,052.37 731,000.00
Units cancelled 1,947.63

Scenario Four

NAV 100.00%
Starting Shadow NAV 99.75%
Proforma Shadow NAV 97.50%

Max allocable loss %

Target Shadow NAV

Equalizing Loss % 10.97%
Allocable loss % 10.00%
150,000.00
20,000.00
92% 0.2
200,000.00
20,000.00
100.00%
100.25%



In the fourth scenario, the closing assets prior to withdrawal are $980,000, leaving the Closing Pro-forma
Shadow NAV at 97.50%. The withdrawals get paid at a 10.00% discount. Those staying also lose units, but
their higher income rate will compensate for that, unless the losses are permanent from defaulted assets.
Nonetheless, the losses they take are minor relative to those who withdrew from the MMF.

Units Assets NAV 100.00%

Open | 1,000,000.00 | 997,500.00 Starting Shadow NAV 99.75%
Close (before WDs) 1,000,000.00 | 950,000.00 Proforma Shadow NAV 93.75%
Target Shadow NAV 100.25%
Proforma 800,000.00 750,000.00
Max allocable loss % 10.00%
Action Distribute Losses Equalizing Loss % 25.94%
Allocable loss % 10.00%
165,000.00 150,000.00 Small % withdrawals 150,000.00
54,000.00  45,000.00 Large % withdrawals 50,000.00
Large withdrawal % 92% 0.2
219,000.00 199,000.00 Total withdrawal 200,000.00
Max allocable loss 20,000.00
Post Loss Dist 781,000.00 751,000.00 96.16%
After Cancellation 749,127.18  751,000.00 100.25%
Units cancelled 31,872.82
Scenario Five
In the fifth scenario, the meltdown scenario , the closing assets prior to withdrawal

are $950,000, leaving the Closing Pro-forma Shadow NAV at 93.75%. The withdrawals get paid at a 10.00%

discount. Those staying also lose units, but their higher income rate will compensate for that, unless the losses
are permanent from defaulted assets. Nonetheless, the losses they take are less than those who withdrew from

the MMF.,

The benefits of this proposal are:

Few will like the concept of a credit event in money market funds. That said, the idea would have many salutary
effects on money market funds:

Allows all MMFs to have a $1 share price all of the time

Penalizes those that grab for liquidity when an MMF is under stress

It would eliminate runs on the funds.

It would get people used to the idea that there is some risk in money market funds, though limited.

It would eliminate the need for the government to intervene and insure money market funds.

It would allow some money market funds to take more risk, and offer more return. There would be less
need to constrain maturity and credit quality of the investments in the MMFs so tightly.

e The cost would be minimal to continuing MMF holders. Most of the time losses would be 1-2%.

My proposal is better because it treats money market funds like ETFs; they are pass-through vehicles, and as
such, do not need capital buffers.


https://en.wikipedia.org/wiki/Reserve_Primary_Fund

And, my proposal is better, because it recognizes that credit events should be rare but acceptable aspects of how
money market funds work. Think about it: particularly when short term interest rates are so low, there is no way
for interest to cover even the slightest discrepancies versus NAV.

Under my way of doing things, let there be stable net asset values, freedom in investment guidelines, but the
possibility of credit events. The present set of restrictions in investing does no one any good, because the
problem is not length of maturity or credit quality, but issuer concentration.

But let money market fundholders analyze the tradeoff between yield and risk. Guess what? Short-term bond
fund holders have to do the same thing.

I strongly urge that you adopt my proposal. The money market funds will not like it, but they can live with it.
The SEC may not like it entirely, but it accomplishes all of goals that you care about. This is a compromise
proposal where everyone can win.

Sincerely,

David J. Merkel, CFA, MA
Aleph Investments, LLC — Ellicott City, Maryland



