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The following comments are submitted on behalf of Federated Investors, Inc. 
("Federated") with respect to the Joint Notice of Proposed Rulemaking ("NPR") 
published by the Agencies in the Federal Register on September 25,2006~ relating to the 
implementation of the Base1 Committee on Banking Supervision's Revised Framework 
for International Capital Measurement and Capital Standards ("Basel II"). 

Federated's comments relate solely to the impact of the NPR on the highest 
quality money market mutual h d s  ("MMFs").~ Federated, a major issuer of MMFs, 
respectfblly submits that the NPR would assign unreasonably high risk weights to top- 
rated MMFs, and would therefore create a needless and undesirable disincentive for 
institutions subject to Base1 I1 to use these MMFs as a safe and efficient medium for 
managing cash and holding temporary liquidity. 

Top-rated MMFs have characteristics that distinguish them fiom all other types of 
investment funds, including MMFs rated in lower categories. First, all MMFs are subject 
to special rules of the Securities and Exchange Commission ("SEC") intended to assure 
the quality and liquidity of MMF portfolios. Second, MMFs, rated in the highest rating 
category by the nationally recognized statistical rating organizations ("NRSROs"), must 
satisfy additional demanding requirements of the rating agencies relating to the liquidity, 
quality, maturity and diversification of the portfolio, as well as to the adequacy of 
management and internal controls. For these reasons, Federated requests that the final 
version of the Agencies rules implementing Base1 I1 (the "Final Base1 I1 Rules") 
recognize these special characteristics in the assignment of risk weights by affording top- 
rated MMFs the same treatment as top-rated tranches of securitizations. 

I. The Background of MMFs. 

A. General. 

MMFs are open-end management investment companies registered under the 
Investment Company Act of 1940 (the "1940 Act") that have as their investment 

' Risk-Based Capital Standarb: Advanced Capital Adequacy Framework and Market 
Risk; Proposed Rules and Notices, 71 Fed. Reg. 55829 (Sept. 25,2006) ("Basel IINPR). 

* These comments may be considered as responsive to Question 59 in the NPR, Base1 II 
NPR, supra note 1,71 Fed. Reg at 55899. 
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objective the generation of income and preservation of capital and liquidity through 
investment in short-term, high quality securities. First introduced in 1972, MMFs today 
hold total assets of more than $2.3 trillion. MMFs offered by Federated hold total assets 
in excess of $160 billion. 

MMFs seek to maintain a stable share price, typically $1 .OO per share, which has 
encouraged investors to view MMFs as an alternative to bank deposits or checking 
accounts, even though MMFs do not have federal deposit insurance. The SEC has 
observed that "investors generally treat money market funds as cash investment^,"^ 

MMFs have been widely accepted by institutional investors. As the Investment 
Company Institute has noted, corporations have shown a preference to outsource cash 
management to MMFs rather than holding liquid securities directly? By using MMFs 
institutions are able to obtain daily liquidity at par, together with true daily choice, 
flexibility and economies of scale that are unavailable through internal management of 
their liquid assets.' As of year-end 2005, U.S. businesses held about 19 percent of their 
short-term assets in MMFS.~ 

"Prime" MMFs typically invest in a variety of high-quality, short-duration 
assets, such as commercial paper, medium-term notes, bankers' acceptances, corporate 
debt, and certificates of deposit, as well as obligations of the U.S. government and 
government-sponsored agencies, and are highly rated by the NRSROs. Other funds may 
invest predominantly in U.S. Treasuries and obligations of government-sponsored 
enterprises, or solely in Treasuries ("government" funds), or in a variety of municipal 
securities ("'municipal" funds). Government and municipal funds may also be rated by 
the NRSROs. These comment. address solely the NPR's impact on those prime, 
government and municipal funds that receive the highest ratings, typically Triple-A, 
from the NRSROs 

Revisions to Rules Regulating Money Market Funds, Investment Company Act Rel. No. 
2 1837 (Mar. 21,1996,6 1 Fed. Reg. 13955,13957 (Mar. 28,1996) ("'Money Market Rule 
Revisions"). 
4 Investment Company Institute, Mutual Fund Fact Book at 30 (42d ed. 2002). 
'See id. 

Investment Company Institute, 2006 Investment Company Fact Book at 25 (46" ed. 
2006). 
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B. SECRegulations Governing MMFs. 

Under the 1940 Act and its implementing rules, mutual funds generally are 
required to value portfolio investments at market value (or if market values are not 
readily available, at fair value) and to calculate current net asset value per share as the 
basis for issuing or redeeming shares. However, the SEC has exempted MMFs alone 
from this requirement in order to enable MMFs to maintain a stable share price by using 
the "amortized cost" method of valuation or the bbpe~y-rounding" method of pricing. 
The SEC's Rule 2a-7 under the 1940 ~ c t '  effectively prohibits a registered investment 
company fiom holding itself out to investors "as a money market fund or the equivalent 
of a money market fund" (and thus tiom taking advantage of the exception that allows 
MMFs to maintain a stable net asset value per share) unless it meets specified conditions 
relating to portfolio maturity, portfolio quality, portfolio diversification, and portfolio 
liquidity, These conditions may be summarized as follows8: 

Portfolio Maturity. MMM must maintain a dollar-weighted average portfolio 
maturity appropriate to the objective of maintaining a stable net asset value per share. 
They may not acquire any instrument having a remaining maturity of greater than 397 
calendar days, and may not maintain a dollar-weighted average portfolio maturity of 
more than 90 days. 

Portfolio Quality. MMFs may purchase only securities that are denominated in 
United States dollars, that pose minimal risk to the fund, and that qualify as "Eligible 
Securities" under the rule. "Eligible Securities" are defined generally as (1) securities 
that are rated in one of the highest two short-term rating categories by a nationally 
recognized statistical rating organization, or (2) comparable unrated securities. Such 
securities must be determined by the fund's board of directors to present minimal credit 
risks. MMFs other than government and municipal MMFs may not have more than 5 

'Securities and Exchange Comrn., Rules and Regulations Under the Investment 
Company Act of 1940 $2a-7, 17 C.F.R. 4270.2a-7. 
* A more detailed discussion of SEC Rule 2a-7, including a description of the amortized 
cost and penny-rounding methodologies, is attached as Appendix A, together with the full 
text of the rule. 
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percent of their assets invested in Eligible Securities that are not in the highest rating 
category. 

Porrflio ~iversifcation. Rule 2a-7 subjects MMFs to a variety of requirements 
designed to limit the fund's exposure to the credit risk of any single issuer. 

Portfolio Liquidity. SEC rules also subject MMFs to stringent portfolio liquidity 
standards. MMFs are limited to investing no more than 10 percent of their assets in 
illiquid securities. The SEC considers a security to be illiquid if it cannot be disposed of 
within seven days in the ordinary course of business at approximately the price at which 
the fund has valued it.9 

As a result of these SEC rules, an MMF is effectively precluded fiom investing in 
securities having an equity risk, and as a consequence MMFs do not invest in equities. 

C. The rat in^ of MMF Shares 

Major NRSROs in the United States regularly rate MMFs, and their ratings 
criteria build significantly on the requirements of SEC Rule 2a-7. Indeed, an important 
aspect of the regular monitoring of MMFs by the rating agencies is to corroborate that the 
requirements of Rule 2a-7 relating to credit quality, diversification, maturity and liquidity 
are actually being observed. For an MMF to obtain a top rating, however, the NRSROs 
will apply even more stringent requirements than Rule 2a-7. For example, while Rule 2a- 
7 requires that an MMF maintain a weighted average maturity of 90 days or less in its 
portfolios, both Standard & Poor's and Fitch require a weighted average maturity of not 
more than 60 days in order to obtain a triple-A rating. S&P states explicitly that 

"there are significant differences between the minimum standards required by 
Rule 2a-7 and Standard & Poor's rating criteria for the highest rating categories. 
In fact, a fund that meets the minimum regulatory requirement would at best 
qualify for a 'BBB,' rating fiom Standard & ~oor's." '~ 

Money Market Rule Revisions, supra note 3,61 Fed. Reg. at 13966. 

lo Standard & Poor's, Fund Ratings Criteria at 9-10 (2005). 
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The NRSROs also go beyond the requirements of Rule 2a-7 by making their own 
assessmentsof a fund's policies, procedures, management and oversight.'' As Fitch 
states, "an assessment of management's qualifications and specific track record in 
managing the fund under review. .. is an integral part of the fund rating process."'2 
Similarly, Moody's will assess fund management, as well as the professional skills and 
track record of the fund's investment advisor, in addition to the fund's operational 
procedures and controls.13 

While all MMFs must satisfy the requirements of Rule 2a-7, only those that also 
meet the most rigorous standards of the NRSROs are awarded the highest rating. As of 
January 16,2007: 

4 1 percent of all MMFs, representing 45 percent of total MMF assets, have at 
least one AAA rating; 

19percent of all MMFs, holding 21 percent of all MMF assets, are rated AAA by 
S&P and Moody's; and 

7 percent of all MMFs, holdin 14 percent of all MMF assets, are rated AAA by 
all three major rating agencies.f4 

D. The Safetv Record of MMFs. 

MMFs that may invest in the full range of securitiespermitted by Rule 2a-7 have 
had an impressiverecord of safety for over 34 years. The vast majority of such funds 
have never invested in any money market instrument that did not pay off at maturity. 
While there have been relatively isolated circumstances in which an MMF has 
experienced the potential for deviations between its stabilized share price and its market 
based per share net asset value by virtue of its investments in all but one of such instances 

I '  We have attached at Appendix B excerpts from publications of Fitch, Moody's and 
Standard & Poor's describing their processes and requirements for rating MMFs. 
12 Fitch Ratings, U.S. Money Market Fund Ratings, p. 5 (March 3,2006). 
l 3  Moody's Investor Services,Moody's Managed Funds Credit Quality Ratings
Methodolgy, p.4 (June 2004) 
l4 See Appendix C 
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the funds' investment advisers have purchased the distressed or defaulted securities fiom 
their fundsat their amortized cost value, plus accrued interest, or have contributed capital 
to the fund to maintain the constant share price.15 Despite these incidents, "no individual 
investor has ever lost money in a modem money market fund."16 

Most important for the purposes of the Basel I1 NPR, no investor, individual or 
institutional, has ever lost money in a top-rated prime, government or municipal 
MMF. 

11. The NPR's Treatment of MMFs. 

A. The Look-Through Approach 

The NPR defines four categories of asset exposures: wholesale credit, retail 
credit, securitizations, and equities,17 Shares in an "investment fund"18 are treated as 
equities.19 While equities are generally risk-weighted at 300 percent, if they are publicly 
traded, or 400 percent, if they are not publicly traded, the NPR has proposed, in Section 
54, special rules for equity exposures to investment funds? Specifically, the NPR 
proposes to adopt a "look-through" approach with respect to shares in an investment 

l5 Money Market Rule Revisions, supra, 61 Fed Reg. at 13972 n.162. While MMF 
sponsors do not provide credit backing for their funds, Federated maintains uncommitted 
backup liquidity lines for various of its mutual funds with two different high quality 
banks. 

l6 iMoneyNet, "Money Fund Basics," (available at 
http://www.imoneynet.comlmfF3asics.htm) (accessed January 4,2006). 
l7  Basel l I NPR, supra, 71 Fed. Reg. at 55858-60. 

l8 An "investment fund"is defined as a company "(1) all or substantially all of the assets 
of which are financial assets; and (2) that has no material liabilities." Basel 11NPR, 
supra, 71 Fed. Reg. at 55917. 
l9 Although the NPR treats shares in investment funds as equities, it should be noted that 
the NPR definition of an "equity exposure" excludes ownership interests that are 
"redeemable.: Basel NPR, supra, 7 1 Fed. Reg at 559 15. All MMF shares are fully 
redeemable. 

20 Basel 11NPR, supra, 71 Fed. Reg. at 55945. 

http://www.imoneynet.comlmfF3asics.htm)
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h d ,  so that the actual risk weighting for such shares would be based on the risk 
weightings for the exposures held or potentially held in the fund's portfolio. The NPR 
sets out three available methodologies: 

The "Full Look-Through "Approach. This is essentially a weighted-average 
approach based on the find's actual holdings. A bank may risk-weight its holding of 
fund shares as the greater of (1) the product of (i) the risk weights for each of the 
securities held by the fund (calculated as if they were held directly by the bank), and (ii) 
the bank's proportional ownership share of the h d ,  or (2) 7 percent of the carrying value 
of the bank's interest in the fund. 

The Simple Modifled Look-Through Approach. Where the bank cannot 
determine the composition of the h d ,  the risk weight for the bank's holding of h d  
shares would be the greater of the carrying value of the bank's interest times (1) the 
highest risk weight2' applicable to any exposure the fund is permitted to hold, or (2) 7 
percent. 

The Alternative Modified Look-Through Approach, Under this approach the 
bank may risk-weight its fund shares on a pro rata assignment of risk weights applicable 
to the fund's holdings based on the investment limits in the fund's prospectus. If the sum 
of the investment limits exceeds 100 percent, the bank must assume that the fund invests 
to the maximum extent permitted in the assets with the highest risk weights, and then 
continues to make investments in assets with the next highest weight, and so on. 
However, the aggregate risk weight for the fund shares may not be less than 7 percent. 

While these approaches may serve well for investment funds holding equities, or 
for MMFs that do not enjoy the highest ratings of the NRSROs, they significant penalize 
top-rated, prime MMFs, as well as MMFs holding only governments. 

First, the "look-through" approaches would impose unduly high risk weights on 
the shares of top-rated prime or municipal MMFs in any case where these approaches 
would result in an overall weighted average risk weighting in excess of 7 percent. This 
would be the case under the "full look-through" approach, for example, where more than 

21 As determined by reference to Table 10 in the NPR, "Modified Look-Through 
Approaches for Equity Exposures to Investment Funds," Basel II NPR,supra, 71 Fed. 
Reg. at 55946. 
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35 percent of the fund's portfolio consisted of investments in securities having a risk 
weight of 20 percent. It would also be the case under the other two approaches where the 
h d ' s  prospectus permitted unlimited investments in securitieshaving a 20 percent risk 
weight. 

The results with regard to government funds are even more onerous, since such 
funds invest predominantly, if not entirely,= in assets having a zero percent risk 
weighting, such as obligations of the U.S. government. In such cases, a "look-through" 
risk weighting of the fund shares would likely be less than 7 percent. Federated knows of 
no empirical basis for imposing a 7 percent minimum risk weighting on such shares, thus 
treating them as having a risk characteristicgreater than the risks in the fund's portfolio. 

In. A Pro~osedAlternative Treatment for MMFs. 

Federated proposes and requests that the Final Base1 I1 Rule exclude fi-omthe 
treatment otherwise rovided for exposuresto investment h d s  MMFs that corn ly with 
the SEC's Rule 2a-7 P3 and that are rated in the highest category by the NRSROs. 44

Specifically, Federated requests: 

That shares in prime MMFs rated in the highest rating grade by an NRSRO 
be assigned a risk weighting of 7 percent -- equivalent to that applicableto 
comparably rated securitization exposures; and 

That shares in government and municipal h d s  rated in the highest rating 
grade by an NRSRO be assigned a risk weighting calculated under one of the 
"look-through" approaches, but not more than 7 percent. 

Federated's U.S. Treasury Cash Reserves and Government ObligationsTax-Managed
Funds, for example, invest only in short-term U.S.Treasury or agency securities. 
23 AS indicated above, an investment fund subject to the SEC's jurisdiction cannot hold 
itself out as a money market mutual fund unless it is in compliance with Rule 2a-7. 

24 It should be emphasized that Federated is urging this treatment for investment 
h d s  generally or for MMFs that do not enjoy the highest rating of the NRSROs. 
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We have set forth in Appendix D suggested amendments to Section 54 that would 
accomplish this alteration. 

Federated believes that there are a number of compellingreasons for the Agencies 
to adopt the approach we have suggested: 

Most important, by using compliancewith the SEC rule governing MMFs, 
as well as the attainment of the highest rating category of an NRSRO, as 
criteria for eligibility for special treatment for these MMFs, the Agencies 
would have an extremely strongbasis for distinguishingthe highest quality, 
least risky MMFs fiom other types of investment h d s  that may present 
greater risk characteristics or equity-like exposures. Moreover, by 
conditioning such special treatment on the requirements that an MMF both 
comply with Rule 2a-7and maintain the highest rating grade, the Agencies 
can be comfortablethat an investment in the shares of such an MMF does 
not present any market, credit, liquidity, or operational risk greater than that 
implied by a 7 percent risk weighting. 

Moreover, the treatment we propose would put qualifying MMFs on a par 
with the most highly rated senior securitization tranches, which the NPR 
affords a 7 percent risk weighting. This treatment of securitizationsreflects 
the fact that the risks involved in holding senior tranches are mitigated by 
the existence of subordinate tranches, notwithstandingthe risk 
characteristicsof the underlying securities. It also recognizes the inherent 
difficultyof risk-weighting a securitythat represents an interest in an 
underlying pool. While prime MMFs do not have the protection of 
subordinated interests, they must meet stringent standards of quality, 
maturity, diversification and liquidityboth under the SEC rule and in order 
to obtain an NRSRO rating comparableto that of the highest-rated 
securitizations. 

Highly-rated MMFs can serve an extremely important role for banks by 
providing them with a safe, proven and efficient cash management tool. The 
diversificationthat can be achieved through the use of an A4MF diminishes, 
and does not increase, risk. 
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While banks can hold directly the same investmentsthat are permissible for 
MMFs, there are likely to be greater transaction costs involved, and thus 
greater inefficiencies, for a bank to attempt to achieve the same 
diversification as is available through an MMF. The Agencies should not 
create a needless disincentive for banks to forego the efficienciesand 
diversificationthat can be realized through MMFs. 

Finally, by assigning a flat 7 percent risk weight based on the top rating of 
an NRSRO,the rule would eliminate the cost and burden of having to risk-
weight separately each of the hundreds of securities held in an MMF's 
portfolio. We understand that a similar concern was one of the 
considerations that led to the flat 7 percent charge on top-rated 
securitizations,and it is equally applicable with respect to MMFS." 

Respecthlly submitted, 

Arnold & Porter LLP 

Attorneys for Federated Investors, Inc. 

''Federated provides institutional investors in its MMFs with month-end reports on the 
makeup of the h d s '  portfolios. An example of such a report is attached asAppendix E. 
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The SEC's Rule 2s-7 

The essence of MMFs is their ability to maintain a constant share price -- generally $1 .OO --
notwithstanding the requirements in section 2(a)(41) of the 1940 Act, 1 5 U.S.C.580a-2(a)(41) 
and the SEC rules implementing that section, 17 C.F.R. 55270.2a-4 and 270.22~-1, that mutual 
funds generally value portfolio investments at market value (or if market values are not readily 
available, at fair value) and that sales, redemptions or repurchases of mutual fund shares be 
effected at net asset value per share. 

Under the SEC's Rule 2a-7, MMFs may use either of two alternative methodologies for 
establishing the price or redemption value of their shares -- the Amortized Cost Method or the 
Penny-Rounding Method. Under the Amortized Cost Method, portfolio securities are valued at 
the fund's acquisition cost as adjusted for amortization of premium or accretion of discount, 
rather than at their value based on cment market factors. 17C.F.R $2a-7(a)(2). Under the 
Penny-Rounding Method shares are priced for purposes of distribution, redemption and 
repurchase at net asset value or amortized cost rounded to the nearest one percent, or one cent on 
a share value of a dollar. 17 C.F.R 8270.2a-7(a)(l8). 

While Rule 2a-7 does not expressly define MMFs, it provides a comprehensive legal 
framework for MMFs, both by conditioning a fund's ability to hold itself out as an MMF and by 
conditioning the fund's ability to use one of the methodologies described above in order to 
maintain a constant price per share. 

hold in^ Out as an MMF. Rule 2a-7(b)(l) makes it an untrue statement of material fact for 
a fund to be held out "as a money market fimd or the equivalent" unless specified conditions 
relating to portfolio maturity, quality and diversification (the "2a-7 Conditions") are satisfied, 
and Rule 2a-7(b)(2) and (3) state that it shall constitute "the use of a materially deceptive or 
misleading name or title" for a fund to use the term "money market" as part of its name, or to 
suggest that it is a money market fund by using such terms as "cash," "liquid," "money," "ready 
assets," or the like unless the 2a-7 Conditions are satisfied. 

Share Price Calculations. Rule 2a-7(c) provides an exemption from the standard 
requirement that fund shares be priced at net asset value so long as the 2a-7 Conditions are 
satisfied; and provided h t h e r  that the h d ' s  board "determine, in good faith, that it is in the 
best interests of the fund and its shareholders to maintain a stable net asset value per share" by 
using one of the methodologies described above, and that the fund "will continue to use such 
method only so long as the board of directors believes that it fairly reflects the market-based net 
asset value per share," 

The 2a-7 Conditions. 

PortfolioMaturity. MMFs must maintain a dollar-weighted average portfolio maturity 
appropriate to their objective of maintaining a stable net asset value per share. However, they 



may not (i) acquire an instrument with a remaining maturity greater than 397 days, or (ii) 
maintain a dollar-weighted average portfolio maturity greater than 90 days. 

Portfolio Quality. Rule 2a7's conditions relating to portfolio quality are complex and 
extensive. Generally speaking, however, MMFs must limit their portfolios to U.S.dollar-
denominated securities that their boards have determined to present minimal credit risks, and 
that: 

Are rated in one of the two highest short-term rating categories by a 
nationally recognized statisticalrating organization (provided that not 
more of 5 percent of the assets of a taxable fund my be invested in 
securitiesnot in the highest rating category); 

If mated, are of comparable quality to a security meeting the 
requirements for a rating in one of the two highest categories; 

Are rated asset-backed securities; 

Are subject to a rated guarantee or are guaranteed by a rated guarantor; or 

Are fully-collateralizedrepurchase agreements. 

Porgolio Diversifcation. Rule 2a-7's conditionson diversificationare also complex 
and extensive. Generally speaking,however, MMFs may not invest more than 5 percent of their 
total assetsin the securities of a single issuer. In the case of securities not in the highest rating 
category, MMFs are further limited to investing not more than the greater of one percent of their 
total assets or $1 million in the securities of a single issuer. 

Downgrades and Defaults. If the rating of a portfolio security held by an MMF is 
downgraded (or if the fund's board determines that an mated securityis no longer of 
comparable quality), the fund's board must, unless the security is disposed of with five business 
days, promptly reassess whether the security continues to present minimal credit risks and take 
such action as it determines to be in the best interest of the fund and its shareholders. 

If there is a default with respect to a portfolio security, or if a security ceases to be eligible 
for investment by an MMF or no longer presents minimal credit risks, or if there is an event of 
insolvency on the part of the issuer or guarantor, the MMF must generally dispose of the security 
as soon as practicable. If such default or event account for more than one-half of one percent of 
the fund's assets, the fund must promptly notify the SEC and describe the actions in intends to 
take. 

The Text of Rule 2a-7. The full text of Rule 2a-7 follows: 



5 270.2a-7 Money market funds. 

(a) Defnitions. (1) Acquisition (or Acquire) 
means any purchase or subsequent 
rollover (but does not include the failure to exercise 
a Demand Feature). 

(2) Amortized Cosr Method of valuation 
means the method of calculating an investment 
company's net asset value whereby portfolio 
securities are valued a the fund's Acquisition cost as 
adjusted or amortization of premium or 
accretion of discount rather than at 
their value based on current rnarloet 
factors. 

(3) Asset Backed Securiry means a 
fixed income security (other than a 
Govenunent security) issued by a Special 
Purpose Entity (as defined in this 
paragraph), substantially all of the assets 
which consist of Qualifying Assets 
(as defined in this paragraph). Special 
Pwpose Entity means a trust, corporation, 
partnership or other entity organized 
for the sole purpose of issuing securities 
that entitle their holders to receive 
payments that depend primarily 
on the cash flow from Qualifying Assets, 
but does not include a registered 
investment company. Qualifying Assets 
means financial assets, either fixed or 
revolving, that by their terms convert 
into cash within a finite time period, 
plus any rights or other assets designed 
to assure the servicing or timely distribution 
of proceeds to security holders. 

(4) Business Day means any day, other 
than Saturday, Sunday, or any customary 
business holiday. 

(5) Colheralized Fully means 
"Collateralized Fully" as defined in 
Q 270.5b-3(c)(l). 

(6) Conditional Demand Feature means 
a Demand F e a m  that is not an Unconditional 
Demand Feature. A Conditional 
Demand Feature is not a Guarantee. 

(7)Conduit Security means a security 
issued by a Municipal Issuer (as defined 
in this paragraph) involving an arrangement 
or agreement entered into, drectly or indirectly, 
with a person other than a Municipal Issuer, which 
arrangement or agreement provides for 
or secures repayment of the security. 
Municipal Issuer means a state or temtory 
of the United States (including 
the District of Columbia), or any political 
subdivision or public instrumentality 

of a state or temtory of the 
United States. A Conduit Security does 
not include a security that is: 

(i) Fully and unconditionally guaranteed 
by a Municipal Issuer; or 

(ii) Payable from the general revenues 
of the Municipal Issuer or other 
Municipal Issuers (other than those 
revenues derived from an agreement or 
arrangement with a person who is not 
a Municipal Issuer that provides for or 
secures repayment of the security 
issued by the Municipal Issuer); or 

(iii) Related to a project owned and 
operated by a Municipal Issuer; or 

(iv) Related to a facility leased to 
and under the control of an industrial 
or commercial enterprise that is part 
of a public project which, as a whole, is 
owned and under the control of a Municipal 
Issuer. 

(8) Demand Feature means: 
(i) A feature permitting the holder of 

a security to sell the security at an exercise 
price equal to the approximate amortized cost of the 
security plus accrued interest, if any, at the time of 
exercise. A Demand Feature must be 
exercisable either: 

(A) At any time on no more than 30 
calendar days' notice; or 

(B) At specified intervals not exceeding 
397 calendar days and upon no more 
than 30 calendar days' notice; or 

(ii) A feature permitting the holder 
of an Asset Backed Security unconditionally 
to receive principal and interest 
within 397 calendar days of making 
demand. 

(9) Demand Feature Issued By A Non- 
Controlled Person means a Demand Feature 
issued by: 

(i) A person that, directly or indirectly, 
does not control, and is not controlled 
by or under common control 
with the issuer of the security subject 
to the Demand Feature (control means 
"control" as defined in section 2(a)(9) 
of the Act (15 U.S.C. 80a-2(a)(9)); or 

(ii) A sponsor of a Special Purpose 
Entity with respect to an Asset Backed 
Security. 

(10) Eligible Secudy means: 
(i) A Rated Security with a remaining 

maturity of 397 calendar days or 
less that has received a rating from the 
Requisite NRSROs in one of the two 



highest short-term rating categories 
(within which there may be sub-categories 
or gradations indicatiug relative 
standing); or 

(ii) An Unrated Security that is of 
comparable quality to a security meeting 
the requirements for a Rated Security 
in paragraph (a)(lO)(i) of this section, 
as determined by the money market 
fund's board of directors; Provided, 
however, that: 

(A) A security that at the time of 
issuance had a remaining maturity of 
more than 397 calendar days but that 
has a remaining maturity of 397 calendar 
days or less and that is an 
Unrated Security is not an Eligible Security 
if the security has received a 
long-term rating from any NRSRO that 
is not within the NRSRO's three highest 
long-term ratings categories (within 
which there may be subcategories 
or gradations indicating relative standing), 
unless the security has received a 
long-term rating from the Requisite 
NRSROs in one of the three highest 
rating categories; 

(B) An Asset Backed Security (other 
than an Asset Backed Security substantially 
all of whose Qualifying Assets 
consist of obligations of one or 
more Municipal Issuers. as that term is 
defined in paragraph (a)(7) of this section) 
shall not be an Eligible Security 
unless it has received a rating from an 
NRSRO. 

(iii) In addition, in the case of a security 
that is subject to a Demand Feature 
or Guarantee: 

(A) The Guarantee has received a rating 
from an NRSRO or the Guarantee 
is issued by a guarantor that has received 
a rating from an NRSRO with 
respect to a class of debt obligations 
(or any debt obligation within that 
class) that is comparable in priority 
and security to the Guarantee, unless: 

( I )  The Guarantee is issued by a person 
that, directly or indirectly, controls. 
is controlled by or is under common 
control with the issuer of the security 
subject to the Guarantee (other 
than a sponsor of a Special Purpose Entity 
with respect to an Asset Backed 
Security); 

(2) The security subject to the Guarantee 

is a repurchase agreement that is 
Collateralized Fully;or 

(3)The Guarantee is itself a Government 
Security; and 

(B) The issuer of the Demand Feature 
or Guarantee, or another institution, 
has undertaken promptly to notify the 
holder of the security in the event the 
Demand Feature or Guarantee is substituted 
with another Demand Feature 
or Guarantee (if such substitution is 
permissible under the terms of the Demand 
Feature or Guarantee). 

(11)Event of Insolvency means "Event 
of Insolvency" as defined in 3 270.5b-
3(c)(2). 

(12) First Zier Security means any Eligible 
Security that: 

(i) Is a Rated Security that has received 
a short-term rating from the 
Requisite NRSROs in the highest 
short-term rating category for debt obligations 
(within which there may be 
sub-categories or gradations indicating 
relative standig); or 

(ii) Is an Unrated Security that is of 
comparable quality to a security meeting 
the requirements for a Rated Security 
in paragraph (a)(12)(i) of this section, 
as determined by the fund's board 
of directors; or 

(i) Is a security issued by a registered 
investment company that is a 
money market fund; or 

(iv) Is a Government Security. 
(13) Floa.ng Rate Security means a security 

the terms of which provide for 
the adjustment of its interest rate 
whenever a specified interest rate 
changes and that, at any time until the 
final maturity of the instrument or the 
period remaining until the principal 
amount can be recovered through demand, 
can reasonably be expected to 
have a market value that approximates 
its amortized cost. 

(14) Government Securiry means any 
"Government security" as defmed in 
section 2(a)(16) of the Act (15 U.S.C. 
80a-2(a)(16)). 

(15) Gumanfee means an unconditional 
obligation of a person other than 
the issuer of the security to undertake 
to pay, upon presentment by the holder 
of the Guarantee (if required), the principal 
amount of the underlying security 



plus accrued interest when due or 
upon default, or, in the case of an Unconditional 
Demand Feanue, an obligation 
that entitles the holder to receive 
upon exercise the approximate 
amortized cost of the underlying security 
or securities, plus accrued interest, 
if any. A Guarantee includes a letter 
of credit, financial guaranty (bond) 
insurance, and an Unconditional Demand 
Feature (other than an Unconditional 
Demand Feature provided by the 
issuer of the security). 

(16) Guarantee Issued By A Non-Controlled 
Person means a Guarantee issued 
by: 

(i) A person that, directly or indirectly, 
does not control, and is not controlled 
by or under common control 
with the issuer of the security subject 
to the Guarantee (control means "control" 
as defined in section 2(a)(9) of the 
Act (15 U.S.C. 80a-2(a)(9)); or 

(ii) A sponsor of a Special Purpose 
Entity with respect to an Asset Backed 
Security. 

(17) NRSRO means any nationally 
recognized statistical rating organization, 
as that term is used in paragraphs 
(c)(2)(vi)Q, (F) and (H) of 5 240.15~3-1 of 
this Chapter, that is not an "affiliated 
person," as defmed in section 2(a)(3)(C) 
of the Act (15 U.S.C. 80a-2(a)(3)(C)), of 
the issuer of, or any insurer or provider 
of credit support for, the security. 

(18) Penny-Rounding Method of pricing 
means the method of computing an 
investment company's price per share 
for purposes of distribution, redemption 
and repurchase whereby the current 
net asset value per share is rounded 
to the nearest one percent. 

(19) Rated Securiry means a security 
that meets the requirements of paragraphs 
(a)(19)(i) or (ii) of this section, 
in each case subject to paragraph 
(a)(lg)(iii) of this section: 

(i) The security has received a short-term 
rating from an NRSRO, or has 
been issued by an issuer that has received 
a short-tern rating from an 
NRSRO with respect to a class of debt 
obligations (or any debt obligation 
within that class) that is comparable 
in priority and security with the security; 
or 

(ii) The security is subject to a Guarantee 
that has received a short-term 
rating from an NRSRO, or a Guarantee 
issued by a guarantor that has received 
a short-tenn rating from an NRSRO 
with respect to a class of debt obligations 
(or any debt obligation within 
that class) that is comparable in priority 
and security with the Guarantee; 
but 

(iii) A security is not a Rated Security 
if it is subject to an external credit 
support agreement (including an arrangement 
by which the security has 
become a Refunded Security) that was 
not in effect when the security was assigned 
its rating, unless the security 
has received a short-term rating reflecting 
the existence of the credit support 
agreement as provided in paragraph 
(a)(19)(i) of this section, or the 
credit support agreement with respect 
to the security has received a short-term 
rating as provided in paragraph 
(a)(l9)(ii) of this section. 

(20)Refunded Security means "Refunded 
Security" as defined in 5 270.5b-
3(c)(4).

(21) Requisite NRSROs means: 
(i) Any two NRSROs that have issued 

a rating with respect to a security or 
class of debt obligations of an issuer; or 

(ii) If only one NRSRO has issued a 
rating with respect to such security or 
class of debt obligations of an issuer at 
the time the fund acquires the security, 
that NRSRO. 

(22) Second 7ier Security means any 
Eligible Security that is not a First 
Tier Security. Second Rer Conduit Security 
means any Conduit Security that 
is an Eligible Security that is not a 
First Tier Security. 

(23) Single State Fund means a Tax 
Exempt Fund that holds itself out as 
seeking to maximize the amount of its 
dimbuted income rhat is exempt from 
the income taxes or other taxes on investments 
of a particular state and, 
where applicable, subdivisions thereof. 

(24) Tax Exempt Fund means any 
money market fund that holds itself 
out as distributing income exempt 
from regular federal income tax. 

(25) Total Assets means, with respect 
to a money market fund using the Amortized 



Cost Method, the total amortized 
cost of its assets and, with respect 
to any other money market fund, 
the total market-based value of its assets. 

(26) Unconditional Demand Feature 
means a Demand Feature that by its 
terns would be readily exercisable in 
the event of a default in payment of 
principal or interest on the underlying 
security or securities. 

(27) United States Dollar-Denominated 
means, with reference to a security, 
that all principal and interest payments 
on such security are payable to 
security holders in United States dollars 
under all circumstances and that 
the interest rate of, the principal 
amount to be repaid, and the timing of 
payments related to such security do 
not vary or float with the value of a 
foreign currency, the rate of interest 
payable on foreign currency borrowings, 
or with any other interest 
rate or index expressed in a currency 
other than United States dollars. 

(28) Unrated Security means a security 
that is not a Rated Security. 

(29) Variable Rate Security means a security 
the terms of which provide for 
the adjustment of its interest rate on 
set dates (such as the last day of a 
month or calendar quarter) and that, 
upon each adjustment until the final 
maturity of the instrument or the period 
remaining until the principal 
amount can be recovered through demand, 
can reasonably be expected to 
have a market value that approximates 
its amortized cost. 

@) Holding Ow and Use of Names and 
Zitles. (1) It shall be an untrue statement 
of material fact within the meaning 
of section 34(b) of the Act (15 U.S.C. 
80a-33@)) for a registered investment 
company, in any registration statement, 
application, report, account, 
record, or other document filed or 
transmitted pursuant to the Act, including 
any advertisement, pamphlet, 
circular, form letter, or other sales literature 
addressed to or intended for 
diiuibution to prospective investors 
that is required to be filed with the 
Commission by section 24(b) of the Act 
(15 U.S.C. 80a-24(b)), to hold itself out 
to investors as a money market fund or 

the equivalent of a money market 
fund, unless such registered investment 
company meets the conditions of paragraphs 
(c)(2), (c)(3) and (cI(4) of this 
section. 

(2) It shall constitute the use of a 
materially deceptive or misleading 
name or title within the meaning of 
section 35(d) of the Act (15 U.S.C. 80a- 
34(d)) for a registered investment company 
to adopt the term "money market" 
as part of its name or title or the 
name or title of any redeemable securities 
of which it is the issuer, or to 
adopt a name that suggests that it is a 
money market fund or the equivalent 
of a money market fund, unless such 
registered investment company meets 
the conditions of paragraphs (c)(2), 
(c)(3), and (c)(4) of this section. 

(3) For purposes of this paragraph, a 
name that suggests that a registered 
investment company is a money market 
fund or the equivalent thereof shall 
include one that uses such terms as 
"cash," "liquid," "money," "ready assets" 

or similar terms. 
(c) Share Price Calculations. The current 

price per share, for purposes of 
distribution, redemption and repurchase, 
of any redeemable security 
issued by any registered investment 
company ("money market fund'' or 
"fund"), notwithstanding the requirements 
of section 2(a)(41) of the Act (15 
U.S.C. 80a-2(a)(41)) and of 88 270.2a-4 and 
270.22~-1 thereunder, may be computed 
by use of the Amortized Cost Method 
or the Penny-Rounding Method; Provided, 
however, that: 

( 1 )  Board Findings. The board of directors 
of the money market fund shall 
determine, in good faith, that it is in 
the best interests of the fund and its 
shareholders to maintain a stable net 
asset value per share or stable price per 
share, by virtue of either the Amortized 
Cost Method or the Penny-Rounding 
Method, and that the money market 
fund will continue to use such 
method only so long as the board of directors 
believes that it fairly reflects 
the market-based net asset value per 
share. 

(2)Portfolio Maturity. The money 
market fund shall maintain a dollar-weighted 



average portfolio maturity 
appropriate to its objective of maintaining 
a stable net asset value per 
share or price per share; Provided, however, 
that the money market fund will 
not: 

(i) Except as provided in paragraph 
(c)(2)(i) of this section, Acquire any instrument 
with a remaining maturity of 
greater than 397 calendar days; or 

(ii) In the case of a money market 
fund not using the Amortized Cost 
Method. Acquire a Government Security 
with a remaining maturity of 
greater than 762 calendar days; or 

(iii) Maintain a dollar-weighted average 
portfolio maturity that exceeds 
ninety days. 

(3) Port/oo Quality-i) General. The 
money market fund shall limit its 
portfolio investments to those United 
States Dollar-Denominated securities 
that the fund's board of directors determines 
present minimal credit risks 
(which determination must be based on 
factors pertaining to credit quality in 
addition to any rating assigned to such 
securities by an NRSRO) and that are 
at the time of Acquisition Eligible Securities. 

(ii) Second ner Securifies. Immediately 
after the Acquisition of any 
Second Tier Security: 

(A) Taxable Funds. A money market 
fund that is not a Tax Exempt Fund 
shall not have invested more than five 
percent of its Total Assets in securities 
that are Second Tier Securities; and 

(B)  Tar Exempt Funds. A money market 
fund that is a Tax Exempt Fund 
shall not have invested more than five 
percent of its Total Assets in Conduit 
Securities that are Second Tier Conduit 
Securities. 

(ii) SemCWItiesSubject to Guarantees. A 
security that is subject to a Guarantee 
may be determined to be an Eligible 
Security or a First Tier Security based 
solely on whether the Guarantee is an 
Eligible Security or First Tier Security, 
as the case may be. 

(iv) Securities Subject to Conditional 
Demand Features. A security that is 
subject to a Conditional Demand Feature 
("Underlying Security") may be 
determined to be an Eligible Security 
or a First Tier Security only if: 

(A) The Conditional Demand Feature 
is an Eligible Security or First Tier Security, 
as the case may be; 

(B) At the time of the Acquisition of 
the Underlying Security, the money 
market fund's board of directors has 
determined that there is minimal risk 
that the circumstances that would result 
in the Conditional Demand Feature 
not being exercisable will occur; 
and 

( I )  The conditions limiting exercise 
either can be monitored readily by the 
fund, or relate to the taxability, under 
federal. state or local law, of the interest 
payments on the security; or 

(2) The terms of the Conditional Demand 
Feature require that the fund 
will receive notice of the occurrence of 
the condition and the oppommity to 
exercise the Demand Feature in accordance 
with its terms; and 

(C) The Underlying Security or any 
Guarantee of such security (or the debt 
securities of the issuer of the Underlying 
Security or Guarantee that are 
comparable in priority and security 
with the Underlying Security or Guarantee) 
has received either a short-term 
rating or a long-term rating, as the 
case may be, from the Requisite 
NRSROs within the NRSROs' two highest 
short-term or long-term rating categories 
(within which there may be 
sub-categories or gradations indicating 
relative standing) or, if unrated, is determined 
to be of comparable quality 
by the money market fund's board of 
directors to a security that has received 
a rating from the Requisite 
NRSROs within the NRSROs' two highest 
short-term or long-term rating categories, 
as the case may be. 

(4) Portfolio Di~ers i j i~on- ( i )Issuer 
Divers$cation. The money market fund 
shall be diversified with respect to 
issuers of securities Acquired by the 
fund as provided in paragraphs (c)(4)(i) 
and (c)(4)(i) of this section, other than 
with respect to Government Securities 
and securities subject to a Guarantee 
Issued By A Non-Controlled Person. 

(A) T d e  and National Funds. Immediately 
after the Acquisition of any 
security, a money market fund other 
than a Single State Fund shall not 



have invested more than five percent of 
its Total Assets in securities issued by 
the issuer of the security; Provided, 
however, that such a fund may invest 
up to twenty-five percent of its Total 
Assets in the First Tier Securities of a 
single issuer for a period of up to three 
Business Days after the Acquisition 
thereof; Provided, further, that the fund 
may not invest in the securities of 
more thanone issuer in accordance 
with the foregoing proviso in chis paragraph 
at any time. 

(B)Single Stare Funds.With respect 
to seventy-five percent of its Total Assets, 
immediately after the Acquisition 
of any security, a Single State Fund 
shall not have invested more than five 
percent of its Total Assets in securities 
issued by the issuer of the security; 
Provided, however, that a Single State 
Fund shall not invest more than five 
percent of its Total Assets in securities 
issued by the issuer of the security unless 
the securities are First Tier Securities. 

(C) Second Iier Securities-(I) Tmrable 
Fun&. Immediately after the Acquisition 
of any Second Tier Security, a 
money market fund that is not a Tax 
Exempt Fund shall not have invested 
more than the greater of one percent of 
its Total Assets or one million dollars 
in securities issued by that issuer that 
are Second Tier Securities. 

(2) TarExempt Fun&. Immediately 
after the Acquisition of any Second 
Tier Conduit Security, a money market 
fund that is a Tax Exempt Fund 
shall not have invested more than the 
greater of one percent of its Total Assets 
or one million dollars in securities 
issued by that issuer that are Second 
Tier Conduit Securities. 

(ii) Issuer Divem~cation C a l c ~ o n s .  
For purposes of making calculations 
under paragraph (c)(4)(i) of this section: 

(A) Repurchase Agreements. The Acquisil :ion 
of a repurchase agreement 
may be deemed to be an Acquisition of 
the underlying securitiek, provided the 
obligation of the seller to repurchase 
the securities from the money market 
fund is Collateralized Fully. 

(B) Refirnded Securities. The Acquisition 
of a Refunded Security shall be 
deemed to be an Acquisition of the 

escrowed Government Securities. 
(C) Onduit Securities. A Conduit Security 

shall be deemed to be issued by 
the person (other than the Municipal 
Issuer) ultimately responsible for payments 
of interest and principal on the 
security. 

(D) Asset Backed Securities-(1) General. 
An Asset Backed Security Acquired 
by a fund ("Primary ABS") 
shall be deemed to be issued by the 
Special Purpose Entity that issued the 
Asset Backed Security, Provided, however: 

(i)Holdngs of Primary ABS. Any person 
whose obligations constitute ten 
percent or more of the principal 
amount of the Qualifying Assets of the 
Primary ABS ("Ten Percent Obligor") 
shall be deemed to be an issuer of the 
portion of the Primary ABS such obligations 
represent; and 

(ii) Holdngs of Secondary ABS. If a 
Ten Percent Obligor of a Primary ABS 
is itself a Special Purpose Entity 
issuing Asset Backed Securities ("Secondary 
ABS"), any Ten Percent Obligor 
of such Secondary ABS also shall 
be deemed to be an issuer of the portion 
of the Primary ABS that such Ten 
Percent Obligor represents. 

(2) Restricted Special Pwpose Entities. 
A Ten Percent Obligor with respect to 
a Primary or Secondary ABS shall not 
be deemed to have issued any portion 
of the assets of a Primary ABS as provided 
in paragraph (~)(4)(ii)(D)(l) of 
this section if that Ten Percent Obligor 
is itself a Special Purpose Entity 
issuing Asset Backed Securities ("Restricted 
Special Purpose Entity"), and 
the securities that it issues (other than 
securities issued to a company that 
controls, or is controlled by or under 
common control with, the Restricted 
Special Purpose Entity and which is 
not itself a Special Purpose Entity 
issuing Asset Backed Securities) are 
held by only one other Special hupose 
Entity. 

(3) Demand Features and Guarantees. 
In the case of a Ten Percent Obligor 
deemed to be an issuer, the fund shall 
satisfy the diversification requirements 
of paragraph (c)(4)(iii) of this 
section with respect to any Demand 
Feature or Guarantee to which the Ten 



Percent Obligor's obligations are subject. 
(E)Shares of Other Money Market 

Funds. A money market fund that Acquires 
shares issued by mother money 
market fund in an amount that would 
otherwise be prohibited by paragraph 
(c)(4)(i) of thii section shall nonetheless 
be deemed in compliance with this 
section if the board of directors of the 
Acquiring money market fund reasonably 
believes that the fund in which it 
has invested is in compliance with this 
section. 

(iii) DiversifcananonRules for Demand 
Features and Guarantees. The money 
market fund shall be diversified with 
respect to Demand Features and Guarantees 
Acquired by the fund as provided 
in paragraphs (c)(4)(ii) and 
(c)(4)(iv) of this section, other than with 
respect to a Demand Feature issued by 
the same institution that issued the 
underlying security, or with respect to 
a Guarantee or Demand Feature that is 
itself a Government Security. 

(A) General. Immediately after the 
Acquisition of any Demand Feature or 
Guarantee or security subject to a Demand 
F e a m  or Guarantee, a money 
market fund, with respect to seventy five 
percent of its Total Assets, shall 
not have invested more than ten percent 
of its Total Assets in securities 
issued by or subject to Demand Features 
or Guarantees from the institution 
that issued the Demand Feature 
or Guarantee, subject to paragraphs 
(c)(4)(iii) (B) and (C) of this section. 

(B) Second Tier Demand Features or 
Guarantees. Immediately after the Acquisition 
of any Demand Feature or 
Guarantee (or a security after giving 
effect to the Demand Feature or Guarantee) 
that is a Second Tier Security, a 
money market fund shall not have invested 
more than five percent of its 
Total Assets in securities issued by or 
subject to Demand Features or Guarantees 
from the institution that issued 
the Demand Feature or Guarantee. 

(C)Demand Features or Guarantees 
Issued by Non-Controlled Persons. Immediitely 
after the Acquisition of any security 
subject to a Demand Feature or 
Guarantee, a money market fund shall 
not have invested more than ten percent 

of its Total Assets in securities 
issued by, or subject to Demand Features 
or Guarantees from the institution 
that issued the Demand Feature 
or Guarantee, unless, with respect to 
any security subject to Demand Features 
or Guarantees from that institution 
(other than securities issued by 
such institution), the Demand Feature 
or Guarantee is a Demand Feature or 
Guarantee Issued By A Non-Controlled 
Person. 

(iv) Demand Feature and Guarantee 
Diversiflcarion Calculations-(A) Fractional 
Demand Features or Guarantees. 
In the case of a security subject to a 
Demand Feature or Guarantee from an 
institution by which the institution 
guarantees a specified portion of the 
value of the security, the institution 
shall be deemed to guarantee the specified 
portion thereof. 

(B) Layered Demand Feantres or Guarantees. 
In the case of a security subject 
toDemand Features or Guarantees 
from multiple institutions that have 
not limited the extent of their obligations 
as described in paragraph 
(c)(4)(iv)(A) of this section, each institution 
shall be deemed to have provided 
the Demand Feature or Guarantee 
with respect to the entire principal 
amount of the security. 

(v) Diversifcation Safe Harbor. A 
money market fund that satisfies the 
applicable diversification requirements 
of paragraphs (c)(4) and (c)(5) of this 
section shall be deemed to have satisfied 
the diversification requirements of 
section 5(b)(l) of the Act (15 U.S.C. 80a-
5(b)(l)) and the rules adopted thereunder. 

(5) Demand Features and Guarantees 
Not Relied Upon. If the fund's board of 
directors has determined that the fund 
is not relying on a Demand Feature or 
Guarantee to determine the quality 
(pursuant to paragraph (c)(3) of this 
section), or maturity (pursuant to 
paragraph (d) of this section), or liquidity 
of a portfolio security, and maintains 
a record of this determination 
{pursuant to paragraphs (c)(9)(i) and 
(c)(lO)(vi) of this section), then the 
fund may disregard such Demand Feature 
or Guarantee for all purposes of 
this section. 



(6)Downgrades, Defaults and Other 
Events-(i) Downgrades-(A) General. 
Upon the occurrence of either of the 
events specified in paragraphs 
(c)(6)(i)(A) ( I )  and (2) of this section 
with respect to a portfolio security, the 
board of directors of the money market 
fund shall reassess promptly whether 
such security continues to present 
minimal credit risks and shall cause 
the fund to take such action as the 
board of directors determines is in the 
best interests of the money market 
fund and its shareholders: 

(1) A portfolio security of a money 
market fund ceases to be a Fit Tier 
Security (either because it no longer 
has the highest rating from the Requisite 
NRSROs or, in the case of an 
Unrated Security, the board of directors 
of the money market fund determines 
that it is no longer of comparable 
quality to a First Tier Security); 
and 

(2) The money market fund's investment 
adviser (or any person to whom 
the fund's board of directors has delegated 
portfolio management responsibilities) 
becomes aware that any 
Unrated Security or Second Tier Security 
held by the money market fund 
has, since the security was Acquired by 
the fund, been given a rating by any 
NRSRO below the NRSRO's second 
highest short-term rating category. 

(B)Securities To Be Disposed Of. The 
reassessments required by paragraph 
(c)(6)(i)(A) of this section shall not be 
required if, in accordance with the procedures 
adopted by the board of directors, 
the security is disposed of (or matures) 
within five Business Days of the 
specified event and, in the case of 
events specified in paragraph 
(c)(6)(i)(A)(2) of this section, the board 
is subsequently notified of the adviser's 
actions. 

(C)Special Rule for Certain Securities 
Subject to Demand Features. In the event 
that after giving effect to a rating 
downgrade, more than five percent of 
the fund's Total Assets are invested in 
securities issued by or subject to Demand 
Features from a single institution 
that are Second Tier Securities, 
the fund shall reduce its investment in 

securities issued by or subject to Demand 
Features from that institution to 
no more than five percent of its Total 
Assets by exercising the Demand Features 
at the next succeeding exercise 
date(s), absent a finding by the board 
of directors that disposal of the portfolio 
security would not be in the best 
interests of the money market fund. 

(ii) Defaults and Other Events. Upon 
the occurrence of any of the events 
specified in paragraphs (c)(6)(ii)(A) 
through (D) of this section with respect 
to a portfolio security, the money market 
fund shall dispose of such security 
as soon as practicable consistent with 
achieving an orderly disposition of the 
security, by sale, exercise of any Demand 
Feature or otherwise, absent a 
finding by the board of directors that 
disposal of the portfolio security would 
not be in the best interests of the 
money market fund (which determination 
may take into account, among 
other factors, market conditions that 
could affect the orderly disposition of 
the portfolio security): 

(A) The default with respect to a 
portfolio security (other than an immaterial 
default unrelated to the financial 
condition of the issuer); 

(B) A portfolio security ceases to be 
an Eligible Security; 

(C) A portfolio security has been determined 
to no longer present minimal 
credit risks; or 

(D) An Event of Insolvency occurs 
with respect to the issuer of a portfolio 
security or the provider of any Demand 
Feature or Guarantee. 

(iii) Notice to the Co-ssion. In the 
event of a default with respect to one 
or more portfolio securities (other than 
an immaterial default unrelated to the 
financial condition of the issuer) or an 
Event of Insolvency with respect to the 
issuer of the security or any Demand 
Feature or Guarantee to which it is 
subject, where immediately before default 
the securities (or the securities 
subject to the Demand Feature or 
Guarantee) accounted for 12 of 1 percent 
or more of a money market fund's 
Total Assets, the money market fund 
shall promptly notify the Commission 
of such fact and the actions the money 



market fund intends to take in response 
to such situation. Notification 
under this paragraph shall be made 
telephonically, or by means of a facsimile 
transmission or electronic mail, 
followed by letter sent by first class 
mail, directed to the attention of the 
Director of the Division of Investment 
Management. 

(iv) Defaults for Purposes of Paragraphs 
(c)(6) (ii) and (iii). For purposes 
of paragraphs (c)(6) (ii) and (iii) of this 
section, an instrument subject to a Demand 
Feature or Guarantee shall not 
be deemed to be in default (and an 
Event of Insolvency with respect to the 
security shall not be deemed to have 
occurred) if: 

(A) In the case of an instrument subject 
to a Demand Feature, the Demand 
Feature has been exercised and the 
fund has recovered either the principal 
amount or the amortized cost of the insuument, 
plus accrued interest; or 

(B)The provider of the Guarantee is 
continuing, without protest, to make 
payments as due on the instrument. 

(7)Required Procedures: Amortized Cost 
Method. In the case of a money market 
fund using the Amortized Cost Method: 

(i) General. In supervising the money 
market fund's operations and delegating 
special responsibilities involving 
portfolio management to the 
money market fund's investment adviser, 
the money market fund's board 
of directors, as a particular responsibility 
within the overall duty of care 
owed to its shareholders, shall establish 
written procedures reasonably designed, 
taking into account current 
market conditions and the money market 
fund's investment objectives, to 
stabilize the money market fund's net 
asset value per share, as computed for 
the purpose of distribution, redemption 
and repurchase, at a single value. 

(ii) Specific Procedures. Included within 
the procedures adopted by the board 
of directors shall be the following: 

(A)Shadow Pricing. Written procedures 
shall provide: 

(I)That the extent of deviation, if 
any, of the current net asset value per 
share calculated using available market 
quotations (or an appropriate substitute 

that reflects current market 
conditions) from the money market 
fund's amortized cost price per share, 
shall be caIculated at such intervals as 
the board of directors determines appropriate 
and reasonable in light of 
current market conditions; 

(2) For the periodic review by the 
board of directors of the amount of the 
deviation as well as the methods used 
to calculate the deviation; and 

(3)For the maintenance of records of 
the determination of deviation and the 
board's review thereof. 

( B )  Prompt Consideration of Deviation. 
In the event such deviation from the 
money market fund's amortized cost 
price per share exceeds 12 of 1percent, 
the board of directors shall promptly 
consider what action, if any, should be 
initiated by the board of directors. 

(C)Material Dilution or Unfair Results. 
Where the board of directors believes 
the extent of any deviation from the 
money market fund's amortized cost 
price per share may result in material 
dilution or other unfair results to investors 
or existing shareholders, it 
shall cause the fund to take such action 
as it deems appropriate to eliminate 
or reduce to the extent reasonably 
practicable such dilution or unfair results. 

(8)Required Procedures: Penny-Rounding 
Method. In the case of a money 
market fund using the Penny-Rounding 
Method, in supervising the money market 
fund's operations and delegating 
special responsibilities involving portfolio 
management to the money market 
fund's invesanent adviser, the 
money market fund's board of directors 
undertakes, as a particular responsibility 
within the overall duty of care 
owed to its shareholders, to assure to 
the extent reasonably practicable, taking 
into account current market conditions 
affecting the money market 
fund's investment objectives, that the 
money market fund's price per share as 
computed for the purpose of distribution, 
redemption and repwchase, 
rounded to the nearest one percent, 
will not deviate from the single price 
established by the board of directors. 

(9)Specifc Procedures: Amortized Cost 
and Penny-Rounding Metho&. Included 



within the procedures adopted by the 
board of directors for money market 
funds using either the Amortized Cost 
or Pe~y-Rounding Methods shall be 
the following: 

(i) Securities for Which Manttity is Determined 
by Reference to Demand Features. 
In the case of a security for 
which maturity is determiued by reference 
to a Demand Feature, written 
procedures shall require ongoing review 
of the security's continued minimal 
credit risks, and that review must 
be based on, among other things, financial 
data for the most recent f ~ c a l  
year of the issuer of the Demand Feature 
and, in the case of a security subject 
to a Conditional Demand Feature, 
the issuer of the security whose financial 
condition must be monitored under 
paragraph (c)(3)(iv) of this section, 
whether such data is publicly available 
or provided under the terms of the security's 
governing documentation. 

(ii) Securities Subject to Demand Features 
or Guarantees. In the case of a security 
subject to one 'or more Demand 
Features or Guarantees that the fund's 
board of directors has determined that 
the fund is not relying on to determine 
the quality (pursuant to paragraph 
(c)(3) of this section), maturity (pursuant 
to paragraph (d) of this section) or 
liquidity of the security subject to the 
Demand Feature or Guarantee, written 
procedures shall require periodic evaluation 
of such determination. 

(iii) A@ustable Rate Securities Wthout 
Demand Feantres. In the case of a Variable 
Rate or Floating Rate Security 
that is not subject to a Demand Feature 
and for which maturity is determined 
pursuant to paragraphs (d)(l), 
(d)(2) or (d)(4) of this section, written 
procedures shall require periodic review 
of whether the interest rate formula, 
upon readjustment of its interest 
rate, can reasonably be expected to 
cause the security to have a market 
value that approximates its amortized 
cost value. 

(iv) Asset Backed Secununties. In the 
case of an Asset Backed Security, written 
procedures shall require the fund to 
periodically determine the number of 
Ten Percent Obligors (as that term is 

used in paragraph (c)(4)(ii)(D) of this 
section) deemed to be the issuers of all 
or a portion of the Asset Backed Security 
for purposes of paragraph 
(c)(4)(ii)@) of this section; Provided, 
however, written procedures need not 
require periodic determinations with 
respect to any Asset Backed Security 
that a fund's board of directors has determined, 
at the time of Acquisition, 
will not have, or is unlikely to have, 
Ten Percent Obligors that are deemed 
to be issuers of all or a portion of that 
Asset Backed Security for purposes of 
paragraph (c)(4)(ii)(D) of this section, 
and maintains a record of this determination. 

(10)Record Keeping and Reporting-(i) 
Written Procedures. For a period of not 
less than six years following the replacement 
of such procedures with new 
procedures (the first two years in an 
easily accessible place), a written copy 
of the procedures (and any modifications 
thereto) described in paragraphs 
(c)(6) through (c)(9)and (e) of this section 
shall be maintained and preserved. 

(ii) Board Considerations and Actions. 
For a period of not less than six years 
(the first two years in an easily accessible 
place) a written record shall be 
maintained and preserved of the board 
of directors' considerations and actions 
taken in connection with the discharge 
of its responsibilities, as set forth in 
this section, to be included in the minutes 
of the board of directors' meetings. 

(iii) Credit Risk Analysis. For a period 
of not less than three years from the 
date that the credit risks of a portfolio 
security were most recently reviewed, 
a written record of the determination 
that a portfolio security presents minimal 
credit risks and the NWRO ratings 
(if any) used to determine the status 
of the security as an Eligible Security, 
F i t  Tier Security or Second Tier 
Security shall be maintained and preserved 
in an easily accessible place. 

(iv) Determrrmr~'onsWith Respect to Adwable 
Rate Securities. For a period of 
not less than three years from the date 
when the determination was most recently 
made, a written record shall be 
preserved and maintained, in an easily 
accessible place, of the determination 
required by paragraph (c)(9)(iii) of this 
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C O M M E N T A R Y  

BACKGROUND AND OVERVIEW 
tandard & Poor's has been rating 
money market funds since 1984. A 
money market fund rating is a safe-
ty rating, expressing Standard & 
Poor's opinion of the ability of a 

fund to maintain principal value and to 
limit exposure to loss. Ratings can range 
from 'AAAm' to 'Dm', with the 'm' denot-
ing a money market fund. The 'm' distin-
guishes the money marka fund rating from 
a Standard & Poor's traditional debt rating. 
A traditional debt rating usually is not sub-
scripted and indicates a borrower's ability 
to repay principal and interest on a timely 
basis. A money market fund rating is not 
directly comparable to a debt rating because 
of differences in investment characteristics, 
rating criteria, and the creditworthinessof 
portfolio investments. 

Standard & Poor's money market fund 
ratings cncolnpass the fol lo~~i~ig:  

Analysis of a fund's investment cred-
it quality 
Liquidity 
Management 

P Investment guidelines 
m Strategies 

Operational policies 
m Internal controls 

A money market fund rating serves as a 
current assessment of the fund's overall 
safety as Standard & Poor's conducts 
ongoing monitoring of a fund's portfolio 
and management. Standard & Poor's has 
updated its rating criteria for money mar-
ket funds as financial markets and finan-

cial products change and expand. Dis-
tinct criteria have been established for 
each rating category (see Money Morket 
Fund Ratings Definitiotrs and Criteria 
Summary below). 

RATlNGAPPROACHAPlD PROCESS 
Standard & Poor's rates money market 
funds solely upon the request of fund 
management (or sponsor), which agrees 
to provide all necessary portfolio infor-
mation on a timely basis. The rating 
process begins when Standard & Poor's 
receives a written requat to have a par-
ticular fund rated. At this point, the ana-
lyst assigned to the fund will request the 
fund sponsor to submit fund information 
(see Infortnation Needed for a Money 
Market Fund Rating, on page 4). Upon 



CREDIT QUAUTY 
In evaluating a fund's credit quality, Stan- 
dard & Poor's examines the risks associ- 
atcd with the quality, type, and diversifi- 
cation of the securities in each fund's 
portfolio. The credit quality assessment 

for each instrument is based on the credit 
rating Standard & Poor's has assigned to 
the security. The minimum credit quality 
standards for each fund' is based on the 
fund's rating and maturity structure of its 
portfolio (see Money Market Fund Rat- 

ings Definitions and Criteria Summary, 
page 3). 

For funds rated 'AAAm', all securities 
should carry a Standard & Poor's r a ~ g  
of 'A-l+' or 'A-1' or deemed to be of  
equivalent credit quality by Standard & 



Poor's. A minimum of 50% of its pordo- 
lio should be comprised of 'A-l+' rated 
instruments. '-4Am'. 'Am' and 'BBBm' 
ratings criteria allows for holdings in 'A-
2' quality securities with overnight matu- 
rities, and provides for increased levels of 
'A-1' exposure. The levels reflect accept-
able amounts of credit risk for the differ- 
ent fund rating categories and are based 
on historical default and rat ing transi- 
tion rates for short-term debt securities. 
Additionally, securities rated A-1 or the 
equivalent by Standard & Poor's that are 
on Creditwatch with negative implica- 
tions should be limited to maturities of 
30 days or less. 

Credit quality criteria are based on 
results of Standard & Poor's internal 
study on the stability of short-term rat- 
ings. By combining an analysis of the 

yield spread movements, resulting from 
changes in the underlying credit quality 
of money market instruments, together 
with the study of Standard & Poor's his- 
torical ratings performance data, we have 
developed the credit quality investment 
guidelines for rated money market funds 
to maintain a consistent level of credit 
risk within each rating category. Invest- 
ments rated 'A-I' maturing in 7 days or 
less can be counted toward the 'A-1+' 
percentage minimums. 

Diversification guidelines are in most 
instances similar to those mandated by 
regulation (for U.S. money market funds, 
Rule 2a-7). The first- and second-tier 
diversification limits apply to both taxable 
and tax-exempt money market funds. 
Standard & Poor's has established credit 
quality standards and diversification crite- 

ria for repurchase agreement (repo) 
providers and government agency issues. 

MARKET PRICE EXPOSURE 
By far, the most complex pan of money 
market fund analysis is judging a fund's 
sensitivity to changing market conditions. 
Absolute stability of net asset value 
(NAV) is a myth perpetuated by the 
amortized cost method of pricing securi-
ties. All fixed-income securities are sub- 
ject to price fluctuations based on 

o interest rate movements, 

m maturity, 

o 	liquidity, 
o credit risk or perceived credit risk, 

and 
m 	the supply and dunand for each 

type of security. 

These factors are just as true for money 
market funds as for longer-term fixed- 
income mutual funds. The amortized cost 
method of pricing p m i t s  money market 
fund investments to be priced by amomz- 
ing any discount or premium in purchase 
prim straight to i n  manuity. For example, 
the amortized cost price of a 90day secu- 
rity with a par value of 100 that was pur- 
chased for 99.10 will increase in value by 
0.01 each day until it matures, nonvith- 
standing any changing market conditions. 
7he  amortized cost method masks market 
risk by permitting funds to  value securi- 
ties as if no outside facrors exist. 

The theory behind allowing amortized 
cost pricing is that the mast instruments 
eligible for purchase by money market 
h n d s  have minimal market volatility due 
to their short maturities and high credit 
quality. It is also cheaper for funds to use 
chis method than t o  get actual market 
prices on a daily basis. Money market 
funds are required to periodically calcu- 
late the market value of their assets to  
determine if the fund's actual NAV per 
share deviates materially from $1.00 and 
t o  take action if significant deviation 
exists. Deviations of greater than plus or 
minus 0.5% can create a situation in 
which a fund sells and redeems shares at 
a price other than $1.00, or "breaks the 



dollar". Clearly, there is a very small 
margin for erroc. Recognizing this small 
margin for error, Standard & Poor's has 
focused heavily on the potential deviation 
in market value (referred to  as market 
price exposure) in establishing money 
market fund rating criteria. Variables 
analyzed for each fund rating indude 

weighted average maturity (WAM), 
a liquidity, 

index and spread risk, 
diversification, 

H potential dilution of a fund's asset 
base, and 

0 security and portfolio valuation 
methods. 

Combined, these factors determine 
each fund's market price exposure. 

Weighted herage Maturity (WAM) 
Determination of market price exposure 
starts with an examination of a fund's 
susceptibility to rising intercst rates. The 
portfolio's weighted average maturity 
(WAM) is n key determinant of the toler-
ance of a fund's investments to  rising 
interest rates. In general, the longer the 
WAM, the more susceptible the fund is to 
rising interest rates. A fund comprised 
entirely of Treasury securities with a 
WAM of 45 days could withstand 
approximately twice the interest rate 
increase than wuld a fund with a 90-day 
W.W, leaving all other factors aside (see 
sidebar Protecting Money hlrrrket Funds 
from Interest Rate Swings). 

Standard & Poor's assesses the sensitiv-
ity of the market value of the portfolio's 
assets to  interest rate changes, with lower 
sensitivity having a more favorable influ-
ence on the fund's rating. For the 'AAAm' 
rating category, Standard 8: Poor's crite-
ria calls for  a maximum WAM of 60 
days. However, some funds have distinct 
liquidity needs based on asset size, asset 
volatility, and shareholder profile and 
cannot safely manage with a 60 day 
WAM. Funds with less than $100 million 
in assets andlor funds with a highly con-
centrated or  highly volatile shareholder 
base may be limited to a shorter WAM, 

unless fund management can make a 
compellingcase otherwise. 

Standard & Poor's is often asked to 
rate small funds with limited operating 
history (start-up funds) that have a con-
centrated shareholder base, or a new 
shareholder base with uncertain liquidity 
needs. Standard & Poor's considers the 
potential impact of a large redemption by 
one or more of the major shareholders to 

be a significant risk to a fund's ability to 
maintain a stable net asset value (NAV). 
Consequently, until a fund has grown to 
a t  least $100 million with a diverse and 
seasoned shareholder base, Standard 8: 
Poor's will seek assurances that the fund 
manages to a shorter WAM with higher 
levels of liquidity Higher WAMs are usu-
ally considered appropriate for funds in 
lower rating categories with the maxi-
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mum WlUlLimits for 'AAm' and 'Am' rated 
funds set at 75 days and 90 days, mpcaive-
ly (see Money Market Fund Ratings 
De&in'o~tsand C+ S t m m q ;  pdge 3). 

Liquidiiy 
Interest rate sensitivityis not the only fac-
tor that can affect the principal value of a 
money market fund's portfolio. Liquidity 
of a money market fund's portfolio is 
critical to maintaining a stable net asset 
value (NAV). The liquidity of a security 
refen to the speed at which that security 
can be sold for approximately the price at 
which the fund has it valued or priced. 
Securities that arc less liquid are subject 
to greater price variability. Grtain securi-
ties may be liquid one day, and illiquid 
the next. h determining a fund's rating, 
Standard & Poor's considers each fund's 
liquidity needs and its ability to quickly 
sell podolio holdings if the need arises to 
meet cash oufflows or large redemptions. 

The liquidity of portfolio investments is 
also of critical importance in determining 
a fund's marker price exposure, because 
the degree of liquidity can greatly impact 
the market value of investments and 
result in an erosion of a fund's NAV. In 
reviewing a fund's liquidity, Standard & 
Poor's takes into consideration the 

m types of investments and their 
secondary market liquidity, 
presence of securitieswith limited 
liquidity ( ~ g . ,those whose liquidity 
is dependent on the Issuing entity or 
brokerldealer), 
the fund's level of cash or overnight 
securities including overnight repur-
chase agreements (repos),and 

a the podolio's concentrations by 
Issuers and affiliates. 

A fund with a higher proponion of rel-
atively illiquid investments is more sus-
ceptible to experience a sizable decline in 
its portfolio market value than one hold-
ing highly liquid investments. 

The size and breadth of the primary 
and secondary market, and hence 
demand for different types of securities 
factors into the liquidity equation. Clear-

ly, the greater the demand for an instru-
ment, the more liquid it is. However, 
some securities can bc quite liquid when 
the Issuer o r  that particular market is 
performing well. When markets turn 
(e.g., due to event risk), or when the mar-
ket experiences a flight to quality due to 
actual o r  perceived higher market o r  
credit risk, certain instruments can urpe-
rience significant price movements and 
liquidity can dry up mpidly. This was the 
case with the structured notes market in 
1993 and 1994, and for Funding Agree-
ments in 1999. Structured notes were 
designed to perform well and predictably 
during periods of stable or falling interest 
rates. The interest rate environment of 
1993 made them popular and fairly liq-
uid. The fact that these securities were 
issued by government agencies also 
enhanced marketability and liquidity. 
When short rates began rising in 1994, 
the demand, and consequently, the liquid-
ity of these instruments dried up. The 
illiquid nature of these securities was 
exacerbated when regulators declared 
that such securities were clearly inappro-
priate investments for money market 
hmds. 

The liquidity of Funding Agreements 
has been directly tied to the Issuing entity 
because these securities are not actively 
traded on the secondary market. Funding 
Agreements are usually issued with a 
"put featuren that provides the investor 
with the ability to Convert the investment 
back to cash upon notice to the Issuing 
entity. Therefore, the investor is very 
dependent upon the Issuing entity to  pro-
vide liquidity for Funding Agreements. In 
1999, an Insurance company that had 
issued a sizeable amount of Funding 
Agreements experienced a sudden and 
unexpected series of credit downgrades, 
resulting in a rush of holders to exercise 
their puts. When this Issuer failed to  meet 
it's put obligations, holders of Funding 
Agreements were left with "lower credit 
and illiquid securities" presenting these 
funds with significant market value risk. 

Liquidity is not always easy to  mea-
sure. As noted, some securities may be 
very liquid in certain markets and very 

illiquid in others. Securities tend to be 
less liquid if they are 

a not ohen traded, 
m in short supply, 

relatively new and innovative, or 
o highly structured. 

Other factors influencing liquidity are 
the number of dealers making a market 
in  the security, the complexity of the 
security, and the seasonal nature of sup-
ply and demand, particularly in the tax-
exempt market. 

Government Agency Concentration 
Liquidity analysis is performed o n  all 
issues and Issuers, no matter what their 
level of credit quality. Securities with 
minimal credit risk, such as U.S. govern-
ment agency obligations, may deviate in 
price for reasons other than interest rate 
movements. While the credit qualicy of 
these agencies is not typically a major 
concern, adverse publicity, or market 
rumors about an agency can impact the 
price and liquidity for even U.S. agency 
securities. For this reason, Standard & 
Poor's considcrs diversification to be an 
important  feature for  all  securities, 
including U.S.agency securities. 

Short-term liquidity can dry up for all 
typesof securities and this could pose liq-
uidity problems for funds holding large 
amounts of a U.S. agency's paper. The 
spreads in yields hetween short-term 
agency securities, whether fixed- or vari-
able-rate, and traditional benchmarks 
such as the Treasury bill are subject to 
widcning due to a t~umberof factors. For 
fixed-rate securities with maturities of 
less than one year, the impact of spread 
widening on the price of the security is 
minimal. However, given the small mar-
gin for error that money market funds 
are permitted, high concentrations in the 
securities of any one agency might poten-
tially expose the fund to material sptead-
widening risks. 

For these reasons, Standard 6( Poor's 
has government agency diversification cri-
teria for rated money market funds. Gen-
erally, Standard & Poor's expects no more 



than a 33 113% (one-third) exposure to 
any single government agency. Funds chat 
have agency concentrations exceeding 
one-third of assets are expec~cd to main- 
tain lower weighted average maturities 
(WAMs) and or higher levels of highly liq- 
uid securities to reduce this exposure. The 
impact of spread widening can be viewed 
as synonymous with market interest rates 
rising only for those securities. Therefore, 
if a fund had a 50% concentration in any 
one agency and spreads for that agency's 
securities widened by 20bp, the impact on 
the market value of the fund's overall 
portfolio could be comparable t o  the 
effect of market rates rising lObp without 
that spread-widening. 

Funds with a WAht of 60 days should 
be able to  withstand up to a one-day 
300bp rise in interest rates without 
breaking the dollar (holding all other fac- 
tors constant). Standard & Poor's has 
calculated various break the dollar levels 
for different U.S. agency given various 
spread-widening assumptions. The  
spread-widening and instantaneous inter- 
est rate increase assumptions differ for 
each rating category lsee Weighted Auer- 
age Maturity (WAM) Adjrrstrnents for 
Agency Concentrations, beloto]. These 
criteria are meant as a general guideline. 
Circumstances can differ from fund to 
fund based on the overall profile of the 
agency securities including maturities of 

the agency securities, type of securities 
(fixed- versus variable-rate), other  
sources of liquidicy in the fund, and the 
issuing agency. 

kriable nnd Floating Rate Securities 
Standard & Poor's expects investment 
policies to  include clear and explicit 
guidelines regarding variable-rate notes 
(VRNs), floating-rate notes (FRNs) and 
other synthetic instruments. Fund invest- 
ment policies should incorporate proce- 
dures regarding approval, risk measure- 
ment, control, and  limits related t o  
investment in strucnued notes and other 
floatinglvariable-rate instruments. Fund 
managers holding such securities should 



be able to present an analytical basis for 
determining that such notes have a rea- 
sonable likelihood of maintaining, or 
repricing to, amortized cost value at each 
reset until maturity This analytical basis 
should include a review of historical 
index behavior and sensitivity analysis. 

Standard & Poor's criteria for FRNs 
and VRNs in rated money market funds 
calls for written guidelines and proce- 
dures that ensure: 

Q 	NO purchase of range notes, dual 
index notes, "deleveragedn notes 
(notes linked to a multiple of the 
index where the multiple is less than 
one), o r  notes linked to lagging 
indices [e.g., Cost of Funds Index 
(COFI)] o r  to long-term indices 
(e.g., five-year or 10-year Trca- 
suries). 

a 	No purchase of VRNs with coupons 
tied to indices, index formulas, or 
index spreads with less than 95% 
correlation with the U.S.Federal 
Funds Rate. Indices with historically 
high correlations are: Three-Month 
Treasury Bill, Three-Month LIBOR, 
Six-Month LIBOR, Prime Rate, and 
Commercial Paper Composite. 

o At the 'AAAm' level, the final matu- 
rity for all FRNsNRNs will not 
exceed two years. 

o At the 'AAm' level, the final maturi- 
ty for ail FRNJVRNs will not 
exceed three years. 

o At the 'Am' level, the final maturity 
for all FRN5NRNs will not exceed 
four years. 

a At the 'BBBm' level the final maturi- 
ty for all FRNsNRNs will not 
exceed five years. 

a Where valuation is not based on 
actual dealer bids, there must be 
clear notification and disclosure of 
any other valuation methodology 
(c.g., matrix pricing). Pricing poli- 
cies should indude techniques to 
verify and validate FRNNRhl pric-
ing on a recurring basis. 

m 	Weekly reporting of FRNNRN 
holdings to  Standard & Poor's 
should include current market price, 

CUSIP, coupon or interest rate 
terms, frequency of reset, market 
value, put features, and any other 
significant terms and conditions. 

Index and Spread Risk 
Variable rate notes (VRN) and floating 
rate notes (FRNs) present unique niar- 
ket price risks. VRNs and FRNs used 
in money market funds are typically 
linked to conventional money market 
indices, providing funds with yields 
t h a t  t rack short-term interest ra te  
movements. These investments a r e  
designed t o  exhibit less interest rate 
risk when compared with fixed-rate 
investments. However, th i s  is  no t  
a lways t h e  case fo r  a l l  VRNs and 
FRNs. Factors affecting the value of 
these instruments include index risk 
and spread risk. 

Index risk is the possibility that the 
coupon of a VRN or FRN will not adjust 
in tandem with money market rates. Index 
risk can be introduced by calculating the 
variable-rate coupon based on a non- 
money market index, a money markct 
index-in which the coipon adjusts based 
on a multiple (or fraction) of the index, or 
a n  index based on the difference (or  
spread) between two or more indices. 

When analyzing VRNs and FRNs in 
money market funds, Standard & Poor's 
compares the index used in the variable- 
rate adjustment formula to a standard ' 
money market index, such as the Federal 
Funds Rate. Standard & Poor's believes 
that for all money funds rated 'BBBm' 
and above, the index should have a corre- 
lation of a t  least 95% of the effective 
Federal Funds Rate. By this measure, 
non- traditional money market fund 
indices such as the 11th District Cost of 
Funds Index (COFI) and the &Year Con- 
stant Maturity Treasury Index are dearly 
unsuitable, with historical correlations of 
well below 90% (see sidebar Correlations 
of VariousIndices). 

Some VRNs and FRNs may use indices 
that arc highly correlated to traditional 
money market indices. Yet, because of 
their rate adjustmei~t formulas, they can 
still introduce significant price risk. One 

example is an adjustment formula tied to 
a multiple or fraction of a money market 
index. For this reason, stress testing is 
important. Although there are a variety 
of valid techniques to  model potential 
performance of these securities under 
adverse market environments, one 
straightforward approach is to  look at  
VRNIFRN performance under significant 
interest rate movements. If a VRNFRN 
can withstand a 3% (300bp) move in 
rates without causing its value to deviate 
significantly, the VRNIFRN should 
behave adequately under most interest 
rate environments. In order to "pass" the 
3% stress test, the yield on  the  
VRhTIFRN would need to increase by a 
comparable amount. 

The ultimate maturities of V ~ i d F I W s  
are also risk factors. The concern here is 
not index risk, but the spread risk associ-
ated with longer-dated securities. For 
example, a government agency may issue 
five-year adjustable-rate notes that reset 
weekly at  the Three-Month Treasury Bill 



Rate plus 25bps. Over a period of time, 
these securities may be perceived by the 
market as warranting a' higher spread to 
the Three-Month Treasury because of liq- 
uidity, credit, supply and demand, politi- 
cal events, or volatility in market interest 
rates. Investors may demand that subse- 
quent comparably dated securities of that 
agency be sold at  5Obp above the Three- 
Month Treasury Bill Rate. This creates a 
negative drag of ZSbp, potentially for the 
remaining life of the original security, and 
could materially affect its market value. 
This may occur even though the maturi- 
ties of these VRNs can be calculated at 
seven days (time to next reset) for regula- 
tory purposes, and their coupons are tied 
to a highly correlated index. 

Because of the potential impacts of 
spread risk on the market prices of VRNs 
and FRNs, Standard & Poor's expects 
rated funds to limit the remaining maturity 
of U.S. government VRNslFRNs to two 
years for 'M,three years for 'Akn', 
four ycars for 'Am', and five years for 
'BBBm'. Corporate and structured (e-g., 
asset backed securities o r  ABS) 
VRNdFRNs have the added risk of credit 
deterioration and should be limited to final 
maturities of 13months or less for money 
market fundsregistered under rule 2a-7 of 
the Investment Company Act of 1940. The 
percentage of VRNslFRNs in a fund also 
enters into the rating analysis to determine 
a fund's overall risk profile. For example, a 
fund that  was 50% invested in 
VRNsERlu's with four-year remaining 
maturities would not receive an 'Am' rat-
ing due to spread risk concerns. Percent- 
ages of VRNsERKs in each fund are ana- 
lyzed on  a case-by-case basis in 
conjunction with the fund's other holdings. 

Standard & Poor's final maturity 
guidelines for non U.S. registered funds 
and non-U.S. domiciled funds limits the 
remaining maturity of VRNs/FRNs of 
sovereign Issuers rated 'AAA' by Stan- 
dard & Poor's to two years for 'AAAm', 
three years for 'AAm', four years for 
'Am', and five years for 'BBBm'. On a 
case-by-case basis, consideration will be 
given t o  requests from rated funds to  
approve holdings of FRNslVRNs for 

Issuers other than 'AAA'-rated sovereigns 
(i.e., corporates and ABS) with time to 
final marurity greater than 397 days but 
no more than two yws.  Before granting 
approval to extend the maturity range of 
VRNffRN holdings, Standard & Poor's 
will seek assurance that ample liquidity 
a n  be maintained by virtue of the fund's 
size, diversified shareholder base and 
range of other assets and that adequate 
resources are available to  analyze and 
manage credit risk. If such practice is 
approved, all such FRNslVRNs must be 
rated 'A-1+' o r  equivalent and the total 
holdings of all such FRNsNRNs will be 
limited to  n o  more than 10% of net 
assets of the fund (see page 28 for more 
inforn~ationon this topic). 

Sbareltolder Characten'stics 
A money market fund's market price 
exposure is also affected by the flow of 
money iuto and out of the fund. Unex- 
pected redemptions can have a direct 
influence on a fund's net asset value 
(NAV). Therefore, Standard & Poor's 

carefully reviews the characteristics of 
each fund's shareholder base to determine 
the potential impact that significant 
redemptions might pose on a fund's mar- 
ket price exposure. Money market funds 
are permitted to issue and redeem shares 
at  $1.00, provided that  their market 
value is between $0.995 and $1.005. As 
funds can pay out $1.00 on shares that 
may actually be worth as little as $0.995, 
the remaining shareholders in the fund 
absorb the difference. This is referred to 
as dilution, as redeeming shares at  a price 
above their actual market value is dilut- 
ing the value of the fund's holdings. 

Dilution can accelerate fund losses in a 
rising interest rate environment, causing a 
fund to break the dollar. In the below 
example Impad of Dilution, a 150bp rise 
in interest rates causes a 90-day weighted 
average maturity (WAM) portfolio's mar-
ket value to drop to $0.9963 per share. A 
subsequent 25% redemption (paid out at 
$1.00 per share) dilutes the portfolio's 
value to $0.9947, thus breaking the dol- 
lar. This occurs because although the 



unrealized loss in the fund remains the 
same, the loss is spread over a smaller 
number of shares. While sudden l5Obp 
rises in interest rates are rare, several 
large redemptions during a period of 
steadily rising interest rates can produce 
similar results. 

Dilution concerns are heightened for 
funds with sophisticated institutional 
shareholders. These investors realize that 
a fixed $1.00 NAV is an illusion based on 
convenient valuation methods and can 
easily take advantage of this phenome- 
non. For examde. if an investor held $1 
million in 90:da.y U.S. Treasury bills 
yielding 5 % .  and if intcrest rates 
increased 150 basis points, the value of 
the investment would drop by approxi- 
mately $3,700 and the investor's yield 
would remain a t  5%. Instead, assume 
that the investor held one million shares 
of a money market fund holding exclu- 
sively Treasury bills with a WAU of 90 
days and yielding 5% (sening aside fund 
expenses for this example). If interest 
rates rose 15Obp, the investor could sell 
the fund investment for $1.00 per share 
and not experience any loss. The investor 
could then purchase 90-day Treasury bills 
yielding 6.5%. instantaneously increasing 
its return by 1.5%. If this type of market- 
sophisticated shareholder represents a 
material percentagc of a fund's assets, 
substantial dilution in share price is likely 
due to large and sudden redemptions. 

In analyzing money market funds, 
Standard 8( Poor's review of shareholder 
constituency encompasses the number, 
average holding size, type, the site of the 
largest accounts, historical asset volatili- 
ty, and the relationship fund mamgement 
has with it largest investors. The propor- 
tion of retail versus institutional investors 
and the past history of redemptions are 
also cxamined. Funds with histories of 
volatile subscription and redemption pat- 
terns are expected to maintain shorter 
weighted average portfolio maturities. 

Standard & Poor's expects that a fund's 
investments should bc tailored to its 
potential cash flow needs. For funds with 
a volatile or potentially volatile share- 
holder  base, a more conservative 

approach must be taken with regard to 
WAM and liquidity. Funds with more sta- 
blc o r  predictable cash flows, such as 
retail funds or institutional funds with 
large, diverse sllarellolder compositions, 
can be somewhat more aggressive. Stan- 
dard & Poor's uses a matrix that stress 
tcsts portfolios based on the effect of 
interest rate movements and redemptions 
at a variety of WAM levels [see Multifac- 
tor Net Asset Value (NAV) Sensitirfity 
Analysis, below and Standard i9 Poor's 
Sensitivity Matrix, page 131. 

Portfolio structure is also a factor in 
dctcrmining the risk dilution p m t s  to a 
fund. Funds with a barbelled maturity 
structure (heavily weighted in short-term 
maturities with the remainder in longer- 
term securities) are more susceptible to the 
negative effects of shareholder redemp- 
tions than laddered portfolios (relatively 
evenly spaced maturitia). If a barbelled 
fund experiences redemptions in a rising 
interest rate environment, the short end of 
the fund will likely be liquidated in ordu 
to avoid taking significant realized losses. 



This will cause the WAM of the fund to 
extend, creating greater interest rate sensi- 
tivity and exacerbating the negative effects 
of future redemptions. Laddered portfolios 
are less exposed in these circumstances, 
although they are by no means insulated 
from rising interest rates and redemptions. 
As pan  of the rating process, Standard & 
Poor's considers whether each fund's pon- 
folio structure is best suited to its share- 
holder base and potential asset outflows. 

Pricing 
Standard & Poor's expects that all money 
market fund investment advisers have the 
ability to  price (mark to market) portfo- 
lio securities and calculate net asset value 
(NAV) in-house. Additionally, Standard 
& Poor's asks rated funds to  price securi- 
ties at  least weekly. In m a y  cases, invest- 
ment advisers rely exclusively on fund 
ad~ninisuatorsto perform such functions. 
While fund administrators have proven 
capable providers of such services and 
provide independent prices, Standard & 
Poor's believes that d l  investment advis- 
ers should have some built-in redundan- 
cies to  check the administrators' work, 
questioning any discrepancies that may 
occur. For securities that are difficult to  
price, such as structured notes or other 
less liquid instruments, two or more deal- 
er bids are suggested. 

A standard-& Poor's money market 
fund rating directly addresses the ability 
of a fund to maintain a NAV that does 
not deviate by more than one-half of 1%. 
For a fund to effectively stay within this 
narrow range, accurate pricing of its 
securities is essential. Most money mar- 
ket fund instruments are highly liquid 
and easy to price. However, some com- 
plex, structured, and derivative securities 
present pricing difficulties. 

Comvlex and derivative securities often 
lack efjident, liquid markets. Trading in 
these securities can be infrequent, meat- 
ing varying price quotes among dealers 
and wide bidiask spreads. The prices of 
these types of securities may be deter- 
mined in a variety of ways, including 
dealer quotes, matrix pricing formulas, 
spreads to benchmark securities, pricing 

services, or even by the fund advisers 
then~selves. All of these methods have 
drawbacks. Dealer quotes on thinly 
(infrequently) traded securities often rep- 
resent indicative pricing levels and rarely 
constitutes an actual bid to purchase rhe 
security. Matrix prices, pricing service 
quotes, and spread calculations are not 
based on actual trades, and do nor repre- 
sent a price at  which anyone actually 
offered to purchase the security. These 
methods calculate a hypothetical price 
that is not verifiable. Pricing by fund 
managers often occurs when the manager 
either disagrees with the other pricing 
methods or holds securities so unique 
that other pricing methods are inade- 
quate. Clearly, even if the fund manager 
can determine fair value prices based on 

in-depth analytics, it is far from certain 
that any buyers are willing t o  purchase 
the securities a t  or near those prices. 

Before purchasing complex, deriva- 
tive, o r  less-liquid securities, portfolio 
managers should carefully examine the 
pricing issue. It is necessary t o  evaluate 
the number of available pricing sources, 
with an eye toward identifying material 
discrepancies. Portfolio managers  
should also be aware of pricing method- 
ology, and compare the results ro recent 
trading activity. It is inadvisable for a 
fund's manager to solely accept the cal- 
culations of a security's Issuer or dealer 
in determining the value of a n  invest- 
ment. This information may be either 
highly biased or based o n  inaccurate 
assumptions, o r  both. Portfolio man- 



agcrs should not only be able to deter- 
mine their own fair value for securities 
that arc difficult to price, but also need to 
consider the marketplace for each securi-
ty and the potential volatility that can be 
caused by inefficient market pricing. tf a 
fund adviser lacks the ability to  assess the 
potential market behavior of a security 
with a high degree of comfort, the securi- 
ty should not  be purchased for that  
monev market fund. 

Should a fund experience a situation 
where stability of its $1.00 NAV is in 
jeopardy, there are several actions the 
fund may take. These indude 

8 withholding dividends, 
8 selling securities to realize g i n s  or 

loses, 
P valuing the shares at the market 

rather than at  amortized cost, or 
P waiting out the situation to determine 

if the problem is only temporary. 

In the rating process, Standard & Poor's 
reviews the formal and informal policies 
and procedures the fund has in place to 
monitor and correct such situations. 

MANAGrnENT 
Essential to any analysis of nunaged pon- 
folios is an understanding of the strengths 
and weaknesses of management. The 
proacss by which money market funds are 
rated includes meetings with fund officials 
ro discuss fund investment objectives, 
portfolio management techniques, and 
risk aversion strategies. Standard & Poor's 
evaluates the effectiveness of fund man- 
agement in  implementing a dynamic 
investment process consistent with the 
fund's stated goals and objectives. 

Standard 8r Poor's believes that these 
meetings are central to a meaningful fund 
rating senrice. Management assessment 
considers the following: 

h e r i e n c e  and track record in 

podolio management 


n Operating policies and risk 

preferences 


o 	Credibility and commitment to 

policies 


e Extent and thoroughness of internal 
controls and commitment to oversight 

Standard & Poor's judges each fund 
management team on its own merits. 
Focus is placed on the way the fund is 
managed in relation to its shareholder 
base and stated investmcnt objectives. 
Standard & Poor's closely examines how 
daily operations of the fund are condua- 
cd. This examination includes organiza- 
tional structures, depth of staff, and ade- 
quacy and level of investment controls. 

Experience 
All too ohcn, investmcnt advisers will 
assign their least-experienced portfolio 
managers to  run their money markct 
funds. The theory is that securities with 
short maturities are less risky and require 
minimal investment expertise. This is a 
mistake. The subtleties of managing a 
fund that has a 0.5% margin for error 
require skilled professionals. 

An experienced fund manager with a 
proven track record in money market 
funds greatly enhances a fund's safety. 
This manager does not necessarily have 
to make every investment decision, but 
should be closely involved with the fund. 
It is acceptable for less senior personnel 
to  execute trades and make certain 
investment decisions within strict para- 
meters. However, an experienced money 
market fund manager should be monitor- 
ing these activities daily. 

It  is also necessary to  distinguish 
between an experienced money market 
fund manager and someone who has 
cxperience managing long-term invest- 
ments. Managing a stable net asset value 
(NAV)fund is very different from manag- 
ing a bond fund with a variable share 
price. Investment policies and strategies 
that may be very prudent for bond funds 
can be disastrous for money market 
funds. The precision necessary in running 
a money market fund successfully takes a 
different mindset than is required in man-
aging other fixed-income vehicles. An 
experienced fied-income manager does 
not necessarily equate to  an effective 
money market fund manager. Therefore, 

Standard & Poor's emphasizes the level 
of experience in managing money market 
funds in its review of fund management. 
Lack of experience can result in a lower 
rating, more stringent rating criteria 
[such as shorter weighted average maturi- 
ty (WAM)], or both. 

Operating Procedures and Risk Preferences 
The processes involved in managing a 
money market fund directly affect its s ~ k -
ty. Standard & Poor's evaluates the fund 
manager's operating procedures in con- 
junction with each rating. A key compo-
nent of this review is the investment deci- 
sion-making proses. Numerous investment 
decisions aremade daily for all money mar-
ket funds. Standard & Poor's examines 
how these decisions are made and who is 
charged with executing them, 

Fund advisers that conduct frequent 
investment committee meetings to amve 
at  both short-term and intermediate-term 
investment strategies are viewed more 
favorably than those who leave invest- 
ment strategy decisions smctly up to the 
fund manager This helps prevent any one 
individual from having a n  inordinate 
amount of influence on the strategy of a 
fund. The role of an investment commit- 
tee should be to set i n v ~ m e n t  guidelines 
and strategies. The portfolio managers 
then have the job of executing these 
strategies using their expertise in manag- 
ing money market funds. 

Standard & Poor's also focuses on the 
amount, type, and quality of information 
used in making policy and investment 
decisions. This includes the size and capa- 
bilities of the credit and risk research 
staff, the access to current economic data 
and analysis, and the types of on-line 
business information services used. 

All fund prospectuses contain invest- 
ment policies that fund advisers must fol- 
low. These policies tend to be quite genu- 
al, typically mimicking regulation and 
thereby giving fund managers considcr- 
able investment leeway. It is prudent for 
fund advisers to establish written internal 
procedures to  better define both the 
fund's investment guidelines and the 
manager's operating policies. 



Credit quality is one area that should 
be dacumented with fonnal written pro- 
cedures. A fund adviser should establish 
an approved investment list as  well as 
policies for adding or removing names 
from that list. Additionally, a process and 
methodology for periodically evaluating 
the credit quality of all approved invest- 
ments should be established. The use of 
an internal credit rating scale is benefi- 
cial. Such a scale sets a standard of com- 
parison that can be widely recognized, 
especially when evaluating securities for 
which Nationally Recognized Statistical 
Rating Organizations (NRSROs) have 
differing views. They also provide evi- 
dence that independent analysis has been 
done, particularly if a credit committee 
must approve the internal ratings. 

The investment mqagement arm of a 
bank or  brokerldealer often obtains its 
credit research from somewhere else in 
the organization, such as a central credit 
research depamnent. In these situations, 
it is essential that the investment adviser 
have immediate access to all changes in 
credit standing. Standard & Poor's has 
seen organizations in which credit infor- 
mation was distributed firm wide on a 
quarterly o r  semiannual basis. This is 
inadequate. Ideally, a representative from 
the investment adviser should attend 
credit committee meetings t o  ensure a 
good flow of market information. 

Funds also benefit from having clear 
and explicit investment policies regarding 
the use of variable-rate notes, structured 
notes, and derivative instruments. Fund 
investment policies should incorporate 
procedures on the approval, risk mea- 
surement, control, and limits related to 
tbese investments. Fund managers should 
be able to present an analytid basis for 
determining that such securities are eligi- 
ble hrnd inves tmm~ and have a reason- 
able likelihood of remaining at or repric- 
ing to  their amortized cost value at each 
reset until maturity. This analytical basis 
should include a review of historical 
index behavior and sensitivity analysis. 

The ultimate policy responsibility for 
any mutual fund lies with its board of 
directors or trustees. The board is elected 

by fund shareholders to oversee their 
investments and manacernent. Boards " 
entrust investment advisers to handle the 
funds' day-to-day affairs, but should not 
rely on the advisers to always act in the 
best interest of the shareholders. Invest- 
ment advisory contracts are based on a 
percentage of fund assets. Therefore, it is 
beneficial for advisers to attract money 
into their funds. Historically, high returns 
have been a way to attract these assets. 
Higher returns are also associated with 
greater risks. Boards must establish 
investment policies that are strict enough 
to prevent fund advisers from taking risks 
that are not in the best interest of the 
shareholders. They must also establish 
stringent procedures for reviewing and 
enforcing these policies. 

Board members are not necessarily 
investment professionals and may lack 
expertise in money market fund mmage- 
ment. Still, a board should act as an inde- 
pendent body and demand that advisers 
be able to clearly explain all investments 
and investment strategies. Standard 6: 
Poor's feels that boards should receive 
detailed reports regarding fund invest- 
ments and activities a t  least monthly. 
Boards should be active, questioning fund 
advisers at any time during the year, not 
just a t  quarrerly meetings. Too often, 
boards are passive or lack the necessary 
independence, which could lead to rub- 
ber-stamp approval of investment adviser 
activities. Such boards are not fulfilling 
their responsibility to fund shareholders. 

Investing, by definition, is risk taking. 
Investment advisers are paid to take risks 
commensurate with the desires of fund 
shareholders. There is no way to elimi- 
nate risk in money market funds and stiU 
provide adequate returns on investment. 
Even the most conservatively managed 
fund can be in jeopardy of breaking rhe 
dollar if there are sufficiently adverse 
market conditions. Fund managers differ 
in their risk preferences, as they should. 
Managers who say they are "market-neu-
tral", or who have no opinion on future 
interest rate movements, are either not 
telling the whole truth or deceiving them- 
selves and their investors. Conservative 

and aggressive investment strategies can 
be effective, provided that the proper 
operating procedures are  in place to  
ensure that these strategies are consistent 
with prudently established guidelines. 

Intend Confrok 
Money market funds universally have the 
investment obiective of maintaining a 
constant net asset value (NAV) per share. 
Because of the small margin for error 
allowable to achieve this goal, Standard 
& Poor's closely considers the internal 
controls of fund advisers. lncluded here 
are pridng policies, NAV deviation pro- 
cedures, depth of staff, stress testing 
capabilities, asset flow monitoring, trade 
ticket verification, systems backups, level 
of oversight, and disaster recovery. 

Accurate pricing is a key factor in 
maintaining a stable NAV. Standard & 
Poor's expects all investment advisers to 
be capable to accurately price portfolio 
securities and calculate a fund's actual 
NAV in-house, and to do so periodically. 
Advisers are expected to compare the 
market value of the fund to its ainortized 
cost value on a weekly basis. In many 
cases, investment advisers rely exclusively 
on fund administrators or outside pricing 
services to  perform this function. While 
these outside providers are typically reli- 
able sources, mistakes do occur, especial- 
ly for securities that are difficult to price. 
Outside providers did a poor job in pric-
ing structured notes in early 1994. All 
investment advisers should have some 
built-in redundancies to check the work 
of the outside providers and question any 
discrepancies t h t  may occur. 

Not only do investment advisers need 
to be able to calculate NAV, but they also 
need to have explicit written plans for 
dealing with any material deviation. NAV 
deviation procedures arc rhe responsibili- 
ty of the investment adviser and the 
fund's board. Regulation dictates that 
anion must be contemplated if a fund's 
NAV deviates by more than 0.5% from 
$1.00. Standard & Poor's money market 
fund ratings specifically address the lieli- 
hood of this deviation occurring. There- 
fore, Standard & Poor's expects rated 



funds to have wrinen policies that initiate 
action long before that point. At mini-
mum, thesc policies should dictate action 
at  a 0.25% deviation. Required actions 
should include a meeting among senior 
fund officials, notification of board mem-
bers, and  establishment of a formal 
act ion plan. All portfolio managers 
should be completely familiar with these 
NAV deviation procedures, and not rely 
on a third-party administrator for imple-
mentation. Sin= it is in the best interest 
of the advisor to be proactive in dealing 
with NAV deviations, Standard & Poor's 
requests daily portfolio pricing (marked-
to-market) and NAV calculations when 
deviations reach the following for each 
specific rating category: 

m 'AAAm' 0.15%(.9985/1.0015) 
8 'AAm' 020%(.9980/1.0020) 

'Am' 0.2S%(.9975/l.0025) 
'BBBm'030%(.9970/1.0030) 

It is also important that the controls of 
a fund d o  not suffer when the primary 
portfolio manager is not managing the 
fund, a s  substitute managers may not 
have the investment cvperiencc of the pri-
mary manager However, it is inexcusable 
to lack thc necessary controls to prevent 
mistakes from occurring when the prima-
ry manager is not available. Each member 
of thc invcstmcnt adviser's staff with the 
authority to manage the fund on a tempo-
rary basis should be adequately trained in 
the investment policies and guidelines for 
those funds. Additionally, a set of proce-
dures should be in place to au tomat idy  
review the work of a substitute portfolio 
manager each day that the substitute 
manager is overseeing the fund(s). 

Fund managers should also be reason-
ably prepared for the unexpected. This 
entails the ability to perform "what if" 
and stress test analyses. A fund manager 
should be able to  calculate the impact of 
any  security purchase on  the fund's 
weighted average maturity (WAM). This 
calculation should factor in the influence 
of sudden or unexpected redemptions in 
conjunction with the security purchase. 

Additionally, fund managers should 

have the ability to stress test both individ-
ual securities and entire portfolios. indi-
vidual security tests should estimate price 
sensitivity under severe interest rate 
movements. Portfolio testing should 
stress the fund's assets in aggregate under 
the same interest rate sccnarios, but 
should also measure the impact of dilu-
tion on NAV assuming sizable tcdemp-
tion activity. The magnitude of the poten-
tial redemption activity should take into 
account historical redemptions and the 
nature of the shareholder base. Funds 
with interest rate-sensitive institutional 
investors need to stress test redemptions 
at  much higher levels than funds with 
typically more stable retail investors. 

Redemptio~~volatility adds to the diffi-
culty of managing a money market fund. 
The feature of immediate liquidity is a key 
element in the growth and popularity of 
money market funds. Investors like the 
idea of having quick access t o  their 
money. Yet, the uncertainty created by 
instant liquidiry can make it difficult to 
employ a consistent investment strategy. 
Funds with very volatile shareholder 
accounts are subject to the greatest risk. It 
is nearly impossible to accurately predict 
cash inflows and outflows, but fund man-
agers can take steps to preparc for them. 

Frequent communication with a fund's 
largest shareholders is an important way 
to get indications of redemptions. It is 
also a way to stay informed of how long 
large deposits arc expected to stay in the 
fund so managers can invest appropriate-
ly. Some funds have policies that encour-
age prior notification of large with-
drawals. Other funds will refuse "hot 
money", which is money from investors 
who are very interest rate sensitive. Hot 
money tends to leave a fund quickly in 
rising interest rate environments, causing 
dilution to NAV and potentially harming 
the remaining shareholders. Fund man-
agers should be very familiar with the 
redemption patterns of their largest 
investors. This facilitates the management 
of cash flow volatility, thus enhancing 
fund safety. 

Proper controls also entail trade ticket 
verification. All trade tickets should 

require two signatures, one belonging to 
the individual executing the trade and the 
other to  a portfolio manager o r  senior 
level member of the investment advisory 
staff. Additionally, it is beneficial to have 
a computer system that is tailored to the 
investment parameters of each fund. In 
such a portfolio management system, 
unauthorized investments would b e  
kicked out, immediately alerting portfo-
lio managers to the mistake. These sys-
tems can also do the same for purchases 
that cause a fund's WAM to exceed estab-
lished limits. 

Computer systems are vital to manag-
ing mutual funds. Standard & Poor's 
review of a fund's controls examines 
backup computer capabilities. System 
failure cannot shut down a mutual fund. 
even for a short amount of time, as share-
holders expect access to their money. All 
computer processes for a fund should be 
replicated on another system, usually 
with a custodian or administrator. Fund 
advisers should back up data nightly to  
an offsite location. It is also important to 
have detailed contingency management 
and disaster recovery plans that are tested 
periodically. Earthquakes in Los Angeles 
and San Francisco, floods in Houston 
and tropical storms hitting New Jersey 
are just a few past examples of situations 
in which emergency action plans had to 
be cxecuted. 

SEC POST-EXAMINATION W S 
All rated funds that are registered under 
Rule 2a-7 of thc Investment Company 
Act of 1940 must submit a copy of the 
latest SEC post-examination letter and 
the investment adviser's response to Stan-
dard & Poor's. If no letter has been 
received, fund counsel must represent 
that no letter was in fact received from 
the SEC. As part of its monitoring of 
money fund ratings, Standard & Poor's 
requests such information annually. SEC 
letters are requested even if the letter 
addresses othcr money funds managed by 
the same adviser and not the rated fund 
specifically. Standard & Poor's rates 
money market fund based on rcpresenta-
tions from fund advisers and does not 



perform an audit. Where an audit is per-
formed, as in the case of the SEC exami-
nation, Standard & Poor's believes that 
the outcome of the audit can provide 
important insights into the daily opera-
tions of the adviser, which may ultimately 
affect h n d  safety. 

TAX-EXEMPT MONEY MARKET NNDS 
Standard B Poor's also analyzes tax-
exempt moncy market funds that invest 
primarily in short-term municipal securi-
ties. In assigning ratings to tax-exempt 
money market funds, Standard & Poor's 
analytical scope factors in all Nationally 
Recognized Statistical Rating Organiza-
tion (NRSRO) ratings assigned to indi-
vidual securities. Tliis policy allows Stan-
dard & Poor's to  take a broad-based 
portfolio approach in analyzing all tax-
exempt funds. 

In order to rate tax-exempt money mar-
ket funds that hold securities that Stan-
dard & Poor's has not rated, Standard & 
Poor's must be able to assess the funds' 
credit evaluation methods. Therefore, in 
conjunction with aU ratings assigned to 
tax-exempt funds, Standard & Poor's 
conducts a detailed review of each fund's 
credit analysis approach. This entails a 
meeting with each fund's credit research 
staff to examine their analytical practices, 
procedures, and methodologies. 

The cvamination covers 

security evaluation, 
D market analysis, 
8 security selection, 
8 asset dispersion, 
P diversification, 
m pricing, 
m ongoing monitoring of credits, 

sources of secondary market 
information, 

E response to distressed credit 
situations, 

P resource dedication, and 
staff qualifications. 

D i i o n s  focus on the use of NRSRO 
ratings, any internal rating systems, and 
the process in which each hmd's approved 
list of securities is presented t o  and 

reviewed by the hod's board of directors. 
Standard & Poor's has specific criteria 

for assessing securitics rated by other 
NRSROs. Standard 5( Poor's may dis-
count racings hy other NRSROs based on 
where each security would likely be clas-
sified under Standard & Poor's rating 
scale. In most cases, such a discount 
would involve a drop by no more than 
one rating category. However, in some 
sectors where Standard & Poor's believes 
other NFSROs diverge significantly from 
Standard & Poor's rating approach, dis-
counts may bc more than one category. 
Additionally, unrated securities a re  
assessed on a case-byease basis. 

Generally, Standard & Poor's will clas-
sify securities as lesser quality if: 

P The secwitv is within a sector or 
category of municipal securities 
where there tends to be material dif-
ferences in the ratings assigned to 
like securities by the various 
NRSROs. 

O r  
8 The security is within a sector or cat-

egory of municipal securities in 
which the NRSRO(s)rating the 
security has limited market presence. 

Standard & Poor's ratings guidelines 
state that for a tax-exempt fund to be 
rated by in the highest categories by Stan-
dard & Poor's, all securities held by the 
fund should be rated either 'SP-l+' or 'A-
I+' or 'SP-1' or 'A-1'. The proportions 
for each rating depend on the fund's rat-
ing category (see Money Market Fund 
Rating Definitionsand Criteria Summary, 
page 3). In considering other  rating 
scales, Standard & Poor's makes the fol-
lowing distinctions: 

I Securities not rated by Standard & 
Poor's that have been assigned the 
highest short-term r a ~ gby another 
NRSRO and have a long-term rat-
ing cornparablc to Standard & 
Poor's ' f i Y  are considered Stan-
dard & Poor's 'A-1+' equivalent for 
money market fund nting purposes 
only. 

u Securitiesnot rated by Standard & 
Poor's that have been assigned the 
highest short-term racing by another 
NRSRO and have a long-term rat-
ing comparable to Standard & 
Poor's 'AA' are considered Standard 
& Poor's 'A-1' equivalent for money 
market fund rating purposes only. 

m Securities not rated by Standard & 
Poor's that have been assigned the 
highest short-term rating by .mother 
NRSRO and possess credit support 
from an mtity rated 'A-l+' by Stan-
dard & Poor's are considered Stan-
dard & Poor's 'A-1+' equivalent for 
money market fund rating purposes 
on1y. 

n Securities not rated by Standard & 
Poor's that have been assigned the 
highest short-term rating by another 
hTRSRO and possess credit support 
from an entity rated 'A-1' by Stan-
dard & Poor's are considered Scan-
dard & Poor's 'A-1' equivalent for 
money market fund rating purposes 
only. 

- m General obligation debt not rated by 
Standard &Poor's issued by a 
municipality that has an 'SP-I+' or 
'A-I+' short-term unsecured debt 
rating from Standard & Poor's is 
considered Standard & Poor's 'A-
I+' equivalent for money market 
fund rating purposes only. 

D General obligation debt not rated by 
Standard & Poor's issued by a 
municipality that has an 'SP-1' or 
'A-1' short-term unsecured debt rat-
ing from Standard & Poor's is con-
sidered Standard & Poor's 'A-I' 
equivalent for moncy market fund 
rating purposes only. 

These criteria serve as recommended 
guidelines for rating tax-exempt funds. In 
assigning actual ratings, Standard & 
Poor's bases its final analytical detcrmi-
nation on its review of each fund's port-
folio management and credit research 
areas. 
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ceeds derived from the repo securities. 
a 	For purposes of perfecting the fund's 

security interest, the counterparty 
owns all repo securities free of any 
other claims. 

a ?he fund intends to pay the purchase 
price for the securities, as stated in d ~ e  
applicable governing agreement. 

a The counterparty will not incur, or 
allow others to incur, any equal or 
prior liens on the securities. 

m 	The fund has no knowledge of any 
fraud involved in any of the repo 
transactions it undertake.. 

If the fund enters into repos with Secu- 
rities Investor Protection Corp. (SIPC) 
and non-SIPC counterparties eligible to  
be debtors under the U.S. Bankruptcy 
Code, the fund should also provide assur- 
ance that the repos meet the Bankruptcy 
Code definition of a repo. 

If the fund enters into repos with finan- 
cial institutions subject to  RRREA, the 
fund must provide the following items: 

-	 n Assurance stating that the r e p s  sat- 

isfy the definition of a repurchase 

agreement and "qualified financial 

contract" under F I R W  


P Wrincn rep- tothc effect tfiaE 
1. AU other requirements under 

FIRREA have been met as out- 
lined in policy statements by the 
FDIC and RTC dated Dec. 12, 
1989;and 

2. 	 The fund, in accepting securities 
from a counterparty that is sub- 
ject to  FIRREA,is not in any 
way acting to defraud the coun- 
terparty, nor does the fund have 
any prior knowledge to the effect 
that the counterparty is insol- 
vent, or may become insolvent, 
as a result af the completion of 
m y  such r e p  transaction. 

Non-Traditional Repurchase Abveement 
(Repo) Collateral 
U.S. government o r  U.S. government 
agency securities including Treasuries, 
Agency Discount Notes and Agency 
mortgage Backed Securities have cunom- 

arily been used to collateralize repurchase 
agreements (repos). Most recently, bro- 
kerldealers have pledged "non-tradition- 
al" collateral, including investment and 
non-investment grade corporate debt, 
money marker securities and even shares 
of U.S. equities to back their repo obliga-
tions. A key reason behind this recent 
intern is tbat repos backed by "non-tra-
ditional collateral" provide a boost to  
money fund yields. While the growth in 
non-traditional collateral has been in part 
spurred by brokers seeking to leverage 
o tha  asset types;the demand is morc like- 
ly fueIed by the added basis points that 
comcs with the non-traditional collateral. 

Standard & Poor's Money Market 
Fund Rating Criteria for rcpos collateral- 
ized by "non-traditional" assets address- 
es the credit quality and diversification 
guidelines that are consistent with its 
money market fund ratings. The guide- 
lines for non-traditional collateral are 
more restrictive than traditional collateral 
because the non-traditional collateral 
may not qualify for preferential treat- 
ment unda the Federal Deposit Insurance 
Aa or the Federal Bankruptcy Code and 
therefore, must be treated as unsecured 
obligations of the Issuer (counterparty). 

Standard & Poor's credit quality crite-
iia for repo collateralized by "non-tradi- 
tional" assets calls for the counterparties 
(e.g. brokcrldealers) to  either have an 
explicit Issuer or counterparty rating 
from Standard & Poor's of A-1 or A-1+, 
or have a lmer of guaranty from an 'A-1' 
or 'A-1+' (Standard & Poor's rated) par- 
ent company. Thii differs from rep0 col- 
lateralized by traditional collateral, as  
traditional repo may be transacted with 
unrated brokerldealers that are 50% or 
morc owned by a parent company that is 
rated 'A-1' o r  better by Standard & 
Poor's qualify for the highest three rating 
categories ( ' A M ,  'AArn','Am'). 

Standard & Poor's 'diversification criteria 
for r e p  c o l l a t d i  by "non-traditionaln 
assas calls for the maximum exposure to 
any single counterparty (or bmMdealer) is 
limited to 5% of total fund assets This dii- 
fers from r e p  collateralized by traditional 
collateral, as they may comprise up to 25% 

per dealer dependink on the acdit quality of 
the broker/de;iler. 

Additionally, Standard & Poor's con-
siders term repo agreements beyond 
seven days (for both traditional and non- 
traditional collateral) to be illiquid, and 
as  such, should he limited to no morc 
than 10% of total fund assets. Standard 
& Poor's also expects that the underlying 
collateral in term repo agreemenu to be 
priced daily and  maintained a t  the  
required collateralization levels. 

Euahating Repwcbase Agreement (Repo) 
Counterparties 
The following criteria relates only to coun- 
terparty assessments for repurchase agree- 
ments (rep-) mllateralizcd by traditional 
collateral in rated money marker funds 
and is not a comment on the unrated enti-
g's ability to repay its unsecured debt or 
satisfy oher  contractual obligations. 

Standard & Poor's recognizes that  
many money market funds transact repos 
with unrated subsidiaries of highly rated 
financial institutions. Standard & Poor's 
looks directly to the parent's short-term 
r a ~ gto determine the level of credinvor- 
thiness of u ~ a t e d  repo counterparties 
that are subsidiaries of rated entities. In 
establishing this criterion, Standard & 
Poor's recognizes that repos, as  secured 
transactions, differ from unsecured oblig-
ations. Standard & Poor's reviews the 
legal structure of each fund's repos before 
assigning a rating to the fund. 

Unrated entities that are at least 50% 
owned by rated parents are considered at 
the same investment level as the parent's 
rating. Therefore, a repo transaction with 
an unrated brokcrldealer whose parent 
has an 'A-I+" rating is assessed at  '&I+' 
equivalent for money market fund rating 
purposes only. Likewise, a repo with an 
entity whose parent is rated "A-'1' is 
viewed as an 'A-1' equivalent for money 
market fund rating purposes only. 

For the case of rated repo counterpar- 
ties that have parents with higher shon- 
term ratings, Standard 8c Poor's looks to 
the parent's rating in assessing the proper 
level, provided that the subsidiary is at 
least 50% owned. For all other rated 



repo participants, the actual Standard & 
Poor's short-term rating applies. 

FUNDING AGREEMENTS 
Funding Agreements are floating-rate 
investment conuacts issued by insurance 
companies for the institutional marker- 
place. These investment contracts are 
popular with some money funds due to 
their attractive yields and put provisions. 
The put provision allows the owner of a 
floating-rate Funding Agreement contract 
to receive back its investment in a speci- 
fied number of days. Most money funds 
prefer seven-day puts although 30-, 90-, 
180-day, and oncyear puts arc also avail-
able. Most floating-rate Funding Agree- 
mcnt indexes are pegged to one- or three- 
month LIBOR Prime, commercial paper 
composite index, and one-year constant 
maturity treasury have also been used. 

When evaluating Funding Agreements 
as  cligible investments for rated money 
market funds, Standard & Poor's consid- 
ers the credit quality of the Issuer (insur- 
ance company), the terms of the agree- 
melit including contract maturity, reset 
index nte, and frequency of rate adjust- 
ments (e.g., weekly, quarterly), and any 
put or demand features. In order for the 
Funding Agreement to be a n  eligible 
investment for Standard & Poor's rated 
money market funds, the insurance com- 
pany issuing the investmcnt contract 
must possess a n  'A-1' or 'A-1+' shon-
term rating from Standard & Poor's. In 
addition, contracts issued by a non-rated 
subsidiary of a rated insurance company 
are not eligible for rated money market 
funds. As for the variable-rate features of 
the Funding Agreements, the reset rates 
should be tied to indices considered to be 
moncy market rates, such as LIBOR, Fed 
Funds, T-bill, and CP composite rates. 

Standard & Poor's also considers the 
potential for credit and liquidity risks 
prcsented by these contracts. Given the 
illiquid nature of short-term Funding 
Agreements (LC., no secondary market 
trading), conuacts that indude shon puts 
and demand features (generally seven to 
30 days) offer a greater level of protec- 
tion against credit deterioration of the 

issuing company. To provide for liquidity 
in the event of credit action, some Fund- 
ing Agreements include credit event put 
provisions, which provide the buyer (the 
fund) the ability to put back the contract 
to the issuing entity upon a downgrade of 
its racing. Standard 8: Poor's vicws this 
feature favorably since it enhances the 
fund's liquidity options. 

Since Funding Agreements pay a vari- 
able rate of interest on periodic reset 
dates, money inarket funds call take 
advantage of the maturity shortening 
provision under Rule 2a-7 of the Invest- 
ment Company Act of 1940 regulating 
moncy market funds. Hence, a Funding 
Agreement with a one-year maturity and 
30-day reset dates, are treated as 30-day 
instruments by money market funds for 
purposes of calculating their average 
portfolio maturity. However, these securi-
ties are considered to be part of the 10% 
illiquid basket as per Rule 5 7 .  Funding 
agreements that provide for seven-day or 
daily puts are not subject to the illiquid 
basket treatment. 

DCIEWDIBLENOTES 
Extendible notes come in many forms but 
can generally be classified under two 
broad categories based on who possesses 
the option to extend - the holder of the 
security o r  the Issuer of the security. 
When comparing the two types,Standard 
& Poor's looks more favorably towards 
those instruments where the holder of the 
security possesses the option because this 
option allows the holder to more actively 
manage the maturity risk associated with 
the Issuet However, for extendible securi- 
ties where the holder possesses the 
option, Standard & Poor's does not  
believes it is pmdent for a fund to cxtmd 
the maturity if the Issuer experiences any 
credit deterioration, including being put 
on  Creditwatch Necrative or uDon a -
downgrade. For those securities where it 
is the Issuer's option to extend the matu- 
rity, the following guidelines apply. 

Extendible commercial notes (ECNs) 
have receivcd increasing interest from 
money market funds. O n  the surface, 
ECNs look very much like traditional 

commercial paper, but provide a twist. 
Highly rated corporations issue ECNs for 
a finite period of time, say 90 days. They 
differ from commercial paper in that the 
Issuer, at its discretion, can extend the 
maturity of the note to a maximum of 
390 days. The Issuer has the option to 
call the notes a t  any time during the 
extension period. Like commercial p a w  
ECNs are offcred a t  a dixount rate based 
on the initial maturity datc. If extended, 
the rate becomes variable based on a 
spread above LIBOR. The size of this 
spread is dictated by the short-term credit 
raring of the Issuer and the sprcad's mag- 
nitude is designed t o  discourage the 
Issuer from extending the maturity date. 
The benefit to the lssuer is they can issue 
ECNs without a back-up liquidity facili-
ty. At the initial redemption date, if the 
Issuer lacks the necessary funding to pay 
off the notes, it can simply extend the 
maturity until alternative funding is 
obtained. These differ from previously 
issued short-term notes in  which the 
option to extend was controlled by the 
note holders. 

h ~ e n s i o n  would occur when the Issuer 
has no other viable refinancing opaons, 
making the ECN holder the lender of last 
resort. This would be a precarious position 
for a money market fund to be in, even 
though it receives a premium for accepting 
this risk. While the premium rate may 
seem attractive (eg.,110% of LIBOR for 
'A-l+' credits, 115% for 'A-1' credits), 
money market funds could face liquidity 
and pricing problems. The fact that the 
Issuer cannot place new commercial paper 
into the market implies that the fund will 
have equal trouble finding buyen for its 
ECN position, rendering its holding illiq- 
uid At this point, accurate pricing of the 
securities becomes complex, particularly 
given the Issuer's option to call the ECNs 
at  any time. Standard & Poor's believes 
that prior to purchasing these securities, 
money market fund advises should adopt 
a dccliled investment policy for E m s  and 
be prepared to hold the securities to the 
extended maturity date. 

Standard 8t Poor's money market fund 
criteria calls for rated money market 



funds to book the maturity of ECNs to 
the initial redemption date and count 
tl~em toward their 10% less liquid basket 
of securities. Short-term credit ratings on 
ECNs are treated the same as the Issuer's 
commercial paper ratings (for Standard 
& Poor's rated money market funds, 
commercial paper Issuers must be rated 
'A-1' or  better by Standard & Poor's). 
While it  is considered unlikely that the 
Issuer will extend the notes, upon exten- 
sion, the rates change from fixed to vari- 
able, and money market funds should 
calculate maturity based on final maturi- 
ty date. Although interest rates for ECNs 
reset periodically (typically monthly) 
after extension occurs, calculating days to 
maturity by referencing the reset date is 
imprudent. Money fund regulation per- 
mits funds to calcuhtc maturity for vari- 
able-mte securities based on the reset 
&te. This applies only when the market 
value of securities can be reasonably 
expected to  approximate amortized cost 
at each reset until final maturity. Exten- 
sion of an ECN would only occur when 
an Issuer experiences an adverse credit 
event, or if the market encountered a liq- 
uidity crunch. In either use,the ability to 
project the market value of the ECN is 
likely to be materiaUy impaired. 

INTERFUND LENDING 
Standard & Poor's has formulated guide- 
lines for interfund lending in rated money 
market funds. For those management 
companies who have received exemptivc 
orders  from thc SEC t o  lend cash 
between funds (managed by the same 
investment adviser), Standard & Poor's 
believes that adherence to the following 
guidelines is consistent with investment 
practices of highly rated money market 
funds Standard & Poor's looks for: 

Opinion written by either in-house or 
external counsel for the fund evidencing 
that the Fund lending cash has a lien on 
the borrowing funds' assets that is senior 
to that of fund shareholders and service 
providers (i.e. custodians, distributors, 
invcment  advisers). 

Established guidelines that specify per- 
centages that each rated fund may lend 

(to each fund and in aggregate) as well as 
the percentages that each borrowing fund 
may borrow. 

Additionally, rated funds should: 

Refrain from lending to funds with 
more than 35% emerging markets 
exposure 

n Refrain from lending to funds that 
have lost greater than 25% of their 
assets within the past five business 
days (through any combination of 
redemptions and market deprecia- 
tion) 

m Rated money market funds should 
refrain from borrowing from other 
funds except to meet emergency liq- 
uidity needs (i.e., not to lever the 
fund or otherwise enhance yield) 

As part of the weekly monitoring 
report, rated funds should provide details 
on the amount of money loaned at any 
time during the prior week, the name of 
the borrowing fund(s), the net asset size 
of the borrowing fund(s), and the rnaturi- 
ty and interest ratc terms of the loan(s). 
Additionally, Standard & Poor's requests 
that rated funds provide written notifica- 
tion of these policies prior to commencc- 
rnent of any such transactions. 

CAUABLEAND CONVERTIBLE NOTES 
Callable and convcrtiblc notcs a re  
designed to perform well in stable interest 
ratc environments. Both callable and con- 
vertible notes can present money marker 
funds with unique market risks including 
call risk, reinvestment risk, interest rate 
risk, and liquidity risk. Given thcse multi- 
ple risks factors, managen should closely 
evaluate the pricing and market risks pre- 
sented by these securities. 

Corporations and government agencies 
issue short-term callable debt generally 
with one-year final maturities and with 
monthly or quarterly call dates. Due to 
the call feature, the interest rates (yield) 
for these sccurities are generally higher 
than those for equivalent non-callable 
instruments. The added risk is 'uncertain' 
principal maturity. There are several 
ways that this risk can manifest, for 

example, during periods of rising interest 
rates, the valuc of thesc callable notes 
will decrease, as  would a similar non- 
callable fixed-income security. During a 
period of falling rates, however, the price 
of callable notes will not appreciate in 
proportion with n o n d a b l c  notcs given 
the increased likelihood that the callable 
notcs will be called at  the next call date. 
Investors will be unwilling to  pay any 
material premium in the purchase price 
given the call risk. 

Callable note investors also face the 
risk of having their notes called away 
when rates fall. Reinvestment occurs 
when Issuers call the securities. Issuers 
arc more likely to call (or rerite their out- 
standing debt) when interest rates have 
dropped as this provides an opportunity 
to obtain cheaper financing. Investors of 
callable notes that are called will have to 
reinvest at lower rates. 

Convertible notes are a variation on 
short-term callable notes as convemble 
notes while not callable can be converted 
from a fixed rate to a floating ratc at the 
option of the Issuec The holder is short 
the convertible feature, and thus is paid a 
yield premium to offset this uncertainty 
or risk. Like callables, convertible notes 
are typically issued with one-year final 
maturities at attractive fixed rates or with 
predetermined floating-rate formulas. 
The valuc of convenible notes will also 
fall during rising rate periods, behaving 
much like standard fixed rate instru- 
ments. However, when rates fall, the 
price appreciation of convcrtiblc notes 
will be limited due to the increased lihli- 
hood of conversion. The conversion risk 
is similar to call risk and thus has similar 
inherent price or market risks. The key 
difference is that upon conversion, the 
interest earned on the convenible notes is 
based on a predetermined formula, while 
the note holders control the reinvestment 
options for the callable notes. 

Standard & Poor's believes it is prudent 
for fund managers to perform stress tests 
on these securities under various interest 
rate scenarios to determine the relative 
valuc of holding these securities during 
periods of both rising and falling rates. 



Assumptions should include the magni- 
tude of the interest rate decline required 
for the securities to be called or converted 
and the frequency of the options that 
may be exercised (e-g., monthly, quarter- 
ly). Managers should closely evaluate the 
risk and reward trade-offs presented by 
these securities before investing in these 
notes. 

In holding convertible notes, a fund is 
taking all the risks of a fixed-rate instru- 
ment, while potentially receiving the 
lower returns that floating-rate instru- 
ments provide in a declining interest rate 
environment. To make these notes more 
attractive, Issuers typically set the float- 
ing rate reset formulas at  spreads above 
an index (such as Fed Funds or LIBOR) 
that are higher than the market rate for 
variable rate securities. While such for- 
mulas may look enticing in the near term, 
spreads may widen over time, potentially 
creating a below market yield as such 
times as  the notes are converted. In fact, 
the Issuers of convertible notes have an 
incentive t o  exercise the conversion 
option should spreads widen sufficiently, 
even if short-term interest rates remain 
stable. In essence, this gives them the 
oppomnity to  finance at  below market 
rates. ?his risk dots not apply to callable 
notes because once the security has been 
called, the holder is free to  reinvest a t  
current market ntes, either fixed or vari- 
a bie. 

Since callable and convertible notes are 
more complex than standard fixed rated 
securities, detcrnlining reliable prices for 
these is a more difficult task. Managers 
should price these securities to market on 
a regular basis with multiple brokerdeal- 
e n  or reliable sources to ensure accurate 
market values as dealer quotations are 
subject to  a wide degree of subjectivity. 
Since these securities often lack an effi- 
cient and liquid secondary market, portfo-
lio managen should be able to value these 
securities internally based on their own in 
depth analysis. Given the less liquid 
nature of these instruments, the securities 
can experience higher price volatility. 

If properly analyzed and accounted foz 
callable and convertible notes can be 

appropriate investments for money market 
funds. For instance, when calculating the 
weighted average maturity (WAM), 
ullables and convertibles must be booked 
to their final maturity dates. If the Issuer 
exercises the option on the convertible note, 
then the maturity can be calculated to the 
next reset date, assuming the price on the 
note can still reasonably be expected to 
remain at or near par on subsequent reset 
dates. If spreads for comparable floating 
rate notes have changed materially, the con- 
vertible notes should continue to bc booked 
to their final maturity dates. 

Further, Standard & Poor's believes 
that because of the inherent risks present 
in these securities, money market funds 
should impose limitations to their expo- 
sure to  callable and convertible notes, 
thereby mitigating the risk of unanticipat- 
ed price volatility. These limits should be 
based on the fund's cash flow volatility, 
liquidity needs, and overall market price 
exposure. 

MASTER NOTES AND PROMISSORY NOTES 
Effective March 1, 2003 Standard & 
Poor's money market fund rating credit 
quality criteria for promissory notes 
and master notes will call for  these 
notes to  be issucd by an Issuer that has 
an explicit Issuer rating or  a counter- 
party rating of 'A-1+' o r  'A-1' from 
Standard & Poor's. Eligible mastcr 
notes o r  promissory notes that are not 
issued by a rated entity may he secured 
by a letter of guaranty from a parent 
company rated 'A-1' or 'A-1+' by Stan- 
dard & Poor's. Promissory notes and 
master notes currently held by Stan- 
dard & Poor's rated money market 
funds that d o  not meet the revised cri- 
teria will be allowed to mature. 

While a majority of promissory and 
mastcr notes arc issucd by rated Issuers, 
some master and promissory notes are 
issucd by unrated subsidiaries of Stan- 
dard & Poor's rated entities. Prior to the 
revised criteria, Standard 8: Poor's based 
the creditworthiness of promissory and 
master notes issued by un-rated sub- 
sidiaries on the Standard & Poor's rat- 
ings o i  ;he Issuer's parent company. 

However, a comprehensive review of the 
ratings correlation between parent w m -  
panics and their subsidiaries indicates 
that there is often a disparity in the cred- 
it ratings, o r  t h e  creditworthiness, 
between a parent company and its sub- 
sidiaries. The disparity in the ratings 
between a parent company and its sub- 
sidiaries can be attributed to  the sub- 
sidiaries domicile, regulatory cnviron- 
ment, o r  the importance of the 
subsidiary to the parent company. Given 
that creditworthiness of a money market 
fund's invesunents is a key element in its 
ability to  maintain principal exposure 
and limit exposure to loss, Standard & 
Poor's has revised its criteria for highly 
rated money market funds. 

Master and  promissory notes a r e  
attractive alternative investment vehicles 
for money market funds as they are high- 
ly customizable. The investor can select 
the floating rate reset, underlying index 
of the reset rate, and the maturity date(s). 
The invCSt0r can also vary the principal 
amount, alter the pricing index, and 
establish a put option for early maturity . 
of the notes. Master notes can be secured 
o r  unsecured demand notes  and a n  
Investor can invest varying amounts of 
money a t  different (fixed or  floating) 
rates of interest pursuant to arrangements 
with Issuers. The interest rate 0x1 a inaster 
note can be fixed, based on or  tied to  
changes in specified interest rates, o r  
reset periodically according to a pre- 
scribed fonnula. Although there is no sec-
ondary market for master notes, those 
with demand features can provide the 
investor, or the fund, with liquidity (usu- 
ally in a relatively short time). 

Promissory notes can be secured, or 
unsecured notes, issued by corporate enti- 
ties to finance short-term credit needs, 
operating expenditures, or to  retire debt. 
In rctum for the loan, companies a g e  to 
pay investors a fixed return over a set 
period of time. While most promissory 
notcs are registcred with the SEC and 
with the states in which they are sold, 
notes with maturities of nine months or 
less may be exempt from registration 
requirements. 



SECURITIES LEISDING AND REVERSE 
REPURCHASE (REPO) AGREEMENTS 
Reversc repurchase agreements (repos) 
and securities lending are investment 
strategies used by some taxable money 
market funds, primarily to  enhance 
investment income. Standard & Poor's 
has specific criteria concerning the lend- 
ing of portfolio securities by a fund to 
banks and brokerldealers. The criteria 
apply not only to direct loans of securi- 
ties, but also t o  reverse repos. These 
transactions can create risks for moncy 
funds in the areas of credit and market 
price exposure in the form of leverage. 

Reverse repos entered the spotlight in 
1994 when several bond funds and 
Orange County California's investment 
pool recognized significant losses due to 
this leveraging technique. While reverse 
repo transactions are typically associated 
with longer-term fixed-income portfolios, 
money market fund advisers arc increas- 
inglymaking them part of their strategies. 

A reverse repo is a leveraging technique 
in which a fund simultaneously agrees to  
sell and repurchase a security it owns. A 
reverse repo is often viewed as collateral- 
ized borrowing since a fund incurs a lia- 
bility and uses the security as collateral. 
AS an example, assume a money fund 
owns a 610 million Treasury note and 
wants to borrow funds overnight. The 
fund will sell the $10million Treasury 
note to the counterparty for settlement 
today. At the same time, the fund agrees 
to buy back the 610 million Treasury 
note for settlement tomorrow, plus inter- 
est. The result is that the fund has bor- 
rowed overnight funds for one day (rate 
times $10 million times one dayl360). 
During the term of the reverse repo, the 
fund's total assets and liabilities are 
increased by the amount of the reverse 
repo, while net assets remain the same 
[see sidebar Reverse Reprrrchase Repo 
Agreement Transaction]. 

T h e  main reason for using reverse 
repor is to enhance income b y  investing 
borrowed cash at  a higher rate than the 
c o n  to borrow (revme rep0 rate). Port- 
folio managers also use reverse rcpos to 
provide liquidity to funds. For example, a 
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portfolio manager may choose to raise 
cash via revene repos to provide liquidi-
ty, rather than having to sell securities at 
an inopportune time. 

Securities lending, an investment strategy 
used by money fund managers to enhance 
income (or to lower custody expenses), can 
also increase the risk level of a money fund 
portfolio via leverage. Some fund advisers 
are now using securities lending, which 
was once a strategy of large insorutional 
in\-estors. Fund custodians typically 
orchestrate the securities lending process, 
but some larger fund companies have in-
house lending operations. 

Traditionally, securities lending was 
viewed as a low-risk strategy with which 
a fund manager (via the custodian) could 
simply focus on the credit quality of the 
counterpany and the loan collateral. If a 
fund accepts securities as collateral, it 
encounters a diffctcnt set of risks than if 
the fund accepts cash collateral (see 
Lending for Secrrrities Collateral: Not  
Leveraged, page 23). In the former case, 
the fund (usually via the custodian) lends 
securities for a fee to  a brokerldealcr 
(borrower) and requires securities as col-
lateral. The dealer provides collateral, 
typically in the form of Treasuries, a t  
102% of the loaned securities' value, 
which is marked-to-market on a daily 
basis. When the loan terminates (often 
the next day), the broker returns the 
securities and the fund renrrns the collat-
eral. If a custodian handles the operation, 
the fees are split between the fund and 
the custodian. The major risks are that 
the borrower defaults or files for bank-
ruptcy and, a t  the same rime, the price of 
the collateral drops to less than the value 
of the loaned securities. 

Securities lending is viewed as a more 
aggressive strategy from an investment 
standpoint if cash collateral is accevted. 
The &nd (via the custodian) lend; our 
securities but accepts cash collateral 
instead of securities (see Lending for 
Cash Collateral: Leveraged, page 23). 
The custodian invests the cash in securi-
ties with the aim of beating the cost of 
the loan and splitting the income with the 
fund. While the income is split between 

the fund and custodian, the fund bears all 
risks of tlie assets. Regardless of whether 
the fund or custodian invests the cash 
collateral, the result is that the assets of 
the fund are increased ( a  leverage 
impact). This type of securities lending 
has a similar risk profile to reverse repos. 

Many banks have entered the securities 
lending business since the late 1980s. This 
has led to lower fees and, in turn, more 
aggressive investment policies. In Novem-
ber 1994, investors and custodians 
learned about the true risks in securities 
lending when The Boston Co., a unit of 
Mellon Bank Corp., announced a $130 
million net write-off ($223million pretax) 
related to securities lending losses. In The 
Boston Co. case, instead of accepting 
securities as collateral, the custodian 
accepted cash as collateral and was will-
ing to take on significant investment risks. 
Although The Boston Co. was acting as 
an agent, not as a principal, it absorbed 
its clients' losses for business reasons. 

Standard & Poor's reverse repo and 
securities lending criteria take into 
account incremental risks associated with 
these strategies. The criteria focus pri-
marily on the counterparty credit quality, 
the term of the transaction, and the effect 
that leverage has on a portfolio's weight-
ed average maturity (WAM). 

As with repos, Standard & Poor's views 
reverse r e p s  and securities lending trans-
actions as posing counterpany risk, and 
therefore liniits counterparty rating to 'A-
1+' and 'A-1' at the 'AAAm' and 'AAm' 
rating levels. As a general guideline, Stan-
dard & Poor's views all investments made 
by the fund (related to reverse repos and 
securitieslending) as assets of the fund. In 
each of thcsc cases, a modified WAM is 
calculated.Standard & Poor's then applies 
its sensitivity matrix, as is done with all 
rated money market funds. 

Standard & Poor's also takes a conserv-
ative view when analyzing the structure 
and term of the overall transaction. All 
transactions should bc "matched" on both 
sides. For example, cash from a reverse 
repo with a seven-day term should be 
invested in a security with a seven-day 
maturity. Additionally, at tlie 'AAAm' rat-

ing level, the transactions should not 
exceed 25% of net assets on maturities less 
than or equal to 7days or 10% on ma&-
ries greater than 7 days, with the tmn of 
the transaction limited to 30 days or less. 
Since the securities that are reversed or  
loaned out are tied up for the turn of the 
transaction, Standard & Poor's views 
thcsc securities as illiquid for transactions 
beyond seven days. 

Standard & Poor's is also concerned 
with incremental risks associated with 
purchasing agency variable-rate notes 
(VRNs) with borrowed monies (via 
reverse repos or securities lending). TO 
limit the potential for mismatching matu-
rities, Standard BL Poor's feels it is inap-
propriate for highly rated funds to invest 
greater than 1 0 %  of borrowings in 
VRNs. For example, a $100 million port-
folio that levers 25%, or $25 million of 
net assets, should limit VRNs to lo%, or 
$2.5 million, of the borrowed funds in 
VRNs. All VRN purchases should meet 
Standard & Poor's VRN guidelines for 
rated money market funds. 

The reverse repo and securities leadig 
criteria recognize the incremental risks 
associated with these strategies. The fol-
lowing example will assist in understand-
ing the effects that leverage can have on a 
fund's WAM.Assume an unlevered fund 
is comprised of a 60-day Treasury securi-
ty, or a bullet podolio with a WAM of 
6 0  days. This $100 million portfolio 
enters into a revene repo, or lends 25% 
of its assets and invests the proceeds in an 
overnight deposit. While this transaction 
is matched, Standard & Poor's also ana-
lyzes the reported effective WAM. If the 
overnight repo investment is included in 
the portfolio, the WAM (gross) could be 
reported as 48 days ([80% 60 days] + 
(20% one day] = 48 days). However, 
because the increase in assets t o  $125 
million has a leverage effect, the WAM 
has to be calculated on a net basis, which 
is 60 days. To properly adjust the WAM, 
take the unlevered portfolio WAM of 60 
days and add the WAM of the borrowed 
assets (60 + [25% * one day]). Lf the fund 
invested in a 30-day security, the fund's 
effective WAM would be 68 days (60 + 



[25% '301). Further, standard & Poor's 
analyzed the impact of redemptions on 
the levered portfolios and found the 
WAM differences to become even more 
significant. For example, the 60-day port-
folio with 25% net leverage experiences a 
sharp rise in its effcsrive WAM to 80 days 
following an immediate 20% redemption 
in assets [see Impact of Redemptiotrc on 
Weightcd Average Mabtrity (WAhf)of a 
Levered Portfoliopage 251. 

Standard & Poor's expects rated funds 
to provide the following information with 
regards to securities lending and reverse 
repo transactions on a weekly basis: 

a Gross assets (market value basis) 
and net assets (market) 

o Percentage of fund in reverse rep0 
andlor securitiesleading tramactions 

o All terms of transaction (i.e., coun-
terparty, collateral type) 

very effective to attaining these goals. 
Standard 8: Poor's money market fund 

ratincrs address a money market fund's" 
ability to provide principal safety and liq-
uidity, but there are significant differences 
be&een the minim& standards required 
by Rule 2a-7 and Standard & Poor's rating 
criteria for the highest rating categories, In 
fact, a fund that met the bare minimum 
regulatory requirements would a t  best 
qualify for a 'BBBm' rating from Standard 
& pior's. This rating could be lower 
dewndina on the fund's a s h  flow Datterns. 
management experience and controls, 
investment parameters, and  current 
marked-temarket net asset value (NAV). 

The main areas in which Standard & 
Poor's approach differs from Rule 2a-7 
guidelines are in the treatment of a port-
folio's: 

Weighted average maturity (WAM) 
credit quality -

Floating rate securities 
Less-liquid securities 

m ~ e ~ u r c h a s eagreements (repos) 

In dealing with weighted average port-
folio maturity, Rule Za-7 allows for a 
maximum of 90 days. There is a common 
misconception tha t  this is a blanket 
endorsement for a 90-day WAM but this 
is not the case. The  rule states that a 
fund's WAM should be at  an appropriate 
level to maintain a stable NAV, but in no 
case exceed 90 days. It implies that funds 
with volatile or less liquid assets or inter-
est rate-sensitive shareholders should 
seek lower WAM levels. 

The highest rating that a money market 
fund that allows for a 90-day WAU can 
get from Standard & Poor's is 'Am'. 
Analysis shows that a fund with a 9khy  
WAM will likely break the dollar as a 
result of an interest rare rise of 205 basis 
points, without taking into account sub-
scription or redemption activity. Higher 
rating categories require lower WAMs, 
with 'AAAm' fund guidelinesset at  a max-
imum of 60 days; however, this u n  be set 
lower depending on the cypes of assets 
held and shareholder characteristics. 

Rule 21-7 delineates minimum credit 
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0 Investments from transactions 
included in portfolio holding 
reports as h i d  assets 

ID Weighted average portfolio maturity 
calculation adjusted for effects of 
leverage 

REGULATION VS. RATINGS 
Rule 2a-7 of the Investment Company 
Act of 1940 is the primary section of reg-
ulation that governs U.S. domestic money 
market funds. The rule has been formally 
amended several times since its adoption 
in 1983 and there have been numerous 
interpretive releases and exemptive orders 
with regard to 2a-7 rules issued by the 
SEC over the past few decades. Rule 2a-7 
was established to limit risks in money 
market funds could take t o  provide 
investors safety of principal and liquidity 
from money market fund investing. The 
rule, and prudent management, has been 


