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Dear Financial Stability Oversight Council:
This letter is submitted by me personally in connection with the request for comments by
the Financial Stability Oversight Council in response to its Proposed Recommendations
Regarding Money Market Mutual Fund Reform, November 2012. I am the Richard Paul
Richman Professor at Columbia Law School and co-director the Millstein Center on Global
Markets and Corporate Ownership. I have submitted two comments in response to prior SEC
releases1 and an invited written submission in connection with the June 2012 hearings on money
market fund reform held by the Committee on Banking, Housing, and Urban Affairs of the U.S.
Senate. I have recently written a paper on money market fund policy questions entitled Money
Market Funds Run Risk: Will Floating Net Asset Value Fix the Problem? (with Christopher M.
Gandia).2 I am not retained by any party with a potential interest in these reform proposals nor have
I received support for my research on money market funds from any such party.
My summary responses to the proposed alternatives are as follows:
1. I would not favor floating NAV, because it would not address the systemic run-risk
problem of money market funds (“MMFs”) and worse, would give the appearance of addressing
those problems. The chief driver of MMF run risk is the response of safety-seeking MMF users in
circumstances that threaten full payment of principal, not the desire to capture the small permitted
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Posted at http://ssrn.com/abstract=2134995. At various points in this submission, I may quote from that
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spread between $1 reported NAV and $0.995 actual NAV. The adoption of the floating NAV
alternative would leave MMFs still highly exposed to run risk.
2. I would favor Proposal Two, the NAV Buffer and Minimum Balance at Risk (“MBR”).
This proposal addresses the two characteristic sources of MMF fragility: (i) the inability to bear loss
on the default or value depreciation of any portfolio security; and (ii) the incentive of MMF users to
redeem shares – to run -- in a way that exacerbates financial distress. The control of potential runs
by MMF users is critical to reducing the systemic risk posed by MMFs. This is because MMFs are
themselves critical sources of finance for other financial institutions throughout the world,
particularly systemically important banks. The present set-up, in which MMFs have no explicit lossabsorbing capacity, puts MMFs at high risk of a run in conditions of financial instability. As a result,
MMFs will respond proactively, in effect “running” on the counterparties to MMF finance by simply
not rolling-over existing short term debt instruments; this reduces MMF credit risk and builds
liquidity. However, this MMF run will give rise to funding shortfalls in financial sector
counterparties, which could be highly destabilizing in some circumstances and at a minimum is likely
to lead to credit contraction to the real economy. As the FSOC has explained in its Proposed
Recommendation, the Minimum Balance at Risk feature is a novel way to reduce MMF run risk by
imposing some of the run costs on the users of MMFs.
3. If Proposal Two were not adopted, I would favor Proposal Three, the NAV Buffer and
Other Measures. The main difference between the two proposals is that Proposal Three would
require a higher up-front loss-absorbing layer – call it “capital” – instead of a lower capital charge
but a MBR. My view is that ultimately the MMF users ultimately will bear the costs associated with
these various ways to enhance MMF stability – as they should – but that Proposal Two is the least
costly approach. In Proposal Three, since the capital will be provided by the sponsor or a third party,
an MMF user will absorb none of the potential costs of a run. Thus the capital needs to do all the
work of avoiding a run, that is, provide a sufficient buffer against both default on a portfolio security
and depreciation in market value of portfolio securities because of fire sales associated with
redemptions throughout the MMF industry. For a given level of protection against systemic distress,
a higher level of capital will be required in a Proposal Three regime (capital) than in a Proposal Two
regime (capital plus MBR). Given the challenges in raising capital, this could be an important reason
to favor Proposal Two.3
4. In a previous submission to the SEC I have offered a proposal that bears a family
resemblance to Proposal Two, except that it puts the entire provision of capital on MMF users, at
least in the case of institutional funds. The proposal calls for MMFs to issue two classes of equity,
Class A, designed to retain a fixed NAV, and Class B, whose value will float to cover defaults or
depreciation in market value of portfolio securities. Class B issuances must equal (or exceed)
the largest single portfolio position permitted by regulation or by the fund’s fundamental policy
3

I have concerns about some of the add-ons to Proposal Three beyond the capital requirement. Liquidity
requirements can reduce the usefulness of MMFs as financial intermediary, since they limit the pool of MMF
credit users, and they add to the pressure on MMFs to run on their counterparties in periods of financial
instability. Shortening maturities in the MMF portfolio enhances the speed of the MMFs’ withdrawal of
finance from their counterparties.
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(a self-imposed limitation) plus an additional amount to reflect the risk of a general decline in
money market asset values outside of such a default. Because Class B is loss bearing, Class A
will be able to retain a fixed NAV in virtually all circumstances.4 So, for example, institutional
users would be required to purchase a Class A/Class B “bundle.”5 The percentage of Class B in
the bundle reflects the loss-bearing capacity of the fund. Requiring institutional users,
collectively, to provide “capital” – on which they receive a return equal to their other investment
in the fund – will avoid the need for sponsors to raise very significant sums in the capital market.
Assuming an institutional prime MMF market of $1 trillion, sponsors would need to raise or
contribute $10 billion if the required capital is one percent; $30 billion if it is three percent. This
proposal was explained in a comment letter submitted to the SEC on August 12, 2011, which is
attached to this submission.
5. In addition to authority in Title I of Dodd-Frank, I think the FSOC also has authority
with respect to MMFs in Title VIII, since MMFs are used in conducting “payment, clearing, or
settlement activity that the Council has designated as systemically important under section 804,”
as further defined in section 803(7). This would then give FSOC authority to assure that
appropriate risk management rules were adopted by the SEC. See Section 805(a)(2)(E). I think
a strong case for the importance of MMFs to payment, clearing, and settlement activity is made
in an Appendix to a submission to the SEC by Arnold & Porter, dated November 2, 2012. I have
attached a copy of the Appendix, entitled “Impact on Specialized Systems that Use Money
Market Funds to Hold Temporary Liquidity Balances,” to this submission.
*

*

*

To understand the issues that the FSOC now faces, I think it is necessary to appreciate the
origin and consequences of MMF growth in the financial system. MMFs arose in the 1970s as
regulatory arbitrage around the regulatory ceiling on interest rates that depository institutions,
banks and thrifts, could offer to depositors, so-called “Reg Q.” At a time of high short interest
rates, MMFs provided retail savers access to money market rates and became a substitute for
both savings and checking accounts. The industry and the SEC understood this substitution. As
a marketing tool, as consumer protection, and presumably as systemic risk mitigation, the
industry and the SEC collaborated on a series of portfolio constraints, principally to limit
maturities and to assure credit quality, in order to lower the risk that MMF shares would fall
below a fixed net asset value, typically $1 a share. The SEC also provided a form of regulatory
forbearance that permitted MMFs to use amortized cost accounting rather than “mark to market”
valuations to smooth over small deviations from par. The SEC also from time to time granted
regulatory relief to permit MMF sponsors to support $1 net asset values through buying
4

In the event that the combination of default losses and market value losses exceed the Class B buffer, then the
fund should suspend redemptions and liquidate.
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The proposal treats institutional funds and retail funds differently as to the source of the Class B capital. For
institutional funds, the investors in the fund must buy the class B shares; for retail funds, the sponsor must buy the
Class B shares. Government funds are treated separately.
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distressed securities in MMF portfolios. The limitations of these SEC-crafted substitutes for the
security of deposit insurance became apparent in the financial market distress of fall 2008.
The role of MMFs in the economy dramatically changed in the 1990s. Over time various
institutional actors – non-financial corporations, pension funds, securities lenders, and asset
managers, for example -- have become increasingly important MMF users. This is illustrated by
Figure 1 below, which shows an institutional share of MMF assets of nearly 60 percent by 2008
and thereafter.
Figure 1

Source: Federal Reserve, Flow of Funds, Table L.206 (2011).

These institutional users look to MMFs for safety, liquidity, and convenience. Given the sums
involved, far in excess of prevailing deposit insurance ceilings,6 these users often prefer not to rely on
banks exclusively. Yet the bulk of MMF prime assets, more than 80 percent, currently consist of short
term issuances by banks and other financial intermediaries.7 In effect MMFs have been providing
institutional users with (1) bank-like cash management services, (2) diversified portfolios of creditscreened claims on other financial intermediaries, especially banks, and (3) substitute deposit insurance
through the implicit promise of the MMF sponsor to swap out a “bad” portfolio security as necessary to
avoid breaking the buck. The value proposition for any given institutional user is positive: A well-
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This excepts the now-expired temporary lifting of the deposit insurance ceiling in the Dodd-Frank Act.
This is documented in Samuel G. Hanson et al, An Evaluation of Money Market Reform Proposals, Dec. 20,
2012.
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chosen diversified portfolio of financial intermediary claims could well have less credit risk than any
particular bank, the yield might be higher, and the implicit deposit insurance is an additional backstop.
The problem, of course, is that this set-up catastrophically failed in a moment of high systemic
stress. I have heard it argued that the “only” money market fund that failed was the Reserve Primary
Fund. That of course ignores the massive runs, the unprecedented Treasury guarantee of $3.5 trillion in
MMF assets, and the backstopping of the sketchiest MMF assets through the Federal Reserve’s AssetBacked Commercial Paper MMMF Liquidity Facility (“AMLF”). Dodd-Frank stripped Treasury of
authority to issue such a guarantee in the future and tightened the Fed’s capacity to establish emergency
liquidity facilities.
As noted above, until the financial crisis the ultimate stabilizer for the MMF industry was the
practice of sponsor support, an implicit sponsor guarantee. There is an admirable history of sponsors
coming to the rescue of their sponsored funds, particularly in 2007 and 2008. Yet the failure of the
Reserve Primary Fund shows the limit of that strategy. Nothing in the SEC’s MMF rulebook matches
fund size to sponsor financial capacity, yet at moments of systemic distress, sponsor capacity is an
important factor in outcomes. Indeed, for funds that needed sponsor support 2008, Moody’s reported that
at least 20 sponsors of fixed NAV funds in the US and Europe supplied $12.1 billion, ranging from $27
million to $2.9 billion, an average of $607 million per firm.8 A careful study by the Boston Fed
documented 31 instances between 2007 and 2011 in which prime MMFs would have broken the buck
without direct sponsor support.9 Another careful study by Federal Reserve Board staff using a different
methodology that broadens the definition of sponsor support to include guarantees shows that 29 funds
would have broken the buck in the month following the Lehman failure without sponsor support.10 These
needs arose even after announcement of the Treasury guarantee and the Fed’s liquidity facility. Yet
because we do not and realistically could not require a sponsor to guarantee its funds, the current practice
of sponsor support (unless and until it is not feasible), is a treacherous ice floe on which to rest a multitrillion dollar financial intermediary.11
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Moody’s Investor Service, Sponsor Support Key to Money Market Funds (Aug. 9, 2010).
Seffanie A. Brady, Ken E. Anadu & Nathanial Cooper, The Stability of Prime Money Market Mutual Funds:
Sponsor Support from 2007 to 2011, Fed. Res. Bank of Boston (Aug. 13, 2012),
http://www.bos.frb.org/bankinfo/qau/wp/2012/qau1203.pdf.
10
See Patrick E. McCabe, Marco Cipriani, Mochael Holscher & Antoine Martin, The Minimum Balance at
Risk: A Proposal to Mitigate the Systemic Risks Posed by Money Market Funds, Fed. Res. Bd. D.P. 2012, at
31 (using reports required under the Treasury’s Temporary Guarantee Program for Money Market Funds),
http://www.federalreserve.gov/pubs/feds/2012/201247/201247pap.pdf.
11
For example, one of the largest US MMF sponsors, Federated Investors, Inc., managed, as of year end 2011,
approximately $370 billion in assets, including $242 million in MMF assets, of which $110 billion were prime
MMF assets, representing nearly 8 percent of all prime MMF assets. Federated Investors, Inc 2011 Annual
Report, at 5, 8, 14; Inv. Co. Institute 2011 Factbook, at 164,Table 37. As of yearend 2011, Federated reported
$50 million in cash and cash equivalents, “available for sale” equity securities of $160 million, and
receivables, which together totaled approximately $345 million. These liquid holdings included investments
in Federated money market funds, $118 million. On most favorable assumptions, then, its liquid assets were
0.31% of prime MMF assets. Federated also had a $200 million credit revolver. Assuming immediate and
complete availability, this brings Federated’s liquid resources up to 0.5% of prime MMF assets. Federated
2011 Annual Report at 19, 52, 37. See also Federated Investors Inc., Form 10-Q, June 30, 2012 (Management
Discussion and Analysis of Liquidity). How much support could such a sponsor provide to its funds at crunch
time, not just to cover losses but to supply liquidity to avoid a loss-making sale? This is not to pick on
9
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It is against this backdrop that the various FSOC proposals must be evaluated.
Floating NAV. Floating NAV has appeal because it eliminates the regulatory artifact (to adopt a
more neutral term than “distortion”) that distinguishes money market mutual funds from other mutual
funds. Rule 2a-7 permits MMFs to report a fixed $1 NAV as long as the difference between the market
value of the fund’s portfolio and its aggregate amortized cost does not exceed a $0.005 band. That is, if a
fund’s NAV is greater than or equal to $0.995 it can report a $1.00 NAV. Proponents claim that floating
NAV will reduce run risk because (i) it would eliminate the fund users’ incentive in distressed markets to
arbitrage between the $1.00 and the actual market value, (ii) it will condition investors to understand that
“markets fluctuate” so that a decline in market prices does not necessarily signal an imminent default on
portfolio securities, and (iii) it will relieve sponsors of the implicit guarantee of zero investor losses that
can lead to unrealistic expectations of safety. Opponents, especially institutional users, say that floating
NAV will destroy the utility of MMF’s, because it would create significant tax, accounting, and
disclosure problems.12
Skeptics wonder whether floating NAV has much effect on run risk. The purported arbitrage
operates over a very limited range, one-half of a penny. That’s a maximum of $50,000 on a $10 million
portfolio, not taking into account transaction costs. Not trivial but not compelling. Moreover, investors
are unlikely to have the real-time pricing information that would encourage such arbitrage. Large MMF
portfolios typically contain dozens of securities and many money market instruments do not trade.
Instead, the strongest reasons for a run on an MMF are the same as for an uninsured bank account:
uncertainty about the full payment of principal and a prisoner’s dilemma dynamic in which the first party
to withdraw stands the greatest chance of a full recovery. The circumstances that provide the greatest
arbitrage possibilities (that increase the gap between $1.00 reported NAV and the $0.995 shadow NAV
floor) will also be those that reflect heightened risk of the fund’s “breaking the buck,” in which direct
losses on portfolio defaults and indirect losses on redemption-driven fire sales can significantly exceed
the $0.005 range. In large part this is because money market assets are likely to present a highly
correlated risk of default or loss of liquidity because they mainly consist of short term credit issuances of
financial firms and their affiliates.
Similarly, floating NAV as a means to desensitize investors to fluctuating MMF valuations seems
to misperceive what drives an MMF run: It is not the breaking of the buck per se, but a high-enough
probability that the underlying portfolio event will correlate across MMFs generally. The prior instance
of buck-breaking, the Community Bankers Fund in 1994, provides an instructive example. The fund
broke the buck because of valuation changes in a portfolio “unsuitably” concentrated (27 percent) in
interest-rate sensitive structured notes. The fund was small (only $150 million), its portfolio
concentration violated the SEC rule, and the securities did not default. The fund’s idiosyncratic
investment strategy (and small size) meant that the industry did not suffer a run.13 By contrast, the
Federated. Other asset managers with large MMFs like Vanguard and Fidelity are not public firms and do not
disclose such information.
12
Opponents may also believe that this is the point of various reform proposals, including floating NAV, the
goal of which is to make banks the exclusive provider of transaction accounts. That is, even if floating NAV
does not in fact reduce run risk, it will lead many MMF users to turn to banks instead because of the
transactional conveniences of a fixed dollar account. So MMFs will be less a systemic threat because they will
be smaller.
13
See Securities Exchange Commission, In the Matter of John E. Backlund et al., Rel. No. 33-7626 (Jan. 11,
1999, http://www.sec.gov/litigation/admin/33-7626.txt.
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Reserve Primary Fund ($60 billion) held defaulted-upon securities of a large financial firm (Lehman) at a
time of (i) high concentration of MMF assets in the financial sector and (ii) increasing and correlated
instability among financial firms. In other words, it appears that the correlation of possible portfolio
losses rather than the “focal point” effect of a buck-breaking was the main driver of the post-Lehman
MMF runs. These portfolio losses can arise not only through defaults but also through fire sale prices on
non-defaulted assets as funds scramble to meet redemption requests.
Unless floating NAV significantly reduces run risk relative to fixed NAV, it will not produce
systemic stability. Instead, one of the other proposals on offer becomes necessary.
In a research paper that is included with this submission, Money Market Funds Run Risk: Will
Floating Net Asset Value Fix the Problem?, a co-author and I take advantage of a natural experiment
presented by European money market funds to provide empirical evidence on that run-risk question.
Although all US MMFs are fixed NAV funds, money market funds offered in Europe come in both
“stable NAV” and “accumulating NAV” varieties. A “stable NAV” fund is equivalent to the “fixed” US
counterpart. An “accumulating” fund does not maintain fixed NAV, and while it does not fully “float,” it
does offer a useful proxy for the effects of a “floating NAV” fund. We examined the performance of these
European MMFs during “Lehman Week” to test the factors that contributed to run propensity. Although
virtually all funds experienced a significant run, the only internal factor that consistently predicted extra
run propensity in our various models was ex ante risk, proxied by reported yield before Lehman Week.
By contrast, the difference in run propensity between stable and accumulating NAV funds was not
economically or statistically significant. Focusing in particular on US dollar funds that provide the best
institutional comparison, our point estimate is that a 1 percent increase in yield (e.g., from 2.00 percent to
2.02 percent) was associated with approximately a 0.6 percent decrease in fund assets (e.g., from $100
million to $99.4 million). Over the approximately 1.8 percent yield range of the USD European MMFs,
this suggests that the highest yielding funds on average should have experienced asset contractions of
approximately 24% greater than the lowest yielding funds. To repeat, none of the contraction was
explained by the difference between stable and accumulating NAV, indicating that NAV “fixedness” did
not contribute to the run.
The two FSOC alternative proposals each entails loss-absorbing capital, in different
configurations. Before distinguishing between the proposals, I first want to address two arguments
against such proposals generally. First is the “mutual funds are not banks” argument. This is a syllogism
to the effect that: banks require capital, money market funds are not banks, money market funds have no
depositors or other debt claimants, so therefore money market funds should not be required to raise
capital. This is an argument that would put form over function. Whether or not MMFs are classified as
“banks” in our regulatory structure, they perform bank-like functions and, more importantly, are subject
to bank-like fragility and destabilizing bank-like runs. Banks engage in three sorts of “transformation”:
credit transformation, maturity transformation, and liquidity transformation. Roughly, this means that
banks convert short-term funds supplied by parties wanting safety and immediate 100 percent availability
into credit assets that individually may carry significant default risk, that may remain outstanding for a
significant time period, and that whose immediate sale price could well be substantially below the “hold
to maturity” value. This description of a bank’s function applies in all respects to a prime money market
fund. MMF users expect safety and complete daily liquidity. Yet MMF prime assets carry meaningful
default risk, have average maturities of two or three months, and would not necessarily be salable at
amortized cost, especially in a stressed environment.
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From the perspective of a fund’s stability, it is of no moment that MMF claims are styled as
“shares,” rather than “deposits.” The owner of MMF shares looks to “redeem” shares – receive funds
from the MMF – not to sell them on the secondary market, and to redeem the shares at par. Precisely
because MMFs are sold as a high liquidity-high safety vehicle, parties who perceive the risk of loss will
run, for the same reason that bank depositors run. From the perspective of an MMF user, the MMF
functions like a bank in providing liquidity and safety. The fact that in some formal way it can be
described as similar to a bond mutual fund is irrelevant to appreciating the distinct systemic threat that
MMF present in their current form. From a regulatory perspective, we ought not be so concerned about
the losses absorbed by MMF users but very concerned about the destabilizing withdrawal of credit that
MMFs otherwise supply to financial firms and nonfinancial firms that follows upon an MMF user run.
The second argument is that the 2010 amendments to Rule 2a-7 were sufficient to address the
MMF stability problems revealed in fall 2008. The main thrust of the 2010 amendments was to enhance
MMF liquidity, through (i) a daily liquidity requirement that 10 percent of the MMF portfolio consist of
cash, Treasuries or one-day maturing assets; (ii) a weekly liquidity requirement that an additional 20
percent consist of cash, Treasuries, or other government securities maturing in 60 days or less, or assets
that mature in one week or less; and (iii) a shortening of portfolio maturities (“weighted average
maturity”) from 90 to 60 days and adding a “weighted average life” limit of 120 days duration. 14
These liquidity requirements could well contribute to MMF stability in certain circumstances, but
they are not a substitute for capital because they do not provide loss absorbency. MMF users will run if
they perceive a significant risk of loss. As shown by the most recent annual report of Treasury’s Office of
Financial Research, most MMFs have been at risk of breaking the buck upon the failure of a single
significant issuer.15 Because of the concentration of MMF assets in financial sector instruments, the
possible correlation of defaults could produce a run in times of financial distress. Liquidity and capital
work together. Capital makes it less likely that a default would produce a loss for MMF users. Without
that assurance, liquidity may be rapidly absorbed.
The liquidity requirements themselves are costly. For example, the shortening of portfolio
maturity may enhance liquidity, but it also increases the speed with which MMFs can withdraw credit
from the firms that rely on MMF finance, which adds to systemic fragility. The shortened maturities will
also change the composition of MMF portfolios. Non-financial firms are not well-equipped to use short
term liabilities to finance long term assets. Thus financial firms, which specialize in such maturity
transformation, will increase their share of MMF financing. Indeed, this has already occurred.16 As the
financial crisis demonstrated, financial firm solvency is likely to be highly correlated. Thus the effect to
address stability by enhancing liquidity may well undermine stability by creating correlated solvency risk.
One thing we are learning in the Basel III process is that capital and liquidity are complements not
substitutes for financial intermediaries.
14

The 2010 Amendments also tighten quality requirements for MMF assets, enhance disclosure, and augment
the Board’s power to suspend redemptions and liquidate the Fund if it is about the break the buck.
15
US Treasury, Office of Financial Research, 2012 Annual Report, 71-72, including Chart 3.3.11. OFR was
established and tasked by Sections 153, 154 of the Dodd-Frank Wall Street Reform and Consumer Protection
Act. As a concrete example, a recent Moody’s analysis showed that 15 MMFs held positions in Lehman
Brother securities, ranging from 0.25% of assets to 5.6% of assets, that could have resulted in such funds’
breaking the buck in fall 2008. See McCabe et al., supra note 9, at 29.
16
See Samuel G. Hanson et al, An Evaluation of Money Market Reform Proposals, note 6 supra.
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The conclusion that MMFs need loss absorbency – capital – seems to me an inescapable element
of the series of financial system reforms undertaken after the financial crisis. In a sense Congress has
mandated that MMF take on capital in light of the reform to the emergency lending authority of the
Federal Reserve. The Dodd Frank Act, section 1101, amends section 13(3) of the Federal Reserve Act to
require that emergency lending programs “shall be designed to ensure … that the security for emergency
loans is sufficient to protect taxpayers from losses.” Collateral is to be assigned a “lendable value … in
determining whether the loan is secured satisfactorily for purposes of this paragraph.” In a financial crisis
MMFs are highly likely to require liquidity support from the Federal Reserve, as events of fall 2008
demonstrated. The amendment of section 13(3) probably means that a liquidity facility like the AMLF, in
which the Fed lent against sketchy asset-backed commercial paper at par, would not be possible. Instead,
the Federal Reserve would need to apply a haircut in accepting such assets as collateral to avoid credit
risk. But here’s the problem: without capital the MMF cannot offer the collateral at anything less than
par, unless it is prepared to register an immediate loss for MMF users.17 The haircut is based on an
assessment of “lendable value”; as such, the haircut forces the realization of a potential credit loss; and
without capital the MMF has no capacity to absorb such a loss. In a fixed NAV regime, use of a Fed
facility would therefore mean breaking the buck.18 Moreover, “lendable value” of less than par
presumably affects NAV calculation for similar assets – and not just at the borrowing MMF but other
MMFs that may hold such assets. Thus without capital the use of the Fed facility will exacerbate
industry-wide MMF run risks even in a floating NAV regime.
So how is the MMF to raise capital? The most straightforward way to achieve this would be
through Proposal Three, the NAV buffer and other measures. I am concerned that particularly in the
present interest rate environment requiring capital of three percent might well present a difficult hurdle
for sponsors or third party capital providers. Moreover, as I have previously noted, addressing the run
risk problem through run cost internalization by institutional MMF users would be more efficient.
Proposal Two, a lower NAV buffer and a Minimum Balance at Risk, is designed to minimize run
risk while providing some direct loss absorbing capacity. The Lehman week run illustrated the problem.
At a time of valuation uncertainty, MMF investors faced a classic prisoner’s dilemma game in which the
rational individual strategy was to “redeem,” rather than “not redeem” despite the collective irrationality
of such a strategy. “Redeeming” meant a higher chance of receiving par than “not redeeming” and never
would make the redeeming investor worse off. From the MMF side, the need to generate cash to meet
actual and anticipated redemption requests meant that MMFs could receive depressed “fire sale” prices on
sound assets, which itself can lead to wide-spread MMF losses and thus bad investor outcomes.
This “run” dynamic can be reversed, however, by the simple expedient of restricting the extent to
which investors can fully redeem all of their shares in a short time frame, for example, by delaying
redemption of a specified percentage of an investor’s stake for a period of time. Proposal Two calls for a
3 percent holdback of amounts over $100,000 for 30 days. This makes all investors residual risk bearers
in event of losses associated with a run – there are no first mover advantages to running -- and should
reverse the run dynamics. Such a “holdback” means that in most circumstances an individual investor’s
best chance to avoid loss is from not running. This effect is strengthened by the feature of Proposal Two
that calls for subordination of an MBR of a “running” MMF user to the claims of the non-running MMF

17
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At least if the loan is effected through the customary repurchase agreement.
Presumably recourse to a Fed facility means that the sponsor is itself tapped out as a source of liquidity.
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users. Because MMF users are made to internalize some of the costs of runs, the incidence of runs will
decrease. This in turn increases the systemic stability of MMFs.
To be sure, this is a novel approach, not found for other financial intermediaries that otherwise
promise daily liquidity. But we should appreciate that MMFs are a novel financial intermediary, which
arose out of regulatory arbitrage with an appeal principally for retail users who wanted a better interest
rate deal than banks could offer. Some years later, institutional users found MMFs. These are cash-laden
parties who want more safety than what the official banking system offers and also unrestricted liquidity,
all without paying the costs of systemic stability. That is not possible -- unless, as now, the taxpayers
bear the costs when the systemic bill comes due. The appeal of MMFs is the offer of a credit-screened
diversified portfolio of financial assets that is safer than deposits in a single bank but highly liquid. If that
value proposition holds, then the small restriction on liquidity and remote loss-bearing contingency
should not be a significant disincentive for the institutional MMF user.
There is an estimated $1.5 trillion in short term funds in the global financial system looking for
safety and liquidity. It is important to devise financial institutions that can manage such cash flows in a
systemically robust way and that does not depend on a taxpayer subsidy for its rescue. The prior design
of MMF was an experiment that produced a bad outcome. So we must experiment again, learning from
experience and being willing to revise our institutions in light of new economic challenges.
My apologies for the late submission of this comment. I respectfully ask that it be added to the
record of these proceedings.

Sincerely,

Jeffrey N. Gordon
Richard Paul Richman Professor of Law
Columbia Law School
Attachments
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August 12, 2011
Via SEC Internet Comment Form
Ms. Elizabeth M. Murphy
Secretary
U.S. Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549-1090
Re:

File No. S7-11-09
Release No. IC-28807
Money Market Reform

To the Commission:
This letter offers a specific proposal for the regulation of Money Market Funds
(MMFs). The proposal responds to comments made at the Commission’s Roundtable
Discussion on May 10, 2011 and the public comments on the President’s Working Group
report on Money Market Fund Reform, per Investment Company Act Release No. IC29497. I respectfully request that this correspondence be included in the record of the
Commission’s rule-making in this area.
I will assume without further argument a general consensus that the
Commission’s prior Money Market Fund reforms (“the Reforms”) – which require more
liquidity and portfolios of shorter maturity and higher quality – are insufficient to address
the systemic risks of this particular financial intermediary. These Reforms do not address
a central weakness: the inability of MMFs to bear the default of any portfolio security.
Presumably a MMF is not entitled to use amortized cost accounting for a security that has
defaulted and penny-rounding is also unlikely to be available. 1 Unless the Fund’s
sponsor steps in to buy the defaulted security at par, the Fund will “break the buck.” The
Reforms at best partially address the limited capacity of MMFs to bear market risk
associated with increased default risk of assets on MMF balance sheets, which can reduce
1

See Investment Company Act Rule 2a-7(c) (2010) (use of either amortized cost or penny rounding
requires directors’ good faith belief that such valuation “fairly reflects the market-based net asset value per
share”).

the market value of a Fund’s portfolio below the permitted lower bound under pennyrounding. The Reforms have value because tightened credit quality should reduce value
fluctuations, and greater liquidity and shorter maturities make it more likely that a Fund
would be able to satisfy redemption requests without a “fire sale” disposition of Fund
assets, thus reducing the risks of a negative valuation spiral.
In response to the proposals discussed in President’s Working Group, three main
reform proposals have emerged. The first is to permit net asset values (NAV) to float, in
order to desensitize investors to relatively small valuation fluctuations in money market
funds. The second is to create a liquidity back-up facility that could lend against money
market fund assets at par, to avoid asset fire sales that would depress values. The third is
to provide a capital cushion that could absorb losses in respect of a default on a portfolio
security or upon the below-par sale of a portfolio asset. In my view the third general
proposal, for a capital cushion, is the best approach for addressing the systemic risks of
money market funds, given existing practical constraints, including the desirability of a
proposal that can be effectuated under existing statutory authority. This letter offers a
specific proposal designed to achieve goals of systemic stability and simplicity in
implementation.
The proposal in rough form is this: All money market funds will issue two
classes of equity, Class A, designed to retain a fixed NAV, and Class B, whose value will
float to cover outright defaults or depreciation in market value of portfolio securities.
Class B issuances must equal (or exceed) the largest single portfolio position permitted
by regulation or by the fund’s fundamental policy (a self-imposed limitation) plus an
additional amount to reflect the risk of a general decline in money market asset values
outside of such a default. Because Class B is loss bearing, Class A will be able to retain a
fixed NAV in virtually all circumstances.2 The proposal treats institutional funds and
retail funds differently as to the source of the Class B capital. For institutional funds, the
investors in the fund must buy the class B shares; for retail funds, the sponsor must buy
the Class B shares. The following discussion therefore treats these two types of funds
separately. The discussion also separately treats government funds.
Institutional Funds. Others such as the Squam Lake group have proposed a two
class structure to provide an equity cushion.3 The novel element of my proposal is the
source of the equity: investors in institutional funds will provide the additional equity, as
follows. An investor will initially be required to buy a “unit” that consists of Class A and
Class B shares. However, the investor’s subsequent purchases and redemptions of Class
2

In the event that the combination of default losses and market value losses exceed the Class B buffer, then
the fund should suspend redemptions and liquidate. See below.
3
See Squam Lake Group, Reforming Money Market Funds (Jan. 14, 2011).
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A shares need not be accompanied by the purchase of additional Class B shares so long
as the investor’s Class B ownership is at least as large as the required initial ratio.
An example will illustrate: Assume the required capital cushion is 5 percent.
Then a party putting $100 in an institutional fund would buy a “unit” $95 of Class A
shares and $5 of Class B. Each day the net asset value of the unit would be measured at
fair market value. Any variation from par would be allocated to the Class B shares,
which floats; the Class A shares would retain a fixed NAV. Thus although the value of
the unit may fluctuate, the Class A NAV remains fixed.
Assume further that the party redeems $10 of Class A shares. It can choose to
retain its corresponding investment in Class B shares ($.50 in this example), meaning that
when it subsequently buys (up to) $10 in Class A, no further Class B purchases are
required. Should it want to redeem the Class B shares, it can, but only a week later, at the
then-NAV of those shares.
Notice what this proposal accomplishes: it requires the users of institutional
money market funds to supply the capital necessary for their stability and it creates
disincentives for such investors to “run.” These are advantages over proposals that
contemplate sale of Class B shares to a separate group of capital suppliers. In particular,
the “unit” concept means that an investor who “ran” by redeeming Class A shares at par
at a time of falling asset values could not thereby impose losses on non-redeeming
investors. The losses would be borne by the matched Class B shares, including shares
held by the “running” investor, which cannot be disposed of except after a week’s lag.
The unit concept therefore provides an additional element of systemic stability
beyond proposals that just call for a capital cushion. A capital cushion cannot, by itself,
fully protect against runs. Even if the capital could absorb the loss of the largest portfolio
position, another default could break through the Class B. Thus in periods of financial
instability, runs remain a threat despite first loss protection, because the run strategy
presents no downside for the individual running investor. A Class A/Class B unit
changes the dynamic. Default risk, especially risk of multiple defaults that break
through the Class B, is fact low. By contrast, given a run, the chance of fire sale losses is
much higher. A holder of matching Class B shares now sees downside in the decision to
run, with a much greater probability of loss because of the run itself. The combination of
the capital layer and the unit approach should significantly increase money market fund
stability.
What share of the fund’s capital should be represented by the Class B shares;
meaning, how large an equity cushion? One straightforward approach is this: the Class
3

B percentage should at least equal the largest permitted portfolio position plus an
additional amount to reflect the volatility of asset values apart from a default on that
position. In the unlikely event of a default, the potential loss of an unsecured debt
position is total (as with Lehman Brothers commercial paper). An additional cushion
should be available to cover market value losses of securities that have not defaulted. So,
if the fund was permitted by the SEC regulation and the fund’s fundamental policy to
invest up to 5 percent of the securities of any given issuer, the relevant history suggests
that the right amount of capital should be 5.5 percent.4 But this 5.5 percent in Class B
shares is not particularly costly for the investor, because the full unit will be invested in
portfolio securities. Default, after all, will be a very low probability risk. In normal
times, the only cost is the diminished liquidity of a week’s delay for complete close-out
of a position at the fund. This is a small cost.
In the debate around the President’s Working Group report, institutional users of
money market funds have strenuously argued on behalf of fixed NAV as an essential
feature. Fixed NAV makes money market fund transactions as smooth as cash
transactions at a bank, avoiding the accounting and tax issues that would burden MMF
transactions with costs and inconvenience. Such a non-bank transaction account comes
at a cost, however, in terms of systemic stability. It seems entirely right that the
beneficiaries of such accounts should internalize those costs, which this proposal for a
Class A/Class B unit does.
Think of it this way: Money market funds permit institutional users to outsource
the cash management function while obtaining money market rates that have been higher
on average than bank rates. MMFs provide efficient diversification and credit
investigation in money market instruments. If MMFs did not exist, large institutions
would have to assemble their own staffs to perform such functions. Purchase of the Class
B shares is an efficient alternative to such on-going costs; it can be seen as a relatively
small one-time commitment that provides indefinite benefits, not unlike being required to
maintain a minimum balance in a bank account to obtain its benefits.
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This figure reflects a .5% volatility bound drawn from prior MMF experience that funds rarely “broke the
buck” (i.e., exceeded that bound) even without sponsor support. The volatility percentage could be set on
the basis of historical data, for example, by looking at the lowest bound of average MMF “shadow” NAVs
during fall 2008, without giving effect to sponsor support. Conceivably funds could lower the required
volatility cushion by a fundamental policy that limited assets to particular classes of low volatility assets.
This would be relevant in setting the capital policy for government funds or funds that promised a specific
mix of prime and government assets.
As noted above, a fund could reduce required capital by limiting portfolio positions through its
fundamental policy, but there should be a minimum level of capital for all funds, because of the correlation
risk, meaning the risk of default contagion among issuers with counterparty relationships or similar
business models.
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Moreover, in forcing investors to internalize some of the costs of a run, the unit
approach reduces the risk of a run in the first place. There are two reasons investors
might run. If investors lose confidence in a broad asset class, they will want to quickly
disinvest, even if their position suffers a loss, before further defaults materialize. But in
the case of money market instruments, default risk is quite low, as demonstrated by the
2008-09 financial crisis. A more common source of run risk arises from the collective
action problem: if there is slightest risk of loss, an investor wants to be at the head of the
disinvesting line to maximize the chance for a full payout. If all costs are borne by
others, why not run? By contrast, internalization of this risk among the Class A holders
(through their matching Class B positions) is likely to produce a cooperative outcome of
“don’t run.”
In short the proposal promotes systemic stability for two reasons: Knowing that
there is a mechanism for loss-bearing that protects the liquid Class A shares reduces the
incentive to run. Knowing that all Class A shareholders will internalize some of the run
costs also will reduce the propensity to run.
Moreover, the proposal will have an additional pro-stability effect in the money
market fund world by reducing the “hot money” character of institutional behavior.
Currently corporate treasurers monitor money market fund rates via portals that let them
quickly switch to pursue higher yield, or perhaps in troubled times, to pursue greater
safety. The small liquidity costs of the Class A/Class B unit structure would add a
friction to rapid switching. For example, assume an investor had placed $100,000 with
Fund One but saw that Fund Two paid 10 basis points more. The investor’s initial
purchase of Fund One shares would have been split between Class A shares, $94,500,
and Class B, $5500. The one week delay in Class B redemption means that the investor
could immediately move no more than $99,450, which itself would be allocated between
the Class A and Class B. Rapid switching among several different money market funds
would entail accumulating liquidity costs, frictions that would reduce the underlying
activity.
The remaining questions relate to addressing circumstances of defaults and value
changes to the Class B shares. Case 1. In the case where losses and market value
declines exceed the fund’s capital cushion, redemptions should be suspended and the
fund should engage in orderly liquidation. This refers to cases in which the market value
of the Class B stock is zero or in deficit (including “retained” Class B stock attributable
to investors who have sold their matching Class A positions in whole or in part). This is
likely to be a very rare circumstance.
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Case 2. Rules for the case in which losses and market value declines are less
than the fund’s capital cushion should be fashioned to avoid “zombie” funds and to
enhance MMF stability. The key is to assure that new purchases do not bear losses
associated with prior purchases, that is, to avoid discouraging new investment because of
the “buoying up” problem. Over time the fund will rebuild its capital cushion, through
new transactions with existing and new investors. Case 2A. For example, assume Fund
Three has experienced a portfolio loss of two percent. Investors will able to redeem
Class A shares at par, but loss-bearing Class B shares will be worth approximately 45
percent of their value5, meaning they will be valued at approximately $.55, not $1.00 a
share. Assume that all Class B shares would be valued identically regardless of vintage.
The key to Fund Three’s viability, and its capacity to rebuild its capital cushion over
time, is to price the newly purchased Class B shares at the market price, not a par, at the
time of purchase. This means that in respect of its 5.5 percent Class B investment, New
Investor will receive approximately 1.8 times the number of Class B shares as would
have been received in the non-defaulted state. In other words, as part of the loss bearing
associated with the Class B shares, the existing Class B holders will be diluted by the
entry of new investors into the Fund. But they are no worse off than otherwise had Fund
Three been forced to wind down because of the dearth of new investment and are better
off because of the option value in preserving a transactional relationship.6
Case 2B. By contrast, assume Fund Four suffers no realized losses but portfolio
values move negatively so that Class B shares are valued below par. As noted above,
market fluctuations have historically been tightly bound. Nevertheless the pricing
formula of Case 2A best protects against the risk that existing funds might become
“zombie” funds.7 This pricing method has pro-stability features, since the high
probability of gain on the Class B shares as portfolio investments in fact pay without
default will draw new investment into money market funds at times of market instability.
In other words, the Class A/Class B unit structure can be an anti-run feature for money
market funds.

5

The math is ($2/5.5%). The relatively sharp fall (in percentage terms) of the Class B shares is because
they bear all of the loss.
6
“New Investor” in this example includes existing investors who add to their fund balances. Their
matching Class B share purchases will also be priced at the actual Class B price.
Note that the fund sponsor always has the option to replace the defaulted security at par (as has
commonly occurred), to protect the sponsor’s reputation. But to protect systemic stability, the Rule needs
to address circumstances in which such voluntary actions may not occur.
7
This can be illustrated by an example in which new Class B shares are sold at par in such circumstances.
Assume Fund Five has $1000 in assets, which now have a market value of $995, meaning a decline of .5%.
New Investor buys a $100 unit, $94.50 in Class A, $5.50 in Class B. New Investor’s Class B shares will be
worth only $.82 a share, meaning an immediate loss from $5.50 in Class B to $4.50. Once again this is
because all the losses are concentrated on the Class B shares.
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Retail Funds. Retail funds present a distinct situation from institutional funds
because of the different nature and goals of the investors. Retail investors generally
regard money market funds as a higher-yielding substitute for a bank account.8 They
depend on the check-writing feature and the fixed redemption amount. For a retail
investor, the MMF alternative is not assembling and managing a diversified portfolio of
money market instruments.
Another important difference is the relationship between the MMF sponsor and
the MMF investor. In the case of the retail investor, the MMF is generally packaged with
other mutual funds and other financial services offered by the sponsor. In most cases, the
sponsor’s core business is not providing transactional services to retail investors. Rather,
the retail MMF account represents one aspect of a multi-faceted relationship the goal of
which is to serve all of the investor’s wealth management and other financial services
needs (e.g., credit cards). Institutional MMF sponsorship is simply a different business.
Some institutional fund sponsors, banks, for example, provide other corporate finance
services, but others, such mutual fund complexes, generally do not.
Perhaps the overarching difference is the comparative sophistication of retail vs.
institutional customers. This was demonstrated in the financial crisis, in which
institutional MMF participants were much more prone to run than retail investors. Retail
MMF positions are much “stickier” than institutional positions and present much less run
risk. Moreover, although both classes of MMF investors want a simple product,
institutional investors have greater capacity to see through and manage complexity.
These differences argue for a somewhat different structure for retail MMFS. The
main difference is that the sponsors themselves should be responsible for assuring the
supply of matching Class B capital. Sponsors should have the choice of (i) purchasing
and holding Class B shares to match retail customer Class A purchases or (ii)
underwriting the sale of matching Class B shares to third party capital suppliers, or (iii)
combining both.9 In other respects the Class A and Class B shares would pay out and be
valued as in the institutional fund case. This means that in ordinary times, Class B
holders would receive the same return as Class A holders but would also provide first
loss-protection against portfolio defaults.
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MMFs are really a partial substitute, since most funds have a minimum withdrawal amount, often $250 or
$500, that means that the investor also needs a bank account for daily transactional purposes. Perhaps for
this reason the Federal Reserve counts money market fund deposits in M2, which includes savings
accounts, rather than M1, which includes checking accounts.
9
I would not favor substituting a third party guarantee for actual capital, because of the correlation risks.
Defaults that require guarantor performance are likely to be (i) correlated across MMFs, so the guarantor
may have to perform on multiple guarantees, and (ii) correlated with stresses in the guarantor’s other
financial businesses, which will undermine the guarantor’s performance capabilities.
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This arrangement will impose costs on sponsors in this arrangement, but those
costs could be mitigated by portfolio diversification decisions that would reduce the
required level of matching Class B and by fees charged to MMF investors. These costs
will also be covered by cross-subsidy from other elements of the sponsor’s relationship
with the retail investor. To be clear, sponsors should have the option of offering only
“institutional funds” to all of its customers, meaning requiring retail investors to buy
matching Class B shares. This may not find acceptance in the marketplace. Thus the
proposal also offers a “retail” MMF alternative that the sponsor can choose to offer.
Because of the greater cost imposition, the sponsor should be free to limit access to the
retail MMF as it chooses.10 For example, the sponsor could limit the availability of its
retail MMF to investors who do other financial business with the sponsor.
Government Funds. Government money market funds present a special case
because of the negligible default risk and the pattern demonstrated in fall 2008 that in a
financial crisis investors run toward government funds. Thus government funds do not
present the same systemic risk concerns as other MMFs. One possible concern is that
investors who urgently need cash to cover losses in other positions would demand
immediate liquidity, at a level that might exceed the “cash in the market” and thus lead
sales below par even in government funds. In the case of government funds, this issue
should be addressed by the current liquidity standards, including the recent Reforms.
Assuming that the definition of a security eligible for a government fund remains
stringent, I think that no further rule change would be necessary. In other words, for
government funds only, shares could be sold without the Class A/Class B unit structure,
and the current amortized cost/penny rounding accounting could be retained.
Alternatively, if the goal is to provide a uniform product, government funds could be sold
in institutional or retail variants, with a small Class B capitalization amount, perhaps
0.50% or 0.25%.
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For example, the sponsor is unlikely to offer a retail MMF to an institutional investor because the
absence of the institutional purchase of matching Class B shares exposes the sponsor to greater run risk. As
observed previously, the financial crisis showed that the run risk associated with a retail investor is smaller.
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The guiding principle of this proposal is straightforward: Money market mutual
funds impose systemic risk costs on the entire financial system. The costs should be
internalized. These proposals for institutional MMFs and retail MMFs should achieve
that goal while preserving the key attributes of fixed NAV, relative simplicity, and access
to money market rates that make the MMF attractive in the marketplace.

Very truly yours,

Jeffrey N. Gordon
Richard Paul Richman Professor of Law
Co-Director, Center for Law and Economic Studies
Columbia Law School
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