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REGULATORY

The |m|oact of New Money Market Fund

Degu|ations on Investment Policies

By Ant%ony J. Car[ang and Cathrym R. Gregg

n July 2014, the U.S. Securities and

Exchange Commission (SEC) issued new

regulations for U.S.-domiciled money
market funds (MMFs). The new regulations
primarily impact institutional prime and
municipal MMFs; government and U.S.
Treasury MMFs (both retail and institu-
tional) are exempt from these structural
reforms. A two-year transition period
allows fund companies and investors time
to adapt, with implementation scheduled
for October 2016.

Most corporate investors are aware that
new MMEF regulations have been approved
and have some understanding of the
impact. However, most are not yet sure
whether their investment activities will be
affected and whether they need to change
something to continue investing in MMFs.

This article presents a four-step process to
deal with the new regulations, according to
the following thought sequence:

« Understand the new regulations

« Examine your current investment policies

« Have a conversation with your chief
financial officer

« Develop an action plan

The rule changes are designed to enhance
the safety and liquidity of MMFs, protect
investors, and reduce systemic risk in the
overall financial markets. In writing the
amendments, the SEC had lengthy consulta-
tions with MMF investors, fund companies,
and market participants. It also consulted
with the U.S. Department of the Treasury
and the Internal Revenue Service (IRS).
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The following amendments are scheduled
to take full effect in October 2016 for insti-
tutional prime and municipal MMFs:

Floating Net Asset Value

Perhaps the best way to understand floating
net asset value (FNAV) is to contrast it with
the current approach.

Historically, prime and municipal MMFs
have been able to maintain a constant net
asset value (CNAV) of $1.00 per share by
using the amortized cost and penny rounding
methods of determining the value of shares.

o With amortized cost, a fund would
purchase a discounted money market
instrument and use a daily accrual to
value that instrument such that it
reached par value at maturity. A fund
would use the accrued value of its port-
folio to calculate its net asset value per
share, so long as the result did not devi-
ate materially from the estimated market
value of the portfolio.

 With penny rounding, a fund would be
priced to the nearest penny (two decimal
places). Minor fluctuations in the port-
folio’s market value would not impact
the CNAV because any value between
$0.995 and $1.005 would round to $1.00.

With either method, this constant dollar-in/
dollar-out feature provided institutional
investors with a convenience not available
with any other money market instrument.

The new amendments limit the use of amor-
tized cost to valuing securities with remain-
ing maturities of 60 days or less and require
that a fund be priced to four decimal places

rather than two ($1.0000). This increases the
likelihood that MMF prices will fluctuate in
a small band around that $1.0000 value.

We expect that certain funds will limit their
investments to securities with remaining
maturities of 60 days or less. To the extent
the amortized cost value is approximately
the same as the market value for such secu-
rities (and the fund is not required to dis-
pose of securities for more or less than the
amortized cost), the fund’s per share price
is not expected to fluctuate. If the market
value and amortized cost value are not
approximately the same, the fund’s NAV
would fluctuate.

Liquidity Fees

Under the 2010 amendments to Rule 2a-7,
funds must maintain weekly liquidity equal
to at least 30 percent of the portfolio value.
Under the new regulations, if the 30-percent
threshold is breached, a fund’s board of
directors is allowed (but not required) to
impose up to a 2-percent liquidity fee on
redemptions if the board determines it is in
the best interest of fund shareholders.

Further, if weekly liquidity drops below

10 percent, the board is required to impose
a 1-percent liquidity fee unless it specifi-
cally determines such a fee is not in the best
interest of fund shareholders.

The board also has the alternative of impos-
ing a higher (up to 2 percent) or lower
redemption fee.

Redemption Gates
Under the 2010 amendments, redemption
suspensions were permitted in connection
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with the liquidation of an MMF if needed
to protect shareholders.

If the 30-percent weekly liquidity threshold
is breached, the new regulations allow (but
don't require) temporary redemption sus-
pensions if the fund’s board determines it
to be in the best interest of fund sharehold-
ers. The gate could be imposed for up to

10 business days within any 90-day period
while the fund resolves its liquidity issues.
Once liquidity rises above 30 percent, the
gates must be removed at the start of the
next business day.

Enhanced Disclosure
The amendments provide several enhanced
disclosures to investors. The most signifi-

cant are daily website reporting of daily and

weekly liquid assets, net investor inflows or
outflows, and the estimated market value
NAV. These added disclosures are designed
to give investors greater transparency and
insight into a fund’s liquidity position.

Stronger Portfolio Management
Requirements

The amendments stipulate several changes
in the way an MMF portfolio can be man-
aged that strengthen diversification
requirements and enhance stress testing.
These proposed changes are designed to
improve fund safety.

Once you understand the new money fund
regulations, the next step is to examine
your investment policies. Most companies
and institutions maintain approved invest-
ment policies at either a board level or with
the chief financial officer (CFO). Some pol-
icy statements are broad and others are
more prescriptive.

To help you evaluate your own policies, we
examined more than 20 investment policy
statements from our corporate clients
representing a cross section of industries,
revenue, and portfolio sizes.

As you evaluate your policies with respect
to the new money fund regulations, pay
particular attention to three sections:
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« Investment objectives

o Permitted investments

« Prohibited investments and other
considerations

Investment Objectives

This section establishes the broad frame-
work for your policy. It is very unlikely that
anything in this section will limit continued
use of money funds, but you should review
it to be sure.

Here is a representative cross section of
investment objective statements from the
policies we examined.

« Company A: The basic objectives of the
company’s short-term investment pro-
gram are, in order of priority:

» Safety and preservation of the
invested funds

» Liquidity of investments sufficient to
meet operating requirements

» Diversification to limit risk

» Maximized net after-tax yield

« Company B: The objectives of the global
short-term investment program, in
order of importance, are:

» Guarantee return of principal

» Maintain liquidity

» Achieve returns commensurate with
risks assumed

+ Company C: Manage the company’s
investment assets based on the following
principles:

» Compliance—ensure compliance
with all applicable securities laws in
each jurisdiction.

» Capital preservation—invest with
counterparties that pose minimal
credit risk and in financial instru-
ments that minimize the risk of
principal loss.

» Liquidity—ensure adequate liquidity
to meet all operational requirements.

» Yield—achieve a fair after-tax return
in consideration of the parameters
defined above.

It seems clear that the new regulations
would not impact Company A.

Company B would have an issue with
“guarantee return of principal.” This

requirement is so restrictive that only
government securities or government
guaranteed bank deposits qualify.
According to this objective, the company
should not have been investing in MMFs
to begin with.

Company C is likely not impacted. If it had
invested in MMFs historically, that would
be evidence there are no prohibiting juris-
dictional securities regulations. If it had not
used MMFs before and wanted to start
now, it would be necessary to verify that no
jurisdictional securities regulations prohibit
their use.

The three policies above (and the others we
examined) would have no liquidity issues
with MMFs because the liquidity language
is very general:

« Company A—Liquidity of investments
sufficient to meet operating requirements

« Company B—Maintain liquidity

o Company C—Ensure adequate liquidity
to meet all operational requirements

However, if the policy said something like
“maintain 100-percent daily liquidity at all
times,” the fees and gates aspect of the new
regulations might be problematic. In reality,
no money market instrument or bank
deposit can absolutely meet that
requirement.

To further meet the liquidity plank, most
investment policy statements have diversifi-
cation requirements and position limits.
Should one investment in the portfolio
become illiquid, other investments in the
pool would be sources of liquidity and thus
meet the objective.

Permitted Investments

This section of the investment policy enu-
merates the investment instruments that
are specifically approved and requires care-
ful review.

Virtually all the statements we looked at
include government securities, bank certifi-
cates of deposit, bank time deposits, and
tier-1 commercial paper as permitted
investments.
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Here are several examples of how MMFs
are included:

o Company D—MMFs with AAA rating
required

« Company E—MMFs with assets of
greater than $1 billion

« Company F—U.S.-domiciled 2a-7
MMFs registered under the Investment
Company Act of 1940

« Company G—MMFs that strive to main-
tain a net asset value of $1.00 per share

For Companies D, E, and the rating, size,
and registration requirements are straight-
forward. It seems that no policy change
would be required.

Company G’s “strive to maintain” language
raises questions. Because most fluctuating
NAV money funds will still strive to main-
tain a $1.00 NAYV, the language seems to
allow room for a fluctuating NAV MME
The key word is “strive” rather than
“require”” In addition, Company G should
change the $1.00 to $1.0000 to reflect the
new four-decimal-place pricing. Yet, it
seems advisable to discuss the interpreta-
tion with the CFO or board.

Company G also may consider funds that
will limit portfolio securities to maturities
of 60 days or less that can continue to value
these securities at amortized cost and, by so
doing, strive to maintain the value of shares
at $1.0000.

Prohibited Investments and

Other Considerations

You should review several additional sections
of your investment policy in light of the new
regulations. Some of these may be problem-
atic and should be addressed. One-off exam-
ples in the policies we examined lead us to
suggest that you look for the following:

« Prohibited investments—Are money
funds specifically prohibited?

o Credit quality—Is there a minimum rat-
ing required for the fund? Is there a
minimum rating required for the fund
sponsor?

« Concentration limits—Is there a limit
that can be invested in a single fund?
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Is there a limit that can be invested
across funds of a single sponsor?

o Maturity limits—Is there a maximum
weighted average maturity requirement?

« Look-through requirements—Does the
policy require you to look through the
money fund to the underlying invest-
ments and place limits at that level?

 Aggregation requirements—Does the
policy require you to look through all
your money funds and place limits on
aggregate counterparty exposure?

Based on the policies we reviewed, we
think few companies will have to formally
change their investment policies to con-
tinue investing in MMFs. However, even if
this is the case for your firm, it is certainly
wise to brief your CFO (or head of the
investment policy committee or other
appropriate person) about continuing to
use MMFs.

We suggest this discussion center around
the following three ideas:

o The value proposition of using MMFs
has not changed.

« Even with changes, MMFs still com-
pare favorably with other permitted
investments.

o New products are likely to be introduced
and may need to be incorporated in the
investment policy.

The MMF Value Proposition

Has Not Changed

MMEFs have a long history of providing
investors with an ideal combination of
safety, liquidity, and yield, plus an additional
benefit of operational convenience relative
to other money market instruments.

Before enactment of the new regulations,
investors and fund companies gave negative
feedback on several early proposals, fearing
they would compromise this value proposi-
tion and reduce investor utility. Investors
were concerned that tracking minuscule
daily gains and losses would be costly and
unwieldy. Many worried that the tax conse-
quences of daily transactions would trigger
IRS wash sale rules. They thought a fluctu-

ating NAV might run afoul of investment
policies or statutory requirements.

Three mitigants in and around the final
regulation go a long way toward addressing
these concerns.

o First, the U.S. Treasury and IRS pro-
posed significant recordkeeping relief,
which eliminates the need to track
daily purchases and redemptions for
tax reporting.

o Second, the IRS provided relief from the
wash sale rule.

o Third, by allowing securities with
remaining maturities of less than 60 days
to continue to be fair valued at amor-
tized cost, NAV fluctuations likely will
be smaller than if estimated market val-
ues were used for the entire portfolio.

Let’s now consider the four aspects of the
investor’s value proposition:

The regulations will make MMFs
safer. Increased diversification will reduce
credit risk. The continued use of amortized
cost for securities maturing in less than
60 days likely will reduce the average matu-
rity of a portfolio, thereby reducing interest-
rate risk in a portfolio.

The regulations will have little
practical effect on investor liquidity.
Although fees and gates sound onerous,
the regulations require only that the fund
board consider whether fees and gates
would be in the best interest of the fund
shareholders, and that they do this only in
the rarest situation of a liquidity threshold
breach. Fund boards always have had the
ability to withhold redemption proceeds for
up to seven days. The liquidity fees are a
way for fund boards to give investors access
to their liquidity during a time of presumed
market stress. Although not identical, these
fees could be likened to penalties for early
withdrawal from a bank time deposit.
Furthermore, the regulations provide addi-
tional disclosure for investors to monitor a
fund’s liquidity well in advance of the trig-
gers. Funds will be required to disclose
daily and weekly liquidity as well as net
cash flows on their websites each day.
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To the extent that funds shorten
their portfolio maturities, there could be
downward pressure on yield. However,
numerous factors go into a fund’s ability to
generate yield, some of which could offset
that pressure.

The four-decimal-place fluc-
tuating net asset value reduces the conve-
nience of MMFs. Funds now will be subject
to small daily market fluctuations, just like
other short-term money market instru-
ments that are not ultimately held to matu-
rity, so the convenience advantage enjoyed
by MMFs is diminished. The U.S. Treasury
and the IRS have proposed rules that aim to
keep MMFs as convenient as possible for
investors. MMFs traditionally have been
more convenient to hold and transact
than other types of investments, such as
Treasury bonds. MMF investors will con-
tinue to enjoy the very significant conve-
nience of a highly diversified portfolio with
professional management and rigorous
credit analysis.

FNAV

Some perspective is in order with regard to
floating net asset value. Before the regula-
tory change, MMFs were the only short-
term securities with the constant net asset
value feature (except for bank demand
deposits, certificates of deposit, and time
deposits, which are not securities per se).
All other short-term securities—commer-
cial paper, Treasury bills, agency paper and
notes, etc.—may fluctuate daily as interest
rates, market conditions, and credit condi-
tions change.

After October 2016, institutional prime and
municipal MMFs lose the CNAV feature
and will price like all other money market
instruments in a portfolio.

FNAV Accounting Issues

As mentioned above, all money market
securities can fluctuate daily. Many compa-
nies elect the amortized cost method to
simplify accounting for these securities. Of
course, if these other types of short-term
instruments are liquidated prior to matu-
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rity, taxable gains and losses due to price
fluctuations would occur.

We once feared the FNAV would create
new operational accounting and tax head-
aches for the commercial investor. The
worst-case scenario would have required
companies to record small daily gains and
losses on each MMF transaction. Those
fears were laid to rest by the U.S. Treasury’s
recommendation for recordkeeping relief
and relief from the wash sale rule.

Fees

Under certain circumstances, the board
of a prime or municipal MMF now may
impose temporary redemption fees of up
to 2 percent if the board determines it is
in the interest of fund shareholders.

This is actually less onerous than what an
investor might encounter in a stressed
liquidation of other money market instru-
ments or bank deposits. In times of stress,
investors typically incur haircuts to liqui-
date quickly. Short-term money market
instruments are usually very liquid, but we
have all seen liquidity evaporate when
investors attempt to convert to cash.

In the case of MMFs, investors now have an
early warning feature not available with
other instruments. The new disclosure
requirements will give investors significant
visibility into a fund’s portfolio and liquid-
ity status.

Consider the case of interest-bearing bank
deposits where depositors face a liquidity
fee to withdraw before maturity. This
breakage fee can be as much as 90 days’
interest. Unlike MMFs, this fee is assessed
with each early withdrawal, not just in
times of substantial market stress. It is a
constant feature of this investment alterna-
tive, whereas the MMF liquidity fee would
be levied only in extreme circumstances.

Gates

Under certain circumstances, the board of
a prime or municipal MMF now may
impose a temporary redemption gate for up
to 10 business days if the board determines
it is in the interest of fund shareholders.

To put this in proper perspective, consider
what happens in the case of a bank failure.
When a small bank fails, the Federal
Deposit Insurance Corporation (FDIC)
can quickly arrange for a larger bank

to take it over, and deposits flow uninter-
rupted. However, things may not be

that simple for depositors in a large bank
failure. In fact, deposit insurance regula-
tions require only that the FDIC begin
resolving a failed bank within 48 hours

of the failure, and no maximum time is

set for final resolution. The gate for deposi-
tors is indefinite.

Thus, the fee and gate components of this
regulation merely codify for MMFs the
market and regulatory realities already
inherent in other approved investment or
deposit instruments.

Rating
There has been some confusion about
credit ratings for MMFs.

The Dodd-Frank Act requires the SEC to
“remove credit ratings” from MMF regula-
tions. Some have erroneously assumed this
meant the funds themselves no longer
would be rated. Upon hearing this, corpo-
rate investors wondered: How can we meet
an investment policy requirement to use
only AAA-rated funds if they will no longer
be rated?

This stems from a misunderstanding of
what was in the Dodd-Frank Act. The
credit ratings in question were the ratings
of individual securities in an MMF portfo-
lio, not the ratings of the funds them-
selves. Rule 2a-7 currently requires credit
ratings as the standard, and the Dodd-
Frank Act requires the SEC to adopt
“alternative standards of creditworthiness”
to regulate portfolio investments, which
explains how the Investment Company
Act of 1940 will “remove credit ratings”
from Rule 2a-7.

Credit ratings firms will still provide ratings
on funds and the fund holdings. Although
investment advisors cannot rely on security
ratings by credit ratings firms, they still
represent a useful tool for investors.
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New Products May Need to Be
Included in the Investment Policy

A logical consequence of the new MMF
regulations is that fund companies, banks,
and other investment firms will devise new
short-term investment products aimed at
the corporate investor.

We expect most new products will have
features similar to money funds but with
some structural differences. Some may be
separately managed accounts (SMAs) with
investment characteristics of money funds.
Others may be commingled cash pools,
again with MMF characteristics. Still others
might register with the SEC as a type of
ultra-short bond fund.

Funds taking advantage of the conditions
of the private offering exemption will be
able to offer their units at $1.00 per share.
In addition, funds that undertake to hold
only portfolio securities with maturities of
less than 60 days may effect purchases and
redemptions at $1.0000 per share, so long
as each security’s amortized cost is approxi-
mately the same as its market value and the
fund is not required to dispose of securities
for more or less than the amortized cost.

The process outlined here can be applied to
evaluating new investment products:

« Examine the investor utility attributes
of safety, liquidity, yield, and convenience.

o Consider the new product’s investment
policies and reporting transparency.

o Understand how the investment will
operate.

« Get comfortable with the structure: SMA,

commingled pool, or non 2a-7 bond fund.

« Confirm that your investment policies
permit such a structure.

« Talk with your CFO about the justifica-
tion for using it.

To include a new product in your invest-
ment policy, it may suffice to incorporate
2a-7-like language into the investment pol-
icy statement.

Talking with your CFO, you will hear the fol-
lowing four possible outcomes to the ques-
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tion of what is required to continue investing
in institutional prime and municipal MMFs:

No Policy Changes Needed;

Continue Investing as Usual

This is straightforward. No change to the
investment policy statement is required.

Based on the investment policies we
reviewed, we believe this may be the case
for most U.S. corporations. Most will not
need to make any alterations to their
written investment policies to continue
to invest in MMFs.

No Policy Changes Needed, But

Let’s Inform Our Board about the
Regulatory Changes

The conversation with the board can follow
the outline of this article.

o Describe the regulatory changes.

« Show that your current investment
policy already covers those issues.

« Restate the value proposition of MMFs.

« Show that MMFs still compare favorably
with bank deposits and other board-
approved investment instruments in
terms of safety, liquidity, and yield.

Let’s Tweak the Policy to Allow
Continued Use of MMFs

The sample investment policies presented
above provide a good starting point.

o If any of the new MMF attributes make
them prohibited investments as specified
in your policy, you need to update or
eliminate that language.

o If your current policy generically refers
to this asset class as “money funds,
“money market funds,” or just “funds,
you might simply add a phrase “subject
to Rule 2a-7 of the Investment Company
Act of 1940 as amended from time to
time.” This will keep your policy current
with subsequent regulatory changes.

« In the interest of not being overly
restrictive, private funds and funds with
maturities of less than 60 days may be
included.

+ You could add a ratings component,
such as “all money market funds rated
AAAm by Fitch, Moody’s or S&P”

« You might also add an asset size require-
ment, such as “money funds with total
assets in excess of $1 billion”

o Finally, you can add maximum portfolio
concentration language to assuage board
concerns, such as:

» “No more than 20 percent of our
portfolio shall be invested in a single
fund”?

» “No more than 50 percent of our
portfolio shall be invested in a single
fund family”

» “Our holdings in a fund shall not
comprise more than 10 percent of
that fund’s total assets.”

Let’s Tweak the Policy to Allow for

New Managers or New Instruments

As discussed above, during the two-year
implementation period and after, it is
expected that several 2a-7-like products
that are in development stages will make it
to market.

To permit separately managed accounts,
here is some possible language:

At the discretion of the treasurer (or
other officer) and with notification to
the board, company may hire outside
manager(s) or invest in commingled
pools managed by an outside manager.
Such manager shall be licensed and
demonstrate a five-year track record in
managing similar accounts and shall
have a minimum of $10 billion in assets
under management in this asset class,
excluding our assets. In no event can
our company’ assets exceed 20 percent
of a manager’s total assets under man-
agement in this asset class.

Since the two-year implementation period
ends October 2016, other new products
may be in the form of unregistered,
commingled cash pools or registered ultra-
short bond funds. It is not yet possible

to know the precise features of these
products, but the following hypothetical
language added to the permissible instru-
ments section might be broad enough to
permit them:
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Bond funds or commingled pools shall be
managed in a manner consistent with the
instrument and diversification character-
istics of Rule 2a-7.

A tighter construction would add the
“maturity” and “liquidity” characteristics of
Rule 2a-7 as well. You could add a ratings
requirement for the overall portfolio or for
each instrument. Finally, you could add
asset tests similar to those in the separately
managed accounts language above.

Now you have a rational, well-thought-out
plan to present to your CFO or investment
policy committee.

Regulatory changes to institutional prime
and municipal MMFs are far less onerous
than we once feared they would be.

The value proposition of money funds
remains intact, and the U.S. Treasury
action will mitigate most, if not all, tax
and recordkeeping concerns for the cor-
porate investor.
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MMEF changes have been regularly covered
in the financial press, frequently with bits
of misinformation or hyperbole. CFOs
and investment committees are bound to
wonder how the corporate treasurer views
this issue and whether the treasurer will
continue investing in MMFs. It makes
sense to have a discussion about the MMF
value proposition constancy, the parallels
between post-change MMFs and other
permitted investments, and the continued
valuable role you see for MMFs in your
firm’s short-term investment strategy.

Historically, MMFs enjoyed an advantage
over other money market instruments from
net asset value, tax, and recordkeeping per-
spectives. Some of those advantages are
now diminished because of the fluctuating
net asset value, but MMFs are still on par
with most other permissible short-term
investments and deposits with respect to
safety, liquidity, yield, and convenience.
Moreover, MMFs still enjoy an advantage
over other instruments in terms of liquidity
and transparency.

The notion that fees and gates are problem-
atic is a red herring. As we show in this

article, these provisions provide a fund
board with additional investor protection
tools. Further, the fees and gates provisions
merely codify for money funds the actual
liquidity limitations that exist for all money
market instruments and bank deposits in
times of market stress.

After examining a large representative
sample of our clients” investment policies,
we conclude that most companies will not
require formal policy changes to continue
investing in institutional prime or munici-
pal MMFs.

We recommend that you follow the four
steps discussed in this article. Most impor-
tantly, brief your CFO whether or not you
believe a policy change is required.
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