
quality standards for money market 
funds. A taxable money market fund 
must havc a t  least 95% of its assets 
invested in first-tier securities. A first-dcr 
security is defined as being in the highest 
rating category of at least two nationally 
recognized statistical rating organizations 
(NRSROs) or  deemed equivalent by the 
fund's adviser. The remaining 5 %  may be 
in second-tier securities (rated in the sec- 
ond-highcst raring category by two 
NRSROs o r  deemed equivalent by the 
fund's adviser). First-tier securities havc a 
5% Issuer diversification limit (excluding 
government securities). Issuer concentra- 
tions are limited to 1% for second-tier 
securities. Certain exceations are made 
for tax-exempt money market funds. 

Standard & Poor's criteria for 'BBBm' 
rating closely mirror Rule 2a-7 minimum 
standards. Higher rating categories require 
higher credit quality standards but there 
are no second-tier securities allowed in 
funds in Standard & Poor's investment 
grade fund ratings ('BBBm' or bettcr). The 
SEC recognizes Standard 8: Poor's 'A-1' 
shon-turn rating category as first-tier. Stan- 
dard & Poor's, however, uses a plus (+) 
symbol with some ratings to indicate rela- 
tive strength within the category. Criteria 
for all ratings of outline a minimum accept- 
able percentage of Standard 8: Poor's rated 
securities. Rule 21-7 does not distinguish 
between 'A-1' and 'A-1+' ratings. 

Rule 2a-7 views the aedit quality of a 
rep0 as that of the securities underlying 
the agreement provided that the collateral 
qualifies for preferential treatment under 
the Federal Deposit Insurance A a  or the 
Federal Bankruptcy Code. Since rcpos 
typically involve government securities, 
no diversification requirements apply. 
Standard & Poor's rating criteria look to 
the creditworthiness of the rep0 counter- 
party. The criteria arc somewhat less 
stringent in terms of diversification and 
aedi t  quality for 'A-It' and 'A-1' quality 
counterparties than the criteria for unse- 
cured obligarions because of the short- 
term nature of the transactions and the 
fact that they are secured. However, Stan- 
dard & Poor's is not comfortable with 
solely looking at  the underlying instru- 

ments, as discussed in the r e p  section of 
the criteria. 

NEGATIVE YIELDS VS. 
'BREAKING M E  OOUAR' 
Money market funds have remained pop- 
ular even though the yield on the avcrage 
U.S. money-market fund recently hovered 
near an all-time low of 1 % (at the end of 
2002). The low yields are vexing enough 
for fixed-income investors although they 
still look relatively good compared to the 
losses posted by the average equity fund 
over the past few years. But they may 
also be the cause of another unpleasant 
surprise. Since fund expense ratios - (the 
percentage amount a fund charges to  
cover operating costs) may in some cases 
exceed the actual yield, investors who 
redeem their fund shares may find that 
their balance is actually lower than the 
amount they originally put in. In essence, 
the fund has posted a negative return, 
even though it has its princi- 
pal value and had a positive yield. Many 
money market funds are partially waiving 
or cutting fees to avoid this situation and 
to remain competitive. 

Some fund professionals have warned 
that if rates go even lower, it might cause 
money-market funds to "break the dol- 
lar", a situation where the fund's prinapal 
value dips below $1.00 per share. It is 
important to realize the difference between 
high management fees eating up a fund's 
principal and the erosion in a fund's assets 
because of portfolio investment losses. 

Standard & Poor's money market fund 
rating addresses the "&tyn of the money 
fund's investments, and therefore, focuses 
on a fund's abiiity to limit loss. In the U.S., 
money market funds seek to maintain a 
"stablen net asset value (NAV) (or $1.00 
NAV per share). The more conservative 
money market funds seek to avoid 'hreak- 
ing the one dollar per share or buckn by 
investing in highly creditworthy, short- 
term and very liquid investments while 
avoiding securities with hij$er d e g n s  of 
credit, IM&R or liquidity risk. 

While investors should be cognizant of 
the fee structure of a money market fund, 
particularly its total expense ratio, fees 

are not part of the ratings assessment. 
Sincc the raring is focused on a money 
market fund's ability to avoid losing W of 
1% or more (because if it loses more than 
% penny it would be "forced" to pay out 
99 cents a share), Standard 8: Poor's 
analysis is mainly focused on the fund's 
portfolio level risk (e.g., credit ,market 
risk, liquidity, and management). There- 
fore, as long as the market value of the 
fund does not deviate by 'A% and has 
sufficient liquidity to meet redemptions, 
the fund should maintain a "stable" 
share price. Yields have and will continue 
to rise and fall over time, and as of the 
end of 2002, yields were at  their lowest 
level since the 1960's. 

If you were to invest S10,000 in a rated 
money fund and receives back $9,950 at 
the end of one year because your fees 
were higher than your return, doesn't this 
mean that the fund "broke the dollar"? 
While the investor may not be happy 
with the return of the investment, the 
fund has maintained principal value and 
did have a positive yield. Let's say, for 
instance, that the fund had a 1.00% yield 
over the past year, but its total expense 
ratio was 1.50%. In this situation, the 
investor would receive back their original 
$10,000 investment plus the 1.00% yield 
W S  the 1.50% - thereby nemng the 
investor "less" than the original $10,000 
(approximately $9,950). Lf the fund had a 
total expense ratio of 0.50%, it would 
have generated a positive return of nearly 
$50.00, and the investor would have 
received back $10,050 at  year-end. 

An example of a fund "breaking the dol- 
lar" is as  follows. Let's say that money 
market funds arc yielding 4%, with a total 
expensc ratio of 1.50%. If you invested 
$10,000 in a money market fund and dur- 
ing the time you held this investment, the 
fund a-pcrienced a problem with a xruri- 
ty in its portfolio and had to sell it for a 
2% market value loss to the overall port- 
folio. That loss is reflected in the amount 
of assets available to pay investon when 
they decide to redeem their shares in the 
fund. If you decide to redeem you shares 
at this point, your shares would be worth 
$0.98. While you may receive a check for 
























































































