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SECURITIES AND EXCHANGE
COMMISSION

17 CFR Parts 230, 239, 270, 274 and
279

[Release No. 33-9616, IA-3879; IC-31166;
FR-84; File No. S7-03-13]

RIN 3235-AK61

Money Market Fund Reform;
Amendments to Form PF

AGENCY: Securities and Exchange
Commission.

ACTION: Final rule.

SUMMARY: The Securities and Exchange
Commission (‘“Commission’ or “SEC”)
is adopting amendments to the rules
that govern money market mutual funds
(or “money market funds”’) under the
Investment Company Act of 1940
(“Investment Company Act” or “Act”).
The amendments are designed to
address money market funds’
susceptibility to heavy redemptions in
times of stress, improve their ability to
manage and mitigate potential contagion
from such redemptions, and increase
the transparency of their risks, while
preserving, as much as possible, their
benefits. The SEC is removing the
valuation exemption that permitted
institutional non-government money
market funds (whose investors
historically have made the heaviest
redemptions in times of stress) to
maintain a stable net asset value per
share (“NAV”), and is requiring those
funds to sell and redeem shares based
on the current market-based value of the
securities in their underlying portfolios
rounded to the fourth decimal place
(e.g., $1.0000), i.e., transact at a
“floating” NAV. The SEC also is
adopting amendments that will give the
boards of directors of money market
funds new tools to stem heavy
redemptions by giving them discretion
to impose a liquidity fee if a fund’s
weekly liquidity level falls below the
required regulatory threshold, and
giving them discretion to suspend
redemptions temporarily, i.e., to “‘gate”
funds, under the same circumstances.
These amendments will require all non-
government money market funds to
impose a liquidity fee if the fund’s
weekly liquidity level falls below a
designated threshold, unless the fund’s
board determines that imposing such a
fee is not in the best interests of the
fund. In addition, the SEC is adopting
amendments designed to make money
market funds more resilient by
increasing the diversification of their
portfolios, enhancing their stress testing,
and improving transparency by

requiring money market funds to report
additional information to the SEC and to
investors. Finally, the amendments
require investment advisers to certain
large unregistered liquidity funds,
which can have many of the same
economic features as money market
funds, to provide additional information
about those funds to the SEC.
DATES: Effective Date: October 14, 2014.
Compliance Dates: The applicable
compliance dates are discussed in
section IILN. of the Release titled
“Compliance Dates.”
FOR FURTHER INFORMATION CONTACT:
Adam Bolter, Senior Counsel; Amanda
Hollander Wagner, Senior Counsel;
Andrea Ottomanelli Magovern, Senior
Counsel; Erin C. Loomis, Senior
Counsel; Kay-Mario Vobis, Senior
Counsel; Thoreau A. Bartmann, Branch
Chief; Sara Cortes, Senior Special
Counsel; or Sarah G. ten Siethoff,
Assistant Director, Investment Company
Rulemaking Office, at (202) 551-6792,
Division of Investment Management,
Securities and Exchange Commission,
100 F Street NE., Washington, DC
20549-8549.

SUPPLEMENTARY INFORMATION: The
Commission is adopting amendments to
rules 419 [17 CFR 230.419] and 482 [17
CFR 230.482] under the Securities Act
of 1933 [15 U.S.C. 77a—z—3] (“Securities
Act”), rules 2a—7 [17 CFR 270.2a-7],
12d3-1 [17 CFR 270.12d3-1], 18f-3 [17
CFR 270.181-3], 22e-3 [17 CFR 270.22e—
3], 30b1-7 [17 CFR 270.30b1-7], 31a—1
[17 CFR 270.31a—1], and new rule 30b1—
8 [17 CFR 270.30b1-8] under the
Investment Company Act of 1940 [15
U.S.C. 80a], Form N—-1A under the
Investment Company Act and the
Securities Act, Form N-MFP under the
Investment Company Act, and section 3
of Form PF under the Investment
Advisers Act [15 U.S.C. 80b], and new
Form N-CR under the Investment
Company Act.?
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I. Introduction

Money market funds are a type of
mutual fund registered under the
Investment Company Act and regulated
pursuant to rule 2a—7 under the Act.2
Money market funds generally pay
dividends that reflect prevailing short-
term interest rates, are redeemable on
demand, and, unlike other investment
companies, seek to maintain a stable
NAV, typically $1.00.3 This
combination of principal stability,
liquidity, and payment of short-term
yields has made money market funds
popular cash management vehicles for
both retail and institutional investors.
As of February 28, 2014, there were
approximately 559 money market funds
registered with the Commission, and
these funds collectively held over $3.0
trillion of assets.*

Absent an exemption, as required by
the Investment Company Act, all
registered mutual funds must price and
transact in their shares at the current
NAV, calculated by valuing portfolio
instruments at market value or, if
market quotations are not readily
available, at fair value as determined in

2Money market funds are also sometimes called
“money market mutual funds” or “money funds.”

3 See generally Valuation of Debt Instruments and
Computation of Current Price Per Share by Certain
Open-End Investment Companies (Money Market
Funds), Investment Company Act Release No.
13380 (July 11, 1983) [48 FR 32555 (July 18, 1983)]
(““1983 Adopting Release”). Most money market
funds seek to maintain a stable NAV of $1.00, but
a few seek to maintain a stable NAV of a different
amount, e.g., $10.00. For convenience, throughout
this Release, the discussion will simply refer to the
stable NAV of $1.00 per share.

4Based on Form N-MFP data. SEC regulations
require that money market funds report certain
portfolio information on a monthly basis to the SEC
on Form N-MFP. See rule 30b1-7.

good faith by the fund’s board of
directors (i.e., use a floating NAV).5 In
1983, the Commission codified an
exemption to this requirement allowing
money market funds to value their
portfolio securities using the “‘amortized
cost” method of valuation and to use the
“penny-rounding” method of pricing.®
Under the amortized cost method, a
money market fund’s portfolio securities
generally are valued at cost plus any
amortization of premium or
accumulation of discount, rather than at
their value based on current market
factors.” The penny rounding method of
pricing permits a money market fund
when pricing its shares to round the
fund’s NAV to the nearest one percent
(i.e., the nearest penny).? Together,
these valuation and pricing techniques
create a “‘rounding convention” that
permits a money market fund to sell and
redeem shares at a stable share price
without regard to small variations in the
value of the securities in its portfolio.?
Other types of mutual funds not
regulated by rule 2a—7 generally must
calculate their daily NAVs using
market-based factors and cannot use
penny rounding.

When the Commission initially
established the regulatory framework
allowing money market funds to

5 See section 2(a)(41)(B) of the Act and rules 2a—
4 and 22c—1. The Commission, however, has stated
that it would not object if a mutual fund board of
directors determines, in good faith, that the value
of debt securities with remaining maturities of 60
days or less is their amortized cost, unless the
particular circumstances warrant otherwise. See
Accounting Series Release No. 219, Valuation of
Debt Instruments by Money Market Funds and
Certain Other Open-End Investment Companies,
Financial Reporting Codification (CCH) section
404.05.a and .b (May 31, 1977) (“ASR 219”). We
further discuss the use of amortized cost valuation
by mutual funds in section III.B.5 below.

6 See 1983 Adopting Release, supra note 3.
Section 6(c) of the Investment Company Act
provides the Commission with broad authority to
exempt persons, securities or transactions from any
provision of the Investment Company Act, or the
regulations thereunder, if, and to the extent that
such exemption is in the public interest and
consistent with the protection of investors and the
purposes fairly intended by the policy and
provisions of the Investment Company Act. See
Commission Policy and Guidelines for Filing of
Applications for Exemption, SEC Release No. IC-
14492 (Apr. 30, 1985).

7 See current rule 2a—7(a)(2). See also supra note
5. Throughout this Release when we refer to a rule
as it exists prior to any amendments we are making
today it is described as a “current rule” while
references to a rule as amended (or one that is not
being amended today) are to “rule.”

8 See current rule 2a—7(a)(20).

9 Today, money market funds use a combination
of the two methods so that, under normal
circumstances, they can use the penny rounding
method to maintain a price of $1.00 per share
without pricing to the third decimal place like other
mutual funds, and use the amortized cost method
so that they need not strike a daily market-based
NAV to facilitate intra-day transactions. See infra
section IILA.1.a.
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maintain a stable share price through
use of the amortized cost method of
valuation and/or the penny rounding
method of pricing (so long as they
abided by certain risk-limiting
conditions), it did so understanding the
benefits that stable value money market
funds provided as a cash management
vehicle, particularly for smaller
investors, and focused on minimizing
dilution of assets and returns for
shareholders.10 At that time, the
Commission was persuaded that
deviations of a magnitude that would
cause material dilution generally would
not occur given the risk-limiting
conditions of the exemptive rule.1* As
discussed throughout this Release, our
historical experience with these funds,
and the events of the 2007-2009
financial crisis,?2 has led us to re-
evaluate the exemptive relief provided
under rule 2a-7, including the
exemption from the statutory floating
NAYV for some money market funds.
Under rule 2a—7, money market funds
seek to maintain a stable share price by
limiting their investments to short-term,
high-quality debt securities that
fluctuate very little in value under
normal market conditions. In exchange
for the ability to rely on the exemptions
provided by rule 2a—7, money market
funds are subject to conditions designed
to limit deviations between the fund’s
$1.00 stable share price and the market-
based NAYV of the fund’s portfolio.13
Rule 2a-7 requires that money market

10 See Proceedings before the Securities and
Exchange Commission in the Matter of InterCapital
Liquid Asset Fund, Inc. et al., 3-5431, Dec. 28,
1978, at 1533 (Statement of Martin Lybecker,
Division of Investment Management at the
Securities and Exchange Commission) (stating that
Commission staff had learned over the course of the
hearings the strong preference of money market
fund investors to have a stable share price and that
with the right risk-limiting conditions, the
Commission could limit the likelihood of a
deviation from that stable value, addressing
Commission concerns about dilution); 1983
Adopting Release, supra note 3, at nn.42-43 and
accompanying text (“[T]he provisions of the rule
impose obligations on the board of directors to
assess the fairness of the valuation or pricing
method and take appropriate steps to ensure that
shareholders always receive their proportionate
interest in the money market fund.”).

11 See id., at nn.41-42 and accompanying text
(noting that witnesses from the original money
market fund exemptive order hearings testified that
the risk-limiting conditions, short of extraordinarily
adverse conditions in the market, should ensure
that a properly managed money market fund should
be able to maintain a stable price per share and that
rule 2a-7 is based on that representation).

12 Throughout this Release, unless indicated
otherwise, when we use the term ““financial crisis”
we are referring to the financial crisis that took
place between 2007 and 2009.

13 Throughout this Release, we generally use the
term “‘stable share price” to refer to the stable share
price that money market funds seek to maintain and
compute for purposes of distribution, redemption,
and repurchases of fund shares.

funds maintain a significant amount of
liquid assets and invest in securities
that meet the rule’s credit quality,
maturity, and diversification
requirements.1* For example, a money
market fund’s portfolio securities must
meet certain credit quality standards,
such as posing minimal credit risks.15
The rule also places restrictions on the
remaining maturity of securities in the
fund’s portfolio to limit the interest rate
and credit spread risk to which a money
market fund may be exposed. A money
market fund generally may not acquire
any security with a remaining maturity
greater than 397 days, the dollar-
weighted average maturity of the
securities owned by the fund may not
exceed 60 days, and the fund’s dollar-
weighted average life to maturity may
not exceed 120 days.1® Money market
funds also must maintain sufficient
liquidity to meet reasonably foreseeable
redemptions, generally must invest at
least 10% of their portfolios in assets
that can provide daily liquidity, and
invest at least 30% of their portfolios in
assets that can provide weekly liquidity,
as defined under the rule.1” Finally, rule
2a—7 also requires money market funds
to diversify their portfolios by generally
limiting the funds to investing no more
than 5% of their portfolios in any one
issuer and no more than 10% of their
portfolios in securities issued by, or
subject to guarantees or demand features
(i.e., puts) from, any one institution.18

Rule 2a-7 also includes certain
procedural standards overseen by the
fund’s board of directors. These include
the requirement that the fund
periodically calculate the market-based
value of the portfolio (“shadow
price’’) 19 and compare it to the fund’s
stable share price; if the deviation
between these two values exceeds V2 of
1 percent (50 basis points), the fund’s
board of directors must consider what
action, if any, should be taken by the
board, including whether to re-price the
fund’s securities above or below the
fund’s $1.00 share price (an event

14 See current rule 2a-7(c)(2), (3), (4), and (5).

15 See current rule 2a—7(a)(12), (c)(3)().

16 Current rule 2a-7(c)(2).

17 See current rule 2a—7(c)(5). As we discussed
when we amended rule 2a-7 in 2010, the 10% daily
liquid asset requirement does not apply to tax-
exempt funds. See Money Market Fund Reform,
Investment Company Act Release No. 29132 (Feb.
23, 2010) [75 FR 10060 (Mar. 4, 2010)] (“2010
Adopting Release”). See infra section IILE.3.

18 See current rule 2a—7(c)(4). Because of limited
availability of the securities in which they invest,
tax-exempt funds have different diversification
requirements under rule 2a—7 than other money
market funds.

19 See current rule 2a—7(c)(8)(ii)(A).

colloquially known as “‘breaking the
buck”).20

Different types of money market funds
have been introduced to meet the
different needs of money market fund
investors. Historically, most investors
have invested in “prime money market
funds,” which generally hold a variety
of taxable short-term obligations issued
by corporations and banks, as well as
repurchase agreements and asset-backed
commercial paper.2! “Government
money market funds” principally hold
obligations of the U.S. government,
including obligations of the U.S.
Treasury and federal agencies and
instrumentalities, as well as repurchase
agreements collateralized by
government securities. Some
government money market funds limit
their holdings to only U.S. Treasury
obligations or repurchase agreements
collateralized by U.S. Treasury
securities and are called ‘““Treasury
money market funds.” Compared to
prime funds, government and Treasury
money market funds generally offer
greater safety of principal but
historically have paid lower yields.
“Tax-exempt money market funds”
primarily hold obligations of state and
local governments and their
instrumentalities, and pay interest that
is generally exempt from federal income
tax.22

We first begin by reviewing the role
of money market funds and the benefits
they provide investors. We then review
the economics of money market funds.
This includes a discussion of several
features of money market funds that,
when combined, can create incentives
for fund shareholders to redeem shares
during periods of stress, as well as the
potential impact that such redemptions
can have on the fund and the markets
that provide short-term financing.23 We

20 See current rule 2a—7(c)(8)(ii)(A) and (B).
Regardless of the extent of the deviation, rule 2a—

7 imposes on the board of a money market fund a
duty to take appropriate action whenever the board
believes the extent of any deviation may result in
material dilution or other unfair results to investors
or current shareholders. Current rule 2a—
7(c)(8)(ii)(C). In addition, the money market fund
can use the amortized cost or penny-rounding
methods only as long as the board of directors
believes that they fairly reflect the market-based
NAV. See rule 2a-7(c)(1).

21 See Investment Company Institute, 2014
Investment Company Fact Book, at 196, Table 37
(2014), available at http://www.ici.org/pdf/2014_
factbook.pdf.

22Unless the context indicates otherwise,
references to “prime funds” throughout this Release
include funds that are often referred to as “tax-
exempt” or “municipal” funds. We discuss the
particular features of such tax-exempt funds and
why they are included in our reforms in detail in
section IIL.C.3.

23 Throughout this Release, we generally refer to
“short-term financing markets” to describe the
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then discuss money market funds’
experience during the financial crisis
against this backdrop. We next analyze
our 2010 reforms and their impact on
the heightened redemption activity
during the 2011 Eurozone sovereign
debt crisis and 2011 and 2013 U.S. debt
ceiling impasses.

We used the analyses available to us,
including the critically important
analyses contained in the report
responding to certain questions posed
by Commissioners Aguilar, Paredes, and
Gallagher (“DERA Study’’),2¢ in
designing the reform proposals that we
issued in 2013 for additional regulation
of money market funds.25 The 2013
proposal sought to address certain
features in money market funds that can
make them susceptible to heavy
redemptions, by providing money
market funds with better tools to
manage and mitigate potential contagion
from high levels of redemptions,
increasing the transparency of their
risks, and improving risk sharing among
investors, and also to preserve the
ability of money market funds to
function as an effective and efficient
cash management tool for investors.26

We received over 1,400 comments 27
on the proposal from a variety of
interested parties including money
market funds, investors, banks,
investment advisers, government
representatives, academics, and
others.28 As discussed in greater detail
in each section of this Release below,
these commenters expressed a diversity
of views. Many commenters expressed
concern about the consequences of

markets for short-term financing of corporations,
banks, and governments.

24 See Response to Questions Posed by
Commissioners Aguilar, Paredes, and Gallagher, a
report by staff of the Division of Risk, Strategy, and
Financial Innovation (Nov. 30, 2012), available at
http://www.sec.gov/news/studies/2012/money-
market-funds-memo-2012.pdf. The Division of Risk,
Strategy, and Financial Innovation (“RSFI”) is now
known as the Division of Economic and Risk
Analysis (“DERA”), and accordingly we are no
longer referring to this study as the “RSFI Study”
as we did in the Proposing Release, but instead as
the “DERA Study.”

25 See Money Market Fund Reform; Amendments
to Form PF, Release Nos. 33-9408; IA—3616; IC—
30551 (June 5, 2013) [78 FR 36834, (June 19, 2013)]
(“Proposing Release”).

26 The 2013 proposal also included amendments
that would apply under each alternative, with
additional changes to money market fund
disclosure, diversification limits, and stress testing,
among other reforms. See Proposing Release, supra
note 25. We discuss these amendments below.

27 Of these, more than 230 were individualized
letters, and the rest were one of several types of
form letters.

28 Unless otherwise stated, all references to
comment letters in this Release are to letters
submitted on the Proposing Release in File No. S7—
03-13 and are available at http://www.sec.gov/
comments/s7-03-13/s70313.shtml.

requiring a floating NAV for certain
money market funds, suggesting, among
other reasons, that it was a significant
reform that would remove one of the
most desirable features of these funds,
and would impose numerous costs and
operational burdens. However, others
expressed support, noting that it was a
targeted solution aimed at curbing the
risks associated with the money market
funds most susceptible to destabilizing
runs. Most commenters supported
requiring the imposition of liquidity
fees and redemption gates in certain
circumstances, suggesting that they
would prevent runs at a minimal cost.
However, commenters also noted that
fees and gates alone would not resolve
certain of the features of money market
funds that can incentivize heavy
redemptions. Many commenters
opposed combining the two alternatives
into a single package, arguing that
requiring money market funds to
implement both reforms could decrease
the utility of money market funds to
investors. Commenters generally
supported many of the other reforms we
proposed, such as enhanced disclosure,
new portfolio reporting requirements for
large unregistered liquidity funds, and
amendments to fund diversification
requirements.

Today, after consideration of the
comments received, we are removing
the valuation exemption that permits
institutional non-government money
market funds (whose investors have
historically made the heaviest
redemptions in times of market stress)
to maintain a stable NAV, and are
requiring those funds to sell and redeem
their shares based on the current
market-based value of the securities in
their underlying portfolios rounded to
the fourth decimal place (e.g., $1.0000),
i.e., transact at a “floating” NAV. We
also are adopting amendments that will
give the boards of directors of money
market funds new tools to stem heavy
redemptions by giving them discretion
to impose a liquidity fee of no more
than 2% if a fund’s weekly liquidity
level falls below the required regulatory
amount, and are giving them discretion
to suspend redemptions temporarily,
i.e., to “‘gate” funds, under the same
circumstances. These amendments will
require all non-government money
market funds to impose a liquidity fee
of 1% if the fund’s weekly liquidity
level falls below 10% of total assets,
unless the fund’s board determines that
imposing such a fee is not in the best
interests of the fund (or that a higher fee
up to 2% or a lower fee is in the best
interests of the fund). In addition, we
are adopting amendments designed to

make money market funds more
resilient by increasing the
diversification of their portfolios,
enhancing their stress testing, and
increasing transparency by requiring
them to report additional information to
us and to investors. Finally, the
amendments require investment
advisers to certain large unregistered
liquidity funds, which can have similar
economic features as money market
funds, to provide additional information
about those funds to us.29

II. Background

A. Role of Money Market Funds

As we discussed in the Proposing
Release, the combination of principal
stability, liquidity, and short-term yields
offered by money market funds, which
is unlike that offered by other types of
mutual funds, has made money market
funds popular cash management
vehicles for both retail and institutional
investors.30 Money market funds’ ability
to maintain a stable share price
contributes to their popularity. The
funds’ stable share price facilitates their
role as a cash management vehicle,
provides tax and administrative
convenience to both money market
funds and their shareholders, and
enhances money market funds’
attractiveness as an investment
option.3? Due to their popularity with
investors, money market fund assets
have grown over time, providing them
with substantial amounts of cash to
invest. As a result, money market funds
have become an important source of
financing in certain segments of the
short-term financing markets. As a
result, rule 2a—7, in addition to

29 We note that we have consulted and
coordinated with the Consumer Financial
Protection Bureau regarding this final rulemaking in
accordance with section 1027(i)(2) of the Dodd-
Frank Wall Street Reform and Consumer Protection
Act.

30 See Proposing Release supra note 25, at section
II.A. Retail investors use money market funds for
a variety of reasons, including, for example, to hold
cash for short or long periods of time or to take a
temporary “defensive position” in anticipation of
declining equity markets. Institutional investors
commonly use money market funds for cash
management in part because, as discussed later in
this Release, money market funds provide efficient
diversified cash management due both to the scale
of their operations and money market fund
managers’ expertise. See infra notes 63—64 and
accompanying text.

31 See, e.g., Comment Letter of UBS Global Asset
Management (Sept. 16, 2013) (“UBS Comment
Letter”) (“Historically, money funds have offered
both retail and institutional investors a means of
achieving a market rate of return on short-term
investment without having to sacrifice stability of
principal. The stable NAV per share also allows
investors the convenience of not having to track
immaterial gains and losses, and helps facilitate
investment processes, such as sweep account
arrangements . . .”).


http://www.sec.gov/news/studies/2012/money-market-funds-memo-2012.pdf
http://www.sec.gov/news/studies/2012/money-market-funds-memo-2012.pdf
http://www.sec.gov/comments/s7-03-13/s70313.shtml
http://www.sec.gov/comments/s7-03-13/s70313.shtml
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facilitating money market funds’
maintenance of stable share prices, also
benefits investors by making available
an investment option that provides an
efficient and diversified means for
investors to participate in the short-term
financing markets through a portfolio of
short-term, high-quality debt
securities.32

In order for money market funds to
use techniques to value and price their
shares generally not permitted to other
mutual funds, rule 2a—7 imposes
additional protective conditions on
money market funds.33 As discussed in
the Proposing Release, these additional
conditions are designed to make money
market funds’ use of the valuation and
pricing techniques permitted by rule
2a—7 consistent with the protection of
investors, and more generally, to make
available an investment option for
investors that seek an efficient way to
obtain short-term yields.

We understand, and considered when
developing the final amendments we are
adopting today, that money market
funds are a popular investment product
and that they provide many benefits to
investors and to the short-term
financing markets. Indeed, it is for these
reasons that we designed these
amendments to make the funds more
resilient, as discussed throughout this
Release, while preserving, to the extent
possible, the benefits of money market
funds. But as discussed in section III.K.1
below, we recognize that these reforms
may make certain money market funds
less attractive to some investors.

B. Certain Economic Features of Money
Market Funds

As discussed in detail in the
Proposing Release, the combination of
several features of money market funds
can create an incentive for their
shareholders to redeem shares heavily
in periods of market stress. We discuss
these factors below, as well as the harm
that can result from such heavy
redemptions in money market funds.

32 See, e.g., Comment Letter of the Investment
Company Institute (Sept. 17, 2013) (“ICI Comment
Letter”) (“Today over 61 million retail investors, as
well as corporations, municipalities, and
institutional investors rely on the $2.6 trillion
money market fund industry as a low cost, efficient
cash management tool that provides a high degree
of liquidity, stability of principal value, and a
market based yield.”).

33 See, e.g., ICI Comment Letter (“Money market
funds owe their success, in large part to the
stringent regulatory requirements to which they are
subject under federal securities laws, including
most notably Rule 2a—7 under the Investment
Company Act.”).

1. Money Market Fund Investors’ Desire
To Avoid Loss

Investors in money market funds have
varying investment goals and tolerances
for risk. Many investors use money
market funds for principal preservation
and as a cash management tool, and,
consequently, these funds can attract
investors who are less tolerant of
incurring even small losses, even at the
cost of forgoing higher expected
returns.34 Such investors may be loss
averse for many reasons, including
general risk tolerance, legal or
investment restrictions, or short-term
cash needs. These overarching
considerations may create incentives for
money market fund investors to redeem
and would be expected to persist, even
if the other incentives discussed below,
such as those created by money market
fund valuation and pricing, are
addressed.

The desire to avoid loss may cause
investors to redeem from money market
funds in times of stress in a “flight to
quality.” For example, as discussed in
the DERA Study, one explanation for
the heavy redemptions from prime
money market funds and purchases in
government money market fund shares
during the financial crisis may be a
flight to quality, given that most of the
assets held by government money
market funds have a lower default risk
than the assets of prime money market
funds.3?

2. Liquidity Risks

When investors begin to redeem a
substantial amount of shares, a fund can
experience a loss of liquidity. Money
market funds, which offer investors the
ability to redeem shares upon demand,
often will first use internal liquidity to
satisfy substantial redemptions. A

34 See, e.g., PWG Comment Letter of Investment
Company Institute (Apr. 19, 2012) (available in File
No. 4-619) (“ICI Apr. 2012 PWG Comment Letter”)
(enclosing a survey commissioned by the
Investment Company Institute and conducted by
Treasury Strategies, Inc. finding, among other
things, that 94% of respondents rated safety of
principal as an “extremely important” factor in
their money market fund investment decisions and
64% ranked safety of principal as the “primary
driver” of their money market fund investment).

350ne study documented that investors
redirected assets from prime money market funds
into government money market funds during
September 2008. See Russ Wermers, et al., Runs on
Money Market Funds (Jan. 2, 2013), available at
http://www.rhsmith.umd.edu/files/Documents/
Centers/CFP/WermersMoneyFundRuns.pdf
(“Wermers Study’’). Another study found that
redemption activity in money market funds during
the financial crisis was higher for riskier money
market funds. See Patrick E. McCabe, The Cross
Section of Money Market Fund Risks and Financial
Crises, Federal Reserve Board Finance and
Economic Discussion Series Paper No. 2010-51
(2010) (“Cross Section”).

money market fund has three sources of
internal liquidity to meet redemption
requests: cash on hand, cash from
investors purchasing shares, and cash
from maturing securities. If these
internal sources of liquidity are
insufficient to satisfy redemption
requests on any particular day, money
market funds may be forced to sell
portfolio securities to raise additional
cash.36 And because the secondary
market for many portfolio securities is
not deeply liquid, funds may have to
sell securities at a discount from their
amortized cost value, or even at fire-sale
prices,3” thereby incurring additional
losses that may have been avoided if the
funds had sufficient internal liquidity.38
This alone can cause a fund’s portfolio
to lose value. In addition, redemptions
that deplete a fund’s most liquid assets
can have incremental adverse effects
because the fund is left with fewer
liquid assets, necessitating the sale of
less liquid assets, potentially at a
discount, to meet further redemption
requests.3® Knowing that such liquidity
costs may occur, money market fund

36 See, e.g., Comment Letter of Goldman Sachs
Asset Management L.P. (Sept. 17, 2013) (“Goldman
Sachs Comment Letter”) (“A money fund faced
with heavy redemptions could suffer a loss of
liquidity that would force the untimely sale of
portfolio securities at losses.”). We note that,
although the Investment Company Act permits a
money market fund to borrow money from a bank,
see section 18(f) of the Investment Company Act,
such loans, assuming the proceeds of which are
paid out to meet redemptions, create liabilities that
must be reflected in the fund’s shadow price, and
thus will contribute to the stresses that may force
the fund to “‘break the buck.”

37 Money market funds normally meet
redemptions by disposing of their more liquid
assets, rather than selling a pro rata slice of all their
holdings. See, e.g., Jonathan Witmer, Does the Buck
Stop Here? A Comparison of Withdrawals from
Money Market Mutual Funds with Floating and
Constant Share Prices, Bank of Canada Working
Paper 2012-25 (Aug. 2012) (“Witmer”), available at
http://www.bankofcanada.ca/wp-content/uploads/
2012/08/wp2012-25.pdf. “Fire sales” refer to
situations when securities deviate from their
information-efficient values typically as a result of
sale price pressure. For an overview of the
theoretical and empirical research on asset “fire
sales,” see Andrei Shleifer & Robert Vishny, Fire
Sales in Finance and Macroeconomics, 25 Journal
of Economic Perspectives, Winter 2011, at 29-48
(“Fire Sales™).

38 The DERA Study examined whether money
market funds are more resilient to redemptions
following the 2010 reforms and notes that, “As
expected, the results show that funds with a 30
percent [weekly liquid asset requirement] are more
resilient to both portfolio losses and investor
redemptions” than those funds without a 30
percent weekly liquid asset requirement. DERA
Study, supra note 24, at 37.

39 See, e.g., Comment Letter of MSCI Inc. (Sept.
17, 2013) (“MSCI Comment Letter”’) (“The need to
provide liquidity provides another set of incentives,
as early redeemers may exhaust the fund’s internal
sources of liquidity (cash on hand, cash from
maturing securities, etc.), leaving possibly
distressed security sales as the only source of
liquidity for late redeemers.”).


http://www.rhsmith.umd.edu/files/Documents/Centers/CFP/WermersMoneyFundRuns.pdf
http://www.rhsmith.umd.edu/files/Documents/Centers/CFP/WermersMoneyFundRuns.pdf
http://www.bankofcanada.ca/wp-content/uploads/2012/08/wp2012-25.pdf
http://www.bankofcanada.ca/wp-content/uploads/2012/08/wp2012-25.pdf
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investors may have an incentive to
redeem quickly in times of stress to
avoid realizing these potential liquidity
costs, leaving remaining shareholders to
bear these costs.

3. Valuation and Pricing Methods

Money market funds are unique
among mutual funds in that rule 2a-7
permits them to use the amortized cost
method of valuation and the penny-
rounding method of pricing for their
entire portfolios. As discussed above,
these valuation and pricing techniques
allow a money market fund to sell and
redeem shares at a stable share price
without regard to small variations in the
value of the securities in its portfolio,
and thus to maintain a stable $1.00
share price under most market
conditions.

Although the stable $1.00 share price
calculated using these methods provides
a close approximation to market value
under normal market conditions,
differences may exist when market
conditions shift due to changes in
interest rates, credit risk, and
liquidity.#° The market value of a
money market fund’s portfolio securities
also may experience relatively large
changes if a portfolio asset defaults or
its credit profile deteriorates.4! Today,
unless the fund “breaks the buck,”
market value differences are reflected
only in a fund’s shadow price, and not
the share price at which the fund
satisfies purchase and redemption
transactions.

Deviations that arise from changes in
interest rates and credit risk are
temporary as long as securities are held
to maturity, because amortized cost
values and market-based values
converge at maturity. But if a portfolio
asset defaults or an asset sale results in
a realized capital gain or loss, deviations
between the stable $1.00 share price and
the shadow price become permanent.
For example, if a portfolio experiences
a 25 basis point loss because an issuer
defaults, the fund’s shadow price falls
from $1.0000 to $0.9975. Even though
the fund has not broken the buck, this
reduction is permanent and can only be
reversed internally in the event that the

40 We note that the vast majority of money market
fund portfolio securities are not valued based on
market prices obtained through secondary market
trading because most portfolio securities such as
commercial paper, repos, and certificates of deposit
are not actively traded in a secondary market.
Accordingly, most money market fund portfolio
securities are valued largely through “mark-to-
model” or “‘matrix pricing”’ estimates, which often
use market inputs, as well as other factors in their
pricing models. See Proposing Release, supra note
25, at n.27. See also infra section IIL.D.2.

41The credit quality standards in rule 2a-7 are
designed to minimize the likelihood of such a
default or credit deterioration.

fund realizes a capital gain elsewhere in
the portfolio, which generally is
unlikely given the types of securities in
which money market funds typically
invest and the tax requirements for
these funds.*2

If a money market fund’s shadow
price deviates far enough from its stable
$1.00 share price, investors may have an
economic incentive to redeem their
shares. For example, investors may have
an incentive to redeem shares when a
fund’s shadow price is less than $1.00.43
If investors redeem shares when the
shadow price is less than $1.00, the
fund’s shadow price will decline even
further because portfolio losses are
spread across the remaining, smaller
asset base. If enough shares are
redeemed, a fund can ‘“‘break the buck”
due, in part, to heavy investor
redemptions and the concentration of
losses across a shrinking asset base.44 In
times of stress, this alone provides an
incentive for investors to redeem shares
ahead of other investors: early
redeemers get $1.00 per share, whereas
later redeemers may get less than $1.00
per share even if the fund experiences
no further losses.4?

We note that although defaults in
assets held by money market funds are
low probability events, the resulting
losses can lead to a fund breaking the
buck if the default occurs in a position
that is greater than 0.5% of the fund’s
assets, as was the case in the Reserve
Primary Fund’s investment in Lehman
Brothers commercial paper in
September 2008.46 And as discussed
further in section III.C.2.a of this
Release, money market funds hold

42n practice, a money market fund cannot use
future portfolio earnings to restore its shadow price
because Subchapter M of the Internal Revenue Code
requires money market funds to distribute virtually
all of their earnings to investors. These tax
requirements can cause permanent reductions in
shadow prices to persist over time, even if a fund’s
other portfolio securities are otherwise unimpaired.

43 See, e.g., Comment Letter of the Systemic Risk
Council (Sept. 16, 2013) (“Systemic Risk Council
Comment Letter”) (“If the fund’s assets are worth
less than a $1.00—and you can redeem at $1.00—
the remaining shareholders are effectively paying
first movers to run. This embeds permanent losses
in the fund for the remaining holders.”).

44 See, e.g., MSCI Comment Letter (“[W]hen a
fund’s market-based NAV falls significantly below
its stable NAV, an early redeemer not only benefits
from this price discrepancy, but also puts
downward pressure on the market-based NAV for
the remaining investors (as the realized losses on
the fund’s assets must be shared across a smaller
investor base).”).

45 For an example illustrating this incentive, see
Proposing Release, supra note 25, at text following
n.31.

46 For a detailed discussion of the financial crises,
see generally DERA Study, supra note 24, at section
4.A.

significant numbers of such larger
positions.4”

4. Investors’ Misunderstanding About
the Actual Risk of Investing in Money
Market Funds

Lack of investor understanding and
lack of complete transparency
concerning the risks posed by particular
money market funds can contribute to
heavy redemptions during periods of
stress. This lack of investor
understanding and complete
transparency can come from several
different sources.

First, if investors do not know a
fund’s shadow price and/or its
underlying portfolio holdings (or if
previous disclosures of this information
are no longer accurate), investors may
not be able to fully understand the
degree of risk in the underlying
portfolio.#® In such an environment, a
default of a large-scale commercial
paper issuer, such as a bank holding
company, could accelerate redemption
activity across many funds because
investors may not know which funds (if
any) hold defaulted securities. Investors
may respond by initiating redemptions
to avoid potential rather than actual
losses in a “flight to transparency.49”’

47 The Financial Stability Oversight Council
(“FSOC”), in formulating possible money market
reform recommendations, solicited and received
comments from the public (FSOC Comment File,
File No. FSOGC-2012-0003, available at http://
www.regulations.gov/#!docketDetail;D=FSOC-2012-
0003), some of which have made similar
observations about the concentration and size of
money market fund holdings. See, e.g., Comment
Letter of Harvard Business School Professors
Samuel Hanson, David Scharfstein, & Adi
Sunderam (Jan. 8, 2013) (“Harvard Business School
FSOC Comment Letter”) (noting that “prime MMFs
mainly invest in money-market instruments issued
by large, global banks” and providing information
about the size of the holdings of “the 50 largest non-
government issuers of money market instruments
held by prime MMFs as of May 2012”).

48 See, e.g., DERA Study, supra note 24, at 31
(stating that although disclosures on Form N-MFP
have improved fund transparency, “it must be
remembered that funds file the form on a monthly
basis with no interim updates,” and that “[t]he
Commission also makes the information public
with a 60-day lag, which may cause it to be stale™).
As discussed in section IILE.9.c, a number of money
market funds have begun voluntarily disclosing
information about their portfolio assets, liquidity,
and shadow NAV on a more frequent basis than
required, in part to address investor concerns
regarding the staleness of information about fund
holdings. The final amendments we are adopting
today include a number of regulatory requirements
designed to enhance transparency of money market
risks, including daily disclosure of liquid assets,
shareholder flows, current NAV and shadow NAV
on fund Web sites, and elimination of the 60 day
lag on public disclosure of Form N-MFP data. See
infra section IIL.G.1.

49 See Nicola Gennaioli, Andrei Shleifer & Robert
Vishny, Neglected Risks, Financial Innovation, and
Financial Fragility, 104 ]. Fin. Econ. 453 (2012) (“A
small piece of news that brings to investors’ minds

Continued
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Because many money market funds hold
securities from the same issuer,
investors may respond to a lack of
transparency about specific fund
holdings by redeeming assets from
funds that are believed to be holding the
same or highly correlated positions.5°

Second, money market funds’
sponsors on a number of occasions have
voluntarily chosen to provide financial
support for their money market funds.51
The reasons that sponsors have done so
include keeping a fund from re-pricing
below its stable value, protecting the
sponsors’ reputations or brands, and
increasing a fund’s shadow price if its
sponsor believes investors avoid funds
that have low shadow prices. Prior to
the changes that we are adopting today,
funds were not required to disclose
instances of sponsor support outside of
financial statements; as a result, sponsor
support has not been fully transparent
to investors and this, in turn, may have
lessened some investors’ understanding
of the risk in money market funds.52

the previously unattended risks catches them by
surprise and causes them to drastically revise their
valuations of new securities and to sell them. . .
When investors realize that the new securities are
false substitutes for the traditional ones, they fly to
safety, dumping these securities on the market and
buying the truly safe ones.”).

50 See Comment Letter of Federal Reserve of
Boston (Sept. 12, 2013) (‘“Boston Federal Reserve
Comment Letter”) (“Investors in other MMMFs may
in turn run if they perceive that their funds are
similar (e.g. similar portfolio composition, similar
maturity profile, similar investor concentration) to
the fund that experienced the initial run.”); see
infra notes 58-59 and accompanying text. Based on
Form N-MFP data as of February 28, 2014, there
were 27 different issuers whose securities were held
by more than 100 prime money market funds.

511n the Proposing Release we requested
comment on amending rule 17a—9 (which allows for
discretionary support of money market funds by
their sponsors and other affiliates) to potentially
restrict the practice of sponsor support, but did not
propose any specific changes. Most commenters
who addressed our request for comment on
amending rule 17a—9 opposed making any changes
to rule 17a-9, arguing that the transactions
facilitated by the rule are in the best interests of the
shareholders. See Comment Letter of the Investment
Company Institute (Sept 17, 2013) (“ICI Comment
Letter””); Comment Letter of the Dreyfus Corporation
(Sept. 17, 2013) (“Dreyfus Comment Letter”);
Comment Letter of American Bar Association
Business Law Section (Sept. 30, 2013) (“ABA
Business Law Comment Letter”’). One commenter
supported amending rule 17a-9, arguing that these
transactions can result in shareholders having
unjustified expectations of future support being
provided by sponsors. Comment Letter of HSBC
Global Asset Management (Sept. 17, 2013) (“HSBC
Comment Letter”). In light of these comments, we
are not amending rule 17a—9 at this time. See also
infra section IILE.7.a.

52 See, e.g., HSBC Comment Letter (“[A] level of
ambiguity about who owns the risk when investing
in a MMF has developed amongst some investors.
Some investors have been encouraged to expect
sponsors to support their MMFs. Such expectations
cannot be enforced, since managers are under no
obligation to support their funds, and consequently
leads some investors to misunderstand and

Instances of discretionary sponsor
support were relatively common during
the financial crisis. For example, during
the period from September 16, 2008 to
October 1, 2008, a number of money
market fund sponsors purchased large
amounts of portfolio securities from
their money market funds or provided
capital support to the funds (or received
staff no-action assurances in order to
provide support).53 But the financial
crisis is not the only instance in which
some money market funds have come
under strain, although it is unique in the
number of money market funds that
requested or received sponsor
support.>* As noted in the Proposing
Release, since 1989, 11 other financial
events have been sufficiently adverse
that certain fund sponsors chose to
provide support or to seek staff no-
action assurances in order to provide
support, potentially affecting 158
different money market funds.5s

Finally, the government assistance
provided to money market funds during
the financial crisis may have
contributed to investors’ perceptions
that the risk of loss in money market
funds is low.56 If investors perceive that

misprice the risks they are subject to.””) (emphasis
in original).

53 Qur staff estimated that during the period from
August 2007 to December 31, 2008, almost 20% of
all money market funds received some support (or
staff no-action assurances concerning support) from
their money managers or their affiliates. We note
that not all such support required no-action
assurances from Commission staff (for example,
fund affiliates were able to purchase defaulted
Lehman Brothers securities from fund portfolios
under rule 17a—9 under the Investment Company
Act without the need for any no-action assurances).
See, e.g., http://www.sec.gov/divisions/investment/
im-noaction.shtml#money. Commission staff
provided no-action assurances to 100 money market
funds in 18 different fund groups so that the fund
groups could enter into such arrangements.
Although a number of advisers to money market
funds obtained staff no-action assurances in order
to provide sponsor support, several did not
subsequently provide the support because it was
not necessary. See, e.g., Comment Letter of the
Dreyfus Gorporation (Aug. 7, 2012) (available in
File No. 4 619) (“Dreyfus Il Comment Letter’’)
(stating that no-action relief to provide sponsor
support ‘“was sought by many money funds as a
precautionary measure’’).

54 See Moody’s Investors Service Special
Comment, Sponsor Support Key to Money Market
Funds (Aug. 9, 2010) (“Moody’s Sponsor Support
Report”). Interest rate changes, issuer defaults, and
credit rating downgrades can lead to significant
valuation losses for individual funds.

55 See Proposing Release, supra note 25, at section
I1.B.3. We note, as discussed more fully in the
Proposing Release, that although these events
affected money market funds and their sponsors,
there is no evidence that these events caused
systemic problems, most likely because the events
were isolated either to a single entity or class of
security and because sponsor support prevented
any funds from breaking the buck.

56 For a further discussion of issues related to
money market fund sponsor support and its effect
on investors’ perception, see Proposing Release,
supra note 25, at nn.60-61 and accompanying text.

money market funds have an implicit
government guarantee, they may believe
that money market funds are safer
investments than they in fact are and
may underestimate the potential risk of
loss.57

C. Effects on Other Money Market
Funds, Investors, and the Short-Term
Financing Markets

In this section, we discuss how stress
at one money market fund can be
positively correlated across money
market funds in at least two ways. Some
market observers have noted that if a
money market fund suffers a loss on one
of its portfolio securities—whether
because of a deterioration in credit
quality, for example, or because the
fund sold the security at a discount to
its amortized-cost value—other money
market funds holding the same security
may have to reflect the resultant
discounts in their shadow prices.?8 Any
resulting decline in the shadow prices
of other funds could, in turn, lead to a
contagion effect that could spread even
further as investors run from money
market funds in general. For example,
some commenters have observed that
many money market fund holdings tend
to be highly correlated, making it more
likely that multiple money market funds
will experience contemporaneous
decreases in shadow prices.>®

As discussed above, in times of stress,
if investors do not wish to be exposed
to a distressed issuer (or correlated
issuers) but do not know which money
market funds own these distressed
securities at any given time, investors
may redeem from any money market
fund that could own the security (e.g.,
redeeming from all prime funds).69 A

57 See, e.g., HSBC Comment Letter.

58 See generally Douglas W. Diamond & Raghuram
G. Rajan, Fear of Fire Sales, Illiquidity Seeking, and
Credit Freezes, 126 Q. J. Econ. 557 (May 2011); Fire
Sales, supra note 37; Markus Brunnermeier, et al.,
The Fundamental Principles of Financial
Regulation, in Geneva Reports on the World
Economy 11 (2009).

59 See, e.g., Boston Federal Reserve Comment
Letter (discussing the relative homogeneity of
money market funds holdings, and noting that as
of the end of June 2013, the 20 largest corporate
issuers accounted for approximately 44 percent of
prime money market funds’ assets); Comment Letter
of Americans for Financial Reform (Sept. 17, 2013)
(“Americans for Fin. Reform Comment Letter’’)
(discussing a study estimating that 97 percent of
non-governmental assets of prime money market
funds consists of financial sector commercial
paper); Comment Letter of Better Markets, Inc. (Feb.
15, 2013) (available in File No. FSOC-2012—-0003)
(“Better Markets FSOC Comment Letter”’) (agreeing
with FSOC’s analysis and stating that “MMFs tend
to have similar exposures due to limits on the
nature of permitted investments. As a result, losses
creating instability and a crisis of confidence in one
MMF are likely to affect other MMF's at the same
time.”).

60 See, e.g., Wermers Study, supra note 35 (based
on an empirical analysis of data from the 2008 run
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fund that did not own the security and
was not otherwise under stress could
nonetheless experience heavy
redemptions which, as discussed above,
could themselves ultimately cause the
fund to experience losses if it does not
have adequate liquidity.

As was experienced by money market
funds during the financial crisis,
liquidity-induced contagion may have
negative effects on investors and the
markets for short-term financing of
corporations, banks, and governments.
This is in large part because of the
significance of money market funds’
role in the short-term financing
markets.61 Indeed, money market funds
had experienced steady growth before
the financial crisis, driven in part by
growth in the size of institutional cash
pools, which grew from under $100
billion in 1990 to almost $4 trillion just
before the financial crisis.®2 Money
market funds’ suitability for cash
management operations also has made
them popular among corporate
treasurers, municipalities, and other
institutional investors, some of which
rely on money market funds for their
cash management operations because
the funds provide diversified cash
management more efficiently due both
to the scale of their operations and the
expertise of money market fund
managers.®3 For example, according to
one survey, approximately 16% of
organizations’ short-term investments
were allocated to money market funds
(and, according to this survey, this
figure is down from almost 40% in 2008
due in part to the reallocation of cash
investments to bank deposits following
temporary unlimited Federal Deposit
Insurance Corporation deposit
insurance for non-interest bearing bank

on money market funds, finding that, during 2008,
“[flunds that cater to institutional investors, which
are the most sophisticated and informed investors,
were hardest hit,” and that “investor flows from
money market funds seem to have been driven both
by strategic externalities . . . and information.”).

61 See infra section II1.K.3 for statistics on the
types and percentages of outstanding short-term
debt obligations held by money market funds.

62 See Proposing Release supra note 25, at nn.70—
71.

63 See, e.g., U.S. Securities and Exchange
Commission, Roundtable on Money Market Funds
and Systemic Risk, unofficial transcript (May 10,
2011), available at http://www.sec.gov/spotlight/
mmf-risk/mmf-risk-transcript-051011.htm
(“Roundtable Transcript”) (Kathryn L. Hewitt,
Government Finance Officers Association) (‘“Most
of us don’t have the time, the energy, or the
resources at our fingertips to analyze the credit
quality of every security ourselves. So we'’re in
essence, by going into a pooled fund, hiring that
expertise for us . . . it gives us diversification, it
gives us immediate cash management needs where
we can move money into and out of it, and it
satisfies much of our operating cash investment
opportunities.”); see also Proposing Release supra
note 25, at n.72.

transaction accounts, which expired at
the end of 2012).64

Money market funds’ size and
significance in the short-term markets,
together with their features that can
create an incentive to redeem as
discussed above, have led to concerns
that money market funds may
contribute to systemic risk. Heavy
redemptions from money market funds
during periods of financial stress can
remove liquidity from the financial
system, potentially disrupting other
markets. Issuers may have difficulty
obtaining capital in the short-term
markets during these periods because
money market funds are focused on
meeting redemption requests through
internal liquidity generated either from
maturing securities or cash from
subscriptions, and thus may be
purchasing fewer short-term debt
obligations.®5 To the extent that
multiple money market funds
experience heavy redemptions, the
negative effects on the short-term
markets can be magnified. Money
market funds’ experience during the
financial crisis illustrates the impact of
heavy redemptions, as we discuss in
more detail below.

Heavy redemptions in money market
funds may disproportionately affect
slow-moving shareholders because, as

64 See 2013 Association for Financial
Professionals Liquidity Survey, at 15, available at
http://www.afponline.org/liquidity (subscription
required) (“2013 AFP Liquidity Survey”). The size
of this allocation to money market funds is down
substantially from prior years. For example, prior
AFP Liquidity Surveys show higher allocations of
organizations’ short-term investments to money
market funds: almost 40% in the 2008 survey,
approximately 25% in the 2009 and 2010 surveys,
almost 30% in the 2011 survey, and 16% in the
2012 survey. This shift has largely reflected a re-
allocation of cash investments to bank deposits,
which rose from representing 25% of organizations’
short-term investment allocations in the 2008
Association for Financial Professionals Liquidity
Survey, available at http://www.afponline.org/pub/
pdf/2008_Liquidity Survey.pdf (“2008 AFP
Liquidity Survey”), to 50% of organizations’ short-
term investment allocations in the 2013 survey. The
2012 survey noted that some of this shift has been
driven by the temporary unlimited FDIC deposit
insurance coverage for non-interest bearing bank
transaction accounts (which expired at the end of
2012) and in which assets have remained despite
the expiration of the insurance. See 2013 AFP
Liquidity Survey. As of February 28, 2014,
approximately 67% of money market fund assets
were held in money market funds or share classes
intended to be sold to institutional investors
according to iMoneyNet data. All of the AFP
Liquidity Surveys are available at http://
www.afponline.org.

65 See supra text preceding and accompanying
note 36. Although money market funds also can
build liquidity internally by retaining (rather than
investing) cash from investors purchasing shares,
this is not likely to be a material source of liquidity
for a distressed money market fund experiencing
heavy redemptions as a stressed fund may be
unlikely to be receiving significant investor
purchases during such a time.

discussed further below, redemption
data from the financial crisis show that
some institutional investors are likely to
redeem from distressed money market
funds far more quickly than other
investors and to redeem a greater
percentage of their prime fund
holdings.5¢ This likely is because some
institutional investors generally have
more capital at stake, along with
sophisticated tools and professional
staffs to monitor risk. Because of their
proportionally larger investments, just a
few institutional investors submitting
redemption requests may have a
significant effect on a money market
fund’s liquidity, while it may take many
more retail investors, with their
typically smaller investments sizes, to
cause similar negative consequences.
Slower-to-redeem shareholders may be
harmed because, as discussed above,
redemptions at a money market fund
can concentrate existing losses in the
fund or create new losses if the fund
must sell assets at a discount to obtain
liquidity to satisfy redemption requests.
In both cases, redemptions leave the
fund’s portfolio more likely to lose
value, to the detriment of slower-to-
redeem investors.” Retail investors—
who tend to be slower moving—also
could be harmed if market stress begins
at an institutional money market fund
and spreads to other funds, including
funds composed solely or primarily of
retail investors.68

D. The Financial Crisis

The financial crisis in many respects
demonstrates the various considerations
discussed above in sections B and C,
including the potential implications and
harm associated with heavy redemption

66 See Money Market Fund Reform, Investment
Company Act Release No. 28807 (June 30, 2009) [74
FR 32688 (July 8, 2009)] (“2009 Proposing
Release”), at nn.46—48 and 178 and accompanying
text.

67 See, e.g., DERA Study, supra note 24, at 10
(“Investor redemptions during the financial crisis,
particularly after Lehman’s failure, were heaviest in
institutional share classes of prime money market
funds, which typically hold securities that are
illiquid relative to government funds. It is possible
that sophisticated investors took advantage of the
opportunity to redeem shares to avoid losses,
leaving less sophisticated investors (if co-mingled)
to bear the losses.”).

68 As discussed further below, retail money
market funds experienced a lower level of
redemptions in 2008 than institutional money
market funds, although the full predictive power of
this empirical evidence is tempered by the
introduction of the Department of Treasury’s
(“Treasury Department”) temporary guarantee
program for money market funds, which may have
prevented heavier shareholder redemptions among
generally slower-to-redeem retail investors. See
infra note 80.


http://www.sec.gov/spotlight/mmf-risk/mmf-risk-transcript-051011.htm
http://www.sec.gov/spotlight/mmf-risk/mmf-risk-transcript-051011.htm
http://www.afponline.org/pub/pdf/2008_Liquidity_Survey.pdf
http://www.afponline.org/pub/pdf/2008_Liquidity_Survey.pdf
http://www.afponline.org/liquidity
http://www.afponline.org
http://www.afponline.org
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from money market funds.®9 On
September 16, 2008, the day after
Lehman Brothers Holdings Inc.
announced its bankruptcy, The Reserve
Fund announced that its Primary
Fund—which held a $785 million (or
1.2% of the fund’s assets) position in
Lehman Brothers commercial paper—
would “break the buck” and price its
securities at $0.97 per share.”0 At the
same time, there was turbulence in the
market for financial sector securities as
a result of other financial company
stresses, including, for example, the
near failure of American International
Group (“AIG”), whose commercial
paper was held by many prime money
market funds.7?

Heavy redemptions in the Reserve
Primary Fund were followed by heavy
redemptions from other Reserve money
market funds,?2 and soon other

69 See generally DERA Study, supra note 24, at
section 3. See also 2009 Proposing Release supra
note 66, at section L.D.

70 See also 2009 Proposing Release, supra note 66,
at n.44 and accompanying text. We note that the
Reserve Primary Fund’s assets have been returned
to shareholders in several distributions made over
a number of years. We understand that assets
returned constitute approximately 99% of the
fund’s assets as of the close of business on
September 15, 2008, including the income earned
during the liquidation period. See, e.g.,
Consolidated Class Action Complaint, In Re The
Reserve Primary Fund Sec. & Derivative Class
Action Litig., No. 08—-CV-8060-PGG (S.D.N.Y. Jan.
5, 2010). A class action suit brought on behalf of
the Reserve Fund shareholders was settled in 2013.
See Nate Raymond, Settlement Reached in Reserve
Primary Fund Lawsuit, Reuters (Sept. 7, 2013)
available at http://www.reuters.com/article/2013/
09/07/us-reserveprimary-lawsuit-
idUSBRE98604(Q20130907.

71In addition to Lehman Brothers and AIG, there
were other stresses in the market as well, as
discussed in greater detail in the DERA Study. See
generally DERA Study, supra note 24, at section 3.

72 See 2009 Proposing Release, supra note 66, at
section I.D.

institutional prime money market funds
also began to experience heavy
redemptions.”3 During the week of
September 15, 2008 (the week that
Lehman Brothers announced it was
filing for bankruptcy), investors
withdrew approximately $300 billion
from prime money market funds or 14%
of the assets in those funds.”# During
that time, fearing further redemptions,
money market fund managers began to
retain cash rather than invest in
commercial paper, certificates of
deposit, or other short-term
instruments.”? Short-term financing
markets froze, impairing access to
credit, and those who were still able to
access short-term credit often did so
only at overnight maturities.”®

73 See DERA Study, supra note 24, at section 3.

74 See Investment Company Institute, Report of
the Money Market Working Group, at 62 (Mar. 17,
2009), available athttp://www.ici.org/pdf/ppr_09 _
mmwg.pdf (“ICI Report”’) (analyzing data from
iMoneyNet). The latter figure describes aggregate
redemptions from all prime money market funds.
Some money market funds had redemptions well in
excess of 14% of their assets. Based on iMoneyNet
data (and excluding the Reserve Primary Fund), the
maximum weekly redemptions from a money
market fund during the financial crisis was over
64% of the fund’s assets.

75 See Philip Swagel, “The Financial Crisis: An
Inside View,” Brookings Papers on Economic
Activity, at 31 (Spring 2009) (conference draft),
available at http://www.brookings.edu/~/media/
projects/bpea/spring% 202009/
2009a_bpea_swagel.pdf; Christopher Condon &
Bryan Keogh, Funds’ Flight from Commercial Paper
Forced Fed Move, Bloomberg, Oct. 7, 2008,
available at http://www.bloomberg.com/apps/
news?pid=newsarchive&sid=a5hvnKFCC_pQ.

76 See 2009 Proposing Release, supra note 66, at
nn.51-53 & 65-68 and accompanying text (citing to
minutes of the Federal Open Market Committee,
news articles, Federal Reserve Board data on
commercial paper spreads over Treasury bills, and
books and academic articles on the financial crisis).
Commenters have stated that money market funds
were not the only investors in the short-term

Figure 1, below, provides context for
the redemptions that occurred during
the financial crisis. Specifically, it
shows daily total net assets over time,
where the vertical line indicates the
date that Lehman Brothers filed for
bankruptcy, September 15, 2008.
Investor redemptions during the
financial crisis, particularly after
Lehman’s failure, were heaviest in
institutional share classes of prime
money market funds, which typically
hold securities that are less liquid and
of lower credit quality than those
typically held by government money
market funds. The figure shows that
institutional share classes of
government money market funds, which
include Treasury and government
funds, experienced heavy inflows.””
The aggregate level of retail investor
redemption activity, in contrast, was not
particularly high during September and
October 2008, as shown in Figure 1.78

financing markets that reduced or halted
investment in commercial paper and other riskier
short-term debt securities during the financial
crisis. See, e.g., Comment Letter of Investment
Company Institute (Jan. 24, 2013) (available in File
No. FSOC-2012-0003) (“ICI Jan. 24 FSOC Comment
Letter”).

77 As discussed in section II1.C.1 government
money market funds historically have faced
different redemption pressures in times of stress
and have different risk characteristics than other
money market funds because of their unique
portfolio composition, which typically have lower
credit default risk and greater liquidity than non-
government portfolio securities typically held by
money market funds.

78 We understand that iMoneyNet differentiates
retail and institutional money market funds based
on factors such as minimum initial investment
amount and how the fund provider self-categorizes
the fund, which does not necessarily correlate with
how we define retail funds in this Release.


http://www.brookings.edu/~/media/projects/bpea/spring%202009/2009a_bpea_swagel.pdf
http://www.brookings.edu/~/media/projects/bpea/spring%202009/2009a_bpea_swagel.pdf
http://www.brookings.edu/~/media/projects/bpea/spring%202009/2009a_bpea_swagel.pdf
http://www.bloomberg.com/apps/news?pid=newsarchive&sid=a5hvnKFCC_pQ
http://www.bloomberg.com/apps/news?pid=newsarchive&sid=a5hvnKFCC_pQ
http://www.reuters.com/article/2013/09/07/us-reserveprimary-lawsuit-idUSBRE98604Q20130907
http://www.reuters.com/article/2013/09/07/us-reserveprimary-lawsuit-idUSBRE98604Q20130907
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On September 19, 2008, the U.S.
Department of the Treasury (‘“Treasury
Department”’) announced a temporary
guarantee program (“Temporary
Guarantee Program”), which would use
the $50 billion Exchange Stabilization
Fund to support more than $3 trillion in
shares of money market funds, and the
Board of Governors of the Federal
Reserve System authorized the
temporary extension of credit to banks
to finance their purchase of high-quality
asset-backed commercial paper from
money market funds.?? These programs
successfully slowed redemptions in
prime money market funds and
provided additional liquidity to money
market funds. As discussed in the
Proposing Release, the disruptions to
the short-term markets detailed above
could have continued for a longer
period of time but for these programs.8°

E. Examination of Money Market Fund
Regulation Since the Financial Crisis

1. The 2010 Amendments

After the events of the financial crisis,
in March 2010, we adopted a number of
amendments to rule 2a—7.81 These
amendments were designed to make
money market funds more resilient by
reducing the interest rate, credit, and
liquidity risks of fund asset portfolios.82

79 See 2009 Proposing Release, supra note 66, at
nn.55-59 and accompanying text for a fuller
description of the various forms of governmental
assistance provided to money market funds during
this time.

80 See Proposing Release supra note 25 at n.91.

812010 Adopting Release, supra note 17.

82 Commenters have noted the importance of the
2010 reforms in enhancing the resiliency of money

More specifically, the amendments
decreased money market funds’ credit
risk exposure by further restricting the
amount of lower quality securities that
funds can hold.83 The amendments, for
the first time, also required that money
market funds maintain liquidity buffers
in the form of specified levels of daily
and weekly liquid assets.84 These

market funds. See, e.g., Comment Letter of Invesco
Ltd. (Sept. 17, 2013) (“Invesco Comment Letter’’)
(“In evaluating the reforms contained in the
Proposed Rule it is also important to take into
account the significant impact of the reforms
implemented by the Commission in 2010, which
amounted to a comprehensive overhaul of the
regulatory framework governing MMFs.”).

83 Specifically, the amendments placed tighter
limits on a money market fund’s ability to acquire
“second tier” securities by (1) restricting a money
market fund from investing more than 3% of its
assets in second tier securities (rather than the
previous limit of 5%), (2) restricting a money
market fund from investing more than %2 of 1% of
its assets in second tier securities issued by any
single issuer (rather than the previous limit of the
greater of 1% or $1 million), and (3) restricting a
money market fund from buying second tier
securities that mature in more than 45 days (rather
than the previous limit of 397 days). See rule 2a—
7(c)(3)(ii) and (c)(4)(i)(C). Second tier securities are
eligible securities that, if rated, have received other
than the highest short-term term debt rating from
the requisite NRSROs or, if unrated, have been
determined by the fund’s board of directors to be
of comparable quality. See current rule 2a—7(a)(24)
(defining “second tier security”); current rule 2a—
7(a)(12) (defining “‘eligible security”); current rule
2a—7(a)(23) (defining “requisite NRSROs”). Today,
in a companion release, we are also re-proposing to
remove NRSRO rating references from rule 2a-7
and Form N-MFP.

84 The requirements are that, for all taxable
money market funds, at least 10% of assets must be
in cash, U.S. Treasury securities, or securities that
convert into cash (e.g., mature) within one day and,
for all money market funds, at least 30% of assets
must be in cash, U.S. Treasury securities, certain
other Government securities with remaining

liquidity buffers provide a source of
internal liquidity and are intended to
help funds withstand high levels of
redemptions during times of market
illiquidity. The amendments also reduce
money market funds’ exposure to
interest rate risk by decreasing the
maximum weighted average maturities
of fund portfolios from 90 to 60 days.?°

In addition to reducing the risk profile
of the underlying money market fund
portfolios, the reforms increased the
amount of information that money
market funds are required to report to
the Commission and the public. Money
market funds are now required to
submit to the Commission monthly
information on their portfolio holdings
using Form N-MFP.86 This information
allows the Commission, investors, and
third parties to monitor compliance
with rule 2a—7 and to better understand
and monitor the underlying risks of
money market fund portfolios. Money
market funds also are now required to
post portfolio information on their Web
sites each month, providing investors
with important information to help
them make better-informed investment
decisions.8”

Finally, the 2010 amendments require
money market funds to undergo stress
tests under the direction of the board of

maturities of 60 days or less, or securities that
convert into cash within one week. See current rule
2a—7(c)(5)(ii) and (iii).

85 The 2010 amendments also introduced a
weighted average life requirement of 120 days,
which limits the money market fund’s ability to
invest in longer-term floating rate securities. See
current rule 2a—7(c)(2)(ii) and (iii).

86 See current rule 30b1-7.

87 See current rule 2a—7(c)(12).
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directors on a periodic basis.88 Under
this stress testing requirement, each
fund must periodically test its ability to
maintain a stable NAV per share based
upon certain hypothetical events,
including an increase in short-term
interest rates, an increase in shareholder
redemptions, a downgrade of or default
on portfolio securities, and widening or
narrowing of spreads between yields on
an appropriate benchmark selected by
the fund for overnight interest rates and
commercial paper and other types of
securities held by the fund. This reform
was intended to provide money market
fund boards and the Commission a
better understanding of the risks to
which the fund is exposed and give
fund managers a tool to better manage
those risks.89

2. The Eurozone Debt Crisis and U.S.
Debt Ceiling Impasses of 2011 and 2013

Several significant market events
since our 2010 reforms have permitted
us to evaluate the efficacy of those
reforms. Specifically, in the summer of
2011, the Eurozone sovereign debt crisis
and an impasse over the U.S.
Government’s debt ceiling unfolded,
and during the fall of 2013 another U.S.
Government debt ceiling impasse
occurred.

While it is difficult to isolate the
effects of the 2010 amendments, these
events highlight the potential increased
resilience of money market funds after
the reforms were adopted. Most
significantly, no money market fund
needed to re-price below its stable $1.00
share price. As discussed in greater
detail in the Proposing Release, as a
result of concerns about exposure to
European financial institutions, in the
summer of 2011, prime money market
funds began experiencing substantial
redemptions.?® But unlike September
2008, money market funds did not
experience meaningful capital losses in
the summer of 2011 (or as discussed

88 See current rule 2a—7(c)(10)(v).

89 See 2009 Proposing Release, supra note 66, at
section II.C.3.

90 See Proposing Release supra note 25, at section
11.D.2; DERA Study, supra note 24, at 32. Assets
held by prime money market funds declined by
approximately $100 billion (or 6%) during a three-
week period beginning June 14, 2011. Some prime
money market funds had redemptions of almost
20% of their assets in each of June, July, and August
2011, and one fund had redemptions of 23% of its
assets during that period after articles began to
appear in the financial press that warned of indirect
exposure of money market funds to Greece.
Investors purchased shares of government money
market funds in late June and early July in response
to these concerns, but then began redeeming
government money market fund shares in late July
and early August, likely as a result of concerns
about the U.S. debt ceiling impasse and possible
ratings downgrades of government securities. See
Proposing Release supra note 25, at section IL.D.2.

below, in the fall of 2013), and the
funds’ shadow prices did not deviate
significantly from the funds’ stable
share prices. Also unlike in 2008,
money market funds had sufficient
liquidity to satisfy investors’
redemption requests, which were
submitted at a lower rate and over a
longer period than in 2008, suggesting
that the 2010 amendments acted as
intended to enhance the resiliency of
money market funds.91

In 2013, another debt ceiling impasse
took place,?2 although over a longer
time period and without the Eurozone
crisis as a backdrop. During the worst
two-week period of the 2013 crisis,
October 3rd through October 16th,
government and treasury money market
funds experienced combined outflows
of $54.4 billion, which was 6.1% of total
assets, with approximately 1.5% of
assets flowing out of these funds on
October 11th, the single worst day for
outflows of the 2013 impasse.
Importantly, despite these outflows,
fund shadow prices were largely
unaffected during this time period.
Once the impasse was resolved, assets
flowed back into these funds, returning
government and treasury money market
funds to a pre-crisis asset level before
the end of the year, indicating their
resiliency.93

Although money market funds’
experiences differed in 2008 and in the
Eurozone crisis, the heavy redemptions
money market funds experienced in
both periods appear to have negatively
affected the markets for short-term
financing in similar ways. Academics
researching these issues have found, as
detailed in the DERA Study, that
“creditworthy issuers may encounter
financing difficulties because of risk
taking by the funds from which they
raise financing”; “local branches of
foreign banks reduced lending to U.S.
entities in 2011”’; and that “European
banks that were more reliant on money
funds experienced bigger declines in

91DERA Study, supra note 24, at 33-34. We note
that the redemptions in the summer of 2011 also
did not take place against the backdrop of a broader
financial crisis, and therefore may have reflected
more targeted concerns by investors (concern about
exposure to the Eurozone and U.S. government
securities as the debt ceiling impasse unfolded).
Money market funds’ experience in 2008, in
contrast, may have reflected a broader range of
concerns as reflected in the DERA Study, which
discusses a number of possible explanations for
redemptions during the financial crisis. Id. at 7-13.

92 See, e.g., Money-Market Funds Shine During
Debt Limit Crisis (10/25/2013), available at http://
www.imoneynet.com/news/280.aspx.

93 These statistics are based on an analysis of
information from Crane Data. See also infra section
I1.C.1.

dollar lending.”” ¢ Thus, while such
redemptions often exemplify rational
risk management by money market fund
investors, they can also have certain
contagion effects on the short-term
financing markets. Again, despite these
similar effects, the 2010 reforms
demonstrated that money market funds
are potentially more resilient today than
in 2008.

3. Continuing Consideration of the Need
for Additional Reforms

As discussed in greater detail in the
Proposing Release, when we adopted
the 2010 amendments, we
acknowledged that money market funds’
experience during the financial crisis
raised questions of whether more
fundamental changes to money market
funds might be warranted.®> The DERA
Study, discussed throughout this
Release, has informed our consideration
of the risks that may be posed by money
market funds and our formulation of
today’s final rules and rule
amendments. The DERA Study
contains, among other things, a detailed
analysis of our 2010 amendments to rule
2a—7 and some of the amendments’
effects to date, including changes in
some of the characteristics of money
market funds, the likelihood that a fund
with the maximum permitted weighted
average maturity (“WAM”) would
“break the buck” before and after the
2010 reforms, money market funds’
experience during the 2011 Eurozone
sovereign debt crisis and the 2011 U.S.
debt-ceiling impasse, and how money
market funds would have performed
during September 2008 had the 2010
reforms been in place at that time.?6

94DERA Study, supra note 24, at 34-35 (“It is
important to note, however, investor redemptions
has a direct effect on short-term funding liquidity
in the U.S. commercial paper market. Chernenko
and Sunderam (2012) report that ‘creditworthy
issuers may encounter financing difficulties
because of risk taking by the funds from which they
raise financing.” Similarly, Correa, Sapriza, and
Zlate (2012) finds U.S. branches of foreign banks
reduced lending to U.S. entities in 2011, while
Ivashina, Scharfstein, and Stein (2012) document
European banks that were more reliant on money
funds experienced bigger declines in dollar
lending.”) (internal citations omitted); Sergey
Chernenko & Adi Sunderam, Frictions in Shadow
Banking: Evidence from the Lending Behavior of
Money Market Funds, Fisher College of Business
Working Paper No. 2012—4 (Sept. 2012); Ricardo
Correa, et al., Liquidity Shocks, Dollar Funding
Costs, and the Bank Lending Channel During the
European Sovereign Crisis, Federal Reserve Board
International Finance Discussion Paper No. 2012—
1059 (Nov. 2012); Victoria Ivashina et al., Dollar
Funding and the Lending Behavior of Global Banks,
National Bureau of Economic Research Working
Paper No. 18528 (Nov. 2012).

95 See 2009 Proposing Release, supra note 66, at
section IIT; 2010 Adopting Release, supra note 17,
at section L.

96 See generally DERA Study, supra note 24, at
section 4.
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In particular, the DERA Study found
that under certain assumptions the
expected probability of a money market
fund breaking the buck was lower with
the additional liquidity required by the
2010 reforms.9” For example, funds in
2011 had sufficient liquidity to
withstand investors’ redemptions
during the summer of 2011.98 The fact
that no fund experienced a credit event
during that time also contributed to the
evidence that funds were able to
withstand relatively heavy redemptions
while maintaining a stable $1.00 share
price. Finally, using actual portfolio
holdings from September 2008, the
DERA Study analyzed how funds would
have performed during the financial
crisis had the 2010 reforms been in
place at that time. While funds holding
30% weekly liquid assets are more
resilient to portfolio losses, funds will
“break the buck’ with near certainty if
capital losses of the fund’s non-weekly
liquid assets exceed 1%.9° The DERA
Study concludes that the 2010 reforms
would have been unlikely to prevent a
fund from breaking the buck when faced
with large credit losses like the ones
experienced in 2008.190 Based on the
DERA Study, we believe that, although
the 2010 reforms were an important step
in making money market funds better
able to withstand heavy redemptions
when there are no portfolio losses (as
was the case in the summer of 2011 and
the fall of 2013), these reforms do not
sufficiently address the potential future
situations when credit losses may cause
a fund’s portfolio to lose value or when
the short-term financing markets more
generally come under stress.

After consideration of this data, as
well as the comments we received on
the proposal, we believe that the
reforms we are adopting today should
further help lessen money market funds’
susceptibility to heavy redemptions,
improve their ability to manage and
mitigate potential contagion from high
levels of redemptions, and increase the
transparency of their risks, while
preserving, as much as possible, the
benefits of money market funds.

97 Id. at 30.

98 Id. at 34.

99]d. at 38, Table 5. In fact, even at capital losses
of only 0.75% of the fund’s non-weekly liquid
assets and no investor redemptions, funds are
already more likely than not (64.6%) to “break the
buck.” Id.

100 To further illustrate the point, the DERA Study
noted that the Reserve Primary Fund “would have
broken the buck even in the presence of the 2010
liquidity requirements.” Id. at 37.

III. Discussion

A. Liquidity Fees and Redemption Gates

Today, we are adopting amendments
to rule 2a—7 that will authorize new
tools for money market funds to use in
times of stress to stem heavy
redemptions and avoid the type of
contagion that occurred during the
financial crisis. These amendments
provide money market funds with the
ability to impose liquidity fees and
redemption gates (generally referred to
herein as “fees and gates”) in certain
circumstances.19! Today’s amendments
will allow a money market fund to
impose a liquidity fee of up to 2%, or
temporarily suspend redemptions (also
known as “‘gate”) for up to 10 business
days in a 90-day period, if the fund’s
weekly liquid assets fall below 30% of
its total assets and the fund’s board of
directors (including a majority of its
independent directors) determines that
imposing a fee or gate is in the fund’s
best interests.192 Additionally, under
today’s amendments, a money market
fund will be required to impose a
liquidity fee of 1% on all redemptions
if its weekly liquid assets fall below
10% of its total assets, unless the board
of directors of the fund (including a
majority of its independent directors)
determines that imposing such a fee
would not be in the best interests of the
fund.103

These amendments differ in some
respects from the fees and gates that we
proposed, which would have required
funds to impose a 2% liquidity fee on
all redemptions, and would have
permitted the imposition of redemption
gates for up to 30 days in a 90-day
period, after a fund’s weekly liquid
assets fell below 15% of its total assets.
In addition, under our proposal, a
fund’s board (including a majority of
independent directors) could have
determined not to impose the liquidity
fee or to impose a lower fee. A large
number of commenters supported, to
varying degrees and with varying
caveats, our fees and gates proposal.104

101 Under the amendments we are adopting today,
government funds are permitted, but not required,
to impose fees and gates, as discussed below. See
infra section III.C.1 of this Release.

102]f, at the end of a business day, a fund has
invested 30% or more of its total assets in weekly
liquid assets, the fund must cease charging the
liquidity fee or imposing the redemption gate,
effective as of the beginning of the next business
day. See rule 2a-7(c)(2)(i)(A) and (B), and (ii)(B).

103 The board also may determine that a lower or
higher fee would be in the best interests of the fund.
See rule 2a-7(c)(2)(ii)(A); see also infra section
IIL.A.2.c.

104 See, e.g., Form Letter Type A; Comment Letter
of Fidelity Investments (Sept. 16, 2013) (“Fidelity
Comment Letter”’); Comment Letter of Federated
Investors, Inc. (Re: Alternative 2) (Sept. 16, 2013)

Many other commenters, on the other
hand, expressed their opposition to fees
and gates.195 Comments on the proposal
are discussed in more detail below.

1. Analysis of Certain Effects of Fees
and Gates 106

a. Background

As discussed previously, shareholders
redeem money market fund shares for a
number of reasons.197 Shareholders may
redeem shares because the current
rounding convention in money market
fund valuation and pricing can create
incentives for shareholders to redeem
shares ahead of other investors when
the market-based NAV per share of a
fund is lower than $1.00 per share.108
Shareholders also may flee to quality,
liquidity, or transparency (or
combinations thereof) during adverse
economic events or financial market
conditions.199 Furthermore, in times of
stress, shareholders may simply need or
want to withdraw funds for unrelated
reasons. In any case, money market
funds may have to absorb quickly high
levels of redemptions that exceed
internal sources of liquidity. In these
instances, funds will need to sell
portfolio securities, perhaps at a loss
either because they incur transitory
liquidity costs or they must sell assets
at “fire sale” prices.110 If fund managers
deplete their funds’ most liquid assets
first, this may impose future liquidity
costs (that are not reflected in a $1.00
share price based on current amortized
cost valuation) on the non-redeeming
shareholders because later redemption
requests must be met by selling less
liquid assets. These effects may be
heightened if many funds sell assets at
the same time, lowering asset prices.
During the financial crisis, for example,
securities sales to meet heavy
redemptions in money market funds
and sales of assets by other investors

(“Federated V Comment Letter”’); Comment Letter
of Northern Trust Corporation (Sept. 16, 2013)
(“Northern Trust Comment Letter”).

105 See, e.g., Comment Letter of Capital Advisors
Group (Sept. 3, 2013) (“Capital Advisors Comment
Letter”’); Comment Letter of Americans for
Financial Reform (Sept. 17, 2013) (‘“Americans for
Fin. Reform Comment Letter”’); Comment Letter of
Edward D. Jones and Co., L.P. (Sept. 20, 2013)
(“Edward Jones Comment Letter”).

106 See infra section IILK (discussing further the
economic effects of the fees and gates amendments).

107 See Proposing Release, supra note 25, at 156—
172; DERA Study, supra note 24, at 2—4.

108 As discussed in section IIL.B, the floating NAV
amendments help mitigate this incentive for
institutional prime funds by causing redeeming
shareholders to receive the market value of
redeemed shares.

109 See Proposing Release, supra note 25, at n.340.

110 See Proposing Release, supra note 25, at n.341.
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created downward price pressure in the
market.111

Liquidity fees and redemption gates
have been used successfully in the past
by certain non-money market fund cash
management pools to stem redemptions
during times of stress.112 Liquidity fees
provide investors continued access to
their liquidity (albeit at a cost) while
also reducing the incentives for
shareholders to redeem shares.
Liquidity fees, however, will not
outright stop redemptions. In contrast to
fees, redemption gates stop redemptions
altogether, but do not offer the
flexibility of fees.113 Because
redemption gates prevent investors from
accessing their investments for a period
of time, a fund may choose to first
impose a liquidity fee and then, if
needed, impose a redemption gate.

The fees and gates amendments we
are adopting today are designed to
address certain issues highlighted by the
financial crisis. In particular, the
amendments should allow funds to
moderate redemption requests by
allocating liquidity costs to those

111 See supra section ILD herein (discussing the
financial crisis); see also Proposing Release, supra
note 25 at 32—33; DERA Memorandum Regarding
Liquidity Cost During Crisis Periods, dated March
17, 2014 (“DERA Liquidity Fee Memo”), available
at http://www.sec.gov/comments/s7-03-13/s70313-
321.pdf.

112 A Florida local government investment pool
experienced heavy redemptions in 2007 due to its
holdings in SIV securities. The pool suspended
redemptions and ultimately reopened but only after
the pool (and each shareholder’s interest) had been
split into two separate pools: one holding the more
illiquid securities previously held by the pool
(“Fund B”) and one holding the remaining
securities of the pool (“Fund A”). Fund A
reopened, but limited redemptions to up to 15% of
an investor’s holdings or $2 million without
penalty, and imposed a 2% redemption fee on any
additional redemptions. Fund B remained closed.
When Fund A reopened, it experienced
withdrawals, but according to state officials, the
withdrawals were manageable. See Dealbook, NY
Times, Florida Fund Reopens, and $1.1 Billion is
Withdrawn; David Evans and Darrell Preston,
Florida Investment Chief Quits; Fund Rescue
Approved, Bloomberg (Dec. 4, 2007); Helen
Huntley, State Wants Fund Audit, Tampa Bay
Times (Dec. 11, 2007); see also infra note 114
(discussing the successful use by some European
enhanced cash funds of fees or gates during the
financial crisis).

113 See Institutional Money Market Funds
Association, IMMFA Recommendations for
Redemption Gates and Liquidity Fees, available at
http://www.immfa.org/publications/policy-
positions.html (“Redemption gates and/or a
liquidity fee are methods by which a fund manager,
if experiencing difficulty due to extreme market
circumstances, can control redemptions in order to
ensure that all investors are treated fairly and that
no ‘first-mover’ advantage exists.”); cf. G.W.
Schwert & P. J. Seguin, Securities Transaction
Taxes: An Overview of Costs, Benefits and
Unresolved Questions, 49 Financial Analysts
Journal 27 (1993); K.A. Froot & J. Campbell,
International Experiences with Securities
Transaction Taxes, in The Internationalization of
Equity Markets (J. Frankel, ed., 1994), at 277-308.

shareholders who impose such costs on
funds through their redemptions and, in
certain cases, stop heavy redemptions in
times of market stress by providing fund
boards with additional tools to manage
heavy redemptions and improve risk
transparency. We understand that based
on the level of redemption activity that
occurred during the financial crisis,
many money market funds would have
faced liquidity pressures sufficient to
cross the liquidity thresholds we are
adopting today that would allow the use
of fees and gates. Although no one can
predict with certainty what would have
happened if money market funds had
operated with fees and gates during the
financial crisis, we believe that money
market funds would have been better
able to manage the heavy redemptions
that occurred and limit contagion,
regardless of the reason for the
redemptions.114

Fees and gates are just one aspect of
the overall package of reforms we are
adopting today. We recognize that fees
and gates do not address all of the
factors that may lead to heavy
redemptions in money market funds.
For example, fees and gates do not fully
eliminate the incentive to redeem ahead
of other investors in times of stress 115
or fully prevent investors from
redeeming shares (except during the
duration of a temporary gate) to invest
in securities with higher quality, better
liquidity, or increased transparency.116

114 See, e.g., Comment Letter of Mutual Fund
Directors Forum (Sept. 16, 2013) (“MFDF Comment
Letter”) (stating, with respect to the proposed fee
and gates amendments, “‘we concur that this
approach has the potential to reduce runs during
times of stress or crisis”’); UBS Comment Letter
(“We agree that liquidity fees and gates would help
money funds address heavy redemptions in an
effective manner and limit the spread of contagion
. . .”); Form Letter Type D. We also note that some
European enhanced cash funds successfully used
fees or gates during the financial crisis to stem
redemptions. See Elias Bengtsson, Shadow Banking
and Financial Stability: European Money Market
Funds in the Global Financial Crisis (2011)
(“Bengtsson”), available at http://
papers.ssrn.com/sol3/
papers.cfm?abstract_id=1772746&download=yes;
Julie Ansidei, et al., Money Market Funds in Europe
and Financial Stability, European Systemic Risk
Board Occasional Paper No. 1, at 36 (June 2012),
available at
http://www.esrb.europa.eu/pub/pdf/occasional/
20120622 _occasional_paper_1.pdf?
465916d4816580065dfafb92059615b6.

115 However, as discussed in section III.B herein,
under today’s amendments, institutional prime
funds will be required to float their NAV. This
reform is designed, in part, to address the incentive
to redeem ahead of other investors in certain money
market funds because of current money market fund
valuation and pricing methods.

116 Fees and gates lessen but do not fully
eliminate the incentive for investors to redeem
quickly in times of stress because redeeming
shareholders will retain an economic advantage
over shareholders who remain in a fund when

Fees and gates also do not address the
shareholder dilution that results when a
shareholder is able to redeem at a stable
NAV that is higher than the market
value of the fund’s underlying portfolio
securities.11” Nonetheless, for the
reasons discussed in this Release, fees
and gates provide funds and their
boards with additional tools to stem
heavy redemptions and avoid the type
of contagion that occurred during the
financial crisis by allocating liquidity
costs to those shareholders who impose
such costs on funds and by stopping
runs.
i. Liquidity Fees

During the financial crisis, some
funds experienced heavy redemptions.
Shareholders who redeemed shares
early bore none of the economic
consequences of their redemptions.
Shareholders who remained in the
funds, however, faced a declining NAV
and an increased probability that their
funds would “‘break the buck.” As
discussed in the Proposing Release and
suggested by commenters, investors may
have re-assessed their redemption
decisions during the crisis if money
market funds had imposed liquidity fees
because they would have been required
to pay at least some of the costs of their
redemptions.118 It is possible that some
investors would have made the
economic decision not to redeem
because the liquidity fees imposed by
the fund and incurred by an investor
would have been certain, whereas
potential future losses would have been
uncertain.19

In addition, liquidity fees would have
helped offset the costs of the liquidity
provided to redeeming shareholders and
potentially protected the funds’ NAVs
because the cash raised from liquidity

liquidity costs are high, but before the fund has
imposed fees or gates.

117]n contrast, the floating NAV requirement for
institutional prime funds will address this issue.
See infra section IIL.B.1.

118 See, e.g., Comment Letter of U.S. Chamber of
Commerce, Center for Capital Markets
Competitiveness (Sept. 17, 2013) (“Chamber II
Comment Letter”’) (““[I]f shareholders were to be
charged a fee when a MMF’s liquidity costs are at
a premium, they may be discouraged from
redeeming their shares at that time, which would
have the effect of slowing redemptions in the
MMEF.”); Comment Letter of Charles Schwab
Investment Management, Inc. (Sept. 12, 2013)
(“Schwab Comment Letter”) (“[W]e agree that the
proposed liquidity fee of 2% would be a strong
disincentive to redeem during a crisis . . .”).

119 See HSBC Comment Letter; see also infra note
152-153 and accompanying text. We acknowledge
(as we did in the Proposing Release) that liquidity
fees may not always effectively stave off high levels
of redemptions in a crisis; however, liquidity fees,
once imposed, should help reduce the incentive to
redeem shares because investors will pay a fee in
connection with their redemptions. See Proposing
Release, supra note 25, at 161.


http://www.esrb.europa.eu/pub/pdf/occasional/20120622_occasional_paper_1.pdf?465916d4816580065dfafb92059615b6
http://www.esrb.europa.eu/pub/pdf/occasional/20120622_occasional_paper_1.pdf?465916d4816580065dfafb92059615b6
http://www.esrb.europa.eu/pub/pdf/occasional/20120622_occasional_paper_1.pdf?465916d4816580065dfafb92059615b6
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1772746&download=yes
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1772746&download=yes
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1772746&download=yes
http://www.immfa.org/publications/policy-positions.html
http://www.immfa.org/publications/policy-positions.html
http://www.sec.gov/comments/s7-03-13/s70313-321.pdf
http://www.sec.gov/comments/s7-03-13/s70313-321.pdf
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fees would create new liquidity for the
funds.120 Additionally, to the extent that
liquidity fees imposed during the crisis
could have reduced redemption
requests at the margin, they would have
allowed funds to generate liquidity
internally as assets matured. By
imposing liquidity costs on redeeming
shareholders, liquidity fees, as noted by
commenters, also treat holding and
redeeming shareholders more
equitably.121

Liquidity fees, which we believe
would rarely be imposed under normal
market conditions, are designed to
preserve the current benefits of
principal stability, liquidity, and a
market yield, but reduce the likelihood
that, in times of market stress, costs that
ought to be attributed to a redeeming
shareholder are externalized on
remaining shareholders and on the
wider market.122 Even if a liquidity fee
is imposed, fund investors continue to
have the flexibility to access liquidity
(albeit at a cost). The Commission
believes, and commenters suggested,
that if funds could have imposed
liquidity fees during the crisis, they
would likely have been better able to
manage redemptions, thereby
ameliorating their impact and reducing
contagion effects.123

ii. Redemption Gates

We believe that funds also could have
benefitted from the ability to impose

120 Fees paid by investors that redeem shares
should help prevent a fund’s NAV from becoming
impaired based on liquidity costs, as long as the
liquidity fee imposed reflects the liquidity cost of
redeeming shares. Fees should also generate
additional liquidity to help funds meet redemption
requests.

121 See, e.g., Invesco Comment Letter (“Liquidity
fees would provide an appropriate and effective
means to ensure that the extra costs associated with
raising liquidity to meet fund redemptions during
times of market stress are borne by those
responsible for them.”); Comment Letter of J.P.
Morgan Asset Management (Sept. 17, 2013) (“].P.
Morgan Comment Letter”’); UBS Comment Letter;
but see, e.g., Comment Letter of U.S. Bancorp Asset
Management, Inc. (Sept. 16, 2013) (“U.S. Bancorp
Comment Letter”) (suggesting that liquidity fees
harm those that redeem after the fees are imposed
and that gates harm those that remain in the fund
after the gate is in place).

122 See Proposing Release, supra note 25, at n.343.
123 See Proposing Release, supra note 25, at 155;
see also, e.g., Comment Letter of Wells Fargo Funds

Management, LLC (Sept. 16, 2013) (“Wells Fargo
Comment Letter”) (‘“Prime money market fund
investors, the short-term markets and businesses
that rely on funds for financing would each benefit
from the ability of [f]ees and [glates, during
distressed market conditions, to reduce the
susceptibility of subject funds to runs and blunt the
spread of deleterious contagion effects.”); but see,
e.g., U.S. Bancorp Gomment Letter (suggesting that
liquidity fees would not deter redemptions in times
of market stress or prevent contagion because
“investors will choose to pay the [fee] now rather
than wait for the wind-down of a fund to be
completed.”).

redemption gates during the crisis.124
Like liquidity fees, gates are designed to
preserve the current benefits of money
market funds under most market
conditions; however, if approved and
monitored by their boards, funds can
use gates to respond to a run by directly
halting redemptions. If funds had been
able to impose redemption gates during
the crisis, they would have had
available to them a tool to stop
temporarily mounting redemptions,125
which if used could have generated
additional internal liquidity while gates
were in place.126 In addition, gates may
have allowed funds to invest the
proceeds of maturing assets in short-
term securities for the duration of the
gate, protecting the short-term financing
market, and supporting capital
formation for issuers. Gates also would
have allowed funds to directly and fully
control redemptions during the crisis,
providing time for funds to better
communicate the nature of any stresses
to shareholders and thereby possibly
mitigating incentives to redeem
shares.127

124 See Comment Letter of Arnold & Porter LLP
on behalf of Federated Investors [Overview] (Sept.
11, 2013) (“Federated I Comment Letter’’) (noting
that gates have “been demonstrated to address runs
in a crisis. . . .”); Comment Letter of BlackRock,
Inc. (Sept. 12, 2013) (“BlackRock II Comment
Letter”’) (“Standby liquidity fees and gates would
“stop the run” in crisis scenarios.”); see also supra
note 114 (noting that European enhanced cash
funds successfully used fees or gates during the
financial crisis to stem redemptions); The Need to
Focus a Light on Shadow Banking is Nigh, Mark
Carney, Financial Times (June 15, 2014), available
at http://www.ft.com/intl/cms/s/0/3a1c5cbc-f088-
11e3-8f3d-00144feabdc0.html?siteedition=
intl#axzz35rCMZLTy (“Money market funds are
being made less susceptible to runs. . .by
establishing an ability for funds to use, for example,
temporary suspensions of withdrawals. . . .”’); The
Age of Asset Management?, Andrew Haldane (Apr.
4, 2014), available at http://
www.bankofengland.co.uk/publications/
Documents/speeches/2014/speech723.pdf
(suggesting gates may be a “‘suitable” tool to “tackle
market failures”); but see, e.g., Comment Letter of
Deutsche Investment Management Americas (Sept.
17, 2013) (“Deutsche Comment Letter”) (suggesting
that gates can exacerbate a run).

125 See, e.g., U.S. Bancorp Comment Letter
(suggesting that redemption gates would be the
“most effective option in addressing run risk”);
Chamber IT Comment Letter (stating that “‘a
redemption gate would stop a ‘run’ in [its] tracks”’).

126 See, e.g., Chamber II Comment Letter (“[A]
redemption gate also gives [a money market fund]
time for issues in the market to subside and for
securities in the portfolio to mature, which would
increase the [money market fund’s] liquidity
levels.”); Form Letter Type D (suggesting that
redemption gates “would give funds time to
stabilize”). Internal liquidity generated while a gate
is in place could prevent funds from having to
immediately sell assets at fire sale prices.

127 See, e.g., Invesco Comment Letter
(“Redemption gates have been proven to be an
effective means of preventing runs and providing a
‘cooling off’ period to mitigate the effects of short-
term investor panic.”)

b. Benefits of Fees and Gates

i. Fees and Gates Address Concerns
Related to Heavy Redemptions

As noted above, a large number of
commenters supported our fees and
gates proposal.128 The primary benefit
cited by commenters in favor of fees
and/or gates is that they would address
run risk and/or systemic contagion
risk.129 Commenters also argued that
fees and gates would protect the
interests of all fund shareholders,
particularly non- or late-redeeming
shareholders, treating them more
equitably.130 Commenters supported
our view that redemption restrictions
could provide a “cooling off”” period to
temper the effects of short-term investor
panic,?31 and that fees or gates could

128 We note that many participants in the money
market fund industry have previously expressed
support for imposing some form of a liquidity fee
or redemption gate when a fund comes under stress
as a way of reducing, in a targeted fashion, the
fund’s susceptibility to heavy redemptions. See
Proposing Release, supra note 25, at n.358.

129 See, e.g., Form Letter Type A; U.S. Bancorp
Comment Letter; Comment Letter of Davenport &
Company LLC (Sept. 13, 2013) (“Davenport
Comment Letter”’); MFDF Comment Letter;
Comment Letter of Treasury Strategies, Inc. (Mar.
31, 2014) (“Treasury Strategies III Comment Letter”)
(“We found that [f]ees and [g]ates can stop and
prevent runs. . . . We find that highly effective run
prevention is attainable within the approaches
contemplated by the [Proposing] Release, while
requiring that fund boards be given discretion to
take protective action. This is the mechanism by
which [flees/[g]ates cause [money market funds] to
internalize the cost of investor protection, while
preserving the utility of current CNAV vehicles.”);
see also The Need to Focus a Light on Shadow
Banking is Nigh, Mark Carney, Financial Times
(June 15, 2014), available at http://www.ft.com/intl/
cms/s/0/3a1c5cbe-f088-11e3-8f3d-00144feabdcO.
html?siteedition=intl#axzz35rCMZLTy (“By
establishing common policy standards and
arrangements for co-operation, the reforms
[including temporary gates] will help to avoid a
fragmentation of the global financial system.”); but
see, e.g., Boston Federal Reserve Comment Letter
(suggesting fees or gates do not address run risk);
Systemic Risk Council Comment Letter; Comment
Letter of American Bankers Association (Sept. 17,
2013) (“‘American Bankers Ass’n Comment Letter”).

130 See, e.g., Form Letter Type D (noting that gates
would “give funds time to stabilize or, in the event
a fund cannot resume redemptions without
breaking the buck, ensure that the funds [sic]
shareholders are treated equally in a distribution of
the funds [sic] assets upon dissolution”); Invesco
Comment Letter (“Liquidity fees would provide an
appropriate and effective means to ensure that the
extra costs associated with raising liquidity to meet
fund redemptions during times of market stress are
borne by those responsible for them.””); Comment
Letter of Independent Directors Council (Sept. 17,
2013) (“IDC Comment Letter”); J.P. Morgan
Comment Letter. We recognize, however, that our
fees and gates reform does not address other
shareholder equity concerns, including shareholder
dilution, that arise as a result of the structural
features in current rule 2a—7 that promote a first-
mover advantage. Our floating NAV reform is
designed to address this concern for institutional
prime money market funds. See infra section IIL.B.

131 See, e.g., Form Letter Type D; Invesco
Comment Letter; Comment Letter of Reich & Tang

Continued
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preserve and help restore the liquidity
levels of a money market fund that has
come under stress.132 Commenters also
echoed our view that fees and/or gates
could reduce or eliminate the likelihood
that funds would be forced to sell
otherwise desirable assets and engage in
“fire sales.” 133 Additionally,
commenters noted that gates would
provide boards and advisers with
crucial additional time to find the best
solution in a crisis, instead of being
forced to make decisions in haste.134

We are adopting reforms that will give
a fund the ability to impose either a
liquidity fee or a redemption gate
because we believe, and some
commenters suggested, that fees and
gates, while both aimed at helping funds
to better and more systematically
manage high levels of redemptions, do
so in different ways and thus with
somewhat different tradeoffs.135
Accordingly, we believe that both fees
and gates should be available to funds
and their boards to provide maximum
flexibility for funds to manage heavy
redemptions.136 Liquidity fees are
designed to reduce shareholders’
incentives to redeem shares when it is
abnormally costly for funds to provide
liquidity by requiring redeeming
shareholders to bear at least some of the
liquidity costs associated with their
redemption (rather than transferring all
of those costs to remaining

Asset Management, LLC (Sept. 17, 2013) (“Reich &
Tang Comment Letter”).

132 See, e.g., HSBC Comment Letter; Deutsche
Comment Letter; ICI Comment Letter.

133 See, e.g., MSCI Comment Letter; Federated V
Comment Letter; Comment Letter of Treasury
Strategies, Inc. (Sept. 12, 2013) (“Treasury
Strategies Comment Letter’’). We also believe that
reducing or eliminating the likelihood of fire sales
would in turn help protect other market
participants that need to sell assets in the market
or perhaps mark asset values to market.

134 See, e.g., ICI Comment Letter; UBS Comment
Letter; IDC Comment Letter; Federated V Comment
Letter.

135 See, e.g., Invesco Comment Letter (suggesting
that gates provide ‘‘the most direct, simple and
effective method” to prevent runs and contagion as
well as “a ‘cooling off’ period to mitigate the effects
of short-term investor panic,” while fees “mitigate
the ‘first-mover advantage’”” and “provide an
appropriate and effective means to ensure that the
extra costs associated with raising liquidity to meet
fund redemptions during times of market stress are
borne by those responsible for them.”)

136 See Treasury Strategies III Comment Letter
(“Fees enable investors to access their liquidity, but
ata price. . ., but that is the cost of being able
to assure that a stable NAV product will not cause
contagion or fire sales during such periods. Gates
do not impose an extra [f]ee on shareholders, which
is appealing to many shareholders, but have the
undesirable effect of restricting access to liquidity
during critical periods. Together, [flees and [g]ates
provide fund boards with powerful tools to prevent
a run from materializing, to stop a run in progress,
and to assure that a stress event does not cause
contagion or fire sales.”).

shareholders).137 Liquidity fees increase
the cost of redeeming shares, which may
reduce investors’ incentives to sell
them. Likewise, fees help reduce
investors’ incentives to redeem shares
ahead of other investors, especially if
fund managers deplete their funds’ most
liquid assets first to meet redemptions,
leaving later redemption requests to be
met by selling less liquid assets.

Several commenters noted that
liquidity fees could ‘‘re-mutualize” risk-
taking among investors and provide a
way to recover costs of liquidity in
times of stress.?38 This is because
liquidity fees allocate at least some of
the costs of providing liquidity to
redeeming rather than non-redeeming
shareholders and protect fund liquidity
by requiring redeeming shareholders to
repay funds for liquidity costs
incurred.139 To the extent liquidity fees
exceed such costs, they also can help
increase the fund’s net asset value for
remaining shareholders which would
have a restorative effect if the fund has
suffered a loss. As one commenter has
said, a liquidity fee can “provide a
strong disincentive for investors to make
further redemptions by causing them to
choose between paying a premium for
current liquidity or delaying liquidity
and benefitting from the fees paid by
redeeming investors.” 140 This explicit
pricing of liquidity costs in money
market funds should offer significant
benefits to funds and the broader short-
term financing market in times of
potential stress because it should lessen
both the frequency and effect of
shareholder redemptions, which might
otherwise result in the sale of fund
securities at “fire sale” prices.141

137 See, e.g., Dreyfus Comment Letter (“We also
agree that liquidity fees can deter net redemption
activity while also providing an appropriate ‘“‘cost
of liquidity” for investors choosing to exercise the
option to redeem over the option to hold. . . .); see
also Comment Letter of Wells Fargo Funds
Management, LLC (Jan. 17, 2013) (available in File
No. FSOC-2012-0003) (“Wells Fargo FSOC
Comment Letter”) (stating that a liquidity fee would
“provide an affirmative reason for investors to
avoid redeeming from a distressed fund” and
“those who choose to redeem in spite of the
liquidity fee will help to support the fund’s market-
based NAV and thus reduce or eliminate the
potential harm associated with the timing of their
redemptions to other remaining investors”).

138 See, e.g., HSBC Comment Letter; Invesco
Comment Letter; IDC Comment Letter.

139 We note that investors owning securities
directly—as opposed to through a money market
fund—naturally bear liquidity costs. They bear
these costs both because they bear any losses if they
have to sell a security at a discount to obtain their
needed liquidity and because they directly bear the
risk of a less liquid investment portfolio if they sell
their most liquid holdings first to obtain needed
liquidity.

140 See Proposing Release, supra note 25, at 160
n.352 (citing ICI Jan. 24 FSOC Comment Letter).

141 See Chamber II Comment Letter (“[I]f
shareholders were to be charged a fee when an

In contrast, redemption gates will
provide fund boards with a direct and
immediate tool for stopping heavy
redemptions in times of stress.142
Unlike liquidity fees, gates are designed
to directly stop a run by delaying
redemptions long enough to allow (1)
fund managers time to assess the
condition of the fund and determine the
appropriate strategy to meet
redemptions, (2) liquidity buffers to
grow organically as securities in the
portfolio (many of which are very short-
term) mature and produce cash, and (3)
shareholders to assess the liquidity and
value of portfolio holdings in the fund
and for any shareholder or market panic
to subside.143 As contemplated by
today’s amendments, gates definitively
stop runs for funds that impose them by
blocking all redemptions for their
duration.

We recognize that redemption gates, if
they are ever imposed, will inhibit the
full, unfettered redeemability of money
market fund shares, a principle
embodied in section 22(e) of the
Investment Company Act.144 However,
as discussed in section III.A.3 below,
section 22(e) of the Investment
Company Act is aimed at preventing
funds and their advisers from interfering
with shareholders’ redemption rights for
improper purposes, such as preservation
of management fees. Consistent with
that aim, redemption gates under
today’s amendments are designed to
benefit the fund and its shareholders
and may be imposed only when a fund’s
board determines that doing so is in the
best interests of the fund.’4> We also
note that, in response to commenter
concerns regarding investor access to
their investments and the proposed
duration of redemption gates, under
today’s amendments, gates will be
limited to up to 10 business days in any
90-day period (rather than 30 days in a
90-day period as proposed).146 As such,
the extent to which today’s amendments
inhibit the redeemability of money
market fund shares is limited.

In fact, we note that money market
funds are currently permitted to delay
payments on redemptions for up to

MMF’s liquidity costs are at a premium, they may
be discouraged from redeeming their shares at that
time, which would have the effect of slowing
redemptions in the MMF.”).

142 See, e.g., Chamber II Comment Letter (“[A]
redemption gate would stop a ‘run’ in [its] tracks,
because shareholders would be prohibited from
redeeming their shares while the gate is in place.”)

143 See Proposing Release, supra note 25, at n.348.

144 See section 22(e).

145 See rule 2a—7(c)(2)().

146 See rule 2a—7(c)(2)(i)(B); see also, infra section
1II.A.2.d (discussing the duration of redemption
gates).
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seven days.14” In addition, money
market funds currently may suspend
redemptions after obtaining an
exemptive order from the
Commission,!48 or in accordance with
rule 22e-3, which requires a fund’s
board of directors to determine that the
fund is about to “‘break the buck”
(specifically, that the extent of deviation
between the fund’s amortized cost price
per share and its current market-based
NAV per share may result in material
dilution or other unfair results to
investors).14® Under today’s
amendments, money market fund
boards will be able to temporarily
suspend redemptions after a fund falls
below the same threshold that funds
must cross for boards to impose
liquidity fees.159 Accordingly, we
believe that the gating allowed by
today’s amendments extends and
formalizes the existing gating
framework, clarifying for investors
when a money market fund potentially
may use a gate as a tool to manage heavy
redemptions and thus prevents any
investor confusion on when gating may
apply. )

Fees and gates also may have different
levels of effectiveness under different
stress scenarios.151 For example, we
expect that the imposition of liquidity
fees when a fund faces heavy
redemptions should be able to reduce
the harm to non-redeeming shareholders
and thus the likelihood of additional
redemptions that might have been made
in response to that harm. To the extent

147 See section 22(e).

148 There are limited exceptions specified in
section 22(e) of the Act in which a money market
fund (and any other mutual fund) may suspend
redemptions or delay payment on redemptions for
more than seven days, such as (i) for any period (A)
during which the New York Stock Exchange is
closed other than customary week-end and holiday
closings or (B) during which trading on the New
York Stock Exchange is restricted, or (ii) during any
period in which an emergency exists (as the
Commission determines by rule or regulation) as a
result of which (A) disposal by the fund of
securities owned by it is not reasonably practical or
(B) it is not reasonably practical for the fund to
determine the value of its net assets. The
Commission also has granted orders in the past
allowing funds to suspend redemptions. See, e.g.,
In the Matter of The Reserve Fund, Investment
Company Act Release No. 28386 (Sept. 22, 2008)
[73 FR 55572 (Sept. 25, 2008)] (order); Reserve
Municipal Money-Market Trust, et al., Investment
Company Act Release No. 28466 (Oct. 24, 2008) [73
FR 64993 (Oct. 31, 2008)] (order).

149 Rule 22e-3(a)(1). Unlike under today’s
amendments, a fund that imposes redemptions
gates pursuant to rule 22e—3 must do so
permanently and in anticipation of liquidation.

150 See rule 2a—7(c)(2)().

151 We note that under today’s amendments, a
fund’s board may determine that it is in the best
interests of a fund to impose a fee and then later
determine to lift the fee and impose a gate, or vice
versa, subject to the limitations on the duration of
fees and gates. See rule 2a-7(c)(2)(i) and (ii).

that a fund does not need to engage in
fire sales and depress prices because of
the imposition of fees, the possibility of
broader market contagion is reduced.
We also note that research in behavioral
economics suggests that liquidity fees
may be particularly effective in
dampening a run because, when faced
with two negative options, investors
tend to prefer the option that involves
only possible losses rather than the
option that involves certain losses, even
when the amount of possible loss is
significantly higher than the certain
loss.152 Unlike gates, which temporarily
prevent shareholders from redeeming
shares altogether, once imposed,
liquidity fees will present investors with
an economic decision as to whether to
redeem or remain in a fund. Investors
fearing that a money market fund may
suffer losses may prefer to stay in the
fund and avoid paying a liquidity fee
(despite the possibility that the fund
might suffer a future loss) rather than
redeem and lock in payment of the
liquidity fee.153

It is possible, however, that liquidity
fees might not be fully effective during
a market-wide crisis because, for
example, shareholders might redeem
shares irrespective of the level of their
fund’s true liquidity costs and the
imposition of a liquidity fee.154 In those
cases, gates will be able to function as
circuit breakers, creating time for funds
to rebuild their own internal liquidity
and shareholders to reconsider whether
redemptions are still desired or
warranted.155

ii. Management-Related Advantages

We are also mindful that permitting
fund boards to impose fees and/or gates
after a fund has fallen below a particular
threshold, and requiring funds to
impose liquidity fees at a lower

152 See, e.g., Proposing Release, supra note 25, at
n.355 (citing Daniel Kahneman, Thinking, Fast and
Slow (2011), at 278-288); see also HSBC Comment
Letter; Schwab Comment Letter (“A liquidity fee
would force early redeemers to pay for the costs of
their redemption, without knowing whether the
fund was actually going to experience losses or not.
This is a powerful disincentive.”); but see Comment
Letter of Melanie L. Fein Law Offices (Sept. 10,
2013) (“Fein Comment Letter”) (suggesting liquidity
fees are unlikely to “prevent institutional [money
market fund] investors from reallocating their assets
in a crisis”).

153 See, e.g., Proposing Release, supra note 25, at
n.355 (citing Daniel Kahneman, Thinking, Fast and
Slow (2011), at 278-288); see also HSBC Comment
Letter; Schwab Comment Letter.

154 See DERA Study, supra note 24, at 7-14
(discussing different possible explanations for why
shareholders may redeem from money market funds
in times of stress).

155 See, e.g., Comment Letter of Department of the
Treasury, Commonwealth of Virginia (Sept. 17,
2013) (“Va. Treasury Comment Letter”’); Chamber II
Comment Letter; Dreyfus Comment Letter.

designated threshold (absent a board
finding that the fee is not in the best
interests of the fund), may offer certain
benefits to funds with respect to
management of liquidity and
redemption activity. Some commenters
suggested that, even during non-stress
periods, fees and gates could provide
fund managers with an incentive to
carefully monitor shareholder
concentration and shareholder flow to
lessen the chance that the fund might
have to impose fees or gates (because
larger redemptions are more likely to
cause the fund to breach the
threshold).156 The fees and gates
amendments also may have the
additional effect of encouraging
portfolio managers to more closely
monitor fund liquidity and hold more
liquid securities to increase the level of
daily and weekly liquid assets in the
fund, as it would tend to lessen the
likelihood of a fee or gate being
imposed.?57 Such an approach could
also lead to greater investor
participation in money market funds to
the extent investors seek to invest in a
product with low liquidity risk, thereby
increasing the supply of capital
available to invest in commercial paper.
We recognize, however, that such an
approach could perhaps shrink the
market for riskier or longer-term
commercial paper, or have a negative
effect on yield.158

We also note that funds may take
alternate approaches to managing
liquidity and imposing fees and gates,

156 See, e.g., Comment Letter of Securities
Industry and Financial Markets Association (Sept.
17, 2013) (“SIFMA Comment Letter”) (stating that
some members “‘believe the existence of the
liquidity trigger for the fee and gate will motivate
fund managers to maintain fund liquidity well in
excess of the trigger level, to avoid triggering the fee
or gate. That is to say, the mere existence of the
potential for the fee or gate will result in enhanced
liquidity in money market funds.”); BlackRock II
Comment Letter; Comment Letter of Hester Peirce
and Robert Greene (Sept. 17, 2013) (‘“Peirce &
Greene Comment Letter”); see also HSBC Global
Asset Management, Liquidity Fees; a proposal to
reform money market funds (Nov. 3, 2011) (“HSBC
2011 Liquidity Fees Letter”) (a liquidity fee “will
result in more effective pricing of risk (in this case,
liquidity risk) . . . [and] act as a market-based
mechanism for improving the robustness and
fairness” of money market funds); Comment Letter
of BlackRock, Inc. (Dec. 13, 2012) (available in File
No. FSOC-2012-0003) (“BlackRock FSOC
Comment Letter”) (“A fund manager will focus on
managing both assets and liabilities to avoid
triggering a gate. On the liability side, a fund
manager will be incented to know the underlying
clients and model their behavior to anticipate cash
flow needs under various scenarios. In the event a
fund manager sees increased redemption behavior
or sees reduced liquidity in the markets, the fund
manager will be incented to address potential
problems as early as possible.”).

157 See, e.g., Proposing Release, supra note 25, at
1n.365.

158 See infra section IILK.
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which may differentially affect the
short-term funding markets. For
example, a fund that imposes a fee or
gate may decide to immediately build
liquidity by investing all maturing
securities in highly liquid assets,
particularly if the fund wants to remove
the fee or gate as soon as possible.
Another fund may plan to impose a fee
or gate for a set period of time, in which
case, there would be no reason to stop
investing in less liquid short-term
commercial paper provided it matured
while the fee or gate was in place. The
first strategy would likely have the
capital formation effect of lowering
participation in short-term funding
markets, whereas the second strategy
may defer the impact until a later time,
possibly after market conditions have
improved.

iii. Transparency

We recognize, and certain
commenters noted, 9 that the prospect
of fees and gates being implemented
when a fund is under stress should help
make the risk of investing in money
market funds more salient and
transparent to investors, which may
help sensitize them to the risks of
investing in money market funds. On
the other hand, we note that other
commenters argued that fees and gates
would not improve transparency of risk
for investors.160 Having considered
these comments, however, we believe
that there will be an appreciable
increase in transparency as a result of
our fees and gates amendments. The
disclosure amendments we are adopting
today will require funds to provide
disclosure to investors regarding the
possibility of fees and gates being
imposed if a fund’s liquidity is
impaired. We believe such disclosure
will benefit investors by informing them

159 See, e.g., ICI Comment Letter; Comment Letter
of Myra Page (July 19, 2013) (“Page Comment
Letter”).

160 See, e.g., Comment Letter of Thrivent
Financial for Lutherans (Sept. 17, 2013) (“Thrivent
Comment Letter) (“The imposition of a liquidity fee
or gate will always be a surprise to the investors
that do not redeem quickly enough to avoid it. The
need to impose such a fee or gate will not be
transparent to the investor unless redemption
activity is disclosed in a timely manner providing
sufficient time for investors to react.”); Capital
Advisors Comment Letter. Two commenters also
expressed concern that the ability to impose fees
and gates would perpetuate shareholder reliance on
sponsor support. See Capital Advisors Comment
Letter; Thrivent Comment Letter. As discussed
herein, we believe fees and gates and the disclosure
associated with fees and gates will provide
investors certain benefits, including informing
investors further of the risks associated with money
market funds. We further believe that the disclosure
requirements adopted today regarding sponsor
support should help ameliorate concerns regarding
shareholder reliance on sponsor support. See infra
sections IILE.7, IILE.9.g and IIL.F.3.

further of the risks associated with
money market funds, particularly that
money market funds’ liquidity may, at
times, be impaired.16? In addition, as
noted above, fees and gates also could
encourage shareholders to monitor
funds’ liquidity levels and exert market
discipline over the fund to reduce the
likelihood that the imposition of fees or
gates will become necessary in that
fund.162

c. Concerns Regarding Fees and Gates

i. Pre-Emptive Runs and Broader Market
Concerns

We acknowledge the possibility that,
in market stress scenarios, shareholders
might pre-emptively redeem shares if
they fear the imminent imposition of
fees or gates (either because of the
fund’s situation or because other money
market funds have imposed redemption
restrictions).163 A number of
commenters suggested investors would
do s0.164¢ Some commenters also

161 We recognize that the level of board discretion
in the fees and gates amendments may make it more
difficult for investors to predict when fees and/or
gates will imposed; however, we are adopting
certain thresholds and maximums that we believe
will provide investors with notice as to the possible
imposition of fees and gates. Additionally, today we
are adopting a requirement that funds disclose their
percentage of weekly liquid assets on a daily basis
on their Web sites and, thus, shareholders should
be aware when a fund is approaching these
thresholds. See rule 2a—7(h)(10)(ii)(B).

162 See Proposing Release, supra note 25, at n.366.
The disclosure of fees and gates also could
advantage larger funds and fund groups if the
ability to provide financial support reduces or
eliminates the need to impose fees and/or gates
(whose imposition may be perceived to be a
competitive detriment).

163 See, e.g., Proposing Release, supra note 25, at
163-167, n.361.

164 See, e.g., Comment Letter of Novelis (July, 16,
2013) (“Novelis Comment Letter”’); Comment Letter
of State Investment Commission, Commonwealth of
Kentucky (Sept. 9, 2013) (“Ky. Inv. Comm'n
Comment Letter”); Boston Federal Reserve
Comment Letter; Comment Letter of Hester Peirce
and Robert Greene, Working Paper: Opening the
Gate to Money Market Fund Reform (Apr. 8, 2014)
(“Peirce & Greene II Comment Letter”’). Some
commenters were concerned that news of one
money market fund imposing a redemption
restriction could trigger a system-wide run by
investors in other money market funds. See, e.g.,
Samuel Hanson, David Scharfstein, and Adi
Sunderam (Sept. 16, 2013) (“Hanson et al.
Comment Letter”’); Deutsche Comment Letter;
Boston Federal Reserve Comment Letter (suggesting
further that “because of the relative homogeneity in
many [money market funds’ holdings], the
imposition of a liquidity fee or redemption gate on
one fund may incite runs on other funds which are
not subject to such measures”) (citation omitted). In
addition, one commenter, drawing an analogy to
banks prior to the adoption of federally insured
deposits, noted that although withdrawal
suspensions were commonly used by banks in
response to fleeing depositors, the specter of
suspensions themselves were often the cause of
such investor flight. See, e.g., Comment Letter of
Committee on Capital Markets Regulation (Sept. 17,
2013) (“Comm. Cap. Mkt. Reg. Comment Letter”).

suggested that sophisticated investors in
particular might be able to predict that
fees and gates may be imposed and may
redeem shares before this occurs.165

While we recognize that there is risk
of pre-emptive redemptions, the benefits
of having effective tools in place to
address runs and contagion risk leads us
to adopt the proposed fees and gates
reforms, with some modifications. We
believe several of the changes we are
making in our final reforms will
mitigate this risk and dampen the effects
on other money market funds and the
broader markets if pre-emptive
redemptions do occur.

As discussed below, the shorter
maximum time period for the
imposition of gates and the smaller size
of the default liquidity fee that we are
adopting in these final amendments, as
compared to what we proposed, are
expected to lessen further the risk of
pre-emptive runs.16¢ We understand
that the potential for a longer gate or
higher liquidity fee before a restriction
is in place may increase the incentive
for investors to redeem at the first sign
of any potential stress at a fund or in the
markets.167 We believe that by limiting
the maximum time period that gates
may be imposed to 10 business days in
any 90-day period (down from the
proposed 30 days), investor concerns
regarding an extended loss of access to
cash from their investment should be
mitigated. Indeed, some money market
funds today retain the right to delay
payment on redemption requests for up
to seven days, as all registered
investment companies are permitted to
do under the Investment Company Act,
and we are not aware that this
possibility has led to any pre-emptive
runs historically.168 In addition, we note
that under section 22(e), the
Commission also has the authority to,
by order, suspend the right of
redemption or allow the postponement
of payment of redemption requests for
more than seven days. The Commission
used this authority, for example, with

165 See, e.g., MFDF Comment Letter; Va. Treasury
Comment Letter; Goldman Sachs Comment Letter.

166 See Comment Letter of Federated Investors,
Inc. (Apr. 25. 2014) (“Federated XI Comment
Letter”).

167 See J.P. Morgan Comment Letter (“The
potential of total loss of access to liquidity for up
to thirty (30) days will be a concern for investors,
and could exacerbate a pre-emptive run.”);
Federated V Comment Letter (‘“‘Shareholders will
find it increasingly difficult to compensate for their
loss of liquidity the longer the suspension of
redemptions continues. It is therefore important for
Alternative 2 to limit the suspension of
redemptions to a period in which the potential
benefits to shareholders of delaying redemptions
outweigh the potential disruptions caused by the
delay.”).

168 See section 22(e).
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respect to the Reserve Primary Fund. To
our knowledge, this authority also has
not historically led to pre-emptive
redemptions. We believe that the gating
allowed by today’s amendments extends
and formalizes this existing gating
framework, clarifying for investors
when a money market fund potentially
may use a gate as a tool to manage heavy
redemptions and thus prevents any
investor confusion on when gating may
apply.

We believe that the maximum 10
business day gating period we are
adopting today is a similarly short
enough period of time (as compared to
the seven days a fund may delay
payment on redemption requests) that
many investors may not be unduly
burdened by such a temporary loss of
liquidity.16° Thus, these investors may
have less incentive to redeem their
investments pre-emptively before the
imposition of a gate. For similar reasons,
the reduction in the default liquidity fee
to 1% (down from the proposed 2%),
discussed further below, may also
lessen shareholders’ incentives to
redeem pre-emptively as fewer investors
may consider it likely that a liquidity
fee will result in an unacceptable loss
on their investment.170

In addition, we expect that the
additional discretion we are granting
fund boards to impose a fee or gate at
any time after a fund’s weekly liquid
assets have fallen below the 30%
required minimum, a much higher level
of remaining weekly liquid assets than
proposed, should mitigate the risk of
pre-emptive redemptions. This board
discretion should reduce the incentive
of shareholders from trying to pre-
emptively redeem because they will be
able to less accurately predict

169 See, e.g., Federated V Comment Letter (stating
that 10 calendar days “would be a significantly
shorter period than proposed by the Commission,
while still allowing prime [money market funds]
more than a week to address whatever problem led
to the suspension of redemptions. This would also
be consistent with the comments of some of the
investors who indicated to Federated that they
probably could not go more than two weeks without
access to the cash held in their [money market
fund].”); see also infra section III.A.2.d (discussing
the maximum duration of temporary redemption
gates under today’s amendments).

170 We note that under our final amendments, the
1% default liquidity may be raised by a fund’s
board (up to 2%) if it is in the best interests of the
fund. See rule 2a-7(c)(2)(ii)(A). However, given the
empirical information regarding liquidity costs in
money market fund eligible securities in the
financial crisis, as discussed in the DERA Liquidity
Fee Memo, which supported the reduction in the
size of the default liquidity fee to 1%, money
market fund shareholders may estimate that a fee
as high as 2% will be unlikely and that depending
on the circumstances, a fee of less than 1% could
be appropriately determined by the board of
directors. See DERA Liquidity Fee Memo, supra
note 111.

specifically when, and under what
circumstances, fees and gates will be
imposed.171 Board discretion also
should allow boards to act decisively if
they become concerned liquidity may
become impaired and to react to
expected, as well as actual, declines in
liquidity levels, given their funds’
investor base and other characteristics.

Likewise, increased board discretion
should lessen the likelihood that
sophisticated investors can
preferentially predict when a fee or gate
is going to be imposed because
sophisticated investors, like any other
investor, will not know what specific
circumstances a fund board will deem
appropriate for the imposition of fees or
gates.172 We recognize that
sophisticated investors may monitor the
weekly liquid assets of funds and seek
to redeem before a fund drops below the
30% weekly liquid asset threshold. We
believe, however, that a sophisticated
investor may be dissuaded from
redeeming in these circumstances
because the fund still has a substantial
amount of internal liquidity. In
addition, redemptions when the fund
still has this much internal liquidity
would not lead to fire sales or other
such adverse effects.

We also believe that increased board
flexibility will reduce the occurrence of
pre-emptive redemptions by
shareholders who seek to redeem
because another money market fund has
imposed a fee or gate. Increased board
flexibility will likely result in different
funds imposing different redemption
restrictions at different times,
particularly considering that after
crossing the 30% threshold each fund’s
board will be required to make a best
interests determination with respect to
the imposition of a fee or gate.173 As
such, it will be less likely that investors

171 See Wells Fargo Comment Letter (‘“The ability
for fund investors to frequently and aggressively
‘game’ and avoid the potential imposition of Fees
or Gates is undermined by the element of
uncertainty inherent in a fund board’s discretion to
impose a Fee or a Gate.”); see also Proposing
Release, supra note 25, at n.362. Additionally, we
believe that requiring investors in institutional
prime funds to redeem their shares at floating NAV
should lower the incentive to run pre-emptively
when investors anticipate that a gate will be
imposed as a result of a credit event. See infra
section IIL.B for a discussion of the floating NAV
requirement.

172 Although funds’ Web site disclosure will
indicate when a fund is approaching the weekly
liquid asset thresholds for imposing a fee or gate,
investors will not know the circumstances under
which a board will deem such a restriction to be
in the best interests of the fund. See rule 2a—
7(h)(10)(ii)(B).

173 Boards will also be required to make a best
interests determination if they determine to change
the level of the default liquidity fee or to not impose
the default fee. See rule 2a—7(c)(2)(ii).

can predict whether any particular fund
will impose a fee or gate, even if another
fund has done so, and thus perhaps less
likely they will redeem assuming that
one fund imposing such a restriction
means other funds may soon do so.

Moreover, we believe that funds’
ability to impose fees and gates once
weekly liquid assets drop below 30%
will substantially mitigate the broader
effects of pre-emptive runs, should they
occur. A money market fund that
imposes a fee or gate with substantial
remaining internal liquidity is in a
better position to bear those
redemptions without a broader market
impact because it can satisfy those
redemption requests through existing or
internally generated cash and not
through asset sales (other than perhaps
sales of government securities that tend
to increase in value and liquidity in
times of stress). Thus, pre-emptive runs,
if they were to occur, under these
circumstances are less likely to generate
adverse contagion effects on other
money market funds or the short-term
financing markets.

We note some commenters suggested
that concerns about pre-emptive run
risks from fees and gates are likely
overstated.174 One commenter noted
that the “element of uncertainty
inherent in a board’s discretion to
impose a fee or gate”” would diminish
any possible gaming by investors.175
Another commenter further noted that
“appropriate portfolio construction and
daily transparency’” would reduce the
likelihood of anticipatory
redemptions.17¢ For example, as
discussed below, our amendments
require that each money market fund
disclose daily on its Web site its level
of weekly liquid assets. This means that
if one money market fund imposes a fee
or gate, investors in other money market
funds will have the benefit of full
transparency on whether the money
market fund in which they are invested
is similarly experiencing liquidity stress
and thus is likely to impose a fee or gate.
Pre-emptive redemptions and contagion
effects due to a lack of transparency

174 See, e.g., SIFMA Comment Letter; Wells Fargo
Comment Letter; Dreyfus Comment Letter; see also
Chamber II Comment Letter (stating that “unlike
with the current conditions of [r]ule 22e-3 under
the [Investment Company Act], a redemption gate
would allow the MMF to remain in operation after
the gate is lifted. This, in turn, will provide MMF
investors with comfort regarding the ultimate
redemption of their investment and make any large-
scale redemptions less likely.”); Comment Letter of
Artie Green (Aug. 29, 2013) (“Green Comment
Letter”) (“Fund shareholders would be less likely
to panic if they know they will have access to their
assets when the fund reopens after a short
suspension of redemptions.”).

175 See Wells Fargo Comment Letter.

176 See Dreyfus Comment Letter.
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(which may have occurred in the crisis)
may therefore be reduced. Some
commenters also have previously
indicated that a liquidity fee or gate
should not accelerate a run, stating that
such redemptions would likely trigger
the fee or gate and that, once triggered,
the fee or gate would then lessen or halt
redemptions.177

Additionally, we note that while
many European money market funds are
able to suspend redemptions and/or
impose fees on redemptions, we are not
aware that their ability to do so has
historically led to pre-emptive runs.
Most European money market funds are
subject to legislation governing
Undertakings for Collective Investment
in Transferable Securities (“UCITS”),
which also covers other collective
investments, and which permits them to
suspend temporarily redemptions of
units.178 For example, in Ireland, UCITS
are permitted to temporarily suspend
redemptions “in exceptional cases
where circumstances so require and
suspension is justified having regard to
the interest of the unit-holders.” 179
Similarly, many money market funds in
Europe are also permitted to impose fees
on redemptions.180

We also note that a commenter
discussed a paper by the staff of the
Federal Reserve Bank of New York
(“FRBNY”’) entitled “Gates, Fees, and
Preemptive Runs.”” 181 The FRBNY staff
paper constructs a theoretical model of
fees or gates used by a financial
intermediary and finds ‘‘that rather than
being part of the solution, redemption
fees and gates can be part of the
problem.” 182 This commenter argued

177 See, e.g., Proposing Release, supra note 25, at
1n.364.

178 See, e.g., UCITS IV Directive, Article 84
(permitting a UCITS to, in accordance with
applicable national law and its instruments of
incorporation, temporarily suspend redemption of
its units); Articles L. 214-19 and L. 214—-30 of the
French Monetary and Financial Code (providing
that under exceptional circumstances and if the
interests of the UCITS units holders so demand,
UCITs may temporarily suspend redemptions); see
also Coll. 7.2R United Kingdom Financial Conduct
Authority Handbook (allowing the temporary
suspension of redemptions “where due to
exceptional circumstances it is in the interest of all
the unitholders in the authorized fund”).

179 See Regulation 104(2)(a) of S.I. No. 352 of
2011.

180 See, e.g., HSBC Comment Letter (“We are in
the process of rolling out the ability for the Board
of Directors to impose trigger based liquidity fees
in our [money market funds] where current
regulation allows. At this time we are working on
implementation in our flagship “Global Liquidity
Fund” range domiciled in Dublin.”).

181 See Federated XI Comment Letter.

182 See Gates, Fees and Preemptive Runs, Federal
Reserve Bank of New York Staff Report No. 670
(Apr. 2014), available at http://
www.newyorkfed.org/research/staff reports/
sr670.pdf.

that this paper fails to consider
numerous restrictions in bank products
similar to fees and gates that do not
appear to have triggered pre-emptive
runs on banks.183 In particular, the
commenter noted that all banks are
required “‘to retain contractual authority
as to most deposits to postpone
withdrawals (gating) or impose early
redemption fees and to reserve the right
to impose restrictions—either gates or
fees or both—on redemptions of all bank
deposits other than demand deposit
accounts. . . .’184

We note that the model of fees or
gates in the FRBNY staff paper has a
number of features and assumptions
different than the reforms we are
adopting today. For example, the
paper’s model assumes the fees or gates
are imposed only when liquid assets are
fully depleted. In contrast, under our
reforms fees or gates may be imposed
while the fund still has substantial
liquid assets and, as discussed above,
we believe investors may be dissuaded
from pre-emptively redeeming from
funds with substantial internal liquidity
because the fund is more likely to be
able to readily satisfy redemptions
without adversely impacting the fund’s
pricing.185 Moreover, under our reforms
(unlike the model), a fund board has
discretion in the decision of when to
impose fees or gates, which as discussed
above should reduce the incentive for
investors to run, because they will be
able to less accurately predict
specifically when, and under what
circumstances, fees or gates will be
imposed.186 Another significant
difference is that our reforms include a
floating NAV for institutional prime
money market funds, which constitute a
sizeable portion of all money market
funds, but the model assumes a stable
NAV. As discussed below, we believe
the floating NAV requirement may
encourage those investors who are least
able to bear risk of loss to redirect their
investments to other investment
opportunities (e.g., government money
market funds), and this may have the
secondary effect of removing from the
funds those investors most prone to

183 See Federated XI Comment Letter.

184 See id. (citations omitted). The commenter
states that, other than with respect to demand
deposit accounts, “‘banks (1) are required . . . to
reserve the right to require seven days’ advance
notice of a withdrawal from [money market deposit
accounts], NOW accounts and other savings
accounts; (2) are not required to allow early
withdrawal from [certificates of deposit] and other
time deposits; and (3) are allowed to impose early
withdrawal fees on time deposits if they choose to
permit an early withdrawal from a time deposit.”

185 See supra at text following note 172.

186 See supra notes 171-173 and accompanying
text.

redeem should a liquidity event occur
for which fees or gates could be
imposed. Furthermore, the paper also
assumes that no investor could foresee
the possibility of a shock to a money
market fund that reduces the fund’s
value or liquidity despite the events of
2008 that should have informed
investors that fund NAVs can change
over time and that liquidity levels may
fluctuate. In addition, under our floating
NAV reforms, price levels of
institutional prime money market funds
likely will fluctuate, and today’s reforms
will also require additional disclosures
that will convey important information
to investors about the fund’s value
which in turn may help prevent run
behavior to the extent it is based on
uninformed decision-making.

These differences in our reforms as
compared to the model in the FRBNY
staff paper, along with the additional
disclosures that we are adopting today
that will convey important information
to investors about the fund’s value,
should in our view significantly
mitigate any potential for substantial
investor runs before fees and gates are
imposed. Accordingly, the FRBNY staff
paper’s findings regarding the risks of
pre-emptive redemptions, because they
rely on different facts and assumptions
than are being implemented in today’s
reforms, are not likely to apply to
money market funds following today’s
reforms.

As noted above, the new daily
transparency to shareholders on funds’
levels of weekly liquid assets should
provide additional benefits, including
helping shareholders to understand if
their fund’s liquidity is at risk and thus
a fee or gate more likely and, therefore,
should lessen the chance of contagion
from shareholders redeeming
indiscriminately in response to another
fund imposing a fee or gate. Investors
will be able to benefit from this
disclosure when assessing each fund’s
circumstances, rather than having to
infer information from, or react to, the
problems observed at other funds.
Nevertheless, investors might mimic
other investors’ redemption strategies
even when those other investors’
decisions are not necessarily based on
superior information.?8” General stress

187 See Proposing Release, supra note 25, at n.363;
see also Hanson et al. Comment Letter (“news that
one [money market fund] has initiated redemption
restrictions could set off a system-wide run by
investors who are anxious to redeem their shares
before other funds also initiate such fees or
restrictions”); Boston Federal Reserve Comment
Letter (“[Blecause of the relative homogeneity in
many [money market funds’] holdings, the
imposition of a liquidity fee or redemption gate on
one fund may incite runs on other funds which are
not subject to such measures” (citation omitted)).


http://www.newyorkfed.org/research/staff_reports/sr670.pdf
http://www.newyorkfed.org/research/staff_reports/sr670.pdf
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in the short-term markets or fear of
stress at a particular fund could trigger
redemptions as shareholders try to
avoid a fee or gate. As noted above,
however, even if investors redeem, their
redemptions eventually could cause a
fee or gate to come down, thereby
lessening or halting redemptions and
mitigating contagion risk.188 In sum, we
are persuaded that fees and gates are
important tools that can be used to halt
redemptions and prevent contagion
during periods of market stress.

ii. Impact on a Fund After Imposing a
Fee or Gate

Commenters have suggested that once
fees and gates are imposed, they may
not be easily lifted without triggering a
run.?89 Similarly, other commenters
warned that imposing a fee or gate
would not help a fund recover from a
crisis but rather force it into liquidation
because investors would lose trust in
the fund and seek to invest in a money
market fund that has not imposed a fee
or gate.190 We acknowledge that there is
a risk that investors may redeem from a
fund after a fee or gate is lifted. We
believe this is less likely following the
imposition of a fee, however, because
investors will continue to have the
ability to redeem while a fee is in place
and, therefore, may experience less
disruption and potentially less loss in
trust. In any event, we believe that it is
important that money market funds
have these tools to give funds the ability
to obtain additional liquidity in an
orderly fashion if a liquidity crisis
occurs, notwithstanding the risk that the
imposition of a fee or gate may cause
some subsequent loss in trust in a fund
or may lead to a resumption in heavy
redemptions once a fee or gate is lifted.
Further, we think it is important to
observe that whenever a fee or gate is
imposed, the fund may already be under
stress from heavy redemptions that are
draining liquidity, and the purpose of
the fees and gates amendments is to give
the fund’s board additional tools to
address this external threat when the
board determines that using one or both

188 See SIFMA Comment Letter (“[Some]
members point out that if a fund’s liquidity
breaches the trigger level, the gate and fee,
themselves, will stem any exodus and damper its
effect.”).

189 See, e.g., Comment Letter of T. Rowe Price
Associates, Inc. (Sept. 17, 2013) (“T. Rowe Price
Comment Letter”).

190 See, e.g., Schwab Comment Letter (“[W]e have
a hard time seeing how any fund that actually
imposed fees and/or redemption gates would ever
be able to recover and be a viable fund again.
Investor trust in that fund would be lost.”);
Goldman Sachs Comment Letter; J.P. Morgan
Comment Letter.

of the tools is in the fund’s best
interests.

Further, to the extent that
commenters’ concerns about potential
loss in trust or risk of a run when a fee
or gate is lifted is tied to investor
concerns about the sufficiency of the
fund’s liquidity levels, we note that,
under today’s amendments, funds will
be required to disclose information
regarding their liquidity (e.g., daily and
weekly liquid assets) on a daily basis.
Such disclosure, assuming adequate
liquidity, may help ameliorate concerns
that investors will run or shift their
investment elsewhere after a fund lifts
its redemption restrictions because
investors will be able to see that a fund
is sufficiently liquid. To the extent
heavy redemptions resume after a fund
lifts a fee or gate, we also note that a
fund board may again impose a fee, or
gate if the fund has not yet exceeded the
10 business day maximum gating
period, if it is in the best interests of the
fund.191 Additionally, while we
recognize that fees and gates may cause
some investors to leave a fund once it
has lifted a fee or gate (or, in the case
of a fee, while the fee is in place), which
may affect efficiency, competition, and
capital formation, we believe it is
possible that some investors,
particularly those that were not seeking
to redeem during the imposition of the
fee or gate, may choose to stay in the
fund. In this regard, we note that, as
discussed above, a liquidity fee would
benefit those investors who were not
seeking to redeem while a fund’s
liquidity was under stress by more
equitably allocating liquidity costs
among redeeming and non-redeeming
shareholders.192 In addition, to the
extent a fund’s drop in weekly liquid
assets was the result of an external
event, if such event resolves while a fee
or gate is place, some investors may
choose to stay in the fund after the fee
or gate is lifted.

In addition, we recognize that a fund
board may determine to close a fund
and liquidate after the fund has imposed
a fee or temporary gate (or instead of
imposing a fee or temporary gate)
pursuant to amended rule 22e-3.193 We
note, however, that even if a fund
ultimately liquidates, its disposition is
likely to be more orderly and efficient
if it previously imposed a fee or gate. In
fact, imposing a fee or gate should give

191 See rule 2a—-7(c)(2)(i)(B) (limiting the
imposition of gates to 10 business days in any 90-
day period).

192 See supra note 121 and accompanying text.
193 See infra section III.A.4 herein discussing
amendments to rule 22e—3 that will allow a board
to close and liquidate a fund if the fund’s weekly

liquid assets have dropped below 10%.

a fund more time to generate greater
liquidity so that it will be able to
liquidate with less harm to
shareholders. Additionally, to the extent
a fund’s board determines to close the
fund and liquidate after the fund has
imposed a fee or temporary gate, we
anticipate that this would more
commonly occur because the imposition
of the fee or gate was the result of
idiosyncratic stresses on the fund.19¢ In
this regard, we note that at least one
commenter who suggested that a money
market fund would likely be forced to
liquidate after imposing a fee or gate,
also noted that “in a systemic crisis”
where many funds may be faced with
heavy redemptions and thus the
possibility of imposing fees and gates,
money market funds “may have a
greater likelihood of avoiding
liquidation after the systemic crisis [has]
subsided.” 195

iii. Investors’ Liquidity Needs

A number of commenters expressed
concern that fees or gates could impair
money market funds’ use as liquid
investments, in particular because
redemption restrictions (especially
gates) would limit or deny shareholders
ready access to their funds.196
Commenters noted such a lack of
liquidity could have detrimental
consequences for investors, including,
for example, corporations and
institutions using liquidity accounts for
cash management,197 retail investors
needing immediate access to cash such
as in a medical emergency or when
purchasing a home,198 and state and
local governments that need to make
payroll or service bond payments when
due.199

We recognize that liquidity fees and
redemption gates could affect
shareholders by potentially limiting,
partially or fully (as applicable), the
redeemability of money market fund
shares under certain conditions, a
principle embodied in the Investment

194 See infra note 195 and accompanying text.

195 See J.P. Morgan Comment Letter.

196 See, e.g., Comment Letter of the Boeing
Company (Sept. 9, 2013) (“Boeing Comment
Letter”’); Boston Federal Reserve Comment Letter;
BlackRock II Comment Letter.

197 See, e.g., Boeing Comment Letter; Capital
Advisors Comment Letter.

198 See, e.g., Comment Letter of the SPARK
Institute, Inc. (Sept. 16, 2013) (“SPARK Comment
Letter”’); Comment Letter of Vanguard (Sept. 17,
2013) (“Vanguard Comment Letter”).

199 See, e.g., Comment Letter of Chief Financial
Officer, State of Florida (Sept. 12, 2013) (“Fla. CFO
Comment Letter”’); Comment Letter of Treasurer
and Comptroller, St. Louis, Missouri (Sept. 17,
2013) (“St. Louis Treasurer Comment Letter”).
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Company Act.290 In our view, however,
these reforms should not unreasonably
impede the use of money market funds
as liquid investments. First, under
normal circumstances, when a fund’s
liquidity is not under stress, the fees
and gates amendments will not affect
money market funds or their
shareholders. Fees and gates are tools
for funds to use in times of severe
market or internal stress. Second, even
when a fund experiences stress, the fees
and gates amendments we are adopting
today do not require money market
funds to impose fees and gates when it
is not in the best interests of the fund.
Accordingly, we believe these tools can
assist funds facing liquidity shortages
during periods of unusual stress, while
preserving the benefits of money market
funds for investors and the short-term
funding markets by not affecting the
day-to-day operations of a fund in
periods without stress. In fact, a number
of commenters observed that fees and
gates would be the most effective option
of achieving the Commission’s reform
goals,201 and would preserve as much as
possible the current benefits of money
market funds and/or be less onerous
day-to-day on funds and investors.202
With respect to liquidity fees, we also
note that investors will not be
prohibited from redeeming their
investments; rather, they may access
their investments at any time, but their
redemptions will be subject to a fee that
is designed to make them bear at least
some of the costs associated with their
access to liquidity rather than
externalizing those costs to the
remaining fund shareholders. With
respect to gates, we recognize that they
will temporarily prevent investors from
redeeming their investments when
imposed. However, we believe gates (as
well as fees) will rarely be imposed in
normal market conditions. In our view,
in those likely rare situations where a
gate would be imposed, investors would
(in the absence of the gating
mechanism) potentially be left in worse
shape if the fund were, for example,
forced to engage in the sale of assets and
thus incur permanent losses; or worse,
if the fund were forced to liquidate
because of a severe liquidity crisis.
Thus, we believe that allowing fund
boards to impose gates should not be

200 See infra Section III.A.3 (discussing the
rationale for the exemptions from the Investment
Company Act).

201 See, e.g., Fidelity Comment Letter; Deutsche
Comment Letter; Comment Letter of SunTrust Bank
and SunTrust Investment Services (Sept. 16, 2013)
(“SunTrust Comment Letter”).

202 See, e.g., Comment Letter of Plan Investment
Fund, Inc. (Sept. 16, 2013) (“Plan Inv. Fund
Comment Letter”’); IDC Comment Letter; HSBC
Comment Letter.

viewed as detrimental to funds, but
rather should be viewed as an interim
measure boards can employ in worse
case scenarios where the alternative
would likely be a result potentially
more detrimental to investors’ overall
interests. To the extent that some
investors may be sufficiently concerned
about their ability to access their
investment to meet certain obligations,
such as payroll or bills, we believe they
may choose to manage their money
market fund investments so as to be able
to meet these obligations if a
redemption gate should be imposed.203

While we recognize these commenter
concerns regarding liquidity, we believe
that the overall benefits and protections
that are provided by the fees and gates
amendments to all investors in these
money market funds outweigh these
concerns. Furthermore, we note that the
final amendments have been modified
and tailored to mitigate some potentially
disruptive consequences of fees and
gates. For example, under the final
amendments, gates cannot be imposed
for more than 10 business days in any
90-day period, so, to the extent an
investor’s access to his/her money is
inhibited, it is for a limited period of
time, which may allow an investor to
better prepare for and withstand a
possible gate. We also note, as discussed
above, that funds are currently
permitted to impose permanent
redemption gates in certain
circumstances.20¢ Therefore, we believe
that the gating allowed by today’s
amendments extends and formalizes the
existing gating framework, clarifying for
investors when a money market fund
potentially may use a gate as a tool to
manage heavy redemptions and thus
prevents any investor confusion on
when gating may apply. While we
recognize that the permanent
redemption gates allowed under rule
22e-3 have not yet been used by money
market funds, we note that investors
have widely utilized money market
funds as cash management vehicles
even with the possibility of these
permanent gates under an existing rule.
Moreover, to the extent an investor
wants to invest in a money market fund
without the possibility of fees and/or
gates, it may choose to invest in a
government money market fund, which
is not subject to the fees and gates
requirements.205

203 We recognize that some investors may choose
to move their money out of affected money market
funds due to concern that a fee or gate may be
imposed in the future. For a discussion of investor
movement out of money market funds, see infra
section IILK.

204 See rule 22e-3.

205 See infra section IIL.C.1.

iv. Investor Movement Out of Money
Market Funds

Some commenters expressed concern
that the possibility of fees and gates
being imposed could result in
diminished investor appeal and/or
utility of affected money market funds,
and could cause investors to either
abandon or severely restrict use of
affected money market funds.20¢ For
example, commenters suggested that
fees and gates would drive sweep
account money out of money market
funds.207 Commenters warned that fees
and gates may cause investors to shift
investments into other assets,
government money market funds, FDIC-
insured accounts and other bank
products, riskier and/or less regulated
investments, or other alternative stable
value products.2°8 Conversely, other
commenters predicted only minor
effects on investor demand and/or that
investor demand would decrease less
under the proposed fees and gates
alternative than under the proposed
floating NAV alternative.209

We recognize that, as suggested by
certain commenters, our amendments
could cause some shareholders to
redeem their prime money market fund
shares and move their assets to
alternative products that do not have the
ability to impose fees or gates because
the potential imposition of a fee or gate
could make investment in a money
market fund less attractive due to less

206 See, e.g., Ky. Inv. Comm’n Comment Letter;
Boeing Comment Letter; Schwab Comment Letter;
American Bankers Ass'n, Comment Letter.

207 See Fin. Info. Forum Comment Letter
(“Charging a liquidity fee and imposing gates
effectively removes money market funds as a sweep
vehicle since these accounts are designed to be a
liquidity product and firms will no longer be able
to guarantee liquidity.””); Comment Letter of M&T
Banking Corporation (Oct. 1, 2013) (“M&T Bank
Comment Letter”) (suggesting fees and gates would
“drive most commercial banking clients from prime
money market fund sweep accounts”); SIFMA
Comment Letter.

208 See, e.g., Northern Trust Comment Letter;
M&T Bank Comment Letter; Schwab Comment
Letter; but see Invesco Comment Letter (suggesting
that investor opposition to fees and gates could be
addressed in part by greater education regarding the
circumstances in which the gates would be
imposed); Peirce and Greene Comment Letter
(suggesting that to the extent gates in particular
make money market funds less attractive to certain
investors, this would be “‘a positive step toward
helping them find appropriate investments for their
needs.”); see also Comment Letter of Fidelity
Investments (Apr. 22, 2014) (“Fidelity DERA
Comment Letter”’); Comment Letter of BlackRock,
Inc. (Apr. 23, 2014) (“BlackRock DERA Comment
Letter”).

209 See, e.g., Comment Letter of Cathy Santoro
(Sept. 17, 2013) (““Santoro Comment Letter”’);
Comment Letter of Arnold & Porter LLP on behalf
of Federated Investors (Costs of Implementing the
Proposals) (Sept. 17, 2013) (“Federated X Comment
Letter”).
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certain liquidity.21° As noted above, this
could affect efficiency, competition, and
capital formation. We agree with one
commenter that suggested it is difficult
to estimate the extent to which assets
might shift from prime funds to
government funds or other
alternatives.211 As discussed above,
some investors may determine they are
comfortable investing in money market
funds that may impose fees and gates,
because fees and gates will likely be
imposed only during times of stress and
should not affect the daily operations of
money market funds during normal
market conditions.212 Other investors,

210 See Comment Letter of SunGard Institutional
Brokerage Inc. (Sept. 13, 2013) (“SunGard Comment
Letter”) (finding in a survey of its corporate,
government and pension plan customers that 76%
of respondents would decrease their use of money
market funds substantially or entirely, but that only
22% of respondents would stop using money
market funds entirely); Comment Letter of Fidelity
(Feb. 3, 2012) (available in File No. 4-619)
(“Fidelity Feb. 3 Comment Letter”) (finding in a
survey of their retail money market fund customers
that 43% would stop using a money market fund
with a 1% non-refundable redemption fee charged
if the fund’s NAV per share fell below $0.9975 and
27% would decrease their use of such a fund);
Comment Letter of Federated Investors, Inc. on the
I0SCO Consultation Report on Money Market Fund
Systemic Risk Analysis and Reform Options (May
25, 2012) available at http://www.iosco.org/library/
pubdocs/pdf/IOSCOPD392.pdf (“Federated IOSCO
Comment Letter”) (stating that they anticipate ““that
many investors will choose not to invest in MMFs
that are subject to liquidity fees, and will redeem
existing investments in MMFs that impose a
liquidity fee” but noting that “[s]hareholder
attitudes to redemption fees on MMFs are
untested”’); but see Invesco Comment Letter
(suggesting that investor opposition to fees and
gates could be addressed in part by greater
education regarding the circumstances in which the
gates would be imposed).

211 See Comment Letter of Federated Investors,
Inc. (Demand and Supply of Safe Assets) (Apr. 23,
2014) (“Federated DERA I Comment Letter”)
(suggesting an “inability to predict how many assets
might shift from prime and municipal MMFs to
government MMFs in response to adoption [of]
[a]lternative 1 or 2, or a combination thereof”” and
recommending that the Commission consider a
“range of outcomes” when analyzing a possible
shift out of prime money market funds and into
government money market funds). The commenter
also noted that it has “not found any basis for
estimating the extent to which prime and municipal
MMF shareholders would prefer bank instruments
to government MMFs.” See id.

212 See, e.g., Invesco Comment Letter (“[W]e
believe that additional education about the purpose
and operation of the proposed liquidity fees and
redemptions gates and the circumstances in which
they might be implemented would increase greatly
MMF investors’ willingness to accept them.”);
Goldman Sachs Comment Letter (‘“[SJome of our
investors have told us that they could accept the
prospect of liquidity fees and gates. . . .”);
Comment Letter of Tom Garst (Aug. 30, 2013)
(“Garst Comment Letter”’) (suggesting that gates
would be the “most acceptable alternative” out of
those proposed); Capital Advisors Comment Letter
(“[W]e think shareholders may accept a cost of
liquidity in a stressful situation. . . .”). We note
that, under today’s amendments, institutional prime
funds will be subject to the fees and gates
requirements as well as a floating NAV

however, may reallocate their assets to
investment alternatives that are not
subject to fees and gates, such as
government money market funds.213

One potential issue related to market
efficiency that several commenters
raised was a potential shortage of
eligible government securities if
investors reallocate assets from funds
that are subject to fees and gates into
government funds.214 We anticipate that
any increase in demand for eligible
government securities because of the
fees and gates requirement would likely
be accompanied by an additional
increase in demand arising from
investors that reallocate assets from
institutional prime funds because of the
floating NAV requirement. As such, we
discuss the reforms’ joint impact on the
demand for eligible government
securities and possible repercussions on
the economy and capital formation in
section IIL.K below.

In addition, a number of commenters
noted that a possible shift out of affected
money market funds could ultimately
lead to a decrease in the funding of, or
other adverse effects on, the short-term
financing markets.215 The Commission
recognizes the expected benefits from
today’s amendments may be
accompanied by adverse effects on
issuers that access the short-term
financing markets with consequent
effects on competition and capital
formation. As discussed in greater detail
in section III.K below, the magnitude of
these effects, including any effects on
competition, efficiency, and capital
formation, will depend on the extent to
which investors reallocate their
investments within or outside the
money market fund industry and which
alternatives investors choose.

Some commenters also suggested that
fees and gates could motivate money
market funds to hold securities of even

requirement, and that investor acceptance of fees
and gates for these funds may be different. See, e.g.,
ICI Comment Letter (suggesting a fund that is
subject to fees and gates and a floating NAV will

be ““a fund which nobody will want”’); see also infra
section IIL.B for a discussion of the floating NAV
requirement and any investor movement out of
money market funds as result of such requirement.

213 Government money market funds also will not
be subject to the floating NAV requirement adopted
today. See infra section II.C.1. In addition, as noted
above, all money market funds today have the
option to impose a permanent redemption gate and
liquidate under rule 22e—3 under the Investment
Company Act. While we recognize that these
permanent redemption gates have not yet been used
by money market funds, we note that they have not
led to the migration of investors away from money
market funds.

214 See, e.g., Fidelity DERA Comment Letter.

215 See, e.g., MFDF Comment Letter; Comment
Letter of Arizona Association of County Treasurers
(Sept. 16, 2013) (““Ariz. Ass’n of County Treasurers
Comment Letter”’); Northern Trust Comment Letter.

shorter-term duration, which could
encourage issuers to fund themselves
with shorter-term debt.216 Shortening
debt maturity would increase the
frequency at which issuers would need
to refinance, leaving both issuers and
the broad financial system more
vulnerable to refinancing risk.217 One
such commenter further noted that
basing the threshold for fees and gates
on weekly liquid assets will
“discouragele] prime money market
funds from drawing down on their
buffers of liquid assets [due to fear of
crossing below the fees and gates
thresholds] precisely when they should
do so from a system-wide perspective,
i.e., in a system-wide liquidity and
funding crisis.” 218 In addition, some
commenters were concerned about a
loss of funding or other adverse impacts
on state and local governments as a
result of the fees and gates
amendments.21® We discuss these
concerns in section IIL.K below.

2. Terms of Fees and Gates

As discussed above, we are adopting
provisions that, unlike the proposal,
will allow a money market fund the
flexibility to impose fees (up to 2%) 220
and/or gates (up to 10 business days in
a 90-day period) 221 after the fund’s
weekly liquid assets have crossed below
30% of its total assets, if the fund’s
board of directors (including a majority
of its independent directors) determines
that doing so is in the best interests of
the fund.222 We are also adopting
amendments that will require a money
market fund, if its weekly liquid assets
fall below 10% of its total assets, to
impose a 1% liquidity fee on each
shareholder’s redemption, unless the
fund’s board of directors (including a

216 See Hanson et al. Comment Letter; Deutsche
Comment Letter.

217 See generally Hanson et al. Comment Letter;
Deutsche Comment Letter.

218 See, e.g., Hanson et al. Comment Letter.

219 See, e.g., Comment Letter of Governor,
Commonwealth of Massachusetts (Deval L. Patrick)
(Sept. 17, 2013) (“Mass. Governor Comment
Letter”); Comment Letter of Office of the Governor,
State of New Hampshire (Oct. 4, 2013) (“NH
Governor Letter”’); Comment Letter of Treasurer,
State of North Carolina (Sept. 19, 2013) (“NC
Treasurer Comment Letter’’); Comment Letter of 42
Members of U.S. Congress (Oct. 28, 2013) (“42
Members of U.S. Congress Comment Letter”’). Some
commenters cited the role of municipal money
market funds as a funding mechanism for state and
local governments, arguing such role might be
endangered by the proposed reforms. See, e.g.,
Fidelity Comment Letter; J.P. Morgan Comment
Letter.

220 See infra notes 300-302 and accompanying
text.

221 Rule 2a-7(c)(2)(i)(B).

222 Rule 2a-7(c)(2)(i). The fund must reject any
redemption requests it receives while the fund is
gated. See rule 2a-7(c)(2)(i)(B).
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majority of its independent directors)
determines that such a fee would not be
in the best interests of the fund, or
determines that a lower or higher fee
(not to exceed 2%) would be in the best
interests of the fund.223 The proposal
would have required funds (absent a
board determination otherwise) to
impose a 2% liquidity fee on all
redemptions, and would have permitted
the imposition of redemption gates for
up to 30 days in a 90-day period, after
a fund’s weekly liquid assets fell below
15% of its total assets. In addition,
unlike in the proposal, today’s
amendments will allow a fund to
impose a fee or gate at any point
throughout the day after a fund’s weekly
liquid assets have dropped below
309%.224

As in the proposal, any fee or gate
imposed under today’s amendments
must be lifted automatically after the
money market fund’s level of weekly
liquid assets rises to or above 30%, and
it can be lifted at any time by the board
of directors (including a majority of
independent directors) if the board
determines to impose a different
redemption restriction (or, with respect
to a liquidity fee, a different fee) or if it
determines that imposing a redemption
restriction is no longer in the best
interests of the fund.225 As amended,
rule 22e-3 also will permit the
permanent suspension of redemptions
and liquidation of a money market fund
if the fund’s level of weekly liquid
assets falls below 10% of its total
assets.226

a. Thresholds for Fees and Gates

i. Discretionary Versus Mandatory
Thresholds

As proposed, a fund would have been
required (unless the board determined
otherwise) to impose a default liquidity
fee, and would have been permitted to
impose a gate, after the fund’s weekly
liquid assets dropped below 15% of its
total assets. In addition, a fund would
have had to wait to impose a fee or gate
until the next business day after it
crossed below the 15% threshold.

223 Rule 2a-7(c)(2)(ii). If a fund imposes a
liquidity fee, a fund’s board can later vary the level
of the liquidity fee (subject to the 2% limit) if the
board determines that a different fee level is in the
best interests of the fund. Rule 2a-7(c)(2)(i)(A) and
(ii)(B).

224 See rule 2a-7(c)(2)(i).

225 Rule 2a-7(c)(2)(i)(A)—(B) and (ii)(B).

226 See rule 22e-3(a)(1). To mirror the proposed
fees and gates amendments to rule 2a-7, the
proposed amendments to rule 22e-3 would have set
a threshold of below 15% weekly liquid assets for
a fund to permanently close and liquidate. For a
discussion of amended rule 22e-3, see infra section
III.A.4.

Commenters ranged widely over
whether and to what extent the trigger
for fees and gates should be an objective
test or left to the discretion of fund
boards. On one hand, a group of
commenters expressed concern about
giving money market fund boards
discretion to impose fees and gates.227
For example, some commenters noted
that board discretion could create
uncertainty among investors,228 and that
boards might be reticent, due to the
possible impact of the decision, to act in
a time of crisis.229

On the other hand, a large group of
commenters generally argued in favor of
giving boards more discretion over
whether to impose a fee or gate.230 For
example, a number of commenters
expressly noted that fees should be at
the discretion of fund boards instead of
being automatically triggered at a
particular liquidity threshold.231 A
number of other commenters argued
more generally that, when heavy
redemptions are already underway or
clearly foreseeable, boards should be
able to impose fees and gates even
before a set liquidity threshold or some
other objective threshold has been
crossed.232

We continue to believe that a hybrid
approach that at some point imposes a
default fee that boards can opt out of or
change best ensures that fees and gates
will be imposed when it is appropriate.
Based on commenter feedback,
however, we believe that such a hybrid
approach could benefit from the default
fee acting more as a floor for board
consideration when liquidity has been
significantly depleted and from

227 See, e.g., BlackRock II Comment Letter; Capital
Advisors Comment Letter; Fidelity Comment Letter;
HSBC Comment Letter; ¢f. Comment Letter of The
Independent Trustees of the Fidelity Fixed-Income
and Asset Allocation Funds (Sept. 10, 2013)
(“Fidelity Trustees Comment Letter”’) (suggesting
that the Commission should have the ability to
impose a fee on prime money market funds when
a fund’s weekly liquid assets fall below 15%).

228 See, e.g., BlackRock II Comment Letter;
Fidelity Comment Letter.

229 See, e.g., Capital Advisors Comment Letter;
HSBC Comment Letter (“[SJome commentators have
suggested that a fund board may be too
commercially conflicted to decide whether to
impose a liquidity fee.”).

230 See, e.g., Chamber II Comment Letter; Dreyfus
Comment Letter; Invesco Comment Letter.

231 See, e.g., Federated V Comment Letter; HSBC
Comment Letter; T. Rowe Price Comment Letter;
Peirce & Green Comment Letter; cf., BlackRock
Comment Letter (advocating a mandatory gate after
assets dropped below 15% weekly liquid assets, but
also allowing money market fund boards ““the
ability to impose a gate before weekly liquid assets
fell below 15% of total assets if the [b]oard believed
this was in the best interest of the [money market
fund]”).

232 See., e.g., BlackRock I Comment Letter;
Chamber II Comment Letter; Federated V Comment
Letter.

additional board discretion to impose
fees and gates in advance of that
point.233 Thus, our final approach—
while still a hybrid approach—is
significantly more discretionary than
under our proposal. As we indicated in
the Proposing Release, we believe a
hybrid approach offers the possibility of
achieving many of the benefits of both

a purely discretionary trigger and a fully
automatic trigger. We recognize that a
discretionary trigger allows a fund board
the flexibility to determine when a
restriction is necessary, and thus allows
the board to trigger the fee or gate based
on current market conditions and the
specific circumstances of the fund.

A purely discretionary trigger,
however, creates the risk that a fund
board may be reluctant to impose
restrictions, even when they would
benefit the fund and the short-term
financing markets. As commenters
indicated,234 a board may choose not to
impose a fee or gate for commercial
reasons—for example, out of fear that
doing so would signal trouble for the
individual fund or fund complex (and
thus may incur significant negative
business and reputational effects) or
could incite redemptions in other
money market funds in the fund
complex in anticipation that fees may be
imposed in those funds as well. We are
also concerned that purely discretionary
triggers could cause some funds to use
fees and gates when they are not under
stress and in contravention of the
principles underlying the Investment
Company Act. If, for example, a fund’s
NAV began to fall due to losses incurred
in the portfolio, a board with full
discretion to impose fees on fund
redemptions could impose a fee solely
to recover those losses and repair the
fund’s NAV, even if that fund’s liquidity
is not being stressed.

As discussed in the Proposing
Release, we recognize that although an
automatic trigger set by the Commission
may mitigate some of the potential
concerns associated with a fully
discretionary trigger, it also may create
the risk of imposing costs on
shareholders, such as those related to
board meetings or liquidity fees
themselves, when funds are not truly
distressed or when liquidity is not
abnormally costly. As indicated by a
number of commenters and discussed
above, an automatic trigger also could
result in shareholders pre-emptively
redeeming their shares to avoid a fee or

233 See supra section IIL.A.1.c.i (discussing the
impact of board discretion on possible pre-emptive
runs); see also Wells Fargo Comment Letter.

234 See supra note 229.
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gate.235 In addition, commenters
suggested that a fund’s liquidity could
quickly evaporate once heavy
redemptions begin and that a fund
board should not have to wait until the
fund’s weekly liquid assets breach the
default liquidity fee threshold or until
the next business day in order to act.236

In light of these risks and in response
to the comments discussed above, we
have determined to increase the amount
of board discretion under the fees and
gates amendments so that funds may
impose fees or gates before the default
liquidity fee threshold is reached and so
they can better tailor the redemption
restrictions to their particular
circumstances. Additionally, the
amendments will allow fund boards to
impose fees and gates the same day that
a fund experiences or foresees heavy
redemptions and, thus, funds will not
have to wait until the next day to act.237
This increased flexibility should better
allow fund boards to prevent or stem
heavy redemptions before they occur, or
as soon as possible after they begin or
are anticipated.238

ii. Threshold Levels

As discussed above, funds will be
permitted to impose fees and gates after
a fund’s weekly liquid assets have
dropped below 30%, and will be
required to impose a liquidity fee after
a fund’s weekly liquid assets drop
below 10%, unless the fund’s board
determines such fee is not in the best
interests of the fund. As proposed, the
threshold for the imposition of fees and
gates would have been a drop below
15% weekly liquid assets and a fund’s
board could have determined that a fee
would not be in the best interests of the
fund.

Various commenters proposed
modifications or substitutes to the
proposed 15% weekly liquid assets
threshold. For example, one commenter,

235 See supra section IIL.A.1.c.i for a discussion
regarding pre-emptive run risk and increased board
discretion.

236 See, e.g., Federated I Comment Letter; Dreyfus
Comment Letter.

237 Although funds will have to wait until a
fund’s weekly liquid assets drop below 30% in
order to impose a fee or gate, we believe the higher
threshold of 30% for discretionary fees and gates
should assuage concerns about having to wait to
impose redemption restrictions until a fund’s
weekly liquid assets breach the default liquidity fee
threshold.

238 See, e.g., Treasury Strategies III Comment
Letter (“We found that [flees and [g]ates can stop
and prevent runs, provided that they are
implemented effectively through policy and
preemptive action by fund boards.”). For example,
if a fund board believes that a fund’s weekly liquid
assets are likely to fall below the 10% weekly liquid
asset threshold for a default liquidity fee, it could
choose to impose a liquidity fee prior to the fund
breaching this threshold.

citing a survey of its members,
suggested fund boards be given
discretion to impose a liquidity fee
when weekly liquid assets fall below a
specified threshold, and that a default
liquidity fee could be imposed at a
specified lower level of weekly liquid
assets (unless the board determines
otherwise).239 Another commenter
proposed a blended trigger for the
imposition of gates at 30% weekly
liquid assets or a drop in NAV below
$0.995, whichever comes first.240

As discussed in this section, we have
been persuaded by commenters that
boards should be allowed some
flexibility to impose a fee or gate when
heavy redemptions are underway or
clearly foreseeable. As was suggested by
a commenter,241 we are adopting a
tiered threshold for the imposition of
fees and gates, with a higher threshold
for discretionary fees and gates and a
lower threshold for default liquidity
fees. We believe this tiered approach
will allow boards to determine with
greater flexibility the best line of
defense against heavy redemptions and
to tailor that defense to the specific
circumstances of the fund. We also
believe this tiered approach will allow
boards to act quickly to stem heavy
redemptions. This approach also
recognizes, however, that at a certain
point (under the amended rule, a drop
below 10% weekly liquid assets), boards
should be required to consider what, if
any, action should be taken to address
a fund’s liquidity.

We are adopting a threshold of less
than 30% weekly liquid assets at which
fund boards will be able to impose
discretionary fees and gates, as was
suggested by a commenter.242 As 30%
weekly liquid assets is the minimum
required under rule 2a-7, we believe it
is an appropriate threshold at which
fund boards should be able to consider
fees and gates as measures to stop heavy
redemption activity that may be
building in a fund.243 A drop in weekly

239 See SIFMA Comment Letter.

240 See Gapital Advisors Comment Letter.

241 See SIFMA Comment Letter; but see, e.g.,
Peirce & Greene Comment Letter (suggesting the
Commission should adopt entirely discretionary
gates).

242 See Capital Advisors Comment Letter. As
discussed below, we have not included an NAV
trigger along with the weekly liquid assets trigger
(as suggested by the commenter) because we do not
believe that a fund’s NAV is an appropriate trigger
for liquidity fees and redemption gates. See infra
note 253 and accompanying text.

243 As was discussed in the Proposing Release, we
considered a threshold based on the level of daily
liquid assets rather than weekly liquid assets. We
noted in the Proposing Release that we expect that
a money market fund would meet heightened
shareholder redemptions first by depleting the
fund’s daily liquid assets and next by depleting its

liquid assets below the regulatory
minimum could indicate current or
future liquidity problems or forecast
impending heavy redemptions, or it
could be the result of idiosyncratic
stresses that may be resolved without
intervention—in either case, the money
market fund’s board, in consultation
with the fund’s investment adviser, is
best suited to determine whether fees
and gates can address the situation.244

Some commenters recommended that
the default liquidity fee threshold be
lowered to 10% weekly liquid assets.245
These commenters generally argued that
a 10% threshold, rather than a 15%
threshold, would produce fewer ‘““false
positives”—instances when a money
market fund is, in fact, not experiencing
stress on its liquidity but is nonetheless
required (absent a board finding) to
impose a liquidity fee—which should
prevent unnecessary board meetings
that would not be in the interest of
shareholders or market stability.246 As
was discussed in the Proposing Release,
the threshold for a default liquidity fee
should indicate distress in a fund and
be a threshold few funds would cross in
the ordinary course of business.
Commission staff analysis shows that
from March 2011 through October 2012,
there was only one month that any
funds reported weekly liquid assets
below 15% and only one month that a
fund reported weekly liquid assets
below 10%.247

weekly liquid assets, as daily liquid assets tend to
be the most liquid. Thus, we believe that basing the
threshold on weekly liquid assets rather than daily
liquid assets provides a better picture of the fund’s
overall liquidity position. In addition, a fund’s
levels of daily liquid assets may be more volatile
because they are typically used first to satisfy day-
to-day shareholder redemptions, and thus more
difficult to use as a gauge of fund distress.
Commenters did not specifically suggest a threshold
based on daily liquid assets.

244 For a discussion of the factors a board may
wish to consider in determining whether to impose
fees and gates, see infra section IIL.A.2.b herein. For
a discussion of the factors a board may wish to
consider in determining the level of a liquidity fee,
see infra section III.A.2.c herein.

245 See, e.g., Federated V Comment Letter;
Comment Letter of Chairman, Federated Funds
Board of Directors (on behalf of Independent
Trustees of Federated Funds) (Sept. 16, 2013)
(“Federated Funds Trustees Comment Letter”);
HSBC Comment Letter.

246 See Federated II Comment Letter; HSBC
Comment Letter.

247 See Proposing Release supra note 25, at 177.
Our staff conducted an analysis of Form N-MFP
data that showed that if the default fee triggering
threshold was between 25-30% weekly liquid
assets, funds would have crossed this threshold
every month except one during the period, and if
it was set at between 20-25% weekly liquid assets,
some funds would have crossed it nearly every
other month. The analysis further showed that
during the period, there was one month in which
funds reported weekly liquid assets below 15%
(four funds in June 2011) and one month in which

Continued
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In light of commenters’ concerns and
the Commission staff analysis, and in
recognition of the increased board
discretion to impose fees and gates that
we are adopting in today’s amendments,
we have determined that a threshold of
10% weekly liquid assets (down from
the proposed 15%) is an appropriate
threshold for the imposition of a default
liquidity fee. We believe that the
flexibility in today’s amendments
justifies a decrease in the default
liquidity fee threshold, particularly
because fund boards will be allowed to
impose discretionary fees and gates, if it
is in the best interests of a fund, at any
time after a fund’s weekly liquid assets
drop below 30%—i.e., before the default
liquidity fee threshold is reached.248
Our proposal, which, as noted above, set
a higher threshold for the default
liquidity fee or the imposition of a gate,
did not include board discretion to use
these tools prior to reaching this
threshold. Under today’s amendments,
however, the 10% default liquidity fee
threshold is designed effectively as a
floor to require fund boards to focus on
a fund’s liquidity and to consider what
action to take, if any, before liquidity is
further depleted. Additionally,
Commission staff analysis shows that a
10% threshold for the default liquidity
fee is also a threshold few funds would
cross in the ordinary course of
business.249

Some commenters on the fees and
gates threshold suggested moving away
from weekly liquid asset levels as the
triggering mechanism.259 One

a fund reported weekly liquid assets below 10%
(one fund in May 2011). Based on this data and
industry comment, we proposed a default fee
threshold of 15% weekly liquid assets.

248 See rule 2a-7(c)(2)(i); cf. Treasury Strategies III
Comment Letter (suggesting that fees and gates will
better prevent a run if they are imposed intraday).

249 See Proposing Release supra note 25, at 177
(setting forth a chart that show from March 2011
through October 2012, there was only one month
that any funds reported weekly liquid assets below
15% and only one month that a fund reported
weekly liquid assets below 10%). Because liquidity
data reported to the Commission is as of month end,
it could be the case that more than one money
market fund’s level of weekly liquid assets fell
below 10% on other days of the month during our
period of study. However, this number may
overestimate the percentage of funds that are
expected to impose a default liquidity fee because
funds may increase their risk management around
their level of weekly liquid assets in response to the
default liquidity fee to avoid breaching the default
liquidity fee threshold, or that many funds may
impose fees and/or gates after they cross the 30%
threshold, allowing them to repair their liquidity
prior to reaching the 10% threshold.

250 But see Fidelity Comment Letter (“We also
favor using the weekly liquid asset level as the
measure because it is the best indicator of liquidity
and is less susceptible to extraneous factors. In
addition, the weekly liquidity structure reflects
daily liquidity within its calculation.”). As noted in
section III.A.2.a.i, a number of commenters argued

commenter noted that the most
appropriate rules-based threshold
would be if the shadow price fell to
$0.9975 or below.251 Another
commenter also suggested that, to the
extent the Commission moved forward
with a rules-based threshold, “defaults,
acts of insolvency, significant
downgrades or determinations that a
portfolio security no longer presents
minimum credit risk” should be added
to the situations in which a board could
impose a fee or gate.252

We do not believe a drop in a fund’s
NAV (or shadow price, to the extent the
money market fund is a stable value
fund), or a default, act of insolvency,
significant downgrade or determination
that a portfolio security no longer
presents minimum credit risk, would be
the appropriate threshold for the
imposition of fees and gates. First, as we
discussed in the Proposing Release, we
are concerned that a money market fund
being able to impose a fee only when
the fund’s NAV or shadow price has
fallen by some amount may in certain
cases come too late to mitigate the
potential consequences of heavy
redemptions on a fund’s liquidity and to
fully protect investors.253 Heavy
redemptions can impose adverse
economic consequences on a money
market fund even before the fund
actually suffers a loss. They can deplete
the fund’s most liquid assets so that the
fund is in a substantially weaker
position to absorb further redemptions
or losses. Second, the thresholds we are
adopting today are just that—thresholds.
If it is not in the best interests of a fund,
a board is not required to impose a
liquidity fee or redemption gate when

for giving boards the discretion to impose
redemption restrictions. See supra note 230.

251 See HSBC Comment Letter; see also Comment
Letter of HSBC Global Asset Management Ltd (Feb.
15, 2013) (available in File No. FSOC-2012—-0003)
(“HSBC FSOC Comment Letter”’) (suggesting setting
the market-based NAV trigger at $0.9975). This
commenter asserted that such a trigger would
ensure that shareholders only pay a fee when
redemptions would actually cause the fund to suffer
a loss and thus redemptions clearly disadvantage
remaining shareholders.

252 See Federated II Comment Letter.

253 As we also discussed in the Proposing Release,
a threshold based on shadow price raises questions
about whether and to what extent shareholders
differentiate between realized (such as those from
security defaults) and market-based losses (such as
those from market interest rate changes) when
considering a money market fund’s shadow price.
If shareholders do not redeem in response to
market-based losses (as opposed to realized losses),
it may be inappropriate to base a fee on a fall in
the fund’s shadow price if such a fall is only
temporary. On the other hand, a temporary decline
in the shadow price using market-based factors can
lead to realized losses from a shareholder’s
perspective if redemptions cause a fund with an
impaired NAV to “break the buck.” See Proposing
Release supra note 25, at 179-180.

the fund’s weekly liquid assets have
fallen below 30% or 10%, respectively.
Moreover, once a fund has crossed
below a weekly liquid asset threshold,
a board is not prevented from taking
into account whether the fund’s NAV or
shadow price has deteriorated in
considering whether to impose fees or
gates. Finally, the fees and gates
amendments are intended to address the
liquidity of the fund and its ability to
meet redemptions, not to address every
possible circumstance that may
adversely affect a money market fund
and its holdings. However, if a
particular circumstance, such as a
default, act of insolvency, significant
downgrade, or increased credit risk,
affects the liquidity of a fund such that
its weekly liquid assets drop below the
30% threshold for imposition of fees
and gates, a fund could then impose a
fee or gate.

Another commenter suggested basing
the threshold for redemption gates on
the level at which a money market
fund’s liquidity would force it to sell
assets.254 This particular commenter
was concerned that a threshold based on
15% weekly liquid assets might
otherwise cause funds close to the
threshold to start selling assets to avoid
crossing the threshold, which could
have a larger destabilizing effect on the
markets.255 We appreciate the
commenter’s concerns and believe that
the higher weekly liquid asset threshold
for the imposition of fees and gates and
the increased board flexibility included
in today’s amendments should lessen
such a risk. In particular, as discussed
above in section III.A.1.c.i, we believe
that the 30% weekly liquid assets
threshold will allow a money market
fund to impose a fee or gate while it still
has substantial remaining internal
liquidity, thus putting it in better
position to bear redemptions without a
broader market impact because it can
satisfy redemption requests through
internally generated cash and not
through asset sales (other than perhaps
sales of government securities that tend
to increase in value and liquidity in
times of stress). In addition, the board
flexibility in today’s amendments could
result in funds imposing gates at
different times and, thus, to the extent
funds determine to dispose of their
assets to raise liquidity, it could also
result in funds disposing assets at
different times, lessening any potential
strain on the markets.

254 Comment Letter of James Angel (Georgetown/
Wharton) (Sept. 17, 2013) (“Angel Comment
Letter”).

255 Angel Comment Letter.
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b. Board Determinations

In the Proposing Release, we
discussed a number of factors that a
fund’s board of directors may want to
consider in determining whether to
impose a liquidity fee or redemption
gate.256 We received a variety of
comments related to these factors and,
more generally, about board
determinations regarding fees and gates.
Some commenters suggested that the
Commission provide additional
guidance on the nature and scope of the
findings that boards can make.257 A
commenter asked the Commission to
provide an expanded list of examples
and a non-exclusive list of factors to be
considered by boards with respect to
imposing a fee or gate.258 The
commenter added that the Commission
should clarify that boards need to
consider only those factors they
reasonably believe to be relevant, not all
factors or examples that the Commission
might generally suggest.259

In contrast, another commenter, an
industry group representing fund
directors, supported the Commission
providing only minimal guidance on
what factors boards might consider.260
This commenter argued that “‘providing
any guidance on what factors boards
should consider (beyond the very
general and non-exclusive examples in
the Proposing Release) is likely to be
counter-productive.” 261 The commenter
also suggested that the Commission
clarify that a “best interests of the fund”
standard would not demand that boards
place significant emphasis on the
broader systemic effects of their
decision.262

The “best interests” standard in
today’s amendments recognizes that
each fund is different and that, once a
fund’s weekly liquid assets have
dropped below the minimum required
by rule 2a—07, a fund’s board is best
suited, in consultation with the fund’s
adviser, to determine when and if a fee
or gate is in the best interests of the
fund.263 The factors we set forth in the
Proposing Release were intended only
as possible factors a board may consider

256 See Proposing Release, supra note 25, at 178—
179.

257 See, e.g., ABA Business Law Section Comment
Letter; Comment Letter of New York City Bar
Committee on Investment Management Regulation
(Sept. 26, 2013) (“NYC Bar Committee Comment
Letter”); Federated X Comment Letter; but see, e.g.,
MFDF Comment Letter.

258 See NYC Bar Committee Comment Letter.

259 Id

260 See MFDF Comment Letter.

261 Id

262 See id.

263 For a discussion of why the Commission is
adopting a hybrid approach to the imposition of
fees and gates, see supra section III.A.2.a.i.

when making a best interests
determination. They were not meant to
be a one-size-fits-all or exhaustive list of
factors. We agree with the commenter
who suggested an exclusive list of
factors could be counter-productive. We
recognize that there are differences
among funds and that the markets are
dynamic, particularly in a crisis
situation. Accordingly, an exhaustive
list of factors may not address each
fund’s particular circumstances and
could quickly become outdated. Instead,
we believe a fund board should consider
any factors it deems appropriate when
determining whether fees and/or gates
are in the best interests of a fund. We
note that these factors may include the
broader systemic effects of a board’s
decision, but point out that the
applicable standard for a board’s
determination under the amended rule
is whether a fee or gate is in the fund’s
best interests.

Nonetheless, we believe it is
appropriate to provide certain
guideposts that boards may want to
keep in mind, as applicable and
appropriate, when determining whether
a fund should impose fees or gates and
are providing such guidance in this
Release. As recognized in the Proposing
Release, there are a number of factors a
board may want to consider. These may
include, but are not limited to: relevant
indicators of liquidity stress in the
markets and why the fund’s weekly
liquid assets have fallen (e.g., Have
weekly liquid assets fallen because the
fund is experiencing mounting
redemptions during a time of market
stress or because a few large
shareholders unexpectedly redeemed
shares for idiosyncratic reasons
unrelated to current market conditions
or the fund?); the liquidity profile of the
fund and expectations as to how the
profile might change in the immediate
future, including any expectations as to
how quickly a fund’s liquidity may
decline and whether the drop in weekly
liquid assets is likely to be very short-
term (e.g., Will the decline in weekly
liquid assets be cured in the next day or
two when securities currently held in
the fund’s portfolio qualify as weekly
liquid assets?); 264 for retail and
government money market funds,
whether the fall in weekly liquid assets
has been accompanied by a decline in
the fund’s shadow price; 265 the make-

262 As discussed in the Proposing Release, many
money market funds “ladder” the maturities of
their portfolio securities, and thus it could be the
case that a fall in weekly liquid assets will be
rapidly cured by the portfolio’s maturity structure.
See Proposing Release, supra note 25, at 179.

265 Ljkewise, a floating NAV fund’s board may
wish to consider any drops in the fund’s NAV.

up of the fund’s shareholder base and
previous shareholder redemption
patterns; and/or the fund’s experience,
if any, with the imposition of fees and/
or gates in the past.

Some commenters urged the
Commission to affirm that a board’s
deliberations would be protected by the
business judgment rule.266 One
commenter was particularly concerned
about the threat of litigation if boards
were not protected by the rule, as it
could “chill the board’s ability to act in
a manner that would be highly
counterproductive in times of market
stress.” 267 While sensitive to this
commenter’s concerns, we do not
believe it would be appropriate for us to
address the application of the business
judgment rule because the business
judgment rule is a construct of state law
and not the federal securities laws.

Other commenters proposed that
boards should be permitted to
reasonably determine and commit
themselves in advance to a policy to not
allow a fee or gate to ever be imposed
on a fund.268 We disagree. A blanket
decision on the part of a fund board to
not impose fees or gates, without any
knowledge or consideration of the
particular circumstances of a fund at a
given time, would be flatly inconsistent
with the fees and gates amendments we
are adopting today, which, at a
minimum, require a fund to impose a
liquidity fee when its weekly liquid
assets have dropped below 10%, unless
the fund’s board affirmatively finds that
such fee is not in the best interests of
the fund. As discussed above, we
believe that when a fund falls below
10% weekly liquid assets, its liquidity
is sufficiently stressed that its board
should be required to consider, based on
the facts and circumstances at that time,
what, if any, action should be taken to
address a fund’s liquidity. We regard
fees and gates as additional tools for
boards to employ when necessary and
appropriate to protect the fund and its
shareholders. We note, however, that
our amendments do not require funds to
impose fees and gates when it is not in
a fund’s best interests.

Certain commenters cited operational
challenges with respect to fees and gates
and board quorum requirements, given
that in a crisis a board’s independent

266 See, e.g., Dreyfus Comment Letter; Chamber IT
Comment Letter; MFDF Comment Letter; IDC
Comment Letter.

267 See MFDF Comment Letter.

268 See Goldman Sachs Comment Letter; ABA
Business Law Section Comment Letter. These
commenters were concerned that uncertainties over
a fee or gate could lead to pre-emptive runs. We
discuss pre-emptive runs in section III.A.1.c.i of
this Release.
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board members may not be readily
available on short notice.269
Commenters thus proposed that the
quorum requirement be relaxed to
require only the approval of a majority
of independent directors available
rather than of all independent
directors.270

We have not made the requested
change. The requirement that a majority
of independent directors make a
determination with respect to a fund
matter is not unique to today’s
amendments. This requirement is
widely used in the Investment Company
Act and its rules, including a number of
other exemptive rules.2?’1 As we have
emphasized, independent directors are
the “independent watchdogs” of a fund,
and the Investment Company Act and
its rules rely on them to protect investor
interests.272 A determination with
respect to fees and gates by less than a
majority of independent directors would
not provide the level of independent
oversight we are seeking in today’s
amendments, or in carrying out the
purposes of the Investment Company
Act. The decision to impose redemption
restrictions on a fund’s investors has
significant ramifications for
shareholders, and it is one that we
believe should be entrusted only to a
fund’s board, including its independent
directors. We note, however, that
today’s amendments do not require a
best interests determination to be made
at an in-person meeting and, thus, fund
boards, including their independent
directors, could hold meetings
telephonically or through any other
technological means by which all
directors could be heard.273

Some commenters asserted that a
fund’s adviser or sponsor should have
greater input regarding the imposition of
a fee or gate.274 For example, one
commenter urged the Commission to

269 See Comment Letter of PFM Asset
Management, LLC (Sept. 17, 2013) (“PFM Asset
Mgmt. Comment Letter””); ABA Business Law
Section Comment Letter; Comment Letter of Ropes
& Gray LLP (Sept. 17, 2013) (“Ropes & Gray
Comment Letter”).

270 See id.

271 See, e.g., rule 12b—1 and rule 15a—4.

272 See Role of Independent Directors of
Investment Companies, Investment Company Act
Release No. 24082 (Oct. 15, 1999).

273 The Commission has previously recognized
that fund boards can hold meetings telephonically
or through other technological means by which all
directors can be heard simultaneously. See, e.g.,
rule 15a—4 (permitting the approval of an interim
advisory contract by a fund board at a meeting in
which directors may participate by any means of
communication that allows all directors
participating to hear each other simultaneously
during the meeting).

274 See, e.g., NYC Bar Committee Comment Letter;
Ropes & Gray Comment Letter; PFM Asset Mgmt.
Comment Letter.

recognize that ““the primary role of the
board is oversight” and acknowledge
“both the ability and practical necessity
of delegating day-to-day decision-
making functions to a fund’s officers
and investment adviser/administrator
pursuant to procedures approved by the
board.” 275 A few other commenters
suggested that the Commission provide
guidance that an adviser must provide
the board certain information, guidance
or a recommendation on whether to
impose a fee or gate.276

We believe that a fund’s board, and
not its adviser, is the appropriate entity
to determine (within the constructs of
the rule) when and how a fund will
impose liquidity fees and/or redemption
gates. As discussed above, given the role
of independent directors, a fund’s board
is in the best position to determine
whether a fee or gate is in the best
interests of the fund.277 The Investment
Company Act and its rules require many
other fund fees and important matters to
be approved by a fund’s board,
including a majority of independent
directors, and we do not believe that
liquidity fees and redemption gates
should be treated differently.278

We note that although the final rule
amendments contemplate that
information from a fund’s adviser will
inform the board’s determination
involving a fee or gate,279 we are not
charging a fund’s adviser with specific
duties under today’s amendments. As
the board is the entity charged with
overseeing the fund and determining
whether a fee or gate is in the fund’s
best interests, we believe the board
should dictate the information and
analysis it needs from the adviser in
order to inform its decision.
Nonetheless, as a matter of course and
in light of its fiduciary duty to the fund,
an adviser should provide the board
with necessary and relevant information

275 See Ropes & Gray Comment Letter.

276 See NYC Bar Committee Comment Letter;
Comment Letter of the Independent Trustees of the
Wilmington Funds (Sept. 17, 2013) (“Wilmington
Trustees Comment Letter”’); ABA Business Law
Section Comment Letter.

2771f a fund’s adviser was charged with
determining when to impose fees and gates, it could
choose, irrespective of its fiduciary duty, to act in
its own interests rather than the interests of fund
shareholders by, for example, not imposing a fee or
gate for fear that it would negatively impact the
adviser’s reputation. We note that the role of
independent directors on a fund board should
counteract any similar concerns on the part of
interested directors.

278 See, e.g., section 15(a)—(c); rule 12b—1 and rule
22c-2.

279 Because a fund’s adviser is responsible for
managing the portfolio, it is the entity that will have
direct access to information on the fund’s liquidity.
As noted below, a fund’s adviser should provide the
board with all necessary and relevant information
to make the determinations under the rule.

to enable the board to make the
determinations under the rule.

c. Size of Liquidity Fee

Today’s amendments will permit a
money market fund to impose a
discretionary liquidity fee of up to 2%
after its weekly liquid assets drop below
30% of its total assets. We are also
adopting a default liquidity fee of 1%
that must be imposed if a fund drops
below 10% weekly liquid assets, unless
a fund’s board determines not to impose
such a fee, or to impose a lower or
higher fee (not to exceed 2%) because it
is in the best interests of the fund.280 As
proposed, the amendments would have
required funds to impose a default
liquidity fee of 2% after a fund’s weekly
liquid assets dropped below 15% of its
total assets, although (as under our final
amendments) fund boards could have
determined not to impose the fee or to
lower the fee.

We received a wide range of
comments on the size and structure of
the proposed liquidity fee.281 A few
commenters expressly supported a
default fee of 2%.282 One commenter
expressed concern that a maximum 2%
fee may be insufficient in times of crisis
and urged the Commission to permit
greater flexibility in setting an even
higher fee if necessary.283

Other commenters explicitly argued
against a default fee of 2%.284 One
commenter noted that 2% would be
excessive ‘“‘since it is far higher than the
actual cost of liquidity paid by money
market funds even at the height of the
financial crisis.” 285 Other commenters
described a 2% fee as punitive 286 and
arbitrary.287 A number of commenters
favored instead a default fee of 1%
while also allowing boards discretion to
set a higher or lower fee.288

280 See rule 2a—7(c)(2)(ii)(A).

281 We note that prior to issuing the proposal,
commenters had suggested liquidity fee levels
ranging from 1% to 3% could be effective. See, e.g.,
Comment Letter of Vanguard (Jan. 15, 2013)
(available in File No. FSOC-2012-0003)
(“Vanguard FSOC Comment Letter”’)
(recommending a fee of between 1 and 3%);
BlackRock FSOC Comment Letter (recommending a
standby liquidity fee of 1%); ICI Jan. 24 FSOC
Comment Letter (recommending a 1% fee).

282 See ].P. Morgan Comment Letter; Ropes & Gray
Comment Letter; Schwab Comment Letter; Wells
Fargo Comment Letter.

283 See Ropes & Gray Comment Letter.

284 See, e.g., Fidelity Trustees Comment Letter;
Fidelity Comment Letter; Invesco Comment Letter;
Comment Letter of Financial Services Roundtable
(Sept. 17, 2013) (“Fin. Sves. Roundtable Comment
Letter”).

285 See Invesco Comment Letter.

286 See, e.g., Fidelity Trustees Comment Letter;
Fidelity Comment Letter.

287 See, e.g., Fin. Sves. Roundtable Comment
Letter.

288 See Dreyfus Comment Letter; SIFMA
Comment Letter; Northern Trust Comment Letter;
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As suggested by commenters, the
amendments we are adopting today will
impose a default liquidity fee of 1%,
that may be raised or lowered (or not
imposed at all) by a fund’s board. As
discussed below, we are persuaded by
commenters that 2% may be higher than
most liquidity costs experienced when
selling money market securities in a
crisis, and may thus result in a penalty
for redeeming shareholders over and
above paying for the costs of their
liquidity.28° We are also persuaded by
commenters that fund boards may be
reluctant to impose a fee that is lower
than the default liquidity fee for fear of
being second-guessed—by the market,
the Commission, or otherwise.290
Accordingly, commenters supporting
the 1% default fee have persuaded us
that 1% is the correct default fee level.

Furthermore, analysis by Commission
staff of liquidity costs of certain
corporate bonds during the financial
crisis further confirms that a reduced
default fee of 1% is appropriate.291
DERA staff estimated increases in
transaction spreads for certain corporate
bonds that occurred during the financial
crisis.292 Relative to transaction spreads
observed during the pre-crisis period
from January 2, 2008 to September 11,
2008, average transaction spreads
increased by 54.1 bps for Tier 1 eligible
securities and by 104.4 bps for Tier 2
eligible securities during the period
from September 12, 2008 to October 20,
2008. These estimates indicate that
market stress increases the average cost
of obtaining liquidity by an amount
closer to 1% than 29%.293

BlackRock IT Comment Letter; Fidelity Comment
Letter.

289 See, e.g., SIFMA Comment Letter (“Our
members’ consensus is that a redemption fee of 100
basis points will adequately compensate a money
market fund for the costs of liquidating assets to
honor redemptions in times of market stress, and
avoid imposing a punitive charge on
shareholders.”); Fidelity Comment Letter (“We have
examined the liquidation costs for our money
market funds that sold securities during the period
immediately following the bankruptcy of Lehman
Brothers and determined that the highest
liquidation cost was less than 50 basis points of face
value. Recognizing that liquidation costs in a future
market stress scenario may be greater, we think it
is reasonable to set a liquidation fee at 100 basis
points or one percent.”).

290 See SIFMA Comment Letter.

291 See DERA Liquidity Fee Memo, supra note
111.

292 See id.

293 DERA obtained information on trades in Tier
1 and Tier 2 eligible securities, as defined in rule
2a—7 from TRACE (Trade Reporting and
Compliance Engine) between January 2, 2008
through December 31, 2009, and formed a Tier 1
and a Tier 2 sample. TRACE provides transaction
records for TRACE eligible securities that have a
maturity of more than a year at issuance. Money
market instruments, sovereign debt, and debt
securities that have a maturity of less than a year

We received a number of comments
on DERA'’s analysis of liquidity costs.294
Some commenters agreed that DERA’s
analysis supports a default liquidity fee
of 1% and that 1% is the appropriate
level for the fee.295 Other commenters,
however, took issue with DERA’s
methodology in examining liquidity
costs and, one commenter suggested a
default fee “as low as” 0.50% may be
appropriate.296

at issuance are not reported in TRACE and hence
DERA’s sample differs from what money market
funds hold. Nevertheless, the samples constructed
from TRACE provide estimates for costs of liquidity
during market stress since the selected securities
have similar time-to-maturity and credit risk
characteristics as those permitted under rule 2a—7.
DERA included in the samples only trades of bonds
with fewer than 120 days to maturity and with a
trade size of at least $100,000. DERA classified
bonds with credit ratings equal to AAA, AA+, AA,
or AA — as Tier 1 eligible securities. The average
days to maturity for Tier 1 securities in the sample
is 67 days, which roughly reflects the 60-day
weighted average maturity limit specified in rule
2a—7. Bonds with credit ratings equal to A+, A, or
A — represent Tier 2 eligible securities. The average
days to maturity for Tier 2 securities in the sample
is 28 days, which is somewhat lower than the 45-
day weighted average maturity limit required by
rule 2a-7.

294 See, e.g., Comment Letter of SIFMA (Apr. 23,
2014) (“SIFMA II Comment Letter”’); Comment
Letter of Dreyfus Corporation (Apr. 23, 2014)
(“Dreyfus DERA Comment Letter”’); Comment Letter
of Invesco (Apr. 23, 2014) (“Invesco DERA
Comment Letter”).

295 See SIFMA II Comment Letter (‘“‘Data in the
[DERA] Liquidity [Fee Memo] support that a lower
default level [from the level proposed] will
effectively compensate money market funds for the
cost of liquidity during market turmoil. . . . A 100
basis point (1%) default level for the liquidity fee
will more closely approximate the fund’s cost of
providing liquidity during a crisis period for a
portfolio comprised largely of Tier 1 securities.”);
Dreyfus DERA Comment Letter (“We read [DERA’s
analysis] and interpret the average spread
calculations contained [in the DERA Liquidity Fee
Memo] to support a [default liquidity fee] of 1%
and not 2%, as proposed.”); Fidelity DERA
Comment Letter (supporting a 1% liquidity fee and
suggesting the empirical market data examined by
DERA in its Liquidity Fee Memo is “critical in
order for the SEC to determine the size of a liquidity
fee,” but noting that the methodology in DERA’s
analysis “‘overstates the estimates of absolute
spreads.”)

296 See Invesco DERA Comment Letter (suggesting
concerns with the data and methodology used in
DERA’s analysis); BlackRock DERA Comment Letter
(suggesting the methodology used in DERA’s
analysis was not ‘‘the appropriate methodology to
measure the true cost of liquidity in MMFs,”
particularly the use of TRACE data); Comment
Letter of Federated Investors Inc. (Liquidity Fee)
(Apr. 23, 2014) (“Federated DERA II Comment
Letter”’) (suggesting it generally agrees with DERA’s
methodology, but believes that a more appropriate
default liquidity fee may be “as low as”” 0.50%
because “use of [TRACE] bond data as the basis for
spread analysis led DERA to find significantly
larger spreads than it would have found had it
based its analysis on the short-term instruments in
which MMFs actually invest”); see also Fidelity
DERA Comment Letter (supporting a 1% default
liquidity fee, but suggesting that the spreads cited
in DERA’s analysis are higher than those it has seen
it its experience and that its independent analysis
reflects average spreads between 0.12% and 0.57%

As discussed in the Proposing
Release, we have attempted to set the
default liquidity fee high enough to
deter shareholder redemptions so that
funds can recoup costs of providing
liquidity to redeeming shareholders in a
crisis and so that the fund’s liquidity is
not depleted, but low enough to permit
investors who wish to redeem despite
the cost to receive their proceeds
without bearing disproportionate
costs.297 Based on the comments we
received on the proposal, we believe
that a default fee of 1% strikes this
balance. Although we have looked to
the DERA study as confirming our
decision based on comments we
received supporting the 1% fee, we
recognize commenters’ critiques of the
methodology used in the DERA
analysis. We also note, however, that
DERA acknowledged in its
memorandum that its samples were not
perfectly analogous to money market
fund holdings, but that the samples
nevertheless “provide estimates for
costs of liquidity during market stress
since the selected securities have
similar time-to-maturity and credit risk
characteristics as those permitted under
Rule 2a—7.” 298 Moreover, at least one
commenter who took issue with DERA’s
samples agreed, based on its own
independent analysis, that a default
liquidity fee of 1% is appropriate.299
Furthermore, because we recognize that
establishing any fixed fee level may not
precisely address the circumstances of a
particular fund in a crisis, we are
permitting (as in the proposal) fund
boards to alter the level of the default
liquidity fee and to tailor it to the
specific circumstances of a fund. As
amended, rule 2a-7 will permit fund
boards to increase (up to 2%), decrease
(to, for example, 0.50% as suggested by
a commenter), or not impose the default

during the week immediately following the Lehman
Brothers bankruptcy).

297 See, e.g., SIFMA Comment Letter; Fidelity
Trustees Comment Letter; Fidelity Comment Letter
(suggesting a 2% fee would be punitive); see also
supra note 281.

298 See DERA Liquidity Fee Memo, supra note
111. Some commenters suggested we should
analyze liquidity spreads in actual money market
fund portfolios. See Federated DERA II Comment
Letter; BlackRock DERA Comment Letter; Fidelity
DERA Comment Letter. However, as one commenter
acknowledged, this information is not publicly
available, and we note that only one commenter on
the DERA Liquidity Fee Memo provided specific
information in this area. See BlackRock DERA
Comment Letter; Fidelity DERA Comment Letter
(providing specific information on spreads during
the financial crisis and stating that a 1% default
liquidity fee is appropriate). We believe one data
point is not adequate for us to draw conclusions on
liquidity costs in money market funds during the
crisis.

299 See Fidelity DERA Comment Letter.
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1% liquidity fee if it is in the best
interests of the fund.

As proposed and supported by
commenters,399 we are limiting the
maximum liquidity fee that may be
imposed by a fund to 2%. As with the
default fee, we seek to balance the need
for liquidity costs to be allocated to
redemptions with shareholders’ need to
redeem absent disproportionate costs.
We also believe setting a limit on the
level of a liquidity fee provides notice
to investors about the extent to which a
liquidity fee could impact their
investment. In addition, as recognized
by at least one commenter,39? the staff
has noted in the past that fees greater
than 2% raise questions regarding
whether a fund’s securities remain
“redeemable.” 302 We note that if a fund
continues to be under stress even with
a 2% liquidity fee, the fund board may
consider imposing a temporary
redemption gate under amended rule
2a-7 or liquidating the fund pursuant to
amended rule 22e-3.

As recognized in the Proposing
Release, there are a number of factors a
board may want to consider in
determining the level of a liquidity fee.
These may include, but are not limited
to: changes in spreads for portfolio
securities (whether based on actual
sales, dealer quotes, pricing vendor
mark-to-model or matrix pricing, or
otherwise); the maturity of the fund’s
portfolio securities; changes in the
liquidity profile of the fund in response
to redemptions and expectations
regarding that profile in the immediate
future; whether the fund and its
intermediaries are capable of rapidly
putting in place a fee of a different
amount from a previously set liquidity
fee or the default liquidity fee; if the
fund is a floating NAV fund, the extent
to which liquidity costs are already built
into the NAV of the fund; and the fund’s
experience, if any, with the imposition
of fees in the past. We note that fund
boards should not consider our 1%

300 See, e.g., SIFMA Comment Letter.

301 See NYC Bar Assoc. Comment Letter.

302 Section 2(a)(32) defines the term ‘“‘redeemable
security” as a security that entitles the holder to
receive approximately his proportionate share of
the fund’s net asset value. The Division of
Investment Management informally took the
position that a fund may impose a redemption fee
of up to 2% to cover the administrative costs
associated with redemption, “but if that charge
should exceed 2 percent, its shares may not be
considered redeemable and it may not be able to
hold itself out as a mutual fund.”” See John P. Reilly
& Associates, SEC Staff No-Action Letter (July 12,
1979). This position is currently reflected in rule
23c-3(b)(1), which permits a maximum 2%
repurchase fee for interval funds and rule 22c—
2(a)(1)(i),which similarly permits a maximum 2%
redemption fee to deter frequent trading in mutual
funds.

default liquidity fee as creating the
presumption that a liquidity fee should
be 1%. If a fund board believes based on
market liquidity costs at the time or
otherwise that a liquidity fee is more
appropriately set at a lower or higher
(up to 2%) level, it should consider
doing so. Once a liquidity fee has been
imposed, the fund’s board would likely
need to monitor the imposition of such
fee, including the size of the fee, and
whether it continues to be in the best
interests of the fund.303

Other commenters argued for even
more flexible approaches and/or
entirely different standards for setting a
fee.304 For example, a commenter
argued against having any default fee
and instead supported allowing the
board to tailor the fee to encompass the
cost of liquidity to the fund.395 Different
commenters similarly argued that
liquidity fees should be carefully
calibrated in relation to a fund’s actual
cost of liquidity.3°¢ A commenter noted
this calibration could be achieved by,
rather than setting a fixed fee in
advance, delaying redemptions for up to
seven days to allow the fund to
determine the size of the fee based on
actual transaction costs incurred on
each day’s redemptions.397 Finally, a
commenter proposed a flexible
redemption fee whereby redemptions
would occur at basis point NAV (i.e.,
NAV to the fourth decimal place) plus
1%.308

As discussed above, the amendments
we are adopting today incorporate
substantial flexibility for a fund board to
determine when and how it imposes
liquidity fees. We believe that including
in the amended rule a 1% default fee
that may be modified by the board is the
best means of directing fund boards to
a liquidity fee that may be appropriate
in stressed market conditions, while at
the same time providing flexibility to
boards to lower or raise the liquidity fee
if a board determines that a different fee
would better and more fairly allocate
liquidity costs to redeeming
shareholders. We would encourage a
fund board, if practicable given any
timing concerns, to consider the actual

303 A board may change the level of a liquidity
fee at any time if it determines it is in the best
interests of the fund to do so. Similarly, once a gate
is imposed, the fund’s board would likely monitor
the imposition of the gate and whether it remains
in the best interests of the fund to continue
imposing the gate.

304 See, e.g., Fin. Svcs. Roundtable Comment
Letter; Schwab Comment Letter; Santoro Comment
Letter; Invesco Comment Letter.

305 See Fin. Sves. Roundtable Comment Letter.

306 See Invesco Comment Letter; Ropes & Gray
Comment Letter.

307 See Ropes & Gray Comment Letter.

308 See Capital Advisors Comment Letter.

cost of providing liquidity when
determining if the default liquidity fee
is in the fund’s best interests. In
addition, we note that under today’s
amendments, a fund board also could,
as suggested by a commenter, determine
that the default fee is not in the best
interests of the fund and instead gate the
fund for a period of time, possibly later
imposing a liquidity fee.

Furthermore, we have determined not
to explicitly tie the default liquidity fee
to market indicators. As discussed in
the Proposing Release, we believe there
are certain drawbacks to such a
“market-sized” liquidity fee.309 First, it
may be difficult for money market funds
to rapidly determine precise liquidity
costs in times of stress when the short-
term financing markets may generally be
illiquid.31° Similarly, the additional
burdens associated with computing a
market-sized liquidity fee could make it
more difficult for funds and their boards
to act quickly and proactively to stem
heavy redemptions. Second, a market-
sized liquidity fee does not signal in
advance the size of the liquidity fee
shareholders may have to pay if the
fund’s liquidity is significantly
stressed.31? This lack of transparency
may hinder shareholders’ ability to
make well-informed investment
decisions because investors may invest
funds without realizing the extent of the
costs they could incur on their
redemptions.

Finally, commenters proposed various
potential exemptions from the default

309 See Proposing Release, supra note 25, at 183;
see also HSBC FSOC Comment Letter (suggesting
that the amount of the liquidity fee charged could
be based on the anticipated change in the market-
based NAV of the fund’s portfolio from the
redemption, assuming a horizontal slice of the
fund’s portfolio was sold to meet the redemption
request).

310 Qur staff gave no-action assurances to money
market funds relating to valuation during the
financial crisis because determining pricing in the
then-illiquid markets was so difficult. See
Investment Company Institute, SEC Staff No-Action
Letter (Oct. 10, 2008) (not recommending
enforcement action through January 12, 2009, if
money market funds used amortized cost to shadow
price portfolio securities with maturities of 60 days
or less in accordance with Commission interpretive
guidance and noting: “You state that under current
market conditions, the shadow pricing provisions of
rule 2a—7 are not working as intended. You believe
that the markets for short-term securities, including
commercial paper, may not necessarily result in
discovery of prices that reflect the fair value of
securities the issuers of which are reasonably likely
to be in a position to pay upon maturity. You
further assert that pricing vendors customarily used
by money market funds are at times not able to
provide meaningful prices because inputs used to
derive those prices have become less reliable
indicators of price.”).

311 A liquidity fee based on market indicators
would not provide notice to shareholders of the
potential level of a liquidity fee like our maximum
2% fee and default fee level of 1% provide.
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liquidity fee. For example, a commenter
suggested an exemption for all
shareholders to redeem up to $1 million
for incidental expenditures without a
fee.312 Other commenters argued that a
fee should not be imposed on newly
purchased shares.313 For several
independent reasons, we do not
currently believe that there should be
exemptions to the default liquidity fee.
First, because the circumstances under
which liquidity becomes expensive
historically have been infrequent, we
believe the imposition of fees and gates
will also be infrequent. As long as
funds’ weekly liquid assets are above
the regulatory threshold (i.e. 30%), fund
shareholders should continue to enjoy
unfettered liquidity for money market
fund shares.31# The likely limited and
infrequent use of liquidity fees leads us
to believe exemptions are generally
unnecessary. Second, liquidity fees are
meant to impose at least some of the
cost of liquidity on those investors who
are seeking liquidity by redeeming their
shares. Allowing exemptions to the
default liquidity fee would run counter
to this purpose and permit some
investors to avoid bearing at least some
of their own costs of obtaining liquidity
and could serve to further harm the
liquidity of the fund, potentially
requiring the imposition of a liquidity
fee for longer than would otherwise be
necessary. Third, as suggested by
commenters and discussed in section
I11.C.7.a below, exemptions to the
default liquidity fee would increase the
cost and complexity of the amendments
for funds and intermediaries because
funds would have to develop the
systems and policies to track, for
example, the amount of each
shareholder’s redemption, and could
facilitate gaming on the part of investors
because investors could attempt to fit
their redemptions within the scope of
an exemption.315

312 See Capital Advisors Comment Letter.

313 See ABA Business Law Section Comment
Letter; Wilmington Trustees Comment Letter;
Federated V Comment Letter.

314 See Proposing Release, supra note 25, at n.342.

315 See, e.g., Federated V Comment Letter (“Any
attempt to create exceptions, such as allowing
redemptions free of any liquidity fee up to a set
dollar amount or percentage of the shareholder’s
account balance, would add significant operational
hurdles to the proposed reform. In order to be
applied equitably, prime [money market funds]
would have to take steps to assure that
intermediaries were implementing the exceptions
on a consistent basis.”); Fidelity Comment Letter
(urging the Commission not to adopt partial gates,
which like an exception to a liquidity fee, would,
for example, except a certain amount of
redemptions (e.g., up to $250,000 per shareholder)
from a gate that has been imposed). The commenter
stated ‘“‘that the challenges and costs associated
with [partial gates] outweigh the benefits. The
systems enhancements necessary to track holdings

d. Duration of Fees and Gates

We are adopting, as proposed, a
requirement that any fee or gate be lifted
automatically once the fund’s weekly
liquid assets have risen to or above 30%
of the fund’s total assets. We are also
adopting, with certain modifications
from the proposal as discussed below, a
requirement that a money market fund
must lift any gate it imposes within 10
business days and that a fund cannot
impose a gate for more than 10 business
days in any 90-day period. As proposed,
the amendments would have allowed
funds to impose a gate for up to 30 days
in any 90-day period.

Several commenters noted positive
aspects of the Commission’s proposed
duration for fees and gates.316 Some
commenters, however, suggested that
the duration of liquidity fees, like the
duration of redemption gates, should be
limited to a number of days.317 We
continue to believe that the appropriate
duration limit on a liquidity fee is the
point at which a fund’s assets rise to or
above 30% weekly liquid assets. Thirty
percent weekly liquid assets is the
minimum required under rule 2a-7 and
thus a fee (or gate) would appear to no
longer be justified once a fund’s level of
weekly liquid assets has risen to this
level. If we were to limit the imposition
of liquidity fees to a number of days, a
fund might have to remove a liquidity
fee while it is still under stress and thus
it would not gain the full benefits of
imposing the fee.318 Additionally, if a
fund was required to remove the fee
while it was still under stress, it may

for purposes of determining each shareholder’s
redemption limit would be more complicated,
cumbersome, and costly than the changes required
to implement the full gate, [and] that this
complicated structure lends itself to arbitrary or
inconsistent application across the industry and
potential inequitable treatment among
shareholders.” Id.

316 See, e.g., HSBC Comment Letter; Dreyfus
Comment Letter; SIFMA Comment Letter; UBS
Comment Letter.

317 See BlackRock II Comment Letter (‘“We would
also recommend that a MMF not be open with a
liquidity fee for more than 30 days.”); Federated V
Comment Letter (suggesting that liquidity fees
should be subject to the same duration limits as
redemption gates and proposing a limit of 10
calendar days); J.P. Morgan Comment Letter; see
also UBS Comment Letter (noting that “there
should be a maximum time period during which
the liquidity fee . . . could be imposed”).

318 We note that, unlike a redemption gate, a
liquidity fee does not prohibit a shareholder from
accessing its investment; this distinction, in our
view, justifies imposing a limited duration on the
imposition of a gate while not doing so for the
imposition of fees. We also note that, once a fund’s
weekly liquid assets drop below the regulatory
minimum (30%), it is limited to purchasing only
weekly liquid assets, which should increase the
fund’s liquidity and potentially bring it back above
the weekly liquid asset threshold. See rule 2a—
7(d)(4)(iii).

have to re-impose the fee shortly
thereafter, which could cause investor
confusion.31® We note that a fund’s
board can always determine that it is in
the best interests of the fund to lift a fee
before the fund’s level of weekly liquid
assets is restored to 30% of its total
assets.

We also received a number of
comments on the duration of
redemption gates.320 For example, some
commenters described the maximum
30-day term for gating as reasonable,321
including a commenter that noted it
would not be in favor of a shorter time
period.322 Another commenter stated its
support for the Commission’s proposed
30-day time limit for redemption
gates.323 In addition, an industry group
commented that although its members
had varying views, some stressed the
importance of the maximum 30-day
period to allow the fund adequate time
to replenish its liquidity as securities
mature.324

On the other hand, in response to our
request for comment on the appropriate
duration of redemption gates, including
our request for comment on a 10-day
maximum gating period, some
commenters raised concerns with the
proposed 30-day maximum gating
period.325 For example, one commenter
noted that “denying investors access to
their cash for more than a brief period”
would “create serious hardships.” 326
This commenter expressed doubt that it
would take boards ‘““much more than a
week to resolve what course of action
would best serve the interest of their
shareholders” and suggested an
alternate maximum gating period of up
to 10 calendar days.327 A second

319 As discussed in the Proposing Release, we
considered whether a fee or gate should be lifted
automatically before a fund’s weekly liquid assets
were completely restored to their required
minimum—for example, after they had risen to
25%. However, we believe that such a requirement
would be inappropriate for the same reasons we are
not limiting the length of time the fee is imposed.

320 See, e.g., UBS Comment Letter (supporting a
maximum time period that would require a gated
fund to reopen or liquidate thereafter).

321 See, e.g., Dreyfus Comment Letter; Page
Comment Letter.

322 See Dreyfus Comment Letter (noting that
shortening the maximum gating period might not be
enough time for a fund’s liquidity levels to
adequately recover).

323 See HSBC Comment Letter.

324 See SIFMA Comment Letter.

325 See, e.g., SIFMA Comment Letter; J.P. Morgan
Comment Letter; Fla. CFO Comment Letter;
Federated V Comment Letter.

326 See Federated II Comment Letter; Federated V
Comment Letter.

327 See Federated II Comment Letter (‘“Federated
had previously proposed limiting any suspension of
redemptions to five or ten business days.
Alternative 2, on the other hand, would set the limit
in terms of calendar days. Federated therefore

Continued
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commenter added that the potential
total loss of liquidity for up to 30 days
could further exacerbate pre-emptive
runs and even be destabilizing to the
short-term liquidity markets, and
suggested an alternative maximum
gating period of up to 10 calendar
days.328 Additionally, some members of
an industry group suggested that gating
for a shorter period of time would be
more consistent with investors’ liquidity
needs and the requirements of the
Investment Company Act.329

We have carefully considered the
comments we received, both on the
duration of gates and on the possibility
of pre-emptive runs as a result of
potential gates, and have been
persuaded that gates should be limited
to a shorter time period of up to 10
business days.339 As discussed in the
Proposing Release and reiterated by
commenters,331 we recognize the strong
preference embodied in the Investment
Company Act for the redeemability of
open-end investment company
shares.332 Additionally, as was echoed
by a number of commenters,333 we
understand that investors use money
market funds for cash management and
a lack of access to their investment for
a long period of time can impose
substantial costs and hardships. Indeed,
many shareholders in the Reserve
Primary Fund informed us about these
costs and hardships during that fund’s

recommends limiting a temporary suspension of
redemptions to not more than ten calendar days.”);
Federated V Comment Letter; Federated X
Comment Letter; see also Federated Funds Trustees
Comment Letter; ].P. Morgan Comment Letter
(suggesting a 10-day gating period).

328 See ].P. Morgan Comment Letter.

329 See SIFMA Comment Letter.

330In a change from the proposal, the maximum
gating period in the final amendments uses
business days rather than calendar days to better
reflect typical fund operations and to mitigate
potential gaming of the application of gates during
weekends or periods during which a fund might not
already typically accept redemption requests. If a
fund imposes a gate, it is not required to impose
the gate for 10 business days. Rather, a fund can lift
a gate before 10 business days have passed and we
would expect a board would promptly do so if it
determines that it is in the best interests of the fund.
We note that a money market fund board would
likely meet regularly during any period in which a
redemption gate is in place. See supra note 303.
Additionally, a fund’s board may also consider
permanently suspending redemptions in
preparation for fund liquidation under rule 22e-3
if the fund approaches the 10 business day gating
limit.

331 See, e.g., SIFMA Comment Letter.

332 See Investment Trusts and Investment
Companies: Hearings on S. 3580 Before a Subcomm.
of the Senate Comm. on Banking and Currency,
76th Cong., 3d Sess. 291-292 (1940) (statement of
David Schenker, Chief Counsel, Investment Trust
Study, SEC); see also section 22(e) (limiting delays
in payments on redemptions to up to seven days).

333 See, e.g., Federated I Comment Letter;
Federated V Comment Letter; SIFMA Comment
Letter.

lengthy liquidation.334 As discussed
above, it remains one of our goals to
preserve the benefits of money market
funds for investors. Accordingly, upon
consideration of the comments received,
we have modified the final rules to limit
the redeemability of money market fund
shares for a shorter period of time.335

Some commenters suggested that the
longer a potential redemption gate may
be imposed, the greater the possibility
that investors may try to pre-emptively
redeem from a fund before the gate is in
place.336 We recognize this concern and
believe that if gates are limited to 10
business days, investors may be less
inclined to try to redeem before a gate
is imposed because 10 business days is
a relatively short period of time and
after that time investors will have access
to their investment.337

We also believe that by limiting gates
to 10 business days, investors may be
better able to account for the possibility
of redemption gates when determining
their investment allocations and cash
management policies. For example, an
employer may determine that money
market funds continue to be a viable
cash management tool because even if a
fund imposes a gate, the employer could
potentially still meet its payroll
obligations, depending on its payroll

334 See Kevin McCoy, Primary Fund Shareholders
Put in a Bind, USA Today, Nov. 11, 2008, available
at http://usatoday30.usatoday.com/money/perfi/
funds/2008-11-11-market-fund-side_N.htm
(discussing hardships faced by Reserve Primary
Fund shareholders due to having their
shareholdings frozen, including a small business
owner who almost was unable to launch a new
business, and noting that “Ameriprise has used
‘hundreds of millions of dollars’ of its own liquidity
for temporary loans to clients who face financial
hardships while they await final repayments from
the Primary Fund”); John G. Taft, Stewardship:
Lessons Learned From the Lost Culture of Wall
Street (2012), at 2 (“Now that the Reserve Primary
Fund had suspended redemptions of Fund shares
for cash, our clients had no access to their cash.
This meant, in many cases, that they had no way
to settle pending securities purchases and therefore
no way to trade their portfolios at a time of historic
market volatility. No way to make minimum
required distributions from retirement plans. No
way to pay property taxes. No way to pay college
tuition. It meant bounced checks and, for retirees,
interruption of the cash flow distributions they
were counting on to pay their day-to-day living
expenses.”).

335 We recognize that rule 22e—3 does not limit
gates to a short period of time, but under that rule,
a gate is permanent and a fund must liquidate
thereafter. See rule 22e-3.

336 See, e.g., ].P. Morgan Comment Letter;
Federated XI Comment Letter.

337 See, e.g., Federated V Comment Letter (“[A 10-
day maximum gating period] would also be
consistent with the comments of some of the
investors who indicated to Federated that they
probably could not go more than two weeks without
access to the cash held in their [money market
fund].””) In addition, we note that 10 business days
is not significantly longer than funds are statutorily
permitted to delay payment on redemptions. See
section 22(e).

cycle. Similarly, a retail investor may
determine to invest in a money market
fund for cash management purposes
because a money market fund’s
potential for yield as compared to the
interest on a savings or checking
account outweighs the possibility of a
money market fund imposing a gate and
delaying payment of the investor’s bills
for up to 10 business days.

While we believe temporary gates
should be limited to a short period of
time, we also recognize that gates may
be the most effective, and probably only,
way for a fund to stop a run for the
duration of the gating period. As one
commenter stated, “[sJuspending
redemptions would allow a [b]oard to
deal with large-scale redemptions
directly, by effectively calling a ‘time
out’ until the [bloard can decide how to
deal with the circumstances prompting
the redemptions.” 338 Accordingly, we
believe gates, even those that are limited
to up to 10 business days, will be a
valuable tool for funds to limit heavy
redemptions in times of stressed
liquidity.339

We also recognize, as suggested by
some commenters,34° that temporary
gates should provide a period of time for
funds to gain internal liquidity. In this
regard, we note that weekly liquid assets
generally consist of government
securities, cash, and assets that will
mature in five business days,34? and that
once a fund has dropped below 30%
weekly liquid assets (the required
regulatory minimum, and the threshold
for the imposition of gates), the fund can
purchase only weekly liquid assets.342
Accordingly, because the securities a
fund may purchase once it has imposed
a gate will mature, in large part, in five
business days, we believe a limit of 10
business days for the imposition of a
gate should provide a fund with an
adequate period of time in which to
generate internal liquidity.343

338 See Federated V Comment Letter.

339 As discussed in supra note 148, as necessary,
the Commission also has previously granted orders
allowing funds to suspend redemptions to address
exigent circumstances. See, e.g., In the Matter of:
Centurion Growth Fund, Inc., Investment Company
Act Release Nos. 20204 (Apr. 7, 1994) (notice) and
20210 (Apr. 11, 1994) (order); In the Matter of
Suspension of Redemption of Open-End Investment
Company Shares Because of the Current Weather
Emergency, Investment Company Act Release No.
10113 (Feb. 7, 1978).

340 See, e.g., SIFMA Comment Letter; Dreyfus
Comment Letter.

341 See rule 2a—7(a)(34).

342 See rule 2a—7(d)(4)(iii).

343 See J.P. Morgan Comment Letter (“Ten (10)
calendar days should provide [money market funds]
an opportunity to rebuild significant amounts of
liquidity since the 2010 amendments to Rule 2a—

7 require [money market funds] to invest at least
30% of their portfolios in assets that can provide
weekly liquidity.”).
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We further recognize that 10 business
days is not significantly longer than the
seven days funds are already permitted
to delay payment of redemption
proceeds under section 22(e) of the
Investment Company Act. We note,
however, that while section 22(e) allows
funds to delay payment on redemption
requests, it does not prevent
shareholders from redeeming shares.
Even if a fund delays payment on
redemptions pursuant to section 22(e),
redemptions can continue to mount at
the fund.34¢ Unlike payment delays
under section 22(e), the temporary gates
we are adopting today will allow a fund
a cooling off period during which
redemption pressures do not continue to
mount while the fund builds additional
liquidity, and the fund’s board can
continue to evaluate the best path
forward. Additionally, temporary gates
may also provide a cooling off period for
shareholders during which they may
gather more information about a fund,
allowing them to make more well-
informed investment decisions after a
gate is lifted.

Finally, one commenter asked the
Commission to clarify that the time
limit for redemption gates may “occur
in multiple separate periods within any
ninety-day period (as well as
consecutively), and if so, whether the
ninety-day period is a rolling period
which is recalculated on a daily
basis.” 345 As indicated in the Proposing
Release, the intent of the 90-day limit on
redemption gates is to ensure that funds
do not circumvent the time limit on
redemption gates 346—for example, by
reopening on the 9th business day for
one business day before re-imposing a
gate for potentially another 10 business
day period. Accordingly, when
determining whether a fund has been
gated for more than 10 business days in
a 90-day period, the fund should
account for any multiple separate gating
periods and assess compliance with the
90-day limit on rolling basis, calculated
daily.

3. Exemptions to Permit Fees and Gates

The Commission is adopting, as
proposed, exemptions from various

344 For example, if on day one, fifty shareholders
place redemptions requests with a fund, there is
nothing to stop another fifty shareholders from
placing redemption requests on day two. The fund’s
liquidity may continue to be strained because it is
required to pay out redemption proceeds to all fifty
shareholders from day one within seven days (and
the next day, to all fifty shareholders from day two)
and it must do so at day one’s NAV (and the next
day, at day two’s NAV).

345 See Comment Letter of Stradley Ronon
Stevens & Young, LLP (Sept. 17, 2013) (“Stradley
Ronon Comment Letter”).

346 See Proposing Release, supra note 25, at 189.

provisions of the Investment Company
Act to permit a fund to institute
liquidity fees and redemption gates.347
In the absence of an exemption,
imposing gates could violate section
22(e) of the Act, which generally
prohibits a mutual fund from
suspending the right of redemption or
postponing the payment of redemption
proceeds for more than seven days, and
imposing liquidity fees could violate
rule 22c—1, which (together with section
22(c) and other provisions of the Act)
requires that each redeeming
shareholder receive his or her pro rata
portion of the fund’s net assets. The
Commission is exercising its authority
under section 6(c) of the Act to provide
exemptions from these and related
provisions of the Act to permit a money
market fund to institute liquidity fees
and redemption gates notwithstanding
these restrictions.348 As discussed in the
Proposing Release and in more detail
below, we believe that such exemptions
do not implicate the concerns that
Congress intended to address in
enacting these provisions, and thus they
are necessary and appropriate in the
public interest and consistent with the
protection of investors and the purposes
fairly intended by the Act.

We do not believe that the temporary
gates we are allowing in today’s
amendments will conflict with the
purposes underlying section 22(e),
which was designed to prevent funds
and their investment advisers from
interfering with the redemption rights of
shareholders for improper purposes,
such as the preservation of management
fees.349 Rather, under today’s
amendments, the board of a money
market fund can impose gates to benefit
the fund and its shareholders by making
the fund better able to protect against
redemption activity that would harm
remaining shareholders, and to allow
time for any market distress to subside
and liquidity to build organically.

347 See rule 2a-7(c)(2).

348 Section 6(c). To clarify the application of
liquidity fees and redemption gates to variable
contracts, we are also amending rule 2a-7 to
provide that, notwithstanding section 27(i) of the
Act, a variable insurance contract issued by a
registered separate account funding variable
insurance contracts or the sponsoring insurance
company of such separate account may apply a
liquidity fee or redemption gate to contract owners
who allocate all or a portion of their contract value
to a subaccount of the separate account that is
either a money market fund or that invests all of
its assets in shares of a money market fund. See rule
2a—7(c)(2)(iv). Section 27(i)(2)(A) makes it unlawful
for any registered separate account funding variable
insurance contracts or the sponsoring insurance
company of such account to sell a variable contract
that is not a “redeemable security.”

349 See 2009 Proposing Release, supra note 66, at
n.281 and accompanying text.

In addition, gates will be limited in
that they can be imposed only for
limited periods of time and only when
a fund’s weekly liquid assets are
stressed. This aspect of gates, therefore,
is akin to rule 22e-3, which also
provides an exemption from section
22(e) to permit money market fund
boards to suspend redemptions of fund
shares to protect the fund and its
shareholders from the harmful effects of
a run on the fund, and to minimize the
potential for disruption to the securities
markets.350

We are also providing exemptions
from rule 22¢—1 to permit a money
market fund to impose liquidity fees
because such fees can benefit the fund
and its shareholders by providing a
more systematic and equitable
allocation of liquidity costs.351 In
addition, based on the level of the
liquidity fee imposed, a fee may
secondarily benefit a fund by helping to
repair its market-based NAV.

We are permitting money market
funds to impose fees and gates in
limited situations because they may
provide substantial benefits to money
market funds, the short-term financing
markets for issuers, and the financial
system, as discussed above. However,
we are adopting limitations on when
and for how long money market funds
can impose these restrictions because
we recognize that fees and gates may
impose hardships on investors who rely
on their ability to freely redeem shares
(or to redeem shares without paying a
fee).352 We did not receive comments
suggesting changes to the proposed
exemptions and, thus, we are adopting
them as proposed.333

4. Amendments to Rule 22e-3

Currently, rule 22e-3 allows a money
market fund to permanently suspend
redemptions and liquidate if the fund’s
board determines that the deviation
between the fund’s amortized cost price
per share and its market-based NAV per

350 See 2010 Adopting Release, supra note 17, at
text following n.379.

351 See rule 2a-7(c)(2) (providing that,
notwithstanding rule 22c—1, among other
provisions, a money market fund may impose a
liquidity fee under the circumstances specified in
the rule).

352 See rule 2a-7(c)(2)(i) and (ii); cf. 2010
Adopting Release, supra note 17, at text following
n.379 (‘“Because the suspension of redemptions
may impose hardships on investors who rely on
their ability to redeem shares, the conditions of
[rule 22e-3] limit the fund’s ability to suspend
redemptions to circumstances that present a
significant risk of a run on the fund and potential
harm to shareholders.”)

353 But see NYC Bar Committee Comment Letter
(discussing section 22(e) and the Commission’s
authority to allow gates under that section). As
discussed above, we are adopting the proposed
amendments to rule 22e-3 pursuant to section 6(c).
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share may result in material dilution or
unfair results to investors or existing
shareholders.35¢ Today, we are
amending rule 22e-3 to also permit (but
not require) the permanent suspension
of redemptions and liquidation of a
money market fund if the fund’s level of
weekly liquid assets falls below 10% of
its total assets.355 As proposed, the
amendments would have allowed for
permanent suspension of redemptions
and liquidation after a money market
fund’s level of weekly liquid assets fell
below 15%.356

Commenters generally supported our
proposed retention of rule 22e—3 357 and
did not suggest changes to our proposed
amendments. We are making a
conforming change in the proposed
weekly liquid asset threshold below
which a fund may permanently gate and
liquidate, however, in order to
correspond to other changes in the
proposal related to weekly liquid asset
thresholds for fees and gates. For the
reasons discussed above, we have
determined to raise the initial threshold
below which a fund board may impose
fees and gates, but lower the threshold
for imposition of a default liquidity fee.
Due to the absolute and significant
nature of a permanent suspension of
redemptions and liquidation, we believe
the lower default fee threshold would
also be the appropriate threshold for
board action under rule 22e-3.358 A
permanent suspension of redemptions
could be considered more draconian
because there is no prospect that the
fund will re-open—instead the fund will
simply liquidate and return money to
shareholders. Therefore, we do not
believe that the 30% weekly liquid asset
threshold for discretionary fees and
gates, which is designed to provide
boards with significant flexibility to
restore a fund’s liquidity in times of
stress, would be an appropriate
threshold under which fund boards
could permanently close a fund.

Amended rule 22e-3 will allow all
money market funds, not just those that
maintain a stable NAV as currently
contemplated by rule 22e-3, to rely on

354 See rule 22e-3(a)(1).

355 See id.

356 The proposed weekly liquid asset threshold
corresponded with the proposed threshold for the
imposition of a default fee and/or redemption gates.

357 See, e.g., ICI Comment Letter (supporting the
retention of rule 22e-3); Stradley Ronon Comment
Letter, (discussing rule 22e—3 and master/feeder
funds); Dreyfus Comment Letter; but see Peirce &
Green Comment Letter (suggesting that the
requirement in rule 22e-3 that ““a fund’s board have
made an irrevocable decision to liquidate the fund

. . unnecessarily dissuades boards from using
redemption suspensions”).

358 Cf. Proposing Release supra note 25, at 195—
196.

the rule when the fund’s liquidity is
significantly stressed. A money market
fund whose weekly liquid assets have
fallen below 10% of its total assets
(whether that fund has previously
imposed a fee or gate, or not) may rely
on the rule to permanently suspend
redemptions and liquidate.35° Under
amended rule 22e-3, stable value funds
also will continue to be able to suspend
redemptions and liquidate if the board
determines that the deviation between
its amortized cost price per share and its
market-based NAV per share may result
in material dilution or other unfair
results to investors or existing
shareholders.36° Thus, a stable value
money market fund that suffers a default
will still be able to suspend
redemptions and liquidate before a
credit loss leads to redemptions and a
fall in its weekly liquid assets.

5. Operational Considerations Relating
to Fees and Gates

a. Operational Costs

As discussed in the Proposing
Release, we recognize that money
market funds and others in the
distribution chain (depending on the
structure) will incur some operational
costs in establishing or modifying
systems to administer a liquidity fee or
temporary gate.361 These costs may
relate to the development of procedures
and controls for the imposition of
liquidity fees or updating systems for
confirmations and account statements to
reflect the deduction of a liquidity fee
from redemption proceeds.362
Additionally, these costs may relate to
the establishment of new or modified
systems or procedures that will allow
funds to administer temporary gates.363
We also recognize that money market
funds may incur costs in connection
with board meetings held to determine

359 We note that a money market fund would not
have to impose a fee or a gate before relying on rule
22e-3. For example, if the fund drops below the
10% weekly liquid asset threshold, its board may
determine that a liquidity fee is not in the best
interests of the fund and instead decide to suspend
redemptions and liquidate.

360 See rule 22e-3(a)(1).

361 Some commenters also suggested that affected
money market funds may have to examine whether
shareholder approval is required to amend
organizational documents, investment objectives or
policies. See, e.g., Ropes & Gray Comment Letter;
Fidelity Comment Letter.

362 See, e.g., ICI Comment Letter (“‘[TThe nature of
the liquidity fee would entail changes to support a
separate fee type, appropriate tax treatment, and
investor reporting, including transaction
confirmation statements that reference fees charged
and applicable tax information for customers.”).

363 See ICI Comment Letter (‘“Temporary gating
also would require fund transfer agent and
intermediary system providers to ensure that their
systems can suppress redemption activity while
supporting all other transaction types.”).

if fees and/or gates are in the best
interests of a fund.

In addition, operational costs may be
incurred by, or spread among, a fund’s
transfer agents, sub-transfer agents,
recordkeepers, accountants, portfolio
accounting departments, and
custodian.364 Funds also may seek to
modify contracts with financial
intermediaries or seek certifications
from intermediaries that they will apply
a liquidity fee on underlying investors’
redemptions. Money market fund
shareholders also may be required to
modify their own systems to prepare for
possible future liquidity fees, or to
manage gates, although we expect that
only some shareholders will be required
to make these changes.36°

A number of commenters suggested
that the operational costs and burdens
of implementing and administrating fees
and gates would be manageable.366
Some commenters noted that liquidity
fees and redemption gates would be
more practicable, and less costly and
burdensome to implement and maintain
than the other proposed reform
alternative (floating NAV).367 Another
commenter added that the systems
modifications for fees and gates,
especially absent a requirement to net
each shareholder’s redemptions each
day, would be “far less costly and
onerous” than the operational
challenges posed by the floating NAV
reform alternative.368 One commenter
estimated that implementing fees and
gates would require only “minimal
enhancements” to its core custody/fund
accounting systems at “minimal
costs.” 369 This commenter further noted
that most systems enhancements would
likely be required with respect to the
systems of transfer agents and

364 See ICI Comment Letter; see also Comment
Letter of State Street Corporation (Sept. 17, 2013)
(“State Street Comment Letter”) (suggesting that
transfer agents and intermediaries will need to
modify their systems to accommodate fees and
gates).

365 Many shareholders use common third party-
created systems and thus would not each need to
modify their systems.

366 See, e.g., ICI Comment Letter; HSBC Comment
Letter, Federated X Comment Letter; Invesco
Comment Letter.

367 See, e.g., SunTrust Comment Letter; Federated
X Comment Letter; Angel Comment Letter. One
commenter argued that for investors, intermediaries
and fund complexes alike, the estimated costs of
fees and gates ““are dramatically lower” than under
the proposed floating NAV alternative. See
Federated X Comment Letter.

368 See, e.g., ICI Comment Letter (“‘System
modifications for liquidity fees and gates, especially
absent the net redemption requirement, are far less
onerous and costly, however, than the extensive
programming and other system changes necessary
to implement a floating NAV as contemplated by
the SEC’s proposal.”)

369 See State Street Comment Letter.
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intermediaries, although their systems
would likely already include “‘basic
functionality to accommodate liquidity
fees and gates.”” 370 Similarly, another
commenter noted that the operational
issues of fees and gates could be solved
if the industry and all its stakeholders
were given sufficient implementation
time.371 This commenter cited its
ongoing efforts to implement liquidity
fees at its Dublin-domiciled money
market fund complex as an example that
the operational challenges and costs
would not be prohibitive.372
Conversely, a number of commenters
expressed concern over the operational
burdens and related administrative costs
with the fees and gates requirements.373
Some commenters argued that the
implementation and administration of
fees and gates would present significant
operational challenges, in particular
with respect to omnibus accounts,
sweep accounts, intermediaries and the
investors that use them.374 One
commenter argued that, to reduce
operational burdens, a liquidity fee
should be applied to each redemption
separately—rather than net
redemptions—in an affected money
market fund.375 This commenter also
expressed concern that intermediaries
would not know whether their sweeps
would be subject to a liquidity fee or
temporary gate until after the daily
investment is made.376 For example, the
possibility of a liquidity fee would
require intermediaries to develop
trading systems to ensure that for each
transaction “the investor has sufficient
funds to cover the trade itself plus the
possibility of a liquidity fee.”” 377
Commenters also suggested that a fee or
gate could not be uniformly applied

370 See id.

371 See HSBC Comment Letter. The commenter
also noted that a variable liquidity fee, if available
in a timely manner, should not create any
operational impediments.

372 See id.

373 See, e.g., Comment Letter of TTAA-CREF
(Sept. 17, 2013) (“TIAA-CREF Comment Letter”’);
J.P. Morgan Comment Letter; Fin. Svcs. Roundtable
Comment Letter; Goldman Sachs Comment Letter.

374 See, e.g., SunTrust Comment Letter; Comment
Letter of Coalition of Mutual Fund Investors (Sept.
17, 2013) (“Coal. of Mutual Fund Invs. Comment
Letter”’); Schwab Comment Letter.

375 See ICI Comment Letter (expressing concern
that funds, record keepers and intermediaries
would have to develop complex operational
systems that could apply a fee with respect to a
shareholder’s net redemptions for a particular day
and tracking the ‘“‘shareholder of record” to whom
such a fee would apply).

376 See id.

377 See Fin. Svcs. Roundtable Comment Letter;
see also Fin. Info. Forum Comment Letter
(suggesting liquidity fees could cause investors [to]
over-trade their account by settling an amount
greater than their balance due to a liquidity fee not
known at the time of order entry).

within omnibus accounts,378 and certain
commenters expressed concern over
transparency with respect to fees and
gates for shareholders investing through
omnibus accounts.379

We understand that the
implementation of fees and gates (as
with any new regulatory requirement) is
not without its operational challenges;
however, we have sought to minimize
those challenges in the amendments we
are adopting today. Based on the
comments discussed above, we now
recognize that a liquidity fee could
either be applied to each redemption
separately or on a net basis. As
indicated by the relevant commenter,
our proposal contemplated net
redemptions as an investor-friendly
manner of applying a liquidity fee.380
However, in light of the comments, we
are persuaded that such an approach
may be too operationally difficult and
costly for funds to apply and, thus, we
are not requiring funds to apply a
liquidity fee on a net basis.381

We also recognize commenters’
concerns regarding the application of
fees and gates in the context of sweep
accounts. We note that during normal
market conditions, fees and gates should
not impact sweep accounts’ (or any
other investor’s) investment in a money
market fund.382 We also note that,
unlike our proposal, the amendments
we are adopting today will allow fund
boards to institute a fee or gate at any
time during the day.?83 To the extent a
sweep account’s daily investment is
made at the end of the day, we believe
this change should reduce concerns that
the sweep account holder will find out
about a redemption restriction only after

378 See Goal. of Mutual Fund Invs. Comment
Letter; SunTrust Comment Letter.

379 See Goal. of Mutual Fund Invs. Comment
Letter; Goldman Sachs Comment Letter.

380 See Proposing Release, supra note 25, at n.373
(discussing the application of a liquidity fee and
stating that “[ilf the shareholder of record making
the redemption was a direct shareholder (and not
a financial intermediary), we would expect the fee
to apply to that shareholder’s net redemption for
the day.”); see also ICI Comment Letter (“Currently,
systems used to process money market fund
transactions do not have the ability to assess a fee
by netting one or more purchases against one or
more redemptions. This process would be highly
complex and require a significant and costly
redesign of the processing functionality used by
funds and intermediaries today.” (footnote
omitted)).

381 See ICI Comment Letter (noting that ““[a]bsent
further definition, it would be challenging for funds
(and intermediaries assessing the fee) to determine
how a shareholder of record requirement applies to
multiple accounts of a given beneficial
owner. . . .”

382 As discussed herein, however, we recognize
that sweep accounts may be unwilling to invest in
a money market fund that could impose a gate. See
supra section III.A.1.c.iv and infra note 641.

383 See rule 2a-7(c)(2)(3).

it has made its daily investment and
may lessen the difficulty and costs
related to developing a trading system
that can ensure an account has
sufficient funds to cover the trade itself
plus the possibility of a liquidity fee.

With respect to omnibus accounts, we
continue to believe that liquidity fees
should be handled in a manner similar
to redemption fees, which currently
may be imposed to deter market timing
of mutual fund shares.384 As discussed
in the Proposing Release, we understand
that financial intermediaries themselves
generally impose redemption fees to
record or beneficial owners holding
through that intermediary.385 We
recognize commenters’ concerns
regarding the uniform application of
liquidity fees through omnibus
accounts. We believe, however, that the
benefits and protections afforded to
funds and their investors by the fees and
gates amendments justify the
application of these amendments in the
context of omnibus accounts. In this
regard, we note, as we did in the
Proposing Release, that funds or their
transfer agents may contract with
intermediaries to have them impose
liquidity fees. As we also noted in the
Proposing Release, we understand that
some money market fund sponsors may
want to review their contractual
arrangements with their funds’ financial
intermediaries and service providers to
determine whether any contractual
modifications are necessary or advisable
to ensure that liquidity fees are
appropriately applied to beneficial
owners of money market fund shares.
We further understand that some money
market fund sponsors may seek
certifications or other assurances that
these intermediaries and service
providers will apply any liquidity fees
to the beneficial owners of money
market fund shares. We also recognize
that money market funds and their
transfer agents and intermediaries may
need to engage in certain
communications regarding a liquidity
fee.

With respect to those commenters
who expressed concern over the
transparency of fees and gates for
omnibus investors, we note that fees
and gates will be equally transparent for
all investors. Investors, both those that
invest directly and those that invest
through omnibus accounts, should have
access to information about a fund’s
weekly liquid assets, which will be

384 See rule 22¢—2. Our understanding of how
financial intermediaries handle redemption fees in
mutual funds is based on Commission staff
discussions with industry participants and service
providers.

385 See Proposing Release, supra note 25, at 191.
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posted on the fund’s Web site. All
money market fund investors also
should receive copies of a fund’s
prospectus, which will include
disclosure on fees and gates.

We note that some commenters
expressed concern about the costs and
burdens associated with the
combination of fees and gates and a
floating NAV requirement for
institutional prime funds.385 As we
stated in the Proposing Release, we do
not expect that there will be any
significant additional costs from
combining the two approaches that are
not otherwise discussed separately with
respect to each of the fees and gates and
floating NAV reforms.387 As we
discussed in the Proposing Release, it is
likely that implementing a combined
approach will save some percentage
over the costs of implementing each
alterative separately as a result of
synergies and the ability to make a
variety of changes to systems at a single
time. We do not expect that combining
the approaches will create any new
costs as a result of the combination
itself.388 Accordingly, we estimate, as
we did in the proposal, that the costs of
implementing a combined approach
would at most be the sum of the costs
of each alternative, but may likely be
less.

b. Cost Estimates

As we indicated in the Proposing
Release, the costs associated with the
fees and gates amendments will vary
depending on how a fee or gate is
structured, including its triggering event
and the level of a fee, as well as on the
capabilities, functions and
sophistication of the systems and
operations of the funds and others
involved in the distribution chain,
including transfer agents, accountants,
custodians and intermediaries. These
costs relate to the development of
procedures and controls, systems’
modifications, training programs and
shareholder communications and may

386 See, e.g., Dreyfus Comment Letter (suggesting
the combination of both proposed reform options
would be “excessive and unduly harmful to the
utility of [money market funds] without offering
any additional benefit”); Northern Trust Comment
Letter (suggesting the combination of both proposed
reform options would “be very costly to
implement”). For a discussion of the possible
movement out of money market funds as result of
today’s reforms, see infra section IIL.K. But see State
Street Comment Letter (‘“‘State Street does not
believe there would be any new costs other than
those listed by the staff from a fund accounting,
custody or fund administrator point of view by
combining the two alternatives.”).

387 See Proposing Release, supra note 25, at 249;
see also infra section II1.B.8 for a discussion of the
costs associated with the floating NAV requirement.

388 See State Street Comment Letter.

vary among funds, shareholders and
their service providers.

In the Proposing Release, we
estimated a range of hours and costs that
may be required to perform activities
typically involved in making systems
modifications, such as those described
above. We estimated that a money
market fund (or others in the
distribution chain) would incur one-
time systems modification costs that
range from $1,100,000 to $2,200,000.389
We further estimated that the one-time
costs for entities to communicate with
shareholders about the liquidity fee or
gate would range from $200,500 to
$340,000.390 In addition, we estimated
that the costs for a shareholder mailing
would range between $1.00 and $3.00
per shareholder.391

We also recognized in our proposal
that depending on how a liquidity fee or
gate is structured, mutual fund groups
and other affected entities already may
have systems that can be adapted to
administer a fee or gate at minimal cost,
in which case the costs may be less than
the range we estimated above. For
example, some money market funds
may be part of mutual fund groups in
which one or more funds impose
deferred sales loads under rule 6¢c—10 or
redemption fees under rule 22c—2, both
of which require the capacity to
administer a fee upon redemptions and
may involve systems that could be
adapted to administer a liquidity fee.
We estimated that a money market fund
shareholder whose systems required
modifications to account for a liquidity
fee or gate would incur one-time costs
ranging from $220,000 to $450,000.392

389 We estimated that these costs would be
attributable to the following activities: (i) Project
planning and systems design; (ii) systems
modification, integration, testing, installation, and
deployment; (iii) drafting, integrating,
implementing procedures and controls; and (iv)
preparation of training materials. See also
Proposing Release, supra note 25, at n.245
(discussing the bases of our estimates of operational
and related costs in Proposing Release).

390 We estimated that these costs would be
attributable to the following activities: (i) Modifying
the Web site to provide online account information
and (ii) written and telephone communications
with investors. See also Proposing Release, supra
note 25, at n.245 (discussing the bases of our
estimates of operational and related costs in
Proposing Release).

391 Total costs of the mailing for individual funds
would vary significantly depending on the number
of shareholders who receive information from the
fund by mail (as opposed to electronically).

392 We estimated that these costs would be
attributable to the following activities: (i) Project
planning and systems design; (ii) systems
modification, integration, testing, installation; and
(iii) drafting, integrating, implementing procedures
and controls. See also Proposing Release, supra
note 25, at n.245 (discussing the bases of our
estimates of operational and related costs in
Proposing Release).

Some of the comments we received
regarding the costs of fees and gates
included alternate estimates of
implementation costs.393 For example,
one commenter indicated that its costs
for implementing fees and gates would
likely be in the range of $400,000 to
$500,000.394 This commenter further
explained that cost of the fees and gates
alternative “reflects the ability of the
affected entity to custom-design its own
approach to implementation, as well as
the fact that the necessary changes
would not be for use in day-to-day
operations, but only for rare
occasions.’ 395

A number of other commenters,
however, expressed concern that the
fees and gates amendments would
impose significant costs and burdens,
higher than those estimated in the
Proposing Release.396 For example, one
commenter estimated that it would cost
it a total of approximately $11 million
in largely one-time costs, reflecting costs
of $9 million to implement fees and
gates as well as $2 million for the
related modifications in disclosure.397
Another commenter indicated that the
implementation costs of fees and gates
would be an estimated $1,697,000.398
Similarly, an industry group conducting
a survey of its members found that the

393 We note that some commenters provided
industry-wide estimates of approximately $800
million to $1.75 billion for initial implementation
of fees and gates, and estimates of approximately
$80 to $350 million for annual ongoing costs. See
ICI Comment Letter; Invesco Comment Letter. As
discussed herein, we have analyzed a variety of
commenter estimates and provided cost estimates
on a per-fund basis (including a fund’s distribution
chain). We are unable, however, to verify the
accuracy or make a relevant comparison between
our per-fund cost estimates and the broad range of
costs provided by these commenters that apply to
all U.S. prime money market fund investors and/
or the entire industry because we are unable to
estimate how many intermediaries will be affected
by the fees and gates amendments.

394 See Federated X Comment Letter.

395 See id. As discussed above, another
commenter indicated that implementing fees and
gates would only require “minimal enhancements”
to its core custody/fund accounting systems at
“minimal costs,” and that most transfer agency and
intermediary systems would likely already include
“basic functionality to accommodate liquidity fees
and gates.” See State Street Comment Letter. Also
as discussed above, an additional commenter noted
that, with respect to its Dublin-domiciled money
market fund complex that is currently
implementing the ability to impose liquidity fees,
the implementation process has created costs but
that these costs have not been prohibitive. See
HSBC Comment Letter.

396 See, e.g., IDC Comment Letter; Comment
Letter of Dechert LLP (Sept. 17, 2013) (“Dechert
Comment Letter”’); SPARK Comment Letter.

397 See Fidelity Comment Letter.

398 See Comment Letter of Financial Information
Forum (Sept. 17, 2013) (“Fin. Info. Forum Comment
Letter”) (‘“Based on the available information, one
back office processing service provider estimates
the implementation cost of . . . Alternative 2 at
$1,697,000.”)
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implementation costs relating to
liquidity fees would likely be $2 million
or more, according to 36% of survey
respondents.399 The group also noted
that initial costs would be particularly
significant for distributors and
intermediaries, with 60% of
respondents estimating initial costs at
$2 million or more.#°° In addition, the
survey found initial costs associated
with gates to range from $1 million to
$10 million.401

Based on the information provided by
commenters, as well as the operational
changes in the final rule, we are
increasing our estimates for
implementation costs for fees and gates.
Three of the four commenters who
provided estimates suggested that the
implementation costs would be around
$2,000,000 or more.4%2 In addition, we
estimate that a fund’s ability to impose
a fee or gate intra-day (as opposed to the
end of the day, as contemplated by the
proposal) may result in increased
operational costs related to the
implementation of fees and gates.
Accordingly, we have increased our
original estimate of $1,100,000 to
$2,200,000 493 for one-time systems
modification costs to a higher estimate
of $1,750,000 to $3,000,000.49¢ We
continue to estimate that the one-time
costs for entities to communicate with
shareholders (including systems costs
related to communications) about fees
and gates would range from $200,500 to
$340,000. In addition, we are increasing
the estimated cost for a shareholder
mailing from between $1.00 and $3.00
per shareholder to between $2.00 and
$3.00 per shareholder, recognizing that
it is unlikely such a mailing would cost
$1.00. We continue to estimate one-time

399 SIFMA Comment Letter. The survey also
included the following results for implementation
costs: 24% in the $2 million to $5 million range,
8% in the $5 million to $10 million range, and 4%
in the $10 million to $15 million range.

400 Jd, The commenter’s survey indicated that
40% of asset managers would incur $2 to $5 million
in initial costs.

401 ]d, The survey indicated costs of $1 million to
$2 million according to 17% of respondents, $2
million to $5 million according to another 17% of
respondents, and $5 million to $10 million
according to 8% of respondents.

402 See supra notes 394—401 and accompanying
text.

403 We note that, in the Proposing Release, our
estimate was based on a money market fund that
determined it would only impose a flat liquidity fee
of a fixed percentage known in advance and have
the ability to impose a gate. This estimate was based
on our proposal, which included less flexibility
than today’s amendments. Accordingly, our revised
estimates account for a money market fund that has
the ability to vary the level of a fee at imposition
or thereafter, or impose a gate.

404 Ag with our estimate in the Proposing Release,
these amounts reflect the costs of one-time systems
modifications for a money market fund and/or
others in its distribution chain.

costs of $220,000 to $450,000 for a
money market fund shareholder whose
systems (including related procedures
and controls) required modifications to
account for a liquidity fee or redemption
gate.

We recognized in our proposal that
adding new capabilities or capacity to a
system will entail ongoing annual
maintenance costs and understand these
costs generally are estimated as a
percentage of initial costs of building or
expanding a system. We also recognized
that ongoing costs related to fees and
gates may include training costs. In the
proposal, we estimated that the costs to
maintain and modify the systems
required to administer a fee or gate (to
accommodate future programming
changes), to provide ongoing training,
and to administer the fee or gate on an
ongoing basis would range from 5% to
15% of the one-time costs. We
understand that funds may impose
varying liquidity fees and that the cost
of varying liquidity fees could exceed
this range, but because such costs
depend on to what extent the fees might
vary, we do not have the information
necessary to provide a reasonable
estimate of how much more (if any)
varying fees might cost to implement.

One commenter indicated a lower
estimate of approximately $164,000 for
annual ongoing costs.495 Another
commenter, an industry group that
surveyed its members, indicated that
ongoing annual costs of implementing a
liquidity fee are likely to range from
10% to 20% of initial costs.4°¢ The same
commenter indicated that ongoing
annual costs related to redemption gates
were estimated as 10% to 20% of initial
cost by 33% of survey respondents.407
Based on these estimates, which are
largely similar to our estimates of 5—
15% in the Proposing Release, we

405 See Federated X Gomment Letter.

406 See SIFMA Comment Letter. The survey
indicated 10% to 15% of initial costs for 17% of
respondents, 15% to 20% of initial costs for 12%
of respondents, and 20+% of initial costs for 8% of
respondents. With respect to distributor/
intermediary respondents, the commenter indicated
that ongoing annual costs for a liquidity fee are
estimated as 10% to 20% of initial costs by 29%
of distributor/intermediary respondents (evenly
split between those who estimate 10% to 15% of
initial cost and those who estimate 15% to 20%).
For asset managers, the commenter indicated that
ongoing annual costs for a liquidity fee are
estimated to be 10% to 15% of initial costs by 20%
of respondents, 15% to 20% of initial costs by 10%
of respondents and 20+% of initial costs by 20%
of respondents.

407 See SIFMA Comment Letter. The commenter
note that the 33% of survey respondents were
evenly split between those who estimated 10% to
15% of initial cost and those who estimated 15%
to 20% of initial cost.

continue to believe our estimates in the
Proposing Release are appropriate.

We also recognize that funds may
incur costs in connection with board
meetings held to determine if fees and/
or gates are in the best interests of the
fund. In the Proposing Release, we
estimated an average annual time cost of
approximately $9,895 per fund in
connection with each such board
meeting.#08 We did not receive
comments on this estimate. As
discussed in section IV.A.3 herein, we
are revising our estimate from $9,895
per fund to $10,700 as result of updated
industry data.409

Although we have estimated the costs
that a single affected entity would incur,
we anticipate that many money market
funds, transfer agents, and other affected
entities may not bear the estimated costs
on an individual basis. Instead, the costs
of systems modifications likely would
be allocated among the multiple users of
the systems, such as money market fund
members of a fund group, money market
funds that use the same transfer agent or
custodian, and intermediaries that use
systems purchased from the same third
party. Accordingly, we expect that the
cost for many individual entities may be
less than the estimated costs due to
economies of scale in allocating costs
among this group of users.

6. Tax Implications of Liquidity Fees

As discussed in the Proposing
Release, we understand that liquidity
fees may have certain tax implications
for money market funds and their
shareholders.410 We understand that for
federal income tax purposes,
shareholders of mutual funds that
impose a redemption fee pursuant to
rule 22c—2 under the Investment
Company Act generally treat the
redemption fee as offsetting the
shareholder’s amount realized on the
redemption (decreasing the
shareholder’s gain, or increasing the
shareholder’s loss, on redemption).411

408 See Proposing Release, supra note 25, at 549.

409 See infra section IV.A.3 (discussing the PRA
estimates for board determinations under the fees
and gates amendments and noting that certain
estimates have increased from those in the proposal
as a result of the increased number of funds that
may cross the higher weekly liquid assets threshold
of 30% (as compared to 15%) for the imposition of
fees and gates).

410 As discussed above, the liquidity fee we are
adopting today is analogous to a redemption fee
under rule 22c—2, which allows mutual funds to
recover costs associated with frequent mutual fund
share trading by imposing a redemption fee on
shareholders who redeem shares within seven days
of purchase.

411 Cf. 26 CFR 1.263(a)-2(e) (commissions paid in
sales of securities by persons who are not dealers
are treated as offsets against the selling price); see

Continued
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Consistent with this characterization,
funds generally treat the redemption fee
as having no associated tax effect for the
fund.412 We understand that a liquidity
fee will be treated for federal income tax
purposes consistently with the way that
funds and shareholders treat
redemption fees under rule 22¢-2.

If, as described above, a liquidity fee
has no direct federal income tax
consequences for the money market
fund, that tax treatment will allow the
fund to use 100% of the fee to help
repair a market-based NAV per share
that was below $1.00. If redemptions
involving liquidity fees cause a stable
value money market fund’s shadow
price to reach $1.0050, however, the
fund may need to distribute to the
remaining shareholders sufficient value
to prevent the fund from breaking the
buck on the upside (i.e., by rounding up
to $1.01 in pricing its shares).413 We
understand that any such distribution
would be treated as a dividend to the
extent that the money market fund has
sufficient earnings and profits. Both the
fund and its shareholders would treat
these additional dividends the same as
they treat the fund’s routine dividend
distributions. That is, the additional
dividends would be taxable as ordinary
income to shareholders and would be
eligible for deduction by the funds.

In the absence of sufficient earnings
and profits, however, some or all of
these additional distributions would be
treated as a return of capital. Receipt of
a return of capital would reduce the
recipient shareholders’ basis (and thus
could decrease a loss, or create or
increase a gain for the shareholder in
the future when the shareholder
redeems the affected shares). Thus, in
the event of any return of capital
distributions, as we noted in the
Proposing Release, there is a possibility
that the fund, other intermediaries, and
the shareholders might become subject
to tax-reporting or tax-payment
obligations that do not affect stable
value money market funds currently
operating under rule 2a—7.414

also Investment Income and Expenses (Including
Capital Gains and Losses), IRS Publication 550, at
44 (fees and charges you pay to acquire or redeem
shares of a mutual fund are not deductible. You can
usually add acquisition fees and charges to your
cost of the shares and thereby increase your basis.
A fee paid to redeem the shares is usually a
reduction in the redemption price (sales price).),
available at http://www.irs.gov/pub/irs-pdf/
p550.pdf.

412 See ICI Comment Letter (‘‘Pursuant to section
311(a)(2) of the Internal Revenue Code, corporations
(including investment companies) do not recognize
gain or loss upon a redemption of their shares.”).

413 See rule 2a-7(g)(2).

414 See Proposing Release, supra note 25, at 207.
Funds that strive to maintain a stable NAV per
share currently are not subject to these transaction

Commenters were concerned with
this possibility—that investors may
have to recognize capital gains or
reduced losses if a fund makes a
distribution to shareholders in order to
avoid “breaking the buck” on the upside
as a result of excessive fees.415
Commenters noted that such
distributions and the resulting capital
gains or losses upon disposition of
investors’ shares would require funds
and intermediaries to start tracking
investors’ basis in shares of a fund.416 In
order to avoid such basis tracking,
commenters suggested that the Treasury
Department and the Internal Revenue
Service (“IRS”) issue guidance stating
that when a money market fund is
required to make a payment of excess
fees in order to avoid breaking the buck,
the fund should be deemed to have
sufficient earnings and profits to treat
the distribution as a taxable
dividend.41”

Although these events are
hypothetically possible, the scenario
that would lead to a payment of excess
fees to fund shareholders without
sufficient earnings and profits is subject
to many contingencies that make it
unlikely to occur. First, as we discussed
above, under normal market conditions,
we believe funds will rarely impose
liquidity fees. Second, we believe it is
highly unlikely that shareholders would
redeem with such speed and in such
volume that the redemptions would
create a danger of breaking the buck on
the upside before a fund could remove
a fee. Third, the distributions to avoid
breaking the buck might not exceed the
fund’s earnings and profits. For this
purpose, we understand that the fund’s
earnings and profits take into account
the fund’s income through the end of
the taxable year. Thus, unless the
additional distribution occurs very close
to the end of the taxable year, some of
the money market fund’s subsequent

reporting requirements. We have been informed
that, today, the Department of the Treasury and the
IRS are proposing new regulations to exempt all
money market funds from transaction reporting
obligations. As we describe below, funds and
brokers may rely on this exemption immediately.
We note that at least one commenter indicated that
funds and intermediaries may want to provide
certain tax information to their investors even if it
is not required. See ICI Comment Letter.

415 See, e.g., Fidelity Comment Letter; BlackRock
II Comment Letter; Wells Fargo Comment Letter.

416 See, e.g., ICI Comment Letter; Fidelity
Comment Letter; BlackRock II Comment Letter;
SIFMA Comment Letter; but see, e.g., State Street
[Appendix 4] (suggesting that a liquidity fee causing
the shadow price to exceed $1.0049 would not
result in special distribution to shareholders but
most likely be recorded as income to the fund and
paid out to shareholders as an ordinary income
distribution).

417 See, e.g., BlackRock II Comment Letter; ICI
Comment Letter; Wells Fargo Comment Letter.

income during the year will operate to
qualify these distributions as
dividends.418

Finally, as discussed in the Proposing
Release, we understand that the tax
treatment of a liquidity fee may impose
certain operational costs on money
market funds and their financial
intermediaries and on shareholders.
However, we have been informed that
the Treasury Department and the IRS
today will propose new regulations
exempting all money market funds from
certain transaction reporting
requirements.419 This exemption is to be
formally applicable for calendar years
beginning on or after the date of
publication in the Federal Register of a
Treasury Decision adopting those
proposed regulations as final
regulations. The Treasury Department
and the IRS have informed us, however,
that the text of the proposed regulations
will state that persons subject to
transaction reporting may rely on the
proposed exemption for all calendar
years prior to the final regulations’
formal date of applicability. Therefore,
the Treasury Department and IRS relief
described above is available
immediately.

Thus, even in the unlikely event that
some shareholders’ bases in their shares
change due to non-dividend
distributions, neither fund groups nor
their intermediaries will need to track
the tax bases of money market fund
shares. On the other hand, if there are
any non-dividend distributions by
money market funds, the affected
shareholders will need to report in their
annual tax filings any resulting gains 420
or reduced losses upon the sale of
affected money market fund shares. We
are unable to quantify with any
specificity the tax and operational costs
discussed in this section because we are
unable to predict how often liquidity
fees will be imposed by money market
funds and how often redemptions

418 A portion of this subsequent income may also
have to be distributed to avoid breaking the buck
on the upside. However, if the fund attracts new
shareholders, we understand that some of the
subsequent income can be retained, with its
associated earnings and profits qualifying the
earlier distributions as dividends.

419 See infra section II1.B.6.a.

420 Redemptions subject to a liquidity fee would
almost always result in losses, but gains are
possible in the unlikely event that a shareholder
received a return of capital distribution with respect
to some shares. Because a later redemption of the
shares by the shareholder would be for $1.00 each,
there would be small gains with respect to those
redemptions. If the money market fund making
such a non-dividend distribution is a floating NAV
money market fund and if a shareholder uses the
simplified aggregate method discussed below in
section II1.B.6.a, then the shareholder would be able
to report the gain or loss without having to track
the basis of individual shares.
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subject to liquidity fees would cause the
funds to make returns of capital
distributions to the remaining
shareholders (although, as noted above,
we believe such returns of capital
distributions are unlikely). Commenters
did not provide any such estimates.

7. Accounting Implications

A number of commenters questioned
whether an investment in a money
market fund subject to a possible fee or
gate, or in a money market fund that in
fact imposes a fee or gate, would
continue to qualify as a ““cash
equivalent” for purposes of U.S.
Generally Accepted Accounting
Principles (“U.S. GAAP”).421 We
understand that classifying money
market fund investments as cash
equivalents is important because, among
other things, investors may have debt
covenants that mandate certain levels of
cash and cash equivalents.422 To remove
any uncertainty, several commenters
requested that the Commission, the
Financial Accounting Standards Board
(“FASB”’) and/or Government
Accounting Standards Board (“GASB”’)
issue guidance to clarify whether
investments in money market funds will
continue to qualify as cash equivalents
under U.S. GAAP.423 Various
commenters on our proposal, including
the American Institute of Certified
Public Accountants (“AICPA”) and each
of the “Big Four” accounting firms,
stated that a money market fund’s
ability to impose fees and gates should
not preclude an investment in the fund
from being classified as a “cash
equivalent” under U.S. GAAP.424

421 See, e.g., Invesco Comment Letter; BlackRock
II Comment Letter; Wells Fargo Comment Letter; see
also Proposing Release, supra note 25, at 246 (stated
that “we expect the value of floating NAV funds
with liquidity fees and gates would be substantially
stable and should continue to be treated as a cash
equivalent under GAAP.”); ICI Comment Letter
(suggesting that any such Commission guidance
should also “discuss whether a money market fund
that imposes a liquidity fee and/or gate would
continue to be considered a cash equivalent
investment and whether the amount of the fee or
the length of the gate would affect the analysis.”)

422]pn addition, some corporate investors may
perceive cash and cash equivalents on a company’s
balance sheet as a measure of financial strength.

423 See, e.g., ICI Comment Letter; Fidelity
Comment Letter; Fin. Svcs. Roundtable Comment
Letter; see also Proposing Release, supra note 25,
at 246 (suggesting that funds with the ability to
impose fees and gates should still be considered
cash equivalents). As discussed in section II1.C.4
herein, we do not have authority over the actions
that GASB may or may not take with respect to
LGIPs.

424 See Comment Letter of American Institute of
Certified Public Accountants, Financial Reporting
Executive Committee (Sept. 16, 2013) (“AICPA
Comment Letter); Comment Letter of Ernst & Young
LLP (Sept. 12, 2013) (“Ernst & Young Comment
Letter”’); Comment Letter of Deloitte & Touche LLP
(Sept. 17, 2013) (“Deloitte Comment Letter”);

Current U.S. GAAP defines cash
equivalents as ‘‘short-term, highly liquid
investments that are readily convertible
to known amounts of cash and that are
so near their maturity that they present
insignificant risk of changes in value
because of changes in interest rates.” 425
U.S. GAAP includes an investment in a
money market fund as an example of a
cash equivalent.426 The Commission’s
position continues to be that, under
normal circumstances, an investment in
a money market fund that has the ability
to impose a fee or gate under rule 2a—
7(c)(2) qualifies as a “cash equivalent”
for purposes of U.S. GAAP.427 However,
as is currently the case, events may
occur that give rise to credit and
liquidity issues for money market funds.
If such events occur, including the
imposition of a fee or gate by a money
market fund under rule 2a-7(c)(2),
shareholders would need to reassess if
their investments in that money market
fund continue to meet the definition of
a cash equivalent. A more formal
pronouncement (as requested by some
commenters) to confirm this position is
not required because the federal
securities laws provide the Commission
with plenary authority to set accounting
standards, and we are doing so here.428

If events occur that cause
shareholders to determine that their
money market fund shares are not cash
equivalents, the shares would need to be
classified as investments, and
shareholders would have to treat them
either as trading securities or available-
for-sale securities.#22 For example,
during the financial crisis, certain
money market funds experienced
unexpected declines in the fair value of
their investments due to deterioration in
the creditworthiness of their assets and,
as a result, portfolios of money market
funds became less liquid. Investors in
these money market funds would have
needed to determine whether their

Comment Letter of KPMG LLP (Sept. 17, 2013)
(“KPMG Comment Letter”’); Comment Letter of
PricewaterhouseCoopers LLP (Sept. 16, 2013)
(“PWC Comment Letter”).

425 See FASB Accounting Standards Godification
(“FASB ASC”) paragraph 305-10-20.

426 Id'

427 We are also amending the Godification of
Financial Reporting Policies to reflect our
interpretation under U.S. GAAP, as discussed
below. See infra section VI

428 The federal securities laws provide the
Commission with authority to set accounting and
reporting standards for public companies and other
entities that file financial statements with the
Commission. See, e.g., 15 U.S.C. 77g, 77s, 77aa(25)
and (26); 15 U.S.C. 78¢(b), 781(b) and 78m(b);
section 8, section 30(e), section 31, and section
38(a) of the Investment Company Act.

429 See FASB ASC paragraph 320-10-25-1. This
accounting treatment would not apply to entities to
which the guidance in FASB ASC Topic 320 does
not apply. See FASB ASC paragraph 320-10-15-3.

investments continued to meet the
definition of a cash equivalent.

B. Floating Net Asset Value

1. Introduction

As discussed earlier in this Release,
absent an exemption specifically
provided by the Commission from
various provisions of the Investment
Company Act, all registered mutual
funds must price and transact in their
shares at the current NAV, calculated by
valuing portfolio instruments at market
value, in the case of securities for which
market quotations are readily available,
or, at fair value, as determined in good
faith by the fund’s board of directors, in
the case of other securities and assets
(i.e., use a floating NAV).#30 Under rule
2a-7, the Commission has exempted
money market funds from this floating
NAV requirement, allowing them to
price and transact at a stable NAV per
share (using the amortized cost and
penny rounding methods), provided
that they follow certain risk-limiting
conditions.#31 In doing so, the
Commission was statutorily required to
find that such an exemption was in the
public interest and consistent with the
protection of investors and the purposes
fairly intended by the policy and
provisions of the Investment Company
Act.#32 Accordingly, when providing
this exemption in 1983, the Commission
considered the benefits of a stable value
product as a cash management vehicle
for investors, but also imposed a
number of conditions designed to
minimize the risk inherent in a stable
value fund that some shareholders may
redeem and receive more than their
shares are actually worth, thus diluting
the holdings of remaining
shareholders.433 At the time, the
Commission was persuaded that
deviations in value that could cause
material dilution to investors generally
would not occur, given the risk-limiting

430 See supra section I

431 Id.

432 Section 6(c) of the Investment Company Act
provides the Commission with broad authority to
exempt persons, securities or transactions from any
provision of the Investment Company Act, or the
regulations thereunder, if and to the extent that
such exemption is in the public interest and
consistent with the protection of investors and the
purposes fairly intended by the policy and
provisions of the Investment Company Act. See
Commission Policy and Guidelines for Filing of
Applications for Exemption, SEC Release No. IC—
14492 (Apr. 30, 1985).

433 See Proposing Release, supra note 25, at n.9.
The Commission was similarly concerned with the
risk that redeeming shareholders may receive less
than their shares were worth and that purchasing
shareholders may pay too little for their shares,
diluting remaining shareholders.
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conditions of the rule.43¢ Experience,
however, has shown that deviations in
value do occur, and at times, can be
significant.

As discussed above, money market
funds’ sponsors on a number of
occasions have voluntarily chosen to
provide financial support for their
money market funds for various reasons,
including to keep a fund from re-pricing
below its stable value, suggesting that
material deviations in the value in
money market funds have not been a
rare occurrence.*35 This historical
experience, combined with the events of
the financial crisis, has caused us to
reconsider the exemption from the
statutory floating NAV requirement for
money market funds in light of our
responsibilities under the Act in
providing this exemption. In doing so,
we again took into account the benefits
of money market funds as a stable value
cash management product for investors,
but also considered all of the historical
and empirical information discussed in
section I above, the Investment
Company Act’s general obligation for
funds to price and transact in their
shares at the current NAV, and
developments since 1983.

We considered the many reasons
shareholders may engage in heavy
redemptions from money market
funds—potentially resulting in the
dilution of share value that the
Investment Company Act’s provisions
are designed to avoid—and have
tailored today’s final rules accordingly.
In particular, while many investors may
redeem because of concerns about
liquidity, quality, or lack of
transparency—and our fees and gates,
disclosure, and reporting reforms are
primarily intended to address those
incentives—an incremental incentive to
redeem is created by money market
funds’ current valuation and pricing
methods. As discussed below, this
incremental incentive to redeem
exacerbates shareholder dilution in a
stable NAV product because non-
redeeming shareholders are forced to
absorb losses equal to the difference
between the market-based value of the
fund’s shares and the price at which
redeeming shareholders transact. For
the reasons discussed below, we believe
that this incentive exists largely in
prime money market funds because
these funds exhibit higher credit risk
that make declines in value more likely
(compared to government money market

434 [d.
435 See supra section I1.B.4

funds).#36 We further believe history
shows that, to date, institutional
investors have been significantly more
likely than retail investors to act on this
incentive.437 Thus, given the tradeoffs
involved in requiring that any money
market fund transact at a floating NAV,
we are limiting this reform (and thus the
repeal of the special exemptive relief
allowing these funds to price other than
as required under the Investment
Company Act) to institutional prime
funds.

As discussed previously, the first
investors to redeem from a stable value
money market fund that is experiencing
a decline in its NAV benefit from a ““first
mover advantage” as a result of rule 2a—
7’s current valuation and pricing
methods, which allows them to receive
the full stable value of their shares even
if the fund’s portfolio value is less.438
One possible reason that institutional
prime funds may be more susceptible to
rapid heavy redemptions than retail
funds is that their investors are often
more sophisticated, have more
significant money at stake, and may
have a lower risk tolerance due to legal
or other restrictions on their investment
practices.439 Institutional investors may
also have more resources to carefully
monitor their investments in money
market funds. Accordingly, when they
become aware of potential problems
with a fund, institutional investors may
quickly redeem their shares among
other reasons, to benefit from the first
mover advantage.44© When many
investors try to redeem quickly, whether
to benefit from the first mover advantage
or otherwise, money market funds may
experience significant stress. As
discussed above, even a few high-dollar
redemptions by institutional investors
(because of their greater capital at stake)
may have a significant adverse effect on
a fund as compared with retail investors
whose investments are typically smaller
and would therefore require a greater
number of redemptions to have a similar
effect.#41 This can lead to the very
dilution of fund shares that we were

436 See infra section I11.C.1; see also, e.g., Fidelity
Comment Letter; ICI Comment Letter; Comm. Cap.
Mkt. Reg. Comment Letter.

437 See infra section I11.C.2 and DERA Study,
supra note 24; see also, e.g., Schwab Comment
Letter; Fin. Svcs. Roundtable Comment Letter;
Vanguard Comment Letter.

438 See supra section I1.B.3. This first mover
advantage does not have the same degree of value
in other mutual funds that do not have a stable
value because investors receive the market value of
their shares when redeeming from a floating NAV
fund.

439 See, e.g., Systemic Risk Council Comment
Letter.

440 [d.; see, e.g. TITAA-CREF Comment Letter;
Systemic Risk Council Comment Letter.

441 See supra text following note 66.

concerned about when we first provided
the exemptions in rule 2a—7 permitting
funds to use different valuation and
pricing methods than other mutual
funds to facilitate maintaining a stable
value.42

As discussed in the previous section,
our fee and gate reform is designed to
address some of the risks associated
with money market funds that we have
identified in this Release, but does not
address them all. In particular, fees and
gates are intended to enhance money
market funds’ ability to manage and
mitigate potential contagion from high
levels of redemptions and make
redeeming investors pay their share of
the costs of the liquidity that they
receive. But those reforms do not
address the incremental incentive to
redeem from a fund with a shadow price
below $1.00 that is at risk of breaking
the buck. As a result of their
sophistication, risk tolerance, and large
investments, institutional investors are
more likely to redeem at least in part
due to this first mover advantage.+43

This has led to us re-evaluate our
decision to provide an exemption
allowing amortized cost valuation and
penny rounding pricing for money
market funds with these specific kinds
of investors.444 As discussed above, this
exemption was originally premised on
our expectation that funds that followed
the requirements of rule 2a—7 would be
unlikely to experience material
deviations from their stable value. With
respect to prime funds in particular, this
expectation has proven inaccurate with
enough regularity to cause concern,
especially given the potentially serious
consequences to investors and the
markets that can and has resulted at
times. Accordingly, for the reasons
discussed above and in other sections of
this Release,%45 we no longer believe
that exempting institutional prime

442 See infra section II1.B.3.b; see, e.g., Schwab
Comment Letter.

443 See, e.g. Comment Letter of United Services
Automobile Association (Feb. 15, 2013) (available
in File No. FSOC—2012 0003) (“USAA FSOG
Comment Letter”); see, e.g., Systemic Risk Council
Comment Letter; but see, e.g., HSBC Comment
Letter (arguing that first mover advantage that
results from the valuation and pricing methods in
rule 2a-7 is overstated in light of the real world
issues with information and time to act, and that
other motivations are the primary driver of
redemptions); Dreyfus Comment Letter.

444 A number of commenters agreed with our
proposed approach of only targeting the funds most
susceptible to runs (institutional prime) with the
floating NAV requirement. See, e.g., Fin. Svcs.
Roundtable Comment Letter (““. . . a floating NAV
confined to institutional prime funds represents a
reasonable targeting of reform efforts at the segment
of the market that has shown the most proclivity to
runs.”’); Vanguard Comment Letter.

445 See supra section II; infra sections II1.B.3.a
and II1.B.3.b.
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money market funds under section 6(c)
of the Act is appropriate—i.e., we find
that such an exemption is no longer in
the public interest and consistent with
the protection of investors and the
purposes fairly intended by the policy
and provisions of the Investment
Company Act.#46 As discussed in detail
in the sections that follow, we are now
rescinding the exemption that allows
institutional prime funds to maintain a
stable NAV and are requiring them to
price and transact in their shares at
market-based value, like all other
mutual funds.447

This reform is intended to work in
concert with the liquidity fees and gates
reforms discussed above (as well as
other reforms discussed in section
II1.K.3). The floating NAV requirement,
applicable only to institutional prime
funds, balances concerns about the risks
of heavy redemptions from these funds
in times of stress and the resulting
negative impacts on short-term funding
markets and potential dilution of
investor shares, with the desire to
preserve, as much as possible, the
benefits of money market funds for
investors.#48 Consistent with a core
objective of the Investment Company
Act, the floating NAV reform may also
lessen the risk of unfairness and
potential wealth transfers between
holding and redeeming shareholders by
mutualizing any potential losses among
all investors, including redeeming
shareholders. We do not intend, and the
floating NAV reform does not seek, to
deter redemptions that constitute
rational risk management by
shareholders or that reflect a general
incentive to avoid loss.449 Instead, as
discussed below, the requirement is
designed to achieve two independent
objectives: (1) To reduce the first mover
advantage inherent in a stable NAV
fund due to rule 2a-7’s current
valuation and pricing methods by dis-
incentivizing redemption activity that
can result from investors attempting to
exploit the possibility of redeeming
shares at the stable share price even if
the portfolio has suffered a loss; and (2)
to reduce the chance of unfair investor
dilution, which would be inconsistent
with a core principle of the Investment
Company Act. An additional motivation
for this reform is that the floating NAV

446 See supra note 432.

447 See, e.g., Systemic Risk Council Comment
Letter (“A floating NAV (for all funds) is the same
simple regulatory framework that applies to all
other mutual funds . . .”)

448 See infra section IIL.B.3 (discussing the
benefits of a floating NAV requirement).

449 A number of commenters agreed with this
goal. See, e.g., Schwab Comment Letter; Systemic
Risk Council Comment Letter.

may make it more transparent to certain
of the impacted investors that they, not
the fund sponsors or the federal
government, bear the risk of loss. Many
commenters suggested that, among the
reform alternatives proposed, the
floating NAV reform is the most
meaningful.450

2. Summary of the Floating NAV Reform

The liquidity fees and gates
amendments apply to all money market
funds (with the exception of
government money market funds).
Today we are also adopting a targeted
reform designed to address the specific
risks associated with institutional prime
money market funds.#51 We are doing so
by amending rule 2a—7 to rescind
certain exemptions that have permitted
these funds to maintain a stable price by
use of amortized cost valuation and/or
penny-rounding pricing—as a result,
institutional prime money market funds
will transact at a floating NAV 452

Under our reform, institutional prime
money market funds will value their
portfolio securities using market-based
factors and will sell and redeem shares
based on a floating NAV.453 Under the
final rules, and as we proposed,
institutional prime funds will round
prices and transact in fund shares to
four decimal places in the case of a fund
with a $1.00 target share price (i.e.,
$1.0000) or an equivalent or more
precise level of accuracy for money

450 See, e.g., Boston Federal Reserve Comment
Letter; Systemic Risk Council Comment Letter;
Thrivent Comment Letter.

451 The floating NAV reform will not apply to
government and retail money market funds. See
rule 2a-7(a)(16) (defining “government money
market fund”); rule 2a—7(a)(25) (defining “retail
money market fund”). Government and retail
money market funds are discussed infra in sections
II.C.1 and III.C.2.

452 Rule 2a-7(c)(1) (Share price calculation). As
discussed below, an institutional prime money
market fund may continue to call itself a “money
market fund” provided that it follows the other
conditions in rule 2a—7. But it may not use the
amortized cost and penny rounding methods to
maintain a stable NAV. See rule 2a—7(b); infra note
629 and accompanying text (discussing rule 35d—
1, the “names rule”).

453 See rule 2a—7(c)(1). We discuss floating NAV
money market fund share pricing in section III.B.4.
A money market fund that currently chooses to use
amortized cost valuation typically also uses a
penny-rounding convention to price fund shares.
See 1983 Adopting Release, supra note 3. Although
not generally used, a money market fund may also
currently choose to maintain a stable NAV solely
by using penny-rounding pricing. As discussed
below, these money market funds would be able to
use amortized cost valuation only to the same
extent other mutual funds are able to do so—where
the fund’s board of directors determines, in good
faith, that the fair value of debt securities with
remaining maturities of 60 days or less is their
amortized cost, unless the particular circumstances
warrant otherwise. See ASR 219, supra note 5; we
discuss the use of amortized cost below. See infra
section IIL.B.5.

market funds with a different share
price (e.g., a money market fund with a
$10 target share price could price its
shares at $10.000). Institutional prime
money market funds will still be subject
to the risk-limiting conditions of rule
2a—7.454 Accordingly, they will continue
to be limited to investing in short-term,
high-quality, dollar-denominated
instruments, but will not be able to use
the amortized cost or penny rounding
methods to maintain a stable value.
Finally, funds subject to the floating
NAV reform will be subject to the other
reforms discussed in this Release.

As discussed in section III.B.9 below,
institutional prime money market funds
will have two years to comply with the
floating NAV reform. Although some
commenters, including some sponsors
of money market funds, expressed
general support for the floating NAV
reform as it was proposed,*55 the
majority of commenters generally
opposed requiring institutional prime
money market funds to implement a
floating NAV.456 Below, we address the
principal considerations and
requirements of the floating NAV
reform, discuss comments received, and
how if applicable, the amendments have
been revised to address commenter
concerns.

3. Certain Considerations Relating to the
Floating NAV Reform

a. A Reduction in the Incentive To
Redeem Shares

When a money market fund’s shadow
price is less than the fund’s $1.00 share
price, shareholders have an economic
incentive to redeem shares ahead of
other investors. In the Proposing
Release, we noted that the size of
institutional investors’ holdings and
their resources for monitoring funds
provide the motivation and means to act
on this incentive, and observed that
institutional investors redeemed shares
at a much higher rate than retail
investors from prime money market
funds in both September 2008 and June
2011.457 We also noted, as some market

454 See rule 2a—7(d) (risk-limiting conditions).
455 See, e.g., Goldman Sachs Comment Letter;
Schwab Comment Letter; T. Rowe Price Comment
Letter; Vanguard Comment Letter; Comment Letter
of CFA Institute (Sept. 19, 2013) (“CFA Institute

Comment Letter”).

456 See, e.g., Federated II Comment Letter;
Comment Letter of Arnold & Porter LLP on behalf
of Federated Investors (Floating NAV) (Sept. 13,
2013) (“Federated IV Comment Letter”’); Federated
X Comment Letter; J.P. Morgan Comment Letter;
Comment Letter of U.S. Chamber of Commerce,
Center for Capital Markets Competitiveness (Aug. 1,
2013) (“‘Chamber I Comment Letter”’); Chamber II
Comment Letter.

457 But see supra note 68.
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observers had suggested, that the
valuation and pricing techniques
currently permitted by rule 2a—7 may
underlie this incentive to redeem ahead
of other shareholders and to obtain
$1.00 per share when investors become
aware (or expect) that the actual value
of the fund’s shares is below (or will fall
below) $1.00.458 As discussed below, to
address this incentive, the floating NAV
reform mandates that institutional
prime funds transact at share prices that
reflect current market-based factors (not
amortized cost or penny rounding, as
currently permitted) and therefore
remove investors’ incentives to redeem
early to take advantage of transacting at
a stable value.

Some commenters agreed that a
floating NAV mitigates the first mover
incentive to redeem ahead of other
shareholders that results from current
rule 2a—7’s valuation and pricing
methods.459 Two commenters also
noted that requiring institutional prime
funds to adopt a floating NAV would
force investors who cannot tolerate any
share price movement into other
products that better match their risk
tolerances.46° According to these
commenters, investors who remain in
floating NAV funds may have a greater
tolerance for loss and may be less likely
to redeem quickly in times of market
stress.461

Several commenters generally
objected to our reasoning that our
floating NAV reform (by addressing the
economic incentive inherent in rule 2a—
7) would reduce the incentive for
shareholders to redeem ahead of other
investors in times of market stress,
observing that a floating NAV may not
eliminate investors’ incentive to redeem
to the extent that it results from the
desire to move to investments of higher
quality or greater liquidity.#62 Both the
DERA Study and Proposing Release
discussed this concern.463 As the DERA
Study noted, the incentive for investors
to redeem ahead of other investors may
be heightened by liquidity concerns—
when cash levels are insufficient to
meet redemption requests, funds may be
forced to sell portfolio securities into

458 See Proposing Release, supra note 25, at n.139.

459 See, e.g., Thrivent Comment Letter; TIAA-
CREF Comment Letter; Fin. Svcs. Roundtable
Comment Letter; SIFMA Comment Letter; Systemic
Risk Council Comment Letter.

460 See Thrivent Comment Letter; Vanguard
Comment Letter; see infra section IIL.B.3.c.

461 See Vanguard Comment Letter.

462 See, e.g., Dreyfus Comment Letter; Federated
IV Comment Letter; Chamber II Comment Letter;
Comment Letter of The Squam Lake Group (Sept.
17, 2013) (“Squam Lake Comment Letter”’); Ropes
& Gray Comment Letter.

463 See Proposing Release, supra note 25, at
section IIL.A.1.c.

illiquid secondary markets at
discounted or even fire-sale prices.64
The floating NAV reform may not fully
address the incentive to redeem because
market-based pricing may not capture
the likely increasing illiquidity of a
fund’s portfolio as it sells its more
liquid assets first during a period of
market stress to defer liquidity pressures
as long as possible.465

We acknowledge that a floating NAV
does not eliminate the incentive to
redeem in pursuit of higher quality or
greater liquidity—indeed, we intend to
address the risks associated with these
incentives primarily through our fees
and gates reform. However, we continue
to believe that a floating NAV should
mitigate the incentive to redeem due to
the mismatch between the stable NAV
price and the actual value of fund shares
because shareholders will receive a
market value for their shares rather than
a fixed price when they redeem.
Importantly, the complementary
liquidity fees and gates aspect of our
money market reforms would also apply
to institutional prime funds that are
subject to a floating NAV. As discussed
previously, while not intended to stem
investors’ desire to move to more liquid
or higher quality investments, liquidity
fees are specifically designed to ensure
that redeeming investors pay the costs
of the liquidity they receive, and
redemption gates are designed as a tool
to allow funds to manage heavy
redemptions in times of stress and thus
reduce the chance of harm to the fund
and investors. In this way, we believe
that the totality of our money market
fund reforms addresses
comprehensively many features of
money market funds, including the
characteristics of their investor base that
can make them susceptible to heavy
redemptions, and gives fund boards new
tools for addressing a loss of liquidity
that may develop in funds.466

One commenter submitted a white
paper concluding that (i) liquidity fees
and gates, if implemented effectively,
could stop and prevent runs; and (ii)
although a variable NAV would not stop
a run, it could mitigate the first mover
advantage associated with the
motivation to run that results from small

464 See DERA Study, supra note 24, at 4 (noting
that most money market fund portfolio securities
are held to maturity, and secondary markets in
these securities are not deeply liquid).

465 Id

466 Some commenters agreed that a floating NAV
alone is not enough to address these incentives.
See, e.g., Americans for Fin. Reform Comment
Letter (“‘[w]hile the floating NAV has clear benefits
in making clear that investor assets are at risk of
loss, we are concerned that a floating NAV alone
will not create a sufficient disincentive for investors
to engage in ‘runs’ on MMFs.”).

shadow price departures from $1.00.467
The authors of the paper concluded
further that the ability of a variable NAV
to mitigate this first mover advantage is
overstated when viewed in light of the
real-world costs of moving between
investments that investors will face and,
in a significant stress event, such effect
is a minor determinant of behavior.468
We acknowledge this view and agree, as
discussed above, that a floating NAV
cannot stop redemptions when (as
assumed in the paper) investors are
redeeming in a flight to quality due to

a continuing deterioration of the credit
risk in a fund’s portfolio. However, the
floating NAV reform reduces the benefit
from redeeming ahead of others to at
most one half of a hundredth of a cent
per share 469—100 times less than it is
currently—which investors would
weigh against the cost of switching to an
alternative investment.47% As we discuss
above, the floating NAV reform is
designed to supplement the fees and
gates reform only for those funds that
are more vulnerable to credit events
(compared to government funds) and
that have an investor base more likely
to engage in heavy redemptions
(compared to retail investors) because
of, among other reasons, the first mover
advantage created by the funds’ current
valuation and pricing practices.
Specifically, compared to the current
stable NAV environment, a variable
NAV will significantly limit the value of
the first mover advantage. Although this
first mover advantage may not be the
main driver of investor decisions to
redeem, it strengthens the incentive to
redeem for those investors with the
most at stake from a decline in a fund’s
value, which increases the chance of
unfair investor dilution in contravention
of a core principle of the Investment
Company Act. We continue to believe
that a floating NAV will, for
institutional prime funds, reduce the
impact of the first mover advantage
associated with money market funds’
current valuation and pricing practices
and thus is consistent with our

467 See Treasury Strategies III Comment Letter
(submitting a white paper: Carfang, et al., Proposed
Money Market Mutual Fund Regulations: A Game
Theory Assessment (using “‘game theory’ analysis
to evaluate whether a variable NAV and/or a
constant NAV, with or without the ability to impose
a liquidity fee or gate, can prevent or stop a run on
money market fund assets).

468 Id.

469 For example, the floating NAV at 4 decimals
will adjust from $1.0000 to $0.9999 as soon as the
value reaches $0.99995. Hence, the most an investor
can benefit from redeeming ahead of others and
switching to an alternative investment is
$1.0000 — $0.99995 = $0.00005.

470 We discuss the costs associated with
institutional investors transferring between
investment alternatives in section II1.K.3.
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obligation to seek to prevent investor
dilution of fund shares (as discussed in
more detail in the section below).

A few commenters also suggested that
shareholders in a floating NAV fund
would have the same incentive to
redeem if a floating NAV fund deviates
far enough from the typical historical
range for market-based pricing,
particularly if they believe the fund may
continue to drop in value.4”?* We note,
however, that the floating NAV reform,
one part of our broader reforms to
money market funds, is designed to
address a particular structural incentive
that exists as a result of existing
valuation and pricing methodologies
under rule 2a-7. As we stated in our
proposal and in this Release, the
floating NAV reform is not intended to
deter redemptions that constitute
rational risk management by
shareholders or that reflect a general
incentive to avoid loss.

Several commenters argued that
shareholders may choose not to redeem
from a stable NAV money market fund
during times of stress to avoid
contributing to the likelihood that their
fund breaks the buck.472 Although this
may be the case for some shareholders,
as shown during the financial crisis,
other shareholders do redeem from
stable value money market funds,
regardless of the impact on the fund.4”3
It is the actions of those shareholders
that have led to our re-evaluation of the
appropriateness of exempting all money
market funds from the valuation and
pricing provisions that apply to all other
mutual funds.

One commenter also argued that rule
2a-7 already places a number of
detailed remedial obligations on the
board of a money market fund, in the
event a credit event occurs, that are
designed to prevent any first mover
advantage related to money market
funds’ current valuation and pricing
methods.474 This commenter discussed,
for example, the existing requirement
that fund boards periodically calculate
the fund’s shadow price and take action
in the event it deviates from the market-
based NAV per share by more than 50
basis points. We note, however, that the
floating NAV reform is designed to
proactively address a structural feature
of money market funds that may

471 See, e.g., Federated IV Comment Letter
(arguing that, unlike a stable NAV fund,
shareholders may have a greater incentive to
redeem from a declining floating NAV fund because
shareholders would “realize” the small declines in
value); Chamber II Comment Letter.

472 See, e.g., Wells Fargo Comment Letter; Ropes
& Gray Comment Letter; ICI Comment Letter.

473 See supra section II.

474 See Federated IV Comment Letter.

incentivize heavy redemptions in times
of market stress (and the resulting
shareholder inequities) before a
significant credit event occurs or the
fund re-prices its shares using market-
based values (i.e., breaks the buck).
Under current rule 2a—7, there remains
a first mover advantage until the fund
breaks the buck and re-prices its shares
using market-based valuations. One
commenter also noted that any
reduction in the incentive to redeem
early from the fund’s stable pricing
would be marginal and contingent upon
the type of stress experienced.475 We
note that the floating NAV reform is
targeted towards the funds that have
been most susceptible to heavy
redemptions in the past. We believe that
the risks associated with these funds
have shown that the first mover
advantage that results from current rule
2a-7’s valuation and pricing methods
needs to be addressed. This is
particularly true in light of the
Investment Company Act mandate to
ensure that investors are treated fairly
and the impact that the first mover
advantage has on investor dilution.
Finally, a number of commenters
suggested that the evidence of heavy
redemptions in European floating NAV
money market funds and U.S. ultra-
short bond funds during 2008, taken
together, may be the best means
available to predict whether a floating
NAV will reduce shareholder incentives
to redeem shares in times of stress.476
These commenters suggest, therefore,
that a floating NAV alone likely would
not stop investors from redeeming
shares.#77 We recognize that many
European floating NAV money market
funds and U.S. ultra short bond funds
experienced heavy redemptions during
the financial crisis.#”8 We note that, as

475 See ABA Business Law Section Comment
Letter.

476 See, e.g., Federated IV Comment Letter; HSBC
Comment Letter.

477 See supra note 475 and accompanying text.

478 As we discussed in the Proposing Release, we
understand that many European floating NAV
money market funds are priced and managed
differently than floating NAV funds (as we
proposed, and as adopted today). We also noted
that Europe has several different types of money
market funds, all of which can take on more risk
than U.S. money market funds as they are not
currently subject to regulatory restrictions on their
credit quality, liquidity, maturity, and
diversification as stringent as those imposed under
rule 2a-7. Finally, we noted in the Proposing
Release that empirical analysis yields different
opinions on whether floating NAV funds, as
compared with stable NAV funds, are less
susceptible to run-like behavior. See Proposing
Release, supra note 25, at section IILA.1.d.
Accordingly, we note that the fact that some ultra-
short bond funds and European floating NAV funds
experienced heavy redemptions during the
financial crisis does not necessarily suggest that

discussed above, the floating NAV
reform is not intended to wholly
prevent heightened redemptions or
deter redemptions that constitute
rational risk management by
shareholders or that reflect a general
incentive to avoid loss. Instead, our
floating NAV reform is intended to
address the incremental incentive to
redeem created by money market funds’
current valuation and pricing methods
(and not incentives to redeem that relate
to flights to quality and liquidity) and
that exacerbates shareholder dilution.

b. Risks of Investor Dilution

As discussed earlier, one of the
Commission’s most significant concerns
when originally providing the
exemption permitting the use of
amortized cost valuation and penny
rounding pricing for money market
funds was to minimize the risks of
investor dilution.#79 A primary
principle underlying the Investment
Company Act is that sales and
redemptions of redeemable securities
should be effected at prices that are fair
and do not result in dilution of
shareholder interests or other harm to
shareholders.480 Absent an exemption, a
mutual fund must sell and redeem its
redeemable securities only at a price
based on its current net asset value,
which equals the value of the fund’s
total assets minus the amount of the
fund’s total liabilities.#81 A mutual fund
generally must value its assets at their
market value, in the case of securities
for which market quotations are readily
available, or at fair value, as determined
in good faith by the fund’s board of

investors in floating NAV money market funds (as
adopted today) also would redeem heavily in a
financial crisis.

479 See Proposing Release, supra note 25.

480 See Investment Trusts and Investment
Companies: Hearings on S. 3580 before a
Subcommittee of the Senate Committee on Banking
and Currency, 76th Cong., 3d Sess. 136—38 (1940)
(hearings that preceded the enactment of the
Company Act). In addition, all funds must
accurately calculate their net asset values to ensure
the accuracy of their payment of asset-based fees,
such as investment advisory fees, as well as the
accuracy of their reported performance. Statement
Regarding “Restricted Securities,” Investment
Company Act Release No. 5847 (Oct. 21, 1969).

481 Rule 22c—1. When calculating its net asset
value for purposes of rule 22c—1: (i) An open-end
fund adds up the current values of all of its assets
(using their market values or fair values, as
appropriate), which reflect any unrealized gains;
and (ii) subtracts all of its liabilities, which include
any federal income tax liability on any unrealized
gains. If the open-end fund understates a liability,
among other consequences, the price at which the
fund’s redeemable securities are redeemed will be
higher, so that redeeming shareholders will receive
too much for their shares while the net asset value
of shares held by the remaining shareholders may
be reduced correspondingly when the full amount
of the liability must be paid.
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directors, in the case of other securities
and assets.482

A fund that prices and transacts in
fund shares valued at amortized cost
value and rounded to the nearest penny
poses a risk of dilution of investor
shares because investors may redeem for
the stable value of their shares even
where the underlying market value of
the fund’s portfolio may be less. If such
a redemption occurs, the value of the
remaining shareholders’ shares can be
diluted, as remaining shareholders
effectively end up paying redeeming
shareholders the difference between the
stable value and the underlying market
value of the fund’s assets.#83 This result
is illustrated in the example provided in
the Proposing Release, where we
discussed how redeeming shareholders
can concentrate losses in a money
market fund.484

This risk of dilution is magnified by
the “cliff effect” that can occur if a
stable value fund is required to re-price
its shares. If, due to heavy redemptions,
losses embedded in a fund’s portfolio
cause it to re-price its shares from its
stable value, remaining money market
fund investors will receive at most 99
cents for every share remaining, while
redeeming investors received the full
$1.00, even if the market value of the
fund’s portfolio had not changed. In a
mutual fund that transacts using a
floating NAV, this cliff effect is
minimized because (assuming pricing to
four decimal places) the “cliff” is a
1/100th the size compared to when a
money market fund is priced using
penny rounding. In other words, in a
floating NAV fund the risk of investor
dilution is far less, in part, because the
cliff occurs earlier and is significantly
smaller (at $0.9999 cents, or one
hundred times sooner and smaller than
a stable value fund that drops from
$1.00 to 99 cents). Thus, the “cliff
effect” is significantly mitigated in a
floating NAV fund that prices and
rounds share prices to four decimal
places.

As we discuss in more detail below,
applying a floating NAV only to
institutional investors investing in
prime funds and allowing retail
investors to continue to invest in a
stable value product recognizes the

482 Rule 2a—4; see also section 2(a)(41) defining
the term “‘value.”

483 See TIAA-CREF Comment Letter (“Allowing
investors to transact at daily using amortized
pricing in times of stress could lead to dilution of
the remaining investors’ shares as the first
redeemers in a run on a money market fund would
get a higher valuation for their shares based on
amortized cost than would subsequent
redeemers.”).

484 See Proposing Release, supra note 25, at
section IL.B.1.

historical differences between these
types of investors, and cordons off some
of the risks, reducing the chance that
heavy redemptions by institutions will
result in disruption or material dilution
of retail investors’ shares.485 We also
recognize that institutional investors are
not always similarly situated, with some
institutions having more or less
investment at risk, resources to monitor
their investments, tolerance for losses,
or proclivity to redeem, which makes
certain institutional investors less likely
to be among the first movers.486 A
floating NAV should also help reduce
the risks of material dilution to this
subset of institutional investors, as it
will reduce the first mover advantage
associated with current rule 2a-7’s
valuation and pricing methods, which
can prompt heavy redemptions and can
have the effect of diluting the shares of
slower-to-redeem institutional
investors.487

A floating NAV might also prompt
investors who are the least tolerant of
losses, and thus the most likely to
redeem early to avoid a decline in a
fund’s NAV per share, to shift into other
investment products, such as
government money market funds or
other stable value products that may
more appropriately match their risk
profile. Such a shift would further
reduce the risks of dilution for the
remaining investors, mitigating the
chances that rapid heavy redemptions
will result in negative outcomes for
these funds and their investors.

We recognize that our liquidity fees
and gates reforms also address the risks
of dilution to some extent. However,
fees and gates may not address the
incentives that cause rapid heavy
redemptions to occur in certain money
market funds in the first place (although
they should help manage the results).
They also are not primarily designed to
address the risks associated with
deviations in a fund’s NAV caused by
portfolio losses or other credit events;
rather, they are designed to ensure that
investors pay the costs of their liquidity
and allow funds time to manage heavy

485 See infra section II1.C.2; see also Schwab
Comment Letter (agreeing that segregating
institutional investors from retail investors would
“reduce the chance that retail investors, who tend
to be slower to react to market events, will absorb
a disproportionate share of the losses if a fund
breaks the buck.”).

486 See, e.g., ABA Business Law Comment Letter
(“It is more likely, however, that larger institutions
have greater analytical resources than other
institutional investors, such as small pension plans
and companies.”).

487 Several commenters supported our belief that
a floating NAV treats shareholders more equitably
than under current rule 2a-7. See, e.g., Deutsche
Comment Letter; TTAA-CREF Comment Letter;
Systemic Risk Council Comment Letter.

redemptions. A floating NAV requires
redeeming investors to receive only
their fair share of the fund when there
are embedded losses in the portfolio
(avoiding dilution of remaining
shareholders), even in cases where the
fund has sufficient liquidity such that
fees or gates would not be permitted.
We believe that the risks associated with
institutional prime money market
funds—including the incentives
associated with the first mover
advantage that results from current rule
2a-7’s valuation and pricing methods,
and associated heavy redemptions that
can worsen a decline in a fund’s stable
NAV—are significant enough that they
need to be addressed through the
targeted reform of a floating NAV.

c. Enhanced Allocation of Principal
Volatility Risk

Today, the risks associated with the
principal volatility of a money market
fund’s portfolio securities can be
obscured by the pricing and valuation
methods that allow these funds to
maintain a stable NAV. In non-money
market funds, investors may look to
historical principal volatility as an
indicator of fund risk because changes
in the principal may be the dominant
source of the total return.*88 Historical
principal volatility in money market
funds may not have been as fully
appreciated by investors, because they
do not experience any principal
volatility unless the fund breaks the
buck (even if such volatility has in fact
occurred).489

Some commenters suggested, and we
agree, that transacting at prices based on
current market values means that
institutional investors who invest in
floating NAV funds will be more aware
of, and willing to tolerate, occasional
fluctuations in fund share prices (largely
resulting from volatility in principal
that had been previously obscured).490
This may result in more efficient
allocation of risk through a “sorting
effect” whereby institutional investors
in prime funds either remain in a
floating NAV money market fund and
accept the risks of regular principal

488 Mutual funds earn money through dividend
payments, capital gains distributions (increases in
the price of the fund’s portfolio securities), and
increased NAV. See SEC Office of Investor
Education and Advocacy, Mutual Funds, A Guide
for Investors (Aug. 2007), available at http://
www.sec.gov/investor/pubs/sec-guide-to-mutual-
funds.pdf. Money market fund investors may be
more likely to focus on the other components of
total return in a fund, such as interest or dividends.

489 Such principal volatility may be even less
apparent if the fund’s sponsor provides support for
the fund. See supra section I.B.4.

490 See, e.g. Vanguard Comment Letter.
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volatility 491 or move their assets into
alternative investment products better
suited to their actual risk tolerance.492
Accordingly, the shareholders who
remain in institutional prime money
market funds must be prepared to
experience gains and losses in principal
on a regular basis, which may result in
those remaining investors being less
likely to redeem at the first sign that a
money market fund may experience
such principal volatility.

Some commenters recognized that
making principal gains and losses more
apparent to investors could recalibrate
investors’ perceptions of the risks
inherent in money market funds.493 A
number of commenters argued,
however, that institutional investors
who invest in money market funds that
will be subject to a floating NAV are
well aware of the risks of money market
funds and that money market fund
shares may fluctuate in value.49¢ But
contrary to institutional investors’
purported existing knowledge of those
risks, when the reality of potential
principal losses became more apparent
during the financial crisis, many of
them redeemed heavily from money
market funds.49% Our floating NAV
reform, by requiring that investors

491 We acknowledge, however, that although we
expect money market fund shares priced to four
decimal places likely will fluctuate on a somewhat
regular basis, they are not likely to fluctuate daily
primarily due to the high quality and short duration
of the fund’s underlying portfolio securities. A few
commenters argued that a floating NAV will not
necessarily inform investors because NAVs may not
fluctuate much. See, e.g., Federated IV Comment
Letter; HSBC Comment Letter; ICI Comment Letter.
Our staff estimates, based on a historical analysis
of money market fund shadow prices, that money
market funds would have floated just over 50% of
the time if priced to four decimal places. See infra
note 502 and accompanying text.

492 See, e.g. Vanguard Comment Letter (“The
reason the floating NAV would mitigate the risk of
disruptive shareholder redemptions in institutional
prime MMFs is that the process of moving from a
stable NAV to a floating NAV will force the
shareholders of those funds, which tend to be
concentrated with professional investors who
cannot withstand any share price movement, into
different investment vehicles. The shareholders
who remain will have a greater tolerance for loss,
making them less likely to flee at the first sign of
stress.”).

493 See, e.g., Schwab Comment Letter; Fin. Svcs.
Roundtable Comment Letter; Boston Federal
Reserve Comment Letter.

494 See, e.g., Federated IV Comment Letter (citing
to comments submitted on the FSOC Proposed
Recommendations); Hanson et al. Comment Letter.
Commenters also noted that investors already
understand that money market funds can “break the
buck.” See, e.g., Comment Letter of OFI Global
Asset Management, Inc. (Sept. 17, 2013)
(“Oppenheimer Comment Letter’’); Dreyfus
Comment Letter; UBS Comment Letter; Wells Fargo
Comment Letter; Comment Letter of Key Bank, NA
(Sept. 16, 2013) (“Key Bank Comment Letter”).

495 Some commenters agreed with this view. See,
e.g., American Bankers Ass'n Comment Letter;
Angel Comment Letter.

experience any gains or losses in
principal when they transact in money
market fund shares, will more fully
reveal the risk from changes in the
fund’s principal value to shareholders.

Finally, some commenters also
suggested that enhanced disclosure
(including daily Web site reporting of
shadow NAVs), rather than a floating
NAV, would be a more efficient and less
costly way to achieve the same goal.496
We agree that daily disclosure of funds’
shadow NAVs does improve visibility of
risk to some degree, by making the
information about NAV fluctuations
available to investors should they
choose to seek it out. But the mere
availability of this information cannot
provide the same effect that is provided
by institutions experiencing actual
fluctuations in the value of their
investments (or acknowledging, through
their investment in a fully disclosed
floating NAV investment product, their
willingness to accept daily fluctuations
in share price value), which will be
provided by a floating NAV.

4. Money Market Fund Pricing

Having determined to adopt the
floating NAV reform for institutional
prime funds, there is a separate (albeit
related) issue of how to price the shares
for transactions. Today, for the reasons
discussed previously in this section, we
are amending rule 2a—7 to eliminate the
exemption that currently permits
institutional prime funds to maintain a
stable NAV through amortized cost
valuation and/or penny rounding
pricing.#97 We are also adopting, as
proposed, an additional requirement
that these money market funds value
their portfolio assets and price fund
shares by rounding the fund’s current
NAV to four decimal places in the case
of a fund with a $1.0000 share price or
an equivalent or more precise level of
accuracy for money market funds with
a different share price (e.g., a money
market fund with a $10 target share
price could price its shares at

496 See, e.g., Federated IV Comment Letter; ICI
Comment Letter; ].P. Morgan Comment Letter;
SIFMA Comment Letter; Chamber II Comment
Letter. A few commenters suggested that money
market funds be required to transact in fund shares
to the same level of precision as disclosed on fund
Web sites, which is the approach that we are
adopting today. See, e.g., Fidelity Comment Letter
(stating that money market funds should disclose
(on fund Web sites) the NAV to the same precision
as it prices its shares for transactions in order to
avoid arbitrage opportunities based on asymmetry
of information).

497 As discussed further below, under our final
rule amendments, government and retail money
market funds will be permitted to use the amortized
cost method and/or penny-rounding method to
maintain a stable price per share as they do today.

$10.000).498 Accordingly, the final
amendments change the rounding
convention for money market funds that
are required to adopt a floating NAV—
from penny rounding (i.e., to the nearest
one percent) to “‘basis point” rounding
(i.e., to the nearest 1/100th of one
percent), which is a more precise
standard than other mutual funds use
today.

We proposed to require that
institutional prime funds use basis point
rounding and we noted that basis point
rounding appeared to be the level of
sensitivity that would be required if
gains and losses were to be regularly
reflected in the share price of money
market funds in all market
environments, including relatively
stable market conditions. We also noted
that this level of precision may help
more effectively inform investor
expectations regarding the floating
nature of their shares.499 In money
market funds today, there is no
principal volatility unless the fund
breaks the buck, and thus this indicator
of risk may not have always been
readily apparent.500

As discussed in the Proposing
Release, we considered, as an
alternative to the basis point rounding
requirement that we are adopting today
(which is a condition for relying on rule
2a-7 for institutional prime money
market funds), requiring institutional
prime funds to price and transact in
fund shares at a precision of 1/10th of
one percent (which is typically the
equivalent of three decimal places at
$10.00 share price) (‘10 basis point
rounding”’), like other mutual funds. But
in the Proposing Release, we noted our
concern that 10 basis point rounding
may not be sufficient to ensure that
investors can regularly observe the
investment risks that are present in
money market funds, particularly if
funds manage themselves in such a way
that their NAVs remain constant or
nearly constant.501

In considering whether to require
basis point rounding or, instead, to
allow 10 basis point rounding, we have
looked to the potential for price

498 See rule 2a—7(c)(1)(ii). Mutual funds that are
not relying on the exemptions provided by rule 2a—
7 today are required to price and transact in fund
shares rounded to a minimum of 1/10th of 1
percent, or three decimal places. See ASR 219,
supra note 5.

499 See Proposing Release, supra note 25, at
section III.A.2.

500 Some commenters recognized that making
gains and losses more apparent to investors could
help recalibrate investors’ perceptions of the risks
inherent in money market funds. See, e.g., Schwab
Comment Letter; Fin Sves. Roundtable Comment
Letter; Boston Federal Reserve Comment Letter.

501 See supra note 491.
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fluctuations under the two approaches.
Based on our staff analysis of Form N—
MFP data between November 2010 and
November 2013, 53% of money market
funds have fluctuated in price over a
twelve-month period with a NAV priced
using basis point rounding, compared
with less than 5% of money market
funds that would have fluctuated in
price using 10 basis point rounding.502
We recognize that, either way, this
limited fluctuation in prices is the result
of the nature of money market fund
portfolios, whose short duration and/or
high quality generally results in
fluctuations in value primarily when
there is a credit deterioration or other
significant market event.503 Because of
the nature of money market fund
portfolios, pricing with the accuracy of
basis point rounding should better
reflect the nature of money market
funds as an investment product by
regularly showing market gains and
losses in an institutional prime money
market fund’s portfolio.504

After considering the results of the
staff’s analysis, we are persuaded to
require basis point rounding. We believe
that some of the institutional investors
in these funds may not appreciate the
risk associated with money market
funds.595 As for this subset of
institutional investors, we believe that
the basis point rounding requirement
may accentuate the visibility of the risks
in money market funds by causing these
shareholders to experience gains and
losses when the funds’ value fluctuates
by 1 basis point or more.5°6 We further

502 Qur staff has updated its analysis from the
discussion in the Proposing Release. See Proposing
Release, supra note 25, at section III.A.2 and n.164.

503 See, e.g., Comment Letter of Arnold & Porter
LLP on behalf of Federated Investors (Elimination
of the Use of Amortized Cost Method of Valuation
by Stable Value Money Market Funds) (Sept. 16,
2013) (“Federated VI Comment Letter”).

504 See HSBC Comment Letter.

505 To be sure, this may not generally include the
more sophisticated institutional investors who have
professional financial experts advising them and
carefully monitoring their investments. See, e.g.,
Federated IV Comment Letter (citing to comments
submitted on the FSOC Proposed
Recommendations; Hanson et al. Comment Letters).
But within the class of institutional investors, we
understand that there are many less sophisticated
investors—e.g., smaller, closely held corporations—
who rely on money market funds to manage their
cash flow but who are not fully aware of the risks
and the potential for loss.

506 See, e.g., Report of the President’s Working
Group on Financial Markets, Money Market Fund
Reform Options (Oct. 2010) (“PWG Report”),
available at http://www.treasury.gov/press-center/
press-releases/Documents/
10.21%20PWG%20Report%20Final.pdf, at 22
(“Investors’ perceptions that MMF's are virtually
riskless may change slowly and unpredictably if
NAV fluctuations remain small and rare. MMF's
with floating NAVs, at least temporarily, might even
be more prone to runs if investors who continue to
see shares as essentially risk-free react to small or

believe this may, in turn, have two
potential effects that are consistent with
our overall goal of addressing features in
money market funds that can make
them susceptible to heavy redemption.
First, to the extent that some of these
investors become more aware of the
risks, they may develop an increased
risk tolerance that could help make
them less prone to run.597 Second, by
helping make the risk more apparent
through periodic price fluctuations,
basis point rounding may help signal to
those investors who cannot tolerate the
risk associated with the fluctuating NAV
that they should migrate to other
investment options, such as government
funds.598 Because basis point rounding
is, as the staff’s study demonstrated,
more likely to produce price
fluctuations than 10 basis point
rounding, we believe it is more likely to
have these desired effects.509

a. Other Considerations

We recognize that 10 basis point
rounding would provide certain
benefits. For example, it could provide

temporary changes in the value of their shares.”);
Comment Letter of Federated Investors, Inc. (May
19, 2011) (available in File No. 4-619) (‘“‘Federated
May 2011 Comment Letter”) (stating that “managers
would employ all manners of techniques to
minimize the fluctuations in their funds’ NAVs”
and, therefore, “[ilnvestors would then expect the
funds to exhibit very low volatility, and would
redeem their shares if the volatility exceeded their
expectations”). As discussed above, we believe that
our floating NAV reform improves the allocation of
risk and should result in better-informed investors
that, by choosing to invest in a floating NAV,
appreciate and are willing to tolerate the risks of
principal volatility, even if those fluctuations do
not occur on a daily basis. See supra section
III.B.3.c.

507 Several commenters agreed with this position.
See, e.g., Comment Letter of Eric S. Rosengren,
President, Federal Reserve Bank of Boston, et al.
(Sept. 12, 2013) (‘“Fed Bank President Comment
Letter”’) (“We agree with the SEC’s position that a
floating NAV requirement, if properly
implemented, could recalibrate investors’
perception of the risks inherent in a fund by
‘making gains and losses a more regularly
observable occurrence’.”’); HSBC Comment Letter.

508 See, e.g., Fed Bank President Comment Letter
(“Because a constant NAV MMMF generally draws
risk-averse investors, it is likely that given an
appropriate transition period, the investor base
would either change or become more tolerant of
NAV fluctuations, lowering the chance of
destabilizing runs.”).

509 We are concerned that, were we to adopt 10
basis point rounding, institutional prime money
market funds would not regularly float during
normal market times, in which case certain
institutional investors may not fully appreciate that
the investment has risks and they might thus invest
in the product despite their lower risk tolerance.
See, e.g., PWG Report, supra note 506, at 10
(“Investors have come to view MMF shares as
extremely safe, in part because of the funds’ stable
NAVs and sponsors’ record of supporting funds that
might otherwise lose value. MMFs’ history of
maintaining stable value has attracted highly risk-
averse investors who are prone to withdraw assets
rapidly when losses appear possible.”).

consistency in pricing among all
floating NAV mutual funds and this
could reduce investors’ incentives to
reallocate assets into other potentially
riskier floating NAV mutual funds (e.g.,
ultra-short bond funds) that some
commenters suggested may appear to
present less volatility. A number of
commenters argued for this alternative,
suggesting that money market funds
should not be required to use a more
precise rounding convention than what
is required of other mutual funds.510

Notwithstanding these potential
benefits, as discussed above we believe
there are sufficient countervailing
considerations that make it appropriate
to require basis point rounding for
institutional prime money market funds.
Further, we are requiring this additional
level of precision because institutional
prime money market funds are distinct
from other mutual funds in their
regulatory structure, purpose, and
investor risk tolerance, as well as the
risks they pose of investor dilution and
to well-functioning markets.
Accordingly, we believe on balance that
it is appropriate to require these money
market funds to use a more precise
pricing and rounding convention than
used by other mutual funds.

Some commenters also argued that
enhanced disclosure (including daily
Web site reporting of shadow NAVs),
would be a more efficient and less
costly way to achieve the same goal.511
We agree that daily disclosure of funds’
shadow NAVs does improve visibility of
risk to some degree, by making the
information about NAV fluctuations
available to investors should they
choose to seek it out. But we are
skeptical that, as to the subset of
institutional investors who are less
aware of the risks, the mere availability
of this information can provide the same
level of impact than is provided by
actually experiencing fluctuations in the
investment value (or acknowledging,
through these investors’ investment in a
fully disclosed floating NAV investment
product, their willingness to accept
daily fluctuations in share price value),
which will be provided by a floating
NAV priced using basis rounding. In a
similar vein, one commenter suggested
that, as an alternative to a floating NAV,
we consider a modified penny-rounding
pricing method whereby a money
market fund would be permitted to
calculate an unrounded NAV once each

510 See, e.g., BlackRock II Comment Letter; Legg
Mason & Western Asset Comment Letter; Fidelity
Comment Letter.

511 See, e.g., Federated IV Comment Letter; ICI
Comment Letter; J.P. Morgan Comment Letter;
SIFMA Comment Letter; Chamber II Comment
Letter.
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day and therefore, absent a significant
market event, use the previous day’s
portfolio valuation for any intraday
NAV calculations.?12 Under this
approach, money market funds would
disclose their basis-point rounded price,
but only transact at the penny-rounded
price.513 Although we recognize that
such an approach would likely retain
the efficiencies associated with
amortized cost valuation, this
alternative is not without other risks,
including the use of potentially stale
valuation data. More significantly,
unlike our floating NAV reform, this
alternative does not address the first-
mover advantage or risks of investor
dilution discussed above.514

Several commenters argued that basis
point rounding is an artificial means to
increase the volatility of floating NAV
funds and would mislead investors by
exaggerating the risks of investing in
money market funds compared to ultra-
short bond funds, and suggested that
instead we should adopt 10 basis point
rounding.515 For example, one
commenter noted that basis point
rounding is so sensitive that it might
produce price distinctions among funds
that result merely from the valuation
model used by a pricing service, rather
than from a difference in the intrinsic
value of the securities (‘“‘model
noise’’).516 We do not believe that basis
point rounding will mislead investors,
nor do we believe that price changes at
the fourth decimal place will generally
be a result of “model noise” rather than
reflecting changes in the market value of
the fund’s portfolio.517 We note that
today many money market funds are
voluntarily disclosing their shadow
price with basis point rounding, and
they are prohibited from doing so if the
shadow price was misleading to
investors. Funds have also been
required to report their shadow NAVs to
us on Form N-MFP priced to the fourth
decimal place since the inception of the
form, and we have found the shadow
NAVs priced at this level useful and

512 See Comment Letter of Federated Investors,
Inc. (Nov. 6, 2013); see also Comment Letter of
Arnold & Porter LLP on behalf of Federated
Investors (July 16, 2014). We note that this
alternative, if combined with fees and gates, is very
similar to the fees and gates alternative we
proposed (which included a requirement for penny-
rounded pricing). We discuss why we have chosen
not to adopt that alternative in section IILL.1.

513 Id

514 See supra section II.B.3.

515 See, e.g., Schwab Comment Letter; Stradley
Ronon Comment Letter; SIFMA Comment Letter;
Legg Mason & Western Asset Comment Letter;
Fidelity Comment Letter.

516 See Goldman Sachs Comment Letter.

517 See, e.g., HSBC Comment Letter (noting that
basis point rounding would “‘better reflect gains and
losses” than 3 decimal place rounding).

relevant in our risk monitoring efforts.
For example, reporting of shadow prices
to four decimal places provides a level
of precision (as compared with three
decimal place rounding) needed for our
staff to fully evaluate and monitor the
impact of credit events on money
market fund share prices.518

Some commenters also stated that
ultra-short bond funds priced using 10
basis point rounding might appear less
volatile than money market funds
priced using basis point rounding.519 As
a result, these commenters noted what
they viewed as the undesirable effect
that investors might be incentivized to
move their assets into ultra-short bond
funds that have similar investment
parameters to money market funds but
are not required to adhere to the risk-
limiting conditions of rule 2a—7.520
Based on our staff analysis of
Morningstar data between November
2010 and November 2013, 100% of
ultra-short bond funds have fluctuated
in price over a twelve-month period
with a NAV priced using 10 basis point
rounding, compared with 53% of money
market funds that would have
fluctuated in price using basis point
rounding.521 Accordingly, we do not
believe that it is likely investors will
view ultra-short bond funds as less
volatile than money market funds
priced using basis point rounding. We
also note, however, that because floating
NAV money market funds and ultra-
short bond funds invest in different
securities and are subject to different
regulatory requirements (including risk-
limiting conditions), investors may
consider these factors when evaluating
the risk profile of these different
investment products.522 Existing
disclosure requirements, along with the
amendments to money market fund

518 Basis point precision will also enable our staff
to monitor the effect of shifts in interest rates on
money market fund share prices (particularly in
more regular market conditions).

519 See, e.g., BlackRock IT Comment Letter;
Stradley Ronon Comment Letter; SIFMA Comment
Letter; Fidelity Comment Letter.

520 We note that other features of ultra-short bond
funds may counter this incentive, including that
they are generally not a cash equivalent for
accounting purposes and their less favorable tax
treatment than what the Treasury Department and
IRS have proposed and issued today. See infra
section IIL.B.6.

521 Using Morningstar data, our staff analyzed the
monthly NAV fluctuations of 54 active ultra-short
bond fund share classes during November 2010 and
November 2013. The money market fund data was
obtained using Form N-MFP data. See supra note
502 and accompanying text.

522 As discussed in infra section IIL.B.6, the
Treasury Department and the IRS will issue today
arevenue procedure that exempts from the wash
sale rule dispositions of shares in any floating NAV
money market fund. This exemption does not apply
to ultra-short bond funds.

disclosure requirements we are adopting
today, are designed to help investors
understand these differences and the
associated risks.

b. Implementation of Basis Point
Rounding

One commenter noted that basis point
rounding ‘“‘should be relatively
straightforward for the industry to
accommodate.” 523 A number of
commenters, however, objected to our
proposed amendment to require that
floating NAV money market funds price
and transact their shares at the fourth
decimal place. Commenters stated that
pricing and transacting at four decimal
places (as opposed to reporting only
their shadow price at four decimal
places) would be operationally
expensive and overly burdensome
because money market fund systems are
typically designed for processing all
mutual funds,524 which generally
process and record transactions rounded
to the nearest penny (which is typically
the equivalent of three decimal places at
a $10.00 share price).525 We
acknowledge that money market funds,
intermediaries, and shareholders will
likely incur significant costs in order to
modify their systems to accommodate
pricing and transacting in fund shares
rounded to four decimals. We discuss
these costs in section III.B.8.a below. We
understand, however, that because
virtually all mutual funds (including
money market funds), regardless of
price, round their NAV to the nearest
penny, these system change costs will
be incurred if we require money market
funds to float their NAV, regardless of
whether we require the use of basis
point rounding (unless funds were to re-
price to $10.00 per share).526

523 Comment Letter of Interactive Data
Corporation (Sept. 17, 2013) (“Interactive Data
Comment Letter”).

524 See supra note 500.

525 See, e.g., BlackRock II Comment Letter;
Invesco Comment Letter; Schwab Comment Letter;
Legg Mason & Western Asset Comment Letter; ICI
Comment Letter.

526 We understand that virtually all systems
round to the nearest penny when processing fund
share transactions. See ICI Comment Letter.
Accordingly, if a money market fund continued to
be priced at a dollar, even if rounded to the third
decimal place, we understand that similar
significant systems changes would be necessary to
transact and report in fund shares priced at $1.000.
We note that money market funds would be able
to avoid these costs and move floating NAV money
market funds to existing mutual fund systems by re-
pricing fund shares to $100.00 per share, under a
basis point rounding requirement. See id. We
recognize that such a transition might create other
costs, such as proxy solicitation if the fund’s charter
prohibits such a re-pricing and potential investor
resistance to using a cash management product that
prices based on a $100.00 initial share price. See
id. (noting that basis point rounding would be

Continued
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A few commenters also noted that
although basis point rounding may
convey the risk of a floating NAV to
investors more clearly by reflecting very
small fluctuations in value, it does so at
a significant cost—increasing the tax
and accounting burdens associated with
the realized gains and losses that would
result from more frequent changes in a
money market fund’s NAV per share.527
As discussed in section III.B.6.a below,
however, the Treasury Department and
IRS are today proposing a new
regulation that would permit investors
to elect to use a “simplified aggregate
mark-to-market method” to determine
annual realized gains or losses and
therefore eliminate the need to track
purchase and sale transactions.
Therefore, it is unlikely that there will
be increased operational burdens that
result from tax or accounting costs
associated with more frequent realized
gains or losses.528

¢. Economic Analysis

Under our final amendments, and as
we proposed, institutional prime funds
will round prices and transact in fund
shares to four decimal places in the case
of a fund with a $1.00 target share price
(i.e., $1.0000) or an equivalent or more
precise level of accuracy for money
market funds with a different share
price. During normal market conditions,
rounding prices and transacting in fund
shares at four decimal places will
provide investors an opportunity to
better understand the risks of
institutional prime funds as an
investment option and will provide
investors with improved transparency
in pricing. This should positively affect
competition. During times of stress, it
will reduce much of the economic
incentive for shareholders to redeem
shares ahead of other investors at a
stable net asset value when the market
value of portfolio holdings fall and will
reduce shareholder dilution. As such,
the risk of heavy share redemptions
should decrease, and shareholders will

workable (without significant costs) if money
market funds moved to a $100.00 price per share,
but suggesting that investors would be unlikely to
use a cash management product priced at this
level). We agree with this commenter that it is
unlikely that investors would invest in a money
market fund that implements an initial $100.00
share price in a floating NAV money market fund.
If a money market fund chose to do so, we estimate
that each fund would incur one-time proxy
solicitation costs of $100,000. See infra note 735
and accompanying text.

527 See, e.g., BlackRock II Comment Letter; UBS
Comment Letter.

528 As discussed in section III.B.6.a.i, however,
investors are likely to incur additional, although
small, realized gains and/or losses as a result of
more frequent fluctuations in the share price under
a floating NAV priced to four decimal places.

be treated more equitably as they absorb
their proportionate share of gains,
losses, and costs. In addition, rounding
prices and transacting in fund shares at
four decimal places may help to further
reduce the incentive for shareholders to
redeem shares ahead of other investors
by helping less informed investors
better understand the inherent risks in
money market funds. As such, the risk
of heavy share redemptions may
decrease as investors experience greater
information efficiency and allocative
efficiency by better understanding the
risks more closely and directing their
investments accordingly. Reducing the
risk of heavy share redemptions by
removing the first-mover advantage
should promote capital formation by
making money market funds a more
stable source of financing for issuers of
short-term credit instruments. We
recognize, however, that as discussed
below in section ILK, to the extent that
money flows out of institutional prime
floating NAV funds and into alternative
investment vehicles, capital formation
may be adversely affected.

5. Amortized Cost and Penny Rounding
for Stable NAV Funds

As discussed above, all money market
funds that are not subject to our targeted
floating NAV reform may continue to
price fund shares as they do today and
use the amortized cost method to value
portfolio securities.529 This approach
differs from our 2013 proposal, in which
we proposed to eliminate the use of the
amortized cost method of valuation for
all money market funds. At that time,
we stated that amortized cost valuation
or penny rounding pricing alone
effectively provides the same 50 basis
points of deviation from a fund’s
shadow price before the fund must
“break the buck” and re-price its shares.
Accordingly, and in light of the fact
that, under our proposal, all money
market funds (including stable NAV
funds) would be required to disclose on
a daily basis their fund share prices
with their portfolios valued using
market-based factors (rather than
amortized cost), we proposed to
eliminate the use of amortized cost for
stable NAV funds (but to continue to
permit penny rounding pricing).53°

A number of commenters objected to
eliminating amortized cost valuation for

529 Stable NAV money market funds may also
choose to use the penny rounding method of
pricing fund shares. Under our amendments,
government and retail money market funds will be
permitted to maintain a stable NAV. See infra
sections II1.C.1 and IIL.C.2.

530 See Proposing Release, supra note 25, at
section II1.A.3.

stable NAV funds.531 Most significantly,
commenters argued that prohibiting the
use of amortized cost valuation would
hinder money market funds’ ability to
provide for intraday purchases and
redemptions and same-day settlement
because of the increased time required
to strike a market-based price.?32 One
commenter noted, for example, that if a
money market fund prices at the close
of the New York Stock Exchange, the
fund may not be able to complete the
penny rounding process, wire
redemption proceeds, and settle fund
trades before the close of the
Fedwire.?33 Commenters also argued
that substituting penny rounding
pricing for amortized cost valuation
would increase costs and operational
complexity without providing
corresponding benefits.53¢ A few
commenters also suggested that, in
assessing whether to eliminate
amortized cost valuation for securities
that mature in more than 60 days, we
should consider the broader systemic
implications of a potential shift in
money market fund portfolio holdings
towards securities that mature within 60

531 See generally BlackRock II Comment Letter;
Dreyfus Comment Letter; Federated VI Comment
Letter; Wells Fargo Comment Letter; SIFMA
Comment Letter. A number of commenters
suggested that amortized cost is an appropriate
valuation method for money market funds because
the characteristics of typical portfolio holdings (i.e.,
high quality, short duration, and typically held-to-
maturity) result in minimal differences between a
money market fund’s NAV calculated using
amortized cost and a fund’s market-based NAV.
See, e.g., Legg Mason & Western Asset Comment
Letter; UBS Comment Letter; Chamber II Comment
Letter. Commenters also suggested that amortized
cost valuation may increase objectivity and
consistency across the fund industry because
money market instruments do not often trade in the
secondary markets and therefore the market-based
prices may be less reliable. See, e.g., Federated VI
Comment Letter; Goldman Sachs Comment Letter;
Legg Mason & Western Asset Comment Letter.

532 See, e.g., Federated VI Comment Letter
(suggesting that it would take a minimum of three
to four hours to strike a market-based NAV
(assuming there are no technology problems),
compared with as little as one hour for a fund using
penny-rounded pricing and amortized cost
valuation). See also, e.g., Legg Mason & Western
Asset Comment Letter; SunGard Comment Letter;
UBS Comment Letter; ICI Comment Letter;
BlackRock II Comment Letter.

533 See Federated VI Comment Letter.

534 See, e.g., Federated VI Comment Letter (noting
that June 2012 survey data from Form N-MFP
filings shows that approximately 72% of prime
money market fund assets had maturities of less
than 60 days). As a result, this commenter suggests
that substituting penny rounding for amortized cost
imposes disproportionately high costs without
incremental benefits because a large portion of fund
portfolios will continue to use amortized cost under
current Commission guidance. See also, e.g., Legg
Mason & Western Asset Comment Letter; SunGard
Comment Letter; UBS Comment Letter; ICI
Comment Letter.
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days (in order to avoid the need to use
market-based values).535

We no longer believe that, as we
stated in the Proposing Release, there
would be little additional cost to funds
if we eliminated amortized cost
valuation (and permitted only penny
rounding) for all money market funds
(including stable NAV money market
funds). Our belief was, in part, based on
the fact that, as proposed (and as we are
adopting today), all money market funds
would be required to post on their Web
sites daily shadow prices (determined
using market-based values) rounded to
four decimal places. Because, under our
proposal money market funds would be
required to obtain daily market-based
valuations in order to post daily shadow
prices to fund Web sites, we believed
that funds would have this information
readily available (and therefore not
require the use of amortized cost).
Notwithstanding this, commenters
noted, however, the ability to use
amortized cost valuation provides a
significant benefit to money market
funds when compared to penny
rounding pricing—the ability to provide
intraday liquidity to shareholders in a
cost-effective and efficient manner. We
agree with commenters that eliminating
amortized cost valuation would likely
hinder the ability of funds to provide
frequent intraday liquidity to
shareholders and may impose
unnecessary costs and operational
burdens on stable NAV money market
funds. This is particularly true in light
of the fact that under existing regulatory
restrictions and guidance, a material
intraday fluctuation would still have to
be recognized in fair valuing the
security. We therefore believe that
eliminating amortized cost valuation in
the context of stable NAV funds would
be contrary to a primary goal of our
rulemaking—to preserve to the extent
feasible, while protecting investors and
the markets, the benefits of money
market funds for investors and the
short-term funding markets by retaining
a stable NAV alternative.

Accordingly, we are not adopting the
proposed amendments that would
prohibit stable NAV money market
funds from using amortized cost to
value portfolio securities. Rather, under
the final amendments, stable NAV funds
may continue to price fund shares as
they do today, using the amortized cost
method to value portfolio securities
and/or the penny rounding method of
pricing. Given the continued

535 See, e.g., Stradley Ronon Comment Letter;
SIFMA Comment Letter. As discussed in this
section, we are not eliminating, as proposed, the
use of amortized cost valuation for stable NAV
money market funds under our final amendments.

importance of amortized cost valuation
under our final rules, we are providing
expanded valuation guidance related to
the use of amortized cost and other
related valuation matters in section
I1.D.

6. Tax and Accounting Implications of
Floating NAV Money Market Funds

a. Tax Implications

In the Proposing Release, we
discussed two principal tax
consequences of requiring certain
money market funds to implement a
floating NAV, potentially causing
shareholders to experience taxable gains
or losses. First, under tax rules
applicable at the time of the Proposing
Release, floating NAV money market
funds (or their shareholders) would be
required to track the timing and price of
purchase and sale transactions in order
to determine and report capital gains or
losses. Second, floating NAV funds
would be subject to the “wash sale”
rule, which postpones the tax benefit of
losses when shareholders sell securities
at a loss and, within 30 days before or
after the sale, buy substantially identical
securities. These tax consequences
generally do not exist today, because
purchases and sales of money market
fund shares at a stable $1.00 share price
do not generate gains or losses. Because
we are today adopting the floating NAV
requirement for certain money market
funds as part of our reforms, we have
continued to analyze the related tax
effects. As discussed below, the
Treasury Department and IRS will
address these tax concerns to remove
almost all tax-related burdens associated
with our floating NAV requirement.

i. Accounting for Net Gains and Losses

As we discussed in the Proposing
Release, we expected taxable investors
in floating NAV money market funds,
like taxable investors in other types of
mutual funds, to experience gains and
losses. Accordingly, we expected
shareholders in floating NAV money
market funds to owe tax on any realized
gains, to receive tax benefits from any
realized losses, and to be required to
determine those amounts. However,
because it is not possible to predict the
timing of shareholders’ future
transactions and the amount of NAV
fluctuations, we were not able to
estimate with any specificity the
amount of any increase or decrease in
shareholders’ tax burdens. Because we
expect that investors in floating NAV
money market funds will experience
relatively small fluctuations in value,
and because many money market funds
may qualify as retail and government

money market funds, any changes in tax
burdens likely would be minimal.

In the Proposing Release, we also
noted that tax rules generally require
mutual funds or intermediaries to report
to the IRS and shareholders certain
information about sales of shares,
including sale dates and gross proceeds.
If the shares sold were acquired after
January 1, 2012, the fund or
intermediary would also have to report
basis and whether any gain or loss is
long or short term.536 At the time of the
Proposing Release, Treasury regulations
excluded sales of stable value money
market funds from this transaction
reporting obligation.537 We noted that
mutual funds and intermediaries (and,
we anticipated, floating NAV money
market funds) are not required to make
reports to certain shareholders,
including most institutional investors.
The regulations call these shareholders
“exempt recipients.” 538

We have been informed that the
Treasury Department and the IRS today
will propose new regulations to make
all money market funds exempt from
this transaction reporting requirement,
and the exemption is to be formally
applicable for calendar years beginning
on or after the date of publication in the
Federal Register of a Treasury Decision
adopting those proposed regulations as
final regulations. Importantly, the
Treasury Department and the IRS have
informed us that the text of the
proposed regulations will state that
persons subject to transaction reporting
may rely on the proposed exemption for
all calendar years prior to the final
regulations’ formal date of applicability.
Therefore, the Treasury and IRS relief
described above is available
immediately.

We noted in the Proposing Release
our understanding that the Treasury
Department and the IRS were
considering alternatives for modifying
forms and guidance: (1) To include net
transaction reporting by the funds of
realized gains and losses for sales of all
mutual fund shares; and (2) to allow
summary income tax reporting by
shareholders. Many commenters argued
that this potential relief does not go far
enough and noted that, because
institutions are exempt recipients, these

536 The new reporting requirements (often
referred to as “basis reporting”) were instituted by
section 403 of the Energy Improvement and
Extension Act of 2008 (Division B of Pub. L. 110—
343) (26 U.S.C. 6045(g), 6045A, and 6045B); see
also 26 CFR 1.6045—1; Internal Revenue Service
Form 1099-B. These new basis reporting
requirements and the pre-2012 reporting
requirements are collectively referred to as
““transaction reporting.”

537 See 26 CFR 1.6045-1(c)(3)(vi).

538 See 26 CFR 1.6045-1(c)(3)(i).
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investors would still incur costs to build
systems to track and report their own
basis information and calculate gains
and losses.539 We recognized in the
Proposing Release the limitations of this
potential tax relief.

We have been informed that the
Treasury Department and the IRS today
will propose new regulations that will
provide more comprehensive and
effective relief than the approaches
described in the Proposing Release.
These regulations will, as suggested by
one commenter,549 make a simplified
aggregate method of accounting
available to investors in floating NAV
money market funds and are proposed
to be formally applicable for taxable
years ending after the publication in the
Federal Register of a Treasury Decision
adopting the proposed regulations as
final regulations. Importantly, the
Treasury Department and the IRS have
informed us that the text of the
proposed regulations will state that
taxpayers may rely on the proposed
rules for taxable years ending on or after
the date that the proposed regulations
are published in the Federal Register.
That is, because investors may use this
method of accounting before final
regulations are published, the Treasury
Department and IRS relief is available as
needed before then.

The simplified aggregate method will
allow money market fund investors to
compute net capital gain or loss for a
year by netting their annual
redemptions and purchases with their
annual starting and ending balances.
Importantly, for shares in floating NAV
money market funds, the simplified
aggregate method will enable investors
to determine their annual net taxable
gains or losses using information that is
currently provided on shareholder
account statements and—most
important—will eliminate any
requirement to track individually each
share purchase, each redemption, and
the basis of each share redeemed. We
expect that the simplified aggregate
method will significantly reduce the
burdens associated with tax
consequences of the floating NAV
requirement because funds will not
have to build new tracking and
reporting systems and shareholders will
be able to calculate their tax liability

539 See, e.g., BlackRock II Comment Letter;
Schwab Gomment Letter; ICI Comment Letter.

540 See Comment Letter of George C. Howell, III,
Hunton & Williams LLP, on behalf of Federated
Investors (Tax Compliance Issues Created by
Floating NAV) (May 1, 2014) (‘“Federated XII
Comment Letter”) (suggesting that a “mark to
market” tax accounting method would
meaningfully resolve the more significant tax issue
(as compared with “wash sale” provisions)
resulting from the floating NAV reform).

using their existing shareholder account
statements, rather than tracking the
basis for each share. We have also
considered the effect of this relief on the
tax-related burdens associated with
accounting for net gains and losses in
our discussion of operational
implications below.541

The Treasury Department and IRS
have informed us of their intention to
proceed as expeditiously as possible
with the process of considering
comments and issuing final regulations
regarding the simplified aggregate
method of accounting for floating NAV
money market funds. We note that
money market funds and their
shareholders may begin using the
simplified method of accounting as
needed before the regulations are
finalized. Were the Treasury
Department and IRS to withdraw or
materially limit the relief in the
proposed regulations, the Commission
would expect to consider whether any
modifications to the reforms we are
adopting today may be appropriate.

ii. Wash Sales

As discussed in the Proposing
Release, the “wash sale” rule applies
when shareholders sell securities at a
loss and, within 30 days before or after
the sale, buy substantially identical
securities.>#2 Generally, if a shareholder
incurs a loss from a wash sale, the loss
cannot be recognized currently and
instead must be added to the basis of the
new, substantially identical securities,
which postpones the loss recognition
until the shareholder recognizes gain or
loss on the new securities.543 Because
many money market fund investors
automatically reinvest their dividends
(which are often paid monthly),
virtually all redemptions by these
investors would be within 30 days of a
dividend reinvestment (i.e., purchase)
and subject to the wash sale rule.

Subsequent to our proposal, the
Treasury Department issued for
comment a proposed revenue procedure
under which redemptions of floating
NAV money market fund shares that
generate losses below 0.5% of the
taxpayer’s basis in those shares would
not be subject to the wash sale rule (de
minimis exception).54¢ Many
commenters noted, however, that the de
minimis exception to the wash sale rule
does not mitigate the tax compliance
burdens and operational costs that

541 See infra section II1.B.8.

542 See 26 U.S.C. 1091.

543 d.

544 See IRS Notice 2013-48, Application of Wash
Sale Rules to Money Market Fund Shares (proposed
July 3, 2013), available at http://www.irs.gov/pub/
irs-drop/n-13-48.pdf.

would be required to establish systems
capable of identifying wash sale
transactions, determining if they meet
the de minimis criterion, and adjusting
shareholder basis when they do not.545

We understand that these concerns
will not be applicable to floating NAV
money market funds. First, under the
simplified aggregate method of
accounting described above, taxpayers
will compute aggregate gain or loss for
a period, and gain or loss will not be
associated with any particular
disposition of shares. Thus, the wash
sale rule will not affect any shareholder
that chooses to use the simplified
aggregate method. Second, for any
shareholder that does not use the
simplified aggregate method, the
Treasury Department and the IRS today
will release a revenue procedure that
exempts from the wash sale rule
dispositions of shares in any floating
NAV money market fund. This wash-
sale tax relief will be available
beginning on the effective date of our
floating NAV reforms (60 days after
publication in the Federal Register). We
have also considered the effect of this
relief from the tax-related burdens
associated with the wash sale rule in
our discussion of operational
implications below.546

b. Accounting Implications

In the Proposing Release, we noted
that some money market fund
shareholders may question whether they
can treat investments in floating NAV
money market funds as “cash
equivalents” on their balance sheets. As
we stated in the Proposing Release, and
as we discuss below, it is the
Commission’s position that, under
normal circumstances, an investment in
a money market fund with a floating
NAV under our final rules meets the
definition of a ““cash equivalent.” 547

Many commenters agreed with our
position regarding the treatment of
investments in floating NAV money
market funds as cash equivalents.548
Most of these commenters, however,
suggested that the Commission issue a
more formal pronouncement and/or
requested that FASB and GASB codify
our position.549 A few commenters

545 See, e.g., ICI Comment Letter; BlackRock II
Comment Letter; Schwab Comment Letter.

546 See infra section II1.B.8.

547 See supra section III.A.7 for a discussion of
accounting implications related to the liquidity fees
and gates aspect of our final rules.

548 See, e.g., BlackRock II Comment Letter;
Fidelity Comment Letter; Deloitte Comment Letter;
Ernst & Young Comment Letter.

549 See, e.g., ICI Comment Letter; BlackRock I
Comment Letter; Fidelity Comment Letter. We do
not have authority over the actions that GASB may
or may not take with respect to local government
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suggested that our floating NAV
requirement raises uncertainty about
whether floating NAV money market
fund shares could continue to be
classified as cash equivalents,559 and
one commenter disagreed and suggested
that it is likely that under present
accounting standards investors would
have to classify investments in shares of
floating NAV money market funds as
trading securities or available-for-sale
securities (rather than as a cash
equivalent).551 We have carefully
considered commenters’ views and, for
the reasons discussed below, our
position continues to be that an
investment in a floating NAV money
market fund under our final rules, under
normal circumstances, meets the
definition of a ““cash equivalent.” A
more formal pronouncement (as
requested by some commenters) is not
required because the federal securities
laws provide the Commission with
plenary authority to set accounting
standards, and we are doing so here.552
We reiterate our position below.553

The adoption of a floating NAV alone
for certain rule 2a—7 funds will not
preclude shareholders from classifying
their investments in money market
funds as cash equivalents, under normal
circumstances, because fluctuations in
the amount of cash received upon
redemption would likely be small and
would be consistent with the concept of
a ‘known’ amount of cash. As already
exists today with stable share price
money market funds, events may occur
that give rise to credit and liquidity
issues for money market funds so that
shareholders would need to reassess if
their investments continue to meet the
definition of a cash equivalent.

7. Rule 10b—10 Confirmations

Rule 10b—10 under the Securities
Exchange Act of 1934 (“Exchange Act”)
addresses broker-dealers’ obligations to
confirm their customers’ securities

investment pools (“LGIPs”). See infra section
II1.C.4.

550 See, e.g., ].P. Morgan Comment Letter;
Northern Trust Comment Letter; Boeing Comment
Letter.

551 See, Federated X Comment Letter (citing to
Statement on Financial Accounting Standards No.
115); see also infra note 429 and accompanying
text.

552 The federal securities laws provide the
Commission with authority to set accounting and
reporting standards for public companies and other
entities that file financial statements with the
Commission. See, e.g., 15 U.S.C. 77g, 77s, 77aa(25)
and (26); 15 U.S.C. 78¢(b), 781(b) and 78m(b);
section 8, section 29(e), section 30, and section
37(a) of the Investment Company Act.

553 We are also amending the Codification of
Financial Reporting Policies to reflect our
interpretation under U.S. GAAP, as discussed
below. See infra section VI.

transactions.55¢ Under Rule 10b—10(a), a
broker-dealer generally must provide
customers with information relating to
their investment decisions at or before
the completion of a securities
transaction.555 Rule 10b—10(b), however,
provides an exception for certain
transactions in money market funds that
attempt to maintain a stable NAV and
where no sales load or redemption fee
is charged. The exception permits
broker-dealers to provide transaction
information to money market fund
shareholders on a monthly basis (subject
to certain conditions) in lieu of
immediate confirmations for all
purchases and redemptions of shares of
such funds.556

Because share prices of institutional
prime money market funds likely will
fluctuate, absent exemptive relief,
broker-dealers will not be able to
continue to rely on the current
exception under Rule 10b—10(b) for
transactions in floating NAV money
market funds.357 Instead, broker-dealers
will be required to provide immediate
confirmations for all such transactions.
We note, however, that
contemporaneous with this Release, the
Commission is providing notice and
requesting comment on a proposed
order that, subject to certain conditions,
would grant exemptive relief from the
immediate confirmation delivery
requirements of Rule 10b—10 for
transactions effected in shares of any
open-end management investment
company registered under the
Investment Company Act that holds
itself out as a money market fund
operating in accordance with rule 2a—
7(c)(1)(ii).5°8

In the Proposing Release, we
requested comment on whether, if the
Commission adopted the floating NAV
requirement, broker-dealers should be
required to provide immediate
confirmations to all institutional prime
money market fund investors.
Commenters generally urged the
Commission not to impose such a

55417 CFR 240.10b-10.

55517 CFR 240.10b—10(a).

556 17 CFR 240.10b—10(b).

557 See generally Money Market Fund Reform;
Amendments to Form PF, Securities Act Release
No. 9408, Investment Advisers Act Release No.
3616, Investment Company Act Release No. 30551
(June 5, 2013), 78 FR 36834, 36934 (June 19, 2013);
see also Exchange Act rule 10b—10(b)(1), (limiting
alternative monthly reporting to money market
funds that attempt[] to maintain a stable net asset
value) (emphasis added).

558 See Notice of Proposed Exemptive Order
Granting Permanent Exemptions Under the
Securities Exchange Act of 1934 from the
Confirmation Requirements of Exchange Act Rule
10b-10 for Certain Money Market Funds, Exchange
Act Release No. 34-72658 (July 23, 2014) (“Notice
of Proposed Exemptive Order”).

requirement, arguing that there would
be significant costs associated with
broker-dealers providing immediate
confirmations.559 Commenters noted
that there would be costs of
implementing new systems to generate
confirmations and ongoing costs related
to creating and sending trade-by-trade
confirmations.>6° We estimate below the
costs to broker-dealers associated with
providing securities transaction
confirmations for floating NAV money
market funds.561

We believe that the initial one-time
cost to implement, modify, or reprogram
existing systems to generate immediate
confirmations (rather than monthly
statements) will be approximately
$96,650 on average per affected broker-
dealer, based on the costs that the
Commission has estimated in a similar
context of developing internal order and
trade management systems so that a
registered security-based swap entity
could electronically process
transactions and send trade
acknowledgments.562 In addition, we
estimate that 320 broker-dealers that are
clearing customer transactions or
carrying customer funds and securities
would be affected by this requirement
because they would likely be the broker-
dealers responsible for providing trade
confirmations.563 As a result, the

559 See ICI Comment Letter; SIFMA Comment
Letter at Appendices 1 and 2; Dreyfus Comment
Letter; Federated X Comment Letter.

560 See, e.g., Federated X Comment Letter.

561 Broker-dealers may not incur all of these costs
if the exemptive relief we propose today is adopted.
562 This estimate is based on the following: [(Sr.

Programmer (160 hours) at $285 per hour) + (Sr.
Systems Analyst (160 hours) at $251 per hour) +
(Compliance Manager (10 hours) at $294 per hour)
+ (Director of Compliance (5 hours) at $426 per
hour) + (Compliance Attorney (20 hours) at $291
per hour)] = $96,650 per broker-dealer. See Trade
Acknowledgement and Verification of Security-
Based Swap Transactions, Exchange Act Release
No. 63727, 76 FR 3859, 3871 n.81 (Jan. 21, 2011).
(We note that the original estimate in the Trade
Acknowledgment release contained a technical
error in the calculation stating a cost of $66,650
instead of $96,650 for a security-based swap entity.)
A SIFMA survey also indicates that the costs are
likely to be below $500,000 per firm. See SIFMA
Comment Letter, at Appendices 1 and 2. According
to this commenter, after surveying its members, it
found that the vast majority of respondents
estimated that initial costs associated with
providing confirmation statements would fall below
$500,000. However, based on the data provided, it
was unclear at what level below $500,000 its
members considered to be the actual cost and
whether the firms were a representative sample
(e.g., in terms of size and sophistication) of the type
of firms that would be affected.

563 Based on FOCUS Report data as of December
31, 2013, the Commission estimates that there are
approximately 320 broker-dealers that are clearing
or carrying broker-dealers that do not claim
exemptions pursuant to paragraph (k) of Exchange
Act rule 15¢3-3. Because not all of these clearing
or carrying broker-dealers would necessarily

Continued
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Commission estimates initial costs of
$30,928,000 for providing immediate
confirmations for shareholders in
institutional prime money market
funds.564

To estimate ongoing costs of
providing immediate confirmations, one
commenter stated that, based on the
data it had gathered, the median
estimated ongoing annual cost
associated with confirmation statements
would constitute between 10% and 15%
of the initial costs.565 To be
conservative, we have estimated that the
ongoing annual costs would constitute
15% of the initial costs. Applying that
figure to the initial costs, the
Commission estimates ongoing annual
costs of $4,639,200 for providing
immediate confirmations for
shareholders in institutional prime
money market funds.566

The Commission notes that benefits
related to the immediate trade
confirmation requirements under Rule
10b—10 with respect to institutional
prime money market funds are difficult
to quantify as they relate to the
additional value to investors provided
by having more timely confirmations
with respect to funds that we expect
will experience relatively small
fluctuations in value. While the
Commission did not receive any
comments regarding these potential
benefits, given that institutional prime
money market funds likely will
fluctuate in price, some investors may
find value in receiving information
relating to their investment decisions at
or before the completion of a securities
transaction.567

provide rule 10b—10 confirmations to customers of
institutional prime money market funds, the
Commission anticipates that this is a conservative
estimate of the number of clearing or carrying
broker-dealers that would provide trade
confirmations to customers in money market funds
subject to the floating NAV requirement.

564 This estimate is based on the following:
$96,650 x 320 firms = $30,928,000.

565 See SIFMA Comment Letter, at Appendices 1
and 2.

566 This estimate is based on the following:
$30,928,000 x 15% = $4,639,200.

567 The Commission acknowledges that
shareholders that invest in institutional prime
money market funds will continue to have
extensive investor protections separate and apart
from the protections provided under rule 10b-10,
including that (1) funds subject to the floating NAV
requirement will continue to be subject to the “risk-
limiting” conditions of rule 2a-7, and (2)
information on prices will be available through
other means (for example, under the new fund
disclosure requirements of Investment Company
Act Rule 2a-7(h)(10), investors will be able to
access a fund’s daily market-based NAV per share
on a money market fund’s Web site). See Notice of
Proposed Exemptive Order, at 6-7.

8. Operational Implications of Floating
NAV Money Market Funds

a. Operational Implications to Money
Market Funds and Others in the
Distribution Chain

In the Proposing Release, we stated
that we expect that money market funds
and transfer agents already have laid the
foundation required to use floating
NAVs because they are required under
rule 2a—7 to have the capacity to redeem
and sell fund shares at prices based on
the funds’ current NAV pursuant to rule
22c—1 rather than $1.00, i.e., to transact
at the fund’s floating NAV.568
Intermediaries, although not subject to
rule 2a-7, typically have separate
obligations to investors with regard to
the distribution of proceeds received in
connection with investments made or
assets held on behalf of investors.>6° We
also noted that before the Commission
adopted the 2010 amendments to rule
2a-7, the ICI submitted a comment letter
detailing the modifications that would
be required to permit funds to transact
at the fund’s floating NAV.570

Commenters noted, as we recognized
in the Proposing Release, however, that
some funds, transfer agents,
intermediaries, and others in the
distribution chain may not currently
have the capacity to process constantly
transactions at floating NAVs, as would
be required under our proposal.571

568 See current rule 2a—7(c)(13). See also 2010
Adopting Release, supra note 17, at nn.362-363.

569 See, e.g., 2010 Adopting Release, supra note
17, at nn.362—363. Examples of intermediaries that
offer money market funds to their customers
include broker-dealers, portals, bank trust
departments, insurance companies, and retirement
plan administrators. See Investment Company
Institute, Operational Impacts of Proposed
Redemption Restrictions on Money Market Funds,
at 13 (2012), available at http://www.ici.org/pdf/
ppr_12_operational mmf.pdf (“ICI Operational
Impacts Study”).

570 See, e.g., Comment Letter of the Investment
Company Institute (Sept. 8, 2009) (available in File
No. S7-11-09) (“ICI 2009 Comment Letter”)
(describing the modifications that would be
necessary if the Commission adopted the
requirement, currently reflected in rule 2a—7(c)(13),
that money market funds (or their transfer agents)
have the capacity to transact at a floating NAV, to:
(i) Fund transfer agent recordkeeping systems (e.g.,
special same-day settlement processes and systems,
customized transmissions, and reporting
mechanisms associated with same-day settlement
systems and proprietary systems used for next day
settlement); (ii) a number of essential ancillary
systems and related processes (e.g., systems changes
for reconciliation and control functions,
transactions accepted via the Internet and by phone,
modifying related shareholder disclosures and
phone scripts, education and training for transfer
agent employees and changes to the systems used
by fund accountants that transmit net asset value
data to fund transfer agents); and (iii) sub-transfer
agent/recordkeeping arrangements (explaining that
similar modifications likely would be needed at
various intermediaries).

571 See, e.g., ICI Comment Letter; Comment Letter
of Chapin Davis, Inc. (Aug. 28, 2013) (“Chapin

Accordingly, consistent with our views
reflected in the Proposing Release and
as discussed below, we continue to
expect that sub-transfer agents, fund
accounting departments, custodians,
intermediaries, and others in the
distribution chain would need to
develop and overlay additional controls
and procedures on top of existing
systems in order to implement a floating
NAV on a continual basis.??2 In each
case, the procedures and controls that
support the accounting systems at these
entities would have to be modified to
permit those systems to calculate a
money market fund’s floating NAV
periodically each business day and to
communicate that value to others in the
distribution chain on a permanent basis.
Some commenters noted that our
floating NAV requirement would
adversely affect cash sweep programs,
in which customer cash balances are
automatically “swept” into investments
in shares of money market funds
(usually through a broker-dealer or other
intermediary). For example, one
commenter suggested that sweep
programs cannot accommodate a
floating NAV because such programs are
predicated on the return of principal.573
Another commenter suggested that the
substantial cost and complexity
associated with intraday pricing makes
it likely that many intermediaries will
discontinue offering floating NAV
institutional prime money market funds
as sweep options, and instead turn to
alternative investment products,
including stable NAV government
funds.57# Although we do not know to

Davis Comment Letter”’); Federated IV Comment
Letter.

572 Even though a fund complex’s transfer agent
system is the primary recordkeeping system, there
are a number of additional subsystems and ancillary
systems that overlay, integrate with, or feed to or
from a fund’s primary transfer agent system,
incorporate custom development, and may be
proprietary or vendor dependent (e.g., print vendors
to produce trade confirmations). See ICI
Operational Impacts Study, supra note 569, at 20.
The systems of sub-transfer agents and other parties
may also require modifications related to the
floating NAV requirement. We have included these
anticipated modifications in our cost estimates
below.

573 See, e.g., ICI Comment Letter. Another
commenter noted that the sweep investment
product is only feasible in the current stable-NAV
environment because the client knows at the time
of submitting the purchase order how many shares
it has purchased, and how many shares it will
receive the next day upon redemption, absent a
break-the-buck event. See State Street Comment
Letter.

574 See, e.g., Wells Fargo Comment Letter
(acknowledging that, as we stated in the Proposing
Release, sweep products may continue to be viable
for floating NAV money market funds because fund
sponsors and other intermediaries will make
modifications to price fund shares periodically
during the day, but suggesting that the costs for
broker-dealers to reprogram their systems would be
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what extent, if at all, intermediaries will
continue to offer sweep accounts for
floating NAV money market funds, we
acknowledge that there are significant
operational costs involved in order to
modify sweep platforms to
accommodate a floating NAV product.
Accordingly, we anticipate that sweep
account assets currently invested in
institutional prime money market funds
will likely shift into government funds
that will maintain a stable NAV under
our final rules. We discuss in the
Macroeconomic Effects section below
potential costs related to a migration of
assets away from floating NAV funds
into alternative investments, including
stable NAV money market funds such as
government funds. Because the amount
of sweep account assets currently
invested in institutional prime money
market funds is not reported to us, nor
are we aware of such information in the
public domain, we are not able to
provide a reasonable estimate of the
amount of sweep account assets that
may shift into alternative investment
products.

In the Proposing Release, we also
estimated additional costs under our
floating NAV reform that would be
imposed on money market funds and
other recordkeepers to track portfolio
security gains and losses, provide ‘‘basis
reporting,” and monitor for potential
wash-sale transactions. As discussed
above, we have been informed that,
today, the Treasury Department and the
IRS will propose new regulations that
will eliminate the need for money
market funds and others to track
portfolio gains and losses and basis
information, as well as issue today a
revenue procedure that exempts money
market funds from the wash-sale rules.
Accordingly, our cost estimates for the
floating NAV reform have been revised
from our proposal to reflect this fact.575

We understand that the costs to
modify a particular entity’s existing
controls and procedures will vary
depending on the capacity, function and
level of automation of the accounting
systems to which the controls and
procedures relate and the complexity of
those systems’ operating
environments.57¢ Procedures and
controls that support systems that
operate in highly automated operating
environments will likely be less costly
to modify while those that support
complex operations with multiple fund
types or limited automation or both will

significant and the operational complexity could be
made worse to the extent that fund sponsors do not
standardize the times of day at which they price
shares).

575 See supra section II1.B.8.a.

576 See, e.g., Chamber I Comment Letter.

likely be more costly to change. Because
each system’s capabilities and functions
are different, an entity will likely have
to perform an in-depth analysis of the
new rules to calculate the costs of
modifications required for its own
system. While we do not have the
information necessary to provide a point
estimate 577 of the potential costs of
modifying procedures and controls, we
expect that each entity will bear one-
time costs to modify existing procedures
and controls in the functional areas that
are likely to be impacted by the floating
NAYV reform.

In the Proposing Release, we
estimated that the one-time costs of
implementation for an affected entity
would range from $1.2 million (for
entities requiring less extensive
modifications) to $2.3 million (for
entities requiring more extensive
modifications) and that the annual costs
to keep procedures and controls current
and to provide continuing training
would range from 5% to 15% of the
one-time costs.578 In addition, we noted
that we expect money market funds
(and their intermediaries) would incur
additional costs associated with
programs and systems modifications
necessary to provide shareholders with
access to information about the floating
NAV per share online, through
automated phone systems, and on
shareholder statements and to explain to
shareholders that the value of their
money market funds shares will
fluctuate.>79 We estimated that the costs
for a fund (or its transfer agent) or
intermediary that may be required to
perform these activities would range
from $230,000 to $490,000 and that the
ongoing costs to maintain automated
phone systems and systems for
processing shareholder statements
would range from 5% to 15% of the
one-time costs.580 In sum, we estimated

577 We are using the term ‘“point estimate” to
indicate a specific single estimate as opposed to a
range of estimates.

578 See Proposing Release, supra note 25, nn.285—
86 and accompanying text. We estimated that these
costs would be attributable to the following
activities: (i) Drafting, integrating, and
implementing procedures and controls; (ii)
preparation of training materials; and (iii) training.
As noted throughout this Release, we recognize that
adding new capabilities or capacity to a system
(including modifications to related procedures and
controls) will entail ongoing annual maintenance
costs and understand that those costs generally are
estimated as a percentage of initial costs of building
or expanding a system.

579 See id. at n.287 and accompanying text. We
expect these costs would include software
programming modifications, as well as personnel
costs that would include training and scripts for
telephone representatives to enable them to respond
to investor inquiries.

580 See id. at n.288 and accompanying text. We
estimate that these costs would be attributable to

that the total range of one-time
implementation costs to money market
funds and others in the distribution
chain would be approximately
$1,430,000 to $2,790,000 per entity,
with ongoing costs that range between
5% to 15% of these one-time costs.581
Commenters did not generally
disagree with the type and nature of
costs that we estimated will be imposed
by our floating NAV reform. One
commenter noted that the costs required
to make the necessary systems changes
would not be prohibitive and could be
completed within two to three years.582
A number of commenters, however,
provided a wide range of estimated
operational costs to money market
funds, intermediaries, and others in the
distribution chain. These commenters
suggested that estimated one-time
implementation costs would be between
$350,000 to $3,000,000, depending on
the affected entity.583 One commenter
estimated that it could cost up to
$2,300,000 per fund, transfer agent, or
intermediary, to modify systems
procedures and controls to implement a
floating NAV.584 Another commenter
estimated that it would cost each back
office processing service provider
$1,725,000 in one-time costs to
implement a floating NAV.585 We also
received from commenters some cost
estimates provided on a fund complex
level. Two fund complexes estimated
their total one-time costs to implement
a floating NAV to be between
$10,000,000 to $11,000,000, and one of
the largest money market fund sponsors
approximated its one-time costs to be
$28,000,000. Averaged across the
number of money market funds offered,
these one-time implementation costs

the following activities: (i) Project assessment and
development; (ii) project implementation and
testing; and (iii) written and telephone
communication. See also supra note 578.

581 This estimate is calculated as follows: less
extensive modifications ($1,200,000 + $230,000 =
$1,430,000); more extensive modifications
($2,300,000 + $490,000 = $2,790,000).

582 See HSBC Comment Letter.

583 See Chamber II Comment Letter (citing
Treasury Strategies, Operational Implications of a
Floating NAV across Money Market Fund Industry
Key Stakeholders (Summer 2013) (“TSI Report™)).
This commenter estimated costs for various
intermediaries in order to implement a floating
NAV: Corporate treasury management system
vendors ($350,000 — $400,000); fund accounting
service providers ($400,000 — $425,000); broker-
dealers and portals ($500,000 — $600,000); transfer
agent systems ($2,000,000 — $2,500,000); and sweep
account software providers
($2,000,000 — $3,000,000). Another commenter
estimated that it would cost approximately
$2,000,000 in one-time costs for a large trust group
to implement a floating NAV. See Treasury
Strategies Comment Letter.

584 See Federated II Comment Letter.

585 See Fin. Info. Forum Comment Letter.
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range from $306,000 to $718,000.586
Another commenter provided survey
data stating that 40% of respondents
(asset managers and intermediaries)
estimated that it would cost $2,000,000
to $5,000,000 in one-time costs to
implement a floating NAV.587 Finally, a
few commenters estimated the one-time
costs to the entire fund industry related
to implementing our floating NAV
reform.>88

We estimated in the Proposing
Release that it would cost each money
market fund, intermediary, and other
participant in the distribution chain
approximately $1,430,000 (for less
extensive modifications) to $2,790,000
(for more extensive modifications) in
one-time costs to implement a floating
NAV.589 Based on staff analysis and
experience, we are revising the
estimated operational costs for our
floating NAV reform downward by 15%
to reflect the tax relief discussed
above.59° In addition, as discussed
above (and, in a change from our
proposal), our final rules will permit
retail and government money market
funds to continue to maintain a stable

586 See Federated X Comment Letter (estimating
its one-time costs to implement a floating NAV to
be $11,200,000); Schwab Comment Letter
(estimating its one-time costs to implement a
floating NAV to be $10,000,000); Fidelity Comment
Letter (estimating its one-time costs of implement
a floating NAV to be $28,000,000). Based on Form
N-MFP data as of February 28, 2014, the per fund
costs are: Federated $311,000 ($11,200,000 + 36
money market funds); Schwab $588,000
($10,000,000 + 17 money market funds); and
Fidelity $718,000 ($28,000,000 + 39 money market
funds).

587 See SIFMA Comment Letter (stating that
another 20% of survey respondents estimated that
one-time implementation costs for a floating NAV
would be between $5,000,000 to $15,000,000).
Because we do not have access to the names of the
survey respondents or their specific cost estimates,
we are unable to approximate these costs on a per
fund basis.

588 See, e.g., TSI Report (estimating $1.8 to $2.0
billion in total upfront costs for U.S. institutional
money market fund investors to modify operations
in order to comply with a floating NAV
requirement); Angel Comment Letter (estimating
$13.7 to $91.5 billion in initial upfront costs related
to implementing a floating NAV reform). As
discussed above, we have analyzed a variety of
commenter estimates and provided cost estimates
on a per-fund basis. We are unable, however, to
verify the accuracy or make a relevant comparison
between our per-fund cost estimates and the broad
range of costs provided by these commenters that
apply to all U.S. institutional money market fund
investors and/or the entire fund industry.

589 See supra note 581.

590 See supra section II1.B.6.a. We note that many
commenters suggested that a primary drawback
(and cost) of our floating NAV reform is the
substantial operational costs associated with
complying with tax tracking requirements in a
floating NAV fund. See, e.g., Fin. Svcs. Roundtable
Comment Letter; Federated IV Comment Letter;
Fidelity Comment Letter. Although we attribute a
15% reduction in estimated operational costs to tax-
related costs, the cost savings could be higher or
lower than our estimate.

NAYV as they do today and to use
amortized cost valuation and/or penny-
rounding pricing. A number of
commenters noted that eliminating the
ability of stable NAV funds to use
amortized cost valuation, as we
proposed, would impose significant
operational costs on these funds.591
Accordingly, based on staff analysis and
experience, we are also revising the
estimated operational costs downward
by 5% to reflect the ability of stable
NAYV funds to continue to use amortized
cost valuation as they do today. We
therefore estimate that it will cost each
money market fund, intermediary, and
other participant in the distribution
chain approximately $1,144,000 (for less
extensive modifications) to $2,232,000
(for more extensive modifications) in
one-time costs to implement the floating
NAYV reform.592

We believe that this range of
estimated costs generally fits within the
range of costs suggested by commenters
as described above (after accounting for
estimated costs savings related to tax
relief and the increased availability of
amortized cost valuation, not
contemplated by commenters in their
estimates). We note, however, that many
money market funds, transfer agents,
custodians, and intermediaries in the
distribution chain may not bear the
estimated costs on an individual basis
and therefore will likely experience
economies of scale. Accordingly, we
expect that the cost for many individual
entities that would have to process
transactions at a floating NAV will
likely be less than these estimated
costs.593

In addition to the estimated one-time
implementation costs, we estimate that
funds, intermediaries, and others in the
distribution chain will incur annual

591 See supra note 534.

592 This estimate is calculated as follows:
$1,430,000 x 80% = $1,144,000 (less extensive
modifications); $2,790,000 x 80% = $2,232,000
(more extensive modifications). A few commenters
also noted that our floating NAV requirement
would also result in significant lost management
fees. See, e.g., Federated X Comment Letter
(suggesting that a shift of one-third of assets away
from institutional prime funds would result in
annual lost management fees of approximately $578
million for money market fund advisers
nationwide). We acknowledge that, to the extent
there is a significant outflow of assets from the
institutional prime funds into non-money market
funds as a result of the floating NAV requirement,
money market fund managers may experience
declines in management fee income. We discuss the
possibility of such shifts in money market fund
assets in our discussion of macroeconomic effects
below.

593 For example, the costs will likely be allocated
among the multiple users of affected systems, such
as money market funds that are members of a fund
group, money market funds that use the same
transfer agent or custodian, and intermediaries that
use systems purchased from the same third party.

operating costs of approximately 5% to
15% of initial costs. Accordingly, we
estimate that funds and other
intermediaries will incur annual
operating costs as a result of the floating
NAYV reform that range from $57,200 to
$334,800.59¢ Most commenters that
addressed this issue directly did not
disagree with our estimate of ongoing
costs, although we note that a few
commenters estimated the new annual
operating costs to the entire fund
industry related to implementing our
floating NAV reform.?95 One commenter
provided survey data showing that 66%
of respondents (asset managers and
intermediaries) estimated that annual
costs would approximate 10% to 15% of
initial costs.596 Another commenter,
however, disagreed with our estimate of
annual operating costs of approximately
5% to 15% of initial costs and suggested
that the annual costs to fund sponsors
will actually be close to the costs of
initial implementation. We disagree.
This commenter noted that most of the
ongoing cost would result from the
elimination of amortized cost
accounting (generally) and more
frequent price calculations using
market-based factors.>97 Because stable
NAV money market funds may continue
to use amortized cost valuation under
our final rules (unlike our proposal), we
believe this commenter has overstated
the ongoing costs under our final
rules.?98 Therefore, we believe
consistent with the comments received,
that it is more appropriate to continue
to estimate the ongoing operational

594 This estimate is calculated as follows: less
extensive modifications = $57,200 ($1,144,000 x
5%); more extensive modifications = $334,800
($2,232,000 x 15%).

595 See, e.g., Chamber II Comment Letter
(estimating $2.0 to $2.5 billion in new annual
operating costs relating to the FNAV reform). As
discussed above, most commenters did not
specifically object to our estimated range of ongoing
costs on a per-fund basis. We do not, however, have
information available to us to evaluate the accuracy
of cost estimates to the entire fund industry or make
a meaningful comparison of such estimates with
our per-fund cost ongoing cost estimates.

596 See SIFMA Comment Letter.

597 See Federated X Comment Letter (noting,
however, that it estimates annual operating costs of
approximately $231,000 per fund ($5.7 million for
pricing services + $1.5 million for transfer agent
services + $2.5 million for technology, training, and
other monitoring costs = $9.7 million + 42 money
market funds managed by Federated =
approximately $231,000 per fund). This estimate is
consistent with our estimated range of ongoing
costs. See supra note 594.

598 We recognize, however, that under our final
rules, floating NAV money market funds will incur
increased costs as a result of the elimination of
amortized cost valuation. These costs, discussed
above, are significantly lower than those that funds
would incur under our proposal (that would have
eliminated amortized cost valuation for all money
market funds, including those funds not subject to
our floating NAV reform).
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costs as approximately 5% to 15% of
the initial implementation costs and are
not revising the ongoing cost estimates
from our proposal.

b. Operational Implications to Money
Market Fund Shareholders

In addition to money market funds
and other entities in the distribution
chain, each money market fund
shareholder will also likely be required
to analyze our floating NAV proposal
and its own existing systems,
procedures, and controls to estimate the
systems modifications it would be
required to undertake. Because of this,
and the variation in systems currently
used by institutional money market
fund shareholders, we do not have the
information necessary to provide a point
estimate of the potential costs of
systems modifications. We describe
below the types of activities typically
involved in making systems
modifications and estimate a range of
hours and costs that we anticipate will
be required to perform these activities.
We sought comment in the Proposing
Release regarding the potential costs of
system modifications for money market
fund shareholders, and the comments
we received, along with the differences
between our proposal and the final
rules, have informed our estimates.

In the Proposing Release, we prepared
ranges of estimated costs, taking into
account variations in the functionality,
sophistication, and level of automation
of money market fund shareholders’
existing systems and related procedures
and controls, and the complexity of the
operating environment in which these
systems operate. In deriving our
estimates, we considered the need to
modify systems and related procedures
and controls related to recordkeeping,
accounting, trading, and cash
management, and to provide training
concerning these modifications. We
estimated that a shareholder whose
systems (including related procedures
and controls) would require less
extensive modifications would incur
one-time costs ranging from $123,000 to
$253,000, while a shareholder whose
systems (including related procedures
and controls) would require more
extensive modifications would incur
one-time costs ranging from $1.4 million
to $2.9 million.59°

Most commenters did not disagree
with our cost estimates. One commenter
stated that it expects at least 50% of

599 We estimate that these costs would be
attributable to the following activities: (i) Planning,
coding, testing, and installing system modifications;
(ii) drafting, integrating, implementing procedures
and controls; (iii) preparation of training materials;
and (iv) training.

institutional investors in money market
funds will require some systems
development to be able to invest in a
floating NAV money market fund. This
commenter also noted that having
sufficient time to implement the
changes is a more important factor than
cost in determining the extent to which
corporate treasurers, for example, would
use a floating NAV fund product.690
Another commenter acknowledged our
range of estimated costs and suggested
that while these estimates may not
appear substantial at first glance, when
viewed in the context of current money
market fund returns, such costs
represent a significant disincentive to
continued investment in institutional
prime funds.601 Although we
acknowledge that the costs to money
market fund shareholders may make
investing in floating NAV money market
funds uneconomical given the current
rates of return, we note that we are
adopting a two-year compliance period
that may, to the extent that interest rates
return to more typical levels, counter
any disincentive that may exist
currently.602

The TSI Report 693 provided ranges of
costs that it expects would be imposed
on floating NAV money market fund
shareholders. These costs ranged from
$250,000 for a U.S. business that invests
in floating NAV money market funds
and makes the fewest changes possible,
to $550,000 for a government-sponsored
entity money market fund
shareholder.69¢ We have carefully
considered this range of costs to
shareholders provided by the
commenter and the changes from the
proposal to the rule that we are adopting
today, and we now believe that it is
appropriate to decrease our cost
estimates from the proposal.
Accordingly, we estimate that a
shareholder whose systems (including
related procedures and controls) would
require less extensive modifications
would incur one-time costs ranging
from $212,500 to $340,000, while a
shareholder whose systems (including
related procedures and controls) would
require more extensive modifications
would incur one-time costs ranging
from $467,500 to $850,000. We believe
that these estimates better reflect the

600 See HSBC Comment Letter.

601 See Wells Fargo Comment Letter.

602 See infra section III.N.2. for a discussion of the
floating NAV compliance date.

603 See supra note 583.

604 See id., TSI Report (estimating that the one-
time implementation costs would range from
$350,000 to $370,000 for a corporate investor;
$275,000 to $300,000 for a public university
investor; $325,000 to $350,000 for a municipality
investor; and $400,000 to $425,000 for a fiduciary
investor).

changes in our final rules from those
that we proposed.®95 We also recognize
that these estimates are more consistent
with the range of cost estimates
provided by this commenter. We
estimate that the annual maintenance
costs to these systems and procedures
and controls, and the costs to provide
continuing training, will range from 5%
to 15% of the one-time implementation
costs.606

c. Intraday Liquidity and Same-Day
Settlement

As discussed below, we believe that
floating NAV money market funds
should be able to continue to provide
shareholders with intraday liquidity and
same-day settlement by pricing fund
shares periodically during the day (e.g.,
at 11 a.m. and 4 p.m.). In the Proposing
Release, we noted that money market
funds’ ability to maintain a stable value
also facilitates the funds’ role as a cash
management vehicle and provides other
operational efficiencies for their
shareholders. Shareholders generally are
able to transact in fund shares at a stable
value known in advance, which permits
money market fund transactions to
settle on the same day that an investor
places a purchase or sell order and
determine the exact value of his or her
money market fund shares (absent a
liquidation event) at any time. These
features have made money market funds
an important component of systems for
processing and settling various types of
transactions.

Some commenters have expressed
concern that intraday liquidity and/or
same-day settlement would not be
available to investors in floating NAV
money market funds. These commenters
point to, for example, operational
challenges such as striking the NAV
multiple times during the day while
needing to value each portfolio security
using market-based values.697 A few
commenters also noted that pricing
services may not be able to provide
periodic pricing throughout the day.608
Some commenters also raised concerns
about the additional costs involved with
striking the NAV multiple times per

605 Consistent with our cost estimates discussed
above for funds, intermediaries, and others in the
distribution chain, we have considered in these
estimates cost savings related to the tax relief
discussed above. See supra section III.B.8.a.

606 See supra note 578. Commenters did not
address specifically our estimate of ongoing costs to
money market fund shareholders in floating NAV
funds. Accordingly, we are not amending our
estimate from the proposal.

607 See, e.g., BlackRock IT Comment Letter; ICI
Comment Letter; Chamber II Comment Letter.

608 See, e.g., Federated IV Comment Letter;
Interactive Data Comment Letter; Chamber I
Comment Letter.
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day, including, for example, costs for
pricing services to provide multiple
quotes per day and for accounting
agents to calculate multiple NAVs.609
On the other hand, one commenter who
provides pricing services noted that,
while providing intraday liquidity and
same-day settlement for floating NAV
funds would require some investment,
they believe that calculating NAVs
multiple times per day is feasible within
our proposed two-year compliance
period.610 A few commenters further
noted that transfer agents will need to
enhance their systems to account for
floating NAV money market funds and
condense their reconciliation and audit
processes (which may, for example,
increase the risk of errors).611

A few commenters also asserted that
if floating NAV funds are unable to
provide same-day settlement, this could
affect features that are particularly
appealing to retail investors, such as
ATM access, check writing, and
electronic check payment processing
services and products.612 First, as
discussed below, we believe that many
floating NAV money market funds will
continue to be able to provide same-day
settlement. Second, we note that under
the revised retail money market fund
definition adopted today, retail
investors should have ample
opportunity to invest in a fund that
qualifies as a retail money market fund
and thus is able to maintain a stable
NAV. As a result, this should
significantly alleviate concerns about
the costs of altering these features and
permit a number of funds to continue to
provide these features as they do today.
Nonetheless, we recognize that not all
funds with these features may choose to
qualify as retail money market funds,
and therefore, some funds may need to
make additional modifications to
continue offering these features. We

609 See, e.g., BlackRock II Comment Letter;
Dreyfus Comment Letter; State Street Comment
Letter.

610 See Interactive Data Comment Letter. Another
commenter noted that money market funds would
still be able to provide same-day settlement in
floating NAV funds. See State Street Comment
Letter.

611 See J.P. Morgan Comment Letter; Dreyfus
Comment Letter; Comment Letter of DST Systems,
Inc. (Sept. 18, 2013) (“DST Systems Comment
Letter”).

612 See, e.g., Fidelity Comment Letter (“[B]roker-
dealers offer clients a variety of features that are
available generally only to accounts with a stable
NAYV, including ATM access, check writing, and
ACH and Fedwire transfers. A floating NAV would
force MMF's that offer same-day settlement on
shares redeemed through wire transfers to shift to
next day settlement or require fund advisers to
modify their systems to accommodate floating NAV
MMFs.”).

have included estimates of the costs to
make such modifications below.

We understand that many money
market funds currently permit same-day
trading up until 5 p.m. Eastern Time.
These funds do so because amortized
cost valuation allows funds to calculate
their NAVs before they receive market-
based prices (typically provided at the
end of the day after the close of the
Federal Reserve Cash Wire). We
recognize that, under the floating NAV
reform, closing times for same-day
settlement will likely need to be moved
earlier in the day to allow sufficient
time to calculate the NAV prior to the
close of the Federal Reserve Cash Wire.
One commenter suggested that it will
take a minimum of three to four hours
to strike a market-based NAV price.613
As aresult, investors in floating NAV
money market funds may not have the
ability to redeem shares late in the day,
as they can today. We also recognize
that floating NAV money market funds
may price only once a day, at least until
such time as pricing vendors are able to
provide continuous pricing throughout
the day.61¢ We considered these
potential costs as well as the benefits of
our floating NAV reform and believe
that, as discussed above, it is
appropriate to address, through the
floating NAV reform, the incremental
incentive that exists for shareholders to
redeem in times of stress from
institutional prime money market funds.
We note, however, that because stable
NAV money market funds may continue
to use amortized cost as they do today
(as revised from our proposal), these
same-day settlement concerns raised by
commenters here would be limited to
institutional prime funds—the only
money market funds subject to the
floating NAV reform.615

We sought comment in the Proposing
Release on the costs associated with

613 See Federated II Comment Letter.

614 See SIFMA Comment Letter (noting that in its
survey of members, 60% of asset managers expect
to price their floating NAV money market funds
only once per day, which is less frequent than
currently offered by most money market funds). See
also Institutional Cash Distributors, ICD
Commentary: Operational and Accounting Issues
with the Floating NAV and the Impact on Money
Market Funds (July 2013), available at http://
www.sec.gov/comments/;s7-03-13/s70313-40.pdf.
One commenter noted that they are already
investing in new technology that includes real-time
debt security evaluations. See Comment Letter of
Interactive Data.

615 See SIFMA Comment Letter (noting that,
under our proposal, the impediment to same-day
settlement exists for stable NAV money market
funds as well as floating NAV money market funds
because both types of funds would be prohibited
from using amortized cost for securities with
remaining maturities over 60 days). As noted above,
we are no longer prohibiting stable NAV funds from
using amortized cost.

providing same-day settlement and for
pricing services to provide prices
multiple times each day. One
commenter provided survey data that
estimated the range of costs for floating
NAYV funds to offer same-day settlement.
Seventy-five percent of respondents
estimated the one-time costs to be
approximately $500,000 to $1 million,
and 25% of respondents estimated the
one times costs to be approximately $1
million to $2 million.616 Sixty-six
percent of respondents approximated
ongoing costs that would range between
10-15% of initial costs.617 We did not
receive other quantitative estimates
specifically on the costs associated with
modifying systems to allow for same-
day settlement by floating NAV
funds.518 We have carefully considered
this survey data with respect to same-
day settlement issues in arriving at our
aggregate operational cost estimates
discussed above in section III.B.8.a.619

9. Transition

We are providing a two-year
compliance date (as proposed) for
money market funds to implement the
floating NAV reform. A long compliance
period will give more time for funds to
implement any needed changes to their
investment policies and train staff, and
also will provide more time for
investors to analyze their cash
management strategies. This compliance
period will also give time for retail
money market funds to reorganize their
operations and establish new funds.
Importantly, this compliance period
will allow additional time for the
Treasury Department and IRS to
consider finalizing rules addressing
certain tax issues relating to a floating
NAYV described above and for the

616 Ag discussed supra in note 587, we do not
have access to the names of the survey respondents
or their specific cost estimates and are therefore
unable to approximate these costs on a per fund
basis. Accordingly, the costs on a per fund basis
will likely be significantly lower than the figures
provided here.

617 See SIFMA Comment Letter.

618 We note that some commenters may have
included costs associated with enabling floating
NAV funds to provide same-day settlement in their
cost estimates of operational implications generally.
These costs are discussed above.

619 We have based our cost estimates for same-day
settlement principally on staff experience and
expertise. In assessing the reasonableness of our
estimates, we considered as an outer bound the
survey data provided by SIFMA (although as noted
above, the survey respondents likely represent fund
complexes and thus we are not able to determine
these costs on a per fund basis). We estimate that
money market funds will likely establish twice per
day pricing as the appropriate balance between
current money market fund practice to provide
multiple settlements per business day and the
additional costs and complexities involved in
pricing money market fund shares using market-
based values.
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Commission to consider final rules
removing NRSRO ratings from rule 2a—
7,620 5o that funds could make several
compliance-related changes at one time.

We acknowledge, as discussed in the
Proposing Release and as noted by some
commenters, that a transition to a new
regulatory regime could itself cause the
type of heavy redemptions that the
amendments, including the floating
NAV reform, are designed to prevent.621
In the proposal, we noted that our
proposed two-year compliance period
would benefit money market funds and
their shareholders by allowing money
market funds to make the transition to
a floating NAV at the optimal time and
potentially not at the same time as all
other money market funds. In addition,
we stated our belief that money market
fund sponsors would use the relatively
long compliance period to select an
appropriate conversion date that would
minimize the risk that shareholders may
pre-emptively redeem shares at or near
the time of conversion if they believe
that the market value of their shares will
be less than $1.00. Several commenters
reiterated this concern, with one
commenter noting that shareholders in
floating NAV money market funds may
be incentivized to redeem in order to
avoid losses or realize gains, depending
on the expected NAV at the time of
conversion.®22 A few commenters
suggested that money market funds will
likely be unwilling or unable to stagger
their transitions over our proposed two-
year transition period, but did not
provide any survey data or other
support for their beliefs.623

We continue to believe that an
extended compliance period (as
adopted, two years) should help
mitigate potential pre-emptive
redemptions by providing money
market fund shareholders with
sufficient time to consider the reforms
and decide, if they determine that a
floating NAV investment product is not
appropriate or desirable, to invest a
stable NAYV retail or government money
market fund or an alternative
investment product. We recognize that,
although money market funds may
comply with the rule amendments at
any time between the effective date and

620 See Removal of Certain References to Credit
Ratings and Amendment to the Issuer
Diversification Requirement in the Money Market
Fund Rule, Investment Company Act Release No.
1C-31184 (July 23, 2014).

621 See, e.g., Dreyfus Comment Letter; Goldman
Sachs Comment Letter. The PWG Report suggests
that a transition to a floating NAV could itself result
in significant redemptions. See PWG Report, supra
note 506, at 22.

622 See Stradley Ronon Comment Letter.

623 See, e.g., Stradley Ronon Comment Letter;
SIFMA Comment Letter.

the compliance date, in practice, money
market funds may implement
amendments relating to floating NAV
near the end of the transition period,
which may further cause the potential
for widespread redemptions prior to the
transition. Although a few commenters
suggested as much,%2¢ we did not
receive any survey data and we are not
able to reasonably estimate the extent to
which money market funds may or may
not stagger their transition to a floating
NAV.

We note, however, that in order to
mitigate this risk, money market fund
managers could take steps to ensure that
the fund’s market-based NAV is $1.00 or
higher at the time of conversion and
communicate to shareholders the steps
that the fund plans to take ahead of time
in order to mitigate the risk of heavy
pre-emptive redemptions, though funds
would be under no obligation to do so.
Even if funds took such steps, investors
may pre-emptively withdraw their
assets from money market funds that
will transact at a floating NAV to avoid
this risk. We note, however, that while
a two-year compliance period does not
eliminate such concerns, we expect, as
discussed above, that providing a two-
year compliance period will allow
money market funds time to prepare
and address investor concerns relating
to the transition to a floating NAV, and
therefore possibly mitigate the risk that
the transition to a floating NAV, itself,
could prompt significant redemptions.
In addition, the liquidity fees and gates
reforms will be effective and therefore
available to fund boards as a tool to
address any heightened redemptions
that may result from the transition to a
floating NAV.625

C. Effect on Certain Types of Money
Market Funds and Other Entities

1. Government Money Market Funds

The fees and gates and floating NAV
reforms included in today’s Release will
not apply to government money market
funds, which are defined as a money
market fund that invests at least 99.5%
of its total assets in cash, government
securities,®26 and/or repurchase
agreements that are ““collateralized
fully” (i.e., collateralized by cash or

624 Id

625 We will monitor fund redemption activity
during the transition period and consider
appropriate action if it appears necessary. For
example, such action could include SEC Staff
contacting fund groups to determine the nature of
any stress from redemption activity and the
potential need for any exemptive or other relief.

626 A “government security” is backed by the full
faith and credit of the U.S. government. See rule
2a—7(a)(17); section 2(a)(16).

government securities).?27 In addition,
under today’s amendments, government
money market funds may invest a de
minimis amount (up to 0.5%) in non-
government assets,528 unlike our
proposal and under current rule 2a-7,
which permits government money
market funds to invest up to 20% of
total assets in non-government assets.629
Additionally, as proposed, a
government money market fund will not
be required to, but may, impose a fee or
gate if the ability to do so is disclosed
in a fund’s prospectus and the fund
complies with the fees and gates
requirements in the amended rule.630
With respect to the floating NAV
reform, most commenters supported a
reform that does not apply to
government money market funds.631

627 See rule 2a—7(a)(5) (defining “collateralized
fully”” by reference to rule 5b-3(c)(1), which
requires that collateral be comprised of cash or
government securities).

628 Non-government assets would include all
“eligible securities”” permitted under rule 2a—7
other than cash, government securities (as defined
in section 2(a)(16), or repurchase agreements that
are “collateralized fully” (as defined in rule 5b-3).

629 Under current rule 2a—7 (and as proposed), a
government money market fund is defined based on
the portfolio holdings test used today for
determining the accuracy of a fund’s name (‘“names
rule”). See Proposing Release, supra note 25, n.169
and accompanying text (rule 35d—1 states that a
materially deceptive and misleading name of a fund
(for purposes of section 35(d) of the Investment
Company Act (Unlawful representations and
names)) includes a name suggesting that the fund
focuses its investments in a particular type of
investment or in investments in a particular
industry or group of industries, unless, among other
requirements, the fund has adopted a policy to
invest, under normal circumstances, at least 80% of
the value of its assets in the particular type of
investments or industry suggested by the fund’s
name). While in the Proposing Release we
discussed the definition of government money
market fund in the context of the proposed floating
NAV reform, this definition also was applicable to
the proposed fees and gates reform. We understand
that government money market funds today invest
in other government money market funds (“fund of
funds”) and look through those funds to the
underlying securities when determining
compliance with rule 35d—1, or the ‘“names rule.”
Accordingly, we expect that money market funds
will continue to evaluate compliance with what
investments qualify under our definition of
government money market fund in the same way,
and therefore categorize, as appropriate,
investments in other government money market
funds as within the 99.5% government-asset basket.

630 See rule 2a—7(c)(2)(iii). Any government
money market fund that chooses not to rely on rule
2a—7(c)(2)(iii) may wish to consider providing
notice to shareholders. We believe at least sixty
days written notice of the fund’s ability to impose
fees and gates would be appropriate.

631 See, e.g., ].P. Morgan Comment Letter; T. Rowe
Price Comment Letter; Vanguard Comment Letter;
ICI Comment Letter; IDC Comment Letter. But see
Comment Letter of J. Huston McCulloch (Sept. 13,
2013) (“McCulloch Comment Letter”’) (suggesting
that the floating NAV reform also apply to
government money market funds and noting that
even short-term treasury bills fluctuate in present
value). As discussed below, we continue to believe

Continued
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Commenters noted that government
funds pose significantly less risk of
heavy investor redemptions than prime
funds, have low default risk and are
highly liquid even during market stress,
and experienced net inflows during the
financial crisis.?32 Also, few
commenters explicitly supported or
opposed excluding government funds
from the fees and gates reforms. Of these
commenters, a few supported a
narrowly tailored fees and gates reform
that does not apply to government
money market funds,®33 and a few
commenters argued that all types of
money market funds—including
government money market funds—
should have the ability to apply a fee or
gate.634

We continue to believe that
government money market funds should
not be subject to the fees and gates and
floating NAV reforms. As discussed in
the Proposing Release, government
money market funds face different
redemption pressures and have different
risk characteristics than other money
market funds because of their unique
portfolio composition.®35 The securities
primarily held by government money
market funds typically have a lower
credit default risk than commercial
paper and other securities held by prime
money market funds and are highly
liquid in even the most stressful market
conditions.®36 As noted in our proposal,
government funds’ primary risk is
interest rate risk; that is, the risk that
changes in the interest rates result in a
change in the market value of portfolio
securities.®3”7 Even the interest rate risk

that our floating NAV reform should not apply to
government funds. Our belief is based, in part, on
the strong commenter support in favor of a more
targeted floating NAV reform that addresses the
incremental incentive for institutional investors to
redeem from prime funds, and our stated goal of
preserving as much as possible the benefits of
money market funds for most investors, while
appropriately balancing concerns about the risks of
heavy redemptions in prime funds during times of
stress and the harm this can cause to short-term
funding markets.

632 See, e.g., ].P Morgan Comment Letter; ICI
Comment Letter; IDC Comment Letter; T. Rowe
Price Comment Letter.

633 See, e.g., BlackRock II Comment Letter,
(“Government MMFs . . . should not be required
to implement liquidity fees and gates.”); J.P.
Morgan Comment Letter.

634 See, e.g., U.S. Bancorp Comment Letter, (“If
ultimately adopted, gating should be available to all
classes of funds . . .”’); HSBC Comment Letter,
(“[W]e believe all MMFs should be required to have
the power to apply a liquidity fee or gate so that
the MMF provider can manage a low probability but
high impact event.”).

635 Proposing Release, supra note 25, at section
III.A.3. See also DERA Study, supra note 24, at 8—
9.

636 Proposing Release, supra note 25, at section
III.A.3.; see also ].P. Morgan Comment Letter;
Vanguard FSOC Comment Letter.

637 See Proposing Release, supra note 25, at 66.

of government money market funds,
however, is generally mitigated because
these funds typically hold assets that
have short maturities and hold those
assets to maturity.638

As discussed in the DERA Study and
below, government money market funds
historically have experienced inflows,
rather than outflows, in times of
stress.639 In addition, the assets of
government money market funds tend to
appreciate in value in times of stress
rather than depreciate.54° Most
government money market funds always
have at least 30% weekly liquid assets
because of the nature of their portfolio
(i.e., the securities they generally hold,
by definition, are weekly liquid assets).
Accordingly, with respect to fees and
gates, the portfolio composition of
government money market funds means
that these funds are less likely to need
to use these tools.

We have also determined not to
impose the fees and gates and floating
NAV reforms on government money
market funds in an effort to facilitate
investor choice by providing a money
market fund investment option that
maintains a stable NAV and that does
not require investors to consider the
imposition of fees and gates. As noted
above, we expect that some money
market fund investors may be unwilling
or unable to invest in a money market
fund that floats its NAV and/or can
impose a fee or gate.641 By not
subjecting government money market
funds to the fees and gates and floating
NAYV reforms, fund sponsors will have
the ability to offer money market fund
investment products that meet
investors’ differing investment and
liquidity needs.®42 We also believe that
this approach preserves some of the
current benefits of money market funds
for investors. Based on our evaluation of
these considerations and tradeoffs, and
the more limited risk of heavy
redemptions in government money
market funds, we believe it is preferable
to tailor today’s reforms and not apply
the floating NAV requirement to

638 See Proposing Release, supra note 25, n.173.

639 See DERA Study, supra note 24, at 6—13.

640 See Proposing Release, supra note 25, n.412.

641 For example, there could be some types of
investors, such as sweep accounts, that may be
unwilling to invest in a money market fund that
could impose a gate because such an investor
generally requires the ability to immediately
redeem at any point in time, regardless of whether
the fund or the markets are distressed.

642 To the extent a number of government funds
opt in to the fees and gates requirements, and there
exists investor demand to invest in government
funds that are not subject to the fees and gates
reforms, we believe market forces and competitive
pressures may lead to the creation of new
government funds that do not implement fees and
gates.

government funds, but to permit them to
implement the fees and gates reforms if
they choose.643

We also sought comment on the
appropriate size of the non-government
basket. Notwithstanding the relative
safety and stability of government
money market funds, we noted our
concern that a credit event in this 20%
basket or a shift in interest rates could
trigger a decline in a fund’s shadow
price and therefore create an incentive
for shareholders to redeem shares ahead
of other investors (similar to that
described for institutional prime funds
subject to the floating NAV reform). We
stated in the Proposing Release our
preliminary belief that the benefits of
retaining a stable share price money
market fund option and the relative
safety in a government money market
fund’s 80% basket appropriately
counterbalances the risks associated
with the 20% portion of a government
money market fund’s portfolio that may
be invested in non-government
securities.644

A number of commenters, however,
raised concerns that the proposed
definition of government money market
fund would permit these funds to invest
up to 20% of their portfolio in non-
government assets, and, contrary to the
goals of our money market fund reforms,
potentially increase risk as stable NAV
government funds may use this 20%
basket to reach for yield.45 One

643 Although government money market funds
may opt-in to fees and gates, we expect these funds
will rarely impose fees and gates because their
portfolio assets present little credit risk.

644 The Proposing Release also would have
required unaffected stable NAV funds, including
government money market funds, to maintain a
stable NAV through penny-rounding pricing (and
generally eliminate amortized cost valuation except
for securities with remaining maturities of 60 days
or less). As discussed in section III.B.5, however,
we have revised our approach and will permit
stable NAV funds to continue to value portfolio
securities using amortized cost and price fund
shares using penny-rounding, as they do today. We
are also providing expanded guidance on the use
of amortized cost. See infra section IIL.D.

645 See, e.g., Goldman Sachs Comment Letter
(suggesting that a new class of money market funds
could emerge that would invest 19.9% of its assets
in higher yield commercial paper and other
privately issued debt while maintaining a stable
NAYV, and under Commission rules, holding itself
out as a government money market fund); HSBC
Comment Letter; CFA Institute Comment Letter;
Systemic Risk Council Comment Letter; Invesco
DERA Comment Letter. One commenter suggested
reducing further the percentage of portfolio assets
required to be invested in government securities
and potentially including state and local
government securities in the permissible
investment basket. See Comment Letter of The
Independent Trustees of the North Carolina Capital
Management Trust (“Sept. 17, 2013) (“NC Cap.
Mgmt. Trust Comment Letter’’). We believe that the
definition of a government money market fund
should not include state and local government
securities as suggested by this commenter. We
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commenter noted that, notwithstanding
the current 20% non-government
security basket, its government money
market funds invest 100% of fund assets
in government securities because doing
so meets the expectations of government
money market fund investors.646

We agree with commenters who
suggested that permitting government
funds to invest potentially up to 20% of
fund assets in riskier non-government
securities may promote a type of hybrid
money market fund that presents new
risks that are not consistent with the
purposes of the money market reforms
adopted today.647 One commenter
suggested that without a 20% basket,
there may be an oversupply of
commercial paper that disrupts
corporate funding (presumably a result
of a shift of assets out of institutional
prime funds required to adopt our
floating NAV reform).648 As a result,
this commenter suggested that the
Commission wait until after final rules
are adopted to evaluate the use of the
20% basket, including the effects on
commercial paper supply, and then
consider phasing the 20% basket out
over time, if appropriate. We disagree.

discuss the risks present in these types of securities
and municipal money market funds in general, infra
section III.C.3. See also infra note 773 and
accompanying text. In addition, as discussed above,
reducing further the percentage of assets that must
be invested in government securities undercuts the
goals of this rulemaking. A few commenters also
raised concerns about the economic effects of not
applying our floating NAV reform to government
funds, including promoting the ability of the federal
government to borrow at the expense of state and
local governments and private issuers. See, e.g.,
Comment Letter of Arnold & Porter LLP on behalf
of Federated Investors [Alternative 1] (Sept. 13,
2013) (“Federated III Comment Letter’’); Mass.
Governor Comment Letter; Systemic Risk Council
Comment Letter. We address the macroeconomic
effects of the floating NAV requirement and related
exemptions in section III.K. One commenter also
noted that because stable NAV funds (including
government money market funds) would no longer
be permitted to value securities using amortized
cost, these funds would still incur many of the same
operational burdens as floating NAV funds. See
Federated II Comment Letter; Federated III
Comment Letter. As discussed in section IILB.5,
however, we have revised our approach from the
Proposing Release and will permit both retail and
government money market funds to continue to
value portfolio securities using amortized cost and
use the penny-rounding method of pricing.

646 See Fidelity DERA Comment Letter.

647 See, e.g., Comment Letter of BlackRock, Inc.
(June 6, 2013) (“‘Blackrock I Comment Letter”’); CFA
Institute Comment Letter (noting that “the 80
percent requirement [. . .] would undermine the
implied NAV stability of a [glovernment fund[’]s
structure. Allowing fund managers to invest as
much as 20 percent of their assets in securities and
instruments with greater volatility in value than
government securities, while continuing to operate
as stable NAV funds creates potential problems.”).

648 See Blackrock DERA Comment Letter. We
discuss in section IILK below the macroeconomic
effects of a potential shift in assets out of
institutional prime money market funds and into
alternative investment products.

As stated above, the reason for not
applying our fees and gates and floating
NAV reforms to government money
market funds is, in part, a recognition of
the relative stability of this type of
money market fund, through its lack of
credit risk. It would limit the
effectiveness of our floating NAV
reform, for example, to allow a hybrid
government fund to develop and
potentially present credit risk to
institutional investors seeking greater
yield, while keeping the benefit of a
stable NAV.

As noted above, many commenters
suggested completely eliminating the
20% basket.649 One commenter
suggested a smaller de minimis basket,
for example 5%.65° Our approach
includes a 0.5% de minimis basket in
which government funds may invest in
non-government securities. In order to
evaluate an appropriate de minimis
amount of non-government securities,
Commission staff, using Form N-MFP
data, analyzed the exposure of
government money market funds to
non-government securities between
November 2010 and November 2013.651

This analysis showed, among other
things, that as of November 2013,
approximately 17% of all money market
funds were government funds and that
average total net assets of government
funds remained fairly constant at near
$500 billion since March of 2012.652 An
analysis of the data also showed that,
between November 2010 and November
2013, government money market funds
generally invested between 0.5% and
2.5% of their total amortized cost dollar
holdings in non-government securities

649 See, e.g., Goldman Sachs Comment Letter;
HSBC Comment Letter; see Fidelity DERA
Comment Letter.

650 See CFA Institute Comment Letter.

651 See DERA Memorandum regarding
Government Money Market Fund Exposure to Non-
Government Securities, dated March 17, 2014
(DERA Government MMF Exposure Memo”)
available at http://www.sec.gov/comments/s7-03-
13/s70313-322.pdf. This analysis categorized
securities into two types: “government securities”
and “other securities.” “Government securities”
includes Treasury Debt, Treasury Repurchase
Agreements, Government Agency Debt, and
Government Agency Repurchase Agreements.
“Other securities” includes all remaining non-
government securities (as referred to above), such
as non-government tri-party repurchase agreements,
financial company commercial paper, and variable
rate demand notes without a demand feature or
guarantee. Although this analysis sought, where
possible, to identify “other securities”” that may
actually qualify as “government securities,” it is
possible that some assets classified as other
securities may still qualify as government
securities. Accordingly, the results of this analysis
should be viewed as upper bounds on the extent to
which government money market funds invest in
“other securities” (i.e. non-government securities).

652 See id. (reporting based on Form N-MFP data,
as of November 2013, 97 government money market
funds out of 565 total money market funds).

and, more recently closer to 0.5% in
non-government securities from
November 2012 to November 2013.653
For example, the 90th percentile of
reporting government money market
funds demonstrates that investments in
non-government securities declined
from 12.7% (representing 11 funds) in
November 2010 to nearly zero in
November 2013.654

A few commenters suggested that this
analysis is flawed because it
inappropriately focuses on the historical
use of the non-government securities
basket to predict future use of the 20%
basket, when we cannot accurately
predict how investors will react
following the adoption of proposed
regulatory changes, such as a floating
NAV.655 One commenter further
suggested that the analysis instead
should address the potential systemic
risk posed by a hybrid fund.65¢ As other
commenters noted, however, we
recognize the potential for increased
investor interest in hybrid government
money market funds, and as discussed
above, we are concerned that continuing
to permit government money market
funds to invest potentially up to 20% of
fund assets in non-government
securities presents risks that are
contrary to goals of this rulemaking. In
fact, the concern raised by these
commenters, suggesting that the
historical use of the 20% basket is
irrelevant in the context of a future
regulatory regime that includes a
floating NAV reform, further supports
our concern that retaining the 20% non-
government securities basket is likely to
result in increased risk taking by

653 Id.

654 Id.

655 See, e.g., Comment Letter of the Dreyfus
Corporation (Apr. 23, 2014, DERA Study) (“Dreyfus
DERA Comment Letter”) (expecting that the staff’s
analysis would not show significant industry
investment by government fu