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Money Market Fund Reform 2023

The Securities Exchange Commission (SEC) recently proposed some changes to
Rule 2a-7, the standard that governs money market mutual funds (MMFs). We
consider some of the challenges of the new rule and what it could mean for the
industry, fund providers and investors.
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A Brief History

Moving cash back and forth between banks and non-bank entities, such as investment
managers and brokerages, had become cumbersome, and sparked the invention of
money market mutual funds in 1971. These new funds used amortized cost accounting,
allowing them to report a steady USD 1.00 as net asset value (NAV), and, in theory,
resembled a bank deposit. There were challenges in the early days, similar to what the
cryptocurrency space is experiencing today. It took the SEC more than a decade to
create Rule 2a-7,in 1983, which would specifically govern MMFs, making them separate
and distinct from other (stock and bond) mutual funds. The rule was revised in the early
1990s and again after the Global Financial Crisis (GFC), in 2010 and 2014, to create a
more robust, commingled vehicle.

The 2014 rule change that took effect in 2016 spurred the most significant shift in MMF
strategies and led to over USD 1trillion in assets moving from prime funds to government
funds.
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Figure 1: Investment Company Institute (ICl) Money Market Fund Assets Under Management (AuM)
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But some of the 2014 rule changes created unintended consequences, such as the first-
mover advantage, thus necessitating further changes to the rule in 2023. The 2023 rule
changes continue to focus on investor behavior during market disruptions and how to
protect shareholders.

For instance, the SEC made several observations regarding the COVID-19-induced
investor panic in March 2020. One of them was that institutional investors fled a week
before retail investors. During the first two weeks of market turmoil (11-24 March),
publicly offered institutional prime funds experienced a 30% redemption rate (about
USD 100 billion). Some institutional prime MMFs experienced redemptions greater than
50% of their AuM. Alternatively, privately offered institutional prime funds had
redemptions of just ~6% of their assets. Retail prime funds lost approximately 11% of their
assets (about USD 48 billion), while tax-exempt funds, mostly retail, lost 8% (about USD
12 billion). The SEC’s current reform is mainly aimed at rebalancing risks and eliminating
the first-mover advantage for institutional prime funds.

So What Is New?

Amendments and Clarifications to Reporting Requirements

There were several clarifications to the reporting and calculation of certain MMF
attributes. The calculation of a fund’s weighted average maturity (WAM) and weighted
average life (WAL) will now use market value and not amortized cost accounting. The
implications of this change are de minimis, and will ultimately benefit the shareholders.



There will be amendments to Form N-CR, which would require reporting of liquidity
threshold events and liquidity level declines of more than 50% below regulatory
minimums, along with the clean-up of other reporting (fund identifiers, etc.)
requirements.

There will also be amendments to Form N-MFP. Now MMFs will be required to report
beneficial ownership of greater than 5%, the shareholder composition by SEC type and
the market value of sales during the reporting period, new liquidity fees, and share
cancelation on stable NAV funds (negative rates). There will also be enhanced reporting
on repurchase agreements. All of these changes are seen as reasonable and achievable.

Negative Interest Rates

Thankfully, the SEC had the good sense to allow for stable NAV funds (retail prime, retail
municipal, government, and Treasury funds) to be able to apply a reverse distribution
mechanism (RDM), also known as share cancelation, if a fund’s yield turns negative.
Originally, the SEC proposed that all funds would have to float their NAV and would not
be able to use RDM. This would have posed enormous challenges to accounting systems
that could not process a variable NAV (phew, potential crisis averted).

Daily and Weekly Liquidity Requirements

The SEC has increased the liquidity requirements of prime funds. Reminder: Liquidity is
considered ready cash or securities that can be easily converted to ready cash, like US
Treasury securities. The daily (1-business-day) liquidity requirement will increase to 25%
of AuM, when previously it was 10%. The weekly (5-business-day) liquidity requirement
will increase to 50% of AuM, when previously it was 30%. This increase could be worth 1-
3 bp of yield depending on the interest rate environment. Most funds have already been
running their liquidity levels at or close to these new requirements; therefore, this rule
change is not a game-changer.

Mandatory Liquidity Fee

One of the unintended consequences of the 2014 rule changes was the potential for a
fund’s board to apply a redemption gate or a liquidity fee on a fund if the fund’s weekly
liquidity level dropped below 30%. The SEC notes that form N-MFP data suggests
publicly offered institutional prime funds increased their sales of long-term securities in
March 2020 to 15% of total assets vs. a 4% monthly average between October 2016 and
February 2020. Bid offer spreads by the SEC’s estimation were 25-55 bp wider during
the period in March 2020, thus providing evidence that funds were incurring significant
liquidity costs when selling assets.



The SEC concluded two things. First, the potential for a redemption gate caused more
fear than a liquidity fee (not getting any money was worse than getting less money). And
second, maintaining the liquidity level in a fund caused forced selling in times of stress.
So, the SEC has removed the tie between a fund’s liquidity levels and a fee or a gate, and
focused on the cost of that liquidity.

The SEC had proposed a swing price mechanism. This mechanism is common in Europe
and in other non-SEC-regulated comingled vehicles in the US. The regulator had
proposed that if a fund loses 4% of its AuM, the fund would have to calculate a swing
price. This means the fund would calculate the cost of selling a pro rata amount of each
security in the portfolio and apply that cost to the NAV.

Most, if not all, fund managers said this would not work. Simply, there was not enough
time between the fund closing and determining the amount of the redemptions, and then
implementing a swing price. The SEC listened, modified, and adopted a different rule.
The new rule will require a fund that loses 5% or more of its AuM to apply a determined
fee to the NAV for those who are redeeming. The amount of the fee will be calculated
using a good faith estimate on market liquidity and the cost of liquidating those bonds
in the portfolio.

The SEC has made it clear that there is no discretion in applying the fee. The fee will be
determined anytime there are redemptions of 5% or more of AuM and it will be applied at
the start of the redemptions, not at the end. The current rule would allow the fee to be
applied after the fund had seen redemptions, essentially after everyone had “run.”

If the impact to the NAV from the estimated cost of the redemption is less than 1 bp of
the fund’s NAV, no fee needs to be applied. The impact will be considered de-minimis.
The SEC believes this to be the result the majority of the time. In the event that the
estimated cost of liquidity is larger than 1bp, the size of the fee would be determined by
making a good faith estimate of the liquidity costs the fund would incur if it were to sell
a pro rata share of each position in the fund. This gets complicated. If the fund cannot
estimate the cost of liquidity, the fee would default to 1.0%. Recall “breaking the buck” is
a 0.5% move in NAV. There is no limit on the size of the fee a fund can apply. The
previous rule (2014) limited the fee to 2%. The SEC has removed this limit.

The board is responsible for administrating the fee, but it can delegate that authority to
the fund’s investment advisor. We suspect all boards would delegate. The current rule
does not allow the board to delegate. Thus the current rule creates a delay in applying a
fee. The new rule will trigger the fee; no decision making is necessary by the board or
anyone else. The cost of a vertical slice is intended to compensate the remaining



shareholders for staying in the fund, and not penalize them for staying in the fund as the
current rule allows. The SEC is trying very hard to remove the first-mover advantage.

A good faith estimate can be difficult because not all securities price easily. Because of
this, the SEC has provided guidance for estimating the price of a security. First, grouping
securities in certain categories by region, sector, issuance size, credit worthiness,
distribution (widely held), etc. Second, daily and weekly liquidity should incur zero cost.
Third, a grid could be used to apply different market conditions to the vertical slice:
credit stress, liquidity stress, and interest rate stress. This grid would need to be updated
from time to time.

Importantly, the fee is only applied to redemptions. Thus, intermediaries that net their
flows will need to update their reporting. There will be two prices - one for subscribing
and one for redeeming in case a fee is applied.

Some Questions We Are Asking

Will fund managers close/shut down institutional prime funds? —

It is possible that some fund managers will determine the operational mechanics of the
new fee structure as more than they want to take on at this time.

If the fee is applied, how will | know what the fee is? —

You will not know the fee until the NAV is struck and you receive proceeds from your
redemption. It is unclear if the standard practice will be to disclose the fee or just report
the NAV with the fee included.

Will institutional prime funds need to close earlier? —

Continuing to support multiple intraday pricing points could pose challenges. If, at the 3
p.m. close, it is determined that a fee must be applied, those that had redeemed at 8 a.m.
or 12 p.m. would need to have some amount of their redemption returned and applied as
the fee. This could force funds to only have one pricing point each day.

What impact could this have on the commercial paper or certificate of deposit —
markets?



It is possible that Commercial Paper (CP) and Certificates of Deposit (CD) spreads may
widen vs. US Treasury debt. This did happen in the lead-up to the deadline for the
implementation of the 2014 changes in October 2016. Eventually the markets did
rebalance and spreads gravitated back to their historical averages.

Will this impact other cash vehicles? —

At the time of this writing, we do not see this impacting other cash credit comingled
vehicles, like bank-regulated short-term investment funds.

What is the timing on implementation of these new rules? +

Please reach out to your State Street representative with additional questions or to
schedule a follow-up call on this topic.
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rates raise, bond prices usually fall); issuer default risk; issuer credit risk; liquidity risk; and inflation risk. These

effects are usually pronounced for longer-term securities. Any fixed income security sold or redeemed prior to
maturity may be subject to a substantial gain or loss.

The value of the debt securities may increase or decrease as a result of the following: market fluctuations,
increases in interest rates, inability of issuers to repay principal and interest or illiquidity in the debt securities
markets; the risk of low rates of return due to reinvestment of securities during periods of falling interest rates
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interest rates. To the extent that interest rates rise, certain underlying obligations may be paid off substantially
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reduction in income from debt securities income.
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should not be relied on as such.
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timeliness of the data and have no liability for damages of any kind relating to the use of such data.

These investments may have difficulty in liquidating an investment position without taking a significant
discount from current market value, which can be a significant problem with certain lightly traded securities.

The information provided does not constitute investment advice and it should not be relied on as such. It
should not be considered a solicitation to buy or an offer to sell a security. It does not take into account any
investor’s particular investment objectives, strategies, tax status or investment horizon. You should consult
your tax and financial advisor.

The information contained in this communication is not a research recommendation or ‘investment
research’ and is classified as a ‘Marketing Communication’ in accordance with the Markets in Financial
Instruments Directive (2014/65/EU) or applicable Swiss regulation. This means that this marketing
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EUROPE

The Case for a Relook at Europe

We take stock of Europe’s macro environment and investment landscape in light of
recent developments.

September 6,2023

MONETARY POLICY & MACROECONOMICS

Jumping Through Hoops: BoJ’s Path to Normalization

BodJ has relaxed its yield control policy, allowing more leeway for bond yields. What does
this mean for Japan’s monetary policy and its global investors?

August 23,2023
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CASH
Credit Research Outlook Q2 2023

We expect domestic credit conditions to weaken more materially in countries that have
seen leverage rise (even if modestly) and debt service ratios increase.

July 14,2023

CASH
“Ask April”: T-Bill Tempest
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Portfolio Strategist William Goldthwait met with Cash Portfolio Manager April Borawski
to discuss the coming T-Bill supply and what opportunities that presents.

June 15,2023
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Disclosure related to each of the State Street Institutional Liquid Reserves Fund: You could lose money by
investing in the Fund. Because the share price of the Fund is expected to fluctuate, when you sell your shares

they may be worth more or less than what you originally paid for them. The Fund may impose a fee upon the
sale of your shares or may temporarily suspend your ability to sell shares if the Fund's liquidity falls below
required minimums because of market conditions or other factors. An investment in the Fund is not insured or
guaranteed by the Federal Deposit Insurance Corporation or any other government agency. The Fund's
sponsor has no legal obligation to provide financial support to the Fund, and you should not expect that the
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