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Money Market Fund Systemic Risk Analysis and 
Reform Options 


Consultation Report 
 
 
 
 
Amundi is the leading French asset manager and, with 658 billions € under management at the end of 
2011, it ranks 2nd in Europe and among the to ten largest asset managers in the world. Amundi 
manages about 2500 funds of different types implementing different investment strategies in 
different countries.  
Amundi Group is particularly active on the Money Market Funds (MMFs) segment with more than 
122 billions € under management at the end of March 2012. It runs a large majority of variable NAV 
and just a few constant NAV MMFs and welcomes the opportunity offered by IOSCO to comment 
on the Report on Money Market Fund Systemic Risk Analysis and Reform Options published on April 
27 and currently open for consultation. Amundi comments rely on its own experience and profound 
knowledge of the industry and express its personal views on the subject. It wishes to express at first 
some general comments before addressing the 32 questions of the consultation. 
 
General comment: 
Amundi strongly supports the response addressed by Association Française de Gestion, AFG, to 
IOSCO. This response presents a clear explanation of French funds main characteristics and Amundi 
would like to stress the following points: 


• there is a fundamental difference between CNAV and VNAV MMFs. Amundi supports 
the view that the main systemic risk stems from the possible discrepancy between real 
shadow NAV of a CNAV MMF and its official published C NAV. That possibility creates 
the risk of a run fuelled by the advantage taken by the “first to sell” in anticipation of a 
“break of the buck”. By principle VNAV MMFs do not suffer the same disadvantage and do 
not constitute a systemic risk; 


• any confusion between amortized cost and marked to market valuation should be 
banned; in particular, the report assimilates French “linearization” process to US amortized 
cost method, when they fundamentally differ. French linearization, strongly limited to short 
term listed instruments with low sensitivity to market fluctuations and strictly controlled by 
risk management teams and external auditors, is a kind of marked to model simplification 
adopted for short term instruments whose prices are not available on a market place; it is an 
extremely simple model of convergence at a regular daily pace towards end payment due by 
the issuer at maturity; it is not an alternative to marked to market method it is a way to find a 
practical way to implement it; 


• FMMs are and should undoubtedly be marketed as Investment Funds with all the risks 
attached to them, i.e. price movements up an down with no guarantee to recuperate invested 
money; they are however the less risky of investment funds and offer a permanent liquidity 
and aim at a regular increase of value on a short period; any attempt to market MMFs as 
deposit-like instrument leads to essential difficulties which are inherent to the proposed 
distortion consisting in twisting a Fund into a kind of deposit (check books, periodic interest, 
capital protection…); this point has definitely been overlooked by the report and that brings 
opacity to the analysis; 
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• consequently, many options envisioned are non conceivable for MMFs: buffer is not 
appropriate whatever its form, restriction on liquidity and any denial of immediate 
availability of the investment to the investor is contradictory to the essence of MMFs; 
suggested options find their rationale in the refuse to express the only strong principle that a 
MMF is a fund; alternatively CNAV MMFs could be transformed in SP Banks; 


• contribution of MMFs to the economy, mainly through their active participation to short 
term money markets should not be underestimated; especially at a time when growth is a key 
objective, the importance of short term funding offered by MMFs to governments, banks and 
corporates is highly valuable and all efforts should aim at reinforcing confidence at large, by 
protecting investors and avoiding turmoil on financial markets. 


These preliminary remarks frame Amundi’s views which are further detailed in the answers to the 
questions of the consultation. 
 
 
Question 1: Do you agree with the proposed definition of money market funds? Does this 
definition delimit an appropriate scope of funds to be potentially subject to the regulatory 
reform that the FSB could require to put in place, with an objective to avoid circumvention 
and regulatory arbitrage?  
Amundi considers that the prime objective of an investor when buying shares in a Money Market 
Fund (MMF) is to obtain a positive performance in relationship with current level of money market 
rates. The preservation of capital is decidedly not appropriate to characterise a MMF as it would not 
differentiate MMF from a bank deposit. Reference to daily liquidity and diversified portfolio of high 
quality/ low duration fixed-income instruments is correct, as long as it opposes fixed income 
instruments to shares and includes variable rate instruments. We may suggest however that to add the 
objective of regular increase of the NAV would clearly outline the fact that investors are investing in 
a fund with all associated risks. 
 
Question 2: Do you agree with the description of money market funds’ susceptibility to runs? 
What do you see as the main reasons for this susceptibility?  
CNAV MMFs are particularly vulnerable to runs. The principal factor of a run is to be found in the 
discrepancy between marked to market value and published NAV. As analysed below, Constant 
NAV MMF do offer an advantage to the first to redeem, thus creating an incentive to run. Variable 
NAV Funds are far less sensitive to the run risk, especially if investors are aware that negative price 
movement is possible from one day to the other. As mentioned a diversified clientele basis does help 
to avoid identical behaviour and mitigates the risk of a run.  
Thus the 3 key reasons for runs are to be found in the possibility of a discrepancy between MtM 
value and NAV, the lack of education of subscribers on the possibility of a loss, the concentration of 
clientele on one type of investors. 
 
Question 3: Do you agree with the description of the role of money market funds in short-term 
money markets? To what extent this role may create risks for short-term funding markets and 
their participants? Are there changes to be taken into account since the 2007-2008 experience? 
What are the interdependencies between banks and MMFs and the risks that are associated?  
The prominent role of MMFs on the short term money market and their contribution to the financing 
of the economy cannot be denied. However Amundi does not agree with the analysis of the risk it 
may create. If MMFs use their own credit risk analysis capacities and decide to prefer one issuer or 
another they do not cause disruptions in the market as they manage this type of reallocation 
progressively at the time when the papers come to maturity. It is a stabilising effect when compared 
to the attitude of Credit Rating Agencies (CRA) whose decisions may lead to immediate sale of 
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instruments. The recent experience, including the ban of European banks in 2011, has proved that the 
risk should not be overestimated. There is however an area for concern that relates to the proposed 
banking regulation, Basel 3, which does not consider the relative stability of the CDs subscribed by 
MMF as it does for client accounts balances. One may fear that banks will no longer find interest in 
issuing short term CDs making it impossible for MMFs to invest. 
  
Question 4: What is the importance of sponsor support for MMFs? What is the respective 
percentage of bank versus non-bank sponsors in the MMF industry? Are there differences 
among MMFs depending on their sponsors? What are the potential systemic risks of support 
or protection against losses provided by sponsors?  
Amundi runs many MMFs that are distributed by commercial banks networks. All prospectuses 
explicitly mention that there is a risk that the NAV may drop from one day to the following. There is 
thus no bona fide expectation by subscribers that the sponsor guarantees the capital invested. On the 
other hand the possibility to buy and sell shares of the MMF daily is clear and may put some pressure 
on the sponsor bank. It is first the role of the manager to take the risk of liquidity in consideration 
and he does so with the help of the distributor who knows the clients best. The implication of the 
sponsor is to be found in that knowledge of the clients and it is its duty to inform the manager of any 
risk of large redemption it can anticipate.  
This analysis refers to Variable NAV MMF. If we consider CNAV funds the implication of the 
sponsor might be much higher as the thread of “breaking the buck” put some more pressure on 
valuation issues and risk of massive simultaneous redemptions. 
 
Question 5: Do you agree with the description of MMF benefits? Are there other benefits of 
MMFs for investors than those outlined in this presentation? What are the alternatives to 
MMFs for investors? How has investor demand for MMFs recently evolved? What would lead 
investors to move away from MMFs to other financial products?  
Yes, Amundi agrees that MMFs present many advantages for investors and sees those as an 
explanation for the continuous success of MMFs, even in a period of very low interest rates. Any 
alternative to investment in MMF shows a disadvantage for investors (yield, concentration, access 
for too small or too large amounts, operational risk, need of capacity to monitor investments …). 
Diversification, access to better market conditions and availability for transitory investments are 
mentioned in the report. Other advantages could be added to the list: active management and credit 
monitoring, transparency, segregation from a bank’s balance sheet, accessibility for daily moves, 
accessibility for very large amounts…  
Clientele of MMFs is both structural with excess cash management and conjuncture-linked with 
transitory safe investment. Outflows depend on the general economic environment for the first part 
and when confidence comes back and investment starts MMFs lose assets. Confidence and appetite 
for riskier investment is the key for prompting redemptions for the second type of clientele. Good 
news! One should not fear lower assets under management in MMFs as it would mean that the 
economic situation turns much better. 
 
Question 6: Do you agree with the proposed framework comparing money market funds and 
bank deposits? Are there other aspects to consider?  
No, the description as it stands shows a misconception of what a MMF is, at least in continental 
Europe. It is a Variable NAV Fund and it has always been offered to the client as a financial 
instrument to invest cash in. It has never been offered as an alternative to deposit but as an 
investment possibility, out of the bank account with the necessity to open a securities account. 
Subscriber places an order to buy or sell as he does for any transaction on a security. It is an 
alternative to other types of more risky investments: MMF is traditionally positioned on the product 
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range as the less risky type of UCITS or fund. But it is always sold as a fund with explicit mention in 
the documentation of the fact that NAV may drop from one day to the other. When the client wishes 
to get his money back on his account he must place a redemption order. Comparing a VNAV MMF 
with a deposit account seems in that respect beyond comprehension. 
 
Question 7: Are there other similarities or differences between CNAV and VNAV funds which 
would be useful for the analysis? Is there evidence (based on representative samples) showing 
differences in the fluctuation of the funds’ NAV depending on their model? What is the extent 
of the use of amortized cost accounting by VNAV funds? Has this practice evolved over time?  
The essential difference between C NAV and V NAV funds lies in the fact that VNAV fluctuates 
when CNAV does not; thus CNAV cannot track as properly as VNAV do the money markets trends 
and fluctuations. This is evidenced when comparing second degree momentum of price fluctuation of 
MMF: if the comparison of the NAV fluctuations of VNAV and C NAV funds does not show many 
differences (as it is unusual if actually possible for VNAV to show a decrease of price) the 
comparison of the volatility of these daily price changes shows that VNAV funds are indeed different 
from CNAV MMFs. It should be noted that many VNAV Funds offer a liquidity on D Day for 
subscription and redemption orders placed before the cut off time.  
Taking the example of French accounting principles, it is an error to suggest that the so called 
“linearization” approach is similar to the amortized cost method. French MMF are valued on a 
marked to market basis for all the constituents of their portfolio. For CD’s and CP’s only and  when 
they have less than 3 months to run till maturity, there is an option to refer to a model pricing and add 
daily the accrued interest and the daily linear capital difference, computed by difference between last  
price and reimbursement divided by the number of days remaining till maturity. It is in that respect 
quite comparable to amortized cost method. But this option, under French regulation, can only apply 
on instruments that are not sensitive to market fluctuations, for example if there is no thread on 
proper reimbursement by the issuer at maturity; in other words, there is no room for linearization to 
mask a credit risk.  
 
Question 8: What is the importance of ratings in the MMF industry? What is the impact of the 
monitoring function of credit rating agencies for MMFs? What are the potential systemic risks 
associated with ratings in the MMF industry?  
Influence of CRA on MMFs is larger than on any other type of fund: on one hand fund managers 
may explicitly rely on rating categories for their investment (and they are obliged to in Europe where 
CESR rules refer to ratings), on the other hand some MMF are rated themselves. CRA’s have created 
a set of internal rules to determine the rating of a fund that, in a circular way, refer to their own 
public ratings of different issues and programs. They do not appear, at first sight, to act as an external 
audit having an unquestionably positive impact on the quality of the fund. Questions 29 and 30 
below address in more details the CRA’s issues. 
 
Question 9: Are existing rules adequately addressing risks regarding the management of 
collateral from money market funds? What are the risk management processes currently in 
place with regard to repo and securities lending transactions? Do MMFs present unique issues 
with regard to their use of repo markets or would general policy recommendations that the 
FSB may issue regarding repo markets be applicable?  
One should consider in which circumstances MMFs use repos and securities lending. MMFs are 
generally not active on the securities lending market. On the contrary they are very large players on 
the repo market. MMFs have loads of cash to invest short term. Reverse repo is largely used as a safe 
way to place cash with a collateral in securities that are transferred to the fund. It is safer than a 
deposit on a bank account thanks to the collateralisation it provides. But for liquidity’s sake MMFs 
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will require a possibility to return the securities for cash at any time with a 24 hour notice. The Repo 
activities of MMFs are, legally in France, structured with a 24 hour call. Due to this specific 
provision, MMFs should benefit from a large autonomy to negotiate haircuts, types of eligible 
securities and margin calls. Call or reset of the transaction is often more effective than adjustment of 
collateral.  
 
Question 10: Are the above-mentioned changes in the environment of MMFs relevant factors 
to take into consideration? What are some of the implications for regulatory options? Are there 
other aspects to consider? 
The most relevant changes in the environment of MMFs are:   


(i) the new regulatory framework (especially the 2a-7 US rule and the new ESMA criteria in 
Europe); the new rules have defined a strict framework within which MMFs are allowed 
to evolve; so far these measures have proved their efficiency, since no major incident has 
been identified in MMFs management despite unsettled markets prevailing over the last 
months; 


(ii)  the new regulatory framework planned for banks (Basel 3) with the creation of two 
liquidity ratios, Liquidity Coverage Ratio (LCR) and Net Stable Funding Ratio (NSFR); 
both ratios could create a gap between banks incentivized  to find longer term funds and 
disregard short term CD’s and MMFs keen to favour short term instruments. 


 
Question11: Do you agree with the systemic risk analysis and the rationale for reform 
presented in this section? Are there other factors to consider? 
It cannot be discussed that improved regulation will favour MMFs industry and reinforce financial 
stability. Amundi would like to point out that (i) MMFs importance in Europe is very low when 
compared to figures in the US and other countries, (ii) MMFs in Europe can not be included in the 
definition of deposit-like instruments as they are actively managed funds with no other specificity, 
compared to other funds, than their low level of risk, (iii) VNAV MMFs in France are not using 
amortized cost method as they must at all times reflect the credit risk of their holdings in the NAV. 
 
Question 12: Do you agree with the benefits of imposing a mandatory move from CNAV to 
VNAV, which would amount to prohibiting the use of amortized cost valuation for any 
securities held by a MMF? Are the challenges identified in the US context valid in other 
jurisdictions currently authorizing CNAV funds? How could these challenges be overcome?  
Beyond the mandatory move from CNAV to VNAV, the most important factor is the ban of the 
amortized cost valuation that may generate discrepancy between official and shadow NAVs. 
Subscribers of both C and V NAV MMFs should be prepared to see declines in their investments and 
to accept the “break of the buck”. In that respect the introduction of two more decimals in the price 
of aCNAV units would make the “break of the buck” less traumatic: a decrease in price of 1bp is far 
more manageable than a 1% change. 
 Were the mandatory move to VNAV decided, and Amundi supports this position, there should be a 
transition period, to allow time for the necessary adjustments (modification of regulations and rules 
for pension funds managers or treasurers).  
 
Question 13: What would be the main effects of establishing a NAV-buffer? What would be the 
most practical ways to implement such buffers? Should various forms of NAV-buffers be 
allowed or should regulators favour a single option? What would be a realistic size of the NAV-
buffer and what would be the impact in terms of costs for running MMFs? In the case of 
subordinated shares, could the option be seen as creating a securitization position, with 
associated requirements in terms of retention?  
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As a general rule, Amundi is not in favour of any buffer. The introduction of any kind of buffer 
would suggest that the ultimate objective of a MMF is to provide shareholders with a zero-risk 
investment, which does not exist. The Report should focus on the key issue: why are CNAV MMFs 
sold as deposit-like instruments? The question is one of distribution and sales and not one of fund 
management. It is a case of mis-selling and regulators have to address that issue in priority. 
In addition, the implementation of a buffer would create many more difficulties (raising tax, 
operational and even conceptual issues) than it would solve existing problems. Moreover, the cost, to 
be paid by either the shareholder or the sponsor, of a buffer mechanism would considerably weaken 
the business model of MMF industry, particularly so in an environment of extremely low rates. 
 
Question 14: Do you agree with the description of the challenges associated with the 
establishment of a private insurance? Are there ways to address them?  
If the need for protection through an insurance policy were confirmed by investors it would be for 
them to ask insurance companies to enter into that business and make an offer at a plain rate. A 
mandatory system suffers all the disadvantages mentioned under question 13. 
 
Question 15: Do you agree with the description of the challenges and potential second-round 
effects of a conversion of MMFs into special purpose banks? Are there ways to circumvent 
those effects?  
For VNAV MMFS, even first round advantages of a conversion of MMFs in SP banks are fallacious. 
When considering certain CNAV MMFs, this suggestion might make sense. Those CNAV MMFs 
that are marketed not as funds but as deposit-like instruments could effectively be licensed and 
supervised as Special Purpose Banks. There would be a clear-cut choice for CNAV MMFs: turn to 
variable NAV and be marketed as investment schemes or be distributed as deposit-like instruments 
and become SP Banks. 
 
Question 16: What are the main advantages and drawbacks of two-tier system(s)? Would it be 
sufficient to address the risks identified? What could be the conditions applicable to CNAV 
funds? What could be the potential impact on investor demand? Should certain funds be 
exempted from certain risk limiting conditions due to their holdings? 
Apparently there is room for a coexistence of VNAV and CNAV MMFs as long as clients have a 
clear understanding of the differences between the two categories. ESMA decided that CNAV funds 
could only be classified as short term (ST) MMFs and that suggests that a real pedagogical talent 
should be developed to explain in Europe the 2 categories and the fact that the ST MMFs split in two 
techniques.  
But as long as the intrinsic default of CNAV, i.e. the risk of a discrepancy between published official 
NAV and marked to market shadow NAV, is hidden there is no room for peaceful coexistence. Any 
specific regulation will not be of any use if the issue of lack of transparency of CNAV is not properly 
addressed. 
  
Question 17: Do you agree with the suggestion that reserving CNAV funds for only certain 
investors (i.e. retail or institutional investors) would face practical challenges and would not be 
sufficient to address the risks identified?  
Yes, it is not a realistic approach to dedicate a category of funds to a type of clientele. The most 
important point when addressing the liability side of a fund, i.e. the clientele, is to maintain a large 
and diversified basis of clients. It increases the chances of mutualisation, the basis of any insurance. 
Moreover, it is impossible to prejudice that institutional or retail clients are more likely to provoke a 
run. 
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Question 18: Regarding the different structural alternatives described in Section 1, what are 
the benefits and drawbacks of the different options described above? How could they be 
prioritized? What are the necessary conditions for their implementation?  
When examining all the possibilities described in section 1, the report overlooks the only 
fundamental question: how to stop MMFs to be sold as deposit-like instruments? This is the first and 
only priority.  
 
Question 19: What are the main benefits and drawbacks of imposing the use of marked-to-
market accounting for all the instruments held by MMFs? What is the availability of market 
prices for securities commonly held by money market funds? Are there situations where this 
general principle could not be applied?  
Using marked to market prices for all instruments held by MMFs is the only way to suppress the risk 
of discrepancy between official and shadow NAV. It should be considered as a real improvement. 
For practical reasons one should accept that in the absence of specific market prices valuation models 
may be appropriate. Models usually rely on yield and spread curves that are continuously monitored. 
If a transaction shows a price on an instrument valued on the basis of a model, the listed price should 
be confronted to the marked to model price. It should not always be conclusive but always 
challenged.  
  
Question 20: Should the use of amortized cost accounting be limited, and, if so, how? Are 
general restrictions on funds’ WAM or WAL preferable? Are there practical impediments (e.g. 
availability of prices) to imposing stricter requirements on the use of amortized cost accounting 
than current existing regimes? What would be the potential effects on MMFs’ investment 
allocation and short-term funding markets? What monitoring should be implemented? What 
conditions are advisable? In particular, please describe the rationale, feasibility and effects of 
limiting the residual maturity of instruments to [30-60-90-other] days. What materiality 
threshold could be proposed?  
Decisions on the topic of fair value have to be reached with pragmatism: recent experience of the 
way difficult times have been overcome by MMFs teaches a lot on the appropriate level of flexibility 
which is applicable. As outlined in the report “cost involved in requiring market prices for securities 
very close to maturity… may not be justified”. Linearization (as used in France), or amortization in 
the absence of market turbulences, has to be considered as a fair improvement of amortized cost 
method. Its use is rightly limited to short term maturity products, which are less easily traded on 
secondary markets any way. Graphs presented at the IOSCO hearings in March 2012 show how great 
the difference is between amortization on 13 and 3 months. One is copied here, chosen out of several 
others which showed the same. 
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Thus, Amundi supports the view of a 3 month maximum period for amortization or linearization. It 
also approves the idea of a threshold of materiality simply because NAV calculation is not an exact 
science. In fact the two proposed options have to be considered together and not as an alternative. 
MMFs NAV should be calculated on marked to market basis with a possible reference to models in 
case of absence of available recent prices and with a limited recourse to linearization. A constant 
monitoring of actual prices when they appear should be undertaken to justify that there is no 
discrepancy larger than the authorized threshold between published NAV and last-price-based NAV. 
The threshold should be strict and a figure around 10bp or 0.10% seems reasonably tight. 
Amundi does agree that all instruments with the same characteristics should be valued using the 
same accounting method in the same portfolio and even in all portfolios of the same category of 
funds. 
 
Question 21: What are the main benefits and drawbacks of imposing global liquidity 
restrictions? Should there be restrictions regarding (daily/weekly) liquid assets as well as 
regarding illiquid assets? Are global definitions of (daily, weekly) liquid and illiquid assets 
practical? Are there other conditions to consider (e.g. regarding the concentration of assets)?  
Liquidity management is and has always been one of the key concerns of a MMF manager. He 
knows that clients may get in and out every day and makes sure to have enough liquidity and 
investment solution to face the situation. Liquidity is only constituted of cash and cash equivalent 
assets. Short term denominated Corporate or Government bonds or bills are not liquid assets since 
they require a sale to be transformed in cash and recent history proved that some Government bonds 
may become illiquid overnight. It is then important to prefer the notion of cash available instead of 
liquid assets and limit it to cash, 24 hour repo, MMFs and instruments with a maturity of less than a 
week. A minimum investment ratio of around 10% in this restricted list of assets could be considered 
as a necessity for MMFs.  







 
 
 
 
 


 
 
 


 
 
 
 


9 
 
 


However it should be kept in mind that introducing a ratio in the regulation could lead to perverse 
effects: the real level of cash necessary is very much a function of the clientele and their estimated 
behaviour, and a 10% ratio might be simply grossly undervalued for some funds at some times; 
regulators should not suggest that the proposed ratio is a guarantee that the compliant MMF is able to 
face its liquidity requirement. 
 
Question 22: To what extent are managers able to “know their customers” and anticipate 
redemptions? Are there practical obstacles for managers to “know their customers” (e.g., in 
the case of platforms, omnibus accounts) and how could they be addressed? What are the main 
features of the funds’ investor base to take into consideration from a liquidity risk management 
point of view? Should conditions, e.g., regarding the concentration of the investor base be 
considered? Would this requirement allow fund managers to better understand and manage 
the risks to which the fund is exposed?  
As a general principle MMF management is not only a question of investing properly but also, and 
probably more importantly, of anticipating the appropriate level of investment at all times. Thus the 
manager wants to know as much as possible on clients and their expectancies. In that respect a MMF 
manager will certainly improve over time and experience is a key factor of success. To anticipate the 
need for liquidity the manager will rely on two sources provided by commercial and marketing 
staffs: direct approach of large holders of the fund in order to flag their flows (even behind the 
omnibus account of another bank) and statistical analysis of the lot of anonymous smaller clients. 
Tracing of orders, when implemented, will improve the possibility to better analyse large amounts. 
Diversification of clientele is of paramount importance to avoid concentration of identical orders on 
the same day. 
 
Question 23: Would such a liquidity fee generate a pre-emptive run? If so, when and are there 
ways that pre-emptive run risk could be reduced? How would shareholders react to the 
liquidity fee? Would it cause shareholders to transfer their MMF investments to alternative 
investment products? If so, which types of shareholders are most likely to make such transfers 
and to which products and will such a shift in investment create new systemic risks or 
economic, competitive, or efficiency benefits or harm? Would MMF board directors be able to 
impose a liquidity restriction despite potential unpopularity with investors and competitive 
disadvantage imposed on the fund? At what level such a liquidity trigger should be set?  
The introduction of a liquidity fee or other devices aiming at reducing the liquidity of a MMF is not 
appropriate. If systematic, it will break the present understanding that MMF are available daily for 
subscriptions and redemptions. MMFs would greatly suffer from such a decision and in return a 
shock of systemic importance would undoubtedly impact short term markets. If it is used only in case 
of necessity, its activation would act as a powerful trigger to prompt investors to run out of the fund 
provoking the same type of shock. 
 
Question 24: How would shareholders react to a minimum balance requirement? Would it 
cause shareholders to transfer their MMF investments to alternative investment products? If 
so, which types of shareholders are most likely to make such transfers and to which products 
and will such a shift in investment create new systemic risks or economic, competitive, or 
efficiency benefits or harm?  
Bad reaction has to be anticipated. Introducing a minimum balance withheld and kept at risk is 
simply contradictory with the usage of MMFs and would mean immediate transfer to other types of 
assets. 
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Question 25: What are the benefits of using bid price for valuing the funds? Are there other 
options (such as anti-dilution levy) which could be explored to reduce shareholders’ incentive 
to redeem?  
Among the proposed suggestion of this section, the valuation at the bid price is the only one to be 
acceptable for Amundi. The transition to bid prices should be run smoothly and probably apply 
progressively starting with the longer maturities first and then expanding to shorter ones if necessary. 
It is an option already at hand for managers in France as they may choose that method for valuation. 
The risk is to penalize the existing fund holders in favour of the new subscribers who benefit from an 
investment at bid price. It is then adapted to periods when redemption is the trend.  
 
Question 26: What are the benefits and drawbacks of allowing redemptions-in-kind? Are there 
practical impediments to implementing this option (e.g. some portfolio securities cannot easily 
be divided)?  
MMFs are vectors to keep cash at hand in the best conditions. A MMF cannot think of offering 
payment in kind, not to mention practical difficulties that this implies. 
 
Question 27: What are the benefits and drawbacks of requiring gates in some circumstances? 
Which situations should trigger gates to be imposed to redeeming shareholders? Would it be  
enough to permit gates in some jurisdictions? Would there be a risk of regulatory arbitrage? 
Any restriction to liquidity is nonsense for a MMF. In case of emergency it may suspend 
redemptions and try and find with all clients the best and most equitable exit. 
 
Question 28: Do you agree with the suggestion that the establishment of a private liquidity 
facility faces challenges that make the option unworkable or do you see ways to circumvent 
these challenges?  
Yes, Amundi agrees that the option of a private liquidity facility is not workable. It would even 
increase moral hazard and favour an anti-selective process in favour of less professional or riskier 
MMFs managers.  
 
Question 29: What are the main benefits and drawbacks of the provisions included in current 
regimes referring to external CRA ratings? Are there alternatives to credit ratings that 
reasonably can be substituted? 
Amundi supports the trend towards a lesser dependency on CRA ratings. In its processes for MMFs 
and other types of funds it relies on its internal capacity to analyse and monitor risk independently. 
However Amundi believes that CRA ratings should not be disregarded as they express an opinion, 
convey some information, are attentively scrutinized by market participants and have a market 
impact when they change. Smaller firms may also prefer to principally rely on CRA ratings and 
should not be prevented to do so if it is clearly explained to the subscribers. It would not be 
practicable to turn to a world without ratings.  
In the regulation CRA ratings should be used in safe harbour rules as an example of external 
assessment of credit risk and should not be part of the legal corpus. The same principles should apply 
to investors own investment guidance. In that regard ESMA rules applicable to MMFs explicitly 
refer to rating categories and should be amended to reintroduce some flexibility and as a way to 
dilute the market impact of a change of a CRA rating. Transforming a discontinuous process (sale 
when a down grading is announced) into a more flexible continuous process (decide to keep or sell 
irrespective of the change of CRA rating) is very important for market stability.  
  
Question 30: What are the benefits of MMF ratings? Should a greater differentiation between 
MMF ratings be encouraged? To what extent are investors restricted in their investments to 
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‘Triple-A’ rated funds? What alternatives could there be (e.g. from other third parties)? What 
initiatives could be proposed to educate investors about MMF ratings? 
MMF rating could be helpful for investors if it were on one hand correctly explained and understood 
and on the other hand if it relied on criteria relevant for them. Many doubts appear on both accounts. 
The scale of MMFs ratings starring at triple A is in it self misleading as it uses long term references 
for an instrument belonging to the short term world. True, that A1 or Prime is less easily understood 
than the famous triple A which penetrated even the popular press! But CRAs try an capitalize on the 
image of the triple A explaining that if for a MMF it is a AAAm for example as opposed to AAAf for 
a longer term fund…confusion an lack of transparency in any case. CRA rating of a MMF considers 
rules of organisation and valuation of the manager and imposes investment rules with limits in 
maturity, average WAL and WAM and limit, except for a small percentage, investment in issues and 
programs that they have personally rated. Clients may prefer diversification on first quality names 
rated by another CRA or not rated, they may look for the best ratio between acceptable risk and 
performance…  
A rating will not help them in that. Rating is understood as a marketing tool and managers have 
decided not to publish a rating that would not be triple A. There is no means for the regulator to 
encourage greater differentiation between ratings. But a disclaimer put next to the rating of the MMF 
each time it is mentioned could help investors understand what a rating is and is not. Education is the 
priority in that respect. 
 
Question 31: In addition to the options explored in the four sections above, do you see other 
areas to consider which could contribute to reinforcing the robustness of MMFs?  
The distribution and sale of MMFs should be regulated. If MMFs are sold as funds and not as deposit 
like instruments, all the mentioned and analysed risks either disappear or are highly mitigated. 
 
Question 32: Do differences between jurisdictions require different policy approaches or would 
a global solution be preferable, notably to ensure a global level playing field ? 
Due to large differences between local jurisdictions it cannot be decided to implement the same 
regulation world wide at once. It should be considered an objective to converge to a similar 
regulation and ensure in the future a totally even global playing field. It will require several years and 
evolutions should be implemented gradually in order to avoid market disruptions. Thus, different 
legislations will coexist for several years with a shared view to convergence. 
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INVERCO REPLY TO IOSCO’S CONSULTATION REPORT ON 
MONEY MARKET FUND SYSTEMIC RISK ANALYSIS AND REFORM 
OPTIONS 
 
 
INTRODUCTION 
 
INVERCO (Spanish Association of Collective Investment Schemes and Pension Funds) 
represents more than six thousands collective investment schemes and more than 1,300 
pension funds, with assets under management over EUR 276 billion. 
 
INVERCO congratulates IOSCO for their complete and deep analysis of Money Market 
Funds in different jurisdictions and for their evaluation of possible policy options that could be 
relevant in this matter. 
 
As a general comment, INVERCO wants to emphasize the importance of Money Market 
Funds, as an appropriate instrument for investors and an instrument for invigorate the 
economy. Additionally, in Europe and, in particular, in Spain, Money Market Funds are 
extremely regulated entities that make them robust in case of financial crisis, they have not 
enough size to generate systemic risks and they have significant differences from bank 
deposits. 
  
Many policy options proposed by IOSCO are already included in regulations in Europe 
and, specially, in Spain. Consequently, IOSCO policy options should only be 
interpreted as a way to give more flexibility for existing strict rules and should never 
be additional requirements that impede development of MMF. 
 
 
COMMENTS 
 
Money Market Funds are a very appropriate way of investment with many advantages 
for investors that are, among others: 
 
1. Safety. Money Market Funds are assets separated from entities in charge of their 


management (Management Company) and of safe-keeping of their investments 
(Depositary). Besides, participants are their owners, being perfectly identified by entities 
in charge of their marketing.  
 


2. Supervision.  Money Market Funds, their Management Companies and their Depositaries 
are supervised by Competent Authorities that get information from them and supervise 
them not only by distance but also on site. 
 


3. Diversification and control of risks. Investment in assets of the same issuer must comply 
with maximum percentages (5%, in general). In case bankruptcy, investors only would be 
affected in the mentioned low percentage.  


 
4. Liquidity. Daily Net Asset Value (NAV), daily price calculation and daily subscription and 


redemption of units are provided for investors. 
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5. Transparency. Investors receive and can have access to broad periodic and up-to-date 
information about the Money Market Funds and their investments. 


 
6. Professional Management and enlargement of investors’ possibilities. Management 


Companies are professional entities that manage Money Market Funds in interest of their 
participants. Money Market Funds join contributions of many participants, so, with a little 
investment, participants have access to every kind of investments and markets. 


 
7. Adaptation to investment profile. Investors know previously restrictions on investment 


policies of Money Market Funds and definition of their risk profile, so they can decide if 
such investment fits their requirements. 


 
Money Market Funds are fundamental for economy, because: 
 
1. They channels savings to productive sectors, giving financial support to companies. 


 
2. They promote efficiency in markets, providing liquidity to traded securities. 


 
3. They finance public sector, due to their investment in Governments securities and their 


compliance of their taxation commitments.   
 
Definition of Money Market Funds, given by IOSCO, is comprehensive enough to 
include Funds with this consideration in different jurisdictions. However, not all Funds 
that could fit this definition would need the regulatory reform proposed by FSB. In 
particular, European Money Market Funds would not need additional reforms due to 
the following reasons: 
 
1. European Money Market Funds are subject to rules of ESMA1 that already face and 


avoid systemic risks by imposing more detailed and stricter rules on eligible investments, 
valuation and liquidity. Besides, harmonized MMF are subject to strict rules on 
management of liquidity risk by article 40 (3) and (4) of Commission Directive 
2010/43/EU of 1 July 2010. These rules include, among others, stress tests which enable 
assessment of the liquidity risk of the harmonized MMF under exceptional circumstances. 


 
2. Susceptibility to runs affects the kind of entity or financial instrument in unusual 


situations. However, due to abovementioned strict regulatory framework, in Europe and, 
in Spain, particularly, Money Market Funds are able to comply adequately with their 
redemption and subscriptions obligations in adverse circumstances derived from financial 
crisis, without requiring government intervention or exceptional measures.  
 


3. Systemic risk can’t be generated by entities with a relative small size. Although Money 
Market Funds are very important in United States due to their volume, this is not the case 
of MMF in Europe where their volume is half of MMF in United States and is distributed 
among different countries. In the cases of Ireland and Luxembourg (that accrue 60% of 
MMF’s assets in Europe), as they are transnational distribution centres, investors are 
diversified in all European countries. Consequently, at least in Europe, Money Market 
Funds are not big enough to create systemic risks. 


                                                             
1 CESR’s Guidelines on a common definition of European Money Market Funds, 19 May 2010, (CESR/10-049). 
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United Stated 
57%


Rest of America
3%


Europe
29%


Asia and Pacific
10%


Africa
1%


MMF in fourth quarter of 2011


 
 
 


4. MMF are quite different from banking activity and bank deposits. These differences are: 
 
- Ownership. Investors in MMF are shareholders not creditors. 


 
- Transparency. Unlike bank deposits, investors in MMF have periodic information on 


Money Market Funds and their investments. 
 


- Stricter limits on investment and borrowings. Investment policy of MMF restrict 
investment to short-term and high-quality assets and, for harmonized MMF, 
borrowings must be temporary and limited to 10% (article 83 (2) Directive 
2009/65/EC). 


 
- Diversification. In general terms, harmonized MMF shall invest no more than 5 % of 


its assets in transferable securities or money market instruments issued by the same 
issuer or 20 % of its assets in deposits made with the same financial entity (article 52 
(1) Directive 2009/65/EC). 
 


- Minimum credit, maturity and liquidity mismatch. As it has been mentioned, eligible 
securities must have high quality and low residual maturity; portfolio of MMF must 
have a reduced weighted average maturity (WAM) and weighted average life (WAL) 
and MMF’s liquidity risk must be continuously managed and monitored.  


 
 


In particular, considering Spain, Money Market Funds are subject to many obligations 
to avoid liquidity risks, some of them are policy options proposed by IOSCO: 
 
1. Requirements related to characteristics of MMF’s investments and MMF’s portfolio. Spain 


has adopted entirely the abovementioned rules of ESMA. Consequently, there are two 
kinds of relevant categories: Short-Term Money Market Funds and Money Market Funds. 
The rules restrict investment of MMF to those eligible securities with high quality and low 
residual maturity and portfolio of MMF to those with a reduced weighted average maturity 
(WAM) and weighted average life (WAL). 
 


 Total net assets fourth 
quarter of 2011 


United Stated  2.080.085 
 Rest of America  118.515 
France 347.584 
Ireland  281.974 
Luxembourg 299.473 
Rest of Europe 124.037 
 Asia and Pacific  352.999 
 Africa  24.166 
Total 3.628.833 


Source International Investment Funds Association 
Millions of euros 
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2. Variable NAV and valuation marked to market. In Spain, all Money Market Funds have to 
publish daily variable NAV and, since a regulatory reform in 2008, their entire portfolio is 
valued marked to market.  


 
3. Minimum coefficient of liquidity. In Spain, liquid assets of MMF must be, as a minimum, 


3% of their net assets and, Spanish Supervisor (CNMV) can raise this percentage, up to 
10%, in certain cases when exists or would be predictable the existence of difficulties.  


 
4. Control of the liquidity risk. Management Company must have internal systems to verify 


that there is suitable liquidity management which makes it possible to control the market 
depth of the financial instruments in which the MMF invests, taking into account the usual 
trading and amount invested so as to obtain ordered settlement of the positions of the 
MMF through normal trading mechanisms in order to guarantee that their ability to meet 
requests for redemption of units or sale of assets is not reduced, and respects at all times 
equal treatment for all investors.  
 
In particular, liquidity risk must be analysed both at the level of the managed Collective 
Investment Scheme (CIS) and at the level of the financial instruments in the investment 
portfolios: 
 
a) The evaluation of the liquidity of the managed CIS will take into account factors such 


as the structure of unit-holders or shareholders and their level of concentration, the 
quality of the information on patterns of unit redemption or disposal of shares of the 
managed CIS and the existence of restrictions on the redemption of units or disposal 
of shares of the managed CIS included in its prospectus.  
 
At any event, the liquidity of the managed CIS will be evaluated individually for each 
CIS, as well as overall for all the managed CIS, including any other portfolios 
managed by the CIS management company.  
 


b) The evaluation of the liquidity of a financial instrument will take into account factors 
such as trading frequency, trading volume and the number of transactions, the 
availability of market prices, the analysis, as the case may be, over a certain period of 
time, of the bid and ask prices and the spread, including a comparison with available 
market prices, the quality and number of financial intermediaries involved in trading 
the financial instrument, the investment volume of the managed CIS in the financial 
instrument compared with the total outstanding volume, and the time necessary to 
dispose of a significant amount of the investment in the financial instrument without 
causing serious damage to the unit-holders or shareholders.  
 
For this purpose, the CIS management company may assign a liquidity ratio to each 
financial instrument in the portfolio of the managed CIS. At any event, the evaluation 
of the liquidity risk, both at the level of the CIS and at the level of the financial 
instrument in their investment portfolios, will be submitted to the stress testing.   
 


5. Exceptional measures for redemptions. These include the followings: 
 


- Possibility of requiring a forewarning of 10 days in case of redemptions over 
300.000 €, provided that this forewarning is mentioned in the rules of the MMF. 


- If trading of securities was suspended and affected to securities that represent 
more than 5% of MMF net assets, subscriptions and redemptions would be partial 
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considering the NAV referred to assets not affected. The rest of subscriptions and 
redemptions would be made when trading would start again. 


- Redemptions in kind in exceptional cases that the Management Company must 
justify and CNMV must approve provided that this possibility is mentioned in the 
rules of the MMF. 


 
These measures are more than enough to achieve an adequate control of eventual risk 
that could be associated to MMF. There is no necessity to impose any other one 
measure. What is more, some of these requirements should be adapted; in particular, 
valuation at amortized cost for instruments with a next residual maturity and constant 
NAV for Short Term MMF should be an option. Using controls and restrictions, as those 
mentioned previously (requirements related to characteristics of MMF’s investments and 
MMF’s portfolio, minimum coefficient of liquidity, control of the liquidity risk and exceptional 
measures for redemptions), the use of this mechanism of valuation will be safe and will 
promote Money Market Funds with their abovementioned advantages for investors and 
economy. For example, although constant NAV has never been used in Spain, valuation at 
amortized cost for instruments with next residual maturity was permitted previously in Spain 
(before 2008) and there has never been any problem during the period of use of this system 
of valuation. 
 
Finally, the use of constant NAV and amortized cost for valuation by MMF are 
prescribed by ESMA. In this sense, constant NAV is only possible for Short Term Money 
Market Funds2 and valuation at amortization method is only possible for Money Market 
Instruments with a residual maturity of less than three months and with no specific sensitivity 
to market parameters, including credit risk, and for certain UCITS3. Policy options 
proposed by IOSCO only should be addressed to give more flexibility to ESMA rules, 
amplifying possibilities for use of constant NAV and amortized cost for valuation by 
MMF, and they should never be additional requirements, because they would make 
impracticable development of MMF. 
 


 
 


Madrid, 28th May 2012 


                                                             
2 Paragraph 13 of Box 2 in CESR’s Guidelines on a common definition of European Money Market Funds, 19 
May 2010, (CESR/10-049). 
 
3 Pages 8 and 9 of CESR's Guidelines concerning eligible assets for investment by UCITS March 2007, updated 
September 2008 (CESR/07-044b). 
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May 25, 2012 
 
Mr. Masamichi Kono 
Chairman, Technical Committee  
International Organization of Securities Commissions (IOSCO)  
C/ Oquendo 12 
28006 Madrid 
SPAIN 
Submitted via Email to: MoneyMarket@iosco.org   
 
Dear Mr. Kono: 
 
The Association for Financial Professionals (AFP) welcomes the opportunity to provide you and the members of 
the Technical Committee with our thoughts on the money market fund systemic risk analysis and reform options 
consultation report that your committee released in April 2012.  Our group of corporate treasurers and financial 
professionals fully supports amending the current rules governing money market funds (MMFs) in a manner that 
encourages clear and concise transparency that not only protects investors, but provides them with the necessary 
information needed to make the most sound and practical investment decisions for their organizations.  However, 
AFP members have concerns regarding several options that have been presented throughout the course of the 
debate and we appreciate the opportunity to offer our thoughts to you. 
 
AFP’s membership includes more than 16,000 financial professionals employed by over 5,000 corporations and 
other organizations.  We represent a broad spectrum of financial disciplines at organizations that are generally 
drawn from the Fortune 1,000 and middle-market companies in a wide variety of industries, including 
manufacturing, retail, energy, financial services, universities/colleges and technology.   Many AFP members 
manage their organization’s investment portfolios and have an active interest and a sizable stake in the manner in 
which MMFs operate.  The options discussed in the consultation report address areas that are of critical importance 
to financial professionals. These professionals are responsible for directing the investment of corporate cash and 
pension assets for their organizations and are charged with considering action on all available investment 
alternatives to protect principal, ensure liquidity and prudently maximize returns. In addition, they must also make 
critical business decisions—including those concerning corporate borrowing and business investment—based on 
observations and assumptions about business conditions that affect their organization and how those business 
conditions will change in the short and intermediate term.    
 
AFP recognizes that concerns about the liquidity of MMFs played a role in exacerbating the financial crisis that 
began in September 2008. As a result, we have been and remain largely supportive of rules already enacted by the 
U.S. Securities and Exchange Commission (SEC) to improve the liquidity and transparency of MMFs. The impact 
of many of these rules, including the monthly reporting of each fund’s shadow NAV, has not yet been fully felt in 
the market. We believe that these rules instituted significant changes that will, on their own, substantially reduce 
the liquidity concerns and systemic risks posed by MMFs.  
 
We oppose the proposal to eliminate the stable NAV in favor of a floating NAV, as we believe it would greatly 
reduce investors’ interest in utilizing MMFs as a cash management and investment tool, whether applied to all 
investors or just institutional investors. For purchasers of MMFs, the return of principal is a much greater driver of 
the investment decision than return on principal. For a large number of institutional investors, the potential of 
principal loss would preclude investing in floating NAV MMFs. 
 
American businesses make their investment decisions based on many factors unique to their organizations. In many 
instances, MMFs are the investment option that most closely matches the risk/return profile sought for surplus 
operating cash, as specified by an organization’s own written investment policy. Changing to a floating NAV 
would significantly change the risk/return profile of MMFs. 
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Moving to a floating NAV would have implications on the balance sheets of organizations, according to many 
financial professionals. MMFs are currently treated as cash equivalents for accounting purposes because they are 
readily convertible to a known amount of cash. If MMF’s are converted to require a floating NAV, corporations 
will no longer be permitted to treat their investments as cash equivalents when reporting their MMF balances 
 
Due to these changes to the risk/return profile of MMFs, and the accounting treatment of these instruments, many 
corporate investors will either be precluded from investing in MMFs, or will be required to modify their investment 
policies to allow for the flexibility to invest in instruments that fluctuate in value. Expanding permissible 
investments to allow for principal fluctuation may result in increased risk in corporate investment portfolios, as 
financial professionals could potentially be authorized to pursue other highly liquid, but riskier short-term 
investments, such as enhanced cash funds and short-term bond funds. More likely, organizations will choose to 
abandon MMFs as viable investment options.  
 
The move to a floating NAV would also create significant disruptions in the corporate funding market. Many 
organizations issue commercial paper to meet their short-term financing needs, such as funding payroll, 
replenishing inventories, and financing expansion. Since the mid-1980s, MMFs have been major, reliable buyers of 
those securities and today purchase more than one-third of the commercial paper issued by American businesses. 
Should regulators eliminate the stable NAV on MMFs, some corporate investors will be forced to walk away due 
to mandatory investment guidelines that require a stable per-share value. The resulting reduction in MMF balances 
would reduce the capital available to purchase commercial paper, making short-term financing for these businesses 
less efficient and more costly. If commercial paper issuers, which are generally the largest and highest quality 
corporate issuers, must pursue other forms of debt financing, it is possible that smaller and lower-quality issuers 
may be crowded out of the debt markets entirely.  
 
We appreciate the opportunity to provide our thoughts on this topic. If you have any questions about our 
comments, please contact AFP’s Jeff Glenzer, Managing Director, at 301.961.8872 or jglenzer@AFPonline.org.  
 
Sincerely, 
 


 
James A. Kaitz 
President and CEO 
Association for Financial Professionals 
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Paris, 25 May 2012 
 


AAFFGG’’ss  rreessppoonnssee  ttoo  tthhee  IIOOSSCCOO’’ss  ccoonnssuullttaattiioonn  rreeppoorrtt  oonn  ““MMoonneeyy  MMaarrkkeett  FFuunndd  SSyysstteemmiicc  
RRiisskk  AAnnaallyyssiiss  aanndd  RReeffoorrmm  OOppttiioonnss””  


 


The Association Française de la Gestion financière (AFG)1 welcomes the opportunity given 
by the IOSCO to express the French asset management’s opinion on the MMF topic. Our 
MMF industry represents € 347,6 Bn as of end of December 2011, that is about one third of 
overall French funds. In Europe, the French industry represents a third of MMFs. French 
MMFs obey to CESR/ESMA rules on MMFs and follow the specificities set by the AMF 
fund classification. 


 


 


 


                                                 
1 The Association Française de la Gestion financière (AFG)1 represents the France-based investment management industry, both for 
collective and discretionary individual portfolio managements. 
 
Our members include 411 management companies. They are entrepreneurial or belong to French or foreign banking or insurance groups. 
 
AFG members are managing 2600 billion euros in the field of investment management, making in particular the French industry the leader in 
Europe in terms of financial management location for collective investments (with nearly 1600 billion euros managed from France, i.e. 23% 
of all EU investment funds assets under management), wherever the funds are domiciled in the EU, and second at worldwide level after the 
US. In the field of collective investment, our industry includes – beside UCITS – the employee savings schemes and products such as 
regulated hedge funds/funds of hedge funds as well as a significant part of private equity funds and real estate funds. AFG is of course an 
active member of the European Fund and Asset Management Association (EFAMA) and of the European Federation for Retirement 
Provision (EFRP). AFG is also an active member of the International Investment Funds Association (IIFA). 
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Question 1: Do you agree with the proposed definition of money market funds? Does 
this definition delimit an appropriate scope of funds to be potentially subject to the 
regulatory reform that the FSB could require to put in place, with an objective to avoid 
circumvention and regulatory arbitrage? 


If we agree that MMFs have an objective of daily liquidity and preservation of capital, we 
strongly believe that the definition of money market funds should also make reference to 
the objective of delivering a performance in line with those of money markets. We 
believe IOSCO should add this objective to the money market fund definition, as this is 
fundamental to money market funds (by the way, just have a look to their name: money 
market funds…).  


Indeed, it should also be reminded that MMFs are investment funds and as such, there has 
always been an understanding from our investors that the objective of an MMF is to deliver a 
performance in line with money markets. Preservation of capital has always been understood 
as a second objective. This “Philosophical” difference between "capital preservation" 
objective (more CNAV oriented) and "yield in line with the one offered by money markets” 
(more VNAV oriented) may explain a much higher tolerance of investors for declines in value 
for VNAVs compared to CNAVs. In other words, the yield objective is more appropriate to 
an investment fund and explains better the fund’s behaviour in stressed market periods. 
For instance, French clients are comfortable with VNAVs fluctuation and know that there is 
capital risk. Having as primary objective the capital preservation may imply that the fund is 
supposed to use instruments and techniques especially designed to preserve value no matter 
how money markets are evolving. In this case, we think that this type of objective may very 
well be assigned to a structured fund/guaranteed fund and we know in Europe there is a 
demand for this… 


We also have another observation concerning MMFs and other CIS. We believe the 
difference is not as material as presented because each category of funds (treasury, equity, 
fixed income, balanced, structured, etc) is particular and MMFs are a category among others 
that are all part of a classification. An asset management program would not be complete 
without the MMF category.  


Question 2: Do you agree with the description of money market funds’ susceptibility to 
runs? What do you see as the main reasons for this susceptibility? 


First, we believe a distinction should be made between two different concepts that are 
"systemic risk" on one side and "run risk" on the other side. “Systemic risk” is very difficult 
to fight as by definition "tail risks" cannot structurally be covered. Conversely “run risk” can 
be better addressed. 


For instance, the “first mover advantage” that can accentuate the likelihood of a run does not 
exist on VNAVs thanks to the fact that the NAV reflects the marked to market value of the 
underlings in the portfolio. There is no such thing compared to "breaking the buck" effect 
in our industry. The cliff effect and collective type of threshold induced by “breaking the 
buck” constitutes a material difference of CNAV funds with other types of funds, where every 
investor may have his individual threshold that may trigger a redemption linked to his 
individual loss aversion and time horizon. This is possible as the fund continues operations 
despite a drop in the NAV and potential redeemers that incurred their cost of liquidity. Also, 
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the concept of "first mover advantage" is not coherent with our major principle and regulation 
of shareholders equality. 


Their value fluctuates in line with money markets’ evolution and it may decline, as it was the 
case recently (some examples are shown in the chart reproduced hereafter).2  


 
Chart: Annualised weekly performances compared of 7 European MMFs since june 2009 to 
November 2011 


Subscriptions and redemptions are done at the NAV level and there is no intervention to 
maintain a stable level. Indeed, the prospectus of the fund clearly states that there is no 
guarantee to maintain the price of the share and that it may fall. Thus, there is no systemic risk 
linked to these funds. Risks linked to underlyings’ evolution (ex: credit risk) are supported by 
investors. 


During market turmoil, the NAV variability contributes to prevent any risk of run since there 
is no bonus for a potential first mover, instead there is equal treatment between investors. The 
application of the principle of equal treatment is closely supervised by the French regulator. 


We agree to a lesser extent to the assertion (second paragraph page 5 of the consultation) that 
vulnerability to runs would depend on the perception that the fund might suffer a loss. If this 
were true, every single type of fund would be subject to runs and consequently no asset 
management product could continue operations! A clear distinction should be made 
between runs on one side and large outflows that can occur on MMFs on the other side. 
The latter are generally seen as “business as usual” by asset managers (due for example to 
                                                 
2 We would like to clarify that we are presenting data, figures and arguments relative to the VNAVs’ variability 
because of recent arguments that may be presented by some against VNAVs with the only objective to draw 
regulator’s attention away from issues pertaining specifically to CNAV structures. 
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clients’ cyclical needs) and that can be perfectly managed as portfolios are designed to cope 
with these large potential in/outflows.  


We also think that the assertion (on page 6 last paragraph) that institutional investors would 
exhibit extreme risk aversion leading them to pre-emptively redeem at the first sight of 
heightened risk is incorrect. This cannot be said as a general principle for all types of 
institutional investors no matter where they are located. There are different degrees of risk 
averse. But let’s suppose that this assertion were true, this means that those investors are not 
interested by an asset management product but by a deposit account. MMFs have 
prospectuses and the risks to be borne are clearly identified. 


Some of our members believe that market practices as stress tests may also provide a 
consistent framework in order to manage and construct a dynamic portfolio considering future 
potential risks. Stress tests provide an analysis on potential shocks (yields and credits) as well 
as on investor concentration by investment specificities. Future potential cost estimations lead 
to a reduction of global risk and a better consistency on liquidity management in order to 
satisfy client redemptions. 


Moreover, market practices as conservative approaches on short term liquidity (with 
instruments maturing within 1/7 days representing 10-15% of the portfolio) provide flexibility 
on potential outflows. (please see our answer at Q21) 


Also, French funds are generally not rated, thus there is no potential cliff effect on this side. 
Investors do their own due diligence on firms and funds. 


In addition, French MMFs cannot be used as a payment means by the investor; there is no 
check writing on MMFs units. 


We thus firmly think that French MMFs do not bear by nature fragilities that would make 
them prone to the run risk. 


Question 3: Do you agree with the description of the role of money market funds in 
short-term money markets? To what extent this role may create risks for short-term 
funding markets and their participants? Are there changes to be taken into account 
since the 2007-2008 experience? What are the interdependencies between banks and 
MMFs and the risks that are associated? 


We agree in general with the description given. We believe that in general French MMFs do 
not create risks to short-term funding markets and their participants as they use intensively 
internal in-depth credit analysis so as their investments correspond to objective criteria (since 
1987). Cases identified of MMFs having relied heavily on subjective “headline” risk instead 
of objective credit analysis should be closely analysed in order to understand which inner 
fragilities had lead to such a situation. 


Question 4: What is the importance of sponsor support for MMFs? What is the 
respective percentage of bank versus non-bank sponsors in the MMF industry? Are 
there differences among MMFs depending on their sponsors? What are the potential 
systemic risks of support or protection against losses provided by sponsors? 


Concerning the French MMFs, classified as such by the AMF, there was no need of a sponsor 
support during the crisis. The only few funds that benefited from sponsor support were 
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enhanced treasury funds that were not classified as MMFs by AMF and that have never been 
MMFs. 


Sponsor support is voluntary and may concern any type of fund. However, this is not to be 
confused with an implicit guarantee. Explicitly, there is no expectation of support that is 
factored in by the fund producer and any potential support comes as an exception. 


In France, the vast majority of sponsors are of bank and insurance types. There are also some 
independent actors. 


The potential systemic risk may only come from an implicit support / guarantee that may 
come with a CNAV structure. Regarding the French VNAVs, this question is irrelevant. We 
recall that the NAV may drop (and investors already experienced funds where the NAV has 
already gone down without systematically choosing to redeem). 


Question 5: Do you agree with the description of MMF benefits? Are there other 
benefits of MMFs for investors than those outlined in this presentation? What are the 
alternatives to MMFs for investors? How has investor demand for MMFs recently 
evolved? What would lead investors to move away from MMFs to other financial 
products? 


Yes, we agree. We believe that as an asset management class subscribed by other funds, or 
funds of funds, there is no good alternative. Regarding the market evolution, there has been 
for instance a strong (and successful) incentive for retail to reallocate towards bank deposits. 


Question 6: Do you agree with the proposed framework comparing money market funds 
and bank deposits? Are there other aspects to consider? 


Yes, we agree. We would like to add that investors benefit from a diversified credit pool with 
very limited counterparty risk through MMFs whereas they bear full counterparty risk with a 
deposit.  


Question 7: Are there other similarities or differences between CNAV and VNAV funds 
which would be useful for the analysis? Is there evidence (based on representative 
samples) showing differences in the fluctuation of the funds’ NAV depending on their 
model? What is the extent of the use of amortized cost accounting by VNAV funds? Has 
this practice evolved over time? 


We do not agree with the argument saying that both CNAVs and VNAVs are prone to the run 
risk because of the maturity transformation. With this type of argument, one can say that 
every type of fund may give rise to run risk. The question here is much more linked to the 
difference in materiality and as we have already said, the “break the buck” collective 
threshold that creates a first mover advantage creates a non negligible difference between how 
the two types of structures may be prone to run risk. We would also like to remind that large 
cyclical outflows are not the run risk.   


We would like to recall that as for any other asset management product, French MMF’s NAV 
is subject to the fund’s underlyings’ behaviour and as such, it fluctuates and it can fall. 
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We have studied the compared variability of weekly performances3 of European VNAVs and 
CNAVs to Eonia since January 2009 to December 2011. We have observed 15 VNAV funds 
(first 15 French MMFs by their AUM weight; the average sum of AUMs is about 100 Bn 
EUR) and 19 CNAV MMFs (17 Irish domiciled and 2 Luxembourg domiciled funds). 


To illustrate with a graphical example, we have taken two representative funds of respectively 
VNAV and CNAV. 


For VNAV funds, the following charts show the compared performances with Eonia: 


Performances hebdomadaires annualisées d'un fonds monétaireVNAV , de l'Eonia, 
et écarts de performance entre le fonds et l'Eonia


(Source: BDF, Europerformance) - période début 2009 à fin 2011
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Chart: In blue, annualised weekly performance of a MMF VNAV. In red, annualised weekly 
performance of Eonia; in green, difference in weekly performances between the fund and 
Eonia  


                                                 
3 The study is based on annualised weekly performances of the MMFs and annualised average on each week of 
daily Eonia rate 
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Ecarts des performances hebdomadaires annualisées d'un fonds monétaire VNAV
(Source: Europerformance) - période début 2009 à fin 2011
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Chart: successive variations compared to Eonia of the (precedent’s chart) VNAV’s 
annualised weekly performances 


For CNAV funds, the following charts show the compared performances with Eonia: 


Performances hebdomadaires annualisées d'un fonds monétaire CNAV, de l'Eonia, 
et écarts de performance entre le fonds et l'Eonia


(Source: BDF) - période début 2009 à fin 2011
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Chart: In blue, annualised weekly performance of a MMF CNAV. In red, annualised weekly 
performance of Eonia; in green, difference in weekly performances between the fund and 
Eonia  
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Ecarts des performances hebdomadaires annualisées d'un fonds monétaire CNAV
 période début 2009 à fin 2011
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Chart: successive variations compared to Eonia of the (precedent’s chart) CNAV’s 
annualised weekly performances 
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Chart: Summary chart - annualised weekly performances compared to Eonia for the VNAVs 
in the study 
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Chart: Summary chart - annualised weekly performances compared to Eonia for the CNAVs 
in the study 


Our study concluded that French MMFs, as any other asset management product, have their 
own natural variability of the NAV, that can be seen when compared to their benchmark 
(Eonia) and that is due to the active management of their underlyings. The variability of the 
NAV corresponds to the “look-through” made possible by a marked to market valuation of 
the fund’s underlyings. 


Indeed, it should be reminded that French VNAV MMFs have the same valuation rules as any 
other asset management fund and the principle is: marked to market valuation.  


There is one exception for less than three months instruments. Funds are authorised – 
instrument by instrument - to apply amortised cost accounting only for negotiable debt 
securities with less than three months residual maturity and that have no specific sensitivity to 
market parameters. This faculty exists because the current system would need costly 
implementations to deal with more complicated models when market prices are not available 
at the very short end of the yield curve and/or for OTC instruments such as CDs, CPs etc..  


For French VNAV MMFs it would be possible to move to a 100% marked to market VNAV, 
however the operational costs would outcome the “benefits” of such a measure. Indeed, 
French VNAVs are essentially marked to market vehicles, the amortised cost being only used 
for cases where there are market reasons that explain the need for such a marked to model 
pricing. This less than three months amortised cost accounting is a simplifying valuation 
model that can be used when there is no particular sensitivity to markets. It should be 
reminded that this faculty implies no material difference with the market price. We can 
therefore say that French VNAVs are as marked to market as possible. 
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This “exception” is controlled very strictly by the risk manager of the asset manager, the 
auditor and the local regulator that are bound by the Chart of Accounts that is the reference 
text4. 


The risks of using amortised cost accounting for negotiable debt securities with less than three 
months maturity are very small: the interest rate risk over a three months period is much 
lesser than on 397 days and the credit risk is four times smaller; also, the three months period 
corresponds to the cycle of publication of results by issuers, meaning that a paper under three 
months has a very high likelihood to be reimbursed at par at maturity.  


Thus, the use of amortized cost accounting may be considered almost the same only for funds 
(VNAVs and CNAVs) that invest only in instruments below 3 months and that, for papers 
sold on urgency below their valuation in the fund, are not authorised to amortise the loss5. 
Conversely, 397 days amortised cost accounting vs 90 days are not the same in terms of 
valuation (different interest-rate risk and credit risk) and in terms of transparency as 
fluctuating NAVs offer transparent information for the investors on the risk taken in the 
portfolio. 


We therefore think that 3 months in the case of VNAVs (under specific conditions for certain 
types of instruments) versus 13 months amortization in the case of CNAVs (for the whole 
portfolio) is not comparable, there is a material scales difference. 


Hereafter, are given examples of Bloomberg price curves of three floating rate notes with 
respectively the 13 months and 3 months linear lines drawn. It can be seen that the use of 3M 
amortised cost helps not capturing the market “noise” without diverging too much form the 
price curve.  


                                                 
4 332-1 - Valeur actuelle 
L’OPCVM valorise les dépôts et les instruments financiers à la valeur actuelle. Toutefois, les titres de créances 
négociables d’une durée résiduelle inférieure ou égale à trois mois peuvent être valorisés selon une méthode 
simplificatrice de valorisation en l’absence de sensibilité particulière au marché. 
 
 
333-22 - Méthode simplificatrice 
 
Cette méthode est applicable aux titres de créances négociables d’une durée résiduelle inférieure à trois mois. Ils 
sont évalués en étalant linéairement sur la durée de vie résiduelle la différence entre la valeur d’acquisition et la 
valeur de remboursement. 
 
En application du principe de prudence, les valorisations résultant de l’utilisation de ces méthodes spécifiques 
sont corrigées du risque émetteur ou de contrepartie. Toutefois, en cas de sensibilité particulière de certains titres 
aux risques de marché (taux,…), la méthode simplificatrice doit être écartée ». 
 
5 French funds are not authorised to amortise losses. In any case, from the point of view of the equality of 
treatment between investors, it would be difficult to accept such an accounting faculty. 
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Charts above: Price curves for three stocks and their respective 13 months and 3 months 
straight lines.    
 


The portion of amortised assets in a French VNAV depends on the proportion of less than 3 
months negotiable debt securities versus all the other assets and on the market sensitivities of 
the underliers. A very short maturity portfolio with very low market sensitivities may have a 
high portion of its assets eligible to cost accounting. 


The evolution to be noted in the portfolios is linked to the proportion of liquidity instruments 
with less than 7 days maturity that is systematically implemented in the French portfolios 
coupled in general with a shorter maturity portfolio (directly linked to the market 
characteristics coupled with current client demand). 


Question 8: What is the importance of ratings in the MMF industry? What is the impact 
of the monitoring function of credit rating agencies for MMFs? What are the potential 
systemic risks associated with ratings in the MMF industry? 


Our view related to MMFs AAA ratings is that in their great majority, either MMFs are 
awarded the AAA or they are not rated. The scale granularity is generally not used and during 
the crisis, MMFs susceptible to be downgraded became not rated. Thus, generally AAA rating 
looks more like a label. 


French institutional clients are not required by their internal branch rules to select rated 
MMFs and that explains why French MMFs do not ask to be rated. Nevertheless, we 
acknowledge that some institutional clients situated in other European countries either have 
rules linked to AAA ratings or prefer rated funds when they buy third country managed 
MMFs. Notwithstanding the methodological efforts made by rating agencies, we believe that 
using asset liability management proves often more dynamic and efficient than relying on 
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ratings that use one-size-fits-all type of methodologies. In addition, the monitoring role is 
performed in France by the regulator which regularly questions the industry on their holdings 
and management practices. 


Also, we would like to reiterate AFG’s general position that backs regulators’ efforts to 
reduce over-reliance on rating agencies related both to requirements on ratings of instruments 
in the fund and ratings for the fund itself. 


Related to current ratings’ reference in the “CESR’s Guidelines on a common definition of 
European money market funds”, we believe there should be no mandatory reference to CRAs’ 
ratings or level. Indeed, we believe MMF managers should assess internally the instrument’s 
quality and CRAs’ ratings should only be an optional input and not a mandatory & 
mechanistic eligibility criterion. 


We believe the eligibility criteria should not be mechanistically linked to all external ratings 
given to the instrument, rather the mandate of the fund should specify that best quality/highest 
short term credit levels instruments are eligible and that the quality is assessed by the asset 
manager. The asset manager has to ensure by all means at his disposal that the credit 
risk taken is consistent with the fund’s objective as a MMF. He should also indicate his 
policy on the taking into account of ratings, if any, of the instruments in the portfolio. 


Question 9: Are existing rules adequately addressing risks regarding the management of 
collateral from money market funds? What are the risk management processes 
currently in place with regard to repo and securities lending transactions? Do MMFs 
present unique issues with regard to their use of repo markets or would general policy 
recommendations that the FSB may issue regarding repo markets be applicable? 


 


Sales repurchase agreements, also known as “repos”, are one of the most secure money 
market operations for funds. 


A repo (“pension” in French) is a transaction whereby a seller sells financial assets against the 
payment of the purchase price by the buyer, with simultaneous agreement to buy back from 
the counterparty those same assets at a pre-set price and pre-set future date They are 
contractually well-defined and implemented so as to reduce legal and operational risks.  


We do not think that repos in MMFs present unique issues. In the funds’ daily practice, repos 
are an integral part of MMFs normal dealings, especially so for "government MMFs" (MMF's 
whose investment policy only allows government securities). They represent about 5% - 15% 
on average in portfolios, and more in a govies MMF. French MMFs use only very short term 
callable (24h/48h) repos entered with MMF eligible counterparties. The nature of the financial 
assets used in repos entered by French MMFs is of very liquid type and voluntarily restricted 
to straight bond type (no structured features). As repos are used very short term in French 
MMFs, in practice there is no reuse, repledge or reinvestment of these financial assets. 
However, a rule restricting these operations on the nature of the financial assets may be 
counterproductive in the future in relation with other pieces of regulation, EMIR and 
initial/variation margin rules for instance. 


In France, from a legal standpoint, the repo financial assets buyer has full property over the 
assets having been delivered to it. All transactions are governed by so-called "master 
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agreements" which directly refer to the French Code Monétaire et Financier. This legal 
feature intends to completely remove a risk because the financial assets buyer would be able 
to keep the financial assets in case of failure of the financial assets seller. 


From an operational risk standpoint, repos in France must be executed with physical delivery 
of the financial assets through an electronic "cash against delivery" settlement system which 
removes a risk where cash would be released but financial assets not delivered against it. 
Physical delivery of the financial assets to a ring-fenced custodian account in the name of the 
fund is of course a very important feature in terms of risk being adequately addressed. 


Important aspects are the "Agreements" in place whereby cash is to be released either from 
the financial assets buyer so as to protect both parties against market value changes of the 
financial assets.  


Repos offer a very useful, flexible and safe financial instrument in MMFs. Again, for a given 
counterparty/issuer, repos are safer than other typical MMF investments. For example, it is 
safer for an MMF to engage into a repo transaction with Bank XYZ where the MMF buys 
financial assets, pays the price and receives or pays variation margins, as opposed to just 
buying a CD for that same Bank XYZ without any guaranty such as collateral. 


There is probably scope for policy recommendations with the aim of strengthening the global 
regulatory framework with regard to repos' specific features:  


- make sure that repos are being executed as part of a well-defined legal framework; 


- make sure that repos involve physical delivery of the financial assets into a ring-fenced 
account in the name of the fund; 


- make sure that repos are executed through electronic "cash against delivery" settlement 
systems; 


- implement minimum credit quality requirements for the repo counterparty; 


- for the financial assets received: implement minimum credit quality requirements and/or 
appropriate haircuts and/or overcollateralise by margin calls; 


- make sure there is little correlation between counterparty and financial assets received. 


Question 10: Are the above-mentioned changes in the environment of MMFs relevant 
factors to take into consideration? What are some of the implications for regulatory 
options? Are there other aspects to consider? 


Yes. We would like to specify that only bilateral repos are available in the French market and 
they have been in use for about 20 years with a secured contractual framework and a very 
selective risk management process of eligible counterparties for MMFs. 


We would also like to stress that French MMFs are tightly regulated funds since 1987 and are 
a full part of an asset management program. They are not of hybrid type nor of banking type; 
they are an investment fund UCITS regulated. Any regulatory measure possibly touching the 
French MMFs should be consistent with asset management / UCITS rules. 


CESR’s Guidelines on a common definition of European money market funds were released 
in July 2010 and are fully applied to all funds marketing themselves as MMFs since 1st of 
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January of this year. This piece of regulation is a high quality pan-European set of regulation 
that clearly defines MMFs and restricts the use of the word MMF for “Money Market 
Funds” and “short term Money Market Funds”. This reform has required 


- the conformity of the portfolios with the new rules with a transition period of one year 
and a half since the publication and 6 months since the French transposition (for those 
funds wishing to stay classified as MMFs)/; 


- the migration in classification (towards short term bonds or balanced funds) for those 
funds wishing to keep their investment objective unchanged. 


Question 11: Do you agree with the systemic risk analysis and the rationale for reform 
presented in this section? Are there other factors to consider? 


French money market funds are not “Shadow banking” products. They are asset management 
products that are highly regulated. Asset management companies have been regulated 
especially for that purpose several years ago. 


If it is true that MMFs favour the encounter between investors and short term funding needs, 
it should be clearly reminded that they are not themselves a source of credit. 


As already stated above, French MMFs are not of hybrid nature, they cannot be used as a 
payment means by the investor and there is no check writing on MMFs units. We thus believe 
that any new measure should clearly be consistent with the collective investment management 
framework. 


We would like to comment the argument that amortized cost accounting is encountered for 
both types of funds (CNAV and VNAV) and as such “Tweedledee and tweedledum, it is all 
the same”… As we have already stated at Q7 above, we believe that marked to market with a 
3 months faculty (under specific conditions for certain types of instruments) versus 13 months 
amortization (for the whole portfolio) is not comparable, there is a difference of degree. 


Regarding the 3 months amortization faculty, we propose at Q20 to specify the framework of 
its use (as even if on an individual basis, French managers have already their internal risk 
rules, we believe useful to propose a collectively objective framework). 


POLICY OPTIONS 


Question 12: Do you agree with the benefits of imposing a mandatory move from CNAV 
to VNAV, which would amount to prohibiting the use of amortized cost valuation for 
any securities held by a MMF? Are the challenges identified in the US context valid in 
other jurisdictions currently authorizing CNAV funds? How could these challenges be 
overcome? 


We think that implementing the reform option of a mandatory move to 100% floating VNAV 
would prove to be extremely difficult for a whole industry to make, as this is such a major 
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change. In the case such a move is decided, it may lead to a sort of “big bang” throughout the 
industry; thus, why not considering (so as to avoid a brutal change in the fund’s behaviour) a 
smooth transition of the portfolio with a sufficient delay/transition period.  


For instance, in France portfolios have known two heavy reforms: 


- in 2002/2003 where marked to market principle has been clarified ; no position with 
more than 3 months maturity could be subject to amortization and strict conditions for 
less than 3 months amortization have been specified (1 year and a half transition 
period); 


- in 2010/2011 where CESR/ESMA guidelines were introduced (1 year and a half 
transition period since the publication and 6 months since the French transposition). 


Even for French VNAV MMFs, whose NAV is valued based on the most current market 
valuation, it would be possible but difficult to implement from an operational standpoint. It 
should be reminded that MMFs are funds like any other and that valuation rules should 
respect the same principle which is: marked to market valuation. When prices are difficult to 
find or are inaccurate, instruments may be valued using a model. The UCITS Directive 
enables both valuation methods. Cost accounting valuation is a type of marked to model 
valuation. 


We believe that another terminology should be used for CNAVs because the word “constant” 
may imply that the fund is not marked to market and cannot lose value (and may even 
wrongly imply there is a guarantee of the principal). For instance “daily distribution fund” 
may be more appropriate. 


French MMFs are not authorised to distribute capital gains until 01/01/2013 (and starting with 
this date, only realised capital gains - and not unrealised - could be distributed). Thus, French 
domiciled MMFs cannot be created with a constant NAV, but only with a floating NAV, as 
any other asset management fund. We believe an impact study should be made from a fiscal 
standpoint on European MMFs market. An MMF, as any UCITS, may have both distribution 
and accumulation shares. Accumulating NAV funds and distributing NAV funds generally 
operate under the same investment guidelines, however income is accrued daily for the first 
and distributed for the latter. In the case of accumulating NAV funds, income is reflected in 
an increase in the value of the fund shares and is realized upon redemption of those shares at a 
higher price. Depending on the laws of the investors’ country of residence, the tax treatment 
of distribution and accumulation shares may be different. Also, the fiscal definition of what 
may be distributed or not (interest, dividends, realised vs unrealised income) differs. It should 
be clarified 1) if a classical share has the same fiscal effect as a “1 dollar/euro” accounting 
and 2) how to achieve fiscal coherence throughout Europe on the definition of what may be 
distributed. 


We very strongly disagree with the assertion that there would be some evidence suggesting 
that both types of funds are prone similarly to run risk and first mover advantage. As already 
stated at Q2 we believe the “first mover advantage” that can accentuate the likelihood of a run 
do not really exist on VNAVs where there is no cliff effect and collective type of threshold 
induced by a “constant” level to be maintained. We disagree with the idea that the “limited 
liquidity” alone would induce similarly on both types of fund an incentive to be the first 
mover (with any perception of heightened risk). If this was true, we believe every single type 
of fund would be subject to runs and consequently no asset management product could 
continue operations. 
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Questions 13 to 18 


Question 13: What would be the main effects of establishing a NAV-buffer? What would 
be the most practical ways to implement such buffers? Should various forms of NAV-
buffers be allowed or should regulators favor a single option? What would be a realistic 
size of the NAV-buffer and what would be the impact in terms of costs for running 
MMFs? In the case of subordinated shares, could the option be seen as creating a 
securitization position, with associated requirements in terms of retention? 


Question 14: Do you agree with the description of the challenges associated with the 
establishment of a private insurance? Are there ways to address them? 


Question 15: Do you agree with the description of the challenges and potential second-
round effects of a conversion of MMFs into special purpose banks? Are there ways to 
circumvent those effects? 


Question 16: What are the main advantages and drawbacks of two-tier system(s)? 
Would it be sufficient to address the risks identified? What could be the conditions 
applicable to CNAV funds? What could be the potential impact on investor demand? 
Should certain funds be exempted from certain risk limiting conditions due to their 
holdings? 


Question 17: Do you agree with the suggestion that reserving CNAV funds for only 
certain investors (i.e. retail or institutional investors) would face practical challenges 
and would not be sufficient to address the risks identified? 


Question 18: Regarding the different structural alternatives described in Section 1, what 
are the benefits and drawbacks of the different options described above? How could 
they be prioritized? What are the necessary conditions for their implementation? 


French MMFs are only created with a VNAV structure. Thus, the options proposed here do 
not concern our funds. These options are envisaged as “pledges” in order to be able to 
maintain the constant structure of CNAVs. They are very diverse and each transforms the 
fund in a different manner, thus we understand the objective is to maintain the system, no 
matter if the remedy triggers the fund’s structure into one direction or the other. It is thus 
somewhat different from our stance, as we believe (inspired by the French example) that 
MMFs are asset management products where the risks of the fund are borne by the investors 
in a fair and equal manner. The fund’s structure is transparent; it does not create a shield 
between investors and investments.  


Subject to above, we believe that in order to prevent run risks, a fund should seek the equal 
treatment of investors. Equal treatment of investors is a fundamental concept to be observed 
for collective asset management vehicles and it should be clearly reaffirmed for all funds and 
in particular for MMFs. Indeed, operations on the fund (such as valuation, management of 
subscriptions/redemptions, etc) should not prejudice interests of investors (either new or 
existing investors). Marked to market valuation respects this principle. Any marked to model 
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valuation has to earn investors’ common confidence that they are treated equally. Thus, the 
fund management’s duty is to seek on an ongoing basis to create favourable conditions to 
apply equal treatment for the sake of the mutualised interest of investors in a collective 
scheme (and not privilege individual investors or past/new investors over each other).  


In this respect, we believe liquidity buckets and marked to market valuation favour the equal 
treatment by ensuring there is no first mover advantage.  When the NAV is a look-through of 
the market prices, there is confidence in the sincerity of the valuation. 


- Relative to NAV buffers, we would be concerned about investors’ equal treatment. 


- Relative to the subordinated equity share class / securitisation solution, the structure of the 
fund is not UCITS compliant. 


- For other solutions proposed to constitute the buffers, we question their effectiveness to 
absorb serious shocks. 


- Relative to the insurance solution, given current market yields, there are questions of 
viability. 


- The Special Purpose bank solution transforms the structure which is not a collective 
investment product any more. 


- Relative to the option of CNAV reserved for either retail or institutional investors, we 
observe that there is an asymmetry of information between the two when information about 
the shadow price is not known equally by investors. A daily publication of the shadow NAV 
would permit investors to take equally informed decisions. Institutional investors seem to 
have a higher volatility and be more qualified to perform due diligences on asset managers 
and funds and set their own risk averse thresholds. Thus, VNAV funds are suited for 
institutional investors (in any case, in French VNAV funds are well subscribed by all types of 
investors including institutional investors). 


 


MMF VALUATION AND PRICING FRAMEWORK 


Question 19: What are the main benefits and drawbacks of imposing the use of marked-
to-market accounting for all the instruments held by MMFs? What is the availability of 
market prices for securities commonly held by money market funds? Are there 
situations where this general principle could not be applied? 


It should be reminded that MMFs are funds like any other and that valuation rules should 
respect the same principle which is: marked to market valuation. When prices are difficult to 
find or are inaccurate, instruments may be valued using a model. In Europe, the UCITS 
Directive enables both valuation methods. Cost accounting valuation is a type of marked to 
model valuation. We thus believe that imposing the use of mark to market valuation is in line 
with the requirements any fund follows already. We support this proposal as the one that 
marks the fact that MMFs belong fully to the collective investment.  


As to the availability of market prices, the current system would need costly implementations 
to deal with more complicated models when market prices are not available at the very short 
end of the yield curve. Funds are authorised – instrument by instrument - to apply marked to 
model pricing. The practice in France is to apply amortised cost accounting (a subset of mark 
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to model) only for negotiable debt securities with less than three months residual maturity and 
that have no specific sensitivity to market parameters.  


Even if we believe that marked to market could be imposed on every line of a MMF, the 
benefits of such a measure would be outpaced by the cost of providing a more sophisticated 
mark to model  and documenting every single act of valuation. We believe that from an 
operational standpoint, the faculty of using 3-months amortised cost accounting should be 
kept. This less than three months amortised cost accounting is a simplifying valuation model 
that can only be used when there is no particular sensitivity to markets. It should be reminded 
that this faculty implies no material difference with the market price. 


Question 20: Should the use of amortized cost accounting be limited, and, if so, how? 
Are general restrictions on funds’ WAM or WAL preferable? Are there practical 
impediments (e.g. availability of prices) to imposing stricter requirements on the use of 
amortized cost accounting than current existing regimes? What would be the potential 
effects on MMFs’ investment allocation and short-term funding markets? What 
monitoring should be implemented? What conditions are advisable? In particular, 
please describe the rationale, feasibility and effects of limiting the residual maturity of 
instruments to [30-60-90-other] days. What materiality threshold could be proposed? 


We would rather propose an even stricter framework as a mix of Option 1 and Option 2, ie 
restricting the amortized cost accounting use and using a materiality threshold. 


The application of this amortisation faculty is to be controlled very strictly by the risk 
manager of the asset manager, the auditor and the custodian. 


The risks of using amortised cost accounting for negotiable debt securities with less than three 
months maturity are very small: the interest rate risk over a three months period is much 
lesser than on 397 days and the credit risk is four times smaller. Also, the three months period 
corresponds to the cycle of publication of results by issuers, meaning that a paper under three 
months has a very high likelihood to be reimbursed at par at maturity.  


The framework authorising the use of cost accounting should specify clearly that only 
negotiable debt securities with a residual maturity of less than 3 months and that have no 
particular sensitivity to markets can use amortised cost accounting. This is to be understood as 
a simplifying method to be used only in cases where: 


1) there is operational difficulty to access updated and reliable market prices, and  


2) in the absence of any particular sensitivities  (to credit risk, interest rate risk,..etc), cost 
accounting proves to be an appropriate approximation (that justifies not to have the need for a 
more advanced model that would take into account credit curves for instance), and 


3) the asset manager has procedures in place, escalation plans, as well as commensurate 
human & technical means in order to monitor the possible difference that may arise between 
amortised cost and marked to market (or marked to a more advanced model)  price 
consolidated at the portfolio level. 
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The escalation plan could define a materiality threshold where the asset manager has to 
analyse the need to take corrective action so as to keep the pricing difference at or below the 
threshold level. Corrective action may take the form of switching to a marked to market (if 
possible) or to a more advanced marked to model price (that would take into account credit 
curves for instance) in order to value the instrument. The threshold could be for instance 10 
bp (alert level) measured on a consolidated level for the entire portfolio and 25 bp (corrective 
action level). 


It is understood that apart this faculty, instruments (including instruments maturing in more 
than three months) are marked to market (or, if needed, to an appropriate model that takes into 
account credit spreads for instance). 


 


OPTIONS REGARDING LIQUIDITY MANAGEMENT 
Question 21: What are the main benefits and drawbacks of imposing global liquidity 
restrictions? Should there be restrictions regarding (daily/weekly) liquid assets as well 
as regarding illiquid assets? Are global definitions of (daily, weekly) liquid and illiquid 
assets practical? Are there other conditions to consider (e.g. regarding the concentration 
of assets)? 
Even if the CESR’s Guidelines on a common definition of European money market funds do 
not impose specific liquidity measures, they are nonetheless already applied by the asset 
managers in the context of their liquidity risk management. French MMFs already apply 
liquidity buckets on an individual basis. We welcome a regulators’ collective threshold that 
would harmonise practices. Daily monitoring by the risk department should be in place and 
monthly publication through the fund’s reporting. 


The liquidity cushion is to be monitored taking into account instruments that can be 
transformed in cash without uncertainty, therefore a common definition of liquidity has to 
be linked to the concept of maturity. Eligible instruments should mature / have callable 
features within 1 to 7 days: cash, overnight and less than 7 days maturity instruments and 
deposits, repos with a call at 7 days or less, money market funds. 


The weight of the liquidity bucket depends on the mix of measures each fund has put in place 
depending on its asset liability pattern. Notwithstanding the aforementioned, MMFs could be 
required to hold a minimum level of liquidity measured as a one month moving average of 
10%-15% with instruments maturing in less than 1/7 day. A temporary difference should be 
acceptable if the liquidity bucket is used to meet a redemption that causes the fund liquid 
assets to fall below the liquidity ratios. 


Question 22: To what extent are managers able to “know their customers” and 
anticipate redemptions? Are there practical obstacles for managers to “know their 
customers” (e.g., in the case of platforms, omnibus accounts) and how could they be 
addressed? What are the main features of the funds’ investor base to take into 
consideration from a liquidity risk management point of view? Should conditions, e.g., 
regarding the concentration of the investor base be considered? Would this requirement 
allow fund managers to better understand and manage the risks to which the fund is 
exposed? 
We believe that the principle of making the best efforts to know the fund’s shareholders, 
especially for funds with institutional investors that have cyclical needs, is definitely a highly 







 21 


effective measure allowing to better scale the portfolio (asset side) so as to match the liability 
side.  


The use of asset liability matching techniques help to address liquidity issues naturally, 
through the structure of the portfolio and through active adjustments of the portfolio (with for 
example active bond selection).  


The knowledge and monitoring of the clients’ base as well as their subscription/redemption 
cycles allows building the fund on the maturity scale and monitoring the needed level of 
liquidity cushion. Especially in presence of institutional investors, managers should monitor 
the client base concentration as well as type of behaviour (by the means of statistical study 
and/or ongoing dialogue with clients). Measures to favour liquidity on liability side are 
already in place for French VNAVs. 


Nevertheless, it must be kept in mind that investors have the right to subscribe/stay/exit a fund 
depending on their needs. Liquidity buckets are also highly useful. Measures to favour 
liquidity on asset side also are already in place for French VNAVs on an individual basis. In 
conclusion, there are several techniques that, used in conjunction, lead to the appropriate mix 
fund by fund. Indeed, liquidity is not an easy and stable concept, the manager’s flexibility to 
set up the most appropriate mix of measures is very valuable. 


Question 23: Would such a liquidity fee generate a pre-emptive run? If so, when and are 
there ways that pre-emptive run risk could be reduced? How would shareholders react 
to the liquidity fee? Would it cause shareholders to transfer their MMF investments to 
alternative investment products? If so, which types of shareholders are most likely to 
make such transfers and to which products and will such a shift in investment create 
new systemic risks or economic, competitive, or efficiency benefits or harm? Would 
MMF board directors be able to impose a liquidity restriction despite potential 
unpopularity with investors and competitive disadvantage imposed on the fund? At 
what level such a liquidity trigger should be set? 
Generally, we are not favourable to redemption “restrictions” (in a strict sense) for MMFs. 
Redemption restrictions are a very useful and appropriate tool for intrinsic illiquid strategies 
where the fund has already distant redemption windows (hedge funds for instance). MMFs are 
intrinsic liquid strategies and apart a complete dry out of liquidity (where in any case a fund 
cannot substitute itself to the market), there is always potential to pay for redemptions (and of 
course those who need liquidity pay the price of liquidity as the NAV mirrors the market 
pricing). 


We firmly believe that VNAVs through their mark to market pricing already place the price of 
the needed liquidity by redeemers on those redeemers. We understand that the proposed 
liquidity fee measure is adapted in the case of a CNAV MMF as it precisely permits to 
switch from the constant price (where it would have been the remaining holders who would 
have paid the price of liquidity) to the shadow/mark to market pricing (as it is already done in 
a VNAV) so as the redeemers pay for their need of liquidity. In that respect, we believe this is 
an excellent measure that places the real price on redeemers, does not destruct the structure of 
the fund and permits continuing operations. 


We also believe that for this measure to be effective it should be permanent in nature and 
there should be no specific trigger. Indeed, in a fund the investors bear the risks of the fund 
with a fair and equal treatment and the price of liquidity is born by redeemers at any time. If 
this measure is trigger based, it is likely it would be ineffective as the message conveyed to 
investors is that the fund has two speeds delimited by a cliff effect. And by the way, it is 
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somewhat improper to call the measure liquidity “fee” as there is no additional fixed levy that 
is paid, but simply the “market pricing”.  


Question 24: How would shareholders react to a minimum balance requirement? Would 
it cause shareholders to transfer their MMF investments to alternative investment 
products? If so, which types of shareholders are most likely to make such transfers and 
to which products and will such a shift in investment create new systemic risks or 
economic, competitive, or efficiency benefits or harm? 
In the case of a VNAV fund, if the MMF loses value, redeeming investors already pay the 
price reflecting the loss. Thus, the option is undoubtedly proposed in the case of a CNAV 
MMF only. We believe that a precise and fair measure is that the redeemer pays the current 
market pricing every time he redeems (see Q23 above). 


 


Question 25: What are the benefits of using bid price for valuing the funds? Are there 
other options (such as anti-dilution levy) which could be explored to reduce 
shareholders’ incentive to redeem? 


We believe that in cases of market stress that can have consequences on the NAV, managers 
should have the option to switch to a bid valuation (the bid valuation option would be clearly 
stated in the prospectus). This is a comprehensive measure that reflects even heavier the 
current price of liquidity on the redeeming investors. We believe it may even incentivise 
incoming investors. We recall that French MMF investors are of the institutional type, and 
some of them have already experienced this type of measure. Also, for some specific cases 
depending on the type of strategy and targeted type of investors, some French MMFs have 
chosen to permanently value at bid pricing. 


No, we are not favourable to redemption “restrictions” (such as anti-dilution levy) for MMFs. 
As already explained at Q23, MMFs are not illiquid types of strategies and redeemers should 
not be restricted to exit the fund if they do need liquidity, nor they should be imposed 
fees/levies that exceed the real price of liquidity. MMFs should accept and pay for 
redemptions (as long as there is no complete dry out of liquidity, where any fund cannot 
substitute itself to the market) with the redeemers paying the price of obtaining that liquidity 
(market price). 


Question 26: What are the benefits and drawbacks of allowing redemptions-in-kind? 
Are there practical impediments to implementing this option (e.g. some portfolio 
securities cannot easily be divided)? 


In Europe, redemptions in kind are not allowed for UCITS funds and investors are not always 
allowed to receive in-kind. In addition, French investors specified that it is the asset 
manager’s job to deal with the fund and obtain liquidity, not the investor’s job. 


Question 27: What are the benefits and drawbacks of requiring gates in some 
circumstances? Which situations should trigger gates to be imposed to redeeming 
investors? Would it be enough to permit gates in some jurisdictions? Would there be a 
risk of regulatory arbitrage? 


Policy restrictions regarding liquidity on investor side (such as redemption restrictions, gates, 
liquidity fees, in kind…)  
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No, we are not favourable to redemption “restrictions” (such as gates) for MMFs. As already 
explained at Q23, a gate is a liquidity instrument that is effective and adapted for 
illiquid/hedge fund type of strategies. MMFs are not illiquid types of strategies and redeemers 
should not be restricted to exit the fund if they do need liquidity.  


We believe that funds that mark to market instruments elder than 3 months are showing 
through their valuation the current state of the markets, thus permitting investors to decide to 
stay/exit/enter the fund in “full knowledge of the facts”. It would not make sense to restrict 
the redeemer willing to pay the price of liquidity. 


By the way, in the hedge fund world, X% of the redemptions are paid pro-rata to redeemers 
and the outstanding redemption is added to the new redemptions on the next redemption 
window and if the gate is triggered again, only X% is paid pro-rata. A typical redemption 
window is a quarter and markets may change during the time period. Operationally speaking, 
how to apply the gate principle to a daily liquidity vehicle? Also, there is often a loss of 
confidence from the investors when a fund triggers a collective gate that may give rise to 
new/herd redemptions (this is one of the reasons of some hedge funds designing “individual” 
permanent gates, where one cannot exit the fund for more than X% on any redemption 
window). 


Question 28: Do you agree with the suggestion that the establishment of a private 
liquidity facility faces challenges that make the option unworkable or do you see ways to 
circumvent these challenges? 


We believe that the establishment of a private liquidity facility is neither needed nor desirable 
for French MMFs. In any case, we believe it is unworkable and it will be too costly in a low 
interest environment. 


Question 29: What are the main benefits and drawbacks of the provisions included in 
current regimes referring to external CRA ratings? Are there alternatives to credit 
ratings that reasonably can be substituted? 


We would like to reiterate AFG’s general position that backs regulators’ efforts to reduce 
over-reliance on rating agencies related both to requirements on ratings of instruments in the 
fund and ratings for the fund itself. 


Related to current ratings’ reference in the “CESR’s Guidelines on a common definition of 
European money market funds”, we believe there should be no mandatory reference to CRAs’ 
ratings (no more instrument eligibility linked mechanistically to external ratings). Indeed, we 
believe MMF managers should internally assess the instrument’s quality and CRAs’ ratings 
should only be an optional input. 


We believe the eligibility criteria should not be mechanistically linked to all external ratings 
given to the instrument, rather the mandate of the fund should specify that best quality/highest 
short term credit levels instruments are eligible and that the quality is assessed by the asset 
manager. The responsibility of the asset manager is reaffirmed. The asset manager has to 
ensure by all means at his disposal that the credit risk taken is consistent with the fund’s 
objective as a MMF. He has to indicate his policy on the taking into account of ratings, if 
any, of the instruments in the portfolio. 
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We believe that it is not desirable to substitute the external ratings provided by CRAs. There 
should always be an independent “standard unit” to whom different parties may refer. An 
investor may always want to see a breakdown by CRA’s rating of the portfolio, but this is a 
view, a comparison, a “sanity” check; it should not be an eligibility criteria. 


Question 30: What are the benefits of MMF ratings? Should a greater differentiation 
between MMF ratings be encouraged? To what extent are investors restricted in their 
investments to ‘Triple-A’ rated funds? What alternatives could there be (e.g. from other 
third parties)? What initiatives could be proposed to educate investors about MMF 
ratings? 


Our view related to MMFs AAA ratings is that in their great majority, either MMFs are 
awarded the AAA or they are not rated. The scale granularity is generally not used and during 
the crisis, MMFs susceptible to be downgraded became not rated. Thus, generally AAA rating 
looks more like a label. 


French MMFs do not ask in general to be rated. French institutional clients are not required by 
their internal branch rules to select rated MMFs. They perform in depth due diligences on the 
MMFs and the managing company. French MMFs have always been closely supervised by 
the regulator. Auditors also monitor MMFs.  


Nevertheless, we acknowledge that some institutional clients situated in other European 
countries either have rules linked to AAA ratings or prefer rated funds when they buy third 
country managed MMFs (they delegate in a certain sense due diligences to the rating 
agencies). Notwithstanding the methodological efforts made by rating agencies, we believe 
that using asset liability management proves often more dynamic and efficient than relying on 
ratings that use one-size-fits-all type of methodologies. In addition, a non rated fund is not 
subject to the cliff effect risk inherent to ratings. 


We believe that a well-informed knowledgeable investor that has the experience of 
conducting its own due diligences added to a strongly supervised regulatory framework is 
effective and responsible. 


 


Question 31: In addition to the options explored in the four sections above, do you see 
other areas to consider which could contribute to reinforcing the robustness of MMFs? 
No. 


Question 32: Do differences between jurisdictions require different policy approaches or 
would a global solution be preferable, notably to ensure a global level playing field? 


Two aspects are to be taken into account when discussing globalisation matters: matters 
related to the level playing field in a same market place and regional specificities that may 
require different regulations. 


Markets are more and more global, so we would rather back a same level playing field. It 
would thus be required that funds respect the same underlying rules. We believe CNAVs and 
VNAVs can co-exist. However, if underlying rules are different for funds sold in a same 
market, then it would be difficult to explain the difference in regulation by regional 
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specificities. Thus, in case of unlevel playing field, funds with different underlying rules 
are unable to be sold in the same field. 


In addition, a uniform fiscal treatment for MMFs would permit to lift a certain unlevel playing 
field favouring on an unjustified manner some structures over the others.  


 


If you need any further information, please don’t hesitate to contact Eric Pagniez, at 
+33.1.44.94.94.06 (e.pagniez@afg.asso.fr) or Adina Gurau Audibert, at +33.1.44.94.94.31 
(a.gurau.audibert@afg.asso.fr) or myself at +33.1.44.94.94.29 (p.bollon@afg.asso.fr). 


 


Sincerely Yours, 


(signed) 


Pierre Bollon 
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Comments presented by the Association of Mutual Funds in India, Mumbai 
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Question 1: Do you agree with the proposed definition of money market funds? Does this 
definition delimit an appropriate scope of funds to be potentially subject to the regulatory 
reform that the FSB could require to put in place, with an objective to avoid circumvention and 
regulatory arbitrage?  
 
AMFI Response: MMF regulation should concern itself with funds explicitly targeting a stable 
NAV. Funds which opt to take a higher risk while making explicit to investors that they are not 
bound by MMF regulation should be encouraged as it would reduce systemic risk (these funds 
are not bound to hold stable value). 
 
Question 2: Do you agree with the description of money market funds’ susceptibility to runs? 
What do you see as the main reasons for this susceptibility?  
 
AMFI Response: Yes, we agree on the description. Money market funds are more susceptible to 
runs as there is an (implicit) promise of NAV stability which would cause more sophisticated 
and/or risk averse investors to redeem in case of sharp movements in interest rates. Even 
variable NAV funds that invest largely in amortised-cost assets are similarly vulnerable. 
 
Question 3: Do you agree with the description of the role of money market funds in short-term 
money markets? To what extent this role may create risks for short-term funding markets and 
their participants? Are there changes to be taken into account since the 2007-2008 experience? 
What are the interdependencies between banks and MMFs and the risks that are associated?  
 
AMFI Response: The Indian experience is similar to the description outlined. Indian mutual 
funds (including liquid funds) are the source for about 60% of money market funding 
(commercial paper and certificates of deposit). Since the financial crisis of 2008-09, investor 
preference for lower risk and regulatory changes have prompted significant lowering of WAM 
across money market funds. The mix of assets held has also shifted significantly in favour of 
certificates of deposits issued by banks relative to commercial paper issued by non-bank entities. 
In part this is due to the more liquid nature of the CD market. However regulations too have 
played a part with the central bank permitting repos in CDs during the crisis period, and SEBI 
encouraging limiting exposure to non-CD exposure per sector. In India, limits have been 
imposed on banks holding in money market funds and funds are not allowed to hold deposits in 
banks which have invested in them. These rules have reduced the inter-dependence between 
banks and money market funds – especially to the extent that banks were using money market 
funds to perform maturity transformation. 
 
Question 4: What is the importance of sponsor support for MMFs? What is the respective 
percentage of bank versus non-bank sponsors in the MMF industry? Are there differences 
among MMFs depending on their sponsors? What are the potential systemic risks of support or 
protection against losses provided by sponsors?  
 
AMFI Response: Since the financial crisis of 2008-09, investors have tended to look for strong 
sponsors. Indian sponsors, and bank sponsors in particular, have been favoured over foreign 
sponsored funds. The market share of Indian sponsored funds increased by 8 percentage points 
(from 74% to 83%) during the period from Dec 2007 to March 2012. Almost the entire increase 
in market share can be explained by an 8 ppt increase in share (from 39% to 47%) of Indian Bank 
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and Institutional sponsored mutual funds. Instances of sponsor support during the crisis and in 
2010 (domestic money market liquidity squeeze) have consolidated this view by clients. The 
sponsor support is implicit and not backed by provisions by the sponsor. There are risks of 
transmission of money market liquidity crisis to the wider system through sponsors.  
 
Question 5: Do you agree with the description of MMF benefits? Are there other benefits of 
MMFs for investors than those outlined in this presentation? What are the alternatives to MMFs 
for investors? How has investor demand for MMFs recently evolved? What would lead investors 
to move away from MMFs to other financial products?  
 
AMFI Response: We agree with the description of the importance of MMFs for investors. Apart 
from financial benefits (higher yield), investors look for liquidity and safety when it comes to 
their short-term surpluses, both of which are provided by MMFs. If anything, As compared to 
other financial products, safety (and perceived safety) is paramount in money market products. 
Safety is perceived through regulatory comfort, transparency, ratings, etc. As investors come 
with very short horizons (as low as one day), anything that could compromise overnight safety 
could lead to investors moving away from MMFs. This includes changes in regulations that 
compromise perceived safety. 
 
Question 6: Do you agree with the proposed framework comparing money market funds and 
bank deposits? Are there other aspects to consider?  
 
AMFI Response: The key difference is that investors in money market funds are shareholders 
and do not have access to capital buffers. MMF investors are not lenders to the MMF. Thus they 
are structurally different from bank deposits. While investors may compare the two, regulators 
must be wary of such confusion. 
 
Question 7: Are there other similarities or differences between CNAV and VNAV funds which 
would be useful for the analysis? Is there evidence (based on representative samples) showing 
differences in the fluctuation of the funds’ NAV depending on their model? What is the extent of 
the use of amortized cost accounting by VNAV funds? Has this practice evolved over time?  
 
AMFI Response: Indian MMFs are VNAV funds. However they are invested in a way to ensure 
that substantially all of the assets are valued through amortised cost method. With Indian 
regulations requiring mark-to-model valuation for assets beyond 91 days to maturity from 2010, 
MMFs and similar funds have largely invested in assets below 91 days. From Sep 30, 2012, 
assets beyond 60-days are to be marked-to-model. This should lead to liquid and similar funds 
restricting their holdings below the 60-day threshold.  
 
Question 8: What is the importance of ratings in the MMF industry? What is the impact of the 
monitoring function of credit rating agencies for MMFs? What are the potential systemic risks 
associated with ratings in the MMF industry?  
 
AMFI Response: Indian liquid funds use ratings in two ways. Regulations require the funds to be 
only invested in investment grade debt. Many liquid funds in India are also themselves rated on 
portfolio quality. While regulations only require investment grade, in practice money market 
funds in India have largely invested in AAA/A1+ and equivalent debt. Liquid fund credit ratings in 
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India are a function of the portfolio and do not represent an opinion about the NAV or the 
sponsor’s support. 
 
Question 9: Are existing rules adequately addressing risks regarding the management of 
collateral from money market funds? What are the risk management processes currently in 
place with regard to repo and securities lending transactions? Do MMFs present unique issues 
with regard to their use of repo markets or would general policy recommendations that the FSB 
may issue regarding repo markets be applicable? 


 


AMFI Response: Indian mutual funds participate in repo markets as lenders. Except during the 
financial crisis, funds are not permitted to borrow in repo. In general mutual funds have 
participated in repos with government bonds as underlying. There are no special issues with the 
use of repos by MMFs in India. 


 


Question 10: Are the above-mentioned changes in the environment of MMFs relevant factors to 
take into consideration? What are some of the implications for regulatory options? Are there 
other aspects to consider?  
 
AMFI Response: Changes in MMF and valuation regulations have led to reduction of WAMs in 
MMF portfolios. This has led to significant changes in the issuance (and therefore funding) 
pattern of commercial paper and certificates of deposits. However banks in India remain deposit 
funded (certificates of deposit represent less than 10% of banks’ deposit base). This would have 
limited impact therefore on bank’s capital or asset-liability structures. In wholesale funding 
markets, though mutual funds remain the providers of over 60% of funds. Thus changes to MMF 
regulations have a significant impact on yields and liquidity in the wholesale money market. 
 
Question 11: Do you agree with the systemic risk analysis and the rationale for reform 
presented in this section? Are there other factors to consider?  
 
AMFI Response: Agreed. 
 
Question 12: Do you agree with the benefits of imposing a mandatory move from CNAV to 
VNAV, which would amount to prohibiting the use of amortized cost valuation for any securities 
held by a MMF? Are the challenges identified in the US context valid in other jurisdictions 
currently authorizing CNAV funds? How could these challenges be overcome?  
 
AMFI Response: Prohibition of the use of amortised cost for valuation would have a significant 
impact on money markets. Any such change should be introduced after giving markets and 
investors time to digest the impact of these changes. In the Indian context the change to mark-
to-model assets maturing beyond 91-days was communicated well in advance of its 
implementation in August 2010 and cause little disruption in the money market. On the other 
hand, uncertainty created by new fair valuation norms in February 2012 caused a significant 
disruption in the money markets leading to yields rising by 60-100 basis points over the course 
of the next three weeks. As markets absorbed the impact, yields returned to previous levels 
over the following two weeks. While the market disruption was for a short duration, it could 
have been avoided by sufficient notice as in previous occasions. 
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Question 13: What would be the main effects of establishing a NAV-buffer? What would be the 
most practical ways to implement such buffers? Should various forms of NAV-buffers be allowed 
or should regulators favor a single option? What would be a realistic size of the NAV-buffer and 
what would be the impact in terms of costs for running MMFs? In the case of subordinated 
shares, could the option be seen as creating a securitization position, with associated 
requirements in terms of retention?  
 
AMFI Response: MMFs are collective investment schemes. Creation of capital buffer violates the 
spirit of collective investment. The key difference to bank deposits remains the higher yields 
offered in exchange for risk taken. This difference must be maintained for CIS structure to work. 
Similarly a sponsor-funded buffer is a back-door way of creating a bank and is incompatible with 
the working of a CIS. 
 
Question 14: Do you agree with the description of the challenges associated with the 
establishment of a private insurance? Are there ways to address them?  
 
AMFI Response: In the Indian experience, mutual funds are allowed to borrow to fund 
redemptions. The ability to borrow is typically backed by a line of credit from a commercial bank 
(similar to the private liquidity insurance discussed here). There is no regulatory requirement for 
such lines of credit though many MMFs choose to have liquidity lines available in case of large 
unexpected redemptions. Mandatory participation in liquidity insurance would encourage 
higher risk taking by MMF managers and could defeat the purpose of the mandate. Voluntary 
participation encourages diversification of liquidity levels and would reduce some correlation 
across funds maintaining different liquidity characteristics.  
 
Question 15: Do you agree with the description of the challenges and potential second-round 
effects of a conversion of MMFs into special purpose banks? Are there ways to circumvent those 
effects?  
 
AMFI Response: Conversion of MMFs into banks converts shareholders into deposit holders. 
These funds would no longer be collective investment schemes. There would be significant 
implementation challenges in a country like India where bank licenses are limited. 
 
Question 16: What are the main advantages and drawbacks of two-tier system(s)? Would it be 
sufficient to address the risks identified? What could be the conditions applicable to CNAV 
funds? What could be the potential impact on investor demand? Should certain funds be 
exempted from certain risk limiting conditions due to their holdings?  
 
AMFI Response: No response. 
 
Question 17: Do you agree with the suggestion that reserving CNAV funds for only certain 
investors (i.e. retail or institutional investors) would face practical challenges and would not be 
sufficient to address the risks identified?  
 
AMFI Response: No response. 
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Question 18: Regarding the different structural alternatives described in Section 1, what are the 
benefits and drawbacks of the different options described above? How could they be 
prioritized? What are the necessary conditions for their implementation?  
 
AMFI Response: The various options discussed largely deal with trying to control “losses” in case 
of market events/changes in interest rates/large redemptions, etc. Most of these options are 
structured in a way incompatible with the principles of collective investment. At first principles, 
investors in a CIS should be treated as shareholders rather than deposit holders. As a result any 
gains or losses should pass on to the investors. In order to maintain a balance of safety, liquidity 
and yield, MMFs should ideally move to a VNAV model (option 4.1.1). However any such move 
should be communicated well in advance to prepare market participants and investors for the 
move. All the other models introduce elements incompatible with CIS principles. Of the other 
options presented mandatory liquidity insurance (4.1.2.2) presents the least deviation to CIS 
principles but in practice could lead to moral hazard as it would encourage illiquidity in MMF 
portfolios. We have no comment on the two-tier system (4.1.2.3). 
 
Question 19: What are the main benefits and drawbacks of imposing the use of marked-to-
market accounting for all the instruments held by MMFs? What is the availability of market 
prices for securities commonly held by money market funds? Are there situations where this 
general principle could not be applied?  
 
AMFI Response: The benefits are as stated. While the document has presented the case from an 
early redemption forcing losses on residual investors, the opposite case is also true. In case the 
fund makes gains from its investments (example as yields decline), in amortised cost valuation 
later investors benefit from early investors. The markets may remain illiquid, however mark-to-
model approaches (risk-free benchmark + spread) may be sufficient to capture market 
movements. In order to avoid small movements in yields from leading to NAV volatility, it may 
be appropriate to allow amortization as long as deviations from model-derived prices remain 
small. The deviation should remain small to reduce the incentive to redeem early in the event of 
large market moves (as proposed in 4.2.2.2 Option 2). Larger moves should be reflected in the 
NAV immediately. 
 
Question 20: Should the use of amortized cost accounting be limited, and, if so, how? Are 
general restrictions on funds’ WAM or WAL preferable? Are there practical impediments (e.g. 
availability of prices) to imposing stricter requirements on the use of amortized cost accounting 
than current existing regimes? What would be the potential effects on MMFs’ investment 
allocation and short-term funding markets? What monitoring should be implemented? What 
conditions are advisable? In particular, please describe the rationale, feasibility and effects of 
limiting the residual maturity of instruments to [30-60-90-other] days. What materiality 
threshold could be proposed?  
 
AMFI Response: The option 2 to permit amortization at an individual asset level as long as 
deviation to model/market price remains small may be preferable. For example the Association 
of Mutual Funds in India (AMFI) recommends that the deviation be less than 0.1% of the model 
derived price for use of amortised prices. As price deviation is a function of yield deviation and 
duration of the instrument, there is an incentive for the fund manager to reduce risk by reducing 
the duration of the individual assets. This is consistent with reducing risk on the MMF as a whole. 
This option would be preferable to a general restriction on WAM or WAL as the risk control 
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would be based on market based risk rather than fiat. Restricting the residual life/maturity of 
instruments in MMFs is also an option to consider. The Indian experience could be of value in 
understanding the market impact. Residual maturity (repricing risk) was restricted to 1 year 
under liquid fund guidelines. This was revised to residual life (to final maturity not considering 
repricing, calls/puts etc.) of up to 91 days in 2009 in the aftermath of the financial crisis. 
Adequate time was given to allow existing bonds to mature. The industry was able to adapt to 
the new structure and has continued to grow. While this has resulted in higher rollover risk for 
issuers, it has reduced a source of systemic risk for the financial system. 
 
Question 21: What are the main benefits and drawbacks of imposing global liquidity 
restrictions? Should there be restrictions regarding (daily/weekly) liquid assets as well as 
regarding illiquid assets? Are global definitions of (daily, weekly) liquid and illiquid assets 
practical? Are there other conditions to consider (e.g. regarding the concentration of assets)?  
 
AMFI Response: The main benefit of imposing liquidity restrictions is that it encourages fund 
managers to meet redemptions out of maturing assets rather than through market sales. This 
works particularly well in less developed money markets like India where secondary markets 
may not be a sufficient source of liquidity. However imposing norms would mean that regulators 
must guess at redemption patterns that may change over time. In addition classification of 
instruments into “liquid” and “illiquid” may not be feasible and could encourage regulatory 
arbitrage. Regulators should encourage MMFs to adopt liquidity norms to address their specific 
investor pattern. 
 
Question 22: To what extent are managers able to “know their customers” and anticipate 
redemptions? Are there practical obstacles for managers to “know their customers” (e.g., in the 
case of platforms, omnibus accounts) and how could they be addressed? What are the main 
features of the funds’ investor base to take into consideration from a liquidity risk management 
point of view? Should conditions, e.g., regarding the concentration of the investor base be 
considered? Would this requirement allow fund managers to better understand and manage the 
risks to which the fund is exposed?  
 
AMFI Response: In the Indian context investor information is available with the fund. 
Historically funds have been able to reasonably anticipate outflows (e.g. end of quarters, tax 
payment dates) based on knowledge about customer behaviour. This does not remove the risk 
of unexpected redemptions. Limiting investor concentration could lower the risk (though in a 
single country market there is still a high possibility of concurrent redemptions). In India 
regulations require that no investor be more than 25% of the corpus of a fund (quarterly 
average basis). 
 
Question 23: Would such a liquidity fee generate a pre-emptive run? If so, when and are there 
ways that pre-emptive run risk could be reduced? How would shareholders react to the liquidity 
fee? Would it cause shareholders to transfer their MMF investments to alternative investment 
products? If so, which types of shareholders are most likely to make such transfers and to which 
products and will such a shift in investment create new systemic risks or economic, competitive, 
or efficiency benefits or harm? Would MMF board directors be able to impose a liquidity 
restriction despite potential unpopularity with investors and competitive disadvantage imposed 
on the fund? At what level such a liquidity trigger should be set?  
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AMFI Response: Restrictions on redemptions and liquidity fees are not consistent with investor 
expectation from MMFs. However investors are likely to accept such restrictions if they see the 
benefit they themselves would get (i.e. it reduces the risk that someone else exits early in a run). 
The liquidity fee option is less preferable here and could be avoided by going to a model such as 
described in 4.2.2.2 Option 2. 
 
Question 24: How would shareholders react to a minimum balance requirement? Would it 
cause shareholders to transfer their MMF investments to alternative investment products? If so, 
which types of shareholders are most likely to make such transfers and to which products and 
will such a shift in investment create new systemic risks or economic, competitive, or efficiency 
benefits or harm?  
 
AMFI Response: A minimum balance requirement is similar to creating equity and deposit type 
of relationship across holdings. This is inconsistent with principles of collective investment and 
should be avoided. Investors in MMFs value liquidity and safety above yield and compromise on 
liquidity – even on a small portion of their investments – would fundamentally alter investor 
approach to MMFs. 
 
Question 25: What are the benefits of using bid price for valuing the funds? Are there other 
options (such as anti-dilution levy) which could be explored to reduce shareholders’ incentive to 
redeem?  
 
AMFI Response: Using bid prices reduce the risk of runs. However bid prices may be as 
subjective when it comes to fair valuation and fair treatment of investors as a mark-to-model 
approach. In illiquid markets it may be more fair to use a model rather than bids which may 
substantially undervalue the investments. 
 
Question 26: What are the benefits and drawbacks of allowing redemptions-in-kind? Are there 
practical impediments to implementing this option (e.g. some portfolio securities cannot easily 
be divided)?  
 
AMFI Response: Allowing redemptions in kind may reduce the possibility of a run on a fund. 
ETFs in India allow subscriptions and redemptions in kind (index baskets). However in money 
market funds, this may lead to more problems than solutions. Market lots may mean that a fair 
division may not be feasible and residual holding may be illiquid. If investors anticipate 
redemption in kind may be in the offing, this may accelerate a run as more knowledgeable / 
sophisticated investors preempt redemption in kind by redeeming early. 
 
Question 27: What are the benefits and drawbacks of requiring gates in some circumstances? 
Which situations should trigger gates to be imposed to redeeming investors? Would it be 
enough to permit gates in some jurisdictions? Would there be a risk of regulatory arbitrage?  
 
AMFI Response: Gates address the issue of concurrent redemptions even where the investor 
concentration is limited. Gates based on percentage of NAV have to be considered against gates 
based on absolute value. Smaller funds may be able to obtain liquidity through the market, 
while larger ones may not. Gates based on percentage would be unnecessary for small funds. 
Gates based on absolute value could discourage funds from getting very large. However that in 
itself reduces systemic risk. 
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Question 28: Do you agree with the suggestion that the establishment of a private liquidity 
facility faces challenges that make the option unworkable or do you see ways to circumvent 
these challenges?  
 
AMFI Response: It is our view that MMF liquidity should occur through the portfolio itself. A 
private liquidity facility creates problems of free-ridership and/or moral hazard. Restrictions 
through limits on investor concentration and/or gates should be preferred over mandatory 
liquidity facilities. 
 
Question 29: What are the main benefits and drawbacks of the provisions included in current 
regimes referring to external CRA ratings? Are there alternatives to credit ratings that 
reasonably can be substituted?  
 
AMFI Response: External CRA ratings only express an opinion by the CRA. As the financial crisis 
proved, CRA ratings are fallible. The responsibility for credit evaluation should be on the MMF 
manager and the CRA rating may be one input. Credit ratings of individual instruments and the 
portfolio as a whole are used in India as a signal to investors about the portfolio quality. They 
serve as a tool for investors to evaluate MMFs and should be used as such. Investment 
restrictions based on ratings may not be required as a result.  
 
Question 30: What are the benefits of MMF ratings? Should a greater differentiation between 
MMF ratings be encouraged? To what extent are investors restricted in their investments to 
‘Triple-A’ rated funds? What alternatives could there be (e.g. from other third parties)? What 
initiatives could be proposed to educate investors about MMF ratings?  
 
AMFI Response: Investors in MMFs value safety and liquidity above yield. As a result non-AAA 
funds are unlikely to attract money. There does not seem to be any compelling case for 
differentiation based on credit quality. Given the strong investor and manager preference for 
AAA rating, tightening the norms to obtain a triple-A would only encourage compliance with the 
new tighter norms. This will not lead to differentiation. 
 
Question 31: In addition to the options explored in the four sections above, do you see other 
areas to consider which could contribute to reinforcing the robustness of MMFs?  
 
AMFI Response: No. 
 
Question 32: Do differences between jurisdictions require different policy approaches or would 
a global solution be preferable, notably to ensure a global level playing field? 


 


AMFI Response: There are significant differences in market conditions, state of market 
development, investor behaviour and expectations across countries. What may be a significant 
volatility in a developed market may be par for the course in an emerging market. As a result a 
single global solution may not be reachable. However general principles could be applied across 
jurisdictions. These may include best practices on liability side (investor concentration, gates) 
and asset side (liquidity, fair valuation). Other proposals such as conversion to special purpose 
banks require significant changes to legislation and/or regulation to be practical across countries. 
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Additionally capital accounts are not convertible in many jurisdictions and global rules may not 
be applicable. 
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The Association of Corporate Treasurers (ACT) 
 
The ACT is a professional body for those working in corporate treasury, risk and 
corporate finance.   Further information is provided at the back of these comments and 
on our website www.treasurers.org. 


Contact details are also at the back of these comments. 


We canvas the opinion of our members through seminars and conferences, our monthly 
e-newsletter to members and others, The Treasurer magazine and our Policy and 
Technical Committee. 


 


General  
 
The ACT welcomes the opportunity to comment on this matter. 


This document is on the record and may be freely quoted or reproduced with 
acknowledgement. 


Our members work widely in companies of all sizes through industry, commerce and 
professional service firms.  The companies in which they work will often have surplus 
cash which needs to be invested relatively short term.  Because of the liquidity and, most 
importantly, the (relatively) diversified portfolio characteristics of Money Market Funds 
(MMFs) these are a popular form of investment for non-financial companies.  Accordingly 
we make comments from the standpoint of large scale corporate users of MMFs. 


Generally speaking because of the need for liquidity and a lack of price volatility in their 
cash investments companies tend to invest in bank deposits and CDs, short term 
government paper, MMFs and, perhaps less commonly, in short term commercial paper 
or notes.  Even where the company circumstances mean that cash can be invested 
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slightly longer term, MMFs remain useful for liquidity management.  The existing 
structures available from the MMF sector have proved a convenient and useful 
instrument for companies. 


As in many areas of financial regulation initiatives to make the financial system in some 
sense safer can have the effect of passing risk back to customers or other parts of the 
financial system.  In the case of reforms to the MMF sector one test should be to work 
through the potential knock on effects to users of MMFs and review the balance between 
a safer MMF sector against reduced utility for the users and the risk that users will be 
forced to change how they invest short term cash in a way that throws more risk onto 
them.  (For example if, for whatever reason, MMFs become a less attractive product, 
companies may instead place deposits direct with financial institutions and thus lose the 
diversification benefit and be exposed to more concentrated credit risks to small number 
of individual counterparties.]  


The conclusion we reach is that MMFs in their current forms should be permitted to 
continue to exist and that the various options to create capital buffers are not really 
needed.  The ability to impose certain liquidity controls over redemptions in an 
emergency may help restore stability in a crisis and are worthy of further consideration. 


Ultimately investors themselves have a responsibility to inform themselves about what 
they are investing in and should be capable of deciding for themselves if they are 
suitable.  To do this of course they do need sufficient clarity of information about the 
structure of the funds they invest in, their investment policies and the actual portfolios 
held.  We would encourage funds to provide wider sectoral diversification of their 
investments perhaps through requirements for good disclosure of investments by sector 
and by country. 


We note that few CNAV funds invest outside the sovereign or financial services sector. 
Some funds may have a small amount of non-financial corporate paper, but companies 
find it hard to invest away from the sovereign or financial sector with the same “ready-
made” diversification as MMFs offer in those sectors. 


 


Response to specific questions 
We refrain from replying to all the questions, concentrating on those most relevant to non 
financial investors.  On certain questions others are better placed to respond than we 
are.    


Question 1: Do you agree with the proposed definition of money market funds? Does 
this definition delimit an appropriate scope of funds to be potentially subject to the 
regulatory reform that the FSB could require to put in place, with an objective to avoid 
circumvention and regulatory arbitrage? 
 
A1:  We note that the sorts of MMFs that are being covered by your consultation are 


intended to be those presented as cash or liquidity funds.   
 


It is unfortunate that the sorts of MMF that invest slightly longer term, seek higher 
yield and that do not offer same day liquidity are still known as Money market 
funds, although sometimes with an additional qualifier as in “MMF plus” or 
“enhanced MMF”. Smaller companies are often surprised that they are in higher 
risk investments than they intended. More clarity in nomenclature is desirable.  
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Question 2: Do you agree with the description of money market funds’ susceptibility to 
runs? What do you see as the main reasons for this susceptibility?  
 
A2:  We accept that MMFs could be susceptible to runs.  They offer instant liquidity and 


therefore in practical terms could be subject to a run.  They do attract a very risk 
averse type of investor and indeed the concept of a CNAV fund could mean that 
any hint of “breaking the buck” could act as a trigger.  As explained in Q 12 we do 
not regard that as sufficient justification for a ban on CNAV funds 


 
Question 3: Do you agree with the description of the role of money market funds in 
short-term money markets? To what extent this role may create risks for short-term 
funding markets and their participants? Are there changes to be taken into account since 
the 2007-2008 experience? What are the interdependencies between banks and MMFs 
and the risks that are associated?  
 
A.3: We are sympathetic to the picture you paint. Most non-financial companies investing 


in MMFs (except, of course, for segregated funds run by a manager for the 
corporate only) set a maximum to the company’s proportion of the total fund and 
pay attention to the granularity of other investors’ holdings. However, the greater 
correlation between banks’ policies and attitudes, can mean that large holdings 
by banks as a class can exacerbate the features you are concerned about. 


 
Given that non-financial companies usually give priority to security over yield, it is 
not surprising that MMFs seeking to attract them are conservative investors. It is 
not a criticism of MMFs that they avoid an asset class at times of stress for that 
class, as seen with European banks in the current crisis. It is unlikely that 
investments made directly rather than through an MMF would go materially to the 
assets being avoided  by the MMFs. 
 


Question 4: What is the importance of sponsor support for MMFs? What is the 
respective percentage of bank versus non-bank sponsors in the MMF industry? Are 
there differences among MMFs depending on their sponsors? What are the potential 
systemic risks of support or protection against losses provided by sponsors?  
 
A4:  For some corporate investors in MMFs the concept of some possible sponsor 


support has been influential in their choice of fund, even though these companies 
have always recognised that there is no legal obligation.  In recent years the 
perception that there might be some implied sponsor support has declined and 
now does not feature particularly highly in the minds of investors.  Name 
recognition and the reputation of the sponsor do count to a lesser extent toward 
the expectation that a given fund should be well run. 


 
Question 5: Do you agree with the description of MMF benefits? Are there other benefits 
of MMFs for investors than those outlined in this presentation? What are the alternatives 
to MMFs for investors? How has investor demand for MMFs recently evolved? What 
would lead investors to move away from MMFs to other financial products?  
 
A 5: We agree with your description of the benefits of MMFs.  Our perception is that 


more and more companies are making use of this form of investment, normally 
as a preferred alternative to direct bank deposits.  With the credit ratings of banks 
now much lower than in the past, company treasurers are seeking reduced credit 
risk.  The diversification of credit risk that can be achieved through a fund is a big 
selling point, particularly for those with smaller amounts to invest where creating 
your own diversification would reduce individual deposits to non-dealable sizes. 
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Companies continue to value the same day liquidity even though for many 
companies this is not strictly needed other than for a small amount of genuine 
day to day working capital needs.  The degree of conservatism seen in that most 
corporate investments of cash are overnight, reveals a high preference with 
liquidity though perhaps a steeper short-term yield curve might eventually tempt 
some investors out to week fixed or 30 days. Given the high concentration of 
MMF investments in the financial sector, confidence in financial stability would 
probably need to be established first, however. 


  
Question 6: Do you agree with the proposed framework comparing money market funds 
and bank deposits? Are there other aspects to consider?  
 
A6: We agree with your comments about the similarities between MMF investments and 


bank deposits, but there are also big differences only some of which you mention.  
The maturity transformation by funds is quite modest given the low WAM / WAL 
of funds and they generally do not employ gearing.  The investments they make 
are in a very specific asset class with very specific and frequent disclosures 
already being made.  They are single purpose entities with their policies clearly 
visible. (The attitude of non-financial corporates to liquidity/maturity is seen in our 
answer to 5, above).  


 
Question 7: Are there other similarities or differences between CNAV and VNAV funds 
which would be useful for the analysis? Is there evidence (based on representative 
samples) showing differences in the fluctuation of the funds’ NAV depending on their 
model? What is the extent of the use of amortized cost accounting by VNAV funds? Has 
this practice evolved over time?  
 
A7: Some VNAV funds may appear to have very different characteristics to CNAV funds, 


but this is possibly misleading since many VNAV funds are investing much longer 
term and with notice periods for redemption.  In other words, they are not liquidity 
funds at all.  Others are better placed to answer the more technical parts of the 
question. 


 
Question 8: What is the importance of ratings in the MMF industry? What is the impact 
of the monitoring function of credit rating agencies for MMFs? What are the potential 
systemic risks associated with ratings in the MMF industry?  
 
A8:  From the point of view of a corporate investor the credit rating of a MMF is vitally 


important.  Non-financial corporates are not in business to make money from 
money.  Investing is very much an ancillary activity and one of the advantages of 
investing in MMFs is to outsource the credit appraisal process and creation of 
portfolio diversification.  What remains is to assess the credit standing of the fund 
as a whole and to that end the credit rating grade of the fund is crucial.  In 
addition treasurers take comfort from the ongoing review process of the rating 
agencies which is almost like having a regular compliance audit performed on the 
funds’ investments.  Treasurers do also like to review the portfolio make up for 
themselves.  This can be important if the company has credit exposures to 
specific banks, perhaps through derivatives, and wants to avoid undue 
concentration. 


 
In many ways the rating agencies act as regulators and supervisors of the MMFs. 
This is socially very valuable. 
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We suspect  that the AAA standing of many funds is not always fully understood 
and is assumed to mean the same as a AAA long term debt rating.  The agencies 
have been very careful to add a suffix to their fund ratings (e.g. Aaa-mf) to 
distinguish the ratings but not all users will appreciate this. As often, there is an 
important educational effort needed to ensure that more market participants (and 
potential ones too) understand market features. 


 
 
Question 9: Are existing rules adequately addressing risks regarding the management 
of collateral from money market funds? What are the risk management processes 
currently in place with regard to repo and securities lending transactions? Do MMFs 
present unique issues with regard to their use of repo markets or would general policy 
recommendations that the FSB may issue regarding repo markets be applicable?  
 
We give no answer to this question. 
 
Question 10: Are the above-mentioned changes in the environment of MMFs relevant 
factors to take into consideration? What are some of the implications for regulatory 
options? Are there other aspects to consider?  
 
We give no answer to this question. 
 
Question 11: Do you agree with the systemic risk analysis and the rationale for reform 
presented in this section? Are there other factors to consider?  
 
A 11:  In considering policy options there would appear to be a concentration on financial 


stability and market functioning.  Clearly these are important to users but there is 
a danger of thinking only about the regulated sector itself.  Changes to financial 
services providers affect users in the non financial sector or what we call the “real 
economy”.  The wider implications for the real economy must also be taken into 
account including the transferring of risk or inefficiencies or costs between it and 
the financial sector. 


 
 
Question 12: Do you agree with the benefits of imposing a mandatory move from CNAV 
to VNAV, which would amount to prohibiting the use of amortized cost valuation for any 
securities held by a MMF? Are the challenges identified in the US context valid in other 
jurisdictions currently authorizing CNAV funds? How could these challenges be 
overcome?  
 
A12:  We do have some discomfort in the presentation of funds as CNAV to the extent 


that the terminology seems to emphasise the constant value element and imply 
that in some sense the return of principal is guaranteed, when in reality, like any 
investment, there is a degree of credit risk, and price risk as market interest rates 
change.  However this is no different in concept to a bank deposit for a fixed term 
where the principal is presented as the amount you will get back but in reality a 
credit risk exists on that too (not mitigated for wholesale deposits by deposit 
insurance), along with an opportunity cost if rates change. 


 
We take the point that amortised cost accounting holds out the perception that 
there is no price risk on a CNAV fund so that in a crisis if the value does come 
under pressure it could contribute to instability and a run whereas within VNAV 
there is a form of pressure release through the price.  However, in practice, the 
difference is small and as you yourself say, even VNAV would not prevent a run. 
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The big difference arises from the different investment policies and it is 
unfortunate that the term MMF is used across the market rather than confined to 
(currently CNAV) liquidity funds. 


 
On balance, we conclude that although the CNAV terminology could be deemed 
slightly misleading there is no necessity to prohibit such funds. Better to stop non-
liquidity funds calling themselves MMFs. 


  
Question 13: What would be the main effects of establishing a NAV-buffer? What would 
be the most practical ways to implement such buffers? Should various forms of NAV-
buffers be allowed or should regulators favor a single option? What would be a realistic 
size of the NAV-buffer and what would be the impact in terms of costs for running 
MMFs? In the case of subordinated shares, could the option be seen as creating a 
securitization position, with associated requirements in terms of retention?  
Question 14: Do you agree with the description of the challenges associated with the 
establishment of a private insurance? Are there ways to address them?  
Question 15: Do you agree with the description of the challenges and potential second-
round effects of a conversion of MMFs into special purpose banks? Are there ways to 
circumvent those effects?  
Question 16: What are the main advantages and drawbacks of two-tier system(s)? 
Would it be sufficient to address the risks identified? What could be the conditions 
applicable to CNAV funds? What could be the potential impact on investor demand? 
Should certain funds be exempted from certain risk limiting conditions due to their 
holdings?  
Question 17: Do you agree with the suggestion that reserving CNAV funds for only 
certain investors (i.e. retail or institutional investors) would face practical challenges and 
would not be sufficient to address the risks identified?  
Question 18: Regarding the different structural alternatives described in Section 1, what 
are the benefits and drawbacks of the different options described above? How could they 
be prioritized? What are the necessary conditions for their implementation?  
 
A13 -18:  Your paper raises some interesting ideas to create various forms of buffers to 


protect investors and market stability.  However, since the ACT regard the 
existing structures as working and providing a useful diversification instrument for 
investors, we see no necessity to invent a new type of instrument.  [Of course 
were such instruments to be created to supplement the existing forms we would 
welcome the additional flexibility offered to investors.  It would be interesting to 
see what demand for these sorts of funds would build up.]   


 
Question 19: What are the main benefits and drawbacks of imposing the use of marked-
to-market accounting for all the instruments held by MMFs? What is the availability of 
market prices for securities commonly held by money market funds? Are there situations 
where this general principle could not be applied?  
 
We give no answer to this question. 
 
Question 20: Should the use of amortized cost accounting be limited, and, if so, how? 
Are general restrictions on funds’ WAM or WAL preferable? Are there practical 
impediments (e.g. availability of prices) to imposing stricter requirements on the use of 
amortized cost accounting than current existing regimes? What would be the potential 
effects on MMFs’ investment allocation and short-term funding markets? What 
monitoring should be implemented? What conditions are advisable? In particular, please 
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describe the rationale, feasibility and effects of limiting the residual maturity of 
instruments to [30-60-90-other] days. What materiality threshold could be proposed? 
  
A20: The use of amortised cost accounting does need to be subject to some limits be 


they by reference to maturity or to the deviation of shadow prices.  Other will be 
in a better position to judge this than we are. 


 
Question 21: What are the main benefits and drawbacks of imposing global liquidity 
restrictions? Should there be restrictions regarding (daily/weekly) liquid assets as well as 
regarding illiquid assets? Are global definitions of (daily, weekly) liquid and illiquid assets 
practical? Are there other conditions to consider (e.g. regarding the concentration of 
assets)?  
 
A21:  We regard the requirement for certain liquidity standards as a crucial element of 


regulation or the definition of liquidity funds.  We have not performed any analysis 
as to what liquidity rules are optimal but we do accept that the tightening of 
liquidity standards in 2010 were reasonable, even helpful.  (10% overnight and 
30%< 1 week in the US and 10% overnight and 20%<1week for IMMFA funds, 
plus in each case certain maturity limits).   


 
Although rules exist to limit concentration in a single name or group and in illiquid 
assets we are not aware of limitations for industry sectors or countries.  In terms 
of contagion or a breakdown causing increased correlation between obligors in 
the same industry sector a diversification by industry sector or geography could 
help reduce risk.  However stipulating specific sector allocations would be to 
change the very nature of MMFs and remove investor choice.  To some extent 
investors can already make this sort of sector analysis themselves from the 
disclosures made by funds, but perhaps some industry-agreed uniform definitions 
of sectors might be helpful plus some encouragement for funds to provide this 
sort of asset breakdown. 


  
Question 22: To what extent are managers able to “know their customers” and 
anticipate redemptions? Are there practical obstacles for managers to “know their 
customers” (e.g., in the case of platforms, omnibus accounts) and how could they be 
addressed? What are the main features of the funds’ investor base to take into 
consideration from a liquidity risk management point of view? Should conditions, e.g., 
regarding the concentration of the investor base be considered? Would this requirement 
allow fund managers to better understand and manage the risks to which the fund is 
exposed?  
 
A22:  In planning maturity profiles it must be helpful for fund managers to “know their 


shareholders”, indeed we had rather assumed that this would be a normal part of 
good management of any fund (especially funds subject to redemption), 
irrespective of regulation.  We would have no objection to setting concentration 
limits on investor bases.  In fact we know that many corporate investors include 
within their own investment policies some form of concentration limits such as 
stipulating that the company’s investment should not represent more than 10% of 
the assets in the fund, or the like. 


 
Question 23: Would such a liquidity fee generate a pre-emptive run? If so, when and are 
there ways that pre-emptive run risk could be reduced? How would shareholders react to 
the liquidity fee? Would it cause shareholders to transfer their MMF investments to 
alternative investment products? If so, which types of shareholders are most likely to 
make such transfers and to which products and will such a shift in investment create new 
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systemic risks or economic, competitive, or efficiency benefits or harm? Would MMF 
board directors be able to impose a liquidity restriction despite potential unpopularity with 
investors and competitive disadvantage imposed on the fund? At what level such a 
liquidity trigger should be set?  
Question 24: How would shareholders react to a minimum balance requirement? Would 
it cause shareholders to transfer their MMF investments to alternative investment 
products? If so, which types of shareholders are most likely to make such transfers and 
to which products and will such a shift in investment create new systemic risks or 
economic, competitive, or efficiency benefits or harm?  
Question 25: What are the benefits of using bid price for valuing the funds? Are there 
other options (such as anti-dilution levy) which could be explored to reduce shareholders’ 
incentive to redeem?  
Question 26: What are the benefits and drawbacks of allowing redemptions-in-kind? Are 
there practical impediments to implementing this option (e.g. some portfolio securities 
cannot easily be divided)?  
Question 27: What are the benefits and drawbacks of requiring gates in some 
circumstances? Which situations should trigger gates to be imposed to redeeming 
investors?  Would it be enough to permit gates in some jurisdictions? Would there be a 
risk of regulatory arbitrage?  
Question 28: Do you agree with the suggestion that the establishment of a private 
liquidity facility faces challenges that make the option unworkable or do you see ways to 
circumvent these challenges?  
 
A23-28:  Your report considers various controls over liquidity so that in emergency 
circumstances a fund might impose redemption restrictions, redemption fees, or 
redemptions in kind.  None of these sorts of measures are particularly welcome but in a 
crisis they may be helpful in restoring some order and fairness between investors.  Since 
in the normal course of affairs these would not impact the characteristics of the fund (in 
the way buffers would) we accept that there could be some merit in them.  Requiring a 
liquidity facility to be held by the fund on the other hand would be impracticably costly 
and, unless very substantial in size (when it would be even more costly) of limited value.  
We do not support this sort of measure. 
 
Question 29: What are the main benefits and drawbacks of the provisions included in 
current regimes referring to external CRA ratings? Are there alternatives to credit ratings 
that reasonably can be substituted?  
 
A.29: We note that the independently provided external ratings give a measure of 


assurance to investors, rather than relying only on the managers’ judgements, 
but otherwise give no answer to this question. 


 
Question 30: What are the benefits of MMF ratings? Should a greater differentiation 
between MMF ratings be encouraged? To what extent are investors restricted in their 
investments to ‘Triple-A’ rated funds? What alternatives could there be (e.g. from other 
third parties)? What initiatives could be proposed to educate investors about MMF 
ratings?  
 
A30: Please refer to Q8 which largely covers the same issue.  We accept your point that 


the preponderance of AAA ratings lacks differentiation between funds.  This 
matter does warrant further analysis and debate.  However, in most, and 
especially current, market conditions the attraction of funds rated below this 
except for speculative investors seem hard to understand. 
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Question 31: In addition to the options explored in the four sections above, do you see 
other areas to consider which could contribute to reinforcing the robustness of MMFs?  
Question 32: Do differences between jurisdictions require different policy approaches or 
would a global solution be preferable, notably to ensure a global level playing field? 


We give no answer to these questions. 
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AXA Investment Managers 
Coeur Défense Tour B 
La Défense 4 
100 Esplanade du Général de Gaulle 
92932 
Paris La Défense Cédex 
France 


 
Paris, 28 May 2012 


 


Public comment on IOSCO’s consultation report on “Money Market 
Fund Systemic Risk Analysis and Reform Options” 


AXA Investment Managers is a multi-expert asset management company within the 
global AXA Group, a world leader in financial protection. It is headquartered in Paris 
and operates in 22 countries.  AXA IM manages over EUR 500 bn of assets in fixed 
income, equities and alternative asset classes on behalf of group insurance 
companies, institutional and retail investors. 
AXA IM has also contributed to the response of the French asset management 
association, AFG. 


Question 1: Do you agree with the proposed definition of money market funds? 
Does this definition delimit an appropriate scope of funds to be potentially 
subject to the regulatory reform that the FSB could require to put in place, with 
an objective to avoid circumvention and regulatory arbitrage? 


We agree that MMFs have an objective of daily liquidity and preservation of capital. 
We also strongly believe that the objective of delivering a performance in line with 
money market rates is part of the definition of money market funds.  
MMFs are investment funds and as such, there is a reference to a performance 
objective (delivering a performance in line with money markets). Performance is as 
important as preservation of capital and liquidity for VNAV investors in Europe. This 
can explain why VNAV investors have a higher tolerance for volatility and NAV 
declines than CNAV investors. Performance objective is a “normal” attribute of an 
investment fund and the associated investment risk is understood by VNAV 
shareholders. This understanding can be highlighted by the in-depth due diligence 
made by investors (very detailed RFP questionnaires, regular monitoring of funds risk 
profile, holdings, performance…) showing they are conscious of the underlying risks 
of a MMF and the associated volatility in stressed market periods.  
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Question 2: Do you agree with the description of money market funds’ 
susceptibility to runs? What do you see as the main reasons for this 
susceptibility? 


First, we want to make it clear that MMFs did not cause the crisis and that MMF 
suffered, as many other funds, from the dysfunctioning of the financial system as a 
whole. 


We think that a distinction should be made between CNAV and VNAV funds. 


CNAV are seen by investors as deposit like products almost capital guaranteed. 
Indeed, management techniques tend to favour the idea of capital preservation and 
the absence of volatility : constant NAV, linear valuation, AAA rating, quasi implicit 
sponsor support. All this leads to a misperception of the underlying risks of portfolios 
and strong expectations from clients (we could qualify this as a fool’s game). All this 
artificial mechanism is based on investor’s confidence in the ability of the fund to 
deliver a very stable return over time. But when things turn bad (tail risk, global 
financial crisis, credit stress…) the equation can’t work and it creates a “first mover 
advantage” reaction that can accentuate the likelihood of a run. 


Runs on VNAVs funds can happen, but reasons are not inherent to the management 
structure of portfolios. The marked to market valuations of the underlyings in the 
portfolio avoid any “arbitrage behaviour” from investors. There is no such thing 
compared to "breaking the buck" effect, no “cliff effect” and collective type of 
threshold induced by “breaking the buck”. In VNAV, subscription / redemptions are 
more linked to the appreciation by investors of the risk profile of the funds and macro 
economic anticipations. Flows are less systemic and more specific to each fund risk. 
Also, the concept of "first mover advantage" is not coherent with our major principle 
and regulation of shareholders’ equality. 


Example of VNAV fund performance: annualised daily gross performance of AXA 
Court Terme and its benchmark (Eonia OIS). Marked to market valuations can 
induce some volatility, and on some occasions NAV may decline).  
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In VNAV funds, subscriptions and redemptions are done at a NAV valuation that 
reflects market levels. Thus, there is no first mover advantage and no a-priori 
systemic risk linked to these funds. It is clearly stated in the prospectus that risks 
linked to underlyings’ evolution (ex: credit risk) are supported by investors. 
A clear distinction should be made between runs on one side and large outflows that 
can occur on MMFs on the other side. The latter are generally seen as “business as 
usual” by asset managers (due for example to clients’ cyclical needs) and that can be 
perfectly managed as portfolios are designed to cope with these large potential 
in/outflows.  
We also think that the assertion (on page 6 last paragraph) that institutional investors 
would exhibit extreme risk aversion leading them to pre-emptively redeem at the first 
sight of heightened risk is incorrect. This cannot be said as a general principle for all 
types of institutional investors no matter where they are located.  
An adequate level of risk in portfolios based on in depth credit analysis, internal 
models from asset managers in order to limit issuer concentration, assess market 
conditions and a better consistency on liquidity management could help prevent runs. 
French funds are generally not rated, thus there is no potential cliff effect on this side. 
Investors do their own due diligence on firms and funds. 
In addition, French MMFs cannot be used as a payment means by the investor; there 
is no cheque writing on MMFs units. 
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We thus firmly think that French MMFs do not bear by nature fragilities that would 
make them prone to the run risk. 


Question 3: Do you agree with the description of the role of money market 
funds in short-term money markets? To what extent this role may create risks 
for short-term funding markets and their participants? Are there changes to be 
taken into account since the 2007-2008 experience? What are the 
interdependencies between banks and MMFs and the risks that are 
associated? 


We agree that MMFs are important providers of short term funding. We believe that 
in general French MMFs do not create risks to short-term funding markets and their 
participants as they apply strict internal risk guidelines (diversification, maturities, 
credit risk, intensive in-depth credit analysis, liquidity …). French MMFs are regulated 
since 1987 (COB) and have to comply with strict investment guidelines (UCITS, 
ESMA). It is not MMFs themselves that create risks as outflows and runs comes from 
shareholders. During 2007 / 2008, redemptions from MMFs were due to fears about 
banks and the functioning of financial markets, not from fears about MMFs as an 
investment vehicle. When MMFs suffer from outflows due to distrust about banks or 
sovereign issuers, we can assume that funding access for these issuers will be 
impaired, independently of the existence or not of MMFs. 


Question 4: What is the importance of sponsor support for MMFs? What is the 
respective percentage of bank versus non-bank sponsors in the MMF 
industry? Are there differences among MMFs depending on their sponsors? 
What are the potential systemic risks of support or protection against losses 
provided by sponsors? 


Sponsor support is voluntary and may concern any type of fund. However, this is not 
to be confused with an implicit guarantee. Explicitly, there is no expectation of 
support that is factored in by the fund producer and any potential support comes as 
an exception. 
In France, the vast majority of sponsors are of bank and insurance types. There are 
also some independent actors. 
The potential systemic risk may only come from an implicit support / guarantee that 
may come with a CNAV structure as the risk of breaking the buck and losing the AAA 
rating can trigger massive outflows / runs.  
Sponsor support increases confusion from investors with bank deposits. We believe 
that French VNAVs have demonstrated their ability to withstand a certain level of 
volatility and even to face negative NAVs without generating significant outflows. 
Investors are used to seeing some volatility in VNAV funds and are aware that NAVs 
may drop. 


Question 5: Do you agree with the description of MMF benefits? Are there 
other benefits of MMFs for investors than those outlined in this presentation? 
What are the alternatives to MMFs for investors? How has investor demand for 
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MMFs recently evolved? What would lead investors to move away from MMFs 
to other financial products? 


Yes, we agree. 
 
MMF have a strategic role as they contribute to the efficiency of money markets and 
to the short-term financing of the economy (ie : banks, corporates and sovereigns). 
They provide an intermediation service between lenders and borrowers in the short-
term debt markets. According to EFAMA, European MMFs represent €1124 Bn as of 
end September 2011. France is the first MMF European centre with a 32.3% market 
share (€358 Bn). French MMFs are owned more than 75% by institutional investors 
and non financial companies. Retail investors account for about 9% and banks for 
5%. The retail proportion keeps diminishing over time.  
 
French MMFs hold about 30% of certificates of deposits issued by banks in France,  
and more than a third of commercial paper and medium term negotiable notes issued 
by corporates. 
 
They are investment products offering access to credit expertise, risk diversification, 
liquidity management and secure and efficient operational processes that would be 
prohibitively expensive to most cash investors outside of the pooled-fund 
environment. MMFs provide borrowers with access to cash in aggregated amounts, 
facilitating the management of their short-dated cash needs. 
The absence of MMFs would certainly increase the risk of runs on banks as investors 
would be “forced” to invest in deposits but with much less diversification (only a few 
counterparties) than with MMFs. In case of market stress, the likelihood of disorderly 
bank runs would be increased. 
Regarding market evolution, there has been a strong (and successful) incentive for 
retail to reallocate towards bank deposits. 


Question 6: Do you agree with the proposed framework comparing money 
market funds and bank deposits? Are there other aspects to consider? 


Yes, we agree. We would like to add that investors benefit from a diversified credit 
pool with very limited counterparty risk through MMFs whereas they bear full 
counterparty risk with a deposit.  


Question 7: Are there other similarities or differences between CNAV and 
VNAV funds which would be useful for the analysis? Is there evidence (based 
on representative samples) showing differences in the fluctuation of the funds’ 
NAV depending on their model? What is the extent of the use of amortized cost 
accounting by VNAV funds? Has this practice evolved over time? 


We do not agree with the argument saying that both CNAVs and VNAVs are prone to 
the run risk because of the maturity transformation. The maturity / liquidity 
transformation performed by MMF is very limited and subject to tight guidelines 
defined by regulators both in the US and Europe. This “liquidity mismatch” is far 
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smaller and much simpler to assess than that performed by banks. Moreover, asset 
quality of the MMF is high, and liquidity risk is actively monitored: 


• at the asset level : liquidity profile of the portfolio taking into account 
instruments’ maturities ; assessment of the ”liquidity level” of each instrument / 
issuer; minimum liquidity bucket, marked to market valuation with shift to bid 
price in case of worsening market conditions. 


• at the liability level : tracking clients’ behaviour to anticipate in/out flows; 
The question here is much more linked to the valuation method applied as any 
significant discrepancy with the real marked to market price tends to increase the 
probability of runs in cases of higher market stress. The risk of “breaking the buck” 
creates an important difference between how the two types of structures may be 
prone to run risk. We would also highlight the fact that when market volatility is 
increasing, performance of VNAV funds tends to be more volatile and fund managers 
are strongly incentivised to adjust quickly the risk profile of the portfolios (no artificial 
volatility absorbing buffer coming from the use of amortized cost). 
We would like to recall that as for any other asset management product, French 
MMF’s NAV is subject to the fund’s underlyings’ behaviour and as such, it fluctuates 
and it can fall. 
As shown by the graph in Question 2,  French VNAV MMFs, like any other asset 
management product, have their own natural variability of the NAV, that can be seen 
when compared to their benchmark (Eonia) and that is due to the active 
management of their underlyings. The variability of the NAV corresponds to the “look-
through” made possible by a marked to market valuation of the fund’s underlyings. 
Indeed, it should be reminded that French VNAV MMFs have the same valuation 
rules as any other asset management fund and the principle is one of marked to 
market valuation.  
There is one exception for less than three months instruments. Funds are authorised 
– instrument by instrument - to apply amortised cost accounting (only for negotiable 
debt securities with less than three months residual maturity and having no specific 
sensitivity to market parameters, not for bonds). This possibility to use amortised cost 
accounting is linked to the facts that : 


- market prices are not available at the very short end of the yield curve 
for OTC instruments such as CDs, CPs etc… 


- the use of 3m amortised cost is not significantly divergent from the 
marked to market price curve (low spread / interest rate sensitivity, 
high quality issuers). 


The risks for negotiable debt securities with less than three months maturity are very 
small: the interest rate risk (modified duration) over a three months period is much 
less than on 397 days (4 times less) and the credit risk (spread duration) is four times 
smaller. 


This less than three months amortised cost accounting is a simplifying valuation 
model that can be used when there is no particular sensitivity to markets. It should be 
reminded that this faculty implies no material difference with the market price. We 
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can therefore say that French VNAVs are as marked to market as possible and do 
not differ in their valuation policy from other investment funds. 


We therefore strongly disagree with underlying assumption that using amortized cost 
accounting for less than 3 months commercial papers is similar to using amortized 
cost accounting up to 397 days for the portfolio as a whole. 


The use of amortized cost accounting may be considered almost the same only for 
funds (VNAVs and CNAVs) that : 


- invest only in instruments below 3 months and 


- are not authorised to amortise the loss incurred by the sell of a 
holding over several days. 


 
The portion of amortised assets in a French VNAV depends on the proportion of less 
than 3 months negotiable debt securities versus all the other assets and on the 
market sensitivities of the holdings. A very short maturity portfolio with very low 
market sensitivities may have a high proportion of its assets eligible to cost 
accounting. 
The evolution to be noted is that French VNAV asset managers were not in favour of 
the implementation of the amortized cost accounting up to 397 days that was made 
possible by the new ESMA MMF guidelines in 2011. So far, no MMF in France can 
apply cost amortization above 3 months. 


Question 8: What is the importance of ratings in the MMF industry? What is the 
impact of the monitoring function of credit rating agencies for MMFs? What are 
the potential systemic risks associated with ratings in the MMF industry? 


Our view related to MMFs AAA ratings is that the great majority, of MMFs are  either 
awarded the  AAA or they are not rated. Generally AAA rating looks more like a label. 


French institutional clients do not want to rely on an external rating to select a MMF. 
They generally prefer to perform their own in-depth analysis of portfolios and 
thorough due diligence / RFI with very detailed questionnaires. This is why French 
MMFs do not ask to be rated. Nevertheless, we acknowledge that some institutional 
clients situated in other European countries either have rules linked to AAA ratings or 
prefer rated funds when they buy cross border MMFs.  


Notwithstanding the methodological efforts made by rating agencies, we believe that 
using asset liability management often proves more dynamic and efficient than 
relying on ratings that use one-size-fits-all type of methodologies. In addition, the use 
of external ratings tends to lead to a standardisation of the MMF industry with less 
and less differences from one fund to another. A problem in one fund tends to 
happen in a multitude of other AAA funds making any incident even more systemic. 







8 


 
 


 


We support regulators’ efforts to reduce over-reliance on rating agencies related both 
to requirements on ratings of instruments in the fund and ratings for the fund itself. 
Related to current ratings’ reference in “CESR’s Guidelines on a common definition 
of European money market funds”, we believe there should be no mandatory 
reference to CRAs’ ratings. Indeed, we believe MMF managers should internally 
assess the instrument’s quality and CRAs’ ratings should only be an optional input. 
We believe the eligibility criteria should not be mechanistically linked to all external 
ratings given to the instrument, rather the mandate of the fund should specify that 
best quality instruments are eligible. The quality should be assessed by the asset 
manager and reference to rating agencies could be done on a discretionary manner. 


Question 9: Are existing rules adequately addressing risks regarding the 
management of collateral from money market funds? What are the risk 
management processes currently in place with regard to repo and securities 
lending transactions? Do MMFs present unique issues with regard to their use 
of repo markets or would general policy recommendations that the FSB may 
issue regarding repo markets be applicable? 


Sales repurchase agreements, also known as “repos”, are one of the most secure 
money market operations for funds. 
We do not think that repos in MMFs present unique issues. In the funds’ daily 
practice, repos are an integral part of MMFs normal investments. They represent 
about 5% - 15% on average in portfolios, and more in a govies MMF. French MMFs 
use only very short term callable (24h/48h) repos entered with MMF eligible 
counterparties. The nature of the collateral is of very high quality (mostly government 
bonds) and very liquid. 
Repos are used in order to manage the liquidity of the portfolio. In practice there is no 
“re-use”, “re-pledge” of the collateral.  
In France, from a legal standpoint, the repo financial assets buyer has full property 
over the assets having been delivered. All transactions are governed by so-called 
"master agreements" which directly refer to the French Code Monétaire et Financier. 
This legal feature intends to completely remove the risk of not being able to get the 
collateral in due time in case of failure of the counterparty. 
From an operational risk standpoint, repos in France must be executed with physical 
delivery of the financial assets through an electronic "cash against delivery" 
settlement system which removes a risk where cash would be released but financial 
assets not delivered against it. Physical delivery of the financial assets to a ring-
fenced custodian account in the name of the fund is of course a very important 
feature in terms of risk being adequately addressed. 
Collateral is valued on a daily basis and margin calls are operated so as to protect 
both parties against market value changes of the financial assets. Haircuts are 
applied to reflect the quality of the collateral and further protect investors.  
Repos offer a very useful, flexible and safe financial instrument in MMFs.  
There is probably scope for policy recommendations with the aim of strengthening 
the global regulatory framework with regard to repos' specific features:  
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 - make sure that repos are being executed as part of a well-defined legal 
 framework; 
 - make sure that repos involve physical delivery of the financial assets into a 
 ring-fenced account in the name of the fund; 
 - make sure that repos are executed through electronic "cash against delivery" 
 settlement systems; 
 - implement minimum credit quality requirements for the repo counterparty; 
 - for the financial assets received: implement minimum credit quality 
 requirements and/or appropriate haircuts and take into account counterparties’ 
 credit quality in the determination of margin calls frequency; 
 - make sure there is little correlation between counterparty and financial assets 
 received. 


Question 10: Are the above-mentioned changes in the environment of MMFs 
relevant factors to take into consideration? What are some of the implications 
for regulatory options? Are there other aspects to consider? 


Yes, the mentioned changes in the environment of MMFs are relevant factors to take 
into consideration. 


Question 11: Do you agree with the systemic risk analysis and the rationale for 
reform presented in this section? Are there other factors to consider? 


We think that the main factors to be considered are linked to funds’ liquidity 
(minimum liquidity buffer), funds’ valuation (amortized cost accounting above 90 days 
is itself creating a structural risk for the portfolio) and use of ratings.  


POLICY OPTIONS 


Question 12: Do you agree with the benefits of imposing a mandatory move 
from CNAV to VNAV, which would amount to prohibiting the use of amortized 
cost valuation for any securities held by a MMF? Are the challenges identified 
in the US context valid in other jurisdictions currently authorizing CNAV 
funds? How could these challenges be overcome? 


We think that a mandatory move to 100% floating VNAV would be extremely brutal 
especially for CNAV funds as this would lead to major change compared to their 
current investment philosophy. We think that such a move should be managed 
carefully with a smooth transition period.  
For instance, in France portfolios have known two heavy reforms: 


- in 2002/2003 where marked to market principle has been clarified ; no position 
with more than 3 months maturity could be subject to amortization and strict 
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conditions for less than 3 months amortization have been specified (1 year 
and a half transition period); 


- in 2010/2011 where CESR/ESMA guidelines were introduced (1 year and a 
half transition period since the publication and 6 months since the French 
transposition). 


We think that a mandatory move to VNAV with a tolerance for amortized cost 
accounting below 3 months would reduce significantly the systemic / run risk in MMF 
without destabilizing too much the industry. Amortized cost accounting should be 
more constrained to avoid any significant gap between the shadow NAV and the 
marked to market valuation. 
The implementation of “pure VNAV” funds could prove difficult due to operational 
issues. It should be reminded that MMFs are funds like any other and that valuation 
rules should respect the same principle which is: marked to market valuation. When 
prices are difficult to find or are inaccurate, instruments may be valued using a 
model. The UCITS Directive enables both valuation methods. Cost accounting 
valuation is a type of marked to model valuation. 
We believe that another terminology should be used for CNAVs because the word 
“constant” may imply that the fund is not marked to market and cannot lose value 
(and may even wrongly imply there is a guarantee of the principal). 
We think that the fiscal treatment of capital gains (realised or not) should be 
considered. French MMFs are not authorised to distribute capital gains until 
01/01/2013 (and starting with this date, only realised capital gains - and not 
unrealised - could be distributed). Thus, French domiciled MMFs cannot be created 
with a constant NAV, but only with a floating NAV, as any other asset management 
fund. We believe an impact study should be made from a fiscal standpoint on 
European MMFs market. An MMF, as any UCITS, may have both distribution and 
accumulation shares. Accumulating NAV funds and distributing NAV funds generally 
operate under the same investment guidelines, however income is accrued daily for 
the first and distributed for the latter. In the case of accumulating NAV funds, income 
is reflected by an increase in the value of the fund shares and is realized upon 
redemption of those shares at a higher price. Depending on the laws of the investors’ 
country of residence, the tax treatment of distribution and accumulation shares may 
be different. Also, the fiscal definition of what may be distributed or not (interest, 
dividends, realised vs unrealised income) differs. It should be clarified (1) if a 
classical share has the same fiscal effect as a “1 dollar/euro” accounting and (2) how 
to achieve fiscal coherence throughout Europe on the definition of what may be 
distributed. 


Questions 13 to 18 


Question 13: What would be the main effects of establishing a NAV-buffer? 
What would be the most practical ways to implement such buffers? Should 
various forms of NAV-buffers be allowed or should regulators favor a single 
option? What would be a realistic size of the NAV-buffer and what would be the 
impact in terms of costs for running MMFs? In the case of subordinated 
shares, could the option be seen as creating a securitization position, with 
associated requirements in terms of retention? 
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Question 14: Do you agree with the description of the challenges associated 
with the establishment of a private insurance? Are there ways to address 
them? 


Question 15: Do you agree with the description of the challenges and potential 
second-round effects of a conversion of MMFs into special purpose banks? 
Are there ways to circumvent those effects? 


Question 16: What are the main advantages and drawbacks of two-tier 
system(s)? Would it be sufficient to address the risks identified? What could 
be the conditions applicable to CNAV funds? What could be the potential 
impact on investor demand? Should certain funds be exempted from certain 
risk limiting conditions due to their holdings? 


Question 17: Do you agree with the suggestion that reserving CNAV funds for 
only certain investors (i.e. retail or institutional investors) would face practical 
challenges and would not be sufficient to address the risks identified? 


Question 18: Regarding the different structural alternatives described in 
Section 1, what are the benefits and drawbacks of the different options 
described above? How could they be prioritized? What are the necessary 
conditions for their implementation? 


French MMFs are only created with a VNAV structure. Thus, the options proposed 
here do not concern our funds. These options are envisaged as “pledges” in order to 
be able to maintain the constant structure of CNAVs.  
We believe that MMFs are asset management products where the risks of the fund 
are borne by the investors in a fair and equal manner. The fund’s structure has to be 
transparent in order to get a good understanding of the underlying risks to investors 
and avoid run risks and potential side effects on sponsors. 
We believe that in order to prevent run risks, a fund should seek the equal treatment 
of investors. Equal treatment of investors is a fundamental concept to be observed 
for collective asset management vehicles and it should be clearly reaffirmed for all 
funds and in particular for MMFs. Indeed, operations on the fund (such as valuation, 
management of subscriptions/redemptions, etc) should not prejudice interests of 
investors (either new or existing investors). Marked to market valuation respects this 
principle.  
In this respect, we believe liquidity buckets and marked to market valuation favour 
the equal treatment by ensuring there is no first mover advantage.   
 - Relative to NAV buffers, we would be concerned about investors’ equal 
 treatment (market timing) 
 - Relative to the subordinated equity share class / securitisation solution, it 
 looks as if what led to the crisis of 2007/2008 was becoming the solution to the 
 problem (risk trenching, risk spreading…) and make investors believe that the 
 risk is born by someone else. 
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 - For the other solutions proposed (buffers, insurance, SPV) : it is a way not to 
 tackle the main issue linked to CNAV which is that they are considered by 
 investors as deposit like products with an implicit guarantee from sponsors. 
 We question the ability of these solutions to absorb serious shocks. 
 - Relative to the option of CNAV reserved for either retail or institutional 
 investors : the diversification at shareholder level can bring some stability and 
 avoid runs. Only one type of investor could lead to increased AUM volatility. 
 
MMF VALUATION AND PRICING FRAMEWORK 


Question 19: What are the main benefits and drawbacks of imposing the use of 
marked-to-market accounting for all the instruments held by MMFs? What is 
the availability of market prices for securities commonly held by money market 
funds? Are there situations where this general principle could not be applied? 


It should be reminded that MMFs are funds like any other and that valuation rules 
should respect the same principle which is: marked to market valuation. When prices 
are difficult to find or are inaccurate, instruments may be valued using a model. In 
Europe, the UCITS Directive enables both valuation methods. Cost accounting 
valuation is a type of marked to model valuation. We thus believe that imposing the 
use of mark to market valuation is in line with the requirements any fund follows 
already. We support this proposal as the one that marks the fact that MMFs belong 
fully to the class of collective investment schemes.  


As to the availability of market prices, the current system would need costly 
implementations to deal with more complicated models when market prices are not 
available at the very short end of the yield curve. Funds are authorised – instrument 
by instrument - to apply marked to model pricing. The practice in France is to apply 
amortised cost accounting (a subset of mark to model) only for negotiable debt 
securities with less than three months residual maturity and that have no specific 
sensitivity to market parameters.  


We believe that marked to market could be imposed on every line of a MMF, with the 
facility of using 3-months amortised cost accounting. This less than three months 
amortised cost accounting is a simplifying valuation model that can only be used 
when there is no particular sensitivity to markets. It should be reminded that this  
implies no material difference with the market price. 
Question 20: Should the use of amortized cost accounting be limited and, if so, 
how? Are general restrictions on funds’ WAM or WAL preferable? Are there 
practical impediments (e.g. availability of prices) to imposing stricter 
requirements on the use of amortized cost accounting than current existing 
regimes? What would be the potential effects on MMFs’ investment allocation 
and short-term funding markets? What monitoring should be implemented? 
What conditions are advisable? In particular, please describe the rationale, 
feasibility and effects of limiting the residual maturity of instruments to [30-60-
90-other] days. What materiality threshold could be proposed? 
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We would rather propose an even stricter framework as a mix of Option 1 and Option 
2, ie restricting the amortized cost accounting use and using a materiality threshold. 


The application of this amortisation faculty should be controlled very strictly by the 
risk manager of the asset manager, the auditor and the custodian. 


The risks of using amortised cost accounting for negotiable debt securities with less 
than three months’ maturity are very small: the interest rate risk over a three months 
period is much less than on 397 days and the credit risk is four times smaller. Also, 
the three months period corresponds to the cycle of publication of results by issuers, 
meaning that a paper under three months has a very high likelihood to be reimbursed 
at par at maturity.  


The framework authorising the use of amortised cost accounting should specify 
clearly that only negotiable debt securities with a residual maturity of less than 3 
months and that have no particular sensitivity to markets can use this method. This is 
to be understood as a simplifying method to be used only in cases where: 


1) there is operational difficulty to access updated and reliable market prices, and  


2) in the absence of any particular sensitivities  (to credit risk, interest rate risk,..etc), 
cost accounting proves to be an appropriate approximation (that justifies not to have 
the need for a more advanced model that would take into account credit curves for 
instance), and 


3) the asset manager has procedures in place, escalation plans, as well as 
commensurate human & technical means in order to monitor the possible difference 
that may arise between amortised cost and marked to market (or marked to a more 
advanced model)  price consolidated at the portfolio level. 


The escalation plan could define a materiality threshold where the asset manager 
has to analyse the need to take corrective action so as to keep the pricing difference 
at or below the threshold level. Corrective action may take the form of switching to a 
marked to market (if possible) or to a more advanced marked to model price (that 
would take into account credit curves for instance) in order to value the instrument. 
The threshold could be for instance 10 bp (alert level) measured on a consolidated 
level for the entire portfolio and 15 bp (corrective action level). 


It is understood that apart from this, instruments (including instruments maturing in 
more than three months) are marked to market (or, if needed, to an appropriate 
model that takes into account credit spreads for instance). 
 
OPTIONS REGARDING LIQUIDITY MANAGEMENT 
Question 21: What are the main benefits and drawbacks of imposing global 
liquidity restrictions? Should there be restrictions regarding (daily/weekly) 
liquid assets as well as regarding illiquid assets? Are global definitions of 
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(daily, weekly) liquid and illiquid assets practical? Are there other conditions to 
consider (e.g. regarding the concentration of assets)? 
Even if CESR’s Guidelines on a common definition of European money market funds 
do not impose specific liquidity measures, we nonetheless already apply liquidity 
constraints in our risk management framework based on market stress level, fund 
profile, shareholder concentration, client’s liquidity cycle, etc. We would welcome a 
regulators’ collective threshold that would harmonise practices. Daily monitoring by 
the risk department should be in place and monthly publication through the fund’s 
reporting. 
The liquidity cushion should be monitored taking into account instruments that can be 
transformed into cash with certainty, therefore a common definition of liquidity has to 
be linked to the concept of maturity. Eligible instruments should mature / have 
callable features within 1 to 7 days: cash, overnight and less than 7 days maturity 
instruments and deposits, repos with a call at 7 days or less, money market funds. 


The weight of the liquidity bucket depends on the mix of measures each fund has put 
in place depending on its asset liability pattern. Notwithstanding the aforementioned, 
MMFs could be required to hold a minimum level of overnight liquidity of 10% and 7 
days liquidity of 20% with instruments maturing in less than 7 days. A temporary 
difference should be acceptable if the liquidity bucket is used to meet a redemption 
that causes the fund liquid assets to fall below the liquidity ratios. 
Question 22: To what extent are managers able to “know their customers” and 
anticipate redemptions? Are there practical obstacles for managers to “know 
their customers” (e.g., in the case of platforms, omnibus accounts) and how 
could they be addressed? What are the main features of the funds’ investor 
base to take into consideration from a liquidity risk management point of view? 
Should conditions, e.g., regarding the concentration of the investor base be 
considered? Would this requirement allow fund managers to better understand 
and manage the risks to which the fund is exposed? 
We believe that the principle of making the best efforts to know the fund’s 
shareholders, especially for funds with institutional investors that have cyclical needs, 
is definitely a highly effective measure allowing to better scale the portfolio (asset 
side) so as to match the liability side.  
The use of asset liability matching techniques helps to address liquidity issues 
naturally, through the structure of the portfolio and through active adjustments of the 
portfolio (with for example active bond selection).  
The knowledge and monitoring of the client base as well as their 
subscription/redemption cycles allows for building the fund on the maturity scale and 
monitoring the necessary level of liquidity cushion. Especially with institutional 
investors, managers should monitor the client base concentration as well as types of 
behaviour (by the means of statistical study and/or ongoing dialogue with clients).  
Nevertheless, it must be kept in mind that investors have the right to 
subscribe/stay/exit a fund at any time depending on their needs. Liquidity buckets are 
also very useful.  
Question 23: Would such a liquidity fee generate a pre-emptive run? If so, 
when and are there ways that pre-emptive run risk could be reduced? How 
would shareholders react to the liquidity fee? Would it cause shareholders to 
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transfer their MMF investments to alternative investment products? If so, 
which types of shareholders are most likely to make such transfers and to 
which products and will such a shift in investment create new systemic risks 
or economic, competitive, or efficiency benefits or harm? Would MMF board 
directors be able to impose a liquidity restriction despite potential unpopularity 
with investors and competitive disadvantage imposed on the fund? At what 
level such a liquidity trigger should be set? 
We think that redemption “restrictions” for MMFs could have some drawbacks and 
lead to a widespread “liquidity fear” on all MMFs. Indeed, should an investor be 
unable to redeem its shares in a specific fund, he would either be forced to redeem 
its shares from another fund (if he absolutely needs his cash) or pre-emptively start 
to redeem its shares from all the other funds in anticipation that this measure could 
be generalised. 
We firmly believe that the most appropriate measure is the marked to market 
valuation (with the possibility to switch to bid valuation) as the NAV reflects market 
conditions. 
We understand that the proposed liquidity fee measure is adapted in the case of a 
CNAV MMF as it precisely permits to switch from the constant price (where it would 
have been the remaining holders who would have paid the price of liquidity) to the 
shadow/mark to market pricing (as it is already done in a VNAV) so the redeemers 
pay for their need of liquidity. In that respect, we believe this is an excellent measure 
that places the real price on redeemers, does not destruct the structure of the fund 
and permits continuing operations. 
We also believe that for this measure to be effective it should be permanent in nature 
and there should be no “explicitly predefined” triggers as investors could anticipate or 
“front run” the implementation. 
Question 24: How would shareholders react to a minimum balance 
requirement? Would it cause shareholders to transfer their MMF investments 
to alternative investment products? If so, which types of shareholders are 
most likely to make such transfers and to which products and will such a shift 
in investment create new systemic risks or economic, competitive, or 
efficiency benefits or harm? 
In the case of a VNAV fund, if the MMF loses value, redeeming investors already pay 
the price reflecting the loss. Thus, the option is undoubtedly proposed in the case of 
a CNAV MMF only. We believe that a precise and fair measure is that the redeemer 
pays the current market price every time he redeems. 
 
Question 25: What are the benefits of using bid price for valuing the funds? 
Are there other options (such as anti-dilution levy) which could be explored to 
reduce shareholders’ incentive to redeem? 


We believe that in cases of market stress that can have consequences on the NAV, 
managers should have the option to switch to a bid valuation (the bid valuation option 
would be clearly stated in the prospectus). This is a comprehensive measure that 
better reflects the current price of liquidity on the redeeming investors. We believe it 
may even incentivise incoming investors. We recall that French MMF investors are of 
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the institutional type, and some of them have already experienced this type of 
measure. Also, for some specific cases depending on the type of strategy and 
targeted type of investors, some French MMFs have chosen to permanently value at 
bid pricing. 
 
Question 26: What are the benefits and drawbacks of allowing redemptions-in-
kind? Are there practical impediments to implementing this option (e.g. some 
portfolio securities cannot easily be divided)? 


In Europe, redemptions in kind may not be allowed for UCITS funds and investors 
are not always allowed to receive in-kind. In addition, French investors consider that 
it is the asset manager’s job to deal with the fund and obtain liquidity, not the 
investor’s job. 
Question 27: What are the benefits and drawbacks of requiring gates in some 
circumstances? Which situations should trigger gates to be imposed to 
redeeming investors? Would it be enough to permit gates in some 
jurisdictions? Would there be a risk of regulatory arbitrage? 
Question 28: Do you agree with the suggestion that the establishment of a 
private liquidity facility faces challenges that make the option unworkable or 
do you see ways to circumvent these challenges? 


We believe that liquidity restrictions on MMFs are difficult to apply even in rather 
abnormal market conditions and could increase the liquidity stress seen on the 
market. Nevertheless, they could be considered (GATES) in case of complete 
absence of liquidity in the financial markets. As long as there is enough liquidity in the 
market for trading, bid valuation can reflect the liquidity cost and redemptions can be 
allowed. When markets are dislocated with no trading possibility, MMFs can’t be the 
only vehicle to offer liquidity to clients as this will exacerbate runs on funds.  
Question 29: What are the main benefits and drawbacks of the provisions 
included in current regimes referring to external CRA ratings? Are there 
alternatives to credit ratings that reasonably can be substituted? 


We support regulators’ efforts to reduce over-reliance on rating agencies related both 
to requirements on ratings of instruments in the fund and external ratings for the fund 
itself. 


Related to current ratings’ reference in “CESR’s Guidelines on a common definition 
of European money market funds”, we believe there should be no mandatory 
reference to CRAs’ ratings (no more instrument eligibility linked mechanistically to 
external ratings). Indeed, we believe MMF managers should internally assess the 
instrument’s quality and CRAs’ ratings should only be an optional input. 


We believe the eligibility criteria should not be mechanistically linked to all external 
ratings given to the instrument, rather the mandate of the fund should specify that 
best quality/highest short term credit levels instruments are eligible and that the 
quality is assessed by the asset manager. 
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We believe that it is not desirable to substitute the external ratings provided by CRAs. 
There should always be an independent “standard unit” to whom different parties 
may refer. An investor may always want to see a breakdown by CRA’s rating of the 
portfolio, but this is a view, a comparison, a “sanity” check; it should not be an 
eligibility criteria. 
Question 30: What are the benefits of MMF ratings? Should a greater 
differentiation between MMF ratings be encouraged? To what extent are 
investors restricted in their investments to ‘Triple-A’ rated funds? What 
alternatives could there be (e.g. from other third parties)? What initiatives 
could be proposed to educate investors about MMF ratings? 


Our view related to MMFs’ AAA ratings is that in their great majority, either MMFs are 
awarded the AAA or they are not rated. Generally AAA rating looks more like a label. 


French institutional clients do not want to rely on an external rating to select a MMF. 
They generally prefer to perform their own in-depth analysis of portfolios and 
thorough due diligence / RFI with very detailed questionnaires. This is why French 
MMFs do not ask to be rated. Nevertheless, we acknowledge that some institutional 
clients situated in other European countries either have rules linked to AAA ratings or 
prefer rated funds when they buy cross border MMFs.  


Notwithstanding the methodological efforts made by rating agencies, we believe that 
using asset liability management proves often more dynamic and efficient than 
relying on ratings that use one-size-fits-all type of methodologies. In addition, a non 
rated fund is not subject to the cliff effect risk inherent to ratings. 


We believe that a well-informed knowledgeable investor that has the experience of 
conducting its own due diligences added to a strongly supervised regulatory 
framework is both effective and responsible. 
 
Question 31: In addition to the options explored in the four sections above, do 
you see other areas to consider which could contribute to reinforcing the 
robustness of MMFs? 
No. 
Question 32: Do differences between jurisdictions require different policy 
approaches or would a global solution be preferable, notably to ensure a 
global level playing field? 


Two aspects are to be taken into account when discussing globalisation matters: 
matters related to the level playing field in a same market place and regional 
specificities that may require different regulations. 


Markets are more and more global, so we would rather have a single level playing 
field. It would thus be required that funds respect the same underlying rules. We 
believe CNAVs and VNAVs can co-exist. However, if underlying rules are different for 
funds sold in a same market, then it would be difficult to explain the difference in 
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regulation by regional specificities. Thus, in case of unlevel playing field, funds with 
different underlying rules are unable to be sold in the same field. 


In addition, a uniform fiscal treatment for MMFs would permit to lift a certain unlevel 
playing field favouring on an unjustified manner some structures over the others.  


 
Any questions on this response may be directed to Mikaël Pacot, Head  of Money 
Markets (mikael.pacot@axa-im.com) , or Robin Clark, European and Public Affairs 
Director (robin.clark@axa-im.com) , who would be pleased to assist. 
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- Public comment on IOSCO’s Consultation Report on           
Money Market Fund Systemic Risk Analysis and Reform Options 


 
 
 
 
Dear Mr. Ben Salem. 
 
 
Thank you for giving us the opportunity to comment on your Consultation Report CR07/12 
“Money Market Fund Systemic Risk Analysis and Reform Options”. 
 
The report provides a good review and analysis of: the role of MMFs in funding markets; their 
characteristics and risks including systemic risk; the role of MMFs in the 2007-2008 financial 
crisis; and relevant current and planned regulatory initiatives. I agree that guidance and action 
is required in order to mitigate the susceptibility of money market funds (MMFs) to runs, and to 
address the risks that MMFs pose to financial stability. 
 
 
Credit quality, maturity and liquidity standards 
 
Constant net asset value money market funds (CNAV funds) refer to funds that use amortized 
cost accounting to value their assets and / or share price rounding method, enabling them to 
maintain a constant value of the fund. The most important issue to address here is that 
investors expect a constant value, and we have to address their reasonable expectations. 
CNAV funds should only be allowed to use amortized cost accounting or share price rounding 
if they meet globally coordinated, prudent credit quality, maturity and liquidity standards. This 
is a reasonable regulatory approach, which should act to alleviate some of the obvious 
concerns with CNAV funds, and help to meet investors’ expectations. I would even go further 
and recommend that sponsors of CNAV funds should be required to adopt procedures for 
stress testing their funds’ ability to maintain a stable NAV for investors. This is a very useful 
procedure that will help sponsors to better understand the risk drivers, and their impact on 
CNAV fund values. 
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Shadow pricing 
 
I would also recommend that sponsors of CNAV funds should be required to adopt shadow 
pricing procedures. This is absolutely necessary in order to better manage the risks of CNAV 
funds and also the reasonable expectations of investors.  I would recommend a general 
principle that, should the difference between the shadow price and the amortized cost price be 
greater than ½ %, the sponsor would be required to take action to reduce dilution of investors’ 
interests or other inequitable results to investors in the fund. Given the current low interest rate 
environment, it may even be necessary, in order to balance and protect investors’ interests, to 
apply a lower threshold than ½ %. 
 
 
Redemptions 
 
Short-term suspensions or restrictions on redemptions in times of market stress are a useful 
method of protecting investors from the harmful effects of extraordinary levels of withdrawals 
during a period when the shadow price is materially different from the amortized cost price. 
This will reduce dilution of investors’ interests or other inequitable results to investors in MMFs. 
I do accept that suspending or restricting redemptions reduces the attractiveness of MMFs to 
investors, who value the ability to redeem at short notice, and therefore such suspensions or 
restrictions should only be introduced in times of market stress, and where extraordinary levels 
of withdrawals would lead to dilution or other inequitable results to investors. 
 
 
Summary 
 
Money market funds have received a lot of bad press during the recent financial crisis,1 but my 
suggested proposals, either alone or together, would help to alleviate some of the obvious 
concerns with MMFs, whilst maintaining their key features and attractiveness to investors. The 
proposals are generally accepted, and should therefore be relatively easy to implement. They 
represent a pragmatic, targeted and balanced approach to improving the regulation of MMFs, 
mitigating their susceptibility to runs, and therefore addressing the risks that MMFs pose to 
financial stability. 
 
 
Yours sincerely 
 
 


 
 
 
Chris Barnard 


                                                           
1 See for example Wednesday catastrophe: breaking the buck, The Financial Times, 17/8/2008, 
available at: http://ftalphaville.ft.com/blog/2008/09/17/15992/wednesday-catastrophe-breaking-the-buck/ 
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28 May 2012 
 
Mr. Mohamed Ben Salem 
General Secretariat 
International Organization of Securities Commissions (IOSCO) 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
RE: IOSCO Consultation Report on Money Market Fund Systemic Risk Analysis and 


Reform Options 
 
Dear Mr. Ben Salem: 
 
BlackRock is pleased to have the opportunity to respond to IOSCO’s Consultation Report on 
Money Market Fund (MMF) Systemic Risk Analysis and Reform Options.  
 
BlackRock is a leader in investment management, risk management and advisory services for 
institutional and retail clients worldwide. At 31 March, 2012, BlackRock’s AUM was $3.684 
trillion (£2.303 trillion). BlackRock offers products that span the risk spectrum to meet clients’ 
needs, including active, enhanced and index strategies across markets and asset classes. 
Products are offered in a variety of structures including separate accounts, mutual funds, 
iShares® (exchange-traded funds), and other pooled investment vehicles. BlackRock also 
offers risk management, advisory and enterprise investment system services to a broad base of 
institutional investors through BlackRock Solutions®.  
 
Our client base includes corporate, public funds, pension schemes, insurance companies, third-
party and mutual funds, endowments, foundations, charities, corporations, official institutions, 
banks and individuals. BlackRock represents the interests of its clients and it is from this 
perspective that we engage on all matters of public policy. BlackRock supports regulatory 
reform globally where it increases transparency, protects investors, facilitates responsible 
growth of capital markets and, based on thorough cost-benefit analyses, preserves consumer 
choice.  
 
In our response, we summarize our views on the major reform ideas highlighted in the 
consultation report and comment on specific questions posed in the consultation report.  Our 
response focuses those areas where we believe that we can provide additional information or 
offer a unique perspective.  In addition, we suggest a number of ideas that IOSCO should 
consider that are not a focus of the consultation report.  BlackRock would be supportive of 
introducing into regulation global principles to enhance liquidity, valuation practices, disclosure 
to regulators and limitations on shareholder concentration. 
 
We would like to commend IOSCO on the thoroughness of its consultation.  We would welcome 
the opportunity to discuss the issues raised in direct meetings with IOSCO or its member 
regulators if that would be helpful to the process.  We understand the time constraints under 
which IOSCO is operating and therefore strongly urge IOSCO to recommend that the Financial 
Stability Board carry out a further consultation on IOSCO’s final recommendations.   
 
If we can answer any questions or provide further information regarding this important topic, 
please do not hesitate to contact us. 
 
Yours sincerely, 
 


     
Simon Mendelson     Richard Hoerner   
Managing Director     Managing Director 
Co-Head of the Global Cash and    Co-Head of the Global Cash and  
Securities Lending Group    Securities Lending Group 
BlackRock      BlackRock  
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simon.mendelson@blackrock.com   richard.hoerner@blackrock.com 
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28 May 2012 
 
Regarding the IOSCO Consultation Report of April 2012:  Money Market Fund Systemic 
Risk Analysis and Reform Options  


 
Introduction 
 
BlackRock welcomes the opportunity to comment on the above consultation report regarding 
Money Market Fund (MMF) reform options.  BlackRock, as one of the world’s largest cash 
management providers, fully supports the goal of strengthening the MMF industry while reducing 
systemic risk. Throughout the 2008 financial crisis and its aftermath, the swift, decisive and 
concerted actions taken by various global regulators helped to restore confidence and order to the 
markets in a time of uncertainty. Many would contend that those actions have met their goals. 
However, as the consultation report makes evident, more change is being considered for the MMF 
industry. Ultimately, when contemplating additional change, it is critical to ensure that the reforms, 
both those already implemented and those being considered, achieve the objective of protecting 
MMFs and their investors without inadvertently destabilizing financial markets, increasing systemic 
risk or producing costs in excess of the benefits delivered to investors and the economy. 
 
BlackRock is one of the world’s pre-eminent asset management firms and a premier provider of 
global investment management, risk management and advisory services to institutional and retail 
clients around the world.  With $3.68 trillion of assets under management (as of March 31, 2012), 
BlackRock is the largest asset manager in the world.  BlackRock’s liquidity business is also one of 
the largest in the world with almost $300 billion of global money market fund assets.  Our liquidity 
offering includes Euro, Sterling and Dollars managed in pooled funds, both constant NAV (CNAV) 
and variable NAV (VNAV) and in separate accounts for clients in multiple jurisdictions around the 
world. 
 
What should be the standard for ‘success’?   


 
Any discussion of regulatory reform should begin with a basic question: what is the goal of the 
proposed reforms?  What are we trying to accomplish?  In the case of MMFs, these questions are 
particularly important as two diametrically opposing views have emerged.  On the one side, some 
argue that no further change is necessary and that MMFs are among the safest and most successful 
financial products ever created.  In addition, they point out that the US Securities & Exchange 
Commission (SEC) tightened MMF rules in the US and ESMA introduced MMF guidelines in 
Europe, both in 2010, which helped MMFs withstand the stress of the European debt crisis the 
following year without incident.  Opponents of this view argue that MMFs are “susceptible to runs” 
and a “major source of systemic risk” that “must be addressed.”   
 
The reality is that MMFs are at neither of these extremes; they are products that are extremely safe, 
but not perfectly safe.  They are subject to very infrequent challenges, but when those occur, they 
can be severe.  We note in this context that a “run” has only occurred once - during the system-wide 
crisis of 2008.  While some investors redeemed from MMFs in 2008, both VNAV or CNAV, when 
it appeared that wide sections of the banking industry might be insolvent, they did so because they 
feared a substantial loss of capital and not because of the pricing structure of one or other type of 
MMF.  During the 2008 crisis, investors redeemed because they feared exposure through the MMF 
to banks.  Some have suggested that the run on MMFs was, in effect, a run on the bank credit held 
in the MMF portfolios. Had MMFs not existed and the end-investor instead invested directly with 
banks, they would still have redeemed their investments, perhaps more quickly.  We also note that 
the run was largely from one form of MMF (i.e. primarily bank debt) into another form of MMF 
(i.e. government debt).   
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There are two reasonable goals for further regulatory reform of MMFs: the first would be to attempt 
to inoculate MMFs completely from the effects of systemic failures in the capital markets, like the 
one that occurred in 2008; the second, more modest goal, would be to make MMFs safer and more 
resilient than they are today.  
 
If inoculation is the goal, we believe the only answer is to provide MMFs with access to 
governmental sources of liquidity during a crisis.  This idea was the underpinning of the first reform 
proposal that BlackRock made in the US in April 2010; MMFs as Special Purpose Entities.  In this 
model, MMFs would be managed by entities that would be regulated by banking regulators, hold a 
modest amount of capital and have access to lender of last resort liquidity.  We believe this is the 
only way in which MMFs can eliminate their susceptibility to systemic failures and the possibility 
of runs (however remote a risk they are).  This proposal was rejected in the US but is the focus of 
Question #15 in the consultation report.  However, it does not appear to be under serious 
consideration today.   
 
We therefore conclude that regulators should have a more modest objective; trying to make MMFs 
safer and more resilient.  In this context, the question is much more judgment-based.  Regulators 
are, in effect, attempting to parse a very narrow band of the risk spectrum (somewhere between 
extremely safe and perfectly safe) to decide on the location of “safe enough”.  A related question is; 
for each step along the spectrum, is the reduction in risk worth the cost to the real economy 
associated with avoiding that risk?  A step that destroys the core utility of the product would be – in 
our opinion – too big a cost to the economy to be justified given the value MMFs have provided 
over the years. 
 
We believe that there have already been two important steps to improve the safety of MMFs since 
the 2008 crisis.  The first was the tightening of Rule 2a-7 in the U.S and the introduction of MMF 
guidelines in the European Union.  These changes were not cosmetic but had real substance (most 
notably weighted average maturity and liquidity requirements, including daily and weekly liquid 
asset minimums in the U.S.).  The second change is not often noted but may be even more important 
in terms of decoupling MMFs from systemic events.  Bank regulators successfully reduced the 
reliance of banks on the short term funding markets.  Between December 31, 2007 and December 
31, 2011, the combined US and Euro financial commercial paper outstanding from bank, finance 
company, ABCP, etc. fell by 51%, from USD $2,168B to $1,053B.  With this change, MMFs by 
definition became much less systemically important.   
 
Reactions to the major reform ideas 
 
So the question remains, are MMFs now “safe enough”?  We briefly summarize BlackRock’s views 
on the major ideas mentioned in the consultation report: 


• Floating the NAV.  Without amortized cost accounting, this change will destroy a 
core utility of the CNAV MMF product for clients whether they are based in the 
Americas, Asia or Europe and, furthermore, it will not eliminate the risk of runs (and 
may in fact increase the risk of runs).  Even if the use of amortized cost accounting 
were allowed for some portion of MMF assets, floating the NAV will undermine the 
utility of MMFs for a significant proportion of clients in the US and the operational 
transformation will be costly.  


• Capital buffers.  We would like to find a way to allow sponsors of MMFs to put 
aside a portion of their earnings in the business as a reserve for future needs of the 
business.  That being said, there are issues with the major capital buffer proposals.  


o Shareholder capital --   Builds up slowly, tax inefficient and provides no 
“skin in the game”. 


o Sponsor capital -- a quicker solution but will cause a major contraction in 
the industry and will trigger consolidation of the funds onto sponsor balance 
sheets for accounting purposes. 


o A combination of shareholder and sponsor capital -- a complex outcome 
that may be confusing for clients. 


o In addition, none of these ideas can insulate MMFs from a true systemic 
event as the capital will not be of sufficient magnitude to withstand systemic 
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failure.  This implies that the true purpose of the capital is to shield funds 
from idiosyncratic events.   


o In addition, the presence of explicit capital could lead users of the funds to 
assume that they are guaranteed.  This may cause clients to more 
aggressively chase yield, further destabilizing the industry.  


• Permanent redemption restrictions (such as minimum account balances that are 
subject to first loss in a crisis).  Based on input from clients in the U.S., this would 
destroy much of the core utility of the product.  Clients in some cases would prefer 
a floating NAV to this proposal but most would abandon the product.  We are not 
supportive of these types of solutions. 


• Standby liquidity fees.  We believe this idea deserves further study.  Standby fees, 
triggered by an objective measure (such as a fall in available liquidity or a fall in the 
mark-to-market NAV), could be a useful tool in mitigating the effects of a run.  
However, care must be taken in the design to ensure that such standby fees do not 
become a catalyst for the run they are trying to prevent. 


• At this time, we do not see feasibility/utility in the various other ideas discussed 
such as an industry liquidity facility or insurance. 


 
Additional ideas that IOSCO should consider 
 
There are a number of ideas that IOSCO should consider that are not a focus of the consultation 
report.  We believe these would improve the risk profile of the MMF industry without significant 
loss of utility and hence impact to the real economy.  BlackRock would be supportive of introducing 
into regulation global principles to enhance  
 


• Liquidity, through weighted average maturity requirements and daily and weekly 
liquid asset minimums liquidity ladders (which we regard as more effective for 
MMFs than the “prudent man” approach); 


• Valuation practices, by requiring weekly mark to market valuations for CNAV MMFs 
• Disclosure to regulators by requiring CNAV MMFs to file the shadow NAV and 


portfolio holdings with the relevant authorities.  We believe that the SEC has found 
the new disclosed data from Rule 2a-7 incredibly useful in monitoring the industry 


• Limitations on shareholder concentration for publicly offered products, whether 
directly by regulation or by requiring a MMF Board or Trustee to determine an 
appropriate level of such concentration.  Effectively, no single investor should be 
permitted to represent more than a certain percent of a MMF’s total value.  
Omnibus accounts and portals would have to provide sufficient information about 
the underlying investors to verify that the rule is not violated or otherwise be subject 
to the same concentration limitation themselves. 


 
Below we comment on many of the specific questions posed in the consultation report.  In many 
cases we use excerpts from material we have previously published.  As other commentators will be 
comprehensive in their responses, we will focus our responses on those where we believe we can 
provide additional information or a unique perspective.   
 
Finally, we would like to commend IOSCO on the thoroughness of its consultation.  We would 
welcome the opportunity to discuss these or other issues in direct meetings with IOSCO or its 
member regulators if that would be helpful to the process.  We understand the time constraints 
under which IOSCO is operating and therefore strongly IOSCO to recommend that the Financial 
Stability Board carry out a further consultation on IOSCO’s final recommendations.   
 
Related BlackRock Comments and ViewPoint Papers 
 
 Securities Lending: Balancing Risks and Rewards, May 2012 
 Reform of Credit Rating Agency Regulation in Europe: An End-investor 


Perspective, April 2012 
 Money Market Funds: The Debate Continues, March 2012 
 Money Market Funds: Potential Capital Solutions, August 2011 
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 Money Market Funds: The Importance of Credit Research and NRSRO Ratings, 
May 2011 


 Money Market Fund Reform: Discussion of Reform Proposals, January 2011 
 The New Regulatory Regime for Money Market Funds: A Window into the Mark-to-


Market NAV, January 2011 
 Money Market Mutual Funds: The Case Against Floating the Net Asset Value, July 


2010 
 Money Market Funds: A Proposal for a Capitalized Special Purpose Entity, 


February 2010 
 
For online access to the entire ViewPoint series: 
http://www2.blackrock.com/global/home/PublicPolicy/ViewPoints/index.htm



http://www2.blackrock.com/global/home/PublicPolicy/ViewPoints/index.htm
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1. Do you agree with the proposed definition of money market funds?  Does 


this definition delimit an appropriate scope of funds to be potentially 
subject to the regulatory reform that the FSB could require to put in place, 
with an objective to avoid circumvention and regulatory arbitrage? 


 
We support the proposed definition of MMFs, but want to emphasize that MMFs are not 
homogeneous.  Therefore we believe that their regulation must take into account 
differences in types of funds and local markets.  In addition, the definition should exclude 
those funds that use a true VNAV (marked-to-market without any amortized cost 
accounting).  In addition, some specialized funds – particularly those that are regulated in 
other ways – should be subject to requirements that are tailored to them.  For example, 
cash collateral pools for securities lending have unique liquidity demands and should not 
be regulated precisely the same way as MMFs.    


 
 


3. Do you agree with the description of the role of money market funds in short-
term money markets?  To what extent this role may create risks for short-
term funding markets and their participants?  Are there changes to be taken 
into account since the 2007-2008 experience?  What are the 
interdependencies between banks and MMFs and the risks that are 
associated? 


 
We agree on one key point: MMFs are essential as a source of short-term financing for 
businesses, institutions and governments and, as such, are critical to the financial system 
and the broader economy.  Regulators’ interest in fortifying the industry is derived from a 
constructive place and, indeed, the regulatory response in the wake of the 2008 financial 
crisis was both swift and effective.  
 
Regarding changes to take into account since 2007-2008, in addition to the significant 
changes to the regulation of MMFs in several markets globally it is important to note that 
financial institutions’ reliance on short-term funding has declined meaningfully.  Between 
December 31, 2007 and December 31, 2011, the combined US and Euro financial 
commercial paper outstanding from bank, finance company, ABCP, etc. fell by 51%, from 
USD $2,168B to $1,053B. This decline has been partially driven by regulatory changes 
applicable to those issuers and partly by market forces, but the effect has been to reduce the 
systemic importance of the funding provided by MMFs and therefore the pressure to make 
additional regulatory changes.   


 
 


8. What is the importance of ratings in the MMF industry?  What is the impact of 
the monitoring function of credit rating agencies for MMFs?  What are the 
potential systemic risks associated with ratings in the MMF industry? 
 
Ratings are discussed in two contexts: ratings on assets held by MMFs, and ratings on 
MMFs themselves.   
 
Regarding ratings on assets held by MMFs, while we support the need for independent 
credit research, we do not believe that the use of ratings should be eliminated or otherwise 
restricted. We maintain that MMF advisors should not rely on a security’s rating, but 
instead should consider ratings as preliminary screens in an independent credit review. In 
fact, the elimination of references to ratings may inadvertently result in the creation of new 
risks for MMF investors, as lower quality securities may be deemed creditworthy by 
advisors. In addition, we believe the disclosure of ratings on portfolio holdings is helpful to 
investors.  
 
BlackRock issued a ViewPoint in May 2011 titled “Money Market Funds: Importance of 
Both Credit Research and NRSRO Ratings” which summarizes our views regarding a 
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specific proposal regarding the use of ratings for assets by MMFs.  The ViewPoint is 
available here: 
http://www2.blackrock.com/global/home/PublicPolicy/ViewPoints/index.htm  
 
Regarding ratings on MMFs themselves, ratings are important for many investors as the 
ratings requirements are “baked into” many client guidelines.  In the event that a 
particular fund were downgraded or otherwise were no longer rated at a particular level, 
clients might leave that fund, but it would not be a systemic issue as those investors who 
desired or needed a particular rating would simply go to another MMF that met their 
criteria.   
 
In general, ratings agency standards are seen as holding an MMF to consistent and 
somewhat higher standards than applicable regulation, and investors understand and 
appreciate the level of oversight and continuous review performed by the ratings agencies 
which is greater than what any regulatory agency could or does provide. 
 


 
10. Are the above-mentioned changes in the environment of MMFs relevant 


factors to take into consideration?  What are some of the implications for 
regulatory options?  Are there other aspects to consider? 
 
No discussion of MMF reform would be complete without consideration of the question: 
Have we done enough already? Some in the industry have argued that sufficient action has 
been taken and that the MMF industry is in a place of strength and stability today. 
 
In addition to the changes to US and European MMF standards, efforts have been 
undertaken to strengthen the broader financial system which benefit MMF investors by 
strengthening the financial industry assets in which MMFs tend to invest. In the U.S., these 
include the establishment of the Financial Stability Oversight Council (FSOC), which has 
the ability to provide proactive and more comprehensive monitoring of the financial 
markets, including the issuers and counterparties to which MMFs are exposed, and the 
implementation of the Dodd-Frank Act, which further bolsters the safety of MMFs by 
reducing risk in the instruments held by MMFs. 
 
A frequently overlooked point is that in addition to changes to MMFs themselves, 
regulators have substantially limited the ability of financial institutions to rely on short-
term funding in their capital structures. This has perhaps been the most significant 
regulatory change of all. The result has been a reduction in supply of some of the short-
term instruments most used by MMFs. As noted in the introduction, between December 31, 
2007 and December 31, 2011, financial commercial paper outstanding globally fell 51%.  
We believe the reduced reliance on short-term funding by financial institutions reduces the 
systemic importance of the money fund industry. It appears that, in aggregate, these 
measures have been effective. MMFs have been functioning efficiently, with no systemic or 
idiosyncratic events recorded since the September 2008 credit crisis.   
 
 


11. Do you agree with the systemic risk analysis and the rationale for reform presented in 
this section?  Are there other factors to consider? 
 
BlackRock, as one of the world’s largest cash management providers, fully supports the 
goal of strengthening the MMF industry while reducing systemic risk. Many believe that the 
reforms already implemented have met their goals.  However, if regulators conclude that 
there is a need for additional action, it is critical to ensure that the additional reforms 
achieve the objective of protecting MMFs and their investors without inadvertently 
destabilizing financial markets or increasing systemic risk. 


 
As noted at the beginning of our response, the question is what should be the definition of 
“success.”   Building a regulatory regime that will prevent, avert and contain any possible 
danger of a run or of breaking the buck in any particular fund is impossible and should not 
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be the goal.  Regulators should instead focus on what is achievable without further 
damaging the properties that make MMFs an important and successful product that is 
valued by investors. 
 
 


12. Do you agree with the benefits of imposing a mandatory move from CNAV to VNAV, 
which would amount to prohibiting the use of amortized cost valuation for any 
securities held by a MMF?  Are the challenges identified in the US context valid in 
other jurisdictions currently authorizing CNAV funds?  How could these challenges 
be overcome? 


 
BlackRock is among a diverse group of money market fund sponsors, industry 
organizations, individual and institutional investors and issuers that believe maintaining a 
stable NAV structure (or similar VNAV model that allows for the use of amortized cost 
accounting for some of the fund’s assets) for money market funds is critical not only for 
liquidity markets, but for the broader financial and economic system.  The vast majority of 
investors in geographies that offer CNAV use money market funds specifically because of 
their $1.00 NAV feature. For many investors, floating the NAV negates the value of the 
product. A floating NAV fund generates taxable gains and losses with each subscription 
and redemption, creating a tax and accounting burden for individual investors and for 
institutions that use these funds on a daily basis for their working capital. 
 
Perhaps most notably, floating the NAV does not solve the underlying issue. In the 
event of a significant decline in NAV, both retail and institutional investors are likely to 
leave floating NAV funds just as quickly as stable NAV funds. As evidenced by the 
experience of ultra-short floating NAV funds, which lost substantial assets from mid-2007 
to year-end 2008, floating the NAV of a money market fund would not lessen the incentive 
for investors to redeem shares in periods of market turmoil, and may even increase 
systemic risk.  
 
Ultimately, floating the NAV will shrink money market funds, resulting in a shortage of 
capital to buy commercial paper and other short term debt instruments, impacting 
corporations’ and municipalities’ ability to fund their operations.  It will drive investors 
into bank deposits, increasing the issue of “too big to fail”. 
 
 


13. What would be the main effects of establishing a NAV-buffer?  What would be the 
most practical ways to implement such buffers?  Should various forms of NAV-
buffers be allowed or should regulators favor a single option?  What would be a 
realistic size of the NAV-buffer and what would be the impact in terms of costs for 
running MMFs?  In the case of subordinated shares, could the option be seen as 
creating a securitization position, with associated requirements in terms of retention? 
 
There are various NAV buffer proposals, each of which has somewhat different impacts. 
BlackRock issued a ViewPoint in August 2011 which analyzes each option for a NAV 
buffer.  That ViewPoint was titled “Money Market Funds: Potential Capital Solutions”.  
This is available on the BlackRock website here:   
http://www2.blackrock.com/global/home/PublicPolicy/ViewPoints/index.htm 
 
We also addressed the various NAV buffer options presented in the President’s Working 
Group on Money Market Fund Reform in a ViewPoint titled “Money Market Fund Reform:  
Discussion of Reform Proposals”  in January 2011 which is also available at the link 
above.       


 
 
14. Do you agree with the description of the challenges associated with the establishment 


of a private insurance?  Are there ways to address them? 
 



http://www2.blackrock.com/global/home/PublicPolicy/ViewPoints/index.htm
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During the financial crisis, the US Treasury put in place a Temporary Guarantee Program, 
an insurance program for investors who were MMF shareholders as of September 19, 
2008. This program remained in effect for one year and played an important role in 
restoring investor confidence. At the program’s conclusion, the government had collected 
$1.2 billion in fees without paying any claims.  
 
Private insurance has been made available in the past, but has been unsuccessful due to 
limited coverage, and the cost to MMFs and their sponsors. Private MMF insurance 
products present the risk of being cancelled by insurers when insurance is most needed or 
of having claims disputed during a crisis. Furthermore, it is unlikely that any private 
insurance program would be large enough to protect against systemic issues unless it is 
coupled with access to government liquidity, which has been ruled out for the US at least by 
the Dodd-Frank legislation. 
 
 


15. Do you agree with the description of the challenges and potential second-round effects 
of a conversion of MMFs into special purpose banks?  Are there ways to circumvent 
those effects? 
 
This proposal suggests that stable-NAV MMFs be regulated as Special Purpose Banks 
(SPBs), thereby subjecting them to banking oversight and regulation (such as cash reserve 
requirements, capital buffers, access to a liquidity backstop and insurance coverage). Such 
a plan could present many challenges for the MMF industry, fund sponsors and investors, 
making MMFs cumbersome ventures for all but the largest sponsors with the greatest 
resources, and potentially unattractive to investors if the requirement to hold capital 
resulted in significantly lower returns. 
 
While BlackRock does not find the SPB option, as described above, to be viable, we do find 
merit in an alternative structure that would leave the existing stable-NAV MMF product 
intact with manageable capital costs and a workable regulatory structure. Our proposal – 
originally made in April 2010 - would require the sponsor or investment manager, not the 
MMF itself, to be regulated as a Special Purpose Entity (SPE) and to hold capital. We 
believe the SPE structure, combined with access to liquidity through the Federal Reserve 
Discount Window, would address both idiosyncratic and systemic risk while permitting the 
current Rule 2a-7 MMF structure to continue with its advantages for investors and the 
financial markets firmly intact. 
 
These ideas have since been rejected by regulators in the US and would need to be refined 
substantially for European context. 
 
BlackRock issued a ViewPoint in February 2010 which was focused solely on our SPE 
proposal, titled “Money Market Funds: A Proposal for a Capitalized Special Purpose 
Entity.”  The ViewPoint is available on our website here: 
http://www2.blackrock.com/global/home/PublicPolicy/ViewPoints/index.htm 


16. What are the main advantages and drawbacks of two-tier system(s)?  Would it be 
sufficient to address the risks identified?  What could be the conditions applicable to 
CNAV funds?  What could be the potential impact on investor demand?  Should 
certain funds be exempted from certain risk limiting conditions due to their holdings? 


 
This proposal is intended to allow investors flexibility in choosing the MMFs that match 
their risk-return objectives, offering the option of either CNAV or VNAV MMFs. In this 
case, the CNAV funds would be subject to tighter regulation. 
 
A two-tier system of short-term funds is already an option today in many markets. In the 
US, investors can choose between CNAV MMFs and VNAV short-term bond funds. It is 
worth noting that fund sponsors in the US are not precluded from creating a VNAV Rule 
2a-7 fund (or similar fund without 2a-7 restrictions), but have never done so, which 
indicates a lack of investor interest in such a product.  By contrast, in Europe, CNAV and 
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VNAV funds have existed side by side.  Certain investors have expressed a strong 
preference for CNAV products based largely on taxation and operational considerations. 
 
As discussed in our response to Question 12, above, in the ViewPoint titled “Money Market 
Funds: The Debate Continues;  Exploring Redemption Restrictions, Revisiting the Floating 
NAV” mentioned above, BlackRock suggested a model for a two-tier system of CNAV and 
VNAV MMFs.  That ViewPoint is available here: 
http://www2.blackrock.com/global/home/PublicPolicy/ViewPoints/index.htm  


 
 
17. Do you agree with the suggestion that reserving CNAV funds for only certain 


investors (i.e. retail or institutional investors) would face practical challenges and 
would not be sufficient to address the risks identified? 


 
There has been substantial discussion around the behavior of “institutional” versus 
“retail” clients, and the possibility of creating funds with different characteristics for the 
two groups of investors.  CNAV MMFs would be reserved for retail, or individual, 
investors. 
 
For all practical purposes, many MMFs intermingle institutional and retail clients, and it 
would be difficult, if not impossible, to differentiate between the two types of investors. 
Fund complexes that use a structure in which there is a single portfolio with multiple share 
classes would find it difficult to define themselves as “retail” or “institutional.” 
 
Moreover, retail investors increasingly act through institutional advisors who manage and 
invest their assets. For example, retail shareholders often invest in MMFs through 
institutional share classes — through defined-contribution retirement  plans or broker or 
bank sweep accounts — where one institutional decision-maker acts on behalf of many 
retail customers. A two-tier approach to MMFs that delineates between retail and 
institutional funds would be difficult to implement and may lead to gaming behavior by 
investors (e.g., institutional investors may have incentive to appear to be “retail” investors 
to qualify for CNAV funds).  For these reasons, we are opposed to a two-tier approach 
which depends on the status of the investor as retail or institutional. 
 
It is worth noting that if regulators want to implement a distinction between institutional 
and retail investors, managers will need additional disclosure about underlying clients 
from portals and other aggregators for the intent of the rule to be fully achieved. 
 
 


22. To what extent are managers able to “know their customers” and anticipate 
redemptions?  Are there practical obstacles for managers to “know their 
customers” (e.g., in the case of platforms, omnibus accounts) and how could 
they be addressed?  What are the main features of the funds’ investor base to 
take into consideration from a liquidity risk management point of view?  Should 
conditions, e.g., regarding the concentration of the investor base be considered?  
Would this requirement allow fund managers to better understand and manage 
the risks to which the fund is exposed? 


 
We believe that greater knowledge of the customer base and their liquidity needs and 
characteristics would be useful for managers.  This would make it possible for the portfolio 
managers of each MMF to better take into account their clients’ needs in asset/liability 
management.  This transparency is also why we believe that certain types of MMFs such as 
those used for securities lending cash collateral and sweep funds should be treated 
differently.  These benefits would only require descriptive information, not identifying 
details. 
 
We suggest MMFs be required to limit shareholder concentration, whether directly by 
regulation or by requiring a MMF Board or Trustee to determine an appropriate level of 
such concentration.  Effectively, no single investor should be permitted to represent more 
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than a certain percent of a MMF’s total value. Omnibus accounts and portals would have 
to provide sufficient information about the underlying investors to verify that the rule is not 
violated or otherwise be subject to the same concentration limitation themselves. 
 


 
23. Would such a liquidity fee generate a pre-emptive run?  If so, when and are there ways that 


pre-emptive run risk could be reduced?  How would shareholders react to the liquidity 
fee?  Would it cause shareholders to transfer their MMF investments to alternative 
investment products?  If so, which types of shareholders are most likely to make such 
transfers and to which products and will such a shift in investment create new systemic 
risks or economic, competitive, or efficiency benefits or harm?  Would MMF board 
directors be able to impose a liquidity restriction despite potential unpopularity with 
investors and competitive disadvantage imposed on the fund?  At what level such a 
liquidity trigger should be set? 


 
We assume that the question refers to a “standby” liquidity fee (i.e., one that does 
not operate in normal times and is triggered in times of stress).  The trigger for the 
imposition of the fee could be based on a fund’s liquidity dropping below a 
predetermined level or a fund’s mark-to-market NAV declining below a certain 
price. Liquidity fees would be automatically imposed when a trigger is reached and 
lifted when a fund’s liquidity or mark-to-market NAV recovers to a specified level.  
 
As we stated in the introduction, we believe this idea could be useful and merits 
further study.  Care must be taken in the design to ensure that such standby fees 
do not become a catalyst to the very kind of run that they are designed to prevent. 
 
The choice between the standby liquidity fees described above and other options 
described elsewhere in the CP depends on which is more likely to stop a run and 
which is less likely to accelerate a run. While some regulators contend that standby 
fees will accelerate a run and that permanent redemption restrictions do not, our 
client research suggests just the opposite.  In addition, based on our client 
discussions, standby liquidity fees are less likely to cause clients to abandon the 
product in large numbers.  Finally, the cost of implementing standby fees is much 
lower than the cost of implementing other options. 
 
 


24. How would shareholders react to a minimum balance requirement?  Would it cause 
shareholders to transfer their MMF investments to alternative investment products?  If 
so, which types of shareholders are most likely to make such transfers and to which 
products and will such a shift in investment create new systemic risks or economic, 
competitive, or efficiency benefits or harm? 


 
BlackRock does not believe this structure will work for three critical reasons: i) Clients will 
not invest in MMFs with these redemption restrictions; ii) this approach may increase the 
likelihood of a run; and iii) there are enormous operational challenges in implementing this 
structure.  
 
In recent research, we tested a version of this idea in detailed conversations with our 
clients in the US. They were unequivocally negative on the idea, for a number of reasons. 
Importantly, many clients do not naturally remain above a minimum account balance. 
Analysis of our client base showed that 43% of institutional clients dropped below a 3% 
minimum account balance (based on prior 30-day average) at least once in 2011. 10% of 
clients did so regularly (i.e., more than five times in the year).  Many of these clients go 
below the minimum account balance because of the nature of their business, which calls for 
a ramp-up of assets and then a redemption to zero. In addition, many clients operate under 
guidelines that prohibit them from using funds with redemption restrictions. For example, 
sweep accounts and collateral accounts must have access to 100% of their funds.  Many 
clients also strongly dislike the fact that their balances could be subordinated to other 
shareholders and object to being “punished” for a redemption made in the regular course 
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of business that happens to occur at a time of loss (the “innocent bystander” problem). 
Finally, clients find the structure difficult to understand and virtually without exception 
said that this model would cause them to abandon MMFs in favor of bank deposits or direct 
investments (in the case of larger clients). Liquidity is a key feature of MMFs, and an 
absolute necessity for many investors. Without full liquidity (at least in normal market 
environments), our view is that investors would not continue to invest in MMFs, resulting in 
substantial contraction of the industry. 
 
However, the most telling input we received from clients was that they believed this 
approach would increase their likelihood of running in a financial crisis. Many of them told 
us that with a portion of their balance held back for 30 days and subordinated, they would 
choose to redeem much sooner — at the slightest sign of nervousness in the markets. The 
economists’ theory that clients would calmly weigh the costs and benefits of redeeming is 
contrary to what we heard in our discussions (and is contrary to the sometimes irrational 
behavior we observed in 2008). In this model, we believe clients would not take the time to 
navigate the complex structure and would be more likely to redeem earlier — and in this 
model, 97% of balances are open for redemption. Rather than preventing runs, we believe 
this approach would act to accelerate a run. 
 
Based on discussions with our clients we believe that this model would be unpopular and 
could lead to clients moving away from MMFs to bank deposits or direct investments.  
Further, we believe this model may be difficult and costly to implement from an operational 
perspective, particularly with regard to the transfer agency record-keeping aspects for 
omnibus accounts.   We believe that the operational challenges can be overcome.  Given 
the client objections noted above, we believe fund sponsors and transfer agents will be 
reluctant to incur these costs given serious questions about the commercial viability of the 
product. 
 
 
 
 


26. What are the benefits and drawbacks of allowing redemptions-in-kind?  Are 
there practical impediments to implementing this option (e.g. some portfolio 
securities cannot easily be divided)? 


 
Under existing rules in a number of countries,, MMFs already have the authority to elect to 
make in-kind redemptions to shareholders when it is in the interest of the fund (and its 
remaining shareholders). We expect this option to be used rarely, if at all, as most 
shareholders do not want in-kind redemptions and many cannot receive and hold direct 
investments in money market assets. Some money market assets, such as repurchase 
agreements and Eurodollar time deposits, are over-the-counter contracts and cannot be 
transferred to retail or to multiple investors. For these reasons, it often is not possible to 
deliver a pro-rata slice of fund holdings to redeeming shareholders. Notably, this approach 
also does nothing to satisfy the demand for liquidity that begins this chain of events and 
could make the situation worse if multiple small recipients of an in-kind redemption attempt 
to sell their respective share of assets immediately. 
 
 
  MMF boards in a number of countries have the ability to suspend redemptions.  Rather 
than mandating in-kind redemptions, we would support global principles that would give 
MMF Boards or sponsors the option to make in-kind redemptions or to suspend 
redemptions under extreme circumstances. 
 
 


27. What are the benefits and drawbacks of requiring gates in some circumstances?  
Which situations should trigger gates to be imposed to redeeming investors?  Would it 
be enough to permit gates in some jurisdictions?  Would there be a risk of regulatory 
arbitrage? 
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BlackRock believes that if standby liquidity fee levels are set appropriately they are a better 
solution than gates.  This is because clients with an extreme need for liquidity can choose to 
pay for that liquidity in a crisis.  In severe systemic situations, MMF managers should also 
have the ability to close a fund to redemptions, but the starting point should be a liquidity 
fee as discussed in Question #23, above. 
 
 


28. What are the main benefits and drawbacks of the provisions included in current 
regimes referring to external CRA ratings?  Are there alternatives to credit ratings 
that reasonably can be substituted? 
 
Please see our response to Question 8, above.   


 
 
29. What are the benefits of MMF ratings?  Should a greater differentiation between 


MMF ratings be encouraged?  To what extent are investors restricted in their 
investments to ‘Triple-A’ rated funds?  What alternatives could there be (e.g. from 
other third parties)?  What initiatives could be proposed to educate investors about 
MMF ratings? 


 
Please see our response to Question 8, above.   
 
 


 








 


 
 
 
 
 
 
 
 
 
 


 
 


BNPP AM’s response to the IOSCO’s consultation report on  
“Money Market Fund Systemic Risk Analysis and Reform Options” 


 
 
 
 
 
 
 
 


 BNP Paribas AM welcomes IOSCO for the consultation on Money Market funds. 


Founded in 1964, BNP Paribas Asset Management is a leader in fundamental, indexed and 
structured management of the majority of the mainstream asset classes. Four major 
investment units belong to our expertise : 


o Equities: a large number of successful strategies  
o Fixed income and money market: a leading player in money market funds, euro 


zone bonds and global credit 
o Global balanced solutions: manages balanced investment portfolios with the 


support of a dedicated risk management team 
o Emerging Markets: an extensive on-the-ground presence in the emerging world 
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Question 1: Do you agree with the proposed definition of money market funds? Does this 
definition delimit an appropriate scope of funds to be potentially subject to the regulatory 
reform that the FSB could require to put in place, with an objective to avoid circumvention 
and regulatory arbitrage? 


If we agree that MMFs have an objective of daily liquidity and preservation of capital, we 
strongly believe that the definition money market funds should make reference in priority to 
the objective of delivering a performance in line with those of money markets. We believe 
IOSCO should add this objective to the money market fund definition, as this is fundamental 
to money market funds (by the way, just have a look to their name: money market funds…).  


Indeed, it should also be reminded that MMFs are investment funds and as such, there has 
always been an understanding from our investors that the primary objective of an MMF is to 
deliver a performance in line with money markets. Preservation of capital has always been 
understood as a second objective. This “Philosophical” difference between "capital 
preservation" objective (more CNAV oriented) and "yield in line with the one offered by 
money markets” (more VNAV oriented) may explain a much higher tolerance of investors for 
declines in value for VNAVs compared to CNAVs. In other words, the yield objective is more 
appropriate to an investment fund and explains better the fund’s behaviour in difficult 
market periods. For instance, French clients are comfortable with VNAVs fluctuation and 
know that there is capital risk. Having as primary objective the capital preservation may 
imply that the fund is supposed to use instruments and techniques especially designed to 
preserve value no matter how money markets are evolving. In this case, we think that this 
type of objective may very well be assigned to a structured fund/guaranteed fund and we 
know in Europe there is a demand for this… 


We also have another observation concerning MMFs and other CIS. We believe the 
difference is not as material as presented because each category of funds (treasury, equity, 
fixed income, balanced, structured, etc) is particular and MMFs are a category among others 
that are all part of a classification. An asset management program would not be complete 
without the MMF category.  


Question 2: Do you agree with the description of money market funds’ susceptibility to runs? 
What do you see as the main reasons for this susceptibility? 


First, we believe a distinction should be made between two different concepts that are 
"systemic risk" on one side and "run risk" on the other side. “Systemic risk” is very difficult to 
fight as by definition "tail risks" cannot structurally be covered, conversely “run risk” can be 
better addressed. 


For instance, the “first mover advantage” that can accentuate the likelihood of a run do not 
really exist on VNAVs thanks to the fact that the NAV reflects the marked to market value of 
the underlings in the portfolio. There is no such thing compared to "breaking the buck" 
effect in our industry. The cliff effect and collective type of threshold induced by “breaking 
the buck” constitutes a material difference with other types of funds, where every investor 
may have his individual threshold that may trigger a redemption linked to his individual loss 
aversion and time horizon. This is possible as the fund continues operations despite a drop in 
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the NAV and potential redeemers that incurred their cost of liquidity. Also, the concept of 
"first mover advantage" is not coherent with our major principle and regulation of 
shareholders equality. 


Their value fluctuates in line with money markets’ evolution and it may decline, as it was the 
case recently (some examples are shown in the chart reproduced hereafter).  


 
Chart: Weekly performances annualized of BNP Paribas Money 3M, of EONIA and spread 
between the two 


Subscriptions and redemptions are done at the NAV level and there is no intervention to 
maintain a stable level. Indeed, the prospectus of the fund clearly states that there is no 
guarantee to maintain the price of the share and that it may fall. Thus, there is no systemic 
risk linked to these funds. Risks linked to underlyings’ evolution (ex: credit risk) are 
supported by investors. 


During market turmoil, the NAV variability contributes to prevent any risk of run since there 
is no bonus for a potential first mover, instead there is equal treatment between investors. 
The application of the principle of equal treatment is closely supervised by the French 
regulator. 


We agree to a lesser extent to the assertion that vulnerability to runs would depend on the 
perception that the fund might suffer a loss. If this was true, every single type of fund would 
be subject to runs and consequently no asset management product could continue 
operations! A clear distinction should be made between runs on one side and large outflows 
that can occur on MMFs on the other side. The latter are generally seen as “business as 
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usual” by asset managers (due for example of clients’ cyclical needs) and that can be 
perfectly managed as portfolios are designed to cope with these large potential in/outflows.  


We also think that the assertion (on page 6 last paragraph) that institutional investors would 
exhibit extreme risk aversion leading them to pre-emptively redeem at the first sight of 
heightened risk is incorrect. This cannot be said as a general principle for all types of 
institutional investors no matter where they are located. There are different degrees of risk 
averse. But let’s suppose that this assertion were true, this means that those investors are 
not interested by an asset management product but by a deposit account. MMFs have 
prospectuses and the risks to be borne are clearly identified. 


Market practices as stress tests provide a consistent framework in order to manage and 
construct a dynamic portfolio considering future potential risks. Stress tests provide an 
analysis on potential choc (yields and credits) as well as on investor concentration by 
investment specificities. Futur potential cost estimations lead to a reduction of global risk 
and a better consistency on liquidity management in order to satisfy client redemptions. 


 


Moreover, market practices as conservative approaches on short term liquidity (between 5% 
and 10%  investments at one day, between 10% and 20% at one week) provide flexibility on 
potential outflows.  


 


Also, French funds are generally not rated, thus there is no potential cliff effect on this side. 
Investors do their own due diligence on firms and funds. 


In addition, French MMFs cannot be used as a payment means by the investor; there is no 
check writing on MMFs units. 


We thus firmly think that French MMFs do not bear by nature fragilities that would make 
them prone to the run risk. 


Question 3: Do you agree with the description of the role of money market funds in short-
term money markets? To what extent this role may create risks for short-term funding 
markets and their participants? Are there changes to be taken into account since the 2007-
2008 experience? What are the interdependencies between banks and MMFs and the risks 
that are associated? 


We agree in general with the description given. We believe that in general French MMFs do 
not create risks to short-term funding markets and their participants as they use intensively 
internal in-depth credit analysis so as their investments correspond to objective criteria 
(since 1987). Cases identified of MMFs having relied heavily on subjective “headline” risk 
instead of objective credit analysis should be closely analysed in order to understand which 
inner fragilities had lead to such a situation. 


Question 4: What is the importance of sponsor support for MMFs? What is the respective 
percentage of bank versus non-bank sponsors in the MMF industry? Are there differences 
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among MMFs depending on their sponsors? What are the potential systemic risks of support 
or protection against losses provided by sponsors? 


Concerning the French MMFs, classified as such by the AMF, there was no need of a sponsor 
support during the crisis. The only few funds that benefited from sponsor support were 
enhanced treasury funds that were not classified as MMFs by AMF and that have never been 
MMFs. 


Sponsor support is voluntary and may concern any type of fund. However, this is not to be 
confused with an implicit guarantee. Explicitly, there is no expectation of support that is 
factored in by the fund producer and any potential support comes as an exception. 


In France, the vast majority of sponsors are of bank and insurance types. There are also 
some independent actors. 


The potential systemic risk may only come from an implicit support / guarantee that may 
come with a CNAV structure. Regarding the French VNAVs, this question is irrelevant. We 
recall that the NAV may drop (and investors already experienced funds where the NAV has 
already gone down without systematically choosing to redeem). 


Question 5: Do you agree with the description of MMF benefits? Are there other benefits of 
MMFs for investors than those outlined in this presentation? What are the alternatives to 
MMFs for investors? How has investor demand for MMFs recently evolved? What would lead 
investors to move away from MMFs to other financial products? 


Yes, we agree. We believe that as an asset management class subscribed by other funds, or 
funds of funds, there is no good alternative. Regarding the market evolution, there has been 
for instance a strong (and successful) incentive for retail to reallocate towards bank deposits. 


Question 6: Do you agree with the proposed framework comparing money market funds and 
bank deposits? Are there other aspects to consider? 


Yes, we agree. We would like to add that investors benefit from a diversified credit pool with 
very limited counterparty risk through MMFs whereas they bear full counterparty risk with a 
deposit.  


Question 7: Are there other similarities or differences between CNAV and VNAV funds which 
would be useful for the analysis? Is there evidence (based on representative samples) 
showing differences in the fluctuation of the funds’ NAV depending on their model? What is 
the extent of the use of amortized cost accounting by VNAV funds? Has this practice evolved 
over time? 


We agree to a lesser extent with the argument saying that both CNAVs and VNAVs are prone 
to the run risk because of the maturity transformation. With this type of argument, one can 
say that every type of fund may give rise to run risk. The question here is much more linked 
to the difference in materiality and as we have already said, the “break the buck” collective 
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threshold that creates a first mover advantage creates a non negligible difference between 
how the two types of structures may be prone to run risk. We would also like to remind that 
large cyclical outflows are not the run risk.   


We would like to recall that as for any other asset management product, French MMF’s NAV 
is subject to the fund’s underlyings’ behaviour and as such, it fluctuates and it can fall. 


Followed illustration of VNAV funds in question 2, please find bellow a chart of one of our 
CNAV funds. The following charts show the compared performances with Eonia: 


 
Chart: Weekly performances annualized of Bnp Paribas Cash Invest, of EONIA and spread 
between the two 
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Chart: Summary chart - annualised weekly performances compared to Eonia for the VNAVs 
in the study 


 


 
Chart: Summary chart - annualised weekly performances compared to Eonia for the CNAVs 
in the study 
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Our study concluded that French MMFs, as any other asset management product, have their 
own natural variability of the NAV, that can be seen when compared to its benchmark 
(Eonia) and that is due to the active management of their underlyings. The variability of the 
NAV corresponds to the “look-through” made possible by a marked to market valuation of 
the fund’s underlyings. 


Indeed, it should be reminded that French VNAV MMFs have the same valuation rules as any 
other asset management fund and the principle is: marked to market valuation.  


There is one exception for less than threes months instruments. Funds are authorised – 
instrument by instrument - to apply amortised cost accounting only for negotiable debt 
securities with less than three months residual maturity and that have no specific sensitivity 
to market parameters. This faculty exists because the current system would need costly 
implementations to deal with more complicated models when market prices are not 
available at the very short end of the yield curve.  


For French VNAV MMFs it would be possible to move to a 100% marked to market VNAV, 
however the operational costs would outcome the “benefits” of such a measure. Indeed, 
French VNAVs are essentially marked to market vehicles, the amortised cost being only used 
for cases where there are market reasons that explain the need for such a marked to model 
pricing. This less than three months amortised cost accounting is a simplifying valuation 
model that can be used when there is no particular sensitivity to markets. It should be 
reminded that this faculty implies no material difference with the market price. We can 
therefore say that French VNAVs are as marked to market as possible. 


This “exception” is controlled very strictly by the risk manager of the asset manager, the 
auditor and the local regulator that are bound by the Chart of Accounts that is the reference 
text1. 


The risks of using amortised cost accounting for negotiable debt securities with less than 
three months maturity are very small: the interest rate risk over a three months period is 
much lesser than on 397 days and the credit risk is four times smaller; also, the three months 


                                                 
1 332-1 - Valeur actuelle 
L’OPCVM valorise les dépôts et les instruments financiers à la valeur actuelle. Toutefois, les titres de créances 
négociables d’une durée résiduelle inférieure ou égale à trois mois peuvent être valorisés selon une méthode 
simplificatrice de valorisation en l’absence de sensibilité particulière au marché. 
 
 
333-22 - Méthode simplificatrice 
 
Cette méthode est applicable aux titres de créances négociables d’une durée résiduelle inférieure à trois mois. Ils 
sont évalués en étalant linéairement sur la durée de vie résiduelle la différence entre la valeur d’acquisition et la 
valeur de remboursement. 
 
En application du principe de prudence, les valorisations résultant de l’utilisation de ces méthodes spécifiques 
sont corrigées du risque émetteur ou de contrepartie. Toutefois, en cas de sensibilité particulière de certains titres 
aux risques de marché (taux,…), la méthode simplificatrice doit être écartée ». 
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period corresponds to the cycle of publication of results by issuers, meaning that a paper 
under three months has a very high likelihood to be reimbursed at par at maturity.  


Thus, the use of amortized cost accounting may be considered almost the same only for 
funds (VNAVs and CNAVs) that invest only in instruments below 3 months and that, for 
papers sold on urgency below their valuation in the fund, are not authorised to amortise the 
loss2. Conversely, 397 days amortised cost accounting vs 90 days are not the same in terms 
of valuation (different interest-rate risk and credit risk) and in terms of transparency as 
fluctuating NAVs offer transparent information for the investors on the risk taken in the 
portfolio. 


We therefore think that 3 months (under specific conditions for certain types of 
instruments) versus 13 months amortization (for the whole portfolio) is not comparable, 
there is a material scales difference. 


Hereafter, are given examples of Bloomberg price curves of three floating rate notes with 
respectively the 13 months and 3 months linear lines drawn. It can be seen that the use of 
3M amortised cost helps not capturing the market “noise” without diverging too much form 
the price curve.  


 


                                                 
2 French funds are not authorised to amortise losses. In any case, from the point of view of the equality of 
treatment between investors, it would be difficult to accept such an accounting faculty. 
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Charts above: Price curves for three stocks and their respective 13 months and 3 months 
straight lines.    
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of the underliers. A very short maturity portfolio with very low market sensitivities may have 
a high portion of its assets eligible to cost accounting. 


The evolution to be noted in the portfolios is linked to the proportion of liquidity 
instruments with less than 7 days maturity that is systematically implemented in the French 
portfolios coupled in general with a shorter maturity portfolio (directly linked to the market 
characteristics coupled with current client demand). 


Question 8: What is the importance of ratings in the MMF industry? What is the impact of 
the monitoring function of credit rating agencies for MMFs? What are the potential systemic 
risks associated with ratings in the MMF industry? 


Our view related to MMFs AAA ratings is that in their great majority, either MMFs are 
awarded the AAA or they are not rated. The scale granularity is generally not used and 
during the crisis, MMFs susceptible to be downgraded became not rated. Thus, generally 
AAA rating looks more like a label. 


French institutional clients are not required by their internal branch rules to select rated 
MMFs and that explains why French MMFs do not ask to be rated. Nevertheless, we 
acknowledge that some institutional clients situated in other European countries either have 
rules liked to AAA ratings or prefer rated funds when they buy third country managed 
MMFs. Notwithstanding the methodological efforts made by rating agencies, we believe that 
using asset liability management proves often more dynamic and efficient than relying on 
ratings that use one-size-fits-all type of methodologies. In addition, the monitoring role is 
performed in France by the regulator which regularly questions the industry on their 
holdings and management practices. 


Also, we would like to reiterate BNP Paribas’s general position that backs regulators’ efforts 
to reduce over-reliance on rating agencies related both to requirements on ratings of 
instruments in the fund and ratings for the fund itself. 


Related to current ratings’ reference in the “CESR’s Guidelines on a common definition of 
European money market funds”, we believe there should be no mandatory reference to 
CRAs’ ratings. Indeed, we believe MMF managers should assess internally the instrument’s 
quality and CRAs’ ratings should only be an optional input and not a mandatory & 
mechanistic eligibility criterion. 


We believe the eligibility criteria should not be mechanistically linked to all external ratings 
given to the instrument, rather the mandate of the fund should specify that best 
quality/highest short term credit levels instruments are eligible and that the quality is 
assessed by the asset manager. The asset manager has to ensure by all means at his disposal 
that the credit risk taken is consistent with the fund’s objective as a MMF. He should also 
indicate his policy on the taking into account of ratings, if any, of the instruments in the 
portfolio. 
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Question 9: Are existing rules adequately addressing risks regarding the management of 
collateral from money market funds? What are the risk management processes currently in 
place with regard to repo and securities lending transactions? Do MMFs present unique 
issues with regard to their use of repo markets or would general policy recommendations 
that the FSB may issue regarding repo markets be applicable? 


 


 


Repos are one of the securest money market operations for funds. They are contractually 
well defined and implemented so as to reduce legal and operational risks. They are available 
under the form of bilateral type on the French market. We would not say that repos in 
MMFs present unique issues, they could be fitted in the general framework, however their 
use is much higher in MMFs. They represent about 5% - 15% on average in portfolios, and 
more in a govies MMF. French MMFs use only very short term callable (24h/48h) repos 
enterd with MMF eligible counterparties. The nature of the collateral for repos entered by 
French MMFs is of very liquid type and voluntary restricted to straight bond type (no 
structured features). As repos are used very short term in French MMFs, in practice there is 
no reuse, repledge or reinvestment of collateral. However, a rule restricting these operations 
on collateral may be counterproductive in the future in relation with other pieces of 
regulation, EMIR and initial/variation margin rules for instance. 


At least in the French context, we do not agree with the statement that "not many MMFs 
engage in repo (due to a too high dependency on a limited number of counterparties while 
not adding diversification to the portfolio) and securities lending transaction." As a matter of 
fact, this statement is probably true for "securities lending" but not for "repos". In the funds’ 
daily practice, repos are an integral part of MMFs normal dealings, especially so for 
"government MMFs" (MMF's whose investment policy only allows government securities).  


In France, from a legal standpoint, the repo cash lender has full property over the assets 
having been delivered to it as collateral. All transactions are governed by so-called "master 
agreements" which directly refer to the French Code Monétaire et Financier. This legal 
feature intends to completely remove a risk where the cash lender would not be able to 
keep the collateral in case of failure of the cash borrower. 


From an operational risk standpoint, repos in France must be executed with physical delivery 
of the collateral through an electronic "cash against delivery" settlement system which 
removes a risk where cash would be released but collateral not delivered against it. Physical 
delivery of the collateral to a ring-fenced custodian account in the name of the fund is of 
course a very important feature in terms of risk being adequately addressed. 


Important aspects are the "Cash Collateral Agreements" in place whereby cash is to be 
released either from the collateral owner or the cash borrower so as to protect both parties 
against market value changes of the collateral.  


Repos offer a very useful, flexible and safe financial instrument in MMFs. Again, for a given 
counterparty/issuer, repos are safer than other typical MMF investments. For example, it is 
safer for an MMF to engage into a repo transaction with Bank XYZ where the MMF lends 
cash and receives collateral, as opposed to just buying a CD for that same Bank XYZ without 
any collateral. 
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There is probably scope for policy recommendations with the aim of strengthening the 
global regulatory framework with regard to repos' specific features:  


- make sure that repos are being executed as part of a well-defined legal framework; 


- make sure that repos involve physical delivery of the collateral into a ring-fenced account in 
the name of the fund; 


- make sure that repos are executed through electronic "cash against delivery" settlement 
systems; 


- implement minimum credit quality requirements for the repo counterparty; 


- for the collateral: implement minimum credit quality requirements and/or appropriate 
haircuts and/or overcollateralise; 


- make sure there is little correlation between counterparty and collateral. 


Question 10: Are the above-mentioned changes in the environment of MMFs relevant factors 
to take into consideration? What are some of the implications for regulatory options? Are 
there other aspects to consider? 


Yes. We would like to specify that only bilateral repos are available in the French market and 
they have been in use for about 20 years with a secured contractual framework and a very 
selective risk management process of eligible counterparties for MMFs. 


We would also like to stress that French MMFs are tightly regulated funds since 1987 and 
are a full part of an asset management program. They are not of hybrid type nor of banking 
type; they are an investment fund UCITS regulated. Any regulatory measure possibly 
touching the French MMFs should be consistent with asset management / UCITS rules. 


CESR’s Guidelines on a common definition of European money market funds were released 
in July 2010 and are fully applied to all funds marketing themselves as MMFs since 1st of 
January of this year. This piece of regulation is a high quality pan-European set of regulation 
that clearly defines MMFs and restricts the use of the word MMF for “Money Market Funds” 
and “short term Money Market Funds”. This reform has required 


- the conformity of the portfolios with the new rules with a transition period of one 
year and a half (for those funds wishing to stay classified as MMFs); 


- the migration in classification (towards short term bonds or balanced funds) for those 
funds wishing to keep their investment objective unchanged. 


Question 11: Do you agree with the systemic risk analysis and the rationale for reform 
presented in this section? Are there other factors to consider? 
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They are asset management products that are highly regulated. Asset management 
companies have been regulated especially for that purpose several years ago. 


If it is true that MMFs favour the encounter between investors and short term funding 
needs, it should be clearly reminded that they are not themselves a source of credit. 


As already stated above, French MMFs are not of hybrid nature and we believe that any new 
measure should clearly be consistent with the collective investment management 
framework. 


We would like to comment the argument that amortized cost accounting is encountered for 
both types of funds (CNAV and VNAV) and as such “Tweedledee and tweedledum, it is all the 
same”… As we have already stated at Q7 above, we believe that marked to market with a 3 
months faculty (under specific conditions for certain types of instruments) versus 13 months 
amortization (for the whole portfolio) is not comparable, there is a difference of degree. 


Regarding the 3 months amortization faculty, we propose at Q20 to specify the framework 
of its use (as even if on an individual basis, French managers have already their internal risk 
rules, we believe useful to propose a collectively objective framework). 


Question 12: Do you agree with the benefits of imposing a mandatory move from CNAV to 
VNAV, which would amount to prohibiting the use of amortized cost valuation for any 
securities held by a MMF? Are the challenges identified in the US context valid in other 
jurisdictions currently authorizing CNAV funds? How could these challenges be overcome? 


We think that implementing the reform option of a mandatory move to 100% floating VNAV 
would prove to be extremely difficult for a whole industry to make, as this is such a major 
change. In the case such a move is decided, it may lead to a sort of “big bang” throughout 
the industry. 


Even for French VNAV MMFs, whose NAV is valued based on the most current market 
valuation, it would be possible but difficult to implement from an operational standpoint. It 
should be reminded that MMFs are funds like any other and that valuation rules should 
respect the same principle which is: marked to market valuation. When prices are difficult to 
find or are inaccurate, instruments may be valued using a model. The UCITS Directive 
enables both valuation methods. Cost accounting valuation is a type of marked to model 
valuation. 


We believe that another terminology should be used for CNAVs because the word 
“constant” may imply that the fund is not marked to market and cannot lose value (and may 
even wrongly imply there is a guarantee of the principal). For instance “daily distribution 
fund” may be more appropriate. 


French MMFs are not authorised to distribute capital gains until 01/01/2013 (and starting 
with this date, only realised capital gains - and not unrealised - could be distributed). Thus, 
French domiciled MMFs cannot be created with a constant NAV, but only with a floating 
NAV, as any other asset management fund. We believe an impact study should be made 
from a fiscal standpoint on European MMFs market. An MMF, as any UCITS, may have both 
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distribution and accumulation shares. Accumulating NAV funds and distributing NAV funds 
generally operate under the same investment guidelines, however income is accrued daily 
for the first and distributed for the latter. In the case of accumulating NAV funds, income is 
reflected in an increase in the value of the fund shares and is realized upon redemption of 
those shares at a higher price. Depending on the laws of the investors’ country of residence, 
the tax treatment of distribution and accumulation shares may be different. Also, the fiscal 
definition of what may be distributed or not (interest, dividends, realised vs unrealised 
income) differs. It should be clarified 1) if a classical share has the same fiscal effect as a “1 
dollar/euro” accounting and 2) how to achieve fiscal coherence throughout Europe on the 
definition of what may be distributed. 


We disagree with the assertion that there would be some evidence suggesting that both 
types of funds are prone similarly to run risk and first mover advantage. As already stated at 
Q2 we believe the “first mover advantage” that can accentuate the likelihood of a run do not 
really exist on VNAVs where there is no cliff effect and collective type of threshold induced 
by a “constant” level to be maintained. We disagree with the idea that the “limited liquidity” 
alone would induce similarly on both types of fund an incentive to be the first mover (with 
any perception of heightened risk). If this was true, we believe every single type of fund 
would be subject to runs and consequently no asset management product could continue 
operations. 


Questions 13 to 18 


Question 13: What would be the main effects of establishing a NAV-buffer? What would be 
the most practical ways to implement such buffers? Should various forms of NAV-buffers be 
allowed or should regulators favor a single option? What would be a realistic size of the NAV-
buffer and what would be the impact in terms of costs for running MMFs? In the case of 
subordinated shares, could the option be seen as creating a securitization position, with 
associated requirements in terms of retention? 


Question 14: Do you agree with the description of the challenges associated with the 
establishment of a private insurance? Are there ways to address them? 


Question 15: Do you agree with the description of the challenges and potential second-round 
effects of a conversion of MMFs into special purpose banks? Are there ways to circumvent 
those effects? 


Question 16: What are the main advantages and drawbacks of two-tier system(s)? Would it 
be sufficient to address the risks identified? What could be the conditions applicable to CNAV 
funds? What could be the potential impact on investor demand? Should certain funds be 
exempted from certain risk limiting conditions due to their holdings? 
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Question 17: Do you agree with the suggestion that reserving CNAV funds for only certain 
investors (i.e. retail or institutional investors) would face practical challenges and would not 
be sufficient to address the risks identified? 


Question 18: Regarding the different structural alternatives described in Section 1, what are 
the benefits and drawbacks of the different options described above? How could they be 
prioritized? What are the necessary conditions for their implementation? 


French MMFs are only created with a VNAV structure. Thus, the options proposed here do 
not concern our funds. These options are envisaged as “pledges” in order to be able 
maintain the constant structure of CNAVs. They are very diverse and each transforms the 
fund in a different manner, thus we understand the objective is to maintain the system, no 
matter if the remedy triggers the fund’s structure into one direction or the other. It is thus 
somewhat different from our stance, as we believe (inspired by the French example) that 
MMFs are asset management products where the risks of the fund are borne by the 
investors in a fair and equal manner. The fund’s structure is transparent; it does not create a 
shield between investors and investments.  


Subject to the above, we believe that in order to prevent run risks, a fund should seek the 
equal treatment of investors. Equal treatment of investors is a fundamental concept to be 
observed for collective asset management vehicles and it should be clearly reaffirmed for all 
funds and in particular for MMFs. Indeed, operations on the fund (such as valuation, 
management of subscriptions/redemptions, etc) should not prejudice interests of investors 
(either new or existing investors). Marked to market valuation respects this principle. Any 
marked to model valuation has to earn investors’ common confidence that they are treated 
equally. Thus, the fund management’s duty is to seek on an ongoing basis to create 
favourable conditions to apply equal treatment for the sake of the mutualised interest of 
investors in a collective scheme (and not privilege individual investors or past/new investors 
over each other).  


In this respect, we believe liquidity buckets and marked to market valuation favour the equal 
treatment by ensuring there is no first mover advantage.  When the NAV is a look-through of 
the market prices, there is confidence in the sincerity of the valuation. 


- Relative to NAV buffers, we would be concerned about investors’ equal treatment. 


- Relative to the subordinated equity share class / securitisation solution, the structure of the 
fund is not UCITS compliant. 


- For other solutions proposed to constitute the buffers, we question their effectiveness to 
absorb serious shocks. 


- Relative to the insurance solution, given current market yields, there are questions of 
viability. 


- The Special Purpose bank solution transforms the structure which is not a collective 
investment product any more. 


- Relative to the option of CNAV reserved for either retail or institutional investors, we 
observe that there is an asymmetry of information between the two when information 
about the shadow price is not known equally by investors. A daily publication of the shadow 
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NAV would permit investors to take equally informed decisions. In Europe, the retail basis is 
very low following the recent bank deposits competition. Institutional investors seem to 
have a higher volatility and be more qualified to perform due diligences on asset managers 
and funds and set their own risk averse thresholds. Thus, VNAV funds are suited for 
institutional investors (in any case, in French VNAV funds are well subscribed by institutional 
investors). 


 


MMF VALUATION AND PRICING FRAMEWORK 


Question 19: What are the main benefits and drawbacks of imposing the use of marked-to-
market accounting for all the instruments held by MMFs? What is the availability of market 
prices for securities commonly held by money market funds? Are there situations where this 
general principle could not be applied? 


It should be reminded that MMFs are funds like any other and that valuation rules should 
respect the same principle which is: marked to market valuation. When prices are difficult to 
find or are inaccurate, instruments may be valued using a model. In Europe, the UCITS 
Directive enables both valuation methods. Cost accounting valuation is a type of marked to 
model valuation. We thus believe that imposing the use of mark to market valuation is in line 
with the requirements any fund follows already. We support this proposal as it the one that 
marks the fact that MMFs belong fully to the collective investment.  


As to the availability of market prices, the current system would need costly 
implementations to deal with more complicated models when market prices are not 
available at the very short end of the yield curve. Funds are authorised – instrument by 
instrument - to apply marked to model pricing. The practice in France is to apply amortised 
cost accounting (a subset of mark to model) only for negotiable debt securities with less than 
three months residual maturity and that have no specific sensitivity to market parameters.  


Even if we believe that marked to market could be imposed on every line of a MMF, the 
benefits of such a measure would be outpaced by the cost of providing a more sophisticated 
mark to model  and documenting every single act of valuation. We believe that from 
an operational standpoint, the faculty of using 3-months amortised cost accounting should 
be kept. This less than three months amortised cost accounting is a simplifying valuation 
model that can only be used when there is no particular sensitivity to markets. It should be 
reminded that this faculty implies no material difference with the market price. 


Question 20: Should the use of amortized cost accounting be limited, and, if so, how? Are 
general restrictions on funds’ WAM or WAL preferable? Are there practical impediments (e.g. 
availability of prices) to imposing stricter requirements on the use of amortized cost 
accounting than current existing regimes? What would be the potential effects on MMFs’ 
investment allocation and short-term funding markets? What monitoring should be 
implemented? What conditions are advisable? In particular, please describe the rationale, 
feasibility and effects of limiting the residual maturity of instruments to [30-60-90-other] 
days. What materiality threshold could be proposed? 
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We would rather propose a even stricter framework as a mix of Option 1 and Option 2, ie 
restricting the amortized cost accounting use and using a materiality threshold. 


The application of this amortisation faculty is to be controlled very strictly by the risk 
manager of the asset manager, the auditor and the custodian. 


The risks of using amortised cost accounting for negotiable debt securities with less than 
three months maturity are very small: the interest rate risk over a three months period is 
much lesser than on 397 days and the credit risk is four times smaller. Also, the three 
months period corresponds to the cycle of publication of results by issuers, meaning that a 
paper under three months has a very high likelihood to be reimbursed at par at maturity.  


The framework authorising the use of cost accounting should specify clearly that only 
negotiable debt securities with a residual maturity of less than 3 months and that have no 
particular sensitivity to markets can use amortised cost accounting. This is to be understood 
as a simplifying method to be used only in cases where: 


1) there is operational difficulty to access updated and reliable market prices, and  


2) in the absence of any particular sensitivities  (to credit risk, interest rate risk,..etc), cost 
accounting proves to be an appropriate approximation (that justifies not to have the need 
for a more advanced model that would take into account credit curves for instance), and 


3) the asset manager has procedures in place, escalation plans, as well as commensurate 
human & technical means in order to monitor the possible difference that may arise 
between amortised cost and marked to market (or marked to a more advanced model)  
price consolidated at the portfolio level. 


The escalation plan could define a materiality threshold where the asset manager has to 
analyse the need to take corrective action so as to keep the pricing difference at or below 
the threshold level. Corrective action may take the form of switching to a marked to market 
(if possible) or to a more advanced marked to model price (that would take into account 
credit curves for instance) in order to value the instrument. The threshold could be for 
instance 10 bp (alert level) measured on a consolidated level for the entire portfolio and 25 
bp (corrective action level). MMFs should not be authorized to amortise any capital gains or 
losses. 


It is understood that apart this faculty, instruments (including instruments maturing in more 
than three months) are marked to market (or, if needed, to an appropriate model that takes 
into account credit spreads for instance). 


 


OPTIONS REGARDING LIQUIDITY MANAGEMENT 
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Question 21: What are the main benefits and drawbacks of imposing global liquidity 
restrictions? Should there be restrictions regarding (daily/weekly) liquid assets as well as 
regarding illiquid assets? Are global definitions of (daily, weekly) liquid and illiquid assets 
practical? Are there other conditions to consider (e.g. regarding the concentration of assets)? 


Even if the CESR’s Guidelines on a common definition of European money market funds do 
not impose specific liquidity measures, they are nonetheless already applied by the asset 
managers in the context of their liquidity risk management. French MMFs already apply 
liquidity buckets on an individual basis. We welcome a regulators’ collective threshold that 
would harmonise practices. Daily monitoring by the risk department should be in place and 
monthly publication through the fund’s reporting. 


The liquidity cushion is to be monitored taking into account instruments that can be 
transformed in cash without uncertainty, therefore a common definition of liquidity has to 
be linked to the concept of maturity. Eligible instruments should mature / have callable 
features within 1 to 7 days: cash, overnight and less than 7 days maturity instruments and 
deposits, repos with a call at 7 days or less, money market funds. 


The weight of the liquidity bucket depends on the mix of measures each fund has put in 
place depending on its asset liability pattern. Notwithstanding the aforementioned, MMFs 
could be required to hold a minimum level of liquidity measured as a one month moving 
average of 10%-15% with instruments maturing in less than 1/7 day. A temporary difference 
should be acceptable if the liquidity bucket is used to meet a redemption that causes the 
fund liquid assets to fall below the liquidity ratios. 


Question 22: To what extent are managers able to “know their customers” and anticipate 
redemptions? Are there practical obstacles for managers to “know their customers” (e.g., in 
the case of platforms, omnibus accounts) and how could they be addressed? What are the 
main features of the funds’ investor base to take into consideration from a liquidity risk 
management point of view? Should conditions, e.g., regarding the concentration of the 
investor base be considered? Would this requirement allow fund managers to better 
understand and manage the risks to which the fund is exposed? 


We believe that the principle of making the best efforts to know the fund’s shareholders, 
especially for funds with institutional investors that have cyclical needs, is definitely a highly 
effective measure allowing to better scale the portfolio (asset side) so as to match the 
liability side.  


The use of asset liability matching techniques help to address liquidity issues naturally, 
through the structure of the portfolio and through active adjustments of the portfolio (with 
for example active bond selection).  


The knowledge and monitoring of the clients’ base as well as their subscription/redemption 
cycles allows building the fund on the maturity scale and monitoring the needed level of 
liquidity cushion. Especially in presence of institutional investors, managers should monitor 
the client base concentration as well as type of behaviour (by the means of statistical study 
and/or ongoing dialogue with clients). 


Measures to favour liquidity on asset side are already in place for French VNAVs. There are 
several techniques that, used in conjunction, lead to the appropriate mix fund by fund. 
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Indeed, liquidity is not an easy and stable concept, the manager’s flexibility to set up the 
most appropriate mix of measures is very valuable. 


Question 23: Would such a liquidity fee generate a pre-emptive run? If so, when and are 
there ways that pre-emptive run risk could be reduced? How would shareholders react to the 
liquidity fee? Would it cause shareholders to transfer their MMF investments to alternative 
investment products? If so, which types of shareholders are most likely to make such 
transfers and to which products and will such a shift in investment create new systemic risks 
or economic, competitive, or efficiency benefits or harm? Would MMF board directors be 
able to impose a liquidity restriction despite potential unpopularity with investors and 
competitive disadvantage imposed on the fund? At what level such a liquidity trigger should 
be set? 


Generally, we are not favourable to redemption “restrictions” (in a strict sense) for MMFs. 
Redemption restrictions are a very useful and appropriate tool for intrinsic illiquid strategies 
where the fund has already distant redemption windows (hedge funds for instance). MMFs 
are intrinsic liquid strategies and apart a complete dry out of liquidity (where in any case a 
fund cannot substitute itself to the market), there is always potential to pay for redemptions 
(and of course those who need liquidity pay the price of liquidity as the NAV mirrors the 
market pricing). 


We firmly believe that VNAVs through their mark to market pricing already place the price of 
the needed liquidity by redeemers on those redeemers. We understand that the proposed 
liquidity fee measure is adapted in the case of a CNAV MMF as it precisely permits to switch 
from the constant price (where it would have been the remaining holders who would have 
paid the price of liquidity) to the shadow/mark to market pricing (as it is already done in a 
VNAV) so as the redeemers pay for their need of liquidity. In that respect, we believe this is 
an excellent measure that places the real price on redeemers, does not destruct the 
structure of the fund and permits continuing operations. 


We also believe that for this measure to be effective it should be permanent in nature and 
there should be no specific trigger. Indeed, in a fund the investors bear the risks of the fund 
with a fair and equal treatment and the price of liquidity is born by redeemers at any time. If 
this measure is trigger based, it is likely it would be ineffective as the message conveyed to 
investors is that the fund has two speeds delimited by a cliff effect. And by the way, it is 
somewhat improper to call the measure liquidity “fee” as there is no additional fixed levy 
that is paid, but simply the “market pricing”.  


Question 24: How would shareholders react to a minimum balance requirement? Would it 
cause shareholders to transfer their MMF investments to alternative investment products? If 
so, which types of shareholders are most likely to make such transfers and to which products 
and will such a shift in investment create new systemic risks or economic, competitive, or 
efficiency benefits or harm? 


In the case of a VNAV fund, if the MMF loses value, redeeming investors already pay the 
price reflecting the loss. Thus, the option is undoubtedly proposed in the case of a CNAV 
MMF only. 


We understand the minimum balance requirement as a “side pocket” type of measure. In 
principle, we believe that side pockets are a very effective measure in cases where an illiquid 
portion of the portfolio is identified and every investor has an equal portion of the illiquid 
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part. But this kind of measure supposes the less liquid part be clearly and dynamically 
identified. It is not sure that such a measure would be understood by investors in a MMF, 
which is an intrinsically liquid type of fund. We believe that a precise and fair measure is that 
the redeemer pays the current market pricing every time he redeems (see Q23 above). 


 


Question 25: What are the benefits of using bid price for valuing the funds? Are there other 
options (such as anti-dilution levy) which could be explored to reduce shareholders’ incentive 
to redeem? 


We believe that in cases of market stress that can have consequences on the NAV, managers 
should have the option to switch to a bid valuation (the bid valuation option would be 
clearly stated in the prospectus). This is a comprehensive measure that reflects even heavier 
the current price of liquidity on the redeeming investors. We believe it may even incentivise 
incoming investors. We recall that French MMF investors are of the institutional type, and 
some of them have already experienced this type of measure. Also, for some specific cases 
depending on the type of strategy and targeted type of investors, some French MMFs have 
chosen to permanently value at bid pricing. 


No, we are not favourable to redemption “restrictions” (such as anti-dilution levy) for MMFs. 
As already explained at Q23, MMFs are not illiquid types of strategies and redeemers should 
not be restricted to exit the fund if they do need liquidity, nor they should be imposed 
fees/levies that exceed the real price of liquidity. MMFs should accept and pay for 
redemptions (as long as there is no complete dry out of liquidity, where any fund cannot 
substitute itself to the market) with the redeemers paying the price of obtaining that 
liquidity (market price). 


Question 26: What are the benefits and drawbacks of allowing redemptions-in-kind? Are 
there practical impediments to implementing this option (e.g. some portfolio securities 
cannot easily be divided)? 


In Europe, redemptions in kind are not allowed for UCITS funds and investors are not always 
allowed to receive in-kind. In addition, French investors specified that it is the asset 
manager’s job to deal with the fund and obtain liquidity, not the inventor’s job. 


Question 27: What are the benefits and drawbacks of requiring gates in some circumstances? 
Which situations should trigger gates to be imposed to redeeming investors? Would it be 
enough to permit gates in some jurisdictions? Would there be a risk of regulatory arbitrage? 


Policy restrictions regarding liquidity on investor side (such as redemption restrictions, gates, 
liquidity fees, in kind…)  


No, we are not favourable to redemption “restrictions” (such as gates) for MMFs. As already 
explained at Q23, a gate is a liquidity instrument that is effective and adapted for 
illiquid/hedge fund type of strategies. MMFs are not illiquid types of strategies and 
redeemers should not be restricted to exit the fund if they do need liquidity.  
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We believe that funds that mark to market instruments elder than 3 months are showing 
through their valuation the current state of the markets, thus permitting investors to decide 
to stay/exit/enter the fund in “full knowledge of the facts”. It would not make sense to 
restrict the redeemer willing to pay the price of liquidity. 


By the way, in the hedge fund world, X% of the redemptions are paid pro-rata to redeemers 
and the outstanding redemption is added to the new redemptions on the next redemption 
window and if the gate is triggered again, only X% is paid po-rata. A typical redemption 
window is a quarter and markets may change during the time period. Operationally 
speaking, how to apply the gate principle to a daily liquidity vehicle? Also, there is often a 
loss of confidence from the investors when a fund triggers a collective gate that may give 
rise to new/herd redemptions (this is one of the reason of some hedge funds designing 
“individual” permanent gates, where one cannot exit the fund for more than X% on any 
redemption window). 


Question 28: Do you agree with the suggestion that the establishment of a private liquidity 
facility faces challenges that make the option unworkable or do you see ways to circumvent 
these challenges? 


We believe that the establishment of a private liquidity facility is neither needed nor 
desirable for French MMFs. In any case, we believe it is unworkable. 


Question 29: What are the main benefits and drawbacks of the provisions included in current 
regimes referring to external CRA ratings? Are there alternatives to credit ratings that 
reasonably can be substituted? 


We would like to reiterate BNP Paribas AM’s general position that backs regulators’ efforts 
to reduce over-reliance on rating agencies related both to requirements on ratings of 
instruments in the fund and ratings for the fund itself. 


Related to current ratings’ reference in the “CESR’s Guidelines on a common definition of 
European money market funds”, we believe there should be no mandatory reference to 
CRAs’ ratings (no more instrument eligibility linked mechanistically to external ratings). 
Indeed, we believe MMF managers should internally assess the instrument’s quality and 
CRAs’ ratings should only be an optional input. 


We believe the eligibility criteria should not be mechanistically linked to all external ratings 
given to the instrument, rather the mandate of the fund should specify that best 
quality/highest short term credit levels instruments are eligible and that the quality is 
assessed by the asset manager. The responsibility of the asset manager is reaffirmed. The 
asset manager has to ensure by all means at his disposal that the credit risk taken is 
consistent with the fund’s objective as a MMF. He has to indicate his policy on the taking 
into account of ratings, if any, of the instruments in the portfolio. 


We believe that it is not desirable to substitute the external ratings provided by CRAs. There 
should always be an independent “standard unit” to whom different parties may refer. An 
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investor may always want to see a breakdown by CRA’s rating of the portfolio, but this is a 
view, a comparison, a “sanity” check; it should not be an eligibility criteria. 


Question 30: What are the benefits of MMF ratings? Should a greater differentiation 
between MMF ratings be encouraged? To what extent are investors restricted in their 
investments to ‘Triple-A’ rated funds? What alternatives could there be (e.g. from other third 
parties)? What initiatives could be proposed to educate investors about MMF ratings? 


Our view related to MMFs AAA ratings is that in their great majority, either MMFs are 
awarded the AAA or they are not rated. The scale granularity is generally not used and 
during the crisis, MMFs susceptible to be downgraded became not rated. Thus, generally 
AAA rating looks more like a label. 


French MMFs do not ask in general to be rated. French institutional clients are not required 
by their internal branch rules to select rated MMFs. They perform in depth due diligences on 
the MMFs and the managing company. French MMFs have always been closely supervised 
by the regulator. Auditors also monitor MMFs.  


Nevertheless, we acknowledge that some institutional clients situated in other European 
countries either have rules linked to AAA ratings or prefer rated funds when they buy third 
country managed MMFs (they delegate in a certain sense due diligences to the rating 
agencies). Notwithstanding the methodological efforts made by rating agencies, we believe 
that using asset liability management proves often more dynamic and efficient than relying 
on ratings that use one-size-fits-all type of methodologies. In addition, a non rated fund is 
not subject to the cliff effect risk inherent to ratings. 


We believe that a well-informed knowledgeable investor that has the experience of 
conducting its own due diligences added to a strongly supervised regulatory framework is 
effective and responsible. 


 


Question 31: In addition to the options explored in the four sections above, do you see other 
areas to consider which could contribute to reinforcing the robustness of MMFs? 


No. 


Question 32: Do differences between jurisdictions require different policy approaches or 
would a global solution be preferable, notably to ensure a global level playing field? 


Two aspects are to be taken into account when discussing globalisation matters: matters 
related to the level playing field in a same market place and regional specificities that may 
require different regulations. 


Markets are more and more global, so we would rather back a same level playing field. It 
would thus be required that funds respect the same underlying rules. We believe CNAVs and 
VNAVs can co-exist. However, if underlying rules are different for funds sold in a same 
market, then it would be difficult to explain the difference in regulation by regional 
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specificities. Thus, in case of unlevel playing field, funds with different underlying rules are 
unable to be sold in the same field. 


If you need any further information, please don’t hesitate to contact Philippe Renaudin, 
at Philippe.renaudin@bnpparibas.com or David Pillet, at David.pillet@bnpparibas.com.  


 


Sincerely Yours, 


 



mailto:Philippe.renaudin@bnpparibas.com

mailto:David.pillet@bnpparibas.com
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Comments on Consultation Report on MMFs 


“MONEY MARKET FUND SYSTEMIC RISK ANALYSIS and REFORM 
OPTIONS” 


(Mail dated 1st June 2012 from ordmem@iosco.org) 


 


Question 1:  
 
Do you agree with the proposed definition of money market funds? Does this definition delimit 
an appropriate scope of funds to be potentially subject to the regulatory reform that the FSB 
could require to put in place, with an objective to avoid circumvention and regulatory 
arbitrage?  
 
The basic definition for MMF should cover two issues. One is NAV and the second 
is it should be distinct from other investment funds. Hence it is an Investment 
fund that holds the objective to earn interest for the holders while maintaining 
NAV and maintaining portfolios which are comprised of short-term securities. 
Besides, MMFs are heterogeneous in character.  MMFs also fit into CIS. 
Considering this the definition, probably, should reflect these characteristics. The 
proposed more or less covered the all the characteristics of MMFs. However more 
refinement in the definition is required. FSB regulations are fine and suitable to 
regulate these funds. Regulations for these funds in the respective countries 
where normally different types of funds are floated should adopt as per the 
requirements.  Implementation of globally accepted principles and approach is a 
challenging task before IOSCO. 
 
Question 2:  
 
Do you agree with the description of money market funds’ susceptibility to runs? What do you 
see as the main reasons for this susceptibility?  
 
 
Basically the money market fund's purpose is to provide investors with a safe 
place to invest easily accessible cash-equivalent assets characterized as a low-risk, 
low-return investment. We do agree with the description of MMFs susceptibility 
to runs. However, the impact of financial crisis in 2008 changed the entire 
concepts of many financial instruments including MMFs. In fact there was no 
exception to the any instrument due to sub-prime effect. Among all, the 
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investors’ behavior or panic or psychological nature shown greater impact on 
MMFs and finally resulted in heavy redemptions and more in case of institutional 
investors as observed.  
 
Question 3:  
 
Do you agree with the description of the role of money market funds in short-term money 
markets? To what extent this role may create risks for short-term funding markets and their 
participants? Are there changes to be taken into account since the 2007-2008 experience? 
What are the interdependencies between banks and MMFs and the risks that are associated?  
 
Yes. Needless to say that there is a greater link between banks and MMFs due to 
funding short-term. Obviously, this follows with credit risk. Experiences during 
2007-2008 may not take holistically to conclude the issue. The financial crisis’s 
impact has a cascading effect on MMFs too. At the same time it should not 
ignored totally. There should be proper regulations for the disbursement of the 
short-term credit especially for MMFs. One of the main reason for this is the 
MMFs are concentrated in two major countries scoring around 90% of the total 
where the financial crisis took birth.  
 
Question 4:  
 
What is the importance of sponsor support for MMFs? What is the respective percentage of 
bank versus non-bank sponsors in the MMF industry? Are there differences among MMFs 
depending on their sponsors? What are the potential systemic risks of support or protection 
against losses provided by sponsors?  
 
The sponsor support for MMFs are shown better safety and having risk bearing 
capacity historically. Even today it is an accepted structure in many countries.  In 
fact banks took lead to sponsor MMFs and other non-banking institutions also 
playing a significant role. It is not advisable to give away with the sponsors.  It is 
difficult to accept that the sponsor support has become an unreliable business 
model. To some extent we do agree that, due to increasing size of the industry, 
leading to contagion effects. In case of sponsored MMFs the risk factor must be 
addressed seriously by tight regulations.  
 
Question 5:  
 
Do you agree with the description of MMF benefits? Are there other benefits of MMFs for 
investors than those outlined in this presentation? What are the alternatives to MMFs for 
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investors? How has investor demand for MMFs recently evolved? What would lead investors to 
move away from MMFs to other financial products?  
 
Yes. There are benefits of MMFs. The point is not the number of benefits matters 
rather the intensity of the issue. In case of crisis the liquidity plays a dominant 
role in MMFs. Secondly the support from the sponsors. Even the role of non-
sponsor institutions also matters. These factors along with the expected NAV by 
the investors determine the benefits of the MMFs. Investors have multiple 
financial/ investment instruments across the markets. Diversification from the 
MMFs is mainly depends on returns (after tax) taking economic and political 
factors in to consideration. And most importantly it depends on the needed 
liquidity.  
 
Question 6:  
 
Do you agree with the proposed framework comparing money market funds and bank 
deposits? Are there other aspects to consider?  
 
The comparison of any financial / investment instrument to with similar 
instrument defiantly results in some similarities and non-similarities. But each 
instrument is different from the other in many aspects. The same with the MMFs. 
Three factors viz., liquidity, risk, and returns plays significant role in opting 
between bank deposits and MMFs.  
 
Question 7:  
 
Are there other similarities or differences between CNAV and VNAV funds which would be 
useful for the analysis? Is there evidence (based on representative samples) showing 
differences in the fluctuation of the funds’ NAV depending on their model? What is the extent 
of the use of amortized cost accounting by VNAV funds? Has this practice evolved over time?  
 
Most of the similarities and differences are explained. However, one of the major 
differences between CNAV and VNAV is NAV values. In case of VNAV, which 
mainly depends on market fluctuations, the investor indirectly accepted the 
market effects. However in case of CNAV the investor is assured his returns and 
the investor can plan his future investments, which is uncertain in case of VNAV. 
At the same time to avail gains the investor has wait for long time in case of 
CNAV. The accounting process- amortization is advisable in both the cases. Yes. 
NAV defiantly depends on the model chosen. There must be evidences in some 
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other countries, which we are unable to at present because at present our market 
is not experienced with MMFs. 
 
 
Question 8:  
 
What is the importance of ratings in the MMF industry? What is the impact of the monitoring 
function of credit rating agencies for MMFs? What are the potential systemic risks associated 
with ratings in the MMF industry?  
 
There is absolute necessary to make rating as mandatory. Now the question to be 
answered here is how many rating agencies rate the same Fund, which one 
accepted and why? There are no straight answers. One of the solutions is to 
mandatory implementation of CRA’s code   and makes them accountable for 
misgivings. The regulators’ role in this is very significant. CRA must market 
accepted methodology in rating the Funds. This will probably solve the issue to a 
larger extent. Apart from all CRA must try their best get confidence of the 
investors on their ratings. If CRA taken care of methodology, accuracy in data 
collection, and adopting impartial method of rating the associated systemic risks 
can be eliminated. 
 
Question 9:  
 
Are existing rules adequately addressing risks regarding the management of collateral from 
money market funds? What are the risk management processes currently in place with regard 
to repo and securities lending transactions? Do MMFs present unique issues with regard to 
their use of repo markets or would general policy recommendations that the FSB may issue 
regarding repo markets be applicable?  
 
Our market is not yet experienced with repo market as well as securities lending 
in MMFs. To our knowledge collateral management for MMFs is an issue before 
many markets. We agree that the FSB’s general policy recommendations will 
certainly address the issue. 
 
Question 10:  
 
Are the above-mentioned changes in the environment of MMFs relevant factors to take into 
consideration? What are some of the implications for regulatory options? Are there other 
aspects to consider?  
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The points mentioned in the report are definitely having significance in designing 
the policies issues for MMFs and very relevant too. Reforms in tri-party repo 
markets will be having tremendous implications on the MMFs. The role between 
banking and non-banking institution in floating the MMFs must be clearly defined 
and uniform policy for both may not be sufficient, certain issues which affect the 
non- banking institutions may be addressed exclusively.   
 
Question 11:  
 
Do you agree with the systemic risk analysis and the rationale for reform presented in this 
section? Are there other factors to consider?  
 
We agree the coverage of the factors related to systemic risk and the rational for 
reforms. However, the big question before this issue is that the role of regulators 
in clarifying applicable requirements to MMFs and CISs. There is uniformity in the 
types of the MMFs. Further, for the banking institutions floating MMFs the role of 
central bank also matters. There should be proper understanding between these 
two regulators and have to take all the factors before framing the regulations and 
while addressing the policy issues. 
 
Question 12:  
 
Do you agree with the benefits of imposing a mandatory move from CNAV to VNAV, which 
would amount to prohibiting the use of amortized cost valuation for any securities held by a 
MMF? Are the challenges identified in the US context valid in other jurisdictions currently 
authorizing CNAV funds? How could these challenges be overcome?  
 
Yes there are certain major benefits for moving from CNAV to VNAV including 
prohibiting the use of amortized cost valuation. The fundamental question to be 
addressed here is that is it possible to make this move as a mandatory across the 
globe? If it is done it is excellent. Once for all MMFs industry will be free from 
many risks and to build the investors’ confidence. In our opinion it is not 
necessarily the challenges faced by US market have valid in other jurisdictions on 
CNAV Funds. The challenges are country specific; hence it has to be addressed 
separately. However uniform policy is a guiding factor for MMFs. 
 
Question 13:  
 
What would be the main effects of establishing a NAV-buffer? What would be the most 
practical ways to implement such buffers? Should various forms of NAV-buffers be allowed or 
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should regulators favor a single option? What would be a realistic size of the NAV-buffer and 
what would be the impact in terms of costs for running MMFs? In the case of subordinated 
shares, could the option be seen as creating a securitization position, with associated 
requirements in terms of retention?  
 
Among the four alternative versions for creating the NAV buffer the sponsor –
funded NAV buffer looks most appropriate. On observation no version is risk free. 
There are multiple advantages as well as limitation for the each version of 
adopting NAV buffer. The selection of the suitable method mainly depends on the 
investors’ behavior, their appetite for the investment, risk bearing capacity and 
most importantly implication of direct taxes. Hence it is difficult pinpoint single 
method suitable for universal application. It is challenge before the regulator to 
select and make it mandatory only one version of NAV buffer. With reference to 
the subordinated shares, subject to portfolio risk, it can be seen as creating a 
securitization position. However due the limitations how far this option is satisfies 
the need. 
 
Question 14:  
 
Do you agree with the description of the challenges associated with the establishment of a 
private insurance? Are there ways to address them?  
 
Insurance coverage is one of best solutions for resolving the short term cash, risk, 
re4ducing capital loss for the investors etc. Private Insurance companies have to 
play big role in this. Obviously, this is a challenge before the authorities to 
implement effectively. We agree that the description has covered the challenges 
associated with the establishment of private insurance. 
 
Question 15:  
 
Do you agree with the description of the challenges and potential second-round effects of a 
conversion of MMFs into special purpose banks? Are there ways to circumvent those effects?  
 
The idea of creating one more layer in the financial infrastructure to 
accommodate MMFs providing a separate identity is welcome. Now the issue is it 
is necessary?  MMFs are one of the important investment vehicles for the 
investors. But how many countries are really giving importance for this 
instrument both in development as well as reforming regulatory structure. 
Around 90% of the industry is concentrated in two regions. These factors are to 
be considered before implementing the idea besides evaluating its pros and cons. 
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We have been experiencing the loopholes in the present banking system across 
the globe. . In fact banks are birth places for most of the financial crimes. Even 
today, there is need of addressing many types of risks faced by the banking 
industry. It is advisable to correct the existing system before adding one more 
layer to this even though it is not fully banking system. Regulators have to look 
into these issues before drawing conclusions.  
 
Question 16:  
 
What are the main advantages and drawbacks of two-tier system(s)? Would it be sufficient to 
address the risks identified? What could be the conditions applicable to CNAV funds? What 
could be the potential impact on investor demand? Should certain funds be exempted from 
certain risk limiting conditions due to their holdings?  
 
Option to investors between CNAV and VNAV instruments is welcome. However 
the risks associated with each product remain the same, but there is choice for 
arbitraging between risky and less risky instruments. To larger extent this method 
addresses the risks. The impact on investors demand is not significant because 
they have option to move from one asset to another. Exemptions may not serve 
the purpose. 
 
Question 17:  
 
Do you agree with the suggestion that reserving CNAV funds for only certain investors (i.e. retail 
or institutional investors) would face practical challenges and would not be sufficient to address 
the risks identified?  
 
In any market conditional investment may not be advised. Restricting investment 
by one segment of the investors for the financial instruments is not to be 
encouraged.  Secondly, it gives an opinion that as if this branch of investors is only 
responsible for the expected risk as if other segment is safe and risk free which is 
not true in reality. In our opinion reserving the investment only for certain 
investors eliminate the risks associated.  
 
Question 18:  
 
Regarding the different structural alternatives described in Section 1, what are the benefits and 
drawbacks of the different options described above? How could they be prioritized? What are 
the necessary conditions for their implementation?  
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With reference to different alternatives, it is preferred to have one of the best 
structures like having both banking and non-banking structure and allowing both 
CNAV and VNAV options to all types of investors. However, clear rules, policies 
should be in place. Further, it is the responsibility of the regulators to design the 
policy, as far as possible, risk free for all the segments of the investors. In addition 
strict vigilance is necessary. 
 
Question 19:  
 
What are the main benefits and drawbacks of imposing the use of marked-to-market 
accounting for all the instruments held by MMFs? What is the availability of market prices for 
securities commonly held by money market funds? Are there situations where this general 
principle could not be applied?  
 
For price transparency it is advisable to accept ‘mark to market’ method which is 
widely accepted and adopted. However the issue is availability of the prices. A 
suitable and acceptable methodology must be prepared and implemented by the 
Funds for the non-availability of prices. In case of CNAV this principle may not be 
suitable. Because the NAV is constant, this again depends on market fluctuations. 
A group of investors still prefer to have CNAV hence an option to implement this 
principle of mark to market may be given for this type of funds.  
 
Question 20:  
 
Should the use of amortized cost accounting be limited, and, if so, how? Are general restrictions 
on funds’ WAM or WAL preferable? Are there practical impediments (e.g. availability of prices) 
to imposing stricter requirements on the use of amortized cost accounting than current existing 
regimes? What would be the potential effects on MMFs’ investment allocation and short-term 
funding markets? What monitoring should be implemented? What conditions are advisable? In 
particular, please describe the rationale, feasibility and effects of limiting the residual maturity 
of instruments to [30-60-90-other] days. What materiality threshold could be proposed?  
 
Alternative method for Mark to market i.e., Fair Value approach for certain 
portfolios are welcome by following CIS principles. The restriction to use of 
amortized cost accounting justifies avoiding matrix pricing and higher cost 
involved. This helps to provide greater price privacy too. The option – one – i.e. 
limiting the type of instruments allowed to adopt amortized cost accounting by 
considering maturity, credit quality etc. is welcome. The general restrictions like 
WAM or WAL is preferable. However WAM is more appropriate over the other. 
There will be direct impact on short term funding markets. Strict vigilance must 
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be adopted specifically, when the MMFs are more concentrated by the non-
banking institutions. 
 
 
 
Question 21:  
 
What are the main benefits and drawbacks of imposing global liquidity restrictions? Should 
there be restrictions regarding (daily/weekly) liquid assets as well as regarding illiquid assets? 
Are global definitions of (daily, weekly) liquid and illiquid assets practical? Are there other 
conditions to consider (e.g. regarding the concentration of assets)?  
 
Maintaining certain percentage of funds in liquid assets and reducing the 
percentage of illiquid assets always provides a buffer and safety which in turn 
helps to meet the redemption pressure. This is main restricted Fund-wise. Only 
through experience one can learn the benefits and drawbacks of global liquidity 
restriction. It is even difficult to visualize the success of this method. When we 
look at the definitions for liquid and illiquid – there is no uniformly accepted 
definitions for these assets.  How far this is practicable is a big question. Basically 
one has to think the necessity of this and its benefits for the global investor 
community. 
 
Question 22:  
 
To what extent are managers able to “know their customers” and anticipate redemptions? Are 
there practical obstacles for managers to “know their customers” (e.g., in the case of platforms, 
omnibus accounts) and how could they be addressed? What are the main features of the funds’ 
investor base to take into consideration from a liquidity risk management point of view? Should 
conditions, e.g., regarding the concentration of the investor base be considered? Would this 
requirement allow fund managers to better understand and manage the risks to which the fund 
is exposed?  
 
Understanding and knowing, investors’ behavior more particularly retail 
investors, as far as perfectly is essential. This can be made it possible by 
conducting Investors Meet and by conducting occasional investor surveys. To 
reduce all types of risks to a larger extend some regulators are issuing mandatory 
rules to know the investor by the market intermediaries providing services to 
investors. This mainly helps to address the omnibus accounts. In our opinion, for 
better understanding and managing the risk it is better to concentrate on 
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understanding the changes in attitudes and behavior of the investors rather than 
on their concentration in a particular Fund.  
 
 
 
 
 
Question 23:  
 
Would such a liquidity fee generate a pre-emptive run? If so, when and are there ways that pre-
emptive run risk could be reduced? How would shareholders react to the liquidity fee? Would it 
cause shareholders to transfer their MMF investments to alternative investment products? If 
so, which types of shareholders are most likely to make such transfers and to which products 
and will such a shift in investment create new systemic risks or economic, competitive, or 
efficiency benefits or harm? Would MMF board directors be able to impose a liquidity 
restriction despite potential unpopularity with investors and competitive disadvantage imposed 
on the fund? At what level such a liquidity trigger should be set?  
 
There are no straight answers for this. Keeping the liquidity feature, the Fund has 
to maintain the balance between redemption restrictions and charging liquidity 
fee. In both the cases there are some plus points and setbacks. It is impossible to 
conclude which method is most appropriate. In case of higher the liquidity fee 
charged there is every possibility that investors look for alternative products and 
move. This is a general phenomenon, trend and behavior of the investors those 
who give importance for the liquidity. To address the issue i.e., liquidity restriction 
by the board of directors, however advantage it is,  have to conduct research and 
have through knowledge of  the behavioral attitude of the investors to decide on 
the implementing the liquidity restrictions.   
 
Question 24:  
 
How would shareholders react to a minimum balance requirement? Would it cause 
shareholders to transfer their MMF investments to alternative investment products? If so, 
which types of shareholders are most likely to make such transfers and to which products and 
will such a shift in investment create new systemic risks or economic, competitive, or efficiency 
benefits or harm?  
 
There are some advantages for both investor and the Fund by redemption 
restriction by putting minimum balance requirement. This provision along with 
other discussed above like charging liquidity fee etc. should be looked holistically. 
As such the question is similar to above there is no direct answer for this type of 
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questions. An extensive survey, including the questions related to economic, 
competitive, efficiency benefits etc. etc., probably gives better idea. At present 
we are lack of results of historical surveys. 
 
 
 
 
Question 25:  
 
What are the benefits of using bid price for valuing the funds? Are there other options (such as 
anti-dilution levy) which could be explored to reduce shareholders’ incentive to redeem?  
 
Valuation of fund by adopting Bid Price method has its own advantages and 
disadvantages too. However the success depends on the timing of the market of 
adoption and the behavior of the investors besides proper regulatory mechanism 
in place. It seems that the focus is on redemptions and how best to reduce it. 
Redemption mainly depends on liquidity and NAV besides other factors. The 
Bidding method should be used cautiously and it should not affect the investors’ 
interest. Anti-dilution option may not work as a permanent solution. 
 
Question 26: What are the benefits and drawbacks of allowing redemptions-in-kind? Are there 
practical impediments to implementing this option (e.g. some portfolio securities cannot easily 
be divided)?  
 
This is one of the best options we suggest. Investors should have options to 
choose this option. Secondly partial acceptance in kind may be allowed. This 
indirectly helps the investors to build up their portfolios in the specified securities. 
The role of regulator is to frame proper guidelines for the adoption of the method 
by the Fund.  The issues like ‘non-transferable securities in certain jurisdictions’ 
and ‘in-divisible and large blocks ‘can be addressed by the respective regulators. 
In electronic trading the issue loses its importance.  
 
Question 27:  
 
What are the benefits and drawbacks of requiring gates in some circumstances? Which 
situations should trigger gates to be imposed to redeeming investors? Would it be enough to 
permit gates in some jurisdictions? Would there be a risk of regulatory arbitrage?  
 
Application of ‘Gate’ method is a negative approach which is not advisable IN 
GENERAL. Besides the functional objective of mutual fund is to provide liquidity to 
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the investors as well as to the market disturbs. The basic objective disturbs if the 
gate made as a tool to reduce or restrict the redemption pressure even during the 
crisis. Fund management should plan of crisis management by adopting a method 
of insurance. If there is no proper risk management especially to meet the 
redemption pressures during the crisis the goodwill of the FUND and confidence 
on the MMFs goes down.  
 
Question 28:  
 
Do you agree with the suggestion that the establishment of a private liquidity facility faces 
challenges that make the option unworkable or do you see ways to circumvent these 
challenges?  
 
Yes. We agree and suggest implementing this option. This is one of the best risk 
management methods which can be adopted during the crisis. However as stated 
in the report precaution is absolute necessary before implementing. The right 
regulatory measures and mechanism must be in place. If it is rightly used this 
method is having more benefits as compared to drawbacks.  
 
Question 29:  
 
What are the main benefits and drawbacks of the provisions included in current regimes 
referring to external CRA ratings? Are there alternatives to credit ratings that reasonably can be 
substituted?  
 
The reports explained most the issues related to referring to ratings. By analysis 
this it is clear that ratings are useful to the larger extent but, at the same time is 
not the only tool for identification or rating of either instrument or performance 
of the Fund. Secondly, external rating should not be made mandatory because of 
the one important reason that CRAs are accountable. The risk still exists. Since 
this industry is having experience in the market, most of the regulators already 
taken sufficient and efficient risk measures by adopting prudent rules and 
regulations, code of corporate governance etc. Still lot to be done in the area of 
external referring to rating and Iosco’s did commendable in this. The proposed 
report on alternative standards and definitions of creditworthiness of the 
instruments by IOSCO on the recommendations of FSB may show remedy for this. 
 
Question 30:  
 







 
 


011 capital markets authority sultanate of oman.docx Page 13 
 


What are the benefits of MMF ratings? Should a greater differentiation between MMF ratings 
be encouraged? To what extent are investors restricted in their investments to ‘Triple-A’ rated 
funds? What alternatives could there be (e.g. from other third parties)? What initiatives could 
be proposed to educate investors about MMF ratings?  
 
There are multiple benefits of the rating. It gives the knowledge about the quality 
of the instrument which paves for investment decision. But the multiple ratings 
by the different CRAs lead to investors confusion and doubts about the financial 
instruments too. Secondly there is uniform methodology adopted by the CRAs, 
besides there are not accountable. The regulator job is most important in this 
aspect. Rating is a guiding factor for investment. Triple –A rating definitely have 
positive impact on investing in a particular instrument but the wise investor also 
look into other factors also. Restrictions in Triple –A rated instruments may not be 
a solution to reduce the risk. Investors must be aware of the methodology 
adopted by the various CRAs and the reasons for different ratings for the same 
instrument. The role of Financial Advisor is significant in this aspect.  
 
Question 31:  
 
In addition to the options explored in the four sections above, do you see other areas to 
consider which could contribute to reinforcing the robustness of MMFs?  
 
Almost all possible options and theirs pros and cons are explained in the study. 
However there is no straight and direct answer for the issue. These options are to 
be used based of the financial and regulatory infrastructure of the respective 
jurisdictions. Let us look in to the following. 
 


1. The CRAs are not accountable for their own ratings. 
2. Multiple ratings for the same instrument by different CRAs. 
3. No uniform accepted methodology for rating. 
4. There are circumstances that the same instrument is degraded by the same 


CRA with in very short time. 
5. In most of the jurisdictions CRAs are not regulated by the market 


regulators. 
6. Role of independent Rating Agencies and their responsibilities. 
7. Implementation of code of corporate governance and professional ethics 


for CRAs. 
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There should be clear clarity and accountability while addressing the above issues. 
Probably this may solve the issues discussed in the report. The role of market 
regulators, international bodies are very important to achieve this. 
 
 
 
 
Question 32:  
 
Do differences between jurisdictions require different policy approaches or would a global 
solution be preferable, notably to ensure a global level playing field? 
 
To our knowledge it is very difficult to fix up global solution for the CRA’s policy.  
A general guidance and the overall methodology to be adopted by the regulators 
might help the individual regulators to frame the regulations as required by them. 
Each jurisdiction is separate in itself with regard to investment culture, investors 
behavior in their investment decisions, financial institutions infrastructure, 
regulatory structure etc. hence, in our opinion,  it is better to have different policy 
approach for each jurisdictions.  
 
 


 
Capital Market Authority                                                                  Sultanate of Oman, June 2012 
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     May 24, 2012 
 
 
 
Mr. Mohamed Ben Salem 
General Secretariat 
International Organization of Securities Commissions (IOSCO) 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
Subject:  Money Market Fund Systemic Risk Analysis and Reform Options 
 
Dear Mr. Salem: 
   
 The U.S. Chamber of Commerce (“Chamber”) is the world’s largest business 
federation representing the interests of over three million companies of every size, 
sector and region in the United States.  The Chamber created the Center for Capital 
Markets Competitiveness (“CCMC”) to promote a modern and effective regulatory 
system for the capital markets to promote economic growth and job creation.  The 
CCMC appreciates the opportunity to comment on the Technical Committee of the 
International Organization of Securities Commissions’ (“IOSCO”) consultation 
report entitled Money Market Fund Systemic Risk Analysis and Reform Options (“the 
Report”) issued on 27 April 2012.   
 
 The CCMC appreciates the IOSCO’s role in analyzing possible risks that 
money market mutual funds may pose to systemic stability, and supports U.S. and 
international financial regulators’ goal of monitoring and mitigating threats to the 
global financial system.  In doing so, however, regulators must act carefully to ensure 
that any changes to money market mutual fund regulations do not fundamentally alter 
the character or utility of this important tool for corporate and municipal finance.  
These funds are the result of creation and financial innovation over 40 years ago to 
fulfill a need in the capital markets.  We implore you to not act without first 
conducting a thorough analysis to fully understand the operational and economic 
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impact of any changes on international and American businesses as well as the 
broader capital markets.   
 The CCMC is very concerned that several of the suggested options to “reform” 
money market mutual funds will be detrimental to American businesses’ cash 
management efficiencies and significantly impair businesses’ ability to secure 
affordable short-term financing.  Such results will have both direct and indirect 
implications for the global economy.  These possible changes to money funds will 
also come at the same time that American companies will be confronted by the effects 
of the Volcker Rule, Basel III capital requirements, and expanded derivatives 
regulation—all of which will impair companies’ ability to hedge risk and obtain capital 
necessary to grow and create jobs.   
 
 It is also important to note that any proposed changes will be made closely on 
the heels of sweeping money market mutual fund reforms that were implemented by 
the U.S. Securities and Exchange Commission (“SEC”) in 2010.  The 2010 reforms, 
which substantially bolstered liquidity and credit safeguards, have proven to withstand 
market turbulence since their implementation.  The efficacy of these reforms must be 
thoroughly studied and understood by both U.S. and international regulators before 
undertaking more sweeping changes like those discussed in the Report.  If IOSCO is 
compelled to make recommendations for money market fund reform, we believe that 
you should recommend the international community adopt standards to bring them in 
line with the SEC’s current Rule 2a-7—rather than any of the policy options discussed 
in the Report that could have far reaching implications. 
 
 Although a formal proposal to modify money market mutual fund regulation 
has yet to be released by U.S. or international regulators, public discussion of options 
under consideration by regulators has already incited businesses to take steps in 
finding alternative investments options.  This advance reaction underscores the 
importance of money market mutual funds to the corporate treasury function.  
Corporate treasurers cannot afford to wait until a final rule is in place, and it is likely 
that when the SEC issues a proposal, many U.S. companies will move cash out of 
money market mutual funds and into other, potentially less favorable or less well-
regulated instruments.  Instead of preventing any anticipated runs, financial regulators 
will spark a methodical walk out of these funds, leaving the industry in the dust.  
Thus, we cannot agree more with the Report’s assessment that a “…transition to a 
VNAV paradigm may itself be systemically risky, by potentially generating pre-
emptive runs by investors seeking to avoid potential losses or by the outflow of 
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institutional investor who transfer assets to less regulated or unregulated cash 
management vehicles that hold similar or substantially similar vehicles, but which are 
not subject to the protections of the Investment Company Act.”1 
 


Background 
 
 Money market mutual funds play a critical role in the U.S. economy because 
they work well to serve the investment, cash management, and short-term funding 
needs of businesses across America.  Corporate treasurers rely on money market 
mutual funds to efficiently and affordably manage cash.  Cash balances for companies 
fluctuate on a daily basis, and depending on the nature of the business, some 
companies’ cash levels can swing widely—from hundreds of dollars to hundreds of 
millions of dollars. 
 
 Corporate treasurers’ main priority is to ensure liquidity.  As such, money 
market mutual funds’ stable price per share and easy investment and redemption 
features make them the preferred investment choice.  Investments can be made and 
redeemed on a daily basis without fees or penalty.  Moreover, money market mutual 
funds offer corporate treasurers diversified and expertly-managed short-term 
investment of their cash.  Quite simply, it is more economical to pay the management 
fee for a money market mutual fund than to hire internal staff to manage the 
investment of cash.    
 
 It is important to note that corporate treasurers understand the risk of investing 
in money market mutual funds.  They and their staff are professional stewards of their 
companies’ monies and take their responsibility seriously.  Because U.S. money 
market mutual funds include significant disclosures in their prospectuses and other 
investor resources, corporate treasurers are able to easily ascertain what investments 
are in each money market mutual fund and the degree of risk associated with each of 
the funds.  
 
 As documented in the Report, money market mutual funds also represent a 
major source of funding to the corporate commercial paper market in the U.S., 
purchasing approximately one-third of all outstanding commercial paper.  In April 


                                           
1IOSCO Technical Committee Consultation Report on Money Market Fund Systemic Risk Analysis and Reform 
Options, dated 27 April 2012, page 14.  
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2012, U.S. money market mutual funds held $379.5 billion in commercial paper, 
according to iMoneyNet.  This source of financing is vital to companies across 
America as commercial paper is an easy, affordable way to quickly obtain affordable 
short-term financing.   
 
 In general, corporate treasurers receive a daily cash report indicating the 
anticipated cash inflow and cash outflows for that day.  If there is an anticipated cash 
shortfall, a company can issue commercial paper and have the funds available later 
that same day.  This “just in time” financing not only affords corporate treasurers the 
flexibility to borrow cash when needed, it also grants them the flexibility to borrow 
for the duration needed—and at much lower, more affordable rates.  For example, 
currently in the United States, a company rated A2/P2 can issue commercial paper at 
approximately 41 basis points2.  In contrast, drawing on a bank line of credit  with 
same day notice for a short duration will cost prime plus 100 basis points, which is 
approximately 425 basis point—a 10 times increase in costs. 
 


Comments on Policy Options 
 
Recent Reforms to SEC Rule 2a-7 
 
 Before discussing possible further changes in the regulation of money market 
mutual funds, it is important to emphasize that such changes will not occur in a 
vacuum.  A mere two years ago, the U.S. Securities and Exchange Commission made 
enhancements to money market mutual fund regulation through Rule 2a-7.  These 
changes did a number of things, but most importantly, increased the liquidity 
requirements of money market mutual funds.  Funds are now required to meet a daily 
liquidity requirement such that 10 percent of the assets turn into cash in one day and 
30 percent within one week.  This large liquidity buffer makes it unlikely that large 
redemption requests—even at the rate seen in the 2008 financial crisis—will force a 
fund to sell assets at a loss prior to their maturity.  During the recent jitters over the 
European sovereign debt crisis, substantial concerns arose over the exposure of U.S. 
money market mutual funds to European banks.  Additionally, the U.S. Government 
debt ceiling crisis coupled with the downgrade of the U.S. Government securities by 
Standard & Poor’s put pressure on money market funds that are predominantly 


                                           
2 Based on the 2012 annual average 15 day CP rate published by the Federal Reserve on May 22, 2012 at 
http://www.federalreserve.gov/releases/CP/rates.htm. 



http://www.federalreserve.gov/releases/CP/rates.htm
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invested in these securities.  Yet, investor confidence in money market funds and the 
enhanced liquidity requirements permitted funds to meet all redemption requests 
without a problem.  
 
 By increasing the daily and weekly liquidity requirements for money market 
mutual funds, the reforms have substantially reduced the likelihood that a wave of 
redemptions would cause distressed selling of assets.  The normal cash flows from 
maturing assets can cover redemptions even in extreme situations.  Even in a situation 
where there is a loss of confidence in prime funds, there would be no panic selling.  
The worst that can happen is that the prime funds shrink as investors move their 
assets at a “walk” into presumably safer U.S. government funds.  Some issuers of 
commercial paper may be shut out of the commercial paper market, but they would 
then utilize their backup lines of credit from banks.  Credit rating agencies effectively 
require such backup letters of credit, so the companies would still be able to get 
funding in such emergencies, even though the price would be higher than with 
commercial paper.  Since these issuers are of the highest quality, the banks would 
experience an increase in the credit quality and profitability of their loan portfolios at 
a time of economic stress, which should please both the banks and their regulators.  
 
Variable NAV 
 
 The stable price per share feature of money market mutual funds is the 
hallmark that makes these funds an attractive investment option for corporate 
investors in the U.S.  If financial regulators implement a floating or variable NAV, an 
exodus of investments by corporate investors is certain to occur.  Preservation of 
principal is equally important to a corporate treasurer who is responsible for ensuring 
that daily working capital needs are met, and therefore, a variable NAV would present 
significant challenges that will no longer make these funds a viable option.  
Additionally, some corporate investment guidelines preclude the investment of cash in 
anything other than a stable value product.   
  
 A variable NAV would also present significant tax and accounting issues for 
corporate investors.  From a tax perspective, a capital gain or loss would have to be 
recorded each time redemptions are made.  Many companies invest and redeem 
several times daily, so with a variable NAV, accounting becomes an excessively 
complex process.  Moreover, corporate treasury and accounting systems are not 
programmed to handle variable NAVs.  Given the complexity of such systems, they 
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would not be upgraded quickly or cheaply.  Early indications from discussions with 
third party vendors experienced in such upgrades suggest that a 6 to 18 month 
implementation and testing timeframe would be required.  Accordingly, upgrade costs 
would be significant.  Few corporations have the flexibility or desire to deal with this 
complexity, and instead would transition cash to other alternative investment options.    
  
Capital Buffers 
 
 Some of the proposed reform options call for various capital buffers or parent 
company guarantees.  As documented in the Report, parent companies of money 
market funds have stepped in many times over the years to purchase securities from 
their money market funds to prevent losses to those funds.  Often, however, these 
securities were only temporarily impaired due to liquidity concerns, and there was no 
permanent decrease in value.  The securities eventually paid off at par and on 
schedule.  Parent companies have a strong incentive to step in and stabilize their 
funds in order to protect their reputations:  fund investors can only lose money if the 
fund managers err and purchase risky securities that go bad.  
 
 One problem with requiring funds to hold capital buffers is that such buffers 
would cost far more than the expected value of any losses.  In order to make a fund 
truly bulletproof, the buffer would have to be able to withstand the default of the 
largest holding in the fund.  The opportunity cost of letting capital sit idle is likely to 
outweigh any management fees that the investment advisor can earn for its efforts.  
 
 By mandating some form of capital buffer, financial regulators are attempting 
to provide protection for investors against potential losses.  If the capital buffer is 
funded by the parent company, it will drive some fund companies out of the industry, 
leaving fewer choices for investors.  If the capital buffer is built up over time by 
allocating some of the yield to the buffer, it will take too long to build the necessary 
buffer to protect against losses or virtually eliminate any return on investments for 
investors.  Thus, increasing fees or reducing yields, particularly during a time of near 
zero interest rates, will inevitably drive investors out of the marketplace.  
 
Redemption Restrictions 
 
 The Report also outlines several options that would impact shareholders’ 
redemption rights, including liquidity fees and minimum balance requirements.  
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Implementation of either of these two options will generate a pre-emptive run among 
corporate investors.  As stated earlier, both liquidity and preservation of principal are 
two key elements of the corporate treasury function.  Imposing a liquidity fee is akin 
to implementing a variable NAV, and as such, would preclude a number of 
companies from investing in money market mutual funds.  Although the liquidity fee 
may not be imposed until the fund’s portfolio falls below a specified threshold or 
when there is a high volume of redemptions, corporate treasurers have an obligation 
to ensure that “a dollar in will be a dollar out” and therefore, will not risk investing 
cash in an investment product that may not return 100 cents on the dollar.  Given that 
there is limited transparency into when high volumes of redemptions may occur, 
instead of second guessing other investors’ redemption activities, companies will 
simply not invest. 
 
 The minimum balance requirement option not only presents operational 
challenges for corporate treasurers, it also substantially increases the company’s 
borrowing costs.  Like any prudent investor, corporate treasurers “don’t put all their 
eggs in one basket” but rather spread cash throughout a multitude of money market 
mutual funds.  Some larger companies may maintain investments in several dozen 
funds at any given time.  If a minimum balance is required for each fund, there will be 
pockets of “minimum balances” in each account, complicating cash forecasting and 
accounting.  Furthermore, restricted access to theoretically liquid investments may 
force companies to draw on their lines of credit to meet working capital needs, 
thereby needlessly increasing borrowing costs.  Hence, it would be illogical and 
imprudent for corporate treasurers to invest in funds with a minimum balance 
requirement. 
 
Marked-to-Market Valuations 
 
 Determining a true “market” price to calculate NAV presents many problems.  
Money market instruments are traded over the counter.  Many issues are intended to 
be held until maturity and not traded, so there may not be any actual trades for exactly 
the same instrument.  Pricing services may generate a model-based price based on 
other instruments, but then the number is just an estimate, not a real market price.  If 
dealer quotes are available, should the bid or the ask price be used?  Bid-ask bounce 
injects noise into market-based prices.  This noise is only a minor nuisance for most 
investment products, but it could cause serious problems for customers that require a 
stable asset value.  
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 Furthermore, many academics will argue that accurate prices are not always 
reflected during times of financial distress.  Market quotations do not always reflect 
true value.  The proposal to force money market mutual funds to use “market” prices 
rather than amortized cost is based on the mistaken belief that such prices are always 
more accurate than amortized cost.  The recent financial panic demonstrated that the 
over-the-counter market for many fixed income securities dried up during the panic.  
Money market mutual funds should be permitted to use amortized cost accounting 
for those unimpaired short-term securities that they can hold to maturity unless the 
value of those assets is clearly impaired.  Unless a credit event has occurred, the assets 
will turn into cash at par value within a few days, justifying the use of amortized cost.  
 


Conclusion 
 
 In summary, the money market mutual funds are an extremely important part 
of the global economy.  Businesses in particular rely on these funds for their 
investment, cash management and financing needs.  Recent reforms have 
strengthened the industry.  Proceeding with additional changes to money market 
mutual fund regulation so soon after earlier reforms that have proven to work may 
lead to significant disruption in the capital markets that will result in dire 
consequences for end users of these funds and the overall global economy.  Before 
IOSCO moves forward with proposing any of the options outlined in the Report, we 
urge you to thoroughly assess all the comments provided and conduct an economic 
impact analysis to ensure that any regulatory changes made will not exacerbate 
efficiency in the capital markets or concentrate risk in certain sectors of the financial 
system.   
 
     Sincerely, 


     
     David Hirschmann 
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Mr. Mohamed Ben Salem 
Senior Policy Adviser 
International Organization of Securities Commissions (IOSCO) 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
 
Brussels, 28 May 2012  
 
 
Re: IOSCO Consultation Report on Money Market Fund Systemic Risk Analysis and 
Reform Options 
 
 
Dear Mr. Ben Salem, 
 
CFA Institute is grateful for the opportunity to comment on IOSCO’s Consultation Report 
“Money Market Fund Systemic Risk Analysis and Reform Options”. 


CFA Institute is the global association of investment professionals that sets the standard for 
professional excellence and credentials. The organization is a champion for ethical behaviour 
in investment markets and a respected source of knowledge in the global financial 
community. The end goal: to create an environment where investors’ interests come first, 
markets function at their best, and economies grow. CFA Institute has more than 110,000 
members in 139 countries and territories, including 100,000 Chartered Financial Analyst® 
charterholders, and 136 member societies.  


CFA Institute has a longstanding position supporting measures that provide safeguards for 
investors and that ensure the integrity of capital markets. We therefore support measures that 
would strengthen the resilience of capital markets and of money market funds (MMFs). At 
the same time, we are not convinced that many of the reforms proposed by IOSCO are 
needed to achieve these goals. Furthermore, some of the issues discussed in this Report are 
not specific to MMFs (for example, collateral issues arising from repos and securities 
lending), and should be subject to general recommendations valid for all market players. 


Besides the options discussed in this Consultation Report, we consider that above all 
disclosures to investors (particularly retail investors) must be strengthened for all MMFs, and 
in particular for CNAV funds. It is true that a stable NAV and (in some jurisdictions) bank-
like services such as checking facilities linked to MMFs have provided a false sense of 
security to many investors, and such misconception must be addressed through very clear and 
prominent warnings in all communications to investors, stressing the possibility of loss of 
principal and interest. It also is imperative that distributors should ensure that investors 







 


(especially retail investors) understand both advantages and disadvantages of MMFs vis-a-vis 
bank accounts.  


Question 1: Do you agree with the proposed definition of money market funds? Does this 
definition delimit an appropriate scope of funds to be potentially subject to the regulatory 
reform that the FSB could require to put in place, with an objective to avoid circumvention 
and regulatory arbitrage? 


According to IOSCO, MMFs can be defined as an investment fund that has the objective to 
provide investors with preservation of capital and daily liquidity, and that seeks to achieve 
that objective by investing in a diversified portfolio of high-quality, low duration fixed-
income instruments. We agree with the general definition. 


Question 2: Do you agree with the description of money market funds’ susceptibility to 
runs? What do you see as the main reasons for this susceptibility? 


In its discussion, IOSCO describes episodes related to “enhanced” MMFs with variable 
NAVs that came under stress in Europe in 2007. It also noted the run on US MMFs (CNAV 
funds) in 2008 as a result of the Lehman bankruptcy. Reforms in Europe on the definition of 
MMFs and in the US imposing further restrictions on holdings have already addressed some 
of the issues that emerged during the crisis. 


As MMFs are structured to provide daily liquidity, they are subject to quick decisions 
regarding liquidation in times of crisis, but runs are not unique to MMFs. All entities that 
provide daily liquidity, including commercial banks and regardless of the assets they invest 
in, can and have experienced high levels of redemptions during periods of market stress, as 
the financial crisis proved. MMF reforms may therefore reduce the susceptibility to runs, but 
it is unlikely they will entirely eliminate it. 


Question 3: Do you agree with the description of the role of money market funds in short-
term money markets? To what extent this role may create risks for short-term funding 
markets and their participants? Are there changes to be taken into account since the 2007-
2008 experience? What are the interdependencies between banks and MMFs and the risks 
that are associated? 


CFA Institute agrees with IOSCO’s description of the role of money market funds in the 
short-term money markets. In particular, we agree with IOSCO’s description that MMFs are 
key providers of short-term liquidity to financial institutions, corporates, and governments. 
We also concur with the fact that, when confronted with heavy redemptions, these funds 
have, on occasion, helped spread contagion throughout financial markets, and negatively 
affected certain financial institutions that heavily depended on short-term funding from 
MMFs.   


Nevertheless, we believe the description fails to consider several factors about MMFs. For 
one thing, MMFs have been important short-term funding sources for commercial banks, as 







 


well as governments and corporate enterprises. When MMFs chose to reduce their 
investments in EU-based banks in summer 2010, it was done to prevent a repeat of the 
liquidity problems that developed in 2008 due to concerns about toxic mortgage-backed 
holdings. To prevent any systemic effects to the banks, however, is incumbent upon the 
banks and banking regulators to reduce their reliance upon such short-term debts.  


Moreover, these instruments have given investors the ability to diversify their short-term 
investments beyond traditional bank deposits. As an added benefit, these instruments helped 
increase short-term investor returns at times when rates available from banks were 
significantly lower.  


MMFs are already highly regulated institutions, but they remain an investment and the aim of 
any reforms should not be their transformation into risk-free instruments but to increase the 
likelihood that funds operate within the promoted risk parameters that investors expect.  
 


Question 4: What is the importance of sponsor support for MMFs? What is the respective 
percentage of bank versus non-bank sponsors in the MMF industry? Are there differences 
among MMFs depending on their sponsors? What are the potential systemic risks of 
support or protection against losses provided by sponsors? 


CFA Institute considers that potential sponsor support is directly related to the financial 
strength and capabilities of the sponsor. Nevertheless, without an explicit guarantee from the 
plan sponsor, we are concerned that implied guarantees may convey a false sense of security 
to some investors, particularly to investors in CNAV MMFs who are more likely than 
investors in VNAVs to receive statements of sponsor support. We strongly believe that 
disclosure to investors should be strengthened and prominently presented in all public 
documents and marketing materials. Similar disclosure about guarantees provided in the Key 
Investor Information Document (KIID) in Europe is an example of this type of important 
disclosure. In those cases where a formal guarantee is made, fund sponsors should have to 
meet specified capital requirements to support such claims.  


Question 5: Do you agree with the description of MMF benefits? Are there other benefits 
of MMFs for investors than those outlined in this presentation? What are the alternatives 
to MMFs for investors? How has investor demand for MMFs recently evolved? What 
would lead investors to move away from MMFs to other financial products? 


We fully agree with IOSCO’s description that MMFs provide a diversified and safe 
alternative to bank deposits and provide an important cash management tool (particularly for 
large institutional investors).  


As has been shown in recent years, investors have alternatives to MMFs for their short-term 
investments. Primary among those alternatives are bank deposits, though corporate issuers 
have begun to market their short-term paper directly to investors in the form of unsecured 
corporate notes (see, for example, http://www.geinterestplus.com/en/discover.html). It is 
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conceivable that in the future nonbank entities such as hedge funds could market short-term 
investment vehicles that are similar in nature to MMFs as a service to their clientele. 


With regard to recent evolution of MMFs, it is clear that MMFs have lost significant market 
share. In part this has come due to a loss of faith in such funds after it became clearer to 
investors during the 2008 financial crisis that their MMF investments were not supported by 
government insurance. We believe that more significant to the loss of market share in recent 
years is the low interest rate environment that has persisted since the crisis, thus holding 
yields to nearly zero percent in many cases.  


IOSCO should consider that institutional investors are often subject to restrictions on the 
types of investments they can use for their liquidity needs, and certain reforms would force 
institutional investors to exit MMFs. A sizeable reduction in MMF offerings, therefore, could 
cause greater concentration of liquidity in bank deposits or in unregulated or less-regulated 
substitute products. 


Question 6: Do you agree with the proposed framework comparing money market funds 
and bank deposits? Are there other aspects to consider? 


CFA Institute does not agree with the proposed framework because MMFs are investment 
vehicles, not deposits. While many MMFs invest in bank deposits, such investments are only 
a subset of a more diversified portfolio of short-term investments that includes corporate and 
bank commercial paper, short-term sovereign debt instruments and repurchase agreements, 
among other things. As a consequence of this difference from bank deposits, we believe that 
investors must be made fully aware that their investments in MMFs are not guaranteed.  


On the liability side, MMFs in some jurisdictions offer immediate liquidity through various 
debit instruments, such as credit cards, checks and wire transfers in a manner similar to bank 
demand deposits. Nevertheless, these redemption mechanisms do not change the fundamental 
differences between bank deposits, which are often insured by bank and government 
premiums, and MMFs which benefit solely from the support that a fund sponsor may provide.  


Consequently, we do not agree with the proposed framework.  


Question 7: Are there other similarities or differences between CNAV and VNAV funds 
which would be useful for the analysis? Is there evidence (based on representative 
samples) showing differences in the fluctuation of the funds’ NAV depending on their 
model? What is the extent of the use of amortized cost accounting by VNAV funds? Has 
this practice evolved over time? 


CFA Institute has been and remains an adamant and ardent supporter of fair-value 
accounting. We believe financial reports that adhere to such an accounting standard provide a 
much more realistic picture of the true value of an enterprise or investment fund than other 
standards of financial reporting.  







 


Nevertheless, we recognize that forcing the industry to end the use of CNAV would likely 
cause significant disruption to investors, primarily because MMFs form a major component 
of many savers’ and investors’ investment accounts. We also recognize that the types of 
instruments that comprise MMFs do not benefit from active, transparent and liquid trading 
markets from which to derive market valuations. Some of these investments are made 
overnight. Most others mature in less than one year, and in many cases in six months or less. 
As a consequence, assigning a fair value is difficult in most cases.  


Ultimately, the returns to investors from these instruments rarely amount to one cent from par 
value. Moreover, as a consequence of the short durations of these instruments, investors or 
funds do not have long to wait to redeem their investments at par.   


Question 8: What is the importance of ratings in the MMF industry? What is the impact of 
the monitoring function of credit rating agencies for MMFs? What are the potential 
systemic risks associated with ratings in the MMF industry? 


We encourage IOSCO to distinguish more clearly between the issues arising from the 
references to ratings for investments by MMFs in existing legislation, and the common 
practice of having MMFs rated. The former requires legislative action, while the latter is 
increasing due to industry practice which is common not only among MMFs, and could 
provide a benefit to investors. 


As is the case with all fixed-income investment vehicles, we believe that credit ratings 
provide a useful guide for investors and investment managers. Nevertheless, we believe that 
such ratings should not provide the entire basis for final investment decisions, but are one 
factor among many. Investor due diligence should be the ultimate factor in investment 
decisions.  


At the same time, CFA Institute continues to support the elimination of all references to 
requirements to refer to credit ratings that appear in statutes, codes and regulations. As 
highlighted by the financial crisis, overreliance on rating agencies by official agencies can 
provide investors with a false sense of comfort, while at the same time insulating rating 
agencies from any accountability for poor-quality ratings. We believe that removal of official 
references to credit ratings is a way to make rating agencies accountable for their 
recommendations and, therefore, to improve the quality of credit ratings for all investors.  


References to ratings embedded in regulation are under review in jurisdictions such as the US 
(through Dodd–Frank) and the EU (latest Commission proposals on Credit Rating Agencies 
including modifications to the UCITS Directive and AIFMD). These are welcome steps, but 
CESR’s “Guidelines on a Common definition of European money market funds” (CESR/10-
049) still have mandatory references to ratings, and in some cases institutional investors in 
MMFs are bound by regulation imposing rating restrictions on their investments. The only 
way to truly eliminate overreliance on ratings and “cliff effects” is to eliminate all mandatory 







 


references to ratings in all regulation, as fund managers are bound by mandates and fund 
rules, which are based on client requirements and preferences. 


Question 9: Are existing rules adequately addressing risks regarding the management of 
collateral from money market funds? What are the risk management processes currently in 
place with regard to repo and securities lending transactions? Do MMFs present unique 
issues with regard to their use of repo markets or would general policy recommendations 
that the FSB may issue regarding repo markets be applicable? 


Collateral issues related to repos and securities lending are common to various parts of the 
capital markets. We would welcome policy recommendations in this regard, but not specific 
to MMFs. Such recommendations should be subject to a separate, specific public 
consultation. 


Question 10: Are the above-mentioned changes in the environment of MMFs relevant 
factors to take into consideration? What are some of the implications for regulatory 
options? Are there other aspects to consider? 


We believe that IOSCO should take the changes mentioned above, (particularly the reforms 
in Europe and the US) into consideration. The goal of reforms in the United States, for 
example, was to cap the duration of MMF investments to better ensure liquidity for fund 
investors. So far, those reforms have proven effective in preventing liquidity or other 
problems when U.S. Treasury obligations were downgraded in August 2011.  


Likewise, reforms in Europe reduced the Weighted Average Life and Weighted Average 
Maturity of MMFs, and raised the requirements for eligible money market instruments. As a 
result, MMF credit and credit spread risk, as well as sensitivity to interest rates, have been 
reduced, while the quality of investable assets has improved.  


Question 11: Do you agree with the systemic risk analysis and the rationale for reform 
presented in this section? Are there other factors to consider? 


We agree with IOSCO that: 


• several areas of risk remain;  
• policy options will have to be carefully weighed; 
• the characteristics of CNAV funds may make them more vulnerable to systemic risk, but 


VNAV funds are not exempt either (particularly when they use amortized cost 
accounting). Some recommendations would be appropriate to both types of funds;  


• various options are possible, but the most important choice is between clarifying existing 
MMF regulation or extending it; 


• policy options could be used in isolation or combined. 
 







 


Question 12: Do you agree with the benefits of imposing a mandatory move from CNAV to 
VNAV, which would amount to prohibiting the use of amortized cost valuation for any 
securities held by a MMF? Are the challenges identified in the US context valid in other 
jurisdictions currently authorizing CNAV funds? How could these challenges be 
overcome? 


CFA Institute disagrees with the proposed mandatory move from CNAV to VNAV, and 
believes that the challenges identified in the US context are also valid elsewhere. In our 
opinion both types of MMFs (CNAV and VNAV) should be allowed to coexist, with 
appropriate disclosure to investors and measures to mitigate the susceptibility to runs (the 
latter focussing in particular – but not exclusively – on CNAV funds). As noted above, we 
also believe that CNAV fund sponsors who provide redemption guarantees should have to 
meet capital requirements to ensure that have sufficient resources available to meet their 
redemption obligations in difficult market structures.  


Question 13: What would be the main effects of establishing an NAV-buffer? What would 
be the most practical ways to implement such buffers? Should various forms of NAV-
buffers be allowed or should regulators favor a single option? What would be a realistic 
size of the NAV-buffer and what would be the impact in terms of costs for running MMFs? 
In the case of subordinated shares, could the option be seen as creating a securitization 
position, with associated requirements in terms of retention? 


IOSCO proposes four different options to create NAV buffers (fund-level capital reserves): 
market-funded NAV buffers (using subordinated shares); shareholder-funded NAV buffers 
(two versions), and sponsor-funded NAV buffers. We consider that all NAV buffers would 
be very difficult to implement and manage on an on-going basis (for the reasons stated), and 
would not be fair to shareholders who contribute to the buffer but do not benefit from it. Such 
buffers would also easily render MMFs uneconomical (especially in view of today’s low 
yields), both for investors and for fund sponsors, and are likely to discourage institutional 
investors from investing in MMFs. 


We do not support the idea of subordinated shares as proposed in some jurisdictions. We 
accept the idea that delaying the ability of investors to obtain their funds in stressed markets 
may be necessary to ensure the survivability of specific funds. Nevertheless, we reject the 
view that the interests of investors seeking to redeem their shares should be subordinate to the 
interests of remaining investors. As is the case at all other times, we believe investors should 
share the gains and losses on a pro-rata basis. 


Question 14: Do you agree with the description of the challenges associated with the 
establishment of a private insurance? Are there ways to address them? 


CFA Institute supports the creation of a voluntary insurance fund, but not a mandatory one. 
We believe such a fund should step in to support a fund only as a means of resolving failed 







 


funds, not to shore up troubled funds or to provide liquidity. Whether individual MMFs 
participate in such an insurance fund or not should be prominently disclosed to investors. 


Contribution to the insurance fund would be made by the MMF (that is, by investors), and 
premiums should be set on the basis of risk rather than solely on the basis of assets under 
management. Such an insurance fund should combine a workable risk-based premium 
structure with both security and acceptable returns.  


CFA Institute does not support a taxpayer-supported insurance fund for MMFs, as it would 
perpetuate moral-hazard issues and would contradict our belief that MMFs should be treated 
like other investments – and subject to the risk of losses. 


Question 15: Do you agree with the description of the challenges and potential second-
round effects of a conversion of MMFs into special purpose banks? Are there ways to 
circumvent those effects? 


We strongly oppose this proposal and believe that MMFs would serve investor interests 
better if they were to remain collective investment schemes. It appears that the legal structure 
of SPBs would provide much less protection for investors. Moreover, the banking sector has 
seen many failures over the years. 


Question 16: What are the main advantages and drawbacks of two-tier system(s)? Would it 
be sufficient to address the risks identified? What could be the conditions applicable to 
CNAV funds? What could be the potential impact on investor demand? Should certain 
funds be exempted from certain risk limiting conditions due to their holdings? 


We believe that a two-tier system – one that accommodates both CNAV and VNAV funds –
is appropriate, as it would allow investor choice between CNAV and VNAV. Furthermore, 
we believe it would be more stable (with appropriate additional measures) and (in some 
jurisdictions) it would avoid a forced transition to one type of fund that would likely include a 
number of unknown risks. 


Question 17: Do you agree with the suggestion that reserving CNAV funds for only certain 
investors (i.e. retail or institutional investors) would face practical challenges and would 
not be sufficient to address the risks identified? 


No, we disagree. CNAV funds in the US, for example, are used by both institutional and 
retail investors. In Europe, they are used primarily by institutional investors. Preferences are 
country-specific (sometimes linked to regulation of institutional investors) and forced 
changes could destroy confidence in MMFs in a specific jurisdiction, or run into legal 
obstacles. In any case, this option would not address the risk of runs. 







 


Question 18: Regarding the different structural alternatives described in Section 1, what 
are the benefits and drawbacks of the different options described above? How could they be 
prioritized? What are the necessary conditions for their implementation? 


See our answers above. We have no further comments. 


Question 19: What are the main benefits and drawbacks of imposing the use of marked-to-
market accounting for all the instruments held by MMFs? What is the availability of 
market prices for securities commonly held by money market funds? Are there situations 
where this general principle could not be applied? 


Question 20: Should the use of amortized cost accounting be limited, and, if so, how? Are 
general restrictions on funds’ WAM or WAL preferable? Are there practical impediments 
(e.g. availability of prices) to imposing stricter requirements on the use of amortized cost 
accounting than current existing regimes? What would be the potential effects on MMFs’ 
investment allocation and short-term funding markets? What monitoring should be 
implemented? What conditions are advisable? In particular, please describe the rationale, 
feasibility and effects of limiting the residual maturity of instruments to [30-60-90-other] 
days. What materiality threshold could be proposed? 


As noted in our response to Question 7, CFA Institute strongly supports fair-value accounting 
for financial instruments. However, in view of the widespread use of amortized cost 
accounting, the short-term maturity of the instruments MMFs invest in, the difficulties in 
valuing most MMF investment instruments on a marked-to-market basis, and because of the 
magnitude of the disruption that a move to VNAV would entail for investors in the MMF 
industry in some jurisdictions (for example the US), we consider that imposing marked-to-
market accounting for all instruments held by MMFs would be disruptive and difficult, and 
that other alternatives are preferable. 


However, MMF managers must ensure that the amortization method does not lead to material 
discrepancies between the fair value of the MMF instrument and the value calculated 
according to the amortization method. As proposed in Option 2, the establishment of limits in 
terms of maximum deviation between amortized cost value and “shadow NAV” (together 
with escalation procedures in case such limits are reached) would be helpful.  


Calculation of such deviations and reporting of “shadow NAVs” on a regular, if not daily, 
basis would help regulatory enforcement. Reporting of “shadow NAVs” to the public could 
also help investors (especially if disclosure is made on a timely basis). However, we are 
concerned that such reporting of shadow NAVs would be controversial as it might incite runs 
on the funds.  







 


Measures aimed at reducing funds’ average maturity should also be considered. Nevertheless, 
regulators should carefully consider the related risks (as described by IOSCO) and necessary 
thresholds of such actions. 


Question 21: What are the main benefits and drawbacks of imposing global liquidity 
restrictions? Should there be restrictions regarding (daily/weekly) liquid assets as well as 
regarding illiquid assets? Are global definitions of (daily, weekly) liquid and illiquid assets 
practical? Are there other conditions to consider (e.g. regarding the concentration of 
assets)? 


CFA Institute agrees that portfolio liquidity restrictions can be effective in ensuring that 
sufficient liquidity is available to meet redemptions, and should therefore be considered by 
IOSCO. We also share the concern raised by IOSCO that limitations that are too restrictive 
could introduce bias into asset allocation, thus leading to a regulatory-induced bull market in 
certain instruments that may or may not be appropriate. Thus, we are concerned that a single 
global standard in this regard could have negative consequences.  


Question 22: To what extent are managers able to “know their customers” and anticipate 
redemptions? Are there practical obstacles for managers to “know their customers” (e.g., 
in the case of platforms, omnibus accounts) and how could they be addressed? What are 
the main features of the funds’ investor base to take into consideration from a liquidity risk 
management point of view? Should conditions, e.g., regarding the concentration of the 
investor base be considered? Would this requirement allow fund managers to better 
understand and manage the risks to which the fund is exposed? 


Whether fund managers are able to “know their customers” depends on the distribution 
channels and on the custody structures specific to each jurisdiction. The level of knowledge 
therefore varies widely. In Europe, for example, there is a low level of knowledge about the 
circumstances of the ultimate investors in these instruments because almost all retail sales are 
intermediated, with fund units held in omnibus accounts.  


Funds might have better visibility with institutional clients, but some of their flows might 
also be intermediated or retail-related (for example for unit-linked insurance products or 
funds-of-funds). Requirements on fund managers should be realistic and reflect the structure 
of distribution markets.  


Question 23: Would such a liquidity fee generate a pre-emptive run? If so, when and are 
there ways that pre-emptive run risk could be reduced? How would shareholders react to 
the liquidity fee? Would it cause shareholders to transfer their MMF investments to 
alternative investment products? If so, which types of shareholders are most likely to make 
such transfers and to which products and will such a shift in investment create new 
systemic risks or economic, competitive, or efficiency benefits or harm? Would MMF 
board directors be able to impose a liquidity restriction despite potential unpopularity with 







 


investors and competitive disadvantage imposed on the fund? At what level such a liquidity 
trigger should be set? 


Firstly, IOSCO should clarify whether the suggested liquidity fees on redeeming shareholders 
should apply on a permanent basis or just in special cases (in case of run on a fund or in case 
of market stress). CFA Institute considers that any option should not apply on a permanent 
basis, and fees should be only one of the mechanisms put in place to manage redemption 
flows.  


A distinction could also be made between proposals for CNAV and proposals for VNAV 
funds in this case. For CNAV funds CFA Institute supports the use of liquidity fees in 
distressed markets (not as a solution to fund-specific liquidity problems), whereas for VNAV 
funds either liquidity fees or bid price could be used. Valuation at bid price would discourage 
redemptions and/or ensure that redeeming investors bear the costs caused by their 
redemption.  


Question 24: How would shareholders react to a minimum balance requirement? Would it 
cause shareholders to transfer their MMF investments to alternative investment products? 
If so, which types of shareholders are most likely to make such transfers and to which 
products and will such a shift in investment create new systemic risks or economic, 
competitive, or efficiency benefits or harm? 


We do not agree with IOSCO’s proposal to impose a minimum balance requirement, and 
believe it would cause shareowners to transfer their investments. This would be particularly 
true for institutional investors who would be knowledgeable about this feature. Retail 
investors may be unaware, but are unlikely to understand the measure in case it is put to use. 
The implementation of this option would also be complex and costly from an accounting 
point of view, a cost which would be borne by all investors in the fund instead of just 
redeeming investors. 


Question 25: What are the benefits of using bid price for valuing the funds? Are there 
other options (such as anti-dilution levy) which could be explored to reduce shareholders’ 
incentive to redeem? 


Please see our reply to Question 23.  


Question 26: What are the benefits and drawbacks of allowing redemptions-in-kind? Are 
there practical impediments to implementing this option (e.g. some portfolio securities 
cannot easily be divided)? 


Redemptions-in-kind are not a solution for retail investors, but should be possible for 
redemptions by institutional investors in stressed market circumstances. However, this 
possibility could also discourage institutional investors from investing in MMFs, and its 
implementation is also likely to be complex. 







 


 


Question 27: What are the benefits and drawbacks of requiring gates in some 
circumstances? Which situations should trigger gates to be imposed to redeeming 
investors? Would it be enough to permit gates in some jurisdictions? Would there be a risk 
of regulatory arbitrage? 


CFA Institute does not consider gates to be a useful solution. We would recommend instead 
the possible extension of the advance notice period required from investors to redeem shares 
under specific circumstances, that is, when a Liquidity Event takes place. Such a Liquidity 
Event and related triggers would have to be clearly defined, and MMFs should report to 
regulators when they intend to invoke the right to make use of special liquidity control 
measures following such an Event. 


Question 28: Do you agree with the suggestion that the establishment of a private liquidity 
facility faces challenges that make the option unworkable or do you see ways to circumvent 
these challenges? 


We agree with IOSCO’s analysis and do not favour such an option. We also believe that such 
a facility would carry moral hazard problems. 


Question 29: What are the main benefits and drawbacks of the provisions included in 
current regimes referring to external CRA ratings? Are there alternatives to credit ratings 
that reasonably can be substituted? 


Please see our reply to Question 8. The fund manager’s assessment of the asset should clearly 
prevail, and credit ratings should be only one of the elements contributing to the investment 
decision. 


Question 30: What are the benefits of MMF ratings? Should a greater differentiation 
between MMF ratings be encouraged? To what extent are investors restricted in their 
investments to ‘Triple-A’ rated funds? What alternatives could there be (e.g. from other 
third parties)? What initiatives could be proposed to educate investors about MMF ratings? 


A greater differentiation between MMF ratings may be desirable, but we would not support 
official efforts to encourage or influence how firms rate MMFs or other instruments. Where 
official policy is relevant and can be effective, on the other hand, is by avoiding an 
overreliance on fund ratings in the same way that overreliance of ratings on individual assets 
should be avoided. 


Question 31: In addition to the options explored in the four sections above, do you see 
other areas to consider which could contribute to reinforcing the robustness of MMFs?  







 


Yes, as we stated in our general comments, clear and visible disclosure regarding the risks of 
investing in MMFs is essential for investor protection and could reduce the magnitude of 
runs. All mechanisms available to MMFs as protection against runs and to manage liquidity 
should be clearly listed and explained in the prospectus/fund rules, as well as in other 
information material for retail investors. Furthermore, we would recommend the timely 
disclosure to investors of breaches of regulatory thresholds of deviation in valuation (see our 
answer to Question 20).  
 
Question 32: Do differences between jurisdictions require different policy approaches or 
would a global solution be preferable, notably to ensure a global level playing field? 


Although a global solution might be preferable, it will be difficult to achieve due to the 
marked differences among jurisdictions in legislation, investor types, and investor 
preferences. Furthermore, fund regulation is very detailed around the world. There is no 
passport for MMFs distribution worldwide, so the details should be left to national (or 
regional) regulation. IOSCO should elaborate general, high-level principles enhancing the 
stability of MMFs while providing for a fair treatment of investors. 


 
Please do not hesitate to contact us should you wish to discuss any of the points raised: 
 
- Claire Fargeot at +44.207.330.9563 or claire.fargeot@cfainstitute.org   
- Graziella Marras at +32.2.401.6828 or graziella.marras@cfainstitute.org  
 
Kind regards, 
 


      
 
Claire Fargeot       Graziella Marras  
Head        Director  
Standards and Financial Markets Integrity, EMEA  Capital Markets Policy  
CFA Institute, London Office     CFA Institute, Brussels Office  
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May 28, 2012 
 
Mr. Mohamed Ben Salem 
International Organization of Securities Commissions 
Calle Oquendo 12 
28006 Madrid, Spain 
 
RE: Public Comment on Money Market Fund Systemic Risk Analysis and Reform Options 
 
Dear Mr. Ben Salem: 
 
Charles Schwab Investment Management, Inc. (“Schwab”)1 appreciates the opportunity to offer 
comments for the consideration of the International Organization of Securities Commissions 
(“IOSCO”) on its Consultation Report of April 27, 2012, “Money Market Fund Systemic Risk 
Analysis and Reform Options.”   
 
Schwab is one of the largest managers of money market fund assets in the United States, with 3.2 
million money market fund accounts and approximately $150 billion in assets under 
management as of April 30, 2012.    About 85% of those assets are in sweep funds, with the 
remainder in purchased funds.  Sweep accounts automatically invest idle cash balances while 
providing investors with convenience, liquidity and yield.  Schwab’s expertise and experience 
are in retail money market funds, helping individual investors manage their cash.  It is from that 
perspective that we offer these comments. 
 
Overview 
 
Schwab appreciates the work that went into the preparation of the Consultation Report, 
particularly in the discussion of the different regulatory schemes governing money market funds 
(and their equivalents) in different jurisdictions across the globe and in its Appendix B, which 
analyzes what happened during the 2008 financial crisis and the steps various jurisdictions have 
taken in response.  The Report is also comprehensive in its exploration of more than 20 possible 
reforms, and is, for the most part, balanced in its assessment of the pros and cons of those 
options.   
 
Nevertheless, Schwab finds numerous aspects of the Report troubling.  Perhaps most troubling 
are three of its basic premises: 1) that money market funds are dangerously susceptible to runs; 
2) that they are somehow more systemically risky than the global banking system; and 3) that 
                                                           
1 Founded in 1989, Charles Schwab Investment Management, Inc., a subsidiary of The Charles Schwab Corporation, 
is one of the United States’ largest asset management companies, with approximately $200 billion in assets under 
management as of April 30, 2012.  It is among the United States’ largest money market fund managers and is the 
third-largest provider of retail index funds.  In addition to managing Schwab proprietary funds, CSIM provides 
oversight for the institutional-style, sub-advised Laudus Fund family.  CSIM currently manages 72 mutual funds, 25 
of which are actively-managed funds, in addition to four separate account model portfolios, and 15 exchange-traded 
fund offerings. 
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there is a presumption that more regulation is needed, despite the lack of empirical evidence.  We 
believe strongly that money market funds are one of, if not the, safest investment options in the 
market today, with an incomparable track record of safety, security, convenience and investor 
satisfaction.  As an investment product, they carry some risk, but the risks are clearly and simply 
disclosed, of short duration and managed through high-quality investments.  If the regulatory 
goal is to eliminate all risk from the product, then the bar is set impossibly high.  Rather, the 
focus should be on ensuring that money market funds retain sufficient liquidity to handle surges 
in redemption requests and maintain rigorous scrutiny over the quality of their investment 
portfolio.  As we discuss, we believe that reforms put in place by US regulators in 2010 have 
accomplished that – and the volatile markets of the summer of 2011 served as a test for those 
new requirements, a test that US money market funds passed with flying colors.   
 
Finally, we discuss in this comment letter our concerns that there are limited alternatives to 
money market funds, particularly for individual investors, and that the result of many of the 
reform ideas posed in the Consultation Report will be a rapid flight from money market funds 
either to banks or to unregulated or less regulated alternative products.  Either way, the potential 
systemic risks of those outcomes are several orders of magnitude greater than any minimal risk 
currently posed to the global financial system by money market funds.   
 
Background on US Money Market Funds 
 
In the United States, money market funds are extremely transparent investments that have been 
regulated by the Securities and Exchange Commission (SEC) since the 1970s.  There are about 
650 money market funds in operation today, holding almost $2.6 trillion in assets.  About 33 
million American households are invested in a money market fund.2  The hallmark of a money 
market fund is its stable $1 per share price.  Individual investors rely on these funds as a 
critically important cash management tool that provides convenience, stability and a solid return.  
Investors have a dependable place to put their cash, but have the convenience of having access to 
those assets intra-day to use for purchasing securities, paying bills, or any other purpose.  While 
the return in today’s historically low interest rate environment is minimal, money market funds 
have traditionally paid a substantially higher return than bank products.  In fact, the Investment 
Company Institute has estimated that, since 1990, money market funds have paid in dividends 
$242 billion more than investors would have received if that money was kept in a bank deposit 
account3.  The fact that individual investors continue to invest in a product despite the unusually 
low returns is clear evidence that they have confidence in the product and value its many 
convenient features.   
 
Money market funds also play a critically important role, as the Consultation Report points out, 
in meeting the short-term capital needs of American banks, businesses, non-profits, 
municipalities and states.  Money market funds purchase more than one-third of all short-term 
commercial paper issued by banks and businesses, and hold about 60 percent of the short-term 
debt issued by municipalities.  This short-term, low-cost financing allows banks and businesses 
to operate more efficiently and allows states and municipalities to manage their cash and pay for 


                                                           
2 Source: Investment Company Institute 
3 “Money Market Funds: Valued By Investors, Play a Critical Role in the US Economy.”  Investment Company 
Institute, available at http://www.ici.org/pdf/12_mmf_inv_econ.pdf.  
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important investments to strengthen their communities.  Organizations of all types rely on the 
money market fund as the lifeblood of their operations. 
 
Overall, money market funds play a critical role in the US financial system, providing important 
liquidity, stability and convenience to tens of millions of investors and institutions.  The goal of 
any regulator should be to first “do no harm” and ensure the preservation of this trusted product 
in the financial marketplace. 
 
Money Markets Are Not Banks 
 
The Consultation Report spends just two paragraphs comparing and contrasting money market 
funds and banks, but Schwab believes that this distinction merits amplification.  Put quite 
simply, money market funds are not banks.  Rather, they offer an alternative to bank products.  
One of the main reasons that individual investors continue to strongly support money market 
funds, even in this near-zero interest rate environment, is because they provide a number of 
advantages to banks.  The Charles Schwab Corporation also has a bank, and offers a variety of 
bank products.  Individual investors like having a variety of options for how to manage their 
cash.  Many of our clients utilize both bank products and money market funds – they prefer 
having that choice. 
 
While both money market funds and banks offer some similar features – including principal 
preservation, immediate liquidity, and transaction services – it is the differences between the two 
that are important to emphasize.  Money market funds are an investment product and as such 
offer a number of important contrasts to bank products: 
 


• Capital Ratio:  Banks in most jurisdictions are required to have a capital ratio of less 
than 10%.  Regulators around the world have been negotiating for years to increase the 
requirements, under the basic notion that strong capital requirements are a good thing.  
Most money market funds, on the other hand, have capital ratios of 100%. 


• Leverage: Money market funds, as noted in the Consultation Report, are not in the 
business of leveraging their holdings.  They have no liabilities, only assets.  Banks, on the 
other hand, leverage the vast majority of their deposits, lending money out to people and 
businesses.   


• Liquidity Requirements:  Money market funds have strict liquidity requirements, which 
were established by the US Securities and Exchange Commission in 2010.  Under the 
new rules, 10% of a prime fund’s assets must be liquid within one day, and 30% of all 
funds’ assets must be liquid within one week.  At Schwab, as at other major money 
market fund firms, the real-life liquidity of our funds significantly exceeds those 
requirements.  Indeed, an estimated $800 billion of all US money market fund assets held 
today are liquid within a week.  To date, banks have no such requirements.     


• Weighted Average Maturity:  The weighted average maturity (WAM) of assets held in 
a money market fund must be 60 days or less, and most money market funds have 
WAMs of significantly less than that.  Not only are banks under no such requirements, 
but banks are in the business of lending money in situations, such as the 30-year 
mortgage, where the asset will not mature for many years.   
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• Weighted Average Life: In addition, the introduction of Weighted Average Life (WAL) 
calculations, also a result of the 2010 SEC reform initiatives, restrict the maximum 
weighted average life maturity of a fund’s portfolio to 120 days.  Previously there was no 
such limit.  The effect of this restriction limits the ability of a fund to invest in long-term 
floating rate securities  


• Transparency:  We believe that one of the most important differences is the 
transparency of money market funds as compared with banks.  Money market funds are 
required to report their holdings, their net asset value and other information on a monthly 
basis to the SEC, which makes that information publicly available on a 60-day lag.  In 
addition, funds are now required to share their holdings with the public by posting that 
information on the fund’s website within 5 business days of the end of each month.  
Banks are not required to tell clients anything about their holdings.  In fact, those 
holdings tend to be so opaque that, as we saw in the financial crisis in 2008 and continue 
to see today, bank executives have difficulty sorting it out themselves.     


• Money Market Funds put the client first:  In the United States, all mutual funds 
covered by the Investment Company Act of 1940 must segregate client assets and invest 
those assets for the sole benefit of the client.  This is not true of banks. 


 
These examples of the ways banks and money market funds differ are important because they 
underscore a fundamental distinction between the two: banks are in the business of using 
deposits to make loans – an important function in our financial system.  Money market funds are 
designed exclusively for cash management.  Individuals and institutions invest in money market 
funds to keep their cash safe and accessible.  As demonstrated within Schwab, there is 
undoubtedly a place for both money market funds and bank products in today’s cash 
management system. 
 
There is one more important distinction between money market funds and banks: money market 
funds are not guaranteed, while bank deposits are federally insured up to $250,000.  Money 
market funds are not guaranteed because the risks are clearly disclosed to investors and because 
of the regulatory structure in which they operate, which limits risk and ensures that funds are 
highly resistant to market volatility. 
 
Money Market Funds and Systemic Risk 
 
The Consultation Report is focused on analyzing the risk that money market funds pose to the 
global financial system.  In our view, that risk is drastically overstated.  The evidence for that 
risk is based entirely on the 2008 financial crisis, during which a single US money market fund 
“broke the buck,” or failed to maintain its $1 per share price.  This marked only the second time 
since the advent of the US money market fund industry in 1971 that a fund had failed to maintain 
its $1 per share price.  Indeed, the two funds that did break the buck paid their shareholders 
between 96 and 99 cents on the dollar.  By contrast, just since 2008, more than 500 US banks 
and credit unions have failed.  Those events have cost investors and taxpayers more than $80 
billion in deposit insurance funds.   
 
Much of the Consultation Report focuses on the susceptibility of money market funds to runs, 
and the Report asserts that a key reason for runs is that the funds’ constant net asset value 
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(CNAV) creates a “false belief that MMF shares a risk-free cash equivalent.”4  The Report, 
however, contains no evidence, empirical or anecdotal, that individual investors have this 
expectation.  Indeed, as the Report notes on multiple occasions, money market funds are 
investment products that are not guaranteed.  In the United States, money market funds must 
clearly and directly disclose that they are investment products, that they are not guaranteed and 
that there is a risk of losing money.  Money market fund investors are made aware of this fact 
again and again.  Indeed, a recent study by Fidelity found that 75% of their retail clients 
understand MMFs are not guaranteed by the government.5 
 
Finally, the Report also expresses concern that there is unreasonable risk of money market funds 
sparking broader macroeconomic impact in volatile markets by suddenly pulling their money 
from the short-term funding market.  We believe this to be a misplaced concern.  The Federal 
Reserve Board, as prudential regulator of bank holding companies, has almost complete 
authority to regulate bank borrowing activities and could use that power to constrain short term 
bank borrowings if it wished to do so.    
 
Impact of the 2010 SEC Reforms Has Not Been Analyzed 
 
In the wake of the 2008 financial crisis and the breaking of the buck by a single money market 
fund, the SEC moved quickly, with broad industry support, to propose reforms in the form of 
amendments to Rule 2a-7.  The amendments were approved by the SEC in January 2010 and 
went into effect in May of that year.  The 2010 reforms addressed numerous issues by enhancing 
the quality, maturity and liquidity of US money market funds, as well as improving transparency 
and oversight.  They were the most sweeping reforms to the product since the 1980s.  An 
explanation of the reforms is contained in Appendix B of the Consultation Report, but there is no 
analysis or discussion of whether those amendments have been effective at mitigating the risks 
outlined in such detail earlier in the Report.  Nor is there any discussion of whether the 2010 
SEC reforms should be mirrored in other jurisdictions, and then studied to determine their impact 
in those markets.  We believe this is a significant flaw in the Report because the document 
operates from a presumption that additional reforms are necessary, without any empirical 
evidence that justifies such a position.   
 
Schwab believes it is critically important that a careful analysis of the effectiveness of the 2010 
amendments to Rule 2a-7 be undertaken before further reforms are considered.  In our letter to 
the SEC dated April 6, 20126, we make this point and provide specific data from Schwab’s 
proprietary money market funds to support our contention that the reforms have made money 
market funds substantially more transparent, secure, stable and liquid. In particular, we believe 
the bolstering of liquidity requirements made significant strides to limit the risks of “runs” on 
money funds.   For example, we showed that in one of our prime money market funds, the 
average weekly liquidity had risen from 18.65% in January of 2008 to over 41% in February 


                                                           
4 IOSCO Consultation Report, p. 14 
5 See comment letter to SEC from Scott C. Goebel, Senior Vice President and General Counsel, FMR Co., April 26, 
2012.  Available at http://www.sec.gov/comments/4-619/4619-170.pdf.   
6 See Letter from Marie A. Chandoha, President, Charles Schwab Investment Management, Inc., to Elizabeth M. 
Murphy, Secretary, Securities and Exchange Commission, April 6, 2012, available at 
http://www.sec.gov/comments/4-619/4619-161.pdf.   



http://www.sec.gov/comments/4-619/4619-170.pdf

http://www.sec.gov/comments/4-619/4619-161.pdf
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2012.  These liquidity requirements would allow Schwab to handle redemption requests nearly 
twice as large as the largest single day of redemptions following the 2008 financial crisis and 
more than twice as large as the largest single week of redemptions post-2008 crisis.   
 
Similarly, the weighted average maturity decreased from 53 days in January 2008 to 34 days in 
February 2012.  Both this figure and our liquidity ratios are well above what is required by the 
SEC.  As we state in our letter to the SEC, “we believe this combination of strong regulatory 
oversight and prudent portfolio management enhances investor confidence and ensures that the 
fund could weather even the most extreme market circumstances – including circumstances that 
go well beyond the crisis of September 2008.”   
 
Moreover, our analysis examines the effect of these reforms in the unusually volatile markets of 
2011 – a kind of “stress test” of the reforms.  Several market events last summer caused concern 
among investors, including the escalating crisis in the EuroZone, the uncertainty of the US debt-
ceiling debate, and the first-ever downgrade of US debt by a major credit rating agency, Standard 
& Poor’s, on August 5, 2011.  These and other events resulted in several periods during which 
redemption requests from money market funds were higher than normal.  Our analysis showed 
that Schwab money market funds experienced remarkable price stability, and that investors in 
Schwab’s funds demonstrated confidence in our products by having relatively modest 
redemption requests and by adding more than $6 billion in assets to our money market funds 
over the course of the year.   
 
We believe strongly that this evidence, which represents the experience of just one money 
market fund firm among hundreds, merits further examination on a wider scale before additional 
reforms are considered at either the national or international level.   
 
Interestingly, the Consultation Report acknowledges in a footnote the possibility that the 2010 
SEC reforms “have played a significant role to help US MMFs weather the volatility of summer 
2011 and the surge in redemption requests observed in June 2011 and again in late July/early 
August 2011.”7  We believe this possibility needs to be explored empirically prior to any further 
regulatory action. 
 
The Consultation Report’s Proposed Reforms 
 
The Consultation Report includes more than 20 possible reforms.  As has been indicated, 
Schwab does not believe that further reforms are needed at this time, at least not in the United 
States, where the 2010 SEC amendments to Rule 2a-7 have proven themselves to be very 
effective.  But we would like to offer a few comments on some of the specific reform ideas 
suggested in the Report. 
 


• Move to a Variable NAV – For a variety of reasons, we strongly oppose a requirement 
that money market funds report a variable net asset value.  This would be nothing short of 
a fundamental change to a product that American investors have come to rely upon over 
the past four decades.  Moreover, we are not aware of any evidence that variable NAV 
pricing would add to the safety and stability of money market funds, or reduce the 


                                                           
7 IOSCO Consultation Report, Footnote 36, p. 26 
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likelihood of a run during a particularly volatile market.  We do not believe there is a 
viable market for variable NAV money market funds in the United States, and that the 
result of such a move would be a flight to less regulated products or to banks.  Either 
outcome would potentially be devastating to the financial system; increase, rather than 
decrease, systemic risk by concentrating assets in a small number of very large, very 
complex institutions; severely compromise the workings of the short-term credit markets 
on which businesses, states, municipalities and non-profit organizations depend for 
financing; and leave the individual investor with severely diminished options when it 
comes to cash management.   


• Subordinated share class – We do not believe there is a viable market for a subordinated 
share class that would take first loss position in exchange for a higher return.   


• Convert MMFs to Special Purpose Banks – One of our key points in this comment letter 
is that money market funds are not banks.  We see no logical reason why an investment 
product that is clearly marketed as such should be converted to a bank product with a 
completely different set of regulations governing it.   


• Require retail investors to be restricted to either a constant net asset value fund or a 
variable net asset value fund – We agree with the observation in the Report that in the 
United States “retail and institutional funds are indistinguishable due to widespread use 
of omnibus accounts to invest in MMFs.”8  Perhaps more simply, we do not know how 
any regulator could create a definition of what constitutes a retail MMF investor and an 
institutional MMF investor.   


• Redemption Restrictions – Redemption restrictions, like a variable NAV, would 
fundamentally change the nature of a money market fund by prohibiting one of the key 
features that defines the product: the ability of investors to redeem his or her shares at any 
time.  Redemption restrictions also pose enormous operational challenges, particularly in 
sweep accounts and retirement plan accounts.   


 
Reforms Could Create Systemic Risk 
 
Finally, we note that the Consultation Report makes two important points about the potential 
ramifications of significant reforms to the money market fund industry.  First, the Report notes 
that “a sizeable shrinking of the MMF industry would therefore leave many investors with fewer 
investment alternatives for their cash management and could direct a greater concentration of 
assets toward the banking sector or unregulated or less regulated substitute products.”9  We 
believe this is a critically important point.  As we have noted, it is our observation that individual 
investors prefer to have multiple options for managing their cash.  A significant contraction in 
the availability of money market funds to retail investors would severely limit choices. 
 
Perhaps more importantly, however, is the impact such an outcome would have on systemic risk.  
We agree that a drastic change to money market fund regulation that has the effect of 
fundamentally changing the nature of the product would send enormous sums of money into the 
banking system.  Ironically, much of the global financial regulatory overhaul of the last few 
years has been focused on trying to reduce the concentration of assets among a very few, very 
large, multinational financial institutions.  Yet, here is a potential regulatory outcome that would 
                                                           
8 IOSCO Consultation Report, p. 22. 
9 IOSCO Consultation Report, p. 9 
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accomplish the exact opposite by reducing choice and concentrating assets in the banking sector.  
Of course, the track record of banks pales in comparison to money market funds.  Where just 2 
money market funds have broken the buck in the United States since the 1970s, more than 500 
U.S. banks and credit unions have failed just in the past four years.  It is hard to fathom why 
IOSCO and its member nations would want to push a regulatory outcome that leads to large 
financial institutions getting larger and more systemically risky. 
 
Second, we believe that a significant regulatory change that renders money market funds a less 
appealing investment option could itself be a systemically risky event, by triggering massive 
redemption requests immediately prior to the regulations taking effect.  The Report 
acknowledges this in the context of a switch to a variable net asset value product10, but virtually 
all of the reform options raised in the Report would have a similar effect, in our view.   
 
Conclusion 
 
While the IOSCO Consultation Report is a thorough analysis of the money market fund universe, 
we reject the fundamental premise under which it was drafted: that money market funds are a 
menace to the global financial system and require an immediate and drastic global response.  In 
the United States, a strong regulatory response to the unprecedented circumstances of the 2008 
crisis has restored investor confidence and made money market funds more transparent and 
liquid.  We believe that an analysis of fund performance in the wake of the SEC’s 2010 
amendments to Rule 2a-7 will demonstrate that the money market funds are not systemically 
risky.  Moreover, we believe that IOSCO should be a leader in calling for global regulatory 
harmonization so that money market funds in other jurisdictions are subject to similar 
requirements as they are in the United States. 
 
Finally, we are struck by the amount of energy being put into the regulatory regime of money 
market funds, a product through which more than $450 trillion11 has flowed in and out since 
1983, given the funds’ track record of safety and soundness.  The Consultation Report is more 
than 70 pages of analysis and discussion, prompted essentially by the fact that a single fund paid 
investors 99% of what they invested, instead of 100%, during the most severe financial crisis 
since the Great Depression.  We wonder how much safer our global financial system would be if 
the same degree of scrutiny was applied to some of the more risky elements of the financial 
sector.  There appears to be little appetite, however, for applying stricter requirements, 
particularly in the area of bank balance sheet transparency, despite the fact that bank failures 
have outpaced money market fund failures by a margin of greater than 500-to-1 since 2008. 
 
Thank you very much for the opportunity to offer our perspective on this important issue.  We 
would be pleased to provide additional information or respond to questions. 
 


                                                           
10 “In the U.S. especially, transition to a VNAV paradigm may itself be systemically risky, by potentially generating 
pre-emptive runs by investors seeking to avoid potential losses, or by the outflow of institutional investors who 
transfer assets to less regulated or unregulated cash management vehicles…which are not subject to the protections 
of the Investment Company Act.”  IOSCO Consultation Report, p. 14. 
11 “Money Market Funds in 2012,” Investment Company Institute.  Available at 
http://www.ici.org/pdf/12_mmf_inv_econ.pdf. 



http://www.ici.org/pdf/12_mmf_inv_econ.pdf
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Sincerely, 
 


 
Marie Chandoha 
President, Charles Schwab Investment Management 
 
cc: The Honorable Mary L. Schapiro, Chairman, US Securities and Exchange Commission 
The Honorable Luis A. Aguilar, US Securities and Exchange Commission 
The Honorable Daniel M. Gallagher, US Securities and Exchange Commission 
The Honorable Troy A. Paredes, US Securities and Exchange Commission 
The Honorable Elisse M. Walter, US Securities and Exchange Commission 
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Comments for “Money Market Fund Systemic 
Risk Analysis and Reform Options” 


 


 


IOSCO General Secretariat: 


 


Please see below Comments for “Money Market Fund Systemic Risk Analysis and 


Reform Options” report from CSRC Department of Fund Supervision. We prepared 


the comments based on industry consultation with money market fund managers in 


China.  


 


I. “Systemic Risk Analysis” Section 


1. Definition of MMFs (Question 1) 


The definition of MMFs in this report or the target for the principals used for this 


report should be broader than just those with “daily liquidity”. Some of the very short 


term redemption (weekly/monthly) fixed income funds should also be included in the 


category. Their requirements for credit quality and liquidity management are very 


similar to those of MMFs.  


2. MMFs and short term funding markets (Question 3) 


The relationship between MMFs and short term funding markets and the risk MMFs 


create for short term funding markets and its participants depends on the market share 


MMFs has in the short term funding market. It is important to note that this market 


shares are vastly different across jurisdictions.  


3. Sponsor support (Question 4) 


Sponsor support is very important. As many previous crises had shown, after a 


massive market drop, there is often a quick correction. If there is liquidity support 


during the critical period, many of the funds could survive the runs. This is similar to 


when a commercial bank experiences bank run, it will have a much better chance of 


surviving if the central bank could provide support. However, sponsor support only 
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provides limited buffer for the investors, as soon as the market sense uncertainties, the 


run could continue.  


4. Importance of ratings (Question 8) 


Since institutional investor’s portfolios often have restrictions related to ratings, rating 


downgrades during a crisis could lead to forced sales and further contagion effects. 


One possible solution is to set minimum lead times between rating adjustments, this 


will provide more transparency for the timing of the rating adjustments, providing 


institutional investors additional opportunities to make portfolio adjustment decisions 


ex-ante of the rating change. This could lessen the amount of forced sell offs post the 


rating changes. Also, efforts should be made to strengthen the independence and 


fairness of third party rating agencies, there should be encouragement of further 


competition. Finally, most of the MMFs and short term fixed income funds are rated 


AAA although there are still difference in risk level. Further categorization or 


differentiation of AAA rated products would be helpful for better understanding and 


management of credit and liquidity risks.  


5. Systemic risk analysis, other factors to consider (Question 11) 


The report may want to mention that for each jurisdiction, regulatory decisions should 


be made based on the development stage and systemic importance of MMFs within 


the jurisdiction. An important reason why some developed markets are tightening 


regulations of MMFs is because MMFs hold an important position in the short term 


funding markets. Therefore MMFs are systemically important due to its function.  


However, MMFs vary in terms of scale and stages of development across the 


jurisdictions, and it is not representative or the norm for MMFs to hold a systemically 


important position in the financial markets. For emerging markets where MMFs are 


still at early stages of development and have not taken a prominent role in the short 


term funding markets, MMFs are just a minor participant in the short to medium term 


funding markets. Their scale, trading volume and overall importance does not justify 


systemic risk related regulations at the moment.  


  


II. “Policy Options” Section  
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1. Mandatory move from CNAV to VNAV (Question 12) 


There are various views on this issue: 


a) Some industry participants believe the current CNAV is better. Since a 


mandatory move to VNAV only would not be able to prevent 


redemption runs during extreme market conditions. While in normal 


market conditions, CNAV is better for MMF’s development. MMF is 


attractive due to its ability to provide relatively stable returns. If 


converted to VNAV, fund NAV will fluctuate with the market price of 


the underlying instruments. Investors could face loss of principals in the 


short run, dramatically decreasing the attractiveness of MMFs to some 


investors. Furthermore, once converted to VNAV, many institutional 


investors may have to rebalance portfolio, potentially leading to massive 


shift of assets from MMFs into bank deposits. Therefore, a framework 


that uses CNAV with a limit on its deviation from “shadow price”, 


similar to the one used in China, will likely be a superior option to 


mandatory conversion to VNAV. 


b) Some in the industry think CNAV and VNAV could co-exist. Some 


securities could use CNAV while others use VNAV. The focus of the 


reform options should be on how to minimize the risks related to the use 


of CNAV method.  


c) If VNAV is used, some industry participants recommended a better 


understanding of VNAV MMFs. Efforts should be made to ensure a 


smooth transition from CNAV to VNAV. Further, mandatory change to 


VNAV may have broad and deep impact on investors, therefore time and 


investor education are needed before VNAV could be fully accepted.  


2. NAV buffers (Question 13) 


NAV buffers need to have a large enough scale in order to be effective and credible.  


The returns for MMFs are fairly low, while building up a NAV buffer will certainly 


increase cost. In the current age where base rates are near 0%, this additional cost may 


further deter investors from holding MMFs.  
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3. Insurance (Question 14) 


The use of insurance products may create additional conflict of interest. The added 


regulatory requirements will also be too complex and burdensome for the funds.   


4. Bank like regulations (Question 15) 


MMF is an investment product by nature. Investors take on risk or share profit 


through the fund shares they hold, which is very different from the products under the 


banking regulations. In order for MMFs to develop healthily, MMFs should not be 


regulated like commercial banks. Instead, they should be regulated by the securities 


regulators along with the other mutual fund products.  


5. Marked-to-market valuation (Question 19) 


Since some of the instruments held by MMFs may have market prices that fluctuate 


often and broadly, market-to-market valuations may decrease the stability of MMF’s 


NAV, which is not beneficial for guiding investors to make long term and rational 


investments. This method of valuation will also add additional cost and complexity to 


the valuation process. Further, given the market prices for certain instruments could 


only be estimated, the cost of constantly estimating these prices could be high.  


6. Exceptions to marked-to-market principal (Question 20) 


Valuation methods for MMFs should be highly uniform if not identical. Therefore 


room for differences in interpretation of the assumptions used for valuations could 


lead to issues.  


7. Know your shareholders (Question 22) 


Requiring fund management companies to know and analyze the backgrounds of their 


fund shareholders would be impractical and difficult to implement. Given most of the 


mutual fund products are distributed by external parties, fund management companies 


have limited opportunities to engage with fund shareholders directly and have limited 


shareholder information. An alternative solution is to segment shareholders using 


product design, focusing on attracting or repelling certain types of investors. Once 


investors are segmented by product, fund management companies could manage the 


liquidity of each product accordingly.  


8. Redemptions in-kind (Question 26) 
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Many of the instruments held by MMFs have large minimum denomination and are 


traded only in OTC or inter-bank exchanges. The distribution of such securities to 


MMF investors would have many practical challenges and it would create more 


difficulties for the investors.   
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CONTENTS AND INTRODUCTION 


 


Executive summary 


The objective of this document is to analyze the discussion paper published by IOSCO 
on the 27 April 2012 on the “Money Market Funds” (hereinafter MMF). At this end, the 
document begins with a summary of the  origin of the document, with a brief reference 
to the  assumptions on which IOSCO bases its conclusions and those aspects  over 
which this organizations calls for comments. Next, a few considerations about the most 
significant aspects of the consultation are included, with a summary reference to the 
regulatory framework and accounting methods of MMF assets. After this framework, 
the report  describes the conclusions achieved using this analysis  taking into account 
the criteria expressed in different recent studies and the positions held in other 
jurisdictions. Finally, as an annex, the questions raised in the consultation paper are 
included. 


*      *      *      *      * 


1.  Consultation report 07/12 origin of the documen t and objective 


The recent financial crisis highlights the vulnerability of the financial system including 
the MMF1 to systemic risk. As a consequence, the FSB2 has asked IOSCO to 
undertake (with deadline July 2012): 


• To review the potential regulatory reforms of MMFs that would mitigate their 
susceptibility to runs and other systemic risks, taking into account local 
regulations..   


• to develop policy recommendations  


In this regard FSB has asked IOSCO to review: 


• The role of the MMF in funding markets 
• Different categories, characteristics and systemic risks posed by MMFs in 


various jurisdictions, and the particular regulatory arrangements which have 
influenced their role and risks;  


• The role of MMFs in the crisis and lessons learned 
• Regulatory initiatives in hand and their possible consequences for funding 


flows; and  
• The extent to which globally agreed principles and/or more detailed regulatory 


approaches are required/feasible 


                                                        
1
 MMF: Money Market Fund 
2
 FSB: Financial Stability Board 


The CNMV's Advisory Committee has been set by the Spanish Securities Market Law as 


the consultative body of the CNMV. This Committee is composed by market participants 


(members of secondary markets, issuers, retail investors, intermediaries, the collective 


investment industry, etc) and its opinions are independent from those of the CNMV. 
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The objective of this consultation paper is to share with market participants IOSCO’s 
preliminary analysis regarding: 


• the possible risks MMFs may pose to systemic stability  
• possible policy options to address these risks 


The consultation paper includes: 


• Appendix A with a set of questions in each of the sections of the consultation 
paper (32 questions – see annex A which is included in this document) 


• Appendix B with background information which analyses: 
o The history of the development of the MMF 
o Their significance in the market and investor base 
o Their role in the Funds Market 
o The experience gained during the financial crisis 2007-2008 
o regulatory changes since then 
o Recent literature about MMF 


IOSCO asks for critical feedback/comments on the an alysis made and on the 
different policies posed for discussion in the docu ment (with deadline for 
comments 28 May 2012) so that they could be taken i nto consideration in the 
preparation of the final recommendations to address  to FSB. 


2. Relevant Aspects 3 


European regulatory Framework 


There are different EU Directives regulating the monetary market4. Thus, following the 
UCITS Directive, ‘money market instruments’ means instruments normally dealt on the 
money market which are liquid and have a value which can be accurately determined 
at any time. These criteria are provided in the Directive of 2007 on eligible assets. 


1. Eligible assets can be sold at a limited cost within a reasonable short time, taking 
into account the obligation of the UCITS of repurchase or redeem its units at the 
request of any unit holder. 


  
2. Their value can be accurately determined at any time, e. g. there is an accurate 


and reliable valuation system, which enable the UCITS to calculate a net asset 
value in accordance with the value at which the financial instrument held in the 
portfolio could be exchanged between knowledgeable willing parties in an arm’s 
length transaction and are based either on market data or on valuation models 
including systems based on amortized costs.  


 


Accounting Methods 


MMF are allowed to use two separate accounting techniques to value their assets 


1. Amortized cost accounting which values the assets at their purchase price, and 
then subtracts the premium / adds back the discount in a regular fashion (linearly) 
over the life of the assets. The assets will then be valued at par at its maturity  


                                                        
3
 Relevant Aspects as in the Consultation Report  
 


4 Transposed to the Spanish legislation by the regulations governing Collective Investment Institutions 
(mainly the 1309/2005 of 4 November, which approves the Regulation of  Law 35/2003 of November 4, 
IIC, as later amended by Royal Decrees ) 
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2. Mark-to-market accounting which values the assets at the price that could be 
obtained if the assets were sold (i.e., market price).  


86% of the assets managed by the MMF global industry are concentrated in USA 
(57%) and Europe (29%) where France, Ireland and Luxembourg represent a 
combined market share of 88%. 


In USA and in some European countries (Ireland and Luxembourg) as well as in other 
countries as Japan, China and Canada, CNAV (“Constant Net Asset Value”) is offered. 
These are funds use amortized cost accounting to value all of their assets enabling 
them to maintain a constant value of a share of a fund.  The CNAV model differs from 
other kinds of funds which values fluctuate with the value of the underlying assets 
(“Variable Net Asset Value”) VNAV and makes CNAV very similar to bank deposits. In 
particular, in France (representing 33% of the assets managed in Europe) and in Spain 
this kind of MMFs named VNAV, are offered and valued at a market price.   


Both CNAV and VNAV are exposed to runs since these funds are subject to market 
risks and MMFs have limited liquidity to pay shares back. However for CNAV rounding 
the NAV to a fixed value, as stated before, concentrates losses in remaining holders in 
the event of an exacerbated holders’ run.   


Losses of principal, which are known as “breaking the buck”, have been historically 
rare, but justify the need to consider complementary valuation criteria of this kind of 
investments 


The application of MMF valuation criteria shall be aimed at the reduction of the 
uncertainty linked to the expectation of changes in the valuation of the funds, as a 
consequence of quotations or market values below accounting values requiring the 
action of the managers of the fund (sale of assets previous to their maturity; shorten 
maturity fund, etc). These actions lead to uncertainty and incentive investors to redeem 
their shares. 


The use of VNAV avoids the perception that MMFs are free of risk. Regulate to keep 
NAV stable, generates an unreal certainty in relation to such investment instruments 
that can increase the massive runs in case of adverse behaviours in their valuation. 


Changing to a VNAV model, avoiding the use of CNAV or the amortized cost model, 
facilitates a higher level of transparency to the investors limiting their expectations 
before the behaviour of fund and, therefore, avoiding the massive runs before negative 
behaviours of the market. That is, using market values increases volatility in an 
environment of increased transparency about the reality of this kind of funds and its 
investments (question 12). Using VNAV certainly will pose problems in the cash 
management area to those entities not able to invest in assets valued under their initial 
accounting value (that is, with loss expectations), which will negatively affect the 
trading volume of this kind of instruments. 


Notwithstanding we must be aware that “breaking the buck” situations are exceptional 
throughout history and posing changes to the valuation criteria in the current 
uncertainty scenario might not be entirely desirable.  


In addition, using the Constant net Value or at amortized cost of the instruments in 
which Monetary Funds invest is acceptable if there are appropriate guarantees. In this 
regard the provisions of ESMA should be taken into account. 


Firstly in the document (CESR/10-049) on the common definition of European 
Monetary Funds, ESMA distinguishes two categories: short-term Monetary Fund and 
Monetary Fund. Only short-term Monetary Fund, subject to stricter rules in terms of 
credit quality of investments, maturities of the investment portfolio as well as average 
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term and maturity of the portfolio, are allowed to be valued at a constant net asset 
value 


On the other hand, in CESR’s Guidelines Concerning Eligible Assets For Investment 
By UCITS (CESR/07-044b),ESMA considers that the following UCITS or IMM usually 
met the principles to a valuation at an amortized cost: 


• MMI with a residual maturity of less than three months and with no specific 
sensitivity to market parameters, including credit risk;. 


• UCITS investing solely in high-quality instruments with as a general rule a 
maturity or residual maturity of at most 397 days or regular yield adjustments in 
line with the maturities mentioned before and with a weighted average maturity 
of 60 days. The high quality requirement should be appropriately controlled 
considering the credit risk and the final term of the instrument 


UCITS must ensure that the use of amortized cost will not result in any material 
discrepancy between the market value of the instruments in the fund and the value 
calculated following the amortization method, both at the individual instrument level 
and at the UCIT level. The Fund must regularly calculate both amounts, the market 
value of its portfolio and the amortized cost and take the necessary actions if any 
discrepancy is significant. 


 


3.- Conclusion 5 


As a conclusion, it should be highlighted that the review of the current situation of the 
MMFs in this consultation report is mainly focused in two possible regulation 
approaches: 


a. To require/stimulate moving to a Variable Net Asset Value VNAV 
b. To state new capital and liquidity requirements of MMF which allow keep 


offering to investors a Constant Net Asset Value (CNAV) 


And/if there are alternative approaches 


As it is noted in other parts of this document, the regulation of the MMF in Spain  
(Monetary Funds and Short Term Monetary Funds) requires valuation at market 
prices (VNAV) 6. These funds are characterized by the absence of exposure to equity 
and to currency and commodity risks. They are regulated by the legislation on 
Collective Investment Institutions (basically RD 1309/2005 of 4 November 2007 
approving the regulation of the Law 35/2003 of 4 November 2003 of Collective 
Investment Institutions which has been amended by several further decrees and 
particularly by Circular 1/2009 of 4 February 2009 of the CNMV on the categories of 
Collective Investment Institutions by its investment vocation. This last one was 
amended by Circular 3/2011 of 9 June 2009 of CNMV. This legislation is the 
transposition of the EU legislation on Money Market Instruments into the Spanish law.  


The main impeller of the reform to VNAV models is the current USA Government 
based on different academic studies7,  which conclude that although measures to 
maintain the security of the MMFs, the introduction of substantial reforms, as for 
instance would be the change to a VNAV model, could destabilize a sector which, even 


                                                        
5 Conclusion prepared by the rapporteur 
6
 From an accounting point of view investments in funds are classified as financial assets at fair value with 


changes in profit and loss or, if not eligible for this classification, as financial assets available for sale. 
7
 See for instance: “Reducing Systemic Risk: The Role of Money Market Mutual Funds as Substitutes for 


Federally Insured Bank Deposits”, by Jonathan R. Macey. Yale Law Schol. John M.Olin Center for Studies 
in Law, Economics and Public Policy. Research Paper No.422 







OICV - IOSCO              Consultation Report 07/12  


 


6 


 


during the current financial crisis, has remained very stable8, because in their opinion 
the strength and singularity of the MMF require to determine their net asset value 
(NAV) by a calculation based on the amortized cost. These studies also note that the 
destabilization of the NAV could affect the mutual funds sector, the commercial paper 
and “repos” market as well as to put other capital markets in risk 


Other recent studies9, based on results of surveys carried out among cash 
management directors of North American companies, conclude that corporate, 
governmental and institutional investors would negatively respond to the proposals of 
reform, the most important of which would be changing to a variable NAV. 
Furthermore, an overwhelming majority of the cash management directors would 
reduce or even stop using this kind of instruments. 


Finally it is also remarkable the release made by, some SEC members on May 11 with 
regard to this IOSCO consultation report, where it is stated that the majority of the 
Commission expressed their unequivocal opinion that they must oppose to the 
publication of the Consultation Report and that representatives of the Commission 
should urge IOSCO to withdraw it and make further analysis10. 


It should be noted that, although Monetary Funds are very important in the USA, 
because of their amount, this is not the case in Europe where the amount (distributed 
among the different EU countries) is a half that in USA In the particular case of Ireland 
and Luxemburg (which account for the 55% of the monetary assets in Europe) since 
they are transnational distribution centres, investors are located in all European 
countries. As a consequence, at least in Europe, Monetary Funds do not amount as to 
be a systemic risk. 


 
Net equity in  millions of  euros 
Fourth quarter of 2011  


USA 2.080.085 
Rest of America  118.515 
France  347.584 
Ireland  281.974 
Luxemburg  299.473 
Rest of Europe  124.037 


Asia/Pacific  352.999 
Africa  24.166 


TOTAL 3.628.833 


 


 


 


                                                        
8
 In the 40 years of history of the MMF the number of  “breaking the buck” situations is irrelevant. 
 


 
9
 See “Money Market Fund Regulations: The Voice of the Treasurer”, study  commissioned  to the 


Treasury Strategies by Investment Company Institute.  April 2012 
 
10
 http://www.sec.gov/news/speech/2012/spch051112laatapdmg.pdf 







OICV - IOSCO              Consultation Report 07/12  


 


7 


 


  


The differences between the use of CNAV and VNAV as stated in the document and in 
particular: 


• The fact that the use of CNAV concentrate losses in remaining participants 
• The perception of lower risk by the participant in MMF which can exacerbate the 


effect of massive runs 
• The higher transparency provided by VNAV method  


Lead us to suggest IOSCO to adopt the VNAV at global level. 


On the other hand another document, as the one published by the “Group of thirteen”11 
includes two interesting recommendations with regard to the money market funds 


1.-To reorganize those funds wishing to continue to offer a commitment to maintain a 
stable net asset value, to special-purpose banks with the corresponding regulation and 
supervision and government security.  


2.- The remaining funds should only offer conservative investment options with 
moderate gains and relatively low risks. These funds should not use the amortized cost 
method because their net value may fluctuate   


Which could also be taken into consideration. 


 


 


                                                        
11
 “Reforma financiera: Un marco para la estabilidad financiera”. Comité de Dirección del Grupo de los 


Treinta. January 2009. Documents are available at  http://www.group30.org/members.shtml 
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MMF definition/ IOSCO Question  


Although there is no globally accepted definition, MMFs can be defined as an 
investment fund that has the objective to provide investors with preservation of capital 
and daily liquidity, and that seeks to achieve that objective by investing in a diversified 
portfolio of high-quality, low duration fixed-income instruments.  


MMFs usually invest in high-quality financial instruments and short term debt as for 
instance commercial paper, bank certificates of deposit and repurchase agreements 
and generally pay dividends that reflect prevailing short-term interest rates. MMFs’ 
history of providing daily liquidity and principal preservation have played a significant 
role in differentiating MMFs from other CIS and have facilitated the use of MMFs as 
important cash management vehicle 


The products covered by this report are investment funds marketed as “money market 
funds” 12as well as collective investment schemes (CIS) which use close terminologies 
for their marketing (e.g., “cash” or “liquid” funds) or which are presented to investors 
and potential investors as having similar investment objectives even though they are 
labeled differently. This definition is not intended to cover non-MMFs (e.g. short-term 
bond funds) but is intended to be broad enough to cover products that seek to 
arbitrage around money market fund regulation in certain jurisdictions. MMFs are not 
homogeneous and as such demonstrate a range of characteristics dependent on their 
structure, which is reflected in the regulatory approach adopted by different 
jurisdictions13.   


Question 1: Do you agree with the proposed definition of money market funds? Does 
this definition delimit an appropriate scope of funds to be potentially subject to the 
regulatory reform that the FSB could require to put in place, with an objective to avoid 
circumvention and regulatory arbitrage? 


3. Systemic Risk Analysis 


3.1. Systemic importance of money market funds and key vulnerabilities 


3.1.1. Susceptibility to runs   


Question 2: Do you agree with the description of money market funds’ susceptibility to 
runs? What do you see as the main reasons for this susceptibility? 


3.1.2. Importance in short-term funding and contagi on effects  


Question 3: Do you agree with the description of the role of money market funds in 
short-term money markets? To what extent this role may create risks for short-term 


                                                        
12
 In Spain, Monetary Funds and Short term Monetary funds regulated in Circular 1/2009 of CNMV 


according to the text after the amendment by Circular 3/2011 de la CNMV, should be considered in the 
general classification of MMF 
13
 In the case of Spain investment should be in monetary market instruments, deposits that meet certain 


requirements and certain monetary IIC. They are characterized by the absence of exposure to equities, 
currency and commodity risks. The average term of its portfolio is equal to or less than 60 days for short-
term Monetary Funds and equal to or less than six months for Monetary Funds. The average maturity of 
the portfolio is equal to or less than 120 days for short-term Monetary Funds and equal to or less than 12 
months for Monetary Funds. UCITS can only invest in assets with short-term credit rating of at least A2 (or 
equivalent) and funds may only invest further in sovereign debt with a minimum BBB credit rating 
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funding markets and their participants? Are there changes to be taken into account 
since the 2007-2008 experience? What are the interdependencies between banks and 
MMFs and the risks that are associated? 


3.1.3. Links with sponsors   


Question 4: What is the importance of sponsor support for MMFs? What is the 
respective percentage of bank versus non-bank sponsors in the MMF industry? Are 
there differences among MMFs depending on their sponsors? What are the potential 
systemic risks of support or protection against losses provided by sponsors? 


3.1.4. Importance for investors   


Question 5: Do you agree with the description of MMF benefits? Are there other 
benefits of MMFs for investors than those outlined in this presentation? What are the 
alternatives to MMFs for investors? How has investor demand for MMFs recently 
evolved? What would lead investors to move away from MMFs to other financial 
products? 


3.2. Money market funds are specific collective inv estment schemes 


3.2.1. Money market funds vs. bank deposits   


Question 6: Do you agree with the proposed framework comparing money market 
funds and bank deposits? Are there other aspects to consider? 


3.2.2. Differences and similarities between constan t NAV and variable NAV funds   


Question 7: Are there other similarities or differences between CNAV and VNAV funds 
which would be useful for the analysis? Is there evidence (based on representative 
samples) showing differences in the fluctuation of the funds’ NAV depending on their 
model? What is the extent of the use of amortized cost accounting by VNAV funds? 
Has this practice evolved over time? 


3.2.3. Importance of ratings in the MMF industry   


Question 8: What is the importance of ratings in the MMF industry? What is the impact 
of the monitoring function of credit rating agencies for MMFs? What are the potential 
systemic risks associated with ratings in the MMF industry? 


3.2.4. Role of MMFs in repo markets   


Question 9: Are existing rules adequately addressing risks regarding the management 
of collateral from money market funds? What are the risk management processes 
currently in place with regard to repo and securities lending transactions? Do MMFs 
present unique issues with regard to their use of repo markets or would general policy 
recommendations that the FSB may issue regarding repo markets be applicable? 


3.3. Other factors to consider 


 
o The current environment of low interest rates and its impact on the performance 


of money market funds;  


o the impact of recent regulatory reforms in Europe (guidelines issued by the 
Committee of European Securities Regulators (CESR), now replaced by the 
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European Securities Markets Authority (ESMA)) and in the United States 
(changes to Rule 2a-7 adopted by the US S.E.C.) on MMFs’ asset allocation;  


o concentration trends in the industry of MMFs;  
 


o changes in banks’ and other issuers’ short-term funding needs and impact of 
potential changes to bank’s capital requirements;  


o recent and on-going reforms in the tri-party repo market.  


  


Question 10: Are the above-mentioned changes in the environment of MMFs relevant 
factors to take into consideration? What are some of the implications for regulatory 
options? Are there other aspects to consider? 


3.4. Preliminary conclusions and implications for po licy options  


 
1) Although important reforms have already been adopted and implemented to address 
some of the shortcomings identified during the crisis, several areas of risk remain; 
notably, MMFs must now comply with strict criteria in terms of credit quality and 
liquidity management, thereby reducing their scope for credit, maturity or liquidity 
transformation, but are still vulnerable to runs, particularly in case of a credit event. 
Moreover, their importance and interconnectedness with the rest of the financial 
system make their safety paramout for financial stability at large 
 
2) policy options will have to be carefully weighed in the context of their potential 
impact on financial stability and market functioning. Several important and complex 
issues will have to be considered, such as the impact on competition and diversity, 
moral hazard, impact on the short-term funding markets and other potential disruptive 
effects as well as regulatory obstacles and/or practical implementation challenges;  
 
3) CNAV funds combine a set of characteristics which may increase their vulnerability 
to systemic risk; however, VNAV funds are not exempt from risks, more so when they 
use amortized cost accounting to value some or a large part of their assets. Several 
recommendations would therefore be relevant for both types of funds;  


4)  a range of policy options can be considered, as the rest of the document will 
discuss. Certain options are inspired from banking regulation whereas, others rely 
more on traditional securities markets’ regulatory tools. Ultimately, the main question is 
whether regulators want to clarify the appropriate requirements currently applicable to 
MMFs and mark more clearly their similarities with other collective investment schemes 
or to extend regulatory safeguards to reflect the hybrid nature of some MMFs;  


5), the policy options could be used in isolation or combined with others. Combining 
certain policy options may mitigate some of the disadvantages of some of the proposed 
policy options.  
 
Question 11: Do you agree with the systemic risk analysis and the rationale for reform 
presented in this section? Are there other factors to consider? 


Comment to  paragraph:3 


Recommendations included, which are in line with for instance ESMA guidelines, are 
mentioned in the summary of relevant aspects of this document. 


Comment to paragraph 4.  
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As to whether regulators wish to clarify the appropriate requirements currently 
applicable to MMFs; it should be noted that as IIC and Monetary Funds, they are 
already regulated by a very detailed and guaranteed regulation to avoid risks and that 
they are subject to strong supervision  


Comment to paragraph 5 In any case such policy options should not be implemented if 
an agreed regulation would already been implemented as it occurs at EU level.  


 


4. Policy Options 


4.1. Section 1: Mandatory move to variable NAV and other structural alternatives  


4.1.1. Move to variable NAV 14 : Prohibit the use of amortized cost valuation for any 
securities held by a MMF. 
 
Question 12: Do you agree with the benefits of imposing a mandatory move from 
CNAV to VNAV, which would amount to prohibiting the use of amortized cost valuation 
for any securities held by a MMF? Are the challenges identified in the US context valid 
in other jurisdictions currently authorizing CNAV funds? How could these challenges be 
overcome? 


4.1.2. Other structural alternatives as a way to ma intain constant NAV 15 
 
4.1.2.1 With NAV buffers 


(a) Market-funded NAV buffers — Subordinated shares  
(b) Shareholder-funded NAV buffer — Version 1 Require MMFs to create a 


shareholder-funded NAV buffer 
(c) Shareholder-funded NAV buffer — Version 2 Require MMF shareholders to 


purchase a certain amount of capital securities as a condition of investment in the 
fund’s constant value shares 


(d) Sponsor-funded NAV buffer Require MMF sponsors to provide financial support for 
the funds that the sponsors implicitly assume 


  


Question 13: What would be the main effects of establishing a NAV-buffer? What 
would be the most practical ways to implement such buffers? Should various forms of 
NAV-buffers be allowed or should regulators favor a single option? What would be a 
realistic size of the NAV-buffer and what would be the impact in terms of costs for 
running MMFs? In the case of subordinated shares, could the option be seen as 
creating a securitization position, with associated requirements in terms of retention? 


4.1.2.2 With insurance Require private insurance to resolve short-term cash 
shortages  
 
Question 14: Do you agree with the description of the challenges associated with the 
establishment of a private insurance? Are there ways to address them? 


4.1.2.3 With a conversion to Special Purpose Banks  Require bank-like regulation 
for MMFs  


                                                        
14 VNAV: Variable Net Asset Value 
15
 CNAV: Constant Net Asset Value 
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Question 15: Do you agree with the description of the challenges and potential second-
round effects of a conversion of MMFs into special purpose banks? Are there ways to 
circumvent those effects? 


 
4.1.2.4 With the establishment of two-tier system(s ) 
 
(a) Enhanced protection for CNAV funds. Permit both VNAV and CNAV funds with 
certain risk limiting conditions. 
 
(b) Constant NAV MMFs reserved for either only retail or only institutional investors. 
Permit both VNAV and CNAV funds, but reserve CNAV MMFs for either only retail or 
only institutional investors. 
 
Question 16: What are the main advantages and drawbacks of two-tier system(s)? 
Would it be sufficient to address the risks identified? What could be the conditions 
applicable to CNAV funds? What could be the potential impact on investor demand? 
Should certain funds be exempted from certain risk limiting conditions due to their 
holdings? 


Question 17: Do you agree with the suggestion that reserving CNAV funds for only 
certain investors (i.e. retail or institutional investors) would face practical challenges 
and would not be sufficient to address the risks identified? 


Question 18: Regarding the different structural alternatives described in Section 1, 
what are the benefits and drawbacks of the different options described above? How 
could they be prioritized? What are the necessary conditions for their implementation? 


4.2 Section 2: MMF valuation and pricing framework 


4.2.1. General principle of marked-to-market valuat ion   


Question 19: What are the main benefits and drawbacks of imposing the use of 
marked-to-market accounting for all the instruments held by MMFs? What is the 
availability of market prices for securities commonly held by money market funds? Are 
there situations where this general principle could not be applied? 


4.2.2 Exceptions to marked-to-market general princi ple 


4.2.2.1 Fair value/marked-to-model 


4.2.2.2 A secure and robust framework for the use of amortized cost. Restrict the use 
of amortized cost accounting by MMFs  


Question 20: Should the use of amortized cost accounting be limited, and, if so, how? 
Are general restrictions on funds’ WAM or WAL preferable? Are there practical 
impediments (e.g. availability of prices) to imposing stricter requirements on the use of 
amortized cost accounting than current existing regimes? What would be the potential 
effects on MMFs’ investment allocation and short-term funding markets? What 
monitoring should be implemented? What conditions are advisable? In particular, 
please describe the rationale, feasibility and effects of limiting the residual maturity of 
instruments to [30-60-90-other] days. What materiality threshold could be proposed? 


 


4.3 Section 3: Options regarding liquidity manageme nt 
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4.3.1. Portfolio liquidity  
 
4.3.1.1 Global liquidity requirements Require money market funds to hold a certain 
amount of liquid assets and restrict the amount of illiquid assets 
 


4.3.1.2 Know your shareholders Require MMFs to establish sound policies and 
procedures to “know their shareholders” and better anticipate cash outflows  


Question 21: What are the main benefits and drawbacks of imposing global liquidity 
restrictions? Should there be restrictions regarding (daily/weekly) liquid assets as well 
as regarding illiquid assets? Are global definitions of (daily, weekly) liquid and illiquid 
assets practical? Are there other conditions to consider (e.g. regarding the 
concentration of assets)? 


Question 22: To what extent are managers able to “know their customers” and 
anticipate redemptions? Are there practical obstacles for managers to “know their 
customers” (e.g., in the case of platforms, omnibus accounts) and how could they be 
addressed? What are the main features of the funds’ investor base to take into 
consideration from a liquidity risk management point of view? Should conditions, e.g., 
regarding the concentration of the investor base be considered? Would this 
requirement allow fund managers to better understand and manage the risks to which 
the fund is exposed? 


4.3.2 Liability/investor liquidity risk management  


4.3.2.1 Redemption Restrictions 


4.3.2.1.1 Liquidity fees  Impose a liquidity fee based on certain triggers  


Question 23: Would such a liquidity fee generate a pre-emptive run? If so, when and 
are there ways that pre-emptive run risk could be reduced? How would shareholders 
react to the liquidity fee? Would it cause shareholders to transfer their MMF 
investments to alternative investment products? If so, which types of shareholders are 
most likely to make such transfers and to which products and will such a shift in 
investment create new systemic risks or economic, competitive, or efficiency benefits 
or harm? Would MMF board directors be able to impose a liquidity restriction despite 
potential unpopularity with investors and competitive disadvantage imposed on the 
fund? At what level such a liquidity trigger should be set? 


 
4.3.2.1.2 Minimum balance requirement .Impose a minimum balance requirement on 
MMFs  
 
Question 24: How would shareholders react to a minimum balance requirement? 
Would it cause shareholders to transfer their MMF investments to alternative 
investment products? If so, which types of shareholders are most likely to make such 
transfers and to which products and will such a shift in investment create new systemic 
risks or economic, competitive, or efficiency benefits or harm? 


 
4.3.2.2 Valuation at bid  Allow MMFs to value their assets at bid price  
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Question 25: What are the benefits of using bid price for valuing the funds? Are there 
other options (such as anti-dilution levy) which could be explored to reduce 
shareholders’ incentive to redeem? 


 
4.3.2.3 Redemptions in-kind. Require redeeming shareholders to receive the 
corresponding cash and in-kind securities percentage corresponding to the MMF’s 
portfolio composition at the date of the redemption request. 
  
Question 26: What are the benefits and drawbacks of allowing redemptions-in-kind? 
Are there practical impediments to implementing this option (e.g. some portfolio 
securities cannot easily be divided)? 


 
4.3.2.4 Gates. Require/permit MMFs to impose gates 
 
Question 27: What are the benefits and drawbacks of requiring gates in some 
circumstances? Which situations should trigger gates to be imposed to redeeming 
investors? Would it be enough to permit gates in some jurisdictions? Would there be a 
risk of regulatory arbitrage? 


 
4.3.3 Private emergency liquidity facility. Require an external liquidity facility to 
resolve short-term cash shortages 
 
Question 28: Do you agree with the suggestion that the establishment of a private 
liquidity facility faces challenges that make the option unworkable or do you see ways 
to circumvent these challenges? 


4.3.4 Section 4: Options to address reliance on rat ings  


4.3.5 Remove references to ratings from MMF regulat ion. Remove reference to 
ratings from MMF regulation and consider alternative standards. 
  
Question 29: What are the main benefits and drawbacks of the provisions included in 
current regimes referring to external CRA ratings? Are there alternatives to credit 
ratings that reasonably can be substituted? 


4.3.6 Improve the meaning of triple-A for rated MMF s. Encourage greater 
differentiation of ratings in the MMF population. 
  
Question 30: What are the benefits of MMF ratings? Should a greater differentiation 
between MMF ratings be encouraged? To what extent are investors restricted in their 
investments to ‘Triple-A’ rated funds? What alternatives could there be (e.g. from other 
third parties)? What initiatives could be proposed to educate investors about MMF 
ratings? 
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5. Conclusions and additional questions  


To better inform the final recommendations in its report to FSB, IOSCO also asks the 
following. 
 
Question 31: In addition to the options explored in the four sections above, do you see 
other areas to consider which could contribute to reinforcing the robustness of MMFs?  
 


Question 32: Do differences between jurisdictions require different policy approaches 
or would a global solution be preferable, notably to ensure a global level playing field? 
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Dear Madam or Sir, 


Please allow us a short introduction to our relation to MMF. 


European Aeronautic Defence and Space Company N.V. is the holding of a group of 
companies which manages a group cash position of about EUR 16 bn (as of 31 Dec 
2012). EUR 2 to 3 bn (up to 20% of the cash) is invested in MMF. We run our own 
MMF due diligence process. Currently, we have the authorization to trade in 14 
EUR-denominated MMF (CNAV and VNAV), 5 EUR-denominated Government MMF 
and 5 USD-denominated MMF (CNAV). 


We prepared the answers to the questions in the consolidation report as large 
institutional investor in MMF. We remain at your disposal if you need any further 
information. Moreover, we would be grateful if you could put us on your distribution 
list for any further correspondence with regard to MMF regulation. 


Yours sincerely, 


Jörg Weber 
Head of Dealing Room,  
EADS Treasury (CF/FT/T) 


 


Question 1 


We understand from the Consultation Document, that MMF is determined by the 
following criteria: 


(i)     Objective to preserve capital,  


(ii)    Daily liquidity, and  


(iii)   Diversified portfolio of high-quality, low duration fixed-income instruments. 


We agree to this definition in general. However, this definition is less precise than the 
definitions of Short Term Money Market Funds and Money Market Funds as used in 
the CESR’s Guidelines on a common definition of European money market funds. 
However, we believe that the different use of the term money market fund is the core 
of the problem and creates the misperception of the assumed characteristics of 
money market funds by investors and regulators. 


Question 2 


MMFs are as susceptible to runs as any other asset class. The fund prospectus (i) 
provides the possibility to close MMFs for redemptions, and (ii) do not provide an 
explicit capital guarantee (although a stable NAV could foster such expectation). It is 
a pure misperception of investors to expect an unrestricted daily liquidity, a higher 
yield as compared to overnight bank deposits without taking additional risks. 
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Question 3 


MMFs cannot be blamed for an inappropriate funding structure of banks which is 
caused by an insufficient mix of different refinancing sources and an inappropriate 
asset-liability-match in terms of maturities and currencies. Therefore, any regulation 
should be focused on tighter liquidity ratios for banks in first instance rather than 
restricting MMF. 


We took notice from the Consultation Document that institutional investors account 
for the majority of MMF-investors. However, there is no reference in the Consultation 
Document that banks are dominant investors in MMFs. We could also not find 
publicly available figures about the share of banks in MMF, but we would like to 
stress that banks have direct access to ECB deposits (unlike insurers, pension funds 
or non-financial corporates) and therefore would probably tend more to deposit with 
ECB rather than placing money in MMF which in addition triggers the need for the 
bank investor to designate equity to such fund investment. 


Central banks play a more important role in the money markets now by providing 
nearly unlimited and cheap liquidity to banks and also by bridging the currency gap 
by FX swap facilities.  


Question 4 


The Consultation Document refers to a study published by Moody’s. Unfortunately, 
the study does not distinguish between plain ST Money Market Funds (compliant to 
the classification as set out in CESR’s Guidelines on a common definition of 
European money market funds) and other money market funds (dynamic, enhanced 
etc. with significant allocation to floating rate notes and/or ABS-, ABCP-structures) 
which indeed required sponsors’ support but are less systemic for the money 
markets. 


We see a clear misperception by investors to expect a sponsor support for MMF by 
whatever nature. A sponsor concept were contrary to the investor’s intention to 
invest in a high quality, widely diversified money market vehicle since a sponsor 
concept would conceptually lead to a risk consolidation at the sponsor level. 
Moreover, there is no binding support language in any MMF prospectus. 


We do not have exact figures about the percentage of bank sponsored and 
independent funds but we see 4 different categories of MMF 


(i)     owned by but ringfenced from a bank which may potentially benefit from at least 
a weak support by the owner (e.g. JPMorgan AM, Goldman Sachs AM, StateStreet 
Global Advisors, BNP Investment Partners, Robeco, DB Advisors etc.), 


(ii)    owned by but ringfenced from an  insurance which may benefit from at least a 
weak support by the owner (e.g. Swiss Life AM, Allianz Global Investors/RCM, AXA 
Investment, Aviva etc.), 
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(iii)   joint ventures of banks and/or insurers which are ringfenced from their 
shareholder’s, which are not strategic assets of their shareholders anymore and 
were a potential support of shareholders seems to be unlikely (e.g. Amundi etc.), and 


(iv)    fully independent asset managers without any significant shareholder support 
(e.g. Blackrock, Fidelity, Western Asset Management, Groupama). 


It is also worth to mention that several banks have recently announced that they do 
not see asset management for institutional clients as core business activity anymore 
and put the asset management activities on sale (Unicredit for Pioneer, Deutsche 
Bank for DB Advisors, Rabobank for Robeco etc.).  


We also suppose that the likelihood of a sponsorship shrinks in line with the amount 
of assets under management (AuM) held by a particular fund since the owning bank 
or insurance would not be able to provide a sizeable support for the fund. Please 
consider, the AuM of several flagship liquidity money market funds (e.g. HSBC 
Global Liquidity Fund EUR 7.8 bn and USD 23.1 bn, JPMorgan Liquidity Fund EUR 
20.7 bn and USD 81.4 bn, Goldman Sachs Liquid Reserves Fund EUR 10.9 bn and 
USD 26.6 bn – all data from Bloomberg as of 21 May 2012) to underline this thesis. 
A very prudent and conservative investment approach is what we see from our own 
MMF due diligence for these flagship liquidity funds. 


Question 5 


We are perhaps not the representative investor in MMF but we share your view that 
(i) it is an appropriate outsourcing for a portion of short term investments, and (ii) it 
provides an efficient way to diversify among different counterparties and maturities. 
We would face significant size issues if we could not use MMFs and would 
potentially increase our allocation to short term sovereigns and agencies but to a 
lower extent in CPs, CDs and deposits with banks.  


Among our qualitative assessment (such as risk clusters in a particular portfolio, 
material changes in the investment style), a fast decline of the AuM in a MMF would 
immediately trigger a reallocation from the respective fund to other MMFs. As many 
other investors, we apply a 10% holding ratio. 


Question 6 


As already stated before, it is a misperception of investors that MMFs provide a 
guarantee on the principal invested and offer daily liquidity. The prospectus allows a 
closing of a MMF for redemptions.  


We agree to the rest of your assessment in clause 3.2.1 and would like to add one 
more point. Bank deposits may be included in a general account pledge which is not 
the case for investments in MMF. 


Question 7 


VNAV and CNAV funds do not form separate asset classes. At least for the 12 
CNAV funds, which we use and frequently monitor, it is just a separate share class 
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within a fund which offers VNAV (distributing and accumulating) and CNAV 
(distributing) share-classes but the underlying asset pool, investment guidelines and 
accounting principles are the same for such fund regardless of the share class.  


Beside these Luxembourg and Ireland registered funds we use and frequently 
monitor MMF registered in France. The French MMFs apply contrary to the Ireland 
and Luxembourg funds for some of their assets MtM accounting but not for deposits, 
putable structures and investments with a maturity of up to 3 months. Thus, 
ultimately also results in accounting at amortised cost for the vast maturity of their 
investments. Most of these funds also offer same day liquidity but have earlier cut-off 
times and the precise equivalent amount in money is not yet known at the time of 
trading. 


The selection of a VNAV or a CNAV fund is therefore merely driven by convenience 
reasons rather than by material investment decisions. 


Question 8 


We have established our own MMF rating process and do not rely on the opinion of 
external rating agencies in first instance.  


Indeed, there is strong evidence that other corporate treasuries, pension funds, 
insurers or even treasuries of smaller regional banks incorporated rating restrictions 
for MMF in their investment guidelines. A downgrade of one single fund would lead 
to a run in the respective fund. However, an external driver for a potential downgrade 
which would apply to all MMFs (e.g. downgrade of the US debt) would most likely not 
result in the same run since investors would not have investment alternatives with 
the same capacity. Moreover, the ratings across the banking sector are worse than a 
MMF downgraded by up to 3 notches. 


It is worth to mention that the average weighted rating of an AAA rated MMF is 
between AA- and A+. The rating of a single counterparty is only a part of the rating 
inputs which take in addition the diversification between different counterparties, 
liquidity buffers, and proper maturity profile of the asset pool into account.  


Ultimately, it would also be interesting to assess if the rating directly has an impact 
on the investors’ decision or the restrictions that such a rating imposes on the 
investment guidelines. We see the main benefits more in the indirectly imposed 
investment restrictions. 


Question 9 


We have assessed the risks linked to repos transactions used by some of our MMF. 
In general, the repos are governed by Global Master Repurchase Agreements 
(GMRA) which form a widely harmonized framework agreement. However, credit 
elements such as threshold amounts for posting additional collateral, events of 
default or applicable haircuts are individually agreed, take into consideration the 
individual credit profile and needs of the counterparties and are subject to a credit 
decision between the counterparties. It is difficult to imagine that a potential 
involvement in such credit process by regulators could provide additional benefits. 
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Question 10 


We can confirm that your description to the changes in the environment of MMFs is 
more than complete. However, we assess the relevance of some topics different 
since (i) it is our general philosophy that an investor cannot be released from its own, 
thorough analysis of an investment product by regulators, rating agencies or 
sponsors, and (ii) MMF are not the main reason for the current dislocation in the 
money markets but the banking sector’s inappropriate refinancing policy. Moreover, 
we see a potential risk of a liquidity drain in MMFs and an accelerated consolidation 
pressure for the MMF industry in the case of overshooting regulatory initiatives. The 
materialization of such potential risks could even further increase the stress in 
money markets. 


Question 11  


Except for the first bullet point, we agree to the remaining bullet points. As already 
set out several times in our answers, we see the reason for the current dislocation in 
money markets in the inappropriate refinancing policies of banks (which need to be 
addressed directly with the banks) rather than by MMF. 


Question 12 


We can just answer from our point of view with this regard but a move from CNAV to 
VNAV MMF does not cause issues. The preference for CNAV MMF is only due to 
convenience reasons as set out in our answer to question 7. However, we see 
practicability issues to obtain market prices for certain securities and deposits. 


Question 13 


All proposals may create tax and accounting issues for the investor. Probably, none 
of the proposed options would be seen by investors as a practicable solution and 
also not appreciated as an efficient safety feature. If one of the proposed options 
would apply, we would definitely consider removing CNAV MMF from our list of 
autorised investments.  


We would like to comment the different options case by case: 


To a) Assuming a hypothetical equity ratio of 5% and a pretax remuneration of such 
subordinated debt of only 5% (which is more at the lower end of market usances), 
the total expense ratio of such MMF would be increased by 25 bps which is higher 
than the current yield of EUR and USD MMF. 


To b) It shifts the benefits from the frontend to the backend but does not treat all 
investors equally since there is no clear distribution mechanism. 


To c) Investors, in particular risk adverse investors, are typically not allowed to 
subscribe for subordinated or equity like funds or shareclasses. 
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To d) The sponsor of an escrow needs to apply its own funding cost plus a margin 
which takes into account the subordinated character of funds pledged in such 
escrow. The same calculation as set out in our comment to option a) would apply. 


Question 14 


Yes, we do agree. In addition, please consider the size of Luxembourg’s or Ireland’s 
public total balance sheet in relation to the assets under management held in MMF 
registered in both countries with regard to a private-public depositary insurance. A 
purely private insurance is unlikely to be cheaper than subordinated debt from an 
arbitrary point of view (please refer to our comment in relation to question 13, option 
a) above). 


Question 15 


There would not be a major difference anymore between entering into deposits with 
a (smaller regional savings) bank. Please, also consider the cost of equity (please 
refer to our comment in relation to question 13, option a) above). 


Question 16 


The distinction between CNAV and VNAV MMF is misleading. A precautious 
investment style is just a residuum of a CNAV MMF but does not prevent a VNAV 
MMF to apply the same principles. In our point of view it is more important (i) to 
apply a clear labeling for MMF comparable to – may be more detailed than - CESR’s 
Guidelines on a common definition of European money market funds, and (ii) to 
consider regulatory improvements for the different categories. Typically, the major 
allocation is in ST MMF (as defined in CESR’s Guidelines on a common definition of 
European money market funds) as they are seen by investors as less risky and more 
robust. ST MMF should be subject to a tighter regulation of whatever nature.  


However, it is worth to mention that the MMF (as defined in CESR’s Guidelines on a 
common definition of European money market funds), which are typically VNAV, 
suffered in 2007/08 relatively stronger (more funds were closed for redemptions, 
required sponsor support, reported losses, significant redemptions) than ST MMF, 
which by accident have CNAV and VNAV share classes.  


Another observation in 2007/08 is also, that investors redeemed in particular smaller 
ST MMF and MMF with assets under management (AuM) of less than EUR 2 bn and 
have not re-attracted sizable subscriptions since. Contrary, the flagship ST MMF, 
merely also offering CNAV share classes, with AuM of more than EUR 5 bn could 
benefit from the consolidation of the sector and did not suffer the same percentage 
of net redemptions or could at least stabilize the fund volume in a short timeframe. 


Many ST MMF offer CNAV and VNAV, both distributing and accumulation, in the 
same fund in different share classes only, which allows the fund to attract higher 
amounts. The proposal to introduce separate CNAV MMF would result in smaller 
funds and could potentially result in smaller funds, which are more vulnerable in a 
run. 
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Question 17 


Yes, we do agree. 


Question 18 


We share partly the assessment of the particular risk of CNAV MMF but not the 
conclusions drawn from such assessment. Regulation should not be misunderstood 
as the full release of investors from their duty to analyse the particular performance 
and also liquidity risk of an investment in MMF. Also, the refinancing risk of banks 
should be addressed directly with banks and not indirectly through MMF. We would 
see the major improvement in a regulatory initiative containing the following 
elements: 


(i)     Clear distinction between plain MMF (comparable to a ST MMF), which requires 
more regulation, and other ‘enhanced’ or ‘dynamic’ MMF with more aggressive risk 
profile which should be less or not at all regulated. 


(ii)    Each MMF should be obliged to limit investments from a single investor in a 
MMF, e.g. at [5%] of the total assets under management, to avoid risk clusters for 
redemptions. 


(iii)   Clear guidance for the maximum concentration of an issuer, preferably also 
reflecting the credit rating (the lower the rating the lower the permitted concentration) 
and the size of such issuer. This must include a consolidation of issuers belonging to 
one group of companies (majority owned or controlled, guaranteed). We discovered 
clusters in MMF of up to 8% by applying such consolidation rules for highly 
fragmented issuers, e.g. BPCE/Natixis/Palatine or Santander/Abbey/Banesto/Totta. 
Furthermore, some MMFs do not appropriately consider the size of an issuer and 
such MMF can be considered as one of the largest lenders to a small issuer (e.g. 
high allocation in several MMF to Pohjola Bank with EUR 41 bn total balance sheet 
only). 


(iv)    Clear guidance on portfolio liquidity (WAL and WAM), restriction of less liquid 
assets (small issues in floaters without daily price quotations, holdings in private 
placements or putables, ABS and ABCP pools etc.). 


(v)     Harmonized accounting rules. 


(vi)    Increased transparency by the MMF by releasing a monthly holdings report. 


(vii)   Intervention mechanism to close a MMF for redemptions and a clear procedure 
to re-open or liquidate a MMF. 


Questions 19 and 20 


In principle, we would appreciate a mandatory change to MtM evaluation, provided 
that CNAV MMF will be abandoned. However, there are several practical problems 
to obtain tradable prices for wide range of money market instruments. 
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(i)     There are no secondary market prices for term deposits. 


(ii)    There are no frequently quoted secondary market prices for (a) the majority of 
CP/CD issued by other issuers than core sovereigns and agencies or highly rated 
corporates, and (b) bonds issued by other issuers than core sovereigns and 
agencies and a maturity of less than 1 year. Due to tightening capital rules, most 
banks have significantly downsized or even closed their credit books for secondary 
trading with significant impacts on prices. Thus, banks same as brokers just provide 
prices on a back-to-back basis. Moreover, typical bond investors are biased medium 
and long term and do not cover short term offers. 


(iii)   Some MMFs, which apply MtM, have nevertheless a strong tendency to 
‘bypass’ a market pricing. They acquire securities where they are sole investor in a 
particular issue. The arranger of such issue typically provides a ‘liquidity 
commitment’ for such instrument which is subject to a credit approval. There is a 
high likelihood that the arranger quotes the instrument very close to par without 
having an enforceable obligation to repurchase such issue. MtM price requires 
benchmark size for an issue and a restriction in terms of holding in a single issue 
(e.g. maximum 10% of the total outstanding in a security) to assure price conformity. 


(iv)    Bonds and CPs, T-Bills issued or guaranteed by highly rated government or 
agencies (credit rating not less than AA-/Aa3) can be considered as liquid, fairly 
priced and MtM evaluation is fully applicable (except for private placement and 
structures with an implicit guarantee of a sovereign only). 


This being provided, MtM evaluation is desirable but cannot be applied for all 
instruments. Exemptions for instruments with a remaining maturity of less than 3 
months should definitely be considered. The introduction of a maximum holding ratio 
in bonds could significantly limit the misuse of private placements and putables. 


The envisaged change to MtM with exemptions for short term instruments would 
certainly increase the volatility of the MMF unit prices but would also decrease the 
allocation to more illiquid investments indirectly imposed through tightened 
investment guidelines and increase the transparency for investors.  


Question 21 


We consider globally harmonized liquidity requirements comparable to the U.S. 
regulation as a key element. Although the regulation would allow for a weighted 
average remaining maturity of 60 days, most of the flagship CNAV MMF do not use 
this envelop in distressed markets. Currently, WAM is closer to a range between 40 
to 45 days. In parallel, we see a further mitigation in restrictions to reduce (i) the 
allocation to less liquid assets (no private placements, maximum 10% holding ratio in 
a single security other than CP/CD or deposit), (ii) clusters in certain issuers (see our 
answer 18 (iii)), and (iii) investors’ holdings in a particular MMF (see our answer 18 
(ii). Due to ongoing changes in the money markets and significant differences 
between different regional money markets, we would not recommend to release 
global definitions of liquid and illiquid assets. We believe that a tighter accounting 
framework would indirectly impose a higher focus on liquidity even in changing 
market conditions (see our answer 20) 
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Question 22 


Due to our extensive use of MMF as a corporate treasury, we can confirm that the 
magnitude of redemptions and subscriptions in MMF is not precisely predictable. We 
would consider a maximum holding of up to [5%] of a single investor in a particular 
MMF as reasonable and practicable. Furthermore, MMF should also improve the 
appropriate information flow. It is not understandable, that none of the MMF e-
banking tools (mono-manager) or the few multi-manager platforms do not offer the 
possibility to put orders up to one or two weeks ahead of the trading date. The 
current range is maximum 24 hours.  


Question 23 


We do not consider this as a practicable and transparent mitigation of the risk of the 
run. The sales force of a fund would probably tend to pass on some insider 
knowledge to key investors in such fund.  


Question 24 


Every investor in MMF has the benefits of higher returns in MMF as compared to 
overnight deposits and should therefore admit that a higher yield is linked to a higher 
risk. Therefore, we suppose that the minimum balance requirement is the most 
appropriate reaction to a run scenario as ultima ratio. The potential downside could 
be the exit of investors from MMF which use MMF inappropriately (e.g. sweep 
accounts, retirement plans for running service cost). 


Question 25 


We outlined our observations on the validity of price are already in our answer to 
questions 19 and 20 before. In practical terms, there will only be a limited share of 
securities – likely less than 40% in a ST MMF – for which according to our 
reservations a real MtM is applicable. Provided that MMFs have to follow in addition 
a tighter liquidity assessment (no private placements, maximum holding ratio), the 
ask/bid spread should not be a main concern anymore. We would still tend to apply 
the compound mid-prices to facilitate an equal treatment between subscribers and 
redeemers. 


Question 26 


The proposal is contrary to a concept of the intended equal treatment of all 
shareholders. Since not all securities are transferable and fully divisible it may create 
arbitrage opportunities. Finally, it is also linked to an appropriate evaluation of the 
securities to be transferred. In our opinion, a transfer in kind should only be 
considered in a full liquidation scenario of a MMF, comparable to the Lehman 
Liquidity Fund. Operationally, it also requires appropriate custody arrangements on 
investors’ side. The typical MMF investor has outsourced such custody 
arrangements to the fund manager and would need some time to put in place such 
arrangements. 


Question 27  
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The standard MMF prospectus contains the possibility to close the fund in full or in 
part in a few jurisdictions for redemptions. The only benefit would be a harmisation 
between different jurisdictions. A closing is perhaps not the most appreciated but 
ultimately unavoidable measure rather than postponing the inherent problem through 
a liquidity facility (see answer 28 below). A closing requires a strong governance 
structure in the face of obvious conflicts of interest and the pressure from large 
investors. 


Question 28 


In our view, an external private liquidity facility addresses the key problem only partly 
since it (i) may remunerate a less robust liquidity management by the fund manager, 
(ii) imposes additional cost to the fund (commitment fees, interest) which are 
significantly higher than the running yield in such fund based on the fact that funds 
do not have direct access to repo facilities of central banks, (iii) does not absorb 
losses, and (iv) creates further imbalances due to the applied haircuts.  


Question 29  


We share your concern that the reliance on external credit ratings is contra-
productive to establish a more rigorous MMF internal counterparty-risk assessment. 
In parallel, the wider downward shift of ratings by the rating agencies in general 
creates problems for the funds to assure an appropriate weighted average rating on 
portfolio level and to keep the diversification of a MMF. The waiver of rating 
restrictions would not necessarily create a material deterioration of the credit risk of 
the MMF portfolio but might deteriorate the liquidity profile of the assets held by a 
MMF since most of the money market investors also beside MMFs apply rating 
restrictions and are forced to sell assets when downgraded. 


We would appreciate the following guidance 


(i)     External ratings should just be a general filter to select the eligible assets for a 
particular MMF (tighter hurdles for ST MMF desirable). Rating restrictions – if kept 
ultimately – should be reconsidered to take into account the general downward 
pressure of credit ratings (e.g. opening investment criteria for BBB names but only 
up to [3 months]. The range of short term ratings is not detailed enough. Reference 
should be made to long term ratings. 


(ii)    MMFs should run their own credit assessment in parallel. The risk management 
must be focused on potential risk clusters and also consolidation issues, review the 
counterparties with split rating in particular to assign an own internal rating, develop 
a limit policy which takes into account the rating and size of an issuer and the tenor 
of a particular investment. 


(iii)   Risk management must also embed appropriate early warning signals (traded 
CDS, bond- or equity implied spreads) since some funds run security selection 
merely by the absolute yield without taking into account the weighted CDS factor of a 
portfolio which is often more in line with a A- to BBB rated basket despite a weighted 
average portfolio rating of A to A+. This implies also an increased liquidity risk. 
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Question 30  


The rating is an opinion and not a guarantee as widely misunderstood by investors. It 
does in particular not replace the need for the investor’s independent credit 
assessment. Thus, a proper labeling of MMF and an improved transparency 
(publishing of portfolio holdings, applied evaluation techniques etc.) is a fundamental 
basis to form an own opinion. 


The rating process for a MMF is more focused on a portfolio concept with the heavy 
weight on portfolio liquidity, diversification and weighted average spread of a portfolio 
(Moody’s) rather than on the rating of singular counterparties. A rating action for one 
counterparty would not trigger a downgrade of a well diversified portfolio. The rating 
concept perhaps overestimates the correlation benefits of a diversified portfolio 
which are less effective in distressed markets. 


Unfortunately, we do not see viable alternatives to the existing rating agencies. 
Although not always right and in time, it is difficult to find a more credible institution 
with such a long term track record. 


Question 31 


We consider the assessment of the consultation report as comprehensive. 


Question 32 


We agree that a global harmonization would be desirable to avoid regulatory 
arbitrage but given significant differences of the underlying governing jurisdictions 
and the lengthiness of such international co-ordination we do not assign a high 
likelihood to an harmonized policy ap 
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EFAMA’s RESPONSE TO THE IOSCO CONSULTATION REPORT ON 
MONEY MARKET FUND SYSTEMIC RISK ANALYSIS AND REFORM OPTIONS 


 
26 June 2012 


 
 
EFAMA welcomes the opportunity to submit its views on the IOSCO Consultation report on 
money market fund systemic risk analysis and reform options. 
 
EFAMA is the representative association for the European investment management industry. 
EFAMA represents through its 26 member associations and 58 corporate members 
approximately EUR 14 trillion in assets under management of which EUR 7.9 trillion was 
managed by approximately 54,000 funds at end 2011.1 
 
Out of the total of investment fund assets, the assets of money market funds (MMFs) 
domiciled in Europe amounted to EUR 1,053 billion at end 2011, with EUR 545 billion 
invested in variable net asset value (VNAV) MMFs and EUR 508 billion in constant net asset 
value (CNAV) MMFs.  Both types of MMFs are managed by fund managers based in Europe 
and are therefore represented by EFAMA. 
 
The views expressed in this response are shared by all EFAMA member associations and 
corporate members, except for the question on MMFs’ susceptibility to runs.  CNAV MMF 
managers consider that both CNAV and VNAV funds behave similarly in normal and stressed 
market environment, whereas VNAV MMF managers consider that VNAVs are less 
susceptible to runs as investors understand that the NAV can and will fluctuate like any 
fund’s NAV.  This being said, all EFAMA members believe that some regulators have already 
imposed reforms to strengthen the resilience of MMFs, such as the SEC’s 2010 rule 
amendments and the CESR guidelines on a common definition of European money market 
funds.    Hence, at this stage, the reform of MMFs should focus on the fund's internal 
liquidity risk, including by requiring money market funds to adhere to certain liquidity 
requirements (such as by stipulating that a minimum amount of a fund's portfolio should 
mature within one day and within five business days) and to know their clients by taking into 
account client concentration and client segments, industry sectors and instruments, and 
market liquidity positions.   


 


                                                 
1 For more information about EFAMA, please visit www.efama.org 
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SYSTEMIC RISK ANALYSIS 
 
QUESTION 1 
Do you agree with the proposed definition of money market funds?  Does this definition 
delimit an appropriate scope of funds to be potentially subject to the regulatory reform 
that the FSB could require to be put in place, with an objective to avoid circumvention and 
regulatory arbitrage? 
 
The Report defines a MMF as “an investment fund that has the objective to provide 
investors with preservation of capital and daily liquidity, and that seeks to achieve that 
objective by investing in a diversified portfolio of high-quality, low duration fixed-income 
instruments.” 
 
We agree that a MMF must have the objective of preserving the principal of the fund and 
the daily liquidity of the fund.  However, we find that it would also be useful to note that 
MMFs also aim to provide a return in line with money market rates.2  This clarification would 
be useful to inform investors about the risk tolerance of MMF investment strategy.  In other 
words, we support the definition proposed by CESR in its guidelines on a common definition 
of MMFs, i.e. a MMF must “have the primary investment objective of maintaining the 
principal of the fund and aim to provide a return in line with money market rates.”  
 
When disclosing information to investors about their objective, MMFs should ensure that 
they understand that MMFs are not the same as bank deposits.  They are an investment 
product, with associated investment risks.  Investors in MMFs continue to bear the risks and 
rewards associated with the funds underlying investment portfolios and strategies.  It should 
also be clear that the objective to preserve capital is not a capital guarantee.    
 
We also believe that the proposed IOSCO definition of MMFs should clarify the instruments 
into which MMFs are allowed to invest, following the approach taken in the CESR’s 
guidelines.   
 
Finally, we fully support the view expressed in the Report that the definition should be broad 
enough to cover products that seek to arbitrage around money market fund regulation.   
This being said, it is essential to restrict the use of the “money market” to the funds that 
comply with a strict and homogenous definition.    In this regard, we strongly believe that 
the CESR guidelines on MMFs provide a good basis for a common definition of MMFs.  
 


                                                 
2 This point is also highlighted in the CESR’s Guidelines on a common definition of European money 
market funds (Ref: CESR/10-049). 
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QUESTION 2 
Do you agree with the description of money market funds’ susceptibility to runs?  What do 
you see as the main reasons for this susceptibility? 
 
In our view, the susceptibility of MMFs to runs should not be overestimated, for the 
following reasons: 
 
• In 2007-2008, euro area domiciled MMFs experienced net outflows only when the 


market for short-term credit ceased to function following the Lehman bankruptcy in the 
third quarter of 2008.  While MMFs were associated with systemic risk, it can hardly be 
argued that they were a cause of – or amplified – systemic risk, particularly in regard to 
the financial chaos of 2008.  
 


• In 2010-2011, investors reduced significantly their holdings of MMFs, mainly because of 
the competition from bank deposits and the low level of short-term money market 
rates.  There is no evidence, however, that investors redeemed preemptively from their 
funds to be on the side of caution.  What is certain is that MMFs were able to cope with 
the withdrawals without being forced to sell securities at fire-sale prices.  


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Concerning the developed in Europe in 2007, we agree that the financial crisis caused strains 
among MMFs in Europe after the outbreak of the subprime crisis.  Investors’ concerns about 
the quality of MMFs reflected the fact that a small number of “cash-enhanced” funds had 
purchased asset-backed securities to boost their returns.  The difficulties experienced by 
these funds, which were not classified as MMFs, created confusion for investors about the 
definition, classification and risk characteristics of MMFs.  This point was recognized by the 
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IMF Global Financial Stability Report of October 2010 and by the ECB in its Monthly Bulletin 
of October 2010.3  
  
These strains led EFAMA and IMMFA to develop a pan-European definition of MMFs to 
clarify what the “MMF” label should include.  This joint work helped CESR to issue guidelines 
which created the first common regulatory definition of the European MMF.4  In our view, 
the guidelines represent an appropriate regulatory response to the problems experienced by 
MMFs in Europe in 2007.  This point is explained further below.     
 
It is also true that the financial instability arising from the Lehman Brothers’ bankruptcy, the 
run on the Reserve Primary Fund and the freezing of credit and money markets, created 
pressures for MMFs in Europe in September 2008.5  The difficulties were compounded by 
the broad extension of state-supported guarantees to bank deposits, which are the greatest 
competitor of MMFs in Europe. 
   
At the time, the industry feared that redemptions could outpace investment managers’ 
ability to raise liquidity because the market for short-term commercial paper had closed.  In 
the end, however, the efforts by the industry and the measures taken by the ECB to support 
short-term money markets, proved effective, and the pressures faced by MMFs started to 
recede in November 2008, without necessitating any intervention by governments.   
 
 


                                                 
3 See ECB Monthly Bulletin October 2010, p. 20. 
4 For detailed explanation about the CESR/ESMA guidelines go to 
http://www.esma.europa.eu/popup2.php?id=6639 and 
http://www.esma.europa.eu/data/document/ESMA_273.pdf.  
5 Euro area domiciled MMFs recorded net outflows of EUR 32 billion in the third quarter of 2008.   



http://www.esma.europa.eu/popup2.php?id=6639

http://www.esma.europa.eu/data/document/ESMA_273.pdf
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QUESTION 3 
Do you agree with the description of the role of money market funds in short-term money 
markets?  To what extent this role may create risks for short-term funding markets and 
their participants? Are there changes to be taken into account since the 2007-2008 
experience?  What are the interdependencies between banks and MMFs and the risks that 
are associated? 
 
We agree that MMFs are important providers of short-term funding to financial institutions, 
businesses and governments.  However, the importance of this role and of the risks 
associated with the link of MMFs to the short-term markets should not be overestimated as 
MMFs have not reached a systemic size in Europe.  


 
Out of the assets in the shadow banking system reported by the FSB in its report dated 27 
October 2011 (USD 60 trillion or EUR 45 trillion), the assets of MMFs domiciled in Europe 
amounted to EUR 1,171 million at end 2010 constant NAV MMF assets domiciled in Europe 
totaled EUR 464 million. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


For illustrative purpose only given that MMFs are highly regulated investment 
vehicles which should not be labeled shadow banking entities.  


 
Monetary data from the European Central Bank (ECB) show that MMF shares/units held by 
euro area investors are very small relative to the deposits managed by euro area credit 
institutions (only 3.7% at end 2010).6  At the end of September 2011, MMF shares/units 
were held by euro area investors in the following way: households (EUR 196 billion), non-
financial corporations (EUR 169 billion), insurance corporations and pension funds (EUR 81 
billion), and other sectors (EUR 162 billion).  
 


                                                 
6 Source: ECB Statistical Data Warehouse. 
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The ECB data also show that MMFs held less than 2% of all debt securities issued by euro 
area non-financial sectors in mid 2010, and 7% of all debt securities issued by euro area 
credit institutions.7 
 
     
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Two conclusions can be drawn from these statistics:  
 


• The share of European MMF assets in the so-called “shadow banking system” is very 
limited in both absolute and relative terms (only 2.6% of the total assets of the 
shadow banking system reported by the FSB). 
 


• Bank deposit is the principle vehicle used by retail investors in Europe to manage 
their cash and MMFs are playing a very modest role in credit intermediation in 
Europe.  This is largely due to the fact that European financial system is bank-
dominated.  


 
Concerning the impact of the European sovereign debt crisis, the next chart shows the time 
series of a systemic risk indicator derived from bank credit default swap spreads.8  We can 
see that euro area systemic risks in May 2010 were even higher than in September 2008.  
The origin of the tensions is well-known: the Greek crisis has turned into a European 
sovereign debt crisis, which created doubt about the solidity of the euro and the solvency of 
banks.   
 


                                                 
7 Source: ECB Monthly Bulletin October 2010, p. 23. 
8 The chart was presented at the 6th ECB Central Banking Conference in November 2010 by Lorenzo 
Bini Smaghi. 
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These developments forced European banks to accelerate their deleveraging process and 
take measures to increase the share of deposits on their balance sheets.  As a result, MMFs 
suffered a very strong competition from banks which led to significant net withdrawals.  The 
process was mainly supply-driven in the sense that many banks, particularly in Continental 
Europe, have actively encouraged their clients to reallocate their portfolios out of MMFs to 
deposits.  The steepening of the yield curve, with money market yields moving to 
unprecedented lows, also had an impact on the attractiveness of MMFs as an investment 
vehicle.  
 
While the cumulative outflows created pressure on MMFs, they didn’t create a run on 
MMFs.  In other words, investors have not reduced their investment in MMFs on the basis of 
news about withdrawals from MMFs and fears about the capacity of MMFs to withstand the 
pressure associated with the cumulative outflows. 
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QUESTION 4 
What is the importance of sponsor support for MMFs?  What is the respective percentage 
of bank versus non-bank sponsors in the MMF industry?  Are there differences among 
MMFs depending on their sponsors?  What are the potential systemic risks of support or 
protection against losses provided by sponsors? 
 
Sponsor support may be provided on a voluntary and occasional basis to MMFs or other 
types of funds.  However, investors should not be encouraged to expect sponsors to support 
their MMFs against losses.  In other words, it should be clear to investors that the risks they 
are taking when investing in a MMF cannot be transferred to a third-party.  
 
 
QUESTION 5 
Do you agree with the description of MMF benefits?  Are there other benefits of MMFs for 
investors than those outlines in this presentation?  What are the alternatives to MMFs for 
investors?  How has investor demand for MMFs recently evolved?  What would lead 
investors to move away from MMFs to other financial products? 
 
MMFs allow corporate treasurers and other institutional investors to manage deposit credit 
risk through diversification, thereby avoiding the risk associated with the concentration of 
deposits in a few select banks and the absence of unlimited deposit guarantee schemes.  The 
alternative to MMFs is direct holdings of short-term debt instruments albeit at higher 
portfolio management costs (as compared to the outsourcing solution).  For retail investors 
the only feasible alternative, apart from structured products, is a bank deposit with both 
alternatives exhibiting huge counterparty risk. 
 
MMFs also offer companies possibilities to diversify their financing from bank loans to 
securities, by maintaining a certain level of demand for securities issued by companies.   In 
this way, MMFs constitute alternative funding for the real economy, which is particularly 
useful when traditional banking or market channels become temporarily impaired.  As 
Commissioner Barnier stressed in his speech at the conference on the shadow banking 
system on 27 April, financial intermediation should not be left entirely and solely in the 
hands of banks.  Indeed, alternative sources of financing have an important role to play in 
these difficult times for the European economy, where the banks have to adhere to more 
stringent prudential ratios.   
 
Along the same line of thinking, we concur with what Jean-Pierre Jouyet, the AMF President, 
said at the same Conference when he emphasized that “we need non bank credit; we need 
vibrant and active financial markets, be it securities or derivatives markets, and various and 
numerous financial intermediaries and vehicles, to ensure a smooth functioning of our 
capital markets.”   
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QUESTION 6 
Do you agree with the proposed framework comparing money market funds and bank 
deposits?  Are there other aspects to consider? 
 
It is not appropriate to assume that MMFs are entities that are exposed to similar financial 
risks as banks, without being subject to comparable constraints imposed by banking 
regulation and supervision.  Indeed, the maturity/liquidity transformation performed by 
MMFs is an order of magnitude significantly less than that performed by banks, and is 
subject to tight controls.  The asset/liability maturity mismatch of MMFs is very limited and 
the credit quality of their portfolio is high.  Furthermore, MMFs do not make loans but 
instead invest in marketable securities.  As UCITS, they may borrow up to only 10% of their 
assets, as long as these are temporary borrowings and such borrowings may not be used for 
investment purposes.9  This possibility, which is not used by all MMFs, can be considered as 
a first line of action to allow MMFs to cope with larger-than-expected withdrawals.   
 
Concerning more specifically the question of liquidity mismatch, under “normal” market 
conditions a MMF has daily liquidity as do the short-term debt instruments the fund invests 
into.  As such no liquidity transformation takes place and no liquidity mismatch occurs.  It is 
worth noting that this is also true for a MMF with daily liquidity even where its duration 
exceeds one day because the underlying securities have daily liquidity as well.   Only if the 
securities the fund is invested into no longer have daily liquidity, for example due to an 
abnormal market situation, and the fund maintains its daily liquidity to its investors 
(especially to those redeeming shares), there is a liquidity mismatch.  Such a case can be 
addressed by liquidity risk management (as already established under UCITS IV) and where 
the situation does not improve, by a (temporary) suspension of redemption (equally possible 
under UCITS).   
 
Concerning liquidity risk management, it can be added that all UCITS managers are required 
to employ an appropriate liquidity risk management process in order to ensure that the 
funds they manage are able to meet redemption requests from investors. This liquidity risk 
management process is part of the permanent risk management function that UCITS 
management companies must establish which must be functionally and hierarchically 
independent from other departments within the management company.  Managers are 
required to measure and manage the risks to which the fund is or might be exposed, 
including the risk of massive and unexpected redemptions.   
 
Against this background, we do not regard MMFs as maturity or liquidity “intermediaries” 
but rather regulated collective investment schemes pooling assets and investing into short-
term securities that are available in the market place. We would emphasize that the only 
intermediary function of MMFs relates to lot size where (retail) investors get a diversified 
short-duration exposure which they otherwise could not get due to minimum investment 
sizes of securities.  It should also be stressed that the client base of banking deposits and 
MMFs is very different.  Whereas banking deposits are used by all citizens to meet their cash 


                                                 
9 See Article 83 of the UCITS Directive. 
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needs, MMFs attract in majority institutional clients who are sophisticated investors that can 
and do understand investment risk.  
 
 
QUESTION 7 
Are there other similarities or differences between CNAV and VNAV funds which would be 
useful for the analysis?  Is there evidence (based on representative samples) showing 
differences in the fluctuation of the funds’ NAV depending on their model?  What is the 
extent of the use of amortised cost accounting by VNAV funds?  Has this practice evolved 
over time? 
 
The net asset value of VNAV MMFs is valued based on the most current market valuation.  In 
general, only when market prices are not available at the very short end of the yield curve, 
VNAV MMFs are entitled to apply amortised accounting to negotiable debt instruments with 
less than three months residual maturity – instrument by instrument – and no specific 
sensitivity to market parameters.     
 
CNAV funds apply amortised accounting to instruments with less than 397 days residual 
maturity.  The use of amortised accounting to calculate their net asset value is in line with 
the CESR’s guidelines concerning eligible assets for investment in UCITS.  CNAV funds must 
ensure that the amortization method does not result in a “material discrepancy” between 
the value of the money market instrument and the value calculated according to the 
amortization method.  In practice, a material discrepancy is assessed by comparing the 
amortised price of the portfolio with an alternative estimate of its market price.  That 
alternative estimate comprises actual market prices where they are available, and model 
prices where they are not - for example, prices modelled off of an issuer’s interest rate 
curve.  That alternative estimate of the market price is called the “shadow price”.   
 
As many money market instruments, for example commercial paper and certificates of 
deposit, are LIBOR referenced but difficult to price because the market trades OTC, it is 
important to allow MMFs to continue applying amortized accounting subject to certain tests. 
Finally, it should be noted that in some countries the availability of CNAV MMFs provide 
investors with the same tax and accounting treatment that would apply if they invested 
directly in their own cash management portfolios and thus reduces the administration costs 
for investors, providing ease as the return is qualified as “income” and not “capital gain”. 
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QUESTION 8 
What is the importance of ratings in the MMF industry?  What is the impact of the 
monitoring function of credit rating agencies for MMFs?  What are the potential systemic 
risks associated with ratings in the MMF industry? 
 
MMFs AAA-ratings are important because of the willingness of certain clients in some 
countries to invest in AAA CNAV funds.  External ratings provide an external validation that 
the portfolio of the fund satisfies a series of independent criteria in order to qualify for the 
rating.  This was particularly important where there was no pan-European regulatory 
definition of a MMF.   


Notwithstanding the fact that investors value MMF ratings, there are concerns with the way 
in which the rating agencies have performed in recent years: their credibility has 
undoubtedly been affected.  It would therefore appear appropriate to review the 
methodology employed by credit rating agencies and their reliability with a view to identify 
and correct weaknesses.     


On the use of ratings to assess whether a money market instrument is of high quality, as 
explained in our response to Question 29, we are strongly in favour of removing the 
regulatory prohibition to invest in a MMF that would not have been awarded one of the two 
highest available short-term credit ratings by some credit rating agencies.     


We would also like to draw IOSCO’s attention to two additional problems raised by ratings: 


• The lack of flexibility of the rating agencies in case of an issuer’s downgrade can 
produce herding behaviour in the market place and therefore a certain pro-
cyclicality, particularly on the downside. 


• The rating of bonds bears little forecasting capability as a couple of defaults 
happened without the rating agencies being able to issue early enough warnings of 
the deterioration in credit.  With this in mind it is not realistic to expect that a rating 
of MMFs offers any additional information value to investors. 
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QUESTION 9 
Are existing rules adequately addressing risks regarding the management of collateral 
from money market funds?  What are the risk management processes currently in place 
with regard to repo and securities lending transactions?  Do MMFs present unique issues 
with regard to their use of repo markets or would general policy recommendations that 
the FSB may issue regarding repo markets be applicable? 
 
 
Repos are used by MMFs.  On the other hand, securities lending is not very frequent for 
MMFs given the counterparty risk facing the securities lenders.    
 
It should be emphasised that repos that are used by MMFs as part of their normal conduct 
of business, and especially for day-to-day cash management.  Such repos involve a short-
dated maturity and are fully collateralised.  In addition to the fact that the repos are short-
dated, they very often allow both parties to terminate the transaction early (within 24 or 48 
hours), which is a positive feature for MMFs.  The securities taken as collateral are also 
usually highly-rated, and liquid, so they are easily priced.  That means cash collateral 
agreements (which can also be called “margining arrangements”) can be implemented so as 
to take into account variations in the market value of the collateral, if any.  It is important to 
point out that the fact that the collateral attached to the repo transaction implies that, all 
other things equal, repos are less risky than other collateral-free financial instruments such 
as direct buying of debt securities.   
 
The key is the adequacy of the investment risk management process to ensure sufficient 
liquidity in the fund. Current processes are governed by market practices/regulatory rules 
and legal documents.  These are designed to ensure the effectiveness of close-out provisions 
and the enforceability of the collateral upon insolvency of a counterparty.  
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QUESTION 10 
Are the above-mentioned changes in the environment of MMFs relevant factors to take 
into consideration?  What are some of the implications for regulatory options?  Are there 
other aspects to consider? 
 
We agree that recent changes in the regulatory markets and market developments should 
be taken into account when contemplating further reform: 
 
• The current low interest rate environment means there is little capacity to increase costs 


on either MMF investors or MMF sponsors (who are waiving fees in order to maintain 
that marginal yield). 
 


• As noted above, the lack of a pan-European European classification of MMF highlighted 
the importance of the CESR/ESMA guidelines on a common definition of MMF based on 
defensive portfolio strategies and liquidity risk management system for being prepared 
for a long-lasting liquidity shock.   
 


• The Basel III proposals to strengthen liquidity buffers and lessen asset/liability maturity 
mismatches in banks should be taken into account.  More specifically, these proposals 
include obligations for banks which have constant NAV MMFs managed within their 
group to hold liquid assets and stable funding against that exposure. 


 
 
QUESTION 11 
Do you agree with the systemic risk analysis and the rationale for reform presented in this 
section?  Are there other factors to consider? 
 
While we understand the FSB’s position that “maturity/liquidity transformation within the 
shadow banking system, especially if combined with high leverage, raises systemic concerns 
for authorities because of the risk that short-term deposit-like funding in the shadow banking 
system can create “modern bank-runs” if undertaken on a sufficiently large scale”10, we 
consider that MMFs are not “shadow banks”.  The risks they pose to the financial system in 
Europe are extremely limited.  They have not reached a systemic size and the recently 
reinforced regulatory framework provides a sound base for limiting the MMFs’ susceptibility 
to runs or other systemic risks.  This point is documented in the next table.  We would like to 
highlight the following points. 
 
The implementation of the new CESR/ESMA guidelines, which have taken effect in July 
2011, represents a major and decisive step towards greater transparency and increased 
clarity.  The guidelines crystallize the two-tier approach EFAMA and IMMFA had suggested in 
their initial proposal by creating two MMF subcategories: “short-term money market funds” 
and “money market funds”.  They also provide a robust framework to limit the main risks to 
which MMFs are exposed, i.e. interest rate risk, credit/credit spread risk and liquidity risk.  


                                                 
10 See FSB report of 27 April 2011, p. 4. 
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Among other things, the reduction in the weighted average maturity (to no more than 60 
days for Short-term MMFs and 120 days for MMFs) limits the overall sensitivity of the funds’ 
NAV to changing interest rates, and the reduction of the weighted average life (to no more 
than 6 months for Short-Term MMFs and no more than 1 year for MMFs) limits credit and 
credit spread risk.  Overall, the requirement to invest in high quality money market 
instruments reduces credit risks.    In practice, the requirements from the CESR/ESMA 
guidelines and the UCITS Directive oblige MMF managers to keep high-quality and liquid 
portfolios to avoid running into liquidity difficulties.   
 
According to the European Central Bank, the change in the definition brought about by the 
CESR/ESMA guidelines had a significant impact on the size of the MMF industry.  In 
particular, in Ireland and Luxembourg, the redefined MMF industry was approximately 28% 
and 22% smaller respectively in terms of the total net asset value.  The overall impact of 
changes to the reporting population in the euro area amounts to a reduction of EUR 193.7 
billion (18%) of the MMF sector’s total net asset value since July 2001.11  
 
The CESR/ESMA guidelines also require managers of MMFs to draw investors’ attention to 
the difference between the MMF and investment in a bank deposit.  Enhancing investor 
awareness about the exact nature of MMFs will strengthen MMFs’ resilience in crises. 
 
It should also be noted that the vast majority of MMFs are UCITS.  This means that their 
managers must, amongst others, employ a risk management process which enables them to 
monitor and measure at any time the risk of the positions and their contribution to the 
overall risk profile of the portfolio.12  For a MMF, this includes a prudent approach to the 
management of currency, credit, interest rate, and liquidity risk and a proactive stress-
testing regime.  In addition, managers of MMFs must have appropriate expertise and 
experience in managing these types of funds.    
 
We would like to conclude this section by quoting Willem Buiter, a highly respected 
economist:  


 
“Liquidity is not a substance but a property of financial instruments.  It is subject to 
network-externalities, and is fundamentally a matter of beliefs and trust.  With 
confidence, optimism and trust, any security will be liquid.  Without these, nothing is 
liquid.  Therefore, for both funding liquidity and market liquidity, the provider of the 
ultimate, unquestioned source of (domestic currency) liquidity is a necessary 
participant in any socially efficient arrangement.”13  


 
The provider of the liquidity should be the central banks.  By standing ready to act as the 
ultimate source of funding liquidity (as lender of last resort) and as the ultimate provider of 


                                                 
11 See ECB Monthly Bulletin April 2012. 
12 See Article 51 of the UCITS Directive. 
13 See “The role of central banks in financial stability: how has it changed”, Willem H. Buiter (London 
School of Economics and CEPR), CEPR Discussion Paper No. 8780, January 2012.  
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market liquidity (as market maker of last resort), central banks can address or at least 
mitigate the risk that the market for short-term credit ceases to function. 
 
We fully agree with Buiter’s analysis.  The reform of MMF regulation should not develop into 
a quest for the Holy Grail.  Liquidity plays a crucial role in financial markets.  Without some 
liquidity, financial markets cannot work properly.  As soon as investors are more concerned 
about protecting themselves from liquidity risk than they are with making money, they start 
moving cash out of assets likely to be hurt by the loss of liquidity.  When the flight to safety 
is broad based, it can set in motion a process of vanishing liquidity.  In those market 
circumstances, the best remedy is to restore investor confidence.  In the intervening period, 
the main objective of MMF reform should be to ensure that funds have appropriate liquidity 
risk management in place.    
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Susceptibility of European MMFs to Key Systemic and Run Risks 
Assessment of the Existing Regulatory Framework  


as a Line of Defense against these Risks 


Key Systemic Risk Factors14 Existing Regulatory Framework 
Maturity transformation The CESR/ESMA guidelines on the MMF 


portfolio WAM and WAL restrict very much the 
degree of maturity divergence between the 
MMF assets and liabilities. 


Credit risk transfer The Basel  II enhancement of July 2009 provides 
a proper framework to address reputational 
risk/implicit support provided by banks to MMFs.  


Leverage The UCITS Directive ensures that MMFs operate 
with little if any leverage. 


Liquidity transformation The CESR/ESMA guidelines and the UCITS 
Directive ensure that MMFs invest in high-
quality, liquid assets and employ a conservative 
risk management process and a proactive stress-
testing regime. 


Key Run Risk Factors15 Existing Regulatory Framework 
Liquidity shock & credit event/deterioration The global efforts toward financial reform 


undertaken by the G-20/FSB and the provision of 
funding liquidity and market liquidity by central 
banks constitute major steps to address some of 
the most important financial instability 
problems. 


1st mover advantage The UCITS criterion that MMFs must calculate 
their NAV to reflect the market value of their 
investment portfolios should prevent MMF 
investors from redeeming without paying the 
increased cost of liquidity. 


Risk aversion of the investor base & flight to 
safer assets 


The CESR/ESMA guidelines have created a high-
quality MMF brand that ensures that the risks 
associated with MMFs are as low as the risk 
aversion of the investor base, and lower than the 
risk associated with other investment vehicles.    


Uncertainty regarding availability of sponsor 
support 


MMFs are investment funds which are not 
providing any capital guarantee.  Therefore 
investors should not count on any sponsors to 
bail them out.    


                                                 
14 Source: FSB report of 27 October 2011, p. 10-11. 
15 Source: IOSCO Document for Discussion in preparation of Industry hearing of 20 January 2012. 
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POLICY OPTIONS 
 
 
Option 1: Prohibit the use of amortized cost valuation for any securities held by a MMF 
 
QUESTION 12 
Do you agree with the benefits of imposing a mandatory move from CNAV to VNAV, which 
would amount to prohibiting the use of amortized cost valuation for any securities held by 
a MMF? Are the challenges identified in the US context valid in other jurisdictions 
currently authorizing CNAV funds? How could these challenges be overcome?  
 
Prohibiting the use of amortized cost valuation for any securities held by a MMF would sign 
the death warrant of the CNAV MMFs as currently implemented.  We believe that CNAVs 
have not reached a systemic size in Europe.   In addition, CNAV and VNAV MMFs have been 
offered in parallel in Europe for many years.  Many investors find it convenient and efficient 
to diversify their assets in CNAV for tax reasons and because the variability in the price of a 
VNAV complicate their cash-flow planning.  It is not clear that those investors will decide to 
move to VNAV as requiring a VNAV will reduce or eliminate the features of MMFs that make 
them attractive as a cash management vehicle to many investors of CNAV. 


 
As far as VNAV are concerned, the net asset value is valued based on the most current 
market valuation.  However, in general, when market prices are not available at the very 
short end of the yield curve, VNAV are entitled to apply amortised accounting to negotiable 
debt instruments with less than three months residual maturity – instrument by instrument 
– and no specific sensitivity to market parameters.     
 
As many money market instruments, for example commercial paper and certificates of 
deposit, are LIBOR referenced but difficult to price because the market trades OTC, it is 
important to allow MMFs to continue applying amortized accounting subject to certain tests. 







19 
EFAMA’s reply to IOSCO’s consultation on MMF Systemic Risk Analysis & Reform Options 


 
 
Option 2: NAV buffers 


2.1 Market-funded NAV buffers:  Require MMFs to issue a subordinated equity 
share class as a form of market-funded NAV buffer 


 2.2 Shareholder-funded NAV buffer  
2.2.1 Version 1: Require MMFs to create a shareholder-funded NAV buffer 
2.2.2 Version 2: Require MMF shareholders to purchase a certain amount 
of capital securities as a condition of investment in the fund’s constant 
value shares 


 2.3 Sponsor-funded NAV buffer: Require MMF sponsors to provide financial s
  support for the funds that the sponsors implicitly assume 
 
QUESTION 13 
What would be the main effects of establishing a NAV-buffer? What would be the most 
practical ways to implement such buffers? Should various forms of NAV- buffers be 
allowed or should regulators favor a single option? What would be a realistic size of the 
NAV-buffer and what would be the impact in terms of costs for running MMFs? In the case 
of subordinated shares, could the option be seen as creating a securitization position, with 
associated requirements in terms of retention?  
 
We have strong reservations against the proposal that MMFs should accumulate capital 
requirements or buffers as this policy approach would destabilize very much the business 
model of MMFs, especially in a situation like today where money market rates are at 
historically low levels.  In addition, the proposed shareholder-founded NAV buffers are 
complicated systems likely to give rise to numerous questions which will be difficult to 
answer including the potential size of the buffer, whether it is high enough and to whom it 
actually belongs when investors redeem shares.  Furthermore establishing a reasonable 
buffer size of 0.5-5% can be expected to take a long time depending on the amount of credit 
risk the MMF is exposed to. The complexity will be increased by should different forms of 
NAV buffer be allowed.  
 
MMFs need to be fully transparent and easy to be explained to investors. Complex features 
such as those proposed would confuse the investment community, and lead to transfers into 
alternative investment vehicles.   
 
In addition, we would like to make the following more specific comments: 
 


• Shareholder-funded NAV buffers funded by retained earnings (option 2.2.1): the 
cost would be borne by first generation investors to benefit of late generation 
investors.   This is not consistent with basic principles of securities regulation.  
Moreover, the capital accumulating process would be slow in today’s low interest 
rate environment.   


 
• Shareholder-funded NAV buffer funded by capital shares (option 2.2.2):  we do not 


believe investors would invest in MMFs if they were required to make a parallel 
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investment in riskier subordinated shares/capital securities.  It defeats the purpose 
of their investment, i.e. to manage credit risk through diversification. 
 


• Subordinated shares funded by sponsors (option 2.1) & Sponsor-funded NAV buffer 
(option 2.3): initially these options would result in a two-tier MMF industry, i.e. a 
top-tier comprising sponsors who have easy access to capital, and a bottom-tier 
comprising sponsors who do not have not easy access to capital.  In the end, these 
options would cause sponsors of bottom-tier MMFs to lose market share to 
sponsors of top-tier MMFs.  More importantly, if sponsors are requested to provide 
the capital, this would exacerbate investors’ perception that sponsored-funded 
MMF are “obliged” to stand behind their funds.  There is no reason to apply this 
solution to MMFs to the extent that they are investment products which might lose 
value. 
 


 
Option 3: Insurance 
 
QUESTION 14 
Do you agree with the description of the challenges associated with the establishment of a 
private insurance? Are there ways to address them?  
 
We agree that private insurers are unlikely to insure MMFs against losses.  Pricing the risk 
would be very challenging.  If such pricing would be take into account the specific risk of a 
MMF portfolio, we suppose the premium would be unaffordable.  If such would be 
unresponsive to these risks, this would create moral hazard, which would serve a 
disincentive to prudent risk management.    
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Option 4: Require bank-like regulation for MMFs 
 
QUESTION 15 
Do you agree with the description of the challenges and potential second-round effects of 
a conversion of MMFs into special purpose banks? Are there ways to circumvent those 
effects?  
 
We have strong reservations against the proposal that MMFs should be regulated like banks, 
presumably because of the functional similarities between MMF shares and bank deposits.  
This is not the right approach to strengthen the resilience of MMFs to stressed market 
conditions.  The reform should be going in the opposite direction in order to  
 


• enhance investor expectations that MMFs are not impervious to losses; 
 


• prevent moral hazard by encouraging investors to search for the best MMF; 
 


• encourage MMF sponsors to apply prudent risk management to avoid losing clients. 
 
It should also be stressed that capital requirements would destabilize very much the 
business model of MMFs, especially in a situation like today where money market rates are 
at historically low levels.  Consequently, imposing regulatory capital requirements or 
insurance coverage would have two additional consequences: 
 


• force MMF sponsors to close their MMFs; 
 


• lead institutional investors to direct their assets to unregulated instruments as bank 
deposits would not be an attractive option in the absence of government MMF 
insurance, one option that could not be realistically contemplated given its potential 
impact on government liabilities; 
 


• reduce the availability of short-term credit.   
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Option 5: Permit both VNAV and CNAV funds with certain risk limiting conditions 
 5.1 Enhanced protection for CNAV 
 
QUESTION 16 
What are the main advantages and drawbacks of two-tier system(s)? Would it be sufficient 
to address the risks identified? What could be the conditions applicable to CNAV funds? 
What could be the potential impact on investor demand? Should certain funds be 
exempted from certain risk limiting conditions due to their holdings?  
 
A two-tier approach has been functioning well in Europe for many years.  The main 
advantage of a two-tier system would be to leave the choice to investor. 
 
Along the line decided by CESR/ESMA in Europe, we agree that that a two-tier approach 
should recognize the distinction between two types of MMFs:  
 


• “Short-term MMFs” which operate a very short weighted average maturity and 
weighted average life; and 
 


• “MMFs” which operate a longer weighted average maturity and weighted average 
life 


 
Only short-term MMFs are allowed to have a constant net asset value.   
 
It should be stressed, though, that the core regulatory requirements should be the same for 
both types of MMFs, in particular regarding liquidity requirements, stress testing and “know 
your customer” principles.  
 
While we agree that the investment strategy of CNAV should be limited by restrictions other 
than those relating to the WAM and WAL, we don’t think that it would appropriate to 
request these funds to hold only government obligations.   Indeed, the duration risk could 
well put the NAV under stress in the case of a steep rise in government yields, which is more 
probable to happen when yields are very low like nowadays. The CNAV would therefore be 
wrongly considered as low risk investment vehicles.  
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Option 5: Permit both VNAV and CNAV funds with certain risk limiting conditions 
 5.2 Reserve CNAV MMFs for either only retail or only institutional investors 
 
QUESTION 17 
Do you agree with the suggestion that reserving CNAV funds for only certain investors (i.e. 
retail or institutional investors) would face practical challenges and would not be sufficient 
to address the risks identified?  
 
The distinction between retail and institutional investors is not always easy to make.  
Moreover, asset managers often do not know to which category belong the shareholders, as 
most funds have both retail and institutional investors. 
 
The mix of retail and institutional investors in the same fund has also given some stability in 
the assets, as diversification among shareholders is positive: both categories do not have the 
same subscriptions/redemptions cycles. 
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QUESTION 18 
Regarding the different structural alternatives described in Section 1 [questions twelve to 
seventeen], what are the benefits and drawbacks of the different options described 
above? How could they be prioritized? What are the necessary conditions for their 
implementation?  
 
We would like to stress once more that MMFs are not banking products and are not (in the 
absence of a specific commitment of financial support) guaranteed by the manager or 
promoter.  We believe IOSCO’s “policy options” could be improved with a greater 
understanding of MMFs and how they operate.  In addition we have very strong reservation 
against the proposition to prohibit the use of amortized cost valuation for any securities held 
by a MMF.  We would to stress in particular that when the market price is not available, the 
only valuation possible is mark to model. 
 
 


Mandatory move to variable NAV and other structural alternatives 
Policy Options Benefits Drawbacks 
Move to VNAV  


 
 
 
 
 
 
 
Limited benefit given the 
limited systemic risk 
posed by MMFs 


• Elimination of CNAV 
• Administrative costs 


NAV Buffer • Very complicated  
• Costly for sponsors 
• Costly for investors 
• Shrinkage of MMF industry 
• Less financing of the real economy 


Insurance • Moral hazard (if low premium) 
• Shrinkage of MMF (if high premium) 
• Less financing of the real economy 


Special Purpose banks • Reduced return for investors 
• Competition between MMFs and banks for 


funding 
• Endangering the existence of MMFs 
• Less financing of the real economy 
• Search for less regulated products 


Two-tier system • No drawback 
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Option 6: Imposing marked-to-market valuation 
 
QUESTION 19 
What are the main benefits and drawbacks of imposing the use of marked-to-market 
accounting for all the instruments held by MMFs? What is the availability of market prices 
for securities commonly held by money market funds? Are there situations where this 
general principle could not be applied?  
 
We recognise that marked-to-market valuation offers high transparency to investors, as they 
know that the price at which they subscribe or redeem does reflect market prices.  All 
shareholders are therefore treated the same way. 
 
However, we believe a limited use of amortised cost prices can be justified : 
 
• First, whereas investors frequently transact in equity and fixed income securities, they 


tend to hold money market instruments to maturity.  Consequently, whereas equity and 
fixed income markets provide a wealth of mark-to-market prices, money markets do 
not.  Furthermore, many money market instruments, for example commercial paper and 
certificates of deposit, are LIBOR referenced but difficult to price because the market 
trades OTC.  It is therefore important to allow MMFs to continue applying amortized 
accounting subject to certain tests, as amortised cost has proven reliable over the years.    


 
• Second, the use of a “shadow price” should allow CNAV to provide price transparency to 


investors and to switch to the shadow price when the amortization method result in a 
“material discrepancy” between the amortised price of the portfolio with an alternative 
estimate of its market price.  That alternative estimate should be based on a well 
accepted calculation method. 
  


• Finally, we agree with IOSCO that for many securities, mark-to-market pricing is an 
approximation and so the cost involved in requiring mark-to-market pricing, even for 
securities very close to maturity, would not be justified.  This concern is valid for all 
MMFs. 
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Option 7: Restrict the use of amortized cost accounting by MMFs 
 
QUESTION 20 
Should the use of amortized cost accounting be limited, and, if so, how? Are general 
restrictions on funds’ WAM or WAL preferable? Are there practical impediments (e.g. 
availability of prices) to imposing stricter requirements on the use of amortized cost 
accounting than current existing regimes? What would be the potential effects on MMFs’ 
investment allocation and short-term funding markets? What monitoring should be 
implemented? What conditions are advisable? In particular, please describe the rationale, 
feasibility and effects of limiting the residual maturity of instruments to [30-60-90-other] 
days. What materiality threshold could be proposed?  
 
We fully agree that there should be limits on the use of amortised cost prices: otherwise, if 
amortised prices were materially higher (lower) than mark-to-market prices, there is a risk of 
disadvantaging (advantaging) subscribing investors relative to incumbent investors, and 
remaining investors relative to redeeming investors.   
 
Existing limits on amortised accounting take a variety of forms, and need to be considered in 
conjunction with other risk constraints designed to protect investors, such as maximum 
WAM; maximum WAL; maximum final legal maturity; minimum liquidity requirements;  
minimum credit quality requirements; and asset diversification requirements.   
 
We believe that the CESR’s Guidelines Concerning Eligible Assets for Investment by UCITS 
provides a helpful model.  In a nutshell, if a UCITS uses an amortization method, it must 
ensure that this will not result in a material discrepancy between the value of the money 
market instrument (MMI) and the value calculated according to the amortization method.  
The following UCITS/MMI will usually comply with the latter principles: 
 
• MMI with a residual maturity of less than three months and with no specific sensitivity 


to market parameters, including credit risk; or 
 


• UCITS investing solely in high-quality instruments with as a general rule a maturity or 
residual maturity of at most 397 days or regular yield adjustments in line with the 
maturities mentioned before and with a weighted average maturity of 60 days.  The 
requirement that the instruments be high-quality instruments should be adequately 
monitored, taking into account both the credit risk and the final maturity of the 
instrument. 


 
These principles along with adequate procedures defined by the UCITS should avoid the 
situation where discrepancies between the value of the MMI and the value calculated 
according to the amortization method would become material, whether at the individual 
MMI or at the UCITS level. These procedures might include updating the credit spread of the 
issuer or selling the MMI. 
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Regarding the relative merits of the options for limiting the use of amortised cost prices 
discussed in the Report, a reduction to 60 or 30 days as a limit for asset’s residual maturity 
would considerably hurt the short term financing of the economy, in particular the issue of 
commercial paper which is usually 90 days or longer at issuance.    This would require 
corporations to reduce their financing horizon to 60 or 30 days. 
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Option 8: Require MMFs to hole a certain amount of liquid assets and restrict the amount 
of illiquid assets 
 
QUESTION 21 
What are the main benefits and drawbacks of imposing global liquidity restrictions? 
Should there be restrictions regarding (daily/weekly) liquid assets as well as regarding 
illiquid assets? Are global definitions of (daily, weekly) liquid and illiquid assets practical? 
Are there other conditions to consider (e.g. regarding the concentration of assets)?  
 
We agree that MMFs should hold a certain percentage of their assets in cash or securities 
accessible very quickly, to be able to meet redemptions without incurring losses that could 
affect the remaining shareholders.  Against this background, the introduction of mandatory 
portfolio liquidity requirements, i.e. minimum holdings of assets held in assets that would be 
accessible within one day and within one week, could be envisaged.  Thus if IOSCO considers 
it absolutely necessary to implement further options, we would understand that it 
recommend to impose minimum liquidity requirements on MMFs.   
 
Still, we also acknowledge some challenges/drawbacks of imposing minimum liquidity 
requirements: 
 


• Minimum liquidity requirements would force MMFs to shorten their investments or 
buy a higher percentage of government securities at the expense of banking or 
corporate commercial papers.  This would limit the access to money markets for a 
lot of issuers and, in the end, reduce the MMF industry size.  
 


• Regulators would have to address how to define “liquid” assets.  
 


• It should also be clear that the regulatory requirements would only apply when a 
security is purchased.  A temporary difference should be acceptable if the liquidity 
position is used to meet a redemption that causes the fund liquid assets to fall 
below the liquidity ratios.there should not be any (global) liquidity restrictions for 
liquid or illiquid assets.  


 
• The usefulness of minimum liquidity requirements should not be over-estimated as 


the liquidity of short-term debt securities may change strongly over short periods of 
time. From this perspective, imposing strong requirements regarding liquidity risk 
management might be a superior tool to manage liquidity. 
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Option 9: Require MMFs to establish sound policies and procedures to “know their 
shareholders” and better anticipate cash outflows 
 
QUESTION 22 
To what extent are managers able to “know their customers” and anticipate redemptions? 
Are there practical obstacles for managers to “know their customers” (e.g., in the case of 
platforms, omnibus accounts) and how could they be addressed? What are the main 
features of the funds’ investor base to take into consideration from a liquidity risk 
management point of view? Should conditions, e.g., regarding the concentration of the 
investor base be considered? Would this requirement allow fund managers to better 
understand and manage the risks to which the fund is exposed? 
 
In general, we consider that MMFs should have in place an internal system to be able to 
meet reasonably foreseeable liquidity demand of their clients, taking into account client 
concentration and client segments, industry sectors and instruments, and market liquidity 
positions.  However, it should be noted that even when the intentions of end investors are 
known, they might change during a crisis, with many investors potentially seeking to redeem 
at the same time.  As noted in our response to Question 11, we would argue that liquidity in 
the market place is the key determining factor.   
 
If IOSCO would nevertheless propose procedures for MMFs to know their shareholders, it 
would be important to take into account the following points: 
 


• Any reform ought not to take the form of formal limits per se, but rather of an 
obligation on MMFs to know their investor base in order to manage concentration 
risk. 


 
• Many fund managers would be unable to have a breakdown of their customer base 


due to the complexity of the different distribution systems and to the local 
regulation that protect the identity of clients.    
 


• We would support sound procedures to manage liquidity risk by monitoring 
redemptions and subscriptions very closely but not a mandatory requirement to 
maintain an individual shareholder register at the fund level.   
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Option 10: Impose a liquidity fee based on certain triggers 
 
QUESTION 23 
Would such a liquidity fee generate a pre-emptive run? If so, when and are there ways 
that pre-emptive run risk could be reduced? How would shareholders react to the liquidity 
fee? Would it cause shareholders to transfer their MMF investments to alternative 
investment products? If so, which types of shareholders are most likely to make such 
transfers and to which products and will such a shift in investment create new systemic 
risks or economic, competitive, or efficiency benefits or harm? Would MMF board 
directors be able to impose a liquidity restriction despite potential unpopularity with 
investors and competitive disadvantage imposed on the fund? At what level such a 
liquidity trigger should be set? 
 
The introduction of a liquidity fee for VNAV MMFs is not justified, as these funds’ NAV 
already fluctuate with market price.    
 
As far was CNAV MMFs are concerned, these funds are able to maintain both their stable 
price and provide liquidity in normal market conditions, so liquidity fees should only be 
introduced in principle during distressed market conditions to ask investors to pay for the 
cost of liquidity.  We believe that the boards of CNAV funds should be able to impose a 
liquidity fee as part of their fiduciary obligation to ensure the fair treatment of their 
investors.   
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Option 10: Impose a minimum balance requirement on MMFs 
 
QUESTION 24 
How would shareholders react to a minimum balance requirement? Would it cause 
shareholders to transfer their MMF investments to alternative investment products? If so, 
which types of shareholders are most likely to make such transfers and to which products 
and will such a shift in investment create new systemic risks or economic, competitive, or 
efficiency benefits or harm?  
 
We agree that this option would impose a cost to investors without creating a mechanism 
that could stop risk-averse investors from redeeming in stressed market conditions.  This 
would lead to a lose lose situation: 
 


• Minimum balance requirement would cause shareholders to transfer their 
investments to alternative investment products 
 


• There would be little benefit to expect from this tool in stressed market conditions 
 
We also consider that this requirement would be complex to manage operationally and 
difficult to explain to investors.   
 
 
Option 11: Allow MMFs to value their assets at bid price 
 
QUESTION 25 
What are the benefits of using bid price for valuing the funds? Are there other options 
(such as anti-dilution levy) which could be explored to reduce shareholders’ incentive to 
redeem?  
 
We agree with the proposal to allow MMFs to value their assets at bid price to ensure that 
each investor gets the price at which the securities last traded hands.  
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Option 12: Redemptions in-kind 
 
QUESTION 26 
What are the benefits and drawbacks of allowing redemptions-in-kind? Are there practical 
impediments to implementing this option (e.g. some portfolio securities cannot easily be 
divided)?  
 
Creating a requirement to distribute large redemptions in-kind does create certain benefits, 
especially by forcing redeeming shareholders to bear their own liquidity risks.  On the other 
hand, there are various drawbacks of creating a requirement to distribute large redemption-
in-kind as highlighted in the Report.    
 
Additionally, due to valuation, operational, and jurisdictional issues we do not see how 
redemptions-in-kind could grant an equal treatment among all shareholders, including all 
redeeming and remaining shareholders of the fund alike.   
 
We would also like to highlight the following two drawbacks: 
 


• Difficulty to divide fund asset into very small positions.  Small pieces cannot be 
traded and investors would be reluctant to receive unsellable instrument. 


 
• In case of low liquidity, the valuation of assets could be complicated; the 


redemption conditions would therefore be difficult to determine and very easily 
opposed by investors. 


 
• If instead of receiving cash, redeeming investors would receive securities, they 


would seek to sell them in order to receive cash.  This will lead to a decline in the 
market price of these securities as described above.  As such while redemption in-
kind is a (inefficient) way to internalize transaction costs, it is not a solution to 
prevent market prices from falling. Redemption in-kind is inefficient not only 
because of the lot size problem but also because small investors typically get even 
less favourable bid-ask spreads (due to small transaction sizes) compared to fund 
managers when selling.  In addition, transactions in kind are also an operative hassle 
for the fund administrator and the broker settling the securities and hence will not 
come for free. 
 


Against this background, and considering that it is unclear that redemptions-in-kind would 
reduce the risk of a run to redeem shares, we consider that the benefits of generalizing 
redemptions-in-kind mechanisms would be small compared to the potential benefits of such 
measures.    
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Option 13: Gates 
 
QUESTION 27 
What are the benefits and drawbacks of requiring gates in some circumstances? Which 
situations should trigger gates to be imposed to redeeming investors? Would it be enough 
to permit gates in some jurisdictions? Would there be a risk of regulatory arbitrage?  
 
In some countries in Europe, funds may utilize gates as a liquidity risk management tool, 
with the understanding that the trigger event for gates can be clearly determined by the 
redemption volume.  
 
This said, as suggested by the IOSCO Report, this is a last resort mechanism that be used 
with caution given its potential negative impact on the overall liquidity in the system as well 
on the perception that MMFs should be able to offer daily liquidity.   
 
 
Option 14: Private emergency liquidity facility 
 
QUESTION 28 
Do you agree with the suggestion that the establishment of a private liquidity facility faces 
challenges that make the option unworkable or do you see ways to circumvent these 
challenges?  
 
We agree with the Report’s description of the potential benefits and operational challenges 
associated with the policy option.  In particular, we consider that this option would only 
make sense if the facility would have sufficient capacity during a crisis, and we agree that 
sufficient capacity likely would only be possible through discount window access.   
 
It is hard for us to imagine that the central banks would accept providing this access, without 
requesting the transformation of MMFs into special purpose banks.  Given that the 
economics of the MMF industry do not permit conversion into SPBs, we don’t consider that 
the establishment of a private liquidity facility would be workable.  
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Option 15: Remove reference to ratings from MMF regulation  
 
QUESTION 29 
What are the main benefits and drawbacks of the provisions included in current regimes 
referring to external CRA ratings? Are there alternatives to credit ratings that reasonably 
can be substituted?  
 
We fully support the recent European Commission’s proposals that aim at reducing the risks 
of over-reliance of fund managers on credit ratings and introduce a requirement for the 
managers not to rely solely or mechanistically on external credit ratings for assessing the 
creditworthiness of a fund’s assets.16  External credit ratings may be used as one factor 
among others in this process but should not prevail.   
  
In this context, we strongly believe that the use of credit rating agencies to determine 
whether or not a MMF may invest in a money market instrument should also be 
reconsidered as the significance of ratings of credit rating agencies in CESR’s guidelines on 
MMF is overstated.  What matters is that management companies employ a 
risk-management process which enables them to monitor and assess the credit quality of 
the money market instruments they invest in, within a framework that should not be limited 
a priori by the rating of credit rating agencies.  In other words, the responsibility of the 
assessment of the quality of a money market instrument should lie with the management 
company.  In carrying out its due diligence, the management company should be able to 
overwrite the credit rating of an instrument if it can conclude that the instrument is of high 
quality, taken into account a range of factors such as the liquidity profile and the nature of 
the asset class represented by the instrument 
  
Against this background, we have proposed that ESMA deletes paragraph 4 in Box 2 and 
paragraph 1 in Box 3 of the CESR´s guidelines which stipulates that a money market 
instrument is not of high quality if it has not been awarded one of the two highest available 
short-term credit ratings by each recognized credit rating agency that has rated the 
instrument.  
 
This decision would also allow addressing another major problem raised by the guidelines 
and the ESMA Q&A in relation to the requirement to a management company managing 
MMFs must check the short-term credit ratings awarded by each recognized rating agency 
that has rated an instrument to determine if the instrument is of high quality.  As there are 
already 28 credit rating agencies registered with ESMA – a number that is likely to increase 
in the future - we strongly believe that this is unworkable for compliance and economic 
reasons.   


                                                 
16 See proposal for a Directive of the European Parliament and of the council amending Directive 
2009/65/EC on the coordination of laws, regulations and administrative provisions relating to UCITS 
and Directive 2011/61/EU on Alternative Investment Funds Managers in respect of the excessive 
reliance on credit ratings and proposal for a regulation amending Regulation (EC) No 1060/2009 on 
credit rating agencies. 
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Option 16: Encourage greater differentiation of ratings in the MMF population 
 
QUESTION 30 
What are the benefits of MMF ratings? Should a greater differentiation between 
MMF ratings be encouraged? To what extent are investors restricted in their investments 
to ‘Triple-A’ rated funds? What alternatives could there be (e.g. from other third parties)? 
What initiatives could be proposed to educate investors about MMF ratings? 
 
Please refer to our response to Question 8. 
 
 
QUESTION 31 
In addition to the options explored in the four sections above, do you see other areas to 
consider which could contribute to reinforcing the robustness of MMFs?  
 
The MMF prospectus and marketing materials should clearly highlight that the objective of 
capital preservation is not a capital guarantee.  MMFs are investment products like any 
other investment funds.  Investors should therefore be aware of the risk that funds may not 
be able to provide liquidity in a distressed market.   
 
We recommend that regulators should require MMFs to disclose their portfolio holdings in a 
standardised format.  Regular, standardised disclosure would enable investors to assess risk, 
and exercise discipline over relatively risky MMFs.   
 
 
QUESTION 32 
Do differences between jurisdictions require different policy approaches or would a global 
solution be preferable, notably to ensure a global level playing field?  
 
The regulation of investment funds differs significantly between the different regions of the 
globe.  By way of illustration, it is well recognized that the UCITS Directive and the 
Investment Company Act are quite different pieces of legislations.  Furthermore, there are 
important regional and national specificities that explain the different regulations and 
features of MMFs across the world as well as the different services that they bring to 
investors.   
 
As long as there is no “world passport” for MMFs, we don’t think it realistic and necessary to 
convergence towards identical regulation of MMFs across the globe.  However, a certain 
minimum level of harmonization may be desirable.  Indeed, if underlying rules are different 
for funds sold in a market, then it would be difficult to explain the difference in regulation by 
regional specificities.  In addition, the implementation of the IOSCO principles should be 
monitored carefully.  
 








 
 
 


May 25, 2012 
 
 
Mr. Mohamed Ben Salem 
International Organization of Securities Commissions (IOSCO) 
Calle Oquendo 12 
28006 Madrid 
Spain 


Re: Public Comment on Money Market Systemic Risk Analysis and Reform Options 


Dear Mr. Ben Salem: 


This letter presents the comments of Federated Investors, Inc. and its subsidiaries (Federated) on 
IOSCO’s Consultation Report on Money Market Fund Systemic Risk Analysis and Reform Options 
(IOSCO Report).  Federated is one of the largest investment management firms in the United States, 
managing $369.7 billion in assets as of December 31, 2011.  Federated manages $285.1 billion in 
money market assets, of which $249.3  billion is in U.S. registered money market funds (MMFs) and 
$6.5 billion is in short-term MMFs domiciled in Ireland and the United Kingdom.  In addition, 
Federated manages $29.3 billion in separate account and sub-advised money market portfolios.  
Federated provides comprehensive investment management to approximately 4,700 institutions and 
intermediaries, including corporations, government entities, insurance companies, foundations and 
endowments, banks and broker dealers. 


Federated appreciates the effort made in the IOSCO Report to provide an assessment of the proposed 
reforms and Federated continues to support prudent regulation that strengthens and enhances MMFs.  
Federated participated in developing industry recommendations as part of the  rulemaking process 
followed by the United States Securities and Exchange Commission (SEC) in its 2010 amendments to 
Rule 2a-7 (2010 Amendments) and Federated is ready to play an equally active role in supporting 
additional MMF reform measures globally.  In order to permit preparation of more complete and 
thoughtful comments on these important issues from a broad cross-section of market participants and 
the public, we respectfully suggest a longer period be provided for public comment on the IOSCO 
Report. 


Federated, as a participant in the money markets and a sponsor of the Federated MMFs, is interested 
in the policy discussions in Europe, the United States and elsewhere around the globe on the status 
and regulation of MMFs.  Adoption in 2009 of the revised “Undertakings for Collective Investment in 
Transferrable Securities” (UCITS), which put in place a more comprehensive framework for the 
regulation of investment companies within Europe, has been a significant development.1  The 
continuing work of the European Securities and Markets Authority (ESMA) and its predecessor, the 
Committee of European Securities Regulators (CESR), to develop and implement common 
definitions, standards and requirements for MMFs in Europe has been a major step forward in the 


                                                           
1 Directive 2009/65/EC of the European Parliament and of the Council of 13 July 2009 on the coordination of 
laws, regulations and administrative provisions relating to undertakings for collective investment in transferable 
securities. 







 
regulation of MMFs.  Federated supports those efforts to further improve the global framework for 
regulation of MMFs. 


Attention should be paid to additional safeguards that have been implemented in trade association 
practice codes, and in the U.S. as part of the 2010 Amendments, which serve as models for potential 
further enhancements to the European and global program of MMF regulation.   We note as an initial 
matter that addressing liquidity is the most important area for consideration as part of further reforms 
to European and global MMF regulation.  The 2007-2009 financial crisis was fundamentally a 
liquidity crisis.  Although MMFs did not cause the financial crisis or the liquidity issues associated 
with the crisis, and were  one of the last market sectors to feel the effects of the crisis, strengthening 
the liquidity of European and global MMFs is in our view the most important remaining agenda item 
for MMFs reform globally.  In the U.S., the 2010 Amendments were swiftly implemented and directly 
addressed MMF liquidity.  Although significant and highly beneficial reforms were also adopted in 
Europe, those reforms have not as directly addressed liquidity issues as did the 2010 Amendments.  
Federated believes that broader adoption globally of many of the measures implemented by the SEC 
as part of the 2010 Amendments would greatly enhance the global MMF industry.   


In considering any further reforms, IOSCO should evaluate the effectiveness of:  (1) the value of the 
many changes which have occurred in the global MMF industry since the liquidity crisis, including (i) 
the 2009 revisions to the UCITS Directive; (ii) the requirements placed upon MMFs and Short-Term 
MMFs by the May 2010 CESR (now ESMA) guidelines on a “Common Definition of European 
Money Funds” (ref. CESR/10-049) that went into effect in 2011 (CESR/ESMA Guidelines) that 
established a common definition of MMFs; (iii) enhanced portfolio requirements required by the 
Institutional Money Market Fund Association (IMMFA); and (iv) the global impact of the SEC’s 
2010 Amendments which are followed voluntarily by many MMFs around the world as a “best 
practice,” (2) existing structural mandates requiring distressed constant net asset value (C-NAV) 
MMFs to float their NAV, and (3) existing disclosures to investors and investors’ knowledge of the 
risks associated with investing in MMFs. 


The implementation of reforms addressing liquidity coupled with the changes previously implemented 
in the global MMF industry since the 2007-2009 financial crisis, address the key risks that regulators 
are looking to mitigate.  Federated also believes that investors are aware, probably now more than 
ever, that MMFs are in fact “investments” that have risk.  Finally, it should be emphasized that C-
NAV MMFs in the United States and UCITS C-NAV MMFs are prohibited from using amortized cost 
when such use fails to fairly reflect the market-based net asset value per share, and have a regulatory 
mandate to cease the use of amortized cost in such instances and convert to a variable net asset value 
(V-NAV).   


Given all of the above, IOSCO should not recommend any other radical untested  reforms that would 
fundamentally alter and undermine the global MMF industry.  In particular, imposing the “reforms” 
being advocated for MMFs by bank regulators, such as bank-like capital structures and regulatory 
frameworks, mandatory use of V-NAV, liquidity fees, and hold-back requirements on redemptions of 
MMF shares, would be particularly damaging to MMFs globally and all who rely upon them.  To do 
so could risk tremendous disruption in short term markets globally, increase assets held in already 
“too big to fail” banks, increase borrowing costs of businesses and governments and further slow 
economic recovery, cause movements of liquidity balances to separately managed accounts, 
repurchase agreements, unregulated fund products, and trigger a host of other unintended 
consequences.   


We note that the issues associated with further changes to MMF regulation are sufficiently complex 
and in need of detailed economic analysis as to both the efficacy of existing and potential further 







 
reforms and the direct and indirect effects on the economy of further changes that a majority of the 
Commissioners of the SEC recently have gone on record to withdraw SEC support of publication of 
the IOSCO report in its current form.2   


RESPONSE OUTLINE 


We have highlighted below key points on MMF reform for your consideration, in addition to specific 
responses to each of the questions posed by IOSCO.  We are available to discuss any particular 
response or provide any additional market information upon request.  


MONEY MARKET FUNDS  


The Big Picture 


MMFs have attracted trillions of dollars globally because of the benefits they provide to their 
shareholders and to the entities they help to finance.  MMFs are an important source of funding for the 
global economy, providing critical, cost effective, financing to every sector of the short term credit 
markets.  MMFs also provide an important and efficient means by which investor liquidity balances 
are recycled into short-term credit for businesses and governments.  MMFs are one of several means 
by which this process occurs, including repurchase agreements, individually managed portfolios of 
investments in short-term credit instruments, private and offshore investment funds offered as MMF 
substitutes, short-term bond funds, and deposits in banks, but in our view MMFs are the most cost-
effective and stable means by which this process occurs.  Over the past 25 years in the United States 
alone, we estimate that MMFs higher yields have added over $500 Billion in returns to investors over 
bank deposits.3  Because of substantially lower operating costs per dollar of assets (of 200 basis points 
or more per year), the cost of obtaining financing through MMFs is much lower than is available from 
commercial banks.  The collateral effects of these benefits are improved capital formation and more 
efficient capital markets, and greater potential for economic growth.  


In an era of constrained governmental budgets and severe limits on governments’ ability to finance 
future bail-outs, the simple and very conservative model currently in place in the U.S. to govern 
MMFs, as enhanced by the 2010 Amendments,  should serve as a global model for future  regulatory 
action.  MMFs are able to maintain their C-NAV not because of an arbitrary accounting rule, but 
because their investments are limited to only very short term, very high quality, debt securities. 
MMFs do not use leverage, and are instead financed 100% by shareholder equity.   


Fundamental changes to MMF structure and regulation that make MMFs less attractive and useful 
will increase systemic risk, not reduce it, and will stifle economic recovery, rather than foster it. 


Use of Constant NAV and Amortized Cost  


MMFs (we use the term here to refer to both European “short-term” MMFs that operate under the 
CESR/ESMA Guidelines and U.S. MMFs that must operate under SEC rule 2a-7, as well as other 
regulated global MMFs that are required to conform to analogous standards for credit quality, short-
term portfolio maturity and asset maturity limits) are able to operate using C-NAV due to the very 
short-term, high quality, diversified investment portfolios, which do not fluctuate to any material 
                                                           
2  Statement concerning publication by IOSCO on April 27, 2012 of the “Consultation Report of the IOSCO 
Standing Committee 5 on Money Market Funds: Money Market Fund Systemic Risk Analysis and Reform 
Options.” (May 11, 2012) available online at http://www.sec.gov/news/speech/2012/spch051112laatapdmg.pdf. 
3 This is a conservative estimate, as it is unlikely that yields on bank deposits would have been as high without 
competitive pressure from MMFs. 







 
degree in market value.  MMFs in the U.S. and Europe are required to calculate and report share 
values using market values of portfolio assets (called “shadow prices,” essentially a V-NAV used for 
benchmarking purposes to determine whether C-NAV continues to be an appropriate method of 
determining share prices), in addition to the amortized cost-based C-NAV.   


Use of amortized cost accounting is a part of maintaining a C-NAV.  An assumption underlying use 
of amortized cost accounting is that the portfolio assets will not need to be sold into the market but 
instead will be held to maturity.  Amortized cost accounting takes the historical cost of each portfolio 
asset, subtracts it from the par value at maturity, divides that difference by the number of days 
remaining to maturity to find a daily imputed interest amount, and adds to the value each day a daily 
amount of imputed interest until the maturity date.  With very short-term assets, and substantial 
natural liquidity within the portfolio, cash is available to pay redeeming investors through the normal 
maturity of portfolio investments, and there is not a need to sell assets into the secondary markets to 
pay redeeming shareholders, and therefore any minor difference between the amortized cost of the 
asset and its current “market” price will never be realized.  Amortized cost accounting is not unique to 
MMFs, and commonly is used by banks to account for the values of their loan portfolios.  Maintaining 
sufficient portfolio liquidity is an important aspect of a MMF using amortized cost accounting and a 
C-NAV. 


If the amortized cost C-NAV of shares does not track the market value V-NAV within less than half a 
cent per share, the board of directors of a U.S. MMF must determine what action to take, which may 
include movement to market values to calculate NAV and purchase and redemption prices of shares.  
The CESR/ESMA Guidelines do not contain clear guidance on use and publication of a shadow price 
based on mark-to-market valuations.   Part V of the IMMFA Code of Practice requires its members to 
perform weekly mark-to-market shadow pricing of portfolios to validate the continued 
appropriateness of unit and portfolio values that are determined using amortized cost accounting.  Part 
V also requires a process of escalation and board involvement and action when  Money Fund unit 
values determined using mark-to-market portfolio valuations depart by 10 basis points, 20 basis points 
and 30 basis points from the amortized cost values. 


This “shadow price”  information is calculated at least weekly and that weekly data is reported to the 
SEC monthly, and is available to the public from the SEC or from the website of the MMF’s sponsor.  
A review of these U.S. MMF shadow price calculations shows that C-NAV using amortized cost 
closely tracks V-NAV using market pricing.  They are usually identical (even before rounding NAV 
to the nearest cent) and only occasionally deviate from one another by plus or minus a few one-
hundredths of a cent.4  To put this in perspective, a deviation of a hundredth of one percent is equal to 
$100 on a million dollars worth of MMF shares.  Unless the MMF is suddenly liquidated, even that 
small price deviation is not translated into actual losses, because the underlying portfolio investments 
mature in short order and are repaid at par, which returns shadow NAV to $1 per share.  Due to the 
very high levels of liquid assets that U.S. MMFs are required to hold under amended SEC Rule 2a-7, 
and MMFs that comply with IMMFA's Code of Practice, it is now even less likely that either a U.S. 
MMF or an IMMFA member MMF would need to sell portfolio assets before maturity to raise cash 
and recover less than par value. 


An analysis of shadow price data demonstrates that U.S. MMFs’ $1 per share C-NAV is not an 
accounting trick, but instead reflects the stable market values of the assets owned by a U.S. MMF.  A 
recent study of U.S. MMF shadow prices published by the Investment Company Institute (ICI), shows 
that, due to the portfolio restrictions in SEC Rule 2a-7, MMF NAVs maintain their values in the face 


                                                           
4  ICI Research Report, Pricing of U.S. Money Market Funds (Jan. 2011). 







 
of credit events, interest rate changes and extraordinary market changes.5  Even in September 2008, in 
the worst days of the financial crisis, average U.S. MMF shadow share prices stayed above 99.8 cents 
per share, and returned to an average NAV of 100.0000 cents within a very short period.6   


The stability of MMF NAVs is driven by the stable market value of the underlying assets of MMFs.  
This is why, in 2008, during the worst financial crisis since the 1930s, only one U.S. MMF “broke a 
buck” (the Reserve Primary Fund which returned to shareholders over 99 cents per dollar) and over 
800 U.S. MMFs did not “break a buck,” and the overwhelming majority of those did not require any 
sponsor support to maintain C-NAV of $1 per share.  


The 2010 Amendments to SEC Rule 2a-7 have further reduced price movements from MMF 
portfolios.  As of year-end 2010, for example, 50% of “prime” U.S. MMFs’ reported shadow prices 
were between 99.96 cents and 100.01 cents per share, 38% were between 100.01 and 100.10 cents per 
share, 6% were between 99.91 and 99.95 cents per share, and the remaining 6% had a shadow price 
between 99.80 and 99.90 cents per share.  U.S. MMF “shadow prices” must move below 99.5 cents 
per share or above 100.5 cents per share to cause the MMF to “break a buck.”7  Nonetheless, U.S. 
MMFs continue to warn investors that a MMF may not always be able to maintain a C-NAV.  
Similarly, the CESR/ESMA Guidelines require specific disclosures to investors in European MMFs of 
the differences between a MMF investment and a bank deposit, and that the fund’s objective to 
preserve capital is not a capital guarantee, as well as certain other disclosures regarding the risk 
profile and maturity of the MMF’s portfolio. 


Nor is there a lack of transparency of the valuation methods used by U.S. MMFs.  MMFs are also 
required to calculate the “shadow price” value of their shares, based on a mark-to-market valuation of 
portfolio assets, file that information with the SEC and publish it on the MMF’s website.  The use of 
the amortized cost method of accounting, and of rounding share prices to the nearest penny, is clearly 
disclosed to investors in the offering documents and reports provided to MMF investors.  Moreover, if 
the C-NAV of MMF shares calculated using the amortized cost method departs materially (0.50 cents 
per share or more) from the “shadow price” V-NAV calculated using mark-to-market values, the 
MMF is required to notify the SEC and its Board must take appropriate action.  


Requiring all MMFs to float their NAV, when C-NAV no longer is an appropriate reflection of the 
value of the fund shares, is not a novel approach.  In fact, not only is it not novel, it has been a 
regulatory requirement for over forty years.  All MMFs, whether UCITS short-term MMFs or MMFs 
in the United States subject to Rule 2a-7, are essentially required to float the NAV when there is a 
material discrepancy between the market value of the instruments held by the MMF and the value 
calculated according to the amortized cost method, whether at the individual or at the fund level.  


Notwithstanding the existing requirement for MMFs to float their NAV in certain circumstances when 
C-NAV no longer appropriately represents the value of shares, the IOSCO Report appears to assume 
that a market in which all MMFs have a V-NAV would continue to exist in any material form. In 
Federated’s view, this assumption is not accurate. From the investing public’s perspective, a MMFs 
utility is in its provision of daily liquidity at par and, as evidenced by asset levels, investors do not 
consider V-NAV MMFs to be a viable global alternative to C-NAV MMFs.  With this in mind, it 
becomes apparent that requiring C-NAV MMFs to convert to V-NAV MMFs would essentially entail 
the elimination of the MMF market as it exists today.    


                                                           
5  ICI Research Report, Pricing of U.S. Money Market Funds (Jan. 2011). 
6  Money Fund Regulatory Changes Post Financial Crisis, 2011 ICI Money Market Funds Summit (May 16, 2011) 
(slides available on ICI website). 
7  Id. 







 
Changes on par with the 2010 Amendments should be adopted to enhance and strengthen 


MMFs globally.  


The cumulative effect of the 2010 Amendments has been to improve the safety and liquidity of MMFs 
in the United States.  The 2010 Amendments require MMFs to have procedures for assuring that they 
maintain adequate liquidity to meet reasonably anticipated redemptions.  These procedures must 
include “know your customer” measures for gauging the liquidity risks posed by individual 
shareholders or types of shareholders.  To assure adequate liquidity, ten percent of a MMF’s portfolio 
must consist of Daily Liquid Assets (Treasury securities and securities that may be repaid within one 
business day) and another twenty percent must consist of Weekly Liquid Assets (short-term 
government agency discount notes and securities that may be repaid within five business days).  
Further, a MMF may not invest more than five percent of its portfolio in Illiquid Securities.   


The 2010 Amendments also reduced the weighted average maturity (WAM) permitted by Rule 2a-7 
from 90 to 60 days and imposed a 120-day limit on a MMF’s weighted average life (WAL).  
Additionally, all MMFs now are subject to a uniform limit of three percent on the acquisition of 
Second Tier Securities, with not more than one half of a percent of Total Assets permitted in any 
issuer of Second Tier Securities.  The SEC also reinstituted diversification requirements for all 
repurchase agreements not secured by Government Securities and requires funds to determine the 
creditworthiness of every counterparty.   


The 2010 Amendments went on to require funds to conduct periodic stress tests and report the results 
to their board of directors.  These stress tests quantify the changes in interest rates, spreads, credit 
ratings and redemptions that could cause a MMF to no longer maintain a stable share price.  The 
stress tests improve the directors’ ability to oversee and manage the risks taken by their fund. 


The SEC increased the transparency of MMFs by requiring them to provide updated portfolio 
information on their websites as of the end of each month.  Finally, the SEC adopted Rule 22e-3, 
which allows the board of directors of a liquidating fund to suspend redemptions.  This rule assures a 
fair and orderly resolution of any fund that can no longer maintain a stable NAV.  Shareholders in a 
liquidating fund will receive pro rata distributions of cash as rapidly as the portfolio can be liquidated.  
Even in adverse market conditions, this should not be an extended period, given the limitations on a 
fund’s WAM and WAL and the required levels of Daily and Weekly Liquid Assets. 


Many of the changes included in the 2010 Amendments have been put in place either through (i) the 
revised Undertaking for Collective Investment in Transferable Securities (UCITS IV) implemented in 
July of 20118 or (ii) requirements for fund management implemented by industry trade associations, 
in particular IMMFA’s Revised Code of Practice.9   


                                                           
8 The UCITS IV directive was implemented effective 1 July 2011 and the CESR Guidelines provided a 
“transitional period” for existing funds to comply by 31 December 2011.  This means that most MMFs have 
only been required to operate under the new rules for a very short time period.  We believe that the benefits 
of these new requirements have not been properly assessed, and additional time is needed to evaluate the 
effectiveness of these changes. 
9 In June of 2011 IMMFA approved wide ranging revisions to its Code of Practice which closely tracked the 
2010 Amendments.  IMMFA funds are now required to maintain daily liquid assets of ten percent and weekly 
liquid assets of twenty percent.  Additionally, funds are required to maintain liquidity policies designed to 
address a fund’s specific liquidity needs.  The IMMFA revisions to its Code of Practice also indirectly increased 
a fund’s liquidity by shortening a fund’s WAM and WAL and provided greater transparency through the 
provision of better and more timely portfolio information to investors. 







 
There are many reforms that can be implemented to strengthen and enhance MMFs that will not 
severely increase the risks to the financial markets.  Given that it was a liquidity crisis in 2008, 
IOSCO should first and foremost consider recommending the implementation of liquidity minimums 
on par with the 2010 Amendments.  Secondly, IOSCO should consider recommending reforms to 
better align the global MMF market with the SEC’s 2010 Amendments.  The 2010 Amendments have 
been tested and have proven to increase the safety and stability of MMFs and changes to better align 
the global market to revised 2a-7 would strengthen and enhance the global MMF industry.  It has only 
been a year since implementation of UCITS IV.  More time is needed to gather information and 
analyze the effectiveness of existing reforms before further changes are considered.  


Serious Risks of Imprudent MMF Reform 


Imprudent reform to the MMF industry entails not only the risk of serious unintended consequences, 
but also potentially systemic risk to the financial markets generally.  We highlight a few of the key 
risks below and further expand on the risks of imprudent MMF reform in response to Questions 3, 5, 
6, 10, 11, 12, 13, 15, 18, 19, 23, and 24. 


The Elimination of MMFs would create a credit crunch in the short-term funding markets.  
A wholesale shift of cash from MMFs to banks would require banks to raise 
tremendous amounts of capital.  To attract this capital, banks would have to make 
more profitable investments than the short-term obligations typically held by MMFs.  
This means that borrowers will find it harder to obtain short-term financing from 
banks than they currently do from MMFs and that short-term interest rates will rise.  
In other words, eliminating MMFs would create a “credit crunch” for high quality 
short-term borrowers while increasing the propensity of systemically significant 
banks to make riskier investments.  This is scarcely the formula for an economic 
recovery or for financial stability. 


The elimination of MMFs will increase the level of risk in the financial system.  Cash that 
was not shifted to bank deposits after the elimination of MMFs would likely flow into 
unregulated alternative constant value products.  Institutions would lose the benefit of 
professional management and diversification of the cash investments. 


The elimination of MMFs would make systemically significant banks even more 
significant.  Investors leaving MMFs would look primarily for other constant value 
investments.  This means that a substantial portion of the cash currently held in 
MMFs would flood into banks as deposits.  If MMFs are eliminated via regulation, 
these banks are unlikely to redirect this cash into financial products they do not 
control.  Elimination of MMF will therefore increase the size of banks already found 
to pose systemic risks to the global financial system.   


FEDERATED’S RESPONSES TO IOSCO QUESTIONS 


Question 1:  Do you agree with the proposed definition of money market funds? Does this definition 
delimit an appropriate scope of funds to be potentially subject to the regulatory reform that the FSB 
could require to put in place, with an objective to avoid circumvention and regulatory arbitrage? 


Response 1:   


Federated believes that the proposed definition of MMFs does not adequately reflect the importance 
of a constant value.  The allusion to “preservation of capital” does not capture the absolute character 







 
of this objective for MMFs: namely, that a MMF seeks to preserve capital by maintaining a constant 
value.  MMFs do not seek any degree of capital appreciation, other than through the accretion of 
income, or loss.  In Federated’s view, the term MMF should be limited to funds that meet stringent 
requirements for portfolio credit quality, diversification, very short maturity and liquidity that are 
appropriate to maintaining a constant value.  For example, U.S. ultra-short bond funds should not be 
considered MMFs, and European MMFs that are not “short term” MMFs under the CSER/ESMA 
Guidelines, in Federated’s view, should not be brought within the definition of MMF.  To do so 
muddles both investor understanding of the product and the policy debate over regulation of MMFs.  


The essential importance of a C-NAV has been demonstrated in the U.S. market, where recent 
investor surveys show that all types of investors would stop using or significantly curtail their use of 
MMFs if they had a V-NAV.  Federated realizes that V-NAV funds comprise a substantial part of the 
European market.  In competing with V-NAV funds, however, Federated has found that most 
investors do not expect V-NAV funds to actually fluctuate.  The significant redemptions from V-NAV 
MMF during 2007-2009 financial crisis are consistent with such expectations.  This evidence 
demonstrates that investors do not view truly V-NAV funds as substitutes for C-NAV MMFs. 


IOSCO’s use of an overly broad definition of MMFs creates an unduly broad range of policy options.  
Once it is understood that principle stability under normal market conditions is an essential feature of 
MMFs, proposals to “float” the NAV can be properly understood as proposals to ban, rather than 
reform, MMFs.  This is not a legitimate policy option for anyone who would purport to preserve the 
tremendous benefits of MMFs.  It also provides a bright line for determining whether a competing 
product is circumventing MMF regulations. 


Question 2: Do you agree with the description of money market funds’ susceptibility to runs?  What 
do you see as the main reasons for this susceptibility? 


Response 2:  


Federated does not agree with the characterization of MMFs as being susceptible to runs.  In over 
forty years, there has been only one run on U.S. prime MMFs.  It was a consequence of a general 
flight to quality at the height of the 2007-2009 financial crisis.  It occurred 20 months into the crisis, 
and long after many other trading markets had experienced illiquidity events and a large number of 
prominent financial institutions had become insolvent.   


There have been only two instances of a U.S. MMF breaking a dollar.  The first, in 1994, did not 
produce a run on MMFs, and generally was not noticed by the markets.  The second, involving the 
Reserve Primary Fund, coincided with the redemption of approximately 15% of the assets held by 
U.S. prime MMFs during the week of September 15, 2008.  One MMF breaking a dollar in 1994 had 
no impact on other MMFs, while prime MMFs experienced substantial redemptions at the time the 
Reserve Primary Fund broke a dollar in 2008.  Some commentators have assumed that, because the 
redemptions from prime MMFs coincided with the Reserve Primary Fund breaking a dollar, the 
Reserve Primary Fund “caused” the broader redemptions.  A comparison of the market conditions in 
1994 and 2008 undercuts this assumption.  In 1994, the Community Bankers MMF broke a dollar 
because it held derivative securities that were later found by the SEC to violate Rule 2a-7.  Although 
other MMFs had held similar derivative securities, their managers had cleared these securities from 
the MMFs’ portfolios before Community Bankers broke a dollar.  The market therefore viewed 
Community Bankers as an isolated incident, with no implications for other MMFs or for the market in 
general.  Shareholders did not run from other MMFs because they had no reason to suspect that 
another MMF would break a dollar. 







 
In contrast, the 2007-2009 financial crisis was marked by a complete loss of confidence in the 
financial system.  The large redemptions from MMFs coincided with the rescue of AIG, the failure of 
Lehman Brothers, the arranged merger of Merrill Lynch with Bank of America and many other 
financial shocks.  At the same time, there was a run on many U.S. banks, including Washington 
Mutual and Wachovia.  Many investors were uncertain as to whether other financial institutions 
would fail and whether they would receive government support.  Rather than risk a default, these 
investors sought to shift their cash to government securities, draining liquidity from the credit 
markets.  Thus, the credit markets were completely frozen before the Reserve Primary Fund tried to 
liquidate its portfolio. 


Other MMFs were not immune to this market turmoil.  Their shareholders also fled to government 
securities, as evidenced by the fact that nearly two-thirds of the assets redeemed from prime MMFs 
were reinvested in government MMFs.  Redemptions were motivated by concerns regarding the 
issuers of securities held by prime MMFs and not MMFs themselves.  This suggests that the 
shareholders redeemed shares from prime MMFs in order to eliminate credit risk by shifting their cash 
to government securities. 


Thus, the record over the past forty years includes one U.S. MMF that broke a dollar without causing 
a run, and one run that, although it coincided with a fund breaking a dollar, was caused by a general 
investor flight to quality in response to the unprecedented financial crisis that was not caused by 
MMFs and was not limited to MMFs.  It does not indicate that MMFs are susceptible to runs. 


Federated also does not agree with the suggestion that that use of C-NAV causes MMFs to be subject 
to runs.  Poor construction and management of investment portfolios, and insufficient liquidity, can 
cause a MMF to break a buck in difficult market conditions and lead to shareholder redemptions from 
that MMF.  Appropriate portfolio construction and management, and robust natural liquidity, can 
protect a MMF from being subject to, or harmed by, substantial shareholder redemptions.  In over 
forty years, there has been only one run on U.S. prime MMFs, and it occurred during a general flight 
to quality at the height of the 2007-2009 financial crisis, and prior to the SEC’s 2010 Amendments 
which strengthened portfolio liquidity requirements, maturity limits and credit quality at U.S. MMFs. 


During the 2007-2009 financial crisis, V-NAV MMFs in Europe experienced investor withdrawals 
roughly equivalent to withdrawals from European C-NAV MMFs.10  Similarly, in the U.S., MMFs 
(which are analogous to Short-Term MMFs under the CESR/ESMA Guidelines) are sometimes 
compared to ultra-short bond funds, which are mutual funds that invest in relatively short-term debt 
instruments, but do not use amortized cost accounting and must use a V-NAV.  U.S. ultra-short bond 
funds are analogous to European MMFs under the CESR/ESMA Guidelines, and similarly are 
required to use V-NAV to price fund shares.  U.S. ultra-short bond funds are not subject to the tight 
investment and credit quality restrictions, maturity limits or liquidity requirements that apply to U.S. 
MMFs under SEC Rule 2a-7.  The weighted average maturity of ultra-short bond funds is 


                                                           
10  J. Fisch, & E. Roiter, "A Floating NAV for Money Market Funds: Fix or Fantasy?" at n.183 (2011)(“Fisch & 
Roiter”) (“The investment portfolios of ultra-short bond funds have longer weighted average maturities 
(around 12 months) than those of money market funds.”), Scholarship at Penn Law. Paper 390, available at 
http://lsr.nellco.org/upenn_wps/390. at n.186-88  (“Floating NAV money market funds suffered substantial 
redemptions during the credit crisis in 2008, leading more than a dozen of them to suspend redemptions 
temporarily and four of them to close altogether.  French floating NAV money market funds lost about 40% of 
their assets during a three month period in the summer of 2007.”) (citations omitted). 







 
approximately 12 months, as compared to 60 days or less for a U.S. MMF.11  Although they have a 
higher yield than U.S. MMFs, ultra-short bond funds are not as popular with U.S. investors or with 
commercial users of MMFs, with only $36 billion in assets as of year-end 2010,12 as compared to $2.6 
trillion invested in U.S. MMFs.  Significantly, despite using V-NAV to set share prices for purchases 
and redemptions, U.S. ultra-short bond funds faced investor redemptions in the Fall of 2008 at levels 
higher than those experienced by MMFs.13  Certain ultra-short funds reported significant reductions in 
the NAVs during the crisis.  One ultra-short fund suffered such heavy redemptions during a one-week 
period that it was forced to liquidate with support from its adviser; another ultra-short bond fund’s net 
assets fell from $13.5 billion to $1.8 billion in an eight-month period; and a limited duration fund was 
forced to sell 50% of its assets over a one-week period to cover expected redemptions. 14 


History illustrates that there is no real difference between C-NAV MMFs and V-NAV MMFs when it 
comes to shareholder behavior.15  Cash investors run when they are convinced that by selling today 
they will avoid losses tomorrow, or if they think they will not be able to get their cash out when 
needed in the near term.  Their expectation becomes self-fulfilling as selling drives down prices and 
buyers stay on the sidelines waiting for the market to bottom.  This happened repeatedly during the 
financial crisis (e.g., to SIVs, CDOs and auction rate securities).  MMFs attracted more attention 
because of their size, but they proved more resilient during the crisis than any other financial 
institution (including banks). 


Whether V-NAV prevents runs is an empirical question, and the data shows overwhelmingly that it 
does not.  What stops a run is liquidity.  The objective of reducing runs on MMFs, and thereby 
reducing systemic risk, would not be met by requiring MMFs to use V-NAV.   


Under the 2010 Amendments, a U.S. MMF is required to have a minimum percentage of its assets in 
highly liquid securities so that it can meet reasonably foreseeable shareholder redemptions.16  Under 


                                                           
11  Fisch, & Roiter, supra at n.183 (“The investment portfolios of ultra-short bond funds have longer weighted 
average maturities (around 12 months) than those of money market funds.”), Scholarship at Penn Law. Paper 
390, available at http://lsr.nellco.org/upenn_wps/390. 
12  Jonathan Burton, A Place for Ultrashort? Wall Street Journal (March 8, 2011) available at 
http://online.wsj.com/article/SB10001424052748703775704576162310225799344.html. 
13  Fisch & Roiter, supra at n.181-85 (“While their share of assets pales in comparison to MMFs, ultra-short 
bond funds faced waves of redemptions comparable in respective magnitude to what MMFs faced. Indeed, 
contractions of ultra-short bond funds likely exacerbated the freeze in the short term credit markets. By the 
end of 2008, assets in these funds were 60% below their peak level in 2007.” (citing In re David W. Baldt, SEC 
Admin Proc. File No. 3-13887, at 5-6, Apr. 21, 2011, available 
atwww.sec.gov/litigation/aljdec/2011/id418rgm.pdf (detailing large redemptions from Schroder short term 
bond funds); Statement of the Investment Company Institute, SEC Open Meeting of the Investor Advisory 
Committee, May 10, 2010, at 4, available at www.ici.org/pdf/24289.pdf; HSBC Global Asset Management, 
Working Paper: Run Risk at Money Funds (Nov. 3, 2011). 
14 See In the Matter of Evergreen Investment Management Company, LLC and Evergreen Investment Services, 
Inc., Administrative Proceeding File No. 3-13507 (June 8, 2009); In the Matter of Charles Schwab Investment 
Management; Charles Schwab & Co., Inc.; and Schwab Investments, Administrative Proceeding File No. 3-
14184 (Jan. 11, 2011); and In the Matter of State Street Bank and Trust Company, Administrative Proceeding 
File No. 3-13776 (Feb. 4, 2010) 
15 According to information provided by Strategic Insight, when measured as a percentage of net assets, total 
net redemptions from V-NAV money market funds in Europe in September and October 2008 were only 1% 
less than total net redemptions from stable NAV money market funds during the same period. 
16  Depending upon the volatility of the fund’s cash flows (in particular shareholder redemptions), a fund may 
be required to maintain greater liquidity than would be required by the daily and weekly minimum liquidity 
requirements set forth in Rule 2a-7.  See Release No. IC-29132, 75 Fed. Reg. 10060, 10074 (Mar. 4, 2010). 







 
new minimum daily liquidity requirements applicable to all taxable U.S. MMFs, at least 10 percent of 
the assets in the fund must be in cash, U.S. Treasury securities, or securities that convert into cash 
(e.g., mature) within one business day.  In addition, under a new weekly requirement applicable to all 
MMFs, at least 30 percent of assets must be in cash, U.S. Treasury securities, certain other 
government securities with remaining maturities of 60 days or less, or securities that convert into cash 
within five business days.  No more than 5 percent of a fund's portfolio may be “illiquid” (i.e., cannot 
be sold or disposed of within seven days at carrying value).  Prior to the 2010 Amendments, Rule 2a-7 
did not include any minimum liquidity requirements. 


The minimum of 30% 7-day liquidity required to be held by U.S. MMFs under revised rule SEC 2a-7 
is double the percentage of assets redeemed from U.S. MMFs during the worst week in  the 2007-
2009 financial crisis -- the week that Lehman Brothers failed and the Reserve Primary Fund “broke 
the buck.”  During the market turmoil in the Summer of 2011, involving European debt and U.S. 
government budget impasse, U.S. MMFs had more than sufficient liquidity to meet substantial 
investor redemptions, without running into cash shortfalls or “breaking the buck.” 


Similar to SEC Rule 2a-7, Part VI of the IMMFA Code of Practice requires MMFs managed by its 
members to maintain not less than 10% of portfolio assets in overnight liquid assets and not less than 
20% of portfolio assets which mature within five business days.  As under SEC Rule 2a-7, the 
IMMFA Code of Practice allows sovereign debt that the member determines is traded in a liquid 
market to be treated as meeting this standard, even though it may have a maturity date more than five 
business days away.  During the market turmoil in the Summer of 2011, European MMF subject to 
the IMMFA Code of Practice, like U.S. MMFs, had more than sufficient liquidity to meet substantial 
investor redemptions, without running into cash shortfalls or “breaking the buck.” 


CESR/ESMA Guidelines require Short-Term MMFs to take into account the liquidity considerations 
when making portfolio investments, and require stress-testing of portfolios taking into consideration 
liquidity needs, but currently do not include a clear numerical requirement for minimum liquidity. 


In considering areas for further enhancements to the current program of MMF regulation for Europe 
and globally, the Rule 2a-7 liquidity requirements introduced in 2010 by the SEC, and those in place 
under the IMMFA Code of Practice, should be reviewed.  This high level of liquidity provides two 
key protections for MMFs during a crisis.  First, what stops a run is liquidity.17  When investors who 
request a redemption are quickly paid in full, no redemption queue forms, and investors do not panic 
and all suddenly demand to redeem shares at once.  Second, when a MMF has liquidity available from 
normal portfolio maturities to meet redemptions, it does not need to sell portfolio assets prior to 
maturity to raise liquidity (which is a key assumption that underpins the use of amortized cost 
accounting to value portfolio assets).  This, in turn, protects the MMF from having to incur losses 
from sales of performing notes into an illiquid money market, and protects the money market from 
being locked up by a large amount of paper being sold into the market. 


Question 3: Do you agree with the description of the role of money market funds in short-term money 
markets?  To what extent this role may create risks for short-term funding markets and their 
participants?  Are there changes to be taken into account since the 2007-2008 experience?  What are 
the interdependencies between banks and MMFs and the risks that are associated? 


                                                           
17 A 2006 Paper in the FDIC Working Paper Series confirms that liquidity issues, rather than credit issues, are 
the triggers behind banking runs and panics.  Kathleen McDill and Kevin Sheehan, Sources of Historical Banking 
Panics: A Markov Switching Approach, Working Paper 2006-01 (Nov. 2006) available at 
www.fdic.gov/bank/analytical/working/wp2006…/wp2006_01.pdf. 







 
Response 3:  


Federated agrees that MMFs are very important participants in the short-term funding market.  
Federated does not, however, agree with the suggestion that MMFs cause or exacerbate instability in 
the short-term funding markets.   


First, it should be noted that a run on an individual fund or even a fund complex does not present a 
systemic risk to the broader financial market. There are many MMFs participating in the short-term 
funding markets, and many other types of institutional investors in these markets, and the issuers in 
these markets normally have other sources of funding that can be drawn upon when needed.  So long 
as investors are withdrawing from a MMF that broke a dollar, rather than from the general short-term 
credit market, other market participants should be able to provide the needed liquidity.  


Second, the key to preventing runs at MMFs is requiring them to maintain robust levels of natural 
liquidity.  With sufficient liquidity, MMFs are less susceptible to being caught up in or contributing to 
the expansion of a financial panic in the short-term funding markets. 


Third, short-term funding markets experienced liquidity crises from time to time long before MMFs 
existed or were a significant participants in the money markets.  The existence of MMFs did not 
create the potential for illiquidity in short-term funding markets, and doing away with MMFs as we 
currently know them will not protect the short-term funding markets from illiquidity during a future 
financial crisis.  Instead, investors will invest liquidity balances into short-term credit markets through 
other alternative means, such as separately managed accounts investing directly in commercial paper 
and other money market instruments, repurchase agreements, bank deposits, private investment funds, 
and ultra-short bond funds.  In a financial crisis, investors will still “flee to quality” and withdraw 
funding from markets they perceive as involving higher risks.  The concern that, in a crisis, MMFs 
withdraw funding from the underlying money markets by choosing not to roll over investments in 
commercial paper, is equally applicable to each of these other alternatives by which investors hold 
liquid assets, whose managers — bound by fiduciary duties and contractual obligations — liquidate 
positions and stop rolling over investments in commercial paper and other money market instruments 
to meet client directions, investor redemptions, reduce the risk exposure, and curtail possible portfolio 
losses.  By imposing untested structural “reforms” on MMFs, regulators may simply cause the large-
scale diversion of liquidity balances from MMFs into other less transparent investment vehicles, 
increasing the likelihood of dislocations in short-term funding markets. 


The example often cited for MMFs having a destabilizing impact on short-term markets has been the 
Reserve Primary Fund’s “breaking a buck” on September 17, 2008, during the financial crisis.  Before 
that event occurred, the global economy had been in a deep recession for 20 months, and confidence 
of market participants was deeply shaken by failures and forced mergers in the days, weeks and 
months preceding that event.  Liquidity dried up across many markets well in advance of the Reserve 
Primary Fund breaking the buck, and banks and other issuers were experiencing silent runs on 
funding well before trouble hit the Reserve Primary Fund.  MMFs did not cause the financial crisis, 
and did not cause the sharp contraction of liquidity that occurred during the crisis. 


During the 2007-2009 financial crisis, the U.S. Federal Reserve Board, Department of the Treasury, 
and FDIC invested or extended credit through an array of programs to infuse cash into the banking 
system and various businesses and markets.18  The portion that related to MMFs was short in duration, 
highly profitable to the U.S. government, and a small part of a massive injection of liquidity into 


                                                           
18  Congressional Oversight Panel, September Oversight Report: Assessing the TARP on the Eve of Its Expiration, 
at 145-146 (Sept. 16, 2010). 







 
banks, Government Sponsored Enterprises and the financial markets by the U.S. government during 
the crisis, the vast majority of which had no relation to MMFs.  The Federal Reserve disclosed that its 
total discount window loans to banks unrelated to MMFs during the crisis aggregated to over $7.7 
trillion dollars, of which  $1.2 trillion was outstanding at its peak.  All in, the U.S. emergency lending 
programs in place during the financial crisis aggregated over $30 trillion, although the net balance 
outstanding at any given time was much lower.19  These programs were designed to provide liquidity 
to a broad range of institutions and markets due to extraordinary market conditions, and the part 
involving MMFs was a very small part of these programs. 


There should be no disputing that MMFs strengthen our credit markets.  We believe that the track 
record of MMF managers surpasses that of every other financial institution in terms of the quality of 
their credit analysis. Certainly a smaller percentage of MMFs had a much smaller exposure to 
defaulted securities during the financial crisis than banks, investment banks or insurance companies. 
In February 2007 Federated and many other major mangers reviewed their MMFs’ exposures to 
subprime mortgages (primarily indirect exposures to issuers engaged in subprime lending activities) 
and reduced these exposures to the greatest practical extent. The rating agencies did not start to place 
subprime securities on credit watch until July 2007, at which point most market participants started to 
conduct reviews that MMFs had completed months earlier. 


MMF managers also maintained liquidity in their funds well beyond normal levels going into 
September 2008. Although no one could have foreseen the depth of the crisis that followed Lehman’s 
bankruptcy, MMF managers were better prepared for it than other market participants. 


Reducing the assets managed through MMF, which will be a necessary consequence of a mandatory 
V-NAV, will certainly weaken the credit markets and increase systemic risk. As the investor 
representatives indicated during the President’s Working Group Roundtable, they are not equipped to 
engage in the in-depth credit analysis performed by MMF managers, and will be forced to concentrate 
their investments in fewer issuers. It is also reasonable to assume that direct investors will rely more 
heavily on credit ratings. The increased concentration will increase the systemic importance of large 
financial institutions and the consequences of errors made by the rating agencies. Finally, over half of 
the industry’s current assets are managed by subsidiaries of bank holding companies already deemed 
systemically important by the Dodd-Frank Act. Most of these assets will probably shift to bank 
deposits, common and collective trust funds and other stable value products, which will increase the 
systemic risks posed by these institutions. 


Question 4:  What is the importance of sponsor support for MMFs?  What is the respective 
percentage of banks versus non-bank sponsors in the MMF industry?  Are there differences among 
MMFs depending on their sponsors?  What are the potential systemic risks of support or protection 
against losses by sponsors? 


Response 4:  


MMF shares are investments.  Sponsor support should not be assumed or relied upon by investors or 
required by regulatory policy.  In limited, extraordinary circumstances a sponsor may voluntarily 


                                                           
19  See Federal Reserve Board, Usage of Federal Reserve Credit and Liquidity Facilities (Nov. 30, 2011), data 
available at: http://www.federalreserve.gov/newsevents/reform_transaction.htm; Press release, Department 
of the Treasury, Treasury and Federal Housing Finance Agency Action to Protect Financial Markets and 
Taxpayers (Sept. 7, 2008) available at: http://www.treasury.gov/press-center/press-
releases/Pages/20089711172217483.aspx;  Federal Reserve Bank of St. Louis, The Financial Crisis: A Timeline 
of Events and Policy Actions (Apr. 13, 2011), available at http://timeline.stlouisfed.org/ 







 
choose to provide support to a MMF in several ways, such as, for example, through purchase by the 
sponsor of an illiquid or troubled  security out of a fund’s portfolio.  The SEC has cited a number of 
incidences of sponsor support during the 2007-2009 financial crisis, but the vast majority of MMFs 
did not receive such support.  While sponsor support has provided benefits for fund investors, some 
regulators have referred to incidences of sponsor support of MMFs as a risk, because of the perceived 
danger that investors may rely on such support when it in fact is not guaranteed.20  Federated believes 
that investors (and as discussed below in response to Question 8, rating agencies) should not make 
decisions based upon the MMF sponsor or the potential for sponsor support, but instead should 
consider the quality of the investment portfolio of the MMF.  The assumption that investors do not 
understand that MMFs have investment risks is simply incorrect.  Disclosures on MMF prospectuses 
in the U.S. are required to make clear that: 


An investment in the Fund is not insured or guaranteed by the Federal Deposit Insurance 
Corporation or any other government agency. Although the Fund seeks to preserve the value 
of your investment at $1.00 per share, it is possible to lose money by investing in the Fund.  
 


The CESR/ESMA Guidelines for European MMFs similarly require disclosures to MMF investors of 
the differences between a MMF investment and a bank deposit, and that the MMF’s objective to 
preserve capital is not a capital guarantee, as well as other disclosures regarding the risk profile and 
maturity of the MMF’s portfolio. 
 
Question 5:  Do you agree with the description of MMF benefits?  Are there other benefits of MMFs 
for investors than those outlined in this presentation?  What are the alternatives to MMFs for 
investors?  How has investor demand for MMFs recently evolved?  What would lead investors to 
move away from MMFs to other financial products? 


 
Response 5:  


 
In addition to the benefits of MMFs noted earlier in our response, we note the following contributions 
made by MMFs cannot be seriously disputed: 


• MMFs have increased the returns to retail cash investors  in the U.S. by at least $225 
billion since 1985, when the ICI first started tracking MMF assets and yields. This 
estimate is based on the additional yield paid by the average retail MMF21 over the 
rate paid on the average money market deposit account by banks, times the assets 
held in such MMF. It actually underestimates the contributions of retail MMFs, 
because (a) without competition from MMFs, interest rates on money management 
accounts would have been lower and (b) not all retail cash investors had sufficient 
balances to qualify for interest bearing bank accounts or for accounts paying the 
interest rate used in our calculations. 


• It is reasonable to assume that MMFs have had a comparable positive effect on 
institutional cash investors, although this is more difficult to quantify because some 
(although by no means all) institutional investors have access to cash investments 


                                                           
20 See Letter from Federal Reserve Board Chairman Ben S. Bernanke to Anthony J. Carfang, Treasury Strategies, 
Inc. (Dec. 9, 2010); Letter from Acting Comptroller of the Currency John Walsh to U.S. Congressman Gregory 
W. Meeks (Feb. 17, 2011). 
21 The ICI did not track assets separately for retail and institution money market funds until 1996. In 1996, over 
63% of money market fund assets were held in retail funds. For the period from 1985 through 1995, we made 
the conservative assumption that 70% of money market fund assets were held in retail funds. 







 
other than money market deposit accounts. The fact that so many institutions have 
used MMFs so consistently demonstrates, however, that the returns provided by 
MMFs exceeded those provided by any of these alternatives. This is not surprising—
direct investment in money market instruments (other than bank instruments) requires 
personnel to analyze, select and trade the instruments, custodians to hold the 
instruments and a substantial amount of bookkeeping. Furthermore, institutions that 
are not “qualified institutional buyers” cannot participate in the market for Rule 144A 
securities, which typically provide better returns than other types of money market 
instruments. Also, it is likely that many institutional investors lack the operational 
infrastructure and expertise to participate in the repo markets.  Finally, few 
institutions manage cash positions large enough to obtain the level of diversification 
or the same price and quality of execution as a professional manager with tens, if not 
hundreds, of billions of dollars of cash assets under management. Therefore, it is 
reasonable to assume that the total benefit of MMFs to investors, both retail and 
institutional, since 1985 was on the order of $500 billion in the U.S. alone. 


• MMFs have substantially lower overhead and operating costs per dollar of balance 
sheet assets than do banks, by 200 - 300 basis points per annum.  This permits MMFs 
to invest in lower-risk portfolio assets that return lower interest rates than banks are 
profitably capable of investing.  This lower cost structure makes funding available to 
high credit quality issuers in the short-term markets at a much lower interest rate than 
is available from banks. 


• MMFs have lowered the average cost of funding for companies, states, municipalities 
and governments. Moreover, MMFs have been instrumental in the growth of the 
commercial paper market over the last forty years. This impact is also hard to 
quantify, but here again, companies would not issue commercial paper if it were not 
advantageous relative to bank loans or other funding sources. 


• MMFs would seem to have had an even bigger impact on state and municipal issuers. 
Prior to the advent of MMFs, these issuers typically obtained short-term financing 
through banks at less advantageous rates. Institutional demand for short-term tax 
exempt obligations is limited22 and retail distribution is prohibitively expensive. 


 
• MMFs historically provide between a quarter to a third of the funding available in the 


tri-party repo market.23 Repo is used primarily to finance securities held in inventory 
by dealers, and thereby contributes directly to the efficiency of the capital markets.  
In particular, repo contributes to the unparalleled efficiency and liquidity of the 
market for U.S. Treasury and agency securities, which significantly reduces 
borrowing costs. 


 


                                                           
22 Corporations cannot deduct expenses incurred to carry tax exempt obligations beyond a 1% “de minimis” 
amount. Historically, those corporations that have invested directly in tax exempt obligations have not 
exceeded this amount, so they could not replace the funding provided by tax exempt money market funds. 
Other institutional investors (such a pensions, charities and foreign institutions) are exempt from taxation and 
do not invest in tax-exempt obligations. Insurance companies typically invest in longer term tax exempt 
obligations. 
23 New York Federal Reserve Staff Report No. 477, “The Tri-party Repo Market before the 2010 Reforms,” 
(Nov. 2010 ). 







 
• MMFs provide an efficient, alternative to banks for investors as a means of 


intermediating liquidity balances.  The existence of MMFs makes the short-term 
funding market more robust and deep, and serves as a counterbalance to limit further 
growth in size of the largest systemically important banks that depend upon 
government support to maintain their solvency. 


 
• Historically, MMFs have been a gateway to other mutual funds. Most individuals 


save money before they begin to invest. MMFs allow individuals to use a mutual fund 
as a savings vehicle, by providing ready liquidity and a stable price under most 
market conditions. Individuals who invest in MMFs are exposed to the advisers’ other 
mutual funds, and may become more comfortable moving to these funds once they 
have achieved their targeted savings. They may also be more inclined to invest 
directly in stock markets than individuals that never venture beyond their bank 
account and certificates of deposit. In addition, individuals investing in MMFs gain 
access to the general investor education materials provided by the funds’ investment 
advisers. 


All of these factors have contributed significantly to capital formation, improved returns for investors, 
encouraged savings, and lowered rates for borrowers.  Dynamic, efficient and transparent markets 
improve the allocation of capital and increase economic growth. In light of all this, it seems certain 
that MMFs have contributed, and continue to contribute, in a meaningful way to the growth of the 
global economy. 


A mandatory change to a V-NAV would lead investors to move away from MMFs. 


Federated believes that there is ample direct evidence of the likely effect of a V-NAV on the demand 
for MMFs. From January 2009 (which was the high point for MMF assets) through October 2010, 
investors redeemed nearly $1.1 trillion from US MMFs.24 The primary reason for these redemptions is 
obvious—this year the average MMF will return only 4 basis points.25 


At this time, when compared to other mutual funds, MMFs’ primary value to investors is 
diversification and their maintaining a C-NAV.  There is no more plausible explanation for why 
globally investors maintained approximately $4.69 trillion in MMFs than the paramount importance 
of a C-NAV to these investors. It is unlikely that investors would continue to invest these cash 
balances in a mutual fund that did not offer a C-NAV.  A recent survey of corporate treasurers 
conducted by Treasury Strategies Inc. indicates that a shift to a mandatory V-NAV for MMFs will 
result in a large percentage of institutional investors shifting investments out of MMFs and into other 
means of holding liquidity balances.26 


This means that nearly all of the approximately $4.69 trillion currently invested in MMFs globally 
would move to other stable value investments if MMFs were eliminated.  In other words, requiring 
MMFs to float their NAVs would substantially eliminate the current demand for the funds. 


It may be suggested that investors who have been redeeming their shares since January 2009 have 
shown a willingness to take market risks and, under normal market conditions, would continue to 
invest in MMFs with V-NAVs. The data suggests, however, that much of this money was moved to 


                                                           
24 Investment Company Institute Money Market Fund Assets Historical Data (Dec. 9, 2010), available at 
http://www.ici.org/info/mm_data_2010.xls. 
25 Money Fund Intelligence at 2 (Dec. 2010). 
26  Treasury Strategies, Inc, “Money Market Fund Regulations: The Voice of the Treasurer” (April 2012), 
available online at: http://www.ici.org/pdf/rpt_12_tsi_voice_treasurer.pdf. 







 
bank deposits. A survey by the Association of Financial Professions shows that bank deposits and 
MMFs have traded places over the last two years. In 2008, surveyed professionals allocated 39.4% of 
their short-term investments to MMFs and 25% to bank deposits; in the 2010 survey, bank deposits 
garnered 41.5% of short-term investments as compared to 25.1% for MMFs.27 This may account for 
some of the $668 billion increase in commercial bank deposits from January 2009 through October 
2010.28 Therefore, it would probably be optimistic to assume that, under normal market conditions, 
demand for MMFs without C-NAVs would reach even $500 billion, which is less than 15% of the 
assets held in MMFs at the beginning of 2009. 


 
Question 6:  Do you agree with the proposed framework comparing money market funds and bank 
deposits?  Are there other aspects to consider? 


 
Response 6:  


 
Federated does not believe MMFs are similar to banks.  Federated agrees that MMFs are dissimilar to 
banks in that MMFs do not use leverage, and that investors in MMFs are shareholders, not creditors, 
of the MMF.  MMFs are financed with 100% equity capital and do not use leverage.  Unlike bank 
depositors, MMF shareholders do not have a contractual right to obtain a set principal amount upon 
redemption, they do not have a right to “put” shares back to the fund at a guaranteed price, and no one 
guarantees or insures the value of their investment in a MMF.  MMFs seek to maintain a constant net 
asset value per share by very conservative investment in a diverse portfolio of high quality, very 
short-term investments that are highly liquid, have known values, and are marketable.  MMFs 
maintain liquidity by holding natural liquidity within the portfolio of the fund of cash, overnight 
assets and very short-term assets.   


Banks, in contrast, are financed almost exclusively by debt in one form or another (deposits and other 
borrowings), with a very small tranche of capital.  Banks invest medium and long term, primarily in 
illiquid, hard to value, unmarketable assets.  Banks maintain their liquidity by government support in 
three forms: (1) government-sponsored deposit insurance which keeps smaller depositors from 
“running” in a crisis and helps stabilize funding of the bank; (2) access to the central bank lending 
window and other specialized government lending and liquidity programs; and (3) occasional 
government injections of capital or other support in a crisis, particularly for large “too big to fail” 
institutions.    


MMFs are not banks or “bank-like.”  The suggestion that MMFs are banks or “bank-like” reflects a 
fundamental misconception of MMFs and the role they play in the financial markets.   


Federated also notes that a transformation of MMFs from their current structure, to a “bank like” 
capital structure and regulatory framework, would fundamentally alter the rights and obligations of 
MMF shareholders and could not be effected without their consent.  As discussed below in response 
to Question 13, there is no reason to believe such a transformation could successfully be 
accomplished. 


                                                           
27 2008 AFP Liquidity Survey at 15 (June 2008), 
http://www.afponline.org/pub/pdf/2008_AFP_Liquidity_Survey.pdf, and 2010 AFP Liquidity Survey at 15 (June 
2010), http://www.afponline.org/pub/pdf/2010_AFP_Liquidity_Survey.pdf. 
28 Federal Reserve Report H8 Assets and Liabilities of Commercial Banks in the United States (Dec. 20, 2010), 
available at https://www.federalreserve.gov/releases/H8/default.htm. 
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Question 7:  Are there other similarities or differences between CNAV and VNAV funds which would 
be useful for the analysis?  Is there evidence (based on representative samples) showing differences in 
the fluctuation of the funds’ NAV depending on their model?  What is the extent of the use of 
amortized cost accounting by VNAV funds?  Has this practice evolved over time? 


 
Response 7:  
 
Other than as discussed elsewhere in response to the other questions, Federated does not have 
additional information comparing V-NAV and C-NAV funds that is responsive to Question 7. 


Question 8:  What is the importance of ratings in the MMF industry?  What is the impact of the 
monitoring function of credit rating agencies for MMFs?  What are the potential systemic risks 
associated with ratings in the MMF industry? 


 
Response 8: 


Credit rating agencies affect MMFs in two ways: through ratings of the MMFs themselves, which are 
used by some investors to decide in which MMFs to invest, and ratings of individual portfolio assets, 
which have historically been factored in to the investment decisions made by MMF managers in 
selecting investments for a MMF’s portfolio.  Although rating agencies play a useful service in 
providing an external benchmarking of investments for credit quality, Federated believes that credit 
ratings have in many cases played too central a role in both investment decision contexts related to 
MMFs, and reliance upon ratings should be reduced.  Investors and portfolio managers of money 
market investments should conduct their own rigorous, independent analysis of the credit quality of an 
investment, without undue reliance on external ratings.  Federated conducts very detailed credit 
analyses of all portfolio investments, and does not place undue reliance upon any one external factor 
or favorable rating as part of that process to determine whether an investment is sound.    


Federated is particularly concerned about the reliance of some rating agencies on “sponsor support” of 
an MMF as a criteria for assigning investment ratings.  In our view, a MMF rating should turn upon 
an objective review of the investment portfolio of the MMF, with its manager and other servicing 
infrastructure serving at most only as a secondary, qualitative factor in rating agency review.  Investor 
and rating agency reliance on sponsor support, which is not and should not be guaranteed, in setting a 
rating of the MMF and deciding to invest can create the risk of rapid redemptions from a MMF based 
upon a change in view regarding the manager and its willingness or ability to provide support to the 
MMF.29  We note as an example of this effect, that in early December 2011, Fitch downgraded the 
Prime Rate Capital Management (PRCM) MMFs based solely on Fitch’s perception of the ability of 
those funds’ manager to provide sponsor support, and not on the content of the MMFs investment 
portfolios or the credit review process.30  The Fitch ratings downgrade was followed by a series of 
redemptions from those MMFs of almost 60% of PRCM MMF assets, which redemptions stopped and 


                                                           
29 Letter from Federal Reserve Board Chairman Ben S. Bernanke to Anthony J. Carfang, Treasury Strategies, Inc. 
(Dec. 9, 2010); Letter from Acting Comptroller of the Currency John Walsh to U.S. Congressman Gregory W. 
Meeks (Feb. 17, 2011). 
30 Room151, “Fitch puts 3 PRCM liquidity funds on rating watch negative” (Dec. 8, 2011); available online at: 
http://www.room151.co.uk/latest/fitch-puts-3-prcm-liquidity-funds-on-rating-watch-negative/.    
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were reversed only when the manager announced its sale to Federated, and Fitch reaffirmed its earlier 
ratings on that basis.31 


For a further discussion on the role of ratings in the portfolio investment context, see response below 
to Question 29. 


 
Question 9:  Are existing rules adequately addressing risks regarding the management of collateral 
from money market funds?  What are the risk management processes currently in place with regard to 
repo and securities lending transactions?  Do MMFs present unique issues with regard to their use of 
repo markets or would general policy recommendations that the FSB may issue regarding repo 
markets be applicable? 


 
Response 9:  


The 2010 Amendments included the following reforms with respect to repurchase agreements (repos) 
held by MMFs: 


• Only repos collateralized by Government Securities or cash 
instruments can receive "look through" treatment for diversification purposes.  Previously, 
securities with the highest rating and unrated securities of comparable quality were also 
eligible; and  


• A MMF's board (or the board's delegate) is required to evaluate the repo counterparty's 
creditworthiness in order for a MMF to "look through" for diversification purposes. 


In the United States, in addition to the repo collateral reform referenced above, the Tri-Party Repo 
Infrastructure Reform Task Force  (formed in Sept 2009 under the auspices of the Payments Risk 
Committee, a private sector body sponsored by the Federal Reserve Bank of New York) has instituted 
the following additional reforms: 


• Mandatory three-way confirmations between Dealer, MMF (Cash Investor) and Clearing 
Bank were fully implemented across the tri-party market by the end of 2011. Previously the 
Dealer provided Clearing Bank with the trade confirmation.  Accordingly, the Clearing Bank 
did not receive any independent confirmation from the cash investor.  The revised process 
improves transparency and therefore potentially reduces fails in the market; 


• Clearing Banks implemented automated collateral substitution capabilities which enables the 
Clearing Banks to be able to unwind the repo later in the day (previously repo trades were 
generally unwound in the morning) and thereby reduce the amount of intra-day credit 
extended by the Clearing Banks; 


• The settlement window is now generally between 3:30 p.m. and 6:00 p.m. which reduces the 
intra-day credit extended by the Clearing Banks to Dealers; and 


• Cash investors have discussed and generally undertaken additional contingency planning 
associated with potential Dealer defaults.32 


                                                           
31 CCLA Investment Management Limited, PSDF(12)P07, The Public Sector Deposit Fund Advisory Board, 
“Rating Action on Prime Rate Capital Management” (Dec. 2011), available online at 
http://www.psdf.co.uk/wp-content/uploads/2011/05/12-01-16-P07-Prime-Rate-Capital-Management.pdf.   
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Industry participants continue to work to to further strengthen the repo industry.     


Question 10:  Are the above-mentioned changes in the environment of MMFs relevant factors to take 
into consideration?  What are some of the implications for regulatory options?  Are there other 
aspects to consider? 


 
Response 10:  


 
Since the 2007-2009 financial crisis, important improvements have been made in Europe and in the 
U.S. that have enhanced the stability of MMFs.  These include enhanced credit quality requirements 
and shorter portfolio maturity limits.  In the U.S., this has also included a very substantial increase in 
mandatory liquidity requirements, to include at least 10% overnight liquidity, 30% 7-day liquidity, 
and a requirement that MMFs make a continuing assessment of their investors’ investment horizons 
and maintain additional portfolio liquidity as needed to meet reasonably anticipated cash flows, and 
much greater transparency concerning portfolio content and valuations.  During the summer of 2011 
market crisis, these enhancements proved very effective in maintaining the stability of MMFs in the 
face of substantial redemptions and market uncertainty. 


In addition, broader reforms in the financial markets are being implemented that are designed to 
insulate the financial markets from shocks at individual large financial institutions and market 
utilities.  Among other aspects of these broader enhancements are requirements for less risky 
investment portfolios, stronger capital, more liquidity, less reliance on short-term funding, and 
enhanced contingency planning, at financial institutions.  These improvements, once fully 
implemented, are expected to contribute to greater financial stability, which in turn should help 
contribute to a more stable and less volatile short-term credit market.  Added stability in the 
underlying asset classes in which MMF invest, the markets in which those assets are issued and 
traded, and at the issuers of those assets, should further enhance the overall stability and liquidity of 
MMFs. 


Before further major changes in the structure and regulation of MMFs are proposed, particularly 
untested changes that may make MMFs less useful to investors and the economy, it is important first 
to assess the effectiveness of the existing MMF regulatory enhancements that have been put in place 
since 2009.  


Question 11:  Do you agree with the systemic risk analysis and the rationale for reform presented in 
this section?  Are there other factors to consider? 


 
Response 11:  


 
Federated disagrees with the focus of this section on “run” risk without a discussion of the central role 
of liquidity in addressing that risk.  First, as previously discussed, MMFs are not susceptible to runs.  
Second, what prevents a run -- or resolves it before it causes a panic -- is liquidity.  Using V-NAV 
rather than C-NAV, imposing holdbacks or other redemption limits, a two-tiered capital structure, or 
“bank like” regulations, does not address this core issue.  In the U.S., the SEC addressed the “run” 
risk issue very effectively in the 2010 Amendments to Rule 2a-7 by requiring MMFs to maintain very 
high levels of natural, near-term liquidity in their portfolios.  Serious consideration should be given in 
other jurisdictions to enhancements of mandatory liquidity requirements in MMFs. 


                                                                                                                                                                                     
32  See ICI checklist for dealer default: http://www.ici.org/policy/current_issues/11_mmf_repo_checklist. 
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MMFs’ transition from a C-NAV to V-NAVs might itself be systemically risky. 


Use of a mandatory V-NAV, or a process for conversion to V-NAV will not itself reduce run risk.  
The problem with the conversion process is that, while trying to prevent future runs, it would produce 
market conditions that could prompt shareholders to run from MMFs before the conversion takes 
effect. MMF shareholders will face an immediate prospect that their funds could “break a dollar” after 
they convert to a V-NAV, so they are incented to redeem before the conversion date.  Responsible 
managers will raise liquidity to meet these redemptions, either by selling holdings or refusing to roll 
investments. Selling pressure would lower prices and not rolling investments would cut off funding to 
issuers, which will increase the risk that converted funds will break a dollar.  This would encourage 
more redemptions from the funds and would lead to the cycle repeating itself. 


Converting funds in phases (which would be one way to design the process) will just make the 
disruption to the capital markets more protracted. Shareholders will still have the same incentive to 
redeem before their fund converts, so fund managers will have the same incentive to increase liquidity 
by selling and not buying.  Knowledge that converting funds will be withdrawing liquidity from the 
capital markets will deter non-converting funds and other institutions from buying money market 
instruments.  Moreover, cash from converting funds may be shifted to non-converting funds, making 
each phase of the conversion process larger and more disruptive. In summary, Federated does not see 
how a conversion process can be designed to avoid creating its own systemic risk. 


Risk management practices in a V-NAV MMF industry might deteriorate without the discipline 
required to maintain a $1 share price. 


Assuming for this point that unregulated MMF substitutes could be eliminated, investors who are 
unwilling to hold their cash in a fund with a V-NAV will either move their cash to banks or invest 
directly in commercial paper and other money market instruments. Neither banks nor institutions 
managing their own cash are likely to manage risks with the same discipline as MMFs.  


Regulations allow banks to take greater risks than MMFs, and they must do so in order to attract the 
capital necessary for their growth.  Banks can lend money for any term to any borrower they deem 
creditworthy, and may engage in a broad array of related businesses posing various degrees of risk.  
Thus, it is certain that money shifted from MMFs to banks will be invested for longer terms, and also 
may be invested in obligations with lower credit quality, than are held within current MMF portfolios. 
This would increase the overall level of risk in the financial system. 


With respect to other institutional investors, they cannot afford to dedicate the same personnel and 
resources to cash management as do MMFs.  Institutional investors are more likely to rely on ratings 
rather than perform their own credit analysis.  In addition, they generally cannot attain the same 
degree of diversification through direct investment as they do through MMFs.  Thus, a complete 
disintermediation of the institutional cash market through the elimination of MMFs would also result 
in an increase in the overall level of risk in the financial system. 


Eliminating C-NAV MMFs will not serve the objective of reducing systemic risk 


The elimination of C-NAV MMFs would not accomplish the objective of reducing systemic risk, as 
the implementation of mandatory V-NAV will not reduce the credit market’s vulnerability to 
“freezing.”  Federated believes that investors who redeemed out of MMFs in September 2008 were 
running from what the funds held in their portfolios, rather than the funds themselves.  During that 
period, investors lost confidence in the market’s ability to evaluate credit risks. Their flight to 
government securities (including government MMFs), to such a degree that on several occasions 







 
Treasury bills were bid up beyond their face values, provides evidence of an overwhelming lack of 
investor confidence. 


Even if MMFs had not existed, these investors would not have been willing to hold commercial paper 
or other credit instruments during this period.  They would have stopped rolling their investments and 
would have tried to sell holdings regardless of price. The credit markets still would have frozen solid 
and issuers would have been cut-off from funding. In short, if market freezes are a result of cash 
investors’ unwillingness to extend credit rather than their concerns about MMFs, then eliminating 
MMFs will not serve the objective of reducing this risk. 


 
Question 12:  Do you agree with the benefits of imposing a mandatory move from CNAV to VNAV, 
which would amount to prohibiting the use of amortized cost valuation for any securities held by a 
MMF?  Are the challenges identified in the US context valid in other jurisdictions currently 
authorizing CNAV funds?  How could these challenges be overcome? 


 
Response 12:   
 
We do not agree with the benefits of imposing a mandatory V-NAV requirement.  V-NAV funds 
during the crisis faced redemptions at an equal or higher rate than C-NAV MMFs.  The data does not 
support the premise that C-NAV Funds are less stable or more subject to runs than V-NAV MMFs.  
Please see our response to Question 2.   


Additionally, the operational challenges below apply to not only U.S. investors, but investors 
globally.  Different investors use MMFs for different purposes.  Many corporate users do not want 
and will not use a V-NAV MMF.  This is not simply risk aversion.  For technical reasons, $1, 1 Euro, 
or 1 pound per share pricing is critical to the usefulness of MMFs to a variety of business applications 
involving automated accounting and settlement systems.   


Use of C-NAV MMFs to hold short-term liquidity is incorporated into many automated systems and 
the interfaces used in these systems.  Examples include bank trust accounting systems, corporate 
payroll processing, corporate and institutional operating cash balances, government cash balances, 
bond trustee cash management systems, consumer receivable securitization cash processing, escrow 
processing, custody cash balances and investment manager cash balances, employee benefit plan 
processing, broker-dealer and futures dealer customer cash balances, and cash management type 
accounts at banks and broker-dealers.   


The automated systems have greatly reduced (i) the time required to post and settle transactions, (ii) 
the personnel required to post and settle transactions (and thus the overhead costs associated with 
those functions), (iii) the errors associated with posting and settling those transactions, (iv) the “fails” 
involved in settling those transactions, (v) the size and length of time outstanding of the “float,” “due 
to,” and “due from” balances tied up in processing of transactions, and (vi) the counterparty default 
risk associated with transactions between and among companies.  These systems have reduced risk, 
increased the efficiency of many business activities, and greatly reduced the amount of funding 
required for businesses to conduct transaction processing.  


Many of these systems have as a key element the use of C-NAV MMFs to hold short-term liquidity in 
connection with settlement of transactions.  The features of C-NAV MMFs that are ideal for holding 
temporary balances in these systems include (1) stable $1 per share value during the time the 
transaction is being processed to allow certainty during the course of the day of the exact dollar 
amounts that are being processed between different counterparty accounting systems so that the 







 
amount due and the amount paid do not diverge even by a few cents during the time in which the 
transaction is being processed, (2) same-day settlement capability (T+0 processing) which is possible 
only because of the use of amortized cost by C-NAV MMFs, (3) high credit quality and underlying 
portfolio issuer diversification which reduces risk of insolvency during the time the transaction is 
being processed, and (4) operation within a highly-automated secure computer environment that 
allows for 24/7 no downtime interfaces with accounting and data processing systems of all parties to 
the transactions. 


MMFs, like all mutual funds, must use the price next calculated after the purchase or redemption 
order is placed to set the price for the order.  With amortized cost, the C-NAV MMF knows at the 
beginning of the day what the portfolio values and share price will be at the end of the day (absent a 
major credit event), which makes same day transaction processing (T+0) possible.  With a V-NAV, 
funds must wait until the markets close to know portfolio values to price fund shares, so fund share 
purchases and redemptions are processed the next business day (T+1).  This extra day’s float means 
more risk in the system and a larger average float balance that each party must carry and finance. 


A mandatory V-NAV would make MMFs less useful to hold the large short-term cash balances as 
part of automated transaction processing systems across a wide variety of businesses and applications.  
At a minimum, imposing V-NAV requirements on MMFs would require these systems to be 
redesigned and re-programmed on a wide scale, involving substantial effort from many people and 
years to complete.   


Question 13: What would be the main effects of establishing a NAV-buffer?  What would be the most 
practical ways to implement such buffers?  Should various forms of NAV-buffers be allowed or should 
regulators favor a single option?  What would be a realistic size of the NAV-buffer and what would be 
the impact in terms of costs for running MMFs?  In the case of subordinated shares, could the option 
be seen as creating a securitization position, with associated requirements in terms of retention? 


 
Response 13:   
 
In Federated’s view, the capital buffer concept would not have the desired effect of reducing run risk.  
The concept of establishing a capital “buffer” has been put forward as a means of absorbing portfolio 
credit losses without a decline in share value.  The options under discussion include a slow build up of 
capital through retained earnings, purchase of a new subordinated class of equity by the fund 
manager, or sale of subordinated equity to third party investors.  Any of these options would be a 
departure from the concept of what a mutual fund fundamentally is-- a mutually-owned pool of equity 
owned by a single class of shareholders, who share equally in the profits or losses of the fund.  In its 
place, there would be created a two-tiered equity structure, introducing a form of leverage into MMFs 
for the first time.  This brings with it several problems.33 


First, it is not clear how much capital would be needed to cause the main shareholder group to feel so 
secure against losses that they would not feel compelled to redeem shares in a financial panic.  What 
the subordinated equity would provide, however, is a short “head start” after the first loss 
announcement to put in a redemption request to get out ahead of other investors before the 
subordinated capital is exhausted.  This will make runs more likely, not less. 


Second, the existence of a subordinated equity layer will cause the main shareholders to think of 
themselves like creditors or depositors, and make them less likely to consider the risks in the MMFs 


                                                           
33 See, ICI, The Implications of Capital Buffer Proposals for Money Market Funds (May 16, 2012), available 
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investment portfolio before investing.  It will lull them into a sense of complacency about the risk of 
loss until there is a financial crisis.   


Third, due to the very low yields on money market investments that have persisted over a period of 
several years and are likely to continue for the foreseeable future, currently there is insufficient 
portfolio yield to generate returns that could be used to create a meaningful capital buffer through 
retained earnings.  In the current rate environment, a subordinated capital layer would take many 
years to built up to any significant level through retained earnings, will cause adverse tax 
consequences to the MMF and its investors, and further reduce yields in an already very low yield 
environment.  If provided by the investment manager, it would be expensive for the manager to 
provide and would be difficult or impossible to finance.  It is doubtful that third-party investors would 
be willing to purchase subordinated capital of a MMF under economic terms that would make sense 
for the main shareholders of the MMF.  The subordinated class of investors would expect a yield on 
their more risky class commensurate with that risk, which would be a further reduction to  yields to 
the other investors. 


Fourth, the amounts required would be very large.  At even a half percent on over $4 trillion in global 
MMF balances, subordinated capital of roughly $20 billion would be required.  Where would that 
investment come from? 


Fifth, MMF investors are shareholders.  It is not clear why they should be protected by a second, more 
junior layer of equity capital. 


Finally, a capital buffer does not prevent runs or stop them once they have begun.  Available cash to 
pay investors, not a capital buffer, is what prevents or resolves a run.34 


While a buffer (assuming the fund has built one) will help absorb market losses incurred on sales of 
portfolio securities, the fund must first be able to find buyers for the securities. We found few bidders 
for many classes of portfolio securities during September 2008. It may be dangerous to adopt a reform 
that presumes that every fund will be able to do so. 


Capital requirements will drive most shareholders out of MMFs and into banks or alternative (often 
unregulated) cash products by making it impractical for shareholders to use the funds for cash 
management or by taking away the advantages of using MMFs. Any reform that has the effect of 
forcing trillions of dollars out of MMFs will produce the same adverse economic effects as floating 
the share price. 


Shareholders Cannot Easily Switch MMFs.  


Some capital proposals would require MMFs to stop selling shares or even liquidate if they could not 
meet the capital requirement. This would have extremely disruptive consequences for shareholders. 
There is no means of instantaneously notifying shareholders that a fund has been shut off, so some 
shareholders will be left with uninvested cash balances. It can take days for a shareholder to open an 
account at another fund. Moreover, for many shareholders, operating with multiple accounts is simply 
not practical. 


                                                           
34 See Kathleen McDill and Kevin Sheehan, Sources of Historical Banking Panics: A Markov Switching Approach, 
FDIC Working Paper 2006-01 (Nov. 2006) available at 
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This would be a particularly serious problem for shareholders with automated deposits or 
withdrawals. Brokers and trusts that automatically sweep their clients’ uninvested cash balances will 
not use a product that may reject purchase orders without sufficient notice. A company that uses a 
MMF to cover payroll will not want to deal with the possibility that checks or wire transfers may have 
to be issued from multiple funds. Constantly shifting money from the one fund to another invites 
errors which can injure a company’s reputation for financial responsibility. Thus, any reform that 
would arbitrarily shut off a fund will seriously undermine the utility of MMFs. 


Capital May Not Always Be Available.  


Proposed capital requirements seem to presume that funds or investment managers will always be 
able to obtain capital, at least at some price. The 2007-2009 financial crisis contradicts this 
presumption. In the aftermath of Lehman’s failure, many sound financial institutions could not obtain 
funding at any price. Central banks were forced to intervene in order to avoid a cascade of financial 
failures. Making MMFs dependent on capital will only add them to the list of institutions that may 
need central bank support during a financial crisis. 


Funds and investment managers also cannot afford to pay “any price” for capital. Under normal 
market conditions, the spread between fund yields and short-term government securities is narrow. 
Any serious reduction in the spread will drive investors out of the funds and reduce the amount of 
funding available to the private sector. Regardless of whether the funds pay for capital directly, 
through higher advisory fees or by retaining a portion of their earnings, a capital requirement will 
have the effect of reducing the spread. If the price of capital rises too high, the spread will be 
eliminated and the funds with it. If advisers are forced to provide capital, high capital costs will likely 
drive advisers out of the business of managing MMFs. 


Finally, we are currently in an unprecedented period of exceptionally low interest rates. Neither funds 
nor their investment managers have any income from which to pay for capital, no matter how cheap. 
Even if regulators delay capital requirements until market conditions become more favorable, they 
cannot be sure that rates will not fall again to levels where MMFs or their investment managers 
cannot afford to meet the requirements. 


Shareholder May Not Be Willing to Invest in a Product They Cannot Understand.  


Shareholder attitudes to capital requirements and redemption restrictions are entirely untested. 
Although shareholders might be expected to support capital in principle, they may reject funds that 
have complicated capital structures or terms. Attempts to work out detailed proposals for third party 
capital are instructive, insofar as they could never be explained in term an average investor could 
understand.   


MMFs May Have to Pay Taxes.  


Under U.S. tax laws, investment companies must pay corporate taxes on undistributed net income. 
Consequently, a requirement that funds retain earnings in order to build a capital buffer will trigger 
substantial tax payments. In the U.S., approximately half of the retained earnings may need to be paid 
as federal and state corporate taxes. This will greatly reduce the benefit of the capital requirement.  
This assumes that only a small fraction of the earnings are retained. In the U.S., an investment 
company must pay an excise taxes if it fails to distribute 98% of its earnings. If distributions fall 
below 90% of earnings, then all of the earnings (distributed as well as undistributed) become subject 
to corporate taxes. 







 
MMFs May Have to Report Taxable Income.  


In the U.S., investment companies must report to each shareholder (with a copy to the tax authorities) 
the dividends paid to, and the gains and losses realized by, the shareholder during the year. These 
reports are relatively simple for MMFs, because (unless the fund breaks a dollar) the only information 
to report is the dividends paid. A redemption requirement may affect the amount or timing of 
redemption payments, however, which may produce real or apparent losses for tax reporting purposes. 
Modifying tax reporting systems to account for redemption restrictions will increase their costs. 


Providers of Capital May Have to Include MMFs in their Consolidated Financial Statements.  


Any external capital requirement will create a class of MMF investors who will bear a 
disproportionate share of fund losses as compared to the common equity. Current accounting rules 
may require certain of these investors to consolidate any fund in which they invest into their financial 
statements. This will inflate the investor’s consolidated assets and obscure its financial performance. 
The prospect of consolidation will deter potential investors and increase the cost of external capital, 
such that it may not be feasible for funds to raise the required capital. 


Providers of Capital May Have to Mark their Investments to Market.  


Even if an investor is not required to consolidate the fund, current accounting rules may require the 
provider of subordinate capital to a MMF to carry the capital at its current market value. Given the 
high degree of leverage implicit in external capital proposals (e.g., a 2% capital requirement implies 
50 times leverage), a small change in the value of the fund’s portfolio can produce a large fluctuation 
in the market value of the capital. Federated estimates that normal fluctuations in a large ($10 billion) 
fund’s portfolio could add or subtract tens of millions from a capital provider’s quarterly financial 
results. So long as the fund does not break a dollar, these swings would be meaningless to the capital 
provider’s financial results. This kind of financial “noise” could also deter potential investors and 
increase the cost of capital. 


Capital Requirements Create Barriers to Entry.  


Assuming for purposes of argument that a capital requirement is feasible, this will result in a market 
where all MMFs provide a shareholders with a capital buffer against breaking a dollar. Any new 
MMF will have to match this buffer in order to compete with funds that already have one. Thus, even 
if the requirement theoretically allows funds to create a buffer by retaining earnings, as a practical 
matter the sponsor of any new fund will have to advance (or raise from third parties) sufficient capital 
to match the buffers maintained by competing funds. Thus, a capital requirement will create a 
substantial barrier to entry in the market for sponsors or promoters of MMFs. 


Capital Requirements Increase Concentration.  


Capital requirements will favor managers who already have, or have access to, capital. Even if the 
requirement allows funds to create a buffer by retaining earnings, managers with capital can afford to 
waive their fees or reimburse expenses and thus absorb more of the cost of building capital. Capital 
requirements will therefore increase concentration in the MMF industry, either because other manager 
will not be able to raise the required capital or will not be able to meet the capital requirement as 
quickly or cheaply. 


Capital Requirements Change the Basis for Competition.  







 
Currently, because shareholders have no assurance that the fund sponsor, promoter or investment 
manager will support its funds, shareholders have some interest in monitoring the risks taken by their 
funds. If capital becomes the primary means of protecting MMF shareholders from losses, they will 
focus on the amount and availability of capital for a fund, rather than its management of portfolio 
risks. Even if funds are permitted to obtain external capital, so long as managers can also provide 
capital, the managers will be able to takes more risk without driving away shareholders. Thus 
shareholders will be attracted to the funds taking the greatest risk (so as to produce the highest yield) 
so long as the fund can maintain the required capital. This will increase the overall level of risk in the 
financial system. 


Corporate Governance and Investment Structure of MMFs Requires Shareholder Approval of 
Material Changes to MMF Capital Structure and Shareholder Rights  


An additional complicating factor in fundamentally altering the capital structure and redemption 
rights of MMFs arises from the existing corporate and governance structure of MMFs.  Shareholders 
of MMFs are not customers or creditors, they are the owners of MMFs.  Unlike a bank in its dealings 
with depositors, a MMF cannot simply impose changes to the terms of the investment.  Shares of a 
MMF represent undivided ownership interests in the fund’s net assets. The fund’s constitutional 
documents govern the terms, priorities, rights and obligations of its shareholders. Articles of 
association, trust deeds, or their equivalent generally cannot be amended without the consent or 
approval of shareholders.  These cannot simply be changed without first obtaining shareholder 
approval by vote.  This has the following implications for proposed changes to the capital structure 
and redemption rights of MMFs. 


The Allocation of Losses Must Be Uniform.  


The shares within any class are homogenous insofar as each share is entitled to the same votes, 
dividends and distributions as any other share in that class.  


In order to allocate a larger share of any losses to the restricted shares (so as to maintain the same 
division of losses among shareholders without regard to redemptions), the fund must convert the 
restricted shares into another class that is subordinated to the common equity. If permitted under the 
corporate law of the fund’s home jurisdiction, this would require significant amendments to the fund’s 
constitutional documents and would make the fund inordinately complicated. 


The Fund’s Constitutional Documents Must Authorize the Issuance of a Subordinated 
Class of Shares.  


If MMFs are required to maintain a separate layer of capital to protect the common shareholders, their 
constitutional documents will need to authorize the directors or trustees to designate a subordinated 
class of shares. These funds would have to obtain shareholder approval to amend the constitutional 
documents to permit the issuance of such shares.  Corporate and company regulations in the European 
Union may also need to be amended to accommodate the use of subordinated share classes. 


MMF Shares Are Held through Nominee Accounts and Securities Clearance Systems.  


MMF shares are securities that financial intermediaries hold for the account of their clients.  These 
shareholders are entitled to all of the rights and benefits of, and as subject to all of the restrictions on, 
the securities held by the intermediary on their behalf.  The MMF, however, cannot tell if trades in an 
intermediary’s omnibus or nominee account relate to one or several underlying shareholders. Due to 
netting of purchases and sales, an omnibus account may not even reflect trading by underlying 







 
shareholders. (For example, if two shareholders maintain accounts at the same intermediary, and one 
redeems $1,000 while the other purchases $1,000, the fund has no way of knowing that these trades 
took place because there would be no change in the intermediary’s omnibus account holdings on the 
fund’s share register.) 


Consequently, any required redemption restriction will require operational and systems changes not 
only by the MMFs and their transfer agents, but by every intermediary or fund distributor that holds 
shares on behalf of the fund’s shareholders. This will greatly increase the cost of any redemption 
requirement and the difficulty of verifying compliance with the requirement. 


MMFs Cannot Easily Alter the Terms of their Shares.  


Banks generally reserve the right to change the terms of demand deposit accounts (e.g., to change the 
amount or impose additional fees or limitations) with notice to the depositor. If the depositor objects 
to the change, he or she would presumably withdraw the deposit and move it to another bank. 


MMF shares are investments.  As with most investments, material terms cannot be altered after the 
fact without the consent of the shareholder. Moreover, laws or regulations may require shareholder 
approval of fundamental changes. For example, under the U.S. Investment Company Act, a fund may 
not increase its advisory fee or distributions charges without shareholder consent.  Under UCITS 
regulations, changes that would materially alter the risk profile, credit quality, or rights of 
shareholders would also require shareholder approval and prior notice of implementation 


This makes it difficult to impose new redemption restrictions on shares issued before the requirement 
takes effect.  If MMFs’ offering documents promised unrestricted access to a shareholder’s 
investment, the fund cannot unilaterally restrict such access without risking liability.  Although it is 
theoretically possible to impose restrictions only on newly issued shares, the expense of separately 
tracking old and new shares will increase the cost of a redemption requirement and may confuse 
shareholders. 


Question 14:  Do you agree with the description of the challenges associated with the establishment 
of private insurance?  Are there ways to address them? 


Response 14:  


Although Federated remains open to the possibility of MMF insurance, our experience suggests that 
this will not be a fruitful approach to reform. In the 1990s, Federated worked with an insurance 
company to develop a proprietary default insurance policy for its MMFs. Although we maintained the 
policy for several years, we were never able to obtain enough coverage for a large default such as the 
one suffered by the Reserve Primary Fund. The insurance company withdrew from the market, along 
with other companies offering similar policies, after the American General default.  We suspect that 
there is no private business model that will prove viable for the long term. 


Question 15:  Do you agree with the description of the challenges and potential second-round effects 
of a conversion of MMFs into special purpose banks?  Are there ways to circumvent those effects? 


Response 15:  


Federated does not believe that regulating MMFs like banks is a workable approach to MMF 
regulation.  We agree that there are substantial challenges and second-round effects of this approach, 
to such a degree that the imposition of bank-like regulation on MMFs should not be viewed as an 
approach that has merit. 







 
The premise that bank regulators have done a better job of regulating banks than securities regulators 
have done in regulated MMFs is not consistent with the record.  In the U.S., for example, during the 
40 years that MMFs have existed, only two MMFs have “broken the buck” and failed to repay 
investors 100 cents on the dollar.  One of the MMFs repaid its investors 96 cents on the dollar, and the 
other repaid its investors  over 99 cents on the dollar, at no cost to the government.  During the same 
period, over 2800 U.S. banks failed and more than 500 other U.S. banks were kept afloat by 
government assistance, at a total cost of approximately $188 billion.  In an era of limited government 
resources, a bank regulatory model built around a very large regulatory infrastructure and substantial 
government financial support to maintain the stability of regulated entities, is ill-conceived, 
particularly where the results have been so unimpressive to date. 


Nor have U.S. bank regulators done a good job at regulating stable value investment funds.  In 2008, a 
bank-sponsored “short term investment fund” for pension plans that was marketed as an alternative to 
a MMF, and was regulated and supervised by the Federal Reserve rather than the SEC, broke a buck 
and incurred substantial losses for its investors.  In the wake of this debacle, the bank regulators have 
proposed to modify their rules governing bank-sponsored short term investment funds to include 
elements drawn from SEC Rule 2a-7. 


MMFs arose in the U.S. 1970s and 1980s because banks simply were not meeting the needs of the 
public.  Banks then, as now, were not efficient at rechanneling liquidity balances of customers into a 
financing for borrowers, which resulted in higher-than necessary costs to borrowers and lower than 
appropriate returns to saver/investors.  In addition, the risk of loss on bank failure for bank deposit 
amounts above the government insurance limits was, and remains, unacceptably high.  MMFs arose 
and have continued to flourish for over forty years not because of “regulatory arbitrage” but due to the 
high operating costs, inefficiency and high risks of the banking industry.  Applying a bank regulatory 
capital structure and regulatory model to MMF will not stabilize MMFs, it will eliminate them, and 
deny the public and the economy the benefits associated with the highly efficient means of 
intermediating liquidity balances into financing for government and business that is provided by 
MMFs.   


Question 16:  What are the main advantages and drawbacks of two-tier system(s)? Would it be 
sufficient to address the risks identified?  What could be the conditions applicable to CNAV funds? 
What could be the potential impact on investor demand? Should certain funds be exempted from 
certain risk limiting conditions due to their holdings? 


Response 16:  


Federated notes that we already have a two-tier system, with some funds allowed to use C-NAV 
(MMFs in the U.S., Short-Term MMFs in Europe) and others using V-NAV (MMFs in Europe, ultra-
short bond funds and enhanced cash funds in U.S.).  The difference between the permitted share 
valuation methods for the two types of funds is due to much stricter portfolio requirement that apply 
to C-NAV funds, rather than external liquidity support or bank-like regulations.   


Moreover, all MMFs, whether UCITS short term MMFs or MMFs in the United States  subject to 
Rule 2a-7, are required to float the NAV when there is a material discrepancy between the market 
value of the instruments held by the MMF and the value calculated according to the amortized cost 
method, whether at the individual or at the fund level.  


Federated suggests that additional enhancements to portfolio liquidity requirements to global MMFs, 
similar to those adopted by the SEC as part of its 2010 Amendments, would help address the issues 
associated with investors moving during a crisis out of particular funds.    







 
Question 17:  Do you agree with the suggestion that reserving CNAV funds for only certain investors 
(i.e. retail or institutional investors) would face practical challenges and would not be sufficient to 
address the risks identified? 


Response 17:   


Federated agrees with the observation that the distinction between institutional and retail investors is 
not clear cut in all cases, particularly in the context of omnibus accounts held through broker-dealers, 
banks and other portals.  Federated also agrees that institutional shareholders in 2008 generally were 
more likely to move liquidity balances than were retail investors, although in general the movements 
were to more conservatively managed MMF from less conservatively managed MMFs.  With 
enhanced transparency of MMF portfolios and “shadow prices” mandated by SEC rules, and 
significantly increased institutional diligence on MMFs (and diligence by MMFs on their investors’ 
cash flow needs), Federated anticipates that in the future, institutional shareholders will be less prone 
to sudden action than was the case in 2008.  Federated does not support the reservation of different 
categories of MMFs only for retail or institutional investors.   


Question 18:  Regarding the different structural alternatives described in Section 1, what are the 
benefits and drawbacks of the different options described above?  How could they be prioritized?  
What are the necessary conditions for their implementation? 


Response 18:  


Federated does not believe that the structural alternatives proposed in Section 1 of the paper should be 
pursued.  These structural alternatives include mandatory use of V-NAV, variations on a two-tier 
capital structure or “capital buffer”  similar to banks, or insurance programs.  The drawbacks of these 
approaches are that:  (i) they do not address the key issue of MMF liquidity; (ii) they will make 
MMFs less efficient, less useful and therefore less attractive to investors, who will move their 
investments out of MMFs; and (iii) they are expensive to implement, to the extent they can be 
implemented at all.  Killing off MMFs will not benefit the public and will not make the financial 
system more stable. 


Insufficient attention has been paid to the effectiveness of the recent revisions adopted in the U.S. and 
in Europe to the regulation of MMFs, which have demonstrated over the past two years by the 
resiliency of MMFs in the face of turbulent market conditions.  Operating under the amended rules, 
MMFs have been able, without incident, to handle large volumes of redemptions in short periods – 
volumes similar in size and percentage of assets to the redemptions that occurred during the 
September 2008 financial crisis.  Further enhancement of liquidity requirements for MMFs outside 
the U.S. may be appropriate.  Before other radical changes are made to the program of regulation of 
MMFs, greater consideration should be given to evaluating the effectiveness of the existing regulatory 
program.  In our view, the greater liquidity, together with robust surveillance aimed at detecting and 
responding to excessive risk-taking – surveillance that focuses on the kind of unusually high levels of 
yield or growth at a MMFs that led to the 2008 problem at the Reserve Primary Fund – would provide 
significant safeguards. 


Question 19:  What are the main benefits and drawbacks of imposing the use of marked-to-market 
accounting for all the instruments held by MMFs?  What is the availability of market prices for 
securities commonly held by money market funds?  Are there situations where this general principle 
could not be applied? 


Response 19:  







 
Federated does not see any benefit to requiring marked-to-market accounting and V-NAV to set share 
prices for MMFs.  Federated does see a benefit to using marked-to-market accounting and V-NAV to 
establish “shadow prices” for shares as a disclosure matter and as part of an internal control program 
to test the continued appropriateness of the use of amortized cost and C-NAV to price portfolio assets 
and shares.  


As discussed in the responses to Questions 2 and 12, for a diverse portfolio of high credit quality, 
liquid, very short term investments, the use of amortized cost to value portfolio assets and establish 
share prices, is appropriate.  Where the MMF maintains robust natural portfolio liquidity such that it 
is highly unlikely to be required to sell portfolio assets in the secondary market in order to raise cash, 
amortized cost valuations accurately reflect the value in the portfolio.  In this context, the deviations 
between share prices calculated using amortized cost methods of accounting and marked-to-market 
valuations are far too small to be material to investors.  Imposing the mandatory use of marked-to-
market accounting and V-NAV valuation achieves spurious precision in share pricing, at the cost of 
(i) a delay in settlement of MMF share purchases and redemptions by at least one business day;  (ii) 
making MMFs unusable for a variety of automated accounting systems used in various commercial 
applications such as payroll processing, escrow, bank, trust and brokerage cash sweep systems, and 
bond trustees; and (iii) imposing adverse tax consequences on investors in some jurisdictions.  


Question 20:  Should the use of amortized cost accounting be limited, and, if so, how?  Are general 
restrictions on funds’ WAM or WAL preferable?  Are there practical impediments (e.g. availability of 
prices) to imposing stricter requirements on the use of amortized cost accounting than current 
existing regimes?  What would be the potential effects on MMFs’ investment allocation and short-
term funding markets?  What monitoring should be implemented?  What conditions are advisable?  In 
particular, please describe the rationale, feasibility and effects of limiting the residual maturity of 
instruments to [30-60-90-other] days.  What materiality threshold could be proposed? 


Response 20:   


Federated believes that the use of amortized cost accounting and C-NAV should be limited to MMFs 
that adhere to strict portfolio standards established by regulations that include diversification 
requirements, credit quality standards, portfolio maturity requirements (both WAL and WAM as well 
as outside limits on maturities of individual positions), robust natural liquidity standards, and a 
process for continuing benchmarking and evaluation of the appropriateness of the continued use of 
amortized cost and C-NAV for valuing MMF shares, and enhanced transparency to investors of 
portfolio assets and values.  All of these elements currently are incorporated into SEC Rule 2a-7 and 
related SEC requirements for MMFs.  Many of these requirements are also incorporated into the 
CESR/ESMA Guidelines and IMMFA Code of Practice.   


Question 21:  What are the main benefits and drawbacks of imposing global liquidity restrictions?  
Should there be restrictions regarding (daily/weekly) liquid assets as well as regarding illiquid 
assets?  Are global definitions of (daily, weekly) liquid and illiquid assets practical?  Are there other 
conditions to consider (e.g. regarding the concentration of assets)? 


Response 21:  


Federated supports the inclusion of robust liquidity requirements for MMFs, in addition to WAM, 
WAL, and other portfolio requirements.  Liquidity requirements have several benefits, including (i) 
the ability to meet shareholder redemption requests as they occur, including in difficult market 
conditions, and (ii) provides greater assurance that the use of amortized cost accounting is appropriate 
for the MMF by sharply reducing the possibility that portfolio assets will need to be sold at a loss to 







 
raise cash to meet investor redemptions.  Federated believes that it is appropriate to establish a floor 
for overnight liquid assets, as well as for 7-day liquid assets, but also to require the MMF to assess 
likely investor redemptions and hold higher levels of liquidity to meet anticipated redemptions and to 
address market conditions.  Federated believes that a central challenge facing MMFs globally is the 
ability to address shareholder redemptions, and that this is addressed only by maintaining robust 
levels of near-term liquidity.   


Question 22:  To what extent are managers able to “know their customers” and anticipate 
redemptions?  Are there practical obstacles for managers to “know their customers” (e.g., in the case 
of platforms, omnibus accounts) and how could they be addressed?  What are the main features of the 
funds’ investor base to take into consideration from a liquidity risk management point of view?  
Should conditions, e.g., regarding the concentration of the investor base be considered?  Would this 
requirement allow fund managers to better understand and manage the risks to which the fund is 
exposed? 


Response 22:   


In Federated’s experience, managers are able to gather information on their investors’ purchases and 
redemptions that are very useful in establishing portfolio liquidity.  Institutional investors invest large 
liquidity balances that often are associated with very specific and known time horizons, such as 
payroll, pension plan contributions, tax payments, payment of bond coupons or share dividends, and 
escrow settlements.  With appropriate effort, this information can be collected, understood and used to 
meet the liquidity needs of investors and the MMF. 


Under SEC Rule 2a-7 as amended in 2010, U.S. MMFs must hold securities portfolios that are 
sufficiently liquid to meet reasonably foreseeable redemptions.  To satisfy this new requirement, a 
MMF must adopt policies and procedures to identify the risk characteristics of large shareholders and 
anticipate the likelihood of large redemptions.35   


Large U.S. MMF complexes gather information from end shareholders and financial intermediaries 
on the anticipated timing and volume of future purchases and redemptions, monitor actual transaction 
experience from those shareholders and follow up on discrepancies, and generate a forward-looking 
estimate of cash availability and needs within each portfolio that are used by portfolio managers in 
managing the liquidity and portfolio maturities of the fund.  Depending upon the volatility of its cash 
flows, and in particular shareholder redemptions, this may require a fund to maintain greater liquidity 
than would be required by the daily and weekly minimum liquidity requirements discussed above.36  


Federated devotes a significant effort to gathering information on the larger shareholders of its MMFs, 
and to analyzing, understanding and anticipating large purchases and redemptions of MMF shares.  
Federated has a department devoted to this effort.  The information generated is used by portfolio 
managers of the Federated MMFs to establish and maintain appropriate portfolio liquidity and 
maturity structure to address anticipated net cash inflows and outflows.  In Federated’s experience, 
large shareholders, and various portals and intermediaries through which investor funds are 
channeled, have been cooperative in this effort.  These efforts include both extensive questionnaires 
completed with the assistance of the shareholder or their intermediaries, meetings with and 
conversations with investors to determine their plans, investment time horizons, and liquidity needs, 


                                                           
35  See SEC, Money Market Fund Reform, 75 Fed. Reg. 10060, 10075, n.198 and accompanying text (Mar. 4, 
2010). 
36  See SEC, Money Market Fund Reform, 75 Fed. Reg. 10060, 10074 (Mar. 4, 2010). 







 
and tracking and modeling actual purchase and redemption history conducted by Federated and its 
transfer agent. 


Federated does not believe specific regulatory restrictions should be placed on concentration of 
investor bases, but does take concentrations into account in setting portfolio liquidity, and imposes 
internal limits and caps on amounts that given investors can hold of a particular MMF to address, in 
part, liquidity considerations. 


Question 23:  Would such a liquidity fee generate a pre-emptive run?  If so, when and are there ways 
that pre-emptive run risk could be reduced?  How would shareholders react to the liquidity fee?  
Would it cause shareholders to transfer their MMF investments to alternative investment products?  If 
so, which types of shareholders are most likely to make such transfers and to which products and will 
such a shift in investment create new systemic risks or economic, competitive, or efficiency benefits or 
harm?  Would MMF board directors be able to impose a liquidity restriction despite potential 
unpopularity with investors and competitive disadvantage imposed on the fund?  At what level such a 
liquidity trigger should be set? 


Response 23:   


Federated believes that liquidity fees, from the investors’ perspective, are simply a different way to 
break the dollar (and would be far more likely to occur than breaking a dollar based on NAV), and 
would generate large preemptive redemptions from MMFs.  Investors that would be able to avoid the 
fee by redeeming shares early, or subject to a waiting period, would do so.  Moreover, the existence of 
redemption fees would be inherently flawed because it would undermine the very utility that MMFs 
provide -- a simple, stable, low cost means of holding liquidity.  Redemption fees and delays would 
cause the rapid, wide-scale shareholder redemptions that they are intended to deter. 


Investors would not react well to a liquidity fee.  Investors would either use other investment products 
that are not subject to a liquidity fee (resulting in a slow run on MMFs as investors switched to other 
products), or would remain invested in MMFs but at the first hint of financial trouble would attempt 
to redeem their shares in order to avoid the fee, triggering the very run the fee was intended to 
prevent.  A liquidity fee is just another version of breaking a dollar: investors would receive less 
money than they invested. This would deter investors from investing in a MMF at least as much as a 
V-NAV, and probably more, because the loss is certain rather than probable.  Federated anticipates 
that many investors will choose not to invest in MMFs that are subject to liquidity fees, and will 
redeem existing investments in MMFs that impose a liquidity fee.37    


Shareholder attitudes to redemption fees on MMFs are untested. There is no evidence that MMF 
shareholders will accept the imposition of fees on redemption of their  shares. The more difficult it is 
for shareholders to understand the fees or when the fees will apply, the greater the deterrent to their 
use of the MMFs. 


Question 24: How would shareholders react to a minimum balance requirement?  Would it cause 
shareholders to transfer their MMF investments to alternative investment products?  If so, which 
types of shareholders are most likely to make such transfers and to which products and will such a 
shift in investment create new systemic risks or economic, competitive, or efficiency benefits or harm? 


Response 24:   


                                                           
37 See, Treasury Strategies, Inc, “Money Market Fund Regulations: The Voice of the Treasurer” (April 2012), 
available online at: http://www.ici.org/pdf/rpt_12_tsi_voice_treasurer.pdf. 







 
Shareholders would not react favorably to a minimum balance requirement.  A minimum balance 
requirement (or a holdback variant of the same basic concept) would eliminate the very liquidity of 
MMFs that has been central to their widespread use in a variety of applications, including corporate 
payroll processing, escrow balances, storing corporate and institutional operating cash balances, 
pension and employee benefit plan processing, and holding broker-dealer customer cash balances.   
Same-day settlement of the entirety of a transaction amount is a crucial feature of MMFs that 
underpins their widespread use to hold short-term cash balances.  Imposition of a minimum balance or 
holdback requirement—no matter the amount—for any number of days would destroy the ability of 
companies and individuals to use MMFs as a liquid investment that can be readily redeployed, on a 
same-day basis, towards other uses.  The net result of a minimum balance or holdback requirement 
would be to make MMFs impractical to hold the large, short-term cash balances used in transaction 
processing systems across a wide variety of businesses and applications.  This, in turn, will result in 
many existing institutional investors choosing not to continue to invest in MMFs if such requirements 
are imposed.38 


Question 25:  What are the benefits of using bid price for valuing the funds?  Are there other options 
(such as anti-dilution levy) which could be explored to reduce shareholders’ incentive to redeem? 


Response 25:   


Federated does not believe that reducing the incentive to redeem is an appropriate policy objective in 
itself.  For markets to operate efficiently, investors must have the right to sell as well as buy, even in 
times of financial crisis.  This is particularly true of MMFs, for which daily liquidity is an essential 
element of the product.  Unless IOSCO is proposing to prohibit all holders of commercial paper, for 
example, from selling their paper during certain market events, there is no justification for 
constraining redemptions by shareholders of funds that hold such paper. 


Federated believes that the legitimate regulatory concern is preventing redemptions from causing 
excessive dilution or other unfair results to the remaining shareholders.  Safeguards against such 
dilution or unfair results may have the consequence of reducing the incentive to redeem, but that is 
not their objective.  From this perspective, if a MMF can no longer maintain a constant NAV and is in 
the process of liquidating generally the MMF will stop accepting new investments, and instead will 
conduct an orderly liquidation of its portfolio and use the cash to pay out shareholders pro rata. 


Question 26:  What are the benefits and drawbacks of allowing redemptions-in-kind?  Are there 
practical impediments to implementing this option (e.g. some portfolio securities cannot easily be 
divided)? 


Response 26:   


Federated welcomes further discussion on the issues associated with redemptions-in-kind.  The 
impediments to effective redemptions in-kind are largely a consequence of securities and tax 
regulations.  MMF portfolios are not infinitely divisible and contain securities that are probably not 
suitable for all shareholders to hold directly.   


                                                           
38 Comment letters discussing this topic in more detail were submitted on behalf of Federated Investors to the 
SEC on December 15, 2011, February 24, 2012, March 16, 2012, and March 19 2012, and are available online 
at: http://www.sec.gov/comments/4-619/4619-112.pdf, http://www.sec.gov/comments/4-619/4619-122.pdf; 
http://www.sec.gov/comments/4-619/4619-143.pdf; http://www.sec.gov/comments/4-619/4619-140.pdf 
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Question 27:  What are the benefits and drawbacks of requiring gates in some circumstances?  Which 
situations should trigger gates to be imposed to redeeming investors?  Would it be enough to permit 
gates in some jurisdictions?  Would there be a risk of regulatory arbitrage? 


Response 27: 


A holdback requirement would be very unpopular with investors and would make MMFs impractical 
to hold the large, short-term cash balances used in transaction processing systems across a wide 
variety of businesses and applications.  See response to Question 24 above.   Redemption restrictions 
will drive most shareholders out of MMFs and into banks or alternative (often unregulated) cash 
products by making it impractical for shareholders to use the funds for cash management or by taking 
away the advantages of using MMFs. Any reform that has the effect of forcing trillions of dollars out 
of MMFs will produce the same adverse economic effects as floating the share price. 


Shareholders rely on MMFs not only to return each dollar they invest, but also to do so on a same-day 
basis. Any loss of this daily liquidity will have the same impact on shareholders as the loss of a stable 
share price—they will move their cash to other investment or deposit accounts that offer daily 
liquidity.  Just as funds will be unable to maintain a stable price under exceptional circumstances, 
funds may on rare occasions be unable to provide daily liquidity to their shareholders.  In that context, 
the MMF must conduct an orderly liquidation process.  


Shareholder attitudes to redemption restrictions are entirely untested. There is no evidence that MMF 
shareholders will accept restrictions on the redemption of their  shares. The more difficult it is for 
shareholders to understand the restrictions or when the restrictions will apply, the greater the deterrent 
to their use of the funds. 


Question 28:  Do you agree with the suggestion that the establishment of a private liquidity facility 
faces challenges that make the option unworkable or do you see ways to circumvent these challenges? 


Response 28:  


We agree that designing, organizing and capitalizing a captive liquidity bank will be difficult to 
accomplish under the best of circumstances.  Banking and tax regulations are making this even more 
difficult, however, insofar as they do not allow for the unique purpose of the bank and the extremely 
limited risks that would be posed by its activities. 


Question 29:  What are the main benefits and drawbacks of the provisions included in current 
regimes referring to external CRA ratings?  Are there alternative to credit ratings that reasonably can 
be substituted?  


Response 29:   


Until someone has answered the second question, Federated would urge IOSCO to proceed cautiously 
in removing rating requirements from MMF regulations.  Although Federated agrees that CRAs have 
a lamentable record in many respects, Federated is not aware of a better external gauge of credit risk.  
To paraphrase Churchill’s remark about democracy, credit ratings are the worse means of measuring 
credit risk except for all the others that have been proposed. 


The benefit of rating requirements is that they provide an objective limit on credit risk.  Rule 2a-7 
definition of “Requisite NRSROs” and “Rated Security” exemplify the difficulty of incorporating 
potentially inconsistent ratings from a fluid set of CRAs into regulations.  Apart from burdening the 
board of directors with unwarranted responsibilities, Federated believes that the introduction of 







 
“Designated NRSROs” in the 2010 reforms to Rule 2a-7 was a step in the right direction.  IOSCO 
might be better advised to promote a more sophisticated use of credit ratings in regulations rather than 
trying to remove them altogether. 


Federated continues to be of the view, however, that managers of MMFs must conduct their own 
detailed internal independent credit analysis of all portfolio investments, and not rely upon credit 
rating agencies or other external sources to perform this critical function for MMFs. 


Question 30:  What are the benefits of MMF ratings?  Should a greater differentiation between MMF 
ratings be encouraged?  To what extent are investors restricted in their investments to ‘Triple-A’ 
rated funds?  What alternatives could there be (e.g. from other third parties)?  What initiatives could 
be proposed to educate investors about MMF ratings? 


Response 30:   


Many investors are restricted, or choose to restrict themselves, to the most highly rated investments.  
There are various reasons for this restriction, including the need to control the degree of credit risk 
taken with the investor’s money.  Thus, for some investors, ratings restrictions serve the same purpose 
as they do in MMF regulations—providing a convenient standard for limiting permissible credit risk. 


The inability of investors to find an alternative standard for credit risk suggests that IOSCO is 
unlikely to find one as well.  In any event, Federated does not see what would be gained by 
prohibiting investors from using an imperfect standard is the absence of a better alternative.  IOSCO 
should let the markets continue to work on this problem and assure that regulations do not interfere 
with development of new credit standards. 


Federated also does not believe that IOSCO should “encourage” particular rating categories.  Unless 
regulators undertake to hire appropriate professionals and attempt to analyze and classify credits 
themselves, Federated does not see how regulators can have a sufficiently informed view to weigh in 
on the subject.  Ultimately, investors will be better judges of whether rating categories are too broad 
or too narrow. 


Question 31:  In addition to the options explored in the four sections above, do you see other areas to 
consider which could contribute to reinforcing the robustness of MMFs? 


Response 31: 


As noted above in our general response, we believe that the cumulative effect of the 2010 Rule 
Amendments has been to improve the safety and liquidity of MMFs and that the global MMF industry 
would be well served to adopted similar reforms, specifically relating to (i) more specific 
requirements for portfolio liquidity including a “know your investor” requirement, (ii) more 
specificity on portfolio diversification requirements, (iii)  increased transparency on portfolio assets 
and their current market values, and (iv) a more defined process for moving from a constant net asset 
value (C-NAV) to a variable net asset value (V-NAV) in those unusual circumstances when such a 
change is needed due to economic conditions.  In addition, enhanced supervisory analysis and follow-
up on MMF portfolio risk, particularly consideration of red flags such as unusual growth or portfolio 
returns, and portfolio exposure to particular issuers, may be in order.  Further enhancement of 
transparency to subaccounts would be beneficial. 


Question 32:  Do differences between jurisdictions require different policy approaches or would a 
global solution be preferable, notably to ensure a global level playing field? 







 
Response 32:  


Federated believes that, broadly speaking, similar policy approaches should be followed in different 
jurisdictions, because the practical and operational needs of MMFs in different countries are in many 
respects similar, and the practical solutions to the issues faced by MMFs are often workable in 
different jurisdictions.  These must, however, be tailored to the situation and context of each 
jurisdiction. 


By way of example, in the U.S., a significant part of MMF internal portfolio liquidity is held in short-
term U.S. Treasury securities, due to the extraordinary market depth, liquidity and high credit quality 
of this asset class.  That solution may not be as workable in other jurisdictions, with a smaller, less 
liquid market for government securities, or less stable prices for government securities.  Other 
solutions to holding liquidity balances may be more workable in other jurisdictions. 


As noted above, the issues associated with further changes to MMF regulation are sufficiently 
complex and in need of further detailed economic analysis that a majority of SEC Commissioners 
have gone on record to withdraw SEC support from publication of the IOSCO report in its current 
form.39   


CONCLUSION & NEXT STEPS 


MMFs are important participants the financial markets because they efficiently intermediate 
investor’s shareholdings with short-term funding of governments, businesses and financial 
institutions.  MMFs have been successful by using a very simple, common sense approach, which 
permits investment only in short term, high quality money market instruments, and maintaining a very 
liquid investment portfolio sufficient to meet investor redemption requests out of normal cash flows 
from maturing portfolio investments.  


MMFs should not be labeled as a type of “shadow bank,” and should not be subjected to a banking-
style capital structure and regulatory program.  Instead, MMFs should continue to be treated as what 
they actually are -- highly liquid investment funds by which investor cash is pooled and invested in 
money market assets -- and regulated by securities regulators in a manner consistent with their actual 
structure and purpose.  


Rather than imposing dramatic and potentially dislocative changes on the regulation of MMFs by 
imposing bank-like capital structures and regulations, it would be more prudent to continue the careful 
fine-tuning of regulatory programs for MMFs developed by securities regulators that have included 
the revised UCITS Directive in 2009 and the CSER/ESMA Guidelines in 2010, as well as SEC Rule 
2a-7.  There remain areas for further improvement in the regulation and supervision of MMFs 
globally that are appropriate for consideration.   


These further enhancements to MMF regulation were adopted by the SEC in 2010 after the financial 
crisis, and have shown the capacity to further stabilize share values, increase investor awareness, and 
stave off “runs” by shareholders of MMFs.  Serious consideration should be given to adopting 
additional standards for global MMFs similar to those adopted in 2010 for U.S. MMFs. 


                                                           
39  Statement concerning publication by IOSCO on April 27, 2012 of the “Consultation Report of the IOSCO 
Standing Committee 5 on Money Market Funds: Money Market Fund Systemic Risk Analysis and Reform 
Options.” (May 11, 2012) available online at http://www.sec.gov/news/speech/2012/spch051112laatapdmg.pdf. 







 
We remain committed to avoiding any recurrence of liquidity events similar to those experienced in 
September 2008.  We are equally committed to the continuation of MMFs as an important sector of 
the global financial markets.  We will be happy to continue to work with the IOSCO and its member 
nations regulators on reforms that are consistent with both of these objectives.   


Please feel free to contact us if you have any questions or require additional information relating to 
our comments.  


Respectfully, 


   /s/ 


Gregory P. Dulski 
Corporate  Counsel 
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Mohamed Ben Salem        June 26, 2012 
International Organization of Securities Commissions (IOSCO) 
Calle Oquendo 12 
28006 Madrid - Spain 
MoneyMarket@iosco.org 
 
 
 
Subject: Public Comment on Money Market Fund Systemic Risk Analysis and Reform Options 
 
 
Dear M. Ben Salem: 
 
 
Please find below Fitch ratings’ comments in response to IOSCO’s consultation report ‘Money Market 
Fund Systemic Risk Analysis and Reform Options’. 
 
Fitch’s comment focuses primarily on those questions that touch on Fitch’s rating criteria and related 
surveillance/research. It also addresses two specific areas in IMMFA’s recent public comment to IOSCO 
on money market systemic risk and reform options (dated 25 May 2012) that relate to money market fund 
ratings criteria, as we wanted to clarify Fitch’s position and correct any misunderstandings. 
 
Question 4: 
What is the importance of sponsor support for MMFs? What is the respective percentage of bank 
versus non-bank sponsors in the MMF industry? Are there differences among MMFs depending 
on their sponsors? What are the potential systemic risks of support or protection against losses 
provided by sponsors? 
 
We feel it’s important to point out what we see as a significant misunderstanding or outdated view with 
respect to Fitch’s MMF rating criteria and the topic of ‘sponsor support’ in IMMFA’s response to IOSCO. 
On page 13 under Question Eight, IMMFA states that: “Broadly speaking, Standard & Poor’s rating 
relates to credit risk; Moody’s to credit and liquidity risk; and Fitch’s to credit and liquidity risk, and to an 
assessment of the likelihood of sponsor support.” This comparison and characterization is misleading and 
misrepresents our MMF rating criteria.   
 
As required by regulation, our rating criteria is reviewed at least annually and revised as needed. We 
encourage you to focus on Fitch’s updated MMF rating criteria report, which was published in March 
2012. When rating MMFs, Fitch considers first and foremost the credit, liquidity and market risk of a 
MMF’s portfolio, and in combination how these factors impact a fund’s NAV stability and liquidity. 
 
Fitch also takes into consideration the multi-dimensional role played by the fund’s sponsor/manager in our 
criteria and ratings actions. However, this view of the sponsor is holistic and addresses the importance of 
the various roles played by the sponsor, including internal controls, investment decision-making, 
operational support, and acting as a potentially source of stability to the fund in times of stress.  
 
 
 







 


 
For MMFs rated AAAmmf, Fitch states that the fund sponsor would typically be rated (or deemed to be 
rated) investment-grade and demonstrate an appropriate level of financial resources. We do not, 
however, opine on whether a sponsor is likely support a fund and nowhere does Fitch’s current criteria 
refer to an ‘assessment of likelihood of sponsor support.’ On the contrary, we clearly state say: “Fitch 
recognizes that the fund sponsor is under no obligation to provide various forms of support to a MMF that 
is under stress.” 
 
Other credit rating agencies are in a better position to discuss their criteria and whether IMMFA’s 
response to IOSCO is fully accurate. However, Fitch believes the areas of focus by all three credit rating 
agencies when rating MMFs are far more similar than suggested on Page 13 of the IMMFA response. 
 
Question 8: 
What is the importance of ratings in the MMF industry? What is the impact of the monitoring 
function of credit rating agencies for MMFs? What are the potential systemic risks associated with 
ratings in the MMF industry? 
 
Fitch expects the rated funds to be managed in a manner consistent with the assigned ratings and our 
MMF criteria. That said, our criteria allows for some reasonable ‘cure’ period when a portfolio deviates 
from published criteria. Fitch’s MMF rating criteria expressly states that “a short grace period to remedy 
temporary deviations could be afforded….Fitch will seek to understand the cause of the deviation (from 
criteria) and dialogue with the fund management team whether a credible and achievable near-term 
remedial plan is in place.” In Fitch’s opinion, a short-term grace period in order to implement a 
remediation plan better serves the intended user of our ratings – investors – by avoiding unnecessary 
forced selling. 
 
As a result, MMFs may temporarily deviate from the parameters outlined in the MMF rating criteria, 
provided a credible and achievable remediation plan is in place to address the deviation. Sustained, 
material adverse deviations will lead the rating to be placed on Rating Watch Negative (RWN) or lowered. 
 
For rated MMFs, Fitch receives surveillance reports on a weekly basis normally, including portfolio 
holdings, redemption/subscription activity, portfolio NAV, WAM, WAL, and yield, among other data items. 
At any time, and in particular during periods of heightened credit and/or liquidity stress or material NAV 
deviation, Fitch reserves the right to seek information on a more frequent basis. This regular surveillance 
is an essential component of the MMF ratings process. 
 
Fitch also performs periodic site visits and meets with senior managers responsible for portfolio 
management, credit analysis, risk management, operations, and legal/regulatory issues. In addition to 
these periodic meetings, Fitch may request access to senior management and other relevant parties, 
such as fund boards of directors, accountants, or legal counsel, as events may warrant. In addition to 
information provided by the investment manager or its representatives, Fitch considers other relevant 
external views, when available, such as industry or fund analysis from independent sources, including the 
media and trade publications, sell side research, and government reports or statistics. 
 
Funds’ surveillance information, key metrics, and analytical data are publicly available and regularly 
updated in the Funds Surveillance section of Fitch’s Web site at www.fitchratings.com/FAM > 
Surveillance. 
 
MMF snapshot reports are also published on a monthly basis, providing consistent and comparable 
portfolio analytics across all U.S. and European MMFs publicly rated under Fitch’s Global Money Market 
Fund Rating Criteria. All data are based on fund surveillance reports received by Fitch from the fund 
administrators and fund managers. 
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Question 21 and Question 22: 
What are the main benefits and drawbacks of imposing global liquidity restrictions? Should there 
be restrictions regarding (daily/weekly) liquid assets as well as regarding illiquid assets? Are 
global definitions of (daily, weekly) liquid and illiquid assets practical? Are there other conditions 
to consider (e.g. regarding the concentration of assets)? 
 
To what extent are managers able to “know their customers” and anticipate redemptions? Are 
there practical obstacles for managers to “know their customers” (e.g., in the case of platforms, 
omnibus accounts) and how could they be addressed? What are the main features of the funds’ 
investor base to take into consideration from a liquidity risk management point of view? Should 
conditions, e.g., regarding the concentration of the investor base be considered? Would this 
requirement allow fund managers to better understand and manage the risks to which the fund is 
exposed? 
 
Liquidity risk is a function of the asset holdings and maturity profile of those assets, as well as the 
concentration risk of shareholders and their relative stability in times of stress. Fitch’s criteria consider 
both dimensions, focusing on daily and weekly liquidity. 
 
An MMF portfolio should be conservatively managed to meet potentially sudden, large investor outflows, 
at times of stress in which secondary market liquidity would be reduced or absent. The table below 
describes Fitch’s criteria for eligible daily and weekly liquid assets. Fitch believes that maintaining some 
natural liquidity, especially in a stressed environment, through securities maturing overnight and within 
one week allows MMFs to reduce reliance on the secondary market liquidity to meet redemptions. 
 
A well-diversified investor base helps mitigate the risks of large single withdrawals and simultaneous 
redemptions from investors affected by similar economic factors. Therefore, the ability of a fund to meet 
redemptions is closely related to the composition and diversification of shareholders by type and 
concentration. 
 
Baseline levels of 10% daily portfolio liquidity and 25% weekly are viewed as consistent with ‘AAAmmf’ 
ratings. These baseline levels may be adjusted to take into consideration unique aspects of a fund’s 
shareholder base, the overall level of concentration/redemption risk facing the fund, the results of any 
liquidity stress testing undertaken by the fund manager, and any other backup liquidity arrangements. For 
example, a fund with a high concentration in one type of shareholder or an over-reliance on less stable 
fund flows may need an additional liquidity buffer, whereas a more retail-orientated fund with a diversified 
shareholder base may be able to operate with lower levels of available liquidity. 
 
As an additional portfolio liquidity consideration, Fitch analyzes rated MMF investments in assets that are 
judged to be nonmarketable or characterized by reduced secondary market liquidity and/or excessive 
price volatility. Exposure to such securities is considered in the context of overall portfolio composition 
and liquidity profile vis-à-vis the fund’s shareholder base. 
 
 
 
 
 
 
 







 


 


 
 
Question 30: 
What are the benefits of MMF ratings? Should a greater differentiation between MMF ratings be 
encouraged? To what extent are investors restricted in their investments to ‘Triple-A’ rated funds? 
What alternatives could there be (e.g. from other third parties)? What initiatives could be 
proposed to educate investors about MMF ratings? 
 
MMF ratings are used by investors, such as corporate treasurers, local authorities, private banking 
clients, and other types of institutional investors. The key benefits of MMF ratings that they value, 
according to feedback we regularly receive, include: 
 
• The risk mitigating elements provided by MMF rating criteria on credit, market and liquidity risks  
• A clear profiling of rated MMFs, independent from the fund manager 
• The ongoing monitoring of rated MMFs performed by credit rating agencies 
• The regular and comparable information on rated MMFs available through our publications and web 


tools  
 
Fitch assigns MMF ratings on a unique scale denoted by the ‘mmf’ subscript, ranging from ‘AAAmmf’ to 
‘Ammf’. Such MMF ratings are relative measures of a fund’s capacity to meet its investment objectives of 
capital preservation and shareholder liquidity through managing credit, market, and liquidity risks, based 
on Fitch’s criteria. Fitch notes that, currently, most MMFs are rated at the ‘AAAmmf’ level as there is little 
demand from fund managers and investors for ‘AAmmf’ or ‘Ammf’ ratings.  
 
We strongly believe the market would benefit from greater use of the full MMF rating scale to better 
differentiate between the wide universe of MMFs with different regulatory frameworks and risk profiles. In 
addition, investors would benefit from the regular surveillance on funds conducted by rating agencies on a 
broader range of MMFs they invest in. 
 


Daily and Weekly Liquid Assets 
Liquidity Bucket Eligible Assets 
Daily Liquidity 


 Cash held with a custodian rated at least ‘A’ and/or ‘F1’ or equivalent. 


 Overnight repurchase agreements. 


 Shares of MMFs rated ‘AAAmmf’ by Fitch or the equivalent. 


 
Securities that will mature or are subject to a demand feature from an appropriately rated 
provider that is exercisable by the noteholder and payable within one business day. 


 


Direct obligations issued by highly rated sovereign governments benefiting from strong 
market liquiditya, provided such obligations are issued in the portfolio base currency with 
remaining maturities of 397 days or less.  


Weekly Liquidity 


 All of the above, plus: 


 


Securities that will mature or are subject to a demand feature from an appropriately rated 
provider that is exercisable by the noteholder and payable to the fund within five 
business days. 


 
Securities issued by highly rated supranational or government agencies benefiting from 
strong market liquiditya and with remaining maturities of 95 days or less. 


aSecurities rated in the ‘AA’ category or higher that benefit from strong market liquidity as measured by market size, 
trading volumes, and any other metric Fitch may consider relevant. 


Source: Fitch 
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To that end, Fitch believes long-term educational efforts are necessary as there is little apparent demand 
from institutional investors for MMF ratings below AAAmmf. In fact, we are aware of instances where 
moneys have moved very rapidly out of MMFs that have been subject to modestly negative ratings 
activity, to a degree that was disproportionate to the magnitude of the rating action. We strive to 
contribute to these efforts through our regular communications, research and rating methodology 
developments, as well as through our direct interactions with investors.   
 
Ratings are announced via press releases and can be accessed on Fitch’s website 
(www.fitchratings.com), together with the relevant criteria report, which is regularly reviewed and updated. 
Ratings are updated at least annually and each update is subject to a press release. 
 
In addition, Fitch publishes analytical information, comments and reports on a regular or ad hoc basis to 
inform MMF investors and other market participants on key features and developments relating MMFs.  
 
Fitch’s regular publication includes: 
 
• Funds’ surveillance information, key metrics, and analytical data, which are available and updated 


monthly in the Funds Surveillance section of Fitch’s Web site at www.fitchratings.com/FAM > 
Surveillance. 


 
• Monthly MMF snapshot reports also published on a monthly basis, which provides consistent and 


comparable portfolio analytics across all U.S. and European money market funds publicly rated under 
Fitch’s Global Money Market Fund Rating Criteria. All data are based on fund surveillance reports 
received by Fitch from the fund administrators and fund managers. 


 
• Quarterly or semi-annual sector update reports on US and European MMFs, commenting on major 


developments relating to MMFs in these regions and providing data on Fitch-rated MMFs or more 
broadly on the larger universe of MMFs, when data is available. 


 
 
We are sure you would agree that it’s important for investors and regulators to fully understand the 
methodology supporting MMF ratings. We sincerely hope this comment contributes to that end and are 
available to answer any questions you may have. 
 
We appreciate your time and attention. 
 
Sincerely,  


  
Roger Merritt 
Managing Director 
Global Head – Fund and Asset Manager Rating Group 
 
 
 



http://www.fitchratings.com/
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May 28th, 2012 


 


Association Française des Investisseurs Institutionnels – Af2i – answer to IOSCO consultation 
about the 


Money Market Fund Systemic Risk Analysis and Reform Options 


 


The Af2i association welcomes the IOSCO initiative to review the MMFs situation, as a non-bank 
financial intermediation entity, regarding the systemic risks. 


As a cover note, we wish to stress several important points: 


• MMFs do not receive deposit and do not operate any transformation process of risk and 
duration 


• MMFs do not use any funding from banks 
• MMFs invest in very short term portfolios of diversified and high quality debt 
• As for Variable NAV MMFs runs risk is very limited 
• MMFs do not issue any guaranty or any commitment of any kind towards the investors 
• MMFs provide the economy with important amounts of genuine funding 
• MMFs have been recently re-defined by the CESR and ESMA with a strong support from the 


Af2i, in such conditions as these CIS are fully regulated 


 


So, the Af2i association accepts to deal with IOSCO about MMFs systemic risks whereas we do not 
share the puzzling view which is exposed in this consultation paper. 


Q1 No, we do not agree with a messy definition of MMFs after a great lot of works for re-defining 
the MMFs with the CESR/ESMA quite recently. Please use our foreword as elements of definition as 
they are far more relevant than “preservation of capital” and “short term interest rates”. We think that 
the IOSCO organization might make some positive and low cost work in defining what should be, in 
his opinion, a systemic risk-less MMF.  


Q2 Following this option, it clearly appears that the Constant NAV MMFs may provoke far more 
run risk than the variable NAV MMFs because of no, or less, “first mover advantage”. Furthermore, it 
might be possible to built closed end MMFs without any run risk. 


Q3 MMFs are big providers of short term funding to the economy and furthermore, the very short 
maturities they deal with allow them to be very reactive on the market and so to be able to cope with 
most of the changes on the market. So, except in the case of a general credit crash concerning 
portfolios of high quality debt instruments the MMFs are able to use flexible rate conditions and play 
on their part in the short term funding market. 


In addition let us stress again that MMFs do not use bank funding and banks are not supposed to 
invest in MMFs, they just might market to investors their shares. 



http://www.af2i.org/





 
Q4 As far as we use to practice MMFs such as described in our foreword, there is no part for 
sponsors, no need from investors and no contagion effect of any kind, at least for Variable NAV 
MMFs. Of course, if we try to deal with an uncertain available support from a sponsor, we get an 
unreliable business model with obvious contagion risks. But this not the model we deal with. 


Q5 Diversified and safe alternative to bank deposits, ability to react promptly in the short term 
funding market, organized liquidity and consistent part to play in the financing of the economy are 
major benefits in the view of the institutional investors. 


There is no simple alternative vehicle to the MMFs and bank deposits and the investors demand has 
not much varied recently. The only reason for investors to move away from MMFs is the poor return on 
investment nowadays, especially net of management fees. 


Q6 The main element of the comparison between bank deposits and MMFs is the risk on banks 
situations which might be less transparent than MMFs in a recent period. 


Q7 The main difference between the CNAV and the VNAV is that CNAV do not provide any 
consistent advantage while bringing a far higher risk of runs, because runs are most often provoked by 
cliff effects which are a characteristic of CNAV. In the VNAV mark to market model, the NAV moves 
freely and continuously and does not offer any occasion for any “first mover advantage”. 


Q8 External credit rating is an important tool, among other tools which are to be described in the 
MMFs management policy, for selecting some debt instruments portfolios but the external rating 
should not remain in the regulation and provoke any addiction. The AAA notation of CNAV MMFs  
might be a dangerous habit and generate cliff effects. As for the notation of MMFs themselves, fund 
managers have to apply the strategy they have elaborated when launching the funds, obviously the 
use of an external notation of a fund has to be implemented in its policy from the very beginning. 


Q9 MMFs invest in very short term, high quality, diversified and mark to market portfolios. Every 
general prudential issue is to be applicable to MMFs activities. 


Q10 The main change which has to be stressed at the moment is the change in the banks activities 
of credit in relation with the Bale III regulation which are squeezing very important volumes of credit 
out the banks scopes and balance sheets. So, the MMFs regulation against systemic risks should not 
be considered from the today situation of MMFs assets in natures and volumes, but from a predictable 
situation when MMFs will have captured a great deal of the banks short term credit activities. 


Q11 The systemic risk analysis should be more accurate and deal with and recognize the  absence 
of leverage and a question about closed end funds risks. 


Q12 The Af2i association agrees with the idea of a mandatory move of the CNAV to the VNAV and 
would like to recommend in a very short time to forbid the launching or the distribution of new CNAV 
MMFs. 


Q13 Maintaining CNAV by requiring smart sophisticated financial innovation resources is a waste 
of time and brain. MMFs have a specific advantage for the investors of any kind which is to be rather 
readable and transparent what is an obvious quality for the time being. Please, remain simple and 
efficient. 


Q14 The insurance of investors risks in MMFs is a non-sense. Investors and especially institutional 
investors investing in MMFs are wise people who select their investment and MMFs are probably their 
safest assets. 


Q15 For trying to help CNAV MMFs to survive against the most obvious financial logics, one thinks 
to allow them to access to government insurance and lender of last resort facilities, what is exactly 
what may provoke and systemic risk, just a wider one. 







 
Q16 There no issue for such an additional complexity. 


Q17 CNAV should not survive because they do not bring more advantage than drawbacks and 
might meet some unpredictable situation. So, it is not a matter of client, it is just a higher hazard in 
both cases. 


Q18 The various structural initiatives of the section 1 are smart and creative, no one can doubt 
about that, but it looks quite obvious to us that they are a waste of time and energy. A secured 
mandatory move of the CNAV to the VNAV is the only simple solution. 


Q19 The mark to market valuation should be the rule for MMFs assets. If some of these assets 
cannot meet any market valuation, these assets should be isolated in a defined sub portfolio and the 
size of the sub portfolio and its valuation process or model should be described in the strategy of the 
fund. 


Q20 MMFs and their assets have been described recently by the CESR/ESMA regulatory issues, 
we do not see any reason to change these provisions ; beside some other kinds of funds may exist out 
of the MMFs family with other regulation and other systemic risks management. For a fair competition, 
the most important is that all MMF (European VNAV MMFs for instance) should use the same 
valuation rules. For us, amortized cost valuation should be limited to 90 days papers, but as it is in the 
French MMF regulation, it should be an allowance and not a right.  


Q21 The Af2i association is far more favorable to liquidity requirements which might impose to the 
fund to be managed carefully with a majority of liquid assets and a few less liquid assets and than to 
liquidity restrictions which might apply to investors. In practice, the MMF industry build up already an 
important part of liquid asset (from 1 to 7 days). In our view, liquidity requirements have to be designed 
in relation with the type of fund (CNAV or VNAV), the kind of distribution and the size of the fund, 
under the MMF manager’s charge. For example, liquidity requirement may be higher in small funds 
and in the retail business.  


Q22 Of course, in the “know your client” process the main issue concerning the management of 
liquidity is the concentration of the investor base. If the concentration reaches a significant degree, it is 
possible, and even easy, to have a close relationship with the main investors and so, to get some 
information about tactical asset allocation. If the concentration degree is not so high, the run risk is 
lower but the mass run risk as cliff effect consequence is higher. 


Q23 The liquidity fees must not be a flag for a cliff effect event. We think that it is possible to 
demonstrate that every redemption potentially damages a MMF at least through the assets moves, 
even in fair conditions in the market. So, the idea we should like to propose is to establish a 
permanent liquidity fee system for CNAV MMF where the fees should be calculated continuously in 
relation with the redemption volumes and the markets conditions, something like swinging prices. Of 
course these liquidity fees are a benefit for the fund and so for the remaining investors or the 
newcomers. VNAV funds do not need such a liquidity fee, because the valuation already include the 
price of liquidity.  


Q24 The minimum balance requirement should not be welcome by institutional investors as they 
use to invest or to cut investments without being held back in a minimum deposit the level of which is 
rather difficult to establish. 


Q25 The bid price valuation principle sounds sensible and may be applied for mark to market 
assets only and if the fund strategy requires it. 


Q26 In-kind redemption is not a relevant solution with many operational difficulties. 







 
Q27 MMFs are not gate-like CIS as their liquidity is mainly related with the very short duration of 
the majority of assets. Gates are wise provision when a fund management has mixed retail and 
professional investors and when there might be assets liquidity issues. We do not anticipate any 
regulatory arbitrage risk, it is just a matter of nature of CIS and distribution. 


Q28 A private liquidity facility might be a support for very small occasions and events. Dealing with 
systemic risk the Af2i association emphasize the necessity to forbid or reduce radically any leverage 
effect. In this view, it cannot be considered as wise to have private liquidity facility. It looks wiser to 
impose a reduce pocket of liquidities in the assets of the MMFs. 


Q29 Remove references to external ratings from MMFs regulation is absolutely necessary and will 
reduce the over-reliance on external ratings, but these ratings will continue to play an important role in 
the selection of the assets. The main issue in our view is that the investor has to be aware of the 
methods and the models which are the elements of the selection process, including the external 
ratings if so. This kind of information should be described in the KIID. All the major investors and asset 
managers have elaborated their own credit rating methods, their practices will spread to many actors 
soon undoubtedly. 


Q30 Encouraging a greater differentiation in ratings of the MMFs cannot be a policy. The point is 
that it is not projected to have different scales of ratings in relation with natures of CIS. AAA rated 
funds have to be AAA worth and then give sense of security. We understand that false AAA gives a 
false sense of security but we do not imagine it, furthermore we do not see any reason to “educate” 
investors about anything else. 


Q31 No this document has probably gone far out of bounce yet. 


Q32  Every global solution is preferable with a global playing field and fair competition conditions, 
but it is a very ambitious target for the time being. Beside the true positive move to operate is that 
investors and asset managers of each jurisdiction perfectly know the mapping of their own jurisdiction 
and manage in the best information conditions. 


__________________________________________________________________________________ 


(1) AF2i is the French association of institutional investors, created in 2002 to represent the 
different families of Institutional Investors (insurance companies, pension institutions and 
funds, corporate, special institutions, etc.) and to defend their interests in asset management 
issues, in France and in Europe. Af2i gather 74 major Institutional Investors as Members 
representing around 1.6 trillion € of assets under management and 60 asset management 
companies or providers as Associate Members. 
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International Organisation of Securities Commissions 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
 
 
28th May 2012 
 
 
 
Dear Mr Ben Salem, 
 
 
We are writing to you with HSBC Global Asset Management’s public comment on IOSCO’s 
“Money Market Fund Systemic Risk Analysis and Reform Options” consultation report. Our 
letter begins with a detailed description of our proposals for MMF reform and concludes with 
our answers to the questions raised in your consultation report. 
 
We look forward to receiving the conclusions of your review of the money market fund 
industry and we hope you find our submission informative. Please contact us if you have any 
questions regarding our submission. 
 
 
 
Yours sincerely, 
 
 
 
 
 
 
Jonathan Curry 
jonathan.curry@hsbc.com 
+44 (0) 20 7992 1678 
 


Chris Cheetham 
chris.s.cheetham@hsbc.com 
+44 (0) 20 7204 0179 
 


Travis Barker 
travis.barker@hsbc.com 
+44 (0) 20 7204 0905 
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HSBC Global Asset Management’s Money Market Fund (“MMF”) 
business 
 
HSBC Global Asset Management manages over USD 75bn in money market funds (“MMFs”) 
and segregated money market mandates. We manage MMFs in 16 different jurisdictions and 
in 12 different currencies.  
 
We have a unique perspective on the MMF industry due to the breadth of markets we offer 
MMFs and the fact that we are the only manager who has meaningful scale in the three 
largest markets for MMFs (US 2a-7 market, “international” market Dublin / Luxembourg and 
the French domestic market). We manage both Constant Net Asset Value (“CNAV”) funds 
and Variable Net Asset Value (“VNAV”), adopting the same investment policies and 
investment process across our range of MMFs. 
 
In summary, we recommend: 
• MMFs should be required to maintain 10%/30% of their assets in instruments maturing 


overnight/within one week; 
• MMFs should be required to manage shareholder concentration within a target range of 


[5-10%]; 
• MMFs should be able to limit repurchases on any trading day to 10% of the shares in 


issue; 
• MMFs should be permitted to meet an investor’s redemption request by distributing a pro-


rata share of the assets of the fund rather than by returning cash to the investor i.e. an in-
specie redemption; 


• MMFs should be empowered to impose a liquidity fee on redeeming shareholders, if 
deemed necessary to ensure fair treatment of redeeming and remaining investors; 


• Sponsors should be prohibited from supporting their MMFs; and 
• MMFs should be prohibited from being rated. 
 
 
HSBC Global Asset Management’s principles when considering the 
need for further MMF reform 
 
We fully support the enhancements made to regulation 2a-7 in the US and the creation of a 
short-term MMF definition in Europe. Both sets of regulation have reduced the risk that 
investors in MMFs “run” and made them better able to operate during a period of market 
stress. The new MMF definitions in Europe also provide clarity for investors and therefore 
enhance investor protection. 
 
In our opinion there are additional reforms to MMFs that should be made to further enhance 
their ability to operate normally during a period of market stress. Our reform proposals are 
based on achieving the following objectives: 
 


1. Provide MMFs with a greater ability to meet redemptions 
2. Create a disincentive for investors to redeem  
3. Remove any existing ambiguity of risk ownership 
4. Reduce systemic risk created by MMF ratings  


 
It is important that any MMF reform adopted is proportional to the issue being addressed. It 
must be remembered that whilst the challenges that the MMF industry has had to meet over 
the last 5 years have been very significant, the fact remains that there has only been one 
systemic liquidity event in the MMF industry since they were created over 40 years ago.    
 
Any reform mechanisms adopted to address regulators concern of systemic liquidity risk in 
MMFs must also maintain MMFs in a form that remains attractive to investors to buy and for 
providers of MMFs to produce. If these objectives are not met then investors will no longer 
have access to a product that provides them with a solution to manage credit risk through 
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diversification in an efficient manner. Investors in MMFs have a legitimate need for this 
product and continue to require access to it.  
 
 
HSBC Global Asset Management’s MMF reform proposals 
 
Based on the objectives set out above, we propose the following reforms that will further 
improve MMFs ability to meet redemptions, create a disincentive to redeem to manage “run” 
risk, remove any ambiguity of risk ownership and remove systemic risk associated with MMF 
ratings. We believe these improvements meet regulators objectives whilst maintaining the 
viability of MMFs both for investors and producers of MMFs.  
 
Greater ability for funds to meet redemptions 
 
There are a number of mechanisms that would improve the ability of MMFs to meet 
redemptions. Some of the mechanisms we propose are already included in regulation in 
some jurisdictions or are at least common practice in the industry.  
 


- Minimum liquidity requirements – All MMF regulation should state the 
minimum amount of liquidity funds are required to maintain overnight and within 
one week. Both US 2a-7 regulation and IMMFAs Code of Practice were updated 
post the credit crisis to state these minimums. In addition, many MMF providers’ 
internal investment guidelines stipulate minimum liquidity requirements that a 
fund is required to maintain. We believe requiring funds to hold minimum levels of 
natural liquidity (i.e. minimise the probability that asset sales are required to meet 
liquidity needs) will heighten MMFs ability to meet redemptions whilst minimising 
the impact of significant emergency asset sales on the broader financial system. 
We recommend that IOSCO follows the liquidity requirements stipulated in the 
SEC’s rule 2a-7 of a minimum 10% of liquid assets maturing overnight and 30% 
of liquid assets within five business days. 


 
- A client concentration policy – Current MMF regulation, MMF industry self 


regulation and most MMF providers internal investment guidelines focus on the 
liquidity of the assets in a fund with insufficient focus on a funds “liability” to its 
investors. Prudent liquidity risk management should also place controls on 
individual client and industry concentrations in a fund. This is to avoid a small 
number of individual investors, and investors from one, or a small number of 
industries, dominating the ownership of a fund. High client and/or industry 
concentration can place liquidity pressure on a fund if these investors were to 
redeem within a short timeframe. Designing prescriptive regulation in this area is 
challenging and therefore we propose that regulation requires the Board of 
Directors of a fund (or its equivalent) to have a client concentration policy. The 
policy should set limits on individual client and industry concentrations. The policy 
must be more prescriptive than a simple “know your client” type policy. For 
example, the policy should set a target client concentration of 5%. The policy 
would need to set out how the MMF handles issues such as omnibus accounts 
and internal assets when calculating client concentrations.  


 
- Limit the total number of shares repurchased on any trading day – 


Regulation should allow MMFs to limit the total number of shares that a fund is 
required to repurchase on any trading day to 10% of the shares in issue. If 
enacted, the limitation will be applied pro-rata so that all shareholders redeeming 
on a particular business day realise the same proportion of their shares. The 
balance of shares not repurchased will be carried over to the next business until 
all redemption requests have been met. This mechanism provides an extended 
period in which a fund can manage the redemption requests. In some 
jurisdictions this type of mechanism is allowed by regulation and many MMFs in 
those jurisdictions have language in their prospectus allowing the Board of 
Directors (or its equivalent) to enact this mechanism. 
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- In-specie redemptions – MMF regulation should allow a MMF to meet an 


investor’s redemption request by distributing a pro-rata share of the assets of the 
fund rather than by returning cash to the investor i.e. a in-specie redemption. The 
benefit for the fund is that it is not required to use its immediate access liquidity, 
or to sell its more liquid assets, to meet a large redemption request. Due to the 
potential difficulty for some investors in MMFs to receive a share of the assets in 
the fund a minimum redemption size should be set so that redemptions are only 
provided in-specie for “large” redemptions. However, a MMF should have the 
ability to process any redemption request in-specie if the fund and the 
shareholder both agree to it and it is in the interest of all shareholders. Due to the 
complexity of operating this mechanism in practice, the Board of Directors of the 
fund (or its equivalent) should be required to maintain a policy on the handling of 
in-specie redemptions.  


 
Create a disincentive to redeem to manage “run” risk 
 
We believe a trigger-based liquidity fee would be a powerful mechanism for strengthening 
MMFs during a financial crisis.  In particular, a liquidity fee would: 
• Ensure the fair treatment of redeeming and remaining investors; 
• Disincentivise redemptions; and 
• Reinforce the ‘investment fund’-like nature of MMFs. 
 
What should ‘trigger’ the imposition of a liquidity fee? 
We believe the ‘acid test’ for imposing a liquidity fee depends on whether redeeming investors 
are causing a disadvantage to remaining investors.  After all, a MMF - like any other 
investment fund - is supposed to mutualise risk-taking amongst its investors; if redeeming 
investors are causing a disadvantage to remaining investors then, to that extent, risk-taking 
has been de-mutualised; imposing a liquidity fee in those circumstances would re-mutualise 
risk-taking; that would be appropriate, because it would be consistent with the prospectus 
investors had signed-up to. 
 
Since investment fund boards have a fiduciary obligation to treat investors fairly, we believe it 
should be left to the board of MMF to decide when to trigger the imposition of a liquidity fee1.  
This would be consistent with the power many European boards already have to impose a 
dilution levy (which is economically equivalent to a liquidity fee) if they believe an investor is 
market-timing a fund. 
 
However, some commentators have suggested that a fund board may be too commercially 
conflicted to decide whether to impose a liquidity fee.  They have therefore argued that a 
liquidity fee should be triggered by a ‘rules-based’ event. 
 
In that case, we believe the most appropriate rules-based trigger event would be if the 
‘shadow price’ of a CNAV fund fell to 0.9975, or the price of a VNAV fell by 25bps in one 
week (see our paper “Liquidity fees; a proposal to reform money market funds” for further 
information). 
 
We acknowledge other possible rules-based trigger events, but are concerned they might 
result in liquidity fees being inappropriately imposed.  For example; 
• If a liquidity fee was triggered when a fund’s overnight/one week liquidity fell below 


[5%/15%], but there was no substantial lack of liquidity in secondary markets or material 
deviation in mid-value of the MMF, then redeeming shareholders would not be causing 


                                                 
1 The classic account of bank runs (“Bank Runs, Deposit Insurance, and Liquidity”, Diamond and Dybvig, Journal 
of Political Economy, June 1983) notes that: “…the demand deposit contract satisfies a sequential service 
constraint, which specifies that a bank’s payoff to any agent can depend only on the agent’s place in line and not 
on future information about agents later in line.”  This compares starkly with the fiduciary obligation of the board 
of an investment fund to treat all investors fairly.  In extremis, the board of an investment fund might enforce that 
obligation by gating the fund, or by imposing a liquidity fee, as described above. 
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any particular disadvantage to remaining shareholders and it would not be appropriate to 
impose a liquidity fee; or 


• If a fee was triggered when a fund experienced net redemptions of more than [25%] in 
one week, but there was no substantial lack of liquidity in secondary markets or material 
deviation in mid-value of the MMF, then redeeming shareholders would not be causing 
any particular disadvantage to remaining shareholders and it would not be appropriate to 
impose a liquidity fee; or  


• If a fee was triggered when another fund in the industry broke the buck, but that was an 
isolated incident which did not cause contagion to other funds or issuers (a la Community 
Bankers in 1994), then it would not be appropriate to impose a liquidity fee. 


 
Some commentators have objected that a trigger-based liquidity fee would cause investors to 
seek to redeem prior to the imposition of the fee.  We disagree with this argument, which 
misunderstands the cause of investor redemptions.  As noted by IMMFA: 


 
“…in September 2008 a series of headline events (e.g. relating to Fannie Mae and 
Freddie Mac, Merrill Lynch, American International Group, Washington Mutual Group, 
Bank of Ireland, Allied Irish Bank, Lloyds etc) caused investors to lose confidence in the 
solvency of the financial system as a whole, and the banking system in particular.  ‘Prime’ 
MMFs invest substantially all of their assets in deposits and securities issued by banks 
and other short-term issuers.  US institutional investors therefore redeemed because they 
were worried about losses that prime MMFs might be exposed to, i.e. they redeemed 
from US prime MMFs because they no longer believed a diversified investment in the 
financial system was an effective way of managing credit risk.  The majority of their 
redemption proceeds were used to subscribe to US Treasury MMFs (which invest in US 
Treasury bills).  In other words, and contrary to much commentary, there wasn’t a ‘run’ 
from US MMFs per se: rather investors sought to avoid losses by ‘switching’ their 
exposure from the banking system to the US government; there was a classic ‘flight to 
quality’.  The flight came to an end when the Federal Reserve’s Temporary Guarantee 
Programme effectively made prime MMFs ‘as good as’ treasury MMFs and made further 
switching unnecessary 


 
In other words: a loss of confidence in the banking system may cause a ‘flight to quality’ by 
some investors, including switching between prime and Treasury MMFs.  A liquidity fee would 
be imposed as a consequence of investors’ loss of confidence/flight to quality.  It could not, 
therefore, be the cause of investors loss of confidence/flight to quality. 
 
How should a liquidity fee be calculated?  
If the test for imposing a liquidity fee depends on whether redeeming investors are causing a 
material disadvantage to remaining investors, then it follows the fee should be calculated as 
that amount required re-mutualise risk taking.  Therefore: 
• In the case of a CNAV fund, the fee would be the amount required to equalise the mid-


value ('shadow price') of a MMF’s portfolio before and after any redemption, assuming the 
sale of a 'horizontal slice' of the fund’s portfolio to meet the redemption payment. 


• In the case of a VNAV fund, the fee would be the difference between an investor’s actual 
redemption proceeds and the proceeds that would have arisen if the fund had been bid-
priced, and assuming the sale of a horizontal slice of the fund’s portfolio. 


 
A liquidity fee so calculated should also be acceptable to investors, because it can be 
rationalized in terms of investor protection2.  (When we’ve presented the case for a liquidity 
fee in these terms to our investors, they have generally been receptive.)  
 
How would a liquidity fee disincentivise redemptions? 
We believe a liquidity fee imposed in these circumstances and calculated in this manner 
would disincentivise redemptions.  This is helpful because redemptions can otherwise, in a 


                                                 
2 By contrast, a ‘punitive’ liquidity fee (i.e. that imposed a cost on a redeeming investor in excess of the 
amount required to equalise remaining investors) would represent a transfer of capital from redeeming 
to remaining investors.  This would be inequitable, and we do believe investors would be prepared to 
invest in a MMF on that basis. 
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self-fulfilling fashion, end up causing redeeming investors to disadvantage remaining 
investors.  Consider the ‘decision pair’ facing an investor in a prime MMF which, during a 
financial crisis, had decided to impose a liquidity fee on redeeming investors in order to 
protect remaining investors.  An investor could either:  
 
• Remain in the prime MMF, in which case the investor would bear the remote chance of a 


loss if one of the fund's assets defaults; or  
• Redeem from the prime MMF, in which case the investor would bear the irrecoverable 


cost of the liquidity fee, and subscribe the net proceeds into a Treasury MMF. 
 
Faced with these options, we believe a risk averse investor would be more likely to remain in 
the prime MMF than to redeem.  Our belief is supported by research in behavioural finance 
which observes that, when having to decide between with two negative choices ('bad 
choices') people tend to prefer possible losses over sure losses, even when the amount of the 
possible loss is significantly higher than the sure loss, i.e. an investor would tend to prefer the 
loss in the event of a default (a possible loss/a gamble) over a liquidity fee (a sure loss). 
 
Consistent with this, and as noted in our earlier paper, there is anecdotal evidence in support 
of the disincentivising effect of a liquidity fee:  
• In November 2007 redemptions were suspended from Florida’s Local Government 


Investment Pool following redemptions from the MMF and a fall in assets from USD27b to 
USD15b. Subsequently the MMF was restructured with the fund split into two with a fixed 
liquidity fee of 2% charged on the fund that was created to hold the less liquid assets.  


• In 2008, liquidity fees were applied to a suite of international enhanced cash funds. The 
funds in question were variably priced enhanced cash money market funds. But, 
accounting differences aside, we understand the funds applied a variable charge based 
on the estimated bid price of the assets. 


 
 
Prohibition of sponsor support of MMFs 
 
MMFs are an investment product where the risks and rewards belong to its investors. The 
investor’s risks of ownership of a MMF are clearly stated in its prospectus and in its marketing 
materials. There is no legal basis for an investor in a MMF to transfer the downside risk of 
ownership to a fund’s sponsor (unless it can be proved the sponsor has been negligent in its 
responsibilities). 
 
However, a level of ambiguity about who owns the risk when investing in a MMF has 
developed amongst some investors. This ambiguity has developed due to the sponsor 
support of MMFs that has taken place prior to, and during, the credit crisis. Some investors 
have been encouraged to expect sponsors to support their MMFs. Such expectations cannot 
be enforced, since managers are under no obligation to support their funds, and consequently 
leads some investors to misunderstand and misprice the risks they are subject to. The 
mispricing of risk created by sponsor support should be addressed. The ambiguity of risk 
ownership is also exacerbated by Fitch Ratings decision to bake an assumption of a fund 
sponsor’s willingness and ability to support their MMFs into their rating methodology for 
MMFs. 
 
There is an incentive for both fund sponsors and, arguably, regulators to maintain a level of 
ambiguity of risk ownership in a MMF. We believe any ambiguity of risk ownership must be 
removed so risk is correctly priced. We therefore propose a prohibition on MMF sponsors 
providing support to their MMFs. This will make clear to all investors that they are buying an 
investment product and own the risks and rewards of that investment. A prohibition on 
sponsor support would also address the comments that have been made that MMF sponsors 
must have “skin in the game” to ensure they are encouraged to manage risk and not to focus 
on higher returns. Prohibiting support of MMFs will remove any risk to the sponsor / parent 
that the provision of support can create.  
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Prohibition of the use of MMF ratings 
 
The use of MMF ratings has grown significantly over the last 15 years as fund sponsors and 
CRAs have promoted the benefits of a MMF rating. The level of adoption has been most 
significant in markets where a regulatory definition of a MMF did not exist. For example, MMF 
ratings have been of particular benefit to investors in the EU where, until recently, there was 
no pan-European regulatory definition of a MMF, and investors had to rely on national 
definitions which often imposed relatively weak constraints on credit, market or liquidity risk. 
 
Investors value MMF ratings as they provide additional risk constraints and oversight by the 
CRAs. This is understandable in an environment where any regulatory oversight is deemed 
insufficient and/or there is limited transparency to investors of the assets held by MMFs. Both 
these issues have been addressed post the crisis and, arguably, the need for a MMF rating 
has been significantly reduced. We have had discussions on this subject with a number of 
investors in our MMFs who have confirmed that robust regulation and heightened 
transparency create a credible alternative to a MMF rating. 
 
Whilst there are some benefits to MMFs being rated, there are also significant systemic risks: 
 
Firstly, with the banking sector long-term ratings predominately in the single-A rating 
category, the probability of a MMF rating being placed on review for downgrade or 
downgraded has increased significantly. As many investors’ treasury policies stipulate a MMF 
must be triple-A rated, we are concerned that downgrade action by a CRA will lead to 
significant redemption activity. Indeed, a UK domiciled MMF complex whose MMF ratings 
were recently placed on review for downgrade by Fitch Ratings experienced redemptions of 
almost 50% of the assets under management of its sterling MMF within the space of one 
week. In this instance the fund manager was able to meet the redemptions. If this had not 
been possible, or the downgrade had impacted a larger number of funds, or one of the larger 
fund complexes, the impact on the money markets could have been systemic. 
 
Secondly, and as a consequence of the above, there is enormous pressure on MMFs to 
maintain their ratings. Those ratings depend on MMFs satisfying CRAs’ ratings criteria, which 
manage credit risk with reference to the ratings of the funds’ underlying issuers. If an issuer is 
put on ratings watch or downgraded, then it may not longer be an eligible investment for a 
rated MMF, notwithstanding the fund’s own assessment of credit worthiness. This is 
significant: issuer ratings are supposed to be mere opinions; but if CRAs rate both funds and 
issuers, then they change from being opinions to being soft forms of regulation. Indeed, as 
pressure is brought to bear on CRAs to behave ‘consistently’, they have less latitude even to 
permit rated downgraded assets from rolling-off, and instead require MMFs to make forced 
sales in order to maintain the fund rating. 
 
Thirdly, there is a lack of understanding amongst investors on MMF ratings. Investors appear 
to assume that the ratings of different CRAs are interchangeable, whereas in fact they are 
increasingly diverse. Broadly speaking, Standard & Poor’s rating relates to credit risk; 
Moody’s to credit and liquidity risk; and Fitch’s to credit and liquidity risk, and to an 
assessment of the likelihood of sponsor support. Investors also appear to assume the highest 
MMF ratings can be ‘read across’ to a long-term triple-A rating.  That is understandable given 
the symbology the CRAs have used: AAAm in the case of Standard & Poor’s; Aaa-mf in the 
case of Moody’s; and AAAmmf in the case of Fitch.  The suffix (m, mf, mmf) is intended to 
distinguish the rating as a MMF rating, and not a long term rating, but that subtlety seems to 
be lost of most investors who instead prefer to focus on the prefix (AAA). This lack of 
knowledge creates a systemic risk as MMF investors may not understand the risk of the 
investment they are making. 
 
The broadening and strengthening of regulation of MMFs and increased transparency to 
investors on the investments made by MMFs reduces the need for a fund rating. Coupled with 
the significant risks created by MMFs being rated, we propose that MMFs are prohibited from 
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being rated. This will require a period of time before implementation to allow investors in 
MMFs to update their treasury policies and for fund sponsors to provide additional 
transparency to investors to provide a credible alternative to a MMF rating.  
 


 
HSBC Global Asset Management’s position on the other prominent 
reform proposals 
 
We have assessed all the other prominent reform proposals against our objectives of 
providing MMFs with a greater ability to meet redemptions, creating a disincentive for 
investors to redeem, removing any existing ambiguity of risk ownership, any reform to be 
proportional to the probability of a systemic liquidity event occurring in the MMF industry and 
for it to be practical to implement.  
 
The table below summarises whether each reform proposal meets our objectives: 
 
 Redemption criteria Risk ownership criteria Viability / 


Practicality  
Capital No Potentially No 
NAV buffer No Potentially Yes 
Hold-back No Yes No 
 
We will now provide our reasoning for the conclusions above for each of the reform 
proposals. 
 
Capital 
It has been argued that investors redeem from MMFs in order to avoid losses; therefore it is 
proposed redemptions will be mitigated to the extent MMFs hold sufficient capital to offset 
losses.  In that case, a significant amount of capital would be required, perhaps as much as 3-
5% of the NAV of the fund. 
 
We disagree with this proposal. 
 
If the cost of capital was borne by the MMF manager, it would eliminate the profit margin – 
particularly in a low interest rate environment. If the cost of capital was borne by the MMF 
investor, it would eliminate the yield – particularly in a low interest rate environment.  Either 
way, the proposal would fail to meet the viability criteria.  
 
We note that well capitalized banks can still suffer runs, and so are doubtful that this proposal 
would meet the redemptions criteria. Incentives to remain do not work when investors have 
lost confidence in an investment. 
 
Imposing capital on sponsors would send a strong signal to investors that MMFs should be 
regarded as ‘bank like’ products, whose sponsors are expected to back-stop losses. In a 
sense, this would remove ambiguity around risk ownership; however, it would do so by 
fundamentally changing the economic nature of what was hitherto an investment product.  
And ambiguity would still remain to the extent MMFs remained regulated by the SEC as 
investment products. 
 
Finally, this proposal raises an important practical question: in the current economic climate, 
does sufficient capital exist to capitalize a USD 5tn industry?  
 
NAV buffer 
Unlike capital, a NAV buffer is not intended to offset losses due to a credit event; rather, a 
NAV buffer is merely intended to offset the relatively small mark-to-market losses that arise 
during a financial crisis.  In a future 2008-event, a NAV buffer would not prevent the Reserve 
from breaking-the-buck due to its losses on Lehman, but it would enable the rest of the MMF 
industry to absorb losses arising in the ensuing crisis, including losses arising as a 
consequence of selling assets to raise liquidity to meet redemption payments.  Proponents of 
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a NAV buffer have argued that it meets the redemptions criteria by, in effect, over 
collateralising MMFs and therefore incentivising investors to remain in the fund for fear they 
would lose the benefit of that over collateralization relative to any alternative investment 
option.  To the extent that investors did redeem, the buffer would increase relative to the NAV 
to the benefit of remaining investors, and so the incentive to remain would grow still greater. 
 
It is proposed that the NAV buffer should either be accumulated through the partially-retained 
earnings of a MMF, or contributed to a fund by its sponsor, or a combination of the above. It is 
further proposed that the buffer should be a relatively modest amount, representing perhaps 
40-50bps of the NAV, and could be reduced further to the extent a MMF holds overnight 
paper (including Treasuries).  By allowing the NAV buffer to scale in proportion to overnight 
paper, sponsors with insufficient resources to contribute to the buffer would not be excluded 
from operating MMFs, but would be required to manage them with more liquid assets. 
 
We have a number of reservations about this proposal. 
 
Regarding the redemption criteria, we do not think the NAV buffer would meaningfully 
incentivise investors to remain. In a 2008-event, we suspect the attractiveness of the NAV 
buffer would pale in comparison with the comfort provided to risk-averse investors by 
Treasuries.  (Most redemptions in 2008 were made by institutional investors.  If one considers 
the position of decision makers in those firms, it is hard to imagine they would be criticized for 
forfeiting the advantages of an over-collateralised prime MMF, and switching to Treasuries, 
particularly since the switch from the MMF would remain a free option.) 
 
Regarding the risk ownership criteria, to the extent the NAV buffer is funded from retained 
earnings of the MMF then it would clearly meet the criteria, i.e. because the cost of 
accumulating the buffer would be attributed to investors and so reinforce MMFs as an 
investment product.  However, to the extent it is funded by contributions from the sponsor 
then it would clearly fail to meet the criteria. Indeed, sponsor contributions to the NAV buffer 
are likely to be read by investors as evidence that sponsors will ‘stand behind’ their funds; and 
yet at 40-50bps the sponsor commitment would actually be very modest, i.e. a sponsor 
contributed NAV buffer would actually deepen the existing ambiguity of risk ownership. 
 
Some commentators have suggested that sponsor contributions to a NAV buffer would cause 
them to have ‘skin in the game’, i.e. would cause greater financial alignment of interests of 
sponsors and investors, and cause sponsors to take less risk with investors’ subscriptions. 
 
We are uneasy with this argument.  First, sponsors already have skin in the game, insofar as 
they receive fees from their MMFs, and would suffer reputational damage if they mismanaged 
those funds.  Second, it seems possible that this proposal would result in a two-tier MMF 
industry, i.e. a top-tier comprising sponsors who have access to capital, and a bottom-tier 
comprising sponsors who do not have access to capital and whose funds therefore run with 
more liquidity and lower yields. In that case, the sponsors of bottom-tier MMFs seem likely to 
complain about the competitive consequences of a regulatory reform which causes them to 
lose market share to sponsors of top-tier MMFs. 
 
Finally, and very importantly, we do not believe the mechanism is equitable as an “early” 
investor contributes and a “later” investor benefits thus compromising the key principle of an 
investment fund. 
 
Hold-back 
The ‘hold back’ or ‘retention’ reform proposal is designed to disincentivise investors from 
redeeming from MMFs during a period of market stress or heightened idiosyncratic risk on a 
specific fund. It is proposed that investors should be ‘calmed’ by holding-back, say, 3% of 
redemption proceeds within the fund for a period of 30 days.  Once the 30 days have elapsed, 
the held-back amount should be paid to the redeeming investor, less any losses due to credit 
events that may have occurred during the period.  This is intended to have two 
consequences: 
 
We have a number of reservations about this proposal. 
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Regarding the redemption criteria, we do not think hold-back would meaningfully 
disincentivise redemptions.  Consider the position of an investor who has concerns about the 
portfolio of a MMF: 
 


• If he redeems from the fund, then 3% of his redemption remains invested in the 
portfolio, whereas 97% can be invested in liquid treasuries; 


• If he remains in the fund, then 100% of his investment remains invested in the 
portfolio, all of which may become illiquid in the event the fund suffers mass 
redemptions following a credit event. 


 
Faced with these options, we suspect the investor would choose to redeem. 
 
Regarding the risk ownership criteria, we acknowledge that hold-back clearly assigns 
downside risk to the investor.  (One could conceive of hold-back as a form of capital provided 
by redeeming shareholders.) 
 
Regarding the viability criteria, we believe hold-back would fundamentally compromise the 
utility of MMFs to institutional investors.  Specifically, hold-back would significantly complicate 
cash-flow forecasting, which is an essential requirement of corporate treasury.  We have not 
surveyed our investors on this point, but could do so if required. 
 
Constant Net Asset Value (“CNAV”) and Variable Net Asset Value 
(“VNAV”) debate 
 
Since the start of the debate on MMF reform, it has regularly been punctuated by opinions 
being expressed on the relative risk to the financial system of CNAV and VNAV MMFs. In 
your consultation report alone this issue is referenced in four different sections of the report. It 
has also been discussed in the President’s Working Group’s report on MMF reform and in 
public comment by the Autorite des Marches Financiers. For this reason we are addressing 
this issue before outlining our position on other aspects of MMF reform. 
 
A number of senior figures in the regulatory world have commented that CNAV MMFs pose 
greater systemic risk than VNAV MMFs. They therefore recommend that CNAV funds should 
be required to adopt a variable net asset value. Their opinion is based on a theory that CNAV 
funds foster investors’ expectations that the funds are risk free as they “promise” to preserve 
investors’ capital and liquidity. The theory continues that switching to a variable net asset 
value would make gains and losses a regular occurrence which would alter investor 
expectations and make clear that MMFs are not risk free. In turn, investors would become 
less prone to “run” in the face of even modest losses. 
 
Whilst an interesting theory, it does not appear stack up in practice when the behaviour of 
investors in CNAV and VNAV funds during the credit crisis is analysed.  
 
Since the most developed market for VNAV funds is in France, we have looked at the share 
prices of six of the largest French VNAV ‘monétaire’ funds (as at June 2007) over a ten year 
period (from January 1999 to September 2009).  Since these funds only offer accumulating 
shares, we assessed the variability of their share price by looking at the daily yield of the fund; 
a negative yield implies that the day’s accumulation of income was more than offset by a 
mark-to-market loss.  
 
In the case of five of those six funds, at no point during the ten year period did they post a 
negative yield, i.e. daily mark-to-market losses were never substantial enough to cause the 
price of the funds to fall.  This includes the period between September and November 2008 
illustrated below, when markets were significantly dislocated.  In other words, from an 
investor’s perspective, these funds behaved much the same as if they were CNAV.  
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      Source: Bloomberg 
 
We also compared MMF flows between 2008 and 2010 to assess whether CNAV funds 
demonstrated larger and more sudden redemptions than VNAV funds.  For the purpose of our 
analysis, CNAV funds comprised: 2a-7 prime funds; IMMFA USD funds; IMMFA EUR funds; 
and IMMFA GBP funds.  VNAV funds comprised French monétaire funds. We found that in 
2008, run risk appears to be correlated by currency rather than by pricing mechanism: USD 
denominated MMFs suffered runs, whereas EUR and GBP denominated MMFs funds did not. 
 


 
Source: iMoneynet, Europerformance 
 
Furthermore, neither did we find that investors are more sanguine to losses in VNAV than 
CNAV MMFs. 
 
 Of the six French VNAV monétaire funds we surveyed, one did post a negative yield in 
September 2008. Investors largely redeemed from that fund in the year before the decline in 
its share price, and what few shareholders remained in the fund redeemed after the decline in 
its share price.  Either way, this fund clearly experienced a run notwithstanding that it was a 
VNAV fund. 


MMF indexed asset growth 2007-2010
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Source: Bloomberg 
 
In conclusion, we cannot find any evidence for the argument that there are substantial 
differences between CNAV and VNAV funds, which cause CNAV funds to be more prone to 
run risk than VNAV funds. 
 
If one ignores the evidence that the accounting methodology a fund follows has no influence 
on the probability of an investor redeeming during a period of market stress, requiring CNAV 
MMFs to switch to VNAV is likely to significantly shrinking the buyer base for these funds. 
This will remove a valuable outsourcing option for providers of liquidity to manage credit risk. 
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Question 1: Do you agree with the proposed definition of money market funds? Does this 
definition delimit an appropriate scope of funds to be potentially subject to the regulatory 
reform that the FSB could require to put in place, with an objective to avoid circumvention and 
regulatory arbitrage?  
 
We concur with the Institutional Money Market Fund Association’s (“IMMFA”) response to this 
question. 
 
Question 2: Do you agree with the description of money market funds’ susceptibility to runs? 
What do you see as the main reasons for this susceptibility?  
 
We concur with IMMFA’s response to this question. 
 
Question 3: Do you agree with the description of the role of money market funds in short-
term money markets? To what extent this role may create risks for short-term funding markets 
and their participants? Are there changes to be taken into account since the 2007-2008 
experience? What are the interdependencies between banks and MMFs and the risks that are 
associated?  
 
We concur with IMMFA’s response to this question. 
 
We emphasise the comments made in relation to the behaviour of money market investors 
during and since the credit crisis. We believe that MMFs have been unfairly criticised for 
withdrawing funding from banks during periods of market stress. All institutional investors 
withdrew funding from banks, or at a minimum reduced the tenor of their funding, during the 
credit crisis and in the second half of 2011 during the height of the Eurozone sovereign crisis. 
Unfortunately for MMFs the transparency they provide on their investments to MMF investors, 
CRAs and regulators is not matched by other money market investors making it easy to finger 
point at MMFs for their withdrawal of funding. 
 
The irony of the bank regulators efforts to corral all liquidity into the banks they regulate is that 
the withdrawal of funding to banks during the recent periods of stress would have occurred 
quicker without MMFs. We have spent a lot of time with our investors over the last 5 years 
explaining why we remain comfortable with certain bank credits that have been in the 
headlines. These discussions have typically led to the investors remaining in our MMFs 
allowing us to continue to fund the banks in question. Without MMFs, who are simply an 
investment option for the true owners of the liquidity, these investors would have withdrawn 
their funding from the banks in the headlines and invested in “too big to fail” banks. Bank 
regulators should be careful what they wish for. 
 
Question 4: What is the importance of sponsor support for MMFs? What is the respective 
percentage of bank versus non-bank sponsors in the MMF industry? Are there differences 
among MMFs depending on their sponsors? What are the potential systemic risks of support 
or protection against losses provided by sponsors?  
 
MMFs are an investment product where the risks and rewards belong to its investors. The 
investor’s risks of ownership of a MMF are clearly stated in its prospectus and in its marketing 
materials. There is no legal basis for an investor in a MMF to transfer the downside risk of 
ownership to a fund’s sponsor (unless it can be proved the sponsor has been negligent in its 
responsibilities). 
 
However, a level of ambiguity about who owns the risk when investing in a MMF has 
developed amongst some investors. This ambiguity has developed due to the sponsor 
support of MMFs that has taken place prior to, and during, the credit crisis. Some investors 
have been encouraged to expect sponsors to support their MMFs. Such expectations cannot 
be enforced, since managers are under no obligation to support their funds, and consequently 
leads some investors to misunderstand and misprice the risks they are subject to. The 
mispricing of risk created by sponsor support should be addressed. The ambiguity of risk 
ownership is also exacerbated by Fitch Ratings decision to bake an assumption of a fund 
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sponsor’s willingness and ability to support their MMFs into their rating methodology for 
MMFs. 
 
There is an incentive for both fund sponsors and, arguably, regulators to maintain a level of 
ambiguity of risk ownership in a MMF. We believe any ambiguity of risk ownership must be 
removed so risk is correctly priced. We therefore propose a prohibition on MMF sponsors 
providing support to their MMFs. This will make clear to all investors that they are buying an 
investment product and own the risks and rewards of that investment. A prohibition on 
sponsor support would also address the comments that have been made that MMF sponsors 
must have “skin in the game” to ensure they are encouraged to manage risk and not to focus 
on higher returns. Prohibiting support of MMFs will remove any risk to the sponsor / parent 
that the provision of support can create.  
 
Question 5: Do you agree with the description of MMF benefits? Are there other benefits of 
MMFs for investors than those outlined in this presentation? What are the alternatives to 
MMFs for investors? How has investor demand for MMFs recently evolved? What would lead 
investors to move away from MMFs to other financial products?  
 
We concur with IMMFA’s response to the question 
 
Question 6: Do you agree with the proposed framework comparing money market funds and 
bank deposits? Are there other aspects to consider?  
 
We concur with IMMFA’s response to the question. 
 
Question 7: Are there other similarities or differences between CNAV and VNAV funds which 
would be useful for the analysis? Is there evidence (based on representative samples) 
showing differences in the fluctuation of the funds’ NAV depending on their model? What is 
the extent of the use of amortized cost accounting by VNAV funds? Has this practice evolved 
over time?  
 
Since the start of the debate on MMF reform, it has regularly been punctuated by opinions 
being expressed on the relative risk to the financial system of CNAV and VNAV MMFs. In 
your consultation report alone this issue is referenced in four different sections of the report. It 
has also been discussed in the President’s Working Group’s report on MMF reform and in 
public comment by the Autorite des Marches Financiers. For this reason we are addressing 
this issue before outlining our position on other aspects of MMF reform. 
 
A number of senior figures in the regulatory world have commented that CNAV MMFs pose 
greater systemic risk than VNAV MMFs. They therefore recommend that CNAV funds should 
be required to adopt a variable net asset value. Their opinion is based on a theory that CNAV 
funds foster investors’ expectations that the funds are risk free as they “promise” to preserve 
investors’ capital and liquidity. The theory continues that switching to a variable net asset 
value would make gains and losses a regular occurrence which would alter investor 
expectations and make clear that MMFs are not risk free. In turn, investors would become 
less prone to “run” in the face of even modest losses. 
 
Whilst an interesting theory, it does not appear stack up in practice when the behaviour of 
investors in CNAV and VNAV funds during the credit crisis is analysed.  
 
Since the most developed market for VNAV funds is in France, we have looked at the share 
prices of six of the largest French VNAV ‘monétaire’ funds (as at June 2007) over a ten year 
period (from January 1999 to September 2009).  Since these funds only offer accumulating 
shares, we assessed the variability of their share price by looking at the daily yield of the fund; 
a negative yield implies that the day’s accumulation of income was more than offset by a 
mark-to-market loss.  
 
In the case of five of those six funds, at no point during the ten year period did they post a 
negative yield, i.e. daily mark-to-market losses were never substantial enough to cause the 
price of the funds to fall.  This includes the period between September and November 2008 
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illustrated below, when markets were significantly dislocated.  In other words, from an 
investor’s perspective, these funds behaved much the same as if they were CNAV.  
 


 
      Source: Bloomberg 
 
We also compared MMF flows between 2008 and 2010 to assess whether CNAV funds 
demonstrated larger and more sudden redemptions than VNAV funds.  For the purpose of our 
analysis, CNAV funds comprised: 2a-7 prime funds; IMMFA USD funds; IMMFA EUR funds; 
and IMMFA GBP funds.  VNAV funds comprised French monétaire funds. We found that in 
2008, run risk appears to be correlated by currency rather than by pricing mechanism: USD 
denominated MMFs suffered runs, whereas EUR and GBP denominated MMFs funds did not. 
 


 
Source: iMoneynet, Europerformance 
 
 
 
 
Furthermore, neither did we find that investors are more sanguine to losses in VNAV than 
CNAV MMFs. 
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 Of the six French VNAV monétaire funds we surveyed, one did post a negative yield in 
September 2008. Investors largely redeemed from that fund in the year before the decline in 
its share price, and what few shareholders remained in the fund redeemed after the decline in 
its share price.  Either way, this fund clearly experienced a run notwithstanding that it was a 
VNAV fund. 
 


 
Source: Bloomberg 
 
In conclusion, we cannot find any evidence for the argument that there are substantial 
differences between CNAV and VNAV funds, which cause CNAV funds to be more prone to 
run risk than VNAV funds. 
 
 
Question 8: What is the importance of ratings in the MMF industry? What is the impact of the 
monitoring function of credit rating agencies for MMFs? What are the potential systemic risks 
associated with ratings in the MMF industry?  
 
The use of MMF ratings has grown significantly over the last 15 years as fund sponsors and 
CRAs have promoted the benefits of a MMF rating. The level of adoption has been most 
significant in markets where a regulatory definition of a MMF did not exist. For example, MMF 
ratings have been of particular benefit to investors in the EU where, until recently, there was 
no pan-European regulatory definition of a MMF, and investors had to rely on national 
definitions which often imposed relatively weak constraints on credit, market or liquidity risk.  
That’s why, when IMMFA was founded in 1990, its Code of Practice required Member funds 
to be rated, i.e. in an effort to build investor confidence in the product.  (France is an 
exception to this rule: its MMF sector has long been carefully defined by the AMF, and the 
product widely used.  It never required fund ratings to establish investor confidence.) 
   
Investors value MMF ratings as they provide additional risk constraints and oversight by the 
CRAs. This is understandable in an environment where any regulatory oversight is deemed 
insufficient and/or there is limited transparency to investors of the assets held by MMFs. Both 
these issues have been addressed post the crisis and, arguably, the need for a MMF rating 
has been significantly reduced. We have had discussions on this subject with a number of 
investors in our MMFs who have confirmed that robust regulation and heightened 
transparency create a credible alternative to a MMF rating. 
 
Whilst there are some benefits to MMFs being rated, there are also significant systemic risks: 
 
Firstly, with the banking sector long-term ratings predominately in the single-A rating 
category, the probability of a MMF rating being placed on review for downgrade or 
downgraded has increased significantly. As many investors’ treasury policies stipulate a MMF 
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must be triple-A rated, we are concerned that downgrade action by a CRA will lead to 
significant redemption activity. Indeed, a UK domiciled MMF complex whose MMF ratings 
were recently placed on review for downgrade by Fitch Ratings experienced redemptions of 
almost 50% of the assets under management of its sterling MMF within the space of one 
week. In this instance the fund manager was able to meet the redemptions. If this had not 
been possible, or the downgrade had impacted a larger number of funds, or one of the larger 
fund complexes, the impact on the money markets could have been systemic. 
 
Secondly, and as a consequence of the above, there is enormous pressure on MMFs to 
maintain their ratings. Those ratings depend on MMFs satisfying CRAs’ ratings criteria, which 
manage credit risk with reference to the ratings of the funds’ underlying issuers. If an issuer is 
put on ratings watch or downgraded, then it may not longer be an eligible investment for a 
rated MMF, notwithstanding the fund’s own assessment of credit worthiness. This is 
significant: issuer ratings are supposed to be mere opinions; but if CRAs rate both funds and 
issuers, then they change from being opinions to being soft forms of regulation. Indeed, as 
pressure is brought to bear on CRAs to behave ‘consistently’, they have less latitude even to 
permit rated downgraded assets from rolling-off, and instead require MMFs to make forced 
sales in order to maintain the fund rating. 
 
Thirdly, there is a lack of understanding amongst investors on MMF ratings. Investors appear 
to assume that the ratings of different CRAs are interchangeable, whereas in fact they are 
increasingly diverse. Broadly speaking, Standard & Poor’s rating relates to credit risk; 
Moody’s to credit and liquidity risk; and Fitch’s to credit and liquidity risk, and to an 
assessment of the likelihood of sponsor support. Investors also appear to assume the highest 
MMF ratings can be ‘read across’ to a long-term triple-A rating.  That is understandable given 
the symbology the CRAs have used: AAAm in the case of Standard & Poor’s; Aaa-mf in the 
case of Moody’s; and AAAmmf in the case of Fitch.  The suffix (m, mf, mmf) is intended to 
distinguish the rating as a MMF rating, and not a long term rating, but that subtlety seems to 
be lost of most investors who instead prefer to focus on the prefix (AAA). This lack of 
knowledge creates a systemic risk as MMF investors may not understand the risk of the 
investment they are making. 
 
The broadening and strengthening of regulation of MMFs and increased transparency to 
investors on the investments made by MMFs reduces the need for a fund rating. Coupled with 
the significant risks created by MMFs being rated, we propose that MMFs are prohibited from 
being rated. This will require a period of time before implementation to allow investors in 
MMFs to update their treasury policies and for fund sponsors to provide additional 
transparency to investors to provide a credible alternative to a MMF rating.  
 
Question 9: Are existing rules adequately addressing risks regarding the management of 
collateral from money market funds? What are the risk management processes currently in 
place with regard to repo and securities lending transactions? Do MMFs present unique 
issues with regard to their use of repo markets or would general policy recommendations that 
the FSB may issue regarding repo markets be applicable?  
 
We concur with IMMFA’s response to the question. 
 
Question 10: Are the above-mentioned changes in the environment of MMFs relevant factors 
to take into consideration? What are some of the implications for regulatory options? Are 
there other aspects to consider?  
 
We concur with IMMFA’s response to the question. 
 
Question 11: Do you agree with the systemic risk analysis and the rationale for reform 
presented in this section? Are there other factors to consider?  
 
We concur with IMMFA’s response to the question. 
 
Question 12: Do you agree with the benefits of imposing a mandatory move from CNAV to 
VNAV, which would amount to prohibiting the use of amortized cost valuation for any 
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securities held by a MMF? Are the challenges identified in the US context valid in other 
jurisdictions currently authorizing CNAV funds? How could these challenges be overcome?  
 
Please refer to our response to question two and six. 
 
Question 13: What would be the main effects of establishing a NAV-buffer? What would be 
the most practical ways to implement such buffers? Should various forms of NAV-buffers be 
allowed or should regulators favor a single option? What would be a realistic size of the NAV-
buffer and what would be the impact in terms of costs for running MMFs? In the case of 
subordinated shares, could the option be seen as creating a securitization position, with 
associated requirements in terms of retention?  
 
Unlike capital, a NAV buffer is not intended to offset losses due to a credit event; rather, a 
NAV buffer is merely intended to offset the relatively small mark-to-market losses that arise 
during a financial crisis.  In a future 2008-event, a NAV buffer would not prevent the Reserve 
from breaking-the-buck due to its losses on Lehman, but it would enable the rest of the MMF 
industry to absorb losses arising in the ensuing crisis, including losses arising as a 
consequence of selling assets to raise liquidity to meet redemption payments.  Proponents of 
a NAV buffer have argued that it meets the redemptions criteria by, in effect, over 
collateralising MMFs and therefore incentivising investors to remain in the fund for fear they 
would lose the benefit of that over collateralization relative to any alternative investment 
option.  To the extent that investors did redeem, the buffer would increase relative to the NAV 
to the benefit of remaining investors, and so the incentive to remain would grow still greater. 
 
It is proposed that the NAV buffer should either be accumulated through the partially-retained 
earnings of a MMF, or contributed to a fund by its sponsor, or a combination of the above. It is 
further proposed that the buffer should be a relatively modest amount, representing perhaps 
40-50bps of the NAV, and could be reduced further to the extent a MMF holds overnight 
paper (including Treasuries).  By allowing the NAV buffer to scale in proportion to overnight 
paper, sponsors with insufficient resources to contribute to the buffer would not be excluded 
from operating MMFs, but would be required to manage them with more liquid assets. 
 
We have a number of reservations about this proposal. 
 
Regarding the redemption criteria, we do not think the NAV buffer would meaningfully 
incentivise investors to remain. In a 2008-event, we suspect the attractiveness of the NAV 
buffer would pale in comparison with the comfort provided to risk-averse investors by 
Treasuries.  (Most redemptions in 2008 were made by institutional investors.  If one considers 
the position of decision makers in those firms, it is hard to imagine they would be criticized for 
forfeiting the advantages of an over-collateralised prime MMF, and switching to Treasuries, 
particularly since the switch from the MMF would remain a free option.) 
 
Regarding the risk ownership criteria, to the extent the NAV buffer is funded from retained 
earnings of the MMF then it would clearly meet the criteria, i.e. because the cost of 
accumulating the buffer would be attributed to investors and so reinforce MMFs as an 
investment product.  However, to the extent it is funded by contributions from the sponsor 
then it would clearly fail to meet the criteria. Indeed, sponsor contributions to the NAV buffer 
are likely to be read by investors as evidence that sponsors will ‘stand behind’ their funds; and 
yet at 40-50bps the sponsor commitment would actually be very modest, i.e. a sponsor 
contributed NAV buffer would actually deepen the existing ambiguity of risk ownership. 
 
Some commentators have suggested that sponsor contributions to a NAV buffer would cause 
them to have ‘skin in the game’, i.e. would cause greater financial alignment of interests of 
sponsors and investors, and cause sponsors to take less risk with investors’ subscriptions. 
 
We are uneasy with this argument.  First, sponsors already have skin in the game, insofar as 
they receive fees from their MMFs, and would suffer reputational damage if they mismanaged 
those funds.  Second, it seems possible that this proposal would result in a two-tier MMF 
industry, i.e. a top-tier comprising sponsors who have access to capital, and a bottom-tier 
comprising sponsors who do not have access to capital and whose funds therefore run with 
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more liquidity and lower yields. In that case, the sponsors of bottom-tier MMFs seem likely to 
complain about the competitive consequences of a regulatory reform which causes them to 
lose market share to sponsors of top-tier MMFs. 
 
Question 14: Do you agree with the description of the challenges associated with the 
establishment of a private insurance? Are there ways to address them?  
 
We concur with IMMFA’s response to the question. 
 
Question 15: Do you agree with the description of the challenges and potential second-round 
effects of a conversion of MMFs into special purpose banks? Are there ways to circumvent 
those effects?  
 
We concur with IMMFA’s response to the question. 
 
Question 16: What are the main advantages and drawbacks of two-tier system(s)? Would it 
be sufficient to address the risks identified? What could be the conditions applicable to CNAV 
funds? What could be the potential impact on investor demand? Should certain funds be 
exempted from certain risk limiting conditions due to their holdings?  
 
We concur with IMMFA’s response to the question. 
 
Question 17: Do you agree with the suggestion that reserving CNAV funds for only certain 
investors (i.e. retail or institutional investors) would face practical challenges and would not be 
sufficient to address the risks identified?  
 
We concur with IMMFA’s response to the question. 
 
Question 18: Regarding the different structural alternatives described in Section 1, what are 
the benefits and drawbacks of the different options described above? How could they be 
prioritized? What are the necessary conditions for their implementation?  
 
We concur with IMMFA’s response to the question. 
 
Question 19: What are the main benefits and drawbacks of imposing the use of marked-to-
market accounting for all the instruments held by MMFs? What is the availability of market 
prices for securities commonly held by money market funds? Are there situations where this 
general principle could not be applied?  
 
We concur with IMMFA’s response to the question. 
 
Question 20: Should the use of amortized cost accounting be limited, and, if so, how? Are 
general restrictions on funds’ WAM or WAL preferable? Are there practical impediments (e.g. 
availability of prices) to imposing stricter requirements on the use of amortized cost 
accounting than current existing regimes? What would be the potential effects on MMFs’ 
investment allocation and short-term funding markets? What monitoring should be 
implemented? What conditions are advisable? In particular, please describe the rationale, 
feasibility and effects of limiting the residual maturity of instruments to [30-60-90-other] days. 
What materiality threshold could be proposed?  
 
We concur with IMMFA’s response to the question. 
 
Question 21: What are the main benefits and drawbacks of imposing global liquidity 
restrictions? Should there be restrictions regarding (daily/weekly) liquid assets as well as 
regarding illiquid assets? Are global definitions of (daily, weekly) liquid and illiquid assets 
practical? Are there other conditions to consider (e.g. regarding the concentration of assets)?  
 
All MMF regulation should state the minimum amount of liquidity funds are required to 
maintain overnight and within one week. Both US 2a-7 regulation and IMMFAs Code of 
Practice were updated post the credit crisis to state these minimums. In addition, many MMF 
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providers’ internal investment guidelines stipulate minimum liquidity requirements that a fund 
is required to maintain. We believe requiring funds to hold minimum levels of natural liquidity 
(i.e. minimise the probability that asset sales are required to meet liquidity needs) will 
heighten MMFs ability to meet redemptions whilst minimising the impact of significant 
emergency asset sales on the broader financial system. 
 
Question 22: To what extent are managers able to “know their customers” and anticipate 
redemptions? Are there practical obstacles for managers to “know their customers” (e.g., in 
the case of platforms, omnibus accounts) and how could they be addressed? What are the 
main features of the funds’ investor base to take into consideration from a liquidity risk 
management point of view? Should conditions, e.g., regarding the concentration of the 
investor base be considered? Would this requirement allow fund managers to better 
understand and manage the risks to which the fund is exposed?  
 
Current MMF regulation, MMF industry self regulation and most MMF providers internal 
investment guidelines focus on the liquidity of the assets in a fund with insufficient focus on a 
funds “liability” to its investors. Prudent liquidity risk management should also place controls 
on individual client and industry concentrations in a fund. This is to avoid a small number of 
individual investors, and investors from one, or a small number of industries, dominating the 
ownership of a fund. High client and/or industry concentration can place liquidity pressure on 
a fund if these investors were to redeem within a short timeframe. Designing prescriptive 
regulation in this area is challenging and therefore we propose that regulation requires the 
Board of Directors of a fund (or its equivalent) to have a client concentration policy. The policy 
should set limits on individual client and industry concentrations. The policy must be more 
prescriptive than a simple “know your client” type policy. 
 
Assuming there is a reasonable transition period for MMFs to implement their client policy we 
do not believe the use of platforms and omnibus accounts should be an obstacle.  
 
Question 23: Would such a liquidity fee generate a pre-emptive run? If so, when and are 
there ways that pre-emptive run risk could be reduced? How would shareholders react to the 
liquidity fee? Would it cause shareholders to transfer their MMF investments to alternative 
investment products? If so, which types of shareholders are most likely to make such 
transfers and to which products and will such a shift in investment create new systemic risks 
or economic, competitive, or efficiency benefits or harm? Would MMF board directors be able 
to impose a liquidity restriction despite potential unpopularity with investors and competitive 
disadvantage imposed on the fund? At what level such a liquidity trigger should be set?  
 
We believe a trigger-based liquidity fee would be a powerful mechanism for strengthening 
MMFs during a financial crisis.  In particular, a liquidity fee would: 
• Ensure the fair treatment of redeeming and remaining investors; 
• Disincentivise redemptions; and 
• Reinforce the ‘investment fund’-like nature of MMFs. 
 
What should ‘trigger’ the imposition of a liquidity fee? 
We believe the ‘acid test’ for imposing a liquidity fee depends on whether redeeming investors 
are causing a disadvantage to remaining investors.  After all, a MMF - like any other 
investment fund - is supposed to mutualise risk-taking amongst its investors; if redeeming 
investors are causing a disadvantage to remaining investors then, to that extent, risk-taking 
has been de-mutualised; imposing a liquidity fee in those circumstances would re-mutualise 
risk-taking; that would be appropriate, because it would be consistent with the prospectus 
investors had signed-up to. 
 
Since investment fund boards have a fiduciary obligation to treat investors fairly, we believe it 
should be left to the board of MMF to decide when to trigger the imposition of a liquidity fee3.  


                                                 
3 The classic account of bank runs (“Bank Runs, Deposit Insurance, and Liquidity”, Diamond and Dybvig, Journal of Political 
Economy, June 1983) notes that: “…the demand deposit contract satisfies a sequential service constraint, which specifies that a 
bank’s payoff to any agent can depend only on the agent’s place in line and not on future information about agents later in line.”  
This compares starkly with the fiduciary obligation of the board of an investment fund to treat all investors fairly.  In extremis, 
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This would be consistent with the power many European boards already have to impose a 
dilution levy (which is economically equivalent to a liquidity fee) if they believe an investor is 
market-timing a fund. 
 
However, some commentators have suggested that a fund board may be too commercially 
conflicted to decide whether to impose a liquidity fee.  They have therefore argued that a 
liquidity fee should be triggered by a ‘rules-based’ event. 
 
In that case, we believe the most appropriate rules-based trigger event would be if the 
‘shadow price’ of a CNAV fund fell to 0.9975, or the price of a VNAV fell by 25bps in one 
week (see our paper “Liquidity fees; a proposal to reform money market funds” for further 
information). 
 
We acknowledge other possible rules-based trigger events, but are concerned they might 
result in liquidity fees being inappropriately imposed.  For example; 
• Reinforce the ‘investment fund’-like nature of MMFs. 
• If a liquidity fee was triggered when a fund’s overnight/one week liquidity fell below 


[5%/15%], but there was no substantial lack of liquidity in secondary markets or material 
deviation in mid-value of the MMF, then redeeming shareholders would not be causing 
any particular disadvantage to remaining shareholders and it would not be appropriate to 
impose a liquidity fee; or 


• If a fee was triggered when a fund experienced net redemptions of more than [25%] in 
one week, but there was no substantial lack of liquidity in secondary markets or material 
deviation in mid-value of the MMF, then redeeming shareholders would not be causing 
any particular disadvantage to remaining shareholders and it would not be appropriate to 
impose a liquidity fee; or  


• If a fee was triggered when another fund in the industry broke the buck, but that was an 
isolated incident which did not cause contagion to other funds or issuers (a la Community 
Bankers in 1994), then it would not be appropriate to impose a liquidity fee. 


 
Some commentators have objected that a trigger-based liquidity fee would cause investors to 
seek to redeem prior to the imposition of the fee.  We disagree with this argument, which 
misunderstands the cause of investor redemptions.  As noted by IMMFA: 


 
“…in September 2008 a series of headline events (e.g. relating to Fannie Mae and 
Freddie Mac, Merrill Lynch, American International Group, Washington Mutual Group, 
Bank of Ireland, Allied Irish Bank, Lloyds etc) caused investors to lose confidence in the 
solvency of the financial system as a whole, and the banking system in particular.  ‘Prime’ 
MMFs invest substantially all of their assets in deposits and securities issued by banks 
and other short-term issuers.  US institutional investors therefore redeemed because they 
were worried about losses that prime MMFs might be exposed to, i.e. they redeemed 
from US prime MMFs because they no longer believed a diversified investment in the 
financial system was an effective way of managing credit risk.  The majority of their 
redemption proceeds were used to subscribe to US Treasury MMFs (which invest in US 
Treasury bills).  In other words, and contrary to much commentary, there wasn’t a ‘run’ 
from US MMFs per se: rather investors sought to avoid losses by ‘switching’ their 
exposure from the banking system to the US government; there was a classic ‘flight to 
quality’.  The flight came to an end when the Federal Reserve’s Temporary Guarantee 
Programme effectively made prime MMFs ‘as good as’ treasury MMFs and made further 
switching unnecessary”. 


 
In other words: a loss of confidence in the banking system may cause a ‘flight to quality’ by 
some investors, including switching between prime and Treasury MMFs.  A liquidity fee would 
be imposed as a consequence of investors’ loss of confidence/flight to quality.  It could not, 
therefore, be the cause of investors loss of confidence/flight to quality. 
 
How should a liquidity fee be calculated?  


                                                                                                                                            
the board of an investment fund might enforce that obligation by gating the fund, or by imposing a liquidity fee, as described 
above. 
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If the test for imposing a liquidity fee depends on whether redeeming investors are causing a 
material disadvantage to remaining investors, then it follows the fee should be calculated as 
that amount required re-mutualise risk taking.  Therefore: 
• In the case of a CNAV fund, the fee would be the amount required to equalise the mid-


value ('shadow price') of a MMF’s portfolio before and after any redemption, assuming the 
sale of a 'horizontal slice' of the fund’s portfolio to meet the redemption payment. 


• In the case of a VNAV fund, the fee would be the difference between an investor’s actual 
redemption proceeds and the proceeds that would have arisen if the fund had been bid-
priced, and assuming the sale of a horizontal slice of the fund’s portfolio. 


 
A liquidity fee so calculated should also be acceptable to investors, because it can be 
rationalized in terms of investor protection4.  (When we’ve presented the case for a liquidity 
fee in these terms to our investors, they have generally been receptive.)  
 
How would a liquidity fee disincentivise redemptions? 
We believe a liquidity fee imposed in these circumstances and calculated in this manner 
would disincentivise redemptions.  This is helpful because redemptions can otherwise, in a 
self-fulfilling fashion, end up causing redeeming investors to disadvantage remaining 
investors.  Consider the ‘decision pair’ facing an investor in a prime MMF which, during a 
financial crisis, had decided to impose a liquidity fee on redeeming investors in order to 
protect remaining investors.  An investor could either:  
 
• Remain in the prime MMF, in which case the investor would bear the remote chance of a 


loss if one of the fund's assets defaults; or  
• Redeem from the prime MMF, in which case the investor would bear the irrecoverable 


cost of the liquidity fee, and subscribe the net proceeds into a Treasury MMF. 
 
Faced with these options, we believe a risk averse investor would be more likely to remain in 
the prime MMF than to redeem.  Our belief is supported by research in behavioural finance 
which observes that, when having to decide between with two negative choices ('bad 
choices') people tend to prefer possible losses over sure losses, even when the amount of the 
possible loss is significantly higher than the sure loss, i.e. an investor would tend to prefer the 
loss in the event of a default (a possible loss/a gamble) over a liquidity fee (a sure loss). 
 
Consistent with this, and as noted in our earlier paper, there is anecdotal evidence in support 
of the disincentivising effect of a liquidity fee:  
• In November 2007 redemptions were suspended from Florida’s Local Government 


Investment Pool following redemptions from the MMF and a fall in assets from USD27b to 
USD15b. Subsequently the MMF was restructured with the fund split into two with a fixed 
liquidity fee of 2% charged on the fund that was created to hold the less liquid assets.  


• In 2008, liquidity fees were applied to a suite of international enhanced cash funds. The 
funds in question were variably priced enhanced cash money market funds. But, 
accounting differences aside, we understand the funds applied a variable charge based 
on the estimated bid price of the assets. 


 
 
 
 
 
 
 
 
Question 24: How would shareholders react to a minimum balance requirement? Would it 
cause shareholders to transfer their MMF investments to alternative investment products? If 
so, which types of shareholders are most likely to make such transfers and to which products 


                                                 
4 By contrast, a ‘punitive’ liquidity fee (i.e. that imposed a cost on a redeeming investor in excess of the 
amount required to equalise remaining investors) would represent a transfer of capital from redeeming 
to remaining investors.  This would be inequitable, and we do believe investors would be prepared to 
invest in a MMF on that basis. 
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and will such a shift in investment create new systemic risks or economic, competitive, or 
efficiency benefits or harm?  
 
The ‘hold back’ or ‘retention’ reform proposal is designed to disincentivise investors from 
redeeming from MMFs during a period of market stress or heightened idiosyncratic risk on a 
specific fund. It is proposed that investors should be ‘calmed’ by holding-back, say, 3% of 
redemption proceeds within the fund for a period of 30 days.  Once the 30 days have elapsed, 
the held-back amount should be paid to the redeeming investor, less any losses due to credit 
events that may have occurred during the period.  This is intended to have two 
consequences: 
 
We have a number of reservations about this proposal. 
 
Regarding the redemption criteria, we do not think hold-back would meaningfully 
disincentivise redemptions.  Consider the position of an investor who has concerns about the 
portfolio of a MMF: 
 


• If he redeems from the fund, then 3% of his redemption remains invested in the 
portfolio, whereas 97% can be invested in liquid treasuries; 


• If he remains in the fund, then 100% of his investment remains invested in the 
portfolio, all of which may become illiquid in the event the fund suffers mass 
redemptions following a credit event. 


 
Faced with these options, we suspect the investor would choose to redeem. 
 
Regarding the risk ownership criteria, we acknowledge that hold-back clearly assigns 
downside risk to the investor.  (One could conceive of hold-back as a form of capital provided 
by redeeming shareholders.) 
 
Regarding the viability criteria, we believe hold-back would fundamentally compromise the 
utility of MMFs to institutional investors.  Specifically, hold-back would significantly complicate 
cash-flow forecasting, which is an essential requirement of corporate treasury.  We have not 
surveyed our investors on this point, but could do so if required. 
 
Question 25: What are the benefits of using bid price for valuing the funds? Are there other 
options (such as anti-dilution levy) which could be explored to reduce shareholders’ incentive 
to redeem?  
 
We concur with IMMFA’s response to the question. 
 
Question 26: What are the benefits and drawbacks of allowing redemptions-in-kind? Are 
there practical impediments to implementing this option (e.g. some portfolio securities cannot 
easily be divided)?  
 
MMF regulation should allow a MMF to meet an investor’s redemption request by distributing 
a pro-rata share of the assets of the fund rather than by returning cash to the investor i.e. a in-
specie redemption. The benefit for the fund is that it is not required to use its immediate 
access liquidity, or to sell its more liquid assets, to meet a large redemption request. Due to 
the potential difficulty for some investors in MMFs to receive a share of the assets in the fund 
a minimum redemption size should be set so that redemptions are only provided in-specie for 
“large” redemptions. However, a MMF should have the ability to process any redemption 
request in-specie if the fund and the shareholder both agree to it and it is in the interest of all 
shareholders. Due to the complexity of operating this mechanism in practice, the Board of 
Directors of the fund (or its equivalent) should be required to maintain a policy on the handling 
of in-specie redemptions.  
 
Question 27: What are the benefits and drawbacks of requiring gates in some 
circumstances? Which situations should trigger gates to be imposed to redeeming investors? 
Would it be enough to permit gates in some jurisdictions? Would there be a risk of regulatory 
arbitrage?  
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Regulation should allow MMFs to limit the total number of shares that a fund is required to 
repurchase on any trading day to 10% of the shares in issue. If enacted, the limitation will be 
applied pro-rata so that all shareholders redeeming on a particular business day realise the 
same proportion of their shares. The balance of shares not repurchased will be carried over to 
the next business until all redemption requests have been met. This mechanism provides an 
extended period in which a fund can manage the redemption requests. In some jurisdictions 
this type of mechanism is allowed by regulation and many MMFs in those jurisdictions have 
language in their prospectus allowing the Board of Directors (or its equivalent) to enact this 
mechanism. 
 
Question 28: Do you agree with the suggestion that the establishment of a private liquidity 
facility faces challenges that make the option unworkable or do you see ways to circumvent 
these challenges?  
 
We concur with IMMFA’s response to the question. 
 
Question 29: What are the main benefits and drawbacks of the provisions included in current 
regimes referring to external CRA ratings? Are there alternatives to credit ratings that 
reasonably can be substituted?  
 
We concur with IMMFA’s response to the question. 
 
Question 30: What are the benefits of MMF ratings? Should a greater differentiation between 
MMF ratings be encouraged? To what extent are investors restricted in their investments to 
‘Triple-A’ rated funds? What alternatives could there be (e.g. from other third parties)? What 
initiatives could be proposed to educate investors about MMF ratings?  
 
The use of MMF ratings has grown significantly over the last 15 years as fund sponsors and 
CRAs have promoted the benefits of a MMF rating. The level of adoption has been most 
significant in markets where a regulatory definition of a MMF did not exist. For example, MMF 
ratings have been of particular benefit to investors in the EU where, until recently, there was 
no pan-European regulatory definition of a MMF, and investors had to rely on national 
definitions which often imposed relatively weak constraints on credit, market or liquidity risk.  
That’s why, when IMMFA was founded in 1990, its Code of Practice required Member funds 
to be rated, i.e. in an effort to build investor confidence in the product.  (France is an 
exception to this rule: its MMF sector has long been carefully defined by the AMF, and the 
product widely used.  It never required fund ratings to establish investor confidence.) 
   
Investors value MMF ratings as they provide additional risk constraints and oversight by the 
CRAs. This is understandable in an environment where any regulatory oversight is deemed 
insufficient and/or there is limited transparency to investors of the assets held by MMFs. Both 
these issues have been addressed post the crisis and, arguably, the need for a MMF rating 
has been significantly reduced. We have had discussions on this subject with a number of 
investors in our MMFs who have confirmed that robust regulation and heightened 
transparency create a credible alternative to a MMF rating. 
 
Whilst there are some benefits to MMFs being rated, there are also significant systemic risks: 
 
Firstly, with the banking sector long-term ratings predominately in the single-A rating 
category, the probability of a MMF rating being placed on review for downgrade or 
downgraded has increased significantly. As many investors’ treasury policies stipulate a MMF 
must be triple-A rated, we are concerned that downgrade action by a CRA will lead to 
significant redemption activity. Indeed, a UK domiciled MMF complex whose MMF ratings 
were recently placed on review for downgrade by Fitch Ratings experienced redemptions of 
almost 50% of the assets under management of its sterling MMF within the space of one 
week. In this instance the fund manager was able to meet the redemptions. If this had not 
been possible, or the downgrade had impacted a larger number of funds, or one of the larger 
fund complexes, the impact on the money markets could have been systemic. 
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Secondly, and as a consequence of the above, there is enormous pressure on MMFs to 
maintain their ratings. Those ratings depend on MMFs satisfying CRAs’ ratings criteria, which 
manage credit risk with reference to the ratings of the funds’ underlying issuers. If an issuer is 
put on ratings watch or downgraded, then it may not longer be an eligible investment for a 
rated MMF, notwithstanding the fund’s own assessment of credit worthiness. This is 
significant: issuer ratings are supposed to be mere opinions; but if CRAs rate both funds and 
issuers, then they change from being opinions to being soft forms of regulation. Indeed, as 
pressure is brought to bear on CRAs to behave ‘consistently’, they have less latitude even to 
permit rated downgraded assets from rolling-off, and instead require MMFs to make forced 
sales in order to maintain the fund rating. 
 
Thirdly, there is a lack of understanding amongst investors on MMF ratings. Investors appear 
to assume that the ratings of different CRAs are interchangeable, whereas in fact they are 
increasingly diverse. Broadly speaking, Standard & Poor’s rating relates to credit risk; 
Moody’s to credit and liquidity risk; and Fitch’s to credit and liquidity risk, and to an 
assessment of the likelihood of sponsor support. Investors also appear to assume the highest 
MMF ratings can be ‘read across’ to a long-term triple-A rating.  That is understandable given 
the symbology the CRAs have used: AAAm in the case of Standard & Poor’s; Aaa-mf in the 
case of Moody’s; and AAAmmf in the case of Fitch.  The suffix (m, mf, mmf) is intended to 
distinguish the rating as a MMF rating, and not a long term rating, but that subtlety seems to 
be lost of most investors who instead prefer to focus on the prefix (AAA). This lack of 
knowledge creates a systemic risk as MMF investors may not understand the risk of the 
investment they are making. 
 
The broadening and strengthening of regulation of MMFs and increased transparency to 
investors on the investments made by MMFs reduces the need for a fund rating. Coupled with 
the significant risks created by MMFs being rated, we propose that MMFs are prohibited from 
being rated. This will require a period of time before implementation to allow investors in 
MMFs to update their treasury policies and for fund sponsors to provide additional 
transparency to investors to provide a credible alternative to a MMF rating.  
 
Question 31: In addition to the options explored in the four sections above, do you see other 
areas to consider which could contribute to reinforcing the robustness of MMFs?  
 
We concur with IMMFA’s response to the question. 
 
Question 32: Do differences between jurisdictions require different policy approaches or 
would a global solution be preferable, notably to ensure a global level playing field? 
 
We concur with IMMFA’s response to the question. 
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Monday 28 May 2012 
 
 
Dear Mr Ben Salem 
 
Public Comment on Money Market Fund Systemic Risk Analysis and Reform Options  
 
Please find below the response of the Institutional Money Market Fund Association (IMMFA) to the 
report ‘Money Market Systemic Risk Analysis and Reform Options’ (the Report). 
 
IMMFA represents managers of EU-domiciled, constant net asset value (CNAV) MMFs that meet 
ESMA’s definition of a ‘short-term money market fund’.  Therefore, all references in our response to a 
MMF, are references to a short-term money market fund.  IMMFA’s Members are bound by a Code of 
Practice (which can be found on our website) whose objective is to protect investors by imposing 
high and consistent standards on IMMFA funds.  
 
In summary: 
 
MMFs provide a simple but valuable intermediation service between lenders and borrowers in the 
short-term debt markets.  They are used, in particular, by institutional investors whose cash assets 
are generally in excess of the amount guaranteed by deposit insurance schemes.  To that extent, 
investors are exposed to credit risk when they make deposits, and manage that risk by diversifying 
deposits between creditworthy banks.  But there are constraints on the level of diversification that 
investors can achieve on their own, in particular because they don’t have the expertise to assess 
creditworthiness across a large number of issuers.  Therefore they use MMFs which – like other 
collective investment schemes – can provide higher levels of diversification than investors could 
achieve individually, and can employ specialist credit analysts through economies of scale.  
 
Prime MMFs invest substantially all of their assets in high-quality, low duration fixed income 
instruments issued by banks, businesses and governments.  In September 2008, a series of headline 
events undermined investor confidence in the solvency of the global banking system.  That caused 
some US investors to switch their investment from prime MMFs to treasury and government MMFs 
(which invest in US Treasury Bills and other government agency securities): a classic ‘flight to 
quality’. 
 
US MMF investors were not the only party to lose confidence in the global banking system: banks lost 
confidence in one another!  Consequently, the interbank market and secondary market for money 
market instruments essentially closed, which made it increasingly difficult for MMFs to sell assets to 
raise cash to make redemption payments.  The flight came to an end when the US Treasury 
Temporary Guarantee Programme effectively made prime MMFs ‘as good as’ treasury MMFs and 
made further switching unnecessary. 
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Non-US investors didn’t react so strongly, and therefore redemptions from non-US MMFs were less 
severe. 
 
Nevertheless, generalising the experience of US MMFs in 2008: a loss of confidence in the banking 
system may cause some investors to ‘fly to quality’, including by switching their investments from 
prime to treasury MMFs.  The only credible way of stopping that flight to quality is to restore 
confidence in the banking system, and quickly.  In the intervening period and in the absence of a 
functioning secondary market, the primary objective of MMF reform should be to ensure that funds 
have sufficient natural liquidity to meet redemption payments. 
 
Therefore, we recommend that: 
• IOSCO should specify minimum liquidity requirements for MMFs, in order to be able to make 


redemption payments without relying on secondary market liquidity.  Those requirements need to 
be proportionate to the role of MMFs in providing short term funding to the banks, companies 
and governments.  The Securities and Exchange Commission (SEC) has struck a sensible balance 
by requiring US MMFs to hold at least 10% of their assets in overnight cash, and 30% in assets 
that mature within one week. 


• IOSCO should require MMFs to know their clients, in order to enable them to monitor 
subscription/redemption cycles and manage risks arising from shareholder concentration.  Such 
measures may need to be accompanied by requirements on intermediaries to disclose the 
identity of underlying investors to MMFs. 


 
We believe those reforms represent an appropriate and sufficient response to the events of 2008. 
 
Some regulators have taken the narrative further.  They have observed that, insofar as a loss of 
confidence in the banking system may cause a switch from prime to treasury MMFs, then the funding 
provided by prime funds to the banking system would necessarily decrease; but in those 
circumstances, reduced funding would further undermine confidence in the banking system.  
Therefore, they recommend that MMF reform should not merely focus on ensuring that funds have 
sufficient liquidity to meet redemption payments, but also should actively disincentivise investors 
from redeeming. 
 
We have strong misgivings about this proposal.  Investors are entitled to redeem from a MMF if they 
have legitimate concerns about the creditworthiness of one of its underlying issuers; and a MMF is 
similarly entitled to withdraw funding from an underlying issuer if that would otherwise frustrate its 
investment objective (‘security of capital and daily liquidity’).  If MMFs are reformed in a manner that 
interferes with those entitlements, then investors are likely to seek an alternative wrapper. 
 
Nevertheless, in the interest of engaging regulators, we have assessed the effectiveness of various 
reform proposals in disincentivising redemptions and we cautiously recommend that IOSCO should 
further investigate the viability and consequences of empowering MMF boards to impose a trigger-
based liquidity fee on redemptions. 
 
Some comments on shadow banking, and the comparison of MMFs with bank deposits: 
 
The description of MMFs as ‘bank deposit like’ is a metaphor.  We believe a metaphor is an 
inadequate foundation on which to construct regulation.  What’s more, this particular metaphor is 
unsustainable given the profound differences between banks and MMFs, notably in relation to 
leverage. 
 
The comparison of MMFs with banks has caused regulators to fixate on fund pricing, and propose 
that MMFs would be less ‘bank deposit like’ if constant net asset value (CNAV) funds were forced to 
adopt a variable net asset value (VNAV).  As described in detail below, we believe that changing the 
pricing mechanism of MMFs would neither disincentivise investor redemptions, nor better enable 
MMFs to meet such redemptions as arise without relying on secondary money markets.  It would 
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merely undermine their utility to a large number of investors (as described in response to question 
twelve).  We therefore recommend IOSCO should reject this proposal. 
 
Finally, we would like to commend IOSCO on the thoroughness of its consultation.  However: 
• We do not believe a four week consultation gives sufficient time to fully answer all of the 


questions arising, and therefore request a further consultation on its final recommendations to 
the Financial Stability Board (FSB); 


• We are concerned that prominent members of the FSB appear to have pre-judged the outcome 
of IOSCO’s consultation, and therefore intend to seek reassurance from the FSB on its 
governance arrangements and the evidential basis of its policy making. 


 
Yours sincerely 
 
 
 
 
Travis Barker 
Chairman 
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SYSTEMIC RISK ANALYSIS 
 
 
QUESTION ONE 
Do you agree with the proposed definition of money market funds?  Does this 
definition delimit an appropriate scope of funds to be potentially subject to the 
regulatory reform that the FSB could require to be put in place, with an objective 
to avoid circumvention and regulatory arbitrage? 
 
The Report defines a MMF as “an investment fund that has the objective to provide investors 
with preservation of capital and daily liquidity, and that seeks to achieve that objective by 
investing in a diversified portfolio of high-quality, low duration fixed-income instruments.” 
 
We agree with this definition, since it is consistent with the way institutional investors use 
MMFs, i.e. to manage credit risk through diversification.  Specifically, the cash assets of 
institutional investors are in excess of the amount guaranteed by deposit insurance schemes.  
To that extent, investors are exposed to credit risk when they make deposits, which they 
manage by diversifying their deposits between creditworthy banks.  For example, company 
treasury departments typically maintain a ‘treasury policy’ which specifies an approved panel 
of banks and associated counterparty exposure limits.  But there are constraints on the level 
of diversification that investors can achieve on their own, in particular because they don’t 
have sufficient expertise to assess issuer credit worthiness.  Therefore, investors use MMFs as 
a means of ‘outsourcing’ credit analysis1 and achieving diversification.  
 
However, the definition focuses on investment funds and ignores other wrappers which 
investors can use to achieve the same economic exposure as a MMF (for example unit linked 
contracts of insurance, bank-issued certificates and unregulated schemes).  If burdensome 
reform proposals were focussed exclusively on investment funds, then investors would 
reallocate to those other wrappers.  This is a recurring issue in the regulation and taxation of 
investment funds relative to other wrappers, and is unlikely to be resolved in the context of 
MMF reform.  In order to mitigate the issue, MMF reform proposals should not create an 
unlevel playing field by being too burdensome.  
 
 
QUESTION TWO 
Do you agree with the description of money market funds’ susceptibility to runs?  
What do you see as the main reasons for this susceptibility? 
 
The Report says that MMFs are vulnerable to runs because each shareholder has an incentive 
to redeem their shares before others when there is a perception that the fund might suffer a 
loss.  That incentive has been described elsewhere as providing investors with a ‘first mover 
advantage’. 
 
It is arithmetically true that: 
• Redemptions from a CNAV fund may concentrate losses amongst remaining investors; 
• Redemptions from a mid-priced VNAV fund may concentrate losses amongst remaining 


investors (hence the proposal that VNAV funds should switch to bid-pricing in extremis, 
see question twenty five); 


• Redemptions from any MMF (or, for that matter, any equity or bond fund or other 
wrapper that enables collective investment) may concentrate less liquid assets amongst 
remaining investors. 


 


                                           
1 Since the financial crisis investors have shown greater interest in understanding the credit analysis processes 
employed by MMFs, who, in turn, have sought to distinguish themselves from one another by the quality of their 
process.  We would be happy to provide IOSCO with marketing materials from a sample of sponsors, describing their 
credit analysis processes. 
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These various ‘first mover advantages’ have been a feature of MMFs for some forty years; 
during that period MMFs have only suffered one ‘run’ in 2008; therefore it follows that the 
first mover advantage cannot be a sufficient explanation for that run.  Something else must 
have occurred in 2008 to cause investors to redeem from US 2a-7 prime funds.  And it is not 
especially difficult to identify what that ‘something else’ may have been… 
 
In September 2008 a series of headline events (e.g. relating to Fannie Mae and Freddie Mac, 
Merrill Lynch, American International Group, Washington Mutual Group, Bank of Ireland, 
Allied Irish Bank, Lloyds etc) caused investors to lose confidence in the solvency of the global 
financial system, and the banking system in particular.  ‘Prime’ MMFs invest substantially all 
of their assets in deposits and securities issued by banks and other short-term issuers.  US 
institutional investors therefore redeemed because they were worried about losses that prime 
MMFs might be exposed to, i.e. they redeemed from US prime MMFs because they no longer 
believed a diversified investment in the financial system was an effective way of managing 
credit risk.  The majority of their redemption proceeds were used to subscribe to US Treasury 
MMFs (which invest in US Treasury bills).  In other words, and contrary to much commentary, 
there wasn’t a ‘run’ from US MMFs per se: rather investors sought to avoid losses by 
‘switching’ their exposure from the banking system to the US government: a classic ‘flight to 
quality’.  The flight came to an end when the US Treasury’s Temporary Guarantee 
Programme effectively made prime MMFs ‘as good as’ treasury MMFs and made further 
switching unnecessary: 
 
 
 
 
 
 
 
 


 
 


 


can be seen from 
the graph above 
 


 
 


 
 
 


Source: iMoneyNet 
 
 
(Why did investors redeem from prime MMFs in greater numbers in the USA than elsewhere?  
In 2008 and subsequently, the US financial and mainstream media regularly reported stories 
about MMFs – presumably because the high level of retail investment makes them 
‘newsworthy’.  However, outside of the USA, MMFs remain a niche product and receive little 
coverage, even in the financial media.   Perhaps widespread reporting on MMFs in the USA in 
2008 perpetuated investors’ anxiety about possible losses in prime MMFs?) 
 
Looked at in this way, a MMF is no different to any other investment fund, i.e. likely to 
experience redemptions if investors believe it may not meet its investment objective.  
Specifically, since the investment objective of a MMF is to “provide investors with 
preservation of capital and daily liquidity…”, and since investors feared that prime MMFs 
might not be able to meet that objective in 2008, it is unsurprising that a significant number 
decided to redeem. 
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This is surely a more plausible explanation of investor redemptions than the ‘first mover 
advantage’, i.e. during a financial crisis it is plausible to suggest that investors will ‘fly to 
quality’, and implausible to suggest that they will pause to consider the pricing and liquidity 
structure of MMFs, identify that one investor’s redemption might cause a disadvantage to 
those who remain, and therefore decide to redeem themselves.  The reaction provoked by a 
crisis is panic/flight to quality, not careful calculation of the second-round consequences of 
other people’s behaviour.  Similarly, people run from burning buildings to avoid being burnt, 
not because they calculate the first person to the exit enjoys a ‘first evacuator advantage’. 
 
In summary: a loss of confidence in the banking system may cause a ‘flight to quality’ by 
some investors, including switching between prime and Treasury MMFs.  The only credible 
way of stopping that flight to quality is to restore confidence in the banking system, and 
quickly.  Therefore, in the intervening period and in the absence of a functioning secondary 
market, the main objective of MMF reform should be to ensure that funds have sufficient 
natural liquidity to meet redemption payments, otherwise there is a risk that MMFs would be 
forced to gate, which would transmit the crisis into the real economy. 
 
 
QUESTION THREE 
Do you agree with the description of the role of money market funds in short-term 
money markets?  To what extent this role may create risks for short-term funding 
markets and their participants? Are there changes to be taken into account since 
the 2007-2008 experience?  What are the interdependencies between banks and 
MMFs and the risks that are associated? 
 
We agree that MMFs are important providers of short-term funding to financial institutions, 
businesses, non-profits and governments.  Therefore, if a loss of confidence in the banking 
system causes investors to redeem from prime MMFs, then this will result in a withdrawal of 
short term funding, with serious macroeconomic consequences. 
 
However, it is important to contextualise this observation: 
 
First, institutional investors were not the only party to lose confidence in the banking system 
in 2008: far more significantly, banks lost confidence in one another (and before investors 
started to redeem from MMFs)!  Consequently, the interbank market closed, which was a 
substantial cause of the funding crisis they experienced, and their forced reliance on 
emergency liquidity support from central banks. 
 
Second, in a ‘world without MMFs’, institutional investors would behave in essentially the 
same way, i.e. the would manage credit risk by switching their credit exposure, albeit by 
switching from direct deposits to direct holdings of Treasuries.  (Please note that institutional 
investors are not ‘flighty’ depositors, per se.  Their behaviour is a rational reaction to bank 
regulation, in particular to the fact that their deposits are largely uninsured.)  
 
Third, a number of reforms have already been made to bank regulation which reduces their 
reliance on short-term funding from institutional investors (including MMFs).  Specifically, the 
new liquidity rules contained in the Basel accord discount funding from institutional investors 
towards a bank’s liquidity requirement.  In a recent speech2 Paul Tucker, Deputy Governor of 
the Bank of England, has gone even further and suggested there should be a cap on the 
proportion of funding banks can accept from institutional investors. 
 
(We would like to sound a note of caution here: in their efforts to strengthen the balance 
sheets of banks and restore credibility to bank regulation, these reforms are merely passing 
risk from the financial system into the real economy.  As the rate environment improves, 
these reforms are likely to impose significant costs on institutional investors – in particular, 


                                           
2 “Shadow banking – thoughts for a possible policy agenda”, Paul Volker, 27 April 2012, www.bis.org  



http://www.bis.org/
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corporate treasurers - in the form of reduced interest rates.  If those interest rates are lower 
than inflation, which seems likely, then institutional investors face a future in which they are 
exposed to negative real interest rates, i.e. the gradual erosion of the principal value of their 
cash.  One can imagine them responding in a number of ways: 
• Companies may try to manage their operations with minimal cash balances, in order to 


avoid the cost of carry and notwithstanding the potential liquidity risks; 
• Companies may creep out along the yield curve in the search for yield, and 


notwithstanding the potential liquidity and credit risks; 
• Companies may seek to generate returns on cash outside of the banking system, for 


example by lending to one another through commercial paper markets. 
 
In any event, we are concerned that bank regulators have paid little regard to the impact 
their reforms may have on the real economy.  It is unsatisfactory that a crisis which arose 
because of excess lending to the property and government sectors and inadequate regulatory 
and monetary oversight has prompted reforms which impose costs on the real economy!) 
 
In summary, and notwithstanding the above: a loss of confidence in the banking system is 
likely to cause redemptions from prime MMFs, and such redemptions will necessarily reduce 
the level of funding MMFs can provide to banks and other issuers.  Therefore, some 
commentators believe an objective of MMF reform should be to reduce the likelihood of 
redemptions during a financial crisis by making structural changes that either provide 
investors with an incentive to remain in MMFs, or impose a disincentive to redeem. 
 
We have strong misgivings about this objective. 
 
We recognise the interest banks and their regulators have in maintaining a deposit base 
during a financial crisis.  But we also recognise the interest depositors have in avoiding 
losses!  After all, a bank’s losses are rarely the fault of its depositors, but rather: its 
shareholders may have received an excess reward relative to the amount capital subscribed; 
its management may have received an excess reward at the expense of its solvency; or it 
may have been allowed to hold insufficient capital relative to its risks.  Surely, investors are 
entitled to redeem from a MMF if they have legitimate concerns about the creditworthiness of 
one of its underlying issuers; and a MMF is similarly entitled to withdraw funding from an 
underlying issuer if that would otherwise frustrate its investment objective (‘security of capital 
and daily liquidity’).  To that extent, it would be inappropriate for regulation to penalize 
rational behaviour by disincentivising redemptions.  
 
However, we do recognise that high levels of redemptions from a MMF during a financial 
crisis can, in a self-fulfilling fashion and in extremis, cause redeeming investors to 
disadvantage remaining investors.  Therefore, in our answers to questions twelve to thirty 
two, we analyse the likely effectiveness of structural reforms in disincentivising redemptions.  
However, we believe regulators need to exercise great caution for fear of falling on the wrong 
side of the dilemma described above. 
 
 
QUESTION FOUR 
What is the importance of sponsor support for MMFs?  What is the respective 
percentage of bank versus non-bank sponsors in the MMF industry?  Are there 
differences among MMFs depending on their sponsors?  What are the potential 
systemic risks of support or protection against losses provided by sponsors? 
 
The risks and rewards of an investment in a MMF belong to its investors, and are described in 
its prospectus.  There is no legal basis for investors to expect to be able to transfer downside 
risk to the fund sponsor (except in cases of gross negligence). 
 
Notwithstanding the above, on rare occasions the sponsors of both CNAV and VNAV funds 
have voluntarily provided support to their funds.  These are strictly commercial decisions: 
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sponsors have provided support if the expected benefits (in terms of retained business) 
outweighed the expected costs. It is rational for sponsors to support their funds in this way, 
just as it is rational for trading companies to tolerate occasional loss making periods in 
anticipation of a return to profit.  
 
However, we recognise that investors should not be encouraged to expect sponsors to 
support their MMFs.  Such expectations cannot be enforced (because managers are under no 
obligation to support their funds) and consequently might lead investors to misunderstand 
and misprice the risks they are subject to when they invest in a MMF.  Indeed, for this reason 
IMMFA has strongly criticized credit ratings agencies who include an assessment of the 
likeliness of ‘sponsor support’ in their methodology.  
 
We do not believe that the instances of sponsor support that occurred in 2007/8 have caused 
investors to develop an expectation of support.  We note: 
 
First, the fact that investors redeemed from US MMFs in 2008 is prima facie evidence they did 
not expect sponsors to support their funds, i.e. if they had believed support would be 
forthcoming, then they would not have redeemed. 
 
Second, since 2008 investors have required more detailed and frequent disclosure of MMF 
portfolios, precisely because they recognise they own the risks and rewards associated with 
those portfolios and ought to monitor them carefully. 
 
In summary: whilst sponsor support might be welcome, it ought not to foster any 
expectations on the part of investors.  Therefore, an objective of MMF reform should be to 
reinforce the fact that the risks and rewards of an investment in a MMF belong to its 
investors. 
 
 
QUESTION FIVE 
Do you agree with the description of MMF benefits?  Are there other benefits of 
MMFs for investors than those outlines in this presentation?  What are the 
alternatives to MMFs for investors?  How has investor demand for MMFs recently 
evolved?  What would lead investors to move away from MMFs to other financial 
products? 
 
We agree with the description of MMF provided in the Report. 
 
In particular, and as noted above, MMFs are a necessary by-product of bank regulation, i.e. 
since the cash asset of institutional investors are typically in excess of deposit insurance, they 
require MMFs to manage credit risk through diversification.  We believe two things follow 
from this: 
 
First, because MMFs exist to meet a legitimate economic need, any reform should be 
proportionate.  It would not be proportionate to reform MMFs in a manner that made them 
uneconomic, frustrated them from meeting their investment objective, or disadvantaged 
them relative to direct investment. 
 
Second, if MMFs were reformed in a disproportionate manner and, as such, became unusable 
by investors, then we believe either: investors would seek to manage credit risk through 
segregated accounts, other wrappers (unit linked contracts of insurance, participatory notes 
etc) or unregulated schemes; or would alternatively be forced to manage that risk by 
deliberately concentrating their deposits in a few select banks in the belief that they are (or in 
an effort to make them) ‘too big to fail’.  Neither outcome would be satisfactory from a 
systemic perspective.  
 
Therefore, an objective of MMF reform should be to ensure the continued viability of MMFs. 
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QUESTION SIX 
Do you agree with the proposed framework comparing money market funds and 
bank deposits?  Are there other aspects to consider? 
 
MMFs have been compared with banks/bank deposits in two distinct ways: 
 
Shadow  banking 
MMFs have been described as part of a ‘shadow banking system’ which performs ‘bank like’ 
activities without being subject to the rigours of bank regulation. 
 
In particular, the Financial Stability Board (FSB) has described shadow banking as ‘a system 
of credit intermediation that involves entities and activities outside the regular banking 
system, and raises i) systemic concerns, in particular by maturity/liquidity transformation, 
leverage and flawed credit risk transfer, and/or ii) regulatory arbitrage concerns.’  In 
Appendix A we consider how MMFs measure up to that definition, and find that: 
• MMFs do perform liquidity transformation, but subject to tighter controls than are 


imposed on banks (which is sensible, since, unlike banks, they don’t and shouldn’t have 
access to the discount window) and consequently their maturity mismatch is modest; 


• MMFs do not employ leverage as part of their investment strategy; 
• MMFs do not perform credit transference, or credit transformation; and 
• MMFs do not perform regulatory arbitrage. 
 
Deposit-like 
CNAV MMFs have been compared with bank deposits on the grounds that they provide 
investors with a ‘bank like’ return.  For example, Paul Tucker, Deputy Governor of the Bank of 
England, has said3: 
 


“On both sides of the Atlantic, many [MMFs] are so-called Constant Net Asset Value 
(CNAV) funds.  Stripping through the detail, this means that they promise to return to 
savers, on demand, at least as much as they invest. Just like a bank.” 


 
We disagree with the comparison of CNAV funds and bank deposits for three reasons: 
 
First, a MMF (CNAV or otherwise) does not ‘promise’ to return investors at least as much as 
they invest.  Rather, and as defined by IOSCO, a MMF is: “an investment fund that has the 
objective to provide investors with preservation of capital and daily liquidity…”.  Insofar as a 
MMF that achieves that objective, it will necessarily be ‘like’ a bank deposit, since a bank 
deposit also provides preservation of capital and daily liquidity.   But that id a mere tautology.  
 
Second, the comparison of a MMF with a bank deposit is highly selective.  In pursuit of its 
investment objective, a MMF invests in high quality, low duration fixed income instruments, 
notably deposits, commercial paper and short dated government securities.  Those 
investments overwhelmingly redeem at par and exhibit minimal mark-to-market movements 
in the interim: so, why stop at describing MMFs as ‘bank deposit like’ and not also 
‘government security like’ and ‘commercial paper like’?  The point, of course, is that return of 
an investment fund is inevitably ‘like’ the return of the assets that it invests in.  A MMF 
invests in bank deposits, government securities and commercial paper because they are most 
likely to deliver its investment objective.  That means a MMF is ‘like’ bank deposits, 
government securities and commercial paper, in the same way that an Indian equity fund is 
‘like’ Indian equities, or an emerging market debt fund is ‘like’ emerging market debt. 
 


                                           
3 “Shadow Banking, Financing Markets and Financial Stability”, Paul Tucker, 21 January 2010, 
www.bankofengland.co.uk  



http://www.bankofengland.co.uk/
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Third, and more importantly, the comparison of a MMF with a bank deposit has led to illogical 
policy recommendations.  Specifically, some regulators have recommended that MMFs should 
adopt a variable NAV since that would make less ‘bank deposit like’.  For example, Mr Tucker 
has said4: 
 


“Echoing the concerns that Paul Volcker is reported to have expressed at internal Federal 
Reserve meetings around thirty years ago, the Bank of England believes that Constant-
NAV money funds should not exist in their current form. They should become either 
regulated banks or, alternatively, Variable NAV funds that do not offer instant liquidity.” 


 
Setting aside for now whether there is a substantive difference between CNAV and VNAV 
funds (which we discuss in our answer to question seven) it is unclear to us why regulators 
suppose such price fluctuations would mitigate any of the substantive risks described in 
questions two, three and four.  Specifically: investors would still be likely to redeem from a 
VNAV fund if they lost confidence in its assets; such redemptions would cause short-term 
funding to be withdrawn from financial institutions, businesses and governments; and 
sponsors would still seek to support VNAV funds if they considered it profitable to do so (for 
example, we understand enhanced VNAV funds received significant sponsor support in 
2007/8). 
 
Therefore, on both of the accounts described above, we disagree with the comparison of 
MMFs and bank deposits. 
 
 
QUESTION SEVEN 
Are there other similarities or differences between CNAV and VNAV funds which 
would be useful for the analysis?  Is there evidence (based on representative 
samples) showing differences in the fluctuation of the funds’ NAV depending on 
their model?  What is the extent of the use of amortised cost accounting by VNAV 
funds?  Has this practice evolved over time? 
 
As described above, the comparison of MMFs with bank deposits has caused the reform 
debate to fixate on fund pricing, and a simplistic narrative: 
• CNAV = deposit like = bad 
• VNAV = not deposit like = good 
 
We believe that narrative is incorrect (see our answer to questions six and twelve); has 
distracted attention from more serious reform options (see our answer to questions twenty 
one, twenty two and twenty three); and has distorted industry engagement with the reform 
debate (i.e. by incentivising participants to identify with ‘good’ VNAV funds). 
 
We therefore appreciate IOSCO’s efforts to step back from this narrative, and look at the 
substantive differences and similarities between CNAV and VNAV funds.  
 
The expressions CNAV and VNAV are somewhat misleading, and very poorly understood.  
CNAV is often supposed to refer to a MMF that makes a promise or commitment to provide 
security of capital, whereas VNAV is often supposed to refer to a MMF whose share price 
regularly fluctuates in proportion to the market value of its underlying portfolio.  Neither 
supposition is correct. 
 
Appendix B provides a detailed description of the pricing mechanism of CNAV and VNAV 
funds which meet the European definition of a ‘short term money market fund’.  We show 
that CNAV and VNAV funds have much more in common than is often thought.  Both use 
amortised accounting to estimate market prices, although subject to different constraints.  


                                           
4 “Shadow Banking, Financing Markets and Financial Stability”, Paul Tucker, 21 January 2010, 
www.bankofengland.co.uk  



http://www.bankofengland.co.uk/
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And both can offer accumulating and distributing shares, which impact the constancy or 
variability of investment returns to investors. 
 
To evidence this point, and since the most developed market for VNAV funds is in France, we 
have looked at the share prices of six of the largest French VNAV ‘monétaire’ funds (as at 
June 2007) over a ten year period (from January 1999 to September 2009).  Since these 
funds only offer accumulating shares, we assessed the variability of their share price by 
looking at their daily yields: a negative yield implies that the day’s accumulation of income 
was more than offset by a mark-to-market loss.  We estimated the daily yield by comparing 
the accumulated share price from one day to the next, and making adjustments for 
accumulations over weekends and Bank Holidays. 
 
In the case of five of those six funds, at no point during the ten-year period did they post a 
negative yield, i.e. daily mark-to-market losses were never substantial enough to cause the 
price of the funds to fall.  This includes the period between September and November 2008 
illustrated below, when markets were significantly dislocated.  This is a surprising finding - 
one might have expected these funds to have experienced significant mark-to-market losses 
in this period, which would have manifested as a negative yield in the graph below (whereas, 
in fact, the yield never fell below circa 2.8%).  In other words, from an investor’s perspective, 
these funds behaved much the same as if they were CNAV, albeit their yields were 
presumably more volatile. 
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Source: HSBC 
 
We concede that our analysis of the share price of the six largest French monétaire funds 
might not be regarded as a representative sample.  Unfortunately, we have been unable to 
source a larger data set.  It would be helpful if the daily share price movements of, say, the 
largest thirty monétaire funds could be made available over a ten year period to date. 
 
Pending that data, and in support of our analysis, we understand that investors typically 
disclose their holdings of French VNAV monétaire fund as ‘cash and cash equivalent’, which 
IAS7 defines as:   
 


“Cash and cash equivalents comprise cash on hand and demand deposits, together with 
short-term, highly liquid investments that are readily convertible to a known amount of 
cash, and that are subject to an insignificant risk of changes in value.” [Emphasis 
added] 
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This is not intended to imply any criticism of the pricing mechanism of French VNAV funds: 
rather, it is simply intended to illustrate that the distinction between CNAV and VNAV funds is 
often overstated.  That ought to come as no surprise.  As described above, institutional 
investors are exposed to credit risk and use MMFs to manage that risk through diversification.  
Therefore, it is natural that the investment objective of a MMF should be to provide security 
of capital and high levels of liquidity, and consequently the return of a VNAV fund should be 
similar to that of a CNAV fund; if it weren’t, then the fund wouldn’t be much use to investors! 
 
What is the maximum price volatility that a MMF could exhibit? 
 
The shadow price of a CNAV fund is a good indicator, since it is calculated on the assumption 
that a fund: 
• Does not use amortised cost accounting for any securities;  
• Does not use interest rate swaps;  
• Prices its shares to a large number of decimal places; and 
• Distributes its net income. 
 
Research by the ICI5 shows that the average shadow price of US prime MMFs between 2000 
and April 2010 was 0.999977 (i.e. an average variation from the CNAV of 0.23bps). 
 
During that period, the highest average shadow price was 1.0020 (i.e. +20bps variation from 
the CNAV) and the lowest average shadow price was 0.999980 (i.e. -20bps variation from the 
CNAV). 
 
In 2010 rule 2a-7 was amended and now requires fund to hold at least 10%/30% of their 
portfolio in investments maturing overnight/within one week: to that extent, future shadow 
prices are likely to be even less volatile. 
 
 
 


 
 


 
 
 
 


 


 
 
 


 
 


 
Source: ICI 


 
 
 
 
 
 


                                           
5 “Pricing of U.S. Money Market Funds”, ICI, January 2011, www.ici.org.  The ICI collected weekly data on shadow 
prices from a sample of 53 taxable money market funds.  In April 2010, those funds accounted for 11 percent of the 
number and 27 percent of the assets of all taxable money market funds, about the same percentages as in August 
2008.  



http://www.ici.org/
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QUESTION EIGHT 
What is the importance of ratings in the MMF industry?  What is the impact of the 
monitoring function of credit rating agencies for MMFs?  What are the potential 
systemic risks associated with ratings in the MMF industry? 
 
Investors value MMF ratings for a number of reasons: 
 
First, rated MMFs are subject to additional risk constraints.  That has been of particular 
benefit to investors in the EU where, until recently, there was no pan-European regulatory 
definition of a MMF, and investors had to rely on national definitions which often imposed 
relatively weak constraints on credit, market or liquidity risk.  That’s why, when IMMFA was 
founded in 2000, its Code of Practice required Member funds to be rated, i.e. in an effort to 
build investor confidence in the product.  (France is an exception to this rule: its MMF sector 
has long been carefully defined by the AMF, and the product widely used.  It never required 
fund ratings to establish investor confidence.) 
 
Second, rated MMFs are subject to additional oversight by the CRAs. 
 
Third, some investors are themselves rated and, as a consequence, are only allowed to invest 
in co-rated products.  For example, securitisations often invest in MMFs as cash collateral; but 
if a securitisation is rated, then it is usually only permitted to invest in MMFs that are also 
rated by the same CRA. 
 
Notwithstanding the fact that investors value MMF ratings, we acknowledge three risks: 
 
First, we believe MMF ratings remain poorly understood.  Investors appear to assume that 
the ratings of different agencies are interchangeable, whereas in fact they are increasingly 
diverse.  Broadly speaking, Standard & Poor’s rating relates to credit risk; Moody’s to credit 
and liquidity risk; and Fitch’s to credit and liquidity risk, and to an assessment of the 
likelihood of sponsor support.  Investors also appear to assume the highest MMF ratings can 
be ‘read across’ to a long-term triple-A rating.  That is understandable given the symbology 
the CRAs have used: AAAm in the case of Standard & Poor’s; Aaa-mf in the case of Moody’s; 
and AAAmmf in the case of Fitch.  The suffix (m, mf, mmf) is intended to distinguish the 
rating as a MMF rating, and not a long term rating, but that subtlety seems to be lost of most 
investors who instead prefer to focus on the prefix (AAA).  IMMFA and the CRAs have sought 
to address these issues by educating investors about differences in ratings methodology and 
symbology.  
 
Second, many investors’ treasury policies specify that a MMF must be rated.  Therefore, if 
funds are put on ratings watch or downgraded, it can precipitate significant redemptions.  For 
example, between 8th-22nd December 2011 Fitch Ratings placed three of Prime Rate Capital 
Management’s (PCRM) MMFs on Rating Watch Negative (RWN).  During that period PCRM’s 
funds experienced very significant redemptions: 50%, in the case of its Sterling fund6. 
 
Third, and as a consequence of the above, there is enormous pressure on MMFs to maintain 
their ratings.  Those ratings depend on MMFs satisfying CRAs’ ratings criteria, which manage 
credit risk with reference to the ratings of the funds’ underlying issuers.  If an issuer is put on 
ratings watch or downgraded, then it may not longer be an eligible investment for a rated 
MMF, notwithstanding the fund’s own assessment of credit worthiness.  This is significant: 
issuer ratings are supposed to be mere opinions; but if CRAs rate both funds and issuers, 
then they change from being opinions to being soft forms of regulation.  Indeed, as pressure 
is brought to bear on CRAs to behave ‘consistently’, they have less latitude even to permit 
rated downgraded assets from rolling-off, and instead require MMFs to make forced sales in 
order to maintain the fund rating. 
 
                                           
6 PCRM’s funds remained fully compliant with ESMA’s definition of a ‘short term money market fund’ throughout the 
period.  This suggests – disappointingly – that investors place greater confidence in fund ratings than in regulation. 
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We expand further on these issues in our answers to questions twenty nine and thirty. 
 
 
QUESTION NINE 
Are existing rules adequately addressing risks regarding the management of 
collateral from money market funds?  What are the risk management processes 
currently in place with regard to repo and securities lending transactions?  Do 
MMFs present unique issues with regard to their use of repo markets or would 
general policy recommendations that the FSB may issue regarding repo markets 
be applicable? 
 
Repurchase agreements are used by MMFs to invest cash for short periods, typically 
overnight.  MMFs have increased their use of repurchase agreements since the credit crisis as 
they prefer the high levels of liquidity provided by these overnight instruments, and to receive 
collateral in return for lending cash rather than placing money on deposit on an unsecured 
basis. 
 
The majority of repurchase agreements executed by MMFs are collateralised with government 
securities.  However, over the past few years some MMFs, particularly US MMFs, have begun 
execute repo collateralised with non-government securities.  Haircuts differ between markets, 
for example: the standard haircut in the US domestic money markets for US government 
collateral and in certain European jurisdictions for US, UK and European government 
collateral is 102%; whereas in the French domestic market there is no over collateralisation 
for repurchase agreements backed by Eurozone government collateral.  As with haircut 
levels, there is no standard settlement process for repurchase agreements.  For example, 
some markets such as the French domestic market for repurchase agreements settlement is 
conducted on a bilateral basis whilst in other European markets and the US market 
settlement is conducted on a tri-party basis using a central clearing agent. 
 
The SEC's Rule 2a-7 includes rules specific to the use of repurchase agreements.  Repurchase 
agreements are an eligible investment for US MMFs with certain provisions.  For example: all 
repurchase agreements maturing beyond 7-days must be included in the funds illiquid 
bucket; repurchase agreements backed by US government collateral can look through to the 
collateral for diversification purposes; repurchase agreements backed by non-government 
collateral must follow standard diversification requirements; and all repurchase agreement 
counterparties must be reviewed for credit quality assessment by the fund. 
 
IMMFA's Code of Practice also includes a number of controls that relate to repurchase 
agreements. These controls refer to the credit quality of the counterparty for any repurchase 
agreement, reference to the nature of the collateral accepted and appropriate haircut levels 
and the maximum tenor of any repurchase agreement before it is considered illiquid.  The 
relevant parts of IMMFA's Code of Practice are listed below.  MMFs that are rated by a CRA 
also have guidelines they are required to adhere to that are specific to repurchase 
agreements: 
 


"IMMFA funds may utilise collateral in repurchase agreements provided the assumed 
internal or explicit short-term rating of repurchase agreement counterparty is at least A1, 
P1 or F1, and the relevant Member has experience of utilising such collateral. A suitable 
haircut should be imposed and consideration should be given to how quickly the collateral 
may be accessed having regard to the applicable framework. 
 
…have more than twenty five percent of net assets invested with a single repurchase 
agreement counterparty, unless that counterparty is either a triple-A rated sovereign, or 
the counterparty is explicitly guaranteed by a triple-A rated sovereign... 
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…have more than five percent of net assets in illiquid securities. Members should 
determine which securities are considered illiquid, but this should include any deposit or 
repurchase agreement with a residual maturity of five business days or more." 


 
ESMA's money market fund definitions have no specific guidelines related to repurchase 
agreements. 
 
With the exception of ESMA's MMF definitions which could benefit from specific guidelines 
related to repurchase agreements, we believe there are sufficient risk controls for IMMFA 
members MMFs. 
 
We do not believe that MMFs present any unique issues regarding their use of the repo 
market and therefore do not require specific consideration as part of the FSB's broader review 
of the repo market.  It is important that the FSB's review of the repo market does recognise 
the existing criteria that certain parts of the MMF industry, including IMMFA member funds, 
are require to follow. 
 
 
QUESTION TEN 
Are the above-mentioned changes in the environment of MMFs relevant factors to 
take into consideration?  What are some of the implications for regulatory 
options?  Are there other aspects to consider? 
 
The Report identifies various environmental changes which should be taken into account 
when contemplating further reform.  We would emphasise the following: 
 
First, and crucially, recent regulatory reforms of MMFs should be taken into account: 
• In the USA, significant amendments to Rule 2a-7 were tested in the summer of 2011 


when US MMFs met, without incident, large volumes of shareholder redemptions during 
periods of significant market turmoil, including the historic downgrade of US government 
debt.  Currently, we understand the majority of the Commissioners of the SEC are of the 
opinion that those reforms should be given time to prove themselves before further 
amendments are made. 


• In the European Union, the ESMA definition of MMFs meets the reform objectives set out 
in the Report on the High Level Group on Financial Supervision (the ‘de Larosière report’); 


• IMMFA has significantly amended its own Code of Practice in 2010.  (Our Code applies to 
EU-domiciled MMFs, and imposes constraints on Members’ funds which are additive to 
the ESMA definition.)  


 
Second, recent regulatory reforms of banks should be taken into account.  As described 
above, the new liquidity rules in Basel III reduce banks’ reliance on short-term institutional 
funding and, in the European Union, certain bond holders may be ‘bailed in’ to future bank 
recapitalisations.  In that case, regulation should also recognise the legitimate need of 
investors to manage credit risk, including through MMFs. 
 
Finally, the current low interest rate environment means there is little capacity to increase 
costs on either MMF investors (who are currently receiving a marginal yield, particularly in the 
case of USD funds) or MMF sponsors (who are currently waiving fees in order to maintain 
that marginal yield). 
 
 
QUESTION ELEVEN 
Do you agree with the systemic risk analysis and the rationale for reform 
presented in this section?  Are there other factors to consider? 
 
We agree with the systemic risk analysis provided by the Report, with two exceptions: 
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First, and as described above, CNAV and VNAV funds provide essentially the same return to 
investors and pose essentially the same risks.  We therefore see no need to distinguish 
between them for regulatory purposes.  If a distinction were made that disadvantaged one 
form of fund relative to the other, then it would give some MMF providers a competitive 
advantage over the other.  Unless very carefully argued and evidenced, such competitive 
advantages would undermine confidence in the regulatory process: in particular it would 
suggest regulators are advancing national commercial interests/agendas rather than a 
substantive regulatory agenda.  (That said, we recognise and appreciate that IOSCO tries to 
strike a balance on the CNAV/VNAV issue.) 
 
Second, and for understandable reasons, the Report tries to keep an open mind on whether 
reform should draw on securities regulation or banking regulation.  We have a clear view this!  
Investors use MMFs to manage and diversify credit risk, not as a substitute for a bank deposit 
- in particular, and as described above, unlike banks MMFs: do not employ leverage; do not 
perform credit transference; and can only perform very limited maturity transformation.  
Reform should therefore draw on securities regulation. 
 
In summary, we believe the Report establishes four clear criteria against which regulatory 
reforms can be assessed, namely: 
 
Liquidity criteria (question two) 
A loss of confidence in the banking system may cause a ‘flight to quality’ by some investors, 
including switching between prime and Treasury MMFs.  The only credible way of stopping 
that flight to quality is to restore confidence in the banking system, and quickly.  Therefore, 
in the intervening period, the primary objective of MMF reform should be to ensure that funds 
have sufficient natural liquidity to meet redemption payments. 
 
Redemptions criteria (question three) 
A loss of confidence in the banking system is likely to cause redemptions from prime MMFs, 
and such redemptions are likely to reduce bank funding.  Therefore, an objective of MMF 
reform should be to reduce the likelihood of redemptions during a financial crisis by making 
structural changes that either provide investors with an incentive to remain in MMFs, or 
impose a disincentive to redeem.  As noted above, we have reservations about this objective 
– regulation ought not to frustrate rational behaviour. 
 
Risk transfer criteria (question four) 
Whilst sponsor support might be welcome, it ought not to foster any expectations on the part 
of investors.  Therefore, an objective of MMF reform should be to reinforce that the risks and 
rewards of an investment in a MMF belong to its investors, and cannot be transferred to a 
third party. 
 
Viability criteria (question five) 
MMFs are a necessary by-product of bank regulation (i.e. they enable institutional investors 
to manage credit risk through diversification) and provide an important source of short-term 
funding to banks, business and governments.  Because MMFs exit to meet a legitimate 
economic need, any reform should be proportionate.  Therefore, an objective of MMF reform 
should be to ensure the continued viability of MMFs. 
 
We recognise those criteria may be in tension with one another, and so reform also has to be 
assessed ‘in the round’. 
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POLICY OPTIONS 
 
 
QUESTION TWELVE 
Do you agree with the benefits of imposing a mandatory move from CNAV to 
VNAV, which would amount to prohibiting the use of amortized cost valuation for 
any securities held by a MMF? Are the challenges identified in the US context valid 
in other jurisdictions currently authorizing CNAV funds? How could these 
challenges be overcome?  
 
Three arguments have been made in favour of mandating a move from CNAV to VNAV7: 
 
First, that VNAV funds do not provide a ‘first mover advantage’ and so are less prone to 
redemptions.  We addressed this argument in our answer to question two. 
 
Second, that VNAV funds are less ‘bank deposit like’ than CNAV funds.  We addressed this 
argument in our answer to question six. 
 
Third, that daily fluctuations in the price of VNAV funds desensitise investors to losses and 
therefore make them loss prone to redeem in a financial crisis.  For example, the President’s 
Working Group has said: 
 


“By making gains and losses a regular occurrence, as they are in other mutual funds, a 
floating NAV could alter investor expectations and make clear that MMFs are not risk-free 
vehicles. Thus, investors might become more accustomed to and tolerant of NAV 
fluctuations and less prone to sudden, destabilizing reactions in the face of even modest 
losses.” 8 


 
We disagree with this argument, for three reasons: 
 
First, and as described in our answer to question seven, research by the ICI shows that, 
between 2000 and April 2010 the average price of a USD prime VNAV fund would have been 
0.999977 (i.e. an average variation from the CNAV of 0.23bps).  During that period, the 
highest average price would have been 1.0020 (i.e. +20bps variation from the CNAV) and the 
lowest average price would have been 0.999980 (i.e. -20bps variation from the CNAV).  We 
fail to see how such tiny variations could desensitize investors to losses of, say, 300bps in the 
case of default by a security that represents 3% of a MMF’s portfolio. 
 
Second, the price of a VNAV fund would decline during a financial crisis (as can be seen from 
the graph included in our answer to question seven).  Investors usually respond to declining 
prices/increasing losses by selling assets, especially if those losses arise in a fund whose 
investment objective is to provide security of capital, and even more especially during a 
financial crisis, which would tend to heighten their loss aversion.  We find it implausible that 
daily fluctuations in the price of a VNAV fund could change such deep seated behavioural 
norms to reverse9. 


                                           
7 Insofar as the objective of ‘mandating a move from CNAV to VNAV’ is to maximise the price volatility of a MMF, it 
would require more than simply prohibiting amortised cost accounting.  In addition it would require: prohibiting of 
the use of interest rate swaps; obliging funds to distribute net income; and obliging funds to price their shares to a 
large number of decimal places. 
8 “Report of the President’s Working Group on Financial Markets: Money Market Fund Reform”, October 2010, 
www.sec.gov  
9 One could make a counter-argument…  CNAV funds are able to ‘absorb’ temporary market-to-market movements of 
up to 50bps without a decline in the price of the fund.  In benign markets that ability is largely irrelevant, because 
mark-to-market prices only move by fractional amounts and are very rarely realised (i.e. assets are overwhelmingly 
held to maturity, and mature at par).  However, in a financial crisis that ability is systemically helpful, insofar as it 
absorbs noisy and pro-cyclical mark-to-market movements. 



http://www.sec.gov/
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Third, we note that enhanced cash funds - which are VNAV - suffered significant redemptions 
in 2007, i.e. they do not support the thesis that investors become desensitised to losses10.  
For example, good statistics are available for French ‘dynamique’ funds, which suffered 
significant redemptions in 2007.  
 
 
 
 
 
 


 
 


 


 
 


 
 
 
 
 
 


Source: Euro Performance 
 
 
Therefore, we believe IOSCO should permit the continued co-existence of CNAV and VNAV 
funds. 
 
Furthermore, we agree with the Report that mandating a move to VNAV would reduce the 
utility of MMFs to many investors, and not just in the United States: 
• Investors domiciled in any country which taxes income differently from capital gains 


would face an additional compliance burden, in having to calculate the small gains or 
losses that may have arisen between the dates of subscription and redemption in a VNAV 
fund.  (It is no accident that investors domiciled in countries which tax income and gains 
differently tend to buy distributing shares in CNAV funds, and investors domiciled in 
countries which do not distinguish between income and gains for taxation purposes tend 
to buy accumulating shares, and may be indifferent between VNAV and CNAV funds to 
the extent that the daily accumulation of income is usually greater than the daily 
variability in price in the VNAV fund.)  


• The variability in the price of a VNAV fund would complicate cash-flow planning for 
institutional investors. 


• Investors would be disadvantaged relative to direct investment. Compare the position of 
Investor A (who has a EUR100m investment in a VNAV fund) with Investor B (who has a 
EUR100m direct investment in assets which represent a horizontal slice of the portfolio of 
the VNAV fund).  Imagine each investor needs EUR20m cash.  Investor A would sell 20m 
shares in the VNAV fund, crystallizing a small gain or a loss, depending on the difference 
between the price of the fund at the time of purchase and sale: whereas Investor B 
would simply liquidate the cash element of his portfolio/those assets whose mark-to-
market was closest to, or at, par, and so avoid crystallizing any gain or loss.  The only 
circumstance in which a MMF would be as good as direct investment would be if 
Investors A and B liquidated their entire position. 


                                           
10 The Report notes that: “…observations during the summer of 2011 indicate fluctuations in the value of European 
VNAV MMFs, reflecting changing market conditions and increased volatility. Despite these moves, there was little 
impact on redemptions, suggesting that investors accept temporary variations (including negative ones) in the NAV 
of their funds.”  The conclusion, surely, is that investors do not redeem from MMFs, or refrain from redeeming from 
MMFs, because of their pricing mechanism.  Rather, and as we argued in question two above, investors redeem 
because a financial crisis heightens their aversion to losses in the funds’ portfolios. 
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Investor surveys have consistently indicated that mandating a move from CNAV to VNAV 
would result in very significant outflows from MMFs.  For example, a recent survey11 of US 
corporate treasurers indicated that if US MMF were mandated to adopt a variable NAV, then: 
• None would increase their level of investments in money funds; 
• 21% would continue using funds at the same level; and 
• 79% would either decrease use or discontinue altogether.  
 
The survey estimated that mandating a move from CNAV to VNAV would result in 61% 
decrease in MMFs by corporate, government and institutional investors.  As discussed in our 
answer to question five, since those investors would continue to require management of 
credit risk, we believe they would simply switch from MMFs to an alternative wrapper. 
 
In conclusion, we do not support mandating a move from CNAV to VNAV. 
 
 
QUESTION THIRTEEN 
What would be the main effects of establishing a NAV-buffer? What would be the 
most practical ways to implement such buffers? Should various forms of NAV- 
buffers be allowed or should regulators favor a single option? What would be a 
realistic size of the NAV-buffer and what would be the impact in terms of costs for 
running MMFs? In the case of subordinated shares, could the option be seen as 
creating a securitization position, with associated requirements in terms of 
retention?  
 
Two arguments have been made in favour of establishing a NAV buffer: 
 
First, that during a financial crisis, a NAV buffer would enable a MMF to sell assets in the 
secondary market at a loss in order to raise cash to meet redemption payments, without 
those losses impacting the price of the fund and precipitating further redemptions. We agree 
with this argument, but think it is overstated.  Secondary markets essentially closed down in 
2008, and so the loss absorbing capacity of a NAV buffer would have been of limited use in 
enabling funds to raise cash.  The best way of enabling MMFs to meet redemption payments 
is to reduce their reliance on secondary markets, by focussing on natural liquidity (see our 
answer to question twenty one.)  
 
Second, that during a financial crisis, a NAV buffer would mitigate the likelihood of 
redemptions by, in effect, ‘over collateralising’ MMFs and therefore disincentivising investors 
from redeeming for fear they would lose the benefit of that over collateralization relative to 
any alternative investment option.  To the extent that investors did redeem, the buffer would 
increase relative to the NAV to the benefit of remaining investors, and so the disincentive to 
redeem would grow still greater. 
 
We disagree with this argument.  The options facing an investor in a prime MMF with a NAV 
buffer during a financial crisis would be: 
• To remain in the prime MMF, in which case there is a remote chance of a loss if one of 


fund’s assets defaults, and the ensuing loss is greater than the NAV buffer; or 
• To redeem from the prime MMF and subscribe to a Treasury MMF.  
 
Faced with these options, it seems pretty clear that a risk averse investor would redeem: the 
NAV buffer provides an insufficient incentive to remain in the prime fund, relative to the ‘risk 
free’ option of the Treasury fund. 


                                           
11 “Money Market Fund Regulations: the Voice of the Treasurer”, Treasury Strategies, April 2012, 
www.treasurystrategies.com Treasury Strategies surveyed 203 financial executives representing corporate, 
government, and institutional investors between February 13, 2012 and March 6, 2012.  The respondents were 
sophisticated investors (executives with treasury and cash management responsibilities for their institutions) with 
61% of them overseeing short-term investment pools of $100 million or more. 



http://www.treasurystrategies.com/
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Furthermore, the options for funding and structuring a NAV buffer give rise to additional 
issues: 
 
Investor funded NAV buffer 
An investor funded NAV buffer would result in transfers between different generations of 
investor, i.e. income retained at the expense of today’s investors, would be used for the 
benefit of tomorrow’s investors.  That is not consistent with basic principals of securities 
regulation. 
 
Investor funded subordinated/ capital shares 
We do not believe investors would invest in MMFs if they were required to make a parallel 
investment in riskier subordinated shares/capital shares, since it would defeat the purpose of 
their investment, i.e. to manage credit risk through diversification. 
 
Sponsor funded NAV buffer 
Some commentators have suggested that a sponsor funded NAV buffer would cause them to 
have ‘skin in the game’, i.e. would cause greater financial alignment of interests of sponsors 
and investors, and cause sponsors to take less risk with investors’ subscriptions. 
 
We are uneasy with this argument.  First, sponsors already have skin in the game, insofar as 
they receive fees from their MMFs, and would suffer reputational damage if they mismanaged 
those funds.  Second, it seems possible that this proposal would result in a two-tier MMF 
industry, i.e. a top-tier comprising sponsors who have access to capital, and a bottom-tier 
comprising sponsors who do not have access to capital and – it has been proposed - whose 
funds therefore run with more liquidity and lower yields.  In that case, the sponsors of 
bottom-tier MMFs seem likely to complain about the competitive consequences of a 
regulatory reform which causes them to lose market share to sponsors of top-tier MMFs.  
Indeed, such reform would represent a barrier to entry. 
 
More importantly, a sponsor funded NAV buffer would enable investors not merely to manage 
credit risk through diversification, but substantially to transfer that risk to MMF sponsors.  
Consequently, institutional investors would be disincentivised from making any direct 
deposits, and instead would invest all of their funds in MMFs in order to benefit from the 
sponsor-funded NAV buffer.  That would almost certainly impose unaffordable costs on the 
sponsor: unless, of course, the sponsor could pass those unaffordable costs back to 
investors.  Either way, we do not think MMFs would be commercially viable.  And needless to 
say, a sponsor funded NAV buffer would also undermine MMFs as investment products 
(whose risks and rewards are attributable to its investors). 
 
Third-party funded subordinated shares 
These would give rise to essentially the same issues as a sponsor funded NAV buffer.  In 
addition, we do not believe third-parties would invest in subordinated shares. 
 
A recent investor survey12 of US corporate treasurers indicated that if US MMFs were required 
to maintain a NAV buffer, then:  
• 8% would increase their level of investments in MMFs;  
• 56% would continue using funds at the same level; and 
• 36% would either decrease their use or discontinue altogether.  
 
However in a follow-up question, if the cost of the NAV buffer were to reduce the yield of the 
fund (i.e. because it was investor funded), then:  
• 53% of those respondents to the follow-up, who originally answered that they would 


continue or increase usage, would decrease or stop usage of MMFs if the yield were to 
decrease by 2bp or more (0.02%).  


                                           
12 Ibid.  
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• 92% of those respondents to the follow-up, who originally answered that they would 
continue or increase usage, would decrease or stop usage of MMFs if the yield were to 
decrease by 5bp or more (0.05%).  


 
In conclusion, we do not support a NAV buffer: it provides questionable benefits, and 
imposes unsupportable costs. 
 
 
QUESTION FOURTEEN 
Do you agree with the description of the challenges associated with the 
establishment of a private insurance? Are there ways to address them?  
 
We are not aware of any credible proposal to privately insure MMFs against losses.  If such 
insurance were available, we suppose the premium would be unaffordable.  Investors might 
just as well invest in Treasury MMFs. 
 
 
QUESTION FIFTEEN 
Do you agree with the description of the challenges and potential second-round 
effects of a conversion of MMFs into special purpose banks? Are there ways to 
circumvent those effects?  
 
The Report notes the rationale for converting MMFs into a special purpose bank (SPB) is due 
to ‘…the functional similarities between MMF shares and bank deposits and the risk of runs on 
both’.  As described in our answer to question six and Appendix A, we disagree with that 
comparison. 
 
In any event, we don’t think this is intended to be a serious proposal to reform MMFs: there 
is insufficient capital to capitalise a newly incorporated USD2-3 trillion SPB sector; even if 
there were sufficient capital, the cost would be prohibitive.   
 
 
QUESTION SIXTEEN 
What are the main advantages and drawbacks of two-tier system(s)? Would it be 
sufficient to address the risks identified? What could be the conditions applicable 
to CNAV funds? What could be the potential impact on investor demand? Should 
certain funds be exempted from certain risk limiting conditions due to their 
holdings?  
 
As described in our answer to question twelve, we do not believe there are any advantages in 
mandating a move to from CNAV to VNAV.  Therefore, neither do we believe there is any 
justification in developing a ‘two tier’ system. 
 
Also, as described in our answer to question eleven, if a two-tier system distinction 
disadvantaged CNAV funds relative to VNAV funds, then it would give some MMF providers a 
competitive advantage over the other.  Unless very carefully argued and evidenced, such 
competitive advantages would undermine confidence in the regulatory process. 
 
 
QUESTION SEVENTEEN 
Do you agree with the suggestion that reserving CNAV funds for only certain 
investors (i.e. retail or institutional investors) would face practical challenges and 
would not be sufficient to address the risks identified?  
 
As described in our answer to question twelve, we do not believe there are any advantages in 
mandating a move to from CNAV to VNAV.  Therefore, neither do we believe there is any 
justification in reserving CNAV funds for certain types of investor. 
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QUESTION EIGHTEEN 
Regarding the different structural alternatives described in Section 1 [questions 
twelve to seventeen], what are the benefits and drawbacks of the different 
options described above? How could they be prioritized? What are the necessary 
conditions for their implementation?  
 
We do not think any of the proposals in questions twelve to seventeen are credible. 
 
 
QUESTION NINETEEN 
What are the main benefits and drawbacks of imposing the use of marked-to-
market accounting for all the instruments held by MMFs? What is the availability 
of market prices for securities commonly held by money market funds? Are there 
situations where this general principle could not be applied?  
 
We recognise that securities regulators have a strong presumption in favour of mark-to-
market prices13.  However, we believe the use of amortised cost prices is also justified in 
certain circumstances: 
 
First, and as described in our answer to question seven, research by the ICI shows that, 
between 2000 and April 2010 the average price of a USD prime VNAV fund would have been 
0.999977 (i.e. an average variation from the CNAV of 0.23bps).  We note that bid-offer 
spreads in many equity and fixed income markets are larger than 0.23bps, but securities 
regulators are – quite rightly – relaxed about equity and fixed income funds using mid-
pricing, because the dilutive consequences for subscribing investors relative to incumbent 
investors, or remaining investors relative to redeeming investors are, essentially, immaterial.  
If IOSCO were to take a ‘purist’ approach to mark-to-market pricing, it would seek to avoid 
the dilution that can arise through mid-pricing by requiring investment funds to publish dual 
prices: a liquidation price based on offer, and a creation price based on bid.  That approach 
would not serve investors well: it would achieve fairness at the expense of utility.  Similarly, a 
purist approach to money market funds would expose investors, on average, to 0.23bps price 
fluctuations, but impose significant administrative burdens on them, especially insofar as 
income and gains were taxed differently. 
 
Second, investment fund administrators source market prices from specialist ‘pricing vendors’.  
Those market prices are a mix of traded, quoted and evaluated prices.  (A traded price is 
based on an actual transaction in the market; a quoted price is based on a market quote 
from a market maker/broker; and an evaluated price is estimated on the basis of 
fundamentals.)  The ability of a pricing vendor to source traded, quoted or evaluated prices 
depends on the dynamics of the market in which the asset is traded: 
• Equities are regularly traded on exchange.  Therefore, the market prices of equities are 


usually based on traded prices. 
• Fixed income securities are regularly traded, but rarely on exchange, and therefore 


provide no easily-accessible traded prices.  Therefore, the market price of fixed income 
securities are usually based on quoted and evaluated prices. 


• Money market instruments are usually held to maturity14.  Furthermore, certain money 
market instruments are not tradeable, e.g. deposits and repurchase agreements.  
Therefore, the market price of money market instruments are usually based on evaluated 
prices. 


                                           
13 “…the key objective underlying CIS valuation principles is that investors should be treated fairly.  Where possible, 
assets should be valued according to current market prices...”  IOSCO, Principles for the Valuation of Collective 
Investment Schemes, Consultation Report, February 2012, www.iosco.org  
14 The buy side of secondary money markets remain perfectly liquid: there is no particular challenge finding a buyer 
for a high quality certificate of deposit with one week to mature.  Rather, an owner of such a CD are unlikely be a 
seller. 



http://www.iosco.org/
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We asked two large fund administrators (A and B) to estimate the typical split of traded, 
quoted and evaluated prices provided to them by pricing agents: 
 
Fund Administrator A15 
 Equity fund Bond fund USD MMF EUR MMF GBP MMF 
Traded price 100% 0% 0% 0% 0% 
Quoted price 0% 25% 0% 0% 0% 
Evaluated price 0% 75% 100% 100% 100% 
 
Fund Administrator B 
 Equity fund Bond fund USD MMF EUR MMF GBP MMF 
Traded price 98% 0% 0% 0% 0% 
Quoted price 2% 20% 10% 10% 10% 
Evaluated price 0% 80% 90% 90% 90% 
 
As can be seen from these estimates, the market prices of money market instruments 
overwhelming comprise evaluated prices, e.g. prices calculated from yield curves.  It is 
unclear to us why evaluating a price on this basis should be supposed superior to evaluating 
a price on the basis of amortised cost accounting.  Indeed, evaluating prices from yield 
curves is unhelpfully pro-cyclical during a financial crisis, when dislocation at the far end of 
the curve impacts the short end, and consequently contaminates prices.  We understand both 
the SEC and the AMF approved amortised cost prices as appropriate estimates of fair value 
during the financial crisis in 2007/8, subject to various constraints. 
 
 
QUESTION TWENTY 
Should the use of amortized cost accounting be limited, and, if so, how? Are 
general restrictions on funds’ WAM or WAL preferable? Are there practical 
impediments (e.g. availability of prices) to imposing stricter requirements on the 
use of amortized cost accounting than current existing regimes? What would be 
the potential effects on MMFs’ investment allocation and short-term funding 
markets? What monitoring should be implemented? What conditions are 
advisable? In particular, please describe the rationale, feasibility and effects of 
limiting the residual maturity of instruments to [30-60-90-other] days. What 
materiality threshold could be proposed?  
 
Clearly there should be limits on the use of amortised cost prices: otherwise, if amortised 
prices were materially higher than mark-to-market prices, there is a risk of disadvantaging 
subscribing investors relative to incumbent investors, and remaining investors relative to 
redeeming investors.  And if amortised prices were materially lower than mark-to-market 
prices, then vice versa. 
 
Existing limits on amortised accounting take a variety of forms, and need to be considered in 
conjunction with other risk constraints designed to protect investors, notably limits on: 
maximum WAM; maximum WAL; maximum final legal maturity; minimum liquidity 
requirements; minimum credit quality requirements; asset diversification requirements; etc.  
Those limits are necessarily diverse because of differences in the relative maturity and size of 
national economies, which mean some money markets are relatively broad and deep (i.e. 
include a very large number of issuers and investors, and issuance at every available 
maturity) whereas others are relatively narrow and shallow.  Consequently, and as noted in 
the Report, it is unsurprising that constraints on MMFs differ between Brazil, China, France, 
India and the United States. 


                                           
15 Fund Administrator A noted: “It is difficult for us to differentiate if vendor prices sourced from FTID for example 
are based on quotes from market makers as we do not get this level of transparency from them.  As such apart from 
certain Bloomberg contributor prices, IBOXX and GEMMA levels, which we know are calculated based on actual 
market quotes, we would consider fixed income vendor prices to be predominantly in the evaluated bucket.” 
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Therefore, it is not obvious to us that either of the ‘options’ for limiting the use of amortised 
cost prices discussed in the Report is necessarily superior to the other, or that other options 
might not also be appropriate.  At this stage in the development of national and regional 
economies and money markets, a principals-based approach seems appropriate.  For 
example, ESMA’s Guidelines Concerning Eligible Assets for Investment by UCITS provides a 
helpful model: 
 


“With respect to the criterion "value which can be accurately determined at any time", if 
the UCITS considers that an amortization method can be used to assess the value of a 
MMI [Money Market instrument], it must ensure that this will not result in a material 
discrepancy between the value of the MMI and the value calculated according to the 
amortization method. The following UCITS/MMI will usually comply with the latter 
principles: 
• MMI with a residual maturity of less than three months and with no specific 


sensitivity to market parameters, including credit risk; or 
• UCITS investing solely in high-quality instruments with as a general rule a maturity or 


residual maturity of at most 397 days or regular yield adjustments in line with the 
maturities mentioned before and with a weighted average maturity of 60 days. The 
requirement that the instruments be high-quality instruments should be adequately 
monitored, taking into account both the credit risk and the final maturity of the 
instrument. 


 
These principles along with adequate procedures defined by the UCITS should avoid the 
situation where discrepancies between the value of the MMI as defined at Level 2 and the 
value calculated according to the amortization method would become material, whether 
at the individual MMI or at the UCITS level. These procedures might include updating the 
credit spread of the issuer or selling the MMI.” 


 
 
QUESTION TWENTY ONE 
What are the main benefits and drawbacks of imposing global liquidity 
restrictions? Should there be restrictions regarding (daily/weekly) liquid assets as 
well as regarding illiquid assets? Are global definitions of (daily, weekly) liquid 
and illiquid assets practical? Are there other conditions to consider (e.g. regarding 
the concentration of assets)?  
 
As described in our answer to question two, a loss of confidence in the banking system may 
cause a ‘flight to quality’ by some investors, including switching between prime and Treasury 
MMFs.  The only credible way of stopping that flight to quality is to restore confidence in the 
banking system, and quickly.  Therefore, in the intervening period and in the absence of a 
functioning secondary market, the main objective of MMF reform should be to ensure that 
funds have sufficient natural liquidity to meet redemption payments, otherwise there is a risk 
that MMFs would be forced to gate, which would transmit the crisis into the real economy. 
 
Minimum liquidity requirements directly address this issue: they better enable MMFs to meet 
redemptions in cash, and without relying on secondary markets. 
 
Further to reforms in 2010, US MMFs now must hold at least 10% of their assets in overnight 
cash, and 30% in assets that mature within one week.  Therefore, in November 2010 it was 
reported16 that US MMFs had USD260b in cash, and USD800b maturing within one week: 
amounts far in excess of the actual redemptions experienced in 2008.  Similarly, IMMFA’s 
Code of Practice requires members’ funds to hold at least 10% of their assets in overnight 
cash and 20% in assets that mature within one week. 
 


                                           
16 “Leave Money Market Funds Alone!”, John D. Hawke Jr, 10 November 2011, www.americanbanker.com  



http://www.americanbanker.com/
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However, we also acknowledge two challenges/drawbacks of imposing minimum liquidity 
requirements: 
• Minimum liquidity requirements cause funding by MMFs of financial institutions, 


businesses and governments to ‘compress’ at the short end of the curve.  As ever, 
securities regulators need to strike a balance between the needs of investors and the 
needs of the real economy.  In this context, we do not think it would be necessary or 
helpful to specify any additional minimum liquidity ‘buckets’ (e.g. two weeks, one month, 
three months…) otherwise there would be insufficient diversity in the tenor profile of 
MMFs as a whole, and their collective funding might present ‘cliff edge’ problems to 
issuers. 


• The definition of overnight cash may prove contentious.  Specifically, it is often supposed 
that government paper is a liquid asset, and in this context it should count toward 
overnight cash.  We agree that paper issued by some governments is very liquid, and 
becomes more so during a financial crisis as investors fly to quality.  But paper issued by 
other governments in not particularly liquid, nor used as haven asset by the risk averse.  
Therefore IMMFA has issued a Statement of Clarification to our Members noting: “It is 
not prudent to consider all government debt as maturing the next day.” 


 
On the balance of these arguments, we recommend that IOSCO should impose minimum 
liquidity requirements on MMFs. 
 
 
QUESTION TWENTY TWO 
To what extent are managers able to “know their customers” and anticipate 
redemptions? Are there practical obstacles for managers to “know their 
customers” (e.g., in the case of platforms, omnibus accounts) and how could they 
be addressed? What are the main features of the funds’ investor base to take into 
consideration from a liquidity risk management point of view? Should conditions, 
e.g., regarding the concentration of the investor base be considered? Would this 
requirement allow fund managers to better understand and manage the risks to 
which the fund is exposed? 
 
Two arguments have been made in favour of requiring MMF managers to know their investor 
base: 
 
First, redemptions by relatively concentrated investors are necessarily more impactful than 
redemptions by relatively unconcentrated investors.  Requiring MMF managers to know their 
customer would enable them to identify and discourage concentrated investors.  Ideally, just 
as MMFs diversify their assets, so they should diversify their investor base.  For example, the 
IMMFA Code of Practice requires Member to maintain: 
 


 “…a formal liquidity management policy to allow it to meet reasonably foreseeable 
liquidity demand, having regard to normal market liquidity… [and which should also] 
address concentration risk, including any concentrations arising within shareholders or 
sector-specific issuance.” 


 
Second, some investors have correlated cash flow requirements: for example, US companies 
often redeem from MMFs at fixed points in the year to meet tax liabilities.  Requiring MMF 
managers to know their customers would enable them to more accurately model and project 
those cash flow requirements, and manage maturity risk more effectively. 
 
However, we acknowledge two challenges: 
• Imposing maximum shareholder concentration limits would give relatively large MMFs an 


advantage over relatively small funds.  Shareholder concentration limits are also prone to 
passive breeches, i.e. an original subscription may be within a limit, but then breech the 
limit if other investors redeem.  Furthermore, some investors (e.g. liability matching 
portion of pension investments) may also be known to be longer term and less prone to 
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redemption at times that other investors may have an urgent need for cash flow – know 
your client becomes important in these circumstances but absolute client concentration 
limits could become counter-productive.  Therefore, any reform ought not to take the 
form of formal limits per se, but rather of an obligation on MMFs to know their investor 
base in order to manage concentration risk. 


• Many investors – particularly in the United States – subscribe via platforms and other 
omnibus/third party arrangements.  Insofar as such platforms represent more than a de 
minimis amount of a MMFs investor base (10%?) then operators ought to be required or 
incentivised disclose the identity/characteristic of the underlying investors to MMF 
managers.  A reasonable transition period would be needed to enable the platform 
operators to repaper contractual agreements, if necessary.  However, this ought not to 
present any novel issues, since a number of regulatory and fiscal initiatives (e.g. FATCA) 
effectively already require disclosure by intermediaries to investment funds. 


 
On the balance of these arguments, we recommend that IOSCO should require MMF 
managers to know their client base. 
 
 
QUESTION TWENTY THREE 
Would such a liquidity fee generate a pre-emptive run? If so, when and are there 
ways that pre-emptive run risk could be reduced? How would shareholders react 
to the liquidity fee? Would it cause shareholders to transfer their MMF 
investments to alternative investment products? If so, which types of 
shareholders are most likely to make such transfers and to which products and 
will such a shift in investment create new systemic risks or economic, competitive, 
or efficiency benefits or harm? Would MMF board directors be able to impose a 
liquidity restriction despite potential unpopularity with investors and competitive 
disadvantage imposed on the fund? At what level such a liquidity trigger should 
be set? 
 
We believe minimum liquidity requirements and ‘know your client rules represent an 
appropriate and sufficient response to the events of 2008 (see questions twenty one and 
twenty two).   
 
However, we recognise that some regulators have taken the narrative further.  They have 
observed that redemptions from prime MMFs necessarily caused a reduction in short term 
funding to banks, businesses and governments.  Therefore, they recommend that MMF 
reform should not merely focus on ensuring that funds have sufficient liquidity to meet 
redemption payments, but also should actively disincentivise investors from redeeming. 
 
We are concerned that this recommendation could undermine investors’ confidence in MMFs 
and force them into alternative wrappers/structures.  Nevertheless, in the interest of 
engaging regulators, we have assessed the effectiveness of various reform proposals in 
disincentivising redemptions.  We believe that a trigger-based liquidity fee would be the most 
effective in disincentivise redemptions.   
 
During a financial crisis, the options facing an investor in a prime MMF which had decided to 
impose a liquidity fee would be: 
• To remain in the prime MMF, in which case there is a remote chance of a loss if one of 


fund’s assets defaults; or 
• To redeem from the prime MMF, in which case the investor would suffer the liquidity fee, 


and [say] subscribe the net proceeds into a Treasury MMF. 
 
Faced with these options, we believe a risk averse investor would be more likely to remain in 
the prime MMF than to redeem.  Our belief is supported by research in behavioral finance, 
which observes that when faced with two negative options (‘bad choices’) people tend to 
prefer possible losses over sure losses, even when the amount of the possible loss is 
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significantly higher than the sure loss, i.e. an investor would tend to prefer the loss in the 
event of a default (a possible loss) over the liquidity fee (a sure loss). 
 
Consistent with this, we also note certain anecdotal evidence in support of the disincentivising 
effect of a liquidity fee17: 
 


“In November 2007 redemptions were suspended from Florida’s Local Government 
Investment Pool following redemptions from the MMF and a fall in assets from USD27b to 
USD15b. Subsequently the MMF was restructured with the fund split into two with a fixed 
liquidity fee of 2% charged on the fund that was created to hold the less liquid assets.  
 
In 2008, liquidity fees were applied to a suite of international enhanced cash funds. The 
funds in question were variably priced enhanced cash money market funds. But, 
accounting differences aside, we understand the funds applied a variable charge based 
on the estimated bid price of the assets.” 


 
As noted in our answer to question three, we believe it would normally be inappropriate to 
disincentivise redemptions from MMFs (or any other investment fund) – after all, investors 
are entitled to redeem from a MMF if they have legitimate concerns about the 
creditworthiness of one of its underlying issuers. 
 
However, we do recognise that high levels of redemptions from a MMF during a financial 
crisis can, in a self-fulfilling fashion and in extremis, cause redeeming investors to 
disadvantage remaining investors.  On that basis, we cautiously recommend that IOSCO 
should further investigate the viability and consequences of empowering MMF boards to 
impose a trigger-based liquidity fee on redemptions. 
 
 
QUESTION TWENTY FOUR 
How would shareholders react to a minimum balance requirement? Would it cause 
shareholders to transfer their MMF investments to alternative investment 
products? If so, which types of shareholders are most likely to make such 
transfers and to which products and will such a shift in investment create new 
systemic risks or economic, competitive, or efficiency benefits or harm?  
 
The principal argument made in favour of a minimum amount balance requirement is that it 
would disincentivise investors from redeeming.  We disagree with this argument. 
 
During a financial crisis, the options facing an investor in a prime MMF which imposed 
minimum balances would be: 
• To remain in the prime MMF, in which case there is the remote chance of a loss if one of 


fund’s assets defaults; or 
• To redeem from the prime MMF, in which case [say] 95% would be subscribed into a 


Treasury MMF, and 5% held back in the prime fund for 30 days.  In the remote chance of 
a loss if one of fund’s assets defaults, the investor’s pro-rata share of those losses would 
be deducted from the held back 5% amount.  


 
Faced with these options, we believe a risk averse investor would redeem, since this limits 
potential losses pro rata to the held back amount, whereas remaining in the fund limits 
potential losses pro rata the entire investment.  To address this issue, it has alternatively 
been suggested that potential losses should be first attributed to held back amounts in a 
fund, rather than attributed pro rata to held back amount: 
• To remain in the prime MMF, in which case there is the remote chance of a loss if one of 


fund’s assets defaults, but that loss would be first attributed to any amounts held back 
from other investors who redeemed within thirty days of the default; or 


                                           
17 “Liquidity fees: a proposal to reform money market funds”, HSBC, November 2011, www.hsbc.com  



http://www.hsbc.com/
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• To redeem from the prime MMF, in which case [95%] would be subscribed into a 
Treasury MMF, and [5%] held back in the prime fund for [30 days].  In the remote 
chance of a loss if one of fund’s assets defaults, those losses would first deducted from 
any held back amounts.  


 
(In effect: if a fund’s asset defaults and the percentage of the loss is greater than the 
percentage of the hold back - i.e. 5% in the scenario above - then it would be advantageous 
for an investor to redeem; otherwise it would advantageous for an investor to remain in the 
fund and hope that others redeem.  Therefore, this mechanism provides a mischievous 
investor with a perverse incentive: to encourage others to redeem - e.g. by talking up the 
possibility of losses - in order gain the protection provided by held back amounts!) 
 
Faced with these options, we believe a risk averse investor would redeem.  The decision tree 
created by first attributing losses to held back amounts is too complicated for most investors 
to understand, and they would simply regard the held back amount as limiting their potential 
downside.  Alternatively, if an investor did understand the decision tree, then they would not 
invest in the MMF in the first place.  Indeed, a recent survey18 of US corporate treasurers 
indicated that if US MMF were required to holdback 3% of redemptions proceeds for 30 days, 
then: 
• None would increase their level of investments in money funds; 
• 10% would continue using funds at the same level; and 
• 90% would either decrease use or discontinue altogether.  
 
The survey estimated that imposing minimum account balance would result in 67% decrease 
in MMFs by corporate, government and institutional investors.  As discussed in our answer to 
question five, since those investors would continue to require management of credit risk, we 
believe they would simply switch from MMFs to an alternative collective investment wrapper. 
 
On the balance of these arguments, we are opposed to minimum account balances. 
 
 
QUESTION TWENTY FIVE 
What are the benefits of using bid price for valuing the funds? Are there other 
options (such as anti-dilution levy) which could be explored to reduce 
shareholders’ incentive to redeem?  
 
As noted in the Report, a trigger based move to bid pricing is conceptually similar to a 
liquidity fee (see question twenty three above) with one important difference: a move to bid 
pricing would impose a reduction in the published price of a MMF on all investors; whereas 
the imposition of a liquidity fee would cause no change in the published price of a MMF, but a 
reduction in redemption proceeds on those who chose to redeem. 
 
Economically, these amount to the same thing.  But behaviourally, they are quite different. 
• A move to bid pricing would cause a reduction in the published price of a MMF.  As noted 


in our answer to question twelve, investors tend to respond to losses by selling assets, 
especially if those losses arise in a fund whose investment objective is to provide security 
of capital, and even more especially during a financial crisis which would tend to heighten 
their loss aversion. 


• The imposition of a liquidity fee would tend to cause investors to remain in a MMF in 
order to avoid the cost of the fee (see our answer to question twenty two). 


 
On the balance of these arguments, we are strongly opposed to a move to bid pricing. 
 
 


                                           
18 “Money Market Fund Regulations: the Voice of the Treasurer”, Treasury Strategies, April 2012, 
www.treasurystrategies.com  



http://www.treasurystrategies.com/
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QUESTION TWENTY SIX 
What are the benefits and drawbacks of allowing redemptions-in-kind? Are there 
practical impediments to implementing this option (e.g. some portfolio securities 
cannot easily be divided)?  
 
We agree that the boards of MMFs should be empowered to make redemptions-in-kind (in 
specie) to redeeming investors.  We acknowledge that redemptions-in-kind could not be 
‘industrialised’ but only made to large investors, i.e. because of limits on the horizontal 
division of a MMF’s assets; the need to deliver those assets into a securities account; and the 
need to appoint an account custodian.  We also acknowledge the challenge of treating the 
redeeming and remaining investors fairly, for example in the case of non-transferrable or 
indivisible assets.  Notwithstanding these challenges, we think empowering the boards of 
MMFs to make redemptions-in-kind is a sensible part of the ‘tool kit’ for managing 
redemptions. 
 
 
QUESTION TWENTY SEVEN 
What are the benefits and drawbacks of requiring gates in some circumstances? 
Which situations should trigger gates to be imposed to redeeming investors? 
Would it be enough to permit gates in some jurisdictions? Would there be a risk of 
regulatory arbitrage?  
 
We agree that boards of a MMF should be empowered to gate the fund, if judged to be in the 
best interest of investors. In particular, if one of a fund’s assets default, it is probable that 
fund will suffer unsustainable redemptions, in which case it may be appropriate to gate the 
fund, in order to ensure redeeming investors do not enjoy an advantage over remaining 
investors. 
 
However, we do not regard widespread gating of MMFs as desirable.  In a financial crisis, that 
would simply transmit illiquidity into the real economy, and put further pressure on the 
banking system. 
 
 
QUESTION TWENTY EIGHT 
Do you agree with the suggestion that the establishment of a private liquidity 
facility faces challenges that make the option unworkable or do you see ways to 
circumvent these challenges?  
 
As noted in the Report: “..for a liquidity facility to be effective, its structure and operations 
would have to be carefully designed to ensure that the facility has sufficient capacity during a 
crisis.... Sufficient capacity likely would only be possible through discount window access, as 
the MMF industry may not be able to raise sufficient capital without undue leverage.” 
 
We understand the Federal Reserve has emphatically ruled out providing MMFs with access to 
the discount window via a private liquidity facility, without MMFs converting into special 
purpose banks.  As described in our answer to question fifteen, the economics of the MMF 
industry do not permit conversion into SPBs and, therefore, this is not a credible reform 
option. 
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QUESTION TWENTY NINE 
What are the main benefits and drawbacks of the provisions included in current 
regimes referring to external CRA ratings? Are there alternatives to credit ratings 
that reasonably can be substituted?  
 
The Report defines a MMF as “an investment fund… [that invests in] high-quality, low 
duration fixed-income instruments.”  That begs the question; what constitutes ‘high quality’ 
and ‘low duration’? 
 
‘Low duration’ is easy enough to specify.  Duration can be measured objectively, and so low 
duration can be defined in terms of the maximum permitted duration of individual assets and 
of the overall portfolio. 
 
‘High quality’ is much more difficult to specify.  In this context, quality is largely a measure of 
the creditworthiness of an issuer, which might depend on a large number of quantitative and 
qualitative factors.  Although it might be possible to develop a simple definition of 
creditworthiness (for example, in terms of investments which meet certain balance sheet 
ratios, or satisfy certain backward-looking tests) such definitions are unlikely to be broad or 
flexible enough to encompass the large range of issuers that a MMF might invest in.  
Therefore it is not unreasonable that regulators have come to define ‘high quality’ in terms of 
the external ratings of CRAs. 
 
However, this approach has its drawbacks19.  In particular, if an issuer is downgraded to the 
point that it no longer meets the definition of ‘high quality’, then it can experience a sudden 
and dramatic withdrawal of funding by MMFs.  Thus defining high quality in terms of 
externals ratings: 
• May cause ratings actions to have self-fulfilling and destabilizing consequences for 


issuers; 
• May preclude a MMF from investing in an issuer which its own independent credit process 


judges to be creditworthy; and 
• Changes the ‘nature’ of the external rating from being the mere opinion of a CRA, into a 


formal measure of creditworthiness. 
 
These issues might be dealt with in a number of ways.  For example, MMFs could be 
permitted to invest [x%] of their portfolio in fixed income instruments which are not high 
quality; or could be permitted to invest in such instruments subject to making appropriate 
disclosure to their investors. 
 
We do not support such proposals, because they would undermine investor confidence in the 
ability of a MMF to meet its investment objective.  Ultimately, we do not believe there are any 
credible alternatives to defining ‘high quality’ other than by referring to CRA ratings.  If those 
references were removed, it would cause great uncertainty to investors. 
 
 
QUESTION THIRTY 
What are the benefits of MMF ratings? Should a greater differentiation between 
MMF ratings be encouraged?  To what extent are investors restricted in their 
investments to ‘Triple-A’ rated funds?  What alternatives could there be (e.g. from 
other third parties)?  What initiatives could be proposed to educate investors 
about MMF ratings? 
 
As described in our answer to question eight, there are a number of advantages and 
disadvantages of MMF ratings. 


                                           
19 Many other criticisms have been made of CRAs, including: their ‘issuer pays’ business model results in a 
fundamental conflicts of interest; that they systematically over-rated the creditworthiness of financial institutions 
leading up the financial crisis; their ratings of securitisations were flawed, and contributed to the financial crisis; they 
are subject to insufficient competition etc. 
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Various proposals have been made to mitigate those disadvantages.  For example: 
• It has been proposed that there should be greater differentiation between MMF ratings, 


and funds should be encouraged to regularly migrate up and down the ratings scale.  
This is intended to desensitise investors to changes in MMF ratings, and make them less 
likely to redeem in large numbers if a fund is put on ratings watch or downgraded.  We 
disagree with this proposal.  We think it is implausible to suppose investors could be 
desensitised to ratings actions in this way, particularly during a financial crisis which 
would tend to heighten their risk aversion. 


• It has been proposed that MMFs should not be permitted to accept a rating from a CRA 
whose methodology includes an assessment of the ability or willingness of a sponsor to 
support its MMFs.  This is intended to reduce investors’ expectations of sponsor support 
and reinforce their sense of ownership of the risks and rewards of their decision to invest 
in a MMF.  We  strongly agree that MMF ratings ought not to include an assessment of 
sponsor support, since this is likely to confuse investors and may result in risk being 
mispriced. 


• It has been proposed that MMFs should not be permitted to request a rating from a CRA 
whose methodology does not permit a reasonable ‘cure’ period in relation underlying 
investments which are no longer eligible because of ratings actions.  This is intended to 
reduce the impact such ratings actions can have on the funding of issuers.  We agree 
that CRAs ought to allow funds which unintentionally breech ratings restrictions because 
of ratings actions in relation to their underlying issuers, ought to be allowed to cure the 
breech taking account of the best interest of investors.  This is critical to breaking the 
‘automaticity’ that is increasingly evident when a rating agency puts underlying securities 
on watch and then challenge MMFs with the ‘threat’ that they may also be put on watch if 
they don’t immediately dispose of the securities in question.  This kind of behaviour, 
while not universal, can disadvantage investors by forcing MMFs to ‘fire sell’ securities 
and/or transmit instability through the financial system. 


 
 
QUESTION THIRTY ONE 
In addition to the options explored in the four sections above, do you see other 
areas to consider which could contribute to reinforcing the robustness of MMFs?  
 
We recommend that regulators should require MMFs to disclosure their portfolio holdings in a 
standardised format, and on a monthly basis. Regular, standardised disclosure would enable 
investors to assess risk, and exercise discipline over MMFs.  It would also enable regulators to 
monitor flows into and out of MMFs, and their underlying investments. 
 
The SEC already requires monthly portfolio holdings disclosure.  And IMMFA has issued non-
binding guidance to its Members on standardised portfolio holdings (see Appendix C). 
 
 
QUESTION THIRTY TWO 
Do differences between jurisdictions require different policy approaches or would 
a global solution be preferable, notably to ensure a global level playing field?  
 
As discussed in our answer to question twenty, differences in the relative size and maturity of 
national economies mean that some money markets are relatively broad and deep (i.e. 
include a very large number of issuers and investors, and issuance at every available 
maturity) whereas others are relatively narrow and shallow.  Consequently the precise 
regulatory approach to MMFs is likely to vary in different countries.  In addition, local tax and 
accounting requirements may also necessitate variations in regulation. 
 
Nevertheless, we believe it would be desirable to ensure a minimum level of international 
consistency in the treatment of MMFs: 
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• Institutional investors often operate across national borders – corporate treasury being a 
good case in point – and would therefore prefer a standard approach to MMF regulation; 


• In the absence of a standard approach to MMF regulation, those same cross border 
investors may allocate between different funds on these basis of their regulation. 


 
An important starting point would be a high level definition of a ‘money market fund’ that 
goes beyond its investment objective and includes key quantitative risk constraints. 
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APPENDIX A 
 


Shadow banking 
 
 
The expression ‘shadow banking’ was first used by Paul McCulley of PIMCO in 2007 to refer 
to "…the whole alphabet soup of levered up non-bank investment conduits, vehicles, and 
structures.”20  Those conduits issued commercial paper to finance their holdings of securitised 
loans; the loans were originated/repackaged by banks; and the banks often provided liquidity 
lines to the conduits to support their issuance of CP.  When the sub-prime crisis broke in 
2007, investors lost confidence in the conduits and this arrangement fell apart.  The conduits 
were unable to roll-over their CP; which caused them to draw down and exhaust their 
liquidity lines; until, ultimately, many collapsed back into the conventional banking system.  
Mr McCulley likened this to a ‘run’ on a shadow banking system: 
 


“Unlike regulated real banks, who fund themselves with insured deposits, backstopped by 
access to the Fed’s discount window, unregulated shadow banks fund themselves with 
un-insured commercial paper, which may or may not be backstopped by liquidity lines 
from real banks. Thus, the shadow banking system is particularly vulnerable to runs – 
commercial paper investors refusing to re-up when their paper matures, leaving the 
shadow banks with a liquidity crisis – a need to tap their back-up lines of credit with real 
banks and/or to liquidate assets at fire sale prices.” 


 
From time to time, commentators have sought expand this original definition of shadow 
banking to encompass the entities who purchased the conduits’ CP – including money market 
funds (MMFs) – by likening those entities to ‘depositors’ in the shadow banking system.  For 
example, a recent speech by Lord Turner makes such a connection, as did the original paper 
by the Financial Stability Board (FSB).  However, that expanded definition has not caught on, 
for the simple reason shadow banking did not originate in ‘demand pull’ from investors, but in 
‘supply push’ from the banks themselves.  The supply push arose because the Basel accord 
did not require banks to hold risk weighted assets against the liquidity lines they provided to 
off balance sheet conduits; that requirement has now been added, and off balance sheet 
conduits/shadow banking has diminished accordingly. 
 
Notwithstanding those reforms, the expression ‘shadow banking’ proved popular with 
regulators and the media, and continued to be used and to evolve.  A key moment came 
when Paul Volker – who has been a consistent critic of MMFs over many years - described 
MMFs as part of the shadow banking system, not because they funded off balance sheet 
conduits, but because they are ‘like’ bank deposits.  
 
Mr McCulley originally used the expression shadow banking idiomatically: to refer to banks’ 
off balance sheet conduits.  But following Mr Volker, regulators now use the expression 
metaphorically: to refer to entities which perform activities ‘like’ those performed by banks.  
In pursuit of that metaphorical definition, regulators have decomposed banking into its 
constituent activities; non-bank entities that perform any of those activities are deemed to be 
part of the shadow banking system.  The implication being that the performance of ‘bank like’ 
activities without the controls imposed by bank regulation at best represents regulatory 
arbitrage, and at worst creates systemic risk. 
 
The FSB adopted Mr Volker’s approach, and defined shadow banking as: ‘a system of credit 
intermediation that involves entities and activities outside the regular banking system, and 
raises i) systemic concerns, in particular by maturity/liquidity transformation, leverage and 
flawed credit risk transfer, and/or ii) regulatory arbitrage concerns.’ 
 
How do MMFs measure up against that definition? 
                                           
20 “Teton Reflections”, Paul McCulley, September 2007, www.pimco.com  



http://www.pimco.com/
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MMFs and maturity/liquidity transformation 
MMFs perform maturity transformation, insofar investors have the right to redeem same- or 
next-day, but their subscriptions are invested at term. 
 
However, the maturity transformation performed by MMFs is an order of magnitude less than 
that performed by banks, and is subject to tight controls.  For example, IMMFA funds must 
maintain: 
• A maximum final maturity per instrument of 397 days; 
• A maximum weight average life of 120 days; 
• A maximum weighted average maturity of 60 days; 
• A minimum 10% of the portfolio available in cash/overnight; 
• A minimum 20% of the portfolio maturing within one week. 
 
Furthermore, each IMMFA fund is required to have a ‘liquidity policy’ explaining how it 
manages liquidity.  For example, that policy might deal with issues like investor 
concentration.  
 
So, although MMFs do perform liquidity transformation, they do so subject to tighter controls 
than are imposed on banks (which is sensible, since, unlike banks, they don’t and shouldn’t 
have access to the discount window) and consequently their maturity mismatch is modest. 
 
MMFs and flawed credit transfer 
MMFs are investment products. Their prospectuses provide a clear description of the risks and 
rewards attributable to investors, and create no expectation of explicit or implicit underwriting 
of those risks by the fund manager or any other party.  MMFs perform neither credit 
transformation nor credit transference. 
 
MMFs and leverage 
MMFs are ‘long only’ investment funds, and do not employ leverage as part of their 
investment strategy21.  By contrast, banks’ ability to lever their balance sheets is essential to 
any meaningful account of their role in the economy, the systemic risks they pose, and the 
regulatory regime they are subject to.  This is just one of a number of fundamental 
differences between MMFs and banks, which account for the need for a different regulatory 
approach to each.  Other differences include: 
• Bank regulation addresses the conflicts of interest that arise between bank shareholders 


and depositors.  Bank shareholders make a profit on the spread they earn between 
interest payments to depositors and interest receipts from creditors; they are incentivised 
to maximise profit by maximising that spread, i.e. by making risky loans; but that 
conflicts with the interest of uninsured depositors (and underwriters of deposit insurance) 
who would prefer banks to make less risky loans in order to reduce credit risk.  Bank 
regulation manages that conflict in a number of ways, including by imposing capital 
charges in proportion to the riskiness of a bank’s loans to its creditors.  MMFs have a 
completely different incentive structure.  The shareholders and depositors of a MMF are 
one and the same, i.e. the investor in a MMF bears all the risks and rewards of the fund’s 
investments.  A MMF manager is remunerated on the basis of a fee, in a fund which 
cannot appreciate in value.  Although conflicts of interest may exist between the manager 
and the investor, those conflicts are quite different from those that exist in a bank. 


• Whereas banks invest their own funds, MMFs invest client money.  Consequently, bank 
regulation comprises a set of incentives and disincentives designed to ensure that banks 
invest their funds prudently; whereas capital markets regulation (such as the UCITS 
Directive) comprises much more prescriptive restrictions on how MMF managers can 
invest their client’s money, in order to ensure investor protection. 


 
 


                                           
21 Some funds are permitted to temporarily borrow in order to meet redemption payments. 
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MMFs and regulatory arbitrage 
Mr Volker has argued that MMFs “started decades ago essentially as regulatory arbitrage”22.  
This is a reference to Federal Reserve Regulation Q which limited the interest rate payable on 
deposits with US banks.  In the 1970s, the US inflation rate exceeded the regulated nominal 
interest rate by a material amount and for a protracted period, and so depositors received a 
negative real interest rate.  Consequently, investors started to invest in MMFs which were 
able to provide a positive real interest rate. 
 
Regulation Q was intended to stop banks from aggressively/uneconomically bidding for 
deposits: it was not intended to impose negative real interest rates on depositors.  The fact 
that depositors sought to avoid negative real interest rates by investing in MMFs speaks less 
of their desire to arbitrage regulation, and more of regulators’ failure to recognise the 
unintended consequences Regulation Q was having on depositors and the real economy. 
 
European MMFs evolved in the absence of any rule equivalent to Regulation Q.  Nevertheless, 
regulators have warmed to the theme of MMFs as a form of regulatory arbitrage.  For 
example, it has been argued that MMFs: arbitrage bank maturity mismatch rules (e.g. by 
depositing with banks at term, even though MMF investors can redeem same-day); and 
arbitrage of bank capital rules (e.g. by investing in asset-backed conduits which are not 
subject to bank prudential regulation).  We note that the liquidity rules in Basel III address 
the first concern, and assume the FSB recommendations on asset-backed conduits will 
address the second. 
 
Therefore, we are unaware of any sustainable argument that MMFs arbitrage bank regulation. 
 
Conclusion 
Mr Volker has developed an analysis of shadow banking and MMFs based on a metaphor; 
that MMFs are ‘bank like’.  A metaphor is an inadequate foundation on which to construct 
regulation.  What’s more, this particular metaphor is unsustainable given the profound 
differences between banks and MMFs. 
 
This is not to say that MMFs do not require regulatory reform; simply that ‘shadow banking’ is 
a flawed framework to identify reform.  We recommend a more traditional approach; to 
identify reform on the basis of the actual economic function, risks and benefits of MMFs.  
Happily, that appears to be the approach adopted by IOSCO. 
 
 
 


                                           
22 “Three Years Later: Unfinished Business in Financial Reform”, Paul Volker, 2011, www.group30.org  



http://www.group30.org/
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APPENDIX B 
 


The pricing mechanism of CNAV and VNAV funds 
 
 
In most respects, constant net asset value (CNAV) and variable net asset value (VNAV) 
money market funds (MMFs) are indistinguishable. Both are collective investment schemes, 
whose objective is to provide investors with security of capital and high levels of liquidity, and 
which seek to achieve that objective by managing a portfolio of high quality, low duration 
money market instruments. There is no guarantee they will achieve that objective, and so 
investors in either fund face a number of risks, including the risk of loss due to default in a 
fund’s portfolio.  
 
However, there are differences in the way those funds price their shares and value their 
portfolio, which has given rise to a convention of distinguishing ‘CNAV’ funds from ‘VNAV’ 
funds. Those differences comprise:  


• Differences in share price rounding; 
• Differences in the use of amortised accounting; and 
• The impact of accumulating and distributing shares. 


 
Differences in share price rounding 
Like any other investment fund, the share price of a MMF is calculated by dividing its net 
asset value by the number of shares in issue: therefore increases or decreases in the net 
asset value of the fund, will cause increases or decreases in its share price.  The precise 
relationship between the net asset value and the share price of a fund is determined by the 
degrees of significance to which its shares are priced.  This is best illustrated by way of 
example. 
 
Assume at T1 a newly formed MMF issues 100m shares upon receipt of an initial subscription 
of EUR100m, and invests the subscription in a diversified portfolio of short term, high quality 
money market instruments.  Assume the NAV of the fund changes over time as shown below.  
Assume the fund receives no further subscriptions or redemptions during that period, and 
ignore income and expenses.  Then depending on whether the fund prices its shares to six, 
four or two decimal places, and assuming they round to the nearest number, then they would 
increase/decrease as follows: 
 
 NAV (EUR) Price per share, calculated to… 
  6dps 4dps 2dps 
T1 100,000,000 1.000000 1.0000 1.00 
T2  99,999,990 1.000000 1.0000 1.00 
T3 99,999,950 0.999999 1.0000 1.00 
T4  99,995,000 0.999950 0.9999 1.00 
T5  99,500,000 0.995000 0.9950 0.99 
 
CNAV funds price their shares to two decimal places – a practice know as ‘penny rounding’.    
As can be seen from the above example, penny rounded shares are sensitive to movements 
in the funds’ NAV of 0.5% (or 50bps).  Because it is rare for the NAV of a MMF to move by as 
much as 50bps, the share price of a CNAV fund tends to remain constant, hence the 
description of the fund as tending to have a ‘constant’ NAV.  CNAV funds that fail to maintain 
a constant price are described as having ‘broken the buck’, as occurs at T5. 
 
VNAV funds price their shares to more than two decimal places, and for that reason are more 
sensitive to movements in the funds’ NAV.  As can be seen from the above example, each 
additional decimal place causes a ten-fold increase in the sensitivity of the share price to 
changes in the NAV.  This increased sensitivity means that the share price of a VNAV fund 
tends, other things being constant, to be more variable. 
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In the case of both CNAV and VNAV funds, the tendency of their shares to be constant or 
variable depends on movements in the NAV. 
 
Differences in the use of amortised accounting 
Like any other investment fund, the NAV of a MMF is calculated on the basis of the mark-to-
market value of its portfolio, which comprises high quality, short dated money market 
instruments.  As money market instruments edge toward maturity, there is little-to-no profit 
to be made from trading them, and they are largely held to maturity.  Consequently, whereas 
equity and fixed income markets provide a wealth of mark-to-market prices, money markets 
do not.  The lack of market prices is more pronounced in Sterling markets than Euro markets, 
and in Euro markets than US Dollar markets. 
 
In the absence of regular and reliable mark-to-market prices, MMFs make use of ‘amortised 
accounting’ to estimate market prices.  Amortised accounting assumes that money market 
instruments will mature at par, and any difference between their acquisition cost and par 
value should be realised on a straight-line basis between acquisition and maturity. 
 
Amortised accounting generally produces a reasonable estimate of market price, except in 
two circumstances: 
 
First, sudden movements in interest rates can cause changes in the market price of money 
market instruments.  MMFs manage interest rate risk by limiting the weighted average 
maturity (WAM, calculated as the weighted average interest rate reset period) of their 
portfolio and/or by using interest rate swaps to neutralise the impact of movements in 
interest rates on the market price of their portfolio.  In addition, some VNAV funds use 
interest rate swaps to mitigate the impact of movements in interest rates. 
 
Second, changes in the credit quality – or the perceived credit quality - of issuers can result 
in changes in the market price of instruments they have issued.  MMFs manage credit risk by 
employing credit analysts to distinguish relatively strong from relatively weak issuers.  In 
addition, MMFs limit the weighted average life (WAL, calculated as the weighted average 
legal maturity) of their portfolio, and the final legal maturity of each instrument.  By limiting 
their portfolio to instruments with a very short legal maturity, it is more likely that MMFs’ 
holdings will mature at par – unlike investors who have longer-dated holdings, and are more 
fully exposed to credit risk. 
 
Notwithstanding their best efforts to manage interest rate and credit risk, there remains a risk 
that amortised price may not be an accurate estimate of market price.  Therefore, the use of 
amortised accounting is conditional.  For example, CESR’s Guidelines Concerning Eligible 
Assets for Investment by UCITS says: 
 


With respect to the criterion "value which can be accurately determined at any time", if 
the UCITS considers that an amortization method can be used to assess the value of a 
MMI [Money Market instrument], it must ensure that this will not result in a material 
discrepancy between the value of the MMI and the value calculated according to the 
amortization method. The following UCITS/MMI will usually comply with the latter 
principles: 
• MMI with a residual maturity of less than three months and with no specific 


sensitivity to market parameters, including credit risk; or 
• UCITS investing solely in high-quality instruments with as a general rule a maturity or 


residual maturity of at most 397 days or regular yield adjustments in line with the 
maturities mentioned before and with a weighted average maturity of 60 days. The 
requirement that the instruments be high-quality instruments should be adequately 
monitored, taking into account both the credit risk and the final maturity of the 
instrument. 
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These principles along with adequate procedures defined by the UCITS should avoid the 
situation where discrepancies between the value of the MMI as defined at Level 2 and the 
value calculated according to the amortization method would become material, whether 
at the individual MMI or at the UCITS level. These procedures might include updating the 
credit spread of the issuer or selling the MMI. 


 
The first bullet in CESR’s Guidelines accommodates the pricing practices of French VNAV 
funds, which apply amortised accounting to instruments with less than three months residual 
maturity.  If the fund manager has any concerns about the credit quality of an issuer of an 
instrument with less than three months residual maturity, then some other estimate of its 
market price should be used. 
 
The second bullet accommodates the pricing practices of CNAV funds, which apply amortised 
accounting to instruments with less than 397 days residual maturity, subject to ensuring this 
does not result in a ‘material discrepancy’.  In practice, a material discrepancy is assessed by 
comparing the amortised price of the portfolio with an alternative estimate of its market 
price.  That alternative estimate comprises actual market prices where they are available, and 
model prices where they are not - for example, prices modelled off of an issuer’s interest rate 
curve.  That alternative estimate of the market price is called the ‘shadow price’.  If the 
shadow price differs by more than 0.5% (or 50bps) from the amortised price, then the CNAV 
fund abandons amortised pricing in favour of the shadow price.  This is consistent with 
pricing its shares to two decimal places, as described above. 
 
Research by the Investment Company Institute23 shows that the average shadow price of 
CNAV funds between 2000-2010 was well within the 0.5% (50bps) limit for using amortised 
accounting – even during the darkest days of September 2008.  That average shadow price 
of US prime MMFs during that period was 0.999977 (i.e. an average variation from the CNAV 
of 0.23bps); the highest average shadow price was 1.0020 (i.e. +20bps variation from the 
CNAV); and the lowest average shadow price was 0.999980 (i.e. -20bps variation from the 
CNAV).  
 
Therefore, CNAV and VNAV funds both make use of amortised accounting to calculate their 
NAV, due to the lack of market prices at the very short end of the yield curve.  The use of 
amortised accounting is subject to certain reasonableness checks, including the calculation of 
a shadow price in the case of CNAV funds.  However, and due to the lack of market prices, 
the shadow price is partly made up of model prices. 
 
The impact of accumulating and distributing shares 
Like any other investment fund, MMFs can offer either accumulating or distributing shares.  
Distributing shares in MMFs make daily declarations of net income (and, usually, make 
monthly distributions) whereas accumulating shares retain net income within the fund, which 
manifests as an increase in its NAV and therefore in its share price. 
 
Investors’ preference for distributing or accumulating shares is driven by a combination of 
taxation issues (i.e. whether investors have a tax-driven preference for income or for capital 
gains, and whether funds are required to distribute income for tax anti-avoidance purposes) 
and operational issues (i.e. whether investors find it convenient/inconvenient to process the 
receipt of income).  EU-domiciled24 CNAV and VNAV funds may offer both distributing and 
accumulating shares. 
 
The accumulation of income impacts the constancy or variability of a MMF’s share price. 
 


                                           
23  “Pricing of U.S. Money Market Funds”, ICI, January 2011, www.ici.org.  The ICI collected weekly data on shadow 
prices from a sample of 53 taxable money market funds.  In April 2010, those funds accounted for 11 percent of the 
number and 27 percent of the assets of all taxable money market funds, about the same percentages as in August 
2008. 
24 US-domiciled MMFs only offer distributing shares, due to taxation issues. 



http://www.ici.org/
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In the case of a CNAV fund, assume it offers both distributing and accumulating shares, and 
has 100m shares in issue.  Assume that the annualised yield of the fund is 2%, which results 
in net income of UR5,000 per day.  Assume that the NAV of the fund (gross of income) 
changes between T1 and T5 as shown below, i.e. since the NAV never changes by as much 
as 0.5% (50bps), the share price of the CNAV fund is based on amortised pricing throughout.  
Then the price of the shares will be: 
 
 NAV CNAV fund price per share… VNAV fund price per share… 
  Distributing Accumulating Distributing Accumulating 
T1 100,000,000 1.00 1.000050 1.000000 1.000050 
T2 99,999,000 1.00 1.000100 0.999990 1.000090 
T3 99,950,000 1.00 1.000150 0.999500 0.999650 
T4 99,940,000 1.00 1.000200 0.999400 0.999600 
T5 99,980,000 1.00 1.000250 0.999800 1.000050 
 
The first point to note, is that accumulating shares in a CNAV fund do not maintain a constant 
price – rather, the price increases each day by virtue of the daily accumulation of income.  Of 
course, investors do not ‘read’ such volatility in the share price as indicative that the fund has 
failed to maintain its objective of providing security of capital.  That is because the volatility is 
always positive, since it is caused by the mere accumulation of income. 
 
The second point to note, is that accumulating shares in a VNAV fund exhibit less ‘downside’ 
volatility than distributing shares, because the daily accumulation of income offsets (wholly or 
partially) reductions in the NAV.  For example, at T2, daily mark-to-market losses cause a fall 
in the price of distributing shares, but, since those losses are wholly offset by the daily 
accumulation of income, the price of accumulating shares increases.  Again, these differences 
do not impact an investors’ ultimate economic experience, and so ought not to impact their 
reading of constancy or volatility.  However, and as described below, when one looks at 
actual differences in the share prices of CNAV and VNAV funds, the accumulation of income 
may in practice have a bearing on investor experience 
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APPENDIX C 
 


IMMFA guidance on standardised portfolio holdings disclosure 
 
 
Pursuant to IMMFA’s Code of Practice, and in order to enable investors to assess the risk of portfolio holdings, the IMMFA Board recommends that IMMFA 
funds’ portfolio holdings reports should record the following data fields for each holding: 
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Mohamed Ben Salem  
General Secretariat IOSCO 
Calle Oquendo 12 
28006 Madrid 
Spain 
Email: MoneyMarket@iosco.org   


 


8 June 2012 
 
 
Subject: IBFed comments on Money Market Fund Systemic Risk Analysis and Reform 
Options 
 
Dear Mr Ben Salem, 
  
The International Banking Federation (‘IBFed’) is the representative body for national and 
international banking federations from leading financial nations around the world. Its 
membership includes the American Bankers Association, the Australian Bankers’ 
Association, the Canadian Bankers Association, the European Banking Federation, the 
Japanese Bankers’ Association, the China Banking Association, the Indian Banks’ 
Association, the Korean Federation of Banks, the Assocation of Russian Banks and the 
Banking Association South Africa. This worldwide reach enables the Federation to function 
as the key international forum for considering legislative, regulatory and other issues of 
interest to the banking industry and to our customers.  
 


Against the background of the consultative report prepared by IOSCO on “Money Market 
Fund Systemic Risk Analysis and Reform Options”, the IBFed would like to share with you 
some brief reflections in the section below.  
 
Specific Remarks  
 


From a brief analysis of the consultation report, we note that the report appears to discuss the 
range of options that appeared in the U.S. President’s Working Group Report on Money 
Market Fund Reforms.  
 
Without prejudice to any comments we may make at a future date when we have had an 
opportunity to fully assess the report, the IBFed would state at this stage that it 
adamantly opposes any option that appeared to regulate money market funds or their 
products as banks or bank products, whether this takes the form of an insurance fund 
or treatment as special purpose banks. We do not believe that any such regulatory 
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scheme would ever impose the overall burden and costs that are attendant to existing 
bank regulatory regimes, and thus would unfairly alter the competitive landscape. 
 


The consultation report itself outlines the pre-existing regulatory framework for MMFs 
in terms of operation and disclosure etc as well as the regulatory changes that have 
already been enacted since the start of the financial crisis. Many of the risks identified 
by the consultation report are therefore already mitigated.  


In the United States, the Securities and Exchange Commission rapidly adopted substantial 
revisions to its MMF regulatory environment.  Those changes, made in 2010 in the 
Commission’s Rule 2a-7 under the Investment Company Act of 1940, are now under 
observation in implementation.  


In Europe for example the activity of investment funds are regulated by the UCITS Directive 
or the AIFM Directive, depending on the legal regime under which they were incorporated. 
In the particular case of investment funds, current European Union legislation foresees 
specific mechanisms that mitigate the risk of possible redemption “runs”. The redemption of 
units or shares issued by open investment funds (meaning, which have a variable number of 
issued units or shares) may only occur in specific timeframes. Further, analysis on national 
practices should be conducted and considered in any final policy recommendations. EU 
legislation establishes that national supervision entities should be empowered to suspend the 
redemption of units or shares issued by open investment funds, whenever such suspension is 
in the public interest or in the interest of the investment fund’s participants, both in respect of 
UCITS and AIFM Funds, namely in:  


 Article 84, paragraph 2 of the UCITS Directive; and  


 Article 46, paragraph 2, subparagraph j) of the AIFM Directive. 


In what regards closed end investment funds (fixed number of units or shares), the problem of 
“runs” will not exist, due to the fact that, in these cases, redemption is only possible when the 
duration of the fund expires. 
 


Unnecessary and inappropriate policy responses could further stifle financial markets 
and impose additional burdens for investors. There is no telling what may happen to 
liquidity if quick and drastic measures are adopted without understanding the 
consequences.  Inter-linkages need to be understood better between banks and money 
market funds etc. Sufficient consultation with industry stakeholders should be 
employed to mitigate this danger. Furthermore, rules must ultimately be calibrated 
with national legal systems. 
 
Once again, we regret that we are unable to provide more extensive comments. Nevertheless, 
if you have any questions whatsoever about our initial observations; please do not hesitate to 
get in contact with me.  
 
Yours sincerely, 
 


 


Sally Scutt 
Managing Director 
IBFed 


Pierre de Lauzan 
Chairman 
IBFed Financial Markets Working Group 
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May 28, 2012 
 
Via Electronic Mail (moneymarket@iosco.org
 


) 


 
Mr. Masamichi Kono 
International Organization of Securities Commissions (IOSCO) 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
Dear Mr. Kono: 
 
 
Re:  Money Market Fund Systemic Risk Analysis and Reform Options 
 
 
The International Investment Funds Association (the “IIFA”) welcomes the opportunity 
to comment on the consultation report on Money Market Fund Systemic Risk Analysis 
and Reform Options (the “Report”) issued by the Technical Committee of the 
International Organization of Securities Commissions (“IOSCO”).  The IIFA is comprised 
of 41 national and regional associations representing investment funds from around the 
world.1


 


  Recognizing the importance of the role of investment funds and of their 
responsibilities to investors, the mission of the IIFA is to promote the protection of 
investment fund investors, to facilitate the growth of the investment funds industry 
internationally, to act as a medium for the advancement of understanding of the 
investment fund business around the world, and to encourage adherence to high ethical 
standards by all participants in the industry.  


The IIFA would like to share the following views and concerns on the Report.   


                                                 
1 As of the end of the fourth quarter 2011, these associations together represented assets under 
management of close to € 18.4 trillion or US $23.8 trillion.  
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Investment Funds are Substantively Different from the Banking Industry and Should be 
Regulated Accordingly 


It is critical for IOSCO and the Financial Stability Board ("FSB"), in any consideration of 
potential policy options for money market funds, to fully consider the substantial 
differences between investment funds and the banking industry, and recognize the 
unique roles they play in the global financial system.   
 
Investment funds are vehicles that provide collective investment and ownership of 
assets through the issuance of equity shares, and such shares represent a pro rata 
interest in that fund.  Importantly, authorized publicly-available investment funds in 
major jurisdictions are subject to national and/or regional regulations that impose strict 
requirements on the management of the fund.   
 
Investment funds invest in portfolio securities, providing a convenient conduit for 
investors to economically seek the market exposure that they would obtain through 
direct investment in the underlying assets.  In contrast, banks transform private short-
term securities or claims into private credit.  The managers of investment funds typically 
operate on the basis of an agency relationship, and not trading of the manager's own 
assets.   
 
Because investment funds differ significantly in their business and operation models, we 
believe it is imperative that bank-like regulation not be imposed upon investment funds.  
 


 
Money Market Funds Serve a Critical Function in the Short-Term Debt Markets 


The Report acknowledges that money market funds are important not only to investors, 
but also to a large number of businesses and national and local governments that 
finance current operations through the issuance of short-term debt.  The critical 
function that money market funds serve in the short-term debt markets, however, 
cannot be overstated.  As a simple investment product, money market funds offer a 
valuable intermediation service between lenders and borrowers in the short-term debt 
markets.  They provide borrowers with access to short-dated securities in aggregated 
amounts, allowing them to efficiently manage their cash needs.  At the same time, they 
offer investors access to credit expertise, diversification, liquidity management and 
secure and efficient operational processes that would be prohibitively expensive to the 
majority of cash investors outside of pooled investment vehicles.      
 
The activities of money market funds are overwhelmingly conducted within a highly 
regulated and transparent environment.  The exponential growth of the money market 
fund industry evidences the value that both retail and institutional investors place upon 
the ability to utilize money market funds to manage their cash assets.   
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No “One Size Fits All” Approach 


In its concluding question, IOSCO wisely questions whether the differences between 
jurisdictions require different policy approaches, or whether a global solution would be 
preferable.  The IIFA respects the work of IOSCO on collective investment schemes.  We 
believe that the differences in the national regulations applicable to money market 
funds and the local market conditions – including the types of investors, tax treatment, 
banking and securities laws – are so significant and fundamental as to make the crafting 
of detailed world-wide regulatory approaches inappropriate.   
 
The implementation on a national level of a regulatory approach promoted by IOSCO 
that does not take into account the unique characteristics of a particular jurisdiction’s 
money market fund industry could create unintended adverse consequences, rather 
than help mitigate risks.  As a consequence, it is logical for each regulator to be able to 
define which rules funds must follow to benefit from a “money market fund” label in its 
own national/regional market (e.g. SEC Rule 2a-7 in the U.S., CESR/ESMA money market 
fund rules in the EU, etc.) 
 
Many of the policy options under consideration by IOSCO would represent fundamental 
structural changes to the money market fund industry.  While the benefits that the 
proposed policy options would bring are unclear, we believe that a fundamental change 
to the regulation of money market funds would create substantial uncertainty and 
potentially systemic risk.  We therefore urge IOSCO and other regulatory authorities to 
exercise extreme caution as they proceed in the consideration of money market fund 
reforms. 
 


 
No Capital Buffers and Mandatory Floating NAV  


Among the policy options in the Report are requiring funds to establish a capital buffer 
and imposing a mandatory move from constant net asset value ("CNAV") to variable net 
asset value ("VNAV").  We disagree with these proposals.   
 
Money market funds are investment products, whose risks and reward are borne by 
their investors.  Requiring money market fund managers to back-stop losses, and to 
provide for those losses through a capital requirement, would fundamentally undermine 
the economic viability of money market funds, and would convert them from an 
investment product into a de facto banking product.  
 
We also do not support a global ban of CNAVs (which would amount to prohibiting the 
use of amortized cost valuation for any securities held by a money market fund).  We 
believe that there is appropriate space in the global money market fund industry for 
both constant NAV and variable NAV funds, provided of course that each category is 
subject to an appropriate regulation.  Indeed, some regulators have already imposed 
reforms to strengthen the resilience of money market funds, such as the SEC’s 2010 rule 







- 4 - 
 


 


amendments and the CESR guidelines on a common definition of European money 
market funds.  
 
We refer IOSCO to the comment letters of the various national and regional associations 
that are members of the IIFA for more detail on the concerns raised by the policy 
options described in the Report, including capital buffers and mandatory VNAV.2


 
  


Given the very short consultation period on the Report we request that IOSCO consider 
providing a comment/consultation period on its final recommendations, before they are 
submitted to the FSB.  If this is not possible, we request that IOSCO provide assurances 
that any recommendations it proposes to make to the FSB be public so that the public 
and the industry can make comments to the FSB.  Further, the work of the FSB should 
also be subject to public consultation.   
 


* * * * * 
 


We appreciate the opportunity to express our views.  Please contact me 
at epenido@opportunity.com.br if you have any questions about our comments.   
 


 
Very truly yours,  
 


 
 
Eduardo Penido 
Chairman, Board of Directors 
 
 
c.c. Mr. Mark Carney, Chair 


Financial Stability Board 
 
Mr. Patrice Bergé-Vincent 
Autorité des Marchés Financiers 
c/o Mr. Mohamed Ben Salem, IOSCO 


 


                                                 
2 See for example,  Joint Letter from European Fund and Management Association, Institutional Money Market Funds 
Association, and Investment Company Institute to Patrice Bergé-Vincent, dated February 16, 2012, available at  
http://www.ici.org/pdf/25936.pdf  
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I nvesco
Two Peachtree Pointe
1555 Peachtree Street, NE
Atlanta, Georgia 30309


404 892 0896
www.invesco.com


May 25, 2012


VIA ELECTRONIC MAIL TO: MoneyMarket@iosco.org


Mr. Mohamed Ben Salem
International Organization of Securities Commissions
Calle Oquendo 12
28006 Madrid
Spain


Re: Money Market Fund Systemic Risk Analysis and Reform Options


Dear Mr. Salem,


Invesco Ltd. is a leading independent global investment management firm, with over
$668 billion in assets under management as of April 30, 2012. Invesco Advisers, Inc.,
Invesco’s primary U.S. investment advisory subsidiary, is registered with the U.S. Securities
and Exchange Commission (the “SEC”) and, along with its affiliates, has managed and
advised money market funds and other cash investment vehicles for over 30 years. As of
December 31, 2011, Invesco Advisers had approximately $58.7 billion in assets under
management in its registered money market funds operated in compliance with Rule 2a-7 of
the Investment Conipany Act of 1940, as amended (“Rule 2a-7”) and approximately $5.3
billion in European money market fund assets under management.


We are writing to provide our views with respect to certain aspects of the Money
Market Fund Systemic Risk Analysis and Reform Options Consultation Report dated 27
April 2012 (the “IOSCO Report”) published by the International Organization of Securities
Commissions (“IOSCO”). The IOSCO Report discusses potential retbrm options intended to
reduce systemic risk generally and to enhance the stability of money market funds in
particular. As a major sponsor of money market funds. Invesco strongly supports efforts to
bolster the resiliency of these products, which for over four decades have provided a solid
foundation for the preservation of capital, daily liquidity and market-based yield that
investors have come to expect while also offering global portfblio credit diversification, ease
of administration, efficiency in accounting and simplicity of tax reporting. Money market
funds play a vital economic role as a source of credit and short-term financing to consumers,
corporations, financial institutions and government entities around the world. For example,
as of December 31, 2011, registered U.S. money market funds held approximately 42% of all
outstanding short-term U.S. agency securities, 37% of commercial paper issuances, 22% of
bank certificates of deposits and 16% of short-term U.S. Treasury securities.


Invesco







Our interest in commenting is driven by our fiduciary responsibility to our money
market fund shareholders and our concern that several of the policy options discussed in the
IOSCO Report could have unintended and highly adverse consequences including:


• harming the orderly functioning or efficiency of credit markets by
substantially reducing availability of credit to consumers, corporations,
financial institutions and government borrowers;


• triggering a sudden, widespread shift of assets to less regulated vehicles that
do not offer the protections afforded by regulated money market funds; and


• reducing the number of investment options available to investors.


We recognize that the goal of policymakers is to reduce further the vulnerability of
the financial system, including money market funds, to systemic risk. We share this aim and
have worked actively with both policymakers and our industry peers in the U.S. and Europe
in recent years to enhance industry standards and practices in numerous areas, including the
tn-party repurchase agreement market. Given the central importance of money market funds
to short term credit markets, however, we believe it is critical for policymakers to recognize
that disruption of these funds or a significant reduction in their asset base could have a severe
destabilizing impact on issuers (including government issuers) and on the markets generally.
As the IOSCO Report acknowledges, “The health of [money market funds] is important not
only to their investors, but also to a large number of businesses and national and local
governments that finance current operations through the issuance of short-term debt.” A
large reduction in money market fund assets due to investor withdrawals would threaten a
critical source of short-term financing for businesses, governments and other borrowers at a
time when other sources of credit are likely to be constrained. Concurrently, the recent
adoption of a variety of new regulatory capital requirements has led banks and other financial
institutions around the world to re-evaluate the appropriate size of their balance sheets and
future levels of credit extension. The pending implementation of these more stringent capital
requirements could greatly magnify the systemic effects of any additional reduction in credit
extended by money market funds due to a smaller asset base. We therefore strongly agree
with JOSCO’s observations that “policy options will have to be carefully weighed in the
context of their potential impact on financial stability and market functioning.”2


While we are pleased with the thoughtful and balanced approach to the potential
policy options highlighted in the IOSCO Report, we are concerned that it fails to take into
account fully the significant impact of the substantial regulatory reforms that have already
been implemented in the United States with respect to both money market funds and the
wider financial markets. As discussed below, there is clear evidence that these measures
have greatly increased the intrinsic resiliency of money market funds by enhancing
protections for investors, improving transparency for market participants and further


IOSCO Report. at 1.


2
IOSCO Report, at 13.
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strengthening the ability of money market funds to withstand periods of severe market stress.
As a direct byproduct of these enhancements, the industry is better positioned today than at
any time previously to protect investors from the extreme redemption pressures potentially
associated with periods of extreme market volatility. We therefore believe it is critical for
IOSCO and other policymakers to conduct a rigorous and comprehensive cost benefit
analysis, taking into account the full impact of changes that have already been implemented
and the risks associated with taking further action, prior to proposing any additional money
market fund reforms.


I. Policymakers should thoroughly analyze the impact of the significant regulatory
changes enacted since the financial crisis and the risks associated with further
regulation before proposing additional changes to money market funds


Since its adoption, Rule 2a-7 has provided U.S. money market funds with a solid
foundation of safety, liquidity, investment diversification, and a market-based rate of return.
In the wake of the global financial crisis, however, there was widespread acknowledgement
of the need to adjust the regulatory framework governing money market funds to reflect
better the integral role they play in financial markets generally. In January 2010, following a
period of public comment that included extensive discussions between industry
representatives and regulators, the SEC promulgated comprehensive amendments to Rule 2a-
7 relating to disclosure, portfolio maturity, liquidity, credit quality and other shareholder
protections. These changes, which were overwhelmingly supported by fund sponsors and
investors, were carefully designed to increase the resiliency and transparency of money
market funds without altering their basic structure and operation.


While the IOSCO Report does describe the 2010 amendments to Rule 2a-7, it fails to
consider adequately the substantial and growing evidence of the impact of these changes,
whose efficacy was quickly demonstrated during periods of severe market stress following
their implementation. For example, from June-August, 2011 markets were extremely volatile
due to the dramatic escalation of the European banking crisis and the downgrade of U.S.
sovereign debt. During this relatively brief period prime money market funds in the U.S. lost
$172 billion, or 10.4%, of their assets. However, no fund experienced difficulty processing
redemptions, maintaining a $1.00 NAV or satisfying the 10% daily and 30% weekly liquidity
requirements mandated by the amended Rule 2a-7.3 It is also instructive to examine the
liquidity strains experienced by money market funds during the peak of the credit crisis in the
week following the collapse of Lehman Brothers and the significant effects that the new
liquidity fund requirements under Rule 2a-7 would have had during this period. As the
Investment Company Institute has observed, “in December 2011, prime money market funds
held daily and weekly liquid assets more than twice the level of outflows they experienced
during the worst week in money market fund history.”4 As of December 2011, the
Investment Company Institute (“Id”) reported that, in accordance with the revised Rule 2a-7
liquidity requirements, prime money market funds held over $1.43 trillion in assets and a
minimum of $416 billion in daily liquidity and $660 billion in weekly liquidity.


The IOSCO Report essentially relegates to a footnote the discussion of money market funds’ successful
weathering of this period of significant market stress. IOSCO Report, at 26.
‘ Comment letter to IOSCO Report submitted by the Investment Company Institute, at 9.
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The vastly expanded disclosure obligations relating to money market fund portfolios
are another critical element of the 2010 amendments to Rule 2a-7. This enhanced disclosure
provides shareholders with voluminous, detailed and timely information regarding fund
holdings and permits them to assess the fund’s risk profile accurately at any point in time. In
addition, the standardized format permits investors to make direct “apples-to-apples”
comparisons between different funds. As a result, investors are better informed and less
likely to trigger a run due to fear of the unknown. Another important addition to Rule 2a-7 is
the provision authorizing a money market fund’s directors to suspend redemptions if they
determine that doing so is necessary in order to ensure the equitable treatment of investors
following the decision to wind down a fund that has broken the buck. This “living will”
provision provides the fund board with an important and highly effective tool to mitigate or
eliminate the effects of an investor run on a distressed fund.


In addition to the new rules relating specifically to money market funds, it is
important to take note of the numerous and substantial regulatory changes that have been or
are in the process of being implemented by regulatory authorities around the globe to
strengthen the integrity, transparency and soundness of financial markets generally. The
period since the end of financial crisis has been among the most active in modem history for
financial regulatory reform. It is therefore striking that the IOSCO Report contains, for
example, only a single brief mention of the landmark Dodd-Frank Wall Street Reform and
Consumer Protection Act. The primary purpose of this legislation, which represents one of
the most sweeping financial regulation efforts in U.S. history, is to identify and mitigate
systemic risks to the global financial system such as those discussed in the IOSCO Report.
Reforms relating to the operation of securitized products, derivatives markets and tn-party
repurchase transactions are also important components of a coordinated effort to reduce
systemic risk.


It is critical for policymakers to assess the combined effect of these and other
reforms, many of which have not yet been fully implemented, before deciding whether
additional, untested regulation is desirable. SEC Commissioner Daniel Gallagher expressed
this view unequivocally recently when he observed that:


“Vvithout an adequate understanding of the current state of play. we are handicapped
in our effort to deline existing risks and measure their magnitude. Nor can we simply
hand—wave and speak vaguely of addressing “S stemic risk” or some other kind of
protean problem. The risks and issues justifying a rulemaking must be specifically
and thoughtfully defined in relation to the Commission’s niission.’


Speech given by SEC Commissioner Daniel M, Gallagher to U.S. Chamber of Commerce. l)ecemher 4,
201 . In the same speech Commissioner Gallagher noted that ‘We rs’m/luI know hat risks money market
ftinds pose unless.., we have a clearer understanding 01 the eflects of the Coninossion’s 2010 mone market
reforms, for some reason, in uch of the discussion surrounding the current need for mone market re form
sweeps aside the tact that the Commission has alreadn responded to the 200 crisis by making signilkant
changes to Rule 2a—7. Notably. those amendments only became efkctive in May 2010... If the Commission
moves forward with a proposal, the option of doing nothing until e have seriously anal\zcd the impact of last


year’s reforms must he given serious consideration. By pre—judging the outcome of this rulemakini that
something, anvi/lilIg must be done as soon as possible. never mind the consequences the Commission runs the
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We strongly agree that proposing additional regulations without having analyzed fully
the impact of the substantial steps already taken would be premature, a prospect that is
particularly troubling given that such actions could have significant adverse effects on the
fragile global economic recovery currently underway.


II. The partial or complete elimination of constant NAV money market funds would
do little to prevent investor runs and would likely trigger large outflows from
these funds.


As the IOSCO Report acknowledges, a stable net asset value (“NAy”) is an integral
element of most money market funds and is central to these funds’ utility as an investment
tool for investors. We strongly believe that eliminating the constant NAV (“CNAV”), which
has been a defining feature of a majority of money market funds for over four decades,
would increase rather than decrease the systemic risks that policy makers are attempting to
mitigate. While imposing a variable NAV (“VNAV”) regime for all money market funds
might theoretically lessen somewhat the risk that investors would view them as guaranteed-
principal products, it would do so at the cost of drastically decreasing their usefulness and
appeal as an investment option and would likely only reallocate that risk to less regulated (or
unregulated) investment vehicles.


Among the primary reasons for the overwhelming popularity of CNAV money
market funds are the administrative, accounting and tax efficiencies that they offer investors,
efficiencies that are directly linked to the funds’ stable NAVs. If all money market funds
were required to adopt VNAVs, investors could be required to determine cost basis and
relevant gains and losses on each transaction, creating a substantial burden on those seeking
to use the funds to manage their short-term liquidity needs. This is especially true given that
money market fund investors generally engage in more frequent transactions than investors
in long-term funds. Additionally, as noted in the IOSCO Report, many corporate or
governmental investors would be prohibited by internal or statutory restrictions from
investing in a VNAV money market fund. The continued popularity of CNAV money
market funds as compared with similar VNAV products such as ultra-short bond funds—
even in the face of ongoing historically low investment yields—supports the proposition that
VNAV cash funds are not widely embraced by investors.6 It is particularly notable that
European investor demand for CNAV money market funds over VNAV funds has increased
significantly since the financial crisis. Numerous surveys have confirmed that investors are
strongly opposed to proposals to eliminate CNAV funds. For example, a recent Fidelity


danger of skewing its analysis of any proposed reeulatorv changes. Any n1al\ sis we undertake ‘. ill necessariR
be flawed if we lack a rit.orous sense ot’ the current baseline againSt which to measure the effects ot’ an’


proposed changes. ‘v1oreoer. e ha c a lecal obhgatton to thoroughly consider all reasonable alteniatives, and
that, includes the alternatis e of doin1 nothine bcond those siuniflcant chanues the Coinnussion has undertaken


just last year,” I emphasis in original


As the IOSCO Report observes, CNAV funds represent approximately 80% market share of global money
market funds. IOSCO Report, at 1. In addition, the ICI has noted that despite their continued low yields, U.S.
money fund assets have grown from their levels immediately prior to the onset of the financial crisis. ICI
Comment Letter, at 20.
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Investments survey found that 89% of institutional money market fund investors and 74% of
retail investors objected to mandating that the funds switch from CNAV to VNAV.
Importantly, 59% of institutional investors and 47% of retail investors said that such a
change would cause them to withdraw some or all of their assets from the funds.7


The contention in the IOSCO Report that “CNAV MMFs have contributed to create
instability by giving investors the expectation of redeeming at par on the false belief that
MMF shares are a risk-free cash equivalent”8 is conclusory and unsupported by the facts,
given that approximately two thirds of U.S. money market fund assets are held by highly
sophisticated institutional investors who are certainly aware that money market funds, like
any other investment product, are not a risk-free investment (a fact that is prominently
disclosed throughout each fund’s disclosure and marketing materials).9


It is important to acknowledge that few actions, if any, would eliminate the risk of a
run on money market funds entirely. Money market funds are not, and were never intended
to be, risk free instruments.10 Like all investments money market funds are intrinsically
exposed to risks including credit, interest rate, market, and operational risks. These risks are
not limited to money market funds, however, as even deposits with banks, which have access
to deposit insurance and access to a lender of last resort, are not immune from the risks
associated with an investor run.


Faced with the prospect of CNAV funds converting to a VNAV regime, large
investors, in particular, may be prone to transfer funds currently invested in CNAV money
market funds to other, less regulated, vehicles that continue to offer stable. Alternatively,
current CNAV investors might choose to move their assets into bank deposits, which would
put significant pressure on the banking system by requiring additional capital to support
those new deposits, particularly given the stringent capital requirements recently enacted as
part of the Basel III regime.’1 For larger investors, including corporations and municipalities,
these bank deposits would likely be uninsured and would substantially reduce the
diversification of their cash management investments. Both money market funds and bank
deposits are designed to preserve investors’ capital and provide daily liquidity. However,


“The Investor’s Perspective: How individual and institutional investors view money market mutual funds and
current regulatory proposals designed to change money funds.” February 3, 2012.
8 IOSCO Report, at 14
‘ Notably, the Fidelity Investments survey cited above found that 75% of retail money market fund investors
understood that money market funds are not backed by a government guarantee.
10


Indeed, SEC Commissioner Gallagher has noted that “I do not believe that it should be — nor can it be - the
goal of the Commission to ensure that securities products are risk-free.” Speech given by SEC Commissioner
Daniel M. Gallagher to U.S. Chamber 01’ Commerce, December 14, 20


In a letter to U.S. Federal Reserve Chairman Ben Bernanke, one highly respected industry commentator noted
that the recently discovered J.P. Morgan trading loss of approximately $2 billion could well be attributable in
part to hedging activities undertaken by the bank in reaction to the high levels of cash it has on hand due its
unwillingness to lend in light of these more stringent capital rules. See Letter from Melanie L. Fein to Ben S.
Bernanke dated May 17, 2012. In the letter Ms. Fein notes that since the financial crisis, U.S. money market
funds have lost approximately $1.4 trillion in assets, most of which have flowed to banks due to the unlimited
deposit insurance temporarily being provided by the Federal Deposit Insurance Corporation for deposits in non
interest bearing accounts.
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while each of these products exposes investors to credit risk, the credit risk borne by money
market fund investors is different in nature than that related to bank deposits since money
market fund portfolio investments utilize significantly less maturity-mismatching and, in
direct contrast to banks, do not employ leverage. Furthermore, money market funds’
underlying investments comprise a transparent portfolio of fungible high credit quality
securities unlike the opaque assets and off-balance sheet commitments often carried by
banks.


Finally, we do not believe that the implementation of a VNAV structure for all money
market funds would reduce investors’ propensity to redeem shares during periods of market
stress. As the Id and the IOSCO Report have noted, the experience of ultra-short bond
funds, which may have investment strategies and portfolio characteristics similar to money
market funds but maintain a floating net asset value, illustrates the redemption pressures that
might face VNAV money market funds. During 2007-2008 period these ultra-short bond
funds experienced an average decline of 2% in their net asset value but saw a decline in net
assets of 50% in 2008 and 60% from their peak in 2007; European VNAV cash funds
experienced a similar trend.’2 This was foreseeable to some degree since, as the IOSCO
Report notes, “shareholders in a VNAV [money market fund], still have an incentive to run
due to the limited liquidity in any [money market fund], which creates a higher share price
for early redeemers, and thus a first mover advantage.”3


We concur with the IOSCO Report’s conclusion that “A sizeable shrinking of the
[money market fund] industry would therefore leave many investors with fewer investment
alternatives for their cash management and could direct a greater concentration of assets
towards the banking sector or unregulated or less regulated substitute products.”4 We also
share the concern expressed in the IOSCO Report that the imposition of a VNAV regime for
money market funds could precipitate a destabilizing flood of preemptive withdrawals by
investors seeking to guarantee the return of their principal. This would bring about the very
result that the measure was intended to prevent in the first place: a run on funds triggering a
liquidity crisis and potentially destabilizing financial markets through widespread, forced
sales of portfolio holdings by money market funds.


III. Other potential changes considered in the IOSCO Report are not feasible
operationally and would render money market funds unattractive to sponsors
and investors.


Certain other potential changes discussed in the IOSCO Report, such as the proposal
for a sponsor-funded NAV buffer or the requirement for sponsors to purchase a “first loss”
equity share class from their funds, would impose significant additional costs on money
market fund sponsors at a time when revenues associated with these ftrnds are at historic
lows due to the continuing low interest rate environment. The likely result would therefore


12 See Investment Company Institute Report of the Money Market Working Group (March 17, 2009), at 105.
The report notes that “[t]he experience in Europe of certain money and bond funds likewise demonstrates that
floating net asset value funds can also face strong investor outflows during periods of market turmoil.”
D IOSCO Report, at 14
14 IOSCO Report, at 9.
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be to drive existing sponsors out of the market and to prevent new competitors from entering.
Furthermore, the myriad of operational. legal, regulatory and timing issues posed by these
proposals, many of which are discussed in the IOSCO Report, render them essentially
unworkable. Even more substantial operational issues would accompany the proposed
“minimum balance requirement,” which would restrict a money market fund investor from
fully redeeming its interest in the fund. Not surprisingly, investors have also expressed a
very strong resistance to these proposals and an intention to move out of money market funds
if they were to be imposed. Approximately half of the retail clients surveyed by Fidelity said
that they would decrease or eliminate their use of money market funds if a holdback feature
were instituted and 70% objected to a redemption fee imposed during period of severe
market stress.


IV. Conclusion


While we would support an extension to non-U.S. money market funds of the
changes to Rule 2a-7 adopted in 2010, we believe that prior to proposing any additional
money market regulations it is critical for policyrnakers to conduct a thoughtful and
comprehensive analysis of the impact of the significant reforms made to date affecting
money market funds and global financial system generally. Taking action prior to such an
analysis would be premature and could seriously jeopardize the fragile global economic
recovery. The analysis must therefore include a rigorous cost-benefit analysis balancing this
and other risks against the incremental benefits that might be achieved by further reforms.


We appreciate the opportunity that we have been given to comment on this important
matter and look forward to continuing to work with policymakers and others in the industry
to ensure that money market funds remain a useful and important investment alternative for
investors seeking a product that offers safety, liquidity and yield.


Sincerely,


Lyman Missimer
Head of Global Cash Management
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May 25, 2012 


 


Via Electronic Mail (MoneyMarket@iosco.org) 
 
Mr. Mohamed Ben Salem 
General Secretariat 
International Organization of Securities Commissions 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
 Re:  IOSCO Money Market Fund Systemic Risk Analysis and Reform Options 


Dear Mr. Ben Salem: 


The Investment Company Institute (“ICI”)1 is pleased to provide comments on the 
Consultation Report on money market funds issued by the Technical Committee of the 
International Organization of Securities Commissions (“IOSCO”).2 


Money market funds play a vitally important role for investors and the global economy 
and constitute one of the great success stories of modern financial regulation.  In the interest of 
preserving the important benefits these funds provide, ICI and its members have devoted 
significant time and effort to considering how to strengthen the regulation of money market 
funds and make them more robust under even the most adverse market conditions—such as those 
caused by the widespread bank failures in 2008.    


Over the past few years, the U.S. Securities and Exchange Commission (“SEC”) and the 
U.S. fund industry have made a great deal of progress toward their shared goal of strengthening 
the resiliency of money market funds.  Taking the initiative to respond quickly and aggressively 


                                                 
1 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 seeks 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 $13.4 trillion and serve over 90 
million shareholders. 
2 IOSCO, Money Market Fund Systemic Risk Analysis and Reform Options: Consultation Report (April 27, 2012) 
(“Consultation Report”), available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD379.pdf.  In response to a 
request from the G20, the Financial Stability Board (“FSB”) has been developing recommendations to strengthen 
the oversight and regulation of the “shadow banking” system.  As part of this initiative, the FSB is assessing the 
need for money market fund regulatory reform and has asked IOSCO to undertake work in this area and develop 
policy recommendations, as appropriate, by July 2012. 
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to the events of fall 2008, ICI formed a Money Market Working Group to study the money 
market, money market funds and other participants in the money market, and recent market 
circumstances.  The March 2009 Report of the Money Market Working Group addressed these 
topics and advanced wide-ranging proposals for the SEC to strengthen money market fund 
regulation.3  


 
In 2010, with the industry’s strong support, the SEC approved far-reaching rule 


amendments that incorporated many of the MMWG Report’s recommendations and enhanced an 
already-strict regime of money market fund regulation.4  The amended rules make money market 
funds more resilient by, among other things, imposing new credit quality, maturity, and liquidity 
standards and increasing the transparency of these funds.  In the event a money market fund 
proves unable to maintain a stable $1.00 net asset value (“NAV”) per share, the fund’s board of 
directors is empowered to take prompt action to assure an orderly liquidation of the fund and 
equitable treatment for all shareholders.  These reforms proved their value last summer when 
U.S. money market funds—without incident—met large volumes of shareholder redemptions 
during periods of significant market turmoil, including a credit event involving the historic 
downgrade of U.S. government debt.  Indeed, so far-reaching were these reforms that today’s 
money market fund industry is dramatically different from that of 2008. 


 
U.S. policymakers, industry participants, and other stakeholders have continued to 


examine possible additional reforms to money market fund regulation even after adoption of the 
SEC’s 2010 amendments.  For example, the President’s Working Group on Financial Markets 
conducted a review of money market funds and in late 2010 issued a report (“PWG Report”) 
seeking comment on various money market reform options.5  Like the Consultation Report, the 
PWG Report did not endorse any particular course of action.  The PWG Report spawned a 
voluminous and still growing comment record that reflects not only many good faith attempts to 
respond to policymakers’ concerns, but also a striking absence of consensus around whether 
further action is needed, and if so, how to proceed.  


                                                 
3 See Investment Company Institute, Report of the Money Market Working Group (March 17, 2009) (“MMWG 
Report”), available at http://www.ici.org/pdf/ppr_09_mmwg.pdf.   
4 See Money Market Fund Reform, SEC Release No. IC-29132 (February 23, 2010), 75 FR 10060 (March 4, 2010) 
(“MMF Reform Adopting Release”).  For an overview of U.S. money market fund regulation, see Investment 
Company Institute submission to IOSCO (February 7, 2012), available at http://www.ici.org/pdf/25877.pdf, at 15-
17.  
5 The PWG directed the SEC to solicit comments on its report to assist the Financial Stability Oversight Council 
(“FSOC”) in its examination of the reform options outline in the report, see SEC Release No. IC-29497 (November 
3, 2010), available at http://www.sec.gov/rules/other/2010/ic-29497.pdf.  The PWG Report is appended to the SEC’s 
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.   
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In the United States, this lack of consensus stems in part from the substantial reforms 


already implemented by the SEC in 2010.  It also stems from the fact that since the onset of the 
global financial crisis, regulators around the world have undertaken numerous broader financial 
reform efforts designed to prevent a recurrence of the events of 2008 and address other perceived 
gaps in financial regulation.6  Many aspects of these efforts benefit money market funds, which, 
like other financial market participants, have a strong interest in a well-functioning global 
financial system that can withstand periodic shocks.  When evaluating the need for further 
reforms specific to money market funds, it is important to take into account not only the changes 
already made to strengthen money market fund regulation but also other financial market 
reforms designed to reduce the likelihood of, and provide better regulatory tools to cope with, 
any future financial crisis.  


 
For our part, as a result of ICI’s own initiatives and extensive engagement with regulators 


over the past several years, ICI already has conducted extensive analysis of many of the reform 
options outlined in the Consultation Report (several of which also were included in the PWG 
Report).  ICI’s views on possible additional money market fund reforms also have evolved in 
recent months, for several reasons.  First, as mentioned above, we have had the opportunity to 
observe the success of the SEC’s 2010 amendments in helping U.S. money market funds 
withstand market stress, which strongly calls into question the need for additional reforms.  
Second, we have concluded that reform options reportedly under the most serious consideration 
in the United States are severely flawed and would prove extraordinarily detrimental to investors, 
issuers of short-term debt, and the country, not to mention the industry. 


 
We remain committed to working with regulators on this important issue, but we submit 


that this process should be guided by two principles.  First, we should preserve those key features 
of money market funds (including the stable $1.00 per-share NAV and ready liquidity) that have 
made them so valuable and attractive to investors.  Second, we should preserve choice for 
investors and competition by ensuring a continued robust and competitive global money market 
fund industry.  Unfortunately, the proposals we understand some U.S. regulators currently are 
considering are altogether at odds with these principles. 


Our comments below begin with a brief discussion of why the difficulties that the money 
market and U.S. money market funds faced during the financial crisis of 2007-2008 do not 
support the conclusion that money market funds are particularly susceptible to runs, as some 
claim (Section I).  We then review how the SEC’s 2010 amendments have made U.S. money 
market funds more resilient and how their experience under these new requirements during last 
summer’s market events should help inform IOSCO’s consultation and recommendations 
(Section II).  Next, we examine three policy options identified in the Consultation Report—
requiring money market funds to let their share prices fluctuate or “float,” requiring money 
market funds or their advisers to maintain capital buffers against money market fund assets, and 


                                                 
6 See generally Report of the Financial Stability Board to G20 Leaders, Overview of Progress in the Implementation 
of the G20 Recommendations for Strengthening Financial Stability (November 4, 2011), available at 
http://www.financialstabilityboard.org/publications/r_111104.pdf.  
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imposing permanent redemption restrictions—which reportedly are the options U.S. regulators 
are considering (Section III).  Finally, with respect to a number of the other options outlined in 
the Consultation Report, to the extent we have previously examined those approaches, we 
summarize our views and provide links to our more detailed, earlier comment letters (Section 
IV).  


I. Money Market Funds’ Experience During the Financial Crisis 


The Consultation Report begins by suggesting that the financial crisis of 2007-2008 
highlighted that money market funds are particularly “susceptible” to runs.  We disagree.  The 
highly unusual events during the 2007-2008 time period, compared to the only other time a 
money market fund failed to return a full $1.00 per share (or “broke a dollar”), illustrate the 
importance of context.  How investors react in the very rare event that a money market fund is 
unable to return a full $1.00 per share depends, in our judgment, entirely on the context—i.e., 
events that precede and surround that occurrence.   


Money market funds were not the cause of the financial crisis, but were directly affected 
by its enormous scale, duration, and by the lack of coherent, consistent government policy 
responses.  Like many market participants, money market funds were hit by a global crisis that 
began to take hold long before September 2008.  The financial crisis was, first and foremost, a 
crisis in the real estate markets and the “originate to distribute” phenomenon that developed as 
regulators stood by.7  As the real estate markets collapsed, the banking system experienced 
enormous stress as structured investment vehicles (SIVs), originally designed to move liabilities 
off of banks’ balance sheets, suddenly were brought onto those balance sheets.8  The banking 
crisis that followed was catastrophic.  At least 13 major institutions went bankrupt, were taken 
over, or were rescued in the 12 months before Lehman Brothers failed.  Lehman’s failure was an 
especially difficult shock for the market because it represented an abrupt reverse in direction by 
the U.S. government from its previous decisions to intervene and rescue Bear Stearns, Fannie 
Mae, and Freddie Mac.   


In contrast to massive failures in the bank sector, a single U.S. money market fund 
(Reserve Primary Fund) could not return the $1.00 per share after Lehman failed.  As a result of 
Lehman’s sudden failure and widespread uncertainty about the government’s stance towards 
other troubled institutions,9 certain money market funds and many other money market 
participants were hit by a severe liquidity freeze when banks, seeking to preserve their liquidity, 
refused to lend to one another and investors lost confidence in government policy.  Even in these 
extreme conditions, however, investors remained invested in money market funds—they shifted 
                                                 
7 See generally U.S. Financial Crisis Inquiry Commission, The Financial Crisis Inquiry Report (January 2011), 
available at http://www.gpo.gov/fdsys/pkg/GPO-FCIC/pdf/GPO-FCIC.pdf.  The Financial Crisis Inquiry 
Commission is a ten-member commission appointed by the U.S. government with the goal of investigating the 
causes of the financial crisis.   
8 Id. 
9 One day after Lehman was allowed to fail and the same day the Reserve Primary Fund broke a dollar, the 
government again switched course and agreed to lend American International Group, Inc. (AIG) up to $85 billion 
and to take a nearly 80 percent stake in the company, reversing an earlier indication that it would not participate in a 
rescue of the insurance giant. 
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their assets from prime money market funds, which held financial institutions’ securities, to 
Treasury and government and agency money market funds, which did not.  About $300 billion 
flowed out of prime money market funds; for every dollar that left these funds, however, 63 
cents flowed into Treasury and government and agency funds.  Indeed, investors did not abandon 
money market funds; they reacted to their concerns about the financial health of banks, the U.S. 
government’s unpredictable response to financial institutions’ collapses, and concerns about 
whether in such an environment prime money market funds could continue to sell assets into a 
frozen commercial paper market. 


The only other time a money market fund broke a dollar was in 1994.10  In stark contrast 
to the events of September 2008, the banking system in 1994 was not mired in crisis.  Not only 
did the 1994 event not trigger a run, but money market fund assets grew during the month after 
the fund broke a dollar.  At that time, there was no reason for investors to lose confidence in the 
assets their funds were holding.  On the other hand, Reserve’s failure in 2008 followed an 
unprecedented series of events going back to the middle of 2007 involving major banks and 
other leading financial institutions, and inconsistent responses to these events by the U.S. 
government.   


 
The steps taken by the U.S. Federal Reserve Bank and the U.S. Department of the 


Treasury beginning in 2008 were necessary and appropriate to restore liquidity to the money 
market as a whole.11  No claims were made on the Treasury Guarantee Program for Money 
Market Funds.  Instead, the Treasury and, as a result, U.S. taxpayers, received an estimated $1.2 
billion in fee payments from participating money market funds.  As discussed in Section II, the 
SEC’s money market fund regulatory reforms of 2010 addressed the challenges faced by money 
market funds in 2008, particularly by enhancing liquidity requirements. 
 
II. Policy Options that Work:  U.S. Money Market Funds Made More Resilient Under 


SEC 2010 Amendments 


The SEC’s 2010 amendments to U.S. money market fund regulation have made these 
funds even more liquid, transparent, and stable than ever before.  As discussed below, today’s 
U.S. money market funds are a stronger and more resilient product than the funds that were 
available in 2008, as amply demonstrated by the market events of last summer.  We therefore 
urge IOSCO to avoid falling into the trap of looking at these funds and reform options as though 
it were still 2008, and instead to recognize that U.S. money market funds themselves, and the 
financial markets in which they operate, are meaningfully different today.  As the Consultation 
Report also notes, money market funds do not operate in the same manner in all jurisdictions, 
and the markets for these funds may be vastly different.  We therefore caution IOSCO about 
taking a “one size fits all” approach to its efforts. 


                                                 
10 Community Bankers U.S. Government Money Market Fund broke a dollar in September 1994 and ultimately paid 
investors $0.96 per share.   
11 For an overview of some of the U.S. government actions taken in response to the financial crisis, see MMWG 
Report, supra note 3, at 64-65. 
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We also urge IOSCO to carefully study the U.S. money market fund regulatory regime, 
including the 2010 amendments, as part of its analysis of money market funds to provide a frame 
of reference.  In particular, we recommend that IOSCO evaluate whether money market funds 
generally should comply with a set of risk-limiting conditions similar to those found in Rule 2a-7 
under the Investment Company Act of 1940.  Those requirements are designed to limit a fund’s 
exposure to certain risks by addressing the credit quality, liquidity, maturity, and diversification 
of a money market fund’s investments.  We also recommend that IOSCO study whether money 
market funds should  disclose to both regulators and shareholders detailed information about 
their portfolios on a regular basis (e.g., monthly).  This disclosure would provide investors with a 
better understanding of the current risks to which the funds are exposed and enhance regulators’ 
oversight of money market funds and their ability to respond to market events.   


A. Overview 


1.  Shorter Maturities 


The SEC’s 2010 amendments to Rule 2a-7 raised credit standards and shortened the 
maturity of money market funds’ portfolios—further reducing credit and interest rate risk.  For 
example, the reduction in the maximum allowable weighted average maturity (“WAM”) from 90 
days to 60 days lowered the average maturity of taxable money market funds across the board 
(Figure 1).  Preventing funds from holding a portfolio with a WAM in excess of 60 days also has 
reduced “tail risk”; this is seen in Figure 1 as a cutting off of the right-hand tail of the 
distribution of WAMs across taxable money market funds.  This restriction has made money 
market funds more resilient to changes in interest rates that may accompany significant market 
shocks, and puts money market funds in a far better position to meet shareholder redemptions. 
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Figure 1 


WAMs for Taxable Money Market Funds 


Percentage of funds 
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Sources: Investment Company Institute; iMoneyNet 


 The introduction of a limit on money market funds’ weighted average life (“WAL”) also 
has strengthened the ability of money market funds to withstand shocks and meet redemption 
pressures.  Unlike a fund’s WAM calculation, the WAL of a portfolio is measured without 
reference to interest rate reset dates.  The WAL limitation thus restricts the extent to which a 
money market fund can invest in longer term adjustable-rate securities that may expose a fund to 
spread risk.  Although data on WALs before November 2010 are not publicly available, publicly 
available data since then suggest that the new WAL requirement likely has bolstered the 
resilience of funds.  Figure 2 depicts the distribution of WALs for taxable money market funds 
as of December 2011.  The maximum allowable WAL is 120 days.  Most funds, however, are 
well below this, with the great majority having WALs in the range of 30 to 90 days.  Only a very 
small proportion of funds have WALs in excess of 100 days.  
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Figure 2 


WALs for Taxable Money Market Funds 


Percentage of funds, December 2011 
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Source: Investment Company Institute 


2.  Daily and Weekly Liquidity Requirements 


The 2010 amendments directly and meaningfully addressed the liquidity challenge faced 
by many money market funds during the financial crisis by imposing for the first time explicit 
daily and weekly liquidity requirements.  Under the new requirements, money market funds must 
maintain a sufficient degree of portfolio liquidity to meet reasonably foreseeable redemption 
requests.  In addition, at a minimum, all taxable money market funds must maintain at least 10 
percent of assets in cash, U.S. Treasury securities, or securities that convert into cash within one 
day (“daily liquid assets”), and that all money market funds must maintain at least 30 percent of 
assets in cash, U.S. Treasury securities, certain other U.S. government securities with remaining 
maturities of 60 days or less, or securities that convert into cash within one week (“weekly liquid 
assets”).  The daily and weekly minimum liquidity requirements are measured at purchase.  
Thus, if a money market fund’s holdings of daily liquid assets or weekly liquid assets falls below 
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10 percent or 30 percent of total assets, respectively, due to shareholder redemptions or 
redemptions in combination with changes in the value of portfolio securities, that will not violate 
these minimum requirements.  Rather, Rule 2a-7 forbids the fund from acquiring anything other 
than a daily liquid asset or weekly liquid asset if, immediately after the acquisition, the fund 
would have invested less than 10 percent or 30 percent (as applicable) of total assets in daily 
liquid assets or weekly liquid assets.  The purchase by the fund of assets other than daily liquid 
assets or weekly liquid assets would trigger a violation.   


The amendments also require funds, as part of their overall liquidity management 
responsibilities, to have “know your investor” procedures to help fund advisers anticipate the 
potential for heavy redemptions and adjust their funds’ liquidity accordingly and to have 
procedures for periodic stress testing of their funds’ ability to maintain a stable NAV. 


Indeed, the new liquidity requirements have had a transformative effect on U.S. money 
market funds.  As Figure 3 shows, as of December 2011, funds exceeded the minimum daily and 
weekly liquidity requirements by a considerable margin.  For example, 29 percent of the assets 
of prime money market funds were in daily liquid assets and 46 percent of their assets were in 
weekly liquid assets.  In dollar terms, taxable money market funds now hold an estimated $1.47 
trillion in daily or weekly liquid assets, which includes an estimated $660 billion held by prime 
money market funds.  In comparison, during the business week September 15, 2008 to 
September 19, 2008 (the week Lehman Brothers failed), prime money market funds experienced 
estimated outflows of $310 billion.12   Accordingly, in December 2011, prime money market 
funds held daily and weekly liquid assets more than twice the level of outflows they experienced 
during the worst week in money market fund history. 


                                                 
12 See PWG Report, supra note 5, at 12.   
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Figure 3 


Liquid Assets for Taxable Money Market Funds 


Percentage of total assets, December 2011 


 
1Daily liquid assets include securities with a remaining maturity of 1 business day, Treasury securities with a 
remaining maturity of 397 days or less, and securities with a demand feature that is exercisable within 1 business 
day.  Securities with a demand feature are excluded if it could not be determined when the demand feature is 
exercisable and the security does not meet any of the other criteria for daily liquid assets. 


2 Weekly liquid assets include securities with a remaining maturity of 5 business days or less, Treasury securities 
with a remaining maturity of 397 days or less, agency securities with a remaining maturity of 60 days or less 
(regardless of whether those securities were initially issued at a discount), and securities with a demand feature 
exercisable within 5 business days. Securities with a demand feature are excluded if it could not be determined when 
the demand feature is exercisable and the security does not meet any of the other criteria for weekly liquid assets. 


Sources: Investment Company Institute; Bloomberg  


3.  Increased Disclosure 


By requiring more frequent and vastly more detailed disclosure of money market funds’ 
holdings, the 2010 amendments have made U.S. money market funds the most transparent 
financial product in the United States.  Every U.S. money market fund now provides updated 
portfolio information on its website as of the end of each month.  In addition, each month every 
money market fund files with the SEC new Form N-MFP, which contains detailed information 
about the fund and its portfolio, including the market value of each security held.  The 
information provided in Form N-MFP becomes publicly available 60 days after the end of the 
month covered by the report.  Regulators, analysts, and investors have been using this additional 
data to closely scrutinize fund portfolios.  This heightened scrutiny has at times led regulators 
and analysts to highlight potential risks in particular fund holdings.  The additional disclosure 
also has led certain advisers to avoid investments that, although exhibiting stable credit 
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fundamentals, may raise investor concerns.13  Thus, the discipline of far greater disclosure, 
consistent with the SEC’s historical approach to protecting investors, in itself has had a strong 
palliative effect. 


4.  Fund Liquidations 


For the first time, the 2010 amendments also gave U.S. money market fund boards of 
directors the ability to suspend redemptions if a fund has broken or is about to break a dollar.14  
Although there has been no occasion to utilize it, this powerful new tool will help 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, would protect shareholders by ensuring that the 
actions of investors who exit a money market fund first under extreme circumstances do not 
harm those remaining behind.  The rule recognizes that a money market fund’s share price can 
decline in value, and provides for an orderly liquidation of the fund’s securities in a manner that 
best serves the fund’s shareholders by avoiding the liquidation of portfolio securities in a “fire 
sale.”   


B. Recent Events in the Money Market 


As a result of these regulatory changes, U.S. money market funds are much more resilient 
to economic and financial shocks.  This is amply demonstrated by recent events.  In 2011, money 
market funds weathered two financial market shocks attributable in large measure to government 
gridlock: the looming U.S. federal debt ceiling crisis in mid-2011 and deteriorating conditions in 
European debt markets throughout the year.  Money market funds also had to contend with 
historically low interest rates and the U.S. federal government’s extension of unlimited deposit 
insurance on non-interest bearing checking accounts, which provided investors a guarantee on 
business checking account balances held at banks.15 


                                                 
13 See N. Flanders, G. Fink-Stone, and V. Baklanova, U.S. MMF Shadow NAV Volatility Declines Post-Crisis, Fitch 
Ratings (January 18, 2012) (“Fitch Ratings’ Special Report”). 
14 Like a U.S. operating company, a mutual fund, including a money market fund, is organized as a corporation with 
a board of directors or as a business trust with a board of trustees.  At least 40 percent of directors or trustees on a 
mutual fund’s board are required under the Investment Company Act to be independent from fund management.  In 
practice, most fund boards have a far higher percentage of independent directors or trustees.  According to a study of 
fund boards conducted by ICI and the Independent Directors Council, as of year-end 2010, independent directors 
made up three-quarters of boards in more than 90 percent of fund complexes.  See Overview of Fund Governance 
Practices, 1994-2010, available at http://www.idc.org/pdf/pub_11_fund_governance.pdf.  Independent fund 
directors play a critical role in overseeing fund operations and are entrusted with the primary responsibility for 
looking after the interests of fund shareholders. 
15 See Federal Deposit Insurance Corporation, Deposit Insurance Regulations; Unlimited Coverage for Noninterest-
Bearing Transaction Accounts, 75 FR 69577 (November 15, 2010).  As required by Section 343 of the Dodd-Frank 
Wall Street Reform and Consumer Protection Act, the unlimited insurance coverage became effective on December 
31, 2010, and will expire on January 1, 2013. 



http://www.idc.org/pdf/pub_11_fund_governance.pdf
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Figure 4 


Prime Money Market Funds Accommodated Large Outflows During U.S. Debt Ceiling and 
Eurozone Debt Crises  


 


Source: Investment Company Institute  


Reflecting these circumstances, investors withdrew $213 billion from prime money 
market funds over the six-month period June 2011 to November 2011 (Figure 4).  To be sure, 
these outflows were smaller in dollar and percentage terms than the flows prime funds 
experienced during the worst months of the financial crisis in September and October 2008.  
Nevertheless, they were quite large, totaling 13 percent of the assets of prime money market 
funds as of May 2011.  Moreover, the bulk of these outflows occurred in a very short time (the 
weeks ended June 8, 2011 to August 3, 2011) as the U.S. federal debt ceiling crisis came to a 
head.  Over that eight-week period, outflows totaled $172 billion, or 10 percent of prime money 
market fund assets.  Outflows in the month of June 2011 were the second largest on record, 
totaling $86 billion.  


Prime money market funds accommodated these sizable outflows in an orderly manner.  
Funds had plentiful liquidity to meet redemptions.  As of May 30, 2011, prime money market 
funds held an estimated $643 billion in daily and weekly liquid assets, well in excess of the 
outflows they experienced over the next several months.  Moreover, the large outflows in the 
second half of 2011 had only a small impact on funds’ liquid asset ratios, which remained well 
above required minimum levels of 10 percent and 30 percent, respectively, for daily and weekly 
liquid assets (Figure 5). 
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Figure 5 


Liquid Asset Ratios of Prime Money Market Funds, April to December 2011 


Percentage of prime fund assets  


 


Sources: Investment Company Institute; Crane Data 


In addition, despite the outflows and stresses in the market, money market funds’ per-
share market values were extremely stable.  For the vast majority of funds, these values tracked 
very close to $1.00 (shown in Figure 6 as “average”).  Even those prime money market funds 
with the very lowest values (shown in the figure as “1st percentile”) had levels that were 
comfortably above the $.9950 mark.  These findings are consistent with the findings of other 
analysts who note that the variability of prime money market funds’ per-share market values has 
declined significantly since the 2007-2009 financial crisis, which they attribute in large measure 
to the revisions to Rule 2a-7 that went into effect in May 2010. 16 


                                                 
16 See Fitch Ratings’ Special Report, supra note 13. 
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Figure 6 


Mark-to-Market Values of Prime Money Market Funds 


 Selected months, 2011  


 


Sources: Investment Company Institute; selected N-MFP reports 


III. Flawed Policy Options  


The Consultation Report identifies a number of policy options aimed at “reinforcing the 
robustness and safety of money market funds.”  We submit, however, that many of the options 
identified would not strengthen the money market fund industry but instead would alter the 
fundamental characteristics of money market funds—such as a stable NAV and ready liquidity—
thereby destroying their value to investors (especially in the United States) and the global 
economy, and reduce competition and choice by driving funds out of the business.  Moreover, if 
regulatory changes to money market funds alter those characteristics valued by investors, 
investors will move to less regulated, less transparent cash pools, increasing systemic risk.  In 
this section, we highlight three such reforms that are under consideration in the United States.17  
First, we explore the proposition that all money market funds should let their share prices float—
a structural change for the U.S. money market fund industry that would not reduce systemic risk 
but instead, could increase it.  Next, we discuss the idea that money market funds or their 
advisers should maintain capital against money market fund assets—an idea that not only alters 


                                                 
17 See Remarks by SEC Chairman Mary L. Schapiro at SIFMA’s 2011 Annual Meeting (November 7, 2011), 
available at http://www.sec.gov/news/speech/2011/spch110711mls.htm. 



http://www.sec.gov/news/speech/2011/spch110711mls.htm
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the product but could cause significant industry contraction.  Finally, we discuss the 
implementation of permanent redemption restrictions in the form of a “minimum balance 
requirement”—a concept that not only would be prohibitively costly to implement, but also is 
contrary to the fundamental nature of a mutual fund.   


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


One reform proposal that continues to draw some support both in the United States and 
Europe is the possibility of eliminating the ability of money market funds to use the amortized 
cost method of valuation—forcing them to let their share prices fluctuate or “float.”  In the 
United States, some regulators emphasizing the liquidity, maturity, and credit transformation of 
money market funds,18 continue to espouse a floating NAV.  This is despite hearing from a wide 
range of businesses, state and local government entities, financial services, companies, and 
consumer organizations that doing so not only would undermine the convenience and simplicity 
of money market funds, but also would increase the costs of financing for many segments of the 
U.S. economy.19  Also weighing in against a floating NAV are many individual investors who 
strongly oppose changing the fundamental nature of money market funds.  Nevertheless, the 
option of requiring money market funds to float their NAVs remains a topic of discussion.  This 
would require funds both to use mark-to-market pricing of fund portfolio securities rather than 


                                                 
18 Some commentators have fixed on the liquidity, maturity, and credit transformation of money market funds.  The 
degree of transformation, however, is extremely modest, especially when compared to banks.  As noted in Section 
II, taxable U.S. money market funds are required to hold a minimum of 10 percent of their portfolios in daily liquid 
assets and 30 percent in weekly liquid assets.  In addition, a money market fund’s WAL cannot exceed 120 days.  
These requirements reduce liquidity and maturity transformation to very low levels, and in practice, money market 
funds exceed these requirements.  For example, in December 2011, taxable money market funds held 45 percent of 
their portfolios in daily liquid assets and 62 percent in weekly liquid assets, far exceeding the minimum 
requirements.  Furthermore, the average WAL in December 2011 was 64 days for government money market funds 
and 73 days for prime money market funds.  U.S. money market funds also are required to hold securities that pose 
minimal credit risk.  As of December 2011, over 99 percent of money market fund portfolio assets received the 
highest short-term credit ratings.  In addition, to the extent that a credit issue arises with a security, U.S. money 
market funds have clear rules to allow for the discontinuation of the amortized cost method of valuation and the 
repricing of the fund shares or suspension of redemptions and liquidation of the fund to ensure that there is no 
material dilution or unfair results to fund shareholders. These requirements ensure that existing fund investors share 
in the losses of a fund and avoid transferring or transforming that credit risk. 
19 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 in 2009.  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 
http://www.ici.org/policy/regulation/products/money_market/10_mmfs_opposefloatingnav.  In response to the 
SEC’s request for comment on the PWG Report, ICI, along with over 100 companies or organizations, submitted 
letters to the SEC in opposition to the floating NAV concept.  See Letter from Paul Schott Stevens, President & 
CEO, Investment Company Institute, to Elizabeth M. Murphy, Secretary, Securities and Exchange Commission 
(January 10, 2011), available on ICI’s website at http://www.ici.org/pdf/11_sec_pwg_com.pdf.  These type of letters 
have continued to flow into the public comment file. 



http://www.ici.org/policy/regulation/products/money_market/10_mmfs_opposefloatingnav

http://www.ici.org/pdf/11_sec_pwg_com.pdf
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amortized cost accounting20 and abandon penny rounding for the purpose of determining the 
NAV of fund shares on a daily basis.   


 The Consultation Report asserts that constant NAV money market funds refer to funds 
that “use amortized cost accounting to value all of their assets and/or share price rounding 
method, enabling them to maintain a constant value of a share of a fund.”21  Money market funds 
in the United States actually have three characteristics that contribute to the stability of the share 
price.  First, money market funds declare dividends on a daily basis so that income does not 
accumulate in the share values.22  Second, money market funds hold very short duration 
portfolios with minimal credit risk, minimizing the effects of even large interest rate changes on 
the underlying value of the portfolio.  For example, about 70 percent of U.S. money market 
funds had a WAM of 50 days or less at the end of April 2012.  The third feature is the use of 
amortized cost combined with penny rounding.   


The effects of the first two characteristics—daily declaration of income and short 
duration, high-quality portfolios—can be observed by examining money market funds’ mark-to-
market share prices.  Each month, U.S. money market funds report to the SEC on Form N-MFP 
their underlying mark-to-market share price, without using amortized cost pricing.23  Using 
publicly available data from these reports, ICI calculated changes in fund share prices on a 
monthly basis for each fund between December 31, 2010 and February 29, 2012.  More than 
three-quarters (78 percent) of the prime money market funds had an average absolute monthly 
change in their share price of 0.5 basis points or less and 99 percent had an average absolute 
monthly change of less than 2 basis points.  Money market funds investing in government 
securities or repurchase agreements backed by government securities had similarly small 
changes in their mark-to-market prices, with 83 percent experiencing average absolute monthly 
changes of  0.5 basis points or less, and all such funds having an average absolute change of less 
than 2 basis points.  


It is important to note that requiring the use of mark-to-market pricing in lieu of 
amortized cost pricing would not, under normal circumstances, cause a money market fund’s 
share price to float.  As noted, between December 31, 2010 and February 29, 2012 virtually all 
funds mark-to-market monthly prices on average fluctuated by less than 2 basis points.  To make 
the NAV float, using mark-to-market pricing share prices would need to be changed to $100.00 a 
share (e.g., through a reverse 1 for 100 share split).  The stabilizing effect of penny rounding is 
illustrated during periods of volatile interest rates.  For example, assuming a $1.00 NAV, short-


                                                 
20 An overview of the use of the amortized cost method of valuation by U.S. mutual funds, including money market 
funds, and other industries is attached as an appendix to this letter. 
21 Consultation Report, supra note 2, at 10. 
22 For example, income accrued daily, in the form of either coupon interest receivable or the increase in the 
amortized cost value of discount instruments, less fund expenses (e.g., management fees) is recognized as net 
investment income.  Each day’s net investment income is distributed to shareholders through the daily dividend.  
While dividends are declared daily, cash distribution typically takes place monthly, and until that time the fund 
recognizes a liability for dividends payable.  Accordingly, increases in assets (attributable to income accrual) are 
offset by recognition of a corresponding liability (for dividends payable) so that there is no increase in the fund’s net 
assets or share price associated with accrual or collection of interest on the fund’s investments. 
23 Share prices that excluded sponsor support were used for the calculation.   
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term interest rates would need to move by 3 percentage points (or 300 basis points) in one day to 
cause the typical U.S. money market fund’s mark-to-market price to fall by one-half of one 
percent.24  


As we discuss below, and as numerous investors and issuers already have advised the 
SEC, requiring money market funds to move to a floating NAV 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 


 Some have argued that requiring money market funds to float their NAVs will reduce the 
tendency of money market funds to experience large redemptions during periods of financial 
stress. Evidence from products with floating NAVs suggests this is incorrect.    


 For example, while ultra-short bond funds in the United States are not required to follow 
Rule 2a-7, they do invest in a portfolio of relatively short-dated securities.  In contrast to 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 7).  In February and 
March 2008, several ultra-short bond funds posted significant NAV 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 2008, these funds experienced cumulative 
outflows of 15 percent of their assets.  By the end of 2008, assets of these funds were down more 
than 60 percent from their peak in mid-2007.   


Thus, we remain doubtful that floating the NAV of money market funds would reduce 
risks in any meaningful way.  Rather, prohibiting U.S. money market funds from maintaining a 
stable NAV likely would lead investors to abandon money market funds for less regulated 
products that seek to maintain a stable NAV, as discussed below, and therefore simply would 
shift risks to this less regulated and more opaque part of the market.  


 


                                                 
24 See Investment Company Institute, Pricing of U.S. Money Market Funds (January 2011), available at 
http://www.ici.org/pdf/ppr_11_mmf_pricing.pdf, at 26. 



http://www.ici.org/pdf/ppr_11_mmf_pricing.pdf
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Figure 7 


Weighted Average NAV and Net New Cash Flow of Ultra-Short Bond Funds 


Weekly 


 


2.  Investor Demand for a Stable NAV Fund Would Remain 


 One very significant concern is whether U.S. investors would continue to use money 
market funds if the stable NAV was eliminated.  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 NAV 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 seek to maintain a stable NAV.  
Indentures and other trust documents may authorize investments in money market funds on a 
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similar assumption.  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 no longer would be able to use money market funds to help manage their 
cash.25 


 Investors that do not face such constraints may be unwilling to invest in a floating NAV 
product.  For example, the $1.00 per share pricing is vitally important to the usefulness of money 
market funds to a variety of business applications involving automated accounting and settlement 
systems.26  Indeed, the use of amortized cost accounting and a stable NAV allow the efficient 
processing of cash balances through cash sweep programs in which customer cash balances are 
“swept” into investments in shares of money market funds that are owned by the customer but 
transacted through accounts registered to a broker-dealer or a bank.  A stable NAV also offers 
significant convenience in terms of tax, accounting, and recordkeeping.  For example, as 
discussed above, all of a money market fund’s returns are distributed to shareholders as income.  
This relieves shareholders from having to track gains and losses, including the burden of having 
to consider the timing of sales and purchases of fund shares (i.e., U.S. wash sale tax 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 because they are used for long-term investing, not cash management.  And in any 
case, many purchases (or exchanges) in long-term funds are made within tax-advantaged 
accounts (e.g., 401(k) plans, a type of retirement savings account in the United States) where 
such issues do not arise. 


 A floating NAV 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, 
electronic check payment processing services and products, and U.S. Fedwire transfers.  These 
features generally are provided only for stable NAV products.  In addition, money market funds 
typically offer investors same-day settlement on shares redeemed via “wire transfers” (where 
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 
likely would force brokers and fund sponsors to consider how or whether they could continue to 
provide such services to money market fund investors. 


 Proponents of eliminating the stable NAV state 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 
                                                 
25 See MMWG Report, supra note 3, at Appendix D.  
26 For a detailed description of the specialized business applications and automated systems that use stable NAV 
money market funds to hold temporary liquidity balances, see Letters from John D. Hawke, Jr, Arnold & Porter 
LLP, to Chairman Mary Schapiro, Chairman, Securities and Exchange Commission (December 15, 2011) and the 
Financial Stability Oversight Council (December 15, 2011) (regarding Federated Investors, Inc.’s comments on 
FSOC’s rulemaking proposal to require supervision and regulation of certain nonbank financial companies), 
available at http://sec.gov/comments/4-619/4619-112.pdf.  
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funds.  Currently, yields on U.S. money market funds are on average 150 basis points below 
short-duration bond funds, and 300 to 500 basis points below longer term bond funds.27  Yet, 
assets in U.S. money market funds are roughly $2.6 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 U.S. money market funds previously have 
communicated their opposition to floating NAVs.  In a letter to the SEC, a group of 36 North 
Carolina independent colleges and universities noted that “requiring a floating NAV would 
eliminate money market mutual funds as a stable option and as a reasonable investment for 
[colleges and universities to use] for cash management purposes.”28  The stable $1.00 NAV, as 
the Financial Services Institute told the Subcommittee on Capital Markets and Government 
Sponsored Enterprises of the U.S. House of Representatives’ Committee on Financial Services in 
June 2011, provides “a high degree of liquidity, diversification, and convenience, along with a 
market-based yield” to investors.29  In its comments to the Subcommittee, Financial Executives 
International noted that corporate treasurers “use money market funds as a diversification tool . . 
. [and] are not geared to mark-to-market on a daily basis and will have to pull out of money 
market funds if a floating NAV is adopted.”30  


Members of the U.S. Congress also have communicated their concern regarding 
proposals that would require money market funds to float their NAVs.  A bi-partisan letter to 
SEC Chairman Mary Schapiro from 33 former state and local government officials who now 
serve in Congress highlighted the importance of the stable $1.00 NAV to states, municipalities 
and towns as not only a cash management tool and short-term investment option, but also for 
“the issuance of debt to fund many [  ] critical public projects.”31  In a speech at the U.S. 
Chamber of Commerce in Washington, DC, Senator Patrick J. Toomey (R-PA) expressed 
concern that requiring money market funds to float their NAVs would lessen the appeal and 
utility of the product to investors.  He also stated that he would urge the Senate Banking 


                                                 
27 Investment Company Institute; Morningstar; iMoneyNet. 
28 See Letter from A. Hope Williams, President, North Carolina Independent Colleges & Universities, to Elizabeth 
M. Murphy, Secretary, Securities and Exchange Commission (April 13, 2012), available at 
http://sec.gov/comments/4-619/4619-167.pdf.  
29  See Statement for the Record from the Financial Services Institute on behalf of the independent broker-dealers 
and financial advisors that they represent and the investors whom they serve, available at 
http://www.preservemoneymarketfunds.org/wp-content/uploads/2011/07/FSIs-Statement-for-the-Record-on-Money-
Market-Funds-07-14-11.pdf.  
30 See Letter from Susan Stalnecker, Chair, Financial Executives International’s Committee on Corporate 
Treasurers, available at http://financialservices.house.gov/UploadedFiles/112-42.pdf.  Also available at 
http://www.preservemoneymarketfunds.org/wp-
content/uploads/2011/06/CCT_ltr_to_House_FSC_Money_Market_Fund_6-24-11_13092105281.pdf.  
31 See Letter to Mary Schapiro, Chairman, Securities and Exchange Commission (May 1, 2012), available at 
http://www.preservemoneymarketfunds.org/wp-content/uploads/2012/05/Congress_Letter_to_SEC_5-1-
12_13359658511.pdf.  
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Committee to hold hearings on any SEC proposal for money market funds and would consider 
legislative action if need be to preserve the viability of these funds.32  


Furthermore, surveys of money market fund investors indicate clearly that most of these 
investors do not want and would not use a floating NAV product.  For example, a survey of U.S. 
treasurers indicated that nearly 80 percent of respondents would either decrease their use of 
money market funds or discontinue use of them altogether if money market funds are required to 
have a floating NAV.33  Indeed, based on this response, over 60 percent of corporate money 
market fund assets would move to other investments if this concept were adopted. 


A survey of retail money market fund investors in the U.S. commissioned by T. Rowe 
Price and conducted online by Harris Interactive indicated much the same response (Figure 8).34  


                                                 
32 See Remarks by Senator Pat Toomey (R-PA) at the U.S. Chamber of Commerce, Washington, DC (February 8, 
2012), available at http://www.preservemoneymarketfunds.org/wp-
content/uploads/2011/04/Toomey_Remarks_2_8_12_13291521511.pdf.  
33ICI commissioned Treasury Strategies, Inc. to conduct a study to help understand the effects of various SEC 
reform concepts on money market fund investors.  The report, Money Market Fund Regulation: The Voice of the 
Treasurer, is available on ICI’s website at http://www.ici.org/pdf/rpt_12_tsi_voice_treasurer.pdf (“TSI Survey”).  
Treasury Strategies surveyed 203 unique corporate, government, and institutional investors between February 13 
and March 6, 2012, asking 31 questions regarding their cash pools, investment objectives, and three SEC concepts 
for money market fund reform, including floating NAVs.  Treasurers are significant users of money market funds: 
institutional share classes account for $1.7 trillion, or 65 percent, of the $2.6 trillion in U.S. money market fund 
assets.   
34 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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Two thirds of U.S. retail investors surveyed found the idea of a floating NAV money 
market fund unfavorable.  Among those who reacted to the concept unfavorably, 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 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 (89 percent) 
indicated a preference for keeping the stable NAV and more  than half (57 percent) indicated 
they would use money market funds less or not at all if faced with the prospect of a floating 
NAV.  Retail investors also disliked the floating NAV concept.  Seventy-four percent of the 
retail investors surveyed also favored keeping the stable NAV and 47 percent of those surveyed 
said they would move all or some of their assets out of money market funds if funds changed to a 


Figure 8 
Retail Investors’ Reaction to Floating NAV Money Market Funds 
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floating NAV.35  In short, data on the subject demonstrates that U.S. investors do not want and 
likely would reject a floating NAV money market fund.  


3.  Floating the NAV Would Harm the Market 


The principal impact of a floating NAV for U.S. and perhaps other money market funds 
will be a major restructuring and reordering of intermediation in the short-term credit markets.  If 
assets move to less regulated and less transparent products or structures, risks in the financial 
markets will increase.  


 Assets in U.S. money market funds now total $2.6 trillion.  As discussed above, U.S. 
money market fund investors of all types are unlikely to use a floating NAV product.  Requiring 
these funds to float their NAVs thus would risk precipitating a vast outflow of assets from money 
market funds to other products.  This transition, in and of itself, could be destabilizing to the 
financial markets.  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 very kind 
of systemic event that advocates of a floating NAV seek to avoid.    


 Requiring money market funds to float their NAVs assuredly will shift credit 
intermediation from one type of product to others.  There are a number of alternative products 
that money market fund investors could use, including enhanced cash pools, local government 
investment pools, and other vehicles that seek to maintain a stable unit price but are not regulated 
under the Investment Company Act.36  Regulatory changes that push assets from regulated 
products (i.e., money market funds) to less regulated and less transparent products arguably serve 
to increase systemic risk.  Moreover, these products had their own difficulties during the 
financial crisis.37   


 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, 
repurchase agreement sweeps, commercial paper sweeps, and, importantly, sweeps into offshore 
(non-money market fund) accounts (e.g., Eurodollar sweeps).38  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) largely are beyond the jurisdictional reach of U.S. domestic 
regulators.   


                                                 
35 See Fidelity Investments, The Investor’s Perspective:  How Individual and Institutional Investors View Money 
Market Mutual Funds and Current Regulatory Proposals Designed to Strengthen Money Funds (December 2, 
2011).   
36 For an overview of some of these alternatives, see MMWG Report, supra note 3, at 41-46. 
37 See MMWG Report, supra note 3, at 62-64. 
38 For a general discussion of overnight sweep arrangements, see MMWG Report, supra note 3, at 43-44. 
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Even if investors shift their liquid balances to conventional bank deposits, 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.  Insuring all these new 
deposits would entail a major increase (perhaps as much as $2 trillion) in the U.S. federal 
government’s potential insurance liability and would result in a vast increase in moral hazard, a 
development that would simply increase systemic risk.  


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, in the United States, 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.  For example, in its letter to the U.S. 
House Subcommittee on Capital Markets and Government Sponsored Enterprises in June 2011, 
the Association for Financial Professionals warned that moving to a floating NAV would create 
“significant disruptions in the corporate funding market. . . . [because] many organizations issue 
commercial paper to meet their short-term financing needs, such as funding payroll, replenishing 
inventories, and financing expansion.”39  Similarly, a group of 12 state and local government 
groups representing both investors in money market funds and issuers of municipal securities 
that are purchased by money market funds expressed their views to the Subcommittee that 
mandating a floating NAV “would make [money market funds] far less attractive to investors, 
thereby limiting the ability of money market funds to purchase municipal securities. Losing this 
vital investing power could lead to higher debt issuance costs for many state and local 
governments across the country.”40 


                                                 
39 See Letter from James A. Kaitz, President and CEO, Association for Financial Professionals, available at 
http://financialservices.house.gov/UploadedFiles/112-42.pdf.  Also available at 
http://www.preservemoneymarketfunds.org/wp-content/uploads/2011/06/AFP_Comments_on_MMF_Reform_-
_June_2011_13089337503.pdf.  
40 See Joint Letter of the American Public Power Association, Council of Development Finance Agencies, Council 
of Infrastructure Financing Authorities, Government Finance Officers Association, International City/County 
Management Association, International Municipal Lawyers Association, National Association of Counties, National 
Association of Local Housing Financing Agencies, National Association of State Auditors, Comptrollers and 
Treasurers, National Association of State Treasurers, National League of Cities, U.S. Conference of Mayors, 
available at http://financialservices.house.gov/UploadedFiles/112-42.pdf.  Also available at 
http://www.preservemoneymarketfunds.org/wp-content/uploads/2011/06/GFOA-
Municipal_Groups_Statement_for_HFSC_062411_13089336282.pdf.  
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 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.     


B. Capital Buffers 


Recent comments by SEC officials and others have suggested that money market funds 
or their advisers be required to hold capital to buffer fund investors from potential future losses 
on their funds.41  The Consultation Report has identified several variations on the capital buffer 
idea, including requiring money market fund advisers to commit capital, requiring funds to raise 
capital in the market, or having funds build a capital buffer inside funds from fund income.  In a 
recent ICI study, we analyzed the likely outcomes of a capital buffer for the U.S. money market 
fund industry.42  A summary of our findings is provided below.  


1.  Requiring Fund Advisers to Commit Capital  


Proposals requiring money market fund advisers to commit capital to absorb possible 
future losses in their funds would alter fundamentally the money market fund business model.  A 
money market fund, like every other U.S. mutual fund, provides investors a pro rata interest in 
the fund, whereby fund investors share in the risks and rewards of the securities held by the fund.  
All of the fund’s shares are equity capital.  The default risk of diversified portfolios of securities 
held by money market funds is very low, and is shared by all fund investors, so that the 
likelihood that an individual investor will experience a sizeable loss, or any loss at all, is remote.  


Imposing capital requirements on a fund adviser would transform the essential nature of a 
money market fund by interposing the adviser between the fund and its investors.  Currently, 
fund advisers do not allocate capital to absorb losses because investors bear the risks of investing 
in funds.43 The U.S. mutual fund structure, including that of money market funds, is designed so 
fund advisory fees compensate the adviser for managing the fund as a fiduciary and agent and for 
providing ongoing services that the fund needs to operate.  Advisers are not compensated for 
bearing investment risks of the fund.  


Shifting investment risks from fund investors to advisers would require advisers to 
dedicate capital to absorb possible losses of the funds that they manage.  Some advisers would 
have to raise new capital in the market.  Others could perhaps shift capital from other parts of 
their businesses.  Either way, all advisers would have to earn a market rate of return on such 
capital.  If they cannot earn that rate of return, they would seek better business alternatives, such 
as seeking to move investors to less-regulated cash management products where investors still 
must bear the risks of investing. 


                                                 
41 See e.g., Mary L. Schapiro, Chairman, Securities and Exchange Commission, Remarks at the Society of American 
Business Editors and Writers (SABEW) Annual Convention (March 15, 2012), available at 
http://www.sec.gov/news/speech/2012/spch031512mls.htm. 
42 See Investment Company Institute, The Implications of Capital Buffer Proposals for Money Market Funds (May 
16, 2012), available at http://www.ici.org/pdf/ppr_12_mmfs_capital_buffer.pdf.  
43 To be sure, some money market fund advisers have at times voluntarily supported their funds, but these advisers 
did so as a business decision.  Requiring all fund advisers to take on a first loss position would be radical departure 
from the current agency role that fund advisers play.  
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While the potential for losses is remote, the cost of providing capital likely would be 
significant.  Under the current arrangement, small and highly infrequent losses are spread across 
a large number of fund investors and a large asset base.  Under the new arrangement, small 
losses would be concentrated in a single investor (the adviser) and across a small asset base (the 
value of the capital).  The adviser could face large percentage losses on its small capital 
investment and thus would require a compensatory rate of return.  


In theory, advisers could seek to pass along to investors the cost of providing the capital 
to absorb investment risks.  As a practical matter, however, we doubt this is possible.  Because of 
the very low interest rate environment, advisers at present have no ability to pass along cost 
increases; doing so would raise fund expense ratios, dropping net returns below zero.  Even in a 
more normal interest rate environment, advisers would have difficulty passing the cost of the 
required capital on to fund investors.  Rule 2a-7’s risk-limiting provisions effectively place a 
ceiling on what a prime money market fund may earn.  Yields on Treasury funds set a floor on 
the yields that prime funds may return to investors after expenses, which in turn limits the fees 
that prime funds may charge. 


In addition, in the U.S. any proposed increase in a fund’s advisory fees must be put to a 
shareholder vote.  Shareholder votes can be costly to undertake and outcomes by no means 
would be guaranteed.  Even if shareholders accepted a fee increase, the increase could be so 
large as to reduce the net yield on a prime fund below that of a Treasury-only money market 
fund.  All else being equal, an increase in a fund’s advisory fee will lower the fund’s net yield.  
Any desire to offset the effect on the fund’s yield by holding riskier and therefore higher yielding 
securities would be constrained by the risk-limiting provisions of Rule 2a-7 and, in any case, 
counterproductive to the goals of regulators.  Presumably no investor would hold a prime money 
market fund that offered a return below that of a Treasury fund.  


By far the most likely outcome is that advisers would have to absorb the cost of providing 
the capital buffer.  Although outcomes depend on the particulars of any proposal, our analysis 
indicates that capital buffers in the range of 1.5 percent to 3 percent would cause advisers to 
reconsider the money market fund business model.  There are various ways to illustrate this.  In 
our recent study on capital buffers, we focused on two approaches: internal rate of return and 
payback period.  The analysis shows that it would require very sizable increases in the fees of 
prime money market funds for advisers to earn a reasonable rate of return on capital they might 
be required to pledge.  For example, depending on assets included and the capital requirement 
percentage, prime money market fund fees might need to rise between 18 and 40 basis points for 
advisers to earn a 5 to 7 percent rate of return on invested capital.   


The payback analysis shows that under current fee structures and market conditions, 
capital buffers of 1.5 percent to 3.0 percent would absorb every dollar of advisers’ net earnings 
from money market funds for 18 to 43 years, depending on whether only Treasury securities or 
both Treasury and agency securities are excluded from a capital assessment.  Even under best-
case assumptions, these buffer requirements would absorb at least 8 to 20 years of advisers’ 
profits from operating money market funds.  


For all of these reasons, it is foreseeable that many, if not most, fund advisers would 
make the business decision to change their cash management offerings radically.  Some advisers 
may simply liquidate their funds and not offer alternative products.  Others may refocus their 
efforts on alternative cash-like products that are less regulated and less transparent, thereby 
increasing risks in the financial markets. 
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2.  Requiring Funds to Raise Capital in the Market 


As an alternative to requiring fund advisers to commit capital, the Consultation Report 
suggests requiring funds to raise capital in the market.  After considerable study, however, 
including in-depth analysis by capital markets experts,44 ICI concluded that for several reasons 
market-provided capital is not a feasible option for the money market fund industry.  Adding 
subordinated debt or equity would turn a rather simple product—the money market fund—into a 
considerably more complex offering.  Small funds and small fund complexes likely would find it 
difficult and costly to issue and roll over subordinated securities, resulting in further industry 
consolidation and raising a barrier to entrants.  The approach also would potentially create 
competing interests between the subordinated investors’ desire to avoid losses and senior 
shareholders’ tolerance for taking greater risks for greater yields.  


3.  Requiring a Within-Fund Capital Buffer  


Building a within-fund capital buffer would align more directly the costs of the buffer 
with the fund’s beneficiaries: fund shareholders.  Capital at this level would not absorb large 
credit losses, but it would provide funds somewhat greater flexibility in selling securities at a 
price below amortized cost.  In the United States, however, legal and accounting considerations 
would limit a within-fund capital buffer to 0.5 percent of a fund’s total assets.  Also, because of 
tax and economic considerations, a fund might need many years to build such a buffer.  As the 
analysis shows, under plausible assumptions, building such a buffer might take a typical prime 
fund 10 to 15 years.  The exact horizon depends on whether short-term interest rates rise 
somewhat more quickly than is currently expected, on how investors respond to a buildup of a 
within-fund capital buffer, and on the willingness of advisers to continue to absorb the cost of 
maintaining large fee waivers.  In the best of circumstances, building a within-fund capital buffer 
of 0.5 percent likely would require at least five years. 


C. Redemption Restrictions—Minimum Balance Requirement 


The Consultation Report identifies several possible options regarding liquidity 
management, including a “minimum balance requirement.”  Those who favor such a restriction 
believe that it can prevent or mitigate redemption pressure similar to that experienced by prime 
money market funds in 2008 by removing the so-called “first mover” advantage.  They also 
believe that a minimum balance requirement can make explicit to investors that money market 
funds do entail some risk, which in times of severe stress will be borne by investors.  Although 
the implementation of some types of redemption restrictions may help prevent or mitigate 
excessive strain on money market funds’ liquidity, there is a widespread view among ICI 
members, based on discussions with their shareholders, that such restrictions should not be 
imposed under “normal” market conditions when liquidity within the money market fund is 
readily available.  Indeed, a survey of U.S. treasurers indicated that 90 percent of respondents 
either would decrease their use of money market funds or discontinue use of them altogether if 
money market funds had to impose a minimum balance type requirement.45  Based on this 


                                                 
44 ICI engaged legal counsel, an accounting firm, and an investment bank to analyze the potential for funds or 
advisers to raise capital through the capital markets. 
45See TSI Survey, supra note 33. 
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response, 67 percent of corporate money market fund assets would move to other investments if 
this concept were adopted. 


Under the Investment Company Act, one hallmark feature of U.S. mutual funds, 
including money market funds, is that they issue “redeemable securities,” meaning that the fund 
stands ready to buy back its shares at their current NAV.  In the United States, Section 22(e) of 
the Investment Company Act generally prohibits funds, including money market funds, from 
suspending the right of redemption, and from postponing the payment or satisfaction upon 
redemption of any redeemable security for more than seven days except under extraordinary 
circumstances that are delineated in the statute or determined by SEC rule.46  Under this 
authority, in 2010, the SEC adopted Rule 22e-3, which exempts money market funds from 
Section 22(e) to permit them to suspend redemptions and postpone payment of redemption 
proceeds in order to facilitate an orderly liquidation of the fund.47   


Despite this extraordinary and far-reaching new rule, which has yet to be tested, calls for 
additional redemption restrictions continue, including a desire to restrict permanently the ability 
of money market fund investors to redeem all of their shares on a daily basis.  The Consultation 
Report notes that shareholder redemptions of the minimum balance amount would be held back 
for a specified period of time and subject to loss if the money market fund loses value during the 
holdback period.  The operational challenges and costs of such a concept, however, would be 
enormous, requiring changes to myriad systems that extend well beyond those under the control 
of the funds themselves.  Indeed, U.S. fund complexes, service providers, and intermediaries 
have developed intricate and complex systems that allow them to communicate and process 
significant volumes of money market fund transactions on a daily basis through a variety of 
mechanisms on behalf of investors.  We anticipate that intermediaries, which would incur 
substantial programming and other costs to effectuate these changes, would instead choose to 
utilize unregulated or less regulated money market investment vehicles for their clients’ cash 
management needs—especially if those needs are no longer met by the money market fund 
product. 


                                                 
46 Certain foreign regulatory regimes offer fund advisers mechanisms that, provided that the actions are in the 
interest of fund shareholders, give them significant discretion and flexibility to address extraordinary circumstances, 
like an unexpected loss of liquidity in the markets, while also helping them stem an incipient run on a fund.  For an 
overview of the various tools available to offshore funds, see MMWG Report, supra note 3, at 85-86. 
47 Rule 22e-3 permits a money market fund to suspend redemptions and payment of redemption proceeds if (i) the 
fund’s board, including a majority of directors that are independent of fund management, determines that the 
deviation between the fund’s amortized cost price per share and the market-based NAV per share may result in 
material dilution or other unfair results, (ii) the board, including a majority of disinterested directors, irrevocably has 
approved the liquidation of the fund, and (iii) the fund, prior to suspending redemptions, notifies the SEC of its 
decision to liquidate and suspend redemptions.  When it adopted the rule, the SEC noted that “Rule 22e-3 is 
intended to reduce the vulnerability of investors to the harmful effects of a run on the fund, and minimize the 
potential for disruption to the securities markets.”  MMF Reform Adopting Release, supra note 4, at 10088.  The 
SEC recognized, however, that permitting suspension of this statutory protection should be limited to extraordinary 
circumstances.  “Because the suspension of redemptions may impose hardships on investors who rely on their ability 
to redeem shares, the conditions of the rule limit the fund’s ability to suspend redemptions to circumstances that 
present a significant risk of a run on the fund and potential harm to shareholders.  The rule is designed only to 
facilitate the permanent termination of a fund in an orderly manner.”  Id.  
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1.  Background—Investor Use of Money Market Funds 


Today, 56 million institutional and retail investors utilize U.S. money market funds.  
These investors interact with their funds in a variety of ways.  Investors can purchase shares and 
maintain their accounts directly with a fund company, through a broker-dealer, within a fund 
supermarket or platform, via a financial planner or registered investment adviser, within a 
retirement plan, or through a bank trust department.  These investors and their intermediaries use 
various technologies to interact with their fund complex.  For example, an investor can obtain 
information and transact business by visiting a branch office, calling the toll-free number of a 
fund or intermediary, by using touch tone telephone services, or through proprietary internet 
websites.  The technologies and processes used to support each of these distribution channels 
require funds, intermediaries, and the various companies that provide services to them to 
synchronize efforts and share data near real time so that investors receive accurate information 
on their transactions and balances, regardless of the channel or technology used.   


Redemption restrictions that would be applied on a continuous basis under normal market 
conditions would impair the fundamental utility of money market funds.  U.S. money market 
funds are used today by a wide variety of investors primarily because of the product’s liquidity 
and stable NAV per share.  Many financial intermediaries that offer institutional account and 
sweep services have indicated that they may choose to offer alternative cash products rather than 
build complex systems to offer a dramatically different money market fund product that would 
not meet the fundamental needs of their customers.  Indeed, as noted above, U.S. treasurers have 
indicated they will scale back or eliminate their use of money market funds if redemption 
restrictions that restrict daily liquidity are imposed on money market funds. 48  Investors that 
hold accounts directly with funds also may choose alternative products that better meet their 
liquidity needs.  As described below, investors use money market funds for a variety of purposes. 


• Institutional investors, which include corporations of all sizes, securities lending 
operations, bank trust departments, sweep programs, securities brokers, investment 
managers, and state and local governments, use money market funds as a cost-effective 
way to manage and diversify credit risk, while providing same-day liquidity with market-
based yields.  These investors often use money market funds as a temporary holding 
vehicle for cash to facilitate transactions for capital expenditures and day-to-day 
operations, including payroll.  A minimum balance requirement, or even lack of clarity 
regarding account balances available for redemptions, would severely hamper the flow of 
funds and the accessibility of cash for transactions that support these entities’ ongoing 
operations.  Similarly, trust account arrangements use money market funds on a short-
term basis pending other activity, such as securities’ transaction settlements, beneficiary 
expenses, real estate transactions, and other beneficiary related distributions. 


• Sweep vehicles employed by brokerage firms and trading platforms, use money market 
funds to invest cash held in customer accounts.  Like institutional accounts, sweep 
vehicles help manage investor cash pending other investments; they are used primarily by 


                                                 
48 See TSI Survey, supra note 33. 
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customers to fund trading activity (for a wide variety of security types—stocks, bonds, 
mutual funds, ETF’s, currency positions, etc.) conducted in their accounts.  Sweeps are 
initiated by intermediaries at the end of the day.  Typically, the total remaining collected 
balances (or all available cash) in customer accounts, after all other transactions for the 
day have been posted, are invested in (swept into) money market funds.  A minimum 
balance requirement would impede the availability of funds to settle customers’ securities 
transactions and compliance with the margin requirements applicable to brokerage 
accounts.  


• Retail investors often use money market funds as a short term holding vehicle for their 
liquid assets to pay their ongoing expenses (utilizing both check writing and debit card 
functionality) and to hold cash temporarily from redemptions that may be used to fund 
other purchase transactions (through exchanges or other reinvestment transactions) or to 
fund tuition and educational expenses. 


• Retirement account investors may choose to invest a portion of their tax-advantaged 
retirement assets in money market funds.  These assets are often temporary in nature and 
used to fund other investment transactions or to support ongoing expenses for retired 
investors.   


2.  Operational Complexities and Cost Considerations  


A minimum balance requirement for money market funds would necessitate an 
extraordinary amount of coordinated effort to create and enhance technology programs, 
processes and procedures, and the communication links necessary to accommodate the new 
product feature.  Industry experts already have warned the SEC that such a requirement would 
involve “pervasive and expensive systems and operational changes for a wide variety of parties” 
that provide money market funds to investors.49   


Fund complexes and their vendors have developed intricate and complex systems to 
accommodate the needs of money market fund investors.50  These systems allow funds to settle 
transactions either on a same-day or next-day basis.  Modifying this infrastructure to process 
transactions and report the new information or data required in an accurate and consistent fashion 
to fund investors through all investor contact points, as well as providing the necessary 
transparency between funds and intermediaries, is an extremely complex undertaking that would 


                                                 
49 See e.g., Letter from DST Systems, Inc. to Elizabeth M. Murphy, Secretary, Securities and Exchange Commission 
(March 2, 2012), available at http://sec.gov/comments/4-619/4619-128.pdf.  DST Systems, Inc. provides 
information processing solutions and services to support the global asset management, insurance, retirement, 
brokerage, and healthcare industries.  The letter focuses on U.S. money market funds and the “significant impacts 
potential redemption restrictions reform options will have on systems, operations and shareholder behavior that 
could cripple if not destroy money market funds as a shareholder convenience.”  
50 For a detailed description of money market fund operations and systems, see Letter from Karrie McMillan, 
General Counsel, Investment Company Institute, to Elizabeth M. Murphy, Secretary, Securities and Exchange 
Commission (September 8, 2009), available at http://sec.gov/comments/s7-11-09/s71109-117.pdf.  



http://sec.gov/comments/4-619/4619-128.pdf

http://sec.gov/comments/s7-11-09/s71109-117.pdf
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result in significant costs and numerous practical difficulties.  Entities that would need to effect 
changes include: 


• mutual fund complexes (transfer agents, investment advisers, and distributors);  
• intermediaries (broker-dealers, banks, retirement plan administrators, and insurance 


companies); 
• third party systems and service providers;   
• the Depository Trust & Clearing Corporation;51 and 
• institutional and commercial investors (corporate entities, federal, state and local 


governments, trusts, etc.) utilizing money market funds.52  


Although daily redemption restrictions, such as a minimum balance requirement, may 
have theoretical benefits, any such restrictions would require costly changes to a myriad of 
systems at a financially precarious time for the industry.  Indeed, U.S. money market funds 
advisers waived over 50 percent of money market fund expenses in 2011.  It is reasonable to 
expect that requiring money market funds to adopt a minimum balance concept would cost the 
industry (funds and intermediaries) and its shareholders hundreds of millions of dollars to 
implement.53  These costs must be considered against the very real possibility that: (i) 
intermediaries may choose to offer alternative cash products (that may be unregulated or less 
regulated investment vehicles) rather than build complex systems to offer a dramatically 
different money market fund product of unproven value to their customers; (ii) redemption 


                                                 
51 For many mutual funds, transactions that occur through intermediaries are processed through the industry utility 
provided by the DTCC.  The DTCC has two services for mutual fund clearance and settlement through its 
subsidiary, the National Securities Clearing Corporation (“NSCC”):  Fund/SERV and Networking.  Fund/SERV 
provides a standardized and fully automated platform to process and settle fund share purchase, exchange, and 
redemption orders.  Networking supports the exchange and reconciliation of account information as held on the 
books of a fund’s transfer agent with that held on the books of each intermediary (e.g., broker-dealer) that distributes 
fund shares.  These automated services for DTCC participants provide secure, efficient, and cost-effective trading, 
money settlement, and information exchange through dedicated system connections using standardized formats and 
procedures.  Because these systems employ established requirements, timeframes are set so a sender and a receiver 
know the parameters for exchanging trade and account-related information.  Knowing the established requirements 
and timeframes enables both sides to create control points for receipt of data and exception processing for missing 
data.  Both omnibus and individual account transactions are processed through the NSCC. 
52 For examples of some of the transaction processing systems that use money market funds to hold short-term cash 
balances including corporate payroll processing, corporate and institutional operating cash balances, bank trust 
accounting systems, federal, state, and local government cash balances, and municipal bond trustee cash 
management systems, see Letter from John D. Hawke, Jr., Arnold & Porter LLP, to Elizabeth M. Murphy, 
Secretary, Securities and Exchange Commission (February 24, 2012), available at http://sec.gov/comments/4-
619/4619-122.pdf.   
53 Two years ago, ICI conducted a cost-benefit analysis of proposed rule changes to Rule 12b-1 under the 
Investment Company Act that would require extensive systems and operational changes.  The estimated costs for 
these changes were $231 million for fund complexes only, not including additional costs that would have been 
incurred by intermediaries.  See Investment Company Institute, Cost-Benefit Analysis of SEC Rule 12b-1 Reform 
Proposal (December 1, 2010), available at http://www.ici.org/pdf/10_12b1_sec_cba.pdf, at 11, Figure 4.  We 
believe the changes that would be required for a minimum balance requirement easily could meet or exceed this 
prior estimate.  In any event, ICI will conduct a similar analysis of any future money market fund rulemaking.   



http://sec.gov/comments/4-619/4619-122.pdf

http://sec.gov/comments/4-619/4619-122.pdf
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restrictions may not work within existing sweep and retirement plan products; and (iii) these 
changes may dampen the interest and thus reduce the number of retail investors if popular 
features, such as check writing, debit cards, and exchanges associated with money market funds 
are affected or possibly eliminated.  Thus, the cost to implement these new requirements for a 
dwindling shareholder base likely would be prohibitive for the money market fund industry. 


IV. Consideration of Other Policy Options 


In addition to the three policy options discussed above, the Consultation Report identifies 
several other options, many of which are largely similar to those included in the PWG Report.  A 
summary of our comments on those options previously considered follows. 54 


A.  Private Emergency Liquidity Facility for Money Market Funds.   


A significant part of our response to the PWG Report explained how an industry-
sponsored emergency liquidity facility for prime money market funds could address 
policymakers’ remaining concerns by serving as a liquidity backstop for those funds during 
times of unusual market stress.  Specifically, the letter described the industry’s substantial 
progress on developing a framework for such a facility, including how it could be structured, 
capitalized, governed, and operated.55 


B.  Mandatory Redemptions in Kind  


Requiring money market funds to make certain large redemptions “in kind” (i.e., through 
the distribution of a proportionate amount of their portfolio instruments to redeeming 
shareholders) would not be an effective way to further strengthen money market funds.56  
Investors likely would circumvent the requirement—for example, 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 with the distressed 
sales price, adversely impacting not only the redeeming shareholder and the redeeming fund (and 
its remaining shareholders), 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 U.S. 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.   


                                                 
54 See Letter from Paul Schott Stevens, President & CEO, Investment Company Institute, to Elizabeth M. Murphy, 
Secretary, SEC (January 10, 2011), available on ICI’s website at http://www.ici.org/pdf/11_sec_pwg_com.pdf and 
http://www.ici.org/pdf/11_sec_pwg_deck.pdf (appendix). 
55  For details concerning ICI’s plans for a private liquidity facility to further strengthen prime money market funds, 
see id. at 23-31.  While we believe the 2010 SEC amendments addressed the liquidity weaknesses in Rule 2a-7 
revealed by the 2008 market crisis, a private liquidity facility remains a means to provide further liquidity should 
regulators deem that necessary. 
56 For details, see Id. at 42-45. 



http://www.ici.org/pdf/11_sec_pwg_com.pdf
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C.  Insurance Programs for Money Market Funds 


The possibility of developing some form of money market fund insurance—whether 
federal, private, or a hybrid of the two—is not a viable option.57  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 could 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 U.S. Federal Reserve’s discount window to be 
effective or credible.  Moreover, pooling of credit risk across money market fund providers 
would raise moral hazard concerns. 


D. 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.  
As stated above, the inability or unwillingness of many institutional investors to switch to 
floating NAV money market funds means that this approach likely 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, as the Consultation Report acknowledges, we strongly question the 
feasibility of categorizing “retail” and “institutional” U.S. investors for this purpose in a way that 
makes sense and can be enforced effectively.58 


E.  Regulating Stable NAV Money Market Funds as Special Purpose Banks 


There is no persuasive case for requiring bank-like regulation of stable NAV money 
market funds; indeed, each of several possible motivations for such an approach is problematic.59  
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, as institutional investors would find current levels of FDIC-type 
insurance to be of little value.  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, as discussed above, it is unclear whether the 
business model for money market funds would remain viable.   


*  *  *  * 


                                                 
57 For details, see id. at 46-50. 
58 For details, see id. at 51-52. 
59 For details, see id. at 53-56. 
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 We would welcome the opportunity to speak with you in more detail about our 
comments.  If we can provide any more information, please feel free to contact me directly at 
kmcmillan@ici.org or 202-326-5815 or Jane Heinrichs, Senior Associate Counsel, at 
jheinrichs@ici.org or 202-371-5410. 


        Sincerely, 


        /s/ Karrie McMillan   
      


        Karrie McMillan 
        General Counsel 
        Investment Company Institute 
 
cc:  The Honorable Mary L. Schapiro 


The Honorable Elisse B. Walter 
The Honorable Luis A. Aguilar 
The Honorable Troy A. Paredes 
The Honorable Daniel M. Gallagher 


 
Eileen Rominger, Director, Division of Investment Management 


 Robert E. Plaze, Deputy Director, Division of Investment Management 
  


U.S. Securities and Exchange Commission 
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Appendix to ICI Comment Letter to IOSCO 


May 25, 2012 


 


Use of Amortized Cost Valuation  
 
 The following discussion briefly summarizes the use of the amortized cost method of 
valuation by U.S. mutual funds, including money market funds, as well as other industries. 


Mutual Funds Other Than Money Market Funds 


All U.S. mutual funds calculate their net asset value (“NAV”) daily.  NAV is the 
value of the fund’s assets, less liabilities, divided by the number of fund shares outstanding 
and rounded to the nearest cent.  Fluctuating NAV funds (e.g., equity and bond funds) are 
required to value their portfolio securities at market prices (or fair value if no market price is 
available).  These funds, which often invest a portion of their assets in short-term debt 
securities, also routinely use amortized cost to value securities with a remaining maturity of 
60 days or less.60 


Money Market Funds  


As expressly allowed by SEC rules, nearly all U.S. money market funds use 
amortized cost to value their securities, provided that amortized cost remains close to market 
value.61  Under the amortized cost method, portfolio securities generally are valued at cost 
plus any amortization of premium or accumulation of discount.  The basic premises 
underlying money market funds’ use of the amortized cost method of valuation are:  (1) high-
quality, short-term debt securities held until maturity will return to their amortized cost value, 
regardless of any temporary disparity between the amortized cost value and market value; 
and (2) while held by a money market fund, the market value of such securities ordinarily 
will not deviate significantly from their amortized cost value.  Thus, 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.   


In practice, the risk limiting conditions of Rule 2a-7 generally keep deviations 
between money market funds’ per share market value and amortized cost extremely small.   
Data from a sample of taxable money market funds covering one-quarter of U.S. taxable 
money market fund assets show that the average per-share market values for prime money 
market funds varied between $1.002 and $0.998 during the decade from 2000 to 2010 (the 


                                                 
60 See Valuation of Debt Instruments by Money Market Funds and Certain Other Open-End Investment 
Companies, SEC Release No. IC-9786, Accounting Series Release No. 219 (May 31, 1977) (issued prior to 
adoption of Rule 2a-7 in 1983).    
61 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. 
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decade prior to the implementation of the SEC’s 2010 money market fund reforms).62  As 
noted in the letter, using SEC Form N-MFP reports, ICI also calculated changes in fund share 
prices on a monthly basis for every U.S. money market fund between December 31, 2010 and 
February 29, 2012.  More than three-quarters (78 percent) of the prime money market funds 
had an average absolute monthly change in their share price of 0.5 basis points or less and 99 
percent had an average absolute monthly change of less than 2 basis points.  Money market 
funds investing in government securities or repurchase agreements backed by government 
securities had similarly small changes in their mark-to-market prices, with 83 percent 
experiencing average absolute monthly changes of  0.5 basis points or less, and all such funds 
having an average absolute change of less than 2 basis points.  


Many of the securities in which money market funds invest (e.g., commercial paper, 
Treasury bills) are so-called “discount instruments.”  These securities make no coupon 
interest payment.  Instead, they are issued at a discount to maturity value.  For example, 60-
day commercial paper may be issued at a price of $99.70.  At maturity the issuer will pay 
$100.00.  The $0.30 difference represents implicit interest on the security.  Under the 
amortized cost method of valuation, securities are valued at their acquisition cost adjusted for 
accretion of discount or amortization of premium.  Accretion of discount involves increasing 
the value of the security ratably over its life so that at maturity its amortized cost value is 
equal to the maturity value.  In the case of the security above, 1/60th of $0.30, or $0.005 
would be added to the amortized cost value of the security each day, so that at the end of the 
60-day period when the security matures, its amortized cost will be $100.00. 


The amortized cost method of valuation also may be applied to bonds or other fixed-
income securities that have explicit coupon payments.  For example, assume a money market 
fund purchases a bond with a principal amount of $100.00 with a remaining maturity of 365 
days at $105.00 (i.e., the bond is purchased at a premium).  The bond may trade at a premium 
because the coupon rate exceeds the market rate for one year instruments of comparable 
credit quality.  A ratable portion of the premium is subtracted from the amortized cost value 
of the bond each day during the life of the bond.  If the bond has 365 days remaining to 
maturity, 1/365 of the $5.00 premium is subtracted from the amortized cost value of the bond 
each day so that at maturity the amortized cost is equal to the maturity value of $100.00. 


The amortized cost method of valuation makes no attempt to reflect changes in the 
credit quality of the issuer or changes in prevailing market interest rates.  Such changes will 
affect the market value of the security.  To reduce the likelihood of a material deviation 
occurring between the amortized cost value of a portfolio and its market-based value, 
however, Rule 2a-7 contains a number of conditions governing the credit quality, liquidity, 
maturity, and diversification of a money market fund’s investments.  Moreover, Rule 2a-7 
also requires the fund periodically to compare the amortized cost NAV of the fund’s portfolio 
with the mark-to-market NAV of the portfolio.  If there is a difference of more than ½ 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.  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 


                                                 
62 See Investment Company Institute, Pricing of U.S. Money Market Funds (January 2011), available at 
http://www.ici.org/pdf/ppr_11_mmf_pricing.pdf, at 26. 
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the extent of any deviation may result in material dilution or other unfair results to investors 
or current shareholders.   


Use of Amortized Cost in Other Industries 


Both U.S. Generally Accepted Accounting Principles (“GAAP”) and International 
Financial Reporting Standards (“IFRS”) require use of the amortized cost method of 
valuation for financial assets in certain instances.  For example, under GAAP, companies 
(other than investment companies) that invest in debt securities must classify those securities 
into one of three categories: trading; available-for-sale; or held-to-maturity.  Debt securities 
classified as held-to-maturity are valued at amortized cost.  The justification for using 
amortized cost valuation for debt securities classified as held-to-maturity is that no matter 
how market interest rates fluctuate, the holder will recover its recorded investment and thus 
realize no gains or losses when the issuer pays the amount promised at maturity.  IFRS also 
require certain financial assets to be valued at amortized cost.  For example, IFRS require 
financial assets to be measured at amortized cost if both of the following conditions are met: 
(1) the asset is held within a business model whose objective is to hold assets in order to 
collect contractual cash flows; and (2) the contractual terms of the financial asset give rise on 
specified dates to cash flows that are solely payments of principal and interest on the 
principal amount outstanding.  Similar to GAAP, financial assets valued at amortized cost are 
subject to impairment testing (i.e., an assessment of whether the borrower of funds will be 
able to pay all contractual interest and principal payments when due).  If a financial asset is 
deemed to be impaired, then the creditor must recognize a loss for the impairment. 


 
 


 








 


 
 


 
 
Via Electronic Mail 
 


(moneymarket@iosco.org) 


June 28, 2012 
 
 
Mr. Mohamed Ben Salem 
International Organization of Securities Commissions (IOSCO) 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
Dear Mr. Ben Salem: 
 
Re:  Money Market Fund Systemic Risk Analysis and Reform Options 


We are writing to express our Members’ comment on the consultation report on Money 
Market Fund Systemic Risk Analysis and Reform Options (the “Report”) issued by the 
Technical Committee of the International Organization of Securities Commissions 
(“IOSCO”). 


The Investment Funds Institute of Canada (“IFIC”) is the national association of the 
Canadian mutual funds industry. Our Members include fund managers, distributors and 
industry service organizations (including accounting, legal and other service providers). 
The Canadian mutual fund industry is comprised of investment fund managers that 
sponsor, manage and administer funds, and dealer and broker firms that distribute 
funds' securities. As of March 2012 the mutual fund industry in Canada represented 
about CAD $813 billion in total assets under management in highly-regulated, publicly 
offered mutual funds.  


IFIC is also a long-standing member of The International Investment Funds Association 
(“IIFA”), and serves as Secretariat to that Association. We are aware that IIFA is also 
submitting a comment letter on the Report (the “IIFA Letter”). Our letter is largely based 
on the IIFA letter, and repeats its main arguments, but provides additional local 
information about the Canadian money market fund industry in order to substantively 
illustrate the advantages of local and regional regulation from the Canadian experience. 
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Investment Funds Should Not be Regulated as Banking Products 


We reiterate the fact noted in the IIFA letter that there are substantial differences 
between investment funds and the banking industry, and that it is critical for IOSCO and 
the Financial Stability Board ("FSB"), in any consideration of potential policy options for 
money market funds, to fully consider, and recognize the unique and substantively 
different roles investment funds and banks play in the global financial system. IOSCO’s 
member regulators are most familiar with these differences and hence, IOSCO has a role 
to ensure they are equally understood by the FSB. 


Investment funds are vehicles that provide collective investment and ownership of 
assets through the issuance of equity shares (“units”), with such units representing a pro 
rata interest in a fund. In Canada, in similar fashion to other major jurisdictions, 
authorized publicly-available investment funds, and the intermediaries that offer their 
units for sale, are subject to nationally harmonized securities regulations that impose 
strict requirements on the management of the funds (including regulation of their 
investment activities), the authorization of the management firms and their employees 
to perform fund management, compliance and portfolio management activity, and the 
authorization and operating practices of intermediary distribution firms and their 
representatives to offer the units of such funds for sale to investors.  


Investment funds invest in portfolio securities, providing a convenient and affordable 
conduit for investors to economically seek the market exposure that they would obtain 
through direct investment in the underlying assets. In contrast, banks transform private 
short-term securities or claims into private credit. The managers of investment funds 
typically operate on the basis of an agency relationship, and not on the basis of trading 
of the manager's own assets.  


Because investment funds differ significantly in their business and operation models, we 
believe it is imperative that bank-like regulation not be imposed upon investment funds.  


Money Market Funds are Critical to the Short-Term Debt Markets 


We completely endorse the IIFA’s presentation on the importance of money market 
funds in the short-term debt markets, how they offer a valuable intermediation service 
between lenders and borrowers in the short-term debt markets and how they offer 
investors low-cost access to credit expertise, diversification, liquidity management and 
secure and efficient operational processes that would be prohibitively expensive to the 
majority of cash investors outside of pooled investment vehicles.  


In considering appropriate money market fund regulatory changes, noted further below, 
the securities regulators in Canada well understood this role in the unique context of 
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the Canadian short-term debt market, and the different composition of unitholders in 
Canadian money market funds, in contrast to the experience of U.S. and European 
money market funds. 


No “One Size Fits All” Approach 


As noted in the IIFA Letter, IOSCO wisely questions whether the differences between 
jurisdictions require different policy approaches, or whether a global solution would be 
preferable. It must be borne in mind that money market fund oversight globally has 
evolved to different levels of regulation appropriate to the local environment and 
characteristics in each jurisdiction. IFIC agrees with IIFA that the differences that already 
exist in the local/national regulations applicable to money market funds – including the 
differing degrees of investment restrictions imposed on funds – and the local market 
conditions – including the types of investors, tax treatment, banking and securities laws 
– are so significant and fundamental as to make the crafting of detailed world-wide 
regulatory approaches inappropriate.  


Along with IIFA, we believe that implementation on a national level of a regulatory 
approach promoted by IOSCO that does not take into account the unique characteristics 
of a particular jurisdiction’s money market fund industry could create unintended 
adverse consequences, rather than help mitigate risks. As a consequence, each 
jurisdiction’s regulator is in the best position to understand the local market, and 
therefore is best able, and should be allowed, to define which rules funds must follow to 
be permitted to be a “money market fund” in its own national/regional market.  


To emphasize this point, we note that strong and conservative Canadian regulation 
permitted the Canadian banking sector to remain one of the strongest in the world 
throughout and after the market crisis in 2008. More broadly, the Canadian economy as 
a whole performed better and did not suffer the depth of recession experienced by 
other nations. We submit that this was a result of prudent, made-in-Canada regulation 
that ensured the economic sectors were appropriately understood and regulated. 


More specifically, the Canadian money market fund industry did not experience similar 
problems to those encountered by such funds in some jurisdictions. Canadian money 
market funds functioned as designed and withstood the liquidity crisis of 2008-2009 
without a single fund “breaking the buck” or otherwise collapsing. This fact was 
confirmed in a report released by the Ontario Securities Commission1


                                                 
1 Ontario Securities Commission Staff Notice 33-733 Report on Focused Reviews of Investment Funds, September 2008 
– September 2009 available at 


 which noted that 
during the review period all Canadian money market funds were able to meet 


http://www.osc.gov.on.ca/documents/en/Securities-Category3/sn_20100119_33-
733_rpt-rev-inv-funds.pdf.  



http://www.osc.gov.on.ca/documents/en/Securities-Category3/sn_20100119_33-733_rpt-rev-inv-funds.pdf�

http://www.osc.gov.on.ca/documents/en/Securities-Category3/sn_20100119_33-733_rpt-rev-inv-funds.pdf�
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redemption requests, no investments held by the funds defaulted or were written 
down, and that virtually all funds were in compliance with the securities laws regulating 
money market funds.  


As regards liquidity redemption risk, the Report concluded (at page 16): 


“Fund managers did not have issues in meeting redemption requests by 
fund investors. In addition, they did not foresee issues in meeting future 
redemption requests given the high level of liquidity of their portfolios.” 


As we noted earlier, Canadian regulators have implemented liquidity buffers 
appropriate to the unique Canadian capital marketplace. These measures recognized 
several unique aspects about the Canadian money market fund industry, including (a) 
that the significant majority of investors in Canadian money market funds are individual 
retail investors, which creates a much lower risk of massive immediate large–dollar 
redemptions by a single unitholder, and (b) that the Canadian short-term debt market is 
much smaller and less diverse than in other jurisdictions that have elected to implement 
a broader set of measures. The significant uniqueness of each local market makes it 
imperative that IOSCO not propose a “one size fits all” approach. 


Many of the policy options under consideration by IOSCO would represent fundamental 
structural changes to the money market fund industry. While the benefits that the 
proposed policy options would bring are unclear, we believe that a fundamental change 
to the regulation of money market funds would create substantial uncertainty and 
potentially systemic risk. We therefore urge IOSCO and other regulatory authorities to 
exercise extreme caution as they proceed in the consideration of money market fund 
reforms. 


Finally, along with IIFA, we strongly disagree with the policy options in the Report that 
would require funds to establish a capital buffer and would impose a mandatory move 
from constant net asset value ("CNAV") to variable net asset value ("VNAV”).  


No Capital Buffers and Mandatory Floating NAV  


As has been argued, money market funds are investment products, whose risks and 
reward are borne by their investors. Requiring money market fund managers to back-
stop losses, and to provide for those losses through a capital requirement, would 
fundamentally undermine the economic viability of money market funds, and would 
convert them from an investment product into a de facto banking product.  


We also do not support a global ban of CNAVs (which would amount to prohibiting the 
use of amortized cost valuation for any securities held by a money market fund). We 
share the view that there is appropriate space in the global money market fund industry 
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for both CNAV and VNAV funds, provided of course that each category is subject to an 
appropriate regulation.  Again we would refer you to the reforms already implemented 
by regulators in the US, Europe and Canada to strengthen the resilience of money 
market funds.  


We would also refer IOSCO to the comment letters that have been, and that will be filed 
by various national and regional associations that are members of the IIFA for more 
detail on the concerns raised by the policy options described in the Report, including 
capital buffers and mandatory VNAV.  


Given the very short consultation period on the Report we also request that IOSCO 
consider providing a comment/consultation period on its final recommendations, before 
they are submitted to the FSB. If this is not possible, we request that IOSCO provide 
assurances that any recommendations it proposes to make to the FSB be public so that 
the public and the industry can make comments to the FSB. Further, the work of the FSB 
should also be subject to public consultation.  


* * * * * 


We appreciate the opportunity to express our views.  Please contact Ralf Hensel 
at rhensel@ific.ca or at 1-416-309-2314 if you have any questions about our comments, 
or if you would like to discuss them in more detail.  


Very truly yours,  


 
Joanne De Laurentiis 
President and CEO 



mailto:rhensel@ific.ca�






1 
 


 
April 26, 2012 


 
 
 
May 28, 2012 
 
 
 
Mr. David Wright 
Secretary General 
International Organization of Securities Commissions 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
 
Dear Mr. Wright: 
 
 
Re: Money Market Fund Systemic Risk Analysis and Reform Options (Consultation 
Report)  
 
 
I. Preface 
 
 
The Investment Trusts Association, Japan ( hereafter, “JITA”) appreciates the opportunity 
to provide these comments in response to the proposed Consultation report, “Money 
Market Fund Systemic Risk Analysis and Reform Options ” which was made public on 
April 27, 2012 by Technical Committee of the International Organization of Securities 
Commissions. 
 
JITA was established in July 1957 under a license of the Minister of Finance, which was the 
governing authority at that time, for the purposes of protecting investors and promoting 
sound development of investment trusts in Japan.  JITA is positioned as “Authorized 
Financial Instruments Firms Association” under the Financial Instruments and Exchange 
Act of Japan, and the purposes and the scope of business of JITA are defined by the ACT.  
JITA comprises of 125 full members including investment trust management companies, 
and 20 supporting members including securities companies and custodian banks. 
 
JITA would like to express our comments regarding the report.   
 
 


THE INVESTMENT TRUSTS ASSOCIATION, JAPAN 
(TOSHISHINTAKU KYOKAI)  


TOKYO STOCK EXCHANGE Bldg., 2-1, NIHONBASHI KABUTOCHO, CHUO-KU,  
TOKYO, JAPAN 103-0026 


TEL :81-3-5614-8400   FAX:81-3-5614-8448   
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II. Proposal for the Consultation Report, “Money Market Fund Systemic Risk Analysis and 
Reform Options” 
 
 
First of all, please note that this discussion paper does not extensively cover all the 
propositions due to the short amount of time in making an extensive research on potential 
reform options. 
 
In the first section, we would like to express our opinions about the appropriate regulations 
in broad perspective. 
 
Regarding the Question 32, “Do differences between jurisdictions require different policy 
approaches or would a global solution be preferable, notably to ensure a global level 
playing field?,” it seems to be inappropriate to impose universal restrictions on every MMF 
in the world, because some policy options may not be suitable to MMFs in some countries 
even though those options may be found to be feasible. 
Therefore, in principle, MMF regulations should be established for each country 
considering the fact that each country has different legal structures and market practices. 
And restrictions included in common regulations should be limited to such options as could 
be effective and feasible to every MMF.  
Meanwhile, as a result of different policy approaches, some of these potential options (e.g., 
Move to VNAV, Funding NAV Buffers) can be imposed only on MMFs in specific 
countries. It is assumed that a detailed analysis will be required on how the introduction of 
such options could affect MMFs in regulated countries, and eventually, international 
short-term money market or MMFs in unregulated countries.  
 
In addition, there might be a room for reconsideration about Definitions of MMF. 
In the consultation report, MMF is referred as “investment funds marketed as “money 
market funds” as well as collective investment schemes (CIS) which uses close 
terminologies for their marketing (e.g. “cash” or “liquid” funds) or which are presented to 
investors and potential investors as having similar investment objectives even though they 
are labelled differently”.1 
In the world, not only in Japan, there are many funds marketed as “money fund” or “cash 
fund” that invest in short maturity securities. And according to the reference above, all of 
those funds appear to be subject to the potential regulations. However, some of those funds 
do not offer transaction account services and payment system unlike so-called “MMF”. 
Given the recent discussions about the regulations of MMF in the context of building 
stricter regulations on shadow banking activities, funds subject to regulations should 
specifically be limited only to funds with transactional functions. 
In Japan, “money reserve funds (MRFs)” offer transaction account services and payment 
system, but it is thought that the systemic risk raised by MRFs is very limited for the 
following reasons. 
a) In principle, MRFs are not used for the purpose of settlement other than securities 
settlement.  


                                                   
1 See OICV-IOSCO,  MMF Systemic Risk Analysis and Reform Options, 27th April 2012 
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b) Unit-holders of MRFs are confined almost exclusively to retail investors.  
c) The role of MRFs in short-term funding market is not very significant. 
 
 
In the following part, we would like to continue our proposal about individual policy 
options. 
 
4.1.1: Move to variable NAV 
 
One of the alternatives to counter the systemic risk of CNAV has been that of prohibiting 
the use of amortized cost valuation for any securities held by a MMF and converting to 
VNAV. In Japan, implementing VNAV is highly challenging due to high implementing 
costs and the risk of losing transactional functions in payment system.  
Fundamental feature of MRF is that investors purchase and redeem at 1 currency unit per 
share. If VNAV is introduced, it is inevitable to modify the entire payment system at all the 
retailers based on this feature. The questions are whether it is possible or not as well as how 
much it would cost to alter the whole system.  
If such problems were not solved, the payment system itself would be lost.  
 
4.2: MMF valuation and pricing framework 
 
Another suggestion has been discussed that certain securities with short maturities or high 
credit rating could be subject to amortized cost accounting. This option poses the 
difficulties in calculating CNAV because CNAV can be maintained with the premise that 
all the assets held by MMF are valued at amortized cost accounting method. Hence it seems 
highly unfeasible. 
 
4.1.2.1: With NAV Buffers 
 
(a) Market-funded NAV buffers--- Subordinated shares 
 
In some countries including Japan, almost all of the funds are established as contractual 
type investment trusts. It appears to be highly difficult for such contractual type of fund to 
issue subordinated shares. 
 
(b) Shareholder-funded NAV buffer --- Version 1 
 
This alternative is to retain a portion of MMF income to fund an internal NAV buffer that 
absorbs initial losses. Considering the current environment in Japan where the level of 
interest rates has been low over the long term, it appears sceptical that the MMF income 
could be enough to serve as NAV buffer. Hence, it may not be an effective option to set a 
certain portion of MMF income aside as NAV buffer. 
 
(d) Sponsor-funded NAV buffer  
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Although this option appears to be feasible, it might not be necessary if we could construct 
a framework in which affiliated companies (including sponsors) could purchase the 
securities held under MMFs to preserve investors’ capital. 
 
4.3 Options regarding liquidity management 
 
4.3.2.1.1:  Liquidity fees 
 
This proposition argues that investors have to pay redemption fees when a certain market 
event or the volume of redemptions require. In this case, the most important point is that the 
conditions under which MMFs charge redemption fees should be fully disclosed from the 
perspective of accountability. But setting those conditions would make it impossible to 
make a flexible response according to market environment and cash flows. Also, as 
indicated in the consultation paper, it is highly likely that this alternative would encourage 
shareholders to engage in a pre-emptive run if they fear that the situation may require the 
fee to be imposed.  
 
Moreover, imposing the liquidity fee implies that there is a possibility for MMFs to “break 
the buck,” which leads to the conclusion that it also threatens the transaction account 
services and the payment system. 
 
4.3.2.1.2: Minimum balance requirement 
 
There is also a discussion that money market funds could be required to have minimum 
balance requirements which would be held back for a specified period of time and might 
book loss if the MMF loses value during the holdback period. 
This option seems to be far-fetched from the view point of its feasibility, because its 
methodology or practice has not been discussed clearly and thoroughly.   
If the whole expenditure including transaction cost in redeeming the portion other than 
minimum balance requirement is finally born by the fund overall, the expected role of this 
option which should contribute to the equality among beneficiaries is extremely limited, 
even if minimum balance is retained during the specified holdback period. 
Furthermore, it is highly unrealistic to manage each shareholder’s minimum balance at 
retailers because it would significantly increase the complexity of managing each account. 
The same problem is true of discussions about “Know your shareholder” or 
“Require/permit MMFs to impose gate”. 
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Sincerely yours. 


 


 


Kazutoshi Inano  
Chairman 
The Investment Trusts Association, Japan 
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SSyysstteemmiicc  RRiisskk  AAnnaallyyssiiss  aanndd  RReeffoorrmm  OOppttiioonnss””  


 


Natixis Asset Management welcomes the opportunity given by the IOSCO to express a 
French asset manager’s opinion on the MMF topic. With €54.6 billion in assets under 
management(1), Natixis Asset Management is the second-largest money market management 
firm in France(2) and the sixth-largest in Europe(3). Natixis Asset Management has been 
honing its expertise in this area since 1984. Our French MMFs obey to CESR/ESMA rules on 
MMFs and follow the specificities set by the AMF fund classification. 


(1) Source: Natixis Asset Management as of 31/12/2011. 
(2) Source: EuroPerformance as of 31/12/2011. 
(3) Source: FeriFund Market as of 30/11/2011. 


 


Question 1: Do you agree with the proposed definition of money market funds? Does 
this definition delimit an appropriate scope of funds to be potentially subject to the 
regulatory reform that the FSB could require to put in place, with an objective to avoid 
circumvention and regulatory arbitrage? 


Paragraph 1 of the “Executive summary” defines a MMF as “an investment fund that has the 
objective to provide investors with preservation of capital and daily liquidity, and that seeks 
to achieve that objective by investing in a diversified portfolio of high-quality, low duration 
fixed-income instruments.” 


If we do agree that MMFs have first an objective of daily liquidity and preservation of capital, 
we think that the definition of money market funds should also make reference to the 
objective of delivering a performance in line with those of money markets. We believe 
IOSCO should add this objective to the money market fund definition, as this is also a 
fundamental reason for which investors invest in money market funds (in connection with 
their own name: money market funds…) and because it implies the use of adequate money-
markets assets and financial instruments in order to achieve all these purposes.  


On the other hand, if the objective of daily liquidity and preservation of capital is a key point, 
there must be no doubt about the fact that the objective to preserve capital is not at all a 
capital guarantee. Related to that very important feature, some distinctions have to be pointed 
out between CNAV and VNAV MMFs: 
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- the continuous apparent stability of NAVs due to amortized cost accounting methods 
applying to all financial assets and instruments and “single digit and few decimals 
shares value” in CNAV MMFs is highly misleading for investors; 


- due to strict French VNAV MMFs legal information documentation regulation, French 
funds management companies have to specify very precisely in every MMF legal 
information documentation all the implied risks to which investors are exposed to 
when investing in that VNAV MMF (issuers spreads volatility risk, interest rate 
volatility risk, etc…) and, as a consequence, a warning about the risk of a possible 
decrease in the NAV of the fund due to a marked-to-market valuation and that there is 
no guarantee to mitigate that risk is always stated.     


 


Question 2: Do you agree with the description of money market funds’ susceptibility to 
runs? What do you see as the main reasons for this susceptibility? 


First we assume that “systemic risk” is impossible to fight as by definition "tail risks" cannot 
structurally be covered. Secondly we believe a distinction should be made between two 
different concepts that are "run risk" on one side and "massive outflows" on the other side, the 
latter being part of the day-to-day business of MMFs managers. 


In order to illustrate what is our point of view, let’s point out the following considerations: 


- the “first mover advantage” can effectively accentuate the likelihood of a run but the 
so called "breaking the buck" effect  CNAV MMFs are exposed to is specific to them; 


- “run risk” in French VNAV MMFs has never been experienced while US CNAV 
MMFS had to cope with (The Reserve Fund). In the same times, some European 
banks did cope with (Northern Rock). Only some enhanced treasury funds had to close 
redemptions but weren’t MMFs; 


- French VNAV MMFs issuer risks diversification ratios regulation mitigates “run risk” 
while investors are fully exposed to only one counterparty when investing in bank 
deposits. 


Question 3: Do you agree with the description of the role of money market funds in 
short-term money markets? To what extent this role may create risks for short-term 
funding markets and their participants? Are there changes to be taken into account 
since the 2007-2008 experience? What are the interdependencies between banks and 
MMFs and the risks that are associated? 


We agree that MMFs are important providers of short-term funding to financial institutions, 
businesses and governments.  However, the importance of this role and of the risks associated 
with the link of MMFs to the short-term markets should not be overestimated as MMFs have 
not reached a systemic size in Europe. 
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First, as reported by the FSB in its report dated 27 October 2011, out of the assets in the 
shadow banking system (60.000MdUSD or 45.000Md€), the assets of MMFs domiciled in 
Europe amounted to 1.171Md€ at the end of 2010. 
 
Then, as a consequence of the 2007-2008 financial crisis, it must be kept in mind that CESR’s 
Guidelines on a Common Definition of European Money Marked Funds (released in July 
2010) are now fully applied to all MMFs since 1st of January 2012. All the legal constraints 
put in place by this new pan European MMFs’ regulation aimed to define a strict framework 
of consistent investments available for MMFS in regards of their investors’ objectives and 
requirements preventing any “mismatches”.        


 


Question 4: What is the importance of sponsor support for MMFs? What is the 
respective percentage of bank versus non-bank sponsors in the MMF industry? Are 
there differences among MMFs depending on their sponsors? What are the potential 
systemic risks of support or protection against losses provided by sponsors? 


Regarding French MMFs classified as such by the AMF, none of them needs any sponsor 
support all along the financial crisis that began in mid 2007. The only few funds that benefited 
from sponsor support were enhanced treasury funds that were not classified as MMFs by 
AMF and that have never been MMFs. 


However, sponsor support, if any, is on voluntary basis and may concern any type of fund and 
not only MMFs. When such a support exists, it had to be precisely and clearly expressed. So 
there is no “expectation of support” or “implicit guarantee” to be expected by investors from 
funds managers or sponsors when not specified in legal information documentation and, as a 
consequence, any future potential support, when occurs, comes as an exception. 


In France, the vast majority of sponsors are of bank and insurance types. There are also some 
independent actors. 


Potential run risks may only come from an implicit support / guarantee that may come with a 
CNAV structure. The continuous apparent stability of NAV of these funds under normal 
market conditions (due to amortized cost accounting methods applying to all financial assets 
and instruments and “single digit and few decimals shares value”) is highly misleading for 
investors because could get them forget the "breaking the buck" effect. CNAV MMFs are 
exposed to under stressed market conditions. Regarding the French VNAVs, this question is 
irrelevant as described before. 


Question 5: Do you agree with the description of MMF benefits? Are there other 
benefits of MMFs for investors than those outlined in this presentation? What are the 
alternatives to MMFs for investors? How has investor demand for MMFs recently 
evolved? What would lead investors to move away from MMFs to other financial 
products? 


Yes, we agree with the description of MMFs benefits. We believe that as an asset 
management class subscribed by other funds, or funds of funds, there is no good alternative. 
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No other regulated money market instruments can provide investors with such a high level of 
diversification and with the same liquidity, preservation of capital adequacy and money 
markets returns linked performances. 


Regarding the market evolution, there has been for instance a strong recent (and successful) 
incentive for retail to reallocate towards bank deposits due to Bales III banks regulation 
anticipations resulting in outflows from French VNAV MMFS. 


Question 6: Do you agree with the proposed framework comparing money market funds 
and bank deposits? Are there other aspects to consider? 


Yes, we agree. But, again, we would like to point out that investors in MMFs benefit from a 
high level of issuer diversification with limited issuer spread risk due to strict regulation 
constraints (diversified credit pool and high credit quality money market instruments) whereas 
they bear full counterparty risk on a single entity when investing in a bank deposit.  


Question 7: Are there other similarities or differences between CNAV and VNAV funds 
which would be useful for the analysis? Is there evidence (based on representative 
samples) showing differences in the fluctuation of the funds’ NAV depending on their 
model? What is the extent of the use of amortized cost accounting by VNAV funds? Has 
this practice evolved over time? 


We do not agree with the argument saying that both CNAVs and VNAVs are prone to the run 
risk because of the maturity transformation. First, with this kind of argument, one can say that 
every type of funds may give rise to run risk without any consideration for underlying assets 
liquidity and a possible difference between their marked-to market valuations in the fund 
compared to that in the market. So the question addressed here is the significance level of this 
difference and, as we have already said, CNAV MMFs in that case are very concerned when 
“breaking the buck”. At the end we would another time remind that large cyclical outflows 
are not the run risk but just business as usual for MMFs’ managers.   


We would like to recall that as for any other asset management products, a French MMF’s 
NAV is subject to the fund’s underlying assets valuation volatility due to market-to-market 
accounting methods and as such, can fluctuate and even fall in case of stressed financial 
markets. 


In order to illustrate our talkings, we want to refer to a study done by French AFG. They have 
studied the compared variability of weekly performances1 of European VNAVs and CNAVs 
to Eonia since January 2009 to December 2011. They have observed 15 VNAV funds (first 15 
French VNAV MMFs with their AUM weight; the sum of AUMs is about 100Bn EUR) and 
19 CNAV MMFs (17 Irish domiciled and 2 Luxembourg domiciled funds). 


To illustrate with a graphical example, we have taken two representative funds of respectively 
VNAV and CNAV. 


                                                 
1 The study is based on annualised weekly performances of the MMFs and annualised average on each week of 
daily Eonia rate 
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For VNAV funds, the following charts show the compared performances with Eonia: 


Performances hebdomadaires annualisées d'un fonds monétaireVNAV , de l'Eonia, 
et écarts de performance entre le fonds et l'Eonia


(Source: BDF, Europerformance) - période début 2009 à fin 2011
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Chart: In blue, annualised weekly performance of a MMF VNAV. In red, annualised weekly 
performance of Eonia; in green, difference in weekly performances between the fund and 
Eonia  


Ecarts des performances hebdomadaires annualisées d'un fonds monétaire VNAV
(Source: Europerformance) - période début 2009 à fin 2011
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Chart: successive variations compared to Eonia of the (precedent’s chart) VNAV’s 
annualised weekly performances 


For CNAV funds, the following charts show the compared performances with Eonia: 
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Performances hebdomadaires annualisées d'un fonds monétaire CNAV, de l'Eonia, 
et écarts de performance entre le fonds et l'Eonia


(Source: BDF) - période début 2009 à fin 2011
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Chart: In blue, annualised weekly performance of a MMF CNAV. In red, annualised weekly 
performance of Eonia; in green, difference in weekly performances between the fund and 
Eonia  
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Chart: Summary chart - annualised weekly performances compared to Eonia for the VNAVs 
in the study 
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Chart: Summary chart - annualised weekly performances compared to Eonia for the CNAVs 
in the study 
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This study concluded that French VNAV MMFs, as any other asset management products but 
at lower levels, have their own natural variability of the NAV, which can be seen when 
compared to their benchmark (Eonia), which is due to the marked to market valuation of the 
fund’s underlying assets. 


Indeed, it should be reminded that French VNAV MMFs have the same valuation rules as any 
other asset management fund and the principle is a marked to market valuation.  


There is one exception for less than three months instruments. Funds are authorised – 
instrument by instrument according to their specific features- to apply amortised cost 
accounting only for negotiable debt securities with less than three months residual maturity 
and that have no specific sensitivity to any market parameters. This faculty applies because 
market prices are not always available at the very short end of the yield curve and/or for most 
OTC financial instruments such as CDs, CPs etc… 


For French VNAV MMFs it would be possible to move to a 100% marked to market VNAV, 
however the operational costs would outcome the “benefits” of such a measure. Indeed, 
French VNAV MMFs are essentially marked to market vehicles, the amortised cost being 
only used in cases where direct observations of market prices are impossible (as mentioned 
just above) justifying the use for such a marked to model pricing. This less than three months 
amortised cost accounting is a simplifying valuation model that can be used only when there 
is no particular sensitivity to any market features. It should be reminded that this faculty is 
allowed only when creates no significant difference with the market prices. We can therefore 
say that French VNAV MMFs are as marked to market as possible. 


This “exception” is monitored very strictly by the risk management of the asset manager, 
auditors and the local regulator that are bound by the Chart of Accounts that is the reference 
text2. 


The risks of using amortised cost accounting for negotiable debt securities with less than three 
months maturity (in French VNAV MMFs) are much smaller than those of using amortised 
cost accounting for negotiable debt securities till to 397 days maturity (in CNAV MMFs): the 
interest rate risk over a three months period is much lesser than on 397 days and the credit 
risk is four times smaller; also, the three months period corresponds to the cycle of 


                                                 
2 332-1 - Valeur actuelle 
L’OPCVM valorise les dépôts et les instruments financiers à la valeur actuelle. Toutefois, les titres de créances 
négociables d’une durée résiduelle inférieure ou égale à trois mois peuvent être valorisés selon une méthode 
simplificatrice de valorisation en l’absence de sensibilité particulière au marché. 
 
 
333-22 - Méthode simplificatrice 
 
Cette méthode est applicable aux titres de créances négociables d’une durée résiduelle inférieure à trois mois. Ils 
sont évalués en étalant linéairement sur la durée de vie résiduelle la différence entre la valeur d’acquisition et la 
valeur de remboursement. 
 
En application du principe de prudence, les valorisations résultant de l’utilisation de ces méthodes spécifiques 
sont corrigées du risque émetteur ou de contrepartie. Toutefois, en cas de sensibilité particulière de certains titres 
aux risques de marché (taux,…), la méthode simplificatrice doit être écartée ». 
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publication of results by issuers, meaning that a paper under three months has a very high 
likelihood to be reimbursed at par at maturity.  


The portion of amortised assets in a French VNAV MMF depends on the proportion of less 
than 3 months negotiable debt securities versus all the other assets of the portfolio and on 
possible specific sensitivity to market parameters of these underlyings. A very short maturity 
portfolio with very low market sensitivities may have a high portion of its assets eligible to 
cost accounting if sufficiently refreshed or relevant market prices are not available in the 
market for these assets. 


A recent evolution to be noticed in the portfolios of French VNAV MMFs, linked to financial 
crisis, is the increasing proportion of very short instruments (with less than 7 days maturity) 
and liquidities that is systematically implemented in the French portfolios. In the mean time, 
French VNAV MMFs’ portfolios have much shorter maturities in their portfolio than before 
as a direct consequence of the implementation of the new CESR guidelines and to be in line 
with expectations of investors whose risk aversion stands at a high level.   


Question 8: What is the importance of ratings in the MMF industry? What is the impact 
of the monitoring function of credit rating agencies for MMFs? What are the potential 
systemic risks associated with ratings in the MMF industry? 


Our view related to MMFs AAA ratings is that in their great majority, either MMFs are 
awarded the AAA or they are not rated. The scale granularity in ratings is generally not used 
and during the crisis, MMFs susceptible to be downgraded became not rated. Thus, generally 
AAA rating looks more like a label. 


French institutional clients are not required by their internal accounting rules to select rated 
MMFs and that explains why French MMFs do not ask to be rated very often. Nevertheless, 
we acknowledge that some institutional clients situated in other European countries either 
have accounting rules requiring investing only in AAA rated MMFs or prefer rated funds 
when they buy third country managed MMFs. Notwithstanding the methodological efforts 
made by rating agencies, we believe that using internal credit analysis resources is often more 
dynamic and efficient than only relying on ratings that use one-size-fits-all type of 
methodologies. In addition, the monitoring role is performed in France by the regulator which 
regularly questions the industry on their holdings and management practices in terms of credit 
investment policy. 


Also, we would like to reiterate AFG’s general position that backs regulators’ efforts to 
reduce over-reliance on rating agencies related both to requirements on ratings of instruments 
in the fund and ratings for the fund itself. 


Related to current ratings’ reference in the “CESR’s Guidelines on a Common Definition of 
European Money Market Funds”, we believe there should be no mandatory reference to 
CRAs’ ratings or level. Indeed, we believe MMFs’ managers should assess internally the 
instruments’ quality and CRAs’ ratings should only be an optional input and not a mandatory 
and mechanistic eligibility criterion. 


We believe the eligibility criteria should not be mechanistically linked to all external ratings 
given to the instrument, rather the mandate of the fund should specify that best quality/highest 
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short term credit levels instruments are eligible and that the quality is assessed by the asset 
manager. The asset manager has to ensure by all means at his disposal that the credit 
risk taken is consistent with the fund’s objective as a MMF. He should also indicate his 
policy on the taking into account of ratings, if any, of the instruments in the portfolio. 


Question 9: Are existing rules adequately addressing risks regarding the management of 
collateral from money market funds? What are the risk management processes 
currently in place with regard to repo and securities lending transactions? Do MMFs 
present unique issues with regard to their use of repo markets or would general policy 
recommendations that the FSB may issue regarding repo markets be applicable? 


Sales repurchase agreements, also known as “repos”, are one of the most secure money 
market operations for funds. 


A repo (“pension” in French) is a transaction whereby a seller sells financial assets against the 
payment of the purchase price by the buyer, with simultaneous agreement to buy back from 
the counterparty those same assets at a pre-set price and pre-set future date. They are 
contractually well-defined and implemented so as to reduce legal and operational risks.  


We do not think that repos in MMFs present unique issues. In the funds’ daily practice, repos 
are an integral part of MMFs normal dealings, especially so for "government MMFs" (MMF's 
whose investment policy only allows government securities). They represent about 5% - 15% 
on average in portfolios, and more in a govies MMF. French MMFs use only very short term 
callable (24h/48h) repos entered with MMF eligible counterparties. The nature of the financial 
assets used in repos entered by French MMFs is of very liquid type and voluntarily restricted 
to straight bond type (no structured features). As repos are used very short term in French 
MMFs, in practice there is no reuse, repledge or reinvestment of these financial assets. 
However, a rule restricting these operations on the nature of the financial assets may be 
counterproductive in the future in relation with other pieces of regulation, EMIR and 
initial/variation margin rules for instance. 


In France, from a legal standpoint, the repo financial assets buyer has full property over the 
assets having been delivered to it. All transactions are governed by so-called "master 
agreements" which directly refer to the French Code Monétaire et Financier. This legal 
feature intends to completely remove a risk because the financial assets buyer would be able 
to keep the financial assets in case of failure of the financial assets seller. 


From an operational risk standpoint, repos in France must be executed with physical delivery 
of the financial assets through an electronic "cash against delivery" settlement system which 
removes a risk where cash would be released but financial assets not delivered against it. 
Physical delivery of the financial assets to a ring-fenced custodian account in the name of the 
fund is of course a very important feature in terms of risk being adequately addressed. 


Important aspects are the "Agreements" in place whereby cash is to be released either from 
the financial assets buyer so as to protect both parties against market value changes of the 
financial assets.  


Repos offer a very useful, flexible and safe financial instrument in MMFs. Again, for a given 
counterparty/issuer, repos are safer than other typical MMF investments. For example, it is 
safer for an MMF to engage into a repo transaction with Bank XYZ where the MMF buys 
financial assets, pays the price and receives or pays variation margins, as opposed to just 
buying a CD for that same Bank XYZ without any guaranty such as collateral. 
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There is probably scope for policy recommendations with the aim of strengthening the global 
regulatory framework with regard to repos' specific features:  


- make sure that repos are being executed as part of a well-defined legal framework; 


- make sure that repos involve physical delivery of the financial assets into a ring-fenced 
account in the name of the fund; 


- make sure that repos are executed through electronic "cash against delivery" settlement 
systems; 


- implement minimum credit quality requirements for the repo counterparty; 


- for the financial assets received: implement minimum credit quality requirements and/or 
appropriate haircuts and/or overcollateralise by margin calls; 


- make sure there is little correlation between counterparty and financial assets received. 


Question 10: Are the above-mentioned changes in the environment of MMFs relevant 
factors to take into consideration? What are some of the implications for regulatory 
options? Are there other aspects to consider? 


Yes. We would like to specify that only bilateral repos are available in the French market and 
they have been in use for about 20 years within a secured contractual framework and a very 
selective risk management process of eligible counterparties for MMFs. 


We would also like to stress that French MMFs are very closely regulated funds since 1987 
and that money market funds management activities are a full part of an Asset Management 
Company Program which needs to be approved by the French regulator, the AMF. They are 
not of hybrid type nor of banking type: they are investment funds UCITS regulated. Any 
regulatory measure possibly touching the French MMFs should be consistent with asset 
management / UCITS rules. 


CESR’s Guidelines on a common definition of European money market funds were released 
in July 2010 and are fully applied to all MMFs since 1st of January of this year. This piece of 
regulation is a high quality pan-European set of regulation that clearly defines MMFs and 
restricts the use of the word MMF only for “Money Market Funds” and “short term 
Money Market Funds”. This reform has required: 


- the conformity of the portfolios with the new rules with a transition period of one year 
and a half since the publication and 6 months since the French transposition (for those 
funds wishing to stay classified as MMFs); 


- the migration in classification (mainly towards short term bonds or balanced funds) for 
those funds wishing to keep their investment objective unchanged compared to before. 


 







 12 


Question 11: Do you agree with the systemic risk analysis and the rationale for reform 
presented in this section? Are there other factors to consider? 


French money market funds are not “Shadow Banking” products. They are asset management 
products that are highly regulated. Asset management companies have been regulated 
especially for that purpose several years ago. 


If MMFs allow the encounter between investors and short term funding needs of economy, it 
should be clearly reminded that they are not themselves a source of credit. 


As already stated above, French MMFs are not of hybrid nature, they cannot be used as a 
payment means by investors and there is no check writing on MMFs units. We thus believe 
that any new measure should clearly be consistent with the collective investment management 
framework. 


We would like to comment the argument that amortized cost accounting is encountered for 
both types of funds (CNAV and VNAV) and as such “Tweedledee and tweedledum, it is all 
the same”… As we have already stated at Q7 above, we believe that a marked to market 
valuation allowing a 3 months faculty to use a cost amortized valuation (only under specific 
conditions for certain types of instruments) and a 13 months cost amortization (for the whole 
portfolio) are not comparable. Stakes are not the same. 


Regarding the 3 months amortization faculty, we propose at Q20 to specify the framework of 
its use (as even if on an individual basis, French managers have already their internal risk 
rules, we believe useful to propose a common objectives framework). 


POLICY OPTIONS 


Question 12: Do you agree with the benefits of imposing a mandatory move from CNAV 
to VNAV, which would amount to prohibiting the use of amortized cost valuation for 
any securities held by a MMF? Are the challenges identified in the US context valid in 
other jurisdictions currently authorizing CNAV funds? How could these challenges be 
overcome? 


We think that implementing the reform option of a mandatory move resulting in having only 
VNAV would prove to be extremely difficult for a whole industry to make, as this is such a 
major change. In the case such a move is decided, it may lead to a sort of “big bang” 
throughout the industry; thus, why not considering (so as to avoid a brutal change in the 
fund’s behaviour) a gradual transition of concerned portfolios with a sufficient 
delay/transition period.  


For instance, in France portfolios have known two heavy reforms: 


- in 2002/2003 where marked to market principle has been clarified; no position with 
more than 3 months maturity could be subject to amortization and strict conditions for 
less than 3 months amortization faculty have been specified (1 year and a half 
transition period); 


- in 2010/2011 where CESR/ESMA guidelines were introduced (1 year and a half 
transition period since the publication and 6 months since the French transposition). 
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Even for French VNAV MMFs, whose NAV is valued using market valuations when 
available, it would be possible but difficult to implement from an operational standpoint. It 
should be reminded that MMFs are funds like any other and that valuation rules should 
respect the same principle which is: marked to market valuation. When prices are difficult to 
find or are inaccurate, instruments may be valued using a model. The UCITS Directive 
enables both valuation methods. Cost accounting valuation is a type of marked to model 
valuation. 


We believe that another terminology should be used for CNAVs because the word “constant” 
may imply that the fund is not marked to market and cannot lose value (and may even 
wrongly imply there is something like a guarantee). For instance “daily distribution fund” 
(DDF) may be more appropriate. 


French MMFs are not authorised to distribute capital gains until 01/01/2013 (and starting with 
this date, only realised capital gains - and not unrealised - could be distributed). Thus, French 
domiciled MMFs cannot be created with a constant NAV, but only with a variable NAV, as 
any other asset management funds. We believe an impact study should be made from a fiscal 
standpoint on European MMFs market. An MMF, as any UCITS, may have both distribution 
and accumulation shares. Accumulating NAV funds and distributing NAV funds generally 
operate under the same investment guidelines, however income is accrued daily for the first 
and distributed for the latter. In the case of accumulating NAV funds, income is reflected in 
an increase in the value of the fund shares and is realized upon redemption of those shares at a 
higher price. Depending on the laws of the investors’ country of residence, the tax treatment 
of distribution and accumulation shares may be different. Also, the fiscal definition of what 
may be distributed or not (interest, dividends, realized vs unrealized income) differs. It should 
be clarified 1) the tax system applying to shares of every kind of MMFs are the same and 2) 
how to achieve fiscal coherence throughout Europe on the definition of what may be 
distributed and/or accumulated. 


We very strongly disagree with the assertion that there would be some evidence suggesting 
that both types of funds are prone similarly to run risk and first mover advantage. As already 
stated at Q2 we believe the “first mover advantage” that can accentuate the likelihood of a run 
do not really exist with VNAVs as “threshold effect” risk induced by a “constant” level to be 
maintained doesn’t exist. We disagree with the idea that the “limited liquidity” alone would 
induce similarly on both types of fund an incentive to be the first mover. If this was true, we 
believe every type of funds would be subject to runs and consequently no asset management 
product could continue operations. 


Questions 13 to 18 


Question 13: What would be the main effects of establishing a NAV-buffer? What would 
be the most practical ways to implement such buffers? Should various forms of NAV-
buffers be allowed or should regulators favor a single option? What would be a realistic 
size of the NAV-buffer and what would be the impact in terms of costs for running 
MMFs? In the case of subordinated shares, could the option be seen as creating a 
securitization position, with associated requirements in terms of retention? 


Question 14: Do you agree with the description of the challenges associated with the 
establishment of a private insurance? Are there ways to address them? 
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Question 15: Do you agree with the description of the challenges and potential second-
round effects of a conversion of MMFs into special purpose banks? Are there ways to 
circumvent those effects? 


Question 16: What are the main advantages and drawbacks of two-tier system(s)? 
Would it be sufficient to address the risks identified? What could be the conditions 
applicable to CNAV funds? What could be the potential impact on investor demand? 
Should certain funds be exempted from certain risk limiting conditions due to their 
holdings? 


Question 17: Do you agree with the suggestion that reserving CNAV funds for only 
certain investors (i.e. retail or institutional investors) would face practical challenges 
and would not be sufficient to address the risks identified? 


Question 18: Regarding the different structural alternatives described in Section 1, what 
are the benefits and drawbacks of the different options described above? How could 
they be prioritized? What are the necessary conditions for their implementation? 


French MMFs are only but VNAV funds. Thus, the options proposed here do not concern our 
funds. These options are envisaged as “pledges” in order to be able to maintain the constant 
value of CNAVs’ shares. They are very diverse and each transforms the fund in a different 
manner, thus we understand the objective is to maintain the system, no matter if the remedy 
triggers the fund’s structure into one direction or the other. It is thus somewhat different from 
our stance, as we believe (inspired by the French example) that MMFs are asset management 
products where the risks of the fund are borne by investors in a fair and equal manner. The 
fund’s structure is transparent; it does not create a shield between investors and investments.  


Subject to above, we believe that in order to prevent run risks, a fund should seek the equal 
treatment of investors. Equal treatment of investors is a fundamental concept to be observed 
for collective asset management vehicles and it should be clearly reaffirmed for all funds and 
in particular for MMFs. Indeed, all operations within the fund or processes applying to him 
(such as valuation, management of subscriptions/redemptions, etc) should not prejudice 
interests of investors (either new or existing investors). Marked to market valuation respects 
this principle. Any marked to model valuation has to earn investors’ common confidence that 
they are treated equally. Thus, the fund management’s duty is to seek on an ongoing basis to 
create favourable conditions to apply equal treatment for the sake of the mutualized interest of 
investors in a collective scheme (and not privilege individual investors or past/new investors 
over each other).  


In this respect, we believe liquidity buckets and marked to market valuation favour the equal 
treatment by ensuring there is no first mover advantage for anyone.  When the NAV is a look-
through of the market prices, there is confidence in the sincerity of the valuation. 


- relative to NAV buffers, we would be concerned about investors’ equal treatment; 


- relative to the subordinated equity share class / securitisation solution, the structure of the 
fund is not UCITS compliant; 


- for other solutions proposed to constitute the buffers, we question ourselves their 
effectiveness to absorb serious shocks; 
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- relative to the insurance solutions, given current market yields, there are questions of 
viability; 


- the Special Purpose Bank solution transforms the structure which will not be a collective 
investment product any more; 


- relative to the option of CNAV reserved for either retail or institutional investors, we 
observe that there is an asymmetry of information between the two when information about 
the shadow price is not known equally by investors. A daily publication of the shadow NAV 
would allow investors to take equally informed decisions. Institutional investors seem to have 
a higher volatility and be more qualified to perform due diligences on asset managers and 
funds and set their own risk averse thresholds. Thus, VNAV funds are suited for institutional 
investors (in any case, in French VNAV funds are well subscribed by all types of investors 
including institutional investors). 


 


MMF VALUATION AND PRICING FRAMEWORK 


Question 19: What are the main benefits and drawbacks of imposing the use of marked-
to-market accounting for all the instruments held by MMFs? What is the availability of 
market prices for securities commonly held by money market funds? Are there 
situations where this general principle could not be applied? 


It should be reminded that MMFs are funds like any other and that valuation rules should 
respect the same principle which is: marked to market valuation. When prices are difficult to 
find or are inaccurate, instruments may be valued using a model. In Europe, the UCITS 
Directive enables both valuation methods. Cost accounting valuation is a type of marked to 
model valuation. We thus believe that imposing the use of marked to market valuation is in 
line with the requirements any fund already follows. We support this proposal as the one that 
marks the fact that MMFs belong fully to the collective investment.  


As to the availability of market prices, the current system would need costly implementations 
(especially for developments of complicated models) when sufficiently relevant and/or 
refreshed market prices are not available in the market at the very short end of the yield curve 
and/or for most OTC financial instruments such as CDs, CPs etc…. Funds are authorised – 
instrument by instrument - to apply marked to model pricings but only if instruments hold no 
specific financial risk. The practice in France is to apply amortised cost accounting (a subset 
of mark to model) only for negotiable debt securities with less than three months residual 
maturity and that have no specific sensitivity to market parameters.  


Even if we believe that marked to market could be imposed on every line of MMFs, the 
benefits of such a measure would be outpaced by the cost of providing a more sophisticated 
marked to model and documenting every single act of valuation. We believe that from an 
operational standpoint, the faculty of using 3-months amortised cost accounting under certain 
conditions should be kept. This less than three months amortised cost accounting is a 
simplifying valuation model that can only be used when there is no particular sensitivity to 
markets. It should be reminded that this faculty implies no material difference with the market 
price. 
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Question 20: Should the use of amortized cost accounting be limited, and, if so, how? 
Are general restrictions on funds’ WAM or WAL preferable? Are there practical 
impediments (e.g. availability of prices) to imposing stricter requirements on the use of 
amortized cost accounting than current existing regimes? What would be the potential 
effects on MMFs’ investment allocation and short-term funding markets? What 
monitoring should be implemented? What conditions are advisable? In particular, 
please describe the rationale, feasibility and effects of limiting the residual maturity of 
instruments to [30-60-90-other] days. What materiality threshold could be proposed? 


We would rather propose an even stricter framework as a mix of Option 1 and Option 2, ie 
restricting the amortized cost accounting use and using a materiality threshold. 


The application of this amortization faculty has to be controlled very strictly by the risk 
management of the asset manager, the auditor and the custodian. 


The risks of using amortised cost accounting for negotiable debt securities with less than three 
months maturity are very small: the interest rate risk over a three months period is much 
lesser than on 397 days and the credit risk is four times smaller. Also, the three months period 
corresponds to the cycle of publication of results by issuers, meaning that a paper under three 
months has a very high likelihood to be repaid at par at maturity.  


The framework authorising the use of cost accounting should specify clearly that only 
negotiable debt securities with a residual maturity of less than 3 months and that have no 
particular sensitivity to any market risk can be valued with amortised cost accounting 
methods. This is to be understood as a simplifying method to be used only in cases where: 


1) there is operational difficulty to access updated and reliable market prices, and,  


2) in the absence of any particular sensitivity (to credit risk, interest rate risk,..etc), cost 
accounting proves to be an appropriate approximation (that justifies not to have the need for a 
more advanced model that would take into account credit curves for instance), and, 


3) the asset manager has procedures in place, escalation plans, as well as commensurate 
human & technical means in order to monitor the possible difference that may arise between 
amortised cost and marked to market (or marked to a more advanced model) price 
consolidated at the portfolio level. 


The escalation plan could define a materiality threshold where the asset manager has to 
analyse the need to take corrective action so as to keep the pricing difference at or below the 
threshold level. Corrective action may take the form of switching to a marked to market (if 
possible) or to a more advanced marked to model price (that would take into account credit 
curves for instance) in order to value the instrument. The threshold could be for instance 10 
bp (alert level) measured on a consolidated level for the entire portfolio and 25 bp (corrective 
action level). 


It is understood that apart this faculty, instruments (including instruments maturing in more 
than three months) are marked to market (or, if needed, to an appropriate model that takes into 
account credit spreads for instance) in any case. 
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OPTIONS REGARDING LIQUIDITY MANAGEMENT 
Question 21: What are the main benefits and drawbacks of imposing global liquidity 
restrictions? Should there be restrictions regarding (daily/weekly) liquid assets as well 
as regarding illiquid assets? Are global definitions of (daily, weekly) liquid and illiquid 
assets practical? Are there other conditions to consider (e.g. regarding the concentration 
of assets)? 
Even if the CESR’s Guidelines on a Common Definition of European Money Market Funds 
do not impose specific liquidity measures, in that financial crisis context, they are currently 
nonetheless already applied by French asset managers according to each own risk 
management policy. French MMFs already apply liquidity buckets on an individual basis. We 
welcome regulators’ collective thresholds that would harmonise practices. Daily monitoring 
by the risk department should be put in place, if not, with for instance monthly publications 
through the fund’s reportings. 


The liquidity cushion has to be monitored taking into account instruments that can be 
transformed in cash without uncertainty, therefore a common definition of liquidity has to 
be linked to the concept of maturity. Eligible instruments should mature / have callable 
features within 1 to 7 days: cash, overnight and less than 7 days maturity instruments and 
deposits, repos with a call at 7 days or less, money market funds, etc… 


The weight of the liquidity bucket depends on the mix of measures each fund has put in place 
depending on its asset liability pattern. Notwithstanding the aforementioned, MMFs could be 
required to hold a minimum level of liquidity measured as a one month moving average of 
10%-15% with instruments maturing in less than 1/7 days. A temporary difference should be 
acceptable if the liquidity bucket is used to meet a redemption that causes the fund liquid 
assets to fall below the liquidity ratios. 


 


Question 22: To what extent are managers able to “know their customers” and 
anticipate redemptions? Are there practical obstacles for managers to “know their 
customers” (e.g., in the case of platforms, omnibus accounts) and how could they be 
addressed? What are the main features of the funds’ investor base to take into 
consideration from a liquidity risk management point of view? Should conditions, e.g., 
regarding the concentration of the investor base be considered? Would this requirement 
allow fund managers to better understand and manage the risks to which the fund is 
exposed? 
We believe that the principle of making the best efforts to know the fund’s shareholders, 
especially for funds with institutional investors that have cyclical needs, is definitely a highly 
effective measure allowing to better scale the portfolio (asset side) so as to match the liability 
side.  


The use of asset liability matching techniques help to address liquidity issues naturally, 
through the structure of the portfolio and through active adjustments of the portfolio (with for 
example active bond selection).  


The knowledge and monitoring of the investors’ base as well as their 
subscriptions/redemptions cycles allows building an appropriate fund’s scheduled repayments 
and monitoring the needed level of liquidity cushion. Especially in presence of institutional 
investors, managers should monitor the investors’ concentration as well as inflows and 
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outflows’ cycles (by the means of statistical study and/or ongoing dialogue with clients). 
Measures to favour liquidity on liability side are already in place for French VNAVs. 


Nevertheless, it must be kept in mind that investors have the right to subscribe/stay/exit a fund 
at every time and depending on their needs.  


Liquidity buckets are also highly useful. Measures to favour liquidity on asset side also are 
already in place for French VNAVs on an individual basis. 


In conclusion, there are several techniques that, used in conjunction, lead to the appropriate 
mix fund by fund. Indeed, liquidity is not an easy and stable concept, the manager’s flexibility 
to set up the most appropriate mix of measures is very valuable. 


 


Question 23: Would such a liquidity fee generate a pre-emptive run? If so, when and are 
there ways that pre-emptive run risk could be reduced? How would shareholders react 
to the liquidity fee? Would it cause shareholders to transfer their MMF investments to 
alternative investment products? If so, which types of shareholders are most likely to 
make such transfers and to which products and will such a shift in investment create 
new systemic risks or economic, competitive, or efficiency benefits or harm? Would 
MMF board directors be able to impose a liquidity restriction despite potential 
unpopularity with investors and competitive disadvantage imposed on the fund? At 
what level such a liquidity trigger should be set? 
Generally, we are not favourable to redemption “restrictions” (in a strict sense) for MMFs. 
Redemption restrictions are a very useful and appropriate tool for intrinsic illiquid strategies 
where the fund has already distant redemption windows (hedge funds for instance). MMFs are 
intrinsic liquid strategies and apart a complete dry out of liquidity (where in any case a fund 
cannot substitute itself to the market), there is always potential to pay for redemptions (and of 
course those who need liquidity pay the price of liquidity as the NAV mirrors the market 
pricing). 


We firmly believe that VNAVs through their marked to market pricing already get the price 
of the needed liquidity by redeemers borne on those redeemers. We understand that the 
proposed liquidity fee measure is adapted in the case of a CNAV MMF as it precisely 
permits to switch from the constant price (where it would have been the remaining holders 
who would have paid the price of liquidity) to the shadow/mark to market pricing (as it is 
already done in a VNAV) so as the redeemers pay for their need of liquidity. In that respect, 
we believe this is an excellent measure that places the real price on redeemers, does not 
destruct the structure of the fund and permits continuing operations. 


We also believe that for this measure to be effective it should be permanent in nature and 
there should be no specific trigger. Indeed, in a fund the investors bear the risks of the fund 
with a fair and equal treatment and the price of liquidity is born by redeemers at any time. If 
this measure is trigger based, it is likely it would be ineffective as the message conveyed to 
investors is that the fund has two speeds delimited by a “threshold effect”. And by the way, it 
is somewhat improper to call the measure liquidity “fee” as there is no additional fixed levy 
that is paid, but simply the “market pricing”.  
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Question 24: How would shareholders react to a minimum balance requirement? Would 
it cause shareholders to transfer their MMF investments to alternative investment 
products? If so, which types of shareholders are most likely to make such transfers and 
to which products and will such a shift in investment create new systemic risks or 
economic, competitive, or efficiency benefits or harm? 
In the case of a VNAV fund, if the MMF loses value, redeeming investors already pay the 
price reflecting the loss. Thus, the option is undoubtedly proposed in the case of a CNAV 
MMF only. We believe that a precise and fair measure is that the redeemer pays the current 
market pricing every time he redeems (see Q23 above). 


 


Question 25: What are the benefits of using bid price for valuing the funds? Are there 
other options (such as anti-dilution levy) which could be explored to reduce 
shareholders’ incentive to redeem? 


We believe that in cases of market stress that can have consequences on the NAV, managers 
should have the option to switch to a bid valuation (the bid valuation option would be clearly 
stated in the prospectus). This is a comprehensive measure that reflects even heavier the 
current price of liquidity on the redeeming investors. We believe it may even incentivise 
incoming investors. We recall that French MMF investors are of the institutional type, and 
some of them have already experienced this type of measure. Also, for some specific cases 
depending on the type of strategy and targeted type of investors, some French MMFs have 
chosen to permanently value at bid pricing. 


No, we are not favourable to redemption “restrictions” (such as anti-dilution levy) for MMFs. 
As already explained at Q23, MMFs are not illiquid types of strategies and redeemers should 
not be restricted to exit the fund if they do need liquidity, nor they should be imposed 
fees/levies that exceed the real price of liquidity. MMFs should accept and pay for 
redemptions (as long as there is no complete dry out of liquidity, where any fund cannot 
substitute itself to the market) with the redeemers paying the price of obtaining that liquidity 
(market price). 


 


Question 26: What are the benefits and drawbacks of allowing redemptions-in-kind? 
Are there practical impediments to implementing this option (e.g. some portfolio 
securities cannot easily be divided)? 


In Europe, redemptions in kind are not allowed for UCITS funds and investors are not always 
allowed to receive in-kind. In addition, French investors specified that it is the asset 
manager’s job to deal with the fund and obtain liquidity, not the investor’s job. 


 


Question 27: What are the benefits and drawbacks of requiring gates in some 
circumstances? Which situations should trigger gates to be imposed to redeeming 
investors? Would it be enough to permit gates in some jurisdictions? Would there be a 
risk of regulatory arbitrage? 
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Policy restrictions regarding liquidity on investor side (such as redemption restrictions, gates, 
liquidity fees, in kind…): 


No, we are not favourable to redemption “restrictions” (such as gates) for MMFs. As already 
explained at Q23, a gate is a liquidity instrument that is effective and adapted for 
illiquid/hedge fund types of strategies. MMFs are not illiquid types of strategies and 
redeemers should not be restricted to exit the fund if they do need liquidity.  


We believe that funds that mark to market instruments elder than 3 months are showing 
through their valuation the current state of the markets, thus permitting investors to decide to 
stay/exit/enter the fund in “full knowledge of the facts”. It would not make sense to restrict 
the redeemer willing to pay the price of liquidity. 


By the way, in the hedge fund world, X% of the redemptions are paid pro-rata to redeemers 
and the outstanding redemption is added to the new redemptions on the next redemption 
window and if the gate is triggered again, only X% is paid pro-rata. A typical redemption 
window is a quarter and markets may change during the time period. Operationally speaking, 
how to apply the gate principle to a daily liquidity vehicle? Also, there is often a loss of 
confidence from the investors when a fund triggers a collective gate that may give rise to 
new/herd redemptions (this is one of the reasons of some hedge funds designing “individual” 
permanent gates, where one cannot exit the fund for more than X% on any redemption 
window). 


 


Question 28: Do you agree with the suggestion that the establishment of a private 
liquidity facility faces challenges that make the option unworkable or do you see ways to 
circumvent these challenges? 


We believe that the establishment of a private liquidity facility is neither needed nor desirable 
for French MMFs. In any case, we believe it is unworkable and it will be too costly in a low 
interest rates environment. 


 


Question 29: What are the main benefits and drawbacks of the provisions included in 
current regimes referring to external CRA ratings? Are there alternatives to credit 
ratings that reasonably can be substituted? 


We would like to reiterate AFG’s general position that backs regulators’ efforts to reduce 
over-reliance on rating agencies related both to requirements on ratings of instruments in the 
fund and ratings for the fund itself. 


Related to current ratings’ reference in the “CESR’s Guidelines on a Common Definition of 
European Money Market Funds”, we believe there should be no mandatory reference to 
CRAs’ ratings (no more instrument eligibility linked mechanistically to external ratings). 
Indeed, we believe MMFs managers should internally assess the instrument’s quality and 
CRAs’ ratings should only be an optional input. 
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We believe the eligibility criteria should not be mechanistically linked to all external ratings 
given to the instrument, rather the mandate of the fund should specify that best quality/highest 
short term credit levels instruments are eligible and that the quality is assessed by the asset 
manager. The responsibility of the asset manager is reaffirmed. The asset manager has to 
ensure by all means at his disposal that the credit risk taken is consistent with the fund’s 
objective as a MMF. He has to indicate his policy on the taking into account of ratings, if 
any, of the instruments in the portfolio. 


We believe that it is not desirable to substitute the external ratings provided by CRAs. There 
should always be an independent “standard unit” to whom different parties may refer. An 
investor may always want to see a breakdown by CRA’s rating of the portfolio, but this is a 
view, a comparison, a “sanity” check; it should not be an eligibility criteria. 


 
Question 30: What are the benefits of MMF ratings? Should a greater differentiation 
between MMF ratings be encouraged? To what extent are investors restricted in their 
investments to ‘Triple-A’ rated funds? What alternatives could there be (e.g. from other 
third parties)? What initiatives could be proposed to educate investors about MMF 
ratings? 


Our view related to MMFs AAA ratings is that in their great majority, either MMFs are 
awarded the AAA or they are not rated. The scale granularity of ratings is generally not used 
and during the crisis, MMFs susceptible to be downgraded became not rated. Thus, generally 
AAA rating looks more like a label. 


French MMFs do not ask in general to be rated. French institutional clients are not required by 
their internal accounting rules to select rated MMFs. They perform in depth due diligences on 
the MMFs and the managing company. French MMFs have always been closely supervised 
by the regulator. Auditors also monitor MMFs.  


Nevertheless, we acknowledge that some institutional clients situated in other European 
countries either have rules linked to AAA ratings or prefer rated funds when they buy third 
country managed MMFs (they delegate in a certain sense due diligences to the rating 
agencies). Notwithstanding the methodological efforts made by rating agencies, we believe 
that using internal credit analysis proves often more dynamic and efficient than relying on 
ratings that use one-size-fits-all type of methodologies. In addition, a non rated fund is not 
subject to the “threshold effect” risk inherent to ratings. 


We believe that a well-informed knowledgeable investor that has the experience of 
conducting its own due diligences added to a strongly supervised regulatory framework is 
effective and responsible. 


 


Question 31: In addition to the options explored in the four sections above, do you see 
other areas to consider which could contribute to reinforcing the robustness of MMFs? 
No. 
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Question 32: Do differences between jurisdictions require different policy approaches or 
would a global solution be preferable, notably to ensure a global level playing field? 


Two aspects are to be taken into account when discussing globalisation matters: matters 
related to the level playing field in a same market place and regional specificities that may 
require different regulations. 


Markets are more and more global, so we would rather back a same level playing field. It 
would thus be required that funds respect the same underlying rules. We believe CNAVs and 
VNAVs can co-exist. However, if underlying rules are different for funds sold in a same 
market, then it would be difficult to explain the difference in regulation by regional 
specificities. Thus, in case of unlevel playing field, funds with different underlying rules 
are unable to be sold in the same field. 


In addition, a uniform tax treatment for MMFs would permit to lift a certain unlevel playing 
field favouring on an unjustified manner some structures over the others.  


 


If you need any further information, please don’t hesitate to contact Alain Richier, Head of 
Money Market Management (alain.richier@am.natixis.com) or Jean-Christophe Morandeau, 
General Counsel (jean-christophe.morandeau@am.natixis.com). 
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May 25, 2012 
 
Via e-mail: moneymarket@iosco.org 
 
Mohamed Ben Salem 
International Organization of Securities Commissions 
Calle Oquendo 12 
28006, Madrid 
Spain 
 
 
Public Comment on Money Market Fund Systemic Risk Analysis and Reform Options 
 
 
Dear Mr. Salem: 
 
State Street Corporation (“State Street”) welcomes the opportunity to comment on the 
International Organization of Securities Commissions (“IOSCO”) Consultation on Money 
Market Fund (“MMF”) Systemic Risk Analysis and Reform Options. Headquartered in Boston, 
Massachusetts, State Street specializes in providing institutional investors with investment 
servicing, investment management and investment research and trading. With $23.21 trillion in 
assets under custody and administration and $1.99 trillion in assets under management, State 
Street operates in 29 countries and in more than 100 geographic markets.1 We are a major 
provider of asset management and investor services to MMFs and other similar collective 
investment funds globally. 
 
State Street understands the concerns that have prompted IOSCO, at the request of the Financial 
Stability Board, to review MMFs and their potential vulnerability to systemic risk. This includes 
their perceived susceptibility to investor runs, their key role in the short-term funding markets 
and questions relative to sponsor support. We also recognize the value of a uniform and globally 


                                            
1 As of March 31, 2012. 


 
 
 
 
Stefan M. Gavell  
Executive Vice President and Head of 
Regulatory and Industry Affairs  
 
State Street Corporation  
1 Lincoln Street 
P.O. Box 5225 
Boston, MA 02206-5225 
 
Telephone:  617-664-8673 
Facsimile:    617-664-4270 
smgavell@statestreet.com  
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consistent regulatory approach, with common standards applicable throughout the MMF 
industry.  
 
Still, we believe that any reassessment of the regulatory framework governing MMFs must 
proceed with great caution and should reflect a clear understanding of the success of MMFs over 
the course of their 40-year history. In addition, policy measures must endeavor to improve rather 
than undermine the fundamental structure of the industry. This includes continued opportunity 
for broad investor access. While we support movement towards uniform liquidity and other 
standards for MMFs, and believe certain policy options should be further evaluated, we strongly 
oppose several of the measures put forth by IOSCO, notably the mandatory imposition of a 
floating net asset value (“NAV”), the introduction of capital buffers or other bank-like 
regulations, and the introduction of general redemption gates or minimum investment 
requirements.  
 
MMFs are highly prized by a wide variety of investors, both retail and institutional, in numerous 
national jurisdictions. MMFs have gained widespread acceptance because of their ease of use, 
compelling investment benefits and conservative risk profile. MMFs provide investors with cost-
effective access to investment expertise, including credit risk analysis, and enable efficient 
diversification away from the banking system and across individual issuers. In addition, MMFs 
have emerged as a simple, stable and important source of short-term funding for a broad range of 
issuers. This includes financial, corporate, municipal and other government entities. As an 
example, MMFs are important investors in variable rate demand notes, the primary source of 
variable rate financing available to U.S. municipal issuers. As such, MMFs play an important 
role in support of economic activity.  
 
MMFs are subject in their respective national jurisdictions to an extensive, well-defined and 
rigorous set of regulatory standards. In the U.S., the primary vehicle for the regulation of MMFs 
is Rule 2a-7 of the Investment Company Act of 1940. In Europe, most MMFs are governed by 
the UCITS regime, as well as guidelines introduced by the European Securities and Markets 
Authority and its predecessor.2 In addition, most European MMFs adhere to a Code of Practice 
sponsored by the Institutional Money Market Fund Association (“IMMFA”). These various 
regimes incorporate robust liquidity, maturity, credit and issuer diversification requirements 
designed to promote market stability and investor protection. MMFs are subject to extensive 
disclosure and reporting requirements. MMF prospectuses provide detailed information to 
investors on their structure, investment purpose, strategy and potential risks. They also make it 
clear that MMFs are not bank deposits and therefore do not benefit from any government 
guarantee. With very few exceptions, MMFs have therefore operated and performed in 
accordance with regulatory expectations. 
 
In response to the financial crisis, the U.S. Securities and Exchange Commission (“SEC”) 
introduced in March 2010 various amendments to Rule 2a-7. This included a requirement to 
maintain daily portfolio liquidity of 10%, weekly portfolio liquidity of 30%, and a cap on illiquid 
securities of 5%, thereby substantially reducing potential future dependence on secondary market 
liquidity. This also included a reduction in allowable term to maturity for assets held, tighter 
credit and issuer concentration restrictions (including in respect of second tier assets), and 
                                            
2 The Committee of European Securities Regulators. 
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revised disclosure and reporting requirements. New procedures were also introduced to improve 
the understanding of the MMFs’ investor profile, strengthen stress testing practices, and facilitate 
redemptions in the event of financial market distress. In our view, these measures have 
significantly reduced the potential risks that MMFs present to the U.S. financial system, as well 
as the need for further, potentially disruptive policy measures. 
 
Given the broad appeal, inherent stability and fundamental importance of MMFs to their many 
constituents, we believe that regulators should proceed with great caution when considering 
additional policy recommendations.  Furthermore, we believe that regulators should focus on 
policy options that enhance the value of MMFs to investors, and which avoid changes that would 
undermine the industry’s fundamental structure. As an example, State Street strongly opposes the 
introduction of a mandatory floating NAV requirement since this would challenge the defining 
characteristics of MMFs and undermine their ability to meet well-developed investor 
expectations relative to price stability and ease of use. In addition, this may have the perverse 
effect of driving investors towards less-regulated and less transparent investment products, 
thereby increasing, rather than decreasing, systemic risk. 
 
Similarly, State Street also oppose any prohibition on the use of amortized cost accounting by 
MMFs, the imposition of capital or other similar bank-like buffers (e.g. the forced issuance of 
subordinated shares or the requirement for investors to purchase certain amounts of capital 
securities), the conversion of all MMFs into special purpose banks, and the imposition of general 
redemption gates or minimum balance requirements. Again, this stems from the firmly held view 
that regulatory measures should endeavor to reinforce, rather than alter, the core structure of the 
MMF industry, and should seek to maintain, if not encourage, broad investor access. 
 
Notwithstanding these policy concerns, we believe that some of the recommendations noted by 
IOSCO could help improve market stability without undermining the core characteristics of 
MMFs, and may therefore usefully form the basis for the development of a globally-consistent 
regulatory approach. As an example, we strongly support the introduction of uniform liquidity, 
maturity, credit, issuer concentration and investor disclosure requirements for MMFs, in a 
manner consistent with SEC Rule 2a-7 and the IMMFA Code of Practice. In addition, some 
policy options, such as enabling MMF sponsors to introduce temporary redemption restrictions 
and ‘in kind’ redemptions in certain clearly defined circumstances, require further study but are 
not necessarily incompatible with core industry characteristics. 
 
While we generally support efforts to reduce industry reliance on credit ratings, we believe that 
their wholesale elimination from MMF regulation may actually increase, rather than reduce, 
systemic risk. Credit ratings are a widely accessible and useful filter for the initial assessment of 
creditworthiness. While MMF managers should, as required by SEC Rule 2a-7 and the IMMFA 
Code of Practice, conduct their own additional assessment of pertinent risks, the use of credit 
ratings helps ensure the existence of a valuable minimum industry-wide benchmark. Indeed, in 
the absence of a uniform minimum standard, more aggressive MMF managers may be 
encouraged to take on additional risk in the pursuit of higher returns. We therefore oppose the 
full elimination of credit ratings from MMF regulation, but support the introduction of a uniform 
requirement for MMF managers to conduct an independent assessment of creditworthiness as a 
supplement to the minimum credit rating-based floor.   
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Thank you once again for the opportunity to comment on the important policy matters raised 
within this Consultation. To summarize, State Street believes that MMFs have and continue to 
provide enormous benefits to a broad range of investors and issuers, as well as national 
economies generally. Any changes to the prevailing regulatory framework must therefore be 
carefully considered and should be designed to improve, rather than to undermine, the core 
structure of the MMF industry. We therefore strongly oppose certain of the policy options 
referenced in the IOSCO Consultation, notably the introduction of a floating NAV requirement, 
the imposition of various capital buffers or other bank-like regulation, and general redemption 
gates or minimum investment requirements, since these would fundamentally alter the 
characteristics of MMFs and their appeal to investors.  
 
We do, however, support the imposition of globally-consistent requirements relative to liquidity, 
credit, maturity and issuer concentration risk, in a manner consistent with SEC Rule 2a-7 and the 
IMMFA Code of Practice. We also agree that there is potential value in further exploring certain 
mechanisms designed to mitigate short-term dislocation, such as the ability of fund sponsors to 
limit or provide ‘in kind’ redemptions in certain well-defined circumstances. Finally, we support 
the introduction of a uniform requirement for MMF managers to conduct substantive 
independent research of creditworthiness as a supplement to the use of credit ratings as a 
minimum standard. 
 
Please feel free to contact me should you wish to discuss our submission in greater detail. 
 
Sincerely, 


 
Stefan M. Gavell 








 


 


June 11, 2012 
 
Mr. Mohamed Ben Salem 
International Organization of Securities Commissions 
Technical Committee 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
Re:  Public Comment on Money Market Fund Systemic Risk Analysis and 
Reform Options 
 
Dear Committee Members: 
 
Thank you for the opportunity to comment on this important initiative.  Treasury 
Strategies is a leading consultancy in the area of treasury, payments and 
liquidity.  Our clients are corporations and financial institutions worldwide. 
 
Money Market Funds (MMFs) are important short-term cash management 
vehicles for our corporate consulting clients. As such, our firm has paid close 
attention to financial reform rulemaking and regulatory changes related to MMFs. 
 
We are concerned that MMFs are the subject of undue regulatory focus, perhaps 
because they have been misidentified as a proximate contributor to the financial 
crisis. 
 
Our analysis shows something quite different:  MMFs were only tangentially 
involved in the crisis, and several much more significant events should be given 
much weightier consideration than MMFs. 
 
The attached document highlights some straightforward and important facts: 
 


• Investment capital actually started seeking higher ground in 2007, and 
some types of risky investments were gradually deserted. These moves 
did not cause market upheaval because they were understood and 
anticipated by the market. 
 


• The government’s decision to not rescue Lehman Brothers, after its long 
history of other bailouts, was a major course change. This flip-flop was 
not anticipated by all market players – hence the problems when the 
Reserve Fund had to stop redemptions. Yet, damage was contained 
within a few MMFs and no other MMF was mortally wounded. 


 
• The unprecedented, huge bailout of AIG the night after Lehman failed 


was the surprise that shook the market to its core and prompted investor 
panic. Just a day earlier, all three rating agencies had reaffirmed AIG’s 
investment grade rating. 
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• MMFs were not the cause of the financial crisis. In fact, investment capital 
sought the safety of MMFs in the days and weeks following the crisis – 
even without federal government guarantees. 


 
Regulators around the world continue pushing for further MMF reforms, despite 
MMFs already being extremely well-regulated, well-reported and transparent.  If 
implemented, new rules would result in significantly smaller MMFs with two 
negative outcomes:  1) some displaced investment funds will add to 
concentration in the banking sector and 2) others will flow into less regulated and 
less transparent instruments and jurisdictions. 
 
Finally, we must note that MMFs around the world vary widely.  They differ in 
terms of their use, purpose, composition and accounting requirements.  They 
operate in regional capital markets that are materially different in terms of depth, 
breadth, resiliency and rule of law.  Therefore, prescriptive attempts at regulation 
will not be feasible. 
 
If the post-crisis financial reform opportunity is to come close to accomplishing 
any lasting benefit, the focus must be on the most difficult areas of the financial 
markets rather than those that are already cleanly regulated. 
 
 
Sincerely, 


 


 


Tony Carfang 
Partner 


Cathy Gregg 
Partner 
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DISSECTING THE 
FINANCIAL COLLAPSE  


OF 2007-2008 


A Two-Year Flight to Quality 
 


 
MAY 2012 


C
 
onsiderable resources are being 


 


expended to develop new regulations 


to prevent a repeat  of the 2008 


financial crisis. It is vital these new 


regulations are appropriately focused to encourage 


liquid money markets during  any future period of 


financial stress. In support of that aim, Treasury 


Strategies  (TSI) has prepared this analysis of the 


2  money markets prior to, during, and following the 


financial crisis that peaked in mid-September 2008. 


 
Much of the analysis  of the financial crisis 


repeats  the myth  that  a run  on money  market 


mutual funds  (MMFs)  was a proximate cause of 


the financial crisis. We believe this is incorrect 


and misdirects focus away from more significant 


causal factors.  In fact, a $1.2 trillion run on non- 


MMF asset classes had already  occurred  during  


the 15 months preceding  the chaos of 


mid-September 2008. 


Close examination of asset flows for the week 
 


of September 15 shows the firestorm was not 


triggered by the failure of MMFs, as is being widely 


cited. The firestorm was actually triggered by the 


surprise, late-night $85 billion government rescue 


of AIG. 
 
 


On the morning of September 15, Lehman 


Brothers declared bankruptcy. That evening, aware 


of AIG’s Lehman  exposure, all three major rating 


agencies nonetheless issued investment grade 


ratings on AIG. Thus the 9 p.m. September 16 


surprise $85B rescue of AIG sent global markets 


into a tailspin. Investors were shocked, not only 


by the sudden collapse of AIG but also by the fact 


that all three rating  agencies had been completely 


wrong, just 24 hours  earlier.  Hence, they assumed 


problems lurked around every corner. 


 
That AIG rescue announcement panicked 


investors around the world, who then immediately 


fled all non-government guaranteed asset classes 


for the safety of government securities/government 


guarantees. 







 
To further illustrate the distortions perpetuated 


by current conventional “wisdom,” we note that 


the U.S. government guarantee of MMF holdings  


was capped at September 19, 2008 levels. Yet over 


the following weeks, investors poured  $250 billion 


additional, non-guaranteed assets into MMFs, 


including $170 billion into prime funds.  Thus, at 


a time the government was insuring virtually all 


corporate bank deposits,  investors were choosing 


non-guaranteed prime MMFs instead!1 


 
Given the failures of various other asset classes, 


the widespread market chaos during this period, the 


flight to quality into MMFs, and the fact that 2010 


MMF regulatory changes have already strengthened 


an already strong asset class, we must certainly 


question the fixation on pillorying MMFs and 


demanding they be further overhauled. In fact, 


MMFs have proved to be one of the most resilient 


asset classes throughout the financial breakdown. 
 
 
BACKGROUND 


 
 


The collapsed housing bubble triggered a 


tsunami that hit the shores of the general money 


markets in early 2007. From that time until 


markets were calmed by massive government 


intervention in late 2008, most money market asset 


classes experienced considerable stress. Investors 


sought progressively higher ground as problems 


escalated, with hundreds of billions of dollars 


fleeing riskier assets and moving to safer territory. 


By the time the markets  calmed at the end of 
 


2008, several asset classes were decimated. The 


asset-backed  commercial paper market experienced 


outflows  of $487 billion, structured investment 


vehicles declined  $400 billion, enhanced cash funds 


declined $225 billion, and financial commercial 


paper fell $49 billion. In addition, $330 billion was 


frozen in illiquid auction rate securities. 


 
By December 2008, investors seeking the 


higher ground  had moved $1.05 trillion  into 


government and treasury MMFs, $170 billion 


into prime MMFs, $225 billion into insured bank 


demand deposits,  and $176 billion into bank 


time deposits. 
 
 


In evaluating how the crisis unfolded, it is 
3 


helpful to dissect the collapse into three time 
 


periods,  to consider significant market events  and 


their  impacts  on money market instruments and 


asset movements. 


• Phase 1: Pre-Crisis 
 


(June 2007 – early September 2008) 
 
• Phase 2: Collapse 
 


(mid-September 2008 – mid-October  2008) 
 
• Phase 3: Stabilization 
 


(late October 2008 – December 2008) 


 
 
 
 
 
 
 


1        In light of the flows into MMFs at this time, it is worth noting that MMF sponsors did not ask for or want the government 
guarantees. See ICI’s commentary “Money Market Funds in 2012,” February 27, 2012. 







 
 


 
Phase 1: Pre-Crisis 
(June 2007 – September 2008) 


 
This time period was bookended by stress in 


 


the asset-backed  commercial paper (ABCP) market, 


which  started in June 2007, and the failures  of 


Fannie Mae and Freddie Mac in September 2008. 


 
Aggressive lending practices and the collapse of 


the housing bubble began to manifest themselves 


in the general money markets  during  this period. 


Most of the defining events were well-telegraphed 


credit events.  They played out in the form of 


prolonged runs from the impacted asset classes, 


which were primarily commercial paper and 


enhanced cash funds.2  In addition, there was an 
4 


unanticipated liquidity-driven freeze of the auction 
 


rate securities market. 


Asset-Backed Commercial Paper 
 
 


As the housing crisis spread, in June 2007 the 


ABCP market faltered and experienced a prolonged 


run. This market peaked at $1.2 trillion in assets on 


August 8, 2007. Following major asset downgrades, 


assets declined by $432 billion (-37%) during  the 


first phase of the crisis. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Federal reserve 


 
 
 


Structured Investment Vehicles (SIVs) 
 
 


These complex debt instruments provided very 


high returns by making highly leveraged 


investments. Many SIVs ultimately defaulted, were 


repurchased by their sponsors, or simply unwound. 


According to the Financial Times,3  total assets fell 


from a high of $400 billion in July 2007 to virtually 


zero (-100%) by early 2009. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


2                For a description of the three types and two durations of runs, see  Appendix A. July 2009. 
3                Hughes, Jennifer. “Completion of SIV asset disposal near.” Financial  Times, 7 July 2009. 







 
Enhanced Cash Funds 


 
 


Enhanced cash funds  (also called ultra-short 


bond funds) peaked at $250 billion in November 


2007 and experienced a prolonged run down to $25 


billion (-90%) during this first phase of the crisis. 


The run in this asset class was triggered when a  


GE-managed fund went from a fixed to floating 


NAV in November  2007 and then subsequently 


failed to maintain a $1 NAV. 


 
Auction Rate Securities 


 
 


Auction rate securities (ARS) gathered assets 


up to a peak of $330 billion in February 2008. 


Then, following several failed auctions, the entire 


$330 billion ARS market froze (-100%) and has 


been slowly liquidating since that time. 


Other Events 
 
 


Several market events contributed to the 


prolonged run on various money market categories  


in this timeframe. 


• Failure of a Bear Stearns real estate hedge fund 
 


(6/2007) 
 
• Countrywide Financial rescue (1/2008) 
 
• Bear Stearns rescue (3/16/2008) 
 
• Indy Mac Bank failure (7/13/2008) 
 
• Fannie Mae and Freddie Mac failure (9/8/2008) 
 
 


It is important to recognize that these failures 


developed over time, with their  underlying credit 


difficulties having been clearly understood by the  5 


market.  With the exception of the unanticipated 


ARS freeze, market participants were well aware 


of impending problems at Bear Stearns, 


Countrywide, Fannie Mae, etc. 
 
 
 
 
Phase 1: Summary 


 
 
 Assets as of 6/27/07 ($B) Assets as of 9/10/08 ($B) Change  ($B) % Change 


Inst.  MMFs     
Prime  MMFs 1,705 2,153 447 26% 
Treas/Gov MMFs 427 906 478 112% 
Commercial  Paper     
ABCP 1,173 742 (432) (37%) 
Bank/Finance CP 763 810 47 6% 
Non-Financial CP 196 205 9 5% 
Bank  Deposits     
Demand Deposits 326 292 (34) (10%) 
Large Time Deposits 1,743 2,121 378 22% 
Other  Instruments     
Enhanced Cash 250 25 (225) (90%) 
Auction  Rate Sec. 330 0* (330)* (100%) 
SIVs 400 0 (400) (100%) 


 
*$330  billion in assets were frozen/illiquid. 







 
PHASE 2: COLLAPSE 
(SEPTEMBER 2008 – OCTOBER 
2008) 


 
 


The market events and failures of multiple asset 


classes during  Phase 1 culminated in collapse 


during the week of September 15, 2008. 


 
The prolonged run, already underway for some 


time, built and accelerated until it became a 


firestorm run across the whole financial system – 


a flight to quality. This continued until 


October 14, 2008 when the government intervened 


with an unlimited guarantee on all non-interest- 


bearing bank deposits. 


 
6  Market  Events Accelerate 


 
 


One week following the bailout of Fannie and 
 


Freddie, rapid-fire shocks roiled the markets: 
 


• Bank of America bailed out Merrill Lynch 
 


(9/14/2008) 
 


• Lehman Brothers declared bankruptcy 
 


(9/15/2008) 
 


• Federal Reserve lent JPMorgan $138 billion to 


assist Lehman (9/15/2008) 


• Washington Mutual was downgraded and 


experienced a $16 billion run (9/15/2008) 


• Reserve Fund  lost $785 million on Lehman CP, 


broke the buck (9/15-16/2008) 


• Unexpected Federal Reserve $85 billion bailout  


of AIG (9/16/2008, 9 p.m. EST) 


Market  Surprises and Flight to Quality 
 
 


The first phase of the crisis was characterized 


by prolonged runs on asset classes that were 


experiencing widely known credit-quality 


distress. The market digested these difficulties with 


equanimity. However, this second phase was 


distinctly different, and far more dangerous, because 


it was essentially the result of two seismic surprises: 


• The government’s decision to not rescue 
 


Lehman Brothers 
 
• The shocking late-night bailout of AIG at 
 


9 p.m. EST Tuesday, which was not anticipated 


by the marketplace. 


 
Indeed, the panic-fueled firestorm run out of 


virtually all non-government-insured asset 


classes and into insured deposits and securities 


reached  a momentous stage on Wednesday, 


September 17, 2008. 


 
The Federal Reserve’s announcement of the 


 


$85 billion AIG bailout completely blindsided the 


market.  Although there had been market rumors 


of AIG problems, on Monday  evening  Standard & 


Poor’s issued an “A-“ long-term rating and an “A2” 
 


short-term rating  on AIG. On Tuesday evening, 


the Fed initiated the first of three AIG bailouts  


or restructurings. That bailout  announcement 


shattered the markets, shaking  investor confidence 


in virtually all investments. They continued 


their  flight to quality  by moving into government 


securities and government-guaranteed instruments. 







 
 


 
 


 
 


 
 


 
The “Run” on Bank/ 
Financial Commercial Paper 


 
 


Events during this phase, such as the collapse 


of Merrill  Lynch, Washington Mutual, Lehman 


Brothers and AIG, led to a run  on financial 


commercial paper of $221 billion. 


It is a challenge to find any widespread run 


occurring on the MMF asset class during any 


time period.  That being said, there are different 


subclasses  of MMFs for both retail and institutional 


investors, primarily prime MMFs and treasury/ 


government MMFs. Prime  MMFs invest largely 


in short-term commercial paper and other 


instruments. Treasury/government MMFs invest 


solely in T-bills and government securities. 


 
Of these subclasses, the data reflect the flight 


to quality  that  was underway within MMFs during 


this time period. 
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Source: Federal reserve 


 
 
The “Run”  on MMFs 


 
 


There has been much spirited debate on the 


role of MMFs in the crisis. Specifically, it has 


become conventional wisdom that MMFs are 


susceptible to runs as evidenced by their asset 


levels during this time period.  However, the data 


tell a different story. 


 
 
 
 
Source: The Investment Company Institute 


 
As shown above, retail prime MMFs saw a 


slight 3% reduction in assets during this time 


period.  Meanwhile, retail government MMFs 


experienced the flight to quality and increased 


assets of 40%  during  this same period. 
 


              
 
              


 
 
 
 
 
 
 
 
 


A) Bear Stearns refund fails 
B)  Major  ABPC downgrades 
C)  GE Enhanced cash NAV 


floats  and enhanced cash 
funds  freeze 


D)   countrywide rescued 


E) auction-rate securities freeze 
F)   Bear Stearns rescued 
G)  Indy Mac Bank fails 
H)  Fannie Mae and Freddie  Mac fail 
I)   Lehman fails, Merrill rescued, Reserve 


breaks buck, AIG rescued, WaMu $16B run 
 


Source: The Investment Company Institute 
 
Source: The Investment Company Institute 







 
 


 
 


 
The sophisticated investors within the 


institutional segment  undertook a similar, albeit 


more pronounced, flight to quality. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Source: The Investment Company Institute 
 


 


In the above graph, we see the Phase 1 inflow 


of assets followed by the pronounced reduction of 


assets as investors fled to quality during the week 
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of September 15, 2008 fueled by the panic of the 
 


AIG bailout.  This flight to quality is apparent in the 


graph below. Investors did not reject MMFs as an 


asset class, but rather sought the highest ground 


possible and moved into government MMFs. 


A detailed breakdown of the events of the week 


of September 15 provides further evidence that panic 


due to the unexpected bailout  of AIG was the trigger 


for investors to flee to the highest  quality 


instruments available (those  instruments with 


implied or explicit government guarantee). 


 
As the table on the next page clearly illustrates, 


on September 15 and 16, institutional prime MMFs 


had total outflows of just over $50 billion from 


the Reserve Fund  and $50 billion from all other  


prime funds.  This was a fairly well-contained, 


credit-driven event.  Some prime funds experienced 


no net redemptions at all over these two days. 


 
However, financial markets skidded into a 


total liquidity collapse after the surprise AIG 


failure. Over the next two days following the 


failure of AIG, prime MMFs saw more than 


$200 billion of outflows. 
 
 


The climactic week of September 15 ended 


with the government instituting several measures 


to support the commercial paper market.  It also 


instituted the Temporary Guarantee Program, 


temporarily insuring money fund investors at their 


September 19 investment levels. MMF investments 


beyond investors’ September 19 levels were 


excluded  from the guarantee program.4 


 
Source: The Investment Company Institute 


 
 
 
 
 
 
 
 
 


4       Commercial paper  support measures and the Temporary guarantee Program  had a single identical  aim, according to M. L. Fein, which was not to shore up 
a “run” in MMFs. Fein argues, “The Fed’s liquidity facilities and related  regulatory actions that ostensibly benefited MMFs in reality were designed to 
support banks and the bank commercial paper  market  and that the bank commercial paper  market  was the source of systemic  risk, not MMFs.” see 
“Shooting the Messenger: The Fed and Money Market Funds,” April 2, 2012.







 
Institutional Prime  MMF Assets 


 
 


Dates  (2008) Change  In Inst. 
Prime MMF Assets ($B) Market Events 


8/28  – 9/12 (1) Fannie & Freddie fail – estimated cost $200B 
9/15 (61)* Merrill  Lynch rescue d 


run on WaMu of $16.4B 
Lehman  Brothers fails as Fed guarantees $138B 
Reserve Primary  Fund halts redemptions 
S&P rates AIG “A-” long-term and “A2” short-term 


9/16 (37)* Reserve Primary  Fund “officially” breaks the buck with $785M loss on Lehman 
After  the market closes, AIG requires $85B bailout 


9/17 (130)  
9/18 (94)  
9/19 (25) Several government safety nets implemented include commercial paper support  


and a temporary, limited MMF guarantee  program 
Goldman  Sachs and Morgan Stanley apply to convert into bank holding companies 


9/22  – 12/31 +132 Cash inflows above the guarantee  level 
 


*Includes approximately $54B in redemptions from investors in the reserve Primary Fund. 
 
 
 
 


Phase 2 Summary 
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Market  events  catapulted the prolonged  run 


on the financial system to a firestorm run,  as 


investors continued their  flight to quality. 
 
 
 
 Assets as of 9/10/08 ($B) Assets as of 10/15/08 ($B) Change  ($B) % Change 


Inst.  MMFs     
Prime  MMFs 2,153 1,725 (428) (20%) 
Treas/Gov MMFs 906 1,359 454 50% 
Commercial  Paper     
ABCP 742 677 (65) (9%) 
Bank/Finance CP 810 588 (221) (27%) 
Non-Financial CP 205 188 (18) (8%) 
Bank  Deposits     
Demand Deposits 292 321 30 10% 
Large Time Deposits 2,121 2,066 (55) (3%) 
Other  Instruments     
Enhanced Cash 25 25 — 0% 
Auction Rate Sec. *0 *0 — 0% 
SIVs 0 0 — 0% 


*$330  billion in assets were frozen/illiquid. 







 
PHASE 3: STABILIZATION 
(OCTOBER 2008 –  
DECEMBER 2008) 


 
The depth of the Phase 2 panic is underscored 


by the number of ways the government actively 


intervened in the markets. Some of the many 


programs instituted in the fall of 2008 include:5 


• Fed lends JPMorgan $138 billion to assist with 
 


Lehman  Brothers debt (September 15) 
 


• Fed rescues AIG with $85 billion loan 
 


(September 16) 
 


• Fed increases  swap lines with other  central 


banks by $180 billion (September 18) 


• Fed establishes ALMF program  to support 
10 


money fund purchases of asset-backed 


commercial  paper (September 19) 


• Washington Mutual closed, assets acquired 


by JPMorgan (September 25) 


• Treasury institutes TGP which  guaranteed 


investor holdings of MMFs at September 19 


levels (September 19) 


• Goldman Sachs and Morgan Stanley convert to 


bank holding companies  with discount window 


access (September 21) 


• Fed doubles currency swap lines to $620 billion 
 


(September 29) 
 


• SEC eases accounting mark-to-market rules for 


banks (October 3) 


• TAF, the collateralized lending program, 
 


expanded to $900 billion (October  6) 


• Fed begins CPFF for CP (October  7) 
 
• IRS declares a cash repatriation tax holiday 
 


(October  7) 
 
• Federal Reserve begins paying banks interest 


on their  reserve balances (October  8) 


• Second AIG bailout $37.8 billion (October  8) 
 
• Wells Fargo purchases Wachovia  (October  12) 
 
• Fed removes all caps and provides unlimited 


currency swap lines to the Bank of England, the 


ECB and the Swiss national Bank (October  13) 


• FDIC guarantees all demand deposits,  without 


limitation (October  14) 


• Fed removes all caps and provides unlimited 


currency swap lines to the Bank of Japan 


(October  14) 


• Initial  $250 billion of the $700 billion TARP 
 


program  rolled out (October  14) 
 
• FDIC guarantees all senior debt of U.S. banks 


and bank holding companies  (October  14) 


• MMIFF established for direct purchase of up to 
 


$540 billion of commercial  paper and bank CDs 


to prop up those markets. This amount greatly 


exceeds total withdrawals from commercial 


paper-based money market funds (October  19) 


• New York Fed lends $50B to two foreign banks, 


Irish-German Depfa Bank and Belgium’s Dexia 


Bank (November 4) 


•  Third AIG bailout,  an additional $40 billion 
 


(November 10) 
 
 
 
 
 


5                see appendix B for acronym definitions. 







 
 


 
 


 
 


 
• Second round of Citigroup support at $20 billion 


 


(November 24) 
 
• TALF provides $200 billion to support retail 


and small business asset-backed  commercial 


paper (November 25). Increased to $1,000 


billion on February 10, 2009 


• Fed announces program to purchase direct 


obligations of housing-related GSEs 


(November 25) 


• General Motors and Chrysler  bailouts 


announced (December 19) 


 
During this period of dramatic rescues  and 


bailouts,  hundreds of billions f lowed into several 


asset classes, including prime MMFs, Treasury/ 


government MMFs, insured bank deposits  and 


financial commercial paper. 


 
Inflow of Assets to Guaranteed Bank  Deposits 


 


 


On October  14, the FDIC expanded its 


insurance guarantee to cover unlimited non- 


interest-bearing bank deposits.  During this phase, 


bank demand deposits  grew by $230 billion (72%) 


to a total of $551 billion. 


The inflow into demand deposits  was 


somewhat offset by an outflow of large time 


deposits, which  decreased  by $148 billion during 


this period. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Federal reserve 
 
 
Inflow of Non-Guaranteed Assets  11 
 


into Institutional Prime  MMFs 
 
 


As one reaction to the market panic of Phase 2, 


the Treasury established the Temporary Guarantee 


Program  (TGP)  for MMFs. TGP guaranteed any 


investments in MMFs at September 19, 2008 levels.  


New assets invested  after this date were excluded  


from this program and therefore not guaranteed. 


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


Source: Federal reserve a = Phase 1  B = Phase 2 c = Phase 3 
 


Source: The Investment Company Institute, Treasury Strategies 







 Assets as of 10/15/08 ($B) Assets as of 12/30/08 ($B) Change  ($B) % Change 
Inst.  MMFs     
Prime  MMFs 1,725 1,875 151 9% 
Treas/Gov MMFs 1,359 1,473 114 8% 
Commercial  Paper     
ABCP 677 705 28 4% 
Bank/Finance CP 588 714 125 21% 
Non-Financial CP 188 181 (7) (4%) 
Bank  Deposits     
Demand Deposits 321 551 230 72% 
Large Time deposits 2,066 1,919 (148) (7%) 
Other  Instruments     
Enhanced Cash 25 25 — 0% 
Auction  Rate Sec. *0 *0 — 0% 
SIVs 0 0 — 0% 


 


 
Despite the fact that incremental investments 


were not guaranteed, institutional investors 


increased their holdings in prime MMFs. These 


sophisticated investors were fully aware that new 


MMF investments were not guaranteed, and that 


other fully guaranteed options were available (i.e., 


bank demand deposits). This testifies to the value 


investors place on MMF instruments. 
 
 
 


Phase 3 Summary 
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*$330  billion in assets were frozen/illiquid. 







 
C O n C L U S I O n 


 
 


The financial crisis fueled by the housing 


market collapse reverberated throughout the 


overall money markets. The failure of some very 


prominent institutions was widely felt and many 


asset classes experienced runs  or failed altogether 


as a result. 


 
A prolonged, credit-driven run took hold in 


mid-2007 as the housing  tsunami cascaded across 


all asset classes. During this first phase, 


investors moved deliberately but without panic 


to higher ground. Excepting the surprise auction 


rate securities freeze,6    major events of this period 


unfolded slowly, and problem institutions were well 


recognized  in advance  of their  ultimate  failures. 


 
Then, two unanticipated shocks hit on 


successive days and triggered a firestorm run on all 


non-government guaranteed asset classes. First, the 


U.S. government abruptly reversed its very visible 


policy of supporting large distressed financial 


institutions. In a move that stunned the markets, 


it allowed Lehman  Brothers to fail.7 


Secondly, on the following evening  while the 


markets were closed, the U.S. government reversed 


course again. While Lehman Brothers had been 


allowed to fail days earlier, the NY Fed that night 


announced an $85 billion bailout of AIG. This 


unexpected failure and its unprecedented magnitude 


shook the very foundations of the markets. 


 
The next morning, investors ran for the high 


ground  en masse, moving hundreds of billions 


of dollars into government and treasury MMFs, 


insured bank deposits,  and government securities. 


They sold virtually everything else. 
 


By year-end, with  a mind-boggling  list of 


support programs,  bailouts,  and guarantees, 
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markets began to calm. When  the dust settled, 


the crises that  had begun in June 2007 had led to 


huge shifts of liquid assets. The ABCP, SIV, 


enhanced cash and auction rate securities markets  


were decimated. More than  $1 trillion  flowed into 


treasury/government MMFs during  this time. An 


additional $600 billion flowed into government- 


guaranteed bank demand deposits,  non-guaranteed 


prime MMFs, and large time deposits. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


6                Treasury strategies long insisted these should not be classed as cash or cash equivalents. The freeze  was a surprise to investors, yet this was 
recognized as an asset class deserving  close  scrutiny. 


7                The reserve Fund, with 1.2% of its assets in a-rated Lehman commercial paper, was collateral  damage to this policy change. although reserve “broke 
the buck,” every other MMF holding Lehman paper  maintained their $1 naV. 







 
Overall Crisis  Summary 


 
 


 Assets as of 6/27/07 ($B) Assets as of 12/30/08 ($B) Change  ($B) % Change 
Inst.  MMFs     
Prime  MMFs 1,705 1,875 170 10% 
Treas/Gov MMFs 427 1,473 1,064 245% 
Commercial  Paper     
ABCP 1,173 705 (469) (40%) 
Bank/Finance CP 763 714 (49) (6%) 
Non-Financial CP 196 181 (15) (8%) 
Bank  Deposits     
Demand Deposits 326 551 226 69% 
Large Time deposits 1,743 1,919 176 10% 
Other  Instruments     
Enhanced Cash 250 25 (225) (90%) 
Auction Rate Sec. 330 0* (330) (100%) 
SIVs 400 0 (400) (100%) 


 
*$330  billion in assets were frozen/illiquid. 


 


 
 


14 







 
r e C O M M e n dAT I O n 


 
 


We encourage  regulators to carefully consider 


the precise sequence  of events  as the crisis 


unfolded. This time period reveals a great deal 


about how much stress the markets  could 


systematically digest and at which  point  the 


cumulative impacts  became overwhelming. One 


point  in particular stands  out: the unprecedented 


and unanticipated AIG collapse, triggered by losses 


on Lehman  credit default  swaps, is the single 


proximate event that  triggered a firestorm run  on 


all money market asset classes. For all intents and 


purposes, that  event divided the markets  into just 


two asset classes: anything guaranteed by the U.S. 


government and anything that  was not. During 


September 2008, investors wanted out of the latter 


and in to the former. 


 
This point  – along with the failures  of various 


other  asset classes, the widespread market chaos 


during this period,  the flight to quality into MMFs, 


and the fact that  2010 MMF regulatory changes 


have already strengthened one of the most resilient 


asset classes throughout the financial breakdown – 


should guide regulators in their  evaluations of asset 


classes and considerations of regulatory change. 


 
 
 


15 







 
APPENDIX A 


 
 


The Anatomy of a Financial Run 
 
 


Before evaluating a proposal’s effectiveness in 


preventing a run,  it is important to understand the 


anatomy  of a financial run.  Financial institutions 


are susceptible to runs  because they support highly 


liquid short-term liabilities  with  less liquid and 


longer-term assets. This maturity transformation 


is crucial  to a well-functioning economy, because 


it facilitates the flow of funds  from those with 


surplus to those with  a shortage,  in the form of 


deposits/investments and loans. 


 
However,  a maturity mismatch can be 


16  problematic when  many investors want  to 


withdraw funds  over a short  period of time. This 


is far more problematic with  a bank than  with 


a money fund. In a money fund, the difference 


between the average maturity of the assets and the 


liabilities  can be measured in days or weeks. In a 


typical commercial bank portfolio,  the difference is 


measured in months, if not years. 


 
A run  is caused by investors who believe if they 


wait too long to withdraw their  money, they may 


lose some or all of it. It is this psychological aspect 


combined with  people’s natural aversion to loss 


that  make runs  so dangerous. 


 
Three  types of financial runs  are relevant to 


financial institutions: 


• Credit-driven runs  occur as a result of a 


confirmed negative  credit event in a security  


in which  the institution invested;  this leads 


investors to liquidate  shares to limit possible 


losses. 


• Liquidity-driven runs  are precipitated by 


investors redeeming  shares out of fear that,  


if they fail to do so immediately, they will be 


unable  to do so later. 


• Speculative runs  occur as a result of rumors or 


speculation about what  may or may not occur 


within a fund. 


 
Although interrelated in terms  of outcome,  the 


proximate causes are quite different. Quite simply, 


the proximate cause of a credit-driven run  is poor 


credit quality  of the underlying assets. 


The proximate cause of a liquidity-driven run  is 
 


a seizing up of the markets. The proximate cause 


of a speculative run  is rumor based on a lack of 


transparency into the financial institution’s assets 


and liabilities. 







 
The reforms  instituted in early 2010 by the SEC 


and the MMF industry have already adequately 


dealt with  each of these three situations. 
 
 


Type  of 
Financial Run Proximate 


Cause 2010 MMF 
Regulations 


Credit 
Driven Run Credit Loss Tightened  Credit 


Standards 
Liquidity 
Driven Run Market Seizing Instituted Liquidity 


Requirement of 10% 
Next Day, 
30%Weekly Shortened 
Maturity Structure 


Speculative Run Uncertainty / 
Misinformation Reporting of Holdings 


Reporting Shadow NAV 
 


Source: Treasury Strategies,  Inc. 
 
 
 
The Timing  of a Financial Run 


 
 


It is also important to understand that  there are 


two ways in which  a financial run  plays out: 


• Firestorm runs  occur in a panic environment 


in which  investors rush cash out at any 


price, notwithstanding any barrier.  In today’s 


electronic world, these are likely to play out 


within hours  or a day or two at most. 


• Prolonged runs  occur when  investors fail to 


roll over maturing investments or reinvest in 


instruments upon which  the institution had 


come to rely. 


Given its nature and speed, it is unlikely  that 


any intervention  or barriers to exit will succeed in 


preventing the firestorm run.  A holdback  provision 


will be useless in this type of run  since investors 


will most certainly want  to exit at any cost. It is 


best to have in place the safeguards that  prevent 


the proximate causes of the run.  These are 


precisely the safeguards that  went  into effect 


for the money market fund industry with  the 


Securities and Exchange Commission’s Rule 2a-7 


amendments in early 2010. 


 
A prolonged  run,  on the other  hand,  occurs 


over an extended period of time. It is usually  quite 


visible well ahead of time. For example, investors 


refuse to roll over their  maturing commercial 17 


paper or holders  of auction rate securities fail to 


bid at future  auctions. Because of the slow nature 


of these runs,  regulators have a number of tools at 


their disposal.  However,  efforts to “bar the door” 


have no usefulness, since these runs  are not caused 


by investor withdrawals, but rather by investors 


refusing to reinvest. 







 
APPENDIX B 


 
 


Acronym Definitions 
 
 


• AIG = American International Group,  Inc. 
 


• ALMF = Asset Backed Commercial Paper 
 


Money Market Mutual Fund Liquidity Facility 
 


• CD = Certificate of Deposit 
 


• CP = Commercial Paper 
 


• CPFF = Commercial Paper Funding Facility 
 


• ECB = European Central Bank 
 


• FDIC = Federal Deposit Insurance Corporation 
 


• GSE = Government Sponsored Entity 
 


• IRS = Internal  Revenue Service 
18 


• MMIFF = Money Market Investor Funding 
 


Facility 
 


• TAF = Term Auction Facility 
 


• TALF = Term Asset-Backed Securities 
 


Loan Facility 
 


• TARP = Troubled Asset relief Program 
 


• TGP = Temporary Guarantee Program 
 


• SEC = Securities  and exchange Commission 


APPENDIX C 
 
 
About Treasury Strategies 
 
 


Treasury Strategies, Inc. is the leading treasury 


consulting firm working with corporations and 


financial services providers. Our experience and 


thought leadership in treasury management, working 


capital management, liquidity and payments, 


combined with our comprehensive view of the 


market, rewards clients with a unique perspective, 


unparalleled insights  and actionable solutions. 


 
Corporations 
 


We help our  clients  maximize worldwide 


treasury performance and  navigate  regulatory 


and  payment system  changes  through a 


focus on best practices,  technology, liquidity 


and  controls. 


 
Treasury Technology 
 


We provide  guidance  through every  step 
 


of the technology process.  Our  expert  approach 


will uncover opportunities to optimize the 


value  of treasury through fully integrated 


technology solutions. 
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25 May 2012 
 
 
Re: IOSCO Consultation Report on Money Market Fund Systemic Risk Analysis and 
Reform Options 
 


Dear Sir/Madam, 
 


 


UBS would like to thank IOSCO for the opportunity to comment on the Consultation Report 
on Money Market Fund Systemic Risk Analysis and Reform Options. Please find attached 
our response to the paper.  
 
We would be happy to discuss with you, in further detail, any comments you may have.  
Please do not hesitate to contact Gabriele Holstein on +41 44 234 4486. 
 


Yours sincerely, 
UBS AG 


 
 


 


Dr. Gabriele C. Holstein  Thomas Rose 
Managing Director  Managing Director 
Head of Public Policy EMEA Global Asset Management 
Group Governmental Affairs 
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UBS Response to IOSCO on  


Money Market Fund Systemic Risk Analysis and Reform Options  


  


 


INTRODUCTION 


 


UBS would like to thank IOSCO for the opportunity to comment on the 


Consultation Report (the “Paper”) on Money Market Fund Systemic Risk Analysis 


and Reform Options. In particular, we appreciate your approach of outlining several 


alternative options based on thorough analysis in an early stage of the regulatory 


process. 


 


Please find below our responses to the specific questions set out in the Paper.  


 


Q1: Do you agree with the proposed definition of money market funds? 


Does this definition delimit an appropriate scope of funds to be potentially 


subject to the regulatory reform that the FSB could require to put in place, 


with an objective to avoid circumvention and regulatory arbitrage? 


 


While we broadly agree with the proposed definition of MMFs, we do not believe 


that MMFs should be viewed as non-bank intermediaries for two reasons.  


 


First, even if they offer daily liquidity while underlying holdings may have durations 


up to one year, there is no maturity intermediation as with banks. This is because 


MMFs (like any investment fund) package what is available in the market place with 


fund holders owning a share in the fund and hence receiving the return of the 


fund’s holdings (minus costs) as opposed to bank deposit clients who receive a cash 


return as compensation for the claim against the bank.  


 


Second, MMFs do not necessarily transform liquidity as the underlying holdings have 


daily liquidity like the MMF itself. However, due care must be given to liquidity risk 


management and other mitigating measure as liquidity in the market place might 


dry up temporarily.  
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For the reasons stated above, we do not regard MMFs as maturity or liquidity 


“intermediaries” but rather regulated collective investment schemes pooling assets 


and investing into short-term securities that are available in the market place. We 


would emphasize that the only intermediary function of MMFs relates to lot size 


where (retail) investors get a diversified short-duration exposure which they 


otherwise could not get due to minimum investment sizes of securities. 


 


3. Systemic Risk Analysis 


 


Q2: Do you agree with the description of money market funds’ susceptibility 


to runs? What do you see as the main reasons for this susceptibility? 


 


We by and large agree. As the main reason for the susceptibility to runs we see the 


combination of market factors and MMF product features.  


 


Market factors are most critical when a long-lasting period of very low risk of short-


term securities is followed by a sudden increase of credit risk as e.g. in the wake of 


the Lehman default.  


 


In regards to product features, we highlight the fact that the more securities there 


are in an MMF, for example for risk diversification reasons, the higher the likelihood 


(but lower the impact in case of) that a fund owns a security that looses in value or, 


in the worst case, defaults implying a fall in value of the funds’ NAV. As long as 


fund investors understand that MMF NAVs can and will fluctuate like any fund’s 


NAV, the latter should not be a concern.  


 


Problems arise in the case of CVAV MMF where fund holders almost never 


experience a NAV drop and as such are comforted by a seeming safety of CNAV 


MMFs which, however, does not exist. Where the NAV does drop, for example, due 


to a credit event of an underlying security, fund holders tend to overreact and 


(excessively) redeem units of the fund and as such adversely impacting the price of 


other securities not impacted in the first place.  
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Another disadvantage of CNAVs is their lack of transparency in terms of credit and 


liquidity risk as the security prices do not reflect changes in such risks. As such when 


issuer or liquidity risks increase, the lack of pricing transparency is likely to offer 


sophisticated investors a “first mover advantage” which is likely to intensify the 


downward spiral. Where these funds have an uncertain (implicit) sponsor guarantee, 


susceptibility to runs is increased. The more uncertain such a guarantee, for example 


when the sponsor itself has a credit problem in such time of market stress, the more 


likely it will be tested by market participants.  


 


Given the arguments above, we would therefore argue that the reasons for the 


susceptibility of MMFs to runs are multifold: a joint spike of credit risk in 


combination with the “safe asset” perception of clients which is supported by the 


product feature of CNAV. Furthermore weak (implicit) sponsor guarantees. We 


would like to reiterate our view that we do not consider MMFs as risk-free 


investments and strongly support transparency in any form.   


 


Q3: Do you agree with the description of the role of money market funds in 


short-term money markets? To what extent this role may create risks for 


short-term funding markets and their participants? Are there changes to be 


taken into account since the 2007-2008 experience? What are the 


interdependencies between banks and MMFs and the risks that are 


associated? 


 


While we agree that MMFs are important providers of short-term funding, we do 


not support the view that there is a maturity mismatch of the MMF industry. 


Referring to our previous comments, MMFs wrap securities that are available in the 


market place and as such no maturity transformation occurs. Extra fragility, 


however, is brought into the financial system as a result of seemingly safe CNAV 


MMFs and in particular weak (implicit) sponsor guarantees during periods of general 


credit market stress. We therefore, and even more so since the experience of 2007-


08, favour MMFs applying mark-to-market valuation principles and advocate to 


strongly regulate (implicit) sponsor guarantees to MMFs. As a minimum, a proper ex 


ante disclosure statement regarding the sponsor’s guarantee in the sponsor’s annual 


report and the fund’s prospectus should be required. 


Response from UBS   Page 4 of 20 







 


Q4: What is the importance of sponsor support for MMFs? What is the 


respective percentage of bank versus non-bank sponsors in the MMF 


industry? Are there differences among MMFs depending on their sponsors? 


What are the potential systemic risks of support or protection against losses 


provided by sponsors? 


 


The (‘forced’) sponsor support for MMFs is likely to be important. In our experience 


this is particularly the case for CNAV MMFs, but less so for VNAV MMFs. According 


to our estimates the percentage of bank sponsors versus non-bank / private 


insurance sponsors is much higher. This is because the latter require a contract 


which makes the potential support transparent (and costly from day one) and hence 


the MMF less competitive. In contrast the bank sponsor support only remains an 


implicit liability which may never materialize and thus appears to come for free. In 


our view the implicit bank sponsor support is likely to lead to a race to the bottom 


as the (discounted) ex ante insurance costs of an implicit guarantee are assumed to 


be zero, not paid and in many cases not properly understood by fund investors.  


 


Differences among MMFs stem to a lesser degree from the extent MMFs depend on 


their sponsor, but rather to what extent MMFs can force their sponsors to step-in. 


We would reiterate our view that CNAV MMFs have more force over their sponsors 


than VNAV MMFs presumably because sponsors fear negative reputational effects. 


 


Q5: Do you agree with the description of MMF benefits? Are there other 


benefits of MMFs for investors than those outlined in this presentation? 


What are the alternatives to MMFs for investors? How has investor demand 


for MMFs recently evolved? What would lead investors to move away from 


MMFs to other financial products? 


 


We agree with the benefits outlined by IOSCO. For large institutional investors, the 


alternative to MMFs is direct holdings of short-term debt instruments albeit at 


higher portfolio management costs (as compared to the outsourcing solution). For 


retail investors the only feasible alternative, apart from structured products, is a bank 


deposit with both alternatives exhibiting huge counterparty risk. 
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Investor demand for MMFs was subdued in 2011 with net outflows totalling EUR 


106bn globally (cf. table below). 


 


We differentiate between strategic and tactical cash / MMF holdings. The latter only 


temporarily are invested in MMFs and will switch into bond, equity or multi-asset 


funds or other financial instruments as a function of expected returns and risks in 


these markets relative to cash.  


 


 


Q6: Do you agree with the proposed framework comparing money market 


funds and bank deposits? Are there other aspects to consider? 
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We agree that MMFs have a fiduciary duty and that investors in MMFs are 


shareholders rather than creditors as in the case of bank clients. We would stress 


the fact that an investor is a shareholder and not a creditor. As such there is no 


transformation of credit, maturity or liquidity and no such mismatch exists. The 


fund, in which the investor owns a share, only wraps existing securities (bought by 


the fund on behalf of its shareholders in the secondary market). This is true for 


maturity as well as credit exposure of an investment fund where the fund wraps 


securities that are available in the market place (namely short-term debt instruments 


with credit, i.e. default risk) and the fund holder receives the fund returns minus 


costs of the fund’s holdings comparable to holding the securities directly, but 


adjusted for relative costs of management. 


 


There is one caveat to above statement which concerns liquidity: under “normal” 


market conditions a MMF has daily liquidity as do the short-term debt instruments 


the fund invests into. As such no liquidity transformation takes place and no liquidity 


mismatch occurs. It is worth noting that this is also true for a MMF with daily 


liquidity even where its duration exceeds one day because the underlying securities 


have daily liquidity as well. While we are aware of certain academic research stating 


the contrary, we strongly defend our view. Only if the securities the fund is invested 


into no longer have daily liquidity, for example due to an abnormal market situation, 


and the fund maintains its daily liquidity to its investors (especially to those 


redeeming shares), there is a liquidity mismatch. Such a case would have to be 


addressed by liquidity risk management (as already established under UCITS IV) and 


where the situation does not improve, by a (temporary) suspension of redemption 


(equally possible under UCITS). Where liquidity dries up but not completely, 


illiquidity costs (actual transaction price below bid price) should be passed on to 


transacting investors by means of swing pricing thereby shielding long-term 


investors from trading costs of investors leaving the fund (of course, this is valid 


under normal and abnormal market conditions). 


 


Q7: Are there other similarities or differences between CNAV and VNAV 


funds which would be useful for the analysis? Is there evidence (based on 


representative samples) showing differences in the fluctuation of the funds’ 
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NAV depending on their model? What is the extent of the use of amortized 


cost accounting by VNAV funds? Has this practice evolved over time? 


 


Under normal market conditions we would not assume persistent return differences 


between CNAV and VNAV funds when investing into the same securities albeit 


volatility of VNAV funds can be assumed to be slightly higher than of CNAV funds. 


Under market stress with elevated illiquidity, however, the two fund types might 


differ markedly as a result of different client behaviour based on different credit risk 


transparency levels of the two models. Whereas under the VNAV model an investor 


does not have any incentive to run away (because the fund’s NAV always reflects 


the value of its underlying investments) this is the case for CNAV (and amortized 


cost valuation-based) funds because investors (rightly or wrongly) believe its value 


might be artificially kept at 100 and the (implicit) guarantee by the fund sponsor 


might break and therefore redeem shares as quickly as possible to get out at 100, 


thus actually increasing the problem.  


 


For European domiciled MMFs, since 2011, amortized cost accounting is only 


feasible for short-term MMFs. UBS switched almost all Lux domiciled MMFs to mark-


to-market and has not made any negative experiences. In our view informing clients 


about possible fluctuations and setting the right expectations are key.  


 


Q8: What is the importance of ratings in the MMF industry? What is the 


impact of the monitoring function of credit rating agencies for MMFs? What 


are the potential systemic risks associated with ratings in the MMF industry? 


 


Our wholesale MMFs are not rated and our retail clients have not requested that 


they should be. In our view ratings are more important to institutional clients. It is 


also important to bear in mind that ratings create dependency on rating agencies.  


Moreover, rating movements in the past produced herding behaviour in the market 


place and therefore a certain procyclicality, particularly on the downside. 


 


Q9: Are existing rules adequately addressing risks regarding the 


management of collateral from money market funds? What are the risk 


management processes currently in place with regard to repo and securities 
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lending transactions? Do MMFs present unique issues with regard to their 


use of repo markets or would general policy recommendations that the FSB 


may issue regarding repo markets be applicable? 


 


We have no comments to provide. Our UBS (CH & Lux) MMFs do not engage in 


repo (due to a too high dependency on a limited number of counterparties while 


not adding diversification to the portfolio) and sec lending transactions. 


 


Q10: Are the above-mentioned changes in the environment of MMFs 


relevant factors to take into consideration? What are some of the 


implications for regulatory options? Are there other aspects to consider? 


 


Yes, we believe recent ESMA guidelines on MMFs certainly are a relevant factor to 


take into consideration. We fully support the guidelines. We furthermore agree to 


the low interest rate factor which has a direct (performance) impact and an indirect 


(fee) impact: with cash rates close to zero, the pressure on fund providers to keep 


management fees close to zero persists. With the business being vastly unprofitable 


(especially when properly provisioning for possible future sponsor support), the 


outlined concentration trends may in turn lead to bigger future problems with 


regard to potential runs and contagion effects. Furthermore if fees continue to be 


nil, no reserves can be built for possible future support needs. 


 


Q11: Do you agree with the systemic risk analysis and the rationale for 


reform presented in this section? Are there other factors to consider? 


 


We by and large agree. We would like to reiterate our view that the biggest 


problem stems from the combination of increased market credit risk, amortized cost 


accounting and weak implicit guarantees by fund sponsors.   


 


Sponsors / guarantors, whether bank or non-bank, should, as a minimum, be 


required to disclose in their own annual report contingent liabilities as a result of 


potential future support and actual past support (type, amount and beneficiary). As 


we do not consider MMFs to be risk-free investments, we prefer not to suggest a 


degree of safety which might not hold in extreme scenarios. 
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4. Policy Options 


 


Q12: Do you agree with the benefits of imposing a mandatory move from 


CNAV to VNAV, which would amount to prohibiting the use of amortized 


cost valuation for any securities held by a MMF? Are the challenges 


identified in the US context valid in other jurisdictions currently authorizing 


CNAV funds? How could these challenges be overcome? 


 


 


We would like to reemphasize our overall positive experience made in Europe (with 


mostly retail clients in our European MMFs) when moving from the amortized cost 


to the mark-to-market valuation approach. While initially experiencing resistance 


from sales colleagues who were worried that investors might redeem MMFs 


applying a mark-to-market valuation, such concerns proved to be unjustified. In our 


view it is key to explain the mechanics of a MMF to investors and that there are 


(normally small) fluctuations in market prices. We do not believe that US retail 


investors would react any different to investors in Europe.  


 


Q13: What would be the main effects of establishing a NAV-buffer? What 


would be the most practical ways to implement such buffers? Should 


various forms of NAV-buffers be allowed or should regulators favor a single 


option? What would be a realistic size of the NAV-buffer and what would 


be the impact in terms of costs for running MMFs? In the case of 


subordinated shares, could the option be seen as creating a securitization 


position, with associated requirements in terms of retention? 


 


We are not supportive of a NAV buffer and do not believe that this option should be 


pursued. We consider it to be a complicated system likely to give rise to numerous 


questions which will be difficult to answer including the potential size of the buffer, 


whether it is high enough and to whom it actually belongs when investors redeem 


shares. Furthermore establishing a reasonable buffer size of 0.5-5% can be 


expected to take a long time depending on the amount of credit risk the MMF is 
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exposed to. The complexity will be increased further should different forms of NAV 


buffer be allowed.  


 


As an alternative to a NAV buffer for CNAV an explicit, disclosed contractual-based 


NAV guarantee by a third-party (bank or insurance company) continuously making 


up the difference of the mark-to-market based NAV and $1, could be required. We 


would, however, reemphasize our concern that any kind of guarantee or insurance 


might suggest a degree of safety which might not hold in an extreme scenario. 


 


Q14: Do you agree with the description of the challenges associated with 


the establishment of a private insurance? Are there ways to address them? 


 


We by and large agree. We have the following comments to offer: “the challenge 


to appropriately price risk” can be left to insurers. Only those who demonstrate they 


can do so sustainably can be expected to remain in the business. As for moral 


hazard, we would argue that insurance companies are sufficiently experienced in 


efficiently addressing it by self-selection mechanisms, i.e. offering a range of 


insurance policies with varying franchises and rates. In regards to a potential flight 


toward unregulated vehicles by institutional investors, we would argue that they 


should be dealt with should and as they appear. It is our view that the requirement 


of private insurance will disclose the true - but possibly very high - cost of implicit 


guarantees and as a result institutional investors not willing to pay the price to 


respond in a rational way. They are likely to in-source cash management and invest 


directly into short-term debt instruments leaving them with the market return, but 


also market price fluctuations which, in the past, they could off-load to fund 


sponsors for free. 


 


Q15: Do you agree with the description of the challenges and potential 


second-round effects of a conversion of MMFs into special purpose banks? 


Are there ways to circumvent those effects? 


 


We fully agree with the description of challenges. Unfortunately, we do not have a 


solution at hand to circumvent the second-round effects. We would yet again 


reiterate the fact safety does not come for free and that someone will have to bear 
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the market risk. In our view the most efficient as well as transparent market based 


solution would be to have market participants, i.e. investors bearing the risk of a 


fluctuating NAV. Investors unwilling to bear such risk are advised not to invest in 


such a market but instead to hold deposits, if required with several banks. We do 


not believe that there is a case to build SPBs (mirroring banks) at high costs.  


 


Q16: What are the main advantages and drawbacks of two-tier system(s)? 


Would it be sufficient to address the risks identified? What could be the 


conditions applicable to CNAV funds? What could be the potential impact on 


investor demand? Should certain funds be exempted from certain risk 


limiting conditions due to their holdings? 


 


The main advantage of coexisting VNAV and CNAV (the latter with an explicit 


capital protection guarantee) is that investors are given the ‘option to choose’. In 


our view the following three conditions need to be met: 


 


We expect the impact of such a framework on aggregate investor demand to be 


close to nil. Some investors might opt for CNAV and others for VNAV MMFs. In 


addition, we do not believe that there is a need to regulate risk limits or exemptions 


because there will be both low and high risk CNAV guarantee-backed and VNAV 


MMFs and clients will choose what serves their needs best and pay for what they 


get.  


 


Q17: Do you agree with the suggestion that reserving CNAV funds for only 


certain investors (i.e. retail or institutional investors) would face practical 


challenges and would not be sufficient to address the risks identified? 


 


Yes, we agree. 
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Q18: Regarding the different structural alternatives described in Section 1, 


what are the benefits and drawbacks of the different options described 


above? How could they be prioritized? What are the necessary conditions 


for their implementation? 


 


Based on and subject to above answers and comments we would prioritize the 


different options as follows: 


 


1) two-tier system 


2) move to VNAV  


3) CNAV with private insurance 


4) CNAV with buffer variants 


5) SPB 


 


Q19: What are the main benefits and drawbacks of imposing the use of 


marked-to-market accounting for all the instruments held by MMFs? What is 


the availability of market prices for securities commonly held by money 


market funds? Are there situations where this general principle could not be 


applied? 


 


As a result of new ESMA guidelines, we apply the mark-to-market valuation 


approach to our UBS (Lux) MMFs (apart form one MMF) since 2011. The main 


drawback/cost, if any, was the need to explain the new concept to our client 


investors. We benefit from the fact of no longer needing to build provisions early in 


time and writing them down over time in order to prevent the NAV from falling 


when a pre-defined difference between mark-to-market and amortized valuations is 


reached.  


 


Where market prices for short-term debt securities are not readily available, we 


estimate fair value by making use of daily updated risk-free interest rate and 


appropriate credit spread curves. Due care should be given to market situations of 


reduced liquidity when an illiquidity factor is to be added. Apart from the two 


instances mentioned above, we are not aware of situations where mark-to-market 


valuation of all securities within a MMF could not be applied. 
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Q20: Should the use of amortized cost accounting be limited, and, if so, 


how? Are general restrictions on funds’ WAM or WAL preferable? Are there 


practical impediments (e.g. availability of prices) to imposing stricter 


requirements on the use of amortized cost accounting than current existing 


regimes? What would be the potential effects on MMFs’ investment 


allocation and short-term funding markets? What monitoring should be 


implemented? What conditions are advisable? In particular, please describe 


the rationale, feasibility and effects of limiting the residual maturity of 


instruments to [30-60-90-other] days. What materiality threshold could be 


proposed? 


 


Yes, it should be limited as it is done under current European fund law to ensure a 


global level-playing field. However, the tighter the maturity limits, the lower the 


diversification across issuers and the yield curve and the more in danger the funding 


situation of banks. 


 


Q21: What are the main benefits and drawbacks of imposing global liquidity 


restrictions? Should there be restrictions regarding (daily/weekly) liquid 


assets as well as regarding illiquid assets? Are global definitions of (daily, 


weekly) liquid and illiquid assets practical? Are there other conditions to 


consider (e.g. regarding the concentration of assets)? 


 


We would stress our view that there should not be any (global) liquidity restrictions 


for liquid or illiquid assets. Such restrictions are not practical as the liquidity of short-


term debt securities might change strongly over short periods of time. Instead we 


advocate for respective fund laws to specify responsibilities regarding liquidity risk 


management, i.e. that fund managers have liquidity risk management in place as, 


for example, required by UCITS IV. 


 


Q22: To what extent are managers able to “know their customers” and 


anticipate redemptions? Are there practical obstacles for managers to 


“know their customers” (e.g., in the case of platforms, omnibus accounts) 


and how could they be addressed? What are the main features of the funds’ 
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investor base to take into consideration from a liquidity risk management 


point of view? Should conditions, e.g., regarding the concentration of the 


investor base be considered? Would this requirement allow fund managers 


to better understand and manage the risks to which the fund is exposed? 


 


While it is desirable from a liquidity risk management perspective to have 


redemption patterns and investor concentration figures, we would question the 


reliability of such data, in particular in regards to the intention of end investors. Even 


where the intention is known, it might change during a crisis, with many investors 


potentially seeking to redeem at the same time. We would argue instead that 


liquidity in the market place is the key determining factor.   


 


Q23: Would such a liquidity fee generate a pre-emptive run? If so, when and 


are there ways that pre-emptive run risk could be reduced? How would 


shareholders react to the liquidity fee? Would it cause shareholders to 


transfer their MMF investments to alternative investment products? If so, 


which types of shareholders are most likely to make such transfers and to 


which products and will such a shift in investment create new systemic risks 


or economic, competitive, or efficiency benefits or harm? Would MMF board 


directors be able to impose a liquidity restriction despite potential 


unpopularity with investors and competitive disadvantage imposed on the 


fund? At what level such a liquidity trigger should be set? 


 


For our UBS (CH and Lux) Fund range we introduced Single Swinging Pricing (SSP) in 


2007 and moved to Partial SSP (PSSP) in 2010 (‘partial’ in the meaning that the 


fund-specific swing factor is only applied to its NAV if the daily net flow in % of 


funds’ assets exceeds a pre-defined threshold). For the MMFs part of the fund range 


we have SSP in the Prospectus with the intention to invoke it by MMF BoD decision 


during times of market stress/reduced liquidity. By and large our experience with the 


system was positive. It effectively compensates the funds from transaction costs 


incurred by subscribing and redeeming investors. Swing factors are adjusted 


quarterly, thresholds annually. 
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A limited number of prospective clients were not willing to invest in the fund due to 


the swing factor that they potentially would have to bear. We, however, had no 


complaints of existing clients for moving to PSSP. When introducing the SSP system 


in 2007 we did not experience any pre-emptive runs. Although more sensitive, we 


believe that such a shift would work equally for MMFs as long as all MMFs introduce 


such a method. 


 


Q24: How would shareholders react to a minimum balance requirement? 


Would it cause shareholders to transfer their MMF investments to 


alternative investment products? If so, which types of shareholders are most 


likely to make such transfers and to which products and will such a shift in 


investment create new systemic risks or economic, competitive, or efficiency 


benefits or harm? 


 


A minimum balance per shareholder may not be practicable as (at least Continental 


European) fund providers normally do not know their end-clients and, hence, their 


specific holdings.  


 


As an exceptional measure and for a short period of time in 2007/08, UBS restricted, 


by BoD decision, net outflows to 3% of fund’s assets per day, put orders exceeding 


that threshold on a waiting list and allocated the 3% pro rata to redeeming clients. 


While this system worked, we believe it to be less efficient than PSSP as it effectively 


works like a first-come first-served system which cannot internalize transaction costs 


caused. Furthermore it is a solution too complicated for most investors. 


 


Q25: What are the benefits of using bid price for valuing the funds? Are 


there other options (such as anti-dilution levy) which could be explored to 


reduce shareholders’ incentive to redeem? 


 


Even if a funds’ holdings are valued at the bid price, which is standard practice 


today, transactions costs should be borne by transacting investors. In our view, this 


should also be the case for the potential difference between the bid price when 


actually selling and the bid price that was used for valuation purposes. Thus, bid 
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prices are appropriate for valuation purposes but are not enough to internalize all 


transaction costs caused by subscribing or redeeming investors.  


 


In our view, it should not be about reducing shareholders’ incentive to redeem given 


that it is the investors right to do so. We would argue instead that it is about 


internalizing transaction costs caused by those transacting. A more effective way to 


do so rather than only valuing at bid is the PSSP system which we apply and have 


outlined in our answer to Q23.  


 


We consider the anti-dilution levy to be an alternative to the PSSP. The former is 


always applied as a pre-defined bps charge on the subscription and redemption 


side, respectively, whereas PSSP works differently. In case of net inflows (outflows) 


above some pre-defined threshold, the Valuation (or unswung) NAV is adjusted 


upwards (downwards) on that day by the cost-in (cost-out) swing factor to arrive at 


the Transaction (or swung) NAV. Cost-in/out factors may not be the same, 


depending on actual costs in the market place. Of course, the revenue out of the 


dilution levy or the swing factor belongs to the fund.  


 


The disadvantage of the anti-dilution levy is that it is applied on the gross in- and 


out-flows rather than on net flows as it is the case with PSSP. What matters for 


transaction costs to the fund are net flows rather than gross flows. Thus, the anti-


dilution levy actually overcharges investors if gross flows exceed net flows. Or in 


other words, if there are only in- or only outflows, the anti-dilution levy and PSSP 


converge (at least if the PSSP’s threshold is set very low). 


 


Q26: What are the benefits and drawbacks of allowing redemptions-in-


kind? Are there practical impediments to implementing this option (e.g. 


some portfolio securities cannot easily be divided)? 


 


In our view the statement “large cash redemption causes the MMF to sell securities, 


possibly in a down market, and transfer the loss pro rata to all remaining 


shareholders, instead of isolating the loss to the redeeming shareholder” would 


benefit from clarification. If the redemption is high enough to cause the market 


price of the funds’ underlying securities to fall because the fund manager has to sell 
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part of them in order to meet the redemption request, it is absolutely appropriate 


that the new (lower) market prices of these securities are used for the (new) 


valuation in the fund and hence the remaining fund investors experience a lower 


NAV. The effect would be comparable to there being no fund and investors holding 


securities directly and some deciding to sell. 


 


What needs to be isolated, in our view, is the transaction cost investors cause. If 


instead of receiving cash, redeeming investors would receive securities, they would 


seek to sell them in order to receive cash. This will lead to a decline in the market 


price of these securities as described above. As such while redemption in-kind is a 


(inefficient) way to internalize transaction costs, it is not a solution to prevent market 


prices from falling. Redemption in-kind is inefficient not only because of the lot size 


problem but also because small investors typically get even less favourable bid-ask 


spreads (due to small transaction sizes) compared to fund managers when selling. In 


addition, transactions in kind are also an operative hassle for the fund administrator 


and the broker settling the securities and hence will not come for free. 


 


Q27: What are the benefits and drawbacks of requiring gates in some 


circumstances? Which situations should trigger gates to be imposed to 


redeeming investors? Would it be enough to permit gates in some 


jurisdictions? Would there be a risk of regulatory arbitrage? 


 


Gates may be an option to temporarily smoothen illiquidity effects in a stressed 


market environment. Referring to our response in Q24, we are convinced that PSSP 


is more efficient than gates as prices are more efficient signals of scarcity than 


quantitative rationing. We do not believe that there is a risk of regulatory arbitrage if 


gates are not permitted in some jurisdictions such as the US (and Canada).  


 


Q28: Do you agree with the suggestion that the establishment of a private 


liquidity facility faces challenges that make the option unworkable or do 


you see ways to circumvent these challenges? 


 


Yes, we agree. 
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Q29: What are the main benefits and drawbacks of the provisions included 


in current regimes referring to external CRA ratings? Are there alternatives 


to credit ratings that reasonably can be substituted? 


 


In our view the main benefit is that managers know what they have to do at the 


micro level if a rating changes (especially falling below investment grade). But at the 


same time this is also the biggest drawback as CRA ratings result in forced herding 


at the macroeconomic level. We hence suggest to delete all CRA rating wording in 


the provisions.  


 


Credit risk assessment is a task that should not be delegated by investors (and if so, 


they should pay for that service rather than the issuer). The better alternative is to 


express credit risk in terms of credit spreads or spread duration instead. 


 


Q30: What are the benefits of MMF ratings? Should a greater differentiation 


between MMF ratings be encouraged? To what extent are investors 


restricted in their investments to ‘Triple-A’ rated funds? What alternatives 


could there be (e.g. from other third parties)? What initiatives could be 


proposed to educate investors about MMF ratings? 


 


We fully agree with the analysis provided.  


 


We do not see the benefit of a MMF rating.  Ratings are likely to give a false sense 


of security, not only in that they tend to be slow moving and pro-cyclical but they 


may lead investors not to sufficiently consider the credit risks they are exposed to. 


Referring to our earlier comments, it is primarily institutional (rather than private) 


investors that look for a MMF rating.  


 


As far as Swiss/European institutional investors (primarily pension funds) are 


concerned, there is no regulatory requirement to only invest into ‘Triple-A’ rated 


MMFs when investing into MMFs. A lot of such restriction probably is self-imposed. 


A reason for such self-imposed restriction is the tendency for pension funds (and 
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their consultants) to allocating assets in terms of risk buckets, i.e. risk is taken in 


equities and not in fixed income (including cash and MMF).  


 


5. Conclusions and additional questions 


 


Q31: In addition to the options explored in the four sections above, do you 


see other areas to consider which could contribute to reinforcing the 


robustness of MMFs? 


 


The MMF prospectus and marketing materials should clearly highlight that the 


objective of capital preservation is not a capital guarantee.  MMFs are investment 


products like any other investment funds.  Investors should therefore be aware of 


the risk that funds may not be able to provide liquidity in a distressed market.   


 


We recommend that regulators should require MMFs to disclosure their portfolio 


holdings in a standardised format, and on a monthly basis.  Regular, standardised 


disclosure would enable investors to assess risk, and exercise discipline over relatively 


risky MMFs.    


 


Q32: Do differences between jurisdictions require different policy 


approaches or would a global solution be preferable, notably to ensure a 


global level playing field? 


 


The regulation of investment funds differs significantly between the different 


regions of the globe.  By way of illustration, it is well recognized that the UCITS 


Directive and the Investment Company Act are quite different pieces of legislations.  


Furthermore, there are important regional and national specificities that explain the 


different regulations and features of MMFs across the world as well as the different 


services that they bring to investors.   


 


As long as there is no “world passport” for MMFs, we don’t think it realistic and 


necessary to convergence towards identical regulation of MMFs across the globe.  


However, a certain minimum level of harmonization may be desirable.  In addition, 


the implementation of the IOSCO principles should be monitored carefully.   
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May 28, 2012 


 


 


Filed Electronically 


Mr. Mohamed Ben Salem 
International Organization of Securities Commissions (“IOSCO”) 
Technical Committee 
Calle Oquendo 12 
28006 Madrid 
Spain 
 
 


 Re: Public Comment on Money Market Fund Systemic Risk Analysis and Reform Options  
 


Dear Committee Members: 


The Vanguard Group, Inc. (“Vanguard”)1  appreciates the opportunity to comment on IOSCO’s 
Money Market Fund Systemic Risk Analysis and Reform Options Consultation Report (the “Report”).  
Vanguard is an SEC-registered investment adviser that has managed money market mutual funds since 
1981.  On behalf of Vanguard fund shareholders, who currently invest approximately U.S. $197 billion in 
our money market funds, we have worked diligently over the last four years with our trade association, 
the Investment Company Institute, and various financial regulatory authorities to strengthen U.S. money 
market mutual funds’ ability to withstand the type of extraordinary market conditions that existed in the 
fall of 2008.   


 
As IOSCO begins to consider which money market fund reform measures it will recommend to 


the Financial Stability Board (“FSB”), we believe the recommendations must be informed by what 
occurred in 2008.  First, only one money market fund “broke the buck.”  Shortly thereafter, in an 
environment where multiple financial institutions were failing, many institutional money market funds 
experienced large-scale redemptions and other money market funds faced reduced liquidity for the 
securities of otherwise credit-worthy issuers.  Due to this market-wide illiquidity, some money market 
funds were not able to raise cash to satisfy investor redemptions.  For all but one fund, the 2008 
financial crisis was a liquidity—not credit—crisis, stemming from investors’ lack of confidence in certain 
significant financial institutions and, particularly in the U.S., uncertainty about the Federal Reserve’s 
willingness to act as a lender of last resort.   


 


                                                           
1 Vanguard offers more than 170 U.S. mutual funds with assets of approximately $1.8 trillion.  
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The 2008 financial crisis revealed a weakness in the then-prevailing U.S. money market fund 
regulations, which did not explicitly require liquidity thresholds for money market funds.  As detailed in 
Appendix A, recent changes in U.S. money market fund regulations have greatly improved the funds’ 
resiliency by addressing their ability to satisfy large redemption requests.  These initiatives have made 
money market funds self-provisioning for liquidity, reducing the likelihood that a future systemic market 
disruption would threaten the liquidity of these funds and require government support.   


 
I.  Executive Summary 


 Our comments to the Report are focused on three issues: (i) ensuring that IOSCO’s 
recommendations are flexible and adaptable by the local securities regulators, who regulate various 
types of money market funds involving different types of debt issuers, in markets with distinct and 
dynamic conditions; (ii) reiterating Vanguard’s opposition to the floating NAV; and (iii) reaffirming 
Vanguard’s support for credit ratings in money market fund regulations.  We address each of these 
issues in further detail below. 


   
II.  Request for Comments 


A. IOSCO should recommend guiding principles for money market fund reform, not 
specific reform measures. 


 
IOSCO has been tasked by the FSB to make recommendations on money market fund reforms 


that could mitigate the funds’ “susceptibility to runs and other systemic risks.”2  Given IOSCO’s role as 
an international coordinator of securities regulators, the Committee’s recommendations could impact 
many types of money market funds with very different characteristics.  Given the variety of money 
market funds, and the variety of issuers and markets in which those money market funds operate, we 
believe IOSCO should refrain from making specific reform recommendations.  Instead, IOSCO should 
recommend certain broad reform principles, and its members should be encouraged to adopt specific 
reforms consistent with those principles.  


 
To demonstrate the variation among money market funds, debt issuers and markets in which 


these funds operate, we offer the following examples.  Most money market funds calculate their net 
asset value using amortized cost, which enables the funds to price their shares at a stable NAV.  We will 
refer to these funds as CNAV funds.  Most CNAV funds in the U.S. distribute income to investors on a 
daily or monthly basis.  Other CNAV funds, however, do not distribute income, but rather, accumulate 
income.  These CNAV funds will experience changes in net asset value as a result of the accumulation 
feature, notwithstanding the fact that the funds use amortized cost accounting.  Other funds, however, 
have variable net asset values because the funds use mark-to-market accounting.  We will refer to these 
funds as VNAV funds.  VNAV funds may either distribute or accumulate income.   


 
The issuers of debt purchased by money market funds may also vary widely.  For example, in the 


U.S. and abroad, many issuers of money market fund instruments are corporations who seek to access 
the short-term credit market to finance various business functions and initiatives.  In the U.S., however, 
states and municipalities may also issue debt, the interest on which is exempt from federal taxes, to 
fund projects such as the construction of schools, hospitals, roads, water and waste treatment facilities, 


                                                           
2 See Report at p. 2. 
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convention centers, etc.   The federal tax exemption on municipal debt creates what is called the 
“municipal bond market.”   Outside the U.S., such issuers and markets are less common.   


 
Given the existing variation in structural features of money market funds, coupled with the 


different types of issuers and markets that may be impacted by any proposed IOSCO recommendations, 
Vanguard believes the Committee should adopt broad guiding principles to money market fund reform 
(“Guiding Principles”).3  IOSCO’s members could then determine which specific reforms are best suited 
to uphold the Guiding Principles for the funds that they regulate.  Vanguard recommends that the 
Committee adopt the following: 


 
 Guiding Principles 


 
 1.  The need for reform should be considered in light of other financial reforms being 


undertaken in each country. 
 


 2.  The reform measures should not destroy the utility or investor benefits of the 
product.   


 
 3.  The reform measures should be narrowly tailored to avoid broader market 


disruptions. 
 


 We believe these Guiding Principles will help regulators strike the right balance for reform in 
light of all facts and circumstances relevant in their local financial markets.  This approach will also 
enable IOSCO’s member to customize and “right-size” reforms for the particular funds that they 
regulate, giving appropriate consideration to the downstream effects that such reforms may have on 
short-term debt issuers, capital markets, and importantly, investors. 
 
 B.  Vanguard opposes the floating NAV for money market funds. 


 Vanguard strongly opposes any proposal that would require money market funds to effect 
shareholder transactions at a floating net asset value (“NAV”) by eliminating their ability to use the 
amortized cost method of valuation.  The certainty of the stable $1.00 NAV is a hallmark of a money 
market fund, and was not the cause of the problems experienced by some funds during the 2008 
financial crisis.4  The $1.00 NAV offers certainty, although not a guarantee, to investors:  a dollar in, a 
dollar out.  The $1.00 NAV also offers tax, accounting and recordkeeping simplicity.5  A shift to a floating 


                                                           
3 We note this approach is not unlike the approach recently taken by IOSCO with respect to ETFs. 
4 The funds that experienced difficulties during the 2008 financial crisis had either (1) purchased and retained 
securities of questionable credit quality, or (2) managed their portfolios with inadequate liquidity.  These funds did 
not experience stress due to the stable NAV. 
5 In the U.S., for example, all money market fund returns are distributed to shareholders as income.  Investors, 
therefore, do not have the burden of timing purchases and sales for the purpose of a U.S. tax law known as the 
“wash sale” rule.  In addition, shares of a floating NAV money market fund would have to be reclassified as 
“available-for sale” securities under relevant accounting rules.  As a result, investors would have to expend 
considerable resources to mark-to-market the securities and calculate gains and losses.  The floating NAV would 
also directly impact both institutional and retail investors in other ways.  Institutional investors would not be able 
to calculate operating cash on hand until after the fund strikes its final NAV at the end of a business day, which 
would impede their ability to operate their businesses efficiently.  Retail investors who utilize options such as 
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NAV would require significant, and expensive, changes to operational and recordkeeping systems for 
both funds and investors.  Data and analysis provided to the SEC by the Investment Company Institute’s 
Money Market Working Group in its March 2009 report (“Working Group Report”) highlight our 
concerns:  retail and institutional investors are likely to flee money market funds with floating NAVs, as 
they will lack the certainty and simplicity of the stable $1.00 NAV.6  Some investors have already reacted 
strongly to the concept of a floating NAV, commenting that, the new structure would impede financing 
for critical infrastructure and public works projects, increase the cost of doing business for many states, 
municipalities and corporations, and disrupt cash management at both the municipal and corporate 
levels.7  Vanguard believes that for these reasons investors will reject floating NAV money market funds 
and a large portion of their assets could flow into banks (with considerable consequences for 
concentrating systemic risk in the United States and putting taxpayers’ dollars at risk) or into less-
regulated alternatives, such as 3(c)7 cash management vehicles that would not be subject to regulations 
and largely unavailable to retail investors. 
 


C. Vanguard supports the use of credit ratings to establish a minimum credit quality in 
money market fund regulations. 


 
 Under existing money market fund regulations, credit ratings serve as an objective and 
necessary, but not sufficient, qualification for purchasing a security.  In this capacity, credit ratings 
provide a valuable baseline for analyzing a security’s credit risk and provide investors with some 
assurance that their fund advisor is adhering to a minimum credit quality with respect to portfolio 
investments.   Credit ratings are also a useful tool to prevent fund advisors from taking imprudent risks 
to increase yield.   Although credit ratings may not always accurately reflect credit risk, removing these 
ratings from money market fund regulations would ignore the important role that ratings have played in 
reducing credit risk in money market fund portfolios over the past 40 years.   
 
 Vanguard understands the concern over the integrity of credit ratings and the potential for 
some advisors to over rely on them.  This reliance is particularly concerning when the ratings are flawed, 
as was the case in several instances during the 2008 financial crisis.  If, however, one considers the 
accuracy of credit ratings over the long term, egregious errors are the exception, not the norm.  
Unfortunately, removing credit ratings from money market fund regulations would not prevent fund 
advisors from making erroneous credit calls.  In fact, removing credit ratings from money market fund 
regulations may cause investors to experience more frequent credit events in their money market funds.  
This is because fund advisors may ignore independent ratings and overestimate the accuracy of their 


                                                                                                                                                                                           
check writing, bill pay, and ATM access through their money market funds would no longer be able to budget 
accurately for upcoming expenditures. 
6 See Working Group Report at http://www.ici.org/pdf/ppr_09_mmwg.pdf (pp. 105-107). 
7 See comment letters submitted by Allegheny Conference on Community Development and Greater Pittsburgh 
Chamber of Commerce, dated April 24, 2012; American Public Power Association, Council of Development Finance 
Agencies, Council of Infrastructure Financing Authorities, Government Finance Officers Association, International 
City/County Management Association, International Municipal Lawyers Association, National Association of 
Counties, National Association of Health and Educational Facilities Financing Authorities, National Association of 
State Auditors, Comptrollers and Treasurers, National Association of State Treasurers, National Council of State 
Housing Agencies, National League of Cities and U.S. Conference of Mayors, dated March 8, 2012; 
Cincinnati/Northern Kentucky International Airport, dated January 7, 2011; Indiana Chamber of Commerce, dated 
March 20, 2012; Kentucky State Treasurer, Todd Hollenbach, dated January 10, 2011; National Association of State 
Treasurers, dated December 21, 2010; State of Utah, dated December 21, 2010; and Tennessee Municipal League, 
dated May 10, 2012, all filed with the SEC at http://www.sec.gov/comments/4-619/4-619.shtml. 



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

http://www.sec.gov/comments/4-619/4-619.shtml
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own credit analysis.  We believe it would be a mistake for the Committee to permit the credit rating 
errors that unfolded in 2008 to overshadow the credit rating agencies’ impressive record of accurately 
assessing credit risk over four decades for the money market fund industry.  For these reasons, we urge 
the Committee to support the retention of credit ratings in money market fund regulations. 
 
 We thank the Committee for the opportunity to comment on the Report.  If you have any 
questions about Vanguard’s comments or would like any additional information, please contact me or 
Laura Merianos, Principal, at (610) 669-2627. 
        


 


Sincerely, 


       
 /s/  Gus Sauter 
 Chief Investment Officer 
 Vanguard 


 
 
cc: Honorable Mary L. Schapiro, Chairman 
 Honorable Luis A. Aguilar, Commissioner 
 Honorable Daniel Gallagher, Commissioner 
 Honorable Troy A. Paredes, Commissioner 
 Honorable Elisse B. Walter, Commissioner 
 
 Eileen Rominger, Director, Division of Investment Management 
 Robert E. Plaze, Deputy Director, Division of Investment Management 
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APPENDIX A 
 


Summary of 2010 changes to U.S. Money Market Fund Regulation 
 


 1.  Daily and Weekly Liquidity Minimums.   Revised Rule 2a-7 now requires all money market 
funds to hold at least 30% of their total assets in weekly liquid assets, and taxable money market funds 
to hold at least 10% of their total assets in daily liquid assets.   The SEC noted in the Adopting Release 
that these daily and weekly liquidity requirements should allow funds to pay redeeming shareholders, 
even in market conditions similar to those that prevailed in September and October 2008. 
 
 2. “Know Your Customer” Procedures.  In addition to the daily and weekly liquidity minimums, 
money market fund advisors are required under revised Rule 2a-7 to implement “know your customer” 
procedures.   This new requirement assists portfolio managers in determining whether a fund may have 
additional liquidity needs beyond the minimums set forth in Rule 2a-7.  The “know your customer” 
procedures will allow fund managers to identify customer concentration levels that could result in 
liquidity challenges for a fund, which was an issue for certain institutional money market funds in the 
2008 financial crisis.     
 
 3. Portfolio Maturity.  In order to limit the exposure of money market fund investors to interest 
rate risk and sensitivity to movement in credit spreads, revised Rule 2a-7 now limits money fund 
portfolios to a weighted-average maturity (“WAM”) of 60 days or less, and a weighted-average life 
(“WAL”) of 120 days or less. 
  
 4. Stress Testing.   For the first time, money market fund advisors are required by revised Rule 
2a-7 to stress test fund portfolios regularly to determine how they would perform in response to certain 
market stressors, including extraordinary redemption requests, changes in interest rates, and credit 
deterioration.   These stress tests must also assume that a combination of these stress factors occurs 
simultaneously, and test results must be reported to the fund’s board of directors.  We believe stress 
testing is a useful tool to assist the advisor in managing a fund’s potential liquidity needs.  Vanguard has 
stress tested its money market fund portfolios since July 2009.  
 
 5. Portfolio Holdings Disclosure Requirements.  Revised Rule 2a-7 requires each money market 
fund to post monthly its complete portfolio holdings on its website.   In addition, each fund must file 
with the SEC a monthly report (Form N-MFP) containing even more detailed information about the fund 
and its holdings.   We believe that the benefits of these detailed reporting requirements should not be 
overlooked.  Increased stability will result from improved  transparency and better understanding by  
investors, financial planners, investment advisers, and financial reporting outlets.   
 
 6. Suspension of Redemptions.  New Rule 22e-3 under the Investment Company Act of 1940 
permits money market fund boards to suspend redemptions and payment of redemption proceeds if a 
board concludes that a fund must liquidate.  This rule allows a fund’s governing body to execute its 
liquidation in a timely and orderly fashion, thereby curtailing any downward spiral on security prices as a 
result of the fund’s liquidation.  This additional power, coupled with the revisions to Rule 2a-7, enable 
money market funds to address market liquidity demands in ways they previously could not. 
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1 Background 
 


a- The FSB’s mandate 


The September 2008 run on some money market funds (MMFs) alerted regulators to the 
systemic relevance of MMFs. Although MMFs did not cause the crisis, their performance 
during the financial turmoil highlighted their potential to spread or even amplify a crisis. 
Despite the significant reforms already adopted by regulators to address some of the issues 
identified during the 2007-2008 crisis, concerns remain regarding the stability of the money 
market fund industry and the risks it may pose for the broader financial system. In this regard, 
the Financial Stability Board (FSB) asked the International Organization of Securities 
Commissions (IOSCO) to undertake a review of potential regulatory reforms of MMFs that 
would mitigate their susceptibility to runs and other systemic risks and to develop policy 
recommendations. This work is part of the efforts undertaken by the FSB to strengthen the 
oversight and regulation of the shadow banking system. It follows the endorsement by the 
G20 Leaders of the FSB’s initial recommendations and work plan regarding Shadow Banking 
submitted at the November 2011 Cannes Summit.  


The FSB’s mandate indicated that a key issue to be considered was the Constant Net Asset 
Value (CNAV) feature of some money market funds. In developing its policy 
recommendations, IOSCO has considered this crucial question but also other aspects of MMF 
regulation where greater harmonization between jurisdictions and improvements to existing 
regulations were seen necessary.    


b- IOSCO’s consultation process 


On 27 April 2012, IOSCO published a consultation report, Money Market Fund Systemic Risk 
Analysis and Reform Options, which provided a preliminary analysis of the possible risks that 
money market funds could pose to financial stability and proposed a broad range of possible 
policy options to address those risks as well as to address other potential issues identified with 
regard to money market funds. This report used the results of a mapping exercise conducted 
in June 2011 to assess and compare existing regulatory frameworks for MMFs among IOSCO 
members1. IOSCO’s Committee 5 on Investment Management also held two high-level 
hearings with industry representatives at the beginning of 2012. In addition to presenting 
possible policy options, IOSCO’s consultation paper included a background report that 
reviewed the historical development of MMFs, their market significance and investor base, 
their role in funding markets, the experience during the 2007-2008 financial crisis, the 
changes to MMF regulatory frameworks adopted since then, as well as a review of some of 
the recent literature on MMFs. This background report is provided in Appendix III. 


The consultation period ended on 27 June 2012, after a one-month extension of the initial 
deadline. A total of forty-one contributions were received, from twelve countries (Canada, 
China, France, Ireland, India, Japan, Oman, South Africa, Spain, Switzerland, the United 
Kingdom and the United States), as well as from several international and regional 


                                                 
1  A total of twenty-one answers were received and analyzed (see background report)  
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associations. The majority of answers came from the asset management industry, although 
IOSCO also received contributions from representatives of customers, one credit rating 
agency, and regulators. A feedback statement is provided in Appendix II highlighting the 
main opinions and elements for consideration provided in those answers, together with the list 
of respondents. Non-confidential answers are available on IOSCO’s website. 


c- Elements taken into consideration 


When developing its policy recommendations, IOSCO has taken into consideration the inputs 
received in the course of the consultation. IOSCO has also considered recent academic 
research on money market funds, as well as insights from the discussions taking place in the 
United States regarding MMF reform, where the topic has been the focus of significant 
attention for the last few years. Recent developments regarding money market funds in 
Europe and in the United States in the face of the European debt crisis and in the context of 
the very low interest rate environment were also considered.  


2 Systemic risk analysis and the need for additional reforms 


a- Systemic importance of money market funds 


The MMF industry is significant in size, since it represents approximately US$ 4.7 trillion in 
assets under management at first quarter 20122 and around one fifth of the assets of Collective 
Investment Schemes (CIS) worldwide. The United States and Europe represent around 90 
percent of the global MMF industry. 


Money market funds provide a significant source of credit and liquidity. Recent figures for 
US MMFs show that “These funds owned over 40 percent of U.S. dollar-denominated 
financial commercial paper outstanding at the end of 2011 and about one-third of dollar-
denominated negotiable certificates of deposit.”3 Data for Europe show that money market 
funds play a significant role in money markets, with “short-term debt securities with an 
original maturity of less than one year representing around one half of total MMF assets”, and 
are key providers of short-term funding for banks, which represent roughly three-quarters of 
the MMF total assets in the euro area.4 MMFs are broadly used by retail and institutional 
investors (including non-financial corporations) as an efficient way to achieve diversified 
cash management. 


                                                 
2  See ICI data, available at http://www.ici.org/research/stats/worldwide/ww_03_12. 
3  See McCabe et al. (2012), available at http://www.newyorkfed.org/research/staff_reports/sr564.pdf.  
4  See ESRB (2012), available at http://www.esrb.europa.eu/pub/pdf/occasional/20120622_occasional_paper.pdf. 


Data are from the ECB for the euro area. 



http://www.ici.org/research/stats/worldwide/ww_03_12

http://www.newyorkfed.org/research/staff_reports/sr564.pdf

http://www.esrb.europa.eu/pub/pdf/occasional/20120622_occasional_paper.pdf
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b- MMFs and the shadow banking system  


In its Report with recommendations to strengthen oversight and regulation of shadow banking 
of 27 October 2011, the Financial Stability Board (FSB) defines shadow banking as “the 
system of credit intermediation that involves entities and activities outside the regular banking 
system” and recommends focusing on entities and activities implying maturity/liquidity 
transformation, imperfect credit risk transfer and/or leverage. This report set the basis for the 
creation of five workstreams in charge of assessing the need for further regulatory action, the 
second of which deals with the regulatory reform of MMFs. 


Money market funds are investment products subject to securities markets regulation. They 
are considered part of the Shadow Banking System on the basis that they perform maturity 
and liquidity transformation and are important sources of short-term funding, particularly for 
banks. In contrast with bank deposits, MMFs do not have access to official support and 
backstop facilities5, and, whereas they have little ability to absorb losses, they also do not 
have explicit support from sponsor companies.  


c- The reforms of 2010 have already addressed important areas of risks 


The 2007-2008 financial crisis highlighted the systemic dimension of MMFs and their crucial 
role with regard to financial stability, prompting various regulatory changes. In 2010, reforms 
on MMFs were undertaken both in the US (Changes to the Rule 2a-7 of the US Securities and 
Exchange Commission, SEC6) and in Europe (The guidelines of the European Securities and 
Markets Authority, ESMA7). Other reforms were also subsequently adopted in countries such 
as Canada, China, India and South Africa. Several countries are currently reviewing the 
regulatory framework for MMFs. 


In the US, in February 2010, the Securities and Exchange Commission (SEC) adopted 
amendments to the Rule 2a-7 that aimed at making MMFs more resilient to short-term risks 
and limiting the risks for investors and the financial system that could result from a fund 
breaking the buck. These amendments posed conditions to limit some risks inherent to MMFs 
by “requiring funds to maintain a portion of their portfolios in instruments that can be readily 
converted to cash, reducing the maximum weighted average maturity of portfolio holdings, 
and improving the quality of portfolio securities”. They also imposed a stronger reporting to 
the SEC and allowed a fund to suspend redemptions if it has “broken the buck” (e.g., re-
priced its securities below $1.00 per share), or is at “imminent risk of breaking the buck” to 
enable the liquidation of the fund’s assets. The reviewed Rule 2a-7 became effective in May, 
2010. 


In addition to the 2010 SEC amendments to the Rule 2a-7, the Dodd-Frank Act limited the 
ability of the US Treasury and the Fed to create facilities in the future in order to reduce the 
potential for moral hazard. While this change obviously reduces managers’ incentives for 


                                                 
5  While some MMF benefited from official sector support, the measures described in the present report aim to ensure 


the need for such support does not arise. 
6  See US Securities and Exchange Commission (2010), MMF Reform, Final rule, available at 


http://www.sec.gov/rules/final/2010/ic-29132.pdf. 
7  The guidelines were published in May 2010 by the Committee of European Securities Regulators (CESR), ESMA 


predecessor. The guidelines are available at http://www.esma.europa.eu/system/files/10_049.pdf  



http://www.sec.gov/rules/final/2010/ic-29132.pdf

http://www.esma.europa.eu/system/files/10_049.pdf
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excessive risk taking, it also limits the ability of policymakers to contain crises once they have 
started.8 


In Europe, in May 2010, the Committee of European Securities Regulators (CESR, ESMA's 
predecessor) published guidelines to create a harmonised definition of the term “MMF” in 
Europe and to establish new common standards addressing the failures identified during the 
financial crisis. The guidelines established a classification creating two types of MMFs: 
“short-term money market funds” (ST-MMFs) and “money market funds” (MMFs) and 
imposed strict standards in terms of portfolio quality and maturity, risk management and 
disclosure. The ESMA guidelines came into force in July 2011, with a six-month transitional 
period for existing funds. 


In other jurisdictions, recent or upcoming changes to MMF regulation include the 
introduction of shorter maturity limits and the imposition of liquidity buffer requirements in 
Canada and China, a limitation of the use of amortization and a reduction of the maximal 
maturity allowed for instruments eligible to liquid funds in India.  


d- Market trends since the 2010 reforms 


The 2011 “slow-motion”9 or “quiet”10 run on U.S. MMFs that surfaced because of concerns 
about their exposure to European sovereign debt through their lending to European banks, 
illustrates the high and increasing responsiveness of money market funds’ investors to 
potential risks and the overall systemic importance of the sector. This episode tends to 
indicate that post-crisis regulation did not fully mitigate the systemic risks MMFs represent 
for the broader economy and the possibility of runs. 


In its 2011 annual report, the U.S. Financial Stability Oversight Council described MMFs as 
an important conduit through which “amplification of a [European sovereign debt] shock” 
could happen. Indeed, when concerns started to soar on European sovereign debt, the massive 
redemptions from money market funds harmed the functioning of money markets for other 
firms. It also led to significant pressures for European banks. 


More recently, the reduction of the European Central Bank’s interest rate as of July 2012 
forced a number of constant NAV MMF managers to suspend subscriptions and switches in to 
their funds in order to protect the funds from yield dilution. This environment of extremely 
low interest rates has raised the question of the ability of the funds to maintain principal value 
and create specific challenges for constant-NAV triple-A funds.  


                                                 
8  See Adrian and Ashcraft (2012), available at 


http://www.newyorkfed.org/research/staff_reports/sr559.pdf.  
9  See Chest pains: Europe’s sovereign-debt crisis is constricting the flow of money to its banks, The Economist, 


August 27, 2011. 
10  See Chernenko and Sunderam (2012), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1991171 ICI 


data show that assets managed by prime money market funds reached $1.66 trillion on June 1, 2011 and declined 
by over $170 billion (10%) to $1.49 trillion on August 31, 2011 



http://www.newyorkfed.org/research/staff_reports/sr559.pdf

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1991171
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e- Further reforms are still needed 


The 2010 reforms in the US were a very important step in reducing the risks of MMF 
portfolios and in making them more resilient in face of important redemption pressure. The 
changes introduced significantly contributed to the industry’s resilience and largely explain 
that funds were able to successfully weather the important outflows of the summer of 2011. 
However, the amendments made to the Rule 2a-7 did not fully alter the systemic features of 
MMF. In particular, investors still have the incentive to redeem quickly when they fear that 
the fund will record a loss, which can lead the fund to burn the rest of its liquidity through fire 
sales and can lead to contagion effects to other funds. These reforms did not address either the 
“credit event” risk. 


As for the reforms in Europe, they were a first step to clarify the criteria that must respect any 
Collective Investment Scheme that calls itself a MMF. After these reforms, many investment 
funds were re-named and moved to other categories of funds. However, the new 
categorization does not solve all the problems inherent to MMFs. Notably, STMMFs are still 
allowed to use a constant net asset value. Moreover, investment funds are allowed to use 
amortized cost accounting to value instruments with a residual maturity limit fixed at 397 
days, which may create risks and reduce price transparency. Further, the guidelines do not 
contain any quantitative requirements regarding the liquidity management of the funds and 
discussions are continuing with regard to the reference to external ratings.  


In addition to these two major reforms, several other countries have introduced regulatory 
changes to strengthen the applicable framework for MMFs. However, as outlined in the 
IOSCO Consultation Report, the rules are not always comparable or do not offer the same 
level or type of requirements. Furthermore, some jurisdictions do not have specific regimes 
for money market funds. 


f- Remaining sources of concerns for financial stability 


Hence, although some important measures have been taken to reform the MMF industry, 
these funds may still present vulnerabilities which could have broader consequences for the 
financial system. Notably: 


- the stable net asset value (1$/share price) that gives an impression of safety even though 
MMFs are subject to credit, interest rate and liquidity risk. Furthermore, the 99.5 threshold 
which causes a fund to “break the buck” can place pressure on the ability of other funds to 
maintain a stable net asset value. A run on one fund can therefore trigger a run on other 
funds, with destabilizing effects on the broader financial system.  


- the first mover advantage where investors have an incentive to redeem from a troubled 
MMF or at the first sign of market distress, since investors who redeem shares early will 
redeem on the basis of the stable NAV leaving the cost of any loss to be borne by the 
remaining shareholders.  Such advantage is also present, albeit less prominent, in variable 
NAV funds, as managers may sell more liquid assets first, shifting the risks of selling less-
liquid assets to remaining shareholders.  


- the discrepancy between the net asset value published and the value of the assets, due 
to the use of amortized cost accounting and rounding methods. Even though money 







8 


market funds will generally exhibit strong price stability, the absence of reference to 
market prices creates uncertainty for investors and may increase run risks. 


- the implicit support, as there is broad evidence that money market funds have had to rely 
on sponsor support on numerous occasions (including in the last couple of years), through 
cash contribution or in the form of an outright purchase of assets at above-market prices.11 
Such implicit support, usually for reputation reasons, cause investors to perceive money 
market funds as less risky than they actually are, since the sponsors rather than the 
investors bear the losses. Uncertainty about the availability of any sponsor support may 
also fuel runs, as was experienced during the crisis. Finally, implicit support also creates 
interconnectedness between the funds and their sponsors.  
 


- the importance of ratings in MMF regulations and for investors. Reliance on ratings may 
reduce managers and investors’ diligence in the selection of the instruments or of the 
funds and may create cliff effects or trigger a run.  


 


3 Objectives of the recommendations and implementation 


a- Objectives and scope of the recommendations 


As described above, several regulators across the world have already taken important steps to 
reinforce the safety of money market funds in their respective jurisdiction. IOSCO’s 
recommendations aim to provide common standards for the regulation and management of 
MMFs across jurisdictions, articulated around some key principles of maturity, liquidity and 
credit risk. In addition, as requested by the Financial Stability Board, the aim of the present 
recommendations is to supplement the existing frameworks where IOSCO considers there is 
still room for further reforms and improvements.  


These recommendations recognize that market regulation varies by jurisdiction, and that 
money market funds operate differently in different markets. While this report offers up a 
series of recommendations designed to address the financial stability issues potentially raised 
by MMFs, regulators should first assess the role MMFs play in their markets and determine 
the appropriate policy responses. The following recommendations offer a range of policy 
measures that regulators should use to mitigate these concerns. 


Compared to the reforms introduced in 2010 which mainly focused on the asset side of funds, 
the present recommendations also address vulnerabilities arising from the liability side, as 
well as the crucial issue of valuation and the display of a constant NAV. 


The recommendations are generally addressed to the entity/entities responsible for the overall 
operation of the MMF and in particular its compliance with the legal/regulatory framework in 
the respective jurisdiction and thus for the implementation of the recommendations (the 
responsible entity). Some recommendations are also addressed to regulators as well as to 
other market participants. 


b- Implementation 
                                                 
11  See Brady, Anadu, Cooper (2012), available at http://www.bostonfed.org/bankinfo/qau/wp/2012/qau1203.pdf and 


McCabe et al., in addition to the other references provided in the IOSCO’s Consultation Report. 



http://www.bostonfed.org/bankinfo/qau/wp/2012/qau1203.pdf
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The size, features and systemic relevance of money market funds differ significantly from 
country to country. Accordingly, the implementation of the recommendations may vary from 
jurisdiction to jurisdiction, depending on local conditions and circumstances, as well as 
according to the specificities of the existing domestic legal and regulatory structures. 


All the recommendations are important for the safety and robustness of the MMF industry. 
However, the implementation of some recommendations may need to be phased in, in order to 
avoid disruptive impacts on the MMF industry and the functioning of the financial system at 
large. 


Regulators are encouraged to review the implementation of these recommendations if the 
size, features or systemic relevance of their domestic money market funds industry change. In 
particular, regulators should review their regulatory framework when the industry is growing 
rapidly, possibly raising new investor protection challenges and financial stability concerns. 
At the same time, when considering these recommendations regulators may wish to take into 
consideration any likely effects that the implementation of these recommendations will have 
on matters such as the domestic commercial paper and sovereign debt markets. Likewise, 
regulators may wish to consider where investor funds might migrate and whether the 
migration of these funds into new asset types raises additional action points. 


c- Cross border issues 


One of the objectives of these recommendations is to promote the emergence of international 
standards for the regulation of money market funds. However, differences may remain among 
jurisdictions, possibly raising cross-border issues and regulatory arbitrage concerns. 
Regulators should assess the risks posed by the coexistence of different regulatory models and 
adapt their regulatory frameworks accordingly. 


d- Review 


IOSCO proposes to conduct a review of the application of these recommendations within two 
years with a view to assess whether the recommendations should be revised, complemented or 
strengthened. At this time, IOSCO will also consider other market or regulatory developments 
which may have impacted money market funds over this period  


Among the developments which IOSCO will consider when reviewing the implementation of 
the recommendations, the following factors will be relevant: the impact of new banking 
regulations and the evolution in the structure of bank funding, potential upcoming regulatory 
reforms in relation to the “shadow banking system”, the interest rate environment, changes in 
the industry of MMFs, changes in investor demand and the potential development of 
competing products.  


e- Other relevant aspects outside the scope of IOSCO’s recommendations 


The aim of IOSCO’s recommendations is to reinforce the safety of money market funds and 
to reduce their potential to create or amplify systemic risks. Other ongoing initiatives may 
also contribute to this objective. In particular, the ‘Basel III’ reform measures developed by 
the Basel Committee on Banking Supervision aim to improve the banking sector’s ability to 
absorb shock and will drive firms towards longer term funding. At European level, 
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supervisors and banks have taken steps to address US dollar funding risks.12 Other initiatives 
include limits on investments in money market funds by banks, as recently decided in India, 
to limit the circular flow between banks and funds and the possible associated systemic risks. 


Other regulators may have a role to play as regulated investors such as insurance companies 
and pension funds often also allocate a relevant part of their portfolios to money market 
funds. Applicable guidelines and practices may need to be reviewed to reinforce the investors’ 
responsibility when selecting the funds. Reliance on ratings is one of the issues to consider, as 
explained below. These aspects are also relevant for other investors, especially large non-
financial corporations which are important users of money market funds for the management 
of their cash.  


In line with the FSB recommendations on monitoring the shadow banking system, monitoring 
of the money market fund industry may need to be expanded depending on the different 
reporting models and systems already in place in the various jurisdictions. 


Lastly, the Financial Stability Board is currently working with IOSCO to design a 
methodology on non-bank SIFIs13, which may also have implications for the regulation and 
supervision of money market funds. 


                                                 
12  See http://www.esrb.europa.eu/pub/pdf/recommendations/2011/ESRB_2011_2.en.pdf  
13  Systemically Important Financial Institutions. 



http://www.esrb.europa.eu/pub/pdf/recommendations/2011/ESRB_2011_2.en.pdf
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4 General recommendations 


Recommendation 1: Money market funds should be explicitly defined in CIS regulation. 
 
MMFs present several features which make them unique among the CIS universe. 
Accordingly, money market funds should be explicitly defined in the regulation. As a basis, 
and although definitions may slightly vary from jurisdiction to jurisdiction, money market 
funds may generally be defined as investment funds that seek to preserve capital and provide 
daily liquidity, while offering returns in line with money market rates.  


The definition should ensure that all CIS which present the characteristics of a MMF or which 
are presented to investors or potential investors as having similar investment objectives are 
captured by the appropriate regulation even when they are not marketed as a “MMF” (e.g. 
“liquid” funds, “cash” funds). 


Recommendation 2: Specific limitations should apply to the types of assets in which 
MMFs may invest and the risks they may take. 


Requirements on MMFs should include restrictions on the type of assets that are permitted to 
be held, i.e. money market funds should invest mainly in high quality money market 
instruments and other low-duration fixed income instruments. Funds should not take direct or 
indirect exposures to equities or commodities and the use of derivatives should be in line with 
the investment strategy of the fund. Currency risk should also be appropriately managed. 
Concentration limits and/or diversification ratios should be imposed in order to reduce the 
funds’ exposure to a single entity. 


In order to limit asset-liability mismatches, limits should be imposed regarding the remaining 
maturity until the legal redemption date of the instruments held in the portfolios. In addition, 
MMF regulation should define limits on the average weighted term to maturity (WAM) and 
the weighted average life (WAL) of the portfolio14.  


Restrictions may be tailored to reflect the level of risk associated with the funds’ investment 
objectives. As an illustration, for the more conservative money market funds, the WAM 
should generally not exceed 60 days and the WAL should generally not exceed 120 days.15  


                                                 
14  WAM is a measure of the average length of time to maturity of all of the underlying securities in the fund weighted 


to reflect the relative holdings in each instrument. It is used to measure the sensitivity of a money market fund to 
changing money market interest rates. WAL is the weighted average of the remaining life (maturity) of each 
security held in a fund. It is used to measure the credit risk, as well as the liquidity risk.  


15  Generally, the use of interest rate resets in variable- or variable-rate notes should not be permitted to shorten the 
maturity of a security for purposes of calculating WAL, but may be permitted for purposes of calculating WAM. 
Securities may have a shortened maturity due to unconditional put rights for purposes of both WAL and WAM, 
subject to conditions defined by the regulators. 
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Recommendation 3: Regulators should closely monitor the development and use of other 
vehicles similar to money market funds (collective investment schemes or other types of 
securities).  


This is especially important to avoid confusion among investors as well as to limit the risk of 
regulatory arbitrage, in particular as the regulatory frameworks applicable to MMFs are being 
strengthened. Accordingly, when collective investment schemes are not subject to specific 
requirements as money market funds (such as those described in Recommendation 2 above) 
and/or when describing these schemes as money market funds would be misleading, the 
reference in product documentation to terminology similar to “money markets” or “cash” 
should be avoided. 


In the case of products similar to money market funds which are not collective investment 
schemes (e.g. structured vehicles, private funds or unregulated cash pools), regulators should 
assess the need to extend the perimeter of regulation to such products and to impose 
requirements which are consistent with the recommendations described herein taking into 
consideration the nature and risks of these products. If securities regulators lack the legal 
authority to impose such requirements, securities regulators should alert the macroprudential 
authority or systemic risk regulator, if applicable.  


5.  Recommendations regarding valuation  


IOSCO has recently consulted on common Principles for the Valuation of Collective 
Investment Schemes and will soon issue its final report. These principles emphasize the 
importance of valuation practices for the fair treatment of investors. IOSCO is developing 
below specific recommendations for money market funds and their responsible entities in 
addition to these principles. These recommendations reflect the specific valuation issues in 
the case of money market funds and the specificities of their portfolios.  


Recommendation 4: Money market funds should comply with the general principle of 
fair value when valuing the securities held in their portfolios. Amortized cost method 
should only be used in limited circumstances. 


In accordance with the general valuation principles applicable to collective investment 
schemes, responsible entities should ensure that the assets of the CIS are valued according to 
current market prices, provided that those prices are available, reliable, and up-to-date. Where 
market prices are not available or reliable, funds may value the securities held in their 
portfolios using the fair value principle. In particular, in the case of many short term 
instruments held by MMFs, valuation models based on current yield curve and issuer spread, 
or other “arm’s length” valuation method representing the price at which the instruments 
could be sold, may be used.  


IOSCO acknowledges that amortized cost accounting may provide an accurate estimate of 
market price for certain short-term instruments, assuming that they will mature at par. 
However, sudden movements in interest rates or credit concerns may cause material 
deviations between the mark-to-market price and the price calculated using the amortization 
method. In addition to the risk of mispricing of individual instruments, the use of amortized 
cost accounting could create opacity for investors regarding the actual net asset value of the 
funds.  
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Accordingly, the use of amortized cost accounting should be subject to strict conditions and 
monitoring. IOSCO recommends imposing the following conditions: 


- amortized cost accounting should only be used where it is deemed to allow for an 
appropriate approximation of the price of the instrument; 


- as the risk of mispricing increases with longer term underlying assets, the use of 
amortization should be restricted to instruments with low residual maturity and in the 
absence of any particular sensitivity of the instruments to market factors; a residual 
maturity of 90 days should generally be considered as a maximum; 


- materiality thresholds and escalation procedures should be in place to ensure that 
corrective actions are promptly taken when the amortized cost no longer provides a 
reliable approximation of the price of the instruments: at the level of the overall 
portfolio, thresholds of 10 basis points would generally be deemed appropriate. 


Where applicable, regulators should allow for a transition period when introducing a new 
maturity limit for the use of amortized cost accounting. 


Recommendation 5: MMF valuation practices should be reviewed by a third party as 
part of their periodic reviews of the funds accounts.  


Third parties should review the overall appropriateness of the procedures in place and notably 
the sourcing of prices for valuing assets and, if the amortized cost accounting is used, the 
conditions for its use and the processes for calculating shadow-NAV16. Responsible entities 
should ensure that prompt remedial actions are taken when weaknesses in valuation practices 
are identified.  


6  Recommendations regarding liquidity management 
IOSCO has recently consulted on common Principles of Liquidity Risk Management for 
Collective Investment Schemes and will soon issue its final report. These principles highlight 
the global importance of the issue of liquidity management for CIS in general. In addition to 
these principles, IOSCO is developing below specific recommendations for money market 
funds and their responsible entities. These recommendations encompass liquidity 
management in normal times as well as liquidity management in stressed market conditions 
and when facing unusual shareholder redemption pressures. 
 
Recommendation 6: Money market funds should establish sound policies and 
procedures to know their investors.  
 
MMFs should ensure that appropriate efforts are undertaken to identify patterns in investors’ 
cash needs, their sophistication, their risk aversion, as well as to assess the concentration of 
the investor base. Both the effect of a single or concurrent redemption(s) of several investors 
having a material effect on the fund’s ability to satisfy redemptions should be considered.  
 
Although IOSCO does not recommend imposing concentration limits, IOSCO recommends 
money market funds to establish specific safeguards in the case of large investors in order to 


                                                 
16  “Shadow-NAV” refers to the NAV of the shares of the fund calculated using values for portfolio instruments based 


upon current market factors. 
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reduce the likelihood of significant and unexpected redemption requests. Such safeguards 
may include limiting further purchases from a single investor, requiring a minimum holding 
period, or imposing a longer notice period for a large redemption. As detailed in 
Recommendation 14 below, such safeguards should be clear for investors upon subscriptions.  
 
IOSCO acknowledges that practical impediments may restrict the funds’ ability to monitor its 
investors and the concentration of its investor base, especially in the case of omnibus accounts 
and MMF portals. Nevertheless, given that knowledge of the investor base is key to ensure 
that appropriate risk management and liquidity management policies and procedures are in 
place, IOSCO strongly encourages the industry to develop appropriate processes and 
protocols to increase the information available regarding the fund’s underlying investor base 
to the responsible entity. Bearing in mind confidentiality issues, alert mechanisms could be 
considered. 
 
Recommendation 7: Money market funds should hold a minimum amount of liquid 
assets to strengthen their ability to face redemptions and prevent fire sales. 
 
Each jurisdiction should define a minimum level of liquid assets that the funds should hold 
(e.g., requirements in terms of daily liquid assets / weekly liquid assets).  
Each jurisdiction should define the requested thresholds, depending on the specificities of the 
different markets.  


Notwithstanding the regulatory requirements set in each jurisdiction, money market funds 
should adjust their holdings of liquid assets depending on market conditions, their profile and 
their investor base (see Recommendation 6 above).  


Recommendation 8: Money market funds should periodically conduct appropriate 
stress testing. 


As part of prudent liquidity risk management and in accordance with IOSCO’s proposed 
Principles for liquidity, money market funds should periodically test their portfolios based 
upon certain hypothetical and/or historical events, such as a rise in short-term interest rate, an 
increase in shareholder redemptions, a downgrade or series of downgrades on portfolio 
securities, or a credit event. If the market conditions require so, MMF should conduct more 
frequent stress testing.  


When stress tests reveal specific vulnerabilities, responsible entities should undertake actions 
to reinforce their robustness. Such actions may concern the assets or the liabilities of the 
funds. 
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Recommendation 9: Money market funds should have tools in place to deal with 
exceptional market conditions and substantial redemptions pressures. 


Depending on the applicable legal and regulatory frameworks and on the specificities of their 
client base17, MMFs should be able to use tools such as temporary suspensions, gates and/or 
redemptions-in-kind, in order to manage a run on the fund.  


In order to prevent contagion effects, jurisdictions may also consider providing regulators 
with the power to require the use of such tools where the exceptional situations encountered 
by one or several MMF may have implications for the broader financial system.   


As described in Recommendation 14 below and according to IOSCO’s upcoming principles 
on liquidity management, appropriate information should be disclosed to investors pre-sale 
and ex-post regarding liquidity management in the case of exceptional circumstances.   


7 Recommendations regarding MMFs that offer a stable Net Asset Value 
 
The recommendations detailed throughout this paper aim to reinforce the stability of MMFs 
in general. However, there are a number of issues which affect stable NAV MMFs 
specifically.  


Recommendation 10: MMFs that offer a stable NAV should be subject to measures 
designed to reduce the specific risks18 associated with their stable NAV feature and to 
internalize the costs arising from these risks. Regulators should require, where 
workable, a conversion to floating/ variable NAV. Alternatively, safeguards should be 
introduced to reinforce stable NAV MMFs’ resilience and ability to face significant 
redemptions.  


To address the specific issues affecting stable NAV MMFs, IOSCO recommends that stable 
NAV MMFs convert to floating NAV MMFs where such a move is workable and where that 
is not the case, that they develop additional safeguards to reinforce their resilience to losses 
and their ability to satisfy significant redemption requests. Other measures that can be 
demonstrated to achieve the outcome of reducing run risk and addressing the first mover 
advantage also may be implemented to meet this recommendation. 


A conversion to floating NAV MMFs will reduce the specific risks associated with CNAV 
MMFs and constrain the effects of a credit event impacting a money market fund. 
Importantly, among the benefits of this change, a floating NAV will reduce the likelihood of a 
run by removing the discontinuity in MMF pricing created by the ½% threshold and reducing 
the first-mover advantage created by valuing using amortized costs and NAV rounding. It will 
allow fluctuations in share prices as it is the case for any other collective investment scheme, 
improving investors’ understanding of the risks inherent to these funds and the difference 
with bank deposits, and will reduce the need and importance of sponsor support.  


                                                 
17  E.g., not all investors may be able to have the direct ownership of the securities in the case of redemptions in kind. 
18  The run risk and first mover advantage 
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In some jurisdictions, such a move could be challenging, with possible disruptive effects for 
the financial system and the economy at large. IOSCO therefore recommends that due 
consideration be given to the potential consequences of a move to floating NAV and a 
transition period foreseen to allow for the necessary adjustments.  


Such a transition period would allow for sponsors, distributors, clients and other market 
participants to adapt. The transition period may have to be longer where the conversion faces 
significant operational obstacles. In particular, IOSCO acknowledges that some investors may 
have investment restrictions or guidelines preventing them from investing in floating NAV 
funds. In that case, a gradual transition should allow a change of these guidelines over time. 
The transition may also need to foresee changes in the IT and back-office systems in place. 


Alternatively, stable NAV MMF should have in place safeguards to address the first mover 
advantage and slow down outflows in the event of significant redemption pressures.  


These safeguards should include a mechanism to compensate the day-to-day variations in the 
value of the portfolio’s instruments, which are not reflected in the stable price of the fund. 
These safeguards should be designed to offset day-to-day deviations between the fixed NAV 
and the market value of the fund’s units/shares, which can arise under normal market 
conditions, reflecting the aim of supporting the ability to maintain the fixed NAV and 
addressing the first mover advantage. Appropriate stress testing should be conducted to 
ensure the mechanism is sufficient and reflects the risk characteristics of the portfolio. Several 
mechanisms could be considered. For instance, safeguards may take the form of NAV buffers, 
be constituted by accumulating returns or by any other mechanism which would achieve the 
same outcome. An explicit commitment from the sponsor may also be considered, taking into 
account the prudential implications at the sponsor level and for the system at large. As an 
illustration, NAV buffers could amount to 50 basis points of the NAV with higher levels 
enabling the funds to absorb higher losses and reducing the risk of funds “breaking the buck”. 


Additionally, mechanisms should exist for MMFs displaying a stable NAV to slow down 
outflows in the event of significant redemption pressures. Such mechanism could take the 
form of a “liquidity fee” to be imposed on the investors who wish to redeem their shares. 
Such fee would help ensuring that the cost of the request is not borne by the remaining 
investors and would reduce the additional strains on funds created by heavy redemptions and 
the need to fire sale securities. Another example could be the possibility for the fund to 
holdback a small portion of the shareholder’s investments to help contain the effects of a 
credit event and reduce the risk of a run. Other measures set out in Recommendation 9 could 
also be considered depending on the applicable framework, industry profile and funds’ 
specific characteristics (including its stable NAV feature). 


Regulators should be able to explain the rationale behind the policy measures they have 
decided to implement and should assess the individual and collective effectiveness of the 
proposed safeguards, taking into consideration the characteristics of the industry and of the 
funds (size, profile, investor base, etc.) 


MMF should ensure proper disclosure towards investors with regard to all mechanisms in 
place. In particular, the procedures which may affect their redemption rights should be clearly 
explained to the investors.  
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8 Recommendations regarding the use of ratings 
In accordance with the FSB’s 2010 Principles for Reducing Reliance on External Ratings, the 
following recommendations aim at reducing the importance of ratings in the MMF industry, 
strengthening the responsibility of managers and investors and improving transparency 
regarding external ratings. 


Recommendation 11: MMF regulation should strengthen the obligations of the 
responsible entities regarding internal credit risk assessment practices and avoid any 
mechanistic reliance on external ratings. 
 
It should be clear in MMF regulation that the responsibility for the assessment of credit 
worthiness lies with the responsible entity and that external ratings are only one element to 
take into consideration when assessing the credit quality of an instrument. 
 
Mechanistic reliance on external ratings should be avoided in order to reduce herding and 
“cliff effects” and the risks of fire sales.   
 
Recommendation 12: CRA supervisors should seek to ensure credit rating agencies 
make more explicit their current rating methodologies for money market funds.  


In general, credit rating agencies should step up their efforts to educate investors about their 
rating methodologies and the differences, if any, between those methodologies. 


Even if MMF regulation does not refer to external ratings, CRAs impose strict criteria in 
terms of individual instruments’ ratings in their methodologies for rated money market funds. 
In order to avoid unnecessary fire sale effects, it should be clear in CRA methodologies that 
in the case of downgrades of specific instruments held in the funds’ portfolios, the funds have 
reasonable time for remedial actions to address potential deviations from the criteria set in 
CRA methodologies.  


CRA methodologies should also be clear about the importance of sponsors in the attribution 
of ratings. The ability of the sponsors to support a fund should not be taken into consideration 
when assessing the risks of the funds and attributing a rating. 


CRA supervisors should consider these issues during their controls. 


Investors should be clear about the risks related to the funds and the meaning of the ratings 
employed. From that point of view, the reference to “Triple-A” ratings conveys an impression 
of safety and may weaken investors’ diligence in the selection of the funds. It also exacerbates 
the risk of run and potential contagion effects in the case of a downgrade of one or a group of 
MMFs. Further study should be conducted on the advantages, drawbacks and potential risks 
of fund rating.  
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9 Recommendations regarding disclosure to investors 
 
Recommendation 13: MMF documentation should include a specific disclosure drawing 
investors’ attention to the absence of a capital guarantee and the possibility of principal 
loss.  
 
Investors often use money market funds as an alternative to bank deposits and may not always 
understand the difference with a bank deposit, including the absence of deposit insurance and 
the fact that, like any other collective investment scheme, the value of the fund may decrease. 


Accordingly, it is recommended that MMF documentation explicitly states the possibility of 
principal loss. To the extent that the funds present some deposit-like features (such as the 
ability to make payments or to draw cheques), the difference between investments in the 
money market funds and bank deposits should also be clear. 


Recommendation 14: MMFs’ disclosure to investors should include all necessary 
information regarding the funds’ practices in relation to valuation and the applicable 
procedures in times of stress. 


Because money market funds present some specificities compared to other collective 
investment schemes, product documentation should clearly explain to the investors the 
procedures in place regarding the valuation of the instruments held in the portfolios as well as 
the procedures which may be used by the responsible entities in case of significant market 
stress or heavy redemption pressures (including the mechanisms in place in accordance with 
recommendations 9 and 10).  


10 Recommendations regarding MMFs’ practices in relation to repos 
 
Recommendation 15:  When necessary, regulators should develop guidelines 
strengthening the framework applicable to the use of repos by money market funds, 
taking into account the outcome of current work on repo markets. 


MMFs are important lenders in the repo markets and repo transactions constitute an important 
part of MMF portfolios. These markets are also currently under review by various 
international19 and domestic bodies (including discussions regarding the reforms of the tri-
party repo markets in the United States).  


Because of the important role of money market funds in repo markets, regulators should 
consider the risks in relation to repo markets and when necessary develop guidelines 
governing the use of repos and other similar techniques by money market funds. Such 
guidelines should cover areas such as settlement, counterparty risks, and collateral 
management, including the nature of the collateral received.  


                                                 
19  The FSB has a special work stream dedicated to Securities Lending and Repos under the FSB Shadow Banking 


Task Force.  
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APPENDIX I – LIST OF RECOMMENDATIONS 


Recommendation 1: Money market funds should be explicitly defined in CIS regulation. 


Recommendation 2: Specific limitations should apply to the types of assets in which MMFs 
may invest and the risks they may take. 


Recommendation 3: Regulators should closely monitor the development and use of other 
vehicles similar to money market funds (collective investment schemes or other types of 
securities). 


Recommendation 4: Money market funds should comply with the general principle of fair 
value when valuing the securities held in their portfolios. Amortized cost method should only 
be used in limited circumstances. 


Recommendation 5: MMF valuation practices should be reviewed by a third party as part of 
their periodic reviews of the funds accounts. 


Recommendation 6: Money market funds should establish sound policies and procedures to 
know their investors. 


Recommendation 7: Money market funds should hold a minimum amount of liquid assets to 
strengthen their ability to face redemptions and prevent fire sales. 


Recommendation 8: Money market funds should periodically conduct appropriate stress 
testing. 


Recommendation 9: Money market funds should have tools in place to deal with exceptional 
market conditions and substantial redemptions pressures. 


Recommendation 10: MMFs that offer a stable NAV should be subject to measures designed 
to reduce the specific risks associated with their stable NAV feature and to internalize the 
costs arising from these risks. Regulators should require, where workable, a conversion to 
floating/ variable NAV. Alternatively, safeguards should be introduced to reinforce stable 
NAV MMFs’ resilience and ability to face significant redemptions. 
Recommendation 11: MMF regulation should strengthen the obligations of the responsible 
entities regarding internal credit risk assessment practices and avoid any mechanistic reliance 
on external ratings. 


Recommendation 12: CRA supervisors should seek to ensure credit rating agencies make 
more explicit their current rating methodologies for money market funds. 


Recommendation 13: MMF documentation should include a specific disclosure drawing 
investors’ attention to the absence of a capital guarantee and the possibility of principal loss. 


Recommendation 14: MMFs’ disclosure to investors should include all necessary information 
regarding the funds’ practices in relation to valuation and the applicable procedures in times 
of stress. 


Recommendation 15:  When necessary, regulators should develop guidelines strengthening 
the framework applicable to the use of repos by money market funds, taking into account the 
outcome of current work on repo markets. 
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APPENDIX II – FEEDBACK STATEMENT ON THE PUBLIC COMMENTS 
RECEIVED BY IOSCO ON THE CONSULTATION REPORT – MONEY MARKET 


FUND SYSTEMETIC RISK ANALYSIS AND REFORM OPTIONS 
 


Forty-one responses were received in relation to the Consultation Report, Money Market 
Fund Systemic Risk Analysis and Reform Options, published by the International 
Organization of Securities Commission on 27 April 2012. The consultation was closed on 27 
June 2012. The majority of answers came from the asset management industry, as well as 
some representatives of investors, one credit rating agency, and regulators. Twelve countries 
were represented (Canada, China, France, Ireland, India, Japan, Oman, South Africa, Spain, 
Switzerland, the United Kingdom and the United States), as well as several international and 
regional associations. 


Non-confidential comments were submitted by the following organizations: 


1. Amundi 
2. Asociación de Instituciones de Inversión Colectiva y Fondos de Pensiones (Inverco) 
3. Association for Financial Professionals (AFP) 
4. Association Française de la Gestion Financière (AFG) 
5. Association of Mutual Funds in India (AMFI) 
6. Associations of Corporate Treasurers (ACT) 
7. Axa Investment Managers (Axa IM) 
8. Barnard, Christoph  
9. Blackrock 
10. BNP Paribas Asset Management (BNPP) 
11. Capital Market Authority – Sultanate of Oman (CMA) 
12. Center for Capital Market Competitiveness (CCMC) 
13. CFA Institute (CFA) 
14. Charles Schwab 
15. China Securities Regulatory Commission (CSRC) 
16. Comisión Nacional del Mercado de Valores (CNMV) 
17. EADS 
18. European Fund and Asset Management association (EFAMA) 
19. Federated 
20. Fidelity Investments (Fidelity) 
21. Financial Services Board – South Africa (FSB – SA) 
22. Fitch Ratings (Fitch) 
23. French Association of Institutional Investors (AF2I) 
24. HSBC 
25. Institutional Money Market Funds Association (IMMFA) 
26. International Banking Federation (IbFed) 
27. International Investment funds Association (IIFA) 
28. INVESCO 
29. Investment Company Institute (ICI) 
30. Investment Fund Institute of Canada (IFIC) 
31. Investment Trusts Association, Japan (JITA) 
32. Irish Fund Industry Association (IFIA) 
33. Legg Mason 
34. Natixis 
35. Scottish Widow Investment Partnership (SWIP) 



http://www.csrc.gov.cn/pub/csrc_en/
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36. State Street  
37. Treasury Strategies (TS) 
38. UBS 
39. Vanguard 


 


General comments and high-level summary of the responses received 


Respondents concurred with IOSCO regarding the importance and benefits of money market 
funds. Most respondents highlighted that the reforms undertaken in Europe and in the US in 
2010 contributed to significantly strengthen the resilience of MMFs. They stressed the 
importance of conducting a rigorous cost-benefit analysis that would take into account the 
full impact of further actions in the MMF industry and that MMF reform should ensure the 
continued viability of these investment products.   


Respondents generally agreed with the definition given by IOSCO and suggested adding a 
few more features. 


Respondents did not fully agree with the systemic risk analysis presented in this report since 
most of them did not see MMFs as systemic vehicles. Respondents also challenged the 
inclusion of money market funds in the shadow banking system. 


Respondents provided divergent views and evidence regarding questions such as the 
variability of the money market funds’ net asset value (NAV) and the differences between 
stable-NAV and variable-NAV funds, reflecting the different business models in place in the 
industry. 


Some policy options, and especially a mandatory move from CNAV to VNAV, were 
criticized. Some propositions were considered not feasible and respondents agreed with the 
practical challenges highlighted by IOSCO for certain specific options, such as the 
establishment of a private insurance. However, respondents agreed with IOSCO that there 
were areas where the regulatory framework could be more harmonized across jurisdictions or 
strengthened.  


Although respondents were in favor of some form of harmonization at international level and 
the establishment of some common principles for the regulation of MMFs, they generally 
stressed that the implementation on a national level should take into account the unique 
characteristics of a particular jurisdiction’s money market fund industry, warning against a 
“one size fits all” approach. 


Several respondents encouraged regulators to extend the scope of their analysis to examine 
investment products that offer cash investment without the rules under which MMFs operate. 
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Specific Comments 


1. MMF definition (Q1) 


Respondents generally agreed with the definition given by IOSCO on MMFs and discussed 
what elements could be added. 


One respondent (CMA) stressed the differentiation from other investment funds, highlighting 
that an MMF “is an investment fund that holds the objective to earn interest for the holders 
while maintaining NAV and maintaining portfolios which are comprised of short-term 
securities.” Another respondent (Federated) stated that the definition did not insist enough on 
the necessity of maintaining a constant value in an MMF. Several other respondents 
(Amundi, BNPP, AFG, Natixis, EFAMA, Axa IM) noted it was necessary to add that MMFs 
must offer “returns in line with money market rates”.  


Other respondents (IFIA, IMMFA, HSBC) highlighted the lack of reference to other 
wrappers than funds in the definition (including structured vehicles and unregulated cash 
pools), and the risk of regulatory arbitrage. One respondent (IFIA) also recommended 
distinguishing clearly the differences between a classic MMF and an “enhanced MMF”. One 
respondent (IMMFA) suggested including risk ratios in the definition, as imposed by the US 
2a-7 Rule and by the ESMA guidelines. Similarly, other respondents suggested clarifying the 
instruments that MMFs were allowed to invest in, as per the approach taken by CESR in its 
Guidelines on a common definition of European MMFs. 


Finally, one respondent (ACT) pointed out that “more clarity” in nomenclature was desirable 
since this definition could be viewed as including “slightly longer term” MMFs that seek 
higher yield and that do not offer the same day liquidity. Other respondents (JITA, CSRC) 
noted that the proposed definition could be too large. 


IOSCO agrees with the respondents that it is very important to have a clear definition of 
money market funds in the regulation (Recommendation 1). IOSCO included a reference to 
money market rates in the proposed definition of money market funds and integrated a 
specific recommendation to address the issue of regulatory arbitrage and competition from 
other (CIS or non-CIS) products (Recommendation 3). IOSCO acknowledges that the 
definition for money market funds may vary from jurisdiction to jurisdiction, reflecting the 
coexistence of different models worldwide, but should be articulated along the key criteria 
proposed by IOSCO. IOSCO also notes that some of its recommendations may be tailored to 
reflect the level of risk associated with the funds’ characteristics and investment objectives. 


2. Analysis of systemic risk (Q2-11) 
 


2.1 MMFs and their vulnerabilities 
 


Susceptibility to runs and importance of short term funding (Q2, Q3) 
Several respondents (ACT, SWIP, Federated) did not fully agree with the description of 
MMFs’ susceptibility to runs and considered the reasons given in the report (notably the 
“first-mover advantage issue) as not sufficient for banning the use of CNAV. One response 
(TS) detailed three types of financial runs (credit-driven runs, liquidity-driven runs and 
speculative runs), noting that according to their analysis the 2010 reforms have already 
adequately dealt with each of these three situations. Other respondents (BNPP, Axa IM, 
AFG) noted that variable-NAV MMFs were not “prone to the run risk”. 
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All respondents stressed the importance of MMFs for investors and issuers, although some 
respondents (EFAMA, SWIP, BNPP, Natixis) stressed that the importance of MMFs in 
Europe’s short-term financing markets was low and hence not systemic. One respondent 
(Inverco) pointed out that since European MMFs represent half the volume of MMFs in the 
US and since they are distributed among different countries in Europe, they are not big 
enough to create systemic risk. 


Respondents (Fidelity, Blackrock, Federated, State Street) highlighted the fact that MMFs 
were “important providers of short-term funding” in the US. Another commentator noted that 
“businesses in particular rely on these funds for their investment, cash management and 
financing needs” (CCMC). Two respondents (Federated, Charles Schwab) stressed that 
MMFs did not trigger instability in the short-term funding market and another respondent 
(Blackrock) pointed out that banks’ dependence on short-term funding was decreasing in the 
US. Finally, one (confidential) response noted that the withdrawal of funding by rational 
investors would be acute in stressed situations regardless of whether they are invested in 
funds or not. 


One respondent (EADS) noted that MMFs “cannot be blamed for an inappropriate funding 
structure of banks” and that therefore “any regulation should be focused on tighter liquidity 
ratios for banks”. Another response (SWIP) highlighted that “imposing increasing limits on 
MMFs means that bank funding and MMF investments increasingly diverge”. 


Although significant reforms have been implemented to strengthen the robustness of MMF in 
various jurisdictions, MMFs remain exposed to the risk of runs. In order to address that risk, 
IOSCO presented recommendations in the following areas: valuation practices and price 
transparency, liquidity management in normal times and in exceptional circumstances, 
ratings and measures tailored to the specific risks of constant NAV MMF. IOSCO also notes 
that actions have been taken by bank supervisors (and bank themselves) in order to address 
the risks resulting from over-reliance on MMFs for short term funding and that other 
relevant aspects in regard to the mitigation of risks associated with MMFs are outside 
IOSCO’s scope (see the introduction to the recommendations).   


Sponsors (Q4) 


Most respondents stressed the necessity for the fund to be transparent about the risks 
investors were exposed to. Respondents agreed with IOSCO that it was an important area of 
risk as investors tended to believe that the sponsor would provide support under stressed 
market conditions. However, one respondent (SWIP) stressed that they had never relied on 
sponsor support for their CNAV funds. Another response (IMMFA) noted that they did not 
believe that “the instances of sponsor support that occurred in 2007/8 have caused investors 
to develop an expectation of sponsor support”. Several respondents (Amundi, BNPP, Axa, 
AFG, Natixis) pointed out that variable NAV funds’ investors had no expectation of sponsor 
support since the NAV fluctuates and therefore may drop and the potential systemic risk may 
only come from an implicit support to maintain a constant NAV.  


Two other respondents (HSBC, SWIP) proposed to prohibit sponsor support in order to 
remove any risk ownership ambiguity, pointing out that there was no legal basis for investors 
to transfer the downside risk of ownership to a fund’s sponsor. It was also stressed that this 
risk ambiguity has been exacerbated by CRAs who take into account the willingness/ability 
of a sponsor to support their MMFs into their rating methodology for MMFs. Another 
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(confidential) response advocated “strict regulation of sponsor guarantees for MMFs and 
clear investor disclosure”. 


One other commentator (EADS) recalled that several banks had announced plans to sell their 
asset management activities. The response also stressed the need to consider the size of the 
funds, as the likelihood of a sponsorship may decrease in line with the amount of assets under 
management. 


IOSCO considers that the expectation of a sponsor stepping in to maintain a stable NAV is a 
key issue for the money market fund industry. Although most funds do not benefit from an 
explicit guarantee from their sponsors, sponsors have intervened on numerous occasions to 
maintain the net asset value of the funds, including over the recent period. IOSCO does not 
recommend a prohibition of sponsor support as it could create additional risks. Sponsors 
may have the ability to support funds, but investors should be aware that sponsors may not 
always be in a position or willing to offer such support. Therefore, clear warnings should 
also be included in the funds’ documentation. This should also be reflected in the risk 
assessment of the funds, including in CRAs’ methodologies. More generally, by reinforcing 
the robustness of MMFs, IOSCO intends to limit the instances where sponsors may have to 
intervene.  


Importance for investors (Q5) 


Most respondents agreed with the description of MMFs’ benefits given in the report. One 
respondent (Federated) stressed the contribution of MMFs in the growth of the global 
economy.  


Most respondents agreed with IOSCO to say that a “sizeable reduction” in MMF offerings 
could cause greater concentration of liquidity in bank deposits or in unregulated or less-
regulated substitute products. One respondent (SWIP) stressed that MMFs were not “correct 
for the retail environment” and that, as a consequence, they should be regulated separately. 
Some respondents (AFG, Axa, Natixis, BNPP) also highlighted the incentive for retail 
investors to reallocate their cash towards bank deposits following recent market evolutions.  


One (confidential) response noted that one alternative to MMFs is the direct holding of short-
term debt instruments, probably causing “an increase in concentration risk, a reduction in due 
diligence and a reduction in liquidity for the investor”. One representative of investors 
(EADS) indicated that they would face significant size issues in the absence of MMFs, 
potentially increasing their allocation to short term sovereigns and agencies but to a lower 
extent in commercial papers, certificates of deposits and deposits with banks. 


IOSCO agrees that money market funds offer a useful alternative for managing cash. IOSCO 
took into account the risk of transfer to unregulated or less-regulated substitute products and 
the risk of regulatory arbitrage and has developed a specific recommendation 
(Recommendation 3). However, it should be noted that MMFs present key benefits for 
investors compared to other alternatives for cash management. IOSCO therefore considers 
that the risk of investors moving away from MMFs is somewhat more limited than stated by 
some commentators.  
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2.2 MMFs as specific collective investment schemes 
 


MMFs vs. bank deposits (Q6) 


The vast majority of respondents agreed not to assimilate MMFs to bank deposits and set 
forth the differences between the two. For instance, one response highlighted the differences 
in terms of liquidity, transparency, portfolio composition, risk and return, customer 
expectations and alignment of interest (Fidelity). Another respondent also noted the 
differences in terms of leverage, WAM, WAL, and the absence of guarantee (Schwab).  


The association of the two instruments has been qualified several times as a “fundamental 
misconception” mainly because, contrary to bank-deposits, MMFs are investment products 
that do not guarantee the principal invested. As a consequence, bank-like regulation should 
not be imposed upon investment funds (IIFA, IFIC). One respondent (AMFI) recalled that 
MMF investors were not lenders to the MMF; hence MMFs are “structurally” different from 
bank deposits. One respondent (CMA) stressed the difference in terms of liquidity, risk and 
return. One other respondent (EADS) indicated that bank deposits may be included in a 
general account pledge which is not the case for MMFs. One response (Fidelity) noted that, 
based on recent research conducted by the respondent, retail investors “use U.S. MMFs as a 
complement to bank deposit products and not as a replacement for these government-
guaranteed vehicles”. 


IOSCO agrees with the differences between bank deposits and money market funds outlined 
in responses. However, investors’ perception may not fully reflect these differences. In 
addition, in some cases, MMFs present functionalities that are very similar to bank deposits 
(e.g. the ability to make payments), although their value is not guaranteed. IOSCO 
recommends including a specific warning drawing investors’ attention to the absence of a 
capital guarantee and the possibility of principal loss. Differences with bank deposits should 
also be clear. 


Constant NAV (CNAV) vs. variable NAV (VNAV) (Q7) 


Several respondents discussed the differences and similarities between VNAV and CNAV 
funds. Responses reflected the co-existence of two business models in the industry, the 
CNAV and VNAV models, although several managers offer both types of funds. Distributors 
of VNAV funds stressed the fundamental differences between VNAV funds and funds 
offering a constant net asset value, whereas other respondents (ICI, IFIA, IMMFA, HSBC) 
highlighted the lack of “variability” of VNAV funds and the fact that both react similarly in 
normal market conditions or in the case of a stress in the market. One respondent (IMMFA) 
indicated that only one of the six VNAV funds surveyed posted a negative yield over the 
period 1999-2009 (implying that the day’s accumulation of income was more than offset by a 
mark-to-market loss), although this analysis was not conducted on a broader set of funds. 
Respondents also refer to research from ICI, showing that the average shadow price of US 
prime MMFs between 2000 and April 2010 was 0.999977 (i.e. an average variation from the 
CNAV of 0.23 bps), with the lowest average price 0.999980 and the highest average price 
1.0020. ICI also provided data from December 2010 to February 2012, showing that virtually 
all funds fluctuated by less than 2 basis points. Finally, HSBC also illustrated the impact of 
accumulating and distributing shares. 
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In contrast, French asset managers presented charts highlighting the NAV variability of 
VNAV funds (including, in some cases, declines in NAV). French managers explained that 
this variability corresponded to the “look-through” that allow the use of marked to market 
valuation. One respondent (AXA IM) stressed that when market volatility is increasing, 
performance of VNAV funds tend to be more volatile and fund managers are strongly 
incentivized to adjust quickly the risk profile of the portfolios. It was also noted that the use 
of amortized cost accounting may be considered almost the same between CNAV and VNAV 
funds where the funds invest only in instruments below three months and are not authorized 
to amortize the loss incurred by the sale of a holding over several days. 


Several respondents (Natixis, BNPP, AFG, Axa IM) did not agree with the argument saying 
that both CNAV and VNAV funds were susceptible to runs. One respondent (UBS) stressed 
that investors did not have the incentive to run in a VNAV model (“because the fund’s NAV 
always reflects the value of its underlying investment”), while they might in a CNAV model 
since they could think that the fund “might be artificially kept at 100 and the (implicit) 
guarantee by the fund sponsor might break and therefore redeem shares as quickly as possible 
to get out at 100”.  


One representative of investors (EADS) noted that the selection of a VNAV or a CNAV fund 
is driven “by convenience reasons” rather than by material investment decisions. 


A few respondents (Fidelity, ACT, IMMFA) stated that VNAV funds were “more similar to 
short-term bond funds” and hence were not liquidity funds.  


MMFs are investment products that seek to preserve capital and provide daily liquidity, while 
offering returns in line with money market rates, which is achieved by investing in short-term 
high quality assets. Their price should therefore not vary much in general, but should reflect 
changes in market conditions, as was experienced at the summer of 2011. IOSCO considers 
that a move to VNAV would improve the robustness and transparency of money market funds 
and would contribute to reduce risks (see Recommendation 10).This move should be 
accompanied by other recommendations to reinforce the resilience of MMFs in general. 


Ratings (Q8)  


One representative of (large) investors (EADS) stressed that they had their own MMF rating 
processes but that other corporate treasuries, pension funds, insurers, etc. incorporated rating 
restrictions for MMFs in their guidelines. Accordingly, an association noted that “From the 
point of view of corporate investors, the credit rating of a MMF is vitally important”. In 
Europe, several respondents (e.g. SWIP) highlighted that “rating agency involvement in 
MMF certainly has evolved from the lack of unifying 2a-7 rule to define the parameters on 
MMFs”. One commentator (CMA) also mentioned the issue of the number of agencies 
attributing ratings. 


We refer to Q29 to Q32 for additional inputs.  
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Repo (Q9) 


Several respondents (Fidelity, Federated) pointed to ongoing work as well as to the reforms 
regarding the tri-party repo market in the US20. Respondents from Europe noted that repos 
are an integral part of MMF investments, representing about 5-15% on average of portfolios, 
more in Treasury MMFs (Axa IM, BNPP, see also EFAMA) and “offering very useful, 
flexible and safe financial instruments”. In the European context, several respondents (Axa 
IM, BNPP, Natixis, AFG, IFIA, SWIP) noted that there was probably scope for policy 
recommendations strengthening the global regulatory framework with regard to repos. Areas 
for consideration include the legal framework for the execution of the repos, the physical 
delivery of collateral and the settlement systems, credit quality requirements for repo 
counterparties and requirements regarding collateral, the issue of correlation between 
counterparty and collateral. This view was also expressed by one respondent from South 
Africa (the Financial Services Board).  


One respondent (AMFI) highlighted the lack of issue with the use of repos by MMFs in India 
since Indian mutual funds only participate in repo markets as lenders. Other responses 
(Fidelity) highlighted that MMFs are distinct from other lenders in the repo market, as “U.S. 
MMFs only enter in repos with counterparties that represent minimal credit risk, regardless of 
the collateral”. 


IOSCO included a policy recommendation (Recommendation 15) that encourages regulators 
to develop guidelines to strengthen the regulatory framework applicable to the use of repos 
by money market funds, taking into account the outcome of current work on repo markets 
conducted by the FSB. 


Other factors to take into consideration ? (Q10-11) 


Most respondents agreed with IOSCO that the different factors listed in the report21 should be 
taken into consideration. Most of them stressed the importance of taking into account the 
reforms implemented in 2010 in the MMF industry, the different regulations that are being 
adopted in the banking sector and the current low interest rate environment. One respondent 
(AF2i) highlighted the importance of taking into account the future “changes in the bank 
activities of credit in relation with the Basel III regulation”, as MMFs will likely capture “a 
great deal of the banks short term credit activities”. It was also mentioned (Blackrock) a 
“reduction in the supply of some of the short-term instruments most used by MMFs”22. 


The US industry association (ICI) insisted that the new liquidity requirements have had a 
“transformative effect on U.S. money market funds”, as funds exceed the minimum 
requirements by a considerable margin, holding (as of December 2011) more than twice the 
level of outflows they experienced during September 2008. ICI also indicated that the 
introduction of a limit on MMFs’ WAL bolstered the resilience of funds, with most funds 
having WALs in the range of 30 to 90 days. Other respondents (e.g. Natixis) noted the 
increasing proportion of very short instruments in portfolios, reflecting the implementation of 
                                                 
20  Initiatives include a policy that delays the timing of daily unwind of cash and collateral on the tri-party repo 


platform, a process of auto-substitution, three-way confirmation and monthly reporting activity. 
21  The report listed the following factors: the current environment of low interest rates , the impact of recent 


regulatory reforms in Europe and in the United States, concentration trends in the industry of MMFs, changes in 
banks’ and other issuers’ short-term funding needs and the recent and on-going reforms in the tri-party repo 
market.  


22  “Between December, 31, 2007 and December, 31, 2011, financial commercial paper outstanding fell by 51%.” 
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the new CESR/ESMA’s guidelines and “in line with expectations of investors whose risk 
aversion stands at a high level”. The European industry association (EFAMA) noted that the 
change in the definition brought by the CESR/ESMA guidelines had a significant impact on 
the size of the European MMF industry, in particular in Ireland and Luxembourg 
(respectively -28% and -22% in terms of the total NAV). 


Several respondents from the U.S. (e.g. ICI) also highlighted that “the variability of prime 
money market funds’ per share market values has declined significantly since the 2007-09 
crisis” and that even the funds with the very lowest values had levels that “were comfortably 
above the $.9950 mark”. 


IOSCO agrees with commentators that the 2010 reforms have had a significant impact on the 
MMF industry and increased the resilience of these products. However, IOSCO considered 
that these reforms did not address sufficiently the risks relative to runs and decided to 
recommend further changes in that field. IOSCO’s intent is also to foster the development of 
international standards with regard to the regulation of money market funds. When reviewing 
the implementation of these recommendations, IOSCO will consider various factors, 
including banking reform, the evolution of interest rates and other market factors. 


3. Policy options (Q12-30) 
 


Section 1: 


Move from CNAV to VNAV (Q12) 


The vast majority of respondents strongly opposed a mandatory move from CNAV to VNAV 
stressing that it would likely result in massive outflows from money market funds and not 
reduce the risks. Several respondents also highlighted the practical challenges associated with 
this move since CNAV funds represent approximately an 80% market share of global money 
market funds (Fidelity). Indeed, respondents put forward that such a move would require 
significant changes to operational and recordkeeping systems. It has also been pointed out 
that many corporate users “do not want and will not use a V-NAV MMF” (Federated), 
mainly because of the technical and practical changes that it would imply. Another 
respondent (CCMC) similarly feared an “exodus” of investments by corporate investors; this 
respondent also stressed the complexity and costs of implementing VNAV in corporate 
treasury and accounting systems. One response (ICI) listed the various entities that would 
need to effect changes in the U.S., namely mutual fund complexes (transfer agents, advisers, 
distributors), intermediaries, third-party systems and service providers, the DTCC and 
institutional and commercial investors. 


Several US respondents (Fidelity, ICI, Legg Mason, Federated) recalled that under many U.S. 
state laws and regulations, municipalities, insurance companies and others were authorized to 
invest in MMFs only if the funds were maintaining a constant NAV. Respondents also 
stressed that sponsors of retirement plans could be reluctant to include VNAV MMFs as a 
cash investment option in group retirement plans if they were to be VNAV funds. They 
finally pointed out that a move to VNAV would be likely to provoke outflows from that 
product, and hence limit the availability of this source of short-term funding which would 
result in higher borrowing costs for users. 


Some respondents (Vanguard, ICI, Fidelity) pointed out that a significant part of investors in 
the US reacted negatively to move to VNAV, commenting notably that it would “impede 
financing for critical infrastructure and public works projects, increase the cost of doing 
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business for many states, municipalities and corporations, and disrupt cash management at 
both the municipal and corporate levels”. ICI provided the results of a survey indicating that 
66% of investors were “unfavourable” to floating NAV (however, among those 66%, 33% 
said they would decrease their balance, 29% said they would close their account and the rest 
(38%) said they either don’t know (11%), or said it would have no change (16%) or transact 
less (10%)). 


Respondents also thought both structures could co-exist so CNAV did not have to disappear. 
One respondent (SWIP) suggested that the creation of a strong framework that would ensure 
the accuracy of amortized costs would be a “far better solution”. 


In contrast with these views, a few respondents (AF2I, CMA, CNMV, EADS, Financial 
Services Board and one other respondent) were in favor of this policy option. One 
(confidential) response supported an obligation for CNAV funds “to provide a legal 
guarantee to investors and to hold sufficient capital to facilitate the guarantee in much the 
same way as a bank capital structure”. 


One respondent (AMFI) stressed that if such changes were to be introduced, regulators 
should give sufficient notice to markets and investors to digest their impacts. 


One respondent (CSRC), presenting the views of the Chinese mutual fund industry, noted 
that while some industry participants in China preferred the CNAV model, others thought 
that both structures (CNAV and VNAV) could co-exist. Chinese market participants 
concurred to say that if VNAV was to be mandatory then efforts should be made to ensure a 
smooth transition. 


Finally, one respondent stressed that if CNAV were to be maintained, then CNAV sponsors 
should be required to adopt procedures for stress testing their fund’s ability to maintain a 
stable NAV. Also, if the difference between the shadow price and the amortized price is 
greater than ½%, the sponsor would be required to take action. 


It was also noted (e.g. ICI) that “requiring the use of mark-to-market pricing in lieu of 
amortized cost pricing would not, under normal circumstances, cause a money market fund’s 
share price to float. (…) To make the NAV float, using mark-to-market pricing share prices 
would need to be changed to $100.00 a share (e.g., through a reverse 1 for 100 share split)”.  


IOSCO considers that a move to VNAV is desirable as (i) it would lift the ambiguity around 
MMF by clarifying the fundamental difference with bank deposits reflected by the NAV 
fluctuations, (ii) bring MMF in line with other CIS and ensure they behave as any other 
investment product and (iii) solve a number of risks such as “cliff effects” of breaking the 
buck and confusion from investors as to a possible guarantee of the fund. Taking into 
consideration the practical obstacles described by the respondents, a reasonable transition 
period should been envisaged. Nevertheless, IOSCO acknowledges that the impact of a move 
to VNAV is likely to vary significantly among jurisdictions and that in some cases such a 
move could be challenging, with possible disruptive effects for the financial system and the 
economy at large. Accordingly, when a move to VNAV is not workable, funds may be allowed 
to continue displaying constant net asset values, but additional safeguards should be defined 
by regulators (Recommendation 10). 
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NAV-buffer (Q13) 


There was strong opposition to the establishment of capital or NAV buffers, most of 
respondents declared that it was against the spirit of a CIS structure and that it would be too 
costly for funds. Several commentators noted that such buffer would cost more than the 
expected value of a loss. Many respondents also stressed that by imposing a capital buffer, 
IOSCO would convert MMFs into a banking product. Two respondents (SWIP, Federated) 
stressed that the NAV buffer solution was not the best way to prevent systemic risks. Others 
noted that requiring fund advisers to commit capital would force advisers to liquidate their 
funds or offer alternative less-regulated products (ICI).  


Some respondents (e.g. Blackrock) were supportive of “retaining a portion of earnings as a 
reserve” but criticised the different options proposed in the report. Among those options 
(investor, sponsor or third-party funded), the proposition to create subordinated shares was 
the most criticized. One respondent (JITA) highlighted that since in some countries 
(including Japan) almost all of the funds were established as contractual type investment 
trusts, it seemed highly difficult to issue subordinated shares. In the case of a “within-fund” 
capital buffer, ICI indicated that in the best of circumstances, building a buffer of 0.5 percent 
likely would require at least five years. 


IOSCO recommends that, when a conversion to floating NAV funds is not workable, funds 
displaying a stable Net Asset Value should develop additional safeguards to reinforce their 
resilience to losses and their ability to face significant redemptions. Particularly stable NAV 
funds should be required to design a mechanism to compensate for the day-to-day variations 
between the stable NAV and the market value of the units/shares and to adopt measures to 
ensure the fund has the ability to restrict redemptions and face significant redemption 
pressure.  


Private insurance (Q14) 


The broad majority of respondents agreed with the description of the challenges associated 
with the establishment of a private insurance and did not believe that private MMFs insurance 
was a feasible solution. They stressed it would “dramatically” change the nature of MMFs. 


One respondent (CFA) supported the creation of a “voluntary” insurance fund as opposed to a 
“taxpayer-supported insurance fund”, and another commentator suggested implementing this 
answer (CMA). Another respondent (AMFI) concurred to this opinion and highlighted the 
fact that a mandatory participation in liquidity insurance could “encourage higher risk taking 
by MMF managers and could defeat the purpose of the mandate”. Similarly, several 
commentators raised the issue of moral hazard (CFA). It was mentioned (Blackrock) that 
“private insurance has been made available in the past, but has not been successful due to 
limited coverage, and the cost to MMFs and their sponsors”. The same respondent also 
claimed that it would not be large enough to protect against systemic issues unless it is 
coupled with access to government liquidity (which has been ruled out for the US).  


Given the challenges associated with the establishment of a private insurance, IOSCO did not 
draw up recommendations in relation with private insurance. 
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Conversion of MMFs into special purpose banks (SPBs) (Q15) 


The respondents showed a strong opposition to this proposal as they believed MMFs would 
better support investors’ interests if they remained collective investment schemes and were 
not subject to banking regulation. Several respondents pointed out that this option could 
cause greater systemic risk “by creating homogeneity in the financial regulatory scheme and 
reliance on the bank business model for all short-term cash investments” (Fidelity). Others 
noted that “the legal structure of SPBs would provide much less protection for investors” 
(CFA). 


Only one respondent (CNMV) supported this option for CNAV funds. One respondent 
(Blackrock) suggested an alternative: that the sponsor or investment managers be regulated as 
a “Special Purpose Entity (SPE)”and hold capital. 


IOSCO agrees with respondents that arguments against SPBs outweigh the potential benefits 
and decided not to pursue this option.  


The establishment of a two-tier system with enhanced protection for CNAV funds (Q16) 


Most respondents opposed the option establishing a two tier system which would permit both 
CNAV and VNAV funds with certain risk limiting conditions and enhanced protection for 
CNAV funds. Some respondents (Fidelity, IMMFA, HSBC) re-stated that they did not 
support “any form” of mandatory move to VNAV. 


Some other respondents (CFA, EFAMA, UBS) supported a two-tier system stressing that it 
would allow investors to choose between CNAV and VNAV. One respondent (SWIP) 
qualified the option as “workable” if the tiering was to be based on the “underlying investor 
base”, as opposed to the accounting methodology. 


One respondent (Federated) pointed out that “we already have a two-tier system”. 


IOSCO considers that it is neither practical nor advisable to reserve CNAV funds to a certain 
category of investors. Where workable, IOSCO recommends a move to VNAV funds, as 
outlined in Recommendation 10, although there may be instances where both CNAV and 
VNAV funds coexist, with additional safeguards being imposed on CNAV funds. 


Reserve CNAV MMFs for only certain investors (Q17) 


The majority of American respondents did not agree with the option of offering CNAV only 
to certain investors since (in the US) CNAV funds are used by both institutional and retail 
investors. It was also argued that it would be difficult to differentiate among investors and 
that retail investors often invest in MMFs through institutional share classes. Only a few of 
respondents agreed with this option (e.g., EADS). 


IOSCO agrees with the arguments put forward by respondents and decided to not reserve 
CNAV for only certain investors. 


Assessment of the policy options suggested in this section (Q18) 


Several options presented in Section 1 were seen as not realistic by respondents, notably, the 
mandatory move from CNAV to VNAV, the establishment of a NAV buffer, the 
establishment of a private insurance, the conversion to special purpose banks and reserving 
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CNAV for certain investors. Respondents highlighted the fact that most of these options were 
structured in a way incompatible with the general principles of collective investment 
schemes. Some respondents were in favor of a conversion to VNAV. 


IOSCO took into account the remarks made by some respondents and decided to drop the 
policy options relative to the establishment of a private insurance, the conversion to special 
purpose banks and the establishment of a two-tier system reserving CNAV MMFs to certain 
investors. Also, acknowledging that there might be significant obstacles to a move to a VNAV 
model in some jurisdictions, IOSCO does not impose a mandatory move to variable NAV but 
recommends, where workable, a conversion to variable NAV and alternatively, the 
establishment of additional safeguards. 


Section 2: 


Marked-to-market valuation (Q19)  


Many responses (CFA, Federated, IFIA, EFAMA, CCMC) highlighted the difficulties in 
accessing mark-to-market prices for the types of instruments MMFs invest in. Others argue 
that market quotation does not always reflect ‘true’ value. Amortized cost is therefore often 
seen as more accurate. Accordingly, one commentator noted that restricting the use of 
amortized cost accounting “may mean inaccurately priced funds and the type of investor 
behaviour (…) which would simply exacerbate risks” (SWIP). One commentator noted that 
large issues of instruments may be fully taken up by one MMF and issuers do not maintain 
daily price (Financial Services Board). It was also noted (CCMC) that “accurate prices are 
not always reflected during times of financial distress”. 


One respondent (CSRC) highlighted the fact that marked-to-market valuation could decrease 
the stability of MMF’s NAV and hence deter investors from making long term investments. 


One respondent (AMFI) suggested “allowing amortization as long as deviations from model-
derived prices remain small”. 


One respondent (IMMFA) noted that fund administrators predominantly use evaluated prices 
(i.e. prices calculated from yield curves) vs. quoted prices, and did not use traded prices 
(because of the lack of such prices). Using evaluated prices was seen as not necessarily more 
accurate and potentially “pro-cyclical”. Another response (ICI) recalled that mutual funds 
other than MMFs also routinely use amortized cost to value securities with a remaining 
maturity of 60 days or less.  


Yet, several respondents (AF2i, Axa, Natixis, AFG, CMA) suggested imposing market 
valuation as the rule for MMFs assets. Another respondent (UBS) highlighted its own move 
to mark-to-market as a positive experience. 


Requirements on the use of amortized cost accounting (Q20) 


Respondents agreed with IOSCO to say that the use of amortized cost accounting should be 
subject to conditions and limited to MMFs that adhere to strict standards. When discussing 
additional limits, some respondents disagree with the need for limitation, notably one 
respondent (Fidelity) considered the application of amortized cost accounting to only a 
portion of the MMFs as “not consistent with the approach regulators have taken” and stressed 
that “limiting the use of amortized cost accounting to only a portion of the assets in a MMF 
would remove the benefits at the portfolio level”. 
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Views from Europe were contrasted with regard to the extent of the use of amortized cost 
accounting Respondents from France (Natixis, Axa, BNPP, AFG, Amundi) were in favour of 
imposing a maximum maturity of 90 days for the instruments eligible to amortised cost 
accounting, as well as a materiality threshold (10bp) instrument by instrument; respondents 
also highlighted that it was possible to reduce the maximum maturity for which amortization 
could be used  but with additional costs and no real value added. One respondent from India 
(AMFI) declared that since the maximal residual life allowed to be able to use amortized cost 
accounting was reduced to 90 days in 200923, source of systemic risk has been reduced. One 
respondent indicated (AF2I) that, for those assets that cannot meet market valuation, these 
assets should be isolated in a defined sub portfolio. 


Several respondents (Amundi, AFG, BNPP) provided examples highlighting the risks when 
using amortised cost accounting for long maturities (up to 13 months, as currently authorized 
under European legislation), as the amortized cost may significantly deviate from the 
marked-to-market price, whereas amortized cost provides a reasonable approximate for short 
maturities (below three months). Respondents pointed out that the use of 3-month amortised 
cost helps not capture the “market noise” without diverging too much from the price derived 
from the yield curve. 


This view was not shared by other respondents (EFAMA, IMMFA, HSBC) who considered 
the EU framework (397 days) as satisfactory. One respondent (SWIP) also noted that 
imposing restrictions to all funds could create bias, with funds all buying instruments within 
the new maturity frame to ensure continued use of amortised cost accounting, while being 
tempted to seek higher risks to offset the lower returns.  


Several respondents (SWIP, EADS) noted that it was easier to obtain reliable market prices 
for government securities. Accordingly, a Treasury bill fund can more easily adapt to mark-
to-market pricing (SWIP). 


Several respondents (e.g. CFA) noted that the establishment of limits in terms of maximum 
deviation between amortized cost value and “shadow NAV” together with escalation 
procedures would be helpful. 


IOSCO considers that money market funds should comply with the general principle of fair 
value when valuing the instruments held in their portfolios (Recommendation 4). IOSCO 
acknowledges that in some cases amortized cost accounting may provide appropriate 
estimates. However, IOSCO recommends imposing strict conditions (Recommendation 4).  


IOSCO is aware that a change in the valuation processes may generate some additional costs 
for managers. However, managers already use market prices to monitor the shadow NAV 
and the reference to market prices will provide greater transparency and comfort to 
investors.   


                                                 
23  The limit was reduced to 60 days in February 2012. 
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Section 3:  


Portfolio liquidity (Q21) 


There was large support to impose some liquidity ratios (already imposed by the US SEC and 
by the IMMFA Code of Conduct) by most respondents. 


Several respondents (AFG, BNPP, Amundi, Axa IM, Natixis) answered that they would 
welcome an initiative from regulators to define common thresholds that would harmonise 
liquidity practices in MMFs. These same respondents also stressed the importance of linking 
the definition with the concept of maturity. Thus, they suggested that instruments should 
mature/have callable features within 1-7 days. Finally, it has been suggested that MMFs 
should be required to hold a minimum level of liquidity measured as a one month moving 
average of 10-15% with instruments maturing in less than 1/7 days. Daily monitoring should 
be in place. Some respondents (e.g. Inverco) offered a detailed description of the controls in 
place with regard to liquidity risk at the level of the CIS and at the level of the financial 
instrument. 


Despite this broad agreement for greater liquidity constraints for MMFs, some drawbacks 
were highlighted: 


• Buffers tend to increase a bias towards shortest funding (e.g. CFA) 
• SEC ratios defined in Rule 2a-7 were supported in general but with some variations in the 


levels and definitions of assets, taking into consideration the differences between countries 
(e.g. size of the US Treasury markets) 


• The exclusion or imposition of limits on “illiquid” assets (as included in the US 2a-7 Rule) 
was not seen as advisable 
 


Finally, other respondent suggested imposing strong requirements regarding liquidity risk 
management instead of imposing restrictions on liquidity. One respondent (ACT) also 
mentioned the issue of a sectoral concentration in MMF portfolios, advocating that “a 
diversification by industry sector or geography could help reduce risk”. However, that same 
respondent noted that specific sector allocations could change the “nature” of MMFs and 
remove investor choice. The respondent hinted to industry-agreed uniform definitions of 
sectors and “encouragement for funds to provide this sort of asset breakdown”. 


IOSCO is of the view that portfolio liquidity is crucial to MMF safety. Recommendation 7 
addresses this issue.  


Know your shareholders/customers (Q22) 


Respondents agreed with IOSCO on the importance for managers to know their investor base. 
However, most of them highlighted that even if the intentions of their investors was known, it 
might change under market stress and cause investors to all redeem at the same time. 
Respondents (UBS, Federated) suggested instead focusing on the availability of liquidity in 
the market place. 


A few respondents (Blackrock, HSBC, ATC) proposed to impose limits on the concentration 
of shareholders (e.g., to 5%). Others noted that such thresholds could be breached passively. 
Federated described the efforts made to gather information on large shareholders, noting than 
shareholders, portals and intermediaries have generally been cooperative in this effort. Efforts 
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include questionnaires, meetings with investors, and tracking and modelling actual purchases 
and redemption history.  


The main challenges identified in this option were the practical obstacles to know your 
customers: omnibus accounts, MMF portals, etc… Several respondents (Fidelity, Federated, 
IMMFA) advocated for a specific obligation for omnibus accounts to disclose information 
about the underlying account holders. 


One respondent (HSBC) also suggested requesting the Board of Directors of a fund to define 
a client concentration policy. This policy would set limits on individual client and industry 
concentrations. One respondent (EADS) suggested limiting the holding of a single investor at 
5%. This same respondent also recommended improving the “appropriate information flow” 
by giving the possibility to put orders on MMFs up to one or two weeks ahead of the trading 
date (vs. 24h currently). Another response (Blackrock) suggested implementing “limitations 
on shareholder concentration for publicly offered products, whether directly by regulation or 
by requiring a MMF Board or Trustee to determine an appropriate level of such 
concentration”. Furthermore, “Omnibus accounts and portals would have to provide 
sufficient information about the underlying investors to verify that the rule is not violated or 
otherwise be subject to the same concentration rule themselves”. 


IOSCO acknowledges that responsible entities may have difficulties anticipating the 
behaviour of MMFs’ investors. Nevertheless, MMFs’ responsible entities should establish 
sound policies and procedures to know their shareholders. Market participants should also 
make progress to increase the amount of information available regarding funds’ investor 
base (Recommendation 6).  


IOSCO is not of the view that imposing concentration limits on the investor base is desirable 
or feasible (although it should be part of the good and prudent management of the fund), 
notably because such limits could be breached passively; investor concentrations may also 
vary according to the funds’ profiles.  


Liquidity Fee (Q23) 


Respondents showed a strong opposition to the establishment of a permanent liquidity fee. 
One respondent (Fidelity) highlighted that the ability of redeeming all shares on a daily basis 
was one of the “primary features” that attracted investors to MMFs. Another respondent 
(JITA) stressed that if such fees were to be imposed, then the conditions under which MMFs 
charge redemption fees should be fully disclosed; this same respondent also noted that this 
mechanism may encourage shareholders to engage in a pre-emptive run if they fear that the 
situation may require the fee to be imposed. Some respondents (e.g. Fidelity) noted that “the 
operational challenges and costs of implementing redemption restrictions are extensive and 
extend beyond the control of MMFs and into the realm of service providers and 
intermediaries”. One commentator (Blackrock) noted that, based on inputs from clients in the 
U.S., clients would prefer a floating NAV to permanent redemption restrictions, but most 
would abandon the product if such restrictions were imposed. 


However there was overall support for triggering such liquidity fee in exceptional 
circumstances to ensure the fair treatment of investors (Blackrock refers to “standby liquidity 
fees”), with some discussions regarding the triggers and the role of Boards. On this point, one 
respondent (HSBC) concurred to say that a trigger-based liquidity fee would be a powerful 
mechanism to strengthen MMFs during a financial crisis and to ensure a fair treatment of 
investors. One commentator noted that the use of liquidity fees should be limited to distressed 
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markets and not “as a solution to fund-specific liquidity problems” (CFA). Another response 
(SWIP) noted that regulators should set certain conditions and criteria where the levy must be 
applied. 


One respondent (HSBC) suggested limiting the total number of shares that a fund is required 
to repurchase on any trading day to 10% of the shares in issue. The respondent explained that 
this limitation would be applied pro-rata so that all shareholders redeeming on a particular 
business day realise the same proportion of their shares, pointing out that such a mechanism 
would provide an extended period in which a fund can manage the redemption requests. 


Minimum balance requirements (Q24) 


The vast majority of respondents did not agree with the imposition of a minimum balance 
requirement stressing that it would turn investors away from MMFs, increase the probability 
of a run and that it would cause “enormous operational challenges “(Blackrock). Another 
respondent (CCMC) added that it would also “substantially “increase the company’s 
borrowing costs. 


Other respondents (Natixis, Axa, AFG, BNPP) stressed that this option was only applicable 
in the case of a CNAV MMF and that the investor should pay the current market price every 
time he redeems. 


The risk of run is a key financial stability concern. Mechanisms such as liquidity fees or 
minimum balance requirements would help funds deal with significant redemption pressures, 
for instance in the case of a credit event. Liquidity fees or holdback mechanisms also ensure 
the cost of redemptions is not borne by the remaining investors in the funds. IOSCO 
recommends establishing such mechanisms as additional safeguards to be developed if a 
move to VNAV funds is not workable (see Recommendation 10).  


 Bid price (Q25) 


Respondents were divided on this option. Respondents in favour (CFA, EFAMA, Axa, 
Natixis, BNPP, AFG, Amundi) highlighted that it was a good option especially when market 
is under stress. This valuation method is already used by some French managers to value 
MMFs. One (confidential) response also suggested the introduction of single swinging 
pricing, to be disclosed in the prospectuses, with swing factors being adjusted quarterly and 
thresholds annually. 


Other respondents (IMMFA, IFIA, HSBC, Federated, UBS) disagreed with this option 
stressing that it would cause a reduction in the published price and impose a liquidity fee.  


IOSCO considers that this option may be worth considering but raises specific questions 
which would need to be addressed in the implementation. 


Redemption-in-kind (Q26) 


The majority of respondents disapproved the redemption-in-kind option stressing operational 
challenges, fiduciary responsibility issues and a restrain from investors to invest in MMFs. 
Some respondents (Axa, Natixis, BNPP, AFG) also recalled that redemption-in-kind was not 
allowed for UCITS funds and investors were not always allowed to receive redemption in 
kind. Another respondent (EADS) highlighted that “since not all securities are transferable 
and fully divisible it may create arbitrage opportunities”. Other respondents added that if 
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redeeming investors would receive securities, they would seek to sell them which will lead to 
a decline in the market price of the securities.  


A few respondents (CFA, CMA, State Street) agreed with this option, highlighting that it 
could be an option to explore. One respondent (CMA) also suggested allowing “partial 
acceptance in kind”; another respondent (HSBC) suggested allowing a “pro-rata share of the 
assets of the funds”. One respondent (SWIP) pointed out that redemptions in assets or in-
specie were only feasible for large scale redemptions. Inverco noted that redemptions-in-kind 
in exceptional cases may be allowed in Spain, subject to the regulator’s approval. 


IOSCO acknowledges the practical challenges that redemption-in-kind could cause. For this 
reason, IOSCO recommends using it, amongst other tools, to deal with exceptional market 
conditions and redemptions pressures, to the extent that investors are able to deal with direct 
ownership (Recommendation 9).  


Gates (Q27) 


Respondents mainly disapproved the imposition of gates stressing that it should not be a 
“widespread solution”. Yet, one respondent (IMMFA) suggested empowering MMFs boards 
to gate the fund, if judged to be in the best interest of investors. 


One respondent (HSBC) suggested limiting the total number of shares that a fund is required 
to repurchase on any trading day to 10% of the shares issued. Another respondent (Axa) 
supported gates “in case of complete absence of liquidity in the financial market”. One 
respondent (Inverco) noted that exceptional measures for redemptions are in place, including 
the possibility of requiring a forewarning of 10 days in case of large redemptions and 
allowing partial suspensions if trading of securities that represent more than 5% of MMF net 
assets was suspended or affected. 


Based on comments received and taking into account the differences in the various legal and 
regulatory frameworks, IOSCO considers that MMFs may be able to use gates under stressed 
market conditions (Recommendation 9). As part of “know your shareholders” procedures, 
responsible entities may establish specific safeguards regarding large investors (see 
Recommendation 6). 


Private liquidity facility (Q28) 


The respondents unanimously concurred with IOSCO to say that the establishment of a 
private liquidity facility faces challenges that make the option unworkable. Hence the 
respondents did not support the implementation of this option. Several respondents also 
highlighted moral hazard concerns (CFA). 


Several respondents (IFIA, EFAMA, IMMFA, HSBC) recalled that the US Federal Reserve 
ruled out providing MMFs with access to the discount window via a private liquidity facility 
without MMFs converting into SPBs.  


Only one respondent (CMA) suggested implementing this option. 


Given the challenges associated with the establishment of a private liquidity facility, IOSCO 
did not draw up recommendations on this policy option. 
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Section 4:  


Ratings (Q8, Q29, Q30)  


Most respondents agreed that the reference to ratings in MMF regulation was not good and 
some advocated a removal of such reference (IMMFA, EFAMA, Axa, Natixis, BNPP, AFG, 
AF2I). However, many respondents highlighted the risks and the uncertainly it could create 
for investors in the absence of credible alternative (IMMFA, ACT, Vanguard) and that “the 
use of ratings should not be eliminated or otherwise restricted” (Blackrock) as ratings act as 
“preliminary screens in an independent credit review”. Several respondents (e.g. CMA, 
Blackrock) therefore viewed the preservation of ratings as necessary. One respondent (State 
street) highlighted that the wholesale elimination of ratings could increase rather than reduce 
systemic risk. Another commentator indicated that “the minimal credit risk standard required 
for MMFs is an appropriate regulatory approach to limiting risk for MMF investors” 
(Fidelity). 


With regard to triple-A ratings, views were contrasted. The triple-A rating was viewed as a 
“label” and a few respondents said it should be prohibited (HSBC), although others (ACT) 
said it was very important for investors. Views were also contrasted with regard to the 
usefulness of CRAs as “auditors”. Some respondents mentioned that the triple-A rating 
creates homogeneity among funds and confusion among investors (especially as methodology 
could actually differ from one agency to the other). One respondent (SWIP) suggested 
implementing ratings for fund managers rather than funds, although describing several 
challenges associated with this proposal. This respondent also noted that rating agencies have 
become very intransigent in their application of their methodologies. 


 Some respondents highlighted the circular reference between external ratings (funds must 
invest in instruments rated by the CRAs to obtain the triple-A rating) and the immense 
pressure for funds to maintain AAA rating, with potential herding or cliff effects. However, 
there was scepticism regarding the promotion of different ratings (vs. the current environment 
where almost all rated funds are “triple-A” funds). 


One credit rating agency (Fitch) challenged these views by highlighting the key benefits of 
MMF ratings: the mitigation of risks provided by MMF rating criteria, an objective profiling, 
the ongoing monitoring and the comparable information on rated MMFs. This respondent 
also supported a greater use of the full MMF rating scale and stressed the necessity to better 
educate investors on methodology used by CRAs.  


 Last but not least, several answers highlighted that some CRAs included sponsor support in 
their methodology, which was strongly criticized. Respondents also referred to the case of 
three funds which were recently put under watch because of the apparent lack of support 
from their sponsors, which led to massive redemptions. One CRA (Fitch) disputed these 
views stressing that the “multi-dimensional” role of sponsors in the MMFs was taken into 
account, “including internal controls, investment decision-making, operational support, and 
acting as a potential source of stability to the fund in times of stress”. Finally, one respondent 
(IMMFA) noted the differences in the methodologies of the three main credit rating agencies, 
although this analysis was challenged by one CRA (Fitch).   
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One (confidential) response noted that investors should be made clear that external ratings are 
only one element to take into consideration and suggested that the rating methodology should 
be sent to all investors in a summarized format by the fund providers. 


Considering the importance of ratings in the MMF industry, IOSCO drew up two 
recommendations that aim at avoiding mechanistic reliance to ratings in MMF regulation, 
promoting the internal assessments of the risks by managers and by investors in money 
market funds, increasing the transparency of CRAs’ methodologies and improving investor 
education with regard to MMF ratings (Recommendation 11 and Recommendation ).Further 
work could be done to assess the advantages and risks related to the ratings of funds. 


Other areas to consider (Q31) 


Several respondents from Europe (EFAMA, UBS, IFIA, SWIP, IMMFA), as well as 
respondents from the USA) recommended requiring MMFs to disclose their portfolio 
holdings in a standardised format. Some respondents also suggested disclosure of shadow-
NAV. It was recalled that the SEC already requires monthly portfolio holdings disclosure. 
IMMFA has also issued non-binding guidance to its Members on standardised portfolio 
holdings. 


One respondent (CFA) suggested adopting a clear and visible disclosure regarding the risk of 
investing in MMFs, as well as the importance of disclosure to investors regarding the 
applicable mechanisms against runs and breaches of regulatory thresholds of deviation in 
valuation. 


Several respondents encouraged a greater use of stress testing (EFAMA, AFG, SWIP). For 
instance, one commentator (SWIP) suggested “the implementation of periodic stress tests that 
would analyze the risk profile of a fund by “re-pricing” the entire fund”; this asset manager 
conducts such stress tests on a weekly basis. 


One commentator (EADS) advocated for clear guidance regarding the maximum 
concentration of an issuer, “preferably also reflecting the credit rating (…) and the size of 
such issuer” as well as a “consolidation of issuers belonging to one group of companies”. 
This same respondent noted that some MMFs do not appropriately consider the size of an 
issuer and some MMFs can be considered as one of the largest lenders to small issuers (we 
refer to Question 21 above where a similar comment was made). Another respondent 
highlighted the need for “more specificity on portfolio diversification requirements” 
(Federated). This respondent also suggested enhanced supervisory analysis, with 
consideration of “red flags” such as unusual growth or portfolio returns, and portfolio 
exposure to particular issuers.   


One contribution suggested requesting funds to publish “living wills” (SWIP), specifying the 
process around which a fund would close, as well as the options available to investors and 
likely timescales. 


Several recommendations address the issues identified by respondents, as well as some of the 
suggestions made. Notably: 


Recommendation 14 emphasises the need for appropriate disclosure in fund documentation. 
The use of stress testing is addressed in Recommendation 8. Concentration risk is addressed 
in Recommendation 2. 
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IOSCO does not consider the public disclosure of shadow-NAV and portfolio holdings as 
necessary. Public disclosure may also exacerbate run risk as investors could overreact if the 
risk evaluation on a fund suddenly changes. With regard to the periodic reporting to 
regulators of the funds’ portfolio holdings, while such reporting (already in place in the 
United States and in other jurisdictions) would be clearly beneficial to monitor risks and 
interconnections in the financial system, this may have the unintended consequence of 
leading investors to think that the regulator is monitoring the MMFs and would be able to 
intervene to prevent losses. Depending on the different monitoring models and systems in 
place, regulators may need to consider expanding their monitoring capabilities.    


Global or regional solution? (Q32) 


Most respondents highlighted that a global solution was an objective but was not realistic, 
given the differences among countries. Several respondents (IFIC,IIFA) opposed a “one size 
fits all” approach  since they considered that “the implementation on a national level of a 
regulatory approach promoted by IOSCO that does not take into account the unique 
characteristics of a particular jurisdiction’s money market fund industry could create 
unintended adverse consequences, rather than help mitigate risks” (IIFA). 


However, several respondents were in favour of defining a minimum set of principles 
(Fidelity, IMMFA, HSBC, AMFI), or “guiding principles” (Vanguard). Other commentators 
(AFG, BNPP, Axa, Natixis) stressed the importance of having the same underlying rules if 
IOSCO decided to back a same level playing field. 


The objective of IOSCO’s recommendations is to establish internationally agreed standards 
for the regulation of MMFs. IOSCO acknowledges that there are important differences 
between jurisdictions and that the implementation of its recommendations may vary from 
country to country. 
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May 28, 2012 


International Organization of Securities Commissions (IOSCO)  
Calle Oquendo 12 
28006 Madrid 
Spain 


Submitted via e-mail to: MoneyMarket@iosco.org 
 
Re:   Comments on IOSCO Consultation Report on Money Market Fund Systemic Risk 


Analysis and Reform Options  
  


Fidelity Investments (“Fidelity”)1 appreciates the opportunity to provide comments to the 
International Organization of Securities Commissions (“IOSCO”) on its consultation report on 
Money Market Fund Systemic Risk Analysis and Reform Options (the “Report”).2  Fidelity is 
the largest money market mutual fund (“MMF”) provider in the United States, with more than 
US$415 billion in MMF assets under management.  Funds we manage represent more than 16% 
of MMF assets in the United States (as of March 31, 2012) and more than 9% of MMF assets 
worldwide (as of December 31, 2011).  More than nine million customers, who include retirees, 
parents saving for college and active investors, use Fidelity’s MMFs as a core brokerage account 
or cash investment vehicle.  Continued viability of MMFs is important to investors, issuers and 
financial markets, and it is important to us. 


MMFs are subject to extensive oversight and regulation in the United States under the 
Investment Company Act of 1940, together with the rules promulgated thereunder.  These 
comprehensive regulations and rules encompass portfolio construction, investor protections, 
extensive disclosure requirements, and broad financial reporting and recordkeeping 
requirements.  In addition, mutual fund investors are afforded protections under state law and 
                                                      


1 Fidelity was founded in 1946 in the United States and is one of the world’s largest providers of financial services, 
with assets under administration of US$3.7 trillion, including managed assets of US$1.6 trillion.  Fidelity provides 
investment management, retirement planning, portfolio guidance, brokerage, benefits outsourcing and many other 
financial products and services to more than 20 million individuals and institutions, as well as through 5,000 
financial intermediary firms.  FIL Limited (“FIL”), doing business as “Fidelity Worldwide Investment,” is a separate 
company established in 1969, with offices in London and other European cities, Asia, and Australia.  FIL is not a 
subsidiary of Fidelity nor is it controlled by Fidelity. 


2 Money Market Fund Systemic Risk Analysis and Reform Options, CR07/12, Technical Committee of IOSCO (Apr. 
27, 2012), available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD379.pdf. 



http://www.iosco.org/library/pubdocs/pdf/IOSCOPD379.pdf
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other federal statutes, such as the Investment Advisers Act of 1940, the Securities Act of 1933 
and the Securities Exchange Act of 1934.  
 


As the largest advisor of MMFs in the United States, we are writing to provide our view 
regarding the best approach to MMF regulation worldwide.  We believe that certain key features 
and principles offer the greatest protections to investors while enabling MMFs to play an 
important role in the capital markets.  These practices include constraints on the liquidity, 
maturity, diversification, and credit quality, as well as transparency of a MMF’s portfolio and 
clear governance arrangements for MMFs, all of which have proven effective in increasing the 
resilience of MMFs.  We urge IOSCO, the Financial Stability Board, and other regulators 
globally to think about MMF regulation with these key concepts in mind:   


 
 Liquidity Requirements: 


o Minimum of 10% of portfolio assets available in overnight cash (daily liquid assets). 
o Minimum of 30% of portfolio assets available within one week (weekly liquid 


assets). 
o Maximum of 5% of portfolio assets may be invested in illiquid securities (securities 


that cannot be sold or disposed of within seven days). 
 
 Maturity Restrictions:  


o Maximum weighted average maturity of 60 days. 
o Maximum weighted average life of 120 days. 
o Maximum maturity per instrument of 397 days. 


 
 Portfolio Credit Quality Requirements and Diversification & Concentration Restrictions: 


o Securities must represent minimal credit risk. 
o Advisor must conduct independent research and not rely on credit rating agencies. 
o Limitation of exposure to any single issuer. 


 
 Governance Controls: 


o Vigorous oversight of MMF and fund advisor by fiduciary trustees. 
o Pre-ordained orderly liquidation plan for a fund in distress. 
o Use of amortized cost accounting provided that a fund is managed within strict 


guidelines. 
 
 Transparency to Investors, Regulators and Markets: 


o Frequent disclosure of portfolio holdings and portfolio characteristics with 
appropriate lag. 


o Regular disclosure of market value NAV with appropriate lag. 
 
 Periodic Stress Testing: fund managers must examine and report to the board a MMF’s 


ability to maintain a stable NAV (for CNAV funds) in response to certain events.   
 
We note that the Report seems to presume that MMFs present risks to the financial 


system and that additional reform is needed.  We do not agree with those presumptions, which 
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are asserted, but unsubstantiated, in the Report.  Importantly, we believe that all costs and 
benefits should be enumerated and evaluated before regulators seek to make further structural 
changes to a well-functioning investment vehicle that serves the needs of short-term investors 
and borrowers.3  Additional reforms should be carefully considered prior to implementation to 
ensure that they are consistent with creating a stronger, more resilient product, without imposing 
harmful, unintended consequences on financial markets or on the global economy. 


 
QUESTION 1 


Do you agree with the proposed definition of money market funds?  Does this definition 
delimit an appropriate scope of funds to be potentially subject to the regulatory reform 
that the FSB could require to be put in place, with an objective to avoid circumvention and 
regulatory arbitrage? 


The Report defines a MMF as “an investment fund that has the objective to provide investors 
with preservation of capital and daily liquidity, and that seeks to achieve that objective by 
investing in a diversified portfolio of high-quality, low duration fixed-income instruments.”4  
While the definition highlights some of the key characteristics of a MMF, we recommend that 
IOSCO and the FSB adopt a more specific definition.  We recommend the following definition: 
“An investment fund that has the objective to provide investors with preservation of capital and 
daily liquidity; that seeks to achieve that objective by investing in a diversified portfolio of high-
quality, low duration fixed-income instruments; and that is subject to at least the following 
constraints: 


 A maximum weighted average maturity of 60 days; 
 A maximum weighted average life of 120 days; 
 A maximum maturity per instrument of 397 days; 
 A minimum of 10% of portfolio assets available in overnight cash (daily liquid assets);  
 A minimum of 30% of portfolio assets available within one week (weekly liquid assets).” 
 


With respect to the appropriate scope of funds to be subject to the regulatory reform, the Report 
indicates that the target products are “investment funds marketed as ‘money market funds’ as 
well as collective investment schemes (CIS) which use close terminologies for their marketing 
(e.g., ‘cash’ or ‘liquid’ funds) or which are presented to investors and potential investors as 
having similar investment objectives,”5 and that the, “definition is not intended to cover non-
MMFs (e.g. short-term bond funds).”6  We agree with this approach to exclude short-term bond 
                                                      


3 We note that three of the Commissioners of the U.S. Securities and Exchange Commission recently requested that 
IOSCO withdraw the Report for further consideration and stated that the Report does not reflect the views and input 
of a majority of the five-member Commission.  The statement from Commissioners Aguilar, Gallagher and Paredes 
is available at: http://www.sec.gov/news/speech/2012/spch051112laatapdmg.pdf.  
4 Report at 1. 


5 Id. at 3. 


6 Id. 



http://www.sec.gov/news/speech/2012/spch051112laatapdmg.pdf
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funds and support a definition that only include funds that use “cash” or “money market” in their 
fund name.  
 
We think investors will benefit from having a common definition of MMFs that is well 
understood and clearly regulated.  That said, as daily participants in the broader money markets, 
we remain concerned with the narrow regulatory focus on MMFs.  First, the Report does not 
critically examine the Financial Stability Board’s (FSB) assertion that MMFs are part of 
“shadow banking.”  In fact, MMFs are the antithesis of shadow banking because portfolio 
characteristics and holdings are transparent to investors – certainly much more so than actual 
banks.  Second, as the FSB notes, even if MMFs were included in a definition of shadow 
banking, more than 90% of shadow banking assets are invested outside of MMFs in unregulated 
pools, funds and other vehicles.7  In particular, the FSB estimates the size of MMFs globally at 
US$4.8 trillion while calculating the shadow banking system at more than US$60 trillion, as of 
2010.8   We recognize that the FSB asked IOSCO to “examine regulatory action related to 
MMFs”, but believe that regulators would do much more to reduce the possibility of systemic 
risk in the money markets in particular (and capital markets more generally) by focusing first on 
these unregulated areas before trying to force structural changes onto MMFs.  Thus, we think 
more focus should be placed on the FSB’s third workstream that “will examine shadow banking 
entities other than MMFs” as those unregulated vehicles merit more attention.9 
 
QUESTION 2 


Do you agree with the description of money market funds’ susceptibility to runs?  What do 
you see as the main reasons for this susceptibility? 


The Report states that “because investors have come to regard MMFs as extremely safe vehicles 
that meet all withdrawal requests on demand (and that are, in this sense, similar to bank 
deposits), MMFs have attracted highly risk-averse investors (possibly more so in the case of 
constant-NAV funds) who are particularly prone to flight when they perceive the possibility of a 
loss.”10  The Report, however, does not offer any data to support this conclusion.  Furthermore, 
we note that VNAV funds in Europe in fact experienced similar redemption pressures during the 
financial crisis.11  


                                                      


7 Financial Stability Board, Shadow Banking: Strengthening Oversight and Regulation, October 27, 2011, available 
at www.financialstabilityboard.org/publications/r_111027a.pdf. 


8 Id. at 8-9. 


9 Id. at 4-5. 


10 Report at 6. 


11 See Stephen Jank and Michael Wedow, Sturm und Drang in Money Market Funds: When Money Market Funds 
Cease to Be Narrow, Deutsche Bundesbank Discussion Paper, Series 2: Banking and Financial Studies, No. 
20/2008, [hereinafter Jank and Wedow] available at, 
http://www.bundesbank.de/download/bankenaufsicht/dkp/200820dkp_b_.pdf. 



http://www.bundesbank.de/download/bankenaufsicht/dkp/200820dkp_b_.pdf
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Investors buy and redeem MMF shares for many reasons, ranging from a fund’s yield and fees to 
changes in an investor’s personal circumstances and investment strategies.  During the financial 
crisis of 2007-2008, which was a time of unprecedented financial instability that resulted in a run 
on the commercial paper market, MMFs actually served as a safe haven for investors.  In fact, 
MMF assets increased by nearly US$1.0 trillion during this period, demonstrating investor 
confidence in MMFs.12  Moreover, redemptions out of MMFs in 2008 were not so much a run as 
a rapid reallocation of MMF holdings from non-government “prime” MMFs to government 
MMFs.  As a result, prime MMFs had to sell much of the commercial paper they held to meet 
redemptions, which created pressure on banks and the bank commercial paper market.   
 
In 2010, the U.S. Securities and Exchange Commission (“SEC”) adopted amendments to Rule 
2a-7, the rule governing U.S. MMFs, that we believe have made MMFs less susceptible to runs.  
U.S. MMFs now hold investment portfolios with lower risk and greater transparency, serving to 
reduce the incentive of shareholders to redeem.  They also hold higher levels of liquidity, 
enabling them to handle large, unexpected redemptions in the rare instances when they do occur.  
Moreover, U.S. MMF boards now have the power to suspend redemptions in a fund, thereby 
facilitating orderly liquidation.  All of these changes reduce the likelihood that U.S. MMFs will 
be forced to sell securities in times of market stress, which in turn reduces the risk of contagion. 
 
While much remains to be learned about the effects of the SEC’s new regulation, a significant 
market test of the regulation occurred in the summer of 2011.  During this period of extreme 
market volatility caused by the debt crisis in Europe, the U.S. debt ceiling showdown and the 
downgrade of the U.S., MMFs were able to satisfy large redemptions, without suffering negative 
impacts to NAVs.   
 
Two key changes from the 2010 changes help U.S. MMFs successfully navigate those turbulent 
times.  First, the funds have massive liquidity positions due to the daily and weekly liquidity 
requirements.  Second, because of the frequent disclosure of portfolio holdings, investors had 
transparency into every security held by each U.S. MMF. 
 
QUESTION 3 
 
Do you agree with the description of the role of money market funds in short-term money 
markets?  To what extent this role may create risks for short-term funding markets and 
their participants? Are there changes to be taken into account since the 2007-2008 
experience?  What are the interdependencies between banks and MMFs and the risks that 
are associated? 
 
As the Report states, U.S. MMFs are important providers of short-term funding to financial 
institutions, non-profit organizations, businesses and governments.  Issuers of short-term debt 
instruments include governments and their agencies, corporations, hospitals, colleges, banks, and 
U.S. state and local municipalities.  Investors in U.S. MMFs include corporations, municipalities, 


                                                      


12 ICI Statistical Data. 
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pension plans, trust funds, hospitals, universities, and individuals.  Investors are attracted to U.S. 
MMFs because the funds provide a stable, constant NAV and daily access to funds, while also 
offering a competitive yield versus bank deposits and direct investments.   
 
U.S. officials recognized this fact in the Report of the President’s Working Group of Money 
Market Fund Reform Options (“PWG Report”), stating that “MMFs are the dominant providers 
of some types of credit, such as commercial paper and short-term municipal debt, so a significant 
contraction of MMFs might cause particular difficulties for borrowers who rely on these 
instruments for financing.”13   
 
The Report also discusses U.S. MMFs’ exposure to European banks both before and after the 
Eurozone sovereign debt crisis in the summer of 2011, noting a 33% decrease in the funds’ 
exposure.14  The Report goes on to conclude that “[t]he withdrawal of this U.S. MMF funding 
over a relatively short time period had several important implications for the sourcing of dollar-
denominated funding of European banks and their dollar-denominated operations.  Tensions on 
EUR/USD cross-currency basis swaps over the summer of 2011 also led central banks to 
announce dollar liquidity measures...”15  We disagree with the suggestion that the exposure 
MMFs had to European banks ultimately led central banks to modify their practices.  First, banks 
have acknowledged their exposure to European debt (though without providing specific holdings 
information) and, like MMFs, reduced their exposures to avoid risk.  Second, the reason the 
Report was able to provide such precise information on MMFs’ exposure is because U.S. MMFs 
must comply with portfolio holdings disclosure requirements, which make this information 
publicly available.  Banks, however, do not have the same disclosure requirements and, 
consequently, we do not know how much they owned.  Third, the Report draws its conclusion 
without providing any proof or data to demonstrate it.  We urge the regulators to refrain from 
making policy decisions surrounding MMFs without reliable empirical data or evidence.  We 
strongly encourage securities regulators from all IOSCO jurisdictions to undertake an empirical 
analysis of MMFs structures in their region.  The Report’s focus on the most transparent type of 
MMF, the U.S. MMF, will likely lead to inefficient and ineffective regulatory responses. 
 
QUESTION 5 
 
Do you agree with the description of MMF benefits?  Are there other benefits of MMFs for 
investors than those outlined in this presentation?  What are the alternatives to MMFs for 
investors?  How has investor demand for MMFs recently evolved?  What would lead 
investors to move away from MMFs to other financial products? 


                                                      


13 Report of the PRESIDENT’S WORKING GROUP ON FINANCIAL MARKETS, MONEY MARKET FUND REFORM OPTIONS 
(Oct. 2010) at 21, available at http://www.treasury.gov/press-center/press-
releases/Documents/10.21%20PWG%20Report%20Final.pdf. 


14 Report at 7. 


15 Id. 



http://www.treasury.gov/press-center/press-releases/Documents/10.21%20PWG%20Report%20Final.pdf

http://www.treasury.gov/press-center/press-releases/Documents/10.21%20PWG%20Report%20Final.pdf
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We fully agree with the Report’s description of MMF benefits and the funds’ importance for 
investors.  As the Report notes, “MMFs are especially important for large institutional cash pools 
which have ‘outsourced’ all or a portion of their cash management operations to MMFs as a way 
to manage cash more efficiently and to find investment alternatives to insured bank deposits or 
direct holdings of securities.”16  We believe that this example demonstrates the importance to 
investors of having an alternative to bank deposit products to invest cash balances. 
 
Fidelity recently conducted research into the views of retail and institutional U.S. MMF 
investors.17  Retail and institutional investors overwhelmingly indicated that they first and 
foremost invest in U.S. MMFs for safety of principal and liquidity, while yield is a secondary 
consideration.  Retail investors revealed that they use U.S. MMFs as a complement to bank 
deposit products and not as a replacement for these government-guaranteed vehicles.   
 
In addition, a vast majority of retail and institutional U.S. MMF investors indicated a preference 
for keeping the stable $1 NAV and any MMF reform measures that would reduce liquidity or 
require the NAV to float could cause a significant number of retail and institutional investors to 
shift assets out of U.S. MMFs into banks and other short-term investment vehicles.  We 
anticipate that this would result in even more concentration of cash in banks, which would put 
even greater strain on an already overextended U.S. federal guarantee system.  Beyond bank 
deposit products, investors would be forced to look at other investment instruments that have 
greater risk and do not provide the same transparency and comprehensive regulatory protections 
as MMFs.  These alternatives include investing directly in short-term instruments or certificates 
of deposit.  Greater bank deposits would increase the bank concentration risk for the global 
economy.  A rise in direct investments of money market securities would cause short-term 
investors to have non-professionally managed portfolios that would be less diversified, less 
regulated and poorly optimized as compared to MMFs.  The risk that assets will shift from more 
regulated jurisdictions, companies and products to those that are less regulated is widely 
acknowledged.  The PWG Report highlights this risk in discussing the unintended consequences 
and limited effectiveness of partial MMF reforms.18  
 
Other options that we believe would lead investors to move away from U.S. MMFs include 
capital requirements and redemption restrictions, which we discuss in our responses to questions 
13 to 15.   
 
QUESTION 6 


Do you agree with the proposed framework comparing money market funds and bank 
deposits?  Are there other aspects to consider? 
                                                      


16 Id. at 9. 


17 Fidelity 2011 Survey, available at http://www.sec.gov/comments/4-619/4619-116.pdf. 


18 See, e.g., PWG Report at 4, 6, 8, 21, and 33 n.29. 



http://www.sec.gov/comments/4-619/4619-116.pdf
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Banks and MMFs are fundamentally different.  Each has its own business model, risk profile, 
risk management approach, and set of key constituents.  We have set forth below a list of some 
of the ways in which banks and U.S. MMFs differ: 


Transparency 
 
 MMFs are extremely transparent investment vehicles that must disclose all of their 


holdings monthly, including par amount, value, maturity date and coupon rate.  Banks are 
opaque and do not disclose all of their assets or their securities portfolios, do not mark to 
market all of their assets, and engage in off balance sheet transactions. 


 
Liquidity 
 
 MMFs have daily and weekly liquidity requirements.  Until Basel III is fully 


implemented, banks do not have liquidity requirements.   
 No more than 5% of a MMF’s assets may be in illiquid securities, while banks own real 


estate and other very illiquid assets. 
 
Portfolio Composition 
 
 MMFs can buy only very short dated high quality U.S. dollar denominated securities, 


while banks can buy any quality, even distressed quality, long dated securities in any 
currency. 


 MMFs must have a weighted average maturity of no more than 60 days and a weighted 
average life of no more than 120 days.  Banks are not restricted with respect to the 
maturity of their securities portfolio or other assets. 


 MMFs do not engage in leverage, while banks are consistently highly levered.  
 MMFs do not purchase complex swaps and other derivatives, while banks buy and sell 


credit default swaps, options and synthetic securities and take long and short positions. 
 


Risk and Return 
 
 MMFs pass through market rates to their shareholders, while banks try to earn their cost 


of capital by investing in complex securities.  
 While MMFs are managed to experience no losses, banks expect to incur losses in their 


loan books.  
 MMFs are required to stress test their portfolios regularly, while large banks are 


uniformly subject to stress tests.   
 
Customer Expectations  


 
 MMFs in the U.S. are not guaranteed by the U.S. government or reliant on the 


government’s safety net, while bank deposits up to US$250,000 are guaranteed by the 
U.S. Federal Deposit Insurance Corporation.   


 Risk and return preferences between MMF shareholders and bank depositors differ.  
MMF shareholders make a conscious decision to forego deposit insurance in return for 
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the potential to earn the higher, market-based returns that these funds typically provide. 
Bank depositors make an equally informed decision to generally accept lower, 
administered rates in order to benefit from the certainty provided by federal deposit 
insurance. 


 
Alignment of Interests 
 
 In the MMF business, shareholders and customers are one and the same – a single 


constituent in a narrowly focused product.  This ensures that economic interests of 
shareholders and the adviser are closely aligned.  Conversely, there are multiple 
constituents in the banking business with varying, and at times opposing, economic 
interests that can lead to trade-offs and less optimal outcomes for some constituents. 


 The MMF business model involves fee-based fiduciary management of client interests in 
a diversified pool of high quality assets.  The banking business model, on the other hand, 
involves putting bank capital at risk via maturity transformation and credit extension.  


 
 
QUESTION 8 


What is the importance of ratings in the MMF industry?  What is the impact of the 
monitoring function of credit rating agencies for MMFs?  What are the potential systemic 
risks associated with ratings in the MMF industry? 


The use of ratings is a clear, objective standard through which regulators can establish MMF 
eligibility standards and distinguish between first and second tier securities.  Because this 
objective standard is applied consistently across all MMFs in the United States, it provides 
protection for investors, predictability for issuers, and general stability for the money market 
industry.   


Fidelity shares the view of various regulators and market participants that MMF boards (or their 
delegates, as applicable) should not merely rely on credit ratings to establish whether a particular 
security or issuer represents an appropriate investment for MMFs, and we believe that current 
U.S. regulations already appropriately prohibit such reliance.  The ratings requirement simply 
encourages a minimum and uniform level of credit quality of securities held by U.S. MMFs 
across the money market industry.  The minimal credit risk requirement provides a strong 
standard of credit-worthiness that cannot be based on ratings, which helps ensure that ratings do 
not play an overly significant role in determining which securities may be purchased by a U.S. 
MMF. 


We believe that the objective standard for using credit rating agencies has been an effective 
means of ensuring that U.S. MMFs continue to be a safe, transparent and predictable vehicle for 
investors and we support maintaining this standard. 
 
QUESTION 9 


Are existing rules adequately addressing risks regarding the management of collateral 
from money market funds?  What are the risk management processes currently in place 
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with regard to repo and securities lending transactions?  Do MMFs present unique issues 
with regard to their use of repo markets or would general policy recommendations that the 
FSB may issue regarding repo markets be applicable? 


With leadership from the Federal Reserve Bank of New York, a Task Force on Tri-Party Repo 
Infrastructure Reform was formed in 2009 to explore methods that might reduce potential risk in 
the tri-party repo (or repurchase agreement) market.  That group produced a number of 
recommendations with the goals of reducing the amount of intraday credit provided by the two 
clearing banks in the repo market and helping MMFs and other repo buyers better prepare for the 
possibility of a repo counterparty default.  The Task Force has made proposals tied to these 
recommendations that will result in significant changes to the tri-party repo market.19 


First, the Task Force recommended, and the banks adopted, a policy that delays the timing of the 
daily unwind of cash and collateral on the tri-party repo platform.  This is effective in assuring 
that lenders on the platform can identify the collateral backing their loans at any given time and 
reduces the length of time dealers and clearing banks are exposed to each other. 


Second, a process of auto-substitution has been adopted, which allows dealers to substitute 
collateral from tri-party repo deals without having to unwind the entire transaction.  This 
program assures that any securities moved out of a collateral position are replaced with cash or 
collateral of equal or greater value than the collateral that the borrower removes. 


Third, tri-party repo trades are now subject to a process of three-way confirmation between 
investors, dealers and clearing banks that ensures that all parties have a clear understanding of 
the terms of the loan and the underlying collateral. 


Fourth, monthly reporting activity in the tri-party repo market is now available online and 
encompasses the size of the market, collateral breakdowns, dealer concentrations, and margin 
levels.  All of this information provides further transparency into the repo market. 


We note that U.S. MMFs are distinct from other lenders in the repo market.  U.S. MMFs only 
enter into repos with counterparties that represent minimal credit risk, regardless of the 
collateral.  Regulations require the funds to evaluate all counterparties and only permit them to 
enter into transactions with those counterparties that meet high minimal risk standards, which 
ensures that the funds deal only with the highest quality counterparties. 
 
QUESTION 12 


Do you agree with the benefits of imposing a mandatory move from CNAV to VNAV, 
which would amount to prohibiting the use of amortized cost valuation for any securities 
held by a MMF? Are the challenges identified in the US context valid in other jurisdictions 
currently authorizing CNAV funds? How could these challenges be overcome?  
                                                      


19 Report, Task Force on Tri-Party Repo Infrastructure, Payments Risk Committee (May 17, 2010), available at, 
http://www.newyorkfed.org/prc/report_100517.pdf, and Final Report, Task Force on Tri-Party Repo Infrastructure, 
Payments Risk Committee (February 15, 2012), available at 
http://www.ny.frb.org/tripartyrepo/pdf/report_120215.pdf. 



http://www.newyorkfed.org/prc/report_100517.pdf

http://www.ny.frb.org/tripartyrepo/pdf/report_120215.pdf
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We do not support imposing a mandatory move from CNAV to VNAV for MMFs.  Such a move 
would result in prohibiting the use of amortized cost valuation for securities held in MMFs, 
which would reduce investor choice for investment of cash.  Imposing a VNAV on MMFs will 
create, rather than reduce, systemic risk by increasing concentration of short-term assets in the 
banking system.  We are not aware of empirical evidence to support the belief that in a period of 
market turmoil, funds with VNAVs would be at lower risk of significant redemptions from 
shareholders.  In fact, during the financial crisis, VNAV funds in Europe experienced redemption 
pressures similar to CNAV funds.20  Our research does show that a significant percentage of U.S. 
MMF shareholders, particularly institutional shareholders, would redeem holdings in these funds 
if they adopted a VNAV.21   


Fidelity believes that, as a VNAV is hugely unpopular with the millions of individual and 
institutional MMF shareholders, mandating a shift to VNAV would result in massive fund 
outflows.  With a VNAV, investors could expect an increase in tax, accounting, and record-
keeping requirements.  Moving to a VNAV would limit the number of available investment 
product options, potentially resulting in higher costs and lower returns for investors.  This would 
decrease choices for short-term savers and limit their opportunity for market returns on cash.  
Moreover, under many U.S. state laws and regulations, municipalities, insurance companies and 
others are authorized to invest in MMFs only if the funds maintain a CNAV.  Sponsors of 
retirement plans also may be reluctant to include VNAV MMFs as a cash investment option in 
group retirement plans.  Finally, short-term financing for corporations, financial institutions and 
governments will be more expensive and less available if MMFs are forced to convert to a 
VNAV.  MMFs serve as a reliable source of direct short-term financing for the U.S. 
Government, domestic and foreign banks, financial and non-financial corporations and municipal 
issuers (including state and local governments in the U.S. as well as universities and hospitals).  
The decrease in investor demand for MMFs likely to result from moving to a VNAV would 
significantly limit the availability of this important source of short-term funding.  This will result 
in higher borrowing costs that will ultimately be passed through to taxpayers and consumers, 
leading to negative impacts across the U.S. and global economies.    
 
Fidelity recommends that further discussions on MMF reform exclude consideration of this 
option.  We recognize that the European market has developed VNAV MMFs that invest in 
longer-term securities.  These funds are more similar to short-term bond funds and are available 
to investors if such an investment meets their needs.  Mandatory conversion of CNAV short-term 
cash investment funds to a VNAV structure is not a reform option that Fidelity supports. 
 
QUESTION 13 


What would be the main effects of establishing a NAV-buffer? What would be the most 
practical ways to implement such buffers? Should various forms of NAV- buffers be 
allowed or should regulators favor a single option? What would be a realistic size of the 
                                                      


20 See Jank and Wedow.  


21 See Fidelity 2011 Survey. 
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NAV-buffer and what would be the impact in terms of costs for running MMFs? In the 
case of subordinated shares, could the option be seen as creating a securitization position, 
with associated requirements in terms of retention? 


With respect to the various NAV buffer structures under consideration, we have particular 
concerns with the subordinated share class option.  As the Report notes, “fund sponsors may be 
unable to raise enough capital to purchase the shares, if required, or to make obligatory capital 
calls, which would impair the proper functioning of the subordinated share mechanism to stem 
systemic risk.”22  Fund advisors could not pass through the costs of the buffer to shareholders 
without shareholder approval.  The likelihood of shareholders approving a fee increase for this 
purpose is unlikely and, instead, we believe that shareholders will redeem out of MMFs and 
invest in alternative products.  Consequently, a subordinated share class model may force MMF 
advisors to exit the business of managing MMFs. 


It is highly speculative that any market will develop for such subordinated shares.  Even if such 
market demand existed initially, we believe it is very unlikely that such a market would be deep 
and liquid in times of market stress.  In other words, any market that developed would be quite 
fragile, and likely to cease functioning when it is most necessary.  This approach essentially 
would redirect a stable stream of income from a MMF that invests in high-quality, low maturity 
instruments with no leverage to levered investors seeking a significant return on longer-term 
investments.  Such an approach does not seem to contribute to systemic stability. 


In addition, the ability to initially issue a subordinated share class will require significant 
infrastructure and expense, which will create a drag on the fund’s yield.  Larger fund advisors 
will have an advantage over smaller advisers because these costs can be more readily absorbed 
by larger funds.  Furthermore, the secondary market, if any develops, will not only favor strong 
risk managers, but will also favor brand names and larger issues that are perceived to have 
greater liquidity.  Finally, this structure also invites potential conflicts between senior and 
subordinated shareholders, which is further complicated if the fund advisor invests in the 
subordinated shares.  Fidelity does not support a subordinated share class model. 
 
 
QUESTION 14 


Do you agree with the description of the challenges associated with the establishment of a 
private insurance? Are there ways to address them? 


We agree with the challenges that the Report identifies with respect to establishing private 
insurance for MMFs.  Capacity and cost are the two primary challenges inherent in such a 
proposal.  As the Report states, “[r]isk-based pricing would be instrumental to the viability of the 
MMF insurance system, but might be difficult to achieve in practice.”23  We believe that the cost 
of insurance would make MMFs unattractive for investors and unsustainable for MMF advisors.  
                                                      


22 Report at 17. 


23 Id. at 19. 
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For these reasons, Fidelity does not support an insurance requirement (either private or 
government) for MMFs. 
 
QUESTION 15 


Do you agree with the description of the challenges and potential second-round effects of a 
conversion of MMFs into special purpose banks? Are there ways to circumvent those 
effects? 


The Report also raises the possibility of converting MMFs into special purpose banks subject to 
banking oversight and regulation because of “the functional similarities between MMF shares 
and bank deposits and the risk of runs on both.  As banks, MMFs could have access to 
government insurance and lender-of-last-resort facilities and would be subject to a well-
understood regulatory framework for the mitigation of systemic risk that may include bank-like 
regulation such as capital reserve requirements and insurance coverage.”24  We believe that 
transforming MMFs into banks would decrease short-term funding options for governments, 
corporations and non-profit organizations.  Moreover, this option would increase costs and 
introduce greater risks to the U.S. financial system by creating homogeneity in the financial 
regulatory scheme and reliance on the bank business model for all short-term cash investments.  
More than 430 banks have failed in the U.S. alone since the financial crisis in 2008 despite the 
oversight support suggested under this model and the extraordinary steps taken by the U.S. 
government to support the banking industry in response to the crisis.25  As compared to banks, 
MMFs are an investment product that provides an alternative cash option for investors and a 
diversified funding source for issuers.  As noted in the response to question 6, there are 
significant differences between banks and MMFs.  Fidelity believes that this differentiation 
benefits the financial system as banks and MMFs both have important, but distinct, roles.  As a 
result, we would not support converting MMFs into special purpose banks. 
 
QUESTION 16 


What are the main advantages and drawbacks of two-tier system(s)? Would it be sufficient 
to address the risks identified? What could be the conditions applicable to CNAV funds? 
What could be the potential impact on investor demand? Should certain funds be exempted 
from certain risk limiting conditions due to their holdings?  


Fidelity does not support any form of a mandatory VNAV structure for MMFs. 
 


                                                      


24 Id. at 20. 


25 Federal Deposit Insurance Corporation, Failed Bank List, available at 
http://www.fdic.gov/bank/individual/failed/banklist.html (last visited May 23, 2012). 



http://www.fdic.gov/bank/individual/failed/banklist.html
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QUESTION 17 


Do you agree with the suggestion that reserving CNAV funds for only certain investors (i.e. 
retail or institutional investors) would face practical challenges and would not be sufficient 
to address the risks identified?  


Fidelity does not support any form of a mandatory VNAV structure for MMFs. 
 
QUESTION 18 


Regarding the different structural alternatives described in Section 1, what are the benefits 
and drawbacks of the different options described above? How could they be prioritized? 
What are the necessary conditions for their implementation?  


We do not support the options described in Section 1. 
 
QUESTION 20 


Should the use of amortized cost accounting be limited, and, if so, how? Are general 
restrictions on funds’ WAM or WAL preferable? Are there practical impediments (e.g. 
availability of prices) to imposing stricter requirements on the use of amortized cost 
accounting than current existing regimes? What would be the potential effects on MMFs’ 
investment allocation and short-term funding markets? What monitoring should be 
implemented? What conditions are advisable? In particular, please describe the rationale, 
feasibility and effects of limiting the residual maturity of instruments to [30-60-90-other] 
days. What materiality threshold could be proposed?  


Limiting the use of amortized cost accounting to only a portion of the assets in a MMF would 
remove the benefits at the portfolio level and be similar to the imposition of a VNAV 
requirement.  Securities regulators from many jurisdictions have become comfortable with the 
use of amortized cost accounting based on the risk limiting features of MMFs, including the high 
credit quality of the instruments, short maturity of the portfolio, diversification of the exposures 
and transparency of the holdings.  Applying amortized cost accounting to only a portion of a 
MMF is not consistent with the approach regulators have taken and Fidelity does not support it. 
 
QUESTION 21 


What are the main benefits and drawbacks of imposing global liquidity restrictions? 
Should there be restrictions regarding (daily/weekly) liquid assets as well as regarding 
illiquid assets? Are global definitions of (daily, weekly) liquid and illiquid assets practical? 
Are there other conditions to consider (e.g. regarding the concentration of assets)?  


We believe that mandatory liquidity requirements for MMFs are appropriate and a best practice 
for MMF regulation.  As noted in the Report, “[o]ne of the most significant amendments to the 
U.S. regulation of money market funds adopted in 2010 was the imposition of liquidity 
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requirements . . . These restrictions are understood to have had far reaching implications.”26  
Notably, U.S. MMFs endured the volatility of the world markets during the summer of 2011 and 
handled massive redemption requests during both the Eurozone debt crisis and the U.S. federal 
debt ceiling impasse without disruptions.  We recommend that regulators consider the SEC’s 
reforms and, specifically, urge them to adopt 10% daily and 30% weekly liquid asset minimums.  
Most U.S. MMFs in fact hold liquidity levels well above the 10% and 30% minimums and we 
believe that these changes have increased the resilience of MMFs. 
 
QUESTION 22 


To what extent are managers able to “know their customers” and anticipate redemptions? 
Are there practical obstacles for managers to “know their customers” (e.g., in the case of 
platforms, omnibus accounts) and how could they be addressed? What are the main 
features of the funds’ investor base to take into consideration from a liquidity risk 
management point of view? Should conditions, e.g., regarding the concentration of the 
investor base be considered? Would this requirement allow fund managers to better 
understand and manage the risks to which the fund is exposed? 


“Knowing your customer” is a key aspect of liquidity management for MMFs.  We support 
regulation of MMFs that includes an obligation to evaluate customer cash flows at appropriate 
intervals.  As the Report notes, U.S. MMFs must hold securities that are sufficiently liquid to 
meet reasonably foreseeable redemptions.  To satisfy this requirement, MMFs must adopt 
policies and procedures to identify the risk characteristics of large shareholders and anticipate the 
likelihood of large redemptions.  Depending upon the volatility of cash flows and shareholder 
redemptions, this may require a fund to maintain greater liquidity than would be required by the 
daily and weekly minimum liquidity requirements.   


Knowing more about a fund’s underlying investor base would enable fund managers to 
anticipate outflows, manage maturity risk more effectively, and maintain sufficient liquidity to 
satisfy redemptions.  However, there are limits to a MMF’s ability to know its customers.  The 
challenge, particularly in the U.S., is that many MMF accounts are not maintained directly with 
the fund’s transfer agent.  Broker dealers, banks, trust companies, retirement plan administrators 
and other intermediaries may establish “omnibus accounts” with a fund, in which they aggregate 
shares held on behalf of their underlying clients or beneficiaries.  The allocation of shares and 
trades in an omnibus account among underlying accountholders is completely opaque to the fund 
and its advisor.  The ability of fund managers to know their customers and anticipate 
redemptions, would improve significantly if omnibus accounts were required to disclose 
information about the underlying accountholders 
 
QUESTION 23 


Would such a liquidity fee generate a pre-emptive run? If so, when and are there ways that 
pre-emptive run risk could be reduced? How would shareholders react to the liquidity fee? 


                                                      


26 Report at 26. 
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Would it cause shareholders to transfer their MMF investments to alternative investment 
products? If so, which types of shareholders are most likely to make such transfers and to 
which products and will such a shift in investment create new systemic risks or economic, 
competitive, or efficiency benefits or harm? Would MMF board directors be able to impose 
a liquidity restriction despite potential unpopularity with investors and competitive 
disadvantage imposed on the fund? At what level such a liquidity trigger should be set? 


Fidelity opposes restrictions on redemptions that impair one of the primary features that attract 
investors to MMFs – the ability to redeem all shares on a daily basis.  We have conducted 
research surveying both retail and institutional investors on their reactions to the possibility of a 
liquidity fee on MMFs.  Fidelity retail and institutional investors overwhelmingly viewed 
protecting the principal of, and maintaining ready access to, their investments as the most 
important characteristics of MMFs.  Accordingly, investors reported that they would invest less, 
or stop investing altogether, in MMFs if there was a possibility of being subjected to a 
redemption restriction.27  Given the importance investors place on the liquidity feature of MMFs, 
it is not surprising that investors reacted so negatively to a potential rule that would restrict 
access to principal.  In addition, it is important to note that the operational challenges and costs 
of implementing redemption restrictions are extensive and extend beyond the control of MMFs 
and into the realm of service providers and intermediaries. 
 
QUESTION 24 


How would shareholders react to a minimum balance requirement? Would it cause 
shareholders to transfer their MMF investments to alternative investment products? If so, 
which types of shareholders are most likely to make such transfers and to which products 
and will such a shift in investment create new systemic risks or economic, competitive, or 
efficiency benefits or harm? 


A minimum balance requirement is a form of a redemption restriction.  Under this model, 
investors would have a minimum account balance calculated daily.  Our understanding is that the 
amount of this balance would be some percentage multiplied by the shareholder’s average 
balance over a prior set period.  Shareholders seeking to redeem all or some of the minimum 
account balance would be required to wait a period of time before such a redemption could 
occur.  As described in our response to question 23, Fidelity opposes restrictions on redemptions 
for MMF investors. 
 
QUESTION 26 


What are the benefits and drawbacks of allowing redemptions-in-kind? Are there practical 
impediments to implementing this option (e.g. some portfolio securities cannot easily be 
divided)? 


Fidelity believes that making redemptions-in-kind mandatory is an unworkable approach and 
would raise a number of troubling fiduciary responsibility issues for MMF boards and advisors.  
                                                      


27 Fidelity 2011 Survey at 5.  







May 28, 2012 
Page 17 


 


As the Report notes, “operationally, some securities are non-transferable in certain jurisdictions, 
while other assets are sold in large blocks and are indivisible.”28  That statement actually 
understates the case.  First, many MMFs have large positions in repurchase agreements, which 
are two-party transactions that are inherently non-transferable without consent of the other party.  
Second, advisers may be able to transfer only the most liquid securities, leaving a less liquid 
portfolio for shareholders who did not redeem.  Moreover, as uneven positions are transferred to 
redeeming shareholders, the remaining shareholders would be left with odd lot positions that are 
more difficult and more expensive to trade.  When these positions are sold, there is a risk of 
undesirable, distressed market repricing.  The consequences to remaining shareholders call into 
question whether a fund adviser is meeting its fiduciary duty by transferring out certain securities 
in kind.  Of course, MMFs have the ability to execute redemptions in kind today.  Those 
transactions can be in the best interest of the fund and its shareholders under certain 
circumstances.  Therefore, we do not support mandatory redemptions in kind. 
 
QUESTION 27 


What are the benefits and drawbacks of requiring gates in some circumstances? Which 
situations should trigger gates to be imposed to redeeming investors? Would it be enough 
to permit gates in some jurisdictions? Would there be a risk of regulatory arbitrage? 


As described in our response to question 23, Fidelity opposes restrictions on redemptions for 
MMF investors. 
 
QUESTION 28 


Do you agree with the suggestion that the establishment of a private liquidity facility faces 
challenges that make the option unworkable or do you see ways to circumvent these 
challenges?  


We agree that the establishment of a private liquidity facility faces challenges that make the 
option unworkable largely because, as the Report notes, “for a liquidity facility to be effective, 
its structure and operations would have to be carefully designed to ensure that the facility has 
sufficient capacity during a crisis and that the facility itself is not vulnerable to runs.  Sufficient 
capacity likely would only be possible through discount window access.  We do not support 
establishing a private liquidity facility. 
 
QUESTION 29 


What are the main benefits and drawbacks of the provisions included in current regimes 
referring to external CRA ratings? Are there alternatives to credit ratings that reasonably 
can be substituted?  


The minimal credit risk standard required for MMFs is an appropriate regulatory approach to 
limiting risk for MMF investors.  As described in our response to question 8, Fidelity believes 
                                                      


28 Report at 31. 
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that the objective standard for using credit rating agencies has been an effective means of 
ensuring that U.S. MMFs continue to be a safe, transparent and predictable vehicle for investors.  
 
QUESTION 30 


What are the benefits of MMF ratings? Should a greater differentiation between MMF 
ratings be encouraged? To what extent are investors restricted in their investments to 
‘Triple-A’ rated funds? What alternatives could there be (e.g. from other third parties)? 
What initiatives could be proposed to educate investors about MMF ratings? 


Fidelity does not believe that MMFs should be required to carry a rating.  Some investors may 
request that a MMF be rated and a MMF advisor can evaluate that request, but a regulatory 
requirement is not appropriate. 
 
QUESTION 32 


Do differences between jurisdictions require different policy approaches or would a global 
solution be preferable, notably to ensure a global level playing field?  


Fidelity recognizes that differences in relative size and maturity of national economies may 
necessitate varying regulation.  Nonetheless, we believe that some minimum international 
standard must exist for consistent treatment and management of MMFs under a global regulatory 
framework.  We recommend that regulators consider some of the existing key features and 
principles that we deem as best practices for MMFs, which we describe in the introduction to our 
responses.  In addition, we encourage the regulators to codify these features and principles by 
including them directly in the definition of a MMF, as we have proposed in our response to 
question 1.  Finally, we reiterate our encouragement for regulators to expand their focus beyond 
money market funds to examine investment products that remain unregulated and non-
transparent in the money markets.  Rather than concentrating effort on removing the essential 
features of MMFs that have made these fund a successful innovation in the financial markets 
(seeking stable NAVs and providing ready liquidity), we urge international securities regulators 
to bring regulation for the first time to the numerous pools, structured vehicles and other funds 
that offer cash investment without the strict rules under which MMFs operate. 


 
*   *   * 


 
We appreciate the opportunity to comment on the consultation paper.  Fidelity would be 


pleased to provide any further information or respond to any questions that the IOSCO Staff may 
have. 


Sincerely, 
 
/s/ Scott C. Goebel 
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cc:  Honorable Mary L. Schapiro, SEC Chairman 
Honorable Elise B. Walter, SEC Commissioner 
Honorable Luis A. Aguilar, SEC Commissioner 
Honorable Troy A. Paredes, SEC Commissioner 
Honorable Daniel M. Gallagher, SEC Commissioner 
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FINANCIAL SERVICES BOARD (FSB) COMMENT ON IOSCO CONSULTATION REPORT: MONEY 
MARKET FUND SYSTEMIC RISK ANALYSIS AND REFORM OPTIONS 


In providing comment as invited, the understanding of the FSB is that a high level comment on the 
position of the FSB is being sought, which will also highlight the FSB’s main concerns pertaining the 
current use of money market funds. Further, that responses are sought to the specific questions 
raised. 


The following are the FSB’s comments and responses to the questions.  


 


HIGH LEVEL COMMENT 


These comments are provided primarily from the standpoint of a money market fund as a collective 
investment scheme. 


The concerns related to systemic risks pertaining to money market funds, are mainly related to two 
main aspects that could lead to systemic failures, namely the 1) lack of liquidity and 2) the potential 
large size of ‘pay-outs’ on redemptions. 


Within the banking environment, these problems are generally addressed by retention of capital to 
meet any high demand of immediate pay-outs. 


However, the business of a CIS and a bank, even from a systemic risk perspective, should not be 
confused. 


A CIS manager is in essence an administrator with a reasonably small capitalisation, although most 
hold sufficient operating capital to meet normal demands. A requirement for the CIS manager to 
hold additional capital is not a viable option.  A CIS manager is not a borrower of funds as is the case 
with banks.  


A CIS invests in instruments issued by banks, whilst banks very seldom invest in the shares/ 
participatory interests of money market funds. An investment in a bank’s issues is mainly an 
investment in its balance sheet or liquidity mechanisms and is therefore carried by the bank as a 
liability whereas an investment in money market fund is an ownership in underlying assets – the 
manager or fund does not carry any liability beyond liquidation of the underlying assets and 
settlement.  
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The next consideration is for additional capital to be held in a money market fund. This requirement 
indicates a misconception of the technical nature of a CIS fund. A CIS fund is purely a vessel for funds 
received from investors, therefore implying that any and all investors can demand their funds 
invested in the CIS plus earnings or less market losses – accordingly, there is no ‘additional’ capital to 
be sourced from profits or other business sources as is the case with banks. 


In terms of the majority of current legislation, money market funds have to be managed on a basis 
requiring a reasonable averaged short term to maturity, thereby providing reasonable liquidity. 
Coupled with this, CIS’s have their own rules to meet redemption demands in a situation where 
there is a lack of liquidity – this normally relates to a permitted delay in settlement of redemptions, 
ranging from 14 days to 40 days. In the final instance, in many jurisdictional cases, actual scrip can be 
offered to the investor (something a bank cannot do). 


Furthermore, where money market funds invest in instruments issued by the banks, the capital 
retention requirements already overlay the issuers of the money market instruments and should not 
be duplicated in the money market fund. 


This leads us to conclude that the only real problem may relate to those issuers of money market 
instruments for which there are no existing capital requirements. The UCITS guidelines require that a 
money market fund may not invest in a money market instrument that is not issued by an institution 
with at least a capital of €10 000 000 or guaranteed by an institution with a capital of €10 000 000. 
This should suffice to address the risk of exposure to the issuers that are not banks with their capital 
retention requirements. 


Accordingly, we believe that the solution lies in moving money market funds back to a pure money 
market CIS product that may only invest in truly liquid instruments rather than the provision of 
additional capital within a money market fund.  As an investment medium, investors will need to be 
subjected to contractual limitations that would allow the manager to manage large redemptions 
over a period of time. 


Money market funds have in recent times migrated in their purpose from their original concept and 
are now viewed as a source of funds –  from a funding perspective,  the value of money market 
funds to institutions seeking funding has been realised. This was never the original purpose for a 
money market fund – that purpose was to provide an investment medium for investors where better 
rates could be obtained than normal bank deposits via bulk asset purchase and added efficiencies. 
This shift in focus is partially to blame for the incorrect application of money market funds as a 
funding mechanism. Accordingly, regulators should move their focus back to the investment side of 
the product and thus the investors. Money market fund should accordingly be focussed back to 
money market instruments with a lower risk i.e. inclusive of liquidity and low risk of failure to repay, 
etc. (permissible assets). 


It is to a large extent the perception of investors in money market funds that needs to be changed. 
Investors need to realise that investment in a money market funds are not equal to deposits with 
immediate liquidity. A money market fund remains a term-based investment.  


Other fixed interest funds are more appropriate for less liquid instruments and longer term funding. 
Money market funds seek to focus on the short term with 60 to 90 days average maturities as 
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regulated. Other instruments seeking to enter the money market fund sector are often instruments 
that convert longer term funding instruments to fit the description of short term funding, thereby 
creating a mismatch of liquidity.  


Returning to the issue of a constant NAV versus a variable NAV (marking to market), it should be 
noted that it is not the price of share/participatory interest that is the issue at hand. The price can be 
either a constant or a daily marked to market price provided that the assets are actually marked to 
market daily and the value of the share/participatory interest reflects this value. In other words, 
where a constant price is used, the daily return must reflect the daily movement in the value of the 
assets, which could imply a reduction of the constant price where the return is a loss sizeable 
enough to diminish the “capital” value of the share/participatory interest. 


The effect of a pure constant NAV (without daily return accounted and reflected) would be to 
conceal any market fluctuation signals that may arise from valuation decreases. 


It is agreed that reliance on credit ratings has proved to be an inappropriate basis for investment by 
money market funds. As such regulated limits and prohibitions to protect investors and stronger 
internal credit risk assessment practices should be established. 


 


RESPONSES TO THE QUESTIONS RAISED 


Question 1: The definition is acceptable save for the perception that a money market fund would 
always provide daily liquidity under all circumstances. A money market fund is not a cash fund. This 
is where the difference lies between a money market fund which is a collective investment scheme 
and a money market account which is essentially a bank deposit. It is not possible for a product, on 
one hand, to be managed at an average term to maturity of 60 to 90 days and at the same time 
provide for many different maturity dates so as to ensure daily liquidity and to provide a better 
return than any product with actual daily liquidity. Investors need to be educated about this fact to 
change perceptions. 


Question 2: The susceptibility of runs on money market funds is not a by virtue of the product itself. 
When runs occur, they occur because of market perceptions (whether correct or incorrect). Runs 
may occur on specific shares or on the share market – does this make shares “susceptible” to runs? 
A CIS fund is merely a vessel for collective ownership in underlying assets. A run on money market 
funds could just as easily mean a run on income type funds or a run on equity type funds. Is the one 
type fund more susceptible to runs than another? We do not believe money market funds should be 
viewed differently in this regard, because of the impact that a run on money market funds could 
have. Investors need to be educated that where there is a run on money market funds, once the 
liquid assets are “used up” remaining investors would be subject to the liquidity risk of the remaining 
assets. 


Question 3: As described in the High Level Comment above, the CIS industry needs to move away 
from the focus on money market funds as a funding mechanism and re-focus them as a medium for 
investors who wish to pool investments in the money market. The rules that ensure a larger 
weighting to short term funding should remain in place. The investments should be re-focussed to 
the highest quality paper. 
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Money market funds do not necessarily create risks for short-term funding – it is more likely to be the 
desire of issuers to issue short term money market instruments for funding without considering all 
impacting factors properly that creates the risks. The issuers chase the money market funds for 
funding – not the converse. 


Question 4: In our experience, the largest money market funds are held within bank sponsors. The 
other large funds have insurance company sponsors. Large reputable banks and insurance 
companies have the benefit that their compliance processes and systems are aimed at avoiding 
reputational risk and accordingly more resources are directed to the proper management and 
compliance of money market funds. This would imply that large sponsors would be prepared to fund 
losses (e.g. due to settlements on incorrect prices) to some extent.  


However, on the negative side, in the larger banking groups, money market instruments issued by 
their own banks would be favoured. Further, the impact of errors within large funds is also greater. 
Therefore, the systemic risk in the large bank/insurance company sponsored funds is also larger.   


Question 5: The FSB has no additional comment, other than to observe that the only basis upon 
which investors would move away from MMF’s is where the alternative product provides a better 
return for the same level of risk and liquidity. We believe that there is a considerable number of 
investors in money market funds that actually seek a slightly higher return at a slightly higher risk 
(low risk income funds).  


Question 6: In a less sophisticated investor market (where South Africa may be included), one 
cannot refer to a comparison between a money market fund and bank deposit if the Constant price 
is removed. The maturity or liquidity mismatch is one of the main aspects that need to be regulated 
tightly to ensure low liquidity risk. It needs to be considered that perhaps there should be a split 
between those MMF’s that are used by corporates as a transaction account (short term and high 
liquidity) and those mainly used by retail investors as an actual low risk investment. 


Reference to CISs in the IOSCO documents often refer to shareholding. We appreciate the company 
form of many CIS’s in Europe and worldwide. However, it needs to be considered that in many 
jurisdictions the trust form is still preferred where an investor has a participatory interest that defers 
a real ownership right of the underlying assets to the investor.  


Question 7: See comments in our High level Comment above and question 6. We re-iterate that 
CNAV is not an issue per se, other than possibly for the “cliff event” as a CNAV can be maintained at 
marking to market with a disclosed varying daily yield, however small it is or projected to annual 
return.  


Question 8: It is agreed that ratings should not be the main reference for selection of assets for a 
MMF, however, ratings will always remain valuable in evaluating the risk and acceptability of an 
instrument. It is imperative that rating agencies be regulated more strictly.  


The choice as to whether a MMF itself is rated or not is very much a corporate competitiveness 
consideration and schemes should be permitted to decide for themselves whether they wish to have 
a rating, subject to warning to investors that the rating may change from time to time and on what 
basis it may change. 
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Question 9: Existing rules pertaining to repo markets/transactions probably do not adequately 
address the risks regarding the management of collateral from MMF’s. In South Africa MMF’s are 
currently the holders of collateral and do not initiate the repo. MMF’s present unique issues with 
regard to their use of repo markets, e.g. sufficient margining of collateral, needs to be ensured. 


Question 10: The changes mentioned changes in the environment of MMF’s are relevant factors. 
The short term funding for banks off their balance sheets creates considerable pressure on MMF’s to 
invest in structured products that are not ideal for MMF’s and their typical client base. 


Normal market forces such as low interest rates should not be addressed in a synthetic manner.  


Question 11: We do not fully agree with the presented systemic risk analysis and we refer to our 
“High Level Comment” at the beginning of this document. 


Question 12: We do not necessarily believe that the problem lies with a constant price and a 
constant price may be preferable in certain jurisdictions for investors that view a MMF as an 
investment competing directly with banking deposits etc. and need to compare like with like. The 
problem lies with reflecting the value of a unit/share correctly (marking to market) on a frequent 
(daily?) basis. Therefore, a constant price can be used together with a daily yield. 


See “High Level Comment” at the beginning of this document. 


Question 13: A NAV buffer is not supported. A MMF is an investment product into instruments 
where appropriate capital must be held.  


See “High Level Comment” at the beginning of this document. 


Question 14: Private insurance would be a very relevant expense to either the CIS Company or the 
investors through the scheme, which is prohibitive to a MMF being a competitive product. 


Question 15: A conversion of MMF’s to special purpose banks is not supported. Many investors in 
MMF’s prefer it as an alternative to banking products. Furthermore, it is the typical banking 
approach that has placed MMF’s under pressure, whereas if the pure concept of MMF’s as a pure 
money market was maintained, it would not have been as problematic. 


Question 16: See question 12 above and “High Level Comment”. 


Question 17: The preposition is not agreed. Additional/specific requirements of pricing and 
reporting of prices would be required. 


Question 18: Comment to this question is contained within comments to the other questions. 


Question 19: The main problem with marking to market in South Africa is that many money market 
instruments do not have a daily market price. Large issues of instruments that are fully taken up by 
one MMF; the issuer does not maintain a daily price and only revisits the issue on date of maturity 


Question 20: It is suggested that amortized cost accounting may be appropriate for instruments not 
priced in the market daily. There should certainly be rules within which amortized cost accounting is 
applied. The practical implications would relate to the difficulties around managing a portfolio where 
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a part of instruments are valued mark to market and another by amortized cost accounting. General 
restrictions on a fund’s WAM or WAL should always be a mechanism to manage liquidity of a fund.  


Daily to weekly monitoring is applied in South Africa, depending on frequency of trades.  


The set of conditions applicable in South Africa is attached as ‘Annexure A’, which has been effective 
in managing MMF’s thus far. 


Question 21: A minimum level of assets with 7 day liquidity is certainly a possibility. However, this 
should form part of the total assets of the portfolio representing the investments of investors and 
not an additional requirement. It should also be part of the calculated maximum WAM/WAL. No 
asset should be dated longer than 12 months but should be capable of being negotiated and 
transferred in the money market. The spread of assets between different issuers should remain an 
important aspect of managing concentration risk. 


Question 22: Due to the nature of intermediaries, it is often difficult to know the investor that would 
make the redemption requests. Furthermore, MMF’s have a very large client base and it is 
impractical to expect the required knowledge of redemption patterns or possibilities. 


Redemptions from large institutions can be managed through contracted periods for pre-warning of 
large redemptions. However, such a redemption cannot be made absolutely subject or pre-warning. 


It is suggested that CIS’s be encouraged to differentiate between portfolios that market mainly to 
large investors as separate to those marketed mainly to retail investors, so as to protect retail 
investors from the effects of large redemptions.  


Thus, the fund manager can be required to know those large corporates that invest with them and 
to have specific arrangements in place – however, this is not practical for retail investors.  


Question 23: Full redemption restrictions are not appropriate or suitable for MMF investors. The 
reality is that a liquidity fee will not be effective due to its relative small size versus the redemptions. 
The imposition of a liquidity fee under circumstances of illiquidity would certainly create a further 
run on the fund, exacerbating matters. The concept of a liquidity fee stands in opposition to the 
nature of a MMF and the reasons why they are invested in. 


However, there remains the possibility that contractual arrangements can be made with some 
individual large corporates who are prepared to be subjected to such liquidity “penalties”. 


Question 24: Minimum balance requirements are being utilised in South Africa to a large extent, 
mainly to differentiate the MMF as an investment from deposit investments and to avoid the 
negative effect on costs over small investments. Thus, it could also be utilised from the perspective 
of managing liquidity (as one of the possible tools). It is not a concern to fund managers if small 
investments are transferred as they are not profitable. The only option would be to transfer the 
funds to banking products or other income type CIS funds.  


Question 25: It could be effective to use a bid price for on-going redemptions exceeding a certain 
amount or portfolio portion, especially when applied together with the ring-fencing approach. Each 
large redemption or portion can be ring-fenced for a bid for the particular redemption. 
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Question 26: Redemptions in kind could always be a final solution as an offering to investors, but 
only once all other possible solutions have been depleted. Some portfolio securities cannot easily be 
divided and some securities are not transferable. Accordingly, this can only be a solution subject to 
the agreement of the investor. 


Question 27: Gates could be applied but merely to move the portfolio from day to day illiquidity to 
next day’s liquidity. 


Question 28: It is agreed that the suggestion that the establishment of a private liquidity facility 
faces challenges that make the option unworkable as described. However, there may be workable 
variations thereof, such as a central liquidity fund receiving a very small portion of monthly total 
assets under management, acting as a form of an industry backstop fund. 


Question 29: It is agreed that reliance on credit ratings as the main reference for investment quality 
of instruments should be removed. However, rating of a MMF itself should be permitted. This is a 
matter of permitting a low risk MMF to market itself competitively.  


Question 30: Following on the comment to question 29, money market funds should be encouraged  
to obtain a high CRA rating. This would allow investors to differentiate their needs according to very 
low risk MMF’s with slightly less returns and higher risk MMF’s with slightly better returns. It is 
important however to disclose to investors what a particular rating implies, e.g. “an AA rating 
implies a X% possibility of the portfolio not being able to meet Y% of its obligations within Z period”. 


Disclosures around the application and meaning of CRA ratings are paramount. 


Question 31: This question has been addressed in the High Level Comment at the beginning hereof. 


Question 32: A global solution and global playing fields would always be preferable. However, it 
would be unrealistic to disregard the limitations and different policy approaches on various 
jurisdictions.  
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May 28, 2012 
 
Via e-mail: moneymarket@iosco.org 


 
Mohamed Ben Salem 
International Organization of Securities 
Commissions C / Oquendo 12 
28006, Madrid 
Spain  


 
 
Public Comment on Money Market Fund Systemic Risk Analysis and Reform Options 


 
 
Dear Mr. Salem: 


 
The Irish Funds Industry Association (IFIA) is the industry association for the international 
investment fund community in Ireland, representing the custodians, administrators, managers, 
transfer agents and professional advisory firms involved in the international fund services 
industry in Ireland. 


 
As the leading international funds centre there is in excess of 2,000 billion Euros of assets in 
almost 12,000 investment funds administered in Ireland as of March 2012.    These assets are 
comprised of 1,116 billion Euros in Irish domiciled funds, of which 871 billion Euros are in 
UCITS funds, and more than 900 billion Euros in non-Irish funds administered in Ireland. 
Furthermore, as of March 2012, assets in Irish domiciled Money Market Funds stood at 296 
billion Euros.    Accordingly, all developments in the investment funds arena and specifically 
Money Market Funds are of particular importance to the Irish industry. 


 
The IFIA welcomes both the publication of, and the opportunity to comment on the 
International Organization of Securities Commissions (“IOSCO”) consultation on Money 
Market Fund (‘MMF’) Systemic Risk Analysis and Reform Options (“the Consultation 
Paper”). 


 
MMFs are highly prized by a wide variety of investors, both retail and institutional. MMFs 
have gained widespread acceptance because of their ease of use, compelling investment 
benefits and conservative risk profile. MMFs provide investors with cost-effective access to 
investment expertise, including credit risk analysis, and enable broad diversification away 
from the banking system and across individual issuers. In addition, MMFs have emerged as a 
simple, stable and important source of short-term funding for a broad range of issuers. This 
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includes financial, corporate, municipal and other government entities. As such, MMF funds 
play an important role in support of economic activity. 
Globally, MMFs are already subject to subject to an extensive, well-defined and rigorous 
regulatory framework. In the wake of the financial crisis the European Commission moved 
promptly in 2009 to enhance the regulation of investment funds through revision of the 
Undertakings for Collective Investment in Transferrable Securities (UCITS), which was 
followed in May 2010 by the adoption by the Committee of European Securities Regulators 
(now European Securities and Markets Authority) of Guidelines on European money market 
funds which went into effect in 2011. In the United States, following the financial crisis, the 
Securities and Exchange Commission (“SEC”) introduced broad amendments to Rule 2a-7 of the 
Investment Company Act of 1940, the primary framework for the regulation of U.S. 
MMFs. Both of these regulatory initiatives focused on enhancing liquidity, maturity, credit, 
issuer diversification and disclosure requirements designed to promote stability and investor 
protection. In our view, these measures have significantly reduced the potential risks that 
MMFs present to the financial system. 


 
The comparison, among regulators, of MMFs with banks has resulted in a significantly 
overstated focus on fund pricing, and the deeply flawed recommendation that MMFs should be 
required to adopt a variable net asset value (VNAV). In the strongest terms, we do not believe 
there is a substantive difference between CNAV and VNAV funds and it is selfevident that a 
VNAV fund would remain prone to redemptions if investors lost confidence in its assets, and 
such redemptions would cause short-term funding to be withdrawn from 
financial institutions, businesses and governments. 


 
Changing the pricing mechanism of MMFs will neither disincentivise investor redemptions, nor 
better enable them to meet such redemptions as arise without relying on secondary money 
markets. It will merely undermine their utility to a large number of investors. Introduction of a 
mandatory floating NAV requirement would challenge the defining characteristics of  MMFs 
and undermine their ability to respond to well-developed investor expectations relative to price 
stability, daily liquidity and ease of use. In addition, this may have the perverse effect of driving 
investors towards less-regulated and less transparent investment products, thereby increasing 
rather than decreasing potential systemic risk. We strongly recommend IOSCO should reject 
this option. 


 
The IFIA believes the most appropriate regulatory response is the development of a globally 
consistent approach, with common standards applicable throughout the MMF industry. 


 
The IFIA echoes IMMFA’s view that the main objective of MMF reform should be to ensure that 
funds have sufficient natural 
liquidity to meet redemption payments and recommendations that:  


 
IOSCO should specify minimum liquidity requirements for MMFs, in order to be able 
to make redemption payments without relying on secondary market liquidity. Those 
requirements need to be proportionate to the role of MMFs in providing short term 
funding to the banks, companies and governments. The Securities and Exchange 
Commission (SEC) has struck a sensible balance by requiring US MMFs to hold at 
least 10% of their assets in overnight cash, and 30% in assets that mature within one 
week. The IMMFA code of practice requires no less than five percent of net assets in 
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securities which mature the following business day and no less than twenty percent of net 
assets in securities which mature within five business days.  


 
ISOCO should require MMFs to know their clients, in order to enable them to 
monitor subscription/redemption cycles and manage risks arising from shareholder 
concentration. Such measures may need to be accompanied by requirements on 
intermediaries to disclose the identity of underlying investors to MMFs. 


 
Thank you once again for the opportunity to comment on this important matter. MMFs 
provide a simple but valuable intermediation service between lenders and borrowers in the short- 
term debt markets and provide enormous benefits to a broad range of investors and issuers. Any 
changes to the current regulatory framework must be global in nature, measured, carefully 
considered and developed in light of the regulatory enhancements introduced 
already introduced following the financial crisis achieving the objectives sought and avoiding 
any unintended consequences such as a move to unregulated products. 


 
Attached are some detailed responses to the questions posed in the Consultation paper.  All 
responses and questions refer to the numbering used in the Consultation Paper. 
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QUESTION ONE 
Do you agree with the proposed definition of money market funds? Does this definition 
delimit an appropriate scope of funds to be potentially subject to the regulatory reform 
that the FSB could require to be put in place, with an objective to avoid circumvention 
and regulatory arbitrage? 


 
The Report defines a MMF as “an investment fund that has the objective to provide investors 
with preservation of capital and daily liquidity, and that seeks to achieve that objective by 
investing in a diversified portfolio of high-quality, low duration fixed-income instruments.” 


 
We agree with this definition, since it is consistent with the way institutional investors use 
MMFs, i.e. to manage credit risk through diversification. Specifically, the cash assets of 
institutional investors are in excess of the amount guaranteed by deposit insurance schemes. 
To that extent, investors are exposed to credit risk when they make deposits. They manage 
that risk by diversifying their deposits between creditworthy banks. For example, company 
treasury departments typically maintain a ‘treasury policy’ which specifies an approved panel 
of banks and associated counterparty exposure limits. But there are constraints on the level of 
diversification that investors can achieve on their own, in particular because they don’t have 
sufficient expertise to assess issuer credit worthiness. Therefore, investors use MMFs as a 
means of ‘outsourcing’ credit analysis 1and achieving diversification. 


 
However, we note two limitations to this definition: 


 
First, it focuses on investment funds and ignores other wrappers which investors can use to 
achieve exposure to the same portfolio as a MMF in pursuit of the same investment objective 
(for example unit linked contracts of insurance, certificates and unregulated schemes). 
Therefore, if burdensome reform proposals are exclusively focussed on investment funds, then 
they will be at a competitive disadvantage relative to those other wrappers. This is a recurring 
issue in the regulation and taxation of investment funds relative to other wrappers, and seems 
unlikely to be resolved in the context of MMF reform. In order to mitigate the issue, reform 
proposals ought not to be burdensome. 


 
Second, and as noted elsewhere in the Report, another category of investment fund exists 
which takes slightly more credit, market and liquidity risk than MMFs in order to 
achieve higher yields. That category of fund is often described as an ‘enhanced MMF’. 
By virtue of taking more risk, enhanced MMFs are more likely to encounter losses than 
MMFs, as indeed occurred in 2007. It is therefore important that investors should 
clearly distinguish those two categories of fund, otherwise there is a risk that 
losses/redemptions from one will cause a‘contagion’ effect to the other2. We therefore 
recommend that IOSCO’s should limit the use the words ‘cash’, ‘money’ or ‘liquidity’ to 
MMFs.  


 
 
 
 


1 Since the financial crisis investors have shown greater interest in understanding the credit analysis processes employed by MMFs, who, 
in turn, have sought to distinguish themselves from one another by the quality of their process. We would be happy to provide IOSCO with 
marketing materials from a sample of sponsors, describing their credit analysis processes. 


 
2  This issue was identified in the report by the High Level Report Group on Financial Supervision in the EU, which noted: “This 
highlights in particular the need for a common EU definition of money market funds, and a stricter codification of the assets in 
which they can invest in order to limit exposure to credit, market and liquidity risks.“   
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SYSTEMIC RISK ANALYSIS 


QUESTION TWO 


Do you agree with the description of money market funds’ susceptibility to runs? What do 
you see as the main reasons for this susceptibility? 


 
The Report says that MMFs are vulnerable to runs because each shareholder has an incentive to 
redeem their shares before others when there is a perception that the fund might suffer a 
loss. That incentive has been described elsewhere as providing investors with a ‘first mover 
advantage’. 


 
It is arithmetically true that redemptions from a CNAV fund concentrate losses amongst 
remaining investors. It is also arithmetically true that redemptions from any MMF (whether 
CNAV and VNAV) concentrate less liquid assets amongst remaining investors 3. But, since these 
‘first mover advantages’ have been a feature of MMFs for some thirty years, and during that 
period MMFs have only suffered one run (in 2008), it follows that the first mover advantage 
cannot be a sufficient explanation for the run. 


 
A much more plausible explanation follows from the definition of a MMF given above, i.e. 
“an investment fund that has the objective to provide investors with preservation of capital and 
daily liquidity…” Specifically, if investors have reason to believe that a MMF may no longer 
be able to meet its investment objective, then they are liable to redeem. 


 
In September 2008 a series of headline events caused investors to lose confidence in the solvency 
of the financial system as a whole, and the banking system in particular. ‘Prime’ MMFs invest 
substantially all of their assets in deposits and securities issued by banks and other short-term 
issuers. US investors 4 therefore redeemed because they were worried about losses that prime 
MMFs might be exposed to. 


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


3 In fact, all investment funds and pooled products create a first mover advantage. 
 


4 Why did investors redeem from prime MMFs in greater numbers in the US than in Europe or other countries? News stories about MMFs are 
reported in both the financial and mainstream media in the US - presumably because the high level of US retail investment in MMFs makes them 
‘news worthy’. However, outside of the US, MMFs remain a niche product and 
receive little coverage, even in the financial media. Perhaps widespread reporting on MMFs in the US in 2008, perpetuated investors’ 
anxiety about possible losses in prime MMFs? 
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QUESTION THREE 
Do you agree with the description of the role of money market funds in short-term 
money markets? To what extent this role may create risks for short-term funding 
markets and their participants? Are there changes to be taken into account since the 2007- 
2008 experience? What are the interdependencies between banks and MMFs and the 
risks that are associated? 


 
We agree that MMFs are important providers of short-term funding to financial institutions, 
businesses and governments. Therefore, if a loss of confidence in the banking system causes 
investors to redeem from prime MMFs, then this will result in a withdrawal of short term funding, 
with serious macroeconomic consequences. 


 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
However, it is important to contextualise this observation: 
 
First, institutional investors were not the only party to lose confidence in the banking system 
in 2008: far more significantly, banks lost confidence in one another! Consequently, the 
interbank market closed, which was a substantial cause of the funding crisis they 
experienced, and their reliance on emergency liquidity support from central banks. 
Second, in a ‘world without MMFs’, institutional investors would behave in essentially the 
same way, i.e. seek to manage credit risk by switching their credit exposure, albeit by 
switching from direct deposits to direct holdings of Treasuries. 


 
Third, a number of reforms have already been made to bank regulation which reduces their 
reliance on funding from institutional investors (including MMFs). Specifically, the new 
liquidity rules contained in the Basel accord discount funding from institutional investors 
towards a bank’s liquidity requirement. 


 
(We would like to sound a note of caution here: in their efforts to strengthen the balance sheets 
of banks and restore credibility to bank regulation, these reforms are merely passing risk 
from the financial system into the real economy. Specifically, and as the rate environment 
improves, these reforms are likely to impose significant costs on institutional investors - in 
particular, corporate treasurers - in the form of reduced interest rates. If those interest rates are 
lower than inflation, which seems likely, then institutional investors face a future in which 
they are exposed to negative real interest rates, i.e. the gradual erosion of the principal value 
of their cash. One can imagine them responding in a number of ways: 
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• Companies may try to manage their operations with minimal cash balances, in order to 
avoid the cost of carry and notwithstanding the potential liquidity risks; 
• Companies may creep out along the yield curve in the search for yield, and notwithstanding the 
potential liquidity and credit risks; 
• Companies may seek to generate returns on cash outside of the banking system, for example by 
lending to one another through commercial paper markets. 


 
In any event, we are concerned that bank regulators have not fully considered the impact their 
reforms may have on the real economy. 


 
In summary, and notwithstanding the above: a loss of confidence in the banking system is 
likely to cause redemptions from prime MMFs, and such redemptions are likely to reduce 
bank funding. Therefore, some commentators believe an objective of MMF reform should be 
to reduce the likelihood of redemptions during a financial crisis by making structural changes 
that either provide investors with an incentive to remain in MMFs, or impose a disincentive 
to redeem. 


 
QUESTION FOUR 
What is the importance of sponsor support for MMFs? What is the respective 
percentage of bank versus non-bank sponsors in the MMF industry? Are there 
differences among MMFs depending on their sponsors? What are the potential systemic 
risks of support or protection against losses provided by sponsors? 


  
The risks and rewards of an investment in a MMF belong to its investors, and are described in its 
prospectus. There is no legal basis for investors to expect to be able to transfer downside risk to 
the fund sponsor (except in cases of gross negligence). 


 
Notwithstanding the above, on rare occasions the sponsors of both CNAV and VNAV funds 
have voluntarily provided support to their funds. These are strictly commercial decisions: 
sponsors have provided support if the expected benefits (in terms of retained business) 
outweighed the expected costs. 


 
However, we recognise that investors should not be encouraged to expect sponsors to support 
their MMFs. Such expectations cannot be enforced, since managers are under no obligation to 
support their funds, and consequently might lead investors to misunderstand and misprice the 
risks they are subject to when they invest in a MMF. 


 
We do not believe that the instances of sponsor support that occurred in 2007/8 have caused 
investors to develop an expectation of support. We note: 


 
First, the fact that investors redeemed from US MMFs in 2008 is prima facie evidence they did 
not expect sponsors to support their funds, i.e. if they had believed support would be 
forthcoming, then they would not have redeemed. 


 
Second, since 2008 investors have required more detailed and frequent disclosure of MMF 
portfolios, precisely because they recognise they own the risks and rewards associated with 
those portfolios and ought to monitor them carefully. 
In summary: whilst sponsor support might be welcome, it ought not to foster any 
expectations on the part of investors. Therefore, an objective of MMF reform should be to 
reinforce that the risks and rewards of an investment in a MMF belong to its investors, and 
cannot be transferred to a third party, including the sponsor or the state 5. 


 







8 


 


QUESTION FIVE 
Do you agree with the description of MMF benefits? Are there other benefits of MMFs 
for investors than those outlines in this presentation? What are the alternatives to 
MMFs for investors? How has investor demand for MMFs recently evolved? What would 
lead investors to move away from MMFs to other financial products? 


 
We agree with the description of MMF provided in the Report. 


 
In particular, and as noted above, MMFs are a necessary by-product of bank regulation, i.e. 
since the cash asset of institutional investors are typically in excess of deposit insurance, they 
use MMFs to manage credit risk through diversification. We believe two things follow from 
this: 


 
First, because MMFs exit to meet a legitimate economic need, any reform should be 
proportionate. It would not be proportionate to reform MMFs in a manner that made them 
uneconomic, frustrated them from meeting their investment objective, or disadvantaged them 
relative to direct investment. 


 
Second, if MMFs were reformed in a disproportionate manner and, as such, became unusable 
by investors, then we believe either: investors would seek to manage credit risk through 
segregated accounts, other wrappers (unit linked contracts of insurance, participatory notes etc) 
or unregulated schemes; or would alternatively be forced to manage that risk by deliberately 
concentrating their deposits in a few select banks in an effort to make them ‘too big to fail’. 
Neither outcome would be satisfactory from a systemic perspective. Therefore, an objective of 
MMF reform should be to ensure the continued viability of MMFs. 


 
QUESTION SIX 
Do you agree with the proposed framework comparing money market funds and bank 
deposits? Are there other aspects to consider? 


 
We disagree with the proposed framework comparing MMFs with bank deposits. 
First, the comparison is based on a tautology. The Report defines a MMF as: “an investment fund 
that has the objective to provide investors with preservation of capital and daily liquidity…”: a 
MMF that achieves that objective will necessarily be ‘like’ a bank deposit, which also provides 
preservation of capital and daily liquidity. 


 
Second, the comparison is selective. In pursuit of its investment objective, a MMF invest in 
high quality, low duration fixed income instruments, notably deposits, commercial paper and 
short dated government securities. Those investments overwhelmingly redeem at par and 
exhibit minimal mark-to-market movements in the interim. The point, of course, is that return of 
an investment fund is inevitably ‘like’ the return of the assets that it invests in. A MMF invests in 
bank deposits, government securities and commercial paper because they are most likely to 
deliver its investment objective. That means a MMF is ‘like’ bank deposits, government 
securities and commercial paper, in the same way that an Indian equity fund is ‘like’ Indian 
equities, or an emerging market debt fund is ‘like’ emerging market debt. 


 
5 In the United States the Federal Reserve is understandably anxious that its Temporary Guarantee Programme should not have fostered 
expectations of future state support for MMFs 


 
6 “Shadow Banking, Financing Markets and Financial Stability”, Paul Tucker, 21 January 2010, www.bankofengland.co.uk 
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Third, and more importantly, the comparison leads to illogical policy recommendations. 
Specifically, some regulators have recommended that MMFs would be less ‘bank deposit 
like’, if CNAV funds were forced to adopt a variable NAV. For example, Paul Tucker, Deputy 
Governor of the Bank of England, has said6: 


 
“Echoing the concerns that Paul Volcker is reported to have expressed at internal Federal 
Reserve meetings around thirty years ago, the Bank of England believes that Constant-NAV 
money funds should not exist in their current form. They should become either regulated banks or, 
alternatively, Variable NAV funds that do not offer instant liquidity.” 


 
Setting aside for now whether there is a substantive difference between CNAV and VNAV 
funds (which we discuss in our answer to question seven) it is unclear to us why regulators 
suppose such price fluctuations would mitigate any of the substantive risks described in 
questions two, three and four. Specifically: investors would still be likely to redeem from a 
VNAV fund if they lost confidence in its assets; such redemptions would cause short-term 
funding to be withdrawn from financial institutions, businesses and governments; and sponsors 
would still seek to support VNAV funds if they considered it profitable to do so. 


 
Notwithstanding the above, we recognise the comparison of MMFs with bank deposits has 
profoundly influenced the way regulators think about shadow banking. Specifically, it has led 
them to decompose banking into its constituent activities: non-bank entities that perform any of 
those activities are deemed to be part of the shadow banking system. Therefore, in Appendix A 
we consider how MMFs measure up to that definition. 


 
QUESTION SEVEN 
Are there other similarities or differences between CNAV and VNAV funds which would 
be useful for the analysis? Is there evidence (based on representative samples) showing 
differences in the fluctuation of the funds’ NAV depending on their model? What is the 
extent of the use of amortised cost accounting by VNAV funds? Has this practice evolved 
over time? 


 
As described above, the comparison of MMFs with bank deposits has caused the reform 
debate to fixate on fund pricing, and a simplistic narrative: 
• CNAV = deposit like 
• VNAV = not deposit like 


 
We appreciate IOSCO’s efforts to step back from this narrative, and look at the substantive 
differences and similarities between CNAV and VNAV funds. 


 
The expressions CNAV and VNAV are somewhat misleading, and we believe poorly understood. 
CNAV is often, incorrectly, supposed to refer to a MMF that makes a promise or commitment to 
provide security of capital, whereas VNAV is often supposed to refer to a MMF whose share 
price regularly fluctuates in proportion to the market value of its underlying portfolio. Neither 
supposition is correct. 


 
Appendix B provides a detailed description of the pricing mechanism of CNAV and VNAV funds 
which meet the European definition of a ‘short term money market fund’. We show that CNAV and 
VNAV funds have much more in common than is often thought. Both use amortised accounting 
to estimate market prices, although subject to different constraints. And both can offer 
accumulating and distributing shares, which impact the constancy or 
variability of investment returns to investors. 
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To evidence this point, and since the most developed market for VNAV funds is in France, we 
have looked at the share prices of six of the largest French VNAV ‘monétaire’ funds (as at June 
2007) over a ten year period (from January 1999 to September 2009). Since these funds only 
offer accumulating shares, we assessed the variability of their share price by looking at their 
daily yields: a negative yield implies that the day’s accumulation of income was more than 
offset by a mark-to-market loss. We estimated the daily yield by comparing the accumulated 
share price from one day to the next, and making adjustments for accumulations over weekends 
and Bank Holidays.  


 
In the case of five of those six funds, at no point during the ten-year period did they post a 
negative yield, i.e. daily mark-to-market losses were never substantial enough to cause the 
price of the funds to fall. This includes the period between September and November 2008 
illustrated below, when markets were significantly dislocated. This is a surprising finding - 
one might have expected these funds to have experienced significant mark-to-market losses 
in this period, which would have manifested as a negative yield in the graph below (whereas, 
in fact, the yield never fell below circa 2.8%). In other words, from an investor’s perspective, 
these funds behaved much the same as if they were CNAV, albeit their yields were 
presumably more volatile. 
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This is not intended to imply any criticism of the pricing mechanism of French VNAV funds: 
rather, it is simply intended to illustrate that the distinction between CNAV and VNAV funds is 
often overstated. 


 
That ought to come as no surprise. As described above, institutional investors are exposed to credit 
risk, and use MMFs to manage that risk through diversification. Therefore, it is natural that the 
investment objective of a MMF should be to provide security of capital and high levels of 
liquidity, and consequently the return on a VNAV fund should be similar to that on a CNAV 
funds; if it weren’t, then the fund wouldn’t be much use to investors. 
 
 
 
 
7  “Pricing of U.S. Money Market Funds”, ICI, January 2011, www.ici.org. The ICI collected weekly data on shadow prices from a sample 
of 53 taxable money market funds. In April 2010, those funds accounted for 11 percent of the number and 27 percent of the assets of all taxable 
money market funds, about the same percentages as in August 2008. 
 



http://www.ici.org/
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Ultimately, we believe IOSCO needs to develop a definition of CNAV and VNAV. Logically, 
that definition should require VNAV funds to exhibit maximum price volatility consistent with 
their investment objective, i.e. a true VNAV fund should be defined as MMF that: 
• Does not use amortised cost accounting; 
• Does not use interest rate swaps; 
• Prices its shares to a large number of decimal places; and 
• Distributes its net income. 


 
How variable would a true VNAV fund be? As described in Appendix B, CNAV funds have 
to calculate a ‘shadow price’ as though they were true VNAV funds. Research by the ICI7 
shows that the average shadow price of US prime MMFs between 2000 and April 2010 was 
0.999977 (i.e. an average variation from the CNAV of 0.23bps). During that period, the 
highest average shadow price was    1.0020 (i.e. +20bps variation from the CNAV) and the 
lowest average shadow price was 0.999980 (i.e. -20bps variation from the CNAV). 


 
QUESTION EIGHT 
What is the importance of ratings in the MMF industry? What is the impact of the 
monitoring function of credit rating agencies for MMFs? What are the potential 
systemic risks associated with ratings in the MMF industry? 


 
We generally support efforts to reduce industry reliance on credit ratings, however credit 
ratings are a widely accessible and very useful filter for the initial assessment of 
creditworthiness. While MMF managers should, as required by SEC Rule 2a-7 and UCITS 
risk management practices, conduct their own additional assessment of pertinent risks, the 
use of credit ratings helps ensure the existence of a valuable minimum industry-wide 
benchmark. Indeed, in the absence of a uniform minimum standard, more aggressive MMF 
managers may be incentivized to take on additional risk in the pursuit of higher returns. 


 
QUESTION NINE 
Are existing rules adequately addressing risks regarding the management of collateral 
from money market funds? What are the risk management processes currently in place 
with regard to repo and securities lending transactions? Do MMFs present unique issues 
with regard to their use of repo markets or would general policy recommendations that 
the FSB may issue regarding repo markets be applicable? 


 
Repurchase agreements are used by MMFs to invest cash for short periods, typically overnight.  
MMFs have increased their use of repurchase agreements since the credit crisis as they prefer 
the high levels of liquidity provided by these overnight instruments, and to receive collateral in 
return for lending cash rather than placing money on deposit on an unsecured basis. 
 
The majority of repurchase agreements executed by MMFs are collateralised with government 
securities.  However, over the past few years some MMFs, particularly US MMFs, have begun 
execute repo collateralised with non-government securities.  Haircuts differ between markets, 
for example: the standard haircut in the US domestic money markets for US government 
collateral and in certain European jurisdictions for US, UK and European government collateral 
is 102%; whereas in the French domestic market there is no over collateralisation for 
repurchase agreements backed by Eurozone government collateral.  As with haircut levels, 
there is no standard settlement process for repurchase agreements.  For example, some markets 
such as the French domestic market for repurchase agreements settlement is conducted on a 
bilateral basis whilst in other European markets and the US market settlement is conducted on a 
tri-party basis using a central clearing agent. 
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The SEC's Rule 2a-7 includes rules specific to the use of repurchase agreements.  Repurchase 
agreements are an eligible investment for US MMFs with certain provisions.  For example: all 
repurchase agreements maturing beyond 7-days must be included in the funds illiquid bucket; 
repurchase agreements backed by US government collateral can look through to the collateral 
for diversification purposes; repurchase agreements backed by non-government collateral must 
follow standard diversification requirements; and all repurchase agreement counterparties must 
be reviewed for credit quality assessment by the fund. 
 
IMMFA's Code of Practice also includes a number of controls that relate to repurchase 
agreements. These controls refer to the credit quality of the counterparty for any repurchase 
agreement, reference to the nature of the collateral accepted and appropriate haircut levels and 
the maximum tenor of any repurchase agreement before it is considered illiquid.  The relevant 
parts of IMMFA's Code of Practice are listed below.  MMFs that are rated by a CRA also have 
guidelines they are required to adhere to that are specific to repurchase agreements: 
 
"IMMFA funds may utilise collateral in repurchase agreements provided the assumed internal 
or explicit short-term rating of repurchase agreement counterparty is at least A1, P1 or F1, 
and the relevant Member has experience of utilising such collateral. A suitable haircut should 
be imposed and consideration should be given to how quickly the collateral may be accessed 
having regard to the applicable framework. 
 
…have more than twenty five percent of net assets invested with a single repurchase agreement 
counterparty, unless that counterparty is either a triple-A rated sovereign, or the counterparty 
is explicitly guaranteed by a triple-A rated sovereign... 
 
…have more than five percent of net assets in illiquid securities. Members should determine 
which securities are considered illiquid, but this should include any deposit or repurchase 
agreement with a residual maturity of five business days or more." 
 
ESMA's money market fund definitions have no specific guidelines related to repurchase 
agreements. 
 
With the exception of ESMA's MMF definitions which could benefit from specific guidelines 
related to repurchase agreements, we believe there are sufficient risk controls for IMMFA 
members MMFs. 
 
We do not believe that MMFs present any unique issues regarding their use of the repo market 
and therefore do not require specific consideration as part of the FSB's broader review of the 
repo market.  It is important that the FSB's review of the repo market does recognise the 
existing criteria that certain parts of the MMF industry, including IMMFA member funds, are 
require to follow. 


 
QUESTION TEN 
Are the above-mentioned changes in the environment of MMFs relevant factors to take into 
consideration? What are some of the implications for regulatory options? Are there other 
aspects to consider? 
 
The Report identifies various environmental changes which should be taken into account 
when contemplating further reform:  


 
 
 







13 


 


• The current low interest rate environment means there is little capacity to increase 
costs on either MMF investors (who are currently receiving a marginal yield, 
particularly in the case of USD funds) or MMF sponsors (who are waiving fees in 
order to maintain that marginal yield). 


• Recent regulatory reforms of MMFs should be taken into account. In the case of the 
European Union, the CESR definition of MMFs meets the reform agenda set out in the 
Report on the High Level Group on Financial Supervision (the ‘de Larosière report’). 
In the case of the USA, the significant changes to rule 2a-7 were tested in the 
summary of 2011 when US MMFs met, without incident, large volumes of 
shareholder redemptions during periods of significant market turmoil, including the 
historic downgrade of U.S. government debt. Currently, we understand the majority 
of the Commissioners of the SEC are of the opinion that those reforms should be 
given time to prove themselves before further action is taken. 


• As previously noted it is the view of the IFIA that it is critically important that any 
reform of money market fund regulation be considered and implemented on a global 
basis. 


• Recent regulatory reforms of banks should be taken into account. As described above, the 
new liquidity rules in Basel III reduce banks’ reliance on institutional funding.  Also, an 
objective of bank regulation is to insist that bond holders and uninsured depositors will not 
be bailed out in the event of a future banking crisis (indeed, in certain circumstances, they 
may now be bailed in). In that case, regulation should also recognise the legitimate need of 
investors to manage credit risk, including through MMFs. 


 
 
 
QUESTION ELEVEN 
Do you agree with the systemic risk analysis and the rationale for reform presented in 
this section? Are there other factors to consider? 


 
We agree with the systemic risk analysis provided by the Report, with two exceptions: 


 
First, and as described above, CNAV and VNAV funds provide essentially the same return to 
investors and pose essentially the same risks. We therefore see no need to distinguish 
between them for regulatory purposes. If a distinction were made that disadvantaged one form of 
fund relative to the other, then it would give some MMF providers a competitive advantage over 
the other. Unless very carefully argued and evidenced, such competitive 
advantages would undermine confidence in the 
regulatory process: in particular it would suggest regulators are advancing national 
commercial interests/agendas rather than a substantive regulatory agenda. (That said, we 
recognise and appreciate that the Report tries to strike a balance on the CNAV/VNAV issue.) 


 
Second, and for understandable reasons, the Report tries to keep an open mind on whether 
reform should draw on securities regulation or banking regulation. We believe securities 
regulation provides the most appropriate model, as we do not believe that investors use 
MMFs as an alternative to banks 


 
In summary, we believe the Report establishes four clear criteria against which regulatory 
reforms can be assessed, namely: 


 
Liquidity Criteria (question two) 
A loss of confidence in the banking system may cause a ‘flight to quality’ by some investors, 
including switching between prime and Treasury MMFs. The only credible way of stopping that 
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flight to quality is to restore confidence in the banking system, and quickly. Therefore, in the 
intervening period and in the absence of a functioning secondary market, the main objective of 
MMF reform should be to ensure that funds have sufficient natural liquidity to meet redemption 
payments, otherwise there is a risk that MMFs would be forced to gate, which would transmit the 
crisis into the real economy.  
Redemptions criteria (question three ) 
A loss of confidence in the banking system is likely to cause redemptions from prime MMFs, 
and such redemptions are likely to reduce bank funding. Therefore, an objective of MMF 
reform should be to reduce the likelihood of redemptions during a financial crisis by making 
structural changes that either provide investors with an incentive to remain in MMFs, or impose 
a disincentive to redeem. 


 
Risk transfer criteria (question four) 
Whilst sponsor support might be welcome, it ought not to foster any expectations on the part of 
investors. Therefore, an objective of MMF reform should be to reinforce that the risks and rewards 
of an investment in a MMF belong to its investors, and cannot be transferred to a third party. 


 
Viability criteria (question five) 
MMFs are a necessary by-product of bank regulation, i.e. they enable institutional investors to 
manage credit risk through diversification. Because MMFs exit to meet a legitimate economic 
need, any reform should be proportionate. Therefore, an objective of MMF reform should be 
to ensure the continued viability of MMFs. We recognise those criteria may be in tension with 
one another, and so reform also has to be assessed ‘in the round’. 


POLICY OPTIONS 


QUESTION TWELVE 
Do you agree with the benefits of imposing a mandatory move from CNAV to VNAV, 
which would amount to prohibiting the use of amortized cost valuation for any securities 
held by a MMF? Are the challenges identified in the US context valid in other 
jurisdictions currently authorizing CNAV funds? How could these challenges be 
overcome? 


Three arguments have been made in favour of mandating a move from CNAV to VNAV8:  


First, that VNAV funds do not provide a ‘first mover advantage’ and so are less prone to 
redemptions. We addressed this argument in our answer to question two. 


 
Second, that VNAV funds are less ‘bank deposit like’ than CNAV funds. We addressed this 
argument in our answer to question six. 


 
Third, that daily fluctuations in the price of VNAV funds desensitise investors to losses and 
therefore make them less prone to redeem in a financial crisis. We do not believe this is the case. 


 
 
 
 
 
 
8 Mandating a move from CNAV to VNAV would require more than simply prohibiting amortised cost accounting. In addition it would require: 
prohibiting of the use of interest rate swaps; obliging funds to distribute net income; and obliging funds to price their shares to a large number of 
decimal places. 
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QUESTION THIRTEEN 
What would be the main effects of establishing a NAV-buffer? What would be the most 
practical ways to implement such buffers? Should various forms of NAV- buffers be 
allowed or should regulators favor a single option? What would be a realistic size of the 
NAV-buffer and what would be the impact in terms of costs for running MMFs? In the 
case of subordinated shares, could the option be seen as creating a securitization 
position, with associated requirements in terms of retention? 
Two arguments have been made in favour of establishing a NAV buffer: 


 
First, that during a financial crisis, a NAV buffer would enable a MMF to sell assets in the 
secondary market at a loss in order to raise cash to meet redemption payments, without those 
losses impacting the price of the fund and precipitating further redemptions. Secondary markets 
essentially closed down in 2008, and so the loss absorbing capacity of a NAV buffer would have 
been of limited use in enabling funds to raise cash. The best way of enabling MMFs to meet 
redemption payments is to reduce their reliance on secondary markets, by focussing on natural 
liquidity (see our answer to question twenty one.) 


 
Second, that during a financial crisis, a NAV buffer would mitigate the likelihood of redemptions 
by, in effect, ‘over collateralising’ MMFs and therefore disincentivising investors from 
redeeming for fear they would lose the benefit of that over collateralization relative to any 
alternative investment option. To the extent that investors did redeem, the buffer would increase 
relative to the NAV to the benefit of remaining investors, and so the disincentive to redeem would 
grow still greater. 


 
We disagree with this argument. The options facing an investor in a prime MMF with a NAV 
buffer during a financial crisis would be: 


• To remain in the prime MMF, in which case there is a remote chance of a loss if one 
of fund’s assets defaults, and the ensuing loss is greater the NAV buffer; or 


•  To redeem from the prime MMF and subscribe to a Treasury MMF. 
 
Faced with these options, a risk averse investor would redeem: the NAV buffer provides an 
insufficient incentive to remain in the prime fund, relative to the ‘risk free’ option of the 
Treasury fund. 


 
Furthermore, the options for funding and structuring a NAV buffer give rise to additional 
issues: 


 
Investor funded NAV buffer 
An investor funded NAV buffer would result in transfers between different generations of 
investor, i.e. income retained at the expense of today’s investors, would be used for the 
benefit of tomorrow’s investors. That is not consistent with basic principals of securities 
regulation. 


 
Investor funded subordinated/capital shares 
We do not believe investors would invest in MMFs if they were required to make a parallel 
investment in riskier subordinated shares/capital shares. It defeats the purpose of their 
investment, i.e. to manage credit risk through diversification. 
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Sponsor funded NAV buffer 
Some commentators have suggested that a sponsor funded NAV buffer would cause them to 
have a vested interest, i.e. would cause greater financial alignment of interests of sponsors and 
investors, and cause sponsors to take less risk with investors’ subscriptions. 


 
We are uneasy with this argument. First, sponsors already have a vested interest, insofar as 
they receive fees from their MMFs, and would suffer reputational damage if they 
mismanaged those funds. Second, it seems possible that this proposal would result in a two tier 
MMF industry, i.e. a top-tier comprising sponsors who have access to capital, and a bottom-
tier comprising sponsors who do not have access to capital and - it has been proposed - whose 
funds therefore run with more liquidity and lower yields. In that case, the sponsors of 
bottom-tier MMFs seem likely to complain about the competitive consequences of a 
regulatory reform which causes them to lose market share to sponsors of top-tier MMFs thus 
concentrating potential risk further. 


 
More importantly, a sponsor funded NAV buffer would enable investors not merely to 
manage credit risk through diversification, but substantially to transfer that risk to MMF 
sponsors. That would result in moral hazard, i.e. institutional investors would be 
disincentivised from making any direct deposits, and instead would invest all of their funds in 
MMFs in order to benefit from the sponsor-funded NAV buffer. That would almost certainly 
impose unaffordable costs on the sponsor: unless, of course, the sponsor could pass those 
unaffordable costs back to investors. Either way, we do not think MMFs would be 
commercially viable. And needless to say, a sponsor funded NAV buffer would also 
undermine MMFs as investment products (whose risks and rewards are attributable to its 
investors). 


 
Third-party funded subordinated shares 
These would give rise to essentially the same issues as a sponsor funded NAV buffer. In 
addition, we do not believe third-parties would invest in subordinated shares. 
In conclusion, we do not support a NAV buffer: it provides questionable benefits, and 
imposes unsupportable costs. 


 
QUESTION FOURTEEN 
Do you agree with the description of the challenges associated with the establishment of a 
private insurance? Are there ways to address them? 


 
We are not aware of any credible proposal to privately insure MMFs against losses. If such 
insurance were available, we suppose the premium would be unaffordable. Investors might 
just as well invest in Treasury MMFs. 


 
QUESTION FIFTEEN 
Do you agree with the description of the challenges and potential second-round effects of a 
conversion  of  MMFs  into  special  purpose  banks?  Are  there  ways  to  circumvent 
those effects? 


 
The Report notes the rationale for converting MMFs into a special purpose bank (SPB) is due 
to ‘…the functional similarities between MMF shares and bank deposits and the risk of runs 
on both’. As described in our answer to question six, we disagree with that comparison. 
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In any event, we don’t think this is intended to be a serious proposal to reform MMFs: there is 
insufficient capital to capitalise a newly incorporated USD2-3 trillion SPB sector; even if there 
were sufficient capital, the cost would be prohibitive. 


 
QUESTION SIXTEEN 
What are the main advantages and drawbacks of two-tier system(s)? Would it be 
sufficient to address the risks identified? What could be the conditions applicable  to 
CNAV funds? What could be the potential impact on investor demand? 
Should certain funds be exempted from certain risk limiting conditions due to 
their holdings? 


 
As described in our answer to question twelve, we do not believe there are any advantages in 
mandating a move to from CNAV to VNAV. Therefore, neither do we believe there is any 
justification in developing a ‘two tier’ system. 


 
Also, as described in our answer to question eleven, if a two-tier system distinction disadvantaged 
CNAV funds relative to VNAV funds, then it would give some MMF providers a competitive 
advantage over the other. Unless very carefully argued and evidenced, such competitive 
advantages would undermine confidence in the regulatory process. 


 
QUESTION SEVENTEEN 
Do you agree with the suggestion that reserving CNAV funds for only certain investors 
(i.e. retail or institutional investors) would face practical challenges and would not be 
sufficient to address the risks identified? 


 
As described in our answer to question twelve, we do not believe there are any advantages in 
mandating a move to from CNAV to VNAV. Therefore, neither do we believe there is any 
justification in reserving CNAV funds for certain types of investor. 


 
 
QUESTION EIGHTEEN 
Regarding the different structural alternatives described in Section 1 [questions twelve to 
seventeen], what are the benefits and drawbacks of the different options described 
above? How could they be prioritized? What are the necessary conditions for their 
implementation? 


 
We do not think any of the proposals in questions twelve to seventeen are credible. 
 
QUESTION NINETEEN 
What are the main benefits and drawbacks of imposing the use of marked-to-market 
accounting for all the instruments held by MMFs? What is the availability of market 
prices for securities commonly held by money market funds? Are there 
situations where this general principle could not be applied? 


 
We recognise that securities regulators have a strong presumption in favour of mark-to- 
market prices12. 


 
However, we believe the use of amortised cost prices can be justified: 
 
 
 
12 “…the key objective underlying CIS valuation principles is that investors should be treated fairly. Where possible, assets should be 
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valued according to current market prices...” IOSCO, Principles for the Valuation of Collective Investment Schemes, Consultation Report, 
February 2012, www.iosco.org 
 
First, whereas investors frequently transact in equity and fixed income securities, they tend to 
hold money market instruments to maturity13. Consequently, whereas equity and fixed 
income markets provide a wealth of mark-to-market prices, money markets do not. Furthermore, 
relatively shallow money markets provide fewer market prices than relatively deep markets: 
Sterling markets provide fewer than Euro markets, which provide fewer than US Dollar 
markets. In the absence of regular and reliable mark-to-market prices, MMFs make use of 
amortised cost prices as an estimate of mark-to-market prices. If they didn’t use amortised cost 
prices, they would have to use some other estimate, such as pricing off of a yield curve14. In 
other words, in the absence of mark-to-market prices it is inevitable that an estimate of fair value 
would have to be made, and amortised cost has proven reliable over the years. 


 
Second, and as described in our answer to question seven, research by the ICI shows that, 
between 2000 and April 2010 the average price of a USD prime VNAV fund would have 
been 0.999977 (i.e. an average variation from the CNAV of 0.23bps). We note that bid-offer 
spreads in many equity and fixed income markets are larger than that, but securities 
regulators are - quite rightly - relaxed about equity and fixed income funds using mid- pricing, 
because the dilutive consequences for subscribing investors relative to incumbent investors, or 
remaining investors relative to redeeming investors are, essentially, immaterial. If IOSCO 
were to take a stringent approach to mark-to-market pricing, it would require all investment 
funds to publish dual prices: a liquidation price based on offer, and a creation price based on 
bid. That approach would not serve investors well: it would achieve fairness at the expense of 
utility. Similarly, a dogmatic approach to money market funds would expose investors, on 
average, to 0.23bps price fluctuations, but impose significant administrative burdens on them, 
especially insofar as income and gains were taxed differently. 


 
QUESTION TWENTY 
Should the use of amortized cost accounting be limited, and, if so, how? Are general 
restrictions on funds’ WAM or WAL preferable? Are there practical impediments (e.g. 
availability of prices) to imposing stricter requirements on the use of amortized cost 
accounting than current existing regimes? What would be the potential effects on MMFs’ 
investment allocation and short-term funding markets? What monitoring should be 
implemented? What conditions are advisable? In particular, please describe the rationale, 
feasibility and effects of limiting the residual maturity of instruments to [30-60-90-other] 
days. What materiality threshold could be proposed? 
 
Clearly there should be limits on the use of amortised cost prices: otherwise, if amortised prices 
were materially higher than mark-to-market prices, there is a risk of disadvantaging subscribing 
investors relative to incumbent investors, and remaining investors relative to redeeming 
investors. And if amortised prices were materially lower than mark-to-market prices, then vice 
versa. Existing limits on amortised accounting take a variety of forms, and need to be 
considered in conjunction with other risk constraints designed to protect investors, notably limits 
on: maximum WAM; maximum WAL; maximum final legal maturity; minimum liquidity 
requirements; minimum credit quality requirements; asset diversification requirements; etc. 
Those limits are necessarily diverse because of differences in the relative maturity and size of 
national economies, which means that some money markets are relatively broad and deep (i.e. 
include a very large number of issuers and investors, and issuance at every available maturity) 
whereas others are relatively narrow and shallow. Consequently, and as noted in the Report, it is 
unsurprising that constraints on MMFs differ between Brazil, China, France, India and the 
United States. 
 



http://www.iosco.org/
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Therefore, it is not obvious to us that either of the ‘options’ for limiting the use of amortised 
cost prices discussed in the Report is necessarily superior to the other, or that other options 
might not also be appropriate. At this stage in the development of national and regional 
economies and money markets, a principals-based approach seems appropriate. For example, 
CESR’s Guidelines Concerning Eligible Assets for Investment by UCITS provides a helpful 
model: 


 
“With respect to the criterion "value which can be accurately determined at any time", if the 
UCITS considers that an amortization method can be used to assess the value of a MMI 
[Money Market instrument], it must ensure that this will not result in a material discrepancy 
between the value of the MMI and the value calculated according to the amortization method. 
The following UCITS/MMI will usually comply with the latter principles: 
• MMI with a residual maturity of less than three months and with no specific sensitivity to 
market parameters, including credit risk; or 
• UCITS investing solely in high-quality instruments with as a general rule a maturity or residual 
maturity of at most 397 days or regular yield adjustments in line with the maturities mentioned 
before and with a weighted average maturity of 60 days. The requirement that the instruments be 
high-quality instruments should be adequately monitored, taking into account both the credit risk 
and the final maturity of the instrument. 


 
These principles along with adequate procedures defined by the UCITS should avoid the 
situation where discrepancies between the value of the MMI as defined at Level 2 and the value 
calculated according to the amortization method would become material, whether at the 
individual MMI or at the UCITS level. These procedures might include updating the credit 
spread of the issuer or selling the MMI.” 


 
 
QUESTION TWENTY ONE 
What are the main benefits and drawbacks of imposing global liquidity restrictions? 
Should there be restrictions regarding (daily/weekly) liquid assets as well as regarding 
illiquid assets? Are global definitions of (daily, weekly) liquid and illiquid assets 
practical? Are there other conditions to consider (e.g. regarding the concentration of 
assets)? 


 
As described in our answer to question two, a loss of confidence in the banking system may 
cause a ‘flight to quality’ by some investors, including switching between prime and Treasury 
MMFs. The only credible way of stopping that flight to quality is to restore confidence in the 
banking system, and quickly. Therefore, in the intervening period and in the absence of a 
functioning secondary market, the main objective of MMF reform should be to ensure that 
funds have sufficient natural liquidity to meet redemption payments, otherwise there is a risk 
that MMFs would be forced to gate, which would transmit the crisis into the real economy. 


  
Minimum liquidity requirements directly address this issue: they better enable MMFs to meet 
redemptions in cash, and without relying on secondary markets. 
 
 
13  The buy side of secondary money markets remain perfectly liquid: there is no particular challenge finding a buyer for a high quality 
certificate of deposit with one week to mature, just relatively few sellers. 
14  Yield curve pricing money market instruments is questionable in a financial crisis. Dislocation at the far end of the curve impacts the 
short end, and consequently contaminates prices. We note that both the SEC and the AMF approved amortised 
cost prices as appropriate estimates of fair value during the financial crisis in 2007/8, subject to various constraints. 
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Further to reforms in 2010, US MMFs now must hold at least 10% of their assets in overnight 
cash, and 30% in assets that mature within one week. Therefore, in November 2010 it was 
reported15 that on average US MMFs had USD260b in cash, and USD800b maturing within one 
week: amounts far in excess of the actual redemptions experienced in 2008. Similarly, IMMFA’s 
Code of Practice requires members’ funds to hold at least 10% of their assets in overnight cash and 
20% in assets that mature within one week. 


 
We recommend that IOSCO should impose minimum liquidity requirements on MMFs. 


 
QUESTION TWENTY TWO 
To what extent are managers able to “know their customers” and anticipate 
redemptions? Are there practical obstacles for managers to “know their customers” 
(e.g., in the case of platforms, omnibus accounts) and how could they be addressed? 
What are the main features of the funds’ investor base to take into consideration from a 
liquidity risk management point of view? Should conditions, e.g., regarding the 
concentration of the investor base be considered? Would this requirement allow fund 
managers to better understand and manage the risks to which the fund is exposed? 
Two arguments have been made in favour of requiring MMF managers to know their investor 
base: 


 
First, redemptions by relatively concentrated investors are necessarily more impactful than 
redemptions by relatively unconcentrated investors. Requiring MMF managers to know their 
customer would enable them to identify and discourage concentrated investors. Ideally, just 
as MMFs diversify their assets, so they should seek to diversify their investor base. 


 
The IMMFA Code of Practice requires Member to maintain “…a formal liquidity management 
policy to allow it to meet reasonably foreseeable liquidity demand, having regard to normal market 
liquidity… [and which should also] address concentration risk, including any concentrations arising 
within shareholders or sector-specific issuance.” The majority of Irish domiciled MMFs operate 
under IMMFA guidelines. 


 
Second, some investors have correlated cash flow requirements: for example, US companies often 
redeem from MMFs at fixed points in the year to meet tax liabilities. Requiring MMF managers 
to know their customers would enable them to more accurately model and project those cash 
flow requirements, and manage maturity risk more effectively. 


 
We recommend that IOSCO should require MMF managers to know their client base. 


 
 
QUESTION TWENTY THREE 
Would such a liquidity fee generate a pre-emptive run? If so, when and are there ways 
that pre-emptive run risk could be reduced? How would shareholders react to the liquidity 
fee? Would it cause shareholders to transfer their MMF investments to alternative 
investment products? If so, which types of shareholders are most likely to make such 
transfers and to which products and will such a shift in investment create new systemic 
risks or economic, competitive, or efficiency benefits or harm? Would 
MMF board directors be able to impose a liquidity restriction despite potential 
unpopularity with investors and competitive disadvantage imposed on the fund? At 
what level such a liquidity trigger should be set? 
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15 “Leave Money Market Funds Alone!”, John D. Hawke Jr, 10 November 2011, www.americanbanker.com 
 
The additional liquidity measures introduced since 2008 should ensure that funds have the ability to 
meet liquidity requirements. It is not clear how investors will react to the imposition of liquidity 
fees. We understand that there are differing views within the industry on this matter. 
 
QUESTION TWENTY FOUR 


 
How would shareholders react to a minimum balance requirement? Would it cause 
shareholders to transfer their MMF investments to alternative investment products? If so, 
which types of shareholders are most likely to make such transfers and to which products 
and will such a shift in investment create new systemic risks or economic, competitive, or 
efficiency benefits or harm? 


 
The principal argument made in favour of a minimum amount balance requirement is that it 
would disincentivise investors from redeeming. We disagree with this argument. 


 
During a financial crisis, the options facing an investor in a prime MMF which imposed 
minimum balances would be: 
• To remain in the prime MMF, in which case there is the remote chance of a loss if one of 
fund’s assets defaults; or 
• To redeem from the prime MMF, in which case [95%] would be subscribed into a Treasury 
MMF, and [5%] held back in the prime fund for [30 days]. In the remote chance of a loss if one 
of fund’s assets defaults, the investor’s pro-rata share of those losses would be deducted from 
the held back [5%] amount. 


 
Faced with these options, we believe a risk averse investor would redeem, since this limits 
potential losses pro rata to the held back amount, whereas remaining in the fund limits 
potential losses pro rata the entire investment. To address this issue, it has alternatively been 
suggested that potential losses should be first attributed to held back amounts in a fund, 
rather than attributed pro rata to held back amount. In effect, this creates a first mover 
disadvantage: 


•  To remain in the prime MMF, in which case there is the remote chance of a loss if one 
of fund’s assets defaults, but that loss would be first attributed to any amounts held 
back from other investors who redeemed within thirty days of the default; or 


•  To redeem from the prime MMF, in which case [95%] would be subscribed into a 
Treasury MMF, and [5%] held back in the prime fund for [30 days]. In the remote 
chance of a loss if one of fund’s assets defaults, those losses would first deducted 
from any held back amounts. 


 
(In effect: if a fund’s asset defaults and the percentage of the loss is greater than the 
percentage of the hold back - i.e. 5% in the scenario above - then it would be advantageous for 
an investor to redeem; otherwise it would advantageous for an investor to remain in the fund 
and hope that others redeem.) 


 
Faced with these options, we believe a risk averse investor would redeem. The decision tree 
created by first attributing losses to held back amount is too complicated for most investors to 
understand, and they would simply regard the held back amount as limiting their potential 
downside. 


 
 
 



http://www.americanbanker.com/
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Furthermore, when surveyed16 [x%] of investors in US MMFs said they would be less likely to 
invest in a fund with this feature. This is unsurprising: minimum account balances would 
significantly complicate cash flow planning by corporate treasurers and so undermine the 
utility of MMFs. 


 
On the balance of these arguments, we are opposed to minimum account balances. 


  
QUESTION TWENTY FIVE 
What are the benefits of using bid price for valuing the funds? Are there other options 
(such as anti-dilution levy) which could be explored to reduce shareholders’ incentive to 
redeem? 


 
We currently do not see a benefit in the use of bid price for valuing the funds. See question 
twenty three for further information re dilution levy. 
 
QUESTION TWENTY SIX 
What are the benefits and drawbacks of allowing redemptions-in-kind? Are there 
practical impediments to implementing this option (e.g. some portfolio securities 
cannot easily be divided)? 


 
We agree that the boards of MMFs should be empowered to make redemptions-in-kind (in 
specie) to redeeming investors. We acknowledge that redemptions-in-kind could not be 
‘industrialised’ but only made to large investors, i.e. because of limits on the horizontal division 
of a MMF’s assets, the need to deliver those assets into a securities account; and the need to 
appoint an account custodian. We also acknowledge the challenge of treating the redeeming 
and remaining investors fairly, for example in the case of non-transferrable or indivisible 
assets. Notwithstanding these challenges, we think empowering the boards of MMFs to make 
redemptions-in-kind is a sensible part of the ‘tool kit’ for managing 
redemptions. 


 
QUESTION TWENTY SEVEN 
What are the benefits and drawbacks of requiring gates in some circumstances? Which 
situations should trigger gates to be imposed to redeeming investors? Would it be enough to 
permit gates in some jurisdictions? Would there be a risk of regulatory arbitrage? 


 
  
We do not regard widespread gating of MMFs as desirable. In a financial crisis, 
that would transmit illiquidity into the real economy, and put further pressure on the banking 
system. 


 
QUESTION TWENTY EIGHT 
Do you agree with the suggestion that the establishment of a private liquidity facility faces 
challenges that make the option unworkable or do you see ways to circumvent these 
challenges? 


 
As noted in the Report: “..for a liquidity facility to be effective, its structure and operations 
would have to be carefully designed to ensure that the facility has sufficient capacity during a 
crisis... . Sufficient capacity likely would only be possible through discount window access, as 
the MMF industry may not be able to raise sufficient capital without undue leverage. 
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16 ibid. 
We understand the Federal Reserve has ruled out providing MMFs with access to the discount 
window via a private liquidity facility, without MMFs converting into special purpose banks. 
As described in our answer to question fifteen, the economics of the MMF industry do  not  
permit conversion into SPBs and, therefore, this is not a credible reform option. 


 
QUESTION TWENTY NINE 
What are the main benefits and drawbacks of the provisions included in current 
regimes referring to external CRA ratings? Are there alternatives to credit ratings that 
reasonably can be substituted? 


 
We generally support efforts to reduce industry reliance on credit ratings, however credit 
ratings are a widely accessible and very useful filter for the initial assessment of 
creditworthiness. While MMF managers should, as required by SEC Rule 2a-7 and UCITS 
risk management practices, conduct their own additional assessment of pertinent risks, the 
use of credit ratings helps ensure the existence of a valuable minimum industry-wide 
benchmark. Indeed, in the absence of a uniform minimum standard, more aggressive MMF 
managers may be incentivized to take on additional risk in the pursuit of higher returns. 


 
 
QUESTION THIRTY 
What are the benefits of MMF ratings? Should a greater differentiation between MMF 
ratings be encouraged? To what extent are investors restricted in their investments to 
‘Triple-A’ rated funds? What alternatives could there be (e.g. from other third parties)? 
What initiatives could be proposed to educate investors about MMF ratings? 


 
See response to Question Twenty Nine 


 
Further investor education generally on MMF would be beneficial and this could include 
further education on MMF ratings. 


 
QUESTION THIRTY ONE 
In addition to the options explored in the four sections above, do you see other areas to 
consider which could contribute to reinforcing the robustness of MMFs? 


 
We recommend that regulators should require MMFs to disclose their portfolio holdings in a 
standardised format, and on a periodic basis. Regular, standardised disclosure would enable 
investors to assess risk, and exercise discipline over relatively risky MMFs. It would also enable 
regulators to monitor flows into and out of MMFs, and their underlying investments. The SEC 
already requires monthly portfolio holdings disclosure. As noted Irish domiciled funds primarily 
operate under IMMFA rules and IMMFA has issued non-binding guidance to its Members on 
standardised portfolio holdings (see Appendix D). 
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QUESTION THIRTY TWO 
Do differences between jurisdictions require different policy approaches or would a 
global solution be preferable, notably to ensure a global level playing field? 


 
As discussed in our answer to question twenty, differences in the relative size and maturity of 
national economies mean that some money markets are relatively broad and deep (i.e. include a 
very large number of issuers and investors, and issuance at every available maturity) 
whereas others are relatively narrow and shallow. Consequently the precise regulatory 
approach to MMFs is likely to vary in different countries. In addition, local tax and 
accounting requirements may also necessitate variations in regulation.  


 
Nevertheless, we believe it would be desirable to ensure a minimum level of international 
consistency in the treatment of MMFs: 
• Institutional investors often operate across national borders - corporate treasury being a 
good case in point - and would therefore prefer a standard approach to MMF regulation; 
• In the absence of a standard approach to MMF regulation, those same cross border investors 
may allocate between different funds on these basis of their regulation. 


 
We therefore believe that it is strongly advisable that any changes in money market fund 
regulation be effected on a consistent global basis 


 
An important starting point would be a high level definition of a ‘money market fund’ that goes 
beyond its investment objective and includes quantitative risk constraints. We 
recommend: 


 
“An investment fund that has the objective to provide investors with preservation of capital and 
daily liquidity; that seeks to achieve that objective by investing in a diversified portfolio of 
highquality, low duration fixed-income instruments; and that is subject to at least the 
following constraints: 
• A maximum final maturity per instrument of 365 days; 
• A maximum weight average life of 120 days; 
• A maximum weighted average maturity of 60 days; 
• A minimum 10% of the portfolio available in cash/overnight; 
• A minimum 20% of the portfolio maturing within one week.” 
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Appendix A  
 
Shadow banking 
The expression ‘shadow banking’ was first used by Paul McCulley of PIMCO in 2007 to refer 
to "…the whole alphabet soup of levered up non-bank investment conduits, vehicles, and 
structures.”17  Those conduits issued commercial paper to finance their holdings of securitised 
loans; the loans were originated/repackaged by banks; and the banks often provided liquidity 
lines to the conduits to support their issuance of CP. When the sub-prime 
crisis broke in 2007, investiors lost confidence in the conduits and this arrangement fell apart. 
The conduits were unable to roll-over their CP; which caused them to draw down and exhaust 
their liquidity lines; until, ultimately, many collapsed back into the conventional banking 
system. Mr McCulley likened this to a ‘run’ on a shadow banking system: 


 
“Unlike regulated real banks, who fund themselves with insured deposits, backstopped by 
access to the Fed’s discount window, unregulated shadow banks fund themselves with 
uninsured commercial paper, which may or may not be backstopped by liquidity lines from 
real banks. Thus, the shadow banking system is particularly vulnerable to runs - 
commercial paper investors refusing to re-up when their paper matures, leaving the 
shadow banks with a liquidity crisis - a need to tap their back-up lines of credit with real 
banks and/or to liquidate assets at fire sale prices.” 


 
From time to time, commentators have sought expand this original definition of shadow 
banking to encompass the entities who purchased the conduits’ CP - including money market 
funds (MMFs) - by likening those entities to ‘depositors’ in the shadow banking system. For 
example, a recent speech by Adair Turner makes such a connection, as did the original paper 
by the Financial Stability Board (FSB). However, that expanded definition has not caught on, 
for the simple reason shadow banking did not originate in ‘demand pull’ from investors, but in 
‘supply push’ from the banks themselves. The supply push arose because the Basel accord did 
not require banks to hold risk weighted assets against the liquidity lines they 
provided to off balance sheet conduits; that requirement has now been added, and off 
balance sheet conduits/shadow banking has diminished accordingly. 


 
Notwithstanding those reforms, the expression ‘shadow banking’ continues to be used and to 
evolve.  A key moment came when Paul Volker - who has been a consistent critic of MMFs 
over many years - described MMFs as part of the shadow banking system, not because they 
funded off balance sheet conduits, but because they are ‘like’ bank deposits. 


 
Mr McCulley originally used the expression shadow banking idiomatically: to refer to banks’ 
off balance sheet conduits. But following Mr Volker, regulators now use the expression 
metaphorically: to refer to entities which perform activities which are ‘like’ those performed 
by banks. In pursuit of that metaphorical definition, regulators have decomposed banking into 
its constituent activities; non-bank entities that perform any of those activities are deemed to 
be part of the shadow banking system. The implication being that the performance of ‘bank 
like’ activities without the controls imposed by bank regulation, at best represents regulatory 
arbitrage, and at worst creates systemic risk. 


 
 
 
17 “Teton Reflections”, Paul McCulley, September 2007, www.pimco.com 
 
 



http://www.pimco.com/
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The FSB adopted Mr Volker’s approach, and defined shadow banking as: ‘a system of 
credit intermediation that involves entities and activities outside the regular banking system, 
and raises i) systemic concerns, in particular by maturity/liquidity transformation, leverage 
and flawed credit risk transfer, and/or ii) regulatory arbitrage concerns.’ 


 
How do MMFs measure up against that definition? 


 
MMFs and maturity/liquidity transformation 
MMFs perform maturity transformation, insofar investors have the right to redeem same- 
or next-day, but their subscriptions are invested at term. 


 
However, the maturity transformation performed by MMFs is an order of magnitude less than 
that performed by banks, and is subject to tight controls. For example, IMMFA funds must 
maintain: 


A maximum final maturity per instrument of 365 days; A maximum weight average life of 
120 days; 
A maximum weighted average maturity of 60 days; 
A minimum 10% of the portfolio available in cash/overnight; A minimum 20% of the 
portfolio maturing within one week. 


 
Furthermore, each IMMFA fund is required to have a ‘liquidity policy’ explaining how it 
manages liquidity. For example, that policy might deal with issues like investor concentration. 


 
So, although MMFs do perform liquidity transformation, they do so subject to tighter controls 
than are imposed on banks (which is sensible, since, unlike banks, they don’t and shouldn’t 
have access to the discount window), and consequently their maturity mismatch is modest. 


 
(There is a certain irony in all of this. Mr McCulley was initially supportive18 of the way Mr 
Volker adapted his definition of shadow banking, i.e. to include MMFs on the grounds that 
they perform ‘bank like’ activities such as maturity transformation. However, using the same 
adapted definition, regulators now also consider bond funds to be part of the shadow banking 
system; the stock-in-trade of Mr McCulley’s employer, PIMCO.) 


 
MMFs and flawed credit transfer 
MMFs are investment products. Their prospectuses provide a clear description of the risks and 
rewards attributable to investors, and create no expectation of explicit or implicit underwriting 
of those risks by the fund manager or any other party. 


 
MMFs and leverage 
MMFs are ‘long only’ investment funds, and do not employ leverage as part of their 
investment strategy19.  By contrast, banks’ ability to lever their balance sheets is essential to 
any meaningful understanding of their role in the economy, the systemic risks that they pose, 
and the regulatory regime they are subject to.  This is just one of a number of fundamental 
differences between MMFs and banks, which account for the need for the need a different 
regulatory approach to each. Other differences include: 


 
 


18  “After the Crisis: Planning a New Financial Structure Learning from the Bank of Dad”, Paul McCulley, May 2010, 
www.pimco.com 
19 Some funds are permitted to temporarily borrow in order to meet redemption payments. 



http://www.pimco.com/
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Bank regulation addresses the conflicts of interest that arise between bank 
shareholders and depositors.  Bank shareholders make a profit on the spread they earn 
between interest payments to depositors and interest receipts from creditors; they are 
incentivised to 


 
maximise profit by maximising that spread, i.e. by making risky loans; but that conflicts 
with the interest of uninsured depositors (and underwriters of deposit insurance) who 
would prefer banks to make less risky loans in order to reduce credit risk. Bank regulation 
manages that conflict in a number of ways, including by imposing capital charges in 
proportion to the riskiness of a bank’s loans to its creditors. MMFs have a completely 
different incentive structure. The shareholders and depositors of a MMF are one and the 
same, i.e. the investor in a MMF bears all the risks and rewards of the fund’s investments. 
A MMF manager is remunerated on the basis of a fee, in a fund which cannot appreciate in 
value. Although conflicts of interest exist between the manager and the investor, those 
conflicts are quite different from those that exist in a bank. 
 
Whereas banks invest their own funds, MMFs invest client money. Consequently, bank 
regulation comprises a set of incentives and disincentives designed to ensure that banks 
invest their funds prudently; whereas capital markets regulation (such as the UCITS 
Directive) comprises much more prescriptive restrictions on how MMF managers can 
invest their client’s money, in order to ensure investor protection. 


 
MMFs and regulatory arbitrage 
Mr Volker has argued that MMFs “started decades ago essentially as regulatory arbitrage”20. 
This 
is a reference to Federal Reserve Regulation Q which limited the interest rate payable on 
deposits with US banks. In the 1970s, the US inflation rate exceeded the regulated nominal 
interest rate 
by a material amount and for a protracted period, and so depositors received a negative real 
interest rate. Consequently, investors started to invest in MMFs which were able to provide 
a positive real interest rate. 


 
Regulation Q was intended to stop banks from aggressively/uneconomically bidding for 
deposits: it was not intended to impose negative real interest rates on depositors. The fact 
that depositors sought to avoid negative real interest rates by investing in MMFs speaks less 
of their desire to arbitrage regulation, and more of regulators’ failure to recognise the 
unintended consequences Regulation Q was having on depositors and the real economy. 


 
European MMFs evolved in the absence of any rule equivalent to Regulation Q. 
Nevertheless, regulators have warmed to the theme of MMFs as a form of regulatory 
arbitrage. For example, it has been argued that MMFs: arbitrage bank maturity mismatch 
rules (e.g. by depositing with banks at term, even though MMF investors can redeem same-
day); and arbitrage of bank capital rules (e.g. by investing in asset-backed conduits which 
are not subject to bank prudential regulation). We note that the liquidity rules in Basel III 
address the first concern, and assume the FSB recommendations on asset-backed conduits 
will address the second. 


 
Therefore, we are unaware of any sustainable argument that MMFs arbitrage bank 
regulation. 


20 “Three Years Later: Unfinished Business in Financial Reform”, Paul Volker, 2011, www.group30.org 



http://www.group30.org/
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Conclusion 
Mr Volker has develped an analysis of shadow banking and MMFs based on a 
metaphor; that MMFs are ‘bank like’. A metaphor is an inadequate foundation on 
which to construct regulation. What’s more, this particular metaphor is 
unsustainable given the profound differences between banks and MMFs. 
 


This is not to say that MMFs do not require regulatory reform: simply that ‘shadow 
banking’ is 
a flawed framework to identify reform. We recommend a more traditional approach: to 
identify reform on the basis of the actual economic function, risks and benefits of 
MMFs. Happily, that appears to be the approach adopted by IOSCO. 
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APPENDIX B 
 
 
The pricing mechanism of CNAV and VNAV funds 


 
 
In most respects, constant net asset value (CNAV) and variable net asset value 
(VNAV) money market funds (MMFs) are indistinguishable. Both are collective 
investment schemes, whose objective is to provide investors with security of capital 
and high levels of liquidity, and which seek to achieve that objective by managing a 
portfolio of high quality, low duration money market instruments. There is no 
guarantee they will achieve that objective, and so investors in either fund face a 
number of risks, including the risk of loss due to default in a fund’s portfolio. 
 
However, there are differences in the way those funds price their shares and value 
their portfolio, which has given rise to a convention of distinguishing ‘CNAV’ 
funds from ‘VNAV’ funds. Those differences comprise: 
• Differences in share price rounding; 
• Differences in the use of amortised accounting; and 
• The impact of accumulating and distributing shares. 
 


 
Differences in share price rounding 


 
Like any other investment fund, the share price of a MMF is calculated by dividing 
its net asset value by the number of shares in issue: therefore increases or decreases 
in the net asset value of the fund, will cause increases or decreases in its share price. 
The precise relationship between the net asset value and the share price of a fund is 
determined by the degrees of significance to which its shares are priced. This is best 
illustrated by way of example. 
 
Assume at T1 a newly formed MMF issues 100m shares upon receipt of an initial 
subscription of EUR100m, and invests the subscription in a diversified portfolio of 
short term, high quality money market instruments. Assume the NAV of the fund 
changes over time as shown below. Assume the fund receives no further 
subscriptions or redemptions during that period, and ignore income and expenses.  
Then depending on whether the fund prices its shares to six, four or two decimal 
places, and assuming they round to the nearest number, then they would 
increase/decrease as follows: 


 
 
 NAV (Eur) Price per Share calculated to  6dps 4dps 2dps 
T1 100,000,000 1.000000 1.000 1.00 
T2 99,999,990 1.000000 1.000 1.00 
T3 99,999,950 .999999 1.000 1.00 
T4 99,995,000 .999995 .9999 1.00 
T5 99,500,000 .995000 .9950 0.99 
 
 
CNAV funds price their shares to two decimal places – a practice know as ‘penny 
rounding’.   As can be seen from the above example, penny rounded shares are 
sensitive to movements in the funds’ NAV of 0.5% (or 50bps). Because it is rare 
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for the NAV of a MMF to move by as much as 50bps, the share price of a CNAV 
fund tends to remain constant, hence the description of the fund as tending to have 
a ‘constant’ NAV.  CNAV funds that fail to maintain a constant price are described 
as having ‘broken the buck’, as occurs at T5. 
 
VNAV funds price their shares to more than two decimal places, and for that 
reason are more sensitive to movements in the funds’ NAV. As can be seen from 
the above example, each additional decimal place causes a ten-fold increase in the 
sensitivity of the share price to changes in the NAV. This increased sensitivity 
means that the share price of a VNAV fund tends, other things being constant, to be 
more variable. 
 
In the case of both CNAV and VNAV funds, the tendency of their shares to be 
constant or variable depends on movements in the NAV. 


 
Differences in the use of amortised accounting 


 
Like any other investment fund, the NAV of a MMF is calculated on the basis of 
the mark-to-market value of its portfolio, which comprises high quality, short dated 
money market instruments. As money market instruments edge toward maturity, 
there is little-to-no profit to be made from trading them, and they are largely held to 
maturity.  Consequently, whereas equity and fixed income markets provide a 
wealth of mark-to-market prices, money markets do not. The lack of market prices 
is more pronounced in Sterling markets than Euro markets, and in Euro markets 
than US Dollar markets. 
 
In the absence of regular and reliable mark-to-market prices, MMFs make use of 
‘amortised accounting’ to estimate market prices. Amortised accounting assumes 
that money market instruments will mature at par, and any difference between their 
acquisition cost and par value should be realised on a straight-line basis between 
acquisition and maturity. 
 
Amortised accounting generally produces a reasonable estimate of market price, 
except in two circumstances: 
 
First, sudden movements in interest rates can cause changes in the market price of 
money market instruments. MMFs manage interest rate risk by limiting the 
weighted average maturity (WAM, calculated as the weighted average interest rate 
reset period) of their portfolio and/or by using interest rate swaps to neutralise the 
impact of movements in interest rates on the market price of their portfolio. In 
addition, some VNAV funds use interest rate swaps to mitigate the impact of 
movements in interest rates. 
 
Second, changes in the credit quality – or the perceived credit quality - of issuers 
can result in changes in the market price of instruments they have issued. MMFs 
manage credit risk by employing credit analysts to distinguish relatively strong 
from relatively weak issuers. In addition, MMFs limit the weighted average life 
(WAL, calculated as the weighted average legal maturity) of their portfolio, and the 
final legal maturity of each instrument.  By limiting their portfolio to instruments 
with a very short legal maturity, it is more likely that MMFs’ holdings will mature 
at par – unlike investors who have longer-dated holdings, and are more fully 
exposed to credit risk. 
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Notwithstanding their best efforts to manage interest rate and credit risk, there 
remains a risk that amortised price may not be an accurate estimate of market price. 
Therefore, the use of amortised accounting is conditional. For example, CESR’s 
Guidelines Concerning Eligible Assets for Investment by UCITS says: 


 
With respect to the criterion "value which can be accurately determined at any 
time", if the UCITS considers that an amortization method can be used to assess the 
value of a MMI [Money Market instrument], it must ensure that this will not result 
in a material discrepancy between the value of the MMI and the value calculated 
according to the amortization method. The following UCITS/MMI will usually 
comply with the latter principles: 


 
• MMI with a residual maturity of less than three months and with no 


specific sensitivity to market parameters, including credit risk; or 
• UCITS investing solely in high-quality instruments with as a general rule a 


maturity or residual maturity of at most 397 days or regular yield adjustments 
in line with the maturities mentioned before and with a weighted average 
maturity of 60 days. The requirement that 
the instruments be high-quality instruments should be adequately monitored, 
taking into 
account both the credit risk and the final maturity of the instrument. 


 
These principles along with adequate procedures defined by the UCITS should 
avoid the situation where discrepancies between the value of the MMI as defined at 
Level 2 and the value calculated according to the amortization method would 
become material, whether at the individual MMI or at the UCITS level. These 
procedures might include updating the credit spread of the issuer or selling the 
MMI. 


 
The first bullet in CESR’s Guidelines accommodates the pricing practices of 
French VNAV funds, which apply amortised accounting to instruments with less 
than three months residual maturity.  If the fund manager has any concerns about 
the credit quality of an issuer of an instrument with less than three months residual 
maturity, then some other estimate of its market price should be used. 
 
The second bullet accommodates the pricing practices of CNAV funds, which 
apply amortised accounting to instruments with less than 397 days residual 
maturity, subject to ensuring this does not result in a ‘material discrepancy’.  In 
practice, a material discrepancy is assessed by comparing the amortised price of the 
portfolio with an alternative estimate of its market price. That alternative estimate 
comprises actual market prices where they are available, and model prices where 
they are not - for example, prices modelled off of an issuer’s interest rate curve. 
That alternative estimate of the market price is called the ‘shadow price’.  If the 
shadow price differs by more than 0.5% (or 
50bps) from the amortised price, then the CNAV fund abandons amortised pricing 
in favour of the shadow price. This is consistent with pricing its shares to two 
decimal places, as described above. 
 
Research by the Investment Company Institute1 shows that the average shadow 
price of CNAV funds between 2000-2010 was well within the 0.5% (50bps) limit 







33 


 


for using amortised accounting – even during the darkest days of September 2008. 
That average shadow price of US prime MMFs during that period was 0.999977 
(i.e. an average variation from the CNAV of 0.23bps); the highest average shadow 
price was 1.0020 (i.e. +20bps variation from the CNAV); and the lowest average 
shadow price was 0.999980 (i.e. -20bps variation from the CNAV). 
 
 
Therefore, CNAV and VNAV funds both make use of amortised accounting to 
calculate their NAV, due to the lack of market prices at the very short end of the 
yield curve.  The use of amortised accounting is subject to certain reasonableness 
checks, including the calculation of a shadow price in the case of CNAV funds. 
However, and due to the lack of market prices, the shadow price is partly made up 
of model prices. 


 
The impact of accumulating and distributing shares 


 
Like any other investment fund, MMFs can offer either accumulating or distributing 
shares. Distributing shares in MMFs make daily declarations of net income (and, 
usually, make monthly distributions) whereas accumulating shares retain net income 
within the fund, which manifests as an increase in its NAV and therefore in its share 
price. 
 
Investors’ preference for distributing or accumulating shares is driven by a 
combination of taxation issues (i.e. whether investors have a tax-driven preference 
for income or for capital gains, and whether funds are required to distribute income 
for tax anti-avoidance purposes) and operational issues (i.e. whether investors find it 
convenient/inconvenient to process the receipt of income). EU- domiciled2 CNAV 
and VNAV funds may offer both distributing and accumulating shares. 
 
 
 


1  “Pricing of U.S. Money Market Funds”, ICI, January 2011, www.ici.org. The ICI collected weekly data on shadow prices 
from a sample of 53 taxable money market funds. In April 2010, those funds accounted for 11 percent of the number and 27 
percent of the assets of all taxable money market funds, about the same percentages as in August 2008. 
2 US-domiciled MMFs only offer distributing shares, due to taxation issues. 



http://www.ici.org/
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The accumulation of income impacts the constancy or variability of a MMF’s share 
price. 
 
In the case of a CNAV fund, assume it offers both distributing and accumulating 
shares, and has 100m shares in issue. Assume that the annualised yield of the fund is 
2%, which results in net income of EUR5,000 per day.  Assume that the NAV of the 
fund (gross of income) changes between T1 and T5 as shown below, i.e. since the 
NAV never changes by as much as 0.5% (50bps), the share price of the CNAV fund 
is based on amortised pricing throughout. Then the price of the shares will be: 
 
 
 


NAV CNAV fund price per share… VNAV fund price per share… 
 
 Distributing Accumulating Distributing Accumulating 


T1 100,000,000 1.00 1.000050 1.000000 1.000050 
 
T2 


 
99,999,000 


 
1.00 


 
1.000100 


 
0.999990 


 
1.000090 


 
T3 


 
99,950,000 


 
1.00 


 
1.000150 


 
0.999500 


 
0.999650 


T4 99,940,000 1.00 1.000200 0.999400 0.999600 
 
T5 


 
99,980,000 


 
1.00 


 
1.000250 


 
0.999800 


 
1.000050 


 
 
 
The first point to note, is that accumulating shares in a CNAV fund do not maintain a 
constant price – rather, the price increases each day by virtue of the daily 
accumulation of income. Of course, investors do not ‘read’ such volatility in the 
share price as indicative that the fund has failed to maintain its objective of providing 
security of capital. That is because the volatility is always positive, since it is caused 
by the mere accumulation of income. 
 
The second point to note, is that accumulating shares in a VNAV fund exhibit less 
‘downside’ volatility than distributing shares, because the daily accumulation of 
income offsets (wholly or partially) reductions in the NAV. For example, at T2, daily 
mark-to-market losses cause a fall in the price of distributing shares, but, since those 
losses are wholly offset by the daily accumulation of income, the price of 
accumulating shares increases. Again, these differences do not impact an investors’ 
ultimate economic experience, and so ought not to impact their reading of constancy 
or volatility.  However, and as described below, when one looks at actual differences 
in the share prices of CNAV and VNAV funds, the accumulation of income may in 
practice have a bearing on investor experience. 
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APPENDIX C 
 
 
A comparison of MMF  ratings  methodologies 
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APPENDIX D 
 
 
 
 
IMMFA guidance on standardised portfolio holdings disclosure 
 
 
 
 
 
 
Pursuant to Article 5.3 of IMMFA’s Code of Practice, and in order to enable investors to assess the risk of portfolio holdings, the IMMFA Board recommends that IMMFA funds’ portfolio holdings reports 
should record the following data fields for each holding: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
ID ISO 3166-1 alpha-2 code GOVERNMENT DEPOSIT P-1 A1+ F1+ Aaa AAA AAA ISO CODE (3 CHAR) 
 


FINANCIAL REPO NR A1 F1 Aa1 AA+ AA+ 
 


CORPORATE TREASURY BILL / NOTE NR NR Aa2 AA AA 
 


FLOATING RATE NOTE Aa3 AA- AA- 
 


ABCP A1 A+ A+ 
 


CERTIFICATE OF DEPOSIT A2 A A 
 


COMMERCIAL PAPER A3 A- A- 
 


BOND NR NR NR 
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IOSCO Response From SWIP 
 
1) Definition of Money Market Funds 


 
Money market funds that should be captured within the scope of the review 
should be short term money market funds as defined by ESMA/CESR 
definitions in their 2010 documents. Funds that are designed to give liquidity 
and capital preservation ahead of return should be the focus of the study. 
 


2) Susceptibility to Runs 
 
We disagree with the statement  


 
“In general, MMFs are vulnerable to runs because shareholders have an incentive to 
redeem their shares before others do when there is a perception that the fund might suffer 
a loss.” 
 


Investors, who tend to be large institutional clients, make a conscious effort to 
diversify their risk by investing in MMF’s, and are aware of the structure and 
mechanics of the funds. One of the arguments often mentioned is that investors 
have the belief that the £ (or € or $) per share is guaranteed. If they did think this 
then why would investors ‘flee’ when there is a stressed market event? The 
redemption of units in a fund is a typical reaction for any investor who has fears 
over the risk profile of a fund, or pending market events. It is therefore the 
responsibility of a fund manager to ensure that the fund has sufficient liquidity to 
meet client redemptions, whilst also ensuring a low underlying risk profile. 
Indeed one of the first indicators of the crisis were runs on VNAV funds that were 
unable to price assets accurately during the sub-prime crisis in 2007. CNAV funds 
were a relative safe haven during this period as investors sought the lower risk 
investments sought by these funds. 
 
There have been arguments around maturity transformation making a MMF 
susceptible to systemic risk. This however is true of all debt funds, regardless of 
type of underlying investment, and whether of CNAV or VNAV type. All debt 
funds are maturity transformation vehicles whereby they take investments and 
invest in longer dated assets. Investors should be encouraged to assess the risk of 
the fund prior to any potential problems the fund might have. As such, it is the 
stress of the markets that encourages an investor to ‘run’, not the CNAV/VNAV 
nature of the fund.  
 


“Several features of MMFs, their sponsors, and their investors contribute to the run 
risk of MMFs. For example, although a constant, rounded NAV fosters an expectation 
of safety, MMFs are subject to credit, interest-rate, and liquidity risks. Thus, when a 
fund incurs even a small loss because of those risks, the constant, rounded NAV may 
subsidize shareholders who choose to redeem at the expense of the remaining 
shareholders.” 
  


This statement masks what might be considered as the true underlying reason 
for MMF CNAV behaviour. The funds are (or at least should be) managed to 
ensure that the shadow NAV of the fund stays as close to the CNAV value as 
possible. The incurrence of small losses, rather than impacting the shadow 
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NAV are often adjusted in the yield the fund pays to investors, rather than 
having any significant impact on the shadow NAV. In fact it is generally only 
a default event (such as happened with Lehmans and Prime Reserve) that 
causes the shadow NAV to see any significant impact. Therefore the creation 
of a strict framework to ensure the accuracy of a shadow NAV would dispel 
any doubts about the accuracy of a shadow NAV. Having a clear 
responsibility to maintain assets in line with a clearly discernible market value 
would mean funds always have a shadow NAV that is in line with the 
objectives of the fund to maintain a stable NAV and protect capital. 
Determining an accurate market price is an issue that is not always straight 
forward. As a fund provider with a VNAV fund within our fund suite we have 
often had to employ amortised cost in pricing assets for the VNAV fund as 
market pricing is often based on a generic yield curve. Assets which do not 
price accurately against a generic yield curve can therefore show large 
unrealistic gains or losses on re-pricing. Buying assets that have to be marked 
against vastly different yield curves creates price volatility, and this is 
something that investors do not like to see. Stability in pricing of a fund goes a 
long way to encouraging an investors that their investment is ‘safe’. 
Consequently moving all cash funds to VNAV could precipitate much quicker 
runs than CNAV funds, and therefore the systemic risk from funds could in 
fact be increased. 
As such, the ‘fostering an expectation of safety’ is not necessarily a bad thing. 
We want investors to believe their investment is safe. Clearly MMF's are not 
guaranteed and this should be clearly stated in all Fund literature. However, 
through prudent management the Fund Manager will look to deliver stability 
for investors. This can best be achieved by ensuring the risk profile and 
pricing volatility of the fund stays low, not through the provision of guarantees 
or capital support. 


 
“MMF’s instead have relied historically on discretionary sponsor capital support to 
maintain a constant NAV.” 
 


This statement we fundamentally disagree with. Whilst there have been 
industry examples of this stance, we would not agree with this genaralisation 
and would instead stress that at no time running our CNAV funds have we 
ever relied on sponsor support. Instead we have relied on conservative fund 
management and ensuring the amortised cost of assets tied with the market 
value. Our marketing material makes it quite clear that there are no sponsor 
guarantees and that the value of investment can go up as well as down as is 
standard on any OEIC fund. 


 
“Finally, because investors have come to regard MMF’s as extremely safe vehicles that 
meet all withdrawal requests on demand (and that are, in this sense, similar to bank 
deposits), MMF’s have attracted highly risk-averse investors (possibly more so in the 
case of constant-NAV funds) who are particularly prone to flight when they perceive the 
possibility of a loss. It is likely that these features mutually reinforce each other in times 
of crisis.” 
  


We would not be in disagreement that funds attract risk-averse investors. 
However this means that funds should be managed with this in mind, not 
trying to chase yield and outperform each other. Carrying too much risk, either 
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through lower rated investments, lower levels of liquidity, or otherwise non-
stable priced assets, is irresponsible when the investors are looking for low 
risk investments. The purpose therefore of the regulation should be to ensure 
that funds are not managed with excessive risk, and have adequate credit and 
liquidity restrictions and controls in place. 
 


3) Importance to Short Term Funding Markets 
 


It is clear that short term funding markets are important to bank funding. The 
size of bank balance sheets means that it is impossible for them to fund 
themselves strictly through retail depositors. One argument against MMF’s is 
that the institutional cash invested in MMF’s would instead be left in bank 
accounts instead of invested in MMF’s. We see this is a clearly flawed 
argument. MMF’s provide a clear service to investors in diversifying their 
investments, giving an outsourced provision of credit research and 
administration of their treasury business. A lack of MMF’s however would not 
mean that institutional investors would no longer seek this type of benefit 
through different schemes such as segregated accounts. Investor behaviour in 
terms of risk tolerance is likely to be even lower in such a situation, and the 
diversification benefits of MMF’s are likely to be reduced as segregated 
accounts would be concentrated on an ever decreasing number of ‘too big to 
fail’ banks. The diversification benefits of MMF’s would be lost as flighty 
investors ensure that the risk of loss in their capital is minimised. There are 
also clear disadvantages in terms of liquidity. 
The issue around bank reliance on the short term money markets is perhaps a 
better way of addressing the issues around systemic risk of MMF’s. ILAS 
regulations in the UK have meant that bank liquidity is clearly targeted at 
longer term funding, however this is currently not a level playing field as other 
banking markets do not have such restrictions and a competitive disadvantage 
exists for banks that are curtailed in this manner, and knock on impacts can 
feed through into the wider economy where this exists. Clearly defined 
regulations around bank liquidity should exist across international banking 
markets.  
It should be noted here though that imposing increasingly restrictive limits on 
MMF’s means that bank funding and MMF investments increasingly diverge. 
As more MMF’s are required to keep more cash in shorter dates, this is 
contrary to the funding profile regulators wish to see from the banks. This 
would be exacerbated if MMF’s no longer existed and investors were forced 
into segregated arrangements which have poorer liquidity. It would force all 
corporate treasurers to have a far tighter control over their liquidity profile and 
cash requirements. This is clearly not advantageous for banks, for treasurers or 
for fund managers. 


 
4) Sponsor Support 


 
Sponsor support is not a sustainable source of risk mitigation. Supporting 
funds as a sponsor is uneconomical as the fees that are generated by the funds 
are low compared to the cost of a bail out of a bad investment. Sponsors are 
important in ensuring there are adequate resources given to the money market 
funds business in terms of personnel, structure, systems, research and 
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operations, however bailing out bad investments is not a way forward. 
Sponsor support further reinforces the idea that a fund is guaranteed. Investors 
instead should be clearly obliged to carry out due diligence on the fund they 
are investing in to ensure they are comfortable with the risk and return profile 
of the underlying assets in the fund. 
Further, it could perhaps be argued that it should be defined in Regulation that 
it is forbidden for a provider to support their fund, ensuring the current will 
they / won’t they uncertainty is avoided, and we can be explicit that the risks 
of investing in a fund lie with the investor. The fund providers reputation and 
future income will depend on maintaining the integrity of the fund. 
At all times it should be transparently stated for investors in any scheme, 
marketing or promotional materials what the risks on investing any fund. 


 
5) Benefits to Investors 
 


When a corporation is invested in a MMF with a well diversified shareholder 
base they benefit from the collective cash flow of the pool. Meaning when one 
institution is spending money another may be investing money. This effect 
smoothes the cash flow picture and allows the length of the investment 
horizon to be increased. This benefits the investors as the fund manager can 
run a portfolio with a potentially longer weighted average maturity there by 
increasing the return potential for the investors, while still being 
conservatively managed to continue providing same day liquidity. This also 
benefits the counterparties being invested in, as more assets can be invested 
longer term so helping their funding requirements. 
A good MMF will be run by a highly experienced fund management and 
credit analysis team. This means the investor is benefitting from expertise in 
portfolio construction and an additional layer of credit analysis. Not just 
relying on the credit agencies to help them with managing credit risk. In 
addition good fund managers will also run robust risk management procedures 
on their portfolios stress the assets against credit moves, interest rate moves 
and fund redemptions. Funds are also in OEIC structures so they are governed 
by an independent board of directors who are there to look after the interests 
of the investor. This also means the assets of the Fund are protected in a 
defined legal structure which is separate from the organisation managing the 
assets, thereby adding additional independence and security. 
The final point we agree less with. We are not convinced that MMF’s are 
correct for the retail environment. A retail customer would be better protected 
by the deposit insurance backing of central banks if they have their money 
invested directly into regulated banks, rather than in MMF’s. However if 
MMF’s for retail investors are to exist, separate regulation should perhaps 
exist to protect retail investors. 
With regards to alternatives, there are currently not many in the market place 
other than a segregated approach. This has an advantage to the client in that 
they can set their own investment restrictions but the disadvantages are 
considerable.  


 
• No benefit from sharing your cash flow. Assets would have to be much 


shorter. 
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• No pooling of deals. The market would see thousands of extra deals 
going through the market making settlement far less efficient and 
dealing rooms over run with deal enquiries 


• No external fund management of credit process if clients run their own 
cash, totally reliant on the rating agencies (see local authorities and 
Icelandic Banks) 


• No credit quality or liquidity regulation on the segregated mandates so 
far less regulatory oversight on investment process. 


 
6) Similarity to Bank Deposits 
 


We strongly disagree with any similarities being drawn with a bank deposit 
and a MMF. MMF’s are not bank deposits, and investors are fully aware of 
this. Indeed all funds should have to make it quite explicit through their 
marketing material that the funds are not deposits in an account; they are 
making an investment into a pooled, managed fund.  
Investing in MMF’s is a conscious decision by investors to diversify risk and 
outsource their credit risk analysis. There is no link between MMF’s and bank 
deposits other than bank deposits, and similar low risk investments being part 
of the investment universe of the funds. 


 
7) CNAV vs VNAV 


 
VNAV funds are a red herring in this debate around MMF’s. Investor 
behaviour in a ‘run’ situation is being dictated by a fear over losing the value 
of their investment. This fear exists regardless of the type of fund that an 
investor holds.  We saw during the credit crunch that it was VNAV ‘enhanced’ 
cash funds that first experienced runs due to their inability to accurately price 
assets linked to sub-prime mortgages. This in turn caused a panic amongst 
investors who sold units in other enhanced funds and caused a liquidity crisis 
as everyone sought to sell similar assets in a market with no liquidity.  
CNAV funds had a similar experience when the Prime Reserve fund ‘broke 
the buck’ due to the Lehman’s default, a time which saw unprecedented lack 
of confidence in the banking sector itself. At this time there were large 
redemptions in prime money market funds as investors were fearful of 
contagion and losing money on their investments.  
None of the above however can be contributed to the NAV calculation or 
accounting methodology used by the underlying funds. There was simply a 
panicked market of fearful investors, who wished to take their investments and 
place them in ‘government-style’ treasury funds. 
A lot has been made about the fact CNAV funds do not reflect the underlying 
value of assets within them. This is untrue. A CNAV fund can only keep the 
CNAV value of £/$/€ per share if the underlying value of the assets within the 
fund is within a very small tolerance of that value. If a CNAV fund was forced 
to float its share price then this may in fact increase investor redemption 
behaviour. A fund showing a small profit (setting aside any tax implications) 
could see investors flood to sell units to crystallise their gain, similarly the 
fund would likely see no new investments as investors would shun a fund 
showing a NAV of greater than par as it would inevitably lead to crystallising 
a loss when selling units. Maintaining the CNAV in fact allows the fund to 
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ensure that investors only use the fund for liquidity purposes and removes any 
arbitraging opportunities. 
Lastly, we discuss the use of amortised accounting within VNAV funds. As 
stated in the point about enhanced funds during the crisis, pricing assets in a 
low liquidity environment can be extremely difficult. How can you price 
something accurately when you cannot sell it? We have also seen recent 
examples whereby through a volatile swap market, issuing yields dramatically 
vary. Can a single market curve accurately price all these variables accurately? 
At many times during the last few years, amortised accounting has indeed 
been the most accurate way to price assets, and restriction in its use may mean 
inaccurately priced funds and the type of investor behaviour described above 
which would simply exacerbate the systemic risk. 
 
 
 
 


8) Rating Agencies 
 


Rating agency involvement in MMF certainly in Europe has evolved from the 
lack of a unifying 2a-7 rule to define the parameters on MMF’s. Rating 
agencies have therefore been a driver in creating minimum standards for MMF 
investments, liquidity, investor diversification and other measures. Investors 
have also taken fund ratings as a means to invest in funds, with many linking 
the requirement for a fund rating, in some cases multiple ratings, to their 
investment policies. Additionally, rather than just any rating, investors are 
wedded to the ‘triple-A’ prefix to a rating. Consequently, the triple-A standard 
set by a rating agency becomes the minimum criteria for MMF Investment 
Guidelines. Investors seem unwilling to deviate from this and we have seen 
any fund put on negative watch suffer large redemptions. A recent example of 
this on a CNAV fund did not result in a breaking of the buck, showing the 
increased robustness of the CNAV product. Any change to rating agency 
involvement in MMF’s however, will mean a fundamental change to approach 
for many, if not all, European MMF investors. 
 
The systemic risk from CRA involvement in MMF’s is mainly linked to their 
minimum rating requirements. As bank ratings deteriorate below the minimum 
rating criteria dictated by the rating agencies methodology MMF’s are forced 
to either sell assets, reduce exposure in their size or tenor, or simply remove 
counterparties from approved lists. While many of these restrictions are valid 
moves to reduce credit risk in funds, many are unnecessary restrictions of 
otherwise safe investments and counterparty usage. Rating agencies are 
become very intransigent in their application of their methodologies, as has 
been shown by recent decisions to put certain funds on negative watch as they 
held paper deemed to be of insufficient quality post a downgrade of an issuer. 
This behaviour is dangerous and has the potential to cause a run on a fund. As 
exists in other rated funds in other asset classes, the rating should instead 
perhaps be given to the fund manager, rather than the fund itself. Ratings for 
fund managers or fund management houses could be harder to achieve, harder 
to maintain, not be clustered around the top rating, and create a situation 
where investors are encouraged to look at a fund managers abilities to run a 
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product, rather than assuming ‘all funds are the same’ – something that can 
exist when funds are rated as triple A by the same agencies. 
 


9)  Repo Markets 
  


Although not hugely active in reverse repurchase transactions, we firmly 
believe that MMF’s should only engage in secured lending transactions when 
the collateral involved is of the highest quality, namely government bond 
assets, and we’d be comfortable with any regulation that was brought in to 
limit MMF’s to this. 
 


10) MMF environment 
 


There are 2 other significant factors that have affected MMF’s since the credit 
crunch that we think should be taken into consideration. Firstly the change to 
liquidity requirements as defined by the changes to the 2a-7 rule in the US and 
the revised IMMFA Code of Practice. These measures have decreased the risk 
profiles of MMF’s considerably, ensuring a fund must hold at least 10% of 
assets in next day maturing assets in order to ensure being able to meet 
investor redemption demand. Furthermore there is a requirement to hold 20% 
(IMMFA) or 30% (2a-7) of assets maturing within 1 week. These changes 
have been deployed by the MMF industry and have seen great improvements 
in a funds ability to negotiate distressed markets (as we saw through the US 
rating downgrade, and the European sovereign crisis). If anything this area of 
ensuring MMF’s have plenty of natural liquidity is perhaps one that could be 
strengthened further by increasing the proportion of assets in next day assets. 
Secondly we would like to highlight the increased use of stress testing 
amongst funds. All funds are now required to be stress tested on a regular 
basis, currently at least monthly, we at SWIP run a stress test on a weekly 
basis. This stress testing analyses the risk profile of a fund by re-pricing the 
entire fund, based on shifts to yield curves, credit spreads and then assesses 
the impact of the newly priced fund under various redemption scenarios, up to 
50% of the fund size. This extreme scenario testing of a funds risk profile will 
pre-empt any fund breaking the buck as it will flag any increase in a funds 
credit risk, a decrease in a funds’ liquidity, or deterioration in a funds’ shadow 
NAV. With these controls in place fund providers have clear oversight into the 
funds risk profile and ensures remedial action can be taken prior to a fund 
getting into any significant problems. 


 
11) Systemic Risk Analysis 


 
We would agree with the first and second assertions made in the paper.  


“CNAV funds combine a set of characteristics which may increase their vulnerability to 
systemic risk” 


This statement we fundamentally disagree with. As we discussed in the response 
to 7) the accounting methodology and NAV calculation, have nothing at all to do 
with systemic risk, or the risk of runs, rather this is a function of investor fear 
over market dislocation. Similarly, use of amortised accounting also does not 
increase systemic risk. VNAV funds are equally susceptible to runs and as such 
should not be differentiated from CNAV funds in this manner. Indeed as we 







Scottish Widows Investment Partnership 


mentioned in the answer to Question 2) VNAV funds in fact accelerated the crisis 
due to the inability to accurately price assets linked to the sub-prime crisis, and 
runs were experienced from funds in this sector. This inability to price assets in a 
crisis is something that should also be addressed, as we detailed in 2). 
In general we would like to ensure that any regulatory changes are an 
enhancement to the industry rather than creating unintended consequences that 
would mean the industry has trouble surviving. MMF’s provide an incredibly 
important service to investors, through diversification of investments, outsourced 
detailed credit analysis, ease of administration, and pooled liquidity. This can 
clearly be seen as a driver of the importance of funds due to the scope of their 
continued use, particularly in the US where returns, for providers and investors, 
are at all time lows. 
 


12)  Moving from CNAV to VNAV 
 


As we have discussed at length already a change from CNAV to VNAV would 
not mitigate against redemption runs and systemic risk. Instead we should be 
trying to create a framework where we can have more confidence in the CNAV 
value being an accurate price for the fund. As we have discussed in many 
circumstances amortised accounting is the fairest way to value an asset, however 
in circumstances where there is a clear discrepancy between a market price for an 
asset and its amortised cost, we would prefer to see a framework introduced that 
ensured that funds re-aligned the amortised cost of the asset(s) through 
withholding of income. As concerns raised seem to be that the amortised cost of 
assets is not an accurate reflection of the value of the underlying assets, then a 
framework to ensure this would alleviate these concerns. A distressed asset which 
shows deviation away from market prices could be negatively amortised for a 
short cure period, until it accurately reflected market prices again. This in turn 
means that the fund pays out a lower interest rate (yield) as it offsets income 
accrued with realigning a distressed asset with its market price. Again the share 
price does not need to fluctuate during this period, only the return that a fund pays 
to investors. Again a strong framework around ensuring amortised costs are 
accurate is a far better solution than fluctuating a share price with all the potential 
issues that would create. The lower yield also removes the moral hazard around 
funds paying out higher yields while holding assets that are distressed. Further, it 
also means that investors in the fund at the time of the distressed asset are those 
that are impacted through the reduced yield rather than building a pre-emptive 
buffer, as proposed in 13). This solution also allows adjustments to be made prior 
to significant loss events occurring as amortised cost values are kept up to date 
and in line with market pricing. Again as in 2) we need to ensure that market 
prices are clearly calculable, and differentiate clearly between different issuers, 
rather than simply being generically derived from a single curve.  
Once the asset is re-aligned with market prices the fund would then have the 
ability to amortise the asset back to its redemption (or in a defaulted asset the 
expected recovery value). Investors who have received a lower yield through the 
period of negative amortisation would then be incentivised to remain in the fund 
in order to receive the retained income from the fund during that period.  
Further benefits of these measures would mean that fund managers would know 
that running a fund with excessive risk would mean in the event of a distressed 
asset being in the fund it would result in their fund losing the excessive yield 
competitiveness. As such there is a clear incentive for Fund Manager’s to ensure 
that the risk in the fund is not likely to cause large deviations in the funds yield as 
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this may create a signal of distress for investors to leave the fund. As such 
consistency and appropriate risk levels will be encouraged, and funds taking 
excessive risks in distressed markets will be unable to continue to pay out higher 
yields to investors while holding assets that have a market price far lower than the 
value it is held in the fund. Clearly, the Scheme, Marketing or Promotional 
literature of the Fund would require to transparently stipulate the adopted 
approach. 


 
13) NAV Buffer 
 


As discussed in 12) we think that a pre-emptive NAV buffer solution is not the 
best way to prevent systemic risk. Firstly, existence of a buffer means that 
investors would be under the impression that their investment is guaranteed. 
This may potentially mislead the investor community. Existence of a NAV 
buffer also has the potential to encourage portfolio managers to chase riskier 
investments, knowing a ‘bail-out’ buffer is available to offset losses that could 
occur, either in whole or in part. Again this is not something that should be 
encouraged. The ‘NAV re-alignment’ solution we mentioned in 12) means that 
funds are on an even playing field and are still incentivised to avoid riskier 
investments, on the basis that any loss of value on an asset would be deducted 
from the yield (and consequently the funds market competitiveness) rather than 
being immediately bailed out by a buffer accrued in previous years.  
Creation of a NAV buffer would also take many years to achieve anything of a 
size that mitigates against any significant loss of value event. In such a low 
yielding environment this may stretch the resolve of investors to breaking point if 
a large percentage of their net income was being withheld to offset currently non-
existent losses to bail out future holders of the fund. 
It has been suggested a sponsor funded NAV buffer should be created. Over and 
above the issues around implied guarantees this gives, we also believe that fund 
sponsors will be unwilling to provide unlimited capital to funds to create a buffer, 
and the fund does not generate enough in fee income to offset the cost of capital 
that would be incurred by providing the buffer. Providers would also potentially 
have to place the whole fund on their balance sheets which would be unacceptable 
to them. It is an uneconomical solution, and something that would potentially kill 
the industry. 
 


14) Private Insurance 
 


This solution also creates the moral hazard mentioned in 13) around less 
scrupulous portfolio managers chasing higher yielding, riskier assets with the 
knowledge that protection around the fund exists. However we feel more 
fundamentally that this solution is unworkable due to the cost involved, 
premiums would be too high, and as we have seen from credit enhancement in 
the ABS market this is generally unworkable in a distressed market. 
 


15) Conversion to Special Purpose Banks 
 


We would emphasise again that MMF’s are not and should not be thought of 
in any way as Banking products. They are investment funds that invest in short 
dated bank issued debt. The nature of the par per share aspect of MMF’s we 
have shown in previous answers is due to the short term stable nature of the 
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vast majority of MMF assets, and the need to diminish arbitrage opportunities 
for investors.  


 
16&17) Two-tier system 
 


Taking the ideas mentioned in 16) and 17) together, we believe that a two tier 
system is potentially a workable solution, however the tiering should be based 
on the underlying investor base, not on over-complicated rules regarding the 
accounting methodology, or the NAV pricing. As we have clearly set out in 
previous answers the methodology of pricing and accounting does nothing to 
mitigate against systemic risk. 
As institutional investors are sophisticated with a clear ability to differentiate 
between risky funds and non-risky funds, they make a conscious decision to 
invest in their chosen funds. Retail investors are perhaps less sophisticated 
with regards to the underlying investments they are in, and consequently do 
not ‘run’ from funds as aggressively in distressed markets. This pattern of 
behaviour we feel means that retail investors should therefore have a greater 
level of protection than institutional investors, and therefore separate 
regulation should perhaps exist for retail funds. We would argue that 
institutional investors however should not have the same level of protection, 
and instead as sophisticated investors should be encouraged to do due 
diligence on the funds that they invest in. This again encourages portfolio 
managers to run their funds with low risk as their reputation is reliant on the 
success of the fund in avoiding default events and significant losses that would 
impact their competitiveness. 
Where a two-tier system would not work is if CNAV or VNAV funds were 
given an advantage over one another. Any two-tier system where one type of 
fund is given advantageous treatment over another would inevitably lead to 
the destruction of the other fund type, whilst doing nothing to remedy the 
potential systemic risk of the industry. 
 


18)  Summary and Prioritisation 
 


In summary, we feel that the options as laid out in 12) – 17) do not in 
themselves provide a realistic solution to the systemic risk problem. We do see 
potential in the idea of creating more protection for retail clients invested in 
MMF’s, through clearly defined separate regulation around funds that are 
intended for a retail investor base. Secondly we also would offer the NAV re-
alignment framework as a preferred solution to allay fears over CNAV and 
amortised accounting accuracy, and a clear preference to building pre-emptive 
NAV buffers. 
No other option above do we see as a viable proposal. 
 


19) Marked to Market Accounting 
 


We have already covered the continued benefits of amortised accounting in 
previous answers, and believe that its continued use, allied to a strong 
framework of NAV repair built around comparing assets to a clearly defined 
market price and ensuring that amortised cost is accurate. The main issues we 
find with marked to market pricing for all assets is that clear and defined 
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market prices for privately dealt OTC money market assets are incredibly 
difficult to accurately maintain on an ongoing accurate basis. Pricing clarity in 
money markets is difficult as CD’s and CP trades can be dealt directly with 
issuing banks at levels that are far removed from the underlying pricing yield 
curves. This lack of clarity around prices means that some marked to market 
prices can be incorrect; meaning a VNAV fund employing marked to market 
pricing can be mispriced. We have seen many occasions recently in markets 
dislocated by the European sovereign crisis, where 3 month assets were 
trading 50-60 bps above the prevailing yield curve. Following the LTRO 
actions by the ECB and the consequent moves in the swap rates, the same 3 
month assets are now issuing at 30-40bps below the prevailing yield curve. 
Capturing this type of movement in asset pricing is incredibly difficult and can 
show funds showing large positive or negative moves in its shadow NAV. 
Amortised cost pricing can smooth out these large negative or positive moves, 
and ensures that the assets are priced consistently for the short period of time 
the assets are within the fund. 
Marked to market pricing is far easier to maintain when assets are on a 
regulated exchange or non-privately issued, so a treasury bill fund can easily 
adapt to marked to market pricing, whereas a prime MMF would have far 
more difficulty. The practical impact of being able to price an entire MMF on 
a daily basis would also mean same day liquidity would be difficult to achieve. 
Instead funds would have to employ a degree of historic pricing. 
 


20)  Restrictions on Amortised Accounting 
 


Again as per answers to previous questions, amortised accounting we feel is 
the most accurate methodology for pricing assets in short term money markets. 
If restrictions are to be created over its use we would again encourage the 
NAV re-alignment framework assessing the market value of the assets against 
amortised cost to ensure accuracy, and negative amortisation to re-align assets 
with market when over a certain tolerance.  
If further restrictions are applied to the use of amortised accounting with 
regards to a maximum tenor, we may see all funds simply buying assets within 
this time frame in order to ensure its continued use. A restriction of say 90 
days, could mean an entire MMF industry consolidating all its purchases 
within a 90 day time period. This would a) not be good for the banking sector 
who would find that the MMF funding they receive would be very short and 
therefore capital would have to be held against the liabilities, expensive for the 
banks to receive and a lower return for investors. This has the potential to feed 
through into the wider economy, as a) corporate treasurers get a lower return 
on their cash balances and could be tempted to seek higher returning in 
alternative investments, and b) banks see longer term funding reduce and are 
less able to lend on into the wider economy.  
Again there is a potential moral hazard to consider that portfolio managers 
may seek higher risk assets to offset the lower returns on offer within a 90 day 
period, as other asset types are unavailable as longer than 90 days in maturity.  
Restriction on the use of amortised accounting is a possible solution, however 
the consequences of such restrictions must be thought through very carefully 
by regulators. 
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Rather we would recommend a framework around ensuring that amortised 
pricing is accurate when compared to a market price, as detailed in 12). This 
framework ensures amortised accounting is used responsibly, and ‘breaking 
the buck’ is far more difficult as distressed assets are kept in line with market 
values. 
 


21)  Liquidity Restrictions 
 


As we have already discussed, the imposition of minimum liquidity 
requirements for MMF’s has already had a significant impact in allowing 
funds to negotiate the recent dislocations in markets caused by the downgrade 
in the US credit rating and the European debt crisis. This creation of natural 
liquidity by MMF’s is the simplest way of ensuring that MMF’s are capable of 
surviving a period of market stress where secondary liquidity has disappeared. 
Larger balances for next day and sub-1 week maturities are an easy way of 
mitigating against runs from investors, and also ensuring the risk profile of the 
fund stays low. As we have mentioned previously more allocation to next day 
maturities is a possible next step for regulators, and most MMF’s already run 
nearer 20-30% of assets in next day maturities. Indeed in line with the Bank of 
England changes to ILAS regulations around required liquidity for banks, a 
regulator could dictate a variable amount for overnight liquidity to be 
available, raising the amount when markets are distressed and reducing the 
amount when tensions ease. This would have obvious knock on impacts to 
bank funding, but nevertheless could decrease the risk of a fund running out of 
liquidity. It would also encourage funds to run more assets that are highly 
liquid as having to raise liquidity amounts quickly due to regulatory 
requirements would mean keeping a highly liquid portfolio. 
Definitions of illiquid assets are difficult to justify, when an asset class that is 
liquid and a counterparty that is highly rated could be difficult to sell when 
there are simply no buyers in the market, or everyone owns the issuer already 
and therefore liquidity in the market can be poor for a particular name. 
Liquidity can also be affected by market sentiment around asset types, country 
risk, pricing volatility and issuer specific concerns. As such creating a defined 
illiquid asset is difficult, however with reference to past price volatility would 
suggest asset types such as ABS and VRDN’s with legal maturity dates longer 
than the expected maturity, private placement FRN’s and assets that are either 
unrated, or carry a rating lower than the highest available short term debt 
rating category (P2, A-2, F2) could all be considered illiquid. 
 


22)  Know Your Customer 
 


Having knowledge of an investor base is an important factor in ensuring a 
fund is not subject to unexpected redemption pressure. All funds should have a 
team of Client Liaison professionals who should be pro-active in engaging 
with clients around potential for large movements in and out of MMF’s. This 
enables portfolio managers to pre-plan liquidity measures, and means 
remaining investors are not affected. MMF’s should also be required to have a 
widely diversified investor base, and not have large concentrated investments 
from a small number of investors making up a fund without holding sufficient 
liquidity against them(exceptions can be made for internal and omnibus 
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accounts which can be mandated within large organisations to remain invested 
in such a vehicle). This liquidity coverage and diversity of investor base has 
been incorporated into Moody’s recent fund rating methodology and they look 
to ensure that a fund has adequate liquidity to meet redemptions from its 
largest 3 investors. As such we would be comfortable with any requirements 
for a fund to have in place structure around its knowledge of its investor base. 
It should also be noted that MMF portals can add additional issues for a fund 
provider's activities with their investors. Portals sell their services on the basis 
that they are a convenience tool for corporate treasures, providing an 
electronic platform where a treasurer can trade on a range of MMF’s. These 
services have evolved further, where some now offer a service to aggregate 
the underlying stocks of the individual funds and calculate a level of risk 
analysis. While on the face of it this is helpful to the investor community it can 
also lead to mis-representation of the underlying risks in a portfolio, this 
offering should be at least scrutinised by a sufficiently qualified body before 
being offered to the investor community. This however is not the only issue 
they pose. There is a danger that when an investor trades through a portal it 
adds an extra layer in the relationship change, so interfering or lessening the 
relationship the fund provider has with the end investor. It can also create an 
environment where investors chase yield, moving money around from fund to 
fund depending on who had the best yield the day before, undermining the 
principle of shared liquidity. Finally certain portal providers will run omnibus 
accounts where there is no transparency of the underlying holders. This makes 
the process of managing underlying share holder diversity impossible and 
accordingly it should perhaps be removed as a practice. 
 


23)  Liquidity Fee 
 


Liquidity fees or redemption levy’s exist in many MMF prospectuses however 
their use remains limited. We feel that where the use of a redemption levy is 
left to the discretion of a MMF manger, or board, then there is a clear 
disincentive to use it. Clearly systemic risk is mainly caused by funds 
receiving more redemption requests than they can cope with, and the lack of 
ability to meet investor demand through natural liquidity can mean funds fire-
selling assets at below market levels in order to meet redemptions, this can 
cause the shadow NAV to deteriorate and the marked to market price of the 
remaining assets to fall. Consequently the fund can break the buck. A 
transparent levy would be fair to all investors and would be an appropriate tool 
to manage the Fund, especially in scenarios of this nature. In all cases, the 
Scheme Documentation would have to provide detailed information to the 
Investor in order that informed investment decisions could be taken at all 
times. One solution may be for the Regulators to set certain conditions or 
criteria where the levy must be applied and to legislate more comprehensively 
on this basis. Effectively, this would in certain circumstances replace 
discretion with mandatory obligations. We feel that unless there is an external 
regulator insisting upon the application of a levy, then there is little chance of 
a fund ever choosing to apply it. The redemption levy also has the potential to 
put investors off ever investing in funds if it were to be applied unilaterally, as 
this would mean an immediate loss on investment effectively being realised. 
That would drive investors away from funds altogether into alternative less 
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transparent vehicles. We believe if there was the potential for a redemption 
levy to be applied in distressed funds, this again encourages more due 
diligence prior to investment from the client base. 
Such a levy should only be applied if either the market is severely dislocated 
and secondary liquidity dries up, in a default event whereby a counterparty 
with a highest short term debt rating is unable to repay debt, or if a MMF is 
observed as breaking the buck, and there is a risk of all investors in MMF’s 
redeeming to invest in Government style funds. These scenarios do have the 
potential to cause a run on MMF’s and therefore the liquidity fee could be 
levied against redeeming investors in this type of distressed market, again 
however this would only be possible if the funds were told it was compulsory 
to apply, otherwise they would use their natural liquidity until there was 
nothing left, and the fire-sale of assets begins. 
As such a redemption levy we feel is a proposal that could work to mitigate 
systemic risk, however one that must be carefully considered to ensure that 
investors are not encouraged to seek other investments. Initial feedback from 
investors does appear to show that investor base is opposed to such measures 
being introduced. 
 


24)  Minimum Balance Requirement 
 


Maintenance of a minimum balance within funds we feel is an impractical way 
to mitigate against investor redemption risk. There is a huge complexity of its 
management within a fund with potentially many hundreds of investors, and 
the need to hold back investments for a set period would very quickly ensure 
that more time would be spent modelling investments in and out of funds than 
there would be time spent managing them. This proposal is unworkable from a 
management of the fund point of view, and also we believe unworkable from 
an investor point of view. Investors use MMF’s often for large investments 
over short periods of time and therefore having no certainty over the ability to 
redeem their investment would force them to use alternative vehicles which 
may exhibit different criteria. A far better way to manage client redemption 
requests is to manage natural liquidity and have good information about client 
intentions for their investment (as discussed in 22).  


 
25)  Bid Price Valuation 
 


As discussed previously, fund valuation and asset pricing plays very little part 
in dictating investor behaviour in a ‘run’ situation. As such this proposal we 
believe would not provide any benefits. Liquidity fees as discussed in 23) 
would be a far more effective influence on investor behaviour. 
 


26)  Redemptions in kind 
 


Redemptions of assets, or in-specie transfers are included in many funds 
prospectuses already. This type of redemption is however only feasible for 
large scale redemptions where a vertical slice of assets is a practical solution. 
Redeeming a large number of small redemption requests it is however 
impractical to use in-specie transfers of assets. Many smaller investors would 
also not have the ability to take receipt of assets. In-specie transfers are also 
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easier to achieve over a longer time period than same day or even t+1 or 2. 
There tends to be a requirement to plan the transfer over many days, and 
therefore the proposal is one that could only work in isolated cases. 
 


27) Gating Redemptions 
 


Again redemption gating is permitted in many funds prospectuses, and is a 
useful tool for funds who have large redemption requests in a short period of 
time. Maximising the amount of redemption proceeds paid out within a short 
period of time allows the funds shorter dated assets to roll shorter, and help the 
funds liquidity position to recover. The potential drawbacks to widespread 
gating would be deciding when and what investors to gate. A set percentage of 
redemptions being permitted on a given day could be influenced by large 
transactions at end of day. Would it be a pro-rata of all redemption requests on 
a given day, would the first redemption requests received be permitted in full, 
but any over a certain percentage be delayed. All fund providers have a 
responsibility to Treat Customers Fairly, and therefore gating of redemptions 
would suggest that all investors would have to have a pro-rata amount 
redeemed on a daily basis. Clearly this could have knock on impacts in the 
wider economy, as cash held in funds could be locked up for days on end, and 
normal cashflows cannot be met, such as wage payments, etc. The 
administration of such a gating policy if it were to be enforced on a unilateral 
basis has the potential to cause issues for investors, and therefore, despite 
being in favour of gating being permitted by funds, we feel it is inappropriate 
for gating to be a widespread solution. We feel liquidity fees are a far better 
way of influencing investor behaviour in a distressed market. 
 
 
 


28)  Private Liquidity Facility 
 


Liquidity backstops are obviously effective way of ensuring funds have 
recourse to secondary liquidity, selling assets through a liquidity backstop 
would ensure a fund could always meet investor redemptions. The issue would 
be who would provide such a backstop. As central banks have stated that they 
are keen to avoid any further government intervention there seems to be little 
scope for any liquidity backstop being provided. 


 
29 & 30)  Substitution for CRA ratings 
 


Ratings exist as described in 8) as a measure of risk that a fund exhibits as 
defined by the various CRA’s against their standardised methodology. We 
also went into some detail as to the reasoning behind the requirement for 
investors to hold Triple-A rated funds. This creates risk for the funds as any 
sign of rating deterioration can prompt investors to redeem units and the fund 
experience a run. The benefits of these ratings though do however include an 
external party monitoring a funds risk profile, ensuring that the fund is 
adequately managed, and there are sufficient resources and controls in place. 
As such MMF ratings are a comfort to investors however this can quickly turn 
to a sign for panic. 
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Substitution of these ratings, as long as investors are comfortable with the 
replacement methodology and terminology, could be viable. CRA’s do have 
differing methodologies and reasoning behind their fund ratings, and perhaps 
taking a best of approach would provide investors with some comfort. That 
said however the issues surrounding the CRA ratings we described in 8) could 
simply be transferred to the replacement. The question therefore remains 
should funds be rated at all? Again if there is a unilateral set of criteria set out 
by a 2a-7 style rule for MMF’s worldwide then perhaps fund ratings would not 
be necessary. If investors are not deterred from investing in the funds as 
unrated entities, then lack of a rating could be a way of removing the influence 
CRA’s have in adding to the likelihood of a fund experiencing a run. 
Alternatively ratings could exist for fund managers and houses rather than 
funds, and therefore less arduous restrictions could therefore exist around the 
funds, and an environment could exist where in order to achieve 
diversification between funds investors have to get used to investing in 
managers who do not have the ‘top’ rating from a rating firm. 
  


31)  Other factors 
  


As we have discussed in this document, we believe that the proposals to 
improve liquidity, robust stress testing, a framework to ensure accurate 
amortised priced assets (allied to improved market pricing methodology use 
throughout the market), and selective imposition of redemption levies, in-
specie transfers and redemption gating can be effective risk mitigation. 
We are also keen to promote transparency within the industry, and full 
disclosure of holdings to investors on a regular basis should be mandatory.  
In order to provide investors with further confirmation that under certain 
circumstances a Money Market Fund could be caused to close every fund 
should be required to publish a 'living will' , which would specify the process 
around which a fund would close and highlight processes , options available to 
investors and likely timescales that would occur. 
This has the advantage of creating clarity in investors’ minds concerning the 
possibility of closure and the process that would be adhered to in that event. 


 
32) Jurisdictions   
 


Lack of clear definitions of MMF’s properties and restrictions have created a 
situation where similar funds in different jurisdictions have different 
limitations, different risk profiles and are invested in dramatically different 
assets. Clarity and uniformity between jurisdictions would mean that all 
MMF’s have a clearly defined regulatory landscape, and there is no advantage 
from one geographical area to another. This will mean all funds are on a level 
playing field, and investors are aided in their due diligence in analysing and 
comparing funds. It may also mean a large re-assessment in terms of eligible 
assets across jurisdictions, as ‘older’/more evolved markets have adapted 
various non-vanilla investment assets for their MMF’s against the newer 
markets which are more vanilla in nature. Clarity in definitions and restrictions 
across markets would therefore improve monitoring and regulation of MMF’s. 





