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ABSTRACT

The failure of the Reserve Primary Fund, a US manayket fund, in September 2008
triggered a widespread withdrawal of assets froheiomoney market funds in the US. The
withdrawals led the US Government to adopt emergemeasures to maintain market stability.
The ability of money market funds to rapidly withdr funding from the financial system also
showed during the European sovereign debt cristiensummer of 2011. The crisis prompted
further regulatory debate on both sides of theritaon how to make money market funds more
resilient to investors’ runs and systemic shockke Bolutions that are currently discussed
propose to eliminate the essential bank-like featfr money market funds — their ability to
transact at a stable share price — and therebygedtheir attractiveness to investors seeking cash
management options outside the banking system. fhesis detaches from those discussions
originally enquiring on how should money marketdarbe regulated in the US and in the EU.
As a theoretical premise, this research identifias overarching goals for money market funds
regulation, namely, investor protection and systestiability. The prevalent proposals for
regulation are thus seen as misguided because hidwege in money market funds pricing

mechanisms and the accounting convention would dstrably not satisfy these goals.

In order to formulate the new propositions for thgulation of money market funds in
the US and the EU, therefore, this thesis firsticaily evaluates the existing US and EU
regulatory frameworks applicable to money marketd&ifrom the standpoint of the dual policy
goal of investor protection and systemic stabilgcondly, it introduces an alternative path for
achieving this dual goal. It is argued that theephint of the international money market fund
regulation ought to focus on full disclosure of the funds’ assets diadbilities — portfolio
holdings and fund investors — as the primary meastimvestor protection. Such disclosure also
addresses systemic stability concerns by empoweragylators to properly monitor the
transmission channels of funding risk. While mydstwloes not purport to do away with risk
limiting rules for money market funds, it cautioagainst copying the US-centric view of the
investment standards to the much shallower Europesamnkets under the banners of
harmonisation. Instead, this thesis advocates andrased international approach to the

transparencyof money market fund activities and the creatioraajlobal database of market
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exposures that would subject asset managers ticmdoutiny and enable regulators to monitor
the major risk transmitting channels. By these msdhe dual regulatory goal in money market

fund regulation — investor protection and systestability — shall be upheld.
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Then you will know the truth, and the truth wilts®u free

John 8:32
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CHAPTER 1: INTRODUCTION AND LITERATURE REVIEW

1.1 Introduction

In the summer of 2011, when the first draft of rhgdis was being written, my college-
age daughter obtained a summer internship at Retings, where | work as a money market
fund analyst. That was a ‘hot’ summer for large dpgan banks, critically exposed to debt
issued by European peripheral countries. The siuaif the European banks in turn caused
serious concerns for the US money market funds, wi@ important investors in these banks’
short-term debt. As | encouraged my daughter tmlezore about money market funds, because
“it is where banks get money”, the words of mothere answered with her shrudanks get
money from exploiting proletariat’l wish it was that easy. Banks’ business is t&enl@ans;

and just like any other enterprises banks haventbvays of financing their lending activities.

Here money market funds enter the picture as peosiadf liquid capital to various
economic actors from governments to banks andl retaestors. Their importance as global
financial intermediaries of cash is match by th&turdy and mounting size. Assets under
management of money market funds reached theitinals high of $5.8 trillion in the first
quarter of 2009, exceeding the gross domestic mtodiiJapan registered in the same Year.
Clearly, a study of these funds managing capitaswafh a size presents the most immediate
practical significance. Money market funds have rafqund impact on the contemporary
financial landscape introducing millions of indivials to financial markets and investments.
Money market funds facilitate household savingsyves@s a source of funding for corporations
and financial institutions worldwide and arguablhn®e to re-define the very notion césh
Furthermore, the role of money market funds in gmaitting risk in the financial system

identified this sector with the financial crisis 2007 — 2009, the worst financial meltdown since

! Sources:for the assets under management of money markesfthe source is the European
Fund and Asset Management Associatiowatv.efama.orgfor the gross domestic product by country
the source is the International Monetary Funghatv.imf.com
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the Great DepressidnYet, until very recently these funds have remaimedjuiet, under-

researched corner of the capital markets.

These are the considerations that led me to urkdegaloctoral thesis on the regulation
of money market funds. This thesis amalgamates tvegears of professional experience as a
rating agency analyst in charge of assigning ratiagmoney market funds.Working first for
Moody’s Investors Services and, later, for FitchtilRgs, | had the opportunity to learn about
money market funds from portfolio managers of majtwbal investment management firms.
Nonetheless, this study is conceived as an indeyr¢rmhd original work upholding the best

standards of academic research.

This thesis comprises descriptive, comparative raorchative parts. The descriptive part
is based on exhaustive research into details gfroand development of money market funds in
the US and the EU and accompanying changes inatgul practices. The comparative part
delves into applicable laws and regulations in tealm of money market funds along
jurisdictional lines. The method of this study issyncretic critical approach that cuts across
exclusive academic boundaries and challenges tls&c jmemises of financial economics
commonly applied to the money market fund analyR&ther | consider economical, political

and ethical dimensions and take the best or meftiusoncepts.

Most importantly, in addition to its extensive degtive and comparative contributions,

this thesis offers normative proposals for a dés&ranoney market fund regulation. This

2 See generallyFinancial Regulatory Reform. A New Foundation -ebRilding Financial
Supervision and Regulation (The US Department ef Theasury 2009). The blueprint for financial
regulatory reform mandates the US Securities arch&xge Commission to “move forward with its
plans to strengthen the regulatory framework aroomahey market funds to reduce the credit and
liquidity risk profile of individual money marketifids and to make the money market fund industey as
whole less susceptible to runs”’Al® TUCKER, Shadow Banking, Financing Markets and Financial
Stability (Remarks of the Deputy Governor for Fioml Stability at the Bank of England at Bernie
Gerald Cantor (BGC) Partners Seminar, London 2lLaky 2010) [Shadow Banking] at 2-3. The Deputy
Governor expresses the view that money market fumagating like banks should be regulated like
banks.

¥ Money market funds are described in section lirffrd. The legal definitions of money market
funds in the US and the EU are analysed in chaftersd 4, respectively. It should be noted thategyon
market funds can also be referred to as money rmarikrial funds or abbreviated as MMFs or MMMFs.
These terms and abbreviations are often used Iretegeably in various sources.
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introductory chapter presents my research quedtaga,out my theoretical framework, discusses

the aims and objectives of this research and Iggtdiits significance.

1.1.1 Research subject: money market funds in th® &hd the EU

The scope of my inquiry specifically regards monggrket funds. It is noted that despite
all the attention these funds have received inréloent years, a common definition of a money
market fund remains elusiVelndeed, we shall see within this thesis that theist numerous
types of money market funds in numerous jurisdigidNevertheless, it is possible to provide a
general, broad stroke description of money mariati$. Money market funds essentially are
low risk collective investment schemes that seiwe &onservative investment option for risk-
averse investors and a temporary parking placedsh. Exhibit 1 illustrates this view in a form

of a diagram presenting the main features of a jmamarket fund structure.

Exhibit 1: Money market fund structure

Money market fund operations* / ] Money market fund oversight**
i //
ll Investors ]
\ ' . \
1 i \
\ (1) shares | ' F:ash
Administrator | (2) dividend } i investments \\
| ' =
i
|
| v I'
Asset Manager / | Board of Directors
g T Money Market Fund T s oS
- |
| E |
. : I
Custodian \ Securities | Investments |
| i
\ : ; \
; \
| v I
| Issuers** |
! Bank Corporation Municipality State )
/ government
I :
\ 1
Note:
* Operational support could structured differently depending on jurisdictional requirements
** Owversight could be provided in a different form depending on jurisdictional requirements
*** |ssuers of securities purchased by money market funds are not necessarily entities located in the US or the EU, but could be organised/registered in different countries

41d.
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The diagram depicts a flow of investments into anayomarket fund in exchange for
shares and dividends. A money market fund, in tinvests the proceeds from the sale of its
shares in securities issued by various entitied siscbanks, corporations, municipal and state
governments that could be located in any countrpelVinvestors need their cash back, the
process reverses. To raise cash, a money marketnfiay rely on due proceeds from securities
or sell its portfolio assets in the secondary marBecause money market funds only invest in
high quality securitieswith short maturities, generally within one yeiirjs expected that a
money market fund would be able to sell its assétsout incurring material lossésTherefore,
investors in a money market fund, in turn, expeddll their shares back to the fund with no loss
of the purchase price. This expectation explaingssential characteristic of a money market
fund for investors: it is a collective investmenheme that provides safety of principal, liquidity
and yield consistent with short-term market rates.

A substantial part of this thesis is devoted taaalysis of various formal definitions of
money market funds adopted in the US and the El&ciBpally, the US Securities and
Exchange Commission defines the US money markedsfumder federal securities laws by
referring to their principal characteristics, whickclude limitations on investment risks, specific
operational and accounting practices as well aguenilisclosure requiremeritd.he definition

® In the money markets, high quality securities roemally understood as securities having the
strongest capacity for timely payment of financdammitments. Such securities are often rated bgitcre
rating agencies in the highest short-term ratinggary, e.g., P-1 (by Moody’s Investors Serviceee
www.moodys.corjy A-1 (by Standard & Poor'ssee www.standardandpoors.conor F1 (by Fitch
Ratings,seewww.fitchratings.com or judged to be of comparable quality by the sige

® For a discussion of what could be considered aéria loss” of value of an individual debt
securityseelJLL E.FISCH & ERIC D. ROITER, A Floating NAV for Money Market Funds: Fix or Fagy&

U of Penn, Inst for Law & Econ Research Paper Ne3Q (2011) at 12. The materiality threshold could
be as little as one-tenth of one per cent. Howefgra money market fund portfolio as a whole, a
deviation of its per-share price of one-half of gex cent from the fund’'s stable value is considere
material enough for the fund’s Board of Directorctmsider actions with respect to such a deviatae
17 CFR 8 270.2a-7 Money market funds (c)(8)(ii)p¢e alsosection 3.3.3.3nfra for an in-depth
analysis of this rule.

" Report of the President’s Working Group on Finahblarkets "Money Market Fund Reform
Options" (2010) [PWG Report] at 7. The report de§ money market funds as ‘intermediaries between
shareholders who desire liquid investments, oftanchsh management, and borrowers who seek term
funding’. See alsolnvestor Bulletin: Focus on Money Market Fund$S Securities and Exchange
Commission. (2011), _ athttp://www.sec.gov/investor/alerts/mmf-investoralegm. The bulletin
highlights use of money market funds as cash storag

® The principal characteristics of the US money raafinds are codified in 17 CFR § 270.2a-7
Chapter 3nfra contains a detailed analysis of the US money nidwkel regulation.

21



of money market funds in the EU is formalised unther “CESR’s Guidelines on a common
definition of European money market funds” that eamto effect only in July 2011 and are
currently administered by the European Securitied &arkets Authority. The CESR's
Guidelines outline a two-tier money market fund ustly structure in the EU comprising
Europearshort-term money market fundad Europeamoney market fundsvith funds in each

tier having different investment characteristits.

The linguistic ambiguity of the CESR’s Guidelineghwespect to the use of the term “a
money market fund” should be not€dOn the one hand, the CESR’s Guidelines uses the te
“a money market fund” in a generic sense to encasphose collective investment schemes
subject to the said Guidelines. On the other htimel CESR’s Guidelines refer tooney market
fundsas a special type of “money market funds” thatmenaged to a broader risk profife.
Understandably, investors perceive this definitasncumbersome and unduly confusiig.o
avoid confusion, in this thesis | refer to thosedsi managed to a broader risk profile under the
“CESR’s Guidelines for a common definition of Eueam money market funds” as “(regular)
money market funtisnserting the word ‘regular’ into brackets to tiliguish these funds from

short-term money market funtfs

® CESR's Guidelines on a common definition of Eusspenoney market funds (European
Securities and Markets Authority 19 May 2010) [G&S Guidelines].Seesection 4.3.4infra for a
detailed analysis of a common definition of Eurapeaoney market funds. It should be noted that the
territorial applicability of the CESR’s Guidancenst completely clear; while the title of documeefiers
to ‘European money market funds”, it is unlikelyathEuropean money market funds outside the EU
would be subject to its rules. To be more spedifighis thesis | focus on those European moneyketar
funds operating in the EU.

% Investment characteristics of European money nhdukels set out by the CESR’s Guidelines
are analysed in section 4.3ra.

E CESR's Guidelinesupranote 9.

Id.

13 See, e.g.JP Morgan Asset Management response to CESR tatisul paper 09-850 “A
common definition of European money market fund81l December 2009) [JP Morgan Comment to
CESR] at 2. The letter stated that it would berdéde to see “a single definition that is closenaiure to
the ‘short term’” money market funds”. The lettertler stated that other longer-term money markedd$u
should not be allowed to operate as money markedsfutand belong in the short term fixed income
universias opposed to the ‘cash’ asset class.

Id.
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Lastly, the majority, but not all of money markandls in the EU are registered under the
Undertaking for Collective Investments in Transbdea Securities Directive> The UCITS
Directive does not specifically target money marketds, but it nonetheless provides certain
investment, operational and disclosure standards d&ne essential for money market fund
activities. Prior to the CESR’s Guidelines beingotegd in July 2011, other Community
regulators have introduced bespoke definitions oh@y market funds, which are still used for
their internal purpose®.It will be shown in this thesis that those mukiphoney market fund
definitions are dissimilar, given their differentinpposes. For the purpose of this thesis money
market funds are defined by their common charastiesi of safety, liquidity and investment
return consistent with the short-term market inglicBhese characteristics have been extracted
from examinations of various regulatory definitipméich will be closely analysed later in this

thesis!’

The importance of money market funds has manifessetf during the recent financial
crisis that started in August 2007 and continuedugh the end of 2009.During this period an
ability of these funds to transmit funding risk haptured attention of regulators and academic

researche¥’ The ability of global banks to source funding frahe US money market funds

> DIRECTIVE 2009/65/EC OF THE EUROPEAN PARLIAMENT ANOF THE COUNCIL of
13 July 2009 on the coordination of laws, regulaioand administrative provisions relating to
undertakings for collective investment in transideasecurities (UCITS) (OJ L302/32 17 November
2009).See alssection 4.3.1nfra for a detailed overview of the UCITS framework bqgible to money
market funds.

' REGULATION (EC) No 2423/2001 OF THE EUROPEAN CENAR BANK of 22
November 2001 concerning the consolidated balaheetsof the monetary financial institutions sector
(ECB/2001/13) (OJ L333/1 17 December 2001). Theogean Central Bank’s definition of money
market funds used for statistical purposes aidimgallection of banks’ balance sheet information.
COMMISSION DIRECTIVE 2006/73/EC of 10 August 2006dlementing Directive 2004/39/EC of the
European Parliament and of the Council as regaigEn@sational requirements and operating conditions
for investment firms and defined terms for the jwggs of that Directive (OJ L 241/26 2 September
2006). The Markets in Financial Instruments Dingetintroduced a definition of qualifying money
markets fundleemed appropriate for holding clients’ money.

" Seel7 CFR § 270.2a-7 (analysed in section 3if2 covering the US money market funds)
and CESR's Guidelinesipranote 9 (analysed in section 4.3¥ra covering money market funds in the
EU). The concepts of safety and liquidity will baerther qualified to highlight differences in their
meanings to different types of investors and vardtregulatory approaches.

8 Throughout this thesis references to the finarmials mean the time period starting in August
2007 through the end of 2009 unless noted otherwise

¥ Funding risk, also referred to as funding liquidiisk is defined as the possibility that over a
specific horizon the bank, or any other entity | Wwdcome unable to settle its obligations with indraey.
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during the European sovereign debt crisis unrangelin 2010 and 2011 further exacerbated the
regulatory concerns related to systemic stabffityost in the heated debate was the positive role
that money market funds play as providers of chpita liquidity to various economic actdts.
To fill this gap, | review in this thesis both ptbge and negative aspects of money market fund
activities from multiple angles taking in sociablitical, legal and economic dimensions across
the US and the E®:

From the jurisdictional standpoint, | focus my studn those money market funds
domiciled in the US and the EU because of a highllef concentration of money market fund
assets in these regiofisMy historical journey starts in 1971, when thestfiyS money market
fund applied for registration and extends throdghend of 2011 covering 40 years of the money

market fund industry and regulatory developments.

See, e.g.MATHIAS DREHMANN & KLEOPATRA NIKoLAOU, Funding liquidity risk: definition and
measuremer16 BIS Working Papers (July 2010) at 1.

? Throughout this thesis references to the Europeaereign debt crisis mean the time period
starting in the spring of 2009 through the end @2 Chapter Infra contains an exhaustive review of
the essential functions of money market funds énglobal capital markets.

2L It is worth mentioning that money market funds ddeen regarded as the most significant
financial product innovation of the past half-cagtuseeReport of the Money Market Working Group
Submitted to the Board of Governors of the Investin@@ompany Institute (Investment Company Institute
17 March 2009) [ICI Report] at 1.

%2 Chapter 2nfra.

% According to the Investment Company Institutettet end of 2010, money market funds
managed $4.5 trillion worldwide with $2.7 trilliom the US money market funds and $1.6 trillion in
Europe. The rest of the world accounts for $0.tiani of money market fund assetSee Worldwide
Mutual Fund Assets And Flows: Q4 20ldnvestment Company Institute (2010), at
http://lwww.ici.org/research/stats/worldwide/ww_18. $ee alsdhe China Bank Money Market Fund --
Performance Update (31 May 2011), ahttp://www.chinabank.ph/pdf/MM_Fund_Update.pdf.sSpee
the focus of this research on the US and the EUiemanarket funds could nowadays be regarded as a
global phenomenon with this type of funds foundtlie Asian markets, Africa and Latin America.
However, due to relative novelty of money marketds outside the US and EU markets, an immaterial
size and lack of comparability | excluded otherioag form the scope of my resear8ee, e.g ORAWAN
KAROONKORNSAKUL, et al.,, TMB Money Fund - Full Rating Report (fitRatings 29 July 2011). The
TMB Money Fund is domiciled in Thailand.EBP N MUKHERJEE & ARVIND RANA, Fitch Affirms
Benchmark Liquid BeES Mutual Fund at 'AAAmmf(indfitch Ratings 12 July 2011) The Benchmark
BeBS Mutual Fund is a money market funds domiditebhdia. AvMERIC POIZOT & NICOLAS BENETON,
Fonds monétaire Rapport de notation: BMCI Tréserdjfritch Ratings 16 juin 2010). BMCI Trésorerie
is a money market fund domiciled in Morocco. Alltdhi Rating reports areavailable at
www.fitchratings.com
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1.1.2 Research question: regulation of money marketds

My research question relates to money market fegdlation. Since the mid-1980s, the
financial systems went through extensive changesadit intermediation. Traditional banking is
no longer the only way for business and househtwdsbtain credit. New types of financial
intermediaries, of which money market funds werepat, emerged contributing to the
availability and affordability of credit by converg risky, less liquid assets into seeming less
risky and shorter-term liabiliti€s. The inability of financial regulators to adequgtebntrol the
idiosyncratié® and systemic risk8 of these intermediating activities was at the airthe recent
crisis and triggered a wholesale review of the k&guy canon particularly in the US and the
EU*

Faith in the self-correcting nature of the free kearand in the ability of financial
institutions to effectively police themselves haei challenged amidst calls for tighter, more
stringent government supervision of financial éesitand their employeé8.0ne of the most
notable lawmaking initiatives in response to finahabuses of the era of credit expansion in the
late 1990s through the early 2000s is the Doddiréfall Street Reform and Consumer
Protection Act of 2010 enacted on 21 July 2010. Dbdd-Frank Act emphasises accountability
and market transparency, and intends to improvewuaer protection from abusive practices in

financial service$? Similarly, in Europe, Basel Il — a comprehenset of guidance documents

4 Financial entities operating outside of the tiadil banking system are often referred to as
“shadow banks”See, e.g.ZOLTAN POzSAR, et al., Shadow Banking (Federal Reserve Bankie#
York Staff Report no. 458 July 2010).

% See Morningstar Investing Glossary: Idiosyncratic Riskylorningstar (2012), _at
http://www.morningstar.com/InvGlossary/idiosynceatiisk_definition_what_is.aspx. Idiosyncratic risk
is the risk of incurring volatility or permanentsk of capital based on the unique circumstances of
security, rather than general market movements.

% For the definition of systemic rigleesection 1.3.4nfra.

" The Financial Crisis Inquiry Report (The FinahGaisis Inquiry Commission January 2011)
[FCIC Report] atxviii. The report on the causes of the financial anech@wic crisis in the United States
concluded that “widespread failures in financiagjulation and supervision proved devastating to the
stability of the nation’s financial markets”.

% See, e.g.Financial Reform: A Framework for Financial Stithil (The Group of Thirty 15
January 2009) at 12 — 14.

* The Dodd-Frank Wall Street Reform and ConsumeteRtion Act of 2010 (Pub.L. 111-203,
H.R. 4173) at 1. The act is to promote the findnsiability of the United States by improving
accountability and transparency in the financiatem, to end “too big to fail”, to protect the Aarican
taxpayer by ending bailouts, to protect consumens fabusive financial services practices, and tbheio
purposes.
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developed by the Basel Committee on Banking Supenvi— is aimed to improve the banking

sector’s financial profile, risk management andeyoance™

Money market funds, however, still remain an opegutatory issue. Financial regulators
on both sides of the Atlantic point out to the mpnearket funds’ vulnerability to investor runs
and call for policy steps to mitigate the assodatsks®' Specifically targeted to the oversight
and better regulation of the market-based finarsyiatem role, the Financial Stability Board has
been developing recommendations for money market fegulatory reform and has asked the
International Organisation of Securities Commissiom undertake work in this aréaTo be
clear, money market funds in the US and the EU aready tightly supervised entiti&$.
Operating rules of the US money market funds hasenbsufficiently re-drafted post-crisis,
while European money market funds have become duigiespecific investment standards under
the CESR’s Guidelines implemented in July 2&1tlevertheless, the lingering question remains
whether the existing regulatory framework is effezenough> Not only should the regulatory
review take into account vulnerabilities that masiéd themselves during the financial crisis,

but strive to forestall potential unintended consswes and foreseeable types of abtfses.

% SeeBasel IlI: A global regulatory framework for moresilient banks and banking systems
(Basel Committee on Banking Supervision 2010) fBdl Global Regulatory Framework] and Basel
llI: International framework for liquidity risk maarement, standards and monitoring (Basel Comenitte
on Banking Supervision 2010) [Basel Il Liquiditframework]. Both reports aravailable at
www.bis.org The Basel Committee on Banking Supervision isnsgrnational forum for cooperation on
banking supervision. Its objective is to enhancegeustanding of key supervisory issues and imprbee t
guality of banking supervision worldwide.

31 See, e.g.TUCKER, supranote 2 at 2 — 3See alsdMARY L. SCHAPIRO, Remarks at SIFMA’s
2011 Annual Meeting,US Securities and Exchange Commission. (7 Novembetil), _at
http://www.sec.gov/news/speech/2011/spch110711tnis.Mary Schapiro, the chairwoman of the US
Securities and Exchange Commission stated thatiawlali steps should be taken to address the stalctu
features that make money market funds vulnerabierts.

% Shadow Banking: Strengthening Oversight and Réigula (Financial Stability Board 21
October 2011) [FSB Report] at 20 — 21.

3 Seechapters 3 and ihfra presenting money market regulatory frameworks s and EU,
respectively.

% SEC Rel. No. IC-2913®oney Market Fund ReforgfAdopting Release) (75 FR 10060 4
March 2010). CESR's Guidelinegpranote 9.

% See, e.g.FMILY CHASAN, SEC Chairman: Money Funds Living on ‘Borrowed TirG#O
Journal at http://blogs.wsj.com/cfo/2012/02/24/sec-chairmamney-market-funds-living-on-borrowed-
time/#.

% See generallMARKUS K. BRUNNERMEIER et al., The Fundamental Principles of Financial
Regulation (Geneva Reports on the World Economy20@9) at Ch. 1. The report provides an overview
of shortcomings of financial regulations leadinguitintended consequences. For example, creation of
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Importantly, this should be done thoughtfully withaaking away benefits of the successful

financial product including its stability, liquigitand tax efficiency’

With these objectives in mind, | formulate my resbaquestion as followiow should

money market funds be requlate8i@ecision ofhowto regulate postulates a plausible answer to

the question oivhyto regulate, which, in turns, rests on an assumghat there is a defined set
of socially desirable ends money market fund reguias expected to achieve. In relation to the
why to regulate, two overarching regulatory goalshis sector, namely investor protection and
systemic stability, are identified in the next sattl.1.3, the theoretical framework. These goals
are further elaborated in section 1.2 presentingvéew of the traditional justifications for
financial regulation and their relevance to moneyrkat funds. In effect, the analysis presented
in section 1.2 discusses whether the contempopggoach to financial market regulation rooted
in the neoclassical economic theory remains anogpjate foundation for the new regulatory

architecture’®

By askinghow to regulatel intend to formulatenormative proposals. The proposals
recognise the practical and cultural diversity ainay market funds on both sides of the Atlantic
and therefore recommend preserving the unique riestaf the local markets as a means to
promote systemic stability through encouraging pobddiversification. Thus, the proposals
notably distance from the calls for further harnsation of money market funds, which are very

prevalent today, particularly in Europe.

‘national champions’ in banking industry comes camnt to one of the stated regulatory goals of
maintaining efficient and competitive markets.

% See, e.g.KARRIE MCMILLAN, Clouds Overhead: Financial Regulation After the S@i-
General Counsel's AddresMlutual Funds and Investment Management Conferendeveéstment
Company Instituteat http://www.ici.org/policy/current_issues/12_km_mficonf. The speaker refers to
those regulatory proposals aimed at reducing mamayket funds’ liquidity and tax efficiency as
“outrageous”.

% SeeTHORSTEINVEBLEN, The Preconceptions of Economic Science, Partldl The Quarterly
Journal of Economics (1900). Thorstein Veblen idirwed the term “neoclassical economics”, which is
now used to encompass approaches to economicsrfgoms the determination of prices, outputs, and
income distributions in markets through supply ateimand. Normally, in these approaches income-
constrained individuals act to maximise utility tbe product or cost-constrained firms act to magani
profits employing available information.
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1.1.3 Theoretical framework

As explained in section 1.1.1, due to their seefgitayv risk profile, until very recently
money market funds have remained an obscure, uedearched corner of the capital markets.
Pre-crisis money market fund-related scholarshig weary mainly limited to financial studies
and did not subscribe to any of the established@uic or legal theorie¥. Numerous academic
papers published post-crisis are based on the assumthat the banking regulatory model is
superior to the regulation traditionally coveringmey market fund&’ Therefore, these papers
mainly advocated bank-like regulation for money kearfunds!* As shown later in this thesis,
targeted money market fund regulation on both safethe Atlantic has adopted a rule-based
approach and does not assume any particular thesregrounds, but rather rests on a

combination of views advanced by neoclassical afthbioural economisfs.

From the standpoint of the neoclassical economines dffectiveness of regulatory
intervention is judged according to welfare-econmprinciples, which postulate that “society
fares best when markets are competitifeThe recent financial crisis, however, has profdynd
shaken the main premise of the welfare-economibdsbdb regulators are strongly focused on
creating a system that controls activities of ficiahactors, shields consumers against financial
abuses and protects taxpayers; thus the invisiatel lof the market has been replaced by a
visible hand, the hand of the government. In ligit these sentiments, the traditional
justifications for financial regulation are critlgareviewed in section 1.2 from the standpoint of

% Section 1.3nfra provides a brief review of related literature.

0 Section 1.3.3nfra.

*1 For an alternative view of the massive failurebahking regulation during the financial crisis
and numerous bank failuregeJoHN D. HAWKE JR., File No. 4-619; Release No. IC-29497 President's
Working Group Report on Money Market Fund Reformp@emental Comment of Federated Investors,
Inc. in Response to Comment of Mr. Paul A. VolckgS Securities and Exchange Commission 15
March 2011) at 4. The response points out to 2@3@s of failures of insured depository institution
during the last four decades while only two monegrkat funds failed during the same period of time.
For literature advocating bank-like regulation famoney market funds see, e.g.,ORGAN RICKS,
Regulating Money Creation after the CrisisHarvard Business Law Review 75, (2011) anoREAN
Ricks, Shadow Banking and Financial Regulation (Colaribaw and Economics Working Paper No.
370 2010)See alsdGARY B. GORTON & ANDREW METRICK, Regulating the Shadow Banking System
Brookings Papers on Economic Activity 261, (20IDRe authors call for insurance of money market
funds to guarantee their investors’ payment andieéite incentives to run.

*2 Section 1.2infra. See alsochapters 3 and #hfra for an analysis of money market fund
regulation in the US and the EU, respectively.

* See, e.gWILLIAM J.BAUMOL & ALAN S.BLINDER, Economics: Principles and Policy (10th
ed. 2007).
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their applicability to money market funds. It isvadced here as a theoretical framework that the
objectives of the post-crisis regulation shouldftsfriom the efficient allocation of society
resources to building a robust financial systemu$ec oninvestor protectionand systemic
stability, resilient to the future shockS.

To be clear, the investor protection-based argunie® consistently been featured
amongst the main components of most financial eegry scheme® Indeed, the financial crisis
once again highlighted the damaging economic caresemes of the loss of investor confidence
in the aftermath of market failures, which was egly evident in the behaviour of money
market funds investofS.As shown later in this thesis, investor confidedoes matter for the
money market fund industfy.There is also an abundance of empirical evidenggesting the
existence of a strong causal link between invegtmtection rules and financial markét.

Therefore my normative proposals are designedéd h®investor protection.

* See, e.gELISSEB. WALTER, Remarks at the 2012 Mutual Funds and Investmenilfiement
Conference us Securities and Exchange Commission  at
http://lwww.sec.gov/news/speech/2012/spch031912¢bw.fthe US SEC Commissioner stated in her
speech that “...we need to remember that we mustigate the future. Money market funds today
present important questions implicating criticaligpo goals, related to not only investor protectiout
also...to systemic risk.”

*® U.S. SECURITIES AND EXCHANGE COMMISSION, The Investor's Advocate: How the SEC
Protects Investors, Maintains Market Integrity, arkhcilitates Capital Formation (2008), _at
http://www.sec.gov/about/whatwedo.shtrBlee alsoObjectives and Principles of Securities Regulation
(International Organization of Securities CommiasiaMay 2003) [IOSCO Obijectives].

% See, e.g., LAURA BRUCE, Is your money market fund safeBankrate.com at
http://www.bankrate.com/finance/money-market/istymoney-market-fund-safe--1.aspx. The article
states that the Reserve Primary Fund, which sestdosses due to holding of $785 million of defedlt
commercial paper issued by Lehman Brothers, hadoappately $62 billion in assets until panicked
investors withdrew more than $27 billion within tways after the news of the Lehman Brother’s défaul
broke. An attempt by the Reserve Primary Funddoidiate its multi-billion portfolio to meet moungn
redemption requests led to a widespread freezmisécondary market activiti€deeFCIC Reporsupra
note 27 at 356 — 360.

*" For example, the US money market fund industry ih@overed by the most comprehensive
regulatory framework analysed in-depth in chaptefi@, is also the largest segments of the global assets
under management of these funiseexhibit 2infra.

*8See, e.g.RAFAEL LA PORTA, et al.,Legal Determinants of External Financde2(3) Journal of
Finance 1131, (1997). The study showed that cmsinith weaker investor protection rules “have
smaller and narrower capital marketSee alsoRAFAEL LA PORTA, et al.,Investor Protection and
Corporate Governangeés8 Jnl of Financial Economics 3, (2000). The eitgl study of capital markets
in different countries vis-a-vis investor protectidound correlation between strong laws protecting
investors and “valuable and broad financial markets
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Notwithstanding the highlighted widespread acceganf investor protection as a
worthy regulatory goal, national arrangements anglementation details of specific policy
measures may differ significantly. Currently, investor protection in money market danis
mainly understood in terms of developing a detasetl of investment standards that stirs the
fund manager’'s preferences towards those assetsedeappropriate for a conservative risk
profile of money market fund.Another pillar of investor protection in money rketr funds is
compulsory disclosure requirements albeit with thetent degree of emphasis depending on
whether the US or the EU funds are concertidthis thesis shall recommegdod disclosuras
the best regulatory measure with respect to botiestor protection and systemic stabiliBood
disclosurepractices, which provide specific and practicatcltisure, are distinguished from bad
disclosure practices, such as boilerplate prospeatisclaimers. Indeed the view of this thesis is
that investors are protected the best when theyeamgowered to make informed investment
choices and when risk-taking abilities of fund mgera are restricted by exposure to the public

scrutiny.

The two-pronged approach to investor protectiormioney market funds — objective
investment standards and disclosure — in my viewlgamates micro-prudential measures that
are aimed at containing the fund’s idiosyncratgksi with steps enabling a macro-prudential
perspective through detailed transparency requinésneA clear macro view of the capital
markets is important because stability of the dldbeancial system has been cited after the
crisis as one of the overarching objectives ofrfirial regulation alongside investor protection.
The massive run on money market funds in the wékleoReserve Primary Fund ‘breaking the
buck’ in September 2008 has been widely cited pester example of an event leading to the
financial system failuré® A previously quiet corner of the financial markétas attracted

significant public scrutiny from a standpoint ofidincial stability and as a result of just this one

*9 Seechapter Snfra for a comparative analysis of the money market fregulatory models in
the US and the EU.

* Seesections 3.3 and 4i6fra for a detailed analysis of money market fund ragoh in the US
and the EU, respectively.

®1 Seesections 3.3.3.4 and 4iffra for a review of disclosure requirements concermimaney
market funds in the US and the EU, respectively.

°2|0SCO Objectivessupranote 45 at.

*3 Seesection 2.4nfra describing the role of money market funds in tiaficial crisis.
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episode, money market funds have been widely citedprone to producing destabilising

effects®

Another very recent example of a systemic shookeveed later in this thesis, relates to
the US money market fund investments in Europearkgavhich rely on these funds for their
US dollar funding’® An increased integration and interdependence efjtbbal capital markets
contributed to a greater focus on money market $waslan apparent transmittal link of market
instability>® Thus, the contemporary regulatory debate is pssiyely shifting its focus from
micro-prudential to macro-prudential issue®,, from regulating risk of individual fund to
market interconnectedness and an ability of the apomarket fund industry to propagate
systemic shock®. With regard to the objective of protecting theafiicial system against such
shocks induced by homogenous investment practieesibited, specifically, by the US money
market funds — this thesis maintains a view thatipct diversification shall be promoted whilst
the widespread calls for harmonisation of investnséandards shall be resist&d.

It was telling in effect that the relatively smaize of European money market funds and
their diverse investment strategies have protetttech from the accumulation of systemic risk
and allowed these funds to fly under the regulagystemic risk radar. Consistent with my
theoretical view, this thesis argues that the ditygiof European money market funds should be

preserved precisely on the grounds of systemidlgyatoncerns. Such diversified and relatively

> RENE M. StuLz, Testimony before the Subcommittee on Capital Mtrkand Government
Sponsored Enterprises United States House of Remaives on "Oversight of the Mutual Fund
Industry: Ensuring Market Stability and Investor nfidence” (24 June 2011) at Available at
http://financialservices.house.gov/UploadedFileR/A stulz.pdf

5 Section 2.3.2.2nfra. See alsdNAOHIKO BABA, et al.,US Dollar Money Market Funds and
Non-US Bank®BIS Quarterly Review, March 2009.0RERT J. GROSSMAN et al., U.S. Money Fund
Exposure to European Banks: Recent Developmentich(lRatings 30 March 2011).dRERT J.
GROSSMAN et al., U.S. Money Fund Exposure to European Bddmains Significant (Fitch Ratings
21 June 2011).

® SruLz, supranote 54 at 4. The testimony reviews channels thraugich money market
funds created systemic risk during the crisis, ngmadorced liquidation of assets by money markeids
disrupts the provision of short-term funding in fir@ncial system. The testimony argues that reonga
money market funds is not enough, but further @guy steps are needed to change the industry
structure.

> SeePWG's Reportsupra note 7 at 5. The overarching goal of the reportoispropose
fundamental changes to the US money market fundsing structure that would address systemic
risk and to reduce the susceptibility of money reaflunds to runs.

°8 Section 2.4nfra.
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low risk funds denominated in different currencwsuld simply lack significance in their
respective markets to keo big to failand warrant government intervention. My normative
proposals in chapter &count for the noted distinction in systemic digance between money
market funds operating in the US and the EU.

In sum, the theoretical framework underlying my gmsals for the new regulatory
architecture covering money market funds on botlessiof the Atlantic rests upon the dual
regulatory goal of investor protection and systestability. The view expressed in this thesis is
that these two goals fully capture consideratiohsneero and macro-prudential protections,
which, in turn, lead to a regulatory architectuomducive to the market efficiency, economic
progress as well as an improvement in societal anelf This thesis maintains that the
phenomenon of the market equilibrium achieved thhayood disclosureliminates the need for
a separate consideration of market efficiency etmugh market efficiency could hmer se
considered a worthy regulatory g83lindeed the reduction in efficiency due to increbsests
of regulation post-crisis has come into the foctithe industry debatésgiven an effect of such
costs on the productive sectors of the econffmyonetheless, it will be shown later in this

thesis, past developments in the financial indugigmpted by the focus strictly on market

%9 See generallyGEORGE A. AKERLOF, The Market for Lemons: Quality Uncertainty and the
Market Mechanisn84 (3) The Quarterly Journal of Economics 488 (Asidl870).Seesection 1.4Anfra
for a further discussion of these outcomes.

% An efficient capital allocation is currently codsied a significant contributing factor in wealth
creation and improving availability of credit gldlya SeeSecurities Act of 1933 amend. 15 U.S.C. § 77a
et seq. at Section 2(b) “Consideration of Promobtbikfficiency, Competition, and Capital Formation”
The US Securities and Exchange Commission is reduw consider in its rulemaking initiatives, “...in
addition to the protection of investors, whethee #ction will promote efficiency, competition, and
capital formation”.

®1 See, e.g.lSDA and SIFMA File Lawsuits Challenging CFTC’s &oh Position LimitsThe
Securities Industry and Financial Markets Assoorati at
http://www.sifma.org/news/news.aspx?id=858993663& Associations have filed suit in federal court
in the District of Columbia, alleging that the USr@modity Futures Trading Commissions has failed
inter aliato conduct an adequate cost-benefit analysis asreebby law.

%2 While the necessity of regulatory reform is nohtested, unintended consequences of both,
Basel lll and the Dodd-Frank Act, have already besognized. As one of the examples, implementation
of higher bank capital requirements under Basetdlild significantly affect funding costs for bardesd
their clients and ultimately decrease availabitifycredit.See, e.gPAVEL SLOVIK & BORIS COURNEDE,
Macroeconomic Impact of Basel 1ll § 844(OECD Psihing / OECD Economics Department Working
Papers 2011) at 5. The authors estimated thatumettirm impact of Basel Il implementation on GDP
growth is in the range of —0.05 to —0.15 percentpgmt per annum. This is due to banks passing an
increase in bank funding costs onto their custoptérss resulting in higher production costs foresth
economic agents.
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efficiency and regulatory attempts to limit suclvelepments are prone to various unintended

consequences.

For this reason | side-stepped the market effigieconsideration and formulate an
original approach that does not make an econongignaent. Instead, my normative proposals
establish the principal conditions for the marketation that are fully aligned with my theory of
the dual regulatory goals of investor protection agstemic stability® This approach crosses
over the boundaries of the conventional theorieditionally used in the financial regulation
design, which are critically reviewed in sectio ihfra. As shown in section 1.2, none of the
theories underlying the existing regulatory apphote money market funds in the US and the
EU fully explains their current regulatory pracsceNot surprisingly, inconsistencies of
regulatory actions have resulted in patchwork ragh incapable of providing investor

protection and systemic stability.

This conclusion prompted my focus on the micro psses that underlie the market and
economic development in addition to consideratimingolitical and ethical dimensions in money
market find regulation. To that end, based on erargiinvestors’ historical preferences and
cultural motivations for money market fund invesitsel envisage a new regulatory architecture
that better protects investors through educatiod by preserving the natural diversity of
investment options. Thus, my approach createsdhdittons not only for market development,
but also for market diversity and, while focusingtbe dual regulatory goal — investor protection

and systemic stability — could be applied consi$geacross the US and the EU.

1.1.4 Methodology

The methodology comprises: a broad examinatiohefiterature concerning the subject
of this thesis; an empirical study and compara#imalysis of money market funds domiciled in
the US and the EU; legal analysis of money market fregulation; an elaboration of a theory
underlying money market fund regulation; and normeatecommendations. With regard to the
literature concerning money market funds, | havseaeched financial and economic sources,
industry studies and technical reports. Sourcesuoh material have been books and articles in
academic journals, databases of regulatory filinggblic web-sites of fund management

83 AKERLOF, supranote 59.
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companies, credit rating agencies, consulting asgéions and financial media. This thesis has
benefited greatly from the availability of large @mmts of data regarding various types of asset
flows collected by regulatory agencies and protessi trade association, frequently updated,
and offered in public domain. Information regardpwtfolio holdings of the US money market
funds has been collected from the funds’ public ssiées and the electronic filing database
maintained by the US Securities and Exchange CosmomsOther quantitative aspects of my
thesis are developed from studies provided by enasts, asset managers and risk management

experts.

In relation to the empirical research and compagasinalysis, | start by uncovering the
origin and development of money market funds in it and the EU from the early 1970s
through to the present. The comparative analysimaiey market funds presented in this thesis
is unique; to my knowledge there have been no léédtatudies of micro-processes affecting the
money markets. The history of money market fundsxggained by country-specific patterns of

investors’ investment objectives, taxation, legafforcement and accounting standards.

Regulation is understood in this thesis as “orgahiattempts to influence behaviour,
using any combination of rules, monitoring, incees, and sanctions, which may or may not
have legal status” Therefore, despite a significant focus on the WSusties law and
applicable norms of the EU in the analysis of momegrket fund regulatory models, |
nonetheless incorporate other standards that aiffi@etstment behaviour of fund managers.
Examples of these standards include credit ratiggney criteria and the best practices
developed and voluntarily adopted by the money etafiunds themselves. Laws and other

regulatory standards are stated as of December®&iii pending developments noted.

With respect to the theoretical enquiry, | havebetated a theoretical framework which
identifies two main goals for the regulation of regnmarket funds: investor protection and
systemic stability. The theory distils from tradital justifications for financial regulation
(reviewed in section 1.2), and particularly frome theoclassical and behavioural economic
theories, which somewhat clumsily underpin the entrregulatory construct of money market

fund regulation.

4 JuLIA BLACK, Empirical Legal Studies in Financial Markets: Whéaive We Learned? LSE
Law, Society and Economy Working Papers (2010) at 3
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As noted earlier, my research is firmly rooted ig awn extensive practical experience
in money market fund analysis. | consider as ermglirexperience and another source of study
the countless conferences, meetings, and debates ltlave attended for over ten years during
my employment as a rating agency analyst. Thesetgwginging together money market fund
managers, practicing attorneys, government ofScehd academics allowed me to build an
extensive network of people who are the thoughddesin the sector. As an analyst covering
money market funds, | have contributed to industsearch and investor education activities by
publishing innumerable rating actions commentaaias industry reports widely read and quoted

by financial medi&>

Lastly, however ironic it may sound, | would like point to the financial crisis in the US
and the European sovereign crisis unfolding befareeyes as this thesis is being written is the
single most important contributor of ideas and d&f@or to the financial crisis there has been
very little academic attention to money market findhich were then regarded as the quietest
corner of the capital markets. The global liquidsiyueeze induced by the failure of the third
largest US money market fund placed these fundsipently in the centre of regulatory debate
both in the US and Europe amidst calls for the wbale change in the industry structure. Active
political debates, rapid lawmaking developmentsraased flow of data, and strong academic

focus have offered invaluable input in developnany research.

1.1.5 Contributions to knowledge

My thesis aims to provide four major contributidsknowledge. The first contribution
relates to cataloguing various types of money ntafilkeds, which are analysed from multiple
angles including their essential functions, opersl structures, investor base, and portfolio
contents. As explained in section 2.3, money maitketls are a major provider of short-term
wholesale funding to financial institutions glolyalthus my additional contribution relates to

describing the role of these funds in the finansidtem and during the financial crisis. This

% See, e.g.THAO HUA, Money market funds hold firm; more hurdles lod?ension &
Investmentsat http://www.pionline.com/article/20110822/PRINTS3B8229942. \NCENT RYAN, How
Europe's Volatility Could Reach Corporate Portfalio CFO.com at
http:/imww3.cfo.com/Print/PrintArticle?pageld=c1339-4447-4f73-88b2-33b9798fcOb8. See  also
www . fitchratings.comfor information about Fitch’s rating and reseaodverage of the money market
fund industry.
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contribution is unique in the literature. My exm@tion of available academic sources presented
in section 1.3 found few detailed studies relatetchbney market fund types and functions in the

US and the EU. Existing studies are mostly focusedhe US money market funds and are

largely limited to justifications of a particulaggulatory scheme.

The second contribution concerns the regulatoménaork of money market funds and
includes a descriptive enquiry of regulatory schemeplied to these funds on both sides of the
Atlantic. Money market funds have been an undezaehed corner of the capital market
especially with respect to those funds operatingida the US. Indeed, as recently as October
2011 the Financial Stability Board recommended Ititernational Organisation of Securities
Commissions “to analyse the different categoribsyacteristics and systemic risks of MMFs in
various jurisdictions as well as the particularulatpry arrangements which have influenced
their role and risks®® Thus, delivering precisely on this request, mystfiand second
contributions are expected to fill this research gad inform policy actions.

The third contribution consists of a comparativealgsis of money market fund
regulatory models in the US and the EU. The conipargart is structured to underscore any
differences or similarity of the regulatory regimas-a-vismy theoretical framework of a dual
regulatory goal — investor protection and systestability. This original approach brings out
inter alia a fundamental flaw in regulation of European mongrket funds, which relates to
lack of mandatory fund information transparency imeg The overarching drive for
harmonisation of money market fund regulatory apphes globally reiterated by the Financial
Stability Board is also critically analysed fromethstandpoint of the systemic stability

argument’

The fourth contribution is the answer to the resle@uestionshow should money market
funds be regulatedPconclude this assessment of my contributionentmwvledge by reiterating a
strong interest of policymakers to details that @fr@ractical use for an informed debate about
the money market fund industry and its regulatiorthe US and the EU. Given the reach of
money market funds far beyond these two market¢sd anticipate interest from international
regulatory bodies and other investment communiteslirectly addressed within my thesis.

% FSB Reportsupranote 32 at 20 — 21.
*71d. at 20.
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1.1.6 Outline

This thesis comprises seven chapters. Chapter theisntroduction and presents the
research question, the subject of my research,thberetical framework, the anticipated
contributions to knowledge and the methodologyafit@ining them. Chapter 1 also examines the
guestion Why should we regulatein connection with money market funds. To that,ehd
review the conventional rationales for financialrkeds regulation and their applicability to the
subject of my research. Chapter 1 concludes wittevéew of the sources essential for the
development of my thesis — although from time maetil placed subject-specific fragments of the
literature review directly in the respective chapte

Chapter 2 draws the profile of the money marketfundustry covering both the US and
European practices. The main aspects of the indpstfile depicted in this chapter include the
market share of money market funds in the glolak fof capital, their relevance to the past,
present and the future of the capital markets,then role in the global financial crisis as wedl a
their contribution in the European sovereign deigi€ Given the money market funds’ socio-
economic beneficial objectives of being a safe hawee cash and global liquidity providers, the
need to protect investors and systemic stabilifgrefcompelling arguments for the normative
intervention. The role of money market funds in fimancial crisis as transmitters of systemic
shocks added more weight to those voices callingtie review of money market fund
regulation on the grounds of systemic stabilityams®®

Chapter 3 and 4 analyse money market fund defirstiand regulation reviewing,
respectively, the US securities law and the EU llegams. They also analyse the ‘soft law’
produced by non-governmental actors. In particuthgpter 3 presents the past, present and
possible future of the US money market funds agaires backdrop of the industry’s regulatory
arrangements and ongoing debates related to furthéne US money market fund reforms.
Chapter 4 reports on European money market fundsimrestigates issues related to their
treatment under the legal norms administered bytbheand national regulators. The descriptive

enquiry undertaken in chapter 4 suggests that tthietsre of national capital markets and the

® See, e.g.FRIC S. ROSENGREN Towards Greater Financial Stability in Short-Te@redit
Markets (Federal Reserve Bank of Boston / Presi@e@hief Executive Officer Remarks at the Global
Interdependence Center’'s Conference on Capital &gk the Post Crisis Environment 29 September
2011) at 7. The speech advocates a more proagiprea@ch to regulation of money market funds.
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local investment culture have led to cross-jurigdiwal disparities affecting European money
market funds. Chapter 4 examines the ongoing regyla@hanges in the EU and harmonisation
initiatives as it relates to European money mafiiets. Chapter 4 offers a critical view of these
initiatives on the grounds of their limited bengftio the local investment communities and

concerns related to aggregation of systemic risk.

Chapter 5 presents a comparison of the US and Earomoney market fund regulatory
models highlighting the lack of isomorphism on thiernational scale. The purpose of chapter 5
is therefore to ascertain to what degree legal soasiministered by the EU regulate money
market funds ‘by default’ under the UCITS regimel do what degree the harmonised, money
market fund-specific rules are necessary and d#sisas-a-visthe regulatory goals assumed
under my theoretical framework. Chapter 6 offersmmative proposals that are consistent with
the theory of the dual regulatory goal presenteskertion 1.1.3. It also reconciles the appeal of a
common regulatory approach against the need faerslty in investment product offerings by
weighting in unintended consequences of harmonsgadlation often leading to the aggregation
of systemic risk and ‘too big to fail'’ concerns. dpiter 6 concludes with a call for establishing a
uniform transparency regime and for enhancing carafpn amongst national regulators in
information-sharing and supervisory arrangementep@r 7 reports about the contributions to

knowledge developed in this thesis.

1.2 Traditional justifications for financial market regulation and their relevance to

money market funds

Recalling my research questiorhew should money market funds be regulatedPext
review some traditional justifications for the réaion of financial markets and in particular
money market funds. These theories often insighdtilcannot be taken at face value. Too often
they underpin in an incoherent, superficial way pinevalent proposals for money market fund
regulation. It is instead suggested that thesealmsishould be critically and lucidly evaluated
with a view to upholding investor protection andsteynic stability. The examination of the
regulatory environment for money market funds pmése in this thesis has greatly benefited
from the extensive ongoing debates on the goalsadettives of financial regulation in the
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post-mortem of the financial crisi8.Indeed, financial regulation is traditionally jifistd with
reference to the instances of market failure aeit tigh social cost® Moreover, the financial
crisis stroke a severe blow to the theory of thHé®recting nature of the capital markets —
which was until then a most widely accepted onend eeinforced the central argument for
financial market regulation, which is to correct tmarket failure$' Section 2.4nfra illustrates
how the uncontrolled risks of money market fundvéoes contributed to the crisis and how the
risks were transmitted amongst seemingly unrelatehomic agents as well as geographically

remote markets.

While money market funds did not cause the findnciais, their ability to expose
borrowers to funding shocks has been cited as éribeochief concerns related to systemic
stability.”? As explained in section 1.1.3 presenting my thicakframework, it was not until
recently that the systemic stability argument wkscgd on the top of a regulatory agenda in
connection with collective investment schemes, whevestor protection and market integrity
have traditionally been in focd3 All these objectives are critically reviewed laterthis section
as parts of traditional justifications for finanicragulation and their relevance to money market

funds.

%9 Supranote 2.

"0 Because long-term social outcomes of regulatasriention on different groups is difficult to
foresee and almost impossible to account for, ts¢-benefit analysis is normally conducted on tagid
of cost of compliance and short-term changes tdtlsness structuree., loss of additional income due
to prohibition on certain investments, cost of giterres, etc.

"' See, e.g.STEPHEN BREYER, Regulation and its Reform (1982 ed. 1938)THONY |. OGUS,
Regulation: Legal Form and Economic Theory (Gidmn Press. 1994).dBERTBALDWIN & MARTIN
Cave, Understanding Regulation: Theory, Strategy, araattite (Oxford University Press. 2011).

2 See, e.gAnnex European Systemic Risk Board RecommendatiaridS Dollar-denominated
Funding of Union Credit Institutions (European t8ysic Risk Board 22 December 2011) [ESRB
Recommendations on USD Funding].

® See, e.g..The Laws That Govern the Securities Industdg Securities and Exchange
Commission (15 February 2012), attp://www.sec.gov/about/laws.shtml#invcoact1940. the US
collective investment schemes, also referred toingestment companies, are regulated under the
Investment Company Act of 1940s, as amended. Mdslaesigned to minimize conflicts of interest and
requires disclosure of financial condition and stveent policies of these companies on a regulas.bas
The act generally does not permit the US Securdties Exchange Commission to directly supervise the
investment decisions of investment companies ogguthe merits of their investments. Rule 2a-7
governing activities of the US money market fundsvigles an exception from this premiSzesection
3.3infra.
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With regard to the regulatory body, it is oftenwased thathe stateis the chief engine
promulgating regulation and maintaining enforcemengchanisms, although other regulatory
schemes are conceivable. Baldwat al. offers three definitions of regulation: (1) the
promulgation of rules by the government supportgdrtechanisms for monitoring regulated
entities and enforcement; (2) any form of direetestintervention in the economy; and (3) any
mechanisms of social control affecting all aspettsehaviour from any sour¢é Governmental
agencies and academia are not particularly cleardeveloping and applying a common
definition of regulation and users of regulatioritem assume the first one of three offered by
Baldwin astrue regulation’> The analysis of the causes of the financial chsis challenged this
assumption pointing to a massive failure sthte regulation and thereby prompted my
investigation as to whether other types of regafattould be superior in achieving the dual
regulatory goal of investor protection and systestability.

The findings of the Financial Crisis Inquiry Comsian place responsibility on
regulatory agencies that were unable or unwillmgrnploy tools they already h&tThus, there
could be a case for re-conceptualising regulat®m dunction exercised primarily by the state
but best accompanied by a process of coordinatimongst the industry actors that enables them
to better organise themselVésA theory that de-centred approach could be supévithat of
state intervention is based on the assumption“gmaternment cannot know about the industry
as the industry knows about itseff’To test this theory in application to money marketds,
chapters 3 and 4 provide examples of credit ratiggncies as of non-governmental actors
developing quasi-regulatory standards and sergrgparces of regulation for the money market

industry in the US and the EU. Given consideratidos both governmental and non-

" ROBERT BALDWIN, et al., A Reader on Regulation (Oxford Univisriress. 1998).

5 JuuA BLACK, Critical Reflections on Regulatip@7 Australian Journal of Legal Philosophy 1,
(2002) at 9.

® FCIC Reportsupranote 27 akvii. The report concludes that widespread failuresnarfcial
regulation and supervision proved devastating écsthbility of the US financial markets.

" BLACK, (2002) supranote 75 at 6 and note 4. Points to lack of ‘defesttregulation
definitio7r;, but cites a number of sources touchganuhe analysis of ‘centred’ regulation.

Id. at 3.
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governmental bodies administering money market fiaguilation, | interpret it as an organised

attempt to influence funds investment behaviourictvimay or may not have legal stafds.

| start my review of the conventional consideragidior financial regulation with a
discussion of the law and economics movement, what been one of the most influential
schools of thought in American jurisprudence fag thst two decadé$.Indeed, securities law
and regulation in the US are closely associateti #ie neoclassical economic the8hyThis
theory assumes that rational individuals and finmeke their economic choices, or transact in
the markets, on the basis of their utility or prafiaximization®? A significant underlying
assumption of this theory is that in order for emoit agents to transact there should be an
appropriate level of information available to eralthe agents’ decision making. If sufficient
information is unavailable, then the market failisénevitable®® Under this view, information
symmetry, which is often referred as informaticangparency, is a precondition of a competitive

market and the purpose of securities reguldtfon.

George Akerlof, an American economist and a NobeleRvinner, using an example of
the market for used cars, established that whesppidive purchasers are persistently lacking
information about the car quality, or faced witlfiormation asymmetry disfavouring the buyers,
the sellers and the buyers are unable to achievpribing point that would be accepted by both
sides®® This is because the buyers without knowledge mérgicular car offered for sale assume
the quality of any car to be average and are oilling/ to pay the price that reflects the average
guality. Given that good quality is not rewardedabpetter price, sellers of good cars withdraw
from the market leaving only cars of below averagality available for sale. The buyers, in

turn, would revise their quality expectations ahd price they are willing to pay downward.

" BLACK, (2010) supranote 64 at 3.

8 See generallylAMES R. HACKNEY JR., Under Cover of Science: American Legal-Economic
Theory and the Quest for Objectivity (Duke Univer$tress 2007).

8 JAMES R. HACKNEY JR., The Enlightenment and Financial Crisis of 2008: Kutellectual
History of Corporate Finance Theqr$4(4) Saint Louis University Law Journal 1252010) at 1264 —

5.

%2 1d. at 1265.

8 AKERLOF, supra59 note at 490 — 491.

8 BREYER supranote 71 at 161 — 164. For the history of disclesules under US securities
regulations, see J. ROBERT BROWN JRrR., Corporate Governance, the Securities and Exchange
Commission, and the Limits of Disclosus@ (45) Cath. U. L. Rev. 45-92, (2007) atet®assim

8 AKERLOF, supranote 59 at 491.
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Eventually, fewer good quality cars are offered dathand for cars diminishes as the quality of
the cars declines. At the end of this process, ars are offered at the price the buyers still

willing to pay making the market for cars illiquil.

If the information asymmetry is reversed and thgelos are better informed of the cars’
quality, the price equilibrium that satisfies bdtie buyers and the sellers could always be
achieved’ This finding of the Akerlof's model justifies thgopular idiom of an informed
consumer being a better customer. Consistent vaith theory, the US securities regulation,
which governs money market funds, has developeahgrehensive disclosure regime aimed at
facilitating information flow between investors aridnd manager® My theory of a dual
regulatory goal expressed in section 1.1.3 drawghenAkerlof model in its postulate that
functioning of money market funds could be improtieebugh reversing information asymmetry
in favour of fund investors. Thus, a part of my mative answer to, in particular, European
money market fund regulation reflects the marketdnir information symmetry and calls for a

new type of disclosure regime, which | refer tayasd disclosure

It is recognised, however, that emphasis on inftlonasymmetry does not necessarily
assure the rationality of investors’ response ®rttarket events. As evidenced by the financial
crisis, the money market fund investors’ judgmeas\rationaf® While asset-level information
was available to the public, investors’ rapid withaals from money market funds amounted to
a full-blown panic® Confused by perceived riskiness and complexitynoehey market fund
operations, investors triggeredflight to quality which is a shift in investment behaviour when

investors sell assets perceived to be risky andhaise assets perceived to be $afdight to

®d. at 491.

¥71d. at 492.

8 MARY SCHAPIRO, Speech by SEC Chairman: Statement on Money Méfketls Before the
Open Commission Meeting (US Securities and Excha@igmmission 27 January 2010). The US
Securities and Exchange Commission stated thatatedisclosure rules for money market funds “will
enable investors to better judge the risk proffléheir money market funds.” It was also believidttthe
“new disclosure also will impose a discipline ondumanagers to avoid taking undue risks.”

8 Section 2.4nfra discusses the role of money market funds in thenfiial crisis.

% See, e.glCl Reportsupranote 21 at 47 — 69. The report provides a detaitstription of the
failure of the third largest US money market fundSeptember 2008 and its contingency effect on the
capital markets and productive sectors of economy.

1 There are multiple evidences fiifjht to quality during the periods of sudden shocks such as
Russian debt default in 1998, the US terroristcattan 11 September 2001, the subprime mortgages cris
of 2007-2008. See, e.g.,RICARDO J. CABALLERO & ARVIND KRISHNAMURTHY, Collective Risk
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quality episodes illustrate the limits of risk disclosur®stails of complex financial transactions
and the contingency effect in case of a transadadare through market interconnectedness,
both horizontal and vertical, are often beyond teach of even the most sophisticated

institutional investors and securities analysts.

To adequately protect fund investors, considerationust be given to the effects of
cognitive and emotional factors on investment denis” This leaves room for other theoretical
influences in the current regulatory construct sashbehavioural economics, which rests on
findings that investors often respond to riskstioraally and entails factoring these psychological
aspects into economic models of rational behavibuinder the US securities law, mutual funds
that are normally sold to retail investors operagler an array of prescriptive rules and are
subjected to extensive disclosure requirementslewimvestment vehicles geared towards
institutional investors and high net worth indivadsl are free to employ a greater array of
investment strategies and avoid majority of repgrand disclosure requirements. This generally
leads to permitting sophisticated investots choose from a broader array of investmentsewhil

limiting investment choices of retail investorssife, less complex alternativ®s.

Management in a Flight to Quality Episqdé3(5) Journal of Finance 2195, (2008) at 21961TAA
KAUL & BLAKE PHILLIPS, Economic Conditions, Flight to Quality and Mutualind Flows (21st
Australasian Finance and Banking Conference, SydAegtralia 2008) at 19. The authors studied
Canadian mutual fund cash flow during the collapisthe Long-Term Capital Management hedge fund
and found that investors move $1,850 million intormy market funds and $627 million out of equity
funds.

% See, e.g.,STEVEN L. ScHwARCz, Rethinking the Disclosure Paradigm in a World of
Complexity 1 U. lll. L. Rev., (2004) The article examind® tproblems of complexity of financial
instruments vis-a-vis disclosures usefulness testors.

% See generallyEFF SCHWARTZ, Reconceptualizing Investment Management Regulafién
Geo. Mason L. Rev. 521, (2009). The article déssria two-tier approach to investment management
regulation in the US. Specifically, the currentulegory framework implies that investors with liext
resources such as retail clients are often unabpedperly analyse their investment options anchbed
to make poor choices based on available heuristics.

% See generallyAMOs TVERSKY & DANIEL KAHNEMAN, Judgment under Uncertainty:
Heuristics and Biase$85/4157 Science 1124, (197&ge alsalLL E. FiIsCH, Regulatory Responses to
Investor Irrationality: the Case of the Researchalist10 Lewis & Clark L. Rev. 57, (2006). The article
guestions validity of the assumption that greatiscldsures improve investor decision making and
caution against costs imposed by additional disckssthat provides only marginal usefulness.

% 17 CFR §230.501 Definitions and Terms Used in Reigun D Sophisticated investors in the
US federal securities laws are defined by the texoaredited investorsSee alsdAccredited Investors,
US Securities and Exchange Commission (17 Octdbkt)? athttp://www.sec.gov/answers/accred.htm.

% SCHWARTZ, supranote 93 at 532 — 536.
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The US and European money market funds are soldotb retail and institutional
investors although, as shown in this thesis, tleakdown of retail and institutional ownership
may vary depending on a particular market infrastme?’’ Money market funds, and especially
those domiciled in the US, have evolved into a caahitised product sourcing investments
through distribution channels that generally remostil investors from the decision-making.
The majority of retail assets are invested in monmeyrket funds through other commingled
investment vehicles such as omnibus accounts disbaersonal trust departments or pension
plans administered by an employ&ihe boundaries between retail and institutionakgtors in
money market funds are blurred suggesting thatlstigpregulatory approach based on level of
investor sophistication may not yield desired b#seFurthermore, the recent court cases have
exposed institutional investors as lacking soptesitbn and necessary knowledge of financial
markets and as failing to conduct proper due dilcgedespite their fiduciary role and available

resources?

Nonetheless, despite this critique, the contingimgcess of money market funds could be
explained by the findings of behavioural economsstsh as investors’ aversion to 1d%5The
investor preference for avoiding losses over amygigain is supported by numerous empirical
observations including flight to quality In application to money market funds, the lossramn

9 An analysis of regulatory models applied to monmeyket funds is offered in Chapters 3 and 4
infra, which look into the US and European money mafikedls, respectively. The analysis concludes
that, although there might be differences in fundnagement depending on the prevailing type of
shareholders, money market fund regulation tresttsilrand institutional investors equally. A rouofl
consultation with various stakeholders in the USney market fund industry conducted by the US
Securities and Exchange Commission prior to engdiie money market fund reform in May 2010
revealed that differentiating types of sharehol®rld be impractical. SEC Rel. No. IC-29132 a186
and accompanying text.

% While information regarding the nature and comgmsiof money market fund investor base is
not generally publicly available, my practical expace in the money market fund industry and
anecdotal evidences suggest that over 50 per ¢embpney market funds’ assets under management
comprised of omnibus accounts pooling small indiaidcontributions.

% See, e.9.SEC v. Goldman, Sachs & Co. and Fabrice TourreC¥03229, (S.D.N.Y. filed
April 16, 2010). IKE Deutsche Industriebank AG, imstitutional investor, failed to properly asses&s
of its CDO investmentsSee alsoSEC v. Bernard L. Madoff and Bernard L. Madoff éstment
Securities LLC, 08 CV 1079, (S.D.N.Y. filed Deceantdi1, 2008). Multiple institutional investors such
as endowments, funds of funds and registered imesdt advisors have failed to conduct basic due
diligence.

10 gee, e.g.AMOS TVERSKY & DANIEL KAHNEMAN, Loss Aversion in Riskless Choice: A
Reference-Dependent Modl6 The Quarterly Journal of Economics 1039, ()9%lke article presents
a reference-dependent theory of consumer choicehwé based on the central assumption that losses
and disadvantages have greater impact on consugefergnces than gains and advantages.
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theory explains a positive relationship of moneyrket funds’ assets under management and
market volatility,i.e., money market funds tend to gain assets duringoémmds of increased
market volatility, or when probability of marketsises is the higheSt' The most apparent
normative implications of this theory call for dsliahing detailed risk-limiting rules, sometimes
referred to as prudential standards, to stir thed fsmanagers towards the most conservative

practices-%

The prudential approach is the most prominent inkivey regulatioh”® and is also
notable in the securities law in relation to momegrket funds® From the standpoint of
implementation and maintenance prudential meagerpractical and, as such, are beneficial for
the supervised entities. However, the pitfalls@eatiful and are often rooted in the fallibility o
regulation itself®® Furthermore, being the least flexible, the pruidérapproach attracts the
major criticism as constraining financial innovatimn the one hand, and falling behind market

developments, on the oth&F. Therefore, this thesis undertakes a substantiglysenquiring

191 SeeAnnex A infra. Volatility S&P 500 Index is used to measure mankaatility. Source:
http://finance.yahoo.com/g/hp?s=%5EVIX+HistoricalicBs

192 BRUNNERMEIER, et al., supranote 36 at 1-2. The article provides rationale fioancial
regulation and basic principles of prudential appto It explains the prudential approach through a
comparison to common law that builds on the accatedl experience and the best practices. Rules of
prudential regulators are doable and practical;thadyeneral approach is usually incremental.

193 See, e.g.The Bank of England, Prudential Regulation Auttyori Our approach to banking
supervision (The Bank of England / the Financiehv&es Authority May 2011). The publication sets
out operating principles for the Prudential RegatatAuthority that is expected to be created byehd
of 2012. The Authority is expectddter alia to establish and enforce policies and rules oanifiial
firms’ resilience covering such areas as capitglidity and leverage. In the USeeThe Banking Act of
1933 Pub. L. 73-66, 48 Stat. 162 The law knowrhasGlass-Steagall Act establishatker alia the
Federal Deposit Insurance Corporation, which presidnsurance for bank deposits and establishes
capital and liquidity requirements for superviseaks.

1% See generalll7 CFR § 270.2a-7 Rule 2a-7 establishes riskiligitonditions, including a set
of specific quantitative criteria, for those mutdéiahds marketing themselves as MMB&ge alsaJoAN
OHLBAUM SWIRSKY, The Guide to Rule 2a-7: A Map Through the Maze e Money Market
Professional with Practical Applications (StrgdRonon Stevens & Young, LLP 2nd ed. 2011). The in-
depth guide provides a detailed explanation ofpifaetical implementation of Rule 2a-7 and servea as
handbook for money market fund compliance officers.

195 5ee generallfFCIC Reporsupranote 27. The report analyses multiple examplesgdilatory
failure leading to the financial crisis.

106|d.
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whether harmonised micro-prudential standards eg@b individual money market funds cross-

border are conducive to realising the goals of stmeprotection and systemic stabiftty.

The analysis of money market funds establishedfferdnt jurisdiction explores both the
prevalent quest for financial product homogeneitg ahe benefits of cultural diversity. The
evolution of money market fund industry can be \@dwas a reflection of globalisation, as a
process of “de-territorialisation of socio-econoraind political space**® Money market funds
traverse national borders providing the flow ofitalfo those markets and institutions that offer
the most attractive financial terms at any givervement. Recalling the earlier discussion, from
the point of view of the neoclassical economics, ¢ffficiency in deployment of capitper se
constitutes a worthy regulatory gd&l. However, it can be retorted that fluidity of capit
provided by money market funds may also inflictesevshortage of capital and become a major
destabilizing force should investment preferendethese funds chandé’ Furthermore, there
are also legal traditions and financial systems dloanot subscribe to the efficiency narrative so
prevailing in the Western economic cultdtéWhile financial developments outside the Western
capital markets are beyond the scope of my thébisng this point to highlight once again the
limited scope of the post-crisis regulatory debsitierounding cross-border issues of money

197 Chapters 3 and 4 offer a detailed analysisnafro-prudentialstandards applied to money
market funds in the US and Europe, respectivelyaddition, macro-prudentialmeasures in money
market fund regulation that seek to limit the gpifir effect of a money market fund failure are désed.
See, e.g.BRUNNERMEIER et al., supranote 36 at 23 — 29. The article reviews applicgbiif macro-
prudential measures to financial firms based oir tize, leverage and interconnectedness.

19 ANTHONY MCGREW & DAVID HELD, Governing Globalization: Power, Authority and Géb
Governance (Polity First ed. 2002).

199 An efficient capital allocation is a significanbrtributing factor in wealth creation and
improving availability of credit globallySeel5 U.S.C. § 77a et seq. at Section 2(b) “Conataer of
Promotion of Efficiency, Competition, and Capitabrfation”. The US Securities and Exchange
Commission is required to consider in its rulemgkinitiatives, “...in addition to the protection of
investors, whether the action will promote effiagn competition, and capital formationSee also
section 1.2nfra providing an analysis of the traditional justificats for financial regulation and their
applicability to money market funds.

19see, e.gBABA, et al.supranote 55See als@ series of reports published by Fitch Ratings in
2010 and 2011 analysing funding relationship of tl& money market funds and European baalg,
ROBERT GROSSMAN et al., U.S. Money Market Funds: Recent TrendExposure to European Banks
(Fitch Ratings 10 December 2010R@SMAN et al., (2011a3upranote 55. ®OSSMAN et al., (2011b)
supranote 55. RBERT GROSSMAN et al., U.S. Money Funds and European Banks: &ixgs Down,
Maturities Shorter (Fitch Ratings 22 August 2014) reports areavailableatwww.fitchratings.com

1 See, e.g.ALEXEY ARAKCHEEY, et al.,Islamic Money Management: a Western \i&(2)
Capital Markets Law Journal 238, (2011). The &tiexamines applicability of the western asset
management tradition to Islamic finance and disesisslated philosophical and cultural differences.
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market regulation, which zeros in predominantly lmermonisation of investment standards
utilised in the US and the EU.

As pointed out earlier in section 1.1.3, the covgrey of the prevailing drive for
harmonisation becomes apparent when the existmgatry model is critically analysads-a-
vis my theory of the dual regulatory goal — investootpction and systemic stability. For
example, an introduction of the CESR’s Guidelinesaccommon definition of European money
market funds in May 2010 was presented by regiudadsra step to a greater investor protection
understood as ensuring “a level playing in Eurofwe”various collective investment schemes
marketing themselves as money market futidherein investor protection is sought to be
achieved through the conversion of diverse investnstrategies pursued by money market
funds in various European countries into two regujadelineated options? | argue in section
6.2.1linfra that an attempt to protect money market fund iroredby a means of a reduction in a
number of their options does not necessarily leaal greater protection. On the contrary, such a
regulation-induced coordination of investment siégs may, in fact, have unintended

consequences of an increase in systemic'tfsk.

An essential step in rationalising money markedfuegulation is to agree on what are
socially-desirable ends of the fund investment bieha. My theory of the dual regulatory goal
for money market funds regulation expressed ini@ect.1.3 has sought this end. However,
oversupply of regulation is a danger of its own @s,its extreme, it may negate the basic
economic rationale for money market funds to eXfstnder the economic efficiency doctrine

only those regulatory measures are justified thatlcc help to achieve the efficiency

12 seeFeedback Statement: CESR’s guidelines on a comredinitibon of European money
market funds (Committee of European Securities Régis 19 May 2010) [Feedback Statement] at 2.

113 CESR's Guidelinesupranote 9.

114 See, e.g.ROBERTA ROMANO, Against Financial Regulation Harmonization: A Guent
(Yale Law & Economics Research Paper No. 414 2@1.Qp.

5 DaviD T. LLEWELLYN, The Economic Rationale for Financial RegulatifSA Occasional
Paper 1 April 1999) at 6. Points to “an evidemgkx of regulation being over-demanded by consumers
and over-supplied by regulatorSee alsd/ICTORIA MCGRANE, GAO: Implementing Dodd-Frank Could
Cost $2.9 Billion WSJ 28 March 2011. The US Government Accountglidifice estimates that he first
year of the Dodd-Frank Act implementation will cése 11 US government agencies a total of about
$974 million; using this annual estimate, the Déddnks Act implementation will cost about $2.9ibiil
over five years.
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improvement'® Yet, because the social cost of the crisis is raoos, the post-crisis
governmental production of new regulatory and supery services amidst calls for tougher,
more restrictive regulation seems to obtain a blgdck for its activities. In money market fund
regulation costs should be carefully controftédEvery new rule would take away a few basis
points of return from investors in already low digdw risk investment alternative® It is
money market fund investors who pay for fund refyoiaand this should be kept in focus of
those involved into production of regulation. Asstice Brandeis warned back in 1933,
“Remember, the inevitable ineffectiveness of retjoid.**® This warning underscores a
discussion of a dual regulatory goal — investotgrtion and systemic stability — earlier in this
chapter that stresses a lack of an economic argunimeieed, as shown earliggood disclosure
that promotes risk-limiting behaviour of asset ngara and fosters the public scrutiny is the
most cost-effective mechanism for building an activarket.

1.3 Literature review

As mentioned in section 1.1.3, prior to the finahdarisis there was surprisingly little
systematic research on money market funds. Nolestali schools or research traditions existed
on the subject. Instead, there were a relativelplismumber of unrelated empirical studies
conducted by finance scholars and professionall wait almost exclusive focus on the US

market. The main objective of these studies wasesd market efficiency and the rational

1% The outcome is deemed to be ‘Pareto optimal’ ér¢his no other resource allocation that
makes everyone at least as well off and at leastpamty better offSee generalfRONALD H. COASE,

The Problem of Social Cos3 Journal of Law and Economics 1, (1960) R@HARD A. POSNER
Economic Analysis of Law (7th ed. 2007).

17 See, e.g.Money Market Fund Reform. Remarks by: Senator Raimey (R-PA) (US
Chamber of Commerce 8 February 2012). The menthiiedJS Senate urged to carefully consider the
cost of additional money market fund reforms andethbr these costs justify potential benefits.
Available at http://www.preservemoneymarketfunds.org/wp-contgaitlads/2011/04/Toomey Remarks

2 8 12 13291521511.pdf

18 5coTT C. GOEBEL, Comment Letter to Money Market Fund Reform Filentber S7-11-09,
Release No. IC-28807 (Fidelity Investments 24 usid?009) at 21. Fidelity Investments estimated tha
the cost of money market fund reform as is was @geg by the US Securities in Exchange Commissions
in 2009 would range from 19 to 42 basis pointsrofual return for institutional investors and fro tb
31 basis points for retail investors. The moneykaiafund reform has been implemented making is less
attractive for investors to invest in money marketds and more costly for investment managersto ru
the money market business.

19 MATTHEW P. FINK, How Regulators Failed to Prevent the Financial @iisMoney
Management Executive 10 January 2011.
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expectations hypothesis as it applied to money etarkin addition, there were several
descriptive articles on legislative debates and egyamarket regulation produced by practicing
attorney and ex-regulators. All this did not amotumany established legal theory or hypotheses
that would have been tested by different methodsiardifferent markets. Nevertheless, these
fragmentary sources rationalized the money martk&d fndustry and served as a good overview

of its structure.

Post-crisis financial and econometric studies idiedt money market funds as a part of
the ‘shadow banking’ system, established the manayket funds’ role in its operations, and
called for tighter regulation of these funds on thessis of prudential approach adopted by
banks®® My review of this literature captures the divergerof opinions regarding the true
nature of money market fund operations and thesiabdenefits. | also noted the lack of
consistency regarding money market funds amongsiousa national regulatory bodies.
Nonetheless some material is valuable and chaptEa®s from these sources while profiling
money market funds as global liquidity providersd amash management vehicles outside the
traditional banking system. | conclude reiteratihgt although the volume of research in money
market funds is constantly growing, there has ma&nba systematic approach to money market

funds through the prism of a coherent theory. thyshope that this thesis would fill this gap.

1.3.1 Money market funds in financial studies

Earlier literature on money market funds was maiptgduced by financial scholars
concerned with various aspects of portfolio managnand corporate governariéé.These

studies have proven to be valuable to my thesisbaskground research explaining the

120 The termshadow banking systeis attributed to Paul McCulley, Managing Directdra
global investment management firm PIMCO, who coiitegk the 2007 conference of the Kansas City
Federal Reserve Bank. He defined it as “the whidabet soup of levered up non-bank investment
conduits, vehicles, and structureSeePauL McCULLEY, Teton Reflections (PIMCO Global Central
Bank Focus 2007%ee alssection 1.3.4nfra for literature review related to ‘shadow banking’.

121 gee, e.g.ANDREW B. LYON, Money Market Funds and Shareholder Diluti@® Journal of
Finance 1011, 1020, (1984). The paper analysesffaets of amortised cost valuation on institusion
money market funds and found the possibility ofitesilge between securities priced at market valuk an
amortised cost, which resulted in dilution of vafaemoney market fund investors
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commoditisation of money market funtfé. | also present studies arguing that while
homogeneity tendencies in money market fund manageare not contested, there is still room
to add value to investors, but mostly via ancillagrvices. Academic studies found no strong
correlation between the ability of the manager oretasting interest rates and the economic
success of the fund — which means that money méuket managers add little extra return, if

any, through their portfolio management stratetfigs.

Similarly, an analysis of changes in money markedfduratiorvis-a-vischanges in the
general level of interest rates concluded that fdunction is a lagging, not a leading indicator of
future interest rate chang&s.Thus fund managers have limited ability to addueathrough
active duration management. In addition, it wasrirdd that the benefits of active money market
fund portfolio management are not detectable irfaine return datd?> Managers of these funds
are generally unable to add value by adjusting daeation of a fund portfolio in order to
capitalize on anticipated changes in interest rates

Over the years, a small army of finance scholars eaaged in finding a Holy Grail of
excess return in mutual funds. Dominal. found, on a representative sample of money market
funds operating in 1990 through 1994, that returthese funds is highly correlated with fees
they charge on investot& It was found that money market funds in the sampieduced

similar gross returns*’ The differences imet returns were largely driven by differences in

122 commoditisation is normally understood as a latkroduct differentiationSee, e.g.JoHN
QUELCH, When Your Product Becomes a Commodityarvard Business Schoolat
http://hbswk.hbs.edu/item/5830.html.

123 ALEX KANE & YOUNGKI LEE, The Forecasting Ability of Money Market Fund Managend
its Economic Valu€1983) NBER Working Paper Series available at H#tgrn.com/abstract=321298
The study of relationship between the interest fi@tecasting ability of a portfolio management teamad
the economic success of money market funds fothel dorrelation.

124DALE L. DOMIAN, Money Market Mutual Fund Maturity and Interest Ra2d (4) Journal of
Money, Credit and Banking, (1992) at 9.

125 RAMON P. DEGENNARO & DALE L. DoMIAN, Market Efficiency and Money Market Fund
Portfolio Managers: Beliefs Versus RealiBl The Financial Review 453, 474, (1996) at 19.

126 DALE L. DOMIAN & WILLIAM REICHENSTEIN Performance and Persistence in Money Market
Fund Returns6(3) Financial Services Review, (1998) at 182.

127 Gross return refers to the aggregate performahdieecholdings of a portfolioSee Concept
Release: Request for Comments on Measures to Im@i>elosure of Mutual Fund Transaction Costs
[Release Nos. 33-8349; 34-48952; IC-26313; File $F-29-03] RIN 3235-Al94S Securities and
Exchange Commissiaat http://www.sec.gov/rules/concept/33-8349.htm#PBR222 at footnote 53.

50




charged feé$® and the funds’ objective to investment in riskygusities such as commercial
paper® The study divided money market funds in two grotpase funds investing exclusively
in government securities, called ‘government fundsd those funds investing in other assets,
called ‘prime funds™° Within both groups money market funds had a lichiwbility to
differentiate themselves amongst their peers. @wee, lack of individual fund differentiation
leads to a high degree of concentration currenthdemced in the money market fund

industry™**

The findings of the four studies by Lyon, Kane &el.eDomian and Domiaet al
explain the money market fund tendency for comnigation, or inability to offer value through
unique fund-specific attributes as there are almosie™*? In light of these findings it is worth
examining a study conducted by Christoffergtral. that explains how money market funds
compete with each other in the efficient marR&tThe study researched why investors do not
sell those share classes carrying larger expenaggeh in favour of lower expense share

classes>* The authors concluded that as long as the fund adllie through ancillary services

128 Qperations of a mutual fund incur certain costesEhare regular fund operating costs, such as
investment advisory fees, marketing and distributexpenses, brokerage, custodial, transfer agency,
legal, and accountants’ fees. In addition, costghimbe incurred in connection with particular inees
transactions, such as investor purchases, exchaaggsedemptions. Total sum of those costs paid by
fund investor is referred to as “fund’s expenses'fund’s expense ratio”. Explanation of mutual €un
expenses is available on the US Securities and dbgeh Commission’'s web-site at
http://www.sec.gov/answers/mffees.htm#managemiet return refers to gross return net of mutual
fund’s costsSee Id.

129The glossary of statistical terms maintained by@ganisation for Economic Cooperation and
Development contains the following definition ofnemercial paper: commercial paper is an unsecured
promise to pay a certain amount on a stated mgatdate, issued in bearer form. Commercial paper
enables corporations to raise short-term fundsctlirdrom end investors through their own in-house
commercial paper sales team or via arranged pladimgpugh bank dealers. Available at
http://stats.oecd.org/glossary/detail.asp?ID=6054.

1% DoMIAN & REICHENSTEIN (1998) supranote 126 at 169See alscsection 2.2infra for a
detailed classification of money market funds.

131 According to the Investment Company Institute,0880 September 2009, the US money
market mutual funds had $3.4 billion in total assetder managemerseewww.ici.org. CraneData’s
‘Money Fund Intelligence’ reported in its Octobeéd0® issue that approximately 95 per cent of those
assets was managed by only 25 mutual fund adviSeehttp://www.cranedata.us/products/money-fund-
intelligence/

%2 sypranotes 121, 123, 124 and 126.

133 See generallyBUsAN E.K. CHRISTOFFERSEN& DAVID K. MusTo, Demand Curves and the
Pricing of Money Managemerit5 Review of Financial Studies 1499, 1524, (2002

% The US Securities and Exchange Commission welesitéains the following explanation of
mutual fund share classes:
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such as individual customer care, there could besiors less sensitive to expense chares.
Therefore, fund managers were able to charge higlpenses without losing all existing
investors:*® In another study, Christoffersen noted that aboaif of money market fund
managers “voluntarily waive fees they have a camtia right to claim™®’ The author found
that the variation in fee waivers is a significartd differentiating factor in funds’ relative
performance. Fund managers use fee waivers tcegitatly adjust net performance, which

promotes cash inflow and facilitates growth of é&ss®der management.

Lastly, | note that the studies discussed in thidisn were all based on a sample of the
US money market funds. To sum up the findings, monarket fund industry’s concentration in
the US and a high level of fund commoditisationexplained by the fund managers’ inability to
add value through active portfolio management anterést rate forecasting. The net return to
investors is highly dependent on the level of fiees and expenses. However, notwithstanding
these findings, there could be other factors, nyaanhigh level of customer service, promoting

investors’ loyalty regardless of the charged fees.

1.3.2 Rationale for money market fund development

As explained in chapter 3, the origin of the US mpmarket fund industry in early
1970s was inspired by restrictive banking regutagoohibiting bank from paying market rates
on savings account® Thus, despite the restrictions on rates beingdifover 30 years ago,

academic sources still often rationalize money markinds through the prism of their

Known as ‘multi-class funds,” some mutual fundseoffivestors different types of shares, known
as ‘classes’. Each class will invest in the san@l’p(or investment portfolio) of securities and

will have the same investment objectives and pediciBut each class will have different

shareholder services and/or distribution arrangésnenth different fees and expenses and,
therefore, different performance results.

Available at:http://www.sec.gov/answers/mfclass.htm
Ez CHRISTOFFERSEN& MUSTO, supranote 133 at 19.
Id.
137 qusaN E.K. CHRISTOFFERSEN Why Do Money Fund Managers Voluntarily Waive Their
Fees? 56 Journal of Finance 1117, 1140, (2001) at 2.
138 Chapter 3nfra offers an extensive historical narrative in thigiorand development of the US
money market industry including consideration @tltompetitive position vis-a-vis banks.
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competitive positiorvis-a-visbanks**® In 1983 Rosemt al. was amongst the first researchers to
advance a hypothesis explaining the money marketsfupopularity by the rational consumer
response to the inability of regulated financiadtitutions to offer the market rate of return on
retail deposits?® The theory predicted that “full deregulation afdhcial institutions will, in all
likelihood, in turn, lead to the end of the monewrket mutual fund experiment in ad hoc
deregulation.*** The current size of the US money market fund itrgusas proved this theory

wrong#?

The real drivers behind commercial success of tBenmibney market funds could be
attributed to unique elements of money market foperations as documented by industry
insiders and finance journalists. For example, Nocera attributes the emergence efUs

money market funds and their early popularity te #xistence of Regulation & which

1% See, e.gWILLIAM A. BIRDTHISTLE, Breaking Bucks in Money Market FundsWis. L. Rev.
1155, (2010) at 1193. The author attempts to éxphe growth of assets under management in the US
money market funds by arbitrage between bankingsaadrities regulations. While banks have to carry
costs of deposit insurance and capital reservesgmnmarket funds, free of such costs, are abldfev o
higher return on a similar investment option. Iis lpinion, such a regulatory subsidy creates moral
hazard and promotes unsound business practicesrtieasing a likelihood of systemic failure. The
regulatory proposals offered in the article call é&me of two solutions: (1) prohibiting money mérke
funds from offering an investment product resentblbank deposits, or (2) subjecting money market
funds to bank-like regulation including depositurence.

19 KENNETHT. ROSEN& LARRY KATZ, Money Market Mutual Funds: An Experiment in Ad Hoc
Deregulation: A Note38 (6) Journal of Finance, (1983) at 1015.

1411d. at 1017. The portfolio theory model leads to actasion that the household's allocation of
net worth is based on risk-return considerationbjext to a wealth constrajrite., consumer flows will
leave low-yielding bank deposits for comparably sk MMF shares.

142 The success of the US money market funds aftecéiliing on deposits’ interest rates was
finally lifted in 1986 is illustrated by the growthf assets under management in these funds frora $29
billion at the end of 1986 to the all-times high$®.8 billion at the end of 2009, according to liGedata.
This constitutes approximately 12.5 per cent anagsét growth rate over the 23-year period.

143 See, e.g.Joseph Nocera, A Piece of the Action: How the Mid@lass Joined the Money
Class (Simon & Schuster. 1994). at 74. The autlescribes the fundamental market conditions sach a
a sharp increase in the Consumer Price Index (@Rdte 1960s and early 1970s and interest ratmgei
restrictions placed on banks’ savings account knasvRkegulation Q that led to emergence of the US
money market fundsSee alsdMatthew P. Fink, The Rise of Mutual Funds: An diesis View (Oxford
University Press. 2008). at 80. The author expldnad higher-yielding financial instruments such as
Treasury bills and jumbo certificates of depositektess of $100,000 were largely unavailable to an
average American. Money market funds pooled asdessnall investors to offer them a higher rate of
return that was previously only available to ingt@nal investors.

144 Section 11 of the Banking Act of 1933 (12 USC. &7vhich is implemented by Regulation
Q (12 CFR part 217), regulates interest paid tklspositors. The ceilings on savings accounts Yegre
the most part lifted by the Depository Institutioberegulation and Monetary Control Act of 1980 (12
USC. 226 note).
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limited, among other requirements, interest that h#Bks were allowed to pay on savings
accounts* However, he also noted that by the time the wiiris of Regulation Q were fully
phased out in 1986, money market funds gained mamemffering both the yield and the
convenience of a checking account to retail invsst®®

In the economic review issued by the Federal BamkRichmond in 1979, Cookt al.
sought to determine whether money market fundsadasting financial innovation or merely a
reaction to restrictive banking regulation. Two kxations for the explosive growth of money
market funds in the US were offered: higher yigttive to banks’ savings accounts and service
in managing short-term assets and liabilit€sThe latter interpretation has illustrated a
permanent change in the way many market participaainaged their liquid assets. Thus, money
market funds’ continuing strong position is expknby their important role in the global

liquidity markets**®

My analysis of the US money market fund growth heuter 3 offers an additional
critique of the regulatory arbitrage-based hypatheRestrictive banking regulation that limited
interest paid on savings accounts was fully phasgdy 1986 eliminating money market fund

yield advantage introduced by regulatory arbitrdgeéret, the US money market funds’ assets

195 See, e.9.JoHN F. MCDONALD & DANIEL P.MCMILLEN, Urban Economics and Real Estate:
Theory and Policy (Blackwell Publishing. 2007).2%5. The authors note that when nominal interest
rates in the US drove up in the mid-1960s, the W@8gtess had responded by enacting the Interest Rate
Control Act of 1966, which authorized the Federas&ve Board under the Regulation Q to impose an
interest rate ceiling on deposit accounts heldasings and loan associations, or thrifts and baBke.
also Jerry W. Markham, A Financial History of the Umitétates. Volume lll: From the Age of
Derivatives into the New Millenium (1970 - 2001)M.E. Sharpe, Inc. 2002). at 4. The author notas th
the passage of the Interest Rate Control Act obMés aimed at curbing the competition among #hrift
for the same deposit dollars.

18 Title 11 of the Depository Institutions DeregubatiAct of 1980 provided for an orderly phase-
out and ultimate elimination of interest rate ige&rs. The title expired on 31 March 1986. Accagdin
the Investment Company Institute, at the end o61%8e US money market funds had $292 billion in
assets under management compared to $4 billidmeagrid of 1976. This constituted an average annual
growth rate of 53.6 per cent.

147 SeeTIMOTHY Q. COOK & JEREMY G. DUFFIELD, Money Market Mutual Funds: a Reaction to
Government Regulations or a Lasting Financial Irettan? , 65 Federal Reserve Bank of Richmond:
Economic Review, (1979) at 17. The authors ndted the yield differential between interest ratai&lp
on banks’ savings accounts and banks’ three-momtttificates of deposits offered in $100,000
denominations reached 5.5 per cent per annum i@.197

“81d. at 18.

19VIKTORIA BAKLANOVA , Money Market Funds: An Introduction to the Liten@ (2010) at 8.

R. ALTON GILBERT, Requiem for Regulation Q: What It Did and WhyHlssed Away (Federal Reserve
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under management continued to grow over years iregcheir all time high in January 206%.
Furthermore, these funds have retained the relgtistable asset level through a prolonged
period of ultra-low interest rates in 2007 throutle present®>® The post-crisis analysis of
money market funds’ cash flows illustrates thatestors are willing to pay a high price for the
safety of their monel?? For example, Fidelity Investments, the largestrd&ager of money
market funds, confirmed through surveying its momerket fund investors that both retail and
institutional client value safety and daily accésgunds the most, while the level of return is

regarded as being the distant third investmentotilje?

Pozsar explained the institutional preference faanaging cash pools outside the
traditional banking systems largely by the poockreecord of bank management, which became
evident in the post-crisis environmént.Only in the US there were 388 instances of bank
failures since 2000 with 336 banks failed in thsemrs from 2008 through 201% These
statistics look rather alarming especially agath& backdrop of the track record of the US
money market funds that have only passed losse&sionestors twice since their origin in the

early 19704 The limited bank deposit coverage up to a legefiiablished amount is one of

Bank of St. Louis February 1986) at 31. The artaffers the rationale behind Regulation Q, analyses
effectives and provides a schedules of phase-epsst

%0 Investment Company Fact Book: A Review of Trendsl a@ctivities in the Investment
Company Industry (Investment Company Institutéhs@l. 2010). [ICI Factbook 2010] at section 4.

151 JANE J.KIM, Money-Market Funds: How Low Can They GW®SJ 9 April 2011. The average
US money market fund yield reached all time lowhatlevel of 0.06 per cent per annum.

12 See, e.g Corporate Cash Management Survey Report (SuhGaFebruary 2012) at 8.
Available athttp://sungard.com/pressreleases/2012/sgn0208%2 . akp survey found that “security and
liquidity remain key considerations” for corporaesh management.

198 ScoTT C. GOEBEL, Comment Letter to the PWG's Report on Money MaFkend Reform
Options SEC Rel. No. 1C-29497 (Fidelity Investnsent3 February 2012) [Fidelity Survey] at 2.
Available athttp://www.sec.gov/comments/4-619/4619-116.pdf

154 See, e.9.ZOLTAN POzSAR, Institutional Cash Pools and the Triffin Dilemroé the U.S.
Banking System (International Monetary Fund Audistl).

135 Failed Bank ListFederal Deposit Insurance Corporation (6 May 204tl),
http://www.fdic.gov/bank/individual/failed/banklistml.

%% n the history of the US money market funds, theeze two cases of such funds not being
able to hold their share price at $1.00. In Septam994, the Community Bankers US Government Fund
sustained principal losses due to a large expasugovernment adjustable rate securities. As istere
rates increased, these floating rate securitie¢s/dge. The fund was liquidated paying investd@scénts
per share. This was the first failure in the th&ny2ar history of money funds and there were nthéur
failures for 14 years.

On 16 September 2008 The Reserve Primary Fundhwhas at the time the third largest US
MMF with roughly $63 billion in assets under managat, found itself holding defaulted Lehman
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the two basic reasons explaining why money manked$ continue to be a safe haven for cash

even in the ultra-low yield environment’

The second reason relates to the money marketfturadion as providers of a low cost
outsourcing solution for a highly resource intemsea of corporate liquidity manageméti.
Lastly, the popularity of US and European moneykatafunds could be explained by their role
as funding sources for various economic actors ftonsumers to corporations to state and local
government$>® So far academic researchers largely seem to més® tevidences of investor
preferences perhaps due to lack of publicly avielalata on money market fund shareholder
base. This thesister alia seeks to close this gap.

1.3.3 Legal issues pertaining to money market funds

Being direct competitors to bank deposits and rédiegn bank accounts in terms of
check writing capabilities, money market funds hg@vesented unique issues under banking
laws. Money market funds compete with banks ferdhme money. This business competition

propagated never ending regulatory debates of isgcnarkets and banking authorities over the

Brothers’ commercial paper in the total amount 88% million. The Reserve’s Board of Directors made
a decision to write the value of these holdings mlaav zero, which caused the fund’s net asset value
decline below $1.00 to $0.97. The event of the TNAV decline below $1.00 is known in the industry
as ‘breaking the buck’See alsoSEC Rel. No. IC-2880Money Market Fund ReforrtProposing
Release) (74 FR 32688 8 July 2009) at nn.30,484,and accompanying texBee alsoHENRY
SHILLING, Sponsor Support Key to Money Market Funds (Md®dgvestors Service August 2010)
[MMF Support Report]. The author noted that whibere were only two US money market funds that
passed losses on shareholders, a large numbee &fShmoney market funds only avoided such losses
due to financial support provided by the fund sposs

57 The maximum deposit size covered under the fediabsit insurance has been $100,000 per
an account per a financial institution since 1908l 2008, when the insured account cap was rdised
$250,000.See alsaloNATHAN R. MACEY, Reducing Systemic Risk: The Role of Money Maikettual
Funds as Substitutes for Federally Insured BankoBiep (Yale Law & Economics Research Paper No.
422 2011) at 38.

1% See, e.g.Comment Letter on the President's Working Groupdeon Money Market Fund
Reform (Release No. IC-29497; File No. 4-619) sthbg Agilent Technologies, Inc. and fifteen other
U.S. corporations (Jan. 10, 2011) at 2. The |dtates that elimination of money market fundshigirt
current form would make short-term financing for émican businesses far more costee alsorhe
contribution of IMMFA funds to the Money MarketPr{cewaterhouseCoopers 2011) [PwC Report] at
5.

139 See, e.g.ICI Reportsupranote 21 at 1. The report lists economic actorsinglyn money
market funds as sources of fundilsee alsdPwC Reporsupranote 158 at 4. The report lists European
money market fund contributions in various econoragions and financial markets.
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fate of the money market fund industfy.Kalogeras observed that the growth of assets under
management of money market funds coincides withpeiréods of high interest ratd¥. Asset
decline would normally coincide with the periodsl@# interest rates when investors re-allocate

their cash from safe, but low-yielding money marfkeetds to riskier investment options.

Consumer preference for investing in money marketd$ instead of bank deposits
during the periods of high interest rates has adwagen a subject of lobbying efforts by the
banking industry. Greenberg analysed advantagesdaatlvantages of money market fund
investments alongside an insightful review of thésk-return trade oft®? By the early 1980s,
the money market fund benefits to consumers weneedbpublicized that the Fed had to side
with the mutual funds industry and against bankse Tain social benefit of money market
funds was found in enabling small investors to asdagher yielding financial products earlier

only available to institutional investors and larbesinesses.

In his statements to Congress, J. Charles Parteenzber of the Board of Governors of

the Federal Reserve System, noted:

%0 0n January 24, 1980 in his statement before the@®unimittee on Financial Institutions of the
Committee on Banking, Housing, and Urban Affairs,Charles Partee, a member of the Board of
Governors of the Federal Reserve System noted ubstitutability of money market fund shares for
transaction and savings balances at depositamuiinzis and questioned whether ‘reserve requirémen
need to be applied to money market funds in ordeerthance monetary control’. At that time, the
absence of such reserve requirements did not appéara problem as, according to the same statemen
‘the transaction uses of balances in money markgtah funds are very limited’.

161 G.KALOGERAS, Examining the Money Market Funds4 Banker's Magazine, (1981)

162 CHARLES M. GREENBERG Money Market Fund Industry: History and Related 8lepments
4 (1) Journal of Financial Planning, (1983) at 43:

Some of the advantages of investing in a money etariutual fund as opposed to a savings
account are: (1) higher yields than those offeretbaaks and other financial institutions, (2)
professional and full-time fund portfolio manageme(8) the opportunity to invest in a
diversified portfolio of large denomination shoertn investments, and (4) checkwriting
privileges. The major disadvantage associated mithey market mutual funds is that they are
not insured against loss, unlike savings accotnaisare insured by the Federal Deposit Insurance
Corporation [up to a certain amount].

The author also compared the return of CapitaldPvasion Fund, Inc. invested exclusively in
government securities with maturities of one yearless with return one would have received by
investing in 3-month US Treasury bills. Direct pumses of the US Treasury bills would have
outperformed the fund’s return in a period of rgsimterest rates and underperformed in a period of
falling interest rates.
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To limit yields on money market funds not only woulel &nticonsumer--and inconsistent

with the nation's need to encourage saving--butldvalso fail to recognize the inherent

distinctions between deposits and money market §inades'®

Nonetheless, despite the compelling arguments siga@nk-like regulation of money
market fund, the idea of imposing capital resereguirements on these funds has surfaced
periodically several times over the next three desaand still continue being debated.

Dwyer et al. investigated the issue of money market fund mogdiabilities and found
that initially money market funds were not legakyguired to redeem their liabilities at the initial
value of investment®* However, the US securities regulators and moneykenafunds
themselves made substantial efforts to avoid furadesprice deviations from its par value of a
dollar®® Thus, money market funds are perceived as a medfuexchange characterized by
promised redemption at par value on dem&fdhis assumption made money market fund
shares seem equal to the banks’ demand deposhs iminds of some investors adding weight

to those proponents of bank-like capital resergeirements for money market funtfs.

The demand for safe, high quality financial instemms fuelled growth on the US money

market funds amongst other high quality as¥&tshe legal structure of these funds and

183 J. CHARLES PARTEE, Statement by J. Charles Partee, Member, Board ofe@wrs of the
Federal Reserve System, before the Subcommittemancial Institutions of the Committee on Banking,
Housing, and Urban Affairs, U.S. Senate, January 1880 Federal Reserve Bulletin (1980) at 130 —
132. Partee implied that the major distinction hestw banks’ deposits and shares of money markes fund
is the lack of federal insurance for fund investtaen

184 GERALD P. DWYER & MARGARITA SAMARTIN, Why Do Banks Promise to Pay Par on
Demand?5 Journal of Financial Stability 147-169, (2009)

1% The US Securities and Exchange Commission offeesfofiowing description of money
market funds at its web-siteww.sec.gov

Money market funds typically invest in governmeetities, certificates of deposit, commercial
paper of companies, or other highly liquid and lask securities. They attempt to keep their net
asset value (NAV) at a constant $1.00 per shanay-tbe yield goes up and down. But a money
market’s per share NAV may fall below $1.00 if thgestments perform poorly. While investor

losses in money markets have been rare, they astym

% DWYER & SAMARTIN, supranote 164 at 166 — 167.

187 See, e.g.GOEBEL, Fidelity Surveysupranote 153 at 3. The survey found 75 per cent oflreta
investors in money market funds managed by Fiddfiyestors understood that investments in these
funds are not covered by any types of governmemragiees, while only ten per cent of investors
believed that the government would step in if a eyomarket fund fails.

1% See, e.gBEN S.BERNANKE, International Capital Flows and the Returns to Sagsets in the
United States15 Banque de France Financial Stability Revie@d (.
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oversight by the US Securities and Exchange Conomgsovided a rationale for these funds to
function outside banking regulatidff. The most recent academic studies, conducted tféer
post-crisis amendments to the US money market feigdilation were implemented in May
2010, concluded that further money market fund rrefinvolving a wholesale change of the
structure of these funds may place broader capitakets in “substantial and unnecessary
danger?’™® Furthermore, the industry research pointed to ageia that dismantling the
convenient and efficient structure of money marketds may chase cash management and
related risks in other unregulated financial pradfi¢ Chapter 3 analyses possible future

options for the US money market fund industry agsrom these debates.

1.3.4 ‘Shadow banks’ and systemic risk

The post-mortem of the recent credit crisis haslpeed a vast literature on financial
innovations collectively referred to as a ‘shadoanking’ systent’? In these sources money
market funds are described as major funding vefaréshadow banks’ that exert a high level of
influence on credit availability for both financi@stitutions and real economy. The credit crisis
has exposed a high level of interconnectedneskeofrtodern capital market through financial
innovations and placed its actors, including monegrket funds, squarely in the centre of
regulatory debate.

%9 MAcEY, supranote 157.

7/d. at 62.

"1 ALEX ROEVER et al., Short-Term Fixed Income (JP Morgan SéesrLLC 30 September
2011). The authors argue that adding capital reseequirements is “unlikely to substantially reduce
credit or liquidity risks... It's a fig leaf for retators that will let them claim that they reducegdtemic
risk and without actually doing so. [In the low éngst rate environment], the cost is onerous and
ultimately may only chase money and risk into legulated corners of the money marke®ge also
Submission by the Investment Company Institute WaykGroup on Money Market Fund Reform
Standing Committee on Investment Management Intemmsl Organization of Securities Commissions
(US Securities and Exchange Commission 7 Febr2@iyp) [ICI Submission to IOSCO]. Available at
http://www.sec.gov/comments/4-619/4619-119. pdf

72 See generallfPozsAR, et al., Shadow Bankingupranote 24. The article defines ‘shadow
banks’ as financial intermediaries that conduct maturity, diteand liquidity transformation without
access to central bank liquidity or public sectoedit guarantees” andonducted a comprehensive
inventory of financial innovations deemed to fietdefinition of ‘shadow banksSee alsoTUCKER,
supra note 2. The speech pointed to weaknesses in vatipes of ‘off-balance sheet’ financing
arrangements and argued for imposing prudentialila¢égyy standards on those entities providing
maturity and liquidity transformatiorsee alsdricks, Shadow Banking and Financial Regulatisapra
note 41. The author proposed functional criterigpfaicy interventions in activities of ‘shadow tah
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These debates are mainly concerned with the emsegand propagation of systemic
risks that the current regulatory architecturdl isuited to capture. Schwarcz argued that with the
growth of intermediation greater regulatory focuwwd be placed on relationshipetween
markets and institution's® He defined riskgo financial system arising from lack of sufficient
incentives for an individual institution to intetize its costs of failure as systemic risk and
ascribed law a role in reducing systemic ri¢kl draw on these sources in section 1.2 that
analyses the traditional justifications for finaacregulation and their applicability to money
market funds.

My review of relevant literature is concluded wagtudies that analyse market failures
due to complexity and financial contagion. For epenSchwarcz purports that “complexity not
only makes it impossible to predict how future fingl crises will arise but also makes it more
likely that regulation can lead to unintended, aftén adverse, consequencéS’Establishing a
stand-by market liquidity facility that would suppanvestments in the failing market was
suggested as a solution averting irrationalityhef tnarket panit’® Another strand of academic
literature, however, maintains that during timeseVere stress “the price of the assets may fall
below their fundamental value and be determinedhieyavailable liquidity in the market*’
Therefore, because private market actors are untahheaintain an optimal level of liquidity,
such a liquidity provider of the last resort musgvitably come from public sourcé$.Indeed,
one of the proposed solutions to a potential liquisiqueeze in the money markets in a form of a

private liquidity facility was rejected on thesegnds as explained in section thfa.

The noted lack of secondary market liquidity forgdex financial instruments was
researched by Brunnermeieral. who noted a challenge in developing a workabléende&fn of
complexity in financial markets. The authors ofterdaree different ways we can cope with

'3 STEVEN L. SCHWARCZ, Systemic Risl97 Geo. L.J. 193, (2008)

% |d. at 205.

75 STEVEN L. SCHWARCZ, Regulating Complexity in Financial Market87 Wash. U. L. Reuv.
211, (2009) at 265.

7%|d. at 265-266.

17 SeeDOUGLAS GALE & TANJU YORULMAZER, Liquidity Hoarding no. 488 Federal Reserve
Bank of New York Staff Reports, (March 2011) at 6.

18 See, e.gVIRAL V. ACHARYA, et al.,Crisis Resolution and Bank LiquidjtRev. Financ. Stud.,
(2010).
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complexity!”® One of them, standardisation and commoditisatibrfirmncial products, is

currently embraced by money market fund regulatb&gue in section 4.5 that a quest for
standardisation of investment parameters in monaket funds is likely to result in unintended
consequences of industry concentration which, iin, ieads to increase, rather than decrease, of
systemic risk® This is because harmonised regulation is likelgreate incentives for regulated
organisations to engage homogenous business m®dtias heightening the risk of contagion
and a coordinated failure should such regulatiori®r draw on these finding in chapter 6

presenting my normative proposals.

1.3.5 Conclusion

The body of literature on various aspects of mongrket funds has been growing
rapidly post-crisis fuelled by an increased pulalid regulatory scrutiny of the money market
sector. My overview of financial studies, histoti@ssays, legal and regulatory documents
provides just the first glimpse into my researchjsct. The discussion of the most recent
academic research with its vastly divergent polegommendations reflects the complexity of
the issues surrounding money market funds and itje $ocietal impact of any regulatory
changes®? While regulators call for sweeping changes in strecture of the money markets,
practitioners argue that any more changes areylikelbe counterproductive chasing cash

management into less transparent corners of thietf&r

The obvious conclusion drawn from the literatur@eeed here is that in 3.5 years after
the dramatic failure of Lehman Brothers, that otéid a severe stress on the money market fund

industry, academic sources have failed to offea@eptable solution to the public policy debate

179 MARKUS K. BRUNNERMEIER & MARTIN OEHMKE, Complexity in Financial Markets
(Prinston University Research Papers 2009). Thigoasi argued that market agents can effectively dea
with complexity: (i) by breaking difficult probleriato smaller ones, (ii) by using models, while [ieg
in mind model assumptions, (iii) through standatie and commaoditisation of financial products.

180 See alscROMANO, supra note 114 at 19. Romano argues that tigilaarket participants
into a particular investment strategy may not Ise@ally desirable goal.

¥114d. at 18.

82 5ee, e.gMACEY, supranote 157. Macey argues that over-regulation ofeganarket funds
is likely to lead to significant negative consequesfor those borrowers reliant on money marketigun
for short-term fundingSee alsBIRDTHISTLE, supranote 139. Birdthistle believes that money market
fund regulation should be significantly tightened.

183 See, e.gICl Submission to IOSCGupranote 171.
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related to money market funf. Given the divergent perspectives expressed ifitémature,

the ultimate contribution of this thesis is to off@ normative view on money market fund
regulations that supports and promotes two ovenagchiegulatory objectives — investor
protection and systemic stability — on the inteioral level. The following chapter 2 analyses
wide social benefits of money market funds andudised the risks these funds can introduce to
the global capital markets. The discussion undeescthe need for internationally coordinated

financial regulation of the money market fund inays

184 Seesection 2.4infra discussing the events of the financial crisis #@sdconsequences for
money market funds.
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CHAPTER 2: MONEY MARKET FUND INDUSTRY PROFILE

2.1 Introduction

This chapter analyses the essential characteristiosoney market funds in the US and
the EU (the current regulation of money market fuimdthe US and the EU will be subject to
legal analysis in chapters 3 and 4). It also disesigheir benefits to the global capital markets
and their weaknesses as exposed by the financsés.cfo begin with, section 2.2 provides the
historical background and the classification of theney market fund industry. Section 2.3
outlines the essential function of these fundsirntial intermediaries and a major provider of
short-term capital to various economic actors, &lskection 2.4 specifies their role in the

financial crisis.

To be noted, an essential challenge to an accdutiteomoney market fund industry
profile is that money market funds are not uniforrdefined at national levels. In effect, the
available academic sources often do not provideritiation of fund types, but rather focus on
the US prime money market funds by default. Thasbfs painting all money market funds
with the same brush is the size of the assets undeagement of the US prime money market
funds, which is the biggest segment of the indu$thpll other types of money market funds in
the US and EU are assumed to be sufficiently homeges with respect to their investment
policies, structure, domicile, and investor b&8en fact this assumption does not hold true.
Money market funds domiciled in the EU may havetlyadifferent characteristics — although

185 Seesection 2.2infra for a definition of a “prime” money market fund.sfets under
management of the US money market funds repreggmioximately 60 per cent of assets under
management of all money market funds, accordinfpeolnvestment Company Institute’s global mutual
fund quarterly statisticsavailable at http://www.ici.org/research/stats/worldwide/ww_1P. See also
exhibit 2 in section 2.2nfra for the size of the assets under management ¢f eaney market fund
sector.

% Tucker, supranote 2 at 2. The speech, stripping through theildefacuses on certain
essential characteristics of money market fundthase are US money market funds. ICl Resoiftra
note 21 at 95. The report discusses dangers ofharigeuse of anoney market fundesignation as
misleading for investors$SeeJP Morgan Comment to CESRRpranote 13. The letter expresses concerns
regarding allowing various types of money markeidito operate in the European markets.
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some of them may have a strong resemblance witkettionds in the UE’ However, a

significant number of European money market furageHittle in common with their US peers.

A detailed classification of money market fundespecially important in light of the on-
going regulatory discussions that portrait moneyketafund industry as a whole as a major
propagator of systemic shock8.Recalling the research questiorhew should money market

funds be requlated? | would like to start with a detailed analysiswhat kinds of money

market funds exist today, why and where. This drafays a foundation on the normative
proposals in chapter 6 by, first, determining wieetlireater risks are harboured by any particular
types of money market funds, which, therefore, raatail specifically targeted policy actions.
Second, it demonstrates a wide range of societaflie that money market funds provide to
various economic actors underscoring contributmfithese funds to economic progress, societal
welfare and promotion of individual capabilitiesushreiterating the need for an effective
regulation focused on investor protection and syitestability. Lastly, this chapter uncovers
money market funds’ vulnerability to systemic ewefttat manifested themselves during the
financial crises and reviews policy actions takgrnvérious regulators to contain risk of a run on

these funds.

2.2 Classification of money market funds

To my knowledge, no widely accepted classificabbmoney market funds domiciled in
the US and EU has been compiled; as such thisifatasi®n system is original. A necessity for
developing a classification system encompassingemonarket funds arises from two sources.
First, different types of fund entail varying degseof risk and tend to offer different levels of
return as shown later in this section. Thus, aactiffe normative proposal ought to incorporate
considerations of money market fund types in otdebetter achieve its goals. Second, this

187 CESR sets out harmonised definition of Europeamayomarket funds (Committee of
European Securities Regulators / Press releaseMa92010). Lamberto Cardia, Chair of the Italian
Commissione Nazionale per la Societa e la BorsaCirair of CESR’s Investment Management Standing
Committee noted that “the tenrmoney market fundover[s] a very broad range of investment funds”.

18 GARY B. GORTON & ANDREW METRICK, Regulating the Shadow Banking SystBmookings
Papers on Economic Activity 261, (Fall 2010). Teper contains a regulatory proposal for entities
considered shadow banks which include “non-bardrfiral institutions such as finance companies,
structured investment vehicles, securities lenderasney market mutual fundeedge funds and US
housing government sponsored entities...”

64



section is aimed to inform the on-going regulateffprts to take an inventory of money market
funds as requested by the Financial Stability Bo&tdhis task is currently undertaken by the
International Organisation of Securities Commissiamd it is my hope that this thesis could
contribute to the Organisation’s effort.

| start my review of fund types with a diagram ihibit 3 that lays out a classification
system for money market funds alongside their retspe assets under management as of
autumn 2011 The size of the assets under management helgaigegnvestor acceptance and

a relative importance of each type for the capitatkets.

Exhibit 2: Classification of money market funds

Money Market Funds
Total Assets $4,128 billion (100%)

l

$(us) £
$283 billion £115 billion

€121 billion

European Money Market Funds
$1,489 billion (36%)

' !

€ Other
currencies

Institutional
$1,042 billion (25%)

\

Retail
$447 billion (11%)

ConstantNet Asset Value
$625 billion (15%)

Prime Money Market Funds
$220 bil/€103 bil/£112 bil (13%)

$63 bil/€18 bil/£3 bil (2%)

Government Money Market Funds

l

Variable Net Asset Value
$864 billion (21%)

Prime Money Market Funds
$864 billion (21%)

!

US Money Market Funds
$2,639 trillion (64%)

!

$(Us)
$2,639 billion

Institutional Retail
$1,698 billion (41%) $942 billion (23%)

ConstantNet Asset Value
$2,639 billion (64%)

Government
Money Market Funds
$892 billion (22%)

Treasury Money
Market Funds

Prime Money Market Funds
$1.5trillion (35%)

Government
Agencies Money
Market Funds

Municipal Money Market Funds
Tax-free Money Market Funds
$291 billion (7%)

National
Municipal Money
Market Funds

Single State
MunicpalMoney
Market Funds

'8 FSB Reportsupranote 32.
1% Source for the assets under managenvemty.ici.org as of 5 October 201 Www.immfa.org
as of 2 September 2011. Source for the foreigneaor ratesForeign Exchange Rates -- H.10 WeekKly,

Board of Governors

of the Federal

Reserve

http://www.federalreserve.gov/releases/h10/current/

System.(30 September

2011), _ at
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2.2.1 Domicile

Money market funds are a relatively recent develeqimior the global capital markets.
The very first money market fund was established968 in Brazil. John Oswin Schroy, the
founder of a large Brazilian broker-dealer firm SrVestimentos S.A., creaté&bnta Garantia
a collective investment vehicle that served oneifipgurpose: it pooled small investments into
a large portfolio order to facilitate sales lgtras de cambio Brazilian low denomination
commercial paper certificaté®" This fund had all essential attributes of a comerary money
market fund, namely invested in a portfolio of germ high quality fixed income obligations
with a goal of providing safety of principal and -demand liquidity:** Indeed, Conta
Garantia’s portfolio was invested in short-term commerciapgaand Brazilian treasury bills;

and it issued and repurchased its own shares catfifrat a stable unit price>

The US money market funds can be traced to themautof 1972, when the Reserve
Fund, the very first US money market fund was opetoeinvestors?* While today there are
hundreds of money market funds in Brazil, they dawt rival the size of the US money market
fund industry. European money market funds arrivethte 1980s mainly in France and have
quickly become a popular low risk investment opfionretail investors and pension schertés.
Other European countries developed their own Isedliversion of money market funds, but
could never reach the size of either the US or ¢hranoney market fund industries. Ireland and
Luxembourg, the major European fund administratoemtres, played a pivotal role in the
facilitating the growth of the European money marked industry. Funds domiciled in these
countries were mainly distributed cross-bordemstitutional investors and grew rapidly due to
increasing demand for professional liquidity mamaget from multi-national corporations

expanding their business globally.

Exhibit 2 depicts the current size of assets unagmagement of money market funds by

countries.

191 JoHN OswIN SCHROY, CRESCINCO and Conta Garantig2006), ahttp://www.capital-flow-
analysisléiznfo/investment-tutorial/case_lk.html.

193:3:

19 NoCERA supranote 143 at 81.

1% Chapter 4infra contains a detailed account of French money mafietl origin and
development.
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Exhibit 3: Assets under Management of Money MarkefFunds™*®

Money Market Assets % of
Fund Domicile (USD hillion) World Total
United States 2,639 54.9%
Europe Total 1,489 32.2%
--France 530 11.5%
--Ireland 482 10.4%
--Luxembourg 387 8.4%
--ltaly 46 1.0%
--Switzerland 25 0.5%
--Others (Europe) 20 0.4%
Rest of the World 500 10.8%
World Total 4,628

This thesis focuses exclusively on the US and Eeaopmoney market funds and,
therefore, money market funds domiciled elsewherthé world are omitted from any further
discussions. In this thesis European money matkets mean mainly those funds domiciled in
the EU countries also distinctions are blurred leetwwmoney market funds in the EU and those
funds domiciled in other developed European coestrAs explained in chapternr#ra, the US
money market funds are defined under the federirgees law and it is unlawful in the US for
other investment funds to market themselvesiasey market fundsnless they meet regulatory

rules governing these fund¥.

European money market funds are defined by the Qdtieenof European Securities
Regulators’ (‘CESR’) Guidelines on a common defamtof European money market funds that
came into effect in May 2011 and are currently adstéred by the European Securities and
Markets Authorities?® These funds, domiciled in the different EU cowegriare governed by
national laws of the respective country of domiciehose interpretation of the common
definition guidelines could vary. Furthermore, patl regulators may introduce additional

1% pata presented as of the end of the second quafr@@11accordingto Worldwide Mutual
Fund Assets And Flows First Quarter 20llhyestment Company Institute (4 August 2011), at
http://www.ici.org/research/stats/worldwide/ww_03. Bee alsoBERNARD DELBECQUE, Trends in the
European Investment Fund Industry in the Secondt®@uaf 2011 and Results for the First Half of 2011
(European Fund and Asset Management Associatiarart€xly Statistical Release No. 46 August 2011).

9717 CFR § 270.2a-7

19 CESR's Guidelines supra noteSke alsesection 4.3.4nfra for a detailed analysis of these
guidelines.
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money market fund-targeted laws, if warranted. Thbosropean money market funds have
historically had varying risk characteristics, whim turn, resulted in lack of cross-border

comparability.

Being a collective investment scheme, European snomerket funds may choose to be
authorised under the Undertakings for CollectiveeBiments in Transferable Securities (UCITS
Directive’).*® Such UCITS authorised money market funds musoiolisk-spreading rules laid
out in the UCITS Directive as transposed into tegpective national laws. Finally, European
money market funds are subject to other relevariice® and guidelines, which provide
recommendations with respect to operational, adimgiand risk management issd&s.

2.2.2 Portfolio currency

Second, money market funds can be differentiatetherasis of portfolio currency. The
US money market funds only invest in securitiesoeimated in US dollars and are not allowed
by regulation to incur currency riR* European money market funds may operate in differe
currencies and can also invest in securities demated in other than portfolio-base currency
provided that exposure to foreign currency is filgdged. Thus, investors in European money
market funds deemed to be protected from any s$ogmif exposure to currency ris¥ To
provide investment opportunities in various portdaturrencies, European money market funds
are often organised in a form of umbrella fundshwiultiple sub-funds being managed in
different currencie$®® For example, an umbrella fund may comprise sullsumanaged in US

dollars, pounds sterling, euro and other currentiés

199 Directive 2009/65, [2009] OJ L302/32

% seechapter 4infra for a detailed analysis of the regulatory framewaplplied to European
money market funds.

20117 CFR § 270.2a-7 (c)(3)(i)

292 CESR's Guidelinesupranote 9 at Box 2, paragraph 11 and Box 3, paragtaph

23 CATHERINE TURNER International funds: a practical guide to thestablishment and
operation (Elsevier Finance 2004). at 50. An wtharfund is not a legal form, but rather a formaof
capital structure of a open-ended collective inwesit scheme, which may, in most jurisdictions, be
adopted any legal forms that open-ended schemealaveed to adopt. An umbrella structure is usually
implemented to lower the fund’s overheads.

2 See, e.g.DWS (CH) — Money Market Umbrella Fund SimplifiedoBpectus (DWS
Investments, Deutsche Bank Group September 20ti¥. umbrella fund comprises two sub-funds,
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2.2.3 Shareholder base

Third, | analyse money market funds from the stanuipof their shareholder base. There
are two types of money market funds shareholdetsilrand institutional. In the US money
market funds are held by approximately 65 per oémtouseholds, which indicates a high level
of acceptance of these funds by retail investbrinstitutional investors employ money market
funds as a cost-effective cash management seniiteapproximately 85 per cent of the US
companies utilising money market funds for thispmse?°® On aggregate, institutional investors

account for two-thirds of total assets under marrege in the US money market furfdé.

Institutional ownership of money market funds ig@wmore pronounced in the EU with
multinational corporations, financial institutiorvgholesale distributors of financial products and
asset managers themselves are counted amongatdkstlinvestor®® While the exact amount
of institutional ownership across all European nyomarket funds is not reported by available
sources, | estimate it at approximately 70 per adrthe total asset under managenfén#
consideration of the shareholder type holds a gieat of significance in money market fund
portfolio management mainly due to differenceshiarsholder behaviodt® Academic studies

DWS (CH) — Money Market (Euro) and DWS (CH) — Mordgrket (CHF), managed in euro and Swiss
francs, respectively.

2% Research Fundamentals: Characteristics of Mutuadi Fnvestors Vol. 19, No. 7 (Investment
Company Institute 2010).

2% |C| Reportsupranote 21 at 27 — 29, Figs. 3.6 - 3.7.

97 Data with respect to the nature of shareholdee laghe US money market funds can be
found at the Investment Company Institute’s webdileney Market Mutual Fund Assetsyestment
Company Institute. (7 July 2011), laitp://www.ici.org/research/stats/mmf/mm_07_07_E@r data on
investors in European investment fursggeAsset Management in Europe: Facts and Figuresidtiual
Review (European Fund and Asset Management Asgmtiday 2011) at 29.

28 gee, e.g.Investors in our funds (Institutional Money Markeund Association December
2010).Availableat http://www.immfa.org/IMMFA/summarydata2010.pdf

2 This estimation is based on the total asset un@gragement of the IMMFA'’s funds, which
are 100 per cent institutional, and total assetleumanagement of French money market funds, which
are approximately 90 per cent institutionally own®deAYMERIC PoIzOT, et al., French Money Market
Funds (Fitch Ratings May 20068ourcefor the IMMFA'’s funds:www.immfa.org sourcefor other
money market funds in the Edww.efama.org

210 paTRICK E. MCCABE, The Cross Section of Money Market Fund Risks Biméncial Crises
(Federal Reserve Board, Finance and Economics §smu Series 2010) at 9. The study highlighted the
striking distinction between institutional and liktavestors’ behavior during the crisis. Money ket
funds with credit exposures marketed to institdianvestors experienced significant outflows, writt
redemptions of $410 billion (30 per cent of assstder management) in the four weeks beginning 10
September 2008. The same type of funds marketestdd investors saw outflows of just $40 billidb (
per cent of assets) over the same period.
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have found that retail and institutional sharehdsubject money market funds to vastly
different degrees of liquidity risk* Retail shareholders are presumed as being passigstors,

who tend to react slow to changing risk charadiessof the fund portfolios as opposed to
institutional investors, who normally posses greagsources and sophistication to monitor

portfolio risks and redeem shares pre-emptively.

Furthermore, the differences in shareholder bapesxmoney market funds to varying
degrees of concentration risk. Institutional ineesiriented money market funds typically have
a larger percentage of their assets owned by féavge shareholders. These shareholders are
sophisticated investors who tend to act in a coatéid fashion in response to the same market
development!? To protect itself from a possible coordinated yninstitutional shareholders, a
money market fund would have to maintain a higrelexf available liquidity"** Coordinated
cash outflows could be incurred for various reaso$ necessarily in response to challenging
market events. For example, cash outflows are gépdrigher around corporate tax dates or
other important dates on the calendar of instingioinvestors. ‘Yield hunting’ institutional
investors tend to move cash out of underperforrfimgls quickly>** On the other hand, money
market funds targeted at retail investors genematiyerience less disruptive cash fluctuafitn.
Thus, institutional investors-oriented money marketds are considered as carrying a greater

risk of investor run and, therefore, inspire greagstemic stability concerfs®

?id. at 15 - 16.

12 HeiDI STAM, Written Testimony On Oversight of the Mutual Fundustry: Ensuring Market
Stability and Investor Confidence Before the U.®ubk Financial Services Subcommittee on Capital
Markets (24 June 2011) at 12.

3 SEC Rel. No. 1C-28807 at 32703. The discussiomtpdio generally volatile cash flows of
those money market funds having large size ingiitat accounts.

21%1d. at 32703

#51d. at 32703, footnote 178. In the week of 17 Septeribe8, the most volatile week in the
history of money market funds following the failuoé the third largest US money market funds,
institutional funds experience outflow of $119 ibill, while retail funds’ withdrawals were only $1.1
billion.

1% JEFFERY GORDON, Comment Letter Re: File No. S7-11-09 Release I8e28807 Money
Market Reform (9 September 2009) at 8. The lettgues that the US money market fund rules masking
net asset value volatility behind the amortisedt @@sounting exacerbate the fragility of the finahc
system. This could be tolerated for the sake ajresemer protection argument applicable to retaitify
but a free ride of ‘risk-free’ funds should notdailable to institutional investors.
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2.2.4 Asset type

Fourth, money market funds could be classified e basis of their portfolio
investments. The portfolios of these funds typycabmprise short-term securities issued by a
wide range of issuers from state and local govenmgséo governmental and supranational
agencies to financial institutions and non-finahc@rporations. Money market funds can also
invest in short-term asset backed securities arahge of privately negotiated transactions. The
key requirements for securities to be eligible fooney market funds are credit quality and
maturity. Normally, eligible securities must be loigh credit quality and short maturities,
although specific objective standards concernirgglicrquality and maturity do vary depending
on the jurisdictiorf’ Market data offer extensive evidence of money miafunds being a

significant source of funding for issuers of sherm securitie$®

Money market funds hold a significant share of tttanmercial paper market that
provides short-term funding for corporate borrowarsl a large portion of state and local
government debt marketS The US Treasury and government housing agenciss al
substantially rely on money market fund investméfitdloney market funds, especially those
managed in US dollars, have been one of the magstigers of US dollar funding for European
banks through investments in certificate of degoaitd commercial paper issued by these banks.
For example, the Bank of International Settlemestsmated that in 2008 European banks relied
on the US dollar money market funds for about oigite of their $8 trillion in US dollar

" Chapters 3 and 4 examine regulatory requirememtsnbney market funds operating in the
US and the EU, respectively

218 gection 2.3nfra analyses money market fund contributions in fugdsources for various
economic actors.

219 For the US money market funds’ contributia®e ICI Reportsupra note 21 at 1. As of
December 2008, the US money market funds heldyd@rper cent of all outstanding commercial paper
and 65 per cent per cent of state and local govenhilebt. For the contribution of money marketdfsin
to the Eurozone econonggePwC Reporsupranote 158 at 10 — 22. As of the end of the secorditeu
2010, the contribution of global money market futml&urozone economy is estimated at 13.5 per cent.

220|C| Reportsupranote 21 at 1. The US money market funds held aqpately 24 per cent of
short-term US Treasury securities and 44 per cetiteoUS government housing agency securities as of
December 2008.
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funding??* This brief description of typical asset types ased by money market funds

provides a basis for further classification of farmhsed in their investment policies.

Money market funds investing in securities issuedgoaranteed by sovereign state
governments or substantially similar securitieskarewn asgovernmenmoney market funds?
These money market funds are not subject to crsttiaissociated with corporate borrowers due
to their investment focus exclusively on governnmesadurities and, therefore, serve as investors’
safe haven in times of market turm@ift.Money market funds that invest in securities isisbng
corporate entities are referred to méme money market fund€* Prime money market funds
typically invest in high quality commercial papeéncluding asset-backed commercial paper
programmes, short-term corporate notes, banks’ificates of deposit, time deposits and
repurchase agreemefts. With respect to geographical distributioprime and government
money market funds can be found in both the USEumdpe although European money market
fund landscape is dominated pyime money market funds mostly due to lack of signiiica

supply of short-term high quality government setiesiissued by European governmets.

221 BaBA, et al.supranote 55 at 67See alsoROBERT MCCAULEY, The Evolving Instrument
Composition of Official Holdings of US DollarBIS Quarterly Review, (December 2007) at 278e T
research found that funding to European banks geavby the UD dollar-denominated money market
funds dwarfs $500 billion in US dollar funding thantral banks of European countries provided éar th
local banks at the peak of their funding needénthird quarter of 2007.

222 |n the US government money market funds couldusthér categorised aEreasurymoney
market funds investing exclusively in the US Tregssecurities andiovernment agenaynoney market
funds investing in securities issued by the US gawental agencies, mainly housing agencies such as
Federal National Mortgage Association (Fannie Mae)l Federal Home Loan Mortgage Corporation
(Freddie Mac)See als@hapter 3nfra.

223 For example, within two weeks following the banitay filing of Lehman Brothers on 15
September 2008 asset under management of thgodSnmentmoney market funds have increased by
almost 30% to $1,164.4 billion on 24 September 26081 $905.5 billion on 10 September 2008.
Source:www.ici.org.

224 The roots of the designation of such money mafiketls asprime can be attributed to the
credit quality of securities purchased by thesal$urkligible securities were presumed to beprifne
quality, or generally rated in the investment grade rataggory by credit rating agenci&eeCHARLES
J.JOHNSON & JOSEPHMCLAUGHLIN, Corporate Finance and the Securities Laws (Asheblishers 4th
ed. 2010). at 10-8 — 10-12.

25 For more details on each type of money marketrifesisee generallyMARCIA STIGUM &
ANTHONY CRESCENZ| Stigum’s Money Market (McGraw-Hills 4 ed. 2007)

226 Approximately 34 per cent of the total assets undanagement of the US money market
funds is managed bgovernmenimoney market funds and approximately 55 per cemhamaged by
prime money market funds. The remainder 11 per cenotal fassets is invested iax-exempimoney
market fundsSource:www.ici.org (as of 6 October 2011).
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The last categoryax-exempmoney market funds can only be found in the US.s€he
funds invest mainly in securities issued by thelbk&l governments and municipal entities that
distribute income generally exempt from the fedenglbbme tax. A sub-set of this category,
single-state tax-exemptoney market funds, invests mainly in securitissued by local
governments and municipalities located in the satate. The ultimate goal of such a narrow
investment mandate is to provide investors witlome generally exempt from federal and local
income taxes. This type of funds is mainly targetedetail investors seeking a tax shelter for
their income and represents the smallest money ehdunkd category in terms of asset under

managemerft’

2.2.5 Asset valuation methodology

Fifth, money market funds are differentiated on thesis of their asset valuation
practices. Based on the valuation aspect, two tgbenoney market funds are distinguished:
constant (or stable) net asset valommney market funds andariable net asset valumoney
market funds, sometimes also referred tdlastuating net asset valumoney market fund€®
The US money market funds are managedasstant net asset valueoney market fund<®
The constant net asset valyer share is achieved through the use of amortiestiaccounting
in valuation of portfolio securities and furtheura of resulting per share value to the nearest

230

cent™>" European money market funds, however, could featitherconstantor variable net

asset valué® A sub-set of European money market funds that psintheir US peers is

227 |d

28 Constant net asset valmeoney market funds are purchased and sold bytorgeat a constant
share price, such as $1.00, £1.00, €1.00, depemutirthe portfolio base currency. Specific accountin
practices are used to maintain the share pricetamonSee, e.g.OHLBAUM SWIRSKY. supranote 104 at
16 — 19.Variable net asset valumoney market funds do not maintain a constaniespace.

229 Although regulation of the US money market fundsnqits use of other methods, the absolute
majority of the US money market funds managed ¢orsstant net asset valgper share. Chapterifra
provides exhaustive details of the US money mafletls asset valuation practices. Historically, the
majority of the US money market funds operate &t dbnstant net asset valyger share of $1.00
although regulation allows a money market fundebasny value at which to stabilise its share pi&ae
Id. at 16.

230 |d. at 16 — 19. In addition to the amortised cost mnting and rounding, in the US the
constant net asset valyger share is maintained by accruing portfolio meoseparately from capital
gain/loss. Portfolio income is accrued daily andi maut monthly.

231 CESR's Guidelinesupranote 9 at 5. The guidelines defimariable net asset valusmoney
market funds as funds that do not offenstant net asset valper share.
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managed asonstant net asset valueoney market funds. These European funds are sogset
referred to as thelS-stylemoney market funds> Money market funds domiciled in Continental

European countries mainly featwrariable net asset valyger sharé>?

Chapter 3 and 4nfra provide generous historical details and discuss riational
arrangements underlying the discussed particidaritf the money market fund accounting
practices. Ultimately a choice of an accountinghuedtis largely driven by investor preferences
and their risk tolerance level within the scopegfarticular regulatory regime. Thenstant net
asset valueper share structure adopted by the US money mdukets is overwhelmingly
preferred by institutional investors who use thiesels as a cost-effective way to manage daily
liquidity needs”** The same type of an investment vehicle offerslrigi@estors an alternative to
bank savings account® On the other hand, my study of the money marked fhistory in
Europe found that retail investors may also viewnayomarket funds as a low risk investment
alternative and could tolerate a limited level df® price fluctuation as long as it remains

consistent with their perception of low rig¥.

This section showed that the current structurehef money market funds industry is
geared towards meeting the needs of investors avitarent types of fund products designed
according to their operational and tax requiremeagswell as risk and return preferences.

Understandably, the industry structure that wasfise tuned to meet multiple investors’

232 Chapter 4infra provides historical background explaining an adoptof a particular
accounting practice by money market funds locatetifferent countries.

233 DONALD AIKEN, IMMFA Money Market Funds Have Come of Age (Instibnal Money
Market Fund Association 2007). The report expldiret variable net asset valugmoney market funds
operate in Continental Europe and resemble sheeddaond funds. Their price accrues capital gass/lo
plus interest; hence variability in the share patsuch money market funds.

234 See generallyetters from corporate treasurers and public fieamanagers submitted in
response to the US Securities and Exchange Conumiggiquest for comments to PWG's Report
available at http://www.sec.gov/comments/4-619/4-619.shtrmlg, Commet Letter Re: File No. 4-619,
President’'s Working Group Report on Money MarkendriReform (The Financial Services Roundtable
30 June 2011) at 2 — 3. The letter states that nmstigutional investors are prohibited from invagtin a
variable net asset value fund by the virtue of ooafe investment policies.

235 |CI Reportsupranote 21 at 25. The report explains that at thelrevel, money market funds
compete with bank products offered to retail cugisrsuch as deposits, savings accounts and money
market deposit accounts.

2% gee, e.g.PoizoT, et al., (2006)supranote 209 at 5. The report explains that due torire
accumulation by French money market funds and aging it out regularly like the US money market
funds do, investors perceive that the net asseewafl French money market funds is steadily imprgyi
implying a high degree of stability.
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demands has led to a wide acceptance of money trfarkds internationally and in the US, in
particular. Indeed, global assets under manageaienbney market funds reached their all-time
high in January 2009 at approximately $5.8 trilliith the US money market funds accounting
for over two thirds of that amoufit’ Although approximately $1.7 trillion have flown toaf
money market funds between 2009 and 2011, thedfiassets that money market funds still
manage evidence an importance of these funds éogltibal capital markets. The next section is
focused on the benefits of money market fundsdsuers and investors and explains relationship

of these funds with various economic actors.

2.3 Benefits to protect

The emphasis of the public policy debate surroumditoney market funds so far has
mostly been placed on their perceived risks, whdthterms of consumer protection or financial
stability, and on the ways in which these can beimised?*® Largely missing from this debate
are the wide socio-economic gains resulting froon@yomarket fund activities. This section
examines the benefits of money market fund ac#isitithe private ones accruing to money
market fund investors through improvement in theérsonal wealth as well as the public
benefits to the financial system accruing by theuei of diversifying funding sources and
improving liquidity?*® Risks and perceived fragilities of the money marfkmd industry are

addressed in section drfra.

2.3.1 Benefits to investors: creation of wealth aaapital formation

Money market funds are uniquely positioned as sepplof credit and liquidity to the

financial system. Given a high level of penetratadnthese funds into household finances and

237 Assets under management of the US money markeisfrteached an all-time high of $3.9
trillion in the week of 14 January 2009. There &sg&re managed by 784 funds. In Europe, assets und
management amounted to $1.3 trillion and were ieeem 1,600 funds. The rest of the world accounted
for approximately $0.6 billion of money market f'éssets under manageme®ource:www.ici.org,
www.efama.org

2% See generalllPWG's Reporsupra note 7. The report outlines seven public policyiap
aimed at minimising perceived risks to consumersthe overall financial stability.

239 gee, e.g.ICI Submission to IOSC@upranote 171 at 4 — 6. It should be noted that private
benefits for institutional investors can also bagidered as wealth improvement available to society
through appreciation of assets under managemepenaion funds, public finance funds, endowments of
educational institutions and other funds managegublic benefits.
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corporate cash management, social gains of moneeti@nd activities do not accrue solely to
the industry participants, but benefit nearly diat of the society. The most tangible and
observable benefit is accrued to fund shareholsteesform of excess return earned by money
market funds versus other comparable investmenbrgptsuch as an interest-bearing bank
account. For example, an investment of $1000 in akierage money market fund at the
beginning of 1999 would have earned excess incdn$2@0 over the average bank account by
the end of 2008° Even though the absolute amount looks inconseigléntthe context of the

ten-year time frame, it translates into 20 per a@énelative investments benefit. Over the last 25
years, due to the yield differential between baepasits and the US money market funds,

money market fund investors have increased theirns by over $450 billioA**

Second, money market funds have earned reputairosafety. In the 40-year history of
the US money market funds, only two money marketiéuhave failed to return the full principal
value?*? This is an exceptionally strong track record, whencourages investor participation
especially at the time of stre¥s. The US Treasury’s Temporary Guarantee that wadblkshed
in September 2008 to support the US money markad fndustry was terminated in 2009
resulting in $1.2 billion in revenue for the fedegavernment. No money market funds drew on
this programmé?** European money market funds likewise serve agesirseestment alternative

to equity and longer-dated fixed income investmestsecially at the time of stre¥s.

40 proposed Money Fund Reform: Meetings with the Btes and Exchange Commission
(Federated Investors January 2018)ailable at http://www.sec.gov/comments/s7-11-09/s71109-
169.pdf

>11d. at 6.

242 g5ee, e.glCl Reportsupranote 21 at Appendix G at 175 — 180.

243 MERCER E. BULLARD, Testimony before the Subcommittee on Capital Markand
Government Sponsored Enterprises Committee on EiglarServices United States House of
Representatives on Oversight of the Mutual Fundustiy: Ensuring Market Stability and Investor
Confidence (24 June 2011) at 6. The testimonyemdhat two instances of money market fund failures
over the course of 40 years fall under ‘any reaslenadefinition of safé. Available at
http://financialservices.house.gov/UploadedFile246 bullard.pdf

244 5coTT C. GOEBEL, Testimony of Scott C. Goebel Senior Vice Prediden General Counsel
Fidelity Management & Research Company Before thmar€ial Services Subcommittee on Capital
Markets and Government Sponsored Entities (24 Jw2@ll) at 7. Available at
http://financialservices.house.gov/UploadedFile2416 goebel.pdf

25 See, e.g.NICOLAS BENETON, et al., French Asset Management Industry: Dynangind
Challenges (Fitch Ratings December 2008) at 12.Frencldynamicmoney market funds experienced
cash outflows during 2007 and 2008 due to theiestiments in underperforming asset-backed securities
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On the other side of the equation are the borroweysvernments, corporation and even
consumers, albeit indirectly — relying on money kearfunds for funding options. An access to
deep and liquid public markets provides significaatst benefits for the borrowers and
diversifies their funding optiorf$® The next section describes money market fundioalstip

with various economic actors who rely on these $uiod a short-term funding.

2.3.2 Benefits to the capital markets: diversificat of funding and cost saving

Money market funds provide a valuable funding dsferation option for debt issuers. A
deep and liquid public market offers a choice tp &ther long-term or short-term funding
options while considering the optimal capital stawe. While it is often preferable to issue
longer duration securities to reduce the mismatcthe duration of assets and liabilities and
avoid uncertainty related to the need for frequefihancing, borrowers recognize that access to
the money market as beneficial for lowering theists of fundingDepending on their types of
business and capital structures, they may choose dommercial paper, discount notes, variable

or floating rate notes, certificate of depositpurehase agreements and ottféfs.

2.3.2.1 Benefits to non-financial corporations: aess to capital markets and funding

flexibility

Non-financial corporations refer to brick and monaisinesses and other producers of
goods and services in contrast to financial estitihese corporations typically access the
money market to meet short-term liquidity needshsas timing mismatch between payroll
payments and collection of revenues. Corporatides ase the money market as a source of
bridge financing for mergers or acquisitions orbmrrow against forthcoming bond proceeds

until they can arrange or complete longer-term fngd*®

4 See, €.9.STIGUM & CRESCENZI supranote 225 at 9-20See alscPAUL SCHOTT STEVENS,
Testimony before the Subcommittee on Capital Markabhd Government Sponsored Enterprises
Committee on Financial Services United States HaisRepresentatives on "Oversight of the Mutual
Fund Industry: Ensuring Market Stability and Inwes€onfidence" (24 June 2011) at 18, footnote 8.
Noting that under the post-crisis bank regulatioown as Basel Il cost of bank credit lines mayéase
even furtherAvailable athttp://financialservices.house.gov/UploadedFile2/d stevens.pdf

4" See generallBriGUM & CRESCENZI supranote 225.

%8 |C| Reportsupranote 21 at 13 — 14.
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High quality non-financial corporations normallycass the money markets by issuing
commercial paper or medium-term noté§Commercial paper is issued to fund day-to-day
operations at interest rates that typically lessnthbank loan&® Funding in the commercial
paper market is also more flexible. If corporateding needs decrease, commercial paper
quickly matures and is not re-issued as opposedl bank loan facility for which a borrower

would have to pay an additional non-usage fee.

Interest rate data for seasoned industrial corpdyahds and commercial paper presented
in Annex B demonstrate that cost saving of comnaéngaper issuance is significant. Annual
yield differential between commercial paper andpooate bonds over the last five years
averages to 3.4 per ceng., a corporation borrowing $100 million in commerqiper would,
on average, save $3.4 million a year in intereghpEnts®>* A non-tangible benefit of the use of
the commercial paper market related to diversifcaodf corporate funding sources by accessing

various types of short-term institutional investonluding money market funds.

2.3.2.2 Benefits to bank: funding in foreign curremes and reduction of trade

imbalance

Notwithstanding a fierce competition for investdrstween banks and money market
funds, money market funds serve as an importantceoaf funding for banks and finance
companies. Banks borrow in the money market tanfteatheir short-term assets including credit
card receivables, auto loans, or other consumersfda In addition, US dollar-denominated

money market funds serve as a major source of rdllading needs for non-US banks and

249 commercial paper, which is an unsecured promissots, is typically issued with maturities
ranging from 1 to 270 days; medium-term notes mayehmaturing from one to three years and bear
fixed or variable rate of interest. To be eligifibe money market fund investments, these secuntiast
be of high quality and generally rated within twighest short-term rating categories by credit tatin
agenciesSee generallyOHLBAUM SWIRSKY. supranote 104.

*0see, e.glCl Submission to IOSCGupranote 171 at 5, n. 15 and accompanying text.

1 source:Federal Reservayailableat http://www.federalreserve.gov/releases/h15/data.htm

2 QrEVENS, supranote 246 at 21. As of February 2011 the US monekendunds held 24 per
cent of large certificates of deposit and 7 pet oécurodollar depositsSee alsd®wC Reporsupranote
158. Reports European money market funds’ holdofigertificates of deposit.
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European bank&? The international trade imbalances have causetrahsatlantic asymmetry
of funding in which US dollar-denominated asset€afopean banks are currently almost ten
times higher than assets of US banks denominategrious European currenci&d.The US
dollar-denominated assets of European banks hawengrapidly over the past decade from

approximately $2 trillion in 1999 to more than $Blion in 20082°°

This dynamic presents the
major challenge for non-US banks in financing thé8-dollar denominated assets and their US-

dollar operations.

Commercial banks traditionally finance themselvestiracting retail deposifs® While
retail deposits are the most desirable and stgplke of funding for banks, many banks have to
turn to the wholesale funding to meet their fundimgther currencie®’ US-dollar denominated
money market funds have long been natural provideshort-term dollar financing for non-US
banks in the wholesale funding mark&tUS dollar denominated money market funds invest a
large part of their assets in certificate of defspgime deposits and commercial paper issued by
non-US bank$>® Non-US banks also have an option to enter repsechgreement transactions
with money market funds and obtain short-term, ralynovernight, US-dollar funding in

exchange for collateral consisting of banks’ as$8ts

The funding relationship between money market fuaad non-US banks is non-trivial

resulting in non-US banks dwarfing US banks as manarket funds’ counterparties: over 40

%3 ErIC S. ROSENGREN Defining Financial Stability, and Some Policy limptions of Applying
the Definition (Keynote Remarks at the StanfordalRice Forum Graduate School of Business Stanford
University 3 June 2011) at 10.

#4BaBA, et al. sipranote 55 at 2, Graph 1.

>°|d. at 2.

%6 gr1GUM & CRESCENZI supranote 225 at 57 — 61.

%7 35ee generalfESRB Recommendations on USD Fundsagranote 72.

28 \/IKTORIA BAKLANOVA & HENRY SHILLING, Moody’s Survey of the Portfolio Management
Activities of Large Prime Institutional Money MatkBunds (Moody's Investors Service Global Credit
Research March 2004) at 10, Fig. 12. The repostites that since 2000, the US certificatesepiodit
have not exceeded 3per cent of the US prime monasken funds’ assets, while foreign banks’
certificates of deposit accounted for 12 per cen% per cent during the same periodlvailable at
http://v3.moodys.com/researchdocumentcontentpgne?dsecid=PBC_81749

29 5ee generallBROSSMAN et al., (2011a) supra note 55.

20 \/IKTORIA BAKLANOVA, U.S. Money Market Funds: Repurchase Agreemerttiees (Fitch
Ratings 4 October 201®Bee alsoSTIGUM & CRESCENZI supranote 225 at Chapter 13. Repurchase
agreements, or repos are transactions involvirg &faan asset and a simultaneous purchase ofdbeat a
at an agreed upon price on an agreed day. Repesanemically identical to secured loans although t
legal underpinning of repo transactions differsrfrthat of secured loans.

79



per cent of the US money market funds’ assets rarested in securities issued by European
banks only?®* Canadian, Asian and Australian banks are alsongastibstantial presence in the
US money market®® These statistics illustrate an importance of momesrket funds as
providers of wholesale funding for banks internadily .

2.3.2.3 Benefits to securities firms: inventory fdimg and market liquidity

Money market funds are even more critical for teeusities firms such as broker/dealers
as investors in commercial paper, short-term na&ed repurchase agreements issued by
securities firm$®® For example, in the repo market, which is useddwurities firms to finance
their inventories and is estimated to be of appnately $1.7 trillion in the first quarter 2010, the

US money market funds are responsible for neagyaater of all transactiorf§?

It should be noted that a high level of money miflted participation in the repo market
is a function of regulatory requiremerifs.Under the US regulation and the Code of Practice
adopted by a large number of Europda8-stylemoney market funds, these funds have to
allocate ten and five per cent of their assetspeetively, to daily liquid securiti€€® Repo
transactions fit the regulatory definition of algdiquid asset making it a desirable investment

option for these money market funds. Hence a sytabielationship between securities firms

%1 GROsSMAN et al., (2011a)supranote 55 at 1.

%2 \/|KTORIA BAKLANOVA , U.S. Money Market Funds Sector Update (Fitch iegti 14 April
2011) at 9 — 10. Canadian, Australian and Japafiesecial entities comprise over 18 per cent of US
money market fund portfolios.

23 griGUM & CRESCENZI supranote 225 at 534See alsd=CIC Reporsupranote 27 at 31. In a
repurchase agreement transaction, often referrex tepo, a borrower sells its financial assets to an
investor, such as a money market fund and usgsrtiveeds to reinvest in riskier securities payiigipér
rate of return. The borrower is obligated to repase its securities —often within a day—at a shght
higher price. Thus the repo market is inexpensivi @nvenient for Wall Street firms to borrow daily
depending on daily funding needs.

24 BAKLANOVA, (2010c) supra note 260 at 2.See alsoTask Force on Tri-Party Repo
Infrastructure Report (The Federal Reserve BanNei York, Payments Risk Committee 17 May
2010).

%517 CFR § 270.2a-7 at (c)(5)(ii). The US taxablengy market funds have to invest at least 10
per cent of their assets in daily liquid assetdctviare mostly repos investmentssTiTUTIONAL MONEY
MARKET FUNDS ASSOCIATION Code of Practice (2009) at Article 33. Europeduort-term money
market funds seek to meet a non-binding guidelireaoying at least five per cent of their assatdaily
liquid securities.5ee als@BAKLANOVA , (2011b)supranote 262 at 1-3. An average allocation to repos in
Fitch-rated US money market funds stood at 15 get of their total assets at the end of March 2011.

2% Chapter 3 and #fra provide a detailed examination of US and Europeanay market funds
regulatory requirements.
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and money market funds in which securities firmgeks@éexpensive and flexible ways of

financing their trading books and money market useek liquid investment&’

2.3.2.4 Benefits to local governments and municigiak: lowered borrowing cost

Money market funds are the major investors in sgesrissued by local governments
and municipalitie$®® Public issuers turn to the money market to britdhgetiming gap between
expenditures and tax receipts by issuing short-teates’®® Municipalities and other entities
performing essential public services also comeht® market to fund their projects such as
building and maintaining roads, bridges, airportgter and sewage treatment facilities,
hospitals, and low-income housing. Appetite for moyoal securities from retail investors is
quite significant due to tax-exempt nature of tH& tdunicipal debt. Because public issuers such
as schools and hospitals normally borrow smallerowarts relative to banks or large
corporations, the municipal market is more fragradntess transparent and generally illiquid.
Thus, the intermediating role of money market fuimhis market is particularly importaff’

Moreover, public issuers have historically beewiisg long-term bonds with tenors of
ten to 30 years to match the bond payment schedthethe long life of public projects™! With
the emergence of money market funds as a sourshaot-term funding, municipalities accrue
significant savings in interest payments. To meeha@y market fund demand for short-term
securities municipalities’ debt of a long tenosiertened by including a tender provision. The
tender option enables the investor to sell backdhg-dated municipal bond on a short notice,
typically seven day$’? Such ‘shortened’ municipal securities are callediable rate demand

obligations Variable rate demand obligations enable localegoments and public entities to

%7 BAKLANOVA , (2010c)supra note 260 at 5. Global largest securities firms, thigosholly
owned subsidiaries of global banks are major manasket funds’ counterparties in the repo market.

%% This section relates to the US money market fuaris mainly to the US municipal and tax-
exempt money market funds that seek to invest ourgees exempt from federal and local taxes.
European money market funds do not typically in#esecurities discussed in this section.

259 |C| Report sipranote 21 at 13.

29 3SrIGUM & CRESCENZI supra note 225 at 1111-3.

2"11d. The longer tenor provides timing flexibility inranging sources of repayment for which an
issuer has to pay with the higher cost of borrowing

2’2 See, e.g.FRANK LUO, Variable Rate Demand Obligations - A Primer (8&rd & Poor's 1
November 2009).
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borrow long-term, yet paying lower interest raté.The market for variable rate demand
obligations has developed in 1980s; by 2010 monasket funds held over 56 per cent of all
outstanding short-term US municipal débt.

2.3.2.5 Benefits to state governments: a major smuof funding

Securities issued by state governments, their agerand supranational organisations
account for a substantial part of money market fpodfolios. As explained in section 2.2,
governmentnoney market funds are obligated by the terms @if thffering documents to invest
substantially all their assets in government s#iesti These assets under management of the US
governmentmoney market funds spiked from $900 billion in AsgR008 to almost $1.5 trillion
in December 2008 after default of Lehman Brothersen investors sought safety of the US
government securiti€s® The US money market funds currently hold clos8%ger cent of all
outstanding short-term debt of the US governmemeheigs including two major US housing
agencies, the Federal National Mortgage Associatioth the Federal Home Loan Mortgage
Corporation, often referred to as Fannie Mae amdidie Mac>’® Money market funds hold 12

per cent of all outstanding US Treasury securftiés.

Investors’ risk aversion, which increased postigrialso led a number of European asset
managers to offer money market funds investingwesiketly in securities issued by European

sovereign government&® Even though the contribution of European moneyketaiunds in the

23 d. at 4. Yield on variable rate demand notes clogglgws yield on one-month US Treasury
bills.

274 STEVENS, supranote 246 at 21See alscSEC Rel. No. IC-28807 at B and accompanying
notes

"> The cause for this dynamic is commonly referredsgoa flight to quality,” which is a shift in
investment behaviour from risky assets to thosetagserceived to be safe. There are multiple eceen
of ‘flight to quality’ during the periods of suddestnocks such as Russian debt default in 1998, the U
terrorist attack on 11 September 2001, subprimetgage crisis of 2007-2008ee e.g.KAUL &
PHILLIPS, supranote 91. The authors studied Canadian mutual éast flow during the collapse of the
Long-Term Capital Management hedge fund and foliadl investors move $1,850 million into money
market funds and $627 million out of equity funds.

’° STEVENS, supranote 246 at 21.

Z7d. at 21.

2’8 pwC Reporsupranote 158 at 20. For example, JP Morgan Euro Govent Liquidity Fund
with an objective to invest exclusively in secestiof European governments was launched at thefend
2007. The fund had EUR 6.5 billion in assets undanagement as of June 2011 according to Fitch
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government securities market in Europe is currerlgtively modest, these funds do have a role

in offering an option to those investors seekinfgtyeof government securitiéé’

2.3.2.6 Benefits to structured finance issuers: sce of capital and liquidity

Starting in 1970s, in parallel with growth of moneyarket funds, other new financial
products rapidly developed. The general directiénthis trend was to achieve an optimal
employment of capital through managing some oftitueks’ assets off-balance sheet and, thus,
avoiding certain costs and capital reserve requergsi®® For example, as a result of this trend,
by 2007 more credit card debt was financed outsgidébanking system through the issuance of
asset-backed securiti&8.Segregating banks’ assets into legally separattities calledspecial
purpose vehicleallowed banks to finance their assets with saesrissued in the public market
instead of banks’ own liabilitie€? Such special purpose vehicles are often referseshadow
banks Despite the negative connotation associated thighwordshadow there are tangible
social benefits of such as alternative providersreélit and liquidity?®*

Asset-backed commercial paper programmes, onecbf aff-balance sheet vehicles, are
particularly important in the context of the momagrket fund stud¥®* Since mid-1980s, asset-

Ratings’ surveillance data availablehditp://www.fitchratings.com/jsp/creditdesk/smantffsmartDetail.
faces?dealld=86463511&marketSectorld=08010100

279 Exhibit 4 in section 2.2upraestimates the contribution of European money méikeds to
the government securities market at over $91 hillio

280 See,e.g., BARRY EICHENGREEN Ten Questions About the Subprime Crisis (Bandae
France Financial Stability Review - Special IssmeLaquidity 11 February 2008). The study found that
“by applying minimum capital requirements to barsfamce sheets and requiring more capital protection
of riskier assets, the 1998 Basel Accord encourdogatks to shift risky assets off balance sheete Th
post-crisis version, Basel lll is designed to cortbese deficiencies.

8L GARY GORTON, Slapped in the Face by the Invisible Hand: Bagpkind the Panic of 2007
(May 2009) at 23-2%ee alsoJUCKER, supranote 2 at 2.

82 gecurities issued by special purpose vehiclesnanée their portfolios of assets normally
referred as asset-backed securities. For the tefindf asset-backed securitieee JOSEPH TANEGA,
Securitisation Law: EU and US Disclosure Regulai@rexisNexis 2009). at chapters 1-2.

283 ECIC Reporsupranote 27 at 455. The report noted that it is aakisto group all the issues
and problems o$hadow banksogether and that “...each should be consideredsomérits, rather than
painting a poorly defined swath of the financiattee with a common brush of “too little regulation”

84 For the description of various types of ABCP ahlirt contractual featuresee DANIEL M.
CoviTz, et al., The Evolution of a Financial Crisis: Raini the Asset-Backed Commercial Paper Market
(Divisions of Research & Statistics and Monetaryaikt Federal Reserve Board 2008yailable at
http://www.federalreserve.gov/pubs/feds/2009/200836936pap.pdf Changes in banking regulation
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backed commercial paper programmes, which werergiyestablished by major international
banks, served as efficient funding vehicles for thme volumes of bank assets such as
receivables, loans and securitl@SThere were three major reasons for developmermtssét-
backed commercial paper programmes. The first hadnost compelling factor was the cost-
effective, off-balance sheet nature of funding dingblow-cost flow of credit to banks’
customers® The second factor relates to risk dispersion wheither party of the transaction
was directly exposed to each other, but throughvarsified portfolio of asset®’ The third
factor was funding flexibility as the size of bamogs could be reduced or increased quickly
depending on the funding needg.

For all these key features — short maturities,idiqy support from a high quality bank
and a backing of a diversified portfolio of assetasset-backed commercial paper has been an
attractive investment alternative for money mafieds?®® The most recent changes to banking
and accounting rules negated benefits of assetblackmmercial paper to sponsoring banks
causing a steady decline in outstanding amouncifigally, an off-balance sheet treatment of
asset-backed commercial paper conduits has latgg#y ended by changes to Basel Il and
requirements of the US Federal Deposit Insurancegpdation. Annex C plots asset-backed
commercial paper outstanding against the US monanskeh funds’ assets under management

and accounting standards post-crisis have browggatdacked commercial paper programmes on banks’
balance sheets.

25 1d. at 9. In its most traditional form, an asset-backemmercial paper facility purchased
receivables and other financial assets from matiipms and financed these purchases with issuasfces
commercial paper. Asset-backed commercial prograsrsoarcing assets from multiple firms, or sellers
were calledmulti-sellers At the end of July 2007, there were BRilti-seller programmes with $545
billion in outstanding asset-backed commercial pape 45 per cent of all outstanding asset-backed
commercial paper.

% 9wAsl BATE, et al., The Fundamentals of Asset-Backed Commiemaper (Moody's
Investors Service 3 February 2003) at 15.

*7|d. at 15.

% d. at 15.See alsaCoviTz, et al., supranote 284 at 8. Asset-backed commercial paper could
be issued with maturities anywhere from one dagsttong as 270 days. Yet, the majority of this pape
issued with matures from one to four days. The ofskaturity mismatch between longer-term asseds an
short-term liabilities in asset-backed commerciabgr programmes was mitigated with a liquidity line
from a bank often acting as the programme’s spomrdihrough a third party liquidity provider coultsa
be utilized.

29 See generallj<AREN COOK & VIKTORIA BAKLANOVA, ABCP and Money Market Funds -
Happy Together (Moody's Investors Service Jur@8p0
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illustrating a strong positive correlation betwabe size of the asset-backed commercial paper

markets and money market fund assets.

To summarise, section 2.3 highlighted the sociaiendc gains and multiple benefits of
the money market funds to a variety of stakeholdersestors and issuers in the global capital
markets. The size and structure of the money madfficts availability of credit and
diversification of funding sources for many otheoeomic actors. All these benefits provide an
obvious rationale towhy money market funds should be protected by appriapnaarket
regulation, which is outlined in my normative reqoendations in Chapter 6. Notwithstanding
these benefits, the next section turns to the sliaik of money market funds, namely their ability
to withdraw funding quickly and, therefore, to tsamt liquidity shocks from one market

participant to another, from country to country.

2.4 Risks to control

The character of money market funds as powerfutstors and their ability to act in a
coordinated manner can exacerbate the instabilifyagile markets. This section examines the
risk conveyed by money market funds as highlighigdhe financial crisis and the European
sovereign debt crisis. The cascade of events #uwttd the financial crisis started with the
failures of a few asset backed commercial papegraromes in August 2007° Reliance on
sub-prime mortgage-backed securities in structuasgpt-backed commercial paper programmes
by IKB Deutsche Industriebank AG caused this progre to fail on 7 August 2007*
However, because the bank had absorbed the l@ssyént was largely overlooked by both the
broad market and regulatdé.In October 2007, when this obscure market hadestdo freeze,
the Dow Jones Industrial Average, the stock mairietx whose movement are associated with
investors’ confidence and the level of economidviigs, was still making new higts>

290 ECIC Reportsupranote 27 at 246.

2L1d, at 247.

292 KEVIN CARMICHAEL & PETERCOOK, Paulson Says Subprime Rout Doesn't Threaten
EconomyBloomberg 26 July 200Availableat
http://www.bloomberg.com/apps/news?pid=newsarchsrd&arhcovOThQM8

23 The DJIA, introduced in 1896 by Charles H. Dowthis mostly widely followed measurement
of the stock market. It is comprised of 30 stodkst represent leading companies in major industries
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In fact, some even welcomed the ‘creative deswuttiof Wall Street under the
assumption that capitalism works the best wheniitsr “the foolish levered momentum player,
sending him to the poor house while his assets@keat a deep discount to the less-levered (or
even cash!) playe®* Indeed, the initial stages of turmoil in the adsstked commercial paper
market exposed to sub-prime mortgages did not taffex non-financial sector. However, the
cost of funding of corporate receivables for baimkseased when money market funds ceased
their investments in the asset-backed commerciglend® An instantaneous shortage of
investors for various programmes had a direct megagffect on the cost of capital for

corporations.

Proactive actions of money market funds have bdewed as catalysts of looming
funding problems and formed a view of money mafikeids as a leading indicator of credit
risk.2?® This view has inspired a regulatory conundrum wétspect to money market funds: on
the one hand, money market funds are under oldigat avoid unwarranted risks; on the other
hand, ceasing investments in a particular issuemey market funds may, and often do,
exacerbate any emerging credit concerns. The s&ont-nature of money market funding does
not afford much time to cure problen¥he US Financial Crisis Inquiry Committee foundttha
money market funds’ termination of funding to bamk&l securities firms would cause them to
fail shortly thereafter due to lack of market as85

For example, Countrywide Bank, the largest US naw#glender pre-crisis, not only

relied heavily on the asset-backed commercial paprket, but also financed its mortgage

which are widely held by both individual and ingtibnal investors. DJIA reached all time, recordigh
of 14.164,35 on 9 October 200%vailableatwww.nyse.tv

PAauL McCULEY, Teton Reflections (September 2007), _ at
http://www.pimco.com/Pages/GCBF%20August-%20Sepat202007.aspx.

2% ECIC Reportsupranote 27 at 248See alsoCoviTz, et al., supranote 284 at 7. The report
noted that asset-backed commercial paper is heddljaby money market funds, who are ultra-sersitiv
to any delay in payment. From its peak at $1.8dnlin August 2007 it shrank threefold to $400ibi
by the end of that year because asset-backed canaingaper’s main investors — money market funds —
withdrew from these assets in fear of potentialosxpes to mortgages Frequent periodic credit isk r
assessments are at the core of money market fimgsstment activities due to low tolerance to asset
price volatility and high liquidity requirementshé&se credit risk reviews must be made in additoany
credit ratings assigned by credit rating agenameskased on factors other than those used by ceditiy
agencies. See 17 CFR § 270.2a-7 (¢)(3)(i).

2% ECIC Reporsupranote 27 at 248 — 250.

#" see generallfFCIC Reporssupranote 27.
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portfolio in the repo market. After money markemdis cut their investments in mortgage-backed
programmes sponsored by the Countrywide Bank anthng other counterparties, ceased
trading repos with the bank, liquidity pressures fe the Countrywide’s insolven&? It has

also been suggested that money market funds hastadaufailure of Bear Stearns, one of the
largest and oldest US broker/dealers, by curtailmgestments in securities issued by Bear

Sterns and not lending to it in the repo mafket.

Structured investment vehicles known as SIVs, aradisset class that caused significant
damage to the global financial market, had beehlhigopular with money market funds prior
to August 2007 SIVs were highly leveraged entities that earnesir throfit from the interest
rate arbitrage between their longer-dated assets shorter-dated liabilities. SIVs assets
generally consisted of highly rated asset-backedl mortgage-backed securities, while their
liabilities comprised commercial paper and medi@mrt notes with duration much shorter than
that of the assets. SIVs’ commercial paper andsnatre mainly purchased by money market
funds and other short-term investors. A market $¥s came about in early 1980s and
functioned smoothly until August 2007, when monegrket funds have grown increasingly
concerned with SIVS’ exposures to mortgages evewngh SIVs generally invested in high
quality mortgages and other ass&ts.

Proliferation of SIVs themselves may, in part, lieilzuted to unintended consequences
of regulation: holding of AAA-rated securities igsliby SIVs had an advantageous capital
charge structure under Basel II, which explaingetive involvement of European banks in the
SIV market®® When in September 2007 money market funds stoppezsting in SIVs, SIVs

2% ECIC Reporisupranote 27 at 248 — 250. In October 2007, the Bankroérica purchased a
16 per cent stake in the Countrywide Bank thus kemghbt going concern. The Bank of America
completed the acquisition of the Countrywide BamKkanuary 2008.

299|C| Reportsupranote 21 at 51.

30 See, e.g.VIKTORIA BAKLANOVA & HENRY SHILLING, 2004 Review: Portfolio Management
Activities of Large Prime Institutional Money MatkBunds (Moody's Investors Service Global Credit
Research March 2005) at 9. The report indicatasahthe end of 2004 the US prime institutionaheno
market funds invested approximately $16.9 billion9.5% of their assets in notes issued by SIVs.

31 ECIC Reportsupranote 27 at 252. The report recognised that stredtinvestment vehicles
had little sub-prime mortgage exposures.

32 35ee, e.gPATRICK VAN ROY, Credit Ratings and the Standardised Approach tadEmRisk in
Basel Il 517 European Central Bank Working Paper Ser{@sigust 2005) at 37. The report explains
that assets carrying AAA and AA ratings from crediing agencies receive the lowest charge fortalpi
reserve purposes under the Basel Il standards.
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were unable to raise cash from new investors addddiquidate their underlying portfolios in
order to repay the maturing securitf€sThe market became quickly flooded with asset-backe
and mortgage-backed securities up for the firedsgledation. An excessive supply of securities
triggered further price decline. Due to the domafiect — lower was the asset price, more assets
had to be sold — SIVs' losses were substafitfaBy 2010 all SIVs were either restructured or
liquidated®®® However, even though a large number of money ndukels incurred losses due
to SIV investments, these losses were not tramsfeld money market fund shareholders, but

were largely absorbed by the funds’ sponsors duepotational consideratiois’

After the fall of the SIV market at the end of 20®7e financial crisis has continued to
build up affecting the mortgage insurance indust\ government housing agencies, UK
building societies and financial institutions inmyacountries. On 15 September 2008 the fourth
largest US investment bank Lehman Brothers HoldIngsdeclared bankruptcy in the largest in
the US history bankruptcy filin’ Three years later, government investigations éltehman
Brothers’ practices leading to bankruptcy reveaddpngst the reason for its failure, excessive
reliance on the money markets, including commemagier and repo markef$.Relevant to the
subject of my study, one of the biggest lessonsiftbe Lehman Brothers bankruptcy was the
lesson of market interconnectedness through moraggenfunds.

Lehman Brothers Holdings Inc. has been a largesrssticommercial paper, which was
held by money market fund®’ When one of these funds, the Reserve Primary Fraildg due

%3 See, e.gMARK GILBERT, Unsafe at Any Rating, CDO Speeds to CCC From BlsAmberg
at http://www.bloomberg.com/apps/news?pid=newsardswd=aSEguZCZ9ZpY.

304 ECIC Reportsupranote 27 at 253. The report found that losses oimdinidual structured
investment vehicle portfolio ranged from 45 pertderf5 per cent.

%% d. at 253. SIVs had $400 billion in assets under mament at the peak of their volume in
July 2007.SeeGLENN MOORE, Fitch: SIV Market Has Disposed of 95% of Assetge&ituly 2007Fitch
Ratingsat http://www.fitchratings.com/creditdesk/press_rsksidetail.cfm?pr_id=500156.

3% |CI Reportsupranote 21 at 50.

397 Voluntary Petition (Chapter 11), Docket No. llehman Brothers Holdings IncNo. 08-
13555, (Bankr. S.D.N.Y. Sept. 15, 2008). At thmdiof bankruptcy filing the firm had over $600 ioitl
in assets.

%% ECIC Reporsupranote 27 at 326. The report cites the chief corscerthe Lehman Brother’s
operations were its real estate—related investmants its reliance on short-term funding sources,
including $7.8 billion of commercial paper and $18lfion of repos in March 2008.

309 THE RESERVE September 16, 2008 Press Release at
http://ther.com/pdfs/Press%20Release%202008_0¥16Tae Primary Fund held $785 million in
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to losses caused by Lehman’s commercial paperstiorgewithdrew from money market funds,
even those without investments in Lehman. Moneyketdunds ceased investing as they needed
cash to meet redemptions; thus other borrowersdarcommercial paper market such as General
Electric, “the mainstay of corporate America”, fauno investors® This episode illustrates that
money market funds represent a strong, but notyavegpparent and fully appreciated link

between the productive sectors of economy andnigs€ial sector.

Harvey Miller, the bankruptcy attorney for the LedmmBrothers’ estate noted, “When the
commercial paper market died, the biggest corpmmatiin America thought they were
finished” 3! The cost of commercial paper borrowing has in@éadramatically in the week
following the Lehman’s bankruptcy making it prohibely expensive even for the largest
international corporations to finance their payrafid daily operational needfs. The panic
threatened to disrupt global payment syst&th# significant number of money market funds
were under unprecedented redemption pressuresvastons rushed oyirime money market
funds holding commercial paper and irgovernmentmoney market fund$* Prime money
market fundsen masseurned to the secondary market in attempts totkell assets and raise
cash to meet redemption. The secondary market ngiantly flooded with securities for sale,
but only few buyers. Those funds unable to raisshdeom sale of the securities had to seek

financial support from their sponsors.

When sponsor support was not provided, funds otstliredemption or even got closed

and subsequently liquidated notwithstanding quatiofdings®*® Governmentmoney market

funds, on the other hand, were flooded with new @yprwhich instantly created substantial

Lehman Brothers Holdings’ commercial paper, whichswalued at zero upon Lehman Brothers
defaulting and declaring bankruptcy on 15 Septer2bés.

30 ECIC Reporsupranote 27 at 339.

$1d. at 355.

312 Annex Dinfra illustrates a spike in borrowing rates for norefisial firms that increased four
time overnight upon the Lehman Brothers bankruptcy.

3 ECIC Reporsupranote 27 at 358.

314 |Cl Reportsupra note 21 at 3. The ICI estimates that money mafketl shareholders
withdrew approximately $210 billion from the US pe money market funds over the next two days
following Lehman Brothers bankruptcy.

$15See generallBHILLING, supranote 156.

3% MooDY's INVESTORS SERVICE, Moody's Proposes New Money Market Fund Rating
Methodology and Symbols (September 2010) at 5t-Batsman Brothers bankruptcy filing, redemption
restrictions were imposed on 31 money market fumdlse US and Europe.
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demand for US government securities and pressuretst yields lower. The yield on four-week
US Treasury securities fell to zetd.To stop the run oprime money market funds, threatening
to the viability of the money markets, the US Tregsdepartment introduced a guarantee
programme for money market fund sharehold&&€ven though participation in the Treasury
guarantee programme was optional and entailed,axferity of funds chose to participate.

An unprecedented step of the US Treasury to proaigaarantee to private investment vehicles
proved to be extremely effective in containing plamic and quelling shareholder redemptitiis.
By January 2009, assets under management of thed®y market funds reached all time high
of $3.9 trillion>**

The guarantee programme was intelligently desigaedidress the risk of a future run on
the fund by providing government guarantee to dhlyse shareholders on record as of 19
September 2008 and staying invested in the sameymoarket fund?? Thus shareholders were
discouraged to redeem their shares because doirthesowould have forfeited any future
coverage under the guarantee programme. Furthernmoreontrast with the federal deposit
insurance for bank accounts capped at $250,00@qoexunt, the Treasury guarantee programme

covered the entire invested amount regardlesseo§ite®*

317 ECIC Reporsupranote 27 at 357.

318 Frequently Asked Questions About Treasury’s TempoGuarantee Program for Money
Market FundsU.S. Department of the Treasury (29 September 2@@8)tp://www.treasury.gov/press-
center/press-releases/Pages/hpl1163.aspx. The tpea@vered those money market fund shareholders
on record as of 19 September 2008 and in the amauested on that day until 30 April 2009. The
programme was subsequently extended until 19 Séete2®09.

¥91d. Charged fees were spelled out in Section 4(ahefGuarantee Agreement.’ A blank form
of a ‘Guarantee Agreement’ between the US Treasndythe fund’s investment companyaigilable at
http://www.treasury.gov/about/organisational-stumetoffices/Domestic-Finance/Documents/Guarantee-
Agreement_form.pdfParticipating funds were charged a non-refundédseof 10 to 15 basis points of
their total assets as of 19 September 2008 depgmuairthe level of their market-based net assetegalu
measured on that day.

320 See, e.g.BAIRD WEBEL & MARC LABONTE, Government Interventions in Response to
Financial Turmoil (Congressional Research Senddeebruary 2010) at 27. Over the life of the pragra
Treasury reported that no guaranteed funds haedfaéind $1.2 billion in fees had been collectederOv
$3 trillion of deposits were guaranteed and, adogréo the Bank of International Settlements, 98% o
money market mutual funds were covered by the geea with most exceptions being funds that
invested only in Treasury securities.

2L Source:www.ici.org.

%2 gypranote 318 at 1.

323 |d
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Immediately after restoring one of the fundameffaktions of money market funds —
safety — albeit through the US Treasury guararttee,US government turned to the issue of
market liquidity. The Federal Reserve Bank of Bastanounced it would provide loans to those
banks purchasing high quality asset-backed comaiguaper from money market funifé.The
programme enabled the US money market funds tefiygiineir high quality holdings that were
rendered essentially illiquid in the market paretdwed the Lehman Brothers bankruptcy. In
the first ten days of the programme operations, eganarket funds sold over $150 billion of
asset-backed commercial paper and its usage dedfirtee ensuing montHé> No asset-backed
commercial paper purchased from money market funti$er the programme defaulted or

otherwise incurred any losses to the Federal ReS&tv

The US government actions aimed at restoring vigdf money market funds during
the peak of liquidity crisis highlighted their impance for the financial system as a liquidity
vehicle. Over the last 40 years money market fura& grown to represent a significant part of
the funding markets. When the mortgage market pgsld and money market funds together
with other short-term investors abandoned the cormiadepaper and repo lending markets to
avoid the risky exposure, a number of institutidepending on these markets failed or had to be
rescued. Even healthy companies unrelated to tlamdial sector experienced an unprecedented
drop in the market access and resulted spike inoimg cost due to lack of demand from
money market funds. Thus money market funds setwegropagate turmoil in the financial
sector to other economic sectors. Yet, money mdukets’ functions as providers of credit and
liquidity were compelling reasons for the US goveemt to step if%’

324 Asset Backed Commercial Paper (ABCP) Money MarketudM Fund (MMMF) Liquidity
Facilty (AMLF or "the Facility"), The Federal Reserve (22 September 2008), at
http://www.frbdiscountwindow.org/mmmf.cfm?hdriD=14# The programme was initiated on 22
September 2008.

35 See generallyBURCU DUYGAN-BUMP, et al., How Effective Were the Federal Reserve
Emergency Liquidity Facilities? Evidence from thessi&t-Backed Commercial Paper Money Market
Mutual Fund Liquidity Facility (Federal Reserveraof Boston, QAU Working Paper No. QAU10-3
April, 2010).

%20 ECIC Reporsupranote 27 at 359. The programme expired on 1 Fep2@it0 with no losses
to the Federal Reserve and taxpayers.

%27 Even though the European Community and nationglilators did not provide any direct
support to European money market funds, their astmimed at restoring the overall market stability
benefited money market funds, albeit indirecBgeChapter 4nfra.

91



The crisis not only had devastating consequenaethéoUS economy, but also produced
a profound ripple effect on the rest of the worlthe US Congress Financial Crisis Inquiry
Commission tasked with the crisis tally found 2@liomm Americans without jobs, four million
families losing their homes in foreclosures and %fllion in retirement and life savings
vanishing®® A number of European economies suffered similardstaps once the crisis
reached their shores. Iceland, one of the first laadiest hit countries, had to nationalise its
banking system after seeing the collapse of iteethmajor banks in 2008. Its currency, the
Icelandic kréna had declined more than 35 per agatnst the euro in the first nine months of
2008 and inflation of consumer prices was runningidaper cent per annutfr Internal finance
and banking systems of Greece, Ireland, Italy,B@aitand Spain, collectively dubbed as GIIPS,

have been under unprecedented pressure duringt2@@h the present tin7&’

Austerity measures instituted by the governmentiede countries to contain ballooning
public debt, have caused national unrédtsinhealthy national finances of GIIPS contaminated

banking system of the ‘core’ European countriesubgh holdings of GIIPS’s sovereign debt by

328 ECIC Reporsupranote 27 akv.

329 SeePaUL RAWKINS, et al., Iceland: A Difficult Road Ahead (Fitchafihgs 11 December
2008) ECELAND, Cracks in the crustThe Economist 11 December 2008\WUP RAWKINS & DAVID
RILEY, Credit Analysis: Iceland (Fitch Ratings 3 Semter 2009). The report estimated the direct fiscal
costs of recapitalising the Icelandic financialteys at 40 per cent of the gross domestic prodimtlas
to some Asian countries during the Asian financiaes of the late 1990s.

%30 SeeJoHN DETRIXHE & BETTY LIu, Greece Resolution Efforts Risk Wider Contamination,
Pimco’s El-Erian SaysBloomberg 23 June 2011AB. RAWKINS, et al., Greece: Diminishing Path to
Solvency Triggers Downgrade (Fitch Ratings 27 MA1l) ALEXANDER KOCKERBECK & BART
OOoSTERVELD, Moody's places ltaly's Aa2 ratings on review jossible downgrade (Moody's Investors
Service 17 June 2011)dAa HINTZ & DAvVID W. MUNVES, Portuguese Government Yields Rise: A
“Crisis” with a Different Source (Moody's Analytics3 March 2011) ATHONY THOMAS & BART
OosTERVELD, Moody's downgrades Portugal's bond ratings tolHeam A3, still under review down
(Moody's Investors Service 5 April 2011)IEDMAR HORNUNG & BART OOSTERVELD, Moody's
downgrades Ireland to Baa3 from Baal; outlook remaiegative (Moody's Investors Service 15 April
2011) KATHRIN MUEHLBRONNER & BART OOSTERVELD, Moody's downgrades Spain's rating to Aa2
with a negative outlook (Moody's Investors Servit@ March 2011)

331 SeeANITA BROOKS, Spain faces unrest as new austerity plan is annedirikhe Independent
13 May 2010. ATHONY FAIOLA, In Greece, austerity kindles deep discontdifite Washington Post 13
May 2011. In Greece, thousands protesters havedoam ‘I| Won't Pay’ movement, refusing to cover
highway tolls, bus fares, even fees at public Halsgpi
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the largest European bark$.James Carville, the US President Bill Clinton’smpaign

strategist was stunned at the power of the bon#ehawver governments:

| used to think if there was reincarnation, | wahte come back as the President or the
Pope or a 0.400 baseball hitter. But now | wantdme back as the bond market. You

can intimidate everyon&?

Mr. Carville’s famous quote captures the essenceunfinquiry into the rationale for
financial market regulation: because financial reeskindirectly control our everyday life, they
may cause national uprising or put governmentsobytower. The widespread market failures
that began in the second part of 2007 in the dsseted commercial paper sector and negatively
affected virtually every economy in the developeatid is currently threatening viability of the

European Union.

As the European sovereign debt crisis developeatdrspring of 2011, the thread of the
financial contagion from the cross-border capitaivf were placed in the focus of the public
policy debate€® The US Federal Reserve has grown increasingly ezord regarding a
potential disruptive effect of the European crisisthe US financial system via money market
funds’ exposure to European bariksAs discussed earlier in this section, money mafieds,
specifically those funds denominated in the USatpihvest in highest quality companies with
extensive global business franchises thus enabimgrUS companies to finance their US
operations>® This latest example of debates surrounding monasken funds highlights a high
level of interconnectedness of the contemporargnionl system vertically at many levels of

participation and horizontally across national leord

332 JAMES LONGSDON et al., European Bank Exposure to GIPs: Secomf#iCRisks More of a
Concern Than Direct Holdings of Sovereign Debt anBExposures (Fitch Ratings 21 June 2011).

333\WSJ 25 February 1993, p. Al.

334 ROSENGREN (2011a)supranote 253 at 9.

%d. at 10.

33 BrIAN REID, Dispelling Misinformation on Money Market Fundginvestment Company
Institute July 2011). Many European banks havestsuitial US operations. For example, eight of the 2
US primary dealers on which the US Treasury and-gderal Reserve rely for the US Treasury auctions
and open market operations are headquartered op&ur
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2.5 Conclusion

In the space of forty years, from the early 19 fdeugh the present, money market funds
transformed into important market intermediariavisg crucial socio-economic goals of capital
formation and market efficiency. Chapter 2 presagritee essential characteristics of money
market funds and provided their detailed categbtosaillustrating the variability of the
international money market funds landscape. It watablished in this chapter that the
geographic location of a fund is the key determirants operational and accounting practices
as well as its investment preferences. | found tiiatature of the funds’ shareholder base has a
significant impact on the fund risk profile; thusoney market funds offered to retail investors

are shown to be less susceptible to a*fin.

Most importantly, an analysis of money market fumgestments illustrated that money
market funds incur in a different degree of riskepehding on the type of assets. Prime money
market funds investing in short-term securitiesiésk by corporate entities deemed to be the
riskiest amongst their peers, while funds investimgovernment or municipal securities are less
likely to face credit-related losses. Finally, thisapter categorised money market funds on the
basis of their asset valuation practices, distisiginig constant net asset value funds and variable
net asset value funds, a characteristic importaninstitutional investors concerned with money

market fund utility as a cash management tool.

This chapter portrayed money market as importambracin the short-term capital
markets, who expanded a choice of funding opparasifor various issuers. An important
beneficial function of money market funds is to noyee market efficiency by channelling cash
flows directly from cash-rich households to caslygbed businesses and governmental entities
passing traditional intermediaries such as banks.dark side, however, is the risk that if money
market funds cease to function because of casldravals by investors, the borrowers could be
left without sources of funding. Thus, this chapdemonstrated the importance of the money
market fund industry which is exercised throughhbegrtical interconnectedness amongst other

market participants, and horizontal interconneotsdnacross national borders.

%7 Suprann. 210 and 213.
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Given such importance, | retort that a normativeervention in money market fund
activities is entirely justifiable. The followinghapter 3 focuses on the US money market funds,
their history of development and current regulatibn effect, chapter 3 sets the stage for an
introduction of the new international regulatoryctdtecture for money market funds by

presenting the largest segment of this industripajlg.
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CHAPTER 3: US MONEY MARKET FUNDS

3.1 Introduction

Chapter 2 examined the profile of the money mafigatl industry with respect to its
economic functions and its relationship with oteeonomic actors. It also showed that money
market funds served as a risk transmittal linkha financial crisis. Chapter 3 focuses on the
money market funds established and operating irdtBewhich account for the largest share of
assets under management of money market funds widdd*® The chapter opens with an
analysis of the origin and early development ofséhenoney market funds. It illustrates how
these funds were originally a product of an ariggr&reated by restrictive banking regulation
and how, subsequently, performing well over timd advocating sound investment practices,
they won investors’ trust and became one of thet imggortant liquidity management tools for

retail and institutional investors.

Next this chapter analyses the current regulatbugtire of the US money market funds.
It will be shown, in particular, that the US monewyarket funds are already covered under a
comprehensive framework of federal securities lath® best industry practices and rules
established by credit rating agencies. This chaititestrates that the source of specific legal
practices that are enshrined under the federakisesuaw in a form of government mandated
prudential rules are the money market funds theraselFurthermore, these practices can also
influence foreign cases when similar questiongedl#o money market fund regulation are to be
resolved in other jurisdiction® Such a migration of the legal practices with respe these
funds is abundantly examined later in chapter 4nndmddressing regulatory developments in the

European money market fund industry.

The method of this chapter is legal analysis. Tineysis nonetheless undertaken with a
critical attitude, highlighting the uncertainty eetddled in the contemporary regulatory
landscape. With regard to the structure, this @raigtdivided into four main sections. Section

3.2 reviews the historical background of the US eyomarket funds and profiles the

338 Source:www.ici.org. In the first quarter of 2011, assets under mamage of the US money
market funds account for approximately 55 per oétihe these assets worldwide.
339 Chapters 4 and ifra.
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contemporary state of the industry. Section 3.3squmis the legal framework governing
investment and operational activities of the US eyomarket funds. Section 3.4 introduces
credit rating agencies and details credit ratingsaderations related to these funds. In specific
connection to the research questiohew should money market funds be regulateds&ction
3.5 discusses unresolved issues in the US moneketfaind regulations, explores the proposed
solutions and analyses the possible consequencéseinfimplementation. This section also
reports on the advantages and limitations of the ushey market fund regulation and its
broader effect on the global capital markets. T¢teewvements derive from the size and strengths
the US money market funds and their multiple bésefo other economic actors both
domestically and cross-border. With regard to imgtdtions it is pointed out, in particular, to the
legal uncertainties surrounding the future of tl& trdoney market funds that are plaguing their
development. A conclusion is finally provided ircBen 3.6.

3.2 History and the current state of the US money arket fund industry

3.2.1 US money market funds from the 1970s to tadye1990s

The origin of the US money market funds in theyedd70s is commonly attributed to
the existence of Regulation Q which, among othguirements, limited the interest that US
banks were allowed to pay on passbook saving ats8tiin January 1970 banks were offering
only 4.5 per cent interest on depositor's passtksaskng accounts, while 3-month US Treasury
bills earned eight per cent and the yield on 3-mdyanks’ certificates of deposit was hovering

close to nine per ceft! The catch was that certificates of deposit wetlg sold in $100,000

%0 The Banking Act of 1933 Pub. L. 73-66, 48 Stat2 16at Section 11. Section 11 of the
Banking Act of 1933 (12 USC 8§ 371a), which is impénted by Regulation Q (12 CFR § 217), regulates
interest paid to bank depositors. The ceilings avings accounts were for the most part lifted by th
Depository Institutions Deregulation and Monetagn@ol Act of 1980 (12 USC § 226 not&ee also
MCDONALD & MCMILLEN. supranote 145 at 255. Explains that when the nomin@rést rates in the
US went up in the mid-1960s, the US Congress hggbreded by enacting the Interest Rate Control Act
of 1966, which gave the Federal Reserve Board uhdeRegulation Q the authority impose an interest
rate ceiling on deposit accounts held at savings laan associations, thrifts and banksaRMHAM .
supranote 145 at 4. The article points out that thespgs of the Interest Rate Control Act of 1966 was
aimed to curb the competition among thrifts for shene deposit dollars.

31 The Federal Reserve Board's Statistics & Histdric®ata, available at
http://www.federalreserve.gov/datadownload/Chosgxarel=H.15 accessed on 4 March 2(8€e also

97



denominations and, therefore, were largely unabklto investors with smaller cash balances.
Henry B.R. Brown and Bruce R. Bent — both are noedited as inventors of money market
mutual funds — came up with the idea of how to tstall investors to access the market rates
only available to wealthier depositofé.Brown and Bent decided to pool small cash balances
into a larger portfolio, or a mutual fund, to acreethe required investment scale. A prospectus
of the Reserve Fund, the first US money market fuvals approved by the US Securities and
Exchange Commission in the fall of 19%3 The fund’s objectives were to offer a market e
return and relative stability of principal. At thepening the fund had only $300,000 under

management**

At the same time in California a stockbroker JaBesham set up an investment vehicle
that offered small investors an opportunity to shiacome benefits of the US Treasury biffs.
The US Treasury bills, sold with denominations @D®00, were also largely unavailable to
small investors®*® James Benham’s Capital Preservation Fund was liednio the fall of 1972
and invested solely in the US Treasury bifisThe Capital Preservation Fund had four major
advantages for investors relative to purchaseslisf directly from the US Treasury. First, the
size: clients with any small balances could investhe fund and, thus, in the US Treasury
market, albeit indirectly. Second, liquidity: intess did not have to wait until US Treasury bills
mature, but could withdraw their investments at amg and receive invested principal and due
interest. Third, investors could withdraw any frantof their invested balances and did not have
to cash out the entire amount. Fourth, investorddcoollover their investments and accrued
interest continuously without having to reinvest gfroceeds and interest from maturing bills.

In the 1970s and the early 1980s due to obvioud wdvantage, the US money market
funds gained popularity with multiple types of isters. To appeal to a greater number of

FINK, (2008)supranote 143 at 80. Banks’ passbook saving accouteseist rate was later increased to
5.25 per cent.

%2 See, e.gNOCERA supranote 143 at 76.

*3|d. at 81.

344 \/IKTORIA BAKLANOVA, A Common Definition of European Money Market Fand/ore
Clarity or More Confusion? (eSSRN 10 March 20HD) 3. Available at http://papers.ssrn.com/
sol3/papers.cfm?abstract_id=1568393

345 NOCERA supranote 143 at 79.

34%|d. at 80. The US Department of Treasury facing hurslcégpeople lining up to buy Treasury
bills durggg its weekly auctions increased the minim purchase from $1,000 to $10,000.

Id. at 81.
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investors various cash management features weedaddmoney market funds. It was Fidelity
Daily Income Trust that first explored assets’ ‘@ethability through check writing” in 1974

In 1978 Merrill Lynch, a large US financial servsceompany, currently defunct, unveiled a
comprehensive cash management vehicle that combhmeszk writing, credit or debit cards and
paid money market rate of return on the balait€ederated Investors, another large US asset
management company, introduced money market fumdsabk trustees and personal wealth
managers. By the time the restrictions of Reguhat@were fully phased out in 1986, money
market funds have gained popularity offering bdtle tmarket yield and cash management
services™® At the end of 1986, money market funds had $29Homiin assets under
management compared to $4 billion at the end ob18bwing an exuberant average annual

growth rate of 53.6 per ceft:

Banks’ trust departments played a pivotal role ewedlopment of the US money market
funds. In their early days, money market fund shavere priced at $10 at the issuance, but
fluctuated thereafter around the initial price dO$reflecting market conditiori8? However,
there were many shareholders who wanted to invest fund whose share price would not
change®™? For example, bank trust departments were preclbigettheir charters from investing
in mutual funds with changing net asset vaftfeln 1978 the US Securities and Exchange
Commission held a hearing at which institutionalestors explained their objections for placing

cash in funds with fluctuating net asset valtieEase of use, accounting and tax considerations

*8FINK, (2008)supranote 143 at 81.

349NOCERA supranote 143 at 155-160.

%0 paragraph 11 of the Depository Institutions Deratjoih Act of 1980 provided for an orderly
phase-out and ultimate elimination of interest raté years. The title expired on March 31, 1986.

1 | would like to thank Peter Crane, the founder ait principal of CraneData
(www.cranedata.|s for providing historical series of data relatedhe US money market funds’ assets
under management. The annual growth calculatiansngrown.

%2 A share price of a contemporary US money markatl fis pinned at $1.00 and does not
change over the life of the funds. Accrued intereBects changing market conditions.

53 Federated Investors, one of the largest US asaeagement firms, working with bank trust
departments that invested their clients’ money B Treasury bills, recognised the demand for money
market funds with stable net asset value.

%4 SeeFederated presentation slides for the meeting ththSEC on January 20, 2010 available
at http://www.sec.gov/comments/s7-11-09/s71109{ddf%ccessed on March 3, 2010.

¥5LyoN, supranote 121 at 1013, n. 6.
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were generally cited as the main attraction of astant net asset value fund for institutional

investors®™®

These investors often operate under specific opeadtrules that require capital gains
and losses to be separated from interest paymemtsadcounting and tax purposes.
Furthermore, investors in money market funds argemely risk-averse and are primarily
focused on safety of their capital and availabildf cash on daily basis rather than an
incremental return. Consistent with the findingsehavioural economists discussed in Chapter
1, investors in money market funds exhibited angjes preference for avoiding losses rather
than acquiring gaif®® This type of behaviour with respect to money mafiad investments is
explained by a rational choice theory given an asgtny between expected reward and
probable losse¥® To meet investor demand for safety and structsiaiplicity the great
majority of the US money market funds have thearsh priced at $1.00 although other types of
the US mutual funds are usually priced at $10.0Qorige of $1.00 has caused some parties

including scholars to view money market funds aash equivalent®

In order to prevent share price fluctuation follagidaily changes in the fund portfolio

market value, the US money market funds were p&rchitto use special accounting

%O FINK, (2008) supranote 143 at 84.

%7 A large number of institutional investors represerto the US regulators that a constant net
asset value is one of the most important featufesianey market fundsSee generallyPresident's
Working Group Report on Money Market Fund Reformg(iest for Comment) [Release No. IC-29497;
File No. 4-619], US Securites and Exchange Commission. (3 NovermB610), _at
http:/www.sec.gov/icomments/4-619/4-619.sht@ke e.g.Comment Letter Re: Money Market Fund
Reform Options (File No. 4-619) (Treasury Stragsginc. 10 January 2011) at 4. The letter stdtat t
the accounting simplicity is highly valued by corgie treasurers as it reduces potential for acaumint
errors and improves overall operational efficiendyailable at http://www.sec.gov/comments/4-
619/4619-44.pdhccessed on 12 March 2011o8%RT L. MORAN, Comment Letter in Re: Request for
Comment on the President's Working Group ReportMamey Market Fund Reform [File #4-619]
(American Association of State Colleges and Uniiess 21 January 2010). The letter stated that
removal of a stable net asset value feature “wbakk significant [negative] ramifications on a fungl
mechanism used by institutions of higher educat®ma stable, low-risk investment tool”.

8 See alsMEIR STATMAN & KENNETHL. FISHER, Mental Liquidity (eSSRN May 2006) at 8.

%9 1n the modern portfolio theory, risk aversion ieasured as the additional marginal reward an
investor requires to accept additional risk. Réglthat money market fund investments are consige/a
low yielding alternatives, any incremental increasesk corresponds to asymmetric increase intititja
jeopardising stability of invested principal.

30B|RDTHISTLE, supranote 139 at 1160 — 61. The author maintains tfett8 Securities and
Exchange Commission “has collaborated in the wpadf an appearance that these investments are as
safe as bank deposits”.
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techniques® In addition, to prevent share prices from movipgamd down following dividend
distribution, these funds declare dividends daitg accrue and pay out dividends montfify.
Typically, money market funds compute their shaieepusing the amortised cost method, but
also round the share price to the nearest¥&fthe overarching rationale behind introduction of
these share price computation techniques was #terical observation that the daily market
price volatility of typical money market securities low. This means that high quality short
maturity securities comprising money market fundtfobio do not change much in value on
day-to-day basis. Therefore, if a money market fisndvested in such low volatility securities,
its share price calculated with help of these masths likely to be very close to that calculated
using the securities’ market prices. Persuadedhisy analysis, in 1977 the US Securities and
Exchange Commission approved use of botla@ortised costmethod and g@enny-rounding
method for a few fund®* Within two years, the Commission allowed these @egounting

methods for use in money market funds on a permdreesis>®®

The US money market fund industry has significastiptributed to the development of
the law governing these funds. Certainly, as hgitied in the literature reviewed in section
1.3.2, the grounds for the origin of the US moneyrket funds can be traced in the response of
the investment industry to the restrictive bankmegulation. However, asset managers had a
proactive role as they not only created an investrpeoduct — money market funds — that would
best meet their clients’ needs; they also develdapedpertinent fund management practices.
Furthermore, the investment industry successfutytipned to its regulator for legalising these
practices. Historically, the US money market fumdiustry and the Investment Company

%1 See general\SEC Rel. No. IC-13380 Valuation of Debt Instrungeand Computation of
Current Price Per Share by Certan Open-End Invedt@empanles (48 F.R. 32555 18 July 1983). The
US Securities and Exchange release that permit@teynmarket funds to move utilize amortised cost
accounting method (straight line) and penny-rougdéchnique to keep share price at a stable videe.
generally, FINK, (2008) supranote 143 at 84See alsoLYON, supranote 121 at 1012. Under the
amortised cost method the principal value of a Bcincreases or decreases daily, depending on
whether the security was initially purchased aiszalunt or premium to its par value, or at a fixate
and is unaffected by changes in market interessrat

2 OHLBAUM SWIRSKY. supranote 104 at 18, n. 15 and accompanying text.

*3d. at 18.

%4 SEC Rel. No. IC-10027 (28 November 1977). Theast approved use of an amortised cost
method in seven money market funds and use of aypemnding method by a money market fund
managed by Merrill Lynch.

%% SEC Rel. No. IC-10824 (8 August 1979).
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Institute, its lobbying organisation have been elpsnvolved with regulators on both federal
and state levels educating, proposing, commentiraly at the end, achieving the end workable

for all industry constituencie®®

An introduction of a specific version of money metrkunds, those featurirgpnstant net
asset valughat later became a prevailing global model ardathly type of money market funds
operating in the US, is fully attributable to thevéstment management lobby activities. Thus,
the US mutual fund industry not only found an inatbve way to employ its investment
potential, but also facilitated the rulemaking mse codifying its management practices into
law. To note, the money market fund industry wasumanimous with respect to the advantages
of the amortised cost accounting enabling const@ttasset value. On the other side of the
barricades for the valuation battle were those tassagers who foresaw a possibility of

gaming constant net asset value fuffds.

An arbitrageur could, in theory, move into a momegrket fund when the fund’s yield
exceeded available market yield and then rapidithdvaw her cash when the fund’s yield
lagged the market yield. An arbitrageur would innorcapital loss because money market fund
shares were always priced at $1.00, but would vecaibove the market yield. Furthermore, cash
flows moving in and out of a money market fund wbilave diluted return for those core
shareholders committed to the fund. This yield tealge theory prompted some of the industry
participants to voice their concerns that the arsedtcost ‘presents the illusion of higher returns
in times of declining rate and makes money market$ appear to have overcome the risk’ of
fluctuating interest rate€2 It was indeed a valid concern that without theigine of having to
mark-to-market, money market funds could be ine#sgd to acquire a significant amount of
longer term obligation¥® This concern was addressed in money market fugdlagon by

%% See, e.g.FINK, (2008) supra note 143 at 80 — 98. The author describes the tmesg
Company Institute’s heavy lobbing process to ptotee money market fund industry from imposing
damaging bank regulation in early 1980s.

%7 Section 1.2.Zuprarefers to one of the fist studies produced by fiaeascholars analysing a
possibility of arbitraging constant net asset vahaney market funds.

%8 |n February 1978 Bruce Bent, a money market funentor and the founder of Reserve
Management, submitted a letter to the US Securéties Exchange Commission on the subject of the
amortised cost valuation in money market funds.

%9LyoN, supranote 121 at n. 9 and accompanying text.
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limiting final maturities of eligible securities dnrestricting the overall weighted-average

maturity of the fund’®

As discussed in section 3.3 concerning the fedmalrities law framework applicable to
the US mutual funds generally, legitimising the aiised cost accounting contradicted the basic
premise of mutual fund investing set forth in thedstment Company Act of 1940, By law,
mutual funds arrive at their net asset values bgkim@ the fund’s assets to market and dividing
the total value by the number of shares outstanditey taking into account the fund’s other
assets and liabilitie¥? Nevertheless, persuaded by the argument of généval volatility of
short-term securities, the US Securities and Exgaé&ommission allowed money market funds
to price their assets differently from other mutfiaids, provided they adhere to specified risk

limiting provisions®"®

To limit the risk of mispricing, money market fundere obligated to keep the deviation
of the fund's amortised cost value from its trueketvalue within the range of 0.5 per cent. If
the deviation exceeded 0.5 per cent, a money mduket had to take steps to reduce the
deviation, or adopt thmarket-basegricing>’* These arguments formed the basis for Rule 2a-7
under the Investment Company Act governing opemataf the US money market funds adopted
in 1983. Thus, in 11 years after registering thhst iUS money market fund prospectus, the US
Securities and Exchange Commission codified therestment management and operational
practices. The announcement of the adoption of Ral& stated that money market funds are
permitted, subject to certain risk-limiting condits, to use aamortised costmethod and/or a

penny-roundingnethod for valuing portfolio assets when comphgrtcurrent share pricé>

By the end of 1979, the Consumer Price Index in W& reached 13.3 per cent and
interest rates approached 12 per é&htVith interest rates on saving accounts remainimgeu
the ceiling of Regulation Q, by the early 1980ssets under management of money market

370 OHLBAUM SWIRSKY. supranote 104 at 19.
371 |Investment Company Act of 1940 amend. 15 U.S.80&1 et seq. at Section 2(a)(41).
372
Id.
%73 Money market funds were initially restricted tdallar-weighted average maturity of portfolio
at 120 days or less and invested only in securitids remaining maturities of no greater than oaary
$"* SEC Rel. No. IC-13380
375 |d
37 NoCERA supranote 143 at 175.
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funds exceeded $200 billion. The speed with whigsé funds were gathering assets had long
alarmed the banking community. Being direct contpedito bank deposits and resembling bank
accounts in terms of cheque writing abilities, mprearket funds presented unique issues under
banking laws leading to regulatory debates witrefatlbanking authoritie¥! Section 1.3.4 of
this thesis sampled academic sources investigkga] issues pertaining to money market funds
and reflecting the regulatory conundrum of earl$d®related to these funds. Appealing to the
US Congress, bankers claimed that money marketsfamd under-regulated and excessively
risky. However, instead of restricting money marketds, the Congress focused on improving

bank competition by getting rid of interest ratmits on saving accounts imposed by Regulation

Q.

In 1981 another line of attack on money market furdkveloped at the state
administration level. Regional banks and savingd lans (S&L) in a number of US states
made attempts to lobby the respective state légrsls prohibiting sale of money market funds
or, at least, limiting the interest paid by theseds to investors. The proposed regulations had
good chances of being adopted because of coordiratitons of local banking communities.
Usually, local bankers were members of states’ lalinmg bodies. By contrast, mutual fund
firms managing money market funds had only limiprdsence in the states. The Investment
Company Institute represented interests of the dumdmore than 20 states when matters
regarding money market funds were debated and wewnéry instancé’® The successful repeal
of banker’s efforts to outlaw money market fundstiom state levels argues for the high utility of
money market funds for their shareholders who \aége state voters.

The utility of the US money market funds for retialestors was further enhanced by
development of tax-exempt money market funds. @irtbriginal form the US money market
funds invested solely in US government securities securities issued by corporate entities. In
early 1980 money market funds started looking iotdigations issued by US states and
municipalities that pay income generally exempnfrfederal income taX® Therefore, money

market funds investing exclusively in securitiesulsd by states and municipalities were

377 Section 1.3.4upra

378 FINK, (2008)supranote 143 at 87-94.

379 1d. at 98. Fidelity Investments, one of the largestd$Set management firms, pioneered the
development of tax-exempt money market funds.
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classified agax-exempt® Annex D illustrates the high level of interestesain the US in late
1970s — early 1980s, which made an income tax etieman appealing feature and added to the

money market fund utility particularly for the higlet worth investors.

A serious testing moment for money market fundseamSeptember 1994, when the
Colorado-based Community Bankers US Government Mamarket Fund incurred substantial
losses as a result of a drop in value in certadatiitg rate securitie§’ The fund promptly
announced that it would liquidate and distribute #issets to its shareholders. Upon liquidation,
investors received $0.961 per share losing apprateiy 4 per cent of their investments in the
fund. The fund losses were caused by improper tifleaiing rate securities issued by the US
housing agencies such as Federal Home Loan Badky&ld=arm Credit Bank, Federal National
Mortgage Association, Federal Home Loan Mortgagg@ation, and Student Loan Marketing

Association8?

These entities were of high credit quality and geg status of the US government
agencies with implicit guarantee from the US Tregsdowever, some of the securities carry an
adjustable interest rate and were structured daterdlised mortgage obligation benchmarked to
an index that generally lagged the movement ofrésterate’®® When in 1994 the Federal
Reserve rapidly increased interest rates as showinnex D, adjustable rate securities lagged
the rate hike and lost value. Investors did notyfappreciate that even high quality, virtually

credit risk-free securities could still lose valdee to risk of interest rate change and following

%0 Seesection 2.2 and exhibit&upraexplaining money market fund categories.

%1 NIcHOLAS BETZOLD & RICHARD BERG, Arsenic Is Low-Fat Too: Lessons from the Demise of
Community Bankers U.S. Government Money Market Fvold 86 ABA Banking Journal, (1994).

%2 SEC Rel. No. ICA 23638 ORDER INSTITUTING PUBLIC ADNISTRATIVE AND
CEASE-AND-DESIST PROCEEDINGS, MAKING FINDINGS, ANDIMPOSING REMEDIAL
SANCTIONS AND CEASE-AND-DESIST ORDERS In the Mattef CRAIG S. VANUCCI AND
BRIAN K. ANDREW, Respondents. (11 January 1999)e Tand failed to maintain a $1.00 net asset
value per share as a result of having a substamiaentage (27.5 per cent) of its assets invasted
adjustable rate derivative securities.

33 The cost of funds index (COFI) was used as a beadhindex for adjustable rate securities
purchased by the Community Bankers US Governmentl Fiihe fund also incurred losses on various
securities with interest rate caps. When inter@sisrincreased rapidly, price of these securige$irted.
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price decline. Government securities would havenlgsad in full if held to maturity. However,

an interim decline in price caused fund los&8s.

The Community Bankers US Government Money MarketdFwas not the only money
market fund holding adjustable rate securities ldigged the interest rate moves. Asset managers
of 42 money market funds faced the same scenaubchose to purchase the depreciated
adjustable rate securities from their furithsSince the problem was so widespread among
money market funds, questions were raised by lahnivestment public and regulators whether
such volatile securities are appropriate for fuddsigned to maintain a constant net asset value
per sharé®® Ironically, shares in the Community Bankers US &oawmnent Money Market Fund
were principally sold to small community banks asation for an overnight investmefif. The
fund offered a rate that was higher than the rabark could obtain depositing its free cash

overnight at the Federal Reserve and thus attracted banks seeking return maximisation.

The Community Bankers was a relatively small furithvapproximately $150 million of
assets under management at its peak fund thusesbed and the fund closure did not have any
significant effect on other market participants dray those directly involved with the fuf.
Nonetheless, the Community Bankers fund losses jpiesinbank regulators once again to call
for examining the risks in money market furftfin the same year, the default of the Orange
county in California affected the US tax-exempt mypmarket funds investing in the Orange
county’s bonds. The Orange county itself sustailesdes from investments in adjustable rate

government securities and was unable to pay itglfbmiders. Once again, no investors sustained

34 SEC Rel. No. ICA 23638 The total loss to sharééxd upon the fund liquidation was
approximately $2.5 million. In addition, some morvegs recovered in the settlement of a private lawsu
brought by fund investors.

35 SHILLING, supranote 156 at 4, Fig. 2. Assets managers of 37 tarpek money market
funds purchased defaulted bonds from their fus#® alsaJoHN W. MCGONIGLE, Comment Letter to
the PWG's Report on Money Market Fund Reform OgtiBEC Rel. No. IC-29497 (Federated Investors
25 March 2011) at 4.

3 OLAF DE SENERPONTDOMIS, Gonzalez asks Fed to study money market fund fistese
Banking Committee Chairman Henry B. Gonzalez; Faldeeserve Boargd)American Banker 5 October
1994.

%7 SEC Rel. No. ICA 23638

388|d.

%39 DE SENERPONTDOMIS. supranote 386.
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losses in money market funds because asset mar@Egarsexempt money market funds with

exposure to the Orange county bonds had purchasadléd bonds from their fund®

Given a series of negative developments in the W8ay market fund industry caused
by a sharp increase in interest rates in 1994 vaméd envision an investor exodus from these
funds. Yet, this did not happen. The US money ntaitkeds ended the year with more assets
under management than when they beJaBased on the painful experience of 1994, the US
Securities and Exchange Commission took stepdridnmanoney market fund risks. These steps
and other subsequent developments in money maukelt fegulations are reviewed in section
3.3.2.

3.2.2 US money market fund industry from the 19964oday

From later 1990s through 2007, the dawn of thenfire crisis, the US money market
funds established themselves as a significant matlger and an important funding source for
the borrowers in all major economic sectdfsExhibit 4 illustrates the structure of the US

money market fund industry and its assets undeaganent today.

30 gyLLING, supranote 156 at 4, Fig. Bee alsdMCGONIGLE, supranote 385 at 4.

391 According to the Investment Company Institute déita US money market funds started 1994
with $565 billion under management and ended %811 billion, or gained 8.1 per cent of totaledss

%92 Section 2.3.3upra
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Exhibit 4: Classification of the US money market funds*®®

All US Money Market Funds
Total Assets $2,620.0Billion (100%)

Municipal Money Market Funds Taxable Money Market Funds
Tax-free Money Market Funds Assets $2,321.5 Billion (88.6%)

Assets $299.6 Billion (11.4%)

} | ! |

National Municipal Single State Municpal Prime Money Market Funds Government
Money Market Funds Money Market Funds y Money Market Funds

Assets $1,512.2 (57.7%) Assets $8809.3 (30.9%)

J |

USTreasury Money Government Agencies
Market Funds Money Market Funds

Given the size of the assets under management neynmarket funds, by 2007 these
funds became victims of their own success. Whileneyomarket funds served as a source of
liquidity for other sectors, when the secondary keadried up in the fall of 2008 no other
buyers were able to purchase all the securities ni@ney market funds tried to sell. The
dislocation in asset-backed commercial paper maike2007 and bankruptcy of Lehman
Brothers discussed in chapter 2 revealed the uestalture of the short-term markets and money
market funds’ vulnerability to a complete shutdot¥hThose US money market funds affiliated
with banks had an advantage of obtaining liquidigough their parent bank even though this
type of support could cause negative accountingemmences to banks themselV&ssinally,

those asset managers unaffiliated with banks hadhee to turn to in search for liquidity.

393 Source:the Investment Company Institutvailable at www.ici.org accessed on 10 August
2011.

%94 HENRY SHILLING, Money Market Funds and Liquidity (Moody's Invarst Service, NYSSA
Investment Strategy Committee 25 May 2010). Inwleek of 15 September 2008 24 US money market
funds suspended or defer redemption including 2iddumanaged by the Reserve and the Putnam
Institutional Prime Money Market Fund. Redemptiaisgensions caused 18 per cent of total US money
market fund assets at that time being locked ugefAmanagers of 36 US money market funds had to
provide financial support to their funds at estieth$12.1 billion. Financial support to individuainfls
ranged between $27 million and $2.9 billi@ee alsMEGAN MCARDLE, Putnam closes a money market
fund: how worried should you bgPhe Atlantic 18 September 2008.

3% See, e.g.BEN S. BERNANKE, Letter to Anthony Carfang, Partner, Treasury tSge@s, Inc.
(Board of the Governors of the Federal ReserveeBys® December 2010). Mr. Bernanke, the Chairman
of the Board of the Governors, noted that reliamicemoney market funds on a discretionary suppornfr
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The US government interventions played a crucil no stabilising the money market
fund industry during the crisis. The US monetarythatties established five support
programmes directly targeting money market fundd dreir investors$®® Annex E lists the
various programmes implemented by US monetary aitit®in the fall of 2008. The need for
the government interventions during the crisis lemgled the main assumptions underlying the
money market fund investment activities — a beilehighly liquid nature of the short-term
market. Historically, these funds relied on theraiii secondary market densely populated with
willing buyers to raise cash when needed. This raption was shuttered when the market
liquidity evaporated. Simultaneously, corporatitimst had relied on the US money market funds
as a funding source suddenly found themselves artaliefinance maturing securities as these

funds were no longer investing’

Once again, on the heels of another crisis, morakeh fund regulation was reviewed to
establish the new rules that would remedy thos@erabilities exposure during the liquidity
squeeze. At the heart of these new rules were mridity requirements directing the funds to
maintain a pre-specified level of assets maturiagydand weekly’®® Other US regulatory
agencies have also reviewed their assumptions qoiess- and drafted new rules seeking to
address both firm-specific and systemic risks ia fimancial system. For example, the US
Federal Deposit Insurance Corporation changed thg the bank insurance premium is
calculated making it more expensive for the larde héinks to seek funding in the short-term

markets®®® New capital ratio and liquidity requirements undasel 1l have also affected the

banks raises a number of policy issues. In pagicutoncerns were raised that the availability of
discretionary support during the crisis may haventdbuted into destabilising behaviour of fund
shareholders.

3% MICHAEL CHA & JONAS KOLK, Liqudity and Money Markets Against a Changing Ratguy
Landscapel(2) Investment Management Journal 55, (201%5ya#t the peak of their utilisation the US
government programmers lent $496 billion to moneykat funds and their investors. These programmes
also incurred $835 billion of credit exposure t@a@ntee corporate issuance in order to encourageyno
market fund to invest in such government-guaranseedrities.

397 Section 2.4supradescribed the role of money market funds in théajldinancial crisis of
2008/2010.

38 SEC Rel. No. IC-29138ee alssection 3.3nfra for the detailed discussion of these rules.

39 Changes are mandated under the Dodd-FrankS&sThe Dodd-Frank Act Pub.L. 111-203,
H.R. 4173 Title |Ill: Enhancing Financial Institution Safety nd Soundness at
http://www.aba.com/RegReform/RR3_overview.htm.

109



international funding market§® Under the new regime banks should be better disgithand be

less reliant on the short-term funding.

Nonetheless, unintended consequences of achidvasg tpolicy goals have resulted in a
dramatic reduction in short-term issuance due toemnegpensive access to the short-term market
for banks. While bank regulators encourage thedotgrm borrowing, the US money market
funds are obliged to maintain shorter duration ienweést more assets in securities maturing daily
and weekly. Given the divergent actions of bank amturities market regulators, the
contemporary landscape of the US money market faddstry is shaped by a regulatory
conundrum illustrated by exhibit 5.

Exhibit 5: Impact of regulatory reforms on the short-term markets***

Daily Weekly

Liquid Liquid Required Portfolio Required Portfolio
Assets  Assets Weighted Average Weighted Maximum Final
(10%) (30%) Maturity Average Life Maturity of Assets
Maturity
(Days)
0 1 7 30 60 90 120 397
—— M ket fund k short t
\\\I oney market runds seek shorter assets

Banks seek to extend liabilities >

In light of the regulatory conundrum, bank liquiditacilities and credit lines are

expected to become more expensive going forward.cbmmercial paper market is likely to be
negatively impacted by the punitive cost of thekbap liquidity arrangements, a must have for

the commercial paper issuarf@Many corporate issuers have already replaced-swnt debt

*0 seeBasel Ill Global Regulatory Framework and BaskLitjuidity Frameworksupranote 30.

01 Adoptedrom CHA & KOLK, supranote 396 at 60, Display 5.

92 This trend is already apparent in the statisticgtie US commercial paper outstanding. Since
its peak in August 2007 at $2.2 trillion, the comai@ paper outstandings declined to $1.1 trilioduly
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with long-term borrowings making it more challengjifor the US money market funds to find
high quality investments and diversification oppaities?®® A strong demand for money market
fund-eligible assets keeps yields earned by theselsf at depressed levé?s. The global
liquidity standards are still developing and thiegess is expected to take a few years, while

market experience and data are accumul&ted.

For the US money market fund manager, the new aégyl regime has already resulted
in scarcity of eligible investment options and disiébrium of supply and demarf® Too many
assets under management of the US money market aracchasing too few investment options.
The US money market fund average yield is at gohically lowest level prompting investors to
seek alternative ways to manage their ¢85fhe US money market fund industry today, in the
post-crisis environment, has found itself in the@toe of the regulatory storm and nearly torn
apart by divergent regulatory actions. The nextigecscrutinises the US money market fund
regulation in light of the most current amendmeagminst the backdrop of the US federal

securities law governing mutual fund activities.

3.3 US regulatory framework for money market funds

It is an important point in scholarship to reflect the existing regulatory framework. As
shown in section 3.3.1 that outlines a comprehensdgulatory scheme under the US federal
securities law governing activities of the US irvesnt companies and asset managers, money
market funds are simply not a case of “unreguldi@oks” as some academic stat&dSection

2011 Source: The Federal Reserve Economic Research and Dataailable at
http://www.federalreserve.gov/releases/cp/outstamtiim

3 CHA & KOLK, supranote 396 at 61.

94 At the time of this writing in July 2011the aveeagields of the US money market funds were
at 0.01 per cerffourcewww.imoneynet.conaccessean 19 July 2011.

5 See Basel Il Liquidity Frameworlsupra note 30. The Basel Committee on Banking
Supervision stated that “the standards will be pdas gradually so that the banking sector can ntove
the higher capital and liquidity standards whilparting lending to the economy”.

%% CHA & KOLK, supranote 396 at 61.

97 An average seven-day annualised yield for taxataey market funds stood at only 0.03 per
cent on 27 March 2012, according to iMoneyMetailableat http://www.imoneynet.com/

%8 BIRDTHISTLE, supranote 139 at 1197%ee alsdPAUL A. VOLCKER, Comment Letter to the
PWG's Report on Money Market Fund Reform Rel. N©-29497 (11 February 2011). The former
Chairman of the Federal Reserve Board of Governmkes an argument for bank regulation to be
applied to money market funds.
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3.3.2 focuses on Rule 2a-7, which provides a ldgéhition of the US money market funds and
sets forth investment and operational standardergowy these funds. Section 3.3.3 relates the
effect of the post-crisis changes to the financedulation on the US money market fund
industry.

3.3.1 US money market funds under the federal séitess laws

As an illustration of an argument advanced in secli.3.3, the US money market funds
are already tightly regulated under the overarchagal framework of the federal securities laws
that comprise four principal statutes: the Sea@sithct of 1933, the Securities Exchange Act of
1934, the Investment Advisers Act of 1940 and thestment Company Act of 194%. The US
mutual funds, including money market funds arehiemnore subject to most of the requirements
that apply to corporate issuers under the Sarb@mésy Act of 2002*° These laws are
administered by the US Securities and Exchange Gssion, the primary regulator of the US
money market funds. The Dodd-Frank Wall Street Refand the Consumer Protection Act of
2010 - although this does not specifically targatual funds — could also affect the US money
market funds in a significant wéy" Section 3.3.2 relies upon the current versionthefUS
money market funds regulation, which still contare$erence to credit rating agency ratings.
Section 3.3.3 includes a discussion of the possibfdications of the Dodd-Frank Act for the

US money market funds.

The Investment Company Act of 1940 regulates theicgire and operations of
investment companies and, therefore, is essemsiahé US money market fun&€. The

Investment Company Act addresses their capitalcttre, investment activities, operational

“915 U.S.C. § 77a et seq. Securities Exchang@®t934 amend. 15 USC §§ 78a-78kk
;Investment Advisers Act of 1940 amend. 15 USC @&-8 - 80b-21 15 U.S.C. § 80a-1 et seq.

0 sarbanes—Oxley Act of 2002 amend. 15 USC 720é&cgt s

*1 The Dodd-Frank Act Pub.L. 111-203, H.R. 4173 Fxaraple, Section 939A of the Dodd-
Frank Act directs the US governmental agenciesctise references to rating agency ratings fronr thei
rules. At the time of this writing, the discussezttton has not yet been implement&&eReport on
Review of Reliance on Credit Ratings As RequiredSegtion 939A(c) of the Dodd-Frank Wall Street
Reform and Consumer Protection Act (US Securitied Exchange Commission July 2011) [SEC
Reliance on Credit Ratings Study]. The study oatlirproposed changes to the US Securities and
Exchange Commission’s rules and regulation elinmgateferences to and reliance on rating agency
ratings. The comment period for the study endeti>8eptember 2011.

*2 Rule 2a-7 that codifies the compliance requiresiéot the US money market funds is
promulgated under the Investment Company Act 00184 amende&eel7 CFR § 270.2a-7
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practices and the duties of fund boards. The Ssesihct of 1933, often referred to as fheith

in Securities Agtregulates public offerings of securities. Mut@hds, which are open-ended
investment companies, continuously issue theireshand, therefore, are subject to disclosure
requirement set forth by the Securities Act. Spealify related to the US money market funds
and other mutual funds, the Securities Act provittest fund investors should be furnished
financial and other material information such asdfuprospectuses. It also prohibits
dissemination of deceptive information, misrepréstton and other fraud in the sale of
securities™® The Securities Exchange Act regulates tradingchmse and sale of securities,
including money market fund shar@4.It also governs corporate reporting and disclosare

S415

proxy materials:” The Investment Advisers Act, among its other airaguires asset managers

of the US money market funds to register with teeusities and Exchange Commissfoh.

The US money market funds must be registered iighUS Securities and Exchange
Commission by filing a form that spells out the disminvestment objectives, policies and

pertinent risk$!’

The US money market funds are organised undewithdil US state law
either as a corporation or a business trust wighexified minimum level of capitat® The fund
shares cannot be publicly offered unless minimurpitak requirements are satisfiéd. In
addition, the Sarbanes-Oxley Act seeks to improvestor protection by assuring accuracy and

reliability of corporate disclosuréé’

As one can see from the panoply of rules coveriragtirally every practical aspect of

investment, operations and even terminology, momeyket funds are already abundantly

#1315 U.S.C. § 77a et seq. Sections 10 andSE2 alspU.S. SECURITIES AND EXCHANGE
CommissioN, The Laws That Govern the Securities Industry (May 3, 2010), _at
http://lwww.sec.gov/about/whatwedo.shtml#laws.

*14 Securities Exchange Act of 1934 at Section 9.

*51d. at Section 14.

#1915 USC §8§ 80b-1 et seq. Section 203. Prior tceti@ctment of the Dodd-Frank Act of 2010
those advisers with relatively low assets under agament were exempt from the registration
requirement. Hedge fund managers relied on thisnpken to avoid the registration. The Dodd-Frank
Act of 2010 has virtually eliminated registratiomeenptions. Registration exemptions still exist for
private equity and venture capital fund managerign private advisors and other entities.

#1715 U.S.C. § 80a-1 et seq. Rule 8b-5.

8 See generallyROBERT A. ROBERTSON Fund Governance: Legal Duties of Investment
Company Directors (Law Journal Press 6 ed. 2005).

#1915 U.S.C. § 80a-1 et seq. Section 14(a). An imvest management company must have a net
worth of at least $100,000.

#2015 U.S.C. 7201 et seq.
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regulated. The following six sections offer an gpth discussion of six core principles that
provide a strong foundation of the regulatory framek for the US money market funds. These
principles are fund governance, disclosure requergs) protection of funds’ assets, restriction
of leverage, prohibition of affiliated transacticsrsd asset valuation.

3.3.1.1 Governance: board oversight and manageraotability

The US money market funds are subject to a systeowaysight from both internal and
external sources. Internal oversight includes ®afddirectors or trustees, depending on the
fund organisational structure, and a compulsory gi@nce programme. External checks are
provided by the US Securities and Exchange Comansgith periodic examinations of asset
managers, the Financial Industry Regulatory Assioriaan independent regulator of the US
securities firms, state securities regulators adépendent public accounting firff3.The great
majority of the oversight measures are a partlmfoad framework encompassing the US money

- 422

market funds together with types of investment canigs:““ However, boards’ duties with

respect to money market funds specifically entitain additional responsibiliti¢é>

The first layer of a mutual fund internal oversigkt a high level of fund board
independence. As opposed to boards of operatingpani®s, at least 40 per cent of members on
a mutual fund board must be independent, or nog laay significant business relationship with
the fund asset manager or its underwfiféAs a matter of the best practice, the majorityualt
funds currently have a much higher level of indefgeice’® This structure with an emphasis on
independence empowers fund boards to achievedbesrobjectives of mitigating the conflict of
interest between the fund asset manager and shdeehoThe Investment Company Act

imposes additional responsibilities on independimctors, which include approving fund fees,

2L The Financial Industry Regulatory Associationdsufsed on oversight of securities firms and
registered securities representatives. In that itole involved in overseeing sales practices oftual
funds shares and examining related sales literatuviore information is available at
http://www.finra.org/

22 See generallROBERTSON  supranote 418.

23 SeeSection 3.3.2nfra.

2415 U.S.C. § 80a-1 et seq. Section 10(a).

25 |Cl Factbook 2010supranote 150 at Appendix A. At the end of 2009, alm@iper cent of
fund families had independent members comprisirigest 75 per cent of boards.
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overseeing fund performance and its compliancerprome??® Written policies and procedures
aimed at preventing violations of the federal sii@s laws encompass the second layer of an

internal oversight.

A mutual fund is required to designate a chief cbhamge officer in charge for designing
and administering these policies. Compliance padianust be reviewed by the fund board at
least annually for their adequacy and effectivefi€s3he chief compliance officer reports
directly to the boar8?® External oversight checks include periodic exaioms and
enforcement actions as warranted and administesedhb US Securities and Exchange
Commission as a primary regulator and inspectidrifi® state securities regulatdfs. Bank-
affiliated funds could be subject to banking retig An additional external check comes from
an independent public accounting firm auditing fsnennual financial statemerit®. Fund

officers must certify accuracy of financial statertseas required by the Sarbanes-Oxley“Att.

3.3.1.2 Disclosure

Section 1.2 highlighted a close association ofUllsesecurities law and regulation with
the neoclassical economic theory emphasising serficy of information as a prerequisite of the
market activitiesi.e., information asymmetry constrains market activif&Consistent with this
theory, the US mutual funds are subject to extensiformation disclosure requirements. The
overarching goal of the disclosure regime is tormaffa mutual fund investor a fair opportunity to
determine the expected risk of her investmentsrefbee, a fund prospectus, the main disclosure

document, is required to be delivered to each fahdreholder upon the sale of the fund

% See generallROBERTSON  supranote 418.See also Frequently Asked Questions About
Mutual Fund Directors, Investment Company Institute. (2011), _ at
http://www.ici.org/idc/policy/governance/fag_fund\g idc.

*2" ROBERTSON supranote 418 at 9-81.

%817 CFR § 270.38a-1 Compliance Procedures andig¥aaif Certain Investment Companies
(2003).

29 |CI Reportsupranote 21 at 32.

#3015 U.S.C. § 80a-1 et seq. Section 30(g).
#8115 U.S.C. 7201 et seq.
32 AKERLOF, supranote 59.
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share$®® According to the industry survey, US mutual funddstors consider, on average, nine
discrete pieces of information about a fund befioneesting®** Information related to fund

charges is known to be on the forefront of investmquiries’°

The US mutual funds, including money market fumdaintain their prospectuses current
by re-filing them annuall§*® An annual update includdster alia any changes to fund’s
investment goals and objectives, fees, discourdgfglio turnover rate, principal investment
strategies, risks and performance dafaTo facilitate investor focus on key investment
parameters, mutual funds may provide investors witlsummary prospectus”, while making
other pertinent information available on the Ingtrar by post upon request and without charge.
Moreover, mutual fund investors benefit from thetcalised electronic data gathering system
administered by the US Securities and Exchange Qssion®*® Fund registration statements,
prospectuses, updated statements of additionalniaftton, audited annual financial statements

and many more information are available to investbrough this data system free of chdrie.

In effect, the US money market funds are subjecéwen more extensive disclosure
regime than any other mutual fund. The 2010 amentkrte the rules governing money market

fund activities included requirements for monthéporting of holdings on fund websites and for

%3315 U.S.C. § 77a et seq. Section 5(b)(2). Thisiirement covers sales of any registered
securities. Mutual fund shares are mentioned adaies of this requirement only due to the research
focus on money market funds.

3 Understanding Investor Preferences for Mutual Finfdrmation: Summary of Research

Findings (Investment Company Institute 2006) at . 2Available at
http://www.ici.org/pdf/rpt_06_inv_prefs _summary.patfcessed on 20 March 2011.
*1d. at 3.

%% 15 U.S.C. § 77a-10 Information Required in Proggec Mutual funds amend their
registration statements within four months after &#md of their fiscal year due to restriction oe 0$
financia4|3i7nformation that is more than 16 months o

Id.

3 SeeSEC Rel. Nos. 33-8998:; IC-285&hhanced Disclosure and New Prospectus Delivery
Option for Registered Open-End Management Invedt@empanies¥4 FR 4546 (26 January 2009ee
alsolmportant Information About EDGARBS Securities and Exchange Commission (16 Feb2@t9),
at http://www.sec.gov/edgar/aboutedgar.htm. .

39 |CI Factbook 201Gupranote 150 at Appendix A. The US mutual funds alsbliply file
their quarterly reports disclosing portfolio holggmand selected financial statements and discloge h
they voted on specific proxy issues.
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monthly reporting to the US Securities and ExchaBgenmissiorf*°

Such disclosure regime
goes a long way in enhancing investor protectiomdtyonly empowering individual investors to
make better investment decisions, but only enalpuglic scrutiny of investment behaviour of
fund managers. It can therefore be consideregoas disclosurdas mentioned in section 1.2;

see alsanfra sections 5.2 and 6.2).

3.3.1.3 Safekeeping of fund assets

The US mutual funds maintain their assets in cyst®hregated from assets of their
management firms. Rules on asset segregation @odaiéation play a vital role in protecting
mutual fund investors and comprise a mechanismdenh@revention of fraud-based losses. The
US Securities and Exchange Commission regularlggmate Ponzi schemes and other frauds
involving misappropriation of clients’ assets irsderegulated investment produttsThe US
money market funds, subject to the strict custadgs; normally keep their assets with a US
bank custodiafi** Today the US largest custodians are full-serviaaks and provide a full
range of services from safekeeping of fund assetaxt withholding and transfer agency support
to securities lending*® Custodians settle fund transactions, price assaksylate the fund’s net
asset value, receive dividends and pay fund expefi$e US money market fund boards are
charged with oversight responsibilities for appnavand monitoring custodial arrangemefifs.

*09 SEC Rel. No. IC-2913Money Market Fund Reforid5 FR 10060 (Mar. 4, 2010) at 10088.
See alsdl7 CFR § 270.30b1-7 Monthly report for money mafkads (75 FR 10060, 10117 4 March
2010).

*1 There is no shortage of recent examples of theSg&urities and Exchange Commission
charges against organisations and individuals nmgusivestors’ funds in less regulated investment
products. In the infamous case of Bernard Maddttszi scheme, Bernard Madoff's own brokerage firm
kept custody of clients’ assets and processedakdrades inside the firm thus allowing the fraBde,
e.g.,ALEX BERENSON& DIANA B. HENRIQUES Wall Street Magic Morphs to FrautNew York Times
14 December 2008Available at http://www.commercialappeal.com/news/2008/dec/1#/stamagic-
morphs-to-fraudaccessed on 22 March 2011.

#4215 U.S.C. § 80a-17(f)

*3 The largest US custodial banks used by money réukels include, but not limited to, the
State Street Bank and Trust Company, JP MorganeCHgemk of New York Mellon and Wells Fargo
Bank.

44 ROBERTSON supranote 418 at 9-42.
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3.3.1.4 Restriction of leverage

The basic tenet of the Investment Company Act fster simplicity of a fund structure,
which could be easily understood by its investdise US mutual funds are prohibited from
issuing senior securities that take a priority otree fund’s common stoék® Thus the US
money market funds incur no leverage and maintastraightforward capital structure — their
securities are owneplro rata by investors. Simple and transparent capital &irachelped the
US money market funds to weather a storm of firere-leveraging that started in 2007, when
certain types of investment vehicles incurred ¢esphic losses due to leverafé.Money
market funds may, however, borrow from a bank megtithat the amount of borrowings does

not exceed one-third of the fund’s total asééts.

Nevertheless, many US money market funds volugtgol beyond the regulatory limits
on borrowings by adopting policies that furthertries their ability to use borrowed capital. For
example, funds often adopt a policy that they withrow only as a temporary measure for
extraordinary or emergency purposes and not foesmaent in securiti€é® Once a fund has
adopted these policies, they cannot be changeautithe approval of fund shareholdéts.By
virtue of these regulatory limitations and adoptvw@untary measures the US money market

funds maintain a simple all-equity capital struetwith no permanent leverage.

3.3.1.5 Prohibition of affiliated transactions

Enacted on the heels of the stock market crasiO29,1the Investment Company Act

contains a number of provisions prohibiting tratisss between a mutual fund and fund

#4515 U.S.C. § 80a-18 Capital structure of investnoemipanies

*° FCIC Report supra note 27 at 252-3. For example, SIVs, a highly faged investment
vehicles experienced catastrophic losses and hiael liquidated. By 2011, SIVs have no longer existe

“715U.S.C. § 80a-18

*8 See, e.gFederated Prime Obligations Fund Annual Sharehdtégort (Federated Investors
31 July 2010) at 25. A money market fund annuabregtates that an available credit line is intehfie
emergency purposes only, primarily to meet redesngbayments.

#4915 U.S.C. § 80a-13 Changes in Investment PolBgction 13(a) of the Investment Company
Act, a fund’s policies on borrowing money and isgusenior securities cannot be changed without the
approval of fund shareholders.
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insiders or affiliated organisatiorf§8° The US Securities and Exchange Commission’s stiidy
the investment management industry, conducted i89,1%ncovered various ‘abuses and
deficiencies’ in the fund busine$¥. The shape of investment management regulation was
largely formed by the finding of that study. Foraexple, provisions related to affiliated
transaction are designed to eliminate the ‘seesritiumping’ problem and other abuses of the
1920s, which eventually led to the stock markelapsie?>?

In a contrast to the general thrust of the Investn@ompany Act, the 2010 amendments
to the rules governing money market fund activiiigsoduced an exemption for affiliaté&s.
Sponsors of the US money market funds are permitteder specific conditions, purchase
securities from their affiliated funds? This provision serves to facilitate financial soppof the
US money market funds by their strategically mdedasponsors if the stability of the fund net
asset value is threaten&ad.

3.3.1.6 Daily valuation and liquidity

Mutual fund regulatory regime assigns a particuigportance to portfolio asset pricing
and portfolio valuatio®® Shareholders expect mutual funds to provide liguidind an

%015 U.S.C. § 80a-2 Definitions Section 2(a) pdes a definition of affiliates. For example, a
corporate parent of the fund’'s asset manager waeilkcbnsidered an affiliated organisation.

*>1 ROBERTSON supranote 418 at 1-42.

%5215 U.S.C. § 80a-17 Transactions of Certain Afélth Persons and UnderwritersSee also
FINK, (2008) supranote 143 at 44 — 45. Section 17(a) prohibits faddsors from selling securities to or
buying securities from the fund they manage to @mévfund advisors from ‘dumping,” or selling
unwanted securities to the fund. For the same nsasmnds may not purchase securities from an
underwriting syndicate if the fund advisor is a neemof the syndicate.

53 SEC Rel. No. IC-2913Money Market Fund Reforrii5 FR 10060

%54 17 CFR § 270.17a-9 Purchase of Certain Securfresn a Money Market Fund by an
Affiliate, or an Affiliate of an Affiliate Rule Ta-9 exempts certain purchases of securities fromraey
market fund from Section 17(a), if the purchaseeiis equal to the greater of either the security’s
amortised cost or market value, including accrugerést in both cases.

% See, e.g.SHILLING, MMF Support Reportsupranote 156. Since early 1980s, there were
multiple instances of financial support to the USnmy market funds. Normally, the fund’'s corporate
parent would purchase impaired securities fromftimel or inject cash in the fund portfolio in order
prevent the fund’s net asset value decline belo®@®See alssection 3.3.2nfra reporting on the details
of support arrangements.

5% See generally/aluation of Portfolio Securities and other Assd&dd by Registered Investment
Companies — Select Bibliography of the Divisionlmfestment ManagementS Securities and
Exchange Commission. (8 July 2011), ftp://www.sec.gov/divisions/investment/icvaluatiotm.
Accessed on 29 July 2011.
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objective valuation based on the current marketepif the fund assets. As required by
regulation, mutual funds mark their asset to madat calculate net assets value of frequent
basis, most often daiff’ The daily pricing process is a critically importamspect of fund

operation as it ensures fair and equitable treatroéfund shareholders and enables them to
purchase, redeem or exchange fund shares on dasig.bMoreover, fund shareholders are
expected to be paid promptly upon redemption — alutitnds may not suspend redemptions or
delay payments for more than seven d8§ysTo ensure that the requirement of timely
redemption is met, the US Securities and Exchargamiission guides mutual funds to have at

least 85 per cent of their assets in liquid seiesft®

Notwithstanding this general framework, the US mponmerket funds are set apart from
other mutual funds with respect to both asset Vi@naand liquidity requirements. Rule 2a-7
under the Investment Company Act permits a monerketdund to maintain a stable price per
share using other accounting methods besides griportfolio assets according to market
prices?®® Liquidity requirements applied to the US money kearfunds are significantly more
stringent relative to other mutual funt®s.Section 3.3.2 below delves into specific regulated

elements of money market fund investment and ojp@tpractices set forth by Rule 2a-7.

The six pillars of collective investments regulatidiscussed in this section are often
cited as its major success factor promoting inveptotection, market integrity and financial

innovation:

%5715 U.S.C. § 80a-22 Distribution, Redemption, amp®Rchase of Securities; Regulations by
Securities Associations and 17 CFR 8§ 270.22c-tirgyiof redeemable securities for distribution,
redemption and repurchase and 17 CFR § 270.2afiditiom of "Current Net Asset Value" for Use in
Computing Periodically the Current Price of Redelglm&ecurity Net asset value of a mutual fund is
arrived at by dividing the total market value oéttund assets net of liabilities by the numbertadres
outstanding.

%815 U.S.C. § 80a-22 Section 22(e) prohibits fuinds suspending the right of redemption, or
delaying payments for more than seven days exodjphited circumstances.

%9 SEC Rel. No. IC-18612 (57 FR 9828 20 March 19823ecurity is generally deemed to be
liquid if it can be sold or disposed of in the araly course of business within seven days at
approximately the price at which the mutual fund falued it.

%917 CFR § 270.2a-7

%1 SEC Rel. No. IC-29132 at II.C. The US money maflsads may not invest more than five
per cent of their assets in securities considdiigghid. Moreover, money market funds must invetst a
least 10 per cent of their assets in securitiemeeéfas daily liquid and at least 30 per cent efrthssets
in securities defined as weekly liquid.
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The securities laws seek to protect investorsfurad managers. Thus, the securities laws
are centred on full and fair disclosure, prohilsisoon conflicts of interest and public
enforcement proceedings in the case of violati®hs. securities laws do not seek to limit
entry into the fund business, or to protect fundhaggers from competition, or failuf®?

Even though the scope of the quote referring @oUB securities law is broader than my
research subject, the overarching legal framewarkeging money market funds reflects the
strength of the regulatory regime through a calisklto the wide acceptance of these funds by
investors and the size of the assets under managé&he next section examines the specific

details of the US money market fund regulation.

3.3.2 Legislative history of Rule 2a-7

Rule 2a-7 was adopted in 1983 and served to cdddéyUS Securities and Exchange
Commission’s previous orders permitting certaindsiio deviate from the rule of daily asset
pricing provided certain conditions are M&tThus the main purpose of Rule 2a-7 is to establish
investment and operational parameters for the USemanarket funds under which they may
use two alternative pricing methods in lieu of prictheir assets according to market prit%s.
An earlier discussion of the origin and developmeinthe US money market funds in section
3.2.1 has presented these two valuation methodd bgethe US money market funds —
amortised costind penny-roundingmethods'®® Importantly, any fund that markets itself as a
money market fund in the US must comply with thevisions of Rule 2a-#’

The hallmark of Rule 2a-7 is its risk-limiting priewons that are designed to restrict fund

exposures to various investment risks by estaligsspecific objective and subjective criteria

%2 MATTHEW P. FINK, The Price of Subjecting Mutual Funds to Bank Retipra Institutional
Investors, (April 2010).

%3 Section 3.2.upraillustrates the type of money market funds anetassnder management
of these funds.

%4 SEC Rel. No. IC-10451 (26 October 1978). Theglrconditions included a limit on final
maturities of portfolio securities — within one yeaatification of appropriate liquidity policiesnd a
regular review of valuation methods by the fundiatal. See alscCook & DUFFIELD, (1979) supra
note 147 at 21.

917 CFR § 270.2a-7

*%° Supranote 364 and accompanying text.

%717 CFR § 270.2a-7 at (b). No fund can hold itself as amoney market fundinless it
complies with the risk-limiting provisions set forby the rule. Use of such termsaash, liquid, money,
ready asset®r similar terms in the fund’s title suggestingttithe fund is a money market fund also
behoves the fund to comply with the rule.
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with respect to quality, diversification, maturignd liquidity of the fund asset®® The risk-

limiting provisions seek to minimise the likelihoofla money market fund failing to maintain a
stable price per share. Although since its adoptiod983 Rule 2a-7 had been meaningfully
amended four times, the broad risk-limiting proers and the oversight by the Board of

Directors or Trustees have always been its hallef&rk

The majority of revisions to Rule 2a-7 were prondpbg market events that from time to
time exposed shortcomings and weaknesses in thenbl®&y market fund regulation. Some
other amendments were needed to accommodate fahangbvations affecting money market
fund portfolio management. The rule was first angeghth 1986 to permit money market fund
investments in long-term adjustable rate secunigls structured features limiting their interest
rate risk?’® Structural features included a put option or a alesnfeature that would allow a
money market fund to tender the security back ® ifsue at a short noti¢€. This change
somewhat liberalised the original restriction ofmag market fund portfolio investments to only
those securities maturing within one year and festethe development of the short-term

municipal markef’?

The US credit market in the mid-to-late 1980s sawnuember of negative credit

developments for commercial paper issfétsThe US money market funds found themselves

%8 OHLBAUM SWIRSKY. supranote 104 at 48 — 49. Rule 2a-7 establishes twestyy criteria
with respect to its risk-limiting provisions — amdbjective minimum standards and a principle-based
standard, which is subjective in nature. This apphoensures that the rule does not allow a patfoli
manager to hide behind the minimum acceptableri@jtbut requires a determination whether a more
stringent self-imposed standard is more appropgaten a particular portfolio.

%9 1d. at 198 — 200See alsoMAJORIE S. RIEGEL, Special Duties of Money Market Fund
Directors, in Fund Governance: Legal Duties of Investment Comgdainectors, (Robert A. Roberson
ed., 2005). at 11-4.

*“SEC Rel. No. IC-14983 (12 March 1986).

*ILuo, supranote 272. The most typical notice period is sesay, but could be as short as
one day or as long as one year. Money market ftreds a demand feature or a put option like angroth
portfolio security for their credit quality and @isification tests.

"2 Seesection 2.3.2.4uprafor a discussion of money market fund benefitital government
and municipal borrowers.

473 SHILLING, MMF Support Reporsupranote 156 at 4, Figure 2. Commercial paper issuers
including Integrated Resources, Inc., Mortgage fged@fust and Drexel Burnham defaulted on its
financial obligations. The MNC Financial Corp. fdaeredit deteriorations.
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holding securities issued by those borrowers whwsdit quality was significantly impairéd*
These events prompted the US Securities and Exeh&@uammission to revise Rule 2a-7
imposing an objective minimum credit quality andetsification standards for money market
funds?” The US money market funds now could only investdnurities that were rated in one
of the highest two short-term rating categories Ngtionally Recognised Statistical Rating
Organisations, normally referred to as credit mtmgencie$’® Those funds investing in
commercial paper were also required to diversiirtmvestments allocating no more than five
per cent of portfolio assets in securities of ang essuer except for securities issued by the US

government.’

Even more stringent diversification requirementsenestablished with respectsecond
tier securities, or those securities rated in the stahort-term rating category by credit rating
agencie$’® From this point on, the US money market funds latgu adopted credit ratings
seeking to provide an objective criterion of minimeredit standard for these funds. The next
Section 3.3.3 will discuss currently proposed amests to Rule 2a-7 required under Section
939A of the Dodd-Frank Act that seek to remove rexfees to and reliance on credit rating in
the US Securities and Exchange Commission’s ruldsregulationd’® In addition to credit and
diversification standards, amendments introduced981 codified the use of the temmoney
market fundmaking it “unlawful for any investment company liold itself out as a money

market fund unless it meets the risk-limiting cdiudis of the rule®® This amendment

" 1d. at 4, Figure 2. A number of money market fund spos bailed out their funds holding

commercial paper issued by those entities whoséditcgality significantly deteriorated. No money
market fund shareholders suffered losses due se thaverse credit developments.

"5 SEC Rel. No. IC-18005 (20 February 1991).

47817 CFR § 270.2a-7 at (a)(12). The rule generatfjnes areligible securityas a rated security
with a remaining maturity of 397 days or less thes received a rating from certain nationally rexeed
statistical rating organisations in one of the tighest short-term rating categories.

7 1d. at (c)(4)(i)(A) and (B). The section provides dkdiportfolio diversification criteria for
various types of money market funds. Generally, @yomarket funds are allowed to hold up to five per
cent of their assets in securities issued by aivithehl first tier issuer.

"8 |d. at (c)(4)(i)(C). Money market funds can hold no e¢han one half of one per cent in
securities issued by an individusdcond tielissuer.

*’9 SEC Reliance on Credit Ratings Stwslypranote 411. Section 939A under the Dodd-Frank
Act directed the US Securities and Exchange Coniomisand other regulatory agencies to reduce
reliance on credit ratings in its rules and regate.

*%9 SEC Rel. No. IC-18005
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restricting the use of theoney market fundesignation established a legal definition of ¢hes
funds in the US.

In 1996 the US Securities and Exchange Commissiodified Rule 2a-7 to address
weaknesses in money market fund operations thanbeapparent upon the Orange County
bankruptcy*®' Securities issued by Orange County were mostlyg lbgl tax-exempt money
market funds. Thus, the 1996 Rule 2a-7 revisiomsfacused primarily on the risk-limiting
provisions applicable this type of funtfé. There was also a new rule adopted that facilitated
purchases of impaired securities out of money maflied portfolios by their affiliate®?
Changes to Rule 2a-7 adopted in 1996 turned dog &0 confusing for industry participants that

the Commission had to suspend the compliance dite developing technical correctioff$.

During the following ten years until 2008, Rule 2dias remained largely unchanged
with only few technical amendments related to sjredefinitions?° It was a period of steady
growth for the US money market funds as investetteb recognised their utility. Then in 2008
the floodgates opened. Section 2.4 described ticemistances that culminated in a run on the
US money market funds in September 2008. In theewadkthe turmoil, regulators have called
for a broad reform of the US money market fund stdu The reform was envisioned as a two-
step process that included improvements to prualeniles administered by the US Securities
and Exchange Commission and, potentially, a whtdeslaange to the structure of the money
market fund industry.

3.3.3 Post-crisis US money market fund reform

This section reports on the changes to Rule 2aflemented in May 2010, which
comprised the immediate policy response to the atarkrmoil. This response was mainly

focused on enhancing the existing risk limiting @itions and fund oversight with no changes to

1 SeelCl Reportsupranote 21 at E-161.

*®2 SEC Rel. No. IC-21837 (21 March 1996)

8317 CFR § 270.17a-9 Purchase of Certain Securifresn a Money Market Fund by an
Affiliate, or an Affiliate of an Affiliate

% SEC Rel. No. IC-22921 (2 December 1997). The @8uBties and Exchange Commission
adopted technical amendments to Rule 2a-7 modiyecdkto the treatment of structured and synthetic
securities. It also clarified how money market feir@dlculate and present short-term total returtiéir
marketing materials.

85 OHLBAUM SWIRSKY. supranote 104 at 199 — 200.
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the industry structure. The Investment Companyitlist led the industry response with its
Report of the Money Market Working Group issued dh March 2009%° The report
recommended tightening existing investment stargdandluding maturity requirements and
credit quality criteria. It also recommended neansgiards for managing portfolio liquidity, stress
testing and disclosure. The ICI Report recommeridatimoney market fund boards were given
an authority to suspend redemption temporarily revent fire-sale of fund assets and ensure

equal treatment of shareholders.

In June 2009 the President Obama administratiosased its “A New Foundation”
blueprint for rebuilding financial supervision amegulation. The blueprint directed the US
Securities and Exchange Commission to “move forwaath its plans to strengthen the
regulatory framework around money market furtfé'The first step in this plan was “to reduce

$¥® The blueprint also

the credit and liquidity risk profile of individuahoney market fund
advised the President’s Working Group on FinantMalrkets to prepare a “report assessing
whether more fundamental changes are necessamyrtteelf reduce the money market fund
industry’s susceptibility to runs”, such as elinting the ability of money market funds to use a
constant net asset value or requiring these futmleBtain access to reliable emergency liquidity

facilities from private source$®’

The President's Working Group on Financial Marketteased its report outlining
options for fundamental reforms of the US moneykeafunds industry in October 2010. At the
time of writing, no radical changes to the industtyucture have taken place. However, any of
the proposed options would undoubtedly change thg money market funds have been
operating for the last 40 years. Section 3.4 dsesighe future of the industry in light of the
currently debated regulatory proposals outlinethm President’s Working Group on Financial
Markets.

86 See generallyCl Reportsupranote 21.

“87"A New Foundation" Reposupranote 2 at 12.
“®81d. at 12.

*®91d. at 12.
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3.3.3.1 Portfolio management: quality, diversificah, maturity and liquidity

The money market fund industry response to the etatkrmoil presented in the
Investment Company Institute’s report served adaatiisg point for the US Securities and
Exchange Commission’s amendments to Rule 2a-7.Z0i® amendments were “designed to
make money market funds more resilient to cert&iortsterm market risks, and to provide
greater protections for investor§® These policy goals were achieved through a nunober
enhancements discussed in this section. First, Ral& imposed risk-limiting standards on
money market fund management practices. These astimgresented in Exhibit 6 relate to
quality, diversification, maturity and liquidity dninclude both subjective and objective

criteria’*

Exhibit 6: Risk-limiting provisions of the US money market furds*®?
Elements Provisions
Quality Subjective standard:

Limits investments to securities that presaimimal credit risk&*

Objective standard:

At the time of acquisition, each security musglbeeligible securit{?*

“9SEC Rel. No. IC-29132 75 FR 10060 at 10060.

1 SEC Rel. No. IC-14607 (1 July 1985) at n. 25.¢éfhare basically two types of risk which
cause fluctuations in the value of money markedfpartfolio instruments: market risk, which prinigri
results from fluctuations in the prevailing intereste, and credit risk. In general, instrumentthwhorter
periods remaining until maturity have reduced markgk...Similarly, instruments which are of higher
credit quality have lower credit risks and tendltmtuate less in value over time than instrumevigch
are of lower quality” See also supraote 468 for an explanation of the objective augjective criteria in
Rule 2a-7.

492 Addoptedfrom OHLBAUM SWIRSKY. supranote 104 at 48 — 49.

9317 CFR § 270.2a-7 at (c)(3)(i). Although Rule 2dées not provide an exact definition of
minimal credit riskymoney market funds are required to invest onljhose securities presentingnimal
credit risk See als®HLBAUM SWIRSKY. supranote 104 at 50 — 53. In 1989 and 1990 the US Sexsuri
and Exchange Commission provided guidance relatetadtors that could be taken into account in
making a minimum credit risk determination.

49417 CFR § 270.2a-7 at (a)(12). Atigible securityis determined by a reference to its maturity
and credit quality. Money market funds must invastleast 97 per cent of their assetsfiist tier
securities. Afirst tier security is a security that is rated by a credliing agency in the highest short-term
rating category for debt obligations or unratedusiég that is of comparable quality. Up to 3 pentof
fund’s assets could be investedsicond tiersecurities. Asecond tiersecurity is a security that is rated
by a credit rating agency in the second highesttg¢bom rating category for debt obligations.
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Maturity Subjective standard:

Maintain portfolio maturity consistent with a stahblet asset value

Objective standard:

Each first tier security must mature within 397 days; easkecond tier
securitymust mature within 45 da$/s

Weighted average maturityay not exceed 60 days
Weighted average lifmay not exceed 120 ddy$

Liquidity Subjective standard:

Sufficiently liquid assets to meet reasonable feeeble redemptions

Objective standard:

Invest no more than 5 per cent of total assettiguid securitie4®®
Invest at least 10 per cent of total assetkity liquid asset§®

Invest at least 30 per cent of total assetgéekly liquid asset®

As shown in exhibit 6, the objective standard o# tiredit quality criteria relies on a
determination of eligibility which, in turn, restsn credit ratings assigned by rating agencies.
Establishing this process, the US Securities anch&xge Commission sought to use credit
ratings as an objective benchmark of credit qualityis approach is expected to be reformed in

the near future to meet the requirement of the Bedohk Act to “remove any reference to or

*91d. at (c)(2)(i) and (3)(ii). US government adjustatidée securities may have longer maturities
as long as the variable rate of interest is re&eljuat least every 397 daySeel7 CFR § 270.2a-7 at
(d)(2).

4917 CFR § 270.2a-7 at (c)(2)(ii). A money marketdis weighted average portfolio maturity is
calculated by multiplying a number of days to migyuof each holding, or a number of days to thetnex
reset date for floating rate securities, by doli@ights of each holding. Exceptions are made fdiaoe
adjustable rate securities.

*71d. at (c)(2)(ii). A money market fund’s weighted azge portfolio life is calculated by
multiplying a number of days to maturity of eachdiag by dollar weights of each holding.

“B1d. at (c)(5)(i).

*91d. at (c)(5)(ii). Daily liquid assetsnclude cash, direct obligations of the US govesntrand
securities that will mature or are subject to d wadthin one business dageel7 CFR § 270.2a-7 at
(a)(8).

%017 CFR § 270.2a-7 (c)(5)(iii)Veekly liquid assetsclude cash, direct obligations of the US
government, securities issued by US governmentaeeiif issued at discount and have a remaining
maturity within 60 days and securities that willtom@ or are subject to a call within five busindssy.
Seel7 CFR § 270.2a-7 at (a)(32).
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requirement of reliance on credit rating®.Credit ratings are expected to be substitutedhfor
alternative standard of credit-worthiness thates tp be determined? In addition to the main
subjective and objective criteria with respect toney market funds’ asset credit quality, Rule
2a-7 contains a number of special provisions rdl&tesecurities’ call features or guarant®es.
Rule 2a-7 also restricts money market funds tostiments in US dollar-denominated securities

only thus eliminating foreign currency ris¥

Rule 2a-7 seeks to minimise credit risk of a momayket fund portfolio as a whole by
imposing strict diversification standards. Funds generally limited to five per cent of total
assets invested in a single isstféHowever, investments isecond tieissuers are limited to
0.5 per cent of total assets in a single is8%awith these two major diversification tests, Rule
2a-7 affords a number of exceptions to special 2ype securities including US government
securities, shares of other US money market fumdpurchase agreements, asset-backed
securities and securities whose credit qualitynisamced by a third party obligd¥. In practice,
money market fund portfolios are generally well efsified across a number of individual
issuers yet highly concentrated in the financiat@e® It is the nature of the short-term market
dominated by financial issuers that caused a haghllof sector concentration for money market

funds.

For example, non-financial issuers comprised omy51per cent of all outstanding
commercial paper in July 2011, according to staistollected by the Federal Reset&The
other 85.5 per cent was issued by financial estitend asset-backed programmiés.

Furthermore, money market funds invest in bankdifaate of deposits and enter repurchase

%1 The Dodd-Frank Act Pub.L. 111-203, H.R. 4173 Sec39A.

%2 SEC Reliance on Credit Ratings Stusiypranote 411.

%3 OHLBAUM SWIRSKY. supranote 104 at 31 — 32.

%417 CFR § 270.2a-7 at (c)(3)(i).

*%1d. at (c)(4)(i)(A) and (B).

*%1d. at (c)(4)(i)(C).

7 OHLBAUM SWIRSKY. supranote 104 at 32 — 34.

% BAKLANOVA & SHILLING, (2004) supranote 258 at 4, Fig. 4. In December 2003, the 10
largest US prime institutional money market fundsgested close to 98% of their total assets in the
financial sector.

:2 Availableat http://www.federalreserve.gov/releases/gatessedn 2 August 2011.

Id.
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agreements with securities firms thus taking moggoeures to entities in the financial sectdr.
While Rule 2a-7 does not limit concentration of mpnmarket fund concentration in any
particular industry sector, overexposure to finalscicould be interpreted as a significant risk
factor. This risk is difficult to mitigate due torlited availability of money market fund eligible

securities issued by non-financial entities asevietd by the Federal Reserve dafa.

The US money market funds manage their exposunetéoest rate and market risk by
limiting portfolio maturity. Exhibit 6 points to fo tests related to maturity. The subjective test
of asset “maturity consistent with a stable neetsslue” is intended to provide a principle-
based guidance on the market risk management. &bneturing periods of higher market
volatility maturity of fund assets and the overallerage portfolio maturity should be shorter.
Moreover, because lower quality securities tenbeanore volatile, it is generally appropriate to
further limit maturities ofsecond tiersecurities. Hence, the first objective standardit
maturities of individual securities based on sd®sicredit worthiness. The US money market
funds may acquire first tier security with a remaining maturity up to 397 daysl asecond tier

security with a remaining maturity up to 45 days.

The other two objective standards for money mapetfolio maturity are designed to
limit interest rate, spread and liquidity risk8.Money market funds must limit their dollar-
weighted average portfolio maturity to 60 days.This metric encompasses the portfolio
exposure to interest rate risk. For example, ién@st rates move up one per cent, a money
market fund portfolio would sustain a loss of Opk6 cent all else being equaf.Lastly, money
market funds must limit dollar-weighted average kiff portfolio securities to 120 day¥. This

metric is intended to capture any spread wideningportfolio securities “due to changing

>t Sections 2.3.2.2 and 2.3.28pra

*12gypranote 5009.

13 Interest rate risk refers to fluctuations in tteéue of a debt security resulting from changes in
the general level of interest rates. Credit spmesidrefers to fluctuations in the value of a dsécturity
resulting from changes in credit spread. Liquidigk refers to risk that a security cannot be tcade
quickly enough in the market to prevent a loss.

1417 CFR § 270.2a-7 (c)(2)(ii).

*15 Money market funds are generally managed to vétttsshare price volatility within 0.5 per
cent. Money market fund boards are required toidensaking actions if the deviation between thedu
portfolio amortised cost and its market value erse®5 per cenBeeld. at (c)(8)(ii)(B).

*11d. at (c)(2)(iii).
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market perceptions of credit risk and liquidif}f”. In addition to the main subjective and
objective criteria with respect to maturities, R@k-7 contains a number of special provisions

related to variable and floating rate securities securities with call featuré®

Liquidity provisions were added to Rule 2a-7 in @Gar the first time’*® Although the
Investment Company Act requires that any investmmorhpany pays out the redemption
proceeds within 7 days, most money market fundsabpeinder a more restrictive self-imposed
liquidity mandate and generally promise investorseideem their shares on the same day. Prior
to the 2010 amendments to Rule 2a-7 money marketsfigenerally relied on the secondary
market to raise cash to meet unexpected redemptiboever, as explained in section 2.4,
during the market turmoil of September 2008, buykrd the market and money market funds

were unable to raise cash through securities sale.

The newly established liquidity provisions sougkd €nhance investor confidence by
assuring that money market funds stand ready td sigmificant redemptions without incurring
losses [that could arise from selling securitiesttie secondary market]™® These liquidity
standards include a subjective determination whqibefolio securities are sufficiently liquid to
meet reasonably foreseeableedemptions and three objective criteria, whichyna#so vary
depending on the type of the futfd First, money market funds can not invest more thanper
cent of their assets in illiquid securiti®é.Second, the taxable money market funds are refjuire
to hold at least ten per cent of their assets ity iguid securities’®® Third, money market funds

must also invest at least 30 per cent of theil &aets in weekly liquid securitie®.

To summarise, the essential function of Rule 2a-%iprovide objective risk-limiting

standards for the US money market funds that arthe view of regulators, consistent with the

" SEC Rel. No. IC-29132 at 10072, n. 156.

*18 OHLBAUM SWIRSKY. supranote 104 at 105 — 113.

S SEC Rel. No. IC-29132 at 10076.

%20 |C| Reportsupranote 21 at 74.

2117 CFR § 270.38a-1 Compliance Procedures andig¥aaif Certain Investment Companies
Money market funds are required to develop so-dakleow your customeprocedures to identify
investors whose redemptions could cause unforelsgaidity needs for the fundSee alscOHLBAUM
SWIRSKY. supranote 104 at 115 — 123.

2217 CFR § 270.2a-7 (c)(5)(i).

*23d. at (c)(5)(ii).

241d. at (c)(5)(iii).
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low risk profile of these funds. Importantly, thele is designed to be a sufficiently flexible to
address idiosyncratic risks of individual fundsotingh imposing subjective standards alongside
the specific quantitative criteria. | contend thase subjective standards described in Exhibit 6
are essential for a successful implementation®htloney market fund objective to be a safe and
liquid cash management tool. As shown in sectid) @ifferent types of money market fund
entail various degrees of riskiness; besides, @isrlyi suggests, fluidity of the capital market and
its changing nature cannot be captured at the oAs##gree of asset manager discretion to tailor
its investment strategy to specific circumstancbeva and beyond the minimum objective
criteria, implemented under the board’s oversighs contributed to the overall success of Rule

2a-7 as a regulatory totA®

3.3.3.2 Stress testing

To add to the ability of the fund manager to adsiresierging investment risks to the
fund portfolio on the forward-looking basis, the &Rcurities and Exchange Commission
incorporated a stress testing requirement in itst-posis amendments to Rule 2327 Stress
testing is expected to provide “some context withinich to evaluate the assessment of the
magnitude of each hypothetical event that wouldseahe fund to break the buck’.Examples
of such events would include “a change in shortérterest rates, an increase in shareholder
redemptions, a downgrade of or a default on pdatfsécurities’>*® Comment letters submitted
to the US Securities and Exchange Commission iporese to the stress testing proposal
welcomed this introductio’f’ It was noted that stress testing had been a pabust risk
management practices voluntarily adopted by thgektr asset management companies long

% gtatement of ICI Executive Committee on Money MaFend Regulation,Investment
Company Institute (14 March 2012), d&ittp://www.ici.org/pressroom/news/12_new_mmf_echeT
statement highlighted that provisions of Rule 2&wére in keeping with the SEC’s long record of
crafting ever-stronger rules for money market fuhds

2617 CFR § 270.2a-7 (c)(10)(v)(A).

°?’ SEC Rel. No. IC-29132 at n. 268.

2 g pranote 526.

2 See, e.g.Comment Letter to Money Market Fund Reform (File. 7-11-09) (JP Morgan
Asset Management 8 September 2009) at 2 — 6. YgaWcAsset Management, one of the largest US
asset managers, strongly supported the stressggstiposal as a cost-effective tool evaluatingg izl
risks in money market fund portfolios and addregsinch risks.
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before it became compulsoiyf. A non-binding Institutional Money Market Fund Assation’s
guidance on generic stress testing for Europeaneynonarket funds was also cited as an

example of good regulatiori*

Guided by the need for customisation in establghisk management practices, Rule 2a-
7 does not provide stress test-related objectivaptiance standards, but offers considerable
flexibility for the fund boards to determine a frawork that is “appropriate and reasonable in
light of current market condition$®* For example, the US Securities and Exchange
Commission advised money market fund managers dptambntingent stress testing policies
that would cause them to conduct tests on a merpént basis should the fund net asset value
decline below a predetermine threshtftin sum, the stress testing framework seeks tdittstei
the fund directors’ understanding of what it tak@sa money market fund tareak the bucland

take timely risk-mitigating steps, if warranted.

3.3.3.3 Maintenance of a stable net asset value

This section analyses two of the most importantroacontrol features in money market
fund operations — maintenance of a stable net asse¢ per share and an ability of the fund
boards to suspend redemptions. The study of miaogss like this one is expected to enrich

legal scholarship with respect to the influenceagdarticular legal rule on the efficiency of the

%% |CI Reportsupranote 21 at 75. The Investment Company Institutefsort recommended
codifying the industry’s best practices in risk ragament as a legal standard. In practice, asseigaen
normally develop a stress testing process as aparbroader in-house risk management framewotk no
limited exclusively to money market funds. Risk ragament processes, among their other functions,
limit exposures to a single entity or to a familfyioterrelated entities across different type ofda
depending on in-house view of credit spreads, kg Bcorporate various historical and hypothetical
stresses. Asset managers usually dial down expdisnite to a particular issuer should credit comser
arise although risk management practices, in geéndepend on the firm’'s risk appetite, investment
expertise and various other aspects.

*311d. at 75 and 185. Specifically, Ireland-domiciled mpmnearket funds are expected to conduct
monthly portfolio stress tests under various mada@tnarios. These scenarios should be designed to
evaluate the magnitude of portfolio losses at aetevels of credit risk, interest rate risk andrke risk
exposure as well as increase in redemptions. Thdtseof the stress tests must be made availahileeto
Irish Financial Regulator upon request)

%217 CFR § 270.2a-7 (c)(10)(v).

3 SEC Rel. No. 1C-29132 at n.262. In addition, th® Securities and Exchange Commission
staff provided further clarifications and guidanoglated to stress test implementatiddee Staff
Responses to Questions About Money Market FundReftS Securities and Exchange Commission.
(25 May 2010), ahttp://www.sec.gov/divisions/investment/guidancefimeform-imga.htm.
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market and the behaviour of market participdritsAs we shall see, the effect of the legal
mechanisms that supports stable net asset valughpez in money market funds is essential for
the product in its current form; it is also essanfor providing benefits to various industry
stakeholders as illustrated by section 2.3. Nostéhding its benefits, however, the very same
mechanism has come under the regulatory scrutinyitfoperceived contribution to money
market fund susceptibility to a rdf® | address this concern in my normative proposals i
chapter 6 in a manner that is consistent with ngotthh of the dual regulatory goal through a
regulatory requirement of asset price transpar@neypective of an underlying valuation control

mechanism.

The 2010 updates to Rule 2a-7 did not affect thHeaf@mn methodology historically
applied to the US money market funds — a combinatibamortised cosand penny-rounding
methods as explained in section 3.2. These two adstlllow money market fund to smooth
daily fluctuations of asset values and operate @rstant share price. Rule 2a-7 also requires a
periodic comparison of the stabilised value of arsho the market-based value of a share, which
is known as theshadow pricingprocess>® The shadow pricingprocess refers to a mark-to-
market valuation of all securities in money marketd portfolios in addition to valuing each
security at an amortised cosf.The goal of theshadow pricingprocess is to ensure that fund
shareholders are treated fairly and equally whey tlurchase and redeem fund shares and that

no shareholder is disadvantaged due to asset wirggpri

In the event that a money market fund’s stableeppier share deviates from its marked-
to-market value more than half per cent, the ratpuires the fund board to determine whether
any action is necessary to reduce such deviatfoh.money market fund board of directors has
special duties to “determine, in good faith, thiaisi in the best interest of shareholders to
maintain a constant net asset value per sharetaasdtablish written procedures by which such

stable value is computéd If the board believes that the fund’s constant asxtet value per

34 BLACK, (2010) supranote 64 at 4.

% See, e.gPWG's Reporsupranote 7 at 8.
°% 17 CFR § 270.2a-7 (c)(8)(ii)(A).

537 Id

°% 17 CFR § 270.2a-7 (c)(8)(ii)(B).

53914 at (c)(1) and (c)(8)().
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share no longer reflects its market value and naage unfair treatment of the fund shareholders,

it may suspend redemptions and liquidate the fdhd.

The second control feature — an ability of a fundrd to suspend redemptions — is a new
proviso to the US money market fund regulatory ®amrk introduced after the tumultuous
events of September 2008. Prior to the 2010 moraken fund reform, a fund was required to
obtain an order from the US Securities and Excha@mmmission to suspend the
redemptions** An experience of managing money market funds dutie crisis has shown that
a run on a fund can develop rather quickly. Thusnd board may not have sufficient time to go
through the legal steps of requesting such peransdRule 22e-3 introduced in March 2010
empowered money market fund boards to suspend miters if the fund is facing a ruif? It
was intended “to reduce the vulnerability of inwestto the harmful effects of a run on the fund,
and minimize the potential for disruption to thewsities markets®*® Thus, the regulatory goal
of protecting systemic stability was indeed achéewéth an introduction of the discussed rule.

As discussed in section 3.3.1, the federal seesrlaw framework makes it generally
illegal for the US mutual funds not to honour regeions or delay payments for redeemed
shares for more than seven days. When introduciig Re-3, the US Securities and Exchange
Commission noted that the rule is designed onfatditate the permanent termination of a fund
in an orderly manner, but should not be used fspending redemptions temporarifyf.Other
actions that a money market fund sponsor could iakks in order to stabilise its net asset value

involve various forms of financial support. Spewdily, Rule 17a-9 permits money market fund

4017 CFR § 270.22e-3 Exemption for Liquidation of fidy Market Funds (75 FR 10117, 4
March 2010).

>115 U.S.C. § 80a-22

217 CFR § 270.22e-3 To invoke the rule, certainditions must be satisfied: (1) the fund’s
board, including a majority of directors who ard mderested persons of the fund, determines tieat t
extent of the deviation between the fund’s amodtizest price per share and its current marked-tdeha
net asset value per may result in unfair treatneénshareholders; (2) the fund’'s board of directors,
including a majority of directors who are not irgsted persons of the fund, irrevocably has apprdvwed
liquidation of the fund; and (3) The fund, priordospending redemptions, notifies the Commissidtsof
decision to liquidate and suspend redemptions.

3 SEC Rel. No. IC-29132 at 10088. The US Securiies Exchange Commission also noted
that “because the suspension of redemptions magsenpardships on investors who rely on their gbilit
to redeem shares, the conditions of the rule lithie fund's ability to suspend redemptions to
circumstances that present a significant risk mfreon the fund and potential harm to shareholders”

**|d. at n.380.
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affiliates to purchase an impaired security frormaney market fund portfolid® To avoid a
financial loss to the fund shareholders, the pweharice must be equal or greater than the

amortised cost of the security or its market pri€e.

Positive from the standpoint of my theory of thealdregulatory goal and, specifically,
from the standpoint of investor protection, theeraperationalises the fund sponsor’s willingness
to absorb the loss voluntarily. A capital contribntfrom a fund sponsor may also help to bring
the fund’s net asset value closer to its stableesahould a dangerous deviation of the fund’s
share price from its stable value occurs. Othdtiaf#d funds or the fund sponsor could lend
cash to a money market fund in case of emergequidity needs’’ Even though fund sponsors
have no legal obligations to provide financial suppthe history suggests that strategically
motivated organisations tend to protect their fehdreholders to avoid negative implications for

their asset management franchi¥gs.

3.3.3.4 Recordkeeping, reporting and public disclos

Rule 2a-7 imposes the whole panoply of requiremseeking to ensure that money
market funds are run in a responsible manner amtktrua high level of oversight. First, as
discussed earlier, money market fund boards musblesh and periodically review written
guidelines for determining whether securities pmésainimum credit risk. In practice, these
guidelines are followed by the fund’s asset managtr the fund board not being involved in
the day-to-day fund manageméfit. However, if credit quality of a portfolio security

517 CFR § 270.17a-9 Purchase of Certain Securfitresn a Money Market Fund by an
Affiliate, or an Affiliate of an Affiliate Absenthis rule, Section 17(a)(2) of the Investment ConypAct
prohibits any affiliated person from purchasingwséies from the fund.

>4 1d. at (a)(2). The rule also allows an affiliate togctively purchase any other security from a
money market fund provided that if the securityhereafter sold for a higher price, the fund must b
promptly reimbursed for the difference.

4" OHLBAUM SWIRSKY. supranote 104 at 39 — 40. The US Securities and Exeh@umgnmission
exemptive relief would be needed for fund borrowifigpm affiliated entities.

% See general\BHILLING, MMF Support Reporsupranote 156 at Fig. 2. The study notes that
between 2007 and 2009, over 60 money market fuaedsived financial support from their sponsors.
Money market fund sponsors purchased impaired siesuof failed asset-backed commercial paper
programmes and structured investment vehicles. Speralso purchased defaulted securities issued by
Lehman Brothers from their affiliated money marketds at prices that allowed the funds to maingain
stable net asset value.

*49 OHLBAUM SWIRSKY. supranote 104 at 26 — 30. A number of the fund boafagtions can
be delegated to the asset manager or the offi€¢ne dund, provided certain conditions are satisfi
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deteriorates, the board must make a determinatiw@ther continuing holding of such security is
in the best interests of sharehold®fsSecond, money market fund boards require asset
managers to provide periodic reports that facditdte boards fulfilling their oversight duti&s.
Examples of required reports would include compessof the amortised cost price and market-
based values per share, #fmdow pricenethodology and stress testii§Third, money market
funds are required to keep written records of ¢radk analysis performed for each portfolio
security and the status of the security being detexd as an eligible securitye., whether it is a
first or second tier securifi® Written records of evaluations of various otherusity features

are also required to be maintained and kept ircaassible place for a number of ye#rs.

Section 3.3.1.2 described a comprehensive disdaggime applicable to all US mutual
funds>>® Mutual fund reports are available at no chargarty investor through a public filing
database, called the Electronic Data Gathering,lysisa and Retrieval system (EDGAR)
maintained by the US Securities and Exchange Cosionis™® However, following amendments
to Rule 2a-7 introduced in 2010, in addition to tpeneral disclosure requirements, money
market funds are held to a much higher level aigparency relative to other mutual funds and

are required to place the list of portfolio holdingn public web-sites on a monthly basfsThe

%017 CFR § 270.2a-7 (c)(7).

*11d. at (e).

2 1d. at (c)(8)(ii)(A)(2) forshadow pricecalculations and (c)(10)(v) for stress testingnaney
market fund board may request from the fund managdditional reports that could be helpful including
for example, a list of portfolio maturities, a lst second tiemnd non-compliance securities and a report
related to the fund shareholdegge als@®HLBAUM SWIRSKY. supranote 104 at 135 — 136.

%317 CFR § 270.2a-7 (c)(11)(iii).

> 1d. at (c)(11)(iv) — (viii). Security features subjeotadditional evaluations include adjustable
rate securities, asset-backed securities and sieswsubject to calls.

%517 CFR § 274.128 Form N-CSR, certified sharehaldport (68 FR 5368 3 February 2003).
This form is used by registered management invegte@mpanies to file shareholder reports; 17 CFR §
274.130 Form N-Q, quarterly schedule of portfolioldings of registered management investment
company (69 FR 11271 9 March 2004). This fornused by registered management investment
companies to file quarterly reports of portfolioldings after the first and third quarters. Juse l&ny
other mutual fund, money market funds must provedéull schedule of their portfolio holdings in
guarterly filings to the US Securities and Excha@mmmission, within 60 days after the end of the
quarter.

*°EDGAR supranote 438.

7 17 CFR § 270.2a-7 (c)(12). The US money marketisuare mandated to disclose their
portfolio holding information on their public webss on monthly basis within five business daysrdifte
end of each month, which is a more frequent anelyirschedule than that required for other mutual
funds. Other mutual funds furnish their portfolimsthe US Securities and Exchange Commission on a

136



policy reason for frequent disclosure of portfdimidings is to better educate investors regarding
the current investment risks thereby strengthettegy ability to exert influence on risk-taking
by the fund managerd® | reiterate that, as pointed out in section 1.hBly suchgood
disclosureas opposed tbad disclosurevould achieve the policy goal of investor protentby

subjecting the fund managers to the on-going pudaiiatiny>>°

The ultimate goal of public filings of portfolio lbngs is to accumulate a central
database that could be used to enhance fund olersignitor market interconnectedness and
enhance regulatory ability to respond to marken&sr&°Even though such detailed information
could be viewed as overwhelming for individual istggs, regulators anticipated that many
institutional investors, academic researchers ammha@mic research firms would make use of
portfolio holding information to study money markend holdings and evaluate their rigk.
Urged by some market participants, the US Secsardied Exchange Commission considered a
competitive effect of frequent disclosures on fund$und managers as some information could
be viewed as proprietary, sensitive, or confidémtianature. Other concerns related to frequent
disclosures of investment information includéete riding and profitable arbitrage when
sophisticated investors could take advantage afadla portfolio holding information and trade

ahead of money market funds locking in free priffit.

The US Securities and Exchange Commission concludedever, that the risks of
trading ahead of money market funds are “sevenattaided, because of the short-term nature of

quarterly basisSee69 FR 49805 Shareholder Reports and QuarterlyfdiorDisclosure of Registered
Management Investment Companies (12 August 2004).

¥ SEC Rel. No. IC-29132 at 10081.

917 CFR § 270.30b1-Rule 30b1-7 requires money market funds to filenF&-MFP within
five business days after the end of each montmPdMMFP must be filed electronically through the US
Securities and Exchange Commission’s EDGAR systeman eXtensible Markup Language (XML)
tagged data format.

%0 ScHAPIRO, (2010)supranote 88.

%1 SEC Rel. No. IC-29132 at 10084.

2 See, e.g.L.YON, supranote 121. A study related conducted in 1984 rexckéthe possible
danger from arbitrage in money market fund shdvksiey market fund shareholders could risk having
their capital gains diluted by efficient arbitragguwho could increase their holdings of the MM Fewlit
was undervalued and sell their shares when the Misl§-overvalued. The research also showed that risk
of dilution to an individual investor is immateridlowever, arbitrage could be more profitable for a
arbitrageur or more damaging for money market fsimareholders during a prolonged period of rising or
falling interest rates.
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money market fund investments and the restrictddewse of eligible portfolio securities®
Also, because shares of money market funds ardvased and redeemed at $1.00, a profitable
arbitrage strategy is difficult to implement in ptige>®* Thus, an incremental competitive
disadvantage and theoretical possibilities of fiding and arbitrage are counterbalanced by the
disciplining effect that public disclosures have partfolio management practices. In his
interview given in July 2011, Andrew ‘Buddy’ Donaoduthe former director of the Division of

Investment Management of the US Securities and &gt Commission noted:

Money market funds have become the focus of attenin the press, particularly as
money market fund exposures to the risks of pakdtwngrades or defaults in Europe
from sovereign debt have been highlighted, and mecently with regard to our own

[US] Government securities. As an aside, it istilgh level of transparency around their
portfolio holdings provided by money market funds @ monthly basis in regulatory
filings and on their websites which enables thialthy discussion®

Opposite views with respect to benefits of publsctbsure were voiced by a few money
market industry actors during the commentary pepi@teding the May 2010 implementation of
the money market fund reform. For example, the fiueyCorporation, one of the largest US
asset management firms raised a concern relatedhé¢o US Securities and Exchange
Commission’s encouragement of third-party reseérois to rely of such public disclosures for

their commercial studies:

Disclosure for the principal benefit of third-partgsearch firms, and not individual
investors, is excessive and beyond the appropsetpe of transparency. Also, the
expectation that third-parties will draw fair andcarate characterizations from raw
statistical data provided without any context ontcols is no higher than it would be for
individual investors. This could result in the dissnation of inaccurate and negative
characterizations of fund market value changesh wétrimental effects to funds and
their shareholder®?

*®* SEC Rel. No. IC-29132 at 10084.

**%1d. at 10084.

%% PETER CRANE, Morgan Lewis’ Donohue: Changes Coming Sobtoney Fund Intelligence
August 2011.

%6 Comment Letter to Money Market Fund Reform Profms&i#le No. S7-11-09; Rel. No. IC-
28807 (The Dreyfus Corporation 8 September 208@ilable at http://www.sec.gov/comments/s7-11-
09/s71109-111.pdf
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In addition, asset management firms objected todiselosure of themarket-based
values of portfolio securities and of fund net assdue per shar®’ There were concerns that
even a slight negative deviation of the marketgfrom a stable value of $1.00 could result in
an investor confusion and redemption requestswtioald exacerbate pricing deviations. Thus,
transparency irmarket-basedoricing could have an opposite effect and, insteadchieving
information symmetry and improving fund managerciiibne in operating their funds, lead to
destabilising effects on the money mark&fd\otwithstanding these concerns, the US Securities
and Exchange Commission’s fundamental positionhiat tgreater transparency forms the

foundation of functional and efficient markée.

This assumption by the Commission is, in effecyfaonsistent with the discussion of
the Akerlof model of the efficient market offeren $ection 1.2 and also is supportive of my
assertion thagjood disclosuravould provide a strong basis for greater invegtatection. The
Commission believed that the most significant pesieffect of the improved money market
fund reporting was in “discouraging a fund’'s politomanager from taking risks that might
reduce the fund'snarket-basedet asset value”’Regulators anticipated that robust disclosures

would lead to greater cash flows into those fundsl®ting less historical volatility inmarket-

" See, e.g.Comment Letter to Money Market Fund Reform ProfoBile No. S7-11-09; Rel.
No. IC-28807 (State Street Global Advisors 8 Seker 2009) at 2. The comment letter maintained that
public disclosure of money market fund portfolio rket values should not be required “since such
disclosure could cause investor confusioivailable at http://www.sec.gov/comments/s7-11-09/s71109-
108.pdf

¥ SEC Rel. No. IC-29132 at 10084.

%915 U.S.C. § 80a-1 Findings and Declaration of djoliSection 1(b)(1) of the Investment
Company Act states that “[N]ational public interaad the interests of investors are adversely taffiec.
when investors purchase, pay for, exchange, .I, eelsurrender securities issued by investment
companies without adequate, accurate, and expifoitmation”. See alsdELISSEB. WALTER, Speech by
SEC Commissioner: Opening Statement at SEC Opertifdeen Money Market Fund Reform (Final
Rule) (US Securities and Exchange Commission a2uary 2010). Commissioner Walter urged the US
Securities and Exchange Commission to “empower monarket fund investors by facilitating more
robust public disclosure”. She believed that ther money market fund disclosure regime would “...
ensure that investors understand that money méukels, like all investments, involve risk and diffe
from ... insured bank products. And the informatioay help facilitate a productive dialog between a
fund and its current and prospective investors eoring, among other things, investment decisions,
corporate governance, and risk management”.

"9 SEC Rel. No. IC-29132 at 10085.
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based share values thus encouraging a conservative agiprdo money market fund

management’*

To summarise, regulation of the US money markedt fomilt upon the legal framework
described in this section could be viewed as battessful and controversial. Its success is
evident in the size of the assets under manageanenthe broad benefits these funds provided to
the various economic actors. Its controversial rat@rises from a number of deviations in
regulatory approach to the US money market funds) fother mutual funds. The next section
introduces an entire new dimension to the US momayket fund analysis — credit rating

considerations.

3.4 Credit rating of the US money market funds

Another dimension of my research questionhew should money market fund be
regulated?— is the service provided by credit rating agemdrethe form of credit ratings for
these funds. As we shall see from this section,diiteria of credit rating agencies have a
material impact on the fund manager behaviour amduweh credit rating agencies could be
considered as having a regulatory effect. In otdestablish whether credit rating agencies have
a place in the regulatory architecture proposethis thesis, their effect should be critically
analysedvis-a-vis my theory of a dual regulatory goal — investortpotion and systemic

stability.

As seen in section 3.2.1, the historical develogmen money market funds and their
exposure to risky assets led to a demand for aependent third party risk analysis in these
funds. Credit rating agencies, whose core fundsoto analyse credit risk, found a role in this
sector with Standard & Poor’s first offering a mygnearket fund rating in 19842 In a few

years, Moody’s Investors Service and Fitch Ratihgd also started publishing money market

"1 |d. The final version of the 2010 money market funfbma related to money market fund
reporting contained a provision that delayed thelipiavailability of portfolio information ananarket-
basedvalue per share for 60 days. The 60-day lag sdiegditeviate concerns that the immediate investor
reaction to unfamiliar data could result in redemptequests that exacerbate pricing deviations.

2 A History of Standard & Poor's (2009), _at http://www.standardandpoors.com/about-
sp/timeline/en/us/.
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fund ratings>’® Today, only these three internationally recognissiihg agencies offer rating

opinions on the US and European money market funds.

In the context of money market funds, credit rataggncies are focused on the ability of
these funds to achieve their stated investmentcobgs of preserving principal and providing
timely liquidity. Credit views of rating agencieseaguided by their proprietary rating
methodologies, which set forth an analytical fraragwfor measuring money market fund risks.
Credit ratings for money market funds are base@waiuation of several factors such as credit
guality of portfolio assets, diversification andraltion of individual securities, overall portfolio
duration, liquidity management, operational pragicgovernance and oversight as well as the
level of resources dedicated to the money market iiperations’* Furthermore, a credit rating
approach to the US money market funds assumesdoimgliance with all applicable laws and

regulations.

Notwithstanding the credit rating agencies’ metHod@s, the baseline limitations on
investment and operational risks in money marketdéuare set by virtue of the existing
regulatory framework. In addition to the regulatoigk-limiting standards, credit rating agencies
strive to provide further differentiation among negrmarket funds on the basis of their relative
riskiness and ability to achieve their stated itwent objectives. All three rating agencies use
separate and distinct rating symbols and scalegrs specifically for money market funds.
Unique rating symbols, presented in Exhibit 7, seelifferentiate money market fund ratings

from corporate issuer or issue credit ratings, Whisually indicate a borrower’s ability to repay

°"3 SeeGlobal Money Market Fund Rating Criteria (FitclatRgs 4 April 2011)Available at
http://www.fitchratings.com/creditdesk/reports/reprame.cfm?rpt_id=614345 Moody's Revised
Money Market Funds Rating Methodology and Symb@idoody's Investors Service 10 March 2011)
Availableat http://www.moodys.com/researchdocumentcontentpape?alocid=PBC_13130®Principal
Stability Fund Ratings (Standard &  Poor's 8 Jun201l) Available at
http://www.standardandpoors.com/prot/ratings/aatifdn/us/?assetlD=12453142719%hile there are
ten organisations currently registered with the $&£furities and Exchange Commission as ‘Nationally
Recognised Statistical Rating Organisations,’ tteus that makes ratings acceptable for regulatory
purposes, only the largest three rating agencmseisatings on the US money market funds. For the
purposes of this research, references to creditgratgencies are limited to Fitch Ratings, Moody's
Investog%Service and Standard & Poor’s.

Id.
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principal and interest on a timely basis. Ratingsxmney market funds may not be comparable

with corporate credit ratings on debt securities.

Exhibit 7: Money market find rating symbols and scdes

Rating Generic Definition®”®

Fitch Moody’s | Standard & Poor’s

A money market fund has extremely strgng
AAAmMmf |  Aaa-mf AAAM ability to achieve its investment objectives |of
preserving principal and providing liquidity

A money market fund has very strong ability| to
AAMmMf Aa-mf AAM achieve its investment objectives of preserving
principal and providing liquidity

A money market fund has strong ability |to
Ammf A-mf Am achieve its investment objectives of preserving
principal and providing liquidity

A money market fund has adequate ability| to
BBBmmf | Baa-mf BBBm achieve its investment objectives of preserving
principal and providing liquidity

A money market fund has marginal or uncertain
BBmmf Ba-mf BBm ability to achieve its investment objectives |of
preserving principal and providing liquidity

A money market failed to provide liquidity. Its

B-mf . o :
ability to preserve principal is uncertain.
A money market fund failed to meet either
Bmmf C-mf Dm objective of providing liquidity or preserving

principal.

Credit rating agencies evaluate credit quality omaney market fund by assessing
individual holdings, counterparties and overallasification®’’ The analytical method pursued
by all three rating agencies comprises a combinatiba bottom-up quantitative approach to
investment risks overlaid with top-down qualitativ®nsiderations related to operational

"> See, e.gFitch MMF Rating Criteriasupranote 573 at 3.

> Specific language used by credit rating agendiedefining rating levels may vary. Generic
definitions seek to capture a relative gradatiorisids in lower rated money market funds.

> Normally, the credit quality assessment is drivgn credit ratings already assigned to
individual holdings and counterparties by the samting agency. For the funds seeking the highest
money market fund ratings, each holding must bedrat the highest short-term rating category. Ahig
rated money market fund should also be adequatebrsified across individual issuers: generally no
more than five per cent of total fund assets cdiddnvested in securities of the same issuer aiffnou
there might be allowances for special types of shments.SeeCredit rating agencies’ money market
fund rating methodologiesupranote 573.
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practices and oversight. A quantitative approachineestment risk recognises its two-
dimensional nature — the risk of investing in hggrality short maturity securities is lower than
risk of investing in lower quality longer maturitystrument’® The risk in money market funds
could be managed dynamically by limiting an investinhorizon for the lower quality securities

and by extending duration in the higher qualityesss

Credit rating agencies expect money market funddiequately manage the interest rate
risk exposure consistent with the funds’ objectifgrincipal stability. Depending on the credit
rating agency, specific quantitative criteria foAAMmMf/AAA-mf/AAAmM rated money market
funds generally mirror the US regulatory requiretseset forth in Rule 2a-7, but may also be
more stringent, less stringent or not include éerfactors at alP’® In addition, highly rated
money market funds are expected to conservativalyage their liquidity profilesis-a-vistheir

portfolio composition and shareholder ba¥e.

Another important factor in the risk assessmemhohey market funds is the volatility of
the fund’smarket-basedet asset value per share, which indicates howectbe fund is to
breaking the bucR* The effect of this risk assessment is a changeerbehaviour of the fund

manager evidencing a quasi-regulatory status dafitcrating agencies. Specifically, Standard &

'8 Both Fitch and Moody’s developed proprietary mutrintended to assess credit risk
assessment in money market funds. These toolsaatilf® Credit Factor (Fitch) and a Moody’s Credit
Matrix. Standard & Poor’s requires money marketdfito maintain a specific ratio of the highest gyal
short-term securitiesSeeCredit rating agencies’ money market fund ratinghodologiessupra note
573.

9 Credit rating agencies generally expect the higatgd US money market funds to limit their
dollar-weighted average maturity to 60 days in lnith Rule 2a-7 requirement. Other rating critesay.
For example, Fitch expects the highest quality monarket funds to maintain a dollar-weighted averag
life of no more than to 120 days. Standard and 'Bawould like to see this limit to be below 90 days
Moody’s rating approach does not include a weiglateerage life factoiSee supraote 573.

°% gpecific rating agency criteria vary with respaztiquidity management in money market
funds. For example, Fitch provides specific guitkesi related to portfolio allocations to daily anelekly
liquid assets at different rating levefeeFitch MMF Rating Criterissupranote 573 at 2 and 7. Neither
Moody’s nor Standard & Poor’s offer portfolio alkiton guidelines but rather expect highly-rated ayon
market funds to maintain adequate portfolio liguyidielative to the fund size and its shareholder
composition and limit investments in illiquid seitié#s with no secondary markeseeMoody's MMF
Rating Methodologwgupranote 573 at 6 — 7. S&P MMF Rating Methodolaypranote 573 at D.

%81 Breaking the buckefers to the discrepancy of 50 basis points orenm@tween the fund’s
amortised cost-basedet asset value per share, or $1.00, anthéisket value-basedet asset value per
share.Supranote 156. Normally, the deviation of money marketd’'s market value-basedet asset
value per share from $1.00 is well within 50 bgsints. SeePricing of U.S. Money Market Funds
(Investment Company Institute January 2011) at 26.
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Poor’s provides volatility limits for money markiemnds at each rating lev&? Moody’s requires
to stress test the fund/sarker-basedet asset value and incorporates the result ofttless test
in its rating scoring systeM® Fitch offers no qualitative criteria related tdstHactor, but
reviewsmarket-basedet asset values as a part of its regular ratingedllance®*

Lastly, drawing from the history of financial supp@f money market funds by their
sponsors, both Fitch and Moody'’s included abilityg avillingness of the fund sponsors to back
up their funds as a part of their rating analy&isAccording to a study conducted by Moody’s,
even well-managed money market funds investingigh lguality short-term securities may
experience a material decline in theiarket-based/alues and shortage of liquidif Thus, in
Fitch and Moody’s view, the quantitative assessmé&atmoney market fund profile could not in
and of itself determine the fund rating, but itaigqualitative assessment of the fund sponsor
ability to provide support that grants a money rearkind rating its predictive abili§?’ By
contrast, Standard & Poor’s does not consider sptsninancial support in its rating analysis,
but forms its opinion solely on “a fund’s indepentlability to maintain principal stability and

limit exposure to losses resulting from credit 1is¥

The discussed divergence of the rating methoddaogieong three major rating agencies
illustrates multiple analytical approaches that baremployed in rating analysis. None of them
per seis right or wrong, but each method simply assidifierent weights to the factors driving
risks in money market funds. | view such diversityanalytical opinions based on diversity of
rating approaches as a positive factor contributiogavailability of information for fund
investors. Investors are given a choice to consideror another, or all of them in combination

for a more complete picture of money market furstkgi This is an undeniably positive factor

°%2 58P MMF Rating Methodologgupranote 573 at Table 2.

*%3 Moody's MMF Rating Methodologsupranote 573 at 7.

% Fitch MMF Rating Criteriaupranote 573 at 12.

% |d. at 10 — 12. Fitch notes that the fund sponsor's tekes on several dimensions from
providing oversight, operational support and amaistfucture to acting as a potential source ofnfired
support during periods of market stress. Moody's iMRating Methodologgupranote 573 at 9.

% SHILLING, MMF Support Reporsupranote 156 at 1.

°87 Supranote 5851t is expected, by Fitch and Moody’s that AAAmmf/AAMf rated funds are
sponsored by investment-grade quality institutiand demonstrated an appropriate level of resounces
commitment to the cash management business.

°% 58P MMF Rating Methodologgupranote 573 at Section 5.
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from the standpoint of my theory of the dual retputa goal as improving investor protection be

a means of empowering investor with a greater asfdynd data.

All three credit rating agencies normally assigings to money market funds following
a request for a rating from the fund or its assabager and are paid by the fund or its agent for
the rating. One of the strong advantages ofishaer-paidbusiness model is a direct access to
the fund data, management and other related a&foRating opinions and related research are
disseminated to financial media and are availalilerating agencies websites thus further
reducing information asymmetry between money mafilets and investors. Assigned ratings
are monitored and updated at least anndaflilotwithstanding positive rating attributes, which
include a timely portfolio risk assessment at nstdo investors, only approximately 35 per cent
of the US money market funds are rated with inwgstmterest in these rating being driven

largely by their institutionalisatior?*

| attribute lack of retail investor interest in neygnmarket fund ratings to two factors.
First, the US securities market regulation gengrallohibits use of credit ratings in fund
advertisement; therefore, retail investors mayb®tware of the assigned ratig Second, a
perceived complexity of the rating analysis hasdsterring retail investors from incorporating
rating opinions as a part of their investment denisnaking process. Nonetheless, institutional
investors such as corporate treasurers and pubit fhanagers use money market fund ratings
as a part of their investment strategies, or eeguire these ratings as one of the investment

¥t is often pointed out that an inherited confliéttheissuer-paid ratingousiness model could
discourage rating agencies from exercising a propasstigation of facts and in-depth analysis eksi
See, e.g.FRANK PARTNOY, How and Why Credit Rating Agencies are Not LikeeDtBatekeepers in
Financial Gatekeepers: Can They Protect Investgpfé@suyuki Fuchita & Robert E. Litan eds., 2008).
69. | argue, however, that a perceived conflicintdérest is greatly mitigated in the area of myu®dy
fund management and board of directors’ fiduci@sponsibilities to the fund shareholders. In tlaisec
both fund agents and credit rating agencies puassimilar goal of protecting investor interests.

*% REGULATION (EU) No 513/2011 OF THE EUROPEAN PARLMENT AND OF THE
COUNCIL of 11 May 2011 amending Regulation (EC) Na60/2009 on credit rating agencies (OJ L
145/30 31.5.2011) at Annex lll, Paragraph 46. Greating agencies are subject to a fine if ratingd
rating methodologies are not reviewed on on-goigjdand at least annually.

1 As of 30 September 2011, 193 US money market fumei® rated by one or more credit
rating agencies. As of the same date, there wetetéh 546 money market funds operating in the US
managed by 97 asset manag8&aurce:iMoneyNet.

%9217 CFR § 230.482 Advertising by an Investment Camypas Satisfying Requirements of
Section 10
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eligibility criteria>®® Therefore, those money market funds targeted stitiional clientele
obtain ratings from one or more credit ratings agEnto facilitate distributio®®* This explains
why nearly all institutional money market fundsrgaone or more credit ratings and why retail
funds are seldom ratédf

The negative aspects of being subject to ratingafomoney market fund relate to
incremental costs of rating compliance costs andhagerial time devoted to the rating
management. These costs, however, are dwarfedpbgbability of rating change even for the
reasons outside the fund management control. Sineging opinion remains a property of the
credit rating agency, a money market fund ratingldobe changed or withdrawn at the
discretion of the agency regardless whether theme any adverse changes in the fund’s risk
profile>®® Thus fund managers would rather opt for not hawngating in order to avoid

probable loss of investors should credit ratinggjea

Therefore the power that credit rating agenciesldvaver the market is once again

evidences their quasi-regulatory role. Neverthelepsint out a counterproductive effect of this

3 See, e.g., Treasurer's Statement of Investment Policy  (@ffiof the Auditor-
Controller/Treasurer/Tax Collector County of Sanredino 28 June 2011) at 7. The investment policy
limits investment in money market funds to onlygbdunds rated AAA by at least two credit rating
agenciesAvailable at https://www.mytaxcollector.com/_content/TZ/tzInvesntPolicy.pdf City of Los
Angeles Statement of Investment Policy (Officehef Treasurer 10 February 2010 ) at 9 — 10. A alutu
fund must receive the highest rating from at Ieagtredit rating agencies to qualify as an eligible
investment under the City of Los Angeles Treassrivestment policies.

% See, e.g.VIKTORIA BAKLANOVA, Regulatory Use of Credit Ratings: How It Impacte th
Behavior of Market Constituents0 International Finance Review 65, (2009) at-225. The survey of
responses to the US Securities and Exchange Coiomisposal to remove references to credit ratings
from its rules and regulations revealed that 92cpeit of institutional investors would like to keegings
as a common benchmark of credit qualitRaRK PARTNOY, Rethinking Regulation of Credit Rating
Agencies: An Institutional Investor Perspective (@ail of Institutional Investors April 2009) at 1®he
white paper points out that institutional investoegay, in part, on credit ratings for their invesint
process.

% See, e.g.PETER CRANE, Money Fund Intelligence XLS Vol 6 No 8 (Crane®atl August
2011). Among 15 largest portfolios managing 32 qamt of total assets under management of the US
money market funds 12 funds are institutional fyradlscarry the highest money market fund ratiragrr
at least one rating agency. The remaining 3 fuwtig;h do not carry ratings, are those funds masoly
to retail investorsAvailableat: http://www.cranedata.com/products/money-fund-imjethce-xls/

*% See, e.g PETERCRANE, Moody's New Methodology Goes Live; Lots of Dropdé Ratings
CraneData 20 May 2011. The article reports thatnMd@ody’s revised its money market fund rating
methodology to include a newly developed stabgitpre, a number of funds to dropped Moody’s rating
out of concerns that the new rating approach woaldse a downgrade. There were no changes in the ris
profiles of these funds, but rather Moody’s view loow the funds should be managed has changed.
Availableathttp://www.cranedata.us/archives/all-articles/3448/
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power from the standpoint of systemic stability. ddAscussed above, negative rating changes are
likely to precipitate cash outflow from the fundedaintroduce additional liquidity pressure,
which is likely exacerbate any looming credit camse Thus credit ratings have pro-cyclical
characteristics as rating changes tend to folladicrdevelopments, but not to forestall theh.

An important implication of this analysis for mysearch question is that credit ratings may not
be a helpful tool to use in the regulatory architez proposed in my thesis given the objective of

preserving systemic stability.

This section described credit rating agencies’ moution to the money market fund
industry. It also explained who uses money markedfratings and why, and what are the
advantages and disadvantages of money market &tinggs. To summarise, credit ratings for the
US money market funds serve as a differentiatimtpfaand a marketing tool for the funds and
an additional risk checkpoint for investors abovel deyond regulatory requirements. This
section also asserted that credit ratings, dedpiée quasi-regulatory effect could not be
accepted as a proper regulatory tool due to tiierited pro-cyclical characteristics. The next
section comments on the future direction of the rd@&ey market fund industry against the

backdrop of its continuing reforms.

3.5 US money market fund reform proposals

This section examines certain regulatory propogalshe continuing reform of the US
money market funds, which are currently extensivddpated by various industry stakeholders
(my own proposals for the new regulatory architeetis instead outlined in chapter 6). As
explained in section 3.3, the amendments to Rué i2&roduced in May 2010 were just the first
step of a two-step process of a comprehensive atmyl reform of the US money market

598

funds’”® The President’s Working Group on Financial Markéfoney Market Fund Reform

Options” released in October 2010 discussed matlyeofoncerns regulators still have and some

97 pro-cyclicality is a tendency of credit indicatonscluding credit ratings, to vary positively
with economic cyclesSeeJOCHEN ANDRITZKY, et al.,Policies to Mitigate ProcyclicalityIMF Staff
Position Note (7 May 2009) at 4See als@EFFERYD. AMATO & CRAIG H. FURFINE, Are credit ratings
procyclical?, 129 BIS Working Papers (February 2003) at 12— 13

%8 ScHAPIRO, (2010)supranote 88. The statement proposes more “fundamehtaiges to the
structure of money market funds to further proteeim from the risk of runs” in addition to Rule 2a-
amendments introduced in May 2010.
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of the alternative means of addressing those cosé&rFollowing the release of the President’s
Working Group report, the US Securities and Exclea@pmmission sought the industry
comments and encouraged various alternatives idBas. Commission ultimately received
significant feedback: money market fund investasuers and asset managers filed well over
100 comment letters. There also have been over &&lings conducted by the Commission’s
officials with the industry stakeholders. In adolitj the Commission held a roundtable to discuss
benefits and possible unintended consequencesbofaaler money market fund refofffl. All
these activities underscored the importance ofuSemoney market fund industry and lack of

ready answer¥?*

Clearly, there has been a large amount of work diyneegulators and the money market
fund industry towards achieving a workable solutiblowever, at the time of writing, the final
regulatory proposal is yet to emerge. The eventiefall of 2008 challenged the main premise
underlying the structure of the US money markeustd). The US Securities and Exchange
Commission exempted money market funds from theegérrule directing mutual funds to
transact on the basis of tinearket-based/alue of their shares relying on the assumptiat th
high-quality, short-term debt securities held untdturity will eventually return to the amortised
cost valué®® Any temporary disparity between the amortized eadéte and market value could
be viewed asnarket noisehat could be ignored. Therefore, Rule 2a-7 permibney market
funds to use themortized costaccounting method, but only if the deviation beswethe
amortized costand themarket-basedvalue remains minimal, generally within 0.5 per tcen

which can also be rounded to the next &&ht.

*9PWG's Reporsupranote 7.

8% Comments letters to the Report of the Presidewttsking Group on Financial Markets
‘Money Market Fund Reform Options’ ar@vailable at http://www.sec.gov/comments/4-619/4-
619.shtml#meetings

%1 See alsoAnnual Report (Financial Stability Oversight Ceiin2011) [FSOC 2011 Annual
Report] at 13. The newly formed Federal Stabilitye@ight Council in its first annual report to th&
Congress recommended the following reform optiotith wespect to the US money market funds: a
conversion to a floating net asset value formatingriementation of a loss-absorbing capital buéfed
deterrent of redemptions as specific means to atéignvestor runs.

%92 SEC Rel. No. IC-28807 at 32690.

693 Section 3.3supra provided a detailed review of the processes andephares that money
market funds must follow to ensure that the stablgre price fairly represents the currevarket-based
value per share.
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The credit events of 2007 and the extreme markkttility of 2008 illustrated that the
amortised cost valuation could, at times, hide nmedul asset price fluctuations. Furthermore,
in the eyes of regulators such hidden volatilityyndésproportionally disadvantage certain types
of investors less aware of the money market funacgire. For example, large investors better
informed of asset price fluctuations could take aadage of the fund and its other
shareholder”* Another important regulatory concern relates te S money market funds
using “the stable, rounded $1.00 net asset vaha fosters] the expectation that ... share prices
will not fluctuate”®®® However, when shareholders accelerate redempttbeschange in net
asset value may disproportionally affect the renmngirshareholders. For this reason, the current
structure of the US money market funds — a stdideesprice of $1.00 — is believed to be prone

to investor runs and, therefore, create systersic?f

As noted earlier, the President’s Working Grouporen money market fund reform
options released in October 2010 provided a rewtthe alternative ideas related to the money
market fund structure and commented on benefits shmtcomings of these ide¥$. These
options included: converging funds to the floatime} asset value model; establishing a private
emergency liquidity facility available to troubledoney market funds; requiring redemptions in
kind for large asset withdrawals; assessing a momanket fund insurance; establishing a two-
tier system of the money market fund industry wetthanced protection for thmnstant net
asset valudunds; establishing a two-tier system with domstant net asset valmeoney market
funds reserved for retail investors; regulatoanstant net asset valusoney market funds as
special purpose banks; and enhancing constraints@gyulated money market fund substitutes.

%4 See, e.g.ANDREW J. "BUDDY" DONOHUE, Keynote Address at the Practising Law Institute's
Investment Management Institute (2 April 2009)n€ider a money market fund that has a loss of 0.4
per cent of its assets, so value of its assetshmme now $1.0000 - $0.0040 = $0.9960. Usimgr—ny-
roundingmethod, this net asset value could still be rodrtde$1.00. Let us suppose a large investor, who
owns 25 per cent of the fund, has become unconhfiertaith the loss and redeemed her shares at $1.00.
Now the entire loss has to be absorbed by the réngashareholders. After the large investor leatiess,
net asset value becomes $0.9947 or $0.99, if ralnidethe nearest cent. Thus, the remaining
shareholders would not get their $1.00 back, batsabject to capital loss. This example illustrates
the stable, rounded to $1.00 net asset value éngitsve to small losses and gains in a money nbarke
fund portfolio if fluctuations remain within 0.5 peent. Available at http://www.sec.gov/news/speech/
2009/spch040209ajd.htm

895 FSOC 2011 Annual Repastipranote 601 at 50.

6% d. at 13. FSOC annual report noted that a numbegaitifes still make the US money market
funds susceptible to runs and should be addressadigate vulnerabilities in this market.

%7 PWG's Reporsupranote 7.
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Advancing the mandatory conversion to the floatieg asset value operational model as
the very first option, the report noted ticahstant net asset valfiends “have fostered investor’s
expectations that money market funds shares dtdres cash equivalent§®® The report also
asserted that the current structure of the US maomaaket funds is inherently unstable, while “a
floating net asset value may elimina@meof the incentives to redeem when a money market
fund had experienced a 10£8°.1 would like to note that in contrast to the viewpressed in the
report, the historical track record of money mairfkeids does not support the assertion of these
funds being susceptible to runs more than any dtherstment schenf&® Prior to the crisis
several asset management firms introduced low idaratlternatives to money market funds
featuring floating net asset values per share abdising a stabilising technique of the amortised
cost valuation. These low duration funds “neveriegdd significant scale, performed poorly in

the financial crisis, and were subject to redemmptims”®**

Furthermore, no academic evidence was found to®stippe claim of money market
funds being susceptible to rufté.Nevertheless, one of the existing regulatory psagofor a
further money market fund reform is focused on lr@gthe funds from using treemortised cost
valuation method and only permitting money marketdf share transactions atrarket-based
price®*? Industry feedback regarding the other seven ogtmrilined in the President’s Working
Group report besides converting money market fuadsmarket-basedgricing voiced negative

views with respect to all but one option: the pregido establish a private emergency liquidity

% |d. at 19.

%14, at 20.

®105ee, e.9.GAIL LE Coz, Comment Letter to the PWG's Report on Money MaFkad Reform
Options SEC Rel. No. IC-29497 (Institutional Monkjarket Fund Association 10 January 2011)
MCGONIGLE, supranote 385 at3—7.

b1l See, e.9g.SMON MENDELSON & RICHARD HOERNER Comment Letter to the PWG's Report
on Money Market Fund Reform Options SEC Rel. Ne28397 (BlackRock 10 January 2011) at 4.

612 See, e.g.BULLARD, supranote 243 at 3 — 5. The testimony to the US Corsgséates that
characterisation of money market funds as beingprone  or  susceptible
to runs directly contradictsthe historical record. The empirical evidence demonssrainequivocally
that money market funds amtprone or susceptibleto runs.

3 FSOC 2011 Annual Repastipranote 601 at 13. To increase stability, market gige and
investor confidence, the Financial Stability Ovghsi Council recommend the US Securities and
Exchange Commission to examine further reform wdtves to reduce money market funds’
susceptibility to runs with a particular emphasis & mandatory floating net asset value, among other
reform options.
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facility gained approvals from 67 per cent of raspers®** Furthermore, in response to this
option the Investment Company Institute workingetingr with some of the largest US asset
managers developed a detailed plan for establishinguidity Exchange Facility in a form of a

bank that would provide liquidity for all US prinrmoney market funds during times of unusual

market stres&®

However, given that the fee for participation e tfacility was not aligned with an
individual fund liquidity risk, the Liquidity Exchaye Facility could be an overpriced option for
some funds. For this reason, some of the largestmdBagers of retail money market funds
opposed this solutio® All other options discussed in the President’s Mfay Group report
were likewise voted out by the industry stakehaddas being unworkable, impractical or
prohibitively expensivé'’ Other reform options were proposed in additioth® eight provided
in the President’'s Working Group report. In pardigcua group of 14 economists known as an
academic “Squam Lake Group” suggested an altemalution where money market funds

14 ALEX ROEVER & TERESAHO, Short-Term Fixed Income (J.P. Morgan Securitie€ 21
January 2011) at 1 (on file with the author).

815 pauL SCHOTT STEVENS, Comment Letter to the PWG's Report on Money Mafkend
Reform Options SEC Rel. No. IC-29497 (Private Ereany Liquidity Facility for Money Market Funds)
(Investment Company Institute 10 January 2011¢hSn industry-sponsored bank would be capitalised
with initial capital contributions from fund sponsoand annual commitment fees from participating
money market funds. As a bank, it would be ablérance itself through issuance of time depogits a
would have access to the Federal Reserve discandow. In the event of a liquidity crisis, théguidity
Exchange Facilityvould purchase high quality securities from moneykat fund portfolios at amortised
cost should the funds exhaust all other meansisingacash to meet redemptions. Disadvantageseof th
proposal were its small size and the time it waakes to grow to $50-55 billion — approximately ten
years. Furthermore, all prime money market fundshaive to contribute an annual commitment fee even
if they never access it. This would ultimately loweturns for prime money market fund shareholders.
Under this construct, retail money market fundsle¢dee disproportionally disadvantaged. Generally,
retail money market funds tend to have lower ligyideeds relative those funds with high conceitrat
of institutional accounts.

%1% See, e.9.ScOTT C. GOEBEL, Comment Letter to the PWG's Report on Money MaFend
Reform Options SEC Rel. No. IC-29497 (Fidelity éstments 10 January 2011) at 8. Fidelity
Investments, the largest US asset manager to rataiey market funds, voiced its concerns that the
costs, infrastructure and complications associatétl private liquidity facilities are not worth the
minimal liquidity that would be provided.

®17 Supranote 7. Other options ruled out: (1) mandatoryeraptions in kind as being impractical;
(2) money market fund insurance as being too experend introducing moral hazard; (3) a two-tier
system of the money market fund industry with ewleanprotection for stable net asset value funds as
being impractical and confusing for investors; éjwo-tier system with stable net asset value money
market funds reserved for retail investors as béimgractical due to challenges in classifying inees
type; (5) regulating stable net asset value monagket funds as special purpose banks due to lack of
isomorphism between banking model and money méukels.
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would maintain a loss-absorbing capital bufferXfper cent of the fund’s asset€ The buffer
would represent additional resources to be dravem s needed to support fund redemptfohs.
The proposal asserted that a buffer of at leagtethper cent would have been necessary to
prevent the Reserve Primary Fund from breakindthok.

Other industry participants offered other versiohs loss-absorbing capital buffer for
prime money market fundé® In one of the proposals the buffer would belonghareholders of
each money market mutual fund, but not the asseagement company, like the Squam Lake
Group envisioned?! Arguably, a capital buffer funded with a portiohincome withheld from
the fund shareholders greatly reduces shareholseniives to leave the fund, which would
mean abandoning their own protective buffer. A &wmning of this scheme, however, is that a
capital buffer would take a substantial time toldbuspecially in the current low interest rate
environment. Nevertheless, an introduction of aitahpuffer to a structure of the US money
market fund is one of the likely outcomes of thegmmg regulatory reform debate.

Arguably, a capital buffer addresses many of thecems raised about tlenstant net
asset valueprime money market funds. First, it increases pgctransparency and enables
money market fund investors to know how much supploe fund has. Second, it reduces
likelihood of a fundbreaking the buckThird, an implicit expectation of support frometfund
sponsor is replaced with an explicit contract. Boua capital buffer, especially if built with an
undistributed income, lessens the incentive foredi@Eders to leave the fund. Fifth, it also

618 RENE M. StuLz, Comment Letter to the PWG's Report on Money Mafkend Reform
Options SEC Rel. No. IC-29497 (The Squam Lake @rd4 January 2011) [The Squam Lake Group’s
Proposal] at 4Availableathttp://www.sec.gov/comments/4-619/4619-57.pdf

91d. at 4. To ensure that the buffer is available, atéhd of each business day, the combined
resources available to fund investors representgtidosum of the buffer and the previous day’'s mdrk
to-market per-share value of the fund’s assets mxsted 1+'X’ per share held as of the end of the
current day. If the buffer is exhausted the fundtmonvert to the floating net asset value mode. ddst
of the buffer was extrapolated from the loss oD3(er share sustained by the Reserve Primary fund
September 2008 caused by its holding of defaulkbedneercial paper issued by Lehman Brothers.

620 See, e.9.ScOTTC. GOEBEL, et al., Comment Letter to the PWG's Report on &joMarket
Fund Reform Options SEC Rel. No. IC-29497 (Figditanagement & Research Company/The Charles
Schwab Corporation/Wells Fargo Funds Management, L3 May 2011). The letter advocated a capital
buffer “funded over time by withholding a small fon of the income paid to shareholderSee also
GOEBEL, (2011a)supranote 616 at 10 — 12 andeMDELSON& HOERNER supranote 611 at 6 — 8.

%2l SryLz, The Squam Lake Group's Proposalpranote 618 at 6.
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discourages the fund manager from attracting money?* Nonetheless, these positive factors
should be considereds-a-visthe size of the capital buffer and a means ofibiotg it. If the
buffer is too large it is likely to be economicalipfeasible. Furthermore, a buffer funded by an
asset management company would place small andumesdize firms in a disadvantaged
position or even force them out of money marketdfumnagement business. This would result
in further industry consolidation and, possiblyyversion of atoo big to fail problem in the

money management sector.

The pros and cons of the proposed reform optionsidered in this section underscore
the complexity of the issues. After Rule 2a-7 anmeexts implemented in 2010, the money
market fund resiliency to financial shocks hasadseimproved. Given other changes affecting
the capital markets it is especially challengingggauge potential unintended consequences of
any further reforms in this area. Nonethelesshasva in this section, the majority of the reform
options laid out in the President's Working Growgpart were not friendly to the industry
stakeholders and could result in significant assetows from the US money market funds
causing disruption to the short-term capital markéthis outcome alone entails significant
implications with respect to systemic stability cems. In addition, some of the options result in
significant costs to asset managers who may redenghe economic fundamental of managing
money market funds triggering further industry amation, which, in turn would weaken

investor protection by the industry monopolisatéod reduction in investment options.

3.6 Conclusion

The analysis of the US money market fund indusffgred in this chapter found that
these funds emerged in the early 1970s as a respgongstrictive banking regulation. Money
market funds gained popularity among small investor providing access to safe investments
paying high market interest rates, which were resty only available to investors with large
cash balances. Asset managers to the first monelemfund developed investment practices

that enabled them to achieve a dual goal of safiepyincipal and daily liquidity. These practices

%22 Hot moneyrefers to those cash flows that are moved from fone to another frequently,
often on a daily basis, by those large shareholdeisng for extra yieldHot moneyis likely to increase
liquidity and reinvestment risk of the fund andutd yield of the core shareholders.
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served as a source of emerging regulatory standardsformed a basis for developing legal

rules governing activities of money market funds.

My inquiry into the broad regulatory framework dietUS mutual funds confirmed the
existence of a comprehensive regime covering tmelduinvestment activities, operations,
corporate governance and oversight. Given the enigunction of money market funds as
important financial intermediaries in the shortatecapital markets, these funds are also subject
to risk-limiting prudential rules codified under RWRa-7 of the Investment Company Act. Rule
2a-7 have recently been revised to address weasassl shortcomings in money market fund
investment and operational practices that becanparapt during the height of the financial

crisis in the fall of 2008, which significantly eamiced investor protection in these funds.

Above and beyond normative rules imposed and eedfbtry the US Securities and
Exchange Commission, a subset of the US money Iiinfankes targeted to institutional investors
voluntarily adhere to credit standards developedtegit rating agencies, which through their
acceptance by the market participants have a geagslatory impact. Positive from the investor
protection standpoint, these standards seek taifpabilities of money market funds to achieve
their investment objectives and meet investors’ a®infor custom-made credit rating opinions
that address idiosyncratic risks in money marketdfuNotwithstanding the value of credit
ratings for investors, pro-cyclical characteristodscredit ratings make them a weak regulatory
tool due to negative implication for systemic sliai

The purpose of the inquiry undertaken in the lastien has been to identify what the
future of the US money market fund industry maykldige given the whirlpool of the recent
regulatory reform debates. The incremental way hictv financial stability measures have been
introduced in the course of the last two years thredfragmentation of prudential supervisory
arrangements considered by various regulatory agenexplain the legal uncertainties
surrounding the future of the US money market furdustry. The following chapter takes us

across the Atlantic and focuses on money marketsumthe EU.
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CHAPTER 4: MONEY MARKET FUNDS IN THE EU

4.1 Introduction

Chapter 3 described the US money market funds.s€bpe of this chapter is European
money market funds. It will be shown that money ke&ifunds in Europe are governed by the
EU legal rules and are also subject to their natisagulation. The chapter illustrates that the
specific practices embraced by the EU and natioegilators have often been inspired by the
money market industry itself or sometimes importesim those jurisdictions featuring more
developed regulatory regimes with respect to manayket funds. With regard to the method,
this chapter presents a historical narrative andes critical analysis as well as elements of
legal analysis of the practices of money marketfuim Europe. In effect, it offers an insight into

the development of the law through the diffusiompafticular legal practices across the borders.

To my knowledge, this is the first study that systéically analyses the European
Union’s regulatory framework applied to money markends as well as details of national
regulation relevant to this sector. Existing sosredated to money market funds outside the US
are extremely limited and are mostly focused osating the funds’ performance. This study is
instead unique in considering all aspects of Eumopenoney market fund practices and
operations be they developed locally, imported fiativer markets or introduced by credit rating
agencies. Furthermore, the effect of the finanmisis and the European sovereign debt crisis on
the funds’ practices is incorporated, thereby mglkims thesis especially relevant to the ongoing
regulatory debate in terms of clarifying the sigraht issues relating to the development of
sustainable market practices and setting apprepmaid robust regulatory practices at the

European and national levels.

With regard to the structure, this chapter is dddidnto four main sections. Section 4.2
describes the origin and evolution of European mgomearket funds and profiles the
contemporary state of the industry. Section 4.3gmes the Community legal rules underlying
activities of European money market funds. Sectighreports on the credit rating agencies’
contribution into the development of the Europeasnay market fund industry and governing
regulatory practices. Section 4.5 examines thadéubf European money market funds focusing
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on challenges and opportunities prompted by themeattempts to harmonise the diverse
European practices. Section 4.6 concludes suppotiia view that the product diversification

that characterises the current state of Europeareynmarket fund industry is the outcome of the
diversity of the European capital markets at thigonal levels. Therefore, this chapter contends
that the industry future rests on finding the rigbélance between the pan-European

harmonisation trend and the need for diversificatio

4.2 History and current state of the money marketdnd industry in the EU

This section is divided into two parts: the firgsdribes the origins of money market
funds in selected European countries starting ftieen1980s, and the second discusses the state
of the European money market fund industry fromyetitre 2000s through the present. The
selection of countries for the historical narratfeatured in the first part was influenced mainly
by the size of the assets under management ofotts# inoney market fund industry and its
importance to the national capital markets. Theskected countries are France, Ireland,

Luxembourg, Germany, Spain and the United Kingdom.
4.2.1 European money market funds from the 1980sHe early 2000s

4.2.1.1 France

The historical narrative starts with France becabsance led the development of
European money market funds in the early 19893he reason for the emergence of money
market funds in France was similar to that in ti#, damely the restrictive banking regifié.
French bank regulation capped interest rate thatdeould pay their clients on savings accounts
and, therefore, French money market funds were tabddfer their investors a return consistent
with the market rates, when banks could $oCoincidentally, in order to accelerate the post-
recession economic recovery in the early 1980sFtemch government increased issuance of

short-term government obligations and encouragel iavestor participation by offering a tax

23 See, e.g.ELIZABETH DE LARAUZE, Money Market Funds in the US and Europe: Converging
Markets GTnews 29 August 2006

%24 Seesection 3.2.Buprafor the history of the US money market fund indyst

%2 SeeGAIL LE Coz, The Importance of DefinitigrFinance Director Europe 17 Aug 2009.
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credit®® Due to both a relatively high yield and a tax @egbvernment securities have quickly

become an attractive investment option for retaitestors providing a strong impetus for
development oSICAV MonetaireFrench collective investment schemes that fatdd investor
participation in this marké&t’

SICAV Monetairenvested in government and corporate obligatiohselatively short
duration and tracking short-term interest ratesewearketed as money market funds. Unlike the
US money market funds, which developed to a consiide product standardisation, the French
money market funds have always featured variedprskiles. Generally, three broad types of
French money market funds were recognizedjular money market fundsjynamic money
market funds andynamic plusmoney market funds, although a classificationrheke funds has
always presented a challenge owning it to the dityeof investment strategies and the lack of a
commonly accepted definition at that tifif8.The most conservativeegular French money
market funds were managed to track short-term mankleces, whiledynamicanddynamic plus
money market funds sought to obtain additionaldyi®y investing a part of their portfolios in

riskier asset&?®

Because French money market funds were aimed cdiricashort-term market indices,
share prices of these funds could increase or deer@epending on the behaviour of the selected

index. Therefore, French money market funds haes beferred to agariable net assets value

%2° The story of French money market funds was relaiade by David Vriesenga, the first head
of the European money market fund business at Meddyestors Service in 1990See alsoPoizoT, et
al., (2006) supra note 209 at 2. Initially, capigain of up to FRF300,000 per year was not sulijiect
personal tax. Starting in mid-1990s the limit omita gain not subject to personal tax was lowered
FRF150,000.

27 SICAV is an open-ended collective investment seheommon in Western Europe, which is
analogous to open-ended mutual funds in the US.A8IQs an acronym for Frencbociété
d'investissement a capital variabl8panistsociedad de inversion de capital varialeltaliansocieta
d'investimento a capitale variabjlamong other languages. Thus, a majority of Elanpaoney market
funds are SICAVSs, but not all of them.

%2 The use of anoney market fundesignation was standardised only in July 201leuride
guidelines on a common definition of European mongyrket funds administered by the European
Securities and Markets AuthoritffeeCESR's Guidelinesupra note 9. Section 4.3.ihfra provides a
detailed analysis of the CESR’s Guidelines on amnomdefinition of European money market funds.

829 Short-term market indices include Euribor® or E@i Euribor® is a rate at which interbank
term deposits denominated in Euro currency areedfey one bank to another bank within the European
Monetary Union. Eonia® is an effective overnighference rate for the euro. It is computed as a
weighted average of all overnight unsecured lendiagsactions undertaken in the interbank market,
initiated within the euro area by the contributbenks
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money market fund®® In practice, share prices of French money markeds$ generally

exhibited a steady growth owning it to a continuirgnvestment of capital gains and
dividends®*! A comforting perception of a steady increase irstprice was facilitated by a lack
of market-basedpricing in French money market funfé.Until early 2000s, French money
market funds have fully relied on amortised costoaating ‘smoothing’ share price

fluctuations®®®

Distinctive attributes of French money market fsirdan attractive yield relative
bank deposits, a tax advantage and an impressiastefady positive performance — explain why
French money market funds quickly gained investargeptance and commanded the largest

share of the European money market fund industtiyérearly 20008**

4.2.1.2 Ireland

In the early 1990s, approximately ten years aftene@y market funds emerged in France,
Ireland attracted international asset managers @atiborm for further development of money
market funds in Europe. The demand for money maitkeds established in European fund
administration centres came from the US asset nemsawho observed growing demand for
cash management services from corporations witiness franchises spread around the world.

Fidelity Investments was amongst the first US asssmtagers who pioneered import of thg-

%3 This is in contrast to the US money market fundsvikn asstableor constant net asset value
money market fundsSeechapter Jupraat section 3.2.1. It is worth noting that certBuropean money
market funds are managedstableor constant net asset valueoney market funds. These funds, often
registered in the main Europe’s fund administratentres such as Ireland and Luxembourg, are ysuall
marketed as thgS-stylemoney market funds.

831 Coz, (2009) supranote 625. French money market funds operate witarible net asset
value, although they are broadly managed with theadive of providing a constantly increasing netet
value.

632 See, e.g.Constant and Variable Net Asset Value Money MaFkgtds (Institutional Money
Market Fund Association / Position paper 2011)MFA on CNAV and VNAV MMFs] at 6.

63 See, e.g.PoIZOT, et al., (20065upranote 209 at 2. In 2002 Autorité des Marchés Fireag
the French financial market regulator, imposed &r@market accounting to replace an amortized-cos
asset valuation for money market funds with theepkion of assets maturing within three months énat
still valued at amortized-cost. The accounting gesncame into effect on 31 December 2003.

3% The State of the European Investment Fund InduatryEnd-March 2003 (European
Federation of Investment Funds and Companies M2063) at 9. The data illustrated that over 50 per
cent of European money market fund assets wereadfld to French money market fun&ee also
BERNARD DELBECQUE, Trends in the European Investment Fund Industrithé First Quarter of 2003
(European Fund and Asset Management Associatiore 4003) [EFAMA Q1 2003] at 3. As of March
2003, French money market funds managed $363i8rbilif $725.6 billion in asset under management
of total European money market funds.
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stylemoney market fund, when it moved its Bermuda-doleicmoney market funds to Europe
in the early 19908 Fidelity’s funds in Europe were managed just like US money market

funds, but were denominated in various Europearenaies. This development explains why the
US-stylemoney market funds in Europe have mainly been nmethéy the US asset managers

for the benefits of their institutional clients eagng multi-nationally?*°

Arriving to Ireland, theUS-stylemoney market funds exported the US cash cultise, i
investment and operational practi®swith the exception of France, the majority of ugan
fund accounting systems did not support amortizest asset valuation employed by the US
money market funds. The lIrish fund administratigstem had to develop and implement the
US-style operation practices to meet growing demfamcthis servicé>® The Irish Financial
Regulator facilitated this process by issuing adgnce related to acceptable asset valuation
methods, including the amortised cost metfidllied Irish Bank was amongst the first to offer
services in amortised cost asset valuation accomgdry market-based asset valuation known
as theshadow pricingprocess, just like US money market funds wouldatddome®*® Thus,

Ireland was able to harvest benefits of developnrentternational trade and cross border cash

835 | wish to express my sincere thanks for this stimryDavid Hynes, one of the ‘founding
fathers’ of the International Money Market Fund éaation and to David Vriesenga, the first head of
European money market fund business at Moody’sshave Service.

63 After Fidelity Investments entered the Europeameyomarkets, other US asset managers
including AIM Investment, Goldman Sachs Asset Mamgnt and JP Morgan Asset Management
established US-style money market funds in Europe.

837 Seechapter 3upraa detailed discussion of investment and operatipradtices employed by
the US money market funds.

838 YCITS-authorized European money market funds gduldheory, use either amortized cost
method or market-based valuation or a combinatiothese methods, as permitted by the applicable
national laws and the fund’s incorporation chart€eeDirective 2009/65, [2009] OJ L302/32 at Article
85. The UCITS Directive relies on national lawsg fiand rules and fund incorporation documents for
assets valuation processes and methods of shanerigei calculation.

%39 |rish Financial Regulator Guidance Note 1/00 a#dwhe amortised cost method to be applied
to value money market instruments in a UCITS ctilecinvestment schemes where the individual
instruments have a “residual maturity of less tttaee months and have no specific sensitivity toketa
parameters, including credit riskBeeEuropean News & Views (Citi Third ed. 2008) at 15

640 According to my conversations with the Europeameyomarket industry veterans, initially
the US-stylemoney market fund administration and accountingevedémost exclusively outsourced to the
Ireland-domiciled Allied Irish Bank.
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flows that prompted expansion of the US money ntaflieds overseas owning it to flexible

regulatory regime and responsive fund service imgli§&"

4.2.1.3 Luxembourg

Luxembourg, another major European fund administmatentre, likewise benefited
from acceleration of cross-border cash flows. Havedue to the proximity to France, the early
versions of Luxembourg money market funds origiddatethe 1980s strongly resembled their
French peers. The main reason for French moneyenéwkds migration to Luxembourg was
taxation. As mentioned early, French money marketd$ provided investors with tax-
advantageous income, but only if the funds investegbrity of their assets, or at least 90 per
cent, domestically*? Thus, while providing income tax-advantage foreistors, these funds also
limited investors in terms of diversification opt® Money market funds could enlarge their
investment universe by allocating more assetsreida securities, but they wanted to do it in a
tax-efficient way?*® These funds found Luxembourg a welcoming destinati

The aspect of taxation explains the initial stroetaf Luxembourg money market funds
featuringfloating net assets valuger share, which was widely accepted by investorsther
European countries studieslg.,in Germany and Spain, analysed later in this @ectn addition
to Francé** Moreover, following the development of thiS-stylemoney market funds initially
hosted mainly by Ireland, Luxembourg fund servicesckly embraced théJS-stylefunds’
offering constant net asset vafifé per sharé&’® Both Ireland and Luxembourg transposed the

%1 See, e.g.Right place right time. Ireland - the domicile ohoice for regulated funds
(PriceWaterhouseCooper January 2012) at 6. Iretaoxdmands over 30 per cent of assets under
management of European money market funds, offerkighest quality fund administration services and
an advantageous tax regime. Available hdip:/download.pwc.com/ie/pubs/2012 right placghtri
time_ireland_the domicile_of choice_for_regulateeds.pdf

%42 1 would like to thank David Vriesenga, the firstad of the European money market fund
business at Moody’s Investors Service in 1990s, aimared with me his knowledge of the history of
money market funds in Luxembourg.

643 See, e.g.KPMG Executive Briefing - UCITS in Luxembourg (K June 2009) at 56.
Luxembourg UCITS are exempt from tax on incomeapital gain. UCITS that are institutional money
market funds are also exempt from subscriptiortiak nonetheless is applied to other UCIA&ailable
at http://www.kpmg.lu/Download/Brochures/2009/Execariefing_ UCITS Web.pdf

644 Seesection 2.2supradescribing types of money market funds by thewrepted accounting
practices.

645|d.
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UCITS Directive into their national laws by thedat980s thus enabling their funds to pursue
business freely across the EU on the basis of glesauthorisation issued by the host country

authoritie?*’

Even though the UCITS Directive does not spediffctarget money market
funds, this thesis shows that the regulatory fraorkwset forth under the UCITS Directive
serves as a primary source of the investments gedatonal standards applicable to these

funds®4®

The presence of the UCITS framework for marketimective investment schemes
throughout Europe have proven to be the most impoffactor enabling distribution growth of
the US-stylemoney market funds. These funds were offered maininstitutional investors who
sought professional cash management services gedeomly nominal sales in the host
country®*® The US-stylemoney market funds whether domiciled in Ireland.oxembourg were
almost exclusively sold cross-border as opposeérénch money market funds mainly sold to

French investorg&>°

4.2.1.4 Germany

In 1994 money market funds were introduced to Gagnadter a considerable resistance

from the BundesbanR>* Similar to the US banking industry, German banksenfully aware of

%46 A number of the US asset managers, seeking fleyjbestablished Luxembourg-based
money market funds in addition to similar stratégyds located in Ireland or other off-shore degiores.

For example, Fidelity Investments and Morgan Stamfleset Management have established US-style
money market funds domiciled in both Ireland anddmbourg.

%47 Council Directive (EEC) 85/611, [1985] OJ L375M&dopted in 1985, the UCITS Directive
refers to a series of European Union directivesishing a common regulatory framework for
marketing collective investment schemes throughGutope. See section 4.3.2.linfra describing
European money market funds and the UCITS framework

%48 Seesection 4.3.4nfra for a detailed review of the UCITS Directive is @spects relevant to
money market funds.

%49 The cross-border nature of Irish money market $uisdreflected in statistical methodologies
for collecting data related to collective investriserio avoid double-counting of Irish funds’ assetthe
combine per-country statistics these assets ammatlyr excluded from available European investment
fund statistics.

%50 pojzoT, et al., (2006) wpra note 209 at 1. The report points to the fact then&h investors
tend to place their cash with managers based incEBrand, therefore, the shareholder base of French
asset managers to money market funds have remiairgedy domestic.

51 German money market funds were introduced as gfathe Il. Financial Promotion Act
(Finanzmarktférderungsgesetz) enacted in July 199. first money market funds were launched in
September 1994.
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a competitive threat of money market funds to tareking community>? Another reason for the
Bundesbank’s resistance was a likely distortioitg@ontrol of the monetary baS&.Similar to
those money market funds operating in France, Gemaney market funds’ core objective was
a performance that is broadly in line money mabetchmark§>* Given the opportunity for
risk taking under the broad performance objectiverman regulators limited final maturities of
money market fund-eligible holdings to one y&arThis regulation brought German money
market funds in line with a money market fund diéfiom adopted by the European Central Bank
in 1998%°°

From the standpoint of asset valuation, German maomarket funds have always relied
on market-baseé@sset values allowing their shares to float updowln reflecting the movement
of the short-term markét’ That said German money market funds were managéd am
implicit assumption that a share price of a cornstrely managed fund would not decline
significantly on any single day. This assumptiordéx well with retail clients, who were the

main investors in German money market fuffidgRetail investors normally are not particularly

%2 As a response to the competition, German banksdnted new innovative short term savings
accounts. Regarding the US banking community respdo the introduction of the US money market
funds,seesection 3.2.5upra

653 SeeRICHARD G. ANDERSON Monetary Basg2006-049A Federal Reserve Bank of St. Louis
Working Paper (August 2006 ) at 2. The author mlesia definition of the monetary base, which
includes bank deposits. The definition does notuihe shares of money market funds although such
shares have been view by some authors as a clbsgtste for bank deposits. This issue of monetary
base have been resolved by the European Centrél &dllecting statistics on assets under management
of the ‘qualified’ money market fundSeesection 4.3.3nfra for the European central Bank’s definition
of the ‘qualified’ money market funds.

®** Supranote 629See alsaCoz, (2009) supranote 625 at 1.

%% STEPHAN JANK & MICHAEL WEDOW, Sturm und Drang in Money Market Funds: When
Money Market Funds Cease to be NarrDwutsche Bundesbank: Discussion Paper Series XirBan
and Financial Studies (2008) at 6 — 7.

8¢ Regulation (EC) No 2819/98 of The European Cereaik of 1 December 1998 concerning
the consolidated balance sheet of the monetarydiahinstitutions sector (OJ L 356/7 30 December
1998) at 11. In this documents Money market furrésdefined as those collective investment units tha
can be viewed as close substitutes for deposterims of liquidity and “which primarily invest inaney
market instruments and/or in other transferablg dettruments with a residual maturity up to onarye
and/or in bank deposits, and/or which pursue acghteturn that approaches the interest rates afeyo
market instruments”. The bank also stated thatctiteria identifying money market funds should be
derived from the collective investment schemes’ blmu prospectuses, fund rules, instruments of
incorporation, established statutes or by-lawssefption documents or investment contracts, marget
documents, or any other statement with similaratffe

%7 For that reason, German money market funds aeereef to afloating net asset valueinds.

%8 SeeCoz, (2009) supranote 625 at 1.
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sensitive to share price fluctuation as long asfliiguations are minimal and consistent with a
perception ofow risk investment$> Share price volatility of German money market feingas

further ‘'smoothed’ by adding income to the shaliegmstead of paying it out. Culturally and
historically European asset managers felt more odatfle with floating fund share prices and
income accumulation naturally boosting share prioeome accumulation helped to off-set

capital loss promoting an illusion of a consistgrawth °®°

The concept of a constant share price, so favobsedhe US money market fund
investors, never took hold in Germany and their eyomarket funds were not treated any
differently for the purpose of asset pricing thamy eother collective investment scheme.
Furthermore, it was too costly and operationallydemsome for asset managers to establish
separate asset valuation practices and fund adogusystems designed specifically for money
market funds, given their limited size of assetdarrmanagemefit® A slow growth of assets
under management in German money market funds coeleéxplained by a low level of
institutional investor participation. German busiseulture with its traditional reliance on banks
for all cash management needs by corporate entitegslered money market funds

predominantly retaif®® In addition, from the standpoint of a treasury afmulti-national

%59 According to Rudolf Siebel, ex-Moody’s Investorer@ices’ analyst, who is currently
Managing Director/Head of Market and Service of BBundesverband Investment und Asset
Management e.V., in 1998 two German money markedduexperienced portfolio losses in the
magnitude of 3.5 per cent to 4 per cent of the $unotal assets due to investments in notes lirtked
performance of Russia’s and Thailand’s markets.

850 A story of German money market fund developmers sfeared with me by Rudolf Siebel, ex-
Moody’s Investors Services’ analyst, who is cudyeManaging Director/Head of Market and Service of
BVI Bundesverband Investment und Asset Managem¥nt e

%11 would like to note a special challenge of ohitagnprecise statistics regarding the size of the
domesticmoney market fund industry in Germany. The greajoritg of money market funds sold to
German investors are UCITS funds domiciled elsea/haut mainly in neighbouring Luxembourg.
Available statistics aggregates home country assdieth domestic UCITS and those sold cross-border
SeeEuropean Investment Fund Industry in Q1 28Qfranote 634 at 9. The report shows that the total
size of the German UCITS money market fund assets €42.5 billion, or $43.3 billion. This data
includes both types of UCITS, those domestic fuart$ fund sold cross-border.

%2 For example, German corporate treasurers prefgitkg operating funds in a bank’s deposit
account. Cash in a bank can be accessed immediatelygpposed to money market fund investments,
which entail a somewhat more operationally burderesprocess of analyzing a money market fund and
authorizing share purchases and redemptions.
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corporation operating in Germany, local money miafuads with floating share prices would

not be an appropriate instrument for operating casiich translates into a lack of demafid.

As mentioned earlier in this section, taxation pkhyan important role in shaping the
landscape of European money market funds. It wassbue of taxation that placed German
money market funds in an unfair competition withetUCITS-authorized money market funds
established elsewhere in Europe and ultimatelybited the growth olomesticnoney market
funds®®* As much as money market fund investors loath uaitgty, certainty of taxes is
something they would rather avdif. While income derived from investments in Germaseua
money market funds could be taxed at the sameasatdat income from cross-border money
market funds, investors idomesticfunds were disadvantaged in terms of the timingaof

payments.

Tax on investment income fromomesticfunds was deducted at the time when an
investor received such income, therefore an investld receive a loweafter tax income.
This was in contrast with money market funds setss-border paying out inconbeforetaxes,
which was taxed only in the following year aftercBuncome was received. Thus, German
money market funds have never become a signifiizaor in the German financial system as
the taxation issue and the strong banking cultaneeloverall pre-empted widespread investor

acceptance

%3 Corporate treasurers are generally extremely averseven minimal volatility of invested
principal in their cash investmen@eemultiple letters from corporate treasurers to tt& &ecurities and
Exchange Commission rationalising their aversiorfléating net asset valuenoney market funds;
available atttp://www.sec.gov/comments/4-619/4-619.shtml

%4 Supranote 661. While precise data is difficult to obtaémecdotal evidences suggest that a
significant part of money market fund assets inn@ary is managed by Luxembourg-based funds.
German asset managers have long established sulesidin neighbouring Luxembourg to take
advantage of responsive and flexible Luxembourarfaial authorities that promptly authorized new
products and had less restrictive investment reignla

%%The only two certainties in life are death angesst is a quote attributed to Benjamin Franklin
from a letter to Jean-Baptiste Leroy (13 Novemi#39).
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4.2.1.5 Spain

The Spanish money market developed in the mid-1¢8fktated by the introduction of
Letras de Tesoro (Treasury Bills) in 1987. In addition to government securities, Spanish
banking and corporate sectors issued a variety ohey market instruments, including
commercial paper, certificates of deposit, mediermt notes and term deposits suitable of
purchases of these funtfé.Spanish money market funds known fasdos de inversion en
activos del mercado monetayior investment funds in money market assets, w@srengst the
main investors in the short-term government anga@te securities. Regulation of these funds
was focused on asset liquidity and to required! fmaturities of portfolio holding not exceeded
18 month<®® Regulatory maturity limit, in turn, dictated duat of securities issuance,g, the
Spanish Treasury Bills and commercial paper weseed in maturities of 12 and 18 months to

meet final maturity limits of money market funds.

Redemptions from money market funds could be aelid¢lirough use of a check book
or a credit card tied to the fund. This means thegstors could use their investment assets at
any time, which explains the regulatory focus omdfuiquidity, which was based on the
underlying assumption that a security of no moenth.5 years to maturity Igyuid, or could
always be sold to a willing buyer at a price clos&hat the fund has it on its book. Nonetheless,
the views of pan-European and national regulatarsvbat constitute équid security varied,
e.g., German regulators concurred with the European r@eiank when limited the final
maturities of theidomesticmoney market funds to one y&at.These varying views, in turn,
promoted diversity of national markets while impegldevelopment of a uniform pan-European

short-term market.

Notably, an investment objective of Spanish moneyrket funds to track short-term
interest rates was consistent with that of Fremah @erman money market funds; thus Spanish

money market funds’ share prices were expectedluctuate reflecting the interest rate

%% European Money Market Paper - Spain (FA Verlei€eldmarktprodukt March 2004) at 5.
667
Id. at 4.
%8 This requirement covered 90 per cent of money gtdiind assets. The remaining 10 per cent
of assets could be invested in other types of gessur
%9 Supranote 656.
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movement$’® In practice, investors in these funds expectedesbf their shares to increase

steadily due to accumulation of capital gain anérest income, consistent with the investors’

expectations of money market fund performance ianée and Germany. Thus, due to

similarities of an investment objective to traclogkterm interest rates and an expectation of a
steady increase in fund share prices due to acaiimmilof capital gains and interest income this
type of funds are often considered as a homogegousp of Continental European money

market fund$’*

4.2.1.6 The United Kingdom

The history of European money market funds wouldngemplete without mentioning
the UK, even though its owdomesticmoney market fund industry is rather limit¥d.An
example of the UK money market funds illustrates tmportance of other factors for the
industry development, including the position of kauiand presence of a deep and liquid public
market. Fidelity Investments, one of the largestddSet managers, laid the foundation of the UK
money market fund industry in the late 1980s, whdaunched its first sterling-denominated
Fidelity Cash Unit Trust’® Fidelity sought to offer an alternative means @niaging cash to its

institutional clients doing business in Europe aetiver a return consistently higher than that

870 Seesection 4.2.1.1supranote 629 describing short-term market indiceskeecby money
market funds.

"1 The group ofContinental European money market funds include money markatld
domiciled in certain other counties of continerfairope pursuing a similar investment objective and
offering avariable net asset valushare price. Because assets under managemeianadsticmoney
market funds in these countries are relatively kntlagy are omitted from the study of the origirdan
development of European money market funds.

872 As of 31 March 2011, assets under managementeobJth money market funds were €3.4
billion, or $4.8 billion, which constitutes 0.3 peent of total assets under management in European
money market fundsSource:the Investment Company Institutevailableat: www.ici.org.

®3 Fidelity Investments has been managing money mdikeds in the US since 1974 by
launching Fidelity Daily Income Trust only in twegrs after money market funds came about in the US.
Fidelity Investments sought overseas expansiornirat868 established a foreign subsidiary in Bermuda
Fidelity International to manage assets of non-bMgstors. Fidelity International had offices in idom
and other countries.
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offered by bank&* Launched by a US asset manager, the fund mirrareestment and

operational polices accepted by the US money méuikels®’®

While the US institutional investors looked for ti&-stylemoney market funds in other
jurisdictions, the local UK investors did not haawsy particular need to look beyond banks. The
UK banking regulation did not limit deposit ratdeetway the US or French regulators did
enabling the UK banks to offer higher interestsaad rendering emerging money market funds
lacking meaningful yield advantag€. Another significant factor inhibiting developmeuttthe
UK money market funds was scarcity of governmeit @rporate short-term issuance. The UK
corporations relied mainly on bank financing foeithborrowing needs and did not actively
utilise the public market. The UK money market fandvested mainly in banks’ call accounts
and certificate of deposits and, therefore, lacliaersification®’’ These two factors, namely
competition from banks and the limited public siertn market curtailed development of the
UK money market fund industry, which remained in#igant in terms of assets under

management relative to other European countffes.

The major themes that can be drawn from this hesdibnarrative related to the early
days of the European money market fund industryaarmllows: first, domestic bank regulation,
limiting interest rates on bank deposit accouniss & strong positive factor for money market
funds €.g.,France). Lack of such regulation rendered monesketdunds with no competitive
advantage and hampered their developmengt,the UK). Second, the developmentdaimestic

European money market funds has been stronglylatedewith the depth of the local short-term

"% FIDELITY INTERNATIONAL, Fidelity Cash Fund A Safe Haven for Your Cashvailable at
https://www.fidelity.co.uk/static/pdf/investor/fosrdocuments/cash-fund-brochure.pdf

675 As opposed teontinentalEuropean money market funds, Fidelity Cash UnisTroaintained
constant net asset valyeer share and daily liquidity at par. The fund wisarketed as an alternative to
bank deposits and had no penalties for early watlvelts.

676 Seesections 3.2.1 and 4.2.Islipraanalysing the origin of money market funds in tH® &hd
France, respectively.

®77 Natwest Bank was amongst the first UK money mafiuatl sponsors when launched the
Reserve Fund. By the mid-1990s the Reserve Fungthwdold through the bank distribution channels
and invested in bank deposits and corporate coniahepaper, has become the largest sterling-
denominated money market fund. The fund was managdahe with the US money market fund
investment and operational practices.

78 The story of the UK money market funds industrysvehared with me by David Hynes to
whom | would like to express my deepest gratitide. Hynes has managed money market funds for a
number of the UK and US asset managers, includety\ést, in the 1990s.
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markets. A limited size of the local corporate &ste restricted money market funds’
investment options and prevented the funds fromeasty sufficient economy of scale to
support their operationg.Q.,in Germany and the UK). On the other hand, arvadtical short-
term market promotedomesticmoney market fundse(g.,in France). Third, a favourable tax
treatment helpedomesticmoney market fund to gain investors’ acceptareg.(in France).
Alternatively, a disadvantaging tax regime inhitdigrowth ofdomestianoney market funds and
pushed fund origination and management to Europe@a administration centrese.g.,
Germany).

The next section moves from the regulatory infllesnio an analysis of the industry from
the capital market perspective. This is importanbrider to gain an insight into the evolution of
money market fund regulation at this stage of madeselopment and it ultimately links to my

research questidmow should money market funds be regulated?

4.2.2 European money market fund industry from tkearly 2000s to today

By 2003, the size of the assets under managemeRuiopean money market funds
reached €666 billion, or 22 per cent of total Ewap UCITS industry indicating a strong
investor acceptandé? French money market funds accounted for overdfatie total European
money market fund assets followed by Luxembourg léalgt. Exhibit 8 illustrates the relative
size of the money market funds by country of asdetsicile at the end of the first quarter of
2003°%°

Exhibit 8: Size of European money market funds by home-domiciled asset

679 DELBECQUE, EFAMA Q1 2003supranote 634 at 3.

%80 Eyropean Investment Fund Industry in Q1 2@0®ra note 634 at 9. The available data
provides county allocation by the assets domidlg, not by the fund domicileg.g., Ireland is not
represented on Exhibit 8 due to immaterial monegkatdund assets actually located in Ireland.
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Greece,2.1%

Portugal, 1.3%
Other,9.2%

Finland, 1.0%

As explained in the previous section, historicagropean money market funds
employed a wide range of investment practices drive the structure of the national capital
markets and, therefore, had different risk profil@sior to the introduction of a common
definition of European money market funds in JUBL2, European money market funds were
generally divided into three broad categoPf&ssirst, there weréquidity — ortreasurer— money
market funds that sought principal preservation pnavided on-demand liquidity at p&F
Second, there wemegular European money market funds aimed at trackingtg¢bon interest
rates. Third, there were other European money mhaflieds with a somewhat broader
investment mandate seeking to provide additiorelbyover the short-term interest rates. Hence,
these funds were often referred toemhancednoney market fund®? Exhibit 9 illustrates the

%81 See generallBAKLANOVA , (2010b)supranote 344.

%82 These funds are also often referred to adXfestylemoney market funds @ffshoremoney
market funds indicating their domiciliation outsithe US. It is amusing that despite the majorityhefse
funds’ domiciliation in the Europe’s leading fundnainistrationonshorejurisdictions such as Ireland and
Luxembourg it is an industry’s tradition to referduch funds asffshoremoney market funds. That said
there is a number of tHéS-stylemoney market funds established in the ‘troShoredomiciles such as
Cayman Islands or Bermuda.

Another semantic detail is that theeasurer money market funds in the context of European
money market funds have nothing in common with ¢HdS Treasurymoney market funds. One would
refer totreasurermoney market funds in Europe in case of fundsdhatmainly purchased lmprporate
treasurers while a reference to thdS Treasurymoney market funds assumes investment policies of
such funds targeted at investments inll&Treasurysecurities.

%3 In the context of French money market funds, @ertiynamicand dynamic plusmoney
market funds could fall in to this categoBeesection 4.2.5upra
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funds’ classification in the order of priorities terms of capital preservation, liquidity and yield

giving their varying investment objectives.

Exhibit 9: European money market funds by investmenobjectives®*

Types of money o

Liquidity Regular Enhanced
market funds
Primary Objective Capital Preservation Capital Preation Yield
Secondary Objective | Liquidity Yield Capital Pression
Tertiary Objective Yield Liquidity Liquidity

The difference in classification type related mwind the differences in the market
performance. For example, the benign interest eateronment prevailing since 2002 to early
2007 has encouraged the growthemhancednoney market fund®® Yield enhancement was
generally achieved through extension of creditigth [yuality mortgage-backed and asset-backed
securities or investment grade corporate issti8tdowever, the deterioration in credit quality of
mortgage-backed securities starting in 2006 expesbdncedanddynamicmoney market funds
to substantial lossé8’ For example, BNP Paribas blamed “the complete @wation of

liquidity” for its decision of temporary suspendimgdemptions in its thredynamic money

%4 Fund classification offered in exhibit 6 did n@@unt to a regulatory definition, but was used
rather loosely as an industry jargon. Meaning efgihesented factors could vary depending on the'sun
domicile. The European Securities and Markets Authantroduced a common definition of European
money market funds in July 201%eeCESR's Guidelinesupranote 9.See alsoEFAMA and IMMFA
Recommendation for a European Classification anfth@ien of Money Market Funds (European Fund
and Asset Management Association / Institutionain®lo Market Fund Association 8 July 2009) at 7.
The recommendation letter provided one of the wvessifor the European money market fund
classification system. The version presented is thiapter is substantially similar to the one @&ffiein
the letter.

%% These funds were also known dyamc money market funds in France. However, because
no precise classification of French money marketdfu existed, some of these funds could also be
classified asdynamic plusmoney market funds implying that these funds atent on slightly more
credit and/or interest rate risk relative to thdgaamicfunds. See ®zoT, et al., (2006)supranote 209
at 3.

6% 1d. at 3. Between 2002 and 2008ynamic and dynamic plusmoney market funds
outperformedegular money market funds by 60 basis points and 25 lpasints, respectively.

7 FCIC Reportsupra note 27 at 221 — 223. Major rating agencies comducumerous
downgrades of mortgage-backed securitig,, Moody's downgraded 83% of Aaa-rated tranches of
mortgage-backed securities originated in 2006. Meat investment grade tranches originated in the
second half of 2007 were downgraded.
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market fund$®® Two dynamicmoney market funds managed by AXA Investment Mansnt
lost approximately 13 per cent of their assets iwifust two trading days in July 206%
Notably, these funds were misconstrued by investsr®w risk money market funé¥ In July
2007, another French asset manager ODDO annouhatd tvould close and dissolve three of

its enhancednoney market fund¥?*

It is because of these obvious differences in niggkgformance amongst different types
of money market funds in the EU encouraged theebehat it is plausible to provide a
mechanism to protect investors by administeringcifipally designed investment rules. In
retrospect, the credit deterioration in #rehancednoney market fund segment in France served
as the warning bell of the financial cri§f.Indeed, on the next day after BNP Paribas suspende
redemptions the Federal Reserve announced thatutdw'provide liquidity as necessary to
facilitate the orderly functioning of financial nkats”®%® The European Central Bank took steps
to normalise the markets by injecting €47.7 billibmough its open market operations and soon

announced a supplementary longer-term refinanaingrpmme to support the functioning of the

%% BNP Paribas Investment Partners temporaly susptiedsalculation of the Net Asset Value
of the following funds : Parvest Dynamic ABS, BNREriBas ABS EURIBOR and BNP Paribas ABS
EONIA (BNP Paribas Investment Partners / Pregsasel 9 August 200Bee alsdKATE BURGESS BNP
reopens funds that sparked crisiEnancial Times 24 August 2007. The funds had &g per cent of
their portfolios invested in securities rated AAAdAA.

689 K ATE BURGESS AXA IM defends funds with own mopEinancial Times 2 August 2007.

80 GILLIAN TETT, Subprime woe produces some unexpected casyakieis. at 3 August 2007.
Investors perceived these funds as stodgy, safébethe loss of value in AXA’s funds raised adeg
guestion of how many other surprises are hiddersiinilar funds. AXA Investment Management,
defending its reputation, investing €740 milliorl (illion) of its own money in these funds to reesic
investors’ lossesSee RENEE SCHULTES & HARRY WILSON, AXA picks up tab on sub-prime fynd
Financial News 2 August 2007.

%91 Fonds monétaires dynamiques: point de la situg@®DO Asset Management / Press release
6 September 2007). Assets of the funds — Oddo Taskation, Oddo Cash Arbitrages and Oddo Court
Terme Dynamique — were later sold in two stagast,Anarketable assets were sold immediately; sisset
whose values werkard to obtainwere expected to be sold as the market condifiensit. There first
two funds only had 50 per cent of their assets arketable securitiesSee alsp NEIL UNMACK &
JACQUELINE SIMMONS, Oddo to Shut Three Funds "Caught Out' by CredittRBloomberg 31 July
2007. The closed funds held approximately 15 pert of their assets in the US collateralised debt
obligations.

92 ECIC Reporsupranote 27 at 251 — 252. The significance of the BNifbas’s finds closures
is evidenced by the fact that the US Financial i€risquiry Commission’s report included an entire
section focused on these funds and entitled “BNiib&st “The Ringing of the Bell”.

%93 The Federal Reserve is providing liquidity to faaie the orderly functioning of financial
markets. (Board of Governors of the Federal Res8gstem / Press release 10 August 2007)
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euro money markéf* Money market funds in other European countrieshaat been featured

in the section of negative market news as promipeast French funds.

The bankruptcy of Lehman Brothers in September 20@8the resulting liquidity crisis

in the US money market funds and short-term margatsconsiderable pressure on European
money market funds. In the fourth quarter of 2008titutional investors withdrew over €45
billion from European money market funtfs.These redemptions gave rise to the market
dynamic similar to that experienced by the US momeyket funds and their investdfS.When
money market funds sought to raise cash to meaettemptions and attempted to sell portfolio
assets, the short-term market could not absorlsesdlrities offered for sale and went into
standstill. At the same time corporate issuers werable to re-issue their commercial paper
coming due because of a lack of money market fowestors. A funding source for corporations
through money market funds had evaporated with thegaconsequences for the real

economy’?’

In the fall of 2008 European money market fund spos have come to rescue their
funds once again. Société Genérale, Deutsche B@ndit Suisse, among others made
considerable injections to their money market fundsrder to protect fund investors from
losse$?® There were, however, fund families unable to supfizeir money market funds —
those lacking ‘a deep pocket’ of a bank affiliatimnthemselves facing a financial distress. For
example, theUS-style liquidity money market funds managed by Lehman Brothers tAsse

Management had to suspend redemptions to prevent®d® Investors in money market funds

%9 Supplementary longer-term refinancing operati@ur¢pean Central Bank / Press release 22
August 2007)

%9 Annual Report 2008 - 2009 (European Fund and tAdsmagement Association June 2009)
at 9.

%% Chapter Jupra.

%97 Chapter Zupra.

% see, e.gDeutsche Bank provides update on fourth quarté82@rformance (Deutsche Bank
/ Press release 14 January 2009). The bank aneduhat it anticipates “a fourth quarter [of 2008&]s
.. related to ... injections into money marketdsih See alsadCommission de Surveillance du Secteur
Financier - Annual Report 2008 (1 March 2009) @t #he Commission de Surveillance du Secteur
Financier, the Luxembourg prudential regulator &ndncial supervisory authority, reported that D03
“certain money market funds had to temporarily talieshort-term loans to finance their redemptions”

%9 Lehman Brothers Liquidity Funds Plc, an Irish Bh$4CITS Fund, Announces Temporary
Suspension of Dealings in the Shares of its Castid$-u(Lehman Brothers Liquidity Funds Plc / Press
release 19 September 2008).

172



managed by Lehman Brothers Asset Management fearewntagion from the affiliated
investment bank, rather than concerns with the suirdrinsic credit quality”® A number of

money market funds suspended redemptions, butatkimpaid shareholders in fufi*

Responses of national regulators to liquidity sgeea money market funds appear to be
correlated with the size of thelomesticmoney market fund industry and importance of these
funds to thedomesticcapital market$®” Luxembourg government demonstrated its commitment
to the money market fund industry declaring thae“tuxembourg Central Bank will take all
necessary steps to secure the liquidity of moneskebdunds established under Luxembourg
law”.””® German Bundesbank also announced that it will @kenecessary steps to secure
liquidity in money market funds and near-money reaflinds established under German {&tv.
The crisis management measures of other nationargments varied causing concerns to
financial regulators on the European level of pt&tinadequacy of unilateral actioff5.At the
height of financial crisis in October 2008, the &uean asset management industry associations

"0 |d. Dealings in shares of all three sub-funds — thieman Brothers Euro Liquidity Fund, the

Lehman Brothers Sterling Liquidity Fund and the ineim Brothers US Dollar Liquidity Fund — were
suspended due to an unprecedented level of redemquests caused by the bankruptcy filing of the
parent company Lehman Brothers on 15 September.ZDI0& directors of the funds believed that
suspension of dealings is necessary to avoid hawirggll portfolio securities that the funds woulot
otherwise sell. Such sales as a result of the rhdickgdity restraints would have caused the fuibadls
incur losses.

"1 SHILLING, MMF Support Reporsupranote 156 at 1. One of the fund sponsors unable to
provide support to itd)S-stylemoney market funds was Reserve Management, whaggship US money
market fund broke the buck on 16 September 2008eiiRe Management has also managed International
Liquidity Fund, anoff-shoremoney market fund organised in the British Virdggtands. This fund had
exposure to defaulted commercial paper issued lynaa Brothers, which cause the fund closure and
liquidation. Because of its island domicile, thimd is beyond the scope of this chapter.

92 This conclusion is also supported by the actidrth® US government that provided the most
significant support to the US money market fundduding issuing a temporary government guarantee
covering investment in the US money market fulsisechapters 2 and Qupra

93 JEAN-CLAUDE JUNCKER, Déclaration du gouvernement luxembourgeois ssrAends du
marché monétaire (Le gouvernement Luxembourged@rmuniqué 14 octobre 2008).

4 German government measures: Package of measurestabiiise the financial
markets and avoid adverse effects on the real eepn(European Banking Authority / News from EBA
members 13 October 2008).

95 JaMmESs K. JAckSON, The Financial Crisis: Impact on and Response Iy European Union
(US Congressional Research Service / Report fogfems 24 June 2009) at 4. The report reviewed,
among other paragraphs, the current regulatoryiteotare of the EU and noted that “each EU member
has its own institutional and legal framework fegulating its banking market, and national superyis
authorities are organized differently by each EuUntoy with different powers and accountability”. (%h
beyond vague statements of common goals, a proteshieving specific coordinated actions is prtme
lack of consensus.
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engaged in discussions with the European Centrak Ba structure a support programme for
European money market funds although the industbpy failed to bring about the desired
regulatory actiond®®

The two tumultuous periods of European money mdikads in the fall of 2007 and in
the fall of 2008 show that different degrees ok tigking in money market fund management
strategies led to different levels of losses farestors. Those money market funds pursuing
conservative investment strategies, which were Ipdime US-style liquiditymoney market
funds, weathered the financial crisis with no Iessecapital to investors and only minimal loss
of liquidity. However, money market funds investingnstruments with relatively high maturity
and low credit quality and/or taking material expes to relatively new types of financial
instruments with unproven trading history sustaisebistantial loss€8’ While both approaches
have historically co-existed in the European momeyket fund industry, they clearly presented
a challenge for regulators to conduct a meaningfidrsight and also concerns were raised

whether a two-tier industry structure could conitéto risk misrepresentation to investtfs.

As a part of a broader reform of financial reguatithe de Larosiere’s Group report
issued in February 2009 attempted to address ttwsmerns by establishing “a much stronger
coordinated supervision for all financial actors time European Union”, which included
establishing a common definition for European momegrket fund<®® Following the de
Larosiere’s Group recommendations, European assefgement trade associations took an

inventory of the existing European money marketdfypractices and proposed a two-tier

"% EFAMA Annual Report 2008 - 2008upra note 695 at 12 — 14. The report describes the
initiatives undertaking by the European Fund andefsVlanagement Association together with the
Institutional Money Market Fund Association to amhé coordinated pan-European response to the
liquidity crisis in money market funds. The indysprroposals involved structuring a money marketfun
support programmes similar to those implementatenlJS.Seechapter Supra

" EFAMA and IMMFA Recommendatiosupranote 684 at 7.

"% Seesection 2.Zupraexplaining money market fund categories. A two-igicture references
to a co-existence afonstantnet asset value money market funds #odting net asset value money
market funds in Europe. Generalggnstantnet asset value money market funds are managear® m
conservative investment guidelines, wHhilgating net asset value money market funds operate under a
broader investment mandag&eeld. at 4.

" The High-Level Group on Financial Supervisiontie EU Report (The de Larosiére Group
25 February 2009) [The de Larosiére Group's Reppvr]and 26. The report highlights a particulache
for a common pan-European definition of money mafilieds and a stricter codification of the assets i
which they can invest in order to limit investmeisks in these funds.
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classification system allowing for two types of negmmarket funds in Euroge® This proposal
served as one of the main sources for the CommdieBuropean Securities Regulators to
develop its guidelines for a common definition afr@pean money market funds published in
2010 and implemented in 201%.The next section offers a detailed analysis o§¢hguidelines
and other existing definitions of European moneyk®atfunds against the backdrop of the
overarching regulatory framework for collective @stment schemes at the Community and

national levels.

4.3 Money market fund regulation in the EU

The perceived need to regulate money market fund&urope has been made most
explicit on the EU level and it has been seen mumber of normative documents. | limit the
discussion to what | consider to be the primaryslagjon of relevance to money market funds
administered throughout the EU. Specifically, thedertakings for Collective Investment in
Transferable Securities Directive, known as “thelT& Directive”,*? the Markets in Financial
Instruments Directive, known as “the MiFID*™ and the CESR’s Guidelines on a common
definition of European money market funds, referred this thesis as “the CESR’s
Guidelines”™** which are currently administered by the EuropeatuBties and Markets
Authority, represent the primary sources of harreedirules for European money market funds.
In addition, certain aspects of the European Ckmemk regulation are relevant to money

market funds.

It appears that the motive for development of thgl® Market for financial services in
the EU and the related quest for harmonisationegtilation and oversight drives the policy

debate towards providing regulation that controleestment activities and operations of money

% See, e.g.EFAMA and IMMFA Recommendatiorsupra note 684. In addition to two
permanenttypes of money market funds, the proposal includgemporary category afther money
market funds seeking to grandfather a two-yeareymriod for the riskiest types of European money
market funds.

"1 CESR's Guidelinesupranote 9.

"2 Directive 2009/65, [2009] OJ L302/32

"3 DIRECTIVE 2004/39/EC OF THE EUROPEAN PARLIAMENT ANOF THE COUNCIL
of 21 April 2004 on markets in financial instrumeramending Council Directives 85/611/EEC and
93/6/EEC and Directive 2000/12/EC of the Europeanlifdment and of the Council and repealing
Council Directive 93/22/EEC (0OJ L145/1 30 Aprd(4).

"4 CESR's Guidelinesupranote 9.
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market funds throughout Europe. However, as oppdseitie elevated profile of the money
market fund-related debate at the EU level, it appéhat this issue is rather insignificant for the
great majority of national regulators. This coukl dxplained by a relatively limited size of the
local money market fund industries with notableeptons of France, Ireland and Luxembourg
and a negligible impact of these funds on the aeapiarket activities in the majority of the EU
countries’™® Given this discussion, it is not surprisingly thae development of targeted
regulation of money market funds at the memberestdevels has been viewed as hardly a
necessity. The following sections examine how itwest activities, marketing and distribution
of money market funds in the EU are affected byehisting regulatory framework and by the
norms developed by non-governmental actors sucthednstitutional Money Market Fund

Association, known as “the IMMFA” and credit ratingencies.

4.3.1 UCITS framework

The UCITS Directive refers to a series of the Eldechves establishing a common
regulatory framework for marketing collective inteent schemes throughout Eurdpe.
Adopted in 1985, the UCITS Directive is consideremhe of the most significant
accomplishments in establishing European singleketaand promoting European investment
funds globally’*” While the UCITS Directive does not target moneykeafunds specifically, it
still serves as a primary source of harmonisedsrae the Community level applicable to
European money market funds registered under th&Fr'®®@rand. There are, however, two
general limitations of the UCITS regulatory framelwoegarding money market fund regulation.
First, as explained later in this section, genameestment parameters established under the
UCITS regime are too broad and, in and by itsalfndt meet the spirit of a low risk investment

product that is a money market fund. Second, a 3CGilithorization is not compulsory. At the

15 Exhibit 8supra

"% Directive 2009/65, [2009] OJ L302/32

"7 JEAN-PIERRE CASEY & K AREL LANNOO, Pouring Old Wine in New Skins: UCITS and Asset
Management in the EU after MiFID, CEPS-ECMI Taskcéoreport (2008) at 5.
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end of 2010 approximately 25 per cent of Europesestment funds, including some money
market funds, were established outside the UCIBBd®

Since its adoption, the UCITS Directive has undegga number of adjustments. The
initial version known as UCITS | was criticized ftunduly limiting the universe of eligible
assets”® In 2002 the original UCITS Directive was modifigdo the Management Directive
and the Product Directive, collectively known as IUE 111.7?° The Management Directive
sought to give a “European passport” to UCITS manant enabling them to operate
throughout the EU** The Management Directive also introduced a singlifprospectus,
tightened up risk management frameworks and ineckasnanagers’ capitalisation
requirement$??> The Product Directive expanded a set of eligiloieestments to include
derivatives and to allow certain new types of fuffdsThe combined UCITS Il Directive was
intended to widen consumer choice and provide battestor protection. On 13 January 2009
the European Parliament approved the UCITS IV Divecthat sought to further improve the
regulatory framework for UCITS fund$?

"8 Quarterly Statistical Release No. 44 (EuropeandFand Asset Management Association

2011) at 3. European investment schemes that @rautivorized under the UCITS and not subject to its
investment and operational restrictions are silljsct to national laws and regulations.

"9 DALE GABBERT, Europe’s Chance to Put Right UCITS Errors (Inéional Finance Law
Review June 2005) at 2. Specific to the subjecthed study, deposits in banks not considered as
transferable securitieslisadvantaged money market funds willing to omeratder the UCITS brand
relative to other investment schemes. UCITS coulg bold such instruments ascillary liquid assets
although no limits on holdings of these assets wstablished.

20 The rise of UCITS Ill (BlackRock ViewPoints Sepiber 2010) at 1. The report explained
that the second draft directive — UCITS Il — wasraleped to rectify issues that were hampering
implementation of UCITS I. However “extended pafiti arguing between EU countries caused it to be
abandoned”.

21 DIRECTIVE 2001/107/EC OF THE EUROPEAN PARLIAMENTND OF THE COUNCIL
of 21 January 2002 amending Council Directive 8B/BEC on the coordination of laws, regulations and
administrative provisions relating to undertakirfigs collective investment in transferable secusitie
(UCITS) with a view to regulating management comesuiand simplified prospectuses (OJ L41/20 13
February 2002 ).

"2 The rise of UCITS Ilkupranote 720.

"2 DIRECTIVE 2001/108/EC OF THE EUROPEAN PARLIAMENTND OF THE COUNCIL
of 21 January 2002 amending Council Directive 8B/BEC on the coordination of laws, regulations and
administrative provisions relating to undertakirfigs collective investment in transferable secusitie
(UCITS), with regard to investments of UCITS (O@1L35 13 February 2002).

4 Directive 2009/65, [2009] OJ L302/32

177



Essential for establishing a harmonised investnpeotiuct, the UCITS IV Directive
outlines a general framework for investment scheapesating under the UCITS brand. First, a
UCITS must operate onginciple of risk spreading® Second, a UCITS must be open-ended,
i.e., investors should be able to redeem shares or onitdemand. Third, a UCITS must be
liquid.”®® Fourth, assets must be entrusted to an independstutdian or depositary and held in a
separate account on behalf of inves{6fslhe UCITS-authorized money market funds adhere to
these common product rules notwithstanding themrgistanding differences in investment
management culture, national tax laws and reguylatmimes discussed in section 4.2.

In full accord with the general UCITS framework, mey market funds operating under
the UCITS brand seek to offer investors a convemiaty to invest collectively in money market
securities on the principle of risk spreading. Thduct Directive, amending the scope of
allowable investments to include money market stesr facilitated the use of the UCITS
concept by European money market fuffd$n addition, in 2007 an implementing directive was
adopted that allowethter alia asset-backed securities and European commergaf ffar the

UCITS investment$?® Thus, besides its focus on facilitating cross-kordistribution, the

' The UCITS Directive spells out specific limits ®ow the spread of investments and an
allowable level of leverage.

2% The underlying assumption of the UCITS Directigethattransferablesecurities, or those
traded on organised exchanges lapeid securities. An asset manager must be able tdusell assets in
the secondary market to raise enough cash to radetnptions in the fund and make payment for these
redemptions at least on the next day. In practice, vast majority of money market funds market
themselves as being able to make payment for retitmmspdaily.See alsorhe rise of UCITS llisupra
note 720.

2" JEAN-PIERRE CASEY, Eligible assets, investment strategies and iovesbtection in light
of modern portfolio theory: Towards a risk-basegrapch for UCITS (European Capital Markets
Institute Policy Brief No. 2 September 2006) at The following safeguards, imbedded in the UCITS
Directive, also referred to as “the six pillarsimfestor protection in the asset management ingluate:
authorization rules; risk management framework; ag@ment of conflicts of interest; information
disclosure; regulatory and third-party oversigimigl guality and integrity of investment professianal

28 Directive 2009/65, [2009] OJ L302/32 at SectioriThe UCITS Directive defines ‘money
market instruments’ as those “normally dealt intlb@ money market which are liquid, and have a value
which can be accurately determined at any timedddition, two other mainstays of money market fund
portfolios, short-term deposits with credit instituns and, to a lesser degree, units of other UGITS
considered UCITS-eligible investments. In additith€ITS funds may invest up to 10 per cent of their
assets in securities other than those describateirabove thus providing money market funds with
flexibility regarding the balance of their investmgortfolios.

2 COMMISSION DIRECTIVE 2007/16/EC of 19 March 2007plementing Council Directive
85/611/EEC on the coordination of laws, regulatiomsd administrative provisions relating to
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UCITS Directive laid out a set of standards relateeligible asset types and risk exposures in
registered investment schemes. Specifically, théTSMirective sought to limit credit risk by
restricting exposures to a single issuer, a copatey and a group of affiliated issuers as well as

investments in other UCITS.

It should be noted that despite its detailed inmestt guidance, the UCITS Directive
delegates considerable powers to Member States redpect to local implementations of its

prudential rules. Exhibit 10 illustrates what intreents are allowed under the UCITS regime

and what adjustments can be made by at a natievell’°

Exhibit 10: Selected investment rules codified in the UCITS Dactive’!

General Maximum Adjustment

--up to 10% for no more than 40% of assets

--up to 35% if issued or guaranteed by a Member
State, or its local authorities, or a governmental
international body

Maximum  single — issuer .o, --by way of derogation, up to 100% if issued| or
exposure (% of assets) guaranteed by a Member State, or its lgcal
authorities, or a governmental international bgdy

--up to 25% for a bond issuer that is Member
State’s credit institutions subject to prudential
standards up to a maximum of 80% of assets

Maximum investments in
deposits with the same entity 20%
(% of assets)

Maximum cumulative

investments in a single entity --up to 35%, but only for a single issuer,| if
through securities, deposits 20% justified by exceptional market conditions |in
and/or derivative exposure (% particular highly concentrated markets

of assets)

undertakings for collective investment in transbdeasecurities (UCITS) as regards the clarificatodn

certain definitions (OJ L79/11 20 March 2007).
30 Directive 2009/65, [2009] OJ L302/32 Note that ibith10 lists only those rules directly

relevant to money market fund investment practices.
31 The table in exhibit 10 is my own elaboration.
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Maximum investments i

—

another single UCITS (% of 10% --up to 20%

assets)

Total maximum investments 0 , e
in other UCITS (% of assets) 30% --may not require this limit
Maximum investments in non- 10%

listed securities (% of assets

Maximum borrowing limit, for
temporary purposes only (% 10%
of assets)

Given the UCITS IV Directive’s flexibility with rgsect to transposition to national laws,
local versions of these prudential rules may vaaffecting the structure of national capital
markets. In addition, as mentioned earlier, investiniimitations of the UCITS IV Directive that
were designed to address a wide range of investmpeoducts may not be sufficient to
adequately restrict credit, market and liquidityke in money market funds. Therefore, while
achieving a great deal for a broad harmonisatioEwbpean investment practices, the UCITS
IV Directive was viewed as an insufficient tool abstitute for targeted pan-European money
market fund regulation. The European Securities Bliadkets Authority, a successor of the
Commission of European Securities Regulators, leaerhe the regulatory body in charge of
administering and enforcing guidelines related teomxmon definition of European money
market funds®? Section 4.3.4 analyses these guidelines and eeporttheir implementation

across Member States.

4.3.2 MiFID definition

The market in Financial Instruments Directive 2B@MEC, known as MiFID, seeks to
provide harmonised pan-European regulation for stment service§® Its relevance for
European money market funds is mostly in MiFID’sue on safeguarding of clients’ assets and

%2 CESR's Guidelinesupranote 9.
3 Directive (EC) 2004/39, [2004] OJ L145/1 .
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providing investment firms with adequate options dbents’ cash managemefit. To achieve
this end, the MIFID incorporates a definition obse money market funds deemed appropriate
for a temporary placement of un-invested cash lballi®> Specifically, the implementing
directive spells out specific legal structure awdtfolio parameters afjualifying money market
funds, which could be UCITS harmonised or non-hanised investment undertakings with a
primary investment objective of preserve investoepital"*°

The implementing directive further prescribes specinvestment parameters of a
qualifying money market fund and requires same or next dmydity.”*” These parameters are
largely consistent with investment and operatiragpces of théJS-style liquiditymoney market
funds thus promoting a wider acceptance of thegsesfltas a cash management alternative to
bank deposits. Other types of European money mdukels appear to be unqualified for this
purpose under the definition set forth by the MiFID

4.3.3 European Central Bank

In order to fulfil its supervisory task the Europe@entral Banknter alia takes stock of
balance sheet items of the Community’s monetamriifal institutions>® Shares/units of money
market funds are subject to reporting requirememder this regulation aimed at collecting
monetary statistical informatiofi® Given lack of a uniformly accepted definition ofifBpean

money market funds prior to the guidelines on a mom definition being introduced in 2011,

341d. at Article 13(8). MiFID in its Level 1 Directive gaires investment firms to make adequate
arrangements to safeguard client rights and “prietvenuse of client funds for its own account”.

% Directive 2006/73, [2006] OJ L 241/26 at Artidie(1)(d). MiFID requires investment firms
receiving any client funds to promptly place thdgeds into an account opened with a bank, a credit
institution or aqualifying money market fund.

3 1d. at Article 18(2)(a). Aqualifying money market fund could be offerimpnstantnet asset
value per share accumulatingshares. Constant net asset value money markes fonncke their shares
net of earnings. Accumulating share classes dopagtout, but accumulate capital gain and interest
income. In case of accumulating share classegjadifying money market fund must maintain the net
assets value of the undertaking at the value oifnestors’ initial capital plus earnings.

371d. at Article 18(2)(b)-(c). The major investment paeders ofqualifying money market funds
are as follow: (1) the funds must invest exclusgivial high quality money market instruments gengrall
maturing within 397 days; (2) the weighted averaggurity of aqualifying money market fund portfolio
must be limited to 60 days.

3 Council Regulation (EC) No 2533/98 of 23 Noveml®98 concerning the collection of
statistical information by the European Central Bg@J L318/8 27 November 1998).

%9 Regulation (EC) No 2423/2001, [2001] OJ L333/Patt 2, Table A.
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the European Central Bank has developed its owrpapp to analysing this type of investments
and provided a definition to be used strictly imeection with the collection of banks’ balance

sheet statistical information.

Under this definition money market funds are cdilecinvestment undertakings that are
“close substitutes for deposits and which primanlyest in money market instruments...with a
residual maturity of up to one yedf® The European Central Bank also prescribed a psoces
under which the definition could apply. It recomrded analysing fund prospectuses and other
documents of incorporation in order to establishethbr a particular investment undertaking
meets the definitioh** Bank holdings in those money market funds meethgy European
Central Bank’s definition are deemed to be a regibet item by European monetary financial

institutions.

4.3.4 European Securities and Markets Authority

This section is focused on the main source of dhgeted money market fund regulation
in the EU, namely the CESR’s Guidelines for a comrdefinition of European money market
funds currently administered by the European Sgesrand Markets Authorit{*? Established in
January 2011, the European Securities and Markatisofity took over regulatory and oversight
responsibility of the Committee of European Se@siRegulators’ Relevance of the European
Securities and Markets Authority to money marketdfsiis multi-pronged and includes issuances
of guidelines concerning investment and operatiopedctices as well as information

A

transparency** Importantly for money market funds, the guidelilegalised amortised cost

01d. at Annex 1, Part 1, (I)(6).

"11d. at Annex 1, Part 1, (1)(6).

42 CESR's Guidelinesupranote 9.

43 REGULATION (EU) No 1095/2010 OF THE EUROPEAN PARMMENT AND OF THE
COUNCIL of 24 November 2010 establishing a Europ8aipervisory Authority (European Securities
and Markets Authority), amending Decision No 7182@&C and repealing Commission Decision
2009/77/EC (OJ L331/84 15 December 2010)

44 Regarding the eligibility of investments, in Mar2B07 the Committee of European Securities
Regulators issued Level Il guidelines concernitiigilglity of securities for investments by UCITS,
which further reinforced eligibility of money maikmstruments for collective investment undertaking
thus facilitating creation of European money markaetds under the UCITS brandéee CESR's
guidelines concerning eligible assets for investman UCITS (Committee of European Securities
Regulators March 2007) [Eligible Assets Guidellnas7. The guidelines clarified that “treasury and
local authority bills, certificates of deposit, comarcial paper, and banker’'s acceptances will uguall
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valuation for money market instruments by all UCIpf@vided that amortised cost valuation
“will not result in a material discrepancy betwethie value of an instrument and its amortized

cost value™*®

The guidelines further advised to monitor potentimcrepancies between the market-
based value of portfolio assets and their amortced to avoidnaterial discrepancies between
these two values. Furthermore, shares or unitbadet UCITS that invest solely in high quality
short maturity instruments may be valued at amexdtisost'*® This guideline mimics, albeit in a
general and simplified way, the valuation approantployed by the US money market funds.
Nonetheless, the Commission of European SecurRiegulators’ guideline does not define
parameters ofmaterial discrepancies thus UCITS including European manayket funds may
potentially have varying thresholds of materiality. Thus, in theory, valuations may vary
radically depending on individual fund practicedinied a material discrepancy is. Given this
example, | would like to underscore an imbedded lat specificity in the EU regulatory
documents underlying the market infrastructure,ciwhin effect, contradicts to the thrust for

development a uniformed regulatory regime in finahservices.

Most importantly from the perspective of the monemarket fund industry is the
European Securities and Markets Authority’s functod administering and enforcing a common
definition of European money market funds that cameffect in July 2011?® As explained in
the previous sections, European money market fueithiions used prior to 2011 were

developed by the European Central Bank and MiFID dascribe these funds as collective

comply with the criterion of “normally dealt in dhe money market”. In addition, the same guidelines
advised on factors to consider while assessingdityuof a UCITS portfolio such as frequency ofdinag,
number of dealers/market-makers, size of the issuand any repurchase or put features. At thegiiortf
level, in order to fulfil the Directive’s requiremeof constant repurchase of UCITS’s units theofelhg
factors should be considered: the nature and theerration of the unit holders, their cash flowt@as
and, where appropriate, limitations on massive davaivals.

51d. at 8. The guidelines state that valuing a moneykatasecurity with “a residual maturity of
less than three months and with no specific sertgitto market parameters, including credit risk” a
amortized cost would be appropriate.

"%1d. at 8. More specifically, the guideline defines #lig UCITS as those investing “solely in
high-quality instruments with, as a general rulenaturity or residual maturity of at most 397 days
regular yield adjustments within 397 days... and witlreighted average maturity of 60 days”.

47 Supranote 6. Rule 2a-7 governing the US money markeddulefines a deviation between
amortised cost-based net asset value per shalitsandrket-based value of 50 basis points as nadteri

48 CESR's Guidelinesupranote 9.
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investment schemes akin to bank demand deposigseTdefinitions were tailored to the tasks of
the respective organisations, but did not mearot@icthe entire diverse landscape of European
money market funds. In May 2010, the Committee wfogean Securities Regulators issued the
guidelines on a common definition, which codifiepesific portfolio management and
operational rules deemed appropriate for Europeanes market fund$*® Given the diversity

of these funds analysed in section 4.2, the guidslprovided for a flexible two-tier structure of

the European money market fund industry.

The two-tier structure sought to legalise differ&mtds of money market funds in the
European marketplace and assist investors in digghing between two major types of money
market funds: those holding short-dated securdies those investing in relatively longer-dated
assets>° Any investment schemes marketing itself asaney market funchust now conform to
the definitions of either ahort-termmoney market fundr amoney market fundstablished by
the European Securities and Markets Authdfitylt was expected that the great majority of
European money market funds would be able to neestandards of a common definition with
an exception oenhancedmoney market funds, which generally operate unels restrictive
credit and interest risk standards than those deesperopriate under the guidelin@$.The
majority of theUS-style liquiditymoney market funds were expected to fall intoghert-term
money market fundategory andegular money market funds were expected to fall into the

money market fundategory. This structure illustrates the divergesfoemarket segments.

Notwithstanding the differences in risk profilestbé two fund types, both categories of
money market funds must meet three requirementst, e primary objective of the fund must
be to maintain principal and provide returns irelimith money market ratés® Second, the fund
must invest in money market instruments that comypth criteria set out under the UCITS IV

749 |d

%0 Changes to European Money Market Fund Definiti¢#R Morgan Asset Management 2011).

*1 CESR's Guidelinesupranote 9 at 3. Funds operating prior to 1 July 2@&te allowed for a
six-month transitional period until 31 December 20Lhe semantics of the definition is indeed coinfyis
as a general referenceany money market fund could be confused with a refezdn that less restrictive
money market fundategory. Thus, the market promptly adopted refgrto the less restrictive money
market funds asegular money market funde/hile referring to the most restrictive money kedrfunds
asshort-term money market funds

?|d. at 6.

31d. at Box 2, paragraph 1 and Box 3, paragraph 1.
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Directive or in deposits with credit institutiofi. Third, the fund must provide daily price
calculations and daily liquidit{>> Definitional standards related to quality, divéicsition and
maturity applicable to both fund categories ares@néed in Exhibit 11. These standards apply to
all European money market funds regardless of tlumtcy of domicile and cover both UCITS-

authorized funds and the ones regulated undernatiaws’>°

Exhibit 11: Risk-limiting provisions for European money market funds’>’

Provisions

Elements Short-term money market fund Money market fund

Quality Subjective standard:
Each portfolio holding should be bigh quality®®

Objective standard:

A security should not be considergth addition, may hold sovereign

1%

of high quality unless it has beenissuanceof at leastinvestment grads
awarded one of the two highesguality®®

available short-term credit ratings by

754

Id. at Box 2, paragraph 2 and Box 3, paragraph 1.

°|d. at Box 2, paragraph 6 and Box 3, paragraph 1yDigjlidity requirement means that the
fund must allow daily subscriptions and redemptiohis shares/units. Exception is made for thoze-n
UCITS money market funds marketed solely througipleyee savings schemes and/or to specific
categor;ges of investors. These funds may provideklyesubscriptions and redemptions.

Id. at 3.

" The table in exhibit 11 is my own elaboration.

8 CESR's Guidelinesupra note 9 at Box 2, paragraph 3 and Box 3, paragrbpiihe
determination of asset quality is made by managém@mpanies, including self-managed schemes and
operators of non-UCITS investment undertakings. @hilelines offer a range of factors to consider
while making an asset quality determination. Thies¢ors include, but not limited to the credit qual
liquidity, the nature of the asset class and specitks inherent within the structured financial
transactionSee alsoQuestions and Answers: A Common Definition of figan Money Market Funds
(European Securities and Markets Authority Augl@11) at 5. The regulator expects management
companies to conduct an assessment of credit yualitline with provisions of Article 23 of
COMMISSION DIRECTIVE 2010/43/EU of 1 July 2010 ingmhenting Directive 2009/65/EC of the
European Parliament and of the Council as regardanisational requirements, conflicts of interest,
conduct of business, risk management and contenth@fagreement between a depositary and a
management company (OJ L176/42 10 July 2010).
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each recognised credit rating

agency®

Maturity Objective standard:

Each security must mature withjifEach security must mature within two
397 day$™ years®

Weighted average maturitymay not| Weighted average maturitjnay not
exceed 60 day®’ exceed six month®

Weighted average lifemay not| Weighted average lifemay not
exceed 120 day® exceed 12 month¥

As one can see from the above table and the fallgwliscussion, these rules go some
way in establishing certain investment benchmabig, are not anywhere near of providing
guidance for genuine pan-European standardisdfionexample, the objective standard of the
high qualityrelies on credit ratings assigned by rating ages{€l The guidance does not seek to
further spread credit risk in money market fundsodigh any additional diversification
requirements above and beyond those imposed By@HES IV Directive. Given this approach,

those money market funds unauthorised by the UQVTBirective could be managed to varying

%0 CESR's Guidelinesupranote 9 at Box 3, paragraph3overeign issuancre those securities
“issued or guaranteed by a central, regional oallauthority or central bank of a Member State, the
European Central Bank, the European Union or thefaan Investment BankSee also, Idat 11,
paragraph 25. Amnvestment gradeating category generally encompasses ratings #@é®A to BBB.
See. e.gwww.fitchratings.confCredit Rating Scales.

%9 CESR's Guidelinesupranote 9 at Box 2, paragraph3ee alsdQ&A: A Common Definition
of European Money Market Fundsipranote 758 at 6. The regulator explains thetognised credit
rating agenciesre those agencies registered in accordance WEBURATION (EC) No 1060/2009 OF
THE EUROPEAN PARLIAMENT AND OF THE COUNCIL of 16 $tember 2009 on credit rating
agencies (0OJ L302/1 17 November 2009).

11d. at Box 2, paragraph 5.

%21d. at Box 2, paragraph 7.

%31d. at Box 2, paragraph 8.

**|d. at Box 3, paragraph 4. The regulator requires, kewghat any security not maturing
within 397 days would be a floating rate securiithwthe interest rate reset date within 397 dagsiged
that such a security resets to a money markeindéx,e.g.,LIBOR or EONIA.

%1d. at Box 3, paragraph 5.

%%1d. at Box 3, paragraph 6.

71d. at 9, paragraph 11. This standard must be maimtaihall times while the fund holds the
security. If the rating no longer complies with thgeidelines, a management company must take
corrective actions.
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diversification requirements based on the natidaak and thus exhibiting varying degrees of
concentration risk® Furthermore, (regularnoney market fundare able to assume higher credit
risk through investments in relatively low ratedvaeign securities driving the differences in
credit profiles betweershort-termand (regularymoney market fundfarther aparf®® Thus,

extending to the relatively lower spectrum of ctedik, the rule may actually promote greater
risk-taking by this type of funds, unfavourably ftme fund investors seeking a low-risk

investment option.

European money market funds manage their exposurgedrest rate and market risk by
limiting portfolio maturity. Exhibit 11 points tditee tests related to maturity. The first testtmi
final maturities of all eligible securities to 39ays forshort-term money market fundad two
years for (regularjnoney market fundhus enabling (regularnoney market fund® assume
significantly greater market risk® The other two portfolio maturity tests are desije limit
interest rate, spread and liquidity risks. Weighéedrage portfolio maturity may not exceed 60
days inshort-term money market fundad six months in (regulamoney market fundsnplies
that (regular)money market fundare able to assume three times higher interestrisk as
compared tshort-term money market funfs To illustrate, an instant three per cent incréase
interest rates would causeshort-term money market furid lose 50 basis points, or a half of
one per cent of its asséfé.The same three percent increase in interest veved cause a
(regular)money market funtb lose 150 basis points, or one and a half of merecent of its

assets”® For the sake of comparison with the US money ntafiteds, this price volatility

®®|d. at 3.

" 1d. at 3. The allowance for investment grade sovereigourities was introduced to
accommaodate “possible difficulties” that would arfer funds based lower rated European countrids an
the need for financing of short-term sovereign delobss the European Union.

0 |d. at 6. The two-tier approach has recognised therisi structure of the European money
market fund industry and codified “the distinctioetweershort-term money market fundshich operate
a very short weighted average maturity and weiglateerage life, and (regulamoney market fungds
which operate a longer weighted average maturityvesighted average life”.

" Weighted-average maturity serves as a measurertiblio’s modified duration that indicates
the charge in value of a fixed income securitydaiven change in the level of interest rag&seSTIGUM
& CRESCENZI supranote 225 at 85. In this example a fund portfokoaawhole is viewed as a single
security.

2 1d. An assumption is made thatshort-term money market furfths maximum allowable
weighted-average maturity of 60 days.

7 1d. An assumption is made that a (regulawpney market funthas maximum allowable
weighted-average maturity of six months.
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would be inacceptable by placing it well beyond thateriality threshold of 50 basis point at

which the fund boards must consider correctiveoasti’*

The potential for significant loss differential two types of European money market
funds — stemming mainly from the ability of (regyilenoney market fund® extend duration —
raised concerns regarding merits of two-tier industructure from the standpoint of investor
protection’”® A common definition of European money market fuattempted to address this
concern by requiring the funds themselves to irtdi¢a investors what type of money market
funds they belong t&"° No portfolio information is required to be disaato investors under
the CESR’s Guidelines, which is, in my view, ondladir most significant weaknesses in terms
of not doing nearly enough for establishing ¢fu®d disclosurestandards, but instead relying on

the boiler-plate language béd disclosurehat investors routinely ignoré’

Notably, the CESR’s Guidelines do not contain gpgctic liquidity standards either in
the context of individual asset liquidity or poitéoliquidity of European money market funds,
which could be explained by the fact that the Eesop money market funds’ harmonised
definition does not include fund liquidity as anjediive.”® Instead, liquidity considerations are

embedded in the asset credit quality assessmeamieasf the factors to consider in investment

" Section 3.3.3.3upra

75 JP Morgan Comment to CESRpranote 13. JP Morgan Asset Management in its comment
letter to the Committee of European Securitiesngfisodisagreed with the proposal of two-tier staset
of European money market fund industry. JP Morgagjued that a common definition “should only
encompass funds that have short duration, dailydity, stable net asset value and invest in higality
money market instrumentsSee alsd-eedback Statemestipranote 112 at 4, paragraph 2. The feedback
statement summarising the comment letters to tbpgsal on a common definition of European money
market funds issued by the Committee of Europeaur@®s Regulators in October 2009 noted that
respondents expressed mixed views related to thgoped names the two categories of money market
funds. Some respondents suggested replacindptiger-termmoney market funds denomination with
short-term bond funds

" CESR's Guidelinesupranote 9 at Box 1, paragraphs 3 and 4. In addiairEuropean money
market funds must indicate in their prospectuses, &m the case of UCITS, in their Key Investor
Information Document whether it isshort-term money market furat a (regularymoney market fund
See also Idat 7.

""" Seesections 1.1.3 and 1stiprafor a discussion of the conceptgifod disclosureised in this
thesis.

"8 CESR's Guidelinesupranote 9 Box 1, paragraph 1 and Box 1, paragraph 1.
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decisions.”® This implies the regulatory view that high qualighort-term instruments are
generally sufficiently liquid. However, this viewgnores credit risk and a lack of secondary

market liquidity demonstrated during the financiasis.®

With respect to portfolio-level liquidity, the gwetines rely on Article 51 of the UCITS
Directive requiring UCITS to employ a risk managemprocess that enables them “to monitor
and measure at any time the risk of the positiorastheir contribution to the overall risk profile
of the portfolio”’®! Specifically related to money market funds, thek inanagement process
should include “a prudent approach to the managemewgurrency, credit, interest rate and
liquidity risk”, and stress testing? Finally, with respect to liquidity of money markéind
shares, the guidelines document refers to natienghorities to establish an appropriate
settlement process aligned with local practf€&&hus, as shown in this section, in establishing
investment management framework for European momaket funds, regulators were mainly
focused on issues of credit and interest rate eighosure in individual funds, but not very
concerned with developing regulatory parameters wauld promote the market for European
investors. To close this gap, this thesis seekslaien for money market funds that protects
investors not only through limiting idiosyncratierfd risks, but rather by a means of improving
the market infrastructure througleod disclosure

With respect to currency risk, the CESR’s guiddimermit European money market

funds’ investments in securities denominated ireothan the fund’'s base portfolio currencies

1d. at Box 2, paragraph 3(d) (In addition, money maiketruments must comply with the
criteria set forth in the Directive 2009/65, [2000] L302/32 Non-UCITS money market funds are
mandated to ensure that the liquidity of the pdidfis assessed on an equivalent basis.)

80 Seesection 4.2.Zuprafor a detailed narration of market events conceyiinropean money
market funds during the financial crisis.

81 CESR's Guidelinesupranote 9 at 10, paragraph 28ee alsdirective 2009/65, [2009] OJ
L302/32 at Article 51(1).

82 CESR's Guidelinesupranote 9 at 10, paragraph 28ee alsdDirective 2010/43/EU, [2010]
0OJ L176/42 at Article 12. An implementing direetimandates every management company operating
under the UCITS brand to establish a permanentmaskagement function.

83 CESR's Guidelinesupranote 9 at 9, paragraph 14. (Notwithstanding thegition of the
settlement to national authorities it was expedted ‘as a matter of best practice for UCITS money
market funds, settlement would not exceed T+3'.sTimeans that the payment for redeemed money
market shares would be made by the management ogmpithin three days after shares have been
redeemed. Fund shares, however, could be redeemeldily basis in line with Article 84(1) of the
Directive 2009/65, [2009] OJ L302/32)
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provided exposure to the non-base currencies lig liedged’®* However, such tolerance on the
part of regulators with respect to the foreign enny exposure was not universally shared by the
industry participants, who believe that currengkrand derivatives activities are inappropriate
in European money market funds just like thesevitiets are inappropriate in the US money
market fund<® Nevertheless, the EU regulator approached foreigrency risk by imposing
disclosure requirements with respect to foreigmenay trades in the funds’ offering documents,
but not through prohibiting or limiting transacteom foreign currencies and thus, on balance, it

could be seen as encouraging risk-taking behavf8ur.

To conclude the analysis of the common definitibrEoropean money market funds, |
reiterate that, introducing a uniform two-tier irstity structure, the guidelines sought to provide
a more detailed understanding of the distinctiotwben various types of funds operating in
Europe and sold cross-border. The harmonised tiefinivas expected “to play an active role in
building a common supervisory culture by promoticgmmon supervisory approaches and

87 The common definition was not structured in isolat but built

practices [within the EU]
upon an existing framework for the regulation ofrhanised investment schemes in the EU. It
could be retorted, however, that the UCITS reginteenvimplemented at the national level
results in a certain degree of diversity; in additthe CESR’s Guidelines for a common
definition also cover non-harmonised collectiveastment undertakings established under the
national laws of Member States. Thus, the needetoncile different objectives of various
constituencies has weakened the regulatory resgortbe issue of standardisation of the money

market fund practices in the EU.

8% CESR's Guidelinesupranote 9 at Box 2, paragraph 11 and Box 3, paragiafffuropean
money market funds are invested in securities d@maed in various currencies with funds investing i
securities denominated in the US dollars, Britishm sterling and Euro being the most widely acagpt
by investors. A specific currency is normally chosas a portfolio base currency. Investments in
securities denominated in other than the portfblige currency pose additional investment risks. It
should be noted that no limiting criteria for f@eicurrency exposures relative to the fund assetset
by a common definition.

% See, e.g.JP Morgan Comment to CESRupranote 13 at paragraph 11. JP Morgan Asset
Management believed it would be inappropriate fardpean money market funds to assume currency
risk neither did it believe that money market fustisuld be engaged in derivative transactions dictu
those conducted for the hedging purpoSes alsd-eedback Statemestipranote 112 at 6.

8 CESR's Guidelinesupranote 9 at 10.

87 Q&A: A Common Definition of European Money Marketindssupranote 758 at 3.
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In developing the definition, European regulatorewd on the money management
practices established internationally as well as ldssons learned from the financial crisis.
Reflecting on the simple structure of the US momeyket fund industry, it is a valid concern
that a two-tier approach may create confusion teggra true investment nature of various types
of money market funds. As the recent history ofester communication showed, funds with
seemingly identical investment characteristics doedésily be misrepresented unless clearly
delineated®® The next section discuses the voluntary meashegghe European money market
fund industry itself has developed to promote thetbnternational practices in money market
fund management, first, in the absence of spe@ficlation and, later, in the environment when

the newly established definition seems to lackrdese clarity.

4.3.5 Self-regulation by the IMMFA

The first attempts to define and harmonise Europemmey market funds can be
attributed to the Institutional Money Market FundsAciation, a trade association of triple-A
rated European money market funds, formed in JO06.2° The association was envisioned as
a lobbying venue for regulatory issues related emey market funds and investor educafitn.

In addition, the association sought to facilitaistrebutional efforts of those asset managers
lacking significant distributional channdfs. The organisational efforts were backed by the

% Supranote 692 and accompanying text.

8 More information about the Institutional Money Mat Funds Association can be found at
www.immfa.org

" The story behind formation of the Internationalidyg Market Fund Association was related
to me by David Vriesenga, the first head of Europe®ney market fund business at Moody’s Investors
Service and by David Hynes, the first Chairmanhef hewly established Association. The ‘founding
fathers’ of the Association were experienced ingustsiders managing money market funds for large
asset management firms and understood mutual bemefionsolidating industry efforts to promotethig
guality cash management services.

The formation of the International Money Market Bultssociation was, in part, inspired by the
experience of the Investment Company Instituth@a WS, which contributed significantly in protecfin
the US money market funds from banking lobbyist$ @presented the interests of mutual funds intfron
of regulatorsSee generallfFink, (2008)supranote 143.

1 As to sources of asset inflows, large investmeahagement firms and asset management
subsidiaries of global banks were normally supgblig internal distribution channels, while smaltan
independent asset managers were struggling tovechieader distribution of their products.
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largest US asset managers who witnessed a speutgcolth of the US money market funds in

the late 1990s and expected this trend to confimtiee European markét?

The diversity of European money market funds priesera substantial challenge in
determining the association’s membership base -the&h¢o accept the Continental Europe-style
managers or limit it to th&JS-stylemanagers only — the membership parameters weigeteb
for several years after the association had beenefd. The association sought to overcome
investment and operational inconsistencies of Eemopmoney market fund by developing an
industry Code of Practice, which was put in plat€003’? The Code of Practice mirrored the
main aspects of the US money market fund reguladod sought to provide portfolio
management and operational guidance to those ams®gers willing to join the association.
Another pre-requisite of the membership besidegmtory the Code of Practice was a triple-A

money market fund rating from at least one of tiree global credit rating agenci@s.

The nascent association benefited from analytieatises of credit rating agencies by
adopting a triple-A rating as the central criterants membership. It is because a triple-A rating
was mainly assigned to théS-stylemoney market funds that the associatieafactobecame a
European platform promoting th&/S-style money market funds, but not an association
representing the full spectrum of European monesketdunds’® Thus, the money market fund
management practices originated in the US to ntee=tUS regulatory requirements and credit
rating agencies’ criteria were exported to Europeabset managers offering cash management

2 |n late 1990s the size of the assets under marexgeim the US money market funds more
than tripled expanding from $753 billion at the eofi 1995 to $2,285 at the end of 20(8ee
WWW.iCi.Org.

%3 Section 4.2.1supra Money market funds operating in various Europeamntries exhibited
vastly different portfolio characteristics and rggofiles.

9 Code of Practice (Institutional Money Market Fenissociation 2009) [IMMFA Code of
Practice] at Article 5.

%5 Therefore, theUS-style European money market funds are sometimes refeoeas the
IMMFA funds Seeld. at 1. The mission statement of the Institutionalnigyp Market Funds Association
reads that the association “represents promoteranadf providers of services to, triple-A rateahstant
andaccumulating net asset valogney market funds, domiciled in Europe”. Note th@dting net asset
value money market funds common in the Continental Eerape beyond the scope of the mission
statement.
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services internationall{’® These practices formed the foundation of the CafdBractice and
were embraced by European asset managers. As muamigt fund management practices and
regulation continue to evolve, the IMMFA’s CodeRyfactice has been reviewed several times to
ensure that the practices recommended by the asismciemain appropriaté!

Post-crisis, the Code of Practice has remaine@atefe of the developments in the US
money market fund regulation. Amendments to Rul&/ 2mplemented in 2010 were largely
mirrored by the Code of Practice albeit in somevdidireviated mannee,g.,theIMMFA funds
have changed their practices to meet the liquiditys spelled out in the Code of Practice, while
the newly adopted harmonised common definition ofogean money market funds does not
impose any specific liquidity requiremerit8.Thus, the Code of Practice serves as a source of
self-imposed regulation for theMMFA funds, a segment of European money market funds,
which were largely transplanted to the Europeanl llay international asset managers, usually
domiciled in the major European fund administrato@mtres and distributed cross-border under
the UCITS brand.

In my view, self-regulation by the IMMFA has sucded in its consistent adoption and
dissemination of the best industry practices, dliengh a self-regulatory regime is weakened by
a lack of the enforcement power of a governmergglulatory regime. For this reason, self-
regulation is unlikely to serve as a primary vehifdr production of standardised investment and
operational norms adopted by the entire money méaukel industry in the EU — self-regulation

simply cannot promote the investor trust needesifiport the market in the long-run.

% According to my conversations with David Hynese tlirst members of the Institutional
Money Market Fund Association included some ofltrgest US asset managers such as AIM, Fidelity
Investments, Goldman Sachs Asset Management akibfan Asset Management.

7 The Institutional Money Market Fund Associatioilf®de of Practice was last updated in
December 2009 with the changes coming into effedtanuary 201GeelMMFA Announces Revisions
to Code of Practice (Institutional Money Market BarAssociation / Press release 14 December 2009)

"8 IMMFA Code of Practicesupranote 794 paragraph 33. The Code of Practice masthat
“the IMMFA fundsshould maintain no less than five per cent ofassiets in securities which mature the
following business day and no less than 20 per oEnet assets in securities which mature withve fi
business days'See alscCESR's Guidelinesupranote 9 and section 4.3sdipra
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4.4. Credit rating of money market funds in the EU

The history of the rating business with respecth® European money market funds is
firmly associated with the development of interoa#l trade and import of the cash management
culture from the US. As explained in section 4.2rilthe 1990s some of the large US asset
managers expanded their money market fund bussm@s$europe in an attempt to provide their
multi-national corporate clients with the type @isb management services they were getting in
the US. Thus, money market funds administered byliB asset managers in Europe inherited
key investment and operational characteristich®fdS money market funds. Specifically, those
US funds catered to institutional clients oftenriea a credit rating agency’s rating due to
corporate investment policies normally requiringredit rating on all permissible investmefits.

By the year 2000, credit rating agencies have batng US money market funds for over 10
years and were able to adopt their rating methauedofor money market funds operating in

Europe®®

Moody’s Investors Service initiated money markatduatings in Europe in 1993 and
received over 60 rating requests just that {&afhe volume of business suggested the high
demand for professional cash management in Eurogerelated rating opinions at that time.
Furthermore, in the absence of uniform governmegilation of European money market funds,
rating criteria administered by credit rating agescserved as a source of regulation albeit
provided by non-state actors in markets with litttenogeneity®? A number of objective rating

9 Available data suggest that demand for credingatifrom money market funds targeted to
institutional investors trumps demand for ratingsif retail fundskE.g., Moody’s Investors Service rates
92 per cent of the US institutional government nyomarket funds, but only 29 per cent of this type o
funds targeted retail investors. Furthermore, Md®dwtes 64 per cent of the US prime institutional
money market funds while only six per cent of ddfi@ids of this type are rated, according to iMddey
data as of September 2011.

890 The story of money market fund rating in Europes welated to me by David Vriesenga, who
head up the European money market fund businedsoatly’s Investors Service in 1990s and early
2000s. My conversations with Rudolf Siebel, ex-Mgedmoney market fund analyst and currently
Managing Director/Head of Market and Service of BBundesverband Investment und Asset
Management e.V. have also contributed to this @ecti

801 According to industry practitioners, the Europe@aoney market fund rating history started in
the UK. Fidelity Cash Unit Trust was the first Epean money market fund rated by Moody’s Investors
Service in 1993. By that time, Standard & Poor’'s hfteady had a few ratings assigned to European
money market funds. Fitch Ratings has not entenednioney market fund rating business until late
1990s.

892 Section 4.zupraunderscores diversity of the European money mduiket industry.
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criteria established by credit rating agencies @daposts to their highest money market funds
rating have been adopted by the fund voluntarihd graved the way to the product
standardisation in Europe. Moreover, rating agenciégeria applied uniformly to money market
funds in the US and Europe, arguably, provided aueefor their comparabilitf’® The
Institutional Money Market Fund Association adop#ecequirement of a triple-A rating as a pre-
condition of its membership thereblg-factooutsourcing credit risk assessment of M&FA

funds to rating agencié&?

Prior to an implementation of a common definitidnEmropean money market funds in
July 2011, the rating criteria for money marketdsrhave been viewed as a suitable substitute
for official regulatory norms albeit covering maitys-stylemoney market fund®> The lack of
formal rating criteria enforcement did not appearwieaken their bond on the investment
management practices. The coercive power of ratimtgria was evidenced in the way rated
money market funds are managed to meet creditgratgencies’ requirements. If the rating
criteria are not met, a rating on a money marketfin violation could be lowered. Due to
investment guidelines employed by institutional @stors, a rating downgrade for a money
market fund would likely result in cash outflowshérefore, money market fund managers
generally attempted to cure any breaches of ratiitgria in a short ordéf? This investment

practice has resulted in a remarkable stabilitsatihgs assigned to money market fufitfs.

89335eechapter Snfra for analysis of the basic assumptions underlyiransitomparability.

84 The Code of Practice administered by the Instihal Money Market Fund Association does
not contain any credit quality standards for itgmhers above and beyond their ability to obtairniet
A rating from at least one of the credit ratingrages.SeelMMFA Code of Practicesupranote 794.

895 Current information about rated money market fucals be found at Fitch Ratings web-site
www. fitchratings.com Moody’s Investors Servicewww.moodys.com and Standard & Poor’s
www.standardsandpoors.com

8% See, e.gFitch MMF Rating Criteriasupranote 573 at 12. Fitch recognised that from time to
time money market funds magoderatelyandtemporarily deviate from the required rating parameters.
Fitch would generally allow for a short grace pdrito cure the deviation without negative rating
implications. See alsoS&P MMF Rating Methodologysupra note 573 at paragraph 32. Standard &
Poor’s requires that money market fund net asdeevadeviations from the prescribed limits be cured
within five business days.

87 \While the author is not aware of any formal stadigth respect to money market fund rating
transition, the current inventory of rating assie these funds by all three rating agencies shbais
approximately 99 per cent of published ratings ooney market funds are triple-A ratings. Rating
changes on money market funds are extremely eage,Fitch Ratings only reduced ratings assigned to
the US money market funds twice since it startéidgahese funds in late 1990s. Both downgradeg hav
taken place in 2010 and 2019eeFitch Downgrades Alpine Municipal Money Market fEuo 'AAmmf'
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In addition to its rating services, credit ratingeacies have contributed in promoting
better information flow in the European money marfked industry?°® Historically, European
money market funds have limited their disclosuresptospectuses and annual reports, but
seldom revealed contents of their investment pliotfoto investor§® Furthermore, in the
absence of a central information depository, ctibecof data and fund analysis constitute a
resource-intense task. Credit rating agencies\gatpinions and credit reports on money market
funds provided periodic portfolio information, aibé&mited, to fund investor, including retalil
investors who often lack of sophistication to coctcaudetailed portfolio analys?s®

Thus it is evident that credit rating agencies haleyed an important role in the
evolution of the European money market fund indusét the early stages of the industry
development, the credit rating criteria voluntardgopted by money market fund managers
served as a substitute for government-administexgdlatory norms in the absence of thereof.
Although rating criteria only covered tHdS-stylemoney market funds and lacked a formal
enforcement mechanism, institutional investors’fgnence for highly rated funds provides an
evidence of coercive power of these self-made atfdrposed norms. In addition, credit rating

opinions and fund reports added valuable insights the money market funds’ investment

(Fitch Ratings / Press release 31 January 201i3. tfack record suggests a much greater staloifity
money market fund ratings relative to ratings assigto corporate issuers or structured financesrssu
By way of comparison, 7.7% of financial institutionated triple-A at the beginning of 2010 saw their
ratings downgraded by the end of the yé&saeCHARLOTTE L. NEEDHA & MARIAROSA VERDE, Fitch
Ratings Global Corporate Finance 2010 Transiticsh Befault Study (Fitch Ratings 23 March 2011) at
22.

898 Credit rating agencies published their rating @pirin a form of press-releases disseminated
to financial media and available on respective ntatiagencies’ web-sites at no charggee
www.fitchratings.comwww.moodys.comwww.standardandpoors.corress-releases contain pertinent
information regarding fund investment objectived aolicies as well as risks of investing in theseds.

89 See, e.gIMMFA Code of Practicesupranote 794 at Part VII. The Code of Practice requires
the IMMFA funds to disclose asset maturity schesleeighted average maturity and weighted average
life of fund portfolios. The percentage investedttie fund by the top ten shareholders should a¢so b
made available to any fund shareholder upon reqéstlosure of portfolio holdings is not requirby
the Code of Practice.

80 For example, Moody’s Investors Service consolidatéormation on all its rated funds in its
annually published “Fund Directory”. The “Fund DOitery” was discontinued in approximately 2005 and
replaced with fund profile information availablevatvw.moodys.comSee, e.9g.DAGMAR SILVA, et al.,
Deutsche Investment Management Americas Inc. (Msddvestors Service / Fund Analysis 29 April
2011). The credit report covers the main aspeatvafstment operations conducted by the asset manage
and 14 money market funds managed by Deutschetingas Management Americas Inc. and rated by
Moody’'s  Investors  Service. The report is availableat http://www.moodys.com/
researchdocumentcontentpage.aspx?docid=PBC_1229%t8Bcharge.
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practices and their risk profiles. These reportsrgouted to improvement of information flow in
the European asset management that lacked transgasdative to the US regulatory regiftté.
The next section discusses the future of the Eampeoney market fund industry including a
potential effect of the enhanced transparency regsm money market funds under the UCITS

Directive.

4.5 European money market fund industry outlook

The events of the financial crisis and liquidityusgze confronting European money
market funds in the fall of 2007 have moved thgeetlof the money markets high up on the list
of financial regulatory agenda in Euroffé.The fragmentation of the European money market
fund industry has been viewed as not only a soafceonfusion for investors, but also as a
significant challenge in fostering a single markier financial services impeding the
development of pan-European money market fund-pecegulation®®® The European
Securities and Markets Authority guidelines on enown definition of European money market

funds were aimed at overcoming these challefitfes.

However, the international comparability of the Ei®d European money market funds,
the aspect of importance to institutional investoperating in many countries, is yet to be

achieved®™® A common definition of European money market fudéts not close the gap, but

81 Seechapter Sinfra for a comparative analysis of the US and Europegulatory regimes
applicable to money market funds.

812 See, e.gThe de Larosiére Group's Repsupranote 709. TCKER, supranote 2.

813 Section 4.2.1supra analyses historical conditions of local Europearkets leading to the
diversity of European money market funds.

814 CESR Press release 19 May 2Qdfpra note 187. Lamberto Cardia, Chair of the Italian
Commissione Nazionale per la Societa e la BorsaCGimalr of the Committee of European Securities
Regulator's Investment Management Standing Commmitteted that the guidelines on a common
definition of European money market funds are

...a significant step in improving investor protentand will help stakeholders -- competent
authorities, management companies and investdosdraw a clearer distinction between funds
according to their investment strategies....[becausie¢ strategies of some funds may not
always have been consistent with the generallymedeconcept of money market funds as being
relatively liquid, short-term investments.

815 PETER CRANE, European Regulators Keep Two-Tiered Definition afnly Market Fund
CraneData 10 May 2010. The article stated thatGbenmittee for European Securities Regulators
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rather legalised the diversity of European moneyketafund management practices driving it
further away from the unified view on these fundstéred in the US. On the other hand, the
heterogeneity of European money market funds shibeldppreciated on its own grounds and,
possibly, promoted as one of the factors limitiggtemic implications of a money market fund
failure. It was the definitional conundrum and aipgs to mask the divergence of investment
practices under the rhetoric of harmonisation firampted investors’ criticisft® Whether the
harmonisation of European money market funds by whgschewing their diversity is the
desirable end from a standpoint of systemic stgbiiemains to be debated. | contend that
variability of investment practices must be presdrwvhile investors should be empowered by

good disclosuréo make their informed investment decisions.

Nonetheless, the positive aspects of formalisimgstanding of European money market
funds under the common definition should not berloaied®'’ At least three factors could be
pointed out that stand to improve the position ofestors in these funds. First, a common
definition — despite all the criticism for its lanl desirable precision — still limits the appetite
for risk of the asset managers and narrows theesiment options to relatively safe investment
alternatives. Second, fund risk-related disclosecuirements created an obligation for asset
managers to report the risk profiles of Europeameyamarket fund&® Third, the new powers
given to the European Securities and Markets Aitthoffset, to some extent, the non-binding

legal nature of the guidelin These factors provide some assurance that in¢ensiss in

decision to keep a two-tiered system for Europeamay market funds “is likely to cause continued
confusion in the money markets”.

8% One of the industry practitioners participatingfiie negotiation process related to developing
a common definition of European money market fumdshing to remain anonymous, admitted that “it
was impossible for domestic regulators in ltalyaiBp Germany and Scandinavian countries to go tmck
their home countries and announce to their locgdstors that the product that they have held asrzemn
market funds is no longer a money market fur@fe alsd-eedback Statememsupranote 112 at 10. The
initially proposed titldlonger-term money market fundss changed to (regulanoney market funds
the final version. This change in the naming foe tiiskier type of European money market funds
broadened the gap between the US money market f(least risky) and European (regulanpney
market fundgmost risky).

87 CESR's Guidelinesupranote 9.

88 |d. at 3, 7 and 10. The guidelines require money maftmeds to clearly explain non-
guaranteed nature of money market fund investradsisclose the fund risk profiles including risis
investing in foreign currency-denominated assets.

819 Frequently Asked Questions: A Guide to UnderstapdiSMA (European Securities and
Markets Authority 3 January 2011) [FAQ: A GuideBSMA] at 4 — 7. Even though guidelines issued by
the European Securities and Markets Authority reewhi not legally binding, national competent
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European money market fund portfolio managementacidof transparency resulted in investor

confusion and headline risk during the crisis ccagdmitigated°

A common definition of European money market funelmains a work in progress as
evidenced by continuing activities of the Europécurities and Markets Authority in this
field.®?* Moreover, anecdotal evidence suggests that adfokiformity inherited in the two-tier
industry structure will inspire further lobbyingtidties from proponents of either approdéh.
Thus the continuing search for its own identitylved one of the major contributing factors in
the future of the European money market fund ingéf The second unknown is the outcome
of other regulatory debates especially potentialicstiral changes to the US money market
funds®* Some of the groundbreaking proposals discussetieby)S regulators have only slim
chances of being adopted in Europe thus largelyatnag previous efforts for the global

comparability of money market funé,

authorities are now required to indicate publi€lyhey comply within two months, and if they dotno
comply they will need to explain why. Financial ketr participants could be required to report puhlic
whether or not they comply with non-binding guide and standards. The Authority’s new powers also
includes a power to ban financial products andisesvfor up to three months and, potentially, inoes
compensations.

820 Section 4.2.3upraat n. 699 and accompanying text.

81 Q&A: A Common Definition of European Money Marketindssupranote 758.

822 See, e.g.Procedures for implementing new classifications fmney market funds (The
Autorité des marchés financiers / News releasea$ 8011). French financial regulator stated thatevh
the guidelines document on a common definition wfdpean money market funds also considers that a
short-term money market fumday have aonstant net asset valuthe Autorité des marchés financiers
would not approve development of this type of fumasFrance. In the opinion of French financial
regulator this type of funds present accountingassand specific risks.

823 REBECCA BRACE, Redefining Europe's 'Money Market Fund&reasury & Risk May 2011.
The article quotes IMMFA chairman Travis Barker miig that a common definition is “definitely
represents progress—hbut it doesn't represent tia fiord on the matter. It's hard to be sure oftthee
frame, but I think there will be further developrtehere”.

824 Seesection 3.5upra forcommentaries relating to the challenges facingtSemoney market
funds including regulatory uncertainti€dee als@Coz, (2011)supranote 610 at 1. The comment letter to
the PWG’s report on money market fund reform ogidrom the Institutional Money Market Fund
Association urge the US Securities and Exchange mission to analyse regulatory changes being
instigated elsewhere as “some of these changeslikélly have substantive impacts upon the global
money market fund industry”. The letter added thé the IMMFA'’s strong opinion that “the changes
introduced by Basel Ill combined with the changfeaaly made to the money market fund industry
provide a framework for money market funds thagtifficiently robust to not require further wholesal
alterations”.

82 Some of the groundbreaking proposals related &mging the money market fund industry
structure include requirements for money marketléuto establish a capital buffer that would absbeb
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As opposed to the US regulators — with their dfmemore substantive changes to the
structure of the US money market funds — Europeanay market funds are largely content
with the recent changes within their respective-sedtors short-term money market fundsd
(regular) money market fundé® With respect to theshort-term money market fursector,
members of the Institutional Money Market Funds d&sation managing these funds believe
that if capital buffer requirements are adoptedh@ US, it should not be copied by European
short-term money market funtfé Even though such a descent would drive a furtherig risk
profiles of the US and th&JS-style European money market funds, the members of the
Association argue that any benefit of reductiomirestment risks would be greatly overweighed

by the costs of establishing the new money marked structuré®

European (regulamnoney market fundsperating mainly in Continental Europe, largely
untouched by the US regulatory conundrum, are oonteith the definitional changes
implemented in 2011 and believe this developmerst &dleeady provided sufficient product
differentiation. Thus, the near future of the Ewgap money market fund industry rests on the
outcomes of two divergent trends: further harmdiosa of investment products toward
convergence of investment and regulatory practare® a desire for product differentiation
driven by local nature of collective investmentgpexsally in regard of retail investors’
preferences. These trends will be shaped by tespactive costs and benefits for asset managers
and investors in the contest of national laws iditlg applicable tax regulation. Lastly, on-going
European sovereign debt carries profound consegsdnc money market funds in the US and
Europe®?® The major unknown with respect to the state offtiiere Europe creates, in turn, the

major unknown for its money market fund sector.

first loss and further insulate money market fuhdreholders from larger loss&eeBARBARA NOVICK,
et al., Money Market Funds: Potential Capital Sohg (BlackRock ViewPoint August 2011).

826 See, e.g.PWG's Reporsupranote 7. The report offers seven alternatives fanges in the
US money market fund industry structuee alscsection 3.5supradiscussing potential consequences
of some of these alternatives.

827 Short-term money market fundsso known as th&)S-stylemoney market fundsSee also
section 4.3.4upra

828 proposal to IMMFA (Institutional Money Market Fas Association / Technical Committee
Summer 2011) (On file with the author).

829 See, e.9.CHARLOTTE QUINIOU, et al., European Money Market Funds Sector Updéiéch
Ratings September 2011) at 4. The report notedathéhe European sovereign debt crisis intensified
the summer of 2011, European money market funds teduced their investments to Spanish and Italian
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4.6 Conclusion

The analysis of the European money market fundsimgiconducted in this chapter has
confirmed my hypothesis that the heterogeneitywbpBean money market funds is a product of
diverse local investment traditions that were sHalpe national capital markets and applicable
national laws. Section 4.2 described the emergehogney market funds in selected European
jurisdictions profiling those countries dominatitige money market fund landscape including
France, Ireland, Luxembourg, Germany, Spain andJthited Kingdom. Section 4.2 concluded
that the heterogeneity of European money markeddumas a product of the local investment
traditions which were, in turn, shaped by the nalocapital markets and applicable national

laws.

My study of the European money market fund regoiatin section 4.3 drew upon
various sources of regulatory norms applicablénésé funds including rules promulgated under
the European Central Bank, guidelines and recomatemgs administered by the European
Securities and Markets Authority and self-regulatideveloped by a professional trade
association. Section 4.3 pointed to an on-goingedfor harmonisation of investment standards
across Europe and noted regulatory challengessiratitempts to standardise the inherited

diversity of European money market funds.

Section 4.4 examined the practices of credit ratggncies in relation to European
money market funds. The conclusion drawn from $igistion supports the notion of a diffusion
of the investment practices developed in the USumpe which at the time was lacking targeted
money market fund regulation. Section 4.4 docuntetite regulatory effect of the criteria that
credit rating agencies apply to money market futiuisse criteria have been voluntarily adopted
by the asset managers in Europe seeking recogratidnlegitimisation of their money market
funds at the time when such funds were relatively and largely unfamiliar to investors outside
the US.

My inquiry in section 4.5 sought to identify the joratrends that may potentially affect

the structure and regulation of the European maonasket fund industry and change its outlook.

entities, both in terms of percentage allocatiodh @mor of investments. Funds avoid peripheral eore
countries such as Ireland, Portugal and GreBee.alsdROBERT GROSSMAN et al., U.S. Money Funds
and European Banks: Exposures and Maturities Deélurther (23 September 2011).
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Section 4.5 concluded that the recently adoptedRCESuidelines on a common definition of
European money market funds was a step towardsugrrdghrmonisation consistent with the
idea of a single pan-European market for finans@&bices. Yet, | point out that the CESR’s
Guidelines, while claiming investor protection, rarsignificant risk of confusion of purpose as
investors may, in effect, suffer consequences dtiggon in diversification and number of
investment option&® Moreover, it was noted that further harmonisatdempts are likely to

run into standstill due to divergent objectives andctices of thé&JS-stylemoney market funds

and those money market funds managed under a brosklenandate. These findings are further

examined in chapter 8is-a-visthe US regulatory model and serve to inform mynrative
proposals presented in chapter 6.

830 CESR's Guidelinesupranote 9.
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CHAPTER 5: COMPARATIVE ANALYSIS OF THE US AND EUROP EAN
MONEY MARKET FUND REGULATORY MODELS

5.1 Introduction

Chapters 3 and 4 revealed a fundamental divergehepproaches relating to money
market fund regulation between the US and the Bié dominating thrust of the US federal
securities law relating to investor protection Hmesen disclosure, which in connection with
money market fund regulation translated into anaeshive transparency regime that makes
actual portfolio holdings and pricing informationaglable to any industry observer on a frequent
basis. In Europe, regulators are less focused tableshing the market and fostering better
consumer decision-making through transparency, rhtlier emphasise the development of

prudential standards for money market funds agtineary mechanism of investor protectith.

It is contended in this thesis that, with regardthe development of an appropriate
regulation of money market funds, the establishmanéa European regulatory framework
outside the US that contemplates the same regulgtmals — investor protection and systemic
stability — represents the pivotal opportunity the development of a consistent regulation of
these funds internationally. From a normative pecspe, the comparison between the US and
European money market funds presented in this ehapll lead to the advancement of a global
view on what is perceived to be an increasinglybglanarket. Indeed investors and financial
media view all money market funds as substantisitiyilar investment&? When the news of
suspended redemptions in French money market fwads reported in the US, concerned
investors increased their scrutiny of the US momeyket funds and their investments in asset-
backed commercial paper and structured investmetickes®® None of the US funds

experienced losses or suspended redemptions altmeg of them relied on financial support

8l The US money market funds are also subject to lishting investment standards.
Nevertheless, these standards built upon and reedoby the overarching framework of investment
management regulatioBeesection 3.3.5kupra

832 | ack of appreciation for the differences in monmgarket fund structure and regulation
amongst media ignited a wave of ill-informed reparh money market fund failures in 20@&esection
4.2.2supra

833 |CI Reportsupranote 21 at 48.
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from their institutional sponsofé? Learning from this episode of mass confusion,USemoney
market fund industry participants expressed olpestito the two-tier structure of the industry in
Europe precisely on the grounds of investor praiactoncernd> This point of diversion is
worth highlighting: while in Europe a two-tier mgnmarket fund industry structure was praised
citing enhanced investor protection, the US mapketicipants stressed the confusion inherited

in such a structure and related investor proteatmrcerng

Chapter 4 demonstrated that when used in the Eanopentext the terrmoney market
fund does not identify a specific type of entities, lbather a set of financial products. The
current heterogeneity of the European money mduket industry is largely attributable to the
diverse structure of the national capital marketd docal investment preferences. This
comparative chapter seeks to establish what amethmdamental divergences that so far have
prevented an otherwise natural — amid the prevatents of globalisation of financial products
and services — convergence of the US and Europesreymmarket funds. It also assesses the

similarities that inspire future efforts to developmogenous cross-border money market funds.

In connection with my research questiohew should money market funds be regulated?
—this chapter further develops the arguments undeipg the normative proposals presented in
chapter 6. For example, with respect to investotgmtion, two main approaches were identified
in chapters 3 and 4: first, development of objeci@nd subjective investments standards; and,
second,good disclosure This chapter compares and contrasts the US amdpEBan money
market fund regulatory models to identify theirya#ing venues for better investor protection.
With respect to promoting systemic stability, oreggin,good disclosurevas identified as a
means to trace market interconnectedness and mdnadmg risk. It will be shown in this
chapter that while the US regulatory model has nead@gnificant progress to achieve this end,
European money market fund regulators are courtéygotively focused on the issue of

harmonisation, which, in fact, may introduce a tgedegree of systemic risk to the market.

This chapter prepares the ground for answeringethasstions by comparing the US and

European money market fund regulatory models aadtlicomes of the respective regulation.

%41d. at 49 - 50.
8% Seesection 4.3.4upra
83 Supranote 13.
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Section 5.2 comprises two parts: first section 15.@iscusses the main differences between
governmental regulations originated in the US dmel EU. The second section 5.2.2 reviews
non-governmental self-regulatory standards for geam money market funds developed by the
Institutional Money Market Fund Association, a ureqway to offer the industry-backed

guidance in areas lacking government-administezgdlation.

Section 5.3 analyses the similarities in regulagggroaches on both sides of the Atlantic
and is divided into two parts: the first part revee the commonalities in government-
administered regulation, while the second part yamesl the claim of global viewon money
market funds advanced by non-governmental actarsgty the major international credit rating
agencies. Examined from the standpoint of an iatesnal view on the capital markets, this
section investigates whether such internationalleggry norms could be drawn from the criteria
used by credit rating agencies. Section 5.4 comeduly reporting the findings of my

comparative analysis.

5.2 Main differences

The main differences in the regulatory approacbhemaney market funds on both sides
of the Atlantic are captured in exhibit 12. The ixtmaps the major features of both regulatory
regimes including risk-limiting standards, stresssting, asset valuation and disclosure

requirements.

Exhibit 12: Money market fund regulation in the USand the EU**’

Location: The US Europe

Common Definition of
Applicable IMMFA'’s Code European money
regulation: Rule 2a-7%® of Practice®® market funds®*°
Portfolio risk-limiting standards:
--Credit risk Money market funds | Money market | Short-term money market

87 The table in exhibit 12 is my own elaboration. Wtiome items are market as ‘Not addresses’
in the table under the respective rule, guidanceecommendation, other parts of securities or campa
laws may have addressed this aspect. ltems maskétbairequired’ are not required or consideredarnd
any applicable laws.

838 17 CFR § 270.2a-3ee als®ection 3.3.3upra

89 MMFA Code of Practicsupranote 794See als@ection 4.3.5upra

840 CESR's Guidelinesupranote 9 Seesection 4.3.4upra
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must invest at least 9
per cent of their asset
in first tier securities
and no more than
three per centin
second tier securities
No more than five per
cent per dirst tier
issuer, no more than
0.5 per cent per a
second tiefssuer

7funds must be
srated triple-A

fundsmay invest irfirst
or second tiesecurities

In addition,money

market fundsnay invest
in sovereign securities
rated investment grade

--Interest rate risk

Eachfirst tier security
must mature withir
397 days; eackecond
tier security must

mature within 45 days securities that may

Weighted averag
maturity may not
exceed 60 days
Weighted average lif
may not exceed 12
days

Each security mus
mature within 397
except for
government

ehave a maturity
date within two
years

t Short-term money marke
funds:each security mus
mature within 397 days
Weighted average
maturity may not exceed
60 days

Weighted average life
may not exceed 120 day

~—+

[72)

eWeighted average
Omaturity may not
exceed 60 days
Weighted average
life may not
exceed 120 days

Money market funds:
each security must
mature within two years
provided it has the next
interest rate reset date
within 397 days
Weighted average
maturity may not exceed
six months

Weighted average life
may not exceed 12
months

--Liquidity risk

Invest no more than
five per cent of total
assets in illiquid
securities

Invest at least ten per
cent of total assets in
daily liquid assets
Invest at least 30 per
cent of total assets in
weekly liquid assets

Invest at least five
per cent of total
assets irdaily
liquid assets
Invest at least 20
per cent of total
assets iweekly
liquid assets

No guidelines

Stress testing:

| Required

| Not addressed

| Required

Asset valuation and accounting operations:

--Net asset value per
share

Constant

Constant

Short-term money marke

~—+

funds constant or
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floating

Money market funds
floating

--Accounting

Amortised cost
checked against
market values
Money market fund’s
Board consideration
of deviations

Amortised cost
checked against
market values
Deviations of 10,
20, 30 and 50 bas
points reporting

Not addressed

S

--Treatment of
capital gain/losses

No addressed

Money market
fund’s Board must
approve a formal
policy to address
any realised gain
and losses

Not addressed

[

Disclosure:

--Portfolio holdings

On monthly basis on
public web-site within
five day after the
month end

Not required

Not required

--Market-basednet
asset value

On monthly basis
with a 60-day lag via
disclosure to the US
Securities and
Exchange
Commission

Not required

Not required

--Portfolio statistics

Weighted-average
maturity
Weighted-average life
Both are disclosed on
public web-site within
five day after the
month end

Fund liquidity
profile monthly
basis, following
the expiry of a
reasonable period
after the month
end

Top ten
shareholder
composition
should be availabl
to other fund
shareholders upon
request
Weighted-average
maturity
Weighted-average
life should be
published in the

Not required

D

IMMFA'’s report

207




A discussion of each of the major features of theva table follows from section 5.2.1

to section 5.3.1.

5.2.1 Rule 2a-7 and the CESR’s Guidelines on a coomrdefinition of European

money market funds

5.2.1.1 Inconsistent definitions

My comparative analysis has, first, revealed thafiveergence between the US and
European regulatory models are what | call herestiatutory and substantivedefinitions of
money market funds. While the US money market fuads defined under the Investment
Company Act of 1940, as amended, in the EU coumagatutory definitionis enshrined in the
national laws of only those countries with a sigaifit money market fund sectt. The Irish
financial regulator is a notable exception amongepbtEuropean national regulators as it has
restricted the use of the temmoney market funtb only those funds defined in its guidafite.
The lack ofa statutory definitionat the national level in the prevailing majoritly Buropean
countries is due to a broad pre-crisis view on myomarket funds as a low-risk investment
option. As shown in exhibit 8, in a majority of tBpean countries money market funds account
for a relatively small segment of the national talpinarkets; thus this segment did not warrant a

significant regulatory attention before the crf§fs.

8117 CFR § 270.2a-7 (Rule 2a-7 under the Investn@arhpany Act of 1940, as amended,
defines money market funds by establishing a serwdential rules that a mutual fund must followit if
wishes to market itself as a money market fundsti@e(b) of the rule makes it illegal for the USitmal
fund to hold itself out as a money market fund wmbt following the risk-limiting standards settfoin
the rule.)

812 See, e.g.A Guide to UCITS in Ireland (Dillion & Eustace 2ovember 2009) at 17 — 18.
The Irish regulator defines money market funds lasseé collective investment schemes following
prescribed investment parameters and accountingtigga, and carrying a triple-A rating from an
internationally recognised credit rating agencynanaged by an experienced management company.

843 Section 1.2supra points to a nearly complete lack of academic argllatory attention to
money market funds pre-crisis with an exceptiomthef US market. It can be retorted, however, that t
definitional vaguenesper semay have served as one of the obstacles for thesiry development in
Europe. Analysis of regulatory developments inWgeoffered in chapter 4 validates this argumerihas
US the money market fund industry itself petitiomegdulators for establishing a clesatutory definition
as a means to legalise its activiti8eesection 3.2.5upra.The industry dialogue with various regulators,
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The post-crisis review of financial regulation imrBpe, which most directly affects the
money market fund industry, resulteder alia in the establishment of a harmonised definition
of European money market funds currently admingestdry the European Securities and Markets
Authority.2** The definition formulated by the Commission of &pean Securities Regulators,
the predecessor of the European Securities and darkuthorities, presupposed a two-tier
industry structure comprisinghort-term money market fundshd (regular)money market

845 The short-term money market fundse expected to be managed in a conservative

funds
fashion generally similar to the US money marketd&*® Money market funds managed to a

broader risk profile were expected to qualify foe (regularmoney market fundategory**’

This lack of homogeneity within a common definitideelf was cited by the market
participants as a constraining factor to a furtharmonisation of the money market fund
industry not only in Europe, but also, and mostangntly, internationally*® In relation to the
semantics of the definition, as noted earlier, tie® of the termmoney market funds
inconsistent between the US and Eurdfid.o clarify, the USnoney market fundsre known to
be held to the most conservative risk standarddewi Europe (regularmnoney market funds
as opposed tshort-term money market funds are the riskiest ones within their two-tier
gradation. The inconsistent definitional semantigich inevitably contributes to the investor
confusion, highlights the barriers to the natuaiversion of European money market funds into

a homogenous investment product offered throughlb&uropean markets.

As highlighted earlier, investors and financial maetend to disregard the definitional
minutia perceiving all money market funds as sutt&ly similar investment&° Learning from

the experience of the financial crisis, some industakeholders expressed objections to the two-

especially if popularised by the media, was onghef significant factors in promoting the US money
market funds to investors.

844 CESR's Guidelinesupranote 9.

845 |d

840 Seesection 4.3.4upra Those European money market funds previouslynedeo as thé)S-
stylefunds, thdMMFA funds,treasuryfunds andiquidity funds would generally fall into this category.

871d. This type of money market funds is generally @ftein Continental Europe.

88 Supranote 13.

849 |d

80 A lack of appreciation for the differences in mgmaarket fund structure and regulation
amongst media ignited a wave of ill-informed repat money market fund failures in 20@&esection
4.2.2supra
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tier structure of the industry in Europe citing éstor protection concerfi¥: Indeed, from the
standpoint of the US investor, those collectiveestmnent schemes qualified as (reguragney
market fundainder the European definition should have beeigdated adond fund$™? This

is because thbond funddesignation is aligned with theubstantive functiof bond funds to
track certain market indexes as opposed tostliestantive functiomf the US money market
funds to preserve principal value and provide ligfyi Nonetheless, while acknowledging these
concerns, European regulators have chosen the semdémat remains at odds with the US
naming conventions. Exhibit 12 sets out money nidiked definitions accepted in the US and

Europe underscoring the lack of convergence of momarket funds across the borders.

Second, my analysis points to ambiguities relatedthte jurisdictional reach and
enforcement of a common definition of European nyomarket funds as compared to the US.
As explained in Chapter 3, it imlawfulin the US to use the termmoney market fundnless
the fund in question complies with the risk-limiirprovisions of Rule 2a-%3 The more
complex architecture of the European money marked industry makes the application of the
definition less clear-ci* The common definition guidelines are a non-bindimrument
implementation and enforcement of which dependshenactions of 27 national regulat8rs.
However, it appears that the regulation of moneyketafunds is not a priority for national

regulators to consider it in their agenda setting.

81 Section 4.3.4upra

852 |d

853 17 CFR § 270.2a-7 at (b)(1). Sections (b)(2) a8jdof the same rule also prohibit mutual
funds from adopting a name that is substantiaityilar to a ‘money market fund’ such as ‘cash’, did’,
‘ready assets’ or other similar terms unless sufiind complies with the risk-limiting standardsRidile
2a-7.

84 CESR's Guidelinesupranote 9 at 3. The definition is designed to applyooth, UCITS-
authorised funds and those funds “regulated untkemational law of a Member State and which are
subject to supervision and comply with risk-spragdiules”. By July 2011 when the definition has eom
into effect, a number of national regulators maeeipent changes in the national laBge, e.gUCITS
IV News - Issue 18 (PricewaterhouseCooper Maylp@t 2. Thenewsletter notes that by May 2011,
two months prior to the date of compliance [1 2M 1] with a common definition of European money
market funds, only Luxembourg, Ireland, France #&@wermany have considered adaptation of the
guidelines.

85 The European Securities and Markets Authority @dinisters a common definition of
European money market funds at the level of thegeen Community is lacking enforcement authority
at the national level for the Level lll guidelinasd standardSupranote 819.
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In effect, those European money market funds thae hong been in operation may find
limited benefits in changing their investment pagtens only to conform to the pan-European
guidelines. Lastly, the structure of the nationalrkets in terms of their size and duration of the
traditional security issuances may not support ribguired investment parameters under a
common definitior?>® The lesson learned from the new money market fiovestment standards
introduced in the US in May 2010 is that investmeguirements, if not coordinated with the
availability of investments, are prone to uninteh@®nsequences when the market focuses on
creating financial instruments that have little mmmic purpose and, in fact, serves only

regulatory complianc&’

Thus, the above discussion argues that benefits iacehtives of transposing the
European common definition guidelines into natidaals could be rather weak for both national
regulators and the regulated entities. Furthermiooayding of local money market funds into
standardized investment parameters could be impahdn certain national markets. This
finding comes in contrast to the history of the 8ney market funds, which have themselves
been the greatest proponents of the regulatorglatda and strict delineation of money market
funds from other types of funds due to the caus#l between strong regulation and investor
acceptance. The difference in practical usefulradsa statutory definitionis a result of the
differences in the money market fund industry dtries: homogenous in the US versus

heterogeneous in Europe.

8% | am not aware of any consultations whether stearbf desirable quality and maturity are
available in the national markets to provide neagssupply of assets for money market fund poxsoli
invested in line with a common definitiome., if in a certain markets 18-month securities have
traditionally been issued and purchased by localayionarket funds, issuance of 12-month securities f
the sole purpose of meeting the new money marketl finvestment requirement would, in fact,
disadvantage the issuers, who would have to asgueager funding risk by shortening their liabilgie

87 Sections 3.3.3.2 and 3sbipra E.g.,under the latest amendments to Rule 2a-7, the bifeyn
market funddnter alia must allocate at least 30 per cent in securitias tecover their principal within
seven days. Prior to this requirement coming imicd in May 2010, there was little availability of
securities maturing weekly. After that date the keérhas become focused on developing new
instruments that would meet money market fund dehrfan securities maturing within seven days or
having a weekly demand feature even though thene isal economic need amongst issuers to finance
themselves with such short-dated securitiége, e.g.VIKTORIA BAKLANOVA, et al., Primer: CEF
Variable-Rate Demand Preferred Shares - ClosedHumdl VRDPs Target Short-Term, Money Market
Investors (Fitch Ratings 27 October 2011). The megescribes the process of issuance of new siurit
featuring liquidity within seven-day to specificalineet demand for such securities from the US money
market funds.
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Likewise, significant differences exist in conneatiwith thesubstantivalefinition of the
term money market fundi.e., a definition that places the emphasis on a fumak®stment
strategiesrather than on itsmomenclaturg Whilst both the US Securities and Exchange
Commission and European Securities and Marketsokilyhrely on a set of prudential rules to
limit the ability of a money market fund manager tmdertake risky strategies, cross-
jurisdictional differences reveal variances in oa#l regulatory perceptions of an appropriate
level of risk in money market funds as shown inikih.2 earlier in this chapter. The US and
European regulators diverge in their views on wdratthe appropriate credit risk and duration
management standards, accounting, operations, dieeeping, corporate governance and
disclosure. It could also be said that such crossgictional differences are primarily driven by
the nature of the national capital markets, notrigle perceptiorper se.For example, if only 18-
month securities are issued in a particular maketh securities are viewed as the least risky in
the given market. For an observer operating in rttegket where overnight investments are
traditional for money market funds, a duration matedhat include investments due in one and a

half years would be viewed as inappropriate ifneckless.

5.2.1.2 Divergent views of investment risks

The level of credit risk in the US money market danis constrained by a set of
subjective and objective standards that impose rmim credit quality and diversification
requirement for portfolio securiti€d® These rules are a part of the overarching regylato
framework for all US collective investment scherttest providesnter alia the general basis of
risk-spreading rules and prohibitions on affiliatednsaction§®® The regulatory framework,
including the roles of federal and state laws nyagcgy, by implication, certain standard views,
practices and processes of the market participAstshown in chapter 3, Rule 2a-7, which is an
essential regulation for the US money market funig, virtue of market participants’

compliance, established the discussed stand¥tdsor example, it limits credit quality of

88 Section 3.3.3upra

89 Section 3.3.5upra See alsdl5 U.S.C. § 80a-5 Subclassification of manageroentpanies.
The US money market funds fall in todaversified investment compauiassification, which generally
limit such companies to investments of at most fiee cent of their assets in securities of onecisfar
75 per cent of their portfolios.

8917 CFR § 270.2a-7
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eligible securities for the US money market funolshose securities rated in two highest short-
term rating categories by credit rating agencidgh wnly up to three per cent of assets allowed to

be invested in securities rated in the second Bigbteort-term rating categof§

In contrast, a common definition of European momeyrket funds omits diversification
requirements while relying on the risk spreadinigsas set forth in the UCITS Directive for the
UCITS-authorised money market funds or in the maidaw of a Member State for those non-
harmonised money market funé. The guidelines document directs Europesort-term
money market fundso invest only inhigh quality securities, which could generally be
interpreted as securities rated in the two higbkett-term rating categories by recognised credit
rating agencie&® Europeanmoney market fundsould add securities of investment grade
sovereign issuers, which are those rated in theethrghest short-term rating categories or four
highest long-term rating categories from AAA to BBB Thus, the maximum dispersion of

credit quality among money market funds in the 8 Burope could be quite significatit.

In addition, the US and European regulators divengtheir views on the appropriate
interest rate risk management standards in monakeanéunds. Duration of the US money
market funds is limited to 60 days, while the maxmduration of European (regularjoney
market fundscould be three times of that, or these funds cnddr three times higher interest
rate risk®®® Final maturities of portfolio securities in the W$ney market funds are limited to
397 days with exception of the US government saeariwhile final maturities of European
(regular)money market fundsould be as long as two years, if floating rateusigies®®’ That
said | note the conservatism of the Europshort-term money market fundtandards that are

81 Section 3.3.3upra

82 Section 4.3.5upra

83 Section 4.3.4upra

864 |d

85 Based on my experience, for practical purposes 48 money market funds generally limit
themselves to investment in securities rated inhighest short-term rating category A-1 by Standiard
Poor’s, F1 by Fitch and/or P-1 by Moody’s. The migyoof Europearnshort-term money market funds
adhere to investment practices of the US money endwkds although they are allowed to assume greate
credit risk under the common definition guidelinEgropean (regulamoney market fundsperate under
a broader risk mandate especially with respectut@@ean sovereign debt securities whose crediitgual
has been deteriorating as a result of the sovedsghcrisis of 2011.

8% Sections 3.3.2 and 4.3séipra | note that thosshort-term money market fundee limited to
60 day gGL;ration in line with the US money marketds.

Id.
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generally in line with the US money market fund ulagpry requirements in terms of both
duration and final maturities of portfolio secle&f®® The above analysis shows that those
collective investment schemes referred tslart-term money market funolsEurope exhibit a
high level of convergence with the US money mafkeds, while European (regulamoney

market fundsnay incur substantially higher credit and interase risks.

5.2.1.3 Different asset valuation practices

The US and European regulator have different viensthe acceptable accounting
methods and asset valuation practices employeddmeynmarket funds. As explained in chapter
3, the US money market funds maintain their shaice @t aconstant net asset vally valuing
their assets at the amortised price according ¢oofferational standards outlined in Rule 2a-7
and employing other measures that help to stabtfige share pric®® To insure that the
amortised cost-baseshare price does not materially deviate fromrtsket-basedhare price,
the US money market funds undertake a paraimket-basegricing of their shares, a process

referred to ashadow pricing"®

To compare, a common definition of European moneyket funds permitshort-term
money market fund® offer their shares at eithercanstant net asset valuwe fluctuating net
asset valuewhile not allowingmoney market fund® peg their share to @onstant net asset
value®”* The guideline document does not lay out any sjgegjferational protocol, but instead
refers to other Level IIl guidelines regarding USI&sset valuation and the national 1&/s\ot
surprisingly, European national regulators depadiely in their approaches to asset valuation in
collective investment schemes. For example, thendfreregulator has commented that,
notwithstanding the new guidelines for European eyamarket fundsshort-term money market
funds offering constant net asset valyeer share “present accounting issues and speisks

868 Id
89 Section 3.3.3upra
870 Id
871 Section 4.3.4upra
872 Section 4.3.4upra
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which are currently being examined... it is tooledor [these funds] to be developed in

France™’®

In contrast, the Irish financial regulator expresiee opposite view when published its
guidance note concerning asset valuation by monaykenh funds in 2008* Under the
guidance, those collective investment schemesahyally strict criteria to portfolio construction
are permitted to use thamortised costmethod for valuation of their assets and when
accompanied by periodic mark-to-market and stressnig®’® Prior to publication of a common
definition of European money market funds, onlysthype of funds were able to market
themselves as money market funds in Irefffidhe Irish regulator had to revise its guidelines
to allow for other types of money market funds, enthose operating under a broader risk

mandate, to be registered in Ireldhd.

| point out the differences in views on harmonsatbetween the French and the Irish
regulators. The French regulator refrained fronoveithg constant net asset value short-term
money markefundsto be developed in France, while the Irish reguléitly adopted a common
definition of European money market funds even gfnoprrior to July 2011 the riskier version of
these funds would not be qualified asmmoney market fundn Ireland®”® This episode
underscores the limited practical usefulness ohtmenonisation efforts if they are not in accord
with the investment customs, traditions and riskception of the particular investment

community.

873 SeeAMF's Procedures for implementing new classifmasi for MMFssupranote 822.

874 For UCITS-authorised money market fureleGuidance Note 1/08 Valuation of Assets of
Money Market Funds (Irish Financial Services Remuia Authority August 2008) [Irish Regulator
Guidance Notes 1/08]. For non-UCITS money marketifseeNU 17.4 Collective Investment Schemes
Other Than UCITS: Money market schemes (Irish ikrel Services Regulatory Authority August
2003).

87 Irish Regulator Guidance Notes 1/&ranote 870.

87% 1d. These funds would generally fall under a definitiminshort-term money market funds
under the new common definition.

877 For UCITS-authorised money market fursggUCITS NOTICES Undertakings for Collective
Investment in Transferable Securities authorisedeunEuropean Communities (Undertakings for
Collective Investment in Transferable Securitiegg®ations 2011 (Central Bank of Ireland July 2011
at 136. For non-UCITS money market fursgsAppendix 7 Money Market Schemes (NU 17) (Central
Bank of Ireland / Instructions paper July 2011).

878 SeeAMF's Procedures for implementing new classifiagifor MMFssupranote 822.
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5.2.1.4 Divergence of operational practices

A significant divergence exists between the US &uilopean views on operational
practices related to the treatment of capital gaifosses and income received by a money
market fund. The US money market funds strictlyasafe interest income on portfolio securities
from any capital gain or losses incurred from assgtsactions, a practice that helps to maintain
a constant net asset valger shar&’® This practice also appeals to certain US investoho
separate capital gain from dividends for tax pues8¥ European money market funds may
employ different approaches to capital gain or lassinterest income treatment, sometimes
within one fund structur®® Generally, thdJS-stylemoney market funds in Europe follow the
same operational practices as their US peers. Earomoney market funds featurifigating

net asset valuper share add capital gain/loss and interest iecmnthe share pric&?

Furthermore, given that money market funds are gsiothe most credit-sensitive
investors, in-house credit research and recordkgeguie also subject to detailed regulation in the
US, but not in Europ®&® The CESR'’s Guidelines for European money marketi$uare much
less detailed with respect to the operational daspefche fund activities. The guidelines refer to
an obligation of a management company to conduetvigw of its investments’ credit quality
and points to a range of factors to consider thaisrdng the legal framework of the operational

aspects of the fund management to the national34ws

879 Section 3.3.3upra The practice of separation of capital gain/ldgsieates the fluctuations
of share prices caused by the accrued interest.

80 |d. Certain US investors apply different tax rateslidends versus capital gains. Thus, the
practice provides additional operational efficiency

81 (1) aUS-like practice of separating capital gain/losses fromerest income byshort-term
money market fundssing amortised cost asset valuation accompanjieshddow pricing; (2) a practice
of accumulating of capital gain/losses and interasbme byshort-term money market fundsing
amortised cost asset valuation accompanied by shadoing; (3) a practice of accumulating of capita
gain/losses and interest income byney market fundsising amortised cost asset valuation not
accompanied by shadow pricing.

82 This practice, calleémoothinghelps the fund manager to project an appearaneestéady
increase in the fund’s share priGeesection 4.2.5upra

83 Section 3.3.3.5upra

84 CESR's Guidelinesupranote 9 at Box 2, paragraph 3 and Box 3, paragtaphanagement
company’s operations and recordkeeping are covenedhe Level Il Management Directive
2001/107/EC, [2002] OJ L41/20 The UCITS IV implenieg directive sets forth additional
organisational requirements, rules on conduct afirtass, risk management, among other itefee
Directive 2010/43/EU, [2010] OJ L176/42
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5.2.1.5 Differences in fund governance

My analysis found that corporate governance playsoae significant role in the US
money market fund operations as compared to Europsaney market funds. As shown in
section 3.3.1.2, the first level of investor proic in the US money market funds is built upon
activities of the mutual fund boards of DirectorsToustees that are independent from the asset
management company and are charged with a rante afversight responsibiliti€8> Rule 2a-

7 further counts on the money market fund Boardsreestment, operations and stress testing
processes and for an ultimate decision at the ¢ihaecrisis to suspend redemptions and liquidate
the fund®®® Under the UCITS Directive framework, Directors ac required to be independent
parties and may represent the management compaadgpmsitary. The role of Directors is
mostly focused on safekeeping of the clients’ asseid does not extend to oversight credit
decisions or investment processes, both of whidh dalely under the purview of the

management compariy.

5.2.1.6 Differences in disclosure requirements

The US and the European money market funds areateday a disclosure gap as wide
as the Atlantic Ocean. The US money market fundssabject to a unique transparency regime
that includes public disclosure of portfolio holgimformation and asset pricing in addition to
regular filings of updated prospectuses and firenstatement®® Portfolio holdings are
published on the funds’ public web-sites on a miynitasis within five business days after the
end of each calendar month; the same informatiofuigished to the US Securities and
Exchange Commission, which also makes it avail&bleublic through its centralised database
EDGAR albeit with a 60-day la4?

8 Section 3.3.1.8upra

83017 CFR § 270.22e-3See alssection 3.3 supra

87 Directive 2009/65, [2009] OJ L302/32 at Articleafd Article 29. Non-UCITS money market
funds regulated under the national law of a MemBtate are subject to the corporate governance
structure established therein.

88 Sections 3.3.1.3 and 3.3.38pra

89 Section 3.3.3.5upra. The US money market funds also disclose thearket-basedshare
pricing in monthly filings to the US Securities aBdchange Commission, who makes this information
available to public with a 60-day lag.
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The CESR’s Guidelines do not contain fund-spedfgclosure requirements except for
requiring funds to identify risks of their investns strategies to investdts. Therefore, with
respect to details of disclosure, European moneykehafunds are subject to varying
requirements depending on the country of domiciledsional law and whether the fund is a
UCITS® Generally, UCITS are required to provide offerimipcuments and financial
statements to their investors, but are not requiteglace these documents in the public
domain®®? Investors are further handicapped by lack of araeésed filings database. Currently,
unearthing and interpreting information regardingdpean money market funds is challenging,
if not impossible, especially for retail investovgio may not have sufficient resources to obtain
and analyse the fund data. With the UCITS IV Directimplementation underway, the
expectations are that a Key Investor Informationcidoent, dubbed as KIID, will improve
UCITS transparency and facilitate analysis of tmedfinformatiorf>>

Nonetheless, in the absence of adequate pan-Europaasparency standards for
collective investment schemes, institutional ingestriented European money market funds
have voluntarily established a relatively high lewé transparency, which goes above and
beyond the KIID dat&” Because corporate treasurers normally conduat tash investments
on the basis of detailed due diligence requirementsch include a review of fund holding
information, institutionally-oriented money markkends regardless of their domiciles meet the
investor-determined level of transpareff&yThus, regulatory requirements in Europe do not
establishde factobaseline disclosures. In fact, it is the purchgqgower and sophistication of
institutional investors that define the level aédosure in European money market funds. Given

these differences in the powers to obtain disclEsuetail investors are disadvantaged.

80 CESR's Guidelinesupranote 9 at Box 1, paragraphs 3 and 4.

81 Section 4.3.5upra

892 Directive 2009/65, [2009] OJ L302/32

83 1d. at 38. KIID is a two-page document featuring a sistent format across all UCITS.
Information presented in KIID must be organizedfiire predetermined sections including the fund’'s
investment policy and objectives, its risk/returnofi,e, charges, past performance and contact
information of the relevant partieSee, e.g.UCITS IV - Key Investor Information Document (KIID)
(PricewaterhouseCoopers 2010).

894|d.

895 Integrating Money Market Funds and Corporate Itmest Policies (Treasury Strategies Inc.
21 April 2011). The study reviews policies of 16kl corporate treasurers with respect to money
market funds.
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In sum, as exhibit 13 illustrated, the current monearket funds regulatory models on
both sides of the Atlantic are not symmetrical ahds, are likely to entail material revisions if
the objective of international harmonisation conéis being pursueti® It has been established
that the US regulatory model that featuge®d disclosureneets the underlying regulatory goal
of investor protection and also establishes a fatiad for managing systemic risk through
transparency of fund investmefit.The EU regulatory framework, on the other handkda
disclosure requirements, but instead is primanlused on coordination of investment standards
cross-border, which is currently viewed as a primavestor protection tool in European money

market funds.

5.2.2 IMMFA'’s Code of Practice

While de jurethe Code of Practice administered by the Instihal Money Market Fund
Association has no powedle factoit establishes an additional level of self-imposegulation
for the US-stylemoney market funds in Europ&. The main unique feature of the IMMFA's
Code is a requirement for the funds being ratedetih by at least one credit rating agenéis.
By virtue of this requirement, the Association ased credit rating agencies’ criteria as a
workable substitute for its own credit risk-limiggnrules. Hence, the IMMFA’s Code of Practice
does not impose any other credit quality standalase and beyond those outlines in the credit

rating agencies’ criteri&’

The Code is tailored to those European money méukets employing aamortised cost

valuation method accompanied byglaadow pricingand features a detailed operational process

8% That said, the thesis highlights the misguidedilagry move for harmonisation of money
market fund investment practices, which ultimatelys contrary to a regulatory objective of systemic
stability. The normative proposal presented in tda focuses on preserving the heterogeneity ofayo
market fund investment practices as a means togent@nsumer choices and improve credit availgbilit
through protecting diversity of funding options.

897 Section 1.Zupra

8% Section 4.3.5upra These funds generally fall intosaort-term money market furdtegory
under a common definition of European money méiikeds.

89 IMMFA Code of Practicsupranote 794 at Articles 5 and 6.

%90 Credit rating agencies generally view only se@sitrated in the highest short-term rating
category as appropriate for triple-A rated fundsedfic credit quality and diversification criteréalopted
by credit rating agencies with respect to moneyketafunds in the US and Europe are discussed in
sections 3.4 and 4.4, respectively.
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for theIMMFA funds®* This level of operational details sets the Codartajpom the guidelines
on a common definition of European money marketd$uand brings it closer to the US legal
framework®®? With respect to operational practices, the IMMF&sde recommends the funds’
Boards to develop policies addressing allocatioreafised capital gain or loss, or so-called ‘loss
smoothing’®®® Issuing this recommendation, the Code once agagkssto mirror the operational
practices employed by the US money market funds ¢hary realised losses forward for a
number of years and offset these losses over tintle mgalised capital gain. This process

dampens volatility of the fund’s net asset valuegheare’®*

As shown in exhibit 12, other areas of divergeniceh® IMMFA’s Code of Practice from
the guidelines on a common definition of Europeaoney market funds can be found in
managing liquidity risks and the disclosure regiffe Because théMMFA fundsare deemed
similar to the US money market funds, it is notpsising that the IMMFA'’s Code adopted the
US approach to money market fund liquidity managenaed requires a certain amount of the
fund assets to be maturing daily and within one ka2 This is in contrast to a common
definition of European money market fund, which slo®t establish objective standards for

liquidity management. The IMMFA’'s Code addressesuitlity risk by recommending an

%L IMMFA Code of Practicesupra note 794 at Articles 25 and 26. The Code also iregu
marking assets to market periodically, generallgkig to ensure that the deviation of the funaarket-
basedshare price from themortised cosbased share price remains immaterial.

921d. at Part V. The Code of Practice includes a detgil®cess for monitoring of thearket-
basednet asset value deviations fromcanstant net asset valuer so-called ‘escalation policy’. The
escalation policy prescribes certain actions tdaben by specific individuals such as directorghaf
fund’s management company in the case of the fumet @sset value calculated on the basanudrtised
cost deviates from itamarket-basednet asset value more than a predetermined ameumt,if the
deviation reaches 20 basis points, it should beorteg to the senior management of the fund’s
management company; a deviation of 30 basis p@nts be reported to the fund’s trust&ee also
CESR's Guidelinesupranote 9.

93 IMMFA Code of Practicesupranote 794 at Articles 29 (The policies relatedrematment of
realised capital gain/loss must be approved byuhd's board and reviewed at least annually.)

% The treatment of capital gain/loss is not addssdrule 2a-7, but falls under the purview of
the US Internal Revenue Code.

95 Section 5.Zupra

9% 17 CFR § 270.2a-7 at (c)(5)(ii) and (iii). Rule-2aequires the US money market funds to
invest at least ten per cent of their total assesecurities maturing daily and at least 30 pert oé their
assets in securities maturing weel@ge alssection 3.3.3.8upra
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allocation of at least five per cent of the fundssets in securities maturing daily and at least 20

per cent of the funds’ assets in securities maguniithin one weeR®’

Lastly, the transparency regime recommended byIMMFA goes far beyond the
CESR'’s GuidelineS® In line with its focus on liquidity, the IMMFA’'s @de requires the
IMMFA'’s fundsto report their liquidity profiles to the publicaax@ monthly basis and to disclose
the composition of the top ten shareholders torothed shareholders upon requ&StThis
transparency regime seeks to inform fund sharemgldeainly institutional investors, regarding
those with whom they share fund liquidity. Noneéss, even though thdMMFA fundsare
positioned to mirror the US regulatory practiceke tIMMFA’'s Code falls short of the
comprehensive disclosure regime for the US moneskendunds detailed in section 3.3.38.
Drawing on the experience of the US money markatd$uy it is the availability of portfolio
holding information that enables a healthy discussof portfolio risks between the fund
management and its investors and promotes prudergstment behaviour among asset

managers**

To summarise, the IMMFA’'s Code of Practice, theustdy-developed self-imposed
regulation for triple-A European money market funltiss made a significant stride to bridge the
gap between the US and the EU money market furdategy models. Its investment standards
which are, in effect, the industry best practiceésmed internationally, provide a strong example
of a natural conversion of regulatory standardsstworder. The IMMFA'’s Code is generally in
line with regulatory requirements for the US momnegrket funds and provides recommendations
that are more detailed in operational aspects aqdine more comprehensive disclosure relative
to the CESR’s Guidelines for European money mdikads. Nonetheless, neither the IMMFA'’s
Code of Practice nor CESR’s Guidelines reqgmed disclosureAs such, these regulations are

not enough to empower investors or adequatelynmi@gulators of looming systemic risks.

97 IMMFA Code of Practicsupranote 794 at Article 3See alssection 4.3.5upra

9% CESR's Guidelinesupranote 9.

99 IMMFA Code of Practicsupranote 794 Articles 42 and 4See als®ection 4.3.5upra

90 See alsol7 CFR § 270.2a-7 (c)(12). The rule features aguhu requirement of a full
disclosure of portfolio holdings on frequent bagig a minimum time lag.

9 Supranote 565.
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5.3 Main similarities

5.3.1 Similarities shared by the US Securities akachange Commission and the
European Securities and Markets Authority

As shown in the previous section, while the US @&mdopean money market fund
regulatory regimes differ substantially in detatlsey nevertheless share a number of common
features. Thus, a closer review of cross-jurisdi@l patterns can provide useful insights into the
design of an optimal money market fund regulatatyesne covering both sides of the Atlantic.
One of the principal conceptual similarities shalgdthe US and European regulators is the
view on the essential function of money market &irabk collective investment schemes
providing safety of principal, liquidity and yieldonsistent with short-term market rat&s.
Another area of concord is that regulators oribetriselves towards controlling the product-side
aspects through a set of prudential rules. Unfatiely, in Europe the ideology of harmonisation
seeks to transform the naturally diverse indusarydscape into a limited number of specific

investment strategies thus increasing — not delcigassystemic instabilities.

Contemporary money market fund regulation, motiddig investor protection, focuses
mainly on portfolio investment restrictions, whiatgt surprisingly, becomes the main areas of
contention when it attempts to alter investmeniqued that have served local investors for years.
There are only two aspects of money market funcstment practices where the US and
European regulators have achieved a relative ac€orst, both the US and European money
market funds are expected to invest only in higaliyisecurities rated within two highest short-
term rating categories by major credit rating agewith certain limited exceptioris® Second,
both the US and European regulators expect monegkemdunds to pursue conservative
portfolio management strategies consistent withrtbgon of safety and demonstrate prudent

risk management by stress testing their portfotiesodically®* The Venn diagram in Exhibit

%12 5ection 1.1.5kupra

91317 CFR § 270.2a-7 at (c)(3) and CESR's Guidekugsanote 9 at Box 2, paragraphs 3 and 4,
Box 3, paragraph 1. European (regul@gney market fundsan invest in sovereign securities rated at
least investment grade, which would generally fathin three highest short-term rating categoriese
alsosections 3.3.3.2 and 4.3dpra

94 17 CFR § 270.2a-7 at (c)(10)(v). CESR's Guidelisegra note 9 at Article 20See also
sections 3.3.3.3 and 4.34dpra It worth noting that stress testing process lenbmandated by the Irish

222



13 depicts a small area of overlap between the ndiSEaropean regulatory standards related to

the credit quality and stress testitig.

Exhibit 13: Money market fund regulation in the US and the EU:lack of common

grounds

The US: Rule 2a-7

Mandatory investments
in assets maturing daj
and weekly

European money
market funds

WAM < 6 months
WAL < 12 months
Final maturities of
FRNs <2 years

Diversification
Accounting
Operations
Record keeping

1.High credit qual
assets generally ratgd
within two highest
short-term credit
rating categories
.Stress testing

WAM < 60 days
WAL< 120 days
Final Maturities < 397
days

Consumer
disclosure

Guidelines on a common
definition of European
money market funds

European short-term
money market funds

The exhibit above contains three large areas degitiie US Rule 2a-7, Europesahort-
term money market fundsid European (regulamjoney market fund€ach area has specific
characteristics: first, the exhibit shows that Rede7 limits credit risk by imposing credit quality
and diversification standard¥ It also limits market risk exposures by placingedific
requirements on the asset maturities, the weightvedage maturities and the weighted average

regulator for Ireland-domiciled money market fursitsce 2008 prior to implementation of the guidedine
on a common definition of European money marked$sunrhe Irish Regulator also requires making
results of the stress tests available upon reg8estrish Regulator Guidance Notes 1/&ranote 874
at 5. In 2009, when the US Securities and Exch&@wamission considered amendments to Rule 2a-7,
stress testing requirement was included followhngpractice of the Irish regulat@eeSEC Rel. No. IC-
28807 at note 125 and accompanying text.

5 The proprietary diagram represents a compilatibihe main rules applicable to money
market funds in the US and Europe discussed thautghis thesis.

1917 CFR § 270.2a-7
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life of the fund portfolic®*’ Importantly, Rule 2a-7 prescribes specific liqtydparameters for
the fund in an attempt to manage their liquidiskr*® Other aspects targeted by Rule 2a-7 are
fund operations and accounting practices, recoplkgefund governance and disclostte.

The CESR’s Guidelines, which cover two types of dpgan money market funds,
govern significantly fewer aspects of the fundsrastments and operations and are mostly
focused on establishing credit and market risk mpatars in these fundé’ Notably, an
important aspect of asset liquidity for money marfkeads is missing from this regulatiéf-As
exhibit 13 shows, the only fully intersecting areandeed the asset credit quality section, which
is featured as an important part of money marked fregulations on both sides of the Atlantic.
Partially intersecting are the views on asset nitgar portfolio weighted average maturities and
weighted average life, parameters that are meadihibmarket risk exposure in money market
funds. However, these regulations are only sinfdarthe US and Europeashort-term money
market fundsOn the other hand, European (regutagney market fuds have little in common

with their US peers.

Notwithstanding the concord in the regulatory vieas appropriate credit quality
evidenced from exhibit 13, diversification requiremts, which are another aspect of the credit
risk management, differ substantiaify. The US regulators are quite restrictive with resfe
money market fund holdings of securities ratechim $econd highest short-term rating category
limiting such holdings to no more than three panta# the funds’ assets, while the European
Securities and Markets Authority offer no money kear fund-specific diversification
guidance’® Therefore, European money market funds are akilevest in a portfolio of greater
concentration and thus execute riskier investmaategies from the diversification standpoint

as compared to their US counterparts.

917 |d

918 |d

919 |d

90 CESR's Guidelines supra note 9.

921 |d

922 5ections 3.3.3.2 and 4.3dpra

93 gection 3.3.3.8upra Rule 2a-7 limits investments $second tiesecurities to three per cent of
the fund’'s assets with no single issuer exceedihglfof one per cent of the fund’s assets. In toidi
such investments must have maturity dates withidas.
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Consistent with the notion of safety and low riskestment, both the US and European
regulators provide very specific guidance with exfpto interest rate and market risk
management by establishing limits concerning migriof fund holdings and the overall

portfolio duration’®*

However, only guidelines fahort-term money market funolsEurope can
be viewed as isomorphic to those rules imposechenUS money market funds The outer
boundaries of interest rate risk taking deemed @eabée for European (regulamoney market
funds represent a significant divergence of the US anddiean approaches due to a much
broader risk mandate of European (regulagney market fundé® As explained in section
5.2.1, European (regulamoney market fundsould incur three times greater interest rate risk
relative to the US money market funds and evertiveld@o their peers in thehort-term money

market fundcategory.

Lastly, both the US and European regulators requoresumer disclosure and periodic
information documents as those specified for mufuadis in the US and UCITS in Euroffé.In
addition, the CESR’s Guidelines require more exagctianguage with regard to the risks
associated with money market funds that seeks ttane@mey market funds apart from bank
deposits and revolves around lack of a governmeatagtee for these fund€ Thus, European
money market funds are also required “to providésent information to explain the impact of
the longer duration on the risk profil&® Here is where the similarities end and the difiees
in the scope of disclosure become prominent. Asvaha section 5.2.1.6, the US money market

funds are subject to a uniqumod disclosureregime and must reveal the content of their

92417 CFR § 270.2a-7 at (c)(2) and CESR's Guidekugsanote 9 at Box 2, paragraphs 5, 7 and
8, Box 3, paragraphs 4, 5 and3ge als®ections 3.3.3.2 and 4.3dpra

925 CESR's Guidelinesupranote 9 at Box 2, paragraphs 5, 7 an8&e alssection 4.3.4upra.

92%|n the US this type of funds could not be marketgdnoney market funds, but fall into a bond
fund category and sometimes are also referred tittrasshort or short-term bond funds.

927 5ections 3.3.1.3 and 4.3 (pra

98 A typical US money market fund prospectus langusegss “An investment in [the fund
name] is not a deposit of any bank or other insdegabsitory institution and is not insured or guéead
by the FDIC or any other government agency. Altho[the fund name] seeks to preserve the value of
your investment at $1.00 per share, it is posdiniean investor to lose money by investing in [fhad
name]”. See, e.g.Morgan Stanley Institutional Liquidity Funds Prespus (Morgan Stanley Investment
Management 28 February 2011jvailable at http://www.morganstanley.com/msamg/msimintl
/docs/en_US/publications/prospectus/MSIL/inst_ctt garo.pdf See alsdCESR's Guidelinesupranote
9 at 3.

929 CESR's Guidelinesupranote 9 at 3.
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investment portfolios in the public domain on freqt basis. In contrast, European money

market funds are not obligated to reveal the cdrdaétheir portfolios to the public.

5.3.2 Credit rating agencies’ approach to money metrfunds in the US and the EU

This section discusses the unique position of tresting agencies as organizations
empowered enough to form a cross-border view dts ris money market funds and provide
their relative risk gradation. By virtue of ratiagsignment and maintenance requirements, credit
rating agencies enjoy an availability of fund imf@tion regardless of the state-mandated
transparency regime in a given jurisdiction. Tharsnped with an access to the funds’ data and an
array of tools for measuring portfolio risks, ctediting agencies are the best positioned to serve
as information hubs for all other industry stakeleo$?*® However, notwithstanding the
informational advantage, credit rating agenciesehew far been unable to establish themselves
as a significant factor in dispelling the infornzatiasymmetry between money market funds and

their investors.

As explained in sections 3.4 and 4.4, there aretimternational credit rating agencies —
Fitch, Moody’s Investors Service and Standard & e that currently offer money market
fund ratings in the US and Europe. These ratingsaasigned on the basis of proprietary rating
criteria and incorporate any unique views that di@dar agency may have with respect to the
product®®! This comparative analysis identifies three facttrat make money market fund
ratings assigned by any of the agency sufficieatynparable to the others despite proprietary
rating criteria developed by each rating agenasstfall three agencies are focused on the funds’
abilities to fulfil their essential functions ofgserving capital and providing liquidit§? Second,
all three rating agencies use unique rating scabpdied exclusively to money market funds to

distinguish these ratings from traditional creditimgs assigned to debt securifi&sThird, the

90 All three international credit rating agencieschj Moody’s Investors Service and Standard &
Poor’s, require rated money market funds to submating monitoring reports on weekly basis. The
reports typically include selected portfolio statis and a list of portfolio holdingsSeeCredit rating
agencies’ methodologiesipranote 573.

91 Credit rating agencies’ methodologmspranote 573.

%21d. For example, Moody’s money market fund rating mdthogy states that Moody’s “will
rate money market funds based on [Moody’s] opirobrifunds] ability to meet the dual objectives of
preserving principal and providing liquidity to kiers”.

933 Exhibit 7supra
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analytical framework of money market fund ratings dpplied uniformly across different

jurisdictions,i.e., fund ratings are independent from the funds’ dami¢*

The last factor is especially important in the esmtof this chapter. If rating agencies
succeeded in measuring money market fund risks amitorm basis cross-border, their
framework could be used as a foundation for a nowagroposal for money market fund
regulation applicable on both sides of the Atlantiofortunately, the answer is in the negative.
As explained in sections 3.4 and 4.4, rating agenare uniquely positioned to obtain money
market fund information and, thus, offer the besfoimed rating opinion$>® The rating
agencies’ ability to obtain information is espelgiataluable in Europe, where the disclosure
requirements from money market funds are lowertikglato their peers in the UE® Even
though the information obtained in the course efrditing assignment, as a general rule, may not
be revealed to public, rating opinions should hagBected the difference in funds’ risk
profiles®*” Notwithstanding this opportunity for differentiagj funds on the basis of their risk

934 See, e.g.Moody's MMF Rating Methodologgupranote 573 at 3. Moody’s money market
fund rating methodology states that “The same nuktlogy applies to both constant and variable NAV
funds, both in the US and Europe, as long as batid types pursue the primary objectives of the
preservation of principal and providing liquidity demand” See alsd-itch MMF Rating Criterisgsupra
note 573 at 1. Fitch states that its rating cateeflect its “views on assigning ratings to constzet asset
value and variable net asset value money markelsfgtobally”. Fitch also points to its rating critefor
‘AAmmf’ and ‘Ammf rated funds that are expected have particular relevance in the context of the
harmonised paiuropean definitions of money market funds.

9% See, e.g.Standard & Poor's Fund Ratings Criteria (The MaGHills Companies 2007) at
16. Standard & Poor’s requests at least 30 pietegaymation from a money market fund for an ialti
rating assignment including the most recent prasgecstatement of additional information, annual
report, a copy of the fund’'s investment policy, ampies of material agreements with third parttes,
mention just a fewSee alsoDetailed Guidance on the Application of Moody's Wy Market Fund
Rating Methodology (Moody's Investors Service A2 ust 2011) at 8. Moody’s analysts meet with the
money market fund’s asset management company arahbasis to review the portfolio strategies in the
coming year, to discuss trends in the markets, amgl other factors potentially affecting the fund
managemenSee alsd-itch MMF Rating Criterisupranote 573 at 13. Fitch states that as a part thfan
rating maintenance process it “performs periodie gisits, and meets with senior managers resplensib
for portfolio management, credit analysis, risk ag@ment, operations.” In addition, Fitch may retjues
“access to senior management as events may waarahtopn an aseeded basis may request meetings
with relevant external parties, such as fund boafdkrectors, accountants, or legal counsel”.

93 gSections 3.3.3.5 and 4.3stipra discuss disclosure requirements applied to monagken
funds in the US and Europe, respectively.

%7 See, e.g.Worldwide Confidentiality, Conflicts of Interest @nSecurities Trading Policy
(Fitch Ratings 1 October 2011) at 5. Fitch coniiifdity policy states that it “shall not revealyathird
party inside information to anyone, except thoselegees, consultants and agents of Fitch needioly su
information in connection with Fitch products”.
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profiles, no empirical evidence has been foundredlit rating agencies achieving this end. Quite
the opposite, an academic study taking a crosseseof money market fund risks conducted
post-crisis revealed that the presence of a fundg&as been of little use in predicting the risk
of money market fund portfolics®

A similar conclusion can be drawn from an analgdia distribution of ratings assigned
to money market funds. For example, a review of @&they market fund ratings assigned by
Moody’s to the US and European funds as of May 2@&\kaled that all but two ratings are
triple-A.%*° Fitch and Standard & Poor's money market fundngti are likewise largely
concentrated within the triple-A rating categdtyFurthermore, despite the differences in credit
rating agencies’ views related to the risk factarmoney market funds discussed in section 3.4,
to the extent a fund applied for ratings with twotlree agencies, these agencies assign the
same-level rating®"! Different credit rating agencies tend not to gdifferent ratings to the
same money market fund€.

These observations are hardly the evidence of tcresting agencies providing
idiosyncratic information regarding the fund risiofdes. Such homogeneity of credit opinions
not only across funds rated by the same agencyadratss all three major agencies could be
viewed as a strong statement of confidence thatynat funds are approximately equal and are
of the highest abilities to achieve the preservatb principal and providing liquidity?® Yet, it
can be argued that the uniform highest ratingfi¢sd funds are of little use for investors since

98 McCaBE, supranote 210 at 33. According to the study, a tripleaiing was a weak
indication of cash outflows during the run in 200&xwposure to distressed paper during the ABCRscris
Thus, credit agencies’ ratings failed to differatgimoney market funds on the basis of their riskilps
and, in addition, had little in any predictive poved the future negative outcomes.

99 Moody's Money Market Fund Ratings, Based on NewingaMethodology (Moody's
Investors Service 21 May 201Bvailableat http://www.moodys.com/research/Moodys-Money-Market-
Fund-Ratings-Based-on-New-Rating-Methodology--PBE33114

%40 All but two ratings on the list of 89 public ragis assigned by Fitch to the US and European
money market funds as of October 2011 were tripiathgs.Available at http://www.fitchratings.com/
jsp/sector/Sector.faces?selectedTab=Issuers&Ne=2BB880944+4294965802&N=4293330818+42949
65741+416

%11d. These ratings are normally triple-A ratings.

%2 This observation is as of September 2011 andsecan my review of money market rating
lists available on credit rating agencies’ webssiteww.fitchratings.com www.moodys.comand
www.standardandpoors.comespectively.

93 See generall\Credit rating agencies’ methodologi@spra note 573 for money market fund
rating definitions at a respective rating agency.
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they do not provide sufficient fund differentiatidtt Furthermore, differences across national
capital markets, corporate structure, fund govereaato mention just a few aspects, are assigned
no weights in credit rating agency analy$fsinstead, certain assumptions are made with respect
to specific legal contracte,g., Standard and Poor’s assumes, for the purpose®éymmarket
fund rating analysis, that European repurchaseeaggat contracts backed by investment grade
guality sovereign securities are equivalent to ¢hosntracts originated in the US and backed by
the US government securitie. Obviously, this is a quite crude interpretatiorttfignores
multiple risks entailed by the differences in tharket infrastructure.

Understandably, this and other similar assumptamesconventions put in place for the
purposes of achieving a broad comparability ofullseand European money market funds solely
on the basis of portfolio investments. Nonethelessjractual and structural market differences
result in uncertainties which are significant sasroof portfolio risks. It is obvious that a
complete disregard of these factors lessens theeval the rating analysis. Indeed, despite
homogenous ratings — over 95 per cent are triple-Aoney market funds have exhibited
varying degrees of susceptibility to credit eveshiising the financial crisis. Frequency and size
of fund bailouts of the US money market funds birtinstitutional sponsors underscore the fact
that some money market funds do incur more risk titaers’*’

944 Differentiation among peers was cited by moneykeigiunds as one of the motivating factors
when the funds apply for a rating§eesection 3.4upra

95 Credit rating agencies’ methodologmspranote 573.

%6 5gP MMF Rating Methodologysupra note 573 at paragraph 117. The assumption
significantly underestimate the legal and strudtdifferences of the repurchase agreement marketsei
US and Europe. Specifically, the US money marketi$usettle all trades via a third party repo seitlet
banks, which mitigates the settlement risk, while majority of the repo trades in Europe is coneldict
bi-laterally. The US money market funds haircues ¢bllateral in addition to marking it to markethile
European money market funds do not assign haitcutbe collateral. Lastly, the US contracts are
covered under the US Bankruptcy Code, while Europeaney market funds’ repo contracts could be
under a number of national laws thus increasingllemcertainties. For a detailed description of the
infrastructure of the US repurchase agreement mae&Task Force on Tri-Party Repo Infrastructure
Report supra note 264. For a description of the infrastructafehe European repurchase agreement
market see European repo market survey Number 21 - condudteet 2011 (International Capital
Market Association September 201Bvailable at http://www.icmagroup.org/ICMAGroup/files/02/
023c9f4c-062f-4750-a6f8-167514ab3497.pdf

%7 Seeno-action letters filed to the US Securities andtiange Commission by money market
fund affiliates purchasing impaired securities frotaney market fund portfoliogvailableat Division of
Investment Management Staff No-Action and Intengretetters Affiliated Transactions — Money
Market Fund Letters, US Securities and Exchange Commission (27 Octob8dl1)? at
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To sum up, while the agencies have all necessdgrniation to grade the funds
according to their risk profiles, they have comerstof achieving this end. Instead, generic
rating opinions are normally issued attesting tbhedg’ ability to perform their essential
functions®*® | attribute the failure on the part of credit natiagencies to diagnose incremental
differences in fund risk profiles to two factorsrgE, credit rating agencies’ methodologies are
geared mainly towards controlling credit, marked &quidity risks in individual funds through a
uniform set of investment restrictions and plad#eliweight on other portfolio management
aspects that could alter the fund’s risk and reprafile **° Second, money market fund rating
criteria tend to discount the lack of homogeneitythe national market®.g., rating agencies
operate under an implicit assumption that the ntaideeEuro bonds is just as active and liquid
as the market for US dollar bontfS.

This thesis found that changes in fund yield, thienary indicator of the fund’s risk
taking, do not matter to money market fund ratiagd do not translate in the rating differential
i.e., the highest and the lowest yielding funds aredratethe same rating level: Despite a

significant yield spread between the US and Eunopeaney market funds, ratings on all funds

http:/www.sec.gov/divisions/investment/im-noactihtml#affiliatedtrans_mm.  Nonetheless, some
commentators noted that while there were 36 US smomarket funds that received financial support at
the height of the crisis in the fall of 2008, thdégeds accounted for only five per cent of all USrmay
market funds; hence 95 per cent of the funds weapaged to adequately perform their essential
functions during the worse crisis since the GreapréssionSeeJoHN D. HAWKE JR., Supplemental
Comment of Federated Investors, Inc. in Respam$&tnment of The Squam Lake Group; the PWG's
Report on Money Market Fund Reform SEC Rel. No.28297 (Arnold & Porter LLP 24 February
2011) at 3.

98 Seesections 3.4 and 4stpra

%9 Credit rating agencies’ methodologiespra note 573. Although in the latest version of its
rating criteria that came into effect in May 20Mgody’s has included considerations of shareholder
concentrationi.e., assessment of the liabilities of money market §ymat only their assets.

%0 0f course, this is widely untrue. For a comparigbtrading activities of the US and European
government bond markesge, e.g.ROBERT GROSSMAN & MARTIN HANSEN, U.S. Treasuries Expected
to Remain Global Benchmark (Fitch Ratings 27 2A@§1). For example, the size of the US government
securities market (appr. $12 trillion) exceedsldrgest European market (France, $1.9 trillion}feid.

The difference in the market size leads to diffeemnin trading activities and the overall markgidity.

%1 See, e.g.MARCIN KACPERCZYK & PHILIPP SCHNABL, Implicit Guarantees and Risk Taking:
Evidence from Money Market Fund¢éBER Working Paper No. 17321 (August 2011) atTte authors
found that starting in August 2007 money marketrimaents become significantly riskier, which allave
more scope in funds’ risk-taking choices. It coble argued that with a change in riskiness of the
portfolio investments, the fund ratings should haeen reviewed to reflect an incremental incredse o
risk in some funds overweighed in such risky inmesits. Nonetheless, it did not happen.
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are the same highest triple-A ratifgsGiven this evidence of a lack of discriminationag
money market funds as well as among different natimmarkets on the part of rating agencies it
is hardly surprising that these ratings are mairdgd for the purposes of regulatory compliance
and seldom as an input in the investment decisiakimgy process>® As shown in this section,
notwithstanding the appeal of uniform standardspeyanarket fund rating criteria developed by
credit rating agencies could not substitute foregutatory framework and oversight due to

observable lack of discrimination of fund risk ples.

5.4 Conclusion

The comparative analysis of the US and the Euromeaney market funds regulation
conducted in this chapter revealed that despite thiectional similarities and shared rationale,
the US and Europe present two regulatory modelsdiffar in several significant respects from
one another. The main difference arises from thep deagmentation of the European money
market fund landscape leading to a more complexsing structure. A two-tier structure is
complemented by differences of regulatory cultund avestment and saving attitudes at the
national level as well as by differences in thelptetation of the European Union rules relating

to money market funds.

The US and the European money market funds reguoldigpartures extend over so wide
a range of factors that they are unlikely to witlagray without significant alterations of the
industry structure on the either side of the AilanGiven the uniform regulatory focus on
managing the product side, the major points of afidcrelate to establishing harmonised
prudential rules that are workable in a given malomarket. The challenge arises from the
diversity of the national capital markets, in whiginch rules, especially if imported from other
more established money market fund jurisdictiongy neither be not practical and thus

unworkable or fail to achieve the goal of limitipgrtfolio risks.

%2 E g.,in October 2011, while the top-yielding US monegrket fund were gaining 0.21 per
cent per annum, the top-yielding European moneketdunds operating in US dollars, Euro and Pound
Starling delivered 0.33 per cent, 1.26 per cent Q87 per cent per annum, respectiv8lgurce:
iMoneyNet. Available at Offshore Money Market FunddMoneyNet. (28 October 2011), at
http://www.imoneynet.com/offshore-money-funds/in@espx.

93 Chapter 3.4upra
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Another significant point of divergence between td& and European regulatory
approaches to money market funds relates to infiomaransparency. As explained in section
1.2, the theoretical roots of the US securitiesslaw the neoclassical economic theory are
traceable in the regulatory approach to money nidukels with its emphasis on the information
symmetry.Good disclosurds viewed as an important mechanism of investarcation and a
tool that empowers investors to make rational imest decisions. This comes in contrast to the
European approach to money market funds, which empés the product homogeneity as a
primary mechanism of investor protection. Whileaagideration is given to a certain level of
disclosure, the transparency mechanism is not iemad as the central piece of the money

market fund regulation in Europe.

The analysis identified a non-governmental actadhe- IMMFA, a professional trade
association — which contributed to the developmeitthe European money market fund
regulation. The IMMFA is also mostly focused on ilimy idiosyncratic fund risks by
establishing additional prudential rules and otreguirements largely imported from the US
securities market regulation. Because the IMMFA’snary focus is on promoting a particular
type of money market funds, namely th&VIFA funds the recommendations offered under its
auspices are geared towards promoting this prathtetithstanding other regulatory concerns.

Lastly, a review of the methodologies of the crediing agencies for money market fund
ratings, which claim a global comparability of thmating analysis, revealed that the
harmonisation of the rating approach was achievedhe basis of crude assumptions which
disregard the contractual and structural differerafethe national capital markers. As a result, all
three major international credit rating agenciesvad at a uniform conclusion of the highest
triple-A quality of nearly every money market futitht applied for a rating. Having examined
existing regulatory practices with respect to momegrket funds operating in the US and
Europe, in the next chapter | present my normapinaposals that seek to answer the research

guestionhow should money market funds be regulated?
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CHAPTER 6: NEW REGULATORY ARCHITECTURE FOR MONEY
MARKET FUNDS

6.1 Introduction

Chapters 3, 4 and 5 illustrated that the statehefrhoney market fund industry and its
regulation in a particular jurisdiction depend omltiple factors spanning the nature of the
national capital markets, investor demand and &tiermale behind regulation. As demonstrated
in chapter 3, the structure of the US money mafletls was shaped by investor demand for
alternative ways to manage cash assets away froksb®/ hile initially this demand was driven
by the yield differential, later, with an increasfethe cash assets, diversification and specialised
liquidity management has become the primary mativédr money market fund investments.
Chapter 4 depicted a striking diversity of the E@an money market fund landscape and
reflected differences in the relative importancehs money market sector from one country to
another. The differences and similarities of thgutatory approaches affecting money market

funds in the US and the EU were assessed and adatlyshapter 5.

Chapter 6 seeks to answer the research questibisdhesis -how should money market
funds be regulated? by offering the normative proposals that reconttiee dual regulatory goal
of investor protection and systemic stabifit§.l contend that currently the implementation of
measures to support investor protection and syststability presents shortcomings — and often
paradoxes — in different jurisdictions. For examjteEU countries valuation recommendations
for money market securities in UCITS that are basaedamortised cost valuation result in
decreasing rather than increasing share pricepaaescy for investorS® Thus the investors’

purchase price could overestimate the market vafltlee fund’s assets causing the investor loss.

%4 Seesection 1.1.3uprathat purports that both the US and the Europeanlatayy models
ought tofeature investor protection and systemic stabégytheir primary goals.

95 See section 4.3.1supra. The current guidelines concerning valuation of nyomearket
securities in UCITS do not require marking suchusiéies to market provided they are scheduled to
mature within three months. Assetsabfort-term money market fundse not required to be marked to
market. These recommendations are rooted in adtagding assumption that market prices of high
guality securities with short periods remaining ilumbaturity exhibit low volatility and generally
approximate amortised cost. In a volatile marketirenment, which tends to persist in the present,
market price fluctuations for portfolio assets ncayse the fund’s net asset value per share begrgoov
under statedSee alscligible Assets Guidelinesupranote 744 at 8.
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Furthermore, if the investors are unsure aboutrine market value of the fund’s assets, it may
create a run on a fund, which on a bigger scalédclead to a manifestation of systemic risk.
This thesis detected another paradox in the imphatien of systemic stability-inspired
measures. As chapter 4 demonstrated, the post-@mphasis on the harmonisation of the
European money market funds through consolidatfom diversified universe of money market
funds operating across different national marketgrescribed strategies may lead to heightened

systemic risk>°

On the other side of the Atlantic, the US money kaafund regulation has benefited
from the deep commitment to the principles of disare in the federal securities law. Moreover,
as reported in section 3.3.1, the strength of tBenibney market funds is rooted in the overall
regulatory framework covering other US investmerdnagement companies that includes
oversight of funds, safekeeping of fund assetgricisns on leverage, prohibition of affiliated
transactions as well as asset valuation transpar&wspite the strength of the foundation tested
through the multiple economic cycles, the US reigutabelieve that “additional money market
fund reforms are necessary’”. The current US regulatory focus on more money etaflind
reforms is, however, facing opposition from all@tindustry stakeholders — investors, including
their political representatives in Congress, issuerd asset managérs.These parties do not
share the view of the on-going money market funskirress, but rather believe that the US

money market funds continue to provide a safe imvest product>®

This chapter is organised as follows. Section &@luates the dual regulatory goal
outlined in section 1.1.3 — investor protection gmrdservation of systemic stability — as it

applies to regulation of money market funds in th& and the EU. The normative proposals

%% A number of academic studies have suggested #ukt of harmonisation, implying the
possibility that different jurisdictions make diféat decisions, introduces benefits of risk diviezation,
thereby limiting the overall society’'s exposurerisk. See, e.g. ALESSANDRA ARCURI & GIUSEPPE
DARI-MATTIACCI, Centralization versus Decentralization as a RiskuRe Trade-Off 53 Journal of Law
and Economics 359 (2010)

%7 SCHAPIRO, (2011) supranote 31.

%8 See comment letters to the PWG's Reoira note 7.Available at http://www.sec.gov/
comments/4-619/4-619.shtml

99 Senate Letter to SEC Chairperson Mary Schapirdt¢drStates Senate 15 November 2011).
The letter from the US Senate warns of additioaglfatory action towards money market funds such as
imposing bank-like capital buffers, which are likeb force the industry consolidation and, ironligal
lead to the “too big to fail” risk.
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presented in section 6.3 outlines specific poli®ps aimed to promote each regulatory goal in
the US, the EU and at the level of national regoitatSection 6.4 reviews the quasi-regulatory
standards administered by non-governmental actdlrsraspect to the attainment of these two
goals. Section 6.5 concludes the chapter commentimgthe role and problems of the

international regulatory regime in the money mafket sector.

6.2 Dual regulatory goal of money market fund regudtion in the US and the EU

6.2.1 Investor protection

As pointed out in section 1.2, the investor pratecbased measures in application to
money market funds have resulted in a two-prongepllatory approach currently shared on
both sides of the Atlantic, albeit with differenegtees of emphasis. First, both the US and the
European regulatory schemes feature a set of ptiatlenles related to limiting idiosyncratic
risks in money market funds. These rules seek ¢tmpte conservative investment practices
thereby facilitating low-risk investment producter finvestors. Second, a comprehensive
transparency regime that enhances the investoilgyab make informed investment decisions
and enables regulators to monitor activities in ligaeidity markets has emerged as another

cornerstone of money market fund regulation, paldity in the US.

My analysis of the existing money market fund regoly models in chapter 5
highlighted a number of controversies and incoanmises with the dual regulatory goal of
investor protection and systemic stability. Indeiédvas pointed out in this thesis that technical
rules related to money market fund investments upbith the current regulatory models are
based, while providing guidance for building a aamwative portfolio, may increase systemic
vulnerabilities of the overall capital markets et to the fragility of those firms borrowing
from money market fund8® Notwithstanding its shortcomings, such an appro&ctmost

commonly used in financial product regulation as fractical.

90 Section 3.5upra. See alsBORDON, supranote 216 at 3. Gorton states that “...by shortgnin
maturities [of money market funds’ investments] tBEC proposal will increase rather reduce the
fragility of these markets because it makes itexefsr MMFs to “run” at a time of financial disti€'s
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Nonetheless, given the role of money market funsldimancial intermediaries — as
identified in section 2.3 — which is somewhat sanio the intermediating function of banks, the
introduction of prudential rules would be entirelgfensible provided that accumulation of risk
could be monitored and corrected if warrarit&dThis thesis approaches the issue of market
integration and development of uniform investmeandards applied cross-border with a fair
amount of scepticisitf> Because of the existing heterogeneity among thestof European
money market funds, the recent introduction of amfeaised common definition for these funds
has been a contentious process. From the standpbihie European national markets, their
regulators and local investors, the necessity tmgh investment strategies solely to conform to

the new definition adds little value and could prompractical.

There are three reasons for this view. The princarncern with respect to the one-size-
fits-all standardisation relates to the potentuction in consumer choices in countries lacking
the depth and diversity of those markets whererestments standards had originated. Second,
the lower disintermediation of European nationgbiteh markets, where borrowers generally
exhibit greater dependence on bank credit faglittean the public market, may not be able to
maintain the issuance in particular credit and m@$segments to meet money market funds
demand under the new ruf®s. The third reason relates to the difference in $twent
preferences of local money market fund investorkilevthe US money market funds are

marketed as a close substitute for cash forfeiyiigyd for safety and liquidity, investors in

%1 Sections 1.3.4 and 1.3&upra discuss academic literature and other sourcesecelto
overlapping functions of banks and money marketi$uand unique issues raised by these funds under
banking laws.

%2 prydential rules that set money market funds afsarh other mutual funds were first
promulgated in the US in the early 1988sesection 3.3.Zupra.The same rules then formed a basis for
credit rating agencies criteria for rating moneykeafunds and were later imported to Europe tonfar
foundation for managindJS-style European money market fundSee sections 3.4 and 4.4upra.
However, this thesis also found that money marked$ in the Continental Europe have historically
placed less reliance on generic investment linaitetj but adhered to asset management policies deeme
consistent with a low risk investment opti@eesection 4.2.supra

93 Supranote 666. For example, issuance of commercial pap&pain has historically been
focused on 18-month maturities. The new harmoniEadpean money market fund standards call for
limiting maturities of fixed-rate securities to h®nths.See alsdGERARD HERTIG & RUBEN LEE, Four
Predictions About the Future of EU Securities Ratioh, 3 JCLS 359 (2003) at 8. The article asserted
that national regulators, German in particularisted liberalisation of the financial services sectvhich
could penalise the German financial centre.
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Continental Europe emphasise the role of money etdnds as low risk investment option and

expect yield tracking short-term interest rat¥s.

Thus, prudential rules originated in the US andrappate for the US money market
funds could be impractical for funds in other maskd o further explain this point, because the
bank-like function of money market funds as thecel#o park cash and to outsource liquidity
management is de-emphasised in Continental Eurogaarticular, | contend that risk-limiting
rules initially envisioned for the US money marKenhds are not an appropriate investor
protection tool for the use in every other markestead, such ill-fitted rules may interfere with
the accepted investment products, reduce consumogzecand negatively affect the structure of
the national capital markel® Furthermore, given the mutual recognition prinegplfor
collective investment schemes under the UCITS fraonk, the harmonised common definition
for European money market funds will cause furtioed concentration in fewer countries that
have already established themselves as fund adraitms centres with the likely consequences

that some national markets will see their moneyketasector shrinking®®

With respect to the role of information disclosuttee analysis of the existing regulatory
framework of mutual funds in the US in section B.3.(applicable to all mutual funds) and

section 3.3.3.4 (specific to money market fundshtibthat a comprehensive disclosure regime is

%4 Section 4.2.5upra This distinction is particular important durirfgetcurrent economic cycle
of exceptionally low policy rates,e., interest rates set by monetary authorities ingesye countries.
Market rates such as LIBOR or EONIA could be sutislly higher reflecting market expectations
regarding ability of financial institutions fundeimselves at these rates. Therefore, investors imeyno
market funds tracking market indexes would reqghigher yield relative those money market funds
focused on stability of principal and daily liqutigi

%5 This outcome has became apparent after one ofomyecsations with a representative of the
Institutional Money Market Fund Association, whated me a story of internal debates surroundirg th
consultation period with respect to a common dgéiniof European money market funds in 2009. Before
vetoing a common definition, a few national regotatexpressed concerns whether the existing money
market funds would continue to qualify asoney market fundander the new definition. National
regulators simply could not come back home and ame®to local investors that their holdings of mone
market funds are no longer money market funds.

%6 Jreland and Luxembourg command the largest maskares of the money market fund
industry by domicile. Irish national law has histaily supported the operational structure typfoalthe
US-stylemoney market funds, while Luxembourg accommodatet theUS-styleand the Continental
money market funds. Under a common definition afdpean money market funds all Member States are
expected to accept a two-tier industry struct@eesection 4.2.1 (historical background of European
money market funds and the size of the industrgduyntry) and section 4.3.4 (a common definition of
European money market funds)pra
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placed at the core of the investor protection messun the context of this thesis the meaning of
comprehensive disclosure, which | labelled gmod disclosure,goes well beyond of the
boilerplate language of the funds’ offering docutsegenerally found to be “lengthy, legalistic
and confusing”, which could be appropriately labeélasbad disclosuré®” The essence of the
good disclosuregegime applicable to money market funds is in jubVailability of portfolio

holding information and in complete transparenctheffund’s share pricing mechanism.

Good disclosurenot only benefits fund investors, who are now ewgred to curb asset
managers’ risk appetite, but also enables otheusitng stakeholders, including regulators, to
monitor portfolio management activities. In turgsat managers have become more cognisant to
the broader effect of their investment actions frime standpoint of investor perceptih.
Furthermore, given the view that the US money niditkeds are among the most sophisticated
investors in the short-term capital markets, theiestment preferences are analysed as forward-
looking indicators of credit risk, which could imdte early signs of a funding stress for a
particular issuer, better than credit default swapeeads and market-implied pricitfd. The
importance of this aspect for other prudential teigus and systemic risk regulators is further

explained in section 6.2i8fra.

The second ingredient ofgmod disclosureegime, in addition to the full transparency of
portfolio holdings, relates to transparency of fadid pricing mechanism. Section 3.3.3.3
described the pricing mechanism utilised by thenufiey market funds to maintatonstant net
asset valuger share, which has been a point of contentiocesine concept was introduced in
the early 1980s through the pres&fitNonetheless, its convenience and operationaliefiy

has been prized by investors on numerous occadibés illustrated in section 3.3.3.4, asset

%7 Andrew J. Donohue, Director of the US Securitied &xchange Commission’s Division of
Investment Management noted that “many investaiesnaofind current fund prospectuses to be lengthy,
legalistic and confusing..3ee SEC Improves Disclosure for Mutual Fund InvestdS Securities and
Exchange Commission. (19 November 2008), at hitgwW.sec.gov/news/press/2008/2008-275.htm.

98 Section 3.3.3.4upra.

%9 See, e.g ROBERT GROSSMAN et al., CDS Spreads and Default Risk: A Leadimdjdator?
(Fitch Ratings 12 May 2011) at 1. Grossman, ioaind that credit default swap spreads are onlygekw
indicator of a future default.

970 Section 3.Zupra.

"1 The origination of thestable net asset valueoncept is described in section 3.3upra
Section 3.3.3uprarelates the legislative history of Rule 2a-7 thstablishes conditions under which the
US money market funds may maintairstable net asset valyger share. The current regulatory debate
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valuation in the US money market funds under thstieg regulatory regime is transparent to
investors — assets are valued twice: at amortisstl(daily) and at their market value (normally,

weekly) — with both prices disclosed to investtfs.

An analysis of the freely accessible analyticalasage of the US money market fund
investment activities illustrates a sharp incraasevailability of such information since tig@od
disclosure regime was put in placé® Investors preferences formed on the basigy@dd
disclosurehave caused changes in money market fund porttolpositions€.g.,reduction of
investment risks as illustrated by decrease incations to European banks in the summer of
2011). These changes are illustrative of the impéctisclosure on the behaviour of both fund
managers curbing in unwarranted risks and fundes$iwdaers exhibiting a higher level of

engagement with their investments — the outcomsistant with the goal of investor protection.

Against this backdrop, portfolio analytics for Epean money market funds remains

unavailable due to the limited scope of disclosequirements for these funt$.As illustrated

related to whether to permit the US money markati§uto continue to price their shares atable net
asset valuas analysed in section 3sbipra Section 4.2.5uprareported on the use of the stable net asset
value concept by certain European money marketsfuRdr letters from investors advocating usefulness
of thestable net asset valumnceptsee supranote 357 See alsE&CHAPIRO, (2011) supranote 31. Mary
Schapiro, the US Securities and Exchange Commiss@rairwoman acknowledged that “a stable net
asset value product that has met many of [inve$teesds”.

9217 CFR § 270.30b1-7 Monthly disclosures are abhlavith a 60-day lag through the US
Securities and Exchange Commission’s maintaineabadate of public filings.

97 Since the web-site disclosure requirements canwe éffect in October 2011, a number of
private vendors have developed money market fuediip portfolio analytics servicese.g.,
www.cranedata.comwww.imoneynet.com Bloomberg has developed its own analytics based o
portfolio holding information disclosed by eightdast US money market fundsseRADI KHASAWNEH
& ALBERTOFUERTES U.S. Prime Money-Market Funds Pull $8 Billion Fr@eutsche BankBloomberg
11 November 2011Available at http://www.bloomberg.com/news/2011-11-11/blackreckeng-u-s-
money-market-funds-cutting-deutsche-bank-investmhbtinl In addition, rating agencies and asset
managers have been covering trends in money meanketportfolio compositione.g, a series of money
market fund portfolio holdings reports publishedfich Ratingssupranote 110 and &ERT CALLAGY
& DANIEL SERRAO, Money Market Funds Navigate Risks From Europe’ed@ Concerns (Moody's
Investors Service / Special Comment 13 July 2@%ilable at www.moodys.comSee alsdSYLVAIN
BROYER, et al., US money market funds: shifts in fundfog French and European banks (Natixis /
Special report 15 November 2011Available at http://cib.natixis.com/DocReader/index.aspx?d=
784F482F682B466554547A2B586756523763637646513D3D

9% European money market funds’ disclosure framevisthuilt upon the UCITS Directive (for
those USITS-authorised money market funds) and rgede applicable national laws. A common
definition of European money market funds contdies references to information disclosuigee
sections 4.3.1 and 4.3stipra See alsceexhibit 12suprafor comparison of the US and European money
market fund regulation.
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by exhibit 12 in section 5.2, none of the valuaddkements ofjood disclosureés available to the
investment public under the European regulatoméaork for money market funds. The latest
enhancement to the UCITS transparency regime iorra bf KIID is expected to be of only
marginal utility for money market fund investdfs.The reluctance of European regulators to
adopt more open information channels between invest public and asset managers could be
attributed to a number of factors including theusitly capture, national protectionism and
bureaucratic inertia. Moreover, as noted in secdd®4, the recently implemented CESR’s
Guidelines for European money market finds attechpoeadopt the US prudential framework
omitting the disclosure requirements thus elimimg& powerful investor protection to8f. The

normative proposals in section 6.3 seeks to rentadydeficiency.

6.2.2 Systemic stability

This section conducts an examination of the exgstmoney market fund regulation from
the standpoint of reduction of systemic risk — wisatdeemed in this thesis to be the other
essential public policy objective related to momegrket funds. The aspect of systemic stability
has only entered the realm of money market fundkerfall of 2008 when a failure the Reserve
Primary Fund, one of the largest US money markedduignited a wide-spread liquidity
squeez&’’ The post-mortem of this event has produced alitasiture that tries to empirically
document inter-linkages of money market funds atiteroparts of capital market€ It is
important to note that while referencing money reaffiands generically, other academic studies

are focused almost exclusively on & prime money market funds., those money market

95 KIID is envisioned as a document providing investaith essential information in a concise
format, but not meant to serve as venues for @etgiortfolio analyticsSee, e.g.lJCITS Disclosure
Testing Research Report. Prepared for European @siom By IFF Research and YouGov (June 2009)

97° CESR's Guidelinesupranote 9.

97 See, e.g.TARA SIEGEL BERNARD, Money Market Funds Enter a World of Riskhe New
York Times 17 September 200Bee als®ection 2.4upra

98 Seesection 1.3.5uprareferencing just a few of such studi€ge alsaGuidance to Assess the
Systemic Importance of Financial Institutions, Maegk and Instruments: Initial Considerations—
Background Paper. Report to the G-20 Finance Mirssand Central Bank Governors (International
Monetary Fund / Bank for International Settleménfsnancial Stability Board October 2009) at 21eTh
report erroneously points to a run on the entireegamarket mutual fund industry of $3.5 trillionhen,
in fact, government money market fund experiendgdificant inflows resulting from prime money
market funds’ outflow. The total assets under managnt of money market funds remained largely
unchanged.
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funds that invest in corporate securities, maintaeimstant net asset valuger share and

governed by Rule 2a°7?

Other categories of money market funds such agtimesting in government securities
or located in other countries seem to be of littacerns for academic research@&his lack of
distinction could be attributed to the size of th® prime money market fund segment, which
approached its all-times high of $2.2 trillion ie@ember 2008, dwarfing other segments of the
money market fund indust/* In addition to the size of the industry, the othest important
factor arguing for the systemic importance of tie pfime money market funds relates to their
track record®® Because the US money market funds almost never rfiasney, “...consumers
developed unrealistic expectations about money etdrknds...” and such expectatiopsr se
could result in a run should any concern abouttgafethese fund surfac®® If indeed such a
run materialises, an instantaneous demand for Isiigjuidity could not be met by the market,
but only by a government interventidif. Therefore, the developing views on supervision of

99 See, e.g.Global Financial Stability Report. Chapter 1: Gxening Political Risks and Crisis
Legacies (International Monetary Fund SeptemlBddpat 24. The report states that given theirdeza
holdings of European bank papers, the US moneyehéukds are a potential transmission channelef th
European sovereign debt crisee alscsection 2.Zupracontains a detailed explanation of all money
market fund categories.

%0 Section 1.3.6supraprovides an overview of those limited studies ofnew market funds
operating in international markets.

%1 Since then, the US prime money market fund sewercontracted to almost a half of its peak
size and currently does not exceed assets undeagearent of European money market furfsisurce:
www.ici.org. See als@xhibit 3suprafor the current size of each segment of the USEamdpean money
market funds. Given the asset decay from the sextacerbated by regulatory uncertainty created by
expectations of the future structural reforms & WS money market funds analysed in section 3e5, th
sheer size is unlikely, in my opinion, to causetaysc implications in the future. Importantly, thiS
money market funds do not incur leverage; therefbee size of the industry is easily trackalfee
exhibit 1suprafor an illustration of money market fund structure.

%2 See alsasection 3.2supraoutlining the performance track record of the USney market
funds.

%3 See, e.g.RICHARD A. BOOTH, Things Happen55 VILL. L. REV. 57 (2009) at 8: “...no fund
could afford to break the buck. [Because] the ilnf absolute safety would be shattered and depss
would make a run on the fund”.

%4 A substantial body of finance and economic reseaxists showing that if potential buyers of
assets are financially constrained, the price chsassets in fire-sale liquidation may fall beldwveit
fundamental value and be determined by the avail&plidity. Such available liquidity, in turn, depds
on pledgeability of the assets to the ‘lender ef ldst resort’See, e.g ANDREI SHLEIFER & ROBERTW.
VISHNY, Liquidation Value and Debt Capacity: A Market Edfilum Approach 47 Journal of Finance
1343, (1992)See alsca seminal work related to liquidity riskdDGLAS W. DIAMOND & PHILIP H.
DyBVIG, Bank Runs, Deposit Insurance, and Liquid8¢ Journal of Political Economy 401 (1983). The
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systemically important non-banking institutions magder certain scenarios, include the largest

US prime money market funds under its guidelitfes.

European money market funds, especially those daiin Continental Europe are
unlikely to trigger systemic stability-related cemcs based on their moderate size and an
investment objective that does not purport cast-¢iksets. Indeed, as illustrated by a discussion
in section 2.4, the role of risk transmitters ie tilobal financial crisis is exclusively attributed
the US prime money market funds. Furthermore, alogrto the analysis presented in section
4.2, European money market funds domiciled in c#ifé counties have historically been
targeted to different investor bases and utiliseerdie investment strategies. The existing
diversity, while presenting an obstacle for craftimniform regulatory guidelines, serves as a

substantial mitigant to the accumulation of systenisk &

Given this discussion, a question
arises whether prudential rules imposed on Europsamey market funds under the banners of

investor protection could lead to the unintendemseguences of systemic risk accumulatfn.

To conclude, this section underscores two paradioxée existing regulatory models for
money market funds in the US and the EU. Firstetiea discord of the underlying theories and

authors studied contracts that can prevent bank amd showed that under certain circumstances
government provision of deposit insurance can preausuperior contract.

% The Dodd-Frank Act Pub.L. 111-203, H.R. 4173 Title Financial Stability, Subtitle A —
Financial Stability Oversight Council. The Finarcgtability Oversight Council, the US systemic risk
regulator created by the Dodd-Frank Act was chargitd a responsibility to ensure that all financial
companies, not just banks, whose failure could @of#eat to the financial stability of the US, Iviae
subject to stronger oversiglgeel?2 CFR § 1310 RIN 4030-AA00 Authority To Requirgp@rvision and
Regulation of Certain Nonbank Financial Compan{emancial Stability Oversight Council) The notice
of the proposed rulemaking was published on 11 l@xt®011. Such companies would include the
largest, most interconnected and highly-leveragedpanies and under the recently proposed rulegthos
US money market fund with assets under managemerdeding $50 billion may, potentially, be
presumed as systemically important and come undiditianal supervision of the Board of Governors.
See, e.g.H. RoDGIN CoHEN, Designation of Systemically Important Nonbank FmahCompanies
Under Dodd-FrankThe Harvard Law School Forum on Corporate Goveraame Financial Regulation.
(3 November 2011), ahttp://blogs.law.harvard.edu/corpgov/2011/11/08igieation-of-systemically-
important-nonbank-financial-companies-under-dodahfr.

%0 SeeROMANO, supranote 114.

%7 The recent financial crises highlighted the dasgeherited in providing a regulatory license
in favour of a particular strateggeesection 2.4upraexplaining that when one of the largest US money
market funds experienced a run, investors in ati@mey market funds pulled out their holdings. ltildo
be envisioned that two processes inspired by a aomdefinition of European money market funds:
increased concentration of funds in a few countaled increased concentration of fund investments in
fewer instruments may, at the end, work countempctdely with the regulatory goal of systemic
stability.
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the implemented policy measures with respect tb botestor protection and systemic stability.
Section 1.2 showed that, in line with the princgptd neoclassical and behavioural economics,
good disclosureand a set of thoughtful prudential rules couldvpe adequate investor

protection. In fact, the extent to which transpayemequirements are implemented in the
European money market fund regulation is inadequeapeovide consumers with the substantive
information to make an investment decision and meoninvestment risks. Instead, the EU
regulation is focused on crafting harmonised inwestt rules that are most likely to reduce

consumer choices in the European national markets.

The second paradox relates to the systemic stalmtihcerns. While the US money
market funds could be viewed as transmitters ofdifum risk through the capital markets,
European money market funger seare unlikely to trigger systemic instability due their
limited size and diversity of investment polif. Remarkably, however, the recently introduced
CESR’s Guidelines promote specific investment sgias thus adversely affecting existing
investment diversity, which is one of the importafactors limiting systemic risk®
Comprehensive proposals for the money market faddstry’s normative future presented in
the following section ventures to resolve thesagaxes. It also seeks to address the systematic
monitoring of the emerging risks not only in orderminimise the systemic stability threat of a
money market fund failure, but, more importantly, grevent accumulation of risks that the

industry is yet to face.
6.3 Normative proposals

This section presents the new regulatory architectarguing that despite the
jurisdictional divide of the US and European momegrket funds examined in section 5.2, the
regulatory goals of investor protection and systestability ought to be upheld equally on both
sides of the Atlantic. Underscoring the challeregénibit 13 identified the substantial asymmetry
in how these goals are currently understood byladgns in the US and the EU. These normative
proposals purport to project a common internatiorialv of money market funds from the

standpoint of the dual regulatory goal establisimedection 1.1.3 and further elaborated in the

98 Seesection 2.4suprafor the role of money market funds in the finahddsis. See also
section 4.Xupraexplaining diversity of European money market funds
%9 CESR's Guidelinesupranote 9.
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above™® Thus, the proposals emphasise the common featur®wey market funds,e., their
function as financial intermediaries and revolvesuad improving investor education and
understanding of the funds’ investments and opmratiOn the other hand, these proposals de-
emphasise regulatory interventions dictating thedfinvestment strategies on the grounds that
an international response that is focused on apmgqarticular fund investments could not only
be impractical and unworkable in different natiomarkets, but also introduce greater systemic

risk.

6.3.1 Good disclosure for investor protection angtemic stability

As discussed earlier in this thesis, the federausges law in the US and the UCITS
framework in Europe provide a strong foundation &stablishing a comprehensigood
disclosureregime as a coordinated public policy responsiig¢odevelopment of money market
funds internationally®* Furthermore, as reported in section 3.3.3.4p0ad disclosuraegime
targeting specifically the US money market funds Alieady been implemented and inspired a
growing body of academic research, professionatliesuand media report® In Europe,
however, the UCITS Directive is mainly focused ayulating cross-border marketing of
collective investment schemes under the stated @aalestor protection with only a tangential
attention to disclosure.

Good disclosureprocess is aimed at removing impediments to, aadegting the
mechanism of a free and open market, which bebeth investors and regulators. To achieve

the said benefits, information about money markatfactivities must be accurate, concise and

%% There could be counter-arguments to such an appras these funds often serve different
purposes for their end-users depending on the demaiciliation. The US money market funds are used
mainly as a cash/liquidity management vehicle amdléernative to bank deposits. The secular rise of
institutional cash pools created a need for cashagement outside the banking system as there &re no
enough banks to spread out the volume of institaficash. For example, in 2010 the size of in&bita
cash pools is estimated at $3.4 trillion, of whtble US money market funds are a p&eePOzZSAR,
(2011) supranote 154 at 10. European money market funds, dépgrah their types, serve different
purposes. Whileshort-term money market funtizat are substantially similar to the US money katr
funds are used as cash/liquidity management vehiclgside the USmoney market fundanainly
domiciled in the Continental Europe, are used kasverisk investment option, but still not comparlbb
bank deposits. For the historical background of thchotomyseesections 3.2 and 4guprareporting on
the origin and evolution of money market fundshia US and Europe, respectively.

%1 Sections 3.3.1 and 4.3slipra

92 Supranote 565.
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specific to the decision making process and inchutd, the funds’ assets and liabilities. On the
asset side, good disclosuraght toprovide the full description of portfolio holdingsd their
market pricing for all collective investment schentbat market themselves as money market
funds?®® On the liability side, the list of the largest tLiimvestors must be made available to the
public. Moreover, the informational aspect consgisuonly the first pillar of thgood disclosure
regime. Its second pillar is a central depositarguxch information accessible to the public for

free.

These policy steps towardsod disclosurevould align the response with the underlying
theory outlined in section 1.1.3 coming in contréstthe principal focus of the recently
established European regulatory framework on thectimoney market fund regulation through
prescribing specific investment standards. As showthis thesis, this approach was imported
from the US through the cross-border diffusionbstantially similar funds and not without the
help of international credit rating agencié. These historical developments could be
responsible for a distortion of the perceptionswdrere the emphasis of the pan-European and

national supervisory efforts should be placed amksrisory resources devoted.

Re-focusing regulatory efforts on implementiggod disclosureby European money
market funds offers a mechanism with which bothtre@megulatory goals — investor protection
and systemic stability — are achieved. It also ne#sothe asymmetry of the current money
market fund supervision regimes in the US and Eeirdipequips investors and regulators with
the information they need to assess money market fisks both in terms of risks to investors
and funding risks to fund borrowers. A centralisdlection of portfolio holding data would

enhance fund monitoring and provide a foundatianaftiive supervision of idiosyncratic fund

993 The full description of a holding includes its ividual identification number assigned by the
the Committee on Uniform Security IdentificatioroPedures (CUSIP) or its equivalent, the name of the
issuer, the purchase date, the settlement prieatifatation of various structural attributes symit or
call features, fix or floating rate, reference iRdeoupon, maturity date, additional credit or Ity
enhancements, availability of collateral and anlgeotdetails that may affect investors’ decision to
purchase such an asset.

994 Seesection 4.Zupradescribing historical origin of European money nearfkinds and section
4.4 suprafor contribution of credit rating agencies in deghg product-specific regulatory approach to
these funds. As explained earlier, regulation af thS money market fund has been built on the
foundation of federal securities law that incorpesaa strong tradition of disclosur®@eesection 3.3.1
supra
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risks and an analysis of cross-exposure to othekehalayersj.e., accumulation of systemic

risks 9%°

The national supervisors’ power to collect fundomnfiation should be strengthened by
defining applicable reporting standards for all mpmarket funds regardless of domicile and by
establishing practices necessary to support theseclmonitoring of compliance by fund
managers. This could be done by amending the fgdemtlemented Level IIl guideliné?’® of a
common definition of European money market fundsiiadgstered by the European Securities
and Market Authority®” The amendment process based on sound regulatonyiptes — a
bottom-up approach, open consultation, impact amglyearly and thorough participation of
market professionals — must also insure partigpatf all groups of stakeholder and, in

particular, money market fund investors themselves.

Broad investor participation is paramount to contbat evident industry capture which
was manifested in the comments submitted to thewtation paper on a common definition of
European money market funds: the comments exclysiepresented national regulators, asset
management associations and asset managers thesiselhile not a single investor
participated®® A resolution of the technical complexity relatedcbllection of the large volumes

of data could greatly benefit from a similar pracdbat is underway for European listed

9% Despite a seemingly insurmountable task of praegshe holding-level data for all money
market funds, given the current level of technatabdevelopment and data standardisation, thisddoel
achieved in a quite reasonable time and with mihicoats. For example, portfolio analytics for th& U
prime money market funds with current assets unteragement of $1.4 trillion becomes available via
private vendors generally within five to seven bess days after such information appears on th#sfun
public web-sites as required under the US moneyketdund regulation. Based on my experience,
generally two or three employees are involved withiecting and processing portfolio information at
organisations offering such services.

9% | evel Il guidelines are meant to assist natioregulators in consistent and equivalent
transposition of pan-European legislatidee Initial report of the Committee of Wise Men on the
regulation of the European securities markets @bmmittee of Wise Men under Chairman Alexandre
Lamfalussy 9 November 2000).

%7 CESR's Guidelinesupra note 9. The guidelines came into effect in JullR2Bee also
section 4.3.4upra

98 Amongst 28 comments submitted to the Committe€mipean Securities Regulators in
response to a consultation paper on a common tlefimdf European money market funds published in
October 2009, there was a notable absence of cotanieam money market fund investorSee
Consultation on common definition of European momesgrket funds(31 December 2009), at
http://www.esma.europa.eu/index.php?page=respondet&1.
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companies® A consultation process for developing the pan-Beam access to financial
information on listed companies yielded positivep@nses to the proposal from virtually all

market constituents from investors to issuers toketadnfrastructure companié®?

Lastly, the structure of the consultation processstmensure that active industry
participation would not promote its self-intereadavould not introduce a solution that is sub-
optimal from the standpoint of investor protectiomo avoid such industry capture, regulators
should develop a process of placing a lower weighthose comments representing asset
managers and higher weight to the opinion of eretsu®f money market funds as well as
independent parties such as academia. From thepstam of cost-allocation for regulators
themselves, the responsibility for the monitorirfgttee industry’s risks could be functionally
allocated between national supervisors (responsilaiely for micro-prudential aspects) and pan-

European supervisors (responsible manly for maondemtial aspectsf°*

The second pillar of the comprehensgaod disclosureegime, that is, the creation of a
central depository of money market fund informatioould draw on an example of the EDGAR
system established and maintained by the US Sesurind Exchange Commissitffi? A
central depositary under the auspices of the paogean securities market regulator (European
Securities and Markets Authorities) is necessatyonty to confront a probable industry capture
and political capture of the securities market super at the domestic level, but more
importantly, to maintain a uniform reporting stuet and a public access mechanism. These two
steps — information collection and disseminatiomchieve both, a micro-prudential goal of
monitoring fund investment activities and a macrogential goal of tracing cross-border

exposure and interconnectedness of financial irddranies.

99 Development of Pan-European Access to Financiébrimtion Disclosed by Listed
Companies (Committee of European Securities RegglatConsultation Paper July 2010)

109 Consultation on the Development of Pan-Europeane#gcto Financial Information
Disclosed by Listed Companies (24 September 2010), _at
http://www.esma.europa.eu/index.php?page=respondet&4.

191 Given that the money market fund industry inspiveth general public and research interest,
it is anticipated that not only national regulatansd the European Securities and Markets Authority
would benefit from the proposed transparency regimg also other supervisory and supra-national
organisations such as the European Central Bankhendternational Monetary Fund as well as finahci
media and academia. The greater available res@attiis field would, in turn, inform investor actie
and policy decisions.

1992 For an example of such central depositary of iaguy filing in the USseeEDGAR supra
note 438.
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Placinggood disclosuren the focus of the money market fund normativerfe, 1 would
like to pre-empt concerns that are often raisedhenbasis of the perceived lack of analytical
skills to process detailed information by even thest sophisticated investors. Section 3.2.2
addresses these concerns describing the regimehaheed information disclosure for the US
money market funds, which itself prompted developiod needed skills as more data became
available'®® A. A. Sommer, Jr., the Commissioner of the US Stes and Exchange

Commission, aptly observed:

...the disclosure philosophy [is] having its rodeep in American history and ideology:
the belief that the "common man" had an innate ensda natural capacity for the
absorption of knowledge, an inborn facility for sduyjudgment if only he had the facts.
This is reflected in many of our popular sayings; ihstance, "let people know and the
truth shall make them free." It is reflected in aommitment to education and the
assumption, now perhaps discredited, that everpqasethe capacity for the fullness of a

classical education. This ideology has its origiok,course, in Rousseau and many

others!®*

It is a responsibility of securities regulatorsetasure that investors have the information
they need to make informed decisions. Whether tovesdo actually use it or not will be a
matter of a continuing debate, but what is irrdflgais the fact that mandatory disclosure
“leverages market discipline as a means of accobiuiyathat obviates the need for more

substantive government regulation of securitieateel activities™*

The normative proposals presented in this chapietisage empowering investors
through agood disclosureegime that includes a fully transparent assetinyi and portfolio
valuation mechanism. As discussed earlier in thesis, the current state of the money market
fund industry is characterised by lack of consisyein asset valuatiotf”® “Two European
money market funds with identical portfolios butndoiled in different member states might

have different net asset values per share as & céghe valuation method established in each

1993 gypranote 565.

1004 A A. SOMMER, JR., Differential Disclosure: To Each His Own, Addseat the Second
Emanuel Saxe Distinguished Accounting Lecture @é8urities and Exchange Commission 19 March
1974)

199 Troy A. PAREDES, Speech by SEC Commissioner: Twelfth Annual A.An@ondr. Lecture
on Corporate, Securities and Financial LaWS Securities and Exchange Commission (27 October
2011), athttp://www.sec.gov/news/speech/2011/spch1027 HtmpP33_7091.

9% The current valuation processes are explaineceations 3.3.1.6 and 3.3.3.3 (for the US
money market funds) and section 4.3.1 (for Europeaney market funds).
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jurisdiction”**°’ For example, France prohibits portfolio asset attin based on amortised cost

— a permissible valuation method under Directive7206/EC°%

Inconsistencies of asset valuation and share mateulations amongst the Member
States and, more broadly, between the US and Eamop®ney market funds have so far
disadvantaged fund investors from a standpoinhefrisk and reward relationshiff® Thus, my
normative proposals include a recommendation torowg transparency of asset pricing and
consistency in administering portfolio valuationthws. Investors ought to know the price of
their investments, which behoves the funds to condwarket valuation of all portfolio assets.
Money market funds may continue to offeynstant net asset valyeer share using any of the
share price volatility stabilising techniques ds®ed in section 3.3.3.3, while informing
investors as to where the “true” market price ibisTstep is not only consistent with the

underlying philosophy of disclosure, but offersaatvantage of expanding consumer chot@&s.

These proposals intend to resolve a highly cordestdebate as to the meritscohstant
net asset valuenoney market funds and their susceptibility tosrwmersusvariable net asset
valuefunds!®! The available sources discussed and cited thrthiglthesis offered no certainty
as to whether a particular accounting method mékegund a riskier vehicle, while there are
believers on both sides. It is certain instead diff¢rences “evolved in the various markets due
to a variety of factors, including local market gegtions and tolerances around risk, investor
preferences for income or capital gains due tcediff rates of taxation, operational simplicity

1907 Response by the Advisory Committee of the Comidamional Del Mercado De Valores to
the CESR Consultation Paper "A Common DefinitiorEafopean Money Market Funds" (4 November
2009)

1098 Directive 2007/16/EC [2007] OJ L79/11 at Articke Item 2(b). Money market funds
offering constant net asset valyger share cannot be offered in Fran8ee AMF's Procedures for
implementing new classifications for MMBsipranote 822.

109 A5 share price of @ariable net asset valumoney market fund tend to be more volatile, fund
managers smooth the volatility by adding fund ineoto the share pric&eelMMFA on CNAV and
VNAV MMFs supra note 632 at 6. The article notleat accumulation of income into a share price
affects the fund investment performance.

1919 The US money market funds as a result of the mezsnt regulatory changes that came into
effect in January 2011 disclose the “true” markitegpto investors, albeit on a monthly basis anth\ai
60-day lag, while still selling/redeeming sharesaabnstant net asset valy®ice. Seesection 3.3.3.4
supra EuropearlJS-stylemoney market funds do not disclose their mark&tevger share, while money
market funds in Continental Europe often do notkyiarmarket assets maturing within three mong8ese
sections 4.3.1 and 4.3sbipra

1011 seesection 4.5upra
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and accounting regulatiod®*? Therefore, a solution to this debate offered inpryposals allow
for both types of funds as long as the pricing na@dm is explained and the ‘true’ market price

is disclosed?*?

6.3.2 Financial product regulation — specific riskmiting standards

The first part of this section presentedand disclosuregegime as the primary means of
investor protection. Nonetheless, academic sowunogge that even the best disclosure may not
be entirely sufficient to forestall a market faduand protect investot$* In the domain of
money market fund regulation, risk-limiting standarwhether administered by governmental or
non-governmental actors such as credit rating agenave served as an important mechanism
of investor protection. As evident especially inrépe, the debates over investor protection in
money market fund regulation are still focused amexclusively on the funds’ investment

parameters, but not on the requirements for fufatimation transparency™>

| argue that, notwithstanding its apparent pratticaproduct regulation in a form of
establishing specific investment rules could ordiiave its goal of investor protection when a
well-developed market infrastructure is availabMoreover, transposing such rules into other
markets with a different infrastructure may not pessible and will, at the end, be
counterproductive to investor protection. Not sisipgly, the process of arriving at common
investment standards for the diverse universe afofigan money market funds has been
contentious due to the divergent infrastructuréhefnational markets and regulatory regirfes.
Indeed, the transposition of the CESR’s Guidelinés national laws was met with a degree of

scepticism from national regulators exactly onghsunds of investor protectidfi*’

1012 \MARK STOCKLEY, Money Market Funds: A Global Stori@ Tnews 29 November 2011

1013 5ection 3.3.3.3upra

10 see, e.gBREYER supranote 71.

1015 section 4.3.4upra

1016 Seesection 4.2.2supra National regulators understandably portray thedal version of
money market fund as an established product thatldtbe copied through the European Union or at
least not harmed by a common definition of Europeamey market funds. For 28 responses to the
consolation paper on a common definition of Europeaoney market fundssee Consultation on
European MMFs supraote 998.

1917 The Autorité des marchés financiers, French skesinnarket regulator banned tbi&-style
money market funds — calleshort-term money market fundsmder the CESR’s Guidelines — on its
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Furthermore, as demonstrated in the discussioredtion 4.5, pan-European product-
specific standards that are aimed at containingsidicratic fund risks for funds could
potentially be responsible for at least two coyreductive developments. First, rules that are
hoarding the naturally diverse money market fumds & specific investment strategy could be
responsible for greater risk accumulation. Secamdform rules could disadvantage those
national markets lacking issuance of such reguatapproved’ securities. Quite obviously,

these developments would lead to increased syst&atdity concerns.

Harmonised investment standards could also be ki&fnoim the standpoint of investor
protection as limiting consumer choice. Therefoegulation of money market funds on the pan-
European level should avoid dictating specific stweents. Rather, it should focus on defining
the appropriate risk level that these funds canettalle relative to a pre-specific short-term
market benchmark. | argue that the European ink@stmuld be better served under this
approach as an option that preserves the naturatsilly of investment strategies. Under this
approachgood disclosurevould be an essential tool for both investors maglilators to analyse
the funds’ investments, to make educated decisaodsto conduct fund supervision as well as to
monitor market interconnectedness. Thus, evendrabisence of uniform product rules, the dual

goal of investor protection and systemic stabitibyild be achieved.

As reported in section 3.5, additional reformshe US money market industry structure
are currently considered by various US regulataiés'®*® According to the industry research,
the continuing regulatory debate around money mdukels has been driven mostly by the need
to deliver a political statement rather than anjedtively stated concerr8®® The proposals
presented in this chapter assume the business sfatufor the US money market fund, which

are legitimate cash management vehicles providinghheeded services outside the banking

territory citing systemic stability concerns aneéithuntested nature in Franc@eeAMF's Procedures for
implementing new classifications for MMFipra note 822. For the opposite viegee CESR Press
release 19 May 2016upra note 187. The press release stated that “[tlhdedjnes aim to improve
investor protection by setting out criteria to ppléed by any fund that wishes to market itselaanoney
market fund”.

1018 See, e.g.Novick, et al., supranote 825. The detailed analysts of the potentsital
solutions for the US money market funds founds timate of the options is without its own flows, whic
substantially overweight those minor benefits of additional reforms.

1919 ROEVER et al., (2011ckupranote 171.
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system*?° The position maintained in this thesis is thatadelitional structural reforms for the
US money market funds discussed in section 3.birmmecessary. Furthermore, the alternative of
subjecting money market funds to bank-like regalati.e., establishing capital buffers) is
regarded as counterproductive, as it would arguabtiice consumer choice and expose
investors to greater systemic risk due to concaatraf the money market funds within a fewer

asset managers.

To conclude, the blueprint of the international eypmarket fund regulatioought to
focus ongood disclosureas the primary measure of investor protecti@ood disclosurealso
addresses systemic stability concerns by empoweamgglators to monitor distribution of
funding risk in the global capital markets througioney market fund investments. The
presented proposals do not purport to do away théhrules limiting investment risks for money
market funds in particular markets. Thus, for exempp endorses the rules that the US market
adopted relating to the requirements of its dorodsinds. However, the diversity of European
money market funds could be impaired leading téesgic risk accumulation should harmonised
investment standards be enforced across the EU.ekample, for certain markets lacking

issuance of high quality securities, an objectivstability of principal could be unachievable.

6.4 The non-role of non-governmental actors

This thesis considers two types of non-governmeatébrs affecting the behaviour of
money market funds: credit rating agencies andegsifnal trade associatiolté" As reported
in section 4.2, the evolution of European moneykeiafunds was, in a large part, affected by
the development of their US peers; moreover, thieeati regulatory views on European money
market funds was shaped by the diffusion of therk@hey market fund regulatory practices
internationally. Section 4.4 followed the mechanafsthis process and described the quasi-

regulatory nature of credit rating agencies’ metiiodies as a critical link. Indeed, all three

1020 5epaPIRO, (2011) supranote 31. Mary Schapiro, the Chairwoman of the @8ufities and
Exchange Commission noted that the substantial ynoregket fund reforms implemented in 2010 have
made a substantial difference and were succesdgghgd in summer 2011 when these fund remained
resilient despite the high market volatility rethte the sovereign debt crises in the US and Europe

1021 seesections 3.4 and 4suprareporting on the role of credit rating agenciestfe US and
European money market fund industry, respectivElge alsosection 4.3.5supra discussing self-
regulatory practices of certain European money pidiknds adhering to the IMMFA’s Code of Practice.
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major international credit rating agencies thareuily assign ratings to money market funds do

so on the basis of rating methodology that arev@dito be applied ‘globally®?

Professional trade associations, on the other Hem historically played only a limited
role in money market fund regulation, but served@ssulting and organisational venues for the
industry regulatory lobby efforf?* The Institutional Money Market Fund Associatiors teeen
a notable exception pioneering risk limiting stamidafor European money market funds, given
lack of government-administered regulatiSff It is worth noting that the IMMFA’s Code of
Practice did not lose its significance after theerg implementation of the pan-European
definition of money market funds, but continuesfilb the regulatory gap for those funds
considering the common definition guidelines aral dkerall UCITS framework falling short of

providing sufficient investor protectiofi®®

The normative proposals presented in this chauterod reserve a particular role for non-
governmental actors given their lack of enforcenpawers. Yet, both credit rating agencies and
asset management trade associations are expecteatioue to play valuable roles in at least
two respects: stirring the industry behaviour idesirable way through means of developing
voluntary principles and providing investor eduecati As shown earlier in this thesis, the
Institutional Money Market Fund Association uses {€ode of Practice to require better
information disclosure from thi&VIMFA’s fundswell above and beyond of what has become the
norm under the pan-European definition of money ketarfunds:®?® It is likely that the

1922 gypranote 573. | would like to note that a claim of caled ‘global’ approach to money
market fund ratings amongst credit rating agensierild be taken with a grain of salt. Generallghsu
money market fund rating criteria only appliedtte US and European funds, while money market funds
in other country could be rated on the basis ottko-called ‘national’, rating criteria. As a s
ratings for money market funds in countries ottantthe US and Europe may not be comparable. Such
ratings are normally differentiated by a countredfic subscript. Thus, the so-called ‘global’ viesv
limited to the US and European money market funds.

192 5ee, e.gPreserving Money Market Funds For Investors, Forefioa Investment Company
Institute (2011), _at http://www.preservemoneymarketfunds.org/. The websestablished by the
Investment Company Institutive, the US investmeamhgany trade association, with a goal is to promote
the US money market fund industry’s agenda in pvasg these funds. European trade associations
include European Fund and Asset Management Assmtiand its members located in various European
countries, none of which focused on money markedg$uexclusively.

1024 See section 4.3.5supra reporting on activities of the Institutional Monéyarket Fund
Association.

1925 TheIMMFA's fundscontinue to abide by the Code of PractBeesection 4.3.5upa.

1026 section 4.3.5upra
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Association will continue to pioneer self-regulatatevelopments, which will be tested on a
limited universe of funds and will later become tem®ed in the government-administered
regulation, the process that has already takenephath respect to fund information
disclosure’®?’

The value adding proposition for credit rating rgies can be found in their core focus
on serving investors “beyond the rating throughepehdent and prospective credit opinions,
research and datd®?® Even in the realm ofjood disclosure when ample information is
available, individual investors may find it too cplex for their comprehensiofi?® Thus, the
role of rating agencies is envisaged in bridging glap in analytical skills and making sense of
the ocean of disclosed data for a financial laynidoe information value of the credit ratings for
money market funds may, nevertheless, diminish he future against the backdrop of
availability of data supplied by the funds themselwnder an obligation policed by the

government regulator.

Furthermore, given a limited ability of rating difentiation on the basis of current rating
criteria discussed in sections 3.4 and 4.4, invs'stoterest in credit ratingper secould also
decline if no longer supported by statutory or wéuy rating requirements for approved
investments in charters of institutional invest§f8.Credit rating agencies could improve their
credibility with investors by reviewing their matkassumptions and providing better risk
differentiation among money market funds. Bettesk rdifferentiation could emerge from
rejecting a long-standing practice of deriving mpmearket fund ratings from fundamental
credit ratings for individual portfolio securitieBecause fundamental credit ratings are a lagging
indication of liquidity risks, money market fundtirgs are inevitably lag negative portfolio
é(.)31

developments.”" Lastly, if the current focus on the standardisatbrating methodologies were

1027 Id

1928 About Us, Fitch Ratings (2011), ahttp://www.fitchratings.com/web/en/dynamic/about-
us/about-us.jsp.

1029 5ee, e.g.A. A. SOMMER, JR., Random Thoughts on Disclosure as Consumer Protecip
Bus. Law 85 (1971).

1930 sypranote 593. A large number of institutional investeely on internal investment policies
that direct them towards rated investments.

10315ee, e.g.JONATHAN KATZ, et al.,Credit Rating AgenciedNote No. 8 The World Bank Group
|/ CrisisResponse, (October 2009) at 4. The reploserved that ratings have little informationalueal
and that rating changes generally lag the market.
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to prevail, the value of the information providey the analysis of money market funds would

inevitably decrease as diversity of analytical agis could be missing.

| conclude that credit rating agencies could natisacally become the anchoring point
for money market fund-specific regulation since dio@l regulatory goal is not achievable on the
basis of credit ratings alone. Nonetheless, cnedihg agencies, as well as professional trade

associations, can play a useful role of investaicatbr.

6.5 Conclusion

The regulatory architecture | propose for money keiafunds on both sides of the
Atlantic introduced agood disclosureregime as the primary measure to achieve the dual
regulatory goal of investor protection and systestability despite jurisdictional divides and
structural differences in the respective capitatk@aGood disclosuréncludes full transparency
of the fund portfolio assets and their market wiees well as their largest investors, freely
accessible to the public via a central depositdrgnoney market fund dat&ood disclosures
conducive to preservation of systemic stability bpabling regulators to track market
interconnectedness and distribution of funding.riBke information regarding money market
fund investors provides an insight into those g#ithat manage cash outside the conventional
banking system. Thus, the risk of investor run ddag monitored, measured, controlled and pre-

empted thereby limiting market failures.

A good disclosuresystem benefits the money market fund industdyrectly in at least
three significant ways. First, it empowers investtr make educated decisions and encourages
prudent investment behaviour on the parts of tisetamanagers. Second, it provides regulators
with a monitoring mechanism to follow funding lirdes in the global capital markets. Third, it
offers academia an invaluable source of financahdhat could be studied and used to further
inform the market stakeholders and regulators ad woted thagood disclosurdias been largely
implemented in the US with an exception of disctesaf the fund’s investors. In the EUgaod

disclosureregime is yet to be established.

In addition, the money market fund data storag@menended in this thesis could be

accompanied by several ‘collateral’ advantagese@afly for the European markets, that are
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outside the scope of this thesis, but nonethelesthwnentioning. First, it provides a practical
example of cooperation and information sharingyifical link of building a single market in
Europe. Second, ample disclosure would render Eampnoney market funds more attractive
due to better information availability. Lastlgpood disclosure per seould amount to a first
significant step towards a truly ‘global’ regulatomodel capable of being extended to other
jurisdictions that were left beyond the scope g thesis. Agreeing ogood disclosureractices
can potentially pave the way for the normative angervisory practices’ integration that are

currently lacking in money market fund regulation.

On the other hand, traditional product regulatiormoney market funds by a means of
establishing risk-limiting standards, while consate useful, is de-emphasised under these
proposals. Sections 3.5 and 4.5 revealed signifitaritations of this regulatory approach on
both sides on the Atlantic. Limitations include oheipated side effects on the market upon the
rule changes, lack of available investment altéveat under the overly prescriptive rules,
reduction in product diversification and, ultimatelreduction in consumer choices. Most
importantly, an international approach to moneykatfund regulation would be unachievable
if it relied exclusively on product regulation due significant differences in the market
infrastructure between the US and the EU as wellitisn the European national markets.

Lastly, this thesis considers the role of non-gowsntal actors and any self-regulatory
measures that can be developed under their ausgscesufficient to meet the dual regulatory
goal of investor protection and systemic stabilityis conclusion is based on a review of
contributions of credit rating agencies and thditimsonal Money Market Fund Association in
developing, promoting, monitoring and enforcing gbiGes consistent with the established
regulatory objectives. It was established thathwéspect to credit rating agencies, the value of
credit ratings as an investor protection tool imidished by a lack of risk differentiation among
money market funds, which mainly receive the higheple-A rating. With respect to the
Institutional Money Market Fund Association, whichters to théJS-stylemoney market funds
in Europe, its limited focus prevents a broaderpsido of the industry-developed Code of
Practice. Thus, any measure focused on investéegiron and systemic stability in the realm of
money market fund regulation ought to be a parg@¥ernment-administered regulation to

ensure proper supervision and enforcement.
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CHAPTER 7: CONCLUSION

7.1 Introduction

This concluding chapter reports on the four comtidns to knowledge that the thesis
sought to achiev&>? The first contribution relates to the categorisatdf money market funds,
establishing their essential functions and detgitire role of these funds in the financial crigs a
well as in the European sovereign debt crisis. éddeas pointed out in chapter 1, academic
sources are rather undeveloped with regard to Htegorisation of money market funds
especially on the international scale. A fast graybody of academic research in relation to
these funds is conducted on the erroneous assumpfictheir categorical and functional
isomorphism. Chapter 2 addressed this issue byiigiag the categories of money market funds
and analysing the related variances in funds’ me&s. Section 7.2 below summarises these

findings.

The second contribution concerns the regulatorynénaork of money market funds.
Chapter 3 provides a detailed top-down analyses @dmprehensive regulatory scheme under the
federal securities laws applied to the US moneyketafunds, while chapter 4 studies the
European Community rules governing activities ofney market funds operating in Europe. In
addition, both chapters consider the effect of gomernmental actors on the international
development of the money market fund industry tiwattributed to the diffusion of the US law
to European counties. The third contribution redai® a comparative analysis of the US and
European regulatory systems in the context of manayket funds, which was presented in
chapter 5. A summary of the analysis and compamdahe US and EU regulation are presented

in infra section 7.3.

Section 7.4 provides my response to the researehtign: ‘how should money market
funds be regulated? The response first establishes that there awe awerarching goals in
money market fund regulation: investor protectiod aystemic stability. It consequently argues

that these two goals could be achieved througmgoehensivgood disclosure

1932 gection 1.1.5upra
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7.2 Money market fund categories, their essentialihctions and risks

Section 1.1.1 of chapter 1 defined the subject pfresearch and established the generic
structure of a money market fund as a simple péahwestors’ cash invested in a diversified
portfolio of high quality short-term securities.vestors acquire ownership interests in the
portfolio, participate in the pool’s profit, shal@sses and expenses and can sell their share of
ownership back to the fund at any time. Money miarfk@ds are seen as the least risky
investment option available to investors in a givearket owning it to the high quality and short

duration of portfolio securities.

As pointed out in section 1.3, although money miafiked types are many and more can
be found especially in different countries not aedein this thesis, academic studies tend to
focus on one particular type of the US money matietls, so-called prime funds. The findings
they present and the policies they suggest aramlfaited from these narrowed studies that
blatantly overlook the variances occurring in thads’ risk profiles. Chapter 2 fills this gap in
the understanding and appreciation of the varigbdf the international money market funds
landscape by presenting their essential charamtsriss well as establishing a detailed
categorisation of the money market fund universenuitiple dimensions. Exhibit 3 in section
2.2 illustrated the significance of each money raafkund category through their size of assets
under management. While US money market funds dateithe landscape with approximately
$2.6 billion in assets, European funds still représa substantial part of this market just shy of
$1.5 billion!°%

Chapter 2 established that the geographic locatimtates not only the regulation
affecting the funds and the portfolio’'s base curgenbut also the funds’ operational and
accounting practices and the funds’ investmentepegices. It was also established that the
funds’ shareholder base has a significant impacthenfund risk profile with funds offered to
retail investors being less susceptible to a runllastrated by an analysis of the cash flows in
and out of different types of funds during the tlimous period of the fall of 2008. Most
importantly, it was shown that money market funas=ur in a different degree of risks depending

on the nature of their investments. Prime moneykataunds investing in short-term securities

1033 gection 2.Zupra
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issued by corporate entities assume substantidit aigk, while funds investing in government
or municipal securities are less likely to faceskxs stemming from credit quality deterioration of

the portfolio assets.

Finally, this thesis categorises money market fumalshe basis of their asset valuation
practices. There were two types of funds estaldisttese funds selling and repurchasing their
shares at a constant net asset value and those itidvariable net asset value per share. It was
also established that seemingly inconsequentiaildedf accounting methods have a profound
effect on the acceptance of funds by various groofpsnvestors even though the overall
economic experience of investing in either typéuoids is substantially similaP>* For example,
the US institutional investors have an overwhelmprgference for constant net asset value
money market fund®*® Thus, abrupt regulatory changes affecting the momearket fund
industry structure and, in particular, its accongtmethodology as the ones contemplated by the
Report of the President’'s Working Group on FinanMarkets “Money Market Fund Reform
Options” are likely to jeopardise the viability tfe US money market fund®®

Chapter 2 further established that in the spac#0ofears, when the first money market
fund was launched in the US, these funds have be@messential part of the global capital
markets. A sample of the recent academic studiessépted in section 1.3.5) dedicated to
financial intermediaries acting outside traditiomenking system dubbed as ‘shadow banks’
included money market funds as investors in ‘shadwmamks’. These studies were often
conducted with the implicit assumption of a somewhiait nature of ‘shadow banks’ activities
aimed solely at avoiding banks’ regulatory tenetsd(costs). Nonetheless, section 2.3 reports
legitimate reasons for cash management outsideetipdated banking system through money
market funds. First, at the initial stages of the@velopments, money market funds provided
returns superior to those of regulated banks ircthuntries where interest rates on bank deposits

were subject to a caf®’

1034 IMMFA on CNAV and VNAV MMFs supranote 632.

1935 Chapters 3 and 4 provide exhaustive historicakdbap for the genesis of this distinction in
the US and Europe, respectively.

1036 gee, e.gFISCH & ROITER, (2011)supra note 6

1937 Seesections 3.2.1 and 4.2sbiprafor origin and development of money market funushie
US and France, respectively.
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Since then the interest rate ceiling on bank dépoegas lifted, yet the appeal of money
market funds as a safe and convenient cash managempion remained intact and multiplied
by the wide socio-economic gains resulting from momarket fund activities. Moreover, a
growing body of the post-crisis analysis of thedifianal banking system warns of eroding
effectiveness of an official safety net for bankel aleposits that explains the rise of money
market funds amongst other institutional cash pt8fs Thus, my second contribution adds to
this literature assessing the role of money mafluetls as key intermediaries facilitating the
global flow of capital (in section 2.3) and anahgitheir risk transmitting role in both the

financial crisis and the European sovereign craisis of 2011 (in section 2.4).

Section 2.3 reported that money market funds edab&relopment of the short-term
capital market expanding a choice of funding oppaties for various issuers. Serving as
intermediaries between investors and issuers, moreket funds channelled investments from
cash-rich households to cash-strapped businesdagoarrnmental entities, including municipal
authorities and sovereign stat8® The danger, however, is that if money market furesse to
function because of cash withdrawals by investtiese markets would freeze leaving the
borrowers without sources of funding. This has lesmaol in the fall of 2008 leaving a deep
trauma on the short-term markets from which theyyat to recovet®*® Money market funds’
role in the financial crisis and the European sengr debt debacle described in section 2.4

earned these funds an ill-fated association wigesyic risk.

Thus, one of the two goals that according to thesis the regulation of money market
funds ought to achieve is systemic stability. Tochear, whether money market fundsuse
systemic risk remains debatable in the academiratitre and in industry sourc@s:
Nonetheless, the role of money market fundgamsmittingsystemic risk has been established
(in section 2.4) and, therefore, policy steps ameswered on both continents to address it. These
steps include: (1) the structural reform of the td@ney market funds in line with the proposals

outlined in the President's Working Group reportl aulditional option$®*? and (2) Regulation

103850 e.gPOZSAR, (2011) supra note 154,

1939 gections 2.3.2.1 through 2.3.26pra.

1040 gection 1.2upra.

1041 5ee e.gFISCH & ROITER, (2011)at 6.

1942 SeePWG's Reporsupranote 7 and 8JLz, The Squam Lake Group's Proposalpranote
618.
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of European money market funds as “shadow bankgeasecommendations published by the
Financial Stability Board®?® Unintended consequences of these regulatory effame also
critically analysed in chapters 3 and 4 relatedht® US and European money market funds,

respectively.

7.3 Money market funds in the US and the EU — compative analysis

The third contribution of my research is an origicamparative analysis of money
market fund regulatory models in the US and the Ekls analysis specifically focuses on the
efficiency of both models with respect to the amtaent of the dual regulatory mandate
established in section 1.1.3, namely investor jgtaie and systemic stability. In order to do so, |
study the development of money market funds on lsitles of the Atlantic, including
contributions of non-governmental actors, and eelategulatory processes in the respective
jurisdictions. Chapter 3 was focused on the US monarket funds and chapter 4 followed these
funds in the EU. Both chapters 3 and 4 are simyilattuctured to facilitate the comparative

analysis presented in chapter 5.

In particular, chapter 3 provides an analysis efltfs money market fund regulation as a
part of a comprehensive regulatory scheme undefethteral securities law put in place after the
Great Depression, as subsequently amended. Undesdheme, measures relating to investor
protection are rooted in the philosophy of discteswvhich, in case of money market funds, is
operationalised through ultimate transparency atfplo information — referred to agood
disclosurein this thesis. Chapter 3 also demonstrates thatific policy steps inspired by
stability concerns are more difficult to be agreed despite multiple regulatory reform options
and academic proposals, as their very rationalestmh measures, namely whether money

market funds are systemically risky, is still betepatedgeeinfra).

Chapter 4 presents European money market funds frasttiple dimensions. The
empirical study of these funds as set up in differeountries shows that the diversity of
European money market funds is rooted in the hestbrdevelopments of the respective

countries’ financial markets. Moreover, law and ulagon have played a key role in the

1943 SeeFSB Reportsupranote 32.
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development and acceptance of these funds. 3l résearch shows that not every state has

developed targeted money market fund regulatidheabational level.

At the EU level, a definition and regulation of neynmarket funds were put in place as
recently as July 2011. Until then, it was notedn-state actors — credit rating agencies and
professional trade associations — filled the gap deyeloping their own bodies of rules
concerning activities of money market funds, whiekre voluntarily adopted by the industry.
This thesis points out two general tendencies éndisvelopment of rules by non-state actors that
shaped the European money market fund industryug@ )of the industry best practices as a basis
for subsequent regulatory development; (2) intréidacof stricter regulation imported from
other jurisdictions. For example, European subsgBaof the US asset management companies
introduced theUS-style money market funds to meet the demand for crosselbocash
management services from multinational corporatiand, despite European domiciliation of
these funds, they continued to conform to the rolesdated for the US money market funds in

the absence of domestic regulation.

Thus, this thesis provides an appraisal of the ohyos of the development of the law
concerning money market funds by explaining how eyomarket funds were developed in the
US and Europe and how these funds were offereaviEstors and traded in the initial absence of
regulation. Another remark (presented in chaptereBgtes to the unintended consequences of
regulation, namely, to the very stimulation of theidance of legal rules. Much of the research
conducted in this thesis revolves around the curcuélationship between law and financial
markets development. Therefore, chapter 3 traceddbislative history of Rule 2a-7, which
governs activities of the US money market fundsitdtinitial draft published in 1983 was
informed by the existing best industry practicesl amas subsequently amended a number of
times to strengthen fund regulation following thgndicant market events until the latest 2010

amendments were implemented as the regulatorymesgo the events of the fall of 2008.

Likewise, chapter 4 analyses the work process ermptiblication of a common definition
of European money market funds by, first, traciatjanal-level definitions, albeit only found in
a limited number of states; second, reporting ortiple proprietary definitions utilised by
various regulatory agencies for their purposes;, dhold, commenting on the consultation

process with the industry stakeholders. The chapoénts to the heterogeneity of European
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capital markets as well as the investors’ cultyraferences and local investment traditions as
the main reasons for the diversified landscapéhefBEuropean money market fund industry. It
should be noted that while the publication of ant@mised definition was portrayed as an
investor protection-motivated step, the need farhsa definition should be attributed to the
general drive for harmonisation of financial seeacegulation in the European Union, but not to

the genuine investor need.

Indeed, this thesis points out that in the field asset management the concept of
harmonisation, more often than not, is in confligith the basic concept of investment
diversification. Specifically to the subject ofdhiesearch, harmonisation of money market fund
investment strategies may work counterproductitelyhe principle of investor protection by
reducing diversification options and consumer ch®icMoreover, given that the common
definition guidelines were in many ways importednfr the much broader and more liquid US
short-term market, some of the smaller Europeaitataparkets may not be able to support the
investment requirements of the harmonised moneykenhdunds. Thusjnter alia, chapter 4
pointed out the limitations of the harmonised dé&bn for European money market funds to

guide and redress their regulation.

Finally, chapter 5 presents a comparative analysimoney market fund regulation on
both sides of the Atlantigis-a-vismy theory of a dual regulatory goal - investortpotion and
systemic stability. It was established that desfitestional similarities of the US and European
regulatory models and their shared goals, the réifilees are significant. The major point of
discordance relates to the development of investstandards workable in both the US and the
EU markets. This is hardly achievable given thgnsicant differences. In effect, it was shown
in this thesis (in section 4.5) that when such amif investment standards are sought and
implemented, they may lead to a reduction in coresurhoices and diversification options thus
weakening investor protection and leading to a @k accumulation of systemic risk thus

defeating the established regulatory goals.

This thesis further contributes to the developnwrda comparative view on the US and
European regulatory approaches to money marketsfuaegulation by pointing out the most
significant departure related to information traargmcy. As explained in section 1.2, the

theoretical foundation of the US securities regafats deeply rooted in the seasoned culture of
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disclosure. Consistent with this culture, the ruigerning the activities of the US money
market funds create a substantially enhanced distoregime — referred in this thesisga®d
disclosure — so that everyone, from investors to regulat@an better monitor the risk
characteristics of these funds. Moreover, the USuffiies and Exchange Commission called for
building a database of money market fund infornmatiwaking it available to the public, albeit of
a delayed basi$**

Again, the strong focus on disclosure as well @QGbmmission’s activities to ensure a
broad access to this information for the investnparidlic is based on the underlying theory that
informed investors could impose a discipline ondiunanagers to avoid taking undue risks.
Thus, thegood disclosuraegime for the US money market funds is foundrehticonsistent
with a dual regulatory goal of investor protectamd systemic stability. This is in contrast to the
regulation of European money market funds, whiclpleasises development of the harmonised
prudential rules, while de-emphasising transparebowe and beyond prospectus regulation and
fairly generic KlIDs for those UCITS-authorised @stment schemes. As pointed out earlier in
this section, the prudential rules may or may rbieve the investor protection goal, while lack

of good disclosurelearly impedes investors’ ability to monitor funisks.

In a way, de-emphasisirgpod disclosureand not participating in facilitating investors’
access to fund information, regulatory actions sé@mwork to protect the asset managers, not
the investors. Thus, the contemporary money mdtket regulatory framework in the EU that
features harmonised prudential rules as its coimesis unlikely to achieve the stated goal of
investor protection, while also working counterprotively in terms of systemic stability
concerns. The problems and paradoxes identifiecanalytical chapters 3 and 4 and in
comparative analysis in chapter 5 are further eftied in the next section that provides my

answer to the research question.

Lastly, this thesis contributes to the comparasitegly by considering the role of the non-
governmental actors — credit rating agencies aradegsional trade organisations — in the
development and regulation of money market fundsjlgect not so far covered in the academic
literature. The analysis of the criteria for monearket funds utilised by the credit rating

1944 scHAPIRO, (2010)supranote 88.
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agencies revealed that while credit rating ageno@sed attempt to measure risks in the US and
European funds with the same benchmark, seekgigbal comparability, such comparability is
achieved on the basis of a crude assumption of genwty of international capital markets and
their infrastructuré®®® The lack of discrimination on the basis of the ioval market
infrastructure undermines the ability of creditimgtagencies to capture idiosyncratic risks. This
leads to rating analysis to be overly generic, eotrated in triple-A ratings and, therefore,
unsuitable to be considered an essential tool fgoroving investor protection or systemic

stability 194°

Professional trade organisations, another type of-governmental actors, were
identified mainly as aiming to investor educatiom dhe lobbying venues of the industry on both
sides of the Atlantic. Nonetheless, they contridute informing the regulatory debate by
summarising the best industry practices and progida link between legislators and the
industry. This with an exception of the InstituttdbriMoney Market Fund Association, which
developed its Code of Practices to guide investraetivities of European money market funds
in the absence of regulation targeting these fuiiti® study of the role of the Association
contributes to the broader research on the devedaopof money market fund regulation and the
role of non-governmental actors. The study fourat Whilede jurethe Code of Practice has no
power,de factoit establishes an additional level of self-imposedulation on those European

money market funds voluntarily adopting the Code.

The study found that the initial version of the €anf Practice was informed largely by
the investment practices of the US money markedd$iand credit rating agencies’ criteria. Thus
in the absence of money market fund-targeted régalan Europe, the Code of Practice served
as the only regulatory guidance for these fundse Twode was motivated by concerns for
investor protection and is mainly centred on adettandards aimed at limiting idiosyncratic

fund risks. However, bridging a wide disclosure dagiween the US and European money

1945 |ronically, only the US and European money mairfkeids are approached on the basis of
global criteria. Money market funds operating in othertownts are mainly rated on the basis of so-
callednationalscale and rating criteria.

10461t should be mentioned that credit ratings dosseatk to achieve investor protection, but rather
provide an input in the overall investor decisioaking process in a form of their rating opini@ee
rating definitions on respective rating agency sébs e.g., www.fitchrating.com) www.moodys.com
andwww.standardandpoors.com
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market fund regulatory models, albeit partiallye tGode calls to disclose a number of useful
items above and beyond of what is required undeptn-European definition of money market
funds and the UCITS Directive.

A somewhat enhanced disclosure regime and morgcte& investment standards for
the IMMFA'’s fundsare advocated by the members of the Associatiemsklves as a measure
aimed at additional investor protection in Europeamey market funds. This demonstrates the
industry’s self-interest in additional guideposteomoting investor confidence. The study
nonetheless identified at least two aspects tlealileely to weaken the effectiveness of the Code
for the European money market fund industry: (tklaf enforcement power of the Association
and (2) its limited applicability given the volunganature of the Code and the diverse industry
landscape with a significant number of funds opegabutside the Code’s investment and
disclosure standards. For these reasons the nean@atbposals presented in chapter 6 do not
afford a regulatory role to non-governmental acgtoshile still considering their positive

influences on behaviour of fund managers.

7.4 How should money market funds be regulated?

So, how should money market funds be regulatedadt established in this thesis that
money market funds, particularly those operatinghiea US, are already subject to extensive
regulatory oversight and, arguably, are some of st regulated financial producté’
Nonetheless, money market funds remain on therforebf the regulatory agenda on both sides
of the Atlantic. In effect, the ongoing debatesuddhe future of the industry as documented in

sections 3.5 and 4.5.

Building on the theory of the dual regulatory gealnvestor protection and systemic
stability — this thesis provides two main normatogmtributions. First, it critically evaluates the
existing US and pan-European regulatory models aedond, it introduces an alternative

framework.

1047 BrIAN REID, Time to Stamp Out the Confusion Around ‘Shadow iBghkinvestment
Company Institute (6 December 2011),hdtp://www.ici.org/viewpoints?tag=Fund%20Regulatid he
articles states that the US money market fundsaareng the most strictly regulated financial product
offered to American investors.
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Sections 3.3 and 4.3 offered detailed analysis afiey market fund regulation in the US
and Europe, respectively, and illustrated thathwigspect to investor protection-motivated
measures, regulators on both sides of the Atlardlg heavily on product regulation by
developing a set of risk-limiting standards deemedsistent with the function of money market
funds’®*® However, as pointed out in sections 3.3 andsugh an approach overlooks the fact
that the different states and infrastructures @f lilcal markets are the very reasons for the
existence of money market funds in different caestrSuch differences underpin the observed
heterogeneity in funds’ risk profiles as well agdbinvestment preferences and practices. In
addition, every national market differs in termsamfcounting and taxation. Thus, this thesis
concluded that the risk-limiting rules promulgateda particular markete(g., in the US) and
based on the assumption of local markets homogereé unlikely to be transferred to a
universal financial product that meets the needstloér markets and investment communities.
Nevertheless, it has been an aspiration of theg&ao regulators to achieve a single market and
a single regulation of financial products and sassiincluding, in particular, money market

funds.

Under the banner of investor protection, the haisesh rules for European money
market funds not only have an explicit goal to makéhese funds look alike in Europe, but also
an implicit ambition to achieve a greatgobal comparability {.e., with the US money market
funds). However, as illustrated in chapter 5, @@monisation of long-standing investment
practices in Europe has been subject to a contentdebate. Thus, despite the wide consultation
process, it has not been possible to identify a/ioming regulatory framework for the European
money market fund industY*° Moreover, it is argued in this thesis that for mpmarket funds
in many European countries — outside Ireland angembourg fund administration centres

mainly hosting theJS-stylemoney market funds — harmonisation is impracteradl entirely

1048 Egsential functions of money market funds aretifled in section 1.1.5upra

1949 Guidelines for a common definition of European eymnarket funds outlines a two-tier
industry structure, where two types of funds witheatly different risk profiles are, supposedlyyéahe
same investment objective “of maintaining the gpat of the fund and aim to provide a return inelin
with money market ratesSeeCESR's Guidelinesupranote 9. Clearly, given that one type of finds is
riskier than the other, less risky ones have higbmbability of achieving the stated objective of
maintaining principalSee alssection 4.3.4upra
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unnecessary on both regulatory grounds: these fuweds not known for harming investors nor

they have been seen as culprits of the systenfidistaoncerns-*>°

Thus, this research has identified the importamitéitions of regulation prescribing
specific investment standards in money market fuards thereby providing investor protection.
Such standards aim to select harmonised produetstéimd to simplify and ignore existing
investor preferences and market infrastructure esiathstrated in this thesis. Indeed the
contribution of finance to the productive sectotltd economy, to which finance is supposed to
be a servant — one of the politi@donomic objectives widely professed by regulatoday — is
almost always neglected in the debates relatingftrming the global money markets. Instead,
this thesis envisages the objective of systemibilgfaas contingent on the positive role of

money market funds of contributing to the livelildoof other economic actot&>*

Thus, this thesis proposes to reform money manketd in ways that favour ‘active’
rather than ‘passive globalisation’, that is, “dregagement of local market actors with the world
economy without abandonment of their distinctivetsigies™ > The first recommendation for
the coherent approach to money market fund reguatn both sides of the Atlantic is therefore
to give up the emphasis on regulating the fundiestment standards, and instead allow local
money market funds to develop their own approathasservice the needs of investors. These

proposals stand in contrast to the ongoing eftortdevelop a single ‘harmonised’ view based on

1050 gee, e.g..Comment Letter - Consultation Paper on CESR’s &sapfor a Common
Definition of European Money Market Funds (CESR83) (Bundesverband Investment und Asset
Management e.V 30 December 2009). The commerdr Iftbm the professional trade association
representing German investment fund and asset rear@ayd industry stressed the need to provide for
extended WAL and WAM limits for certain money markends “in order to be able to provide the
investor base with the requested money fund predyming forward”.

1051 See, e.g.TAMARA LOTHIAN, Rethinking Finance Through Law: A Theoretical Pexdjve
Columbia Law and Economics Working Paper No. 412 NBpvember 2011)See alsesection 2.3upra
for analysis of the money market funds’ contribatto the global capital markets.

19521d, at 7. The author argues for developing instituticagangements that supports the
broadening economic opportunities, without the isifion of a single set of financial arrangementse T
author warns that “such arrangements are likelgaimtradict the institutional formulas preferred thyg
interests and ideas prevailing in the great powéithe day”.See alsdROMANO, supranote 114 and
TAMARA LOTHIAN, Beyond Macro-Prudential Regulation: Three Ways binKing About Financial
Crisis, Regulation and RefornC€olumbia Law and Economics Working Paper No. {1 November
2011).
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the best practice accepted in the most develope#etsafor a specific type of money market

funds!o®®

Further, with respect to investor protection, thlerlying theory outlined in section
1.1.3 calls for information disclosure detailed eglo as to empower the fund investors to
influence the fund managers’ behaviour by virtugha on-going monitoring of portfolio risks.
While the normative proposals outlined in this thesall for homogeneous information
transparency requirements for money market fundbaih sides of the Atlantic, the need for
good disclosuras underscored for European money market fungsarticular. Furthermore, to
facilitate access to this information, a global mpmarket fund information depository should
be developed. Such depository could be modelleth@successful experience in this area of the
US Securities and Exchange Commission and privédoernation portals®>*

With respect to the goal of systemic stabilitystthesis has demonstrated that neither of
potential money market fund industry reforms — @& accounting practices or introduction
of capital buffer — is certain to eliminate the gibdity of a run, the main regulatory concern
with respect to these fund®> At the same time, each of these proposals caitseswn
weaknesses and shortcomings that substantiallyweigih any marginal improvemeri§®
Critically, this thesis argues that the on-goingaficial regulation reforms in banking regulation
following the passage of the Dodd-Frank Act in tHe and the implementation of the provisions
of Basel Ill are redressing the risk profiles oblghl capital markets. This would affect the

investment activities of money market funds in yrepted and unintended ways’

Without further study of how the most current chesigo financial regulation have

altered the markets any additional reforms to tlo@ey market fund industry are premature, at a

1053 section 4.3.4upra

1954 SeeEDGAR supranote 438.Seealso private money market fund information portalsj.,
www.cranedata.comwww.imoneynet.com It should be noted that private information plartaerve
mainly as facilitators of information that has alilg been disclosed to the public market by virtbe o
regulatory requirements. Nonetheless, informatimviders do make efforts to encourage fund managers
to offer more information to the investment puliit the voluntary basis. For example, in the lat&120
information portals have started offering datalowse European money market funds that cooperale wit
the data collection process.

1955 gections 3.5 and 4dupra

1956 geeNovick, et al., supranote 825 for a detailed analysis of the propos8ddney market
fund reform options.

1957 sections 3.5 and 4ghipra
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minimum, but most likely unnecessafy® Therefore, this thesis does not consider any ego
changes to the industry structure described in@e8t5 as achieving the dual regulatory goals —
investor protection and systemic stability — widtrtainty giving the changing landscape of the
international capital markets. The solution for theney market fund industry regulation should
be found in (1) education of the investment puliicough good disclosurge (2) making
information available to all; and (3) promoting eomoney market fund investment strategies
that both serve funding needs of the national ahpitarkets and meet expectations of local

investors for a safe and liquid investment product.

With respect to the jurisdictional aim of the prepts, which mostly concern European
money market funds, the recommendation is to ereh#ime powers of the European Securities
and Markets Authority with respect to money markehd registration, operational and
governance oversight and data collection functidhis regulatory structure facilitates two
fundamental objectives: (1) enforcing a rule-badefinition of European money market funds
and (2) monitoring of cross-border movements ohdasestments as a proxy for assessing of

funding needs, which will be facilitated by virtoéagood disclosurgegime.

| conclude this assessment of my contributions fowkedge by acknowledging these
four contributions as providing both a theoretiramework and generous details that are of
practical use for informed debate about individumaney market funds, the money market fund
industry structure and its regulation in the US d&hdope. Furthermore, given the reach of
money market funds far beyond these two markets,viished that the findings of this research

may be appreciated by international regulatory @@dind other investment communities.

1958 DANIEL M. GALLAGHER, SEC Reform After Dodd-Frank and the Financialsisri (US
Securities and Exchange Commission 14 Deecemlddr) 20
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Annex A

Positive Relationship of Volatility S&P 500 Index ad
US MMF Assets Under Management
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+Prices for the US money market funds’ assets under mamagt:.www.ici.org.
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Annex B

Positive Correlation of Asset-Backed Commercial Pagr
Outstanding and the US MMF Assets Under Management
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Annex C

Interest Rates for Seasoned Industrial Corporate Bods and
Financial and Nonfinancial Commercial Paper

(per cent per annum)

=—Yield on seasond comorate bonds - all industridsdA
=—90-Day AA nonfinancial commercial paper interesé¢ra
===90-Day AA financial commercial paper interest rate

Source:the Federal Reserveldtp://www. federalreserve.gov/econresdata/defaui.
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Annex D

<« 3-month Treasury bill

Percent: Per Year

1962 1971 1980 1989 1998 2007

Source: Federal Reserve Board 2012
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Annex E

List of the US Government Liquidity Programmes

Program Name Authority Purpose  Peak Utilization
Asset-Backed Federal Liquidity ~ $145.9 Billion
Commercial Paper Reserve

Money Market
Liquidity Facility

Temporary Guarantee u.S. Guarantee $3,355.3 Billion
Program for Money Treasury

Market Mutual Funds

Commercial Paper Federal Liquidity  $349.9 Billion
Funding Facility Reserve

Temporary Liquidity U.S. Treasury/ Guarantee $834.5 Billion
Guarantee Program FDIC

Money Market Federal Liquidity SO

Investor Funding Reserve

Facility

Source:Morgan Stanley Investment Manageméailableat

http://www.morganstanley.com/views/perspectivesgsitment journal vol2 is2.pdf
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