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 FSOC Issues Proposed Recommendations 

on Money Market Fund Reforms After 

SEC Fails to Act 

  O
n November 13, 2012, the Financial Stability Oversight Council 

(FSOC) voted to issue proposed recommendations (Proposed 

Recommendations) to the US Securities and Exchange Commission 

(SEC) regarding additional reforms of the rules governing money 

market funds (money funds). 1    The FSOC’s action follows extended debate regarding 

whether regulatory reform of money funds in addition to the reforms adopted in 2010 is 

warranted. In particular, the FSOC developed and issued its Proposed Recommendations 

only after SEC Chairman Mary L. Schapiro announced on August 22, 2012 that the 

SEC would not call a meeting to vote on a proposal to introduce additional reforms for 

money funds, because three of the four other SEC Commissioners had informed her 

that they would not support the draft  proposal prepared by SEC Staff. 2    
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 This article provides background on the 
events leading up to the issuance of  the 
Proposed Recommendations. It then outlines 
the Proposed Recommendations and reviews 
additional actions the FSOC or the Board 
of Governors of the Federal Reserve System 
(Federal Reserve) might take if  the SEC does 
not take action in order to address perceived 
weaknesses in the structure of the money 
fund industry. This article was finalized as of 
November 14, 2012, the day after the FSOC’s 
open meeting at which it voted to issue the 
Proposed Recommendations. Because the 
regulatory landscape is changing rapidly, any 
forecast of regulatory action may be subject 
to change. 

 Background 

 During the 2008 financial crisis, the Reserve 
Primary Fund became only the second money 
fund in history to break the buck, when 
its shares dropped from $1.00 to $0.97 in 
the wake of  the bankruptcy of  Lehman 
Brothers Holdings Inc. This led to a wave of 
redemptions, primarily by investors in money 
funds invested in corporate securities (prime 
money funds). While much of this “flight to 
quality” consisted solely of the transfer of 
 proceeds from prime money funds to money 
funds invested in government securities, the 
 redemptions nevertheless aggravated a lack 
of liquidity in the commercial paper market, 
which some have argued led to further distress 
in the financial system. 

 In February 2010, the SEC adopted amend-
ments to Rule 2a-7 under the Investment 
Company Act of 1940, as amended (1940 
Act), the rule that primarily governs money 
funds, and other rules under the 1940 Act 
that govern money funds to address many of 
the concerns raised during the financial crisis 
(2010 Amendments). 3    These reforms included, 
among other things, enhanced liquidity 
requirements and tighter maturity, diversifica-
tion and credit quality standards for money 
fund investments. When the 2010 Amendments 
were adopted, Chairman Schapiro described 
them as “an important first step in our efforts 
to strengthen the money market regime.” 4    

 Since the adoption of  the 2010 
Amendments, Chairman Schapiro and other 

regulators have stated the belief  that fur-
ther reforms of  money funds are neces-
sary to reduce the potential for harm to 
the US financial system. In October 2010, 
the President’s Working Group on Money 
Market Fund Reform issued a report outlin-
ing several possible reform options, including 
a floating net asset value (NAV), privately 
sponsored emergency liquidity vehicles, man-
datory redemptions in-kind and money fund 
insurance. 5    An SEC roundtable followed in 
2011, examining the role of  money funds 
in the 2008 financial crisis and discussing 
possible reforms. The FSOC annual reports 
for 2011 and 2012 also recommended fur-
ther reforms, identifying mandatory floating 
NAVs, capital buffers and redemption restric-
tions as possible reforms. 6    Similarly, a recent 
publication of  the International Organization 
of  Securities Commissions supported fur-
ther reform. 7    Federal Reserve Chairman Ben 
Bernanke has supported additional reform, 
frequently expressing concern about the “risk 
of  runs” on money funds and stating that 
“[a]dditional steps to increase the resiliency 
of  money market funds are important for the 
overall stability of  our financial system and 
warrant serious consideration.” 8    

 During this same time period, the industry 
held its own roundtable, submitted numerous 
comment letters to the SEC and met with mem-
bers of Congress and SEC Commissioners 
to express opposition to  further money 
fund reforms of the type advocated by the 
 regulators. In addition, many municipal and 
corporate issuers and representatives of inves-
tors expressed their opposition to further 
reform. 

 In testimony before the Senate Committee 
on Banking, Housing, and Urban Affairs on 
June 21, 2012, Chairman Schapiro acknowl-
edged that the 2010 Amendments had been 
successful, but reiterated her belief  that 
further regulation of  money funds was nec-
essary. Chairman Schapiro outlined a pro-
posal prepared by the SEC Staff  that would 
require money funds to either (i) convert to 
a floating NAV (in contrast to their current 
stable $1.00 NAV per share) or (ii) maintain 
a stable NAV while maintaining a capital 
buffer and imposing certain restrictions on 
redemptions. 9    
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 According to press reports and her press 
release, Chairman Schapiro sought to bring 
the Staff proposal to a vote before the SEC 
Commissioners in late August. If approved 
by a majority of the Commissioners, the Staff  
proposal would have been released for public 
comment and could have served as the basis 
for additional regulatory reforms by the SEC. 
However, in a press release dated  August  22, 
2012, Chairman Schapiro stated that three 
SEC Commissioners had informed her 
they would not support the Staff proposal. 
Although the press release did not mention 
which Commissioners opposed the proposal, 
Democratic Commissioner Luis A. Aguilar 
and Republican Commissioners Daniel M. 
Gallagher and Troy A. Paredes, who had long 
questioned the need for further reform, subse-
quently issued statements giving their reasons 
for not supporting the SEC Staff proposal. 

 In a statement issued on August 23, 2012, 
Commissioner Aguilar explained that, before 
he could support a proposal, he sought further 
analysis of (i) the cash management industry 
as a whole, (ii) the 2010 Amendments and 
their impact and (iii) the potential impact of 
the reforms outlined in the Staff proposal. 10    
Commissioner Aguilar also noted his concern 
that the Staff proposal could be a catalyst for 
investors to move investments out of money 
funds and into unregulated investment vehicles. 

 Commissioners Gallagher and Paredes 
issued a joint statement on August 28, 2012 in 
which they stated that the “necessary analysis 
has not been conducted to demonstrate” the 
efficacy of the reforms outlined in the Staff pro-
posal. 11    The Commissioners recommended an 
approach that “(i) would empower money mar-
ket fund boards to impose ‘gates’ on redemp-
tions; (ii) mandate enhanced disclosure about 
the risks of investing in money market funds; 
and (iii) conduct a searching inquiry into, and a 
critical analysis of” the 2010 Amendments and 
the impact that additional reforms would have 
on money funds, investors, financial institu-
tions, systemic risk and the overall economy. 12    
Finally, in response to Chairman Schapiro’s 
suggestion that other regulators consider fur-
ther money fund reform, the Commissioners 
expressed their belief that “money market funds 
are squarely within the expertise and regulatory 
jurisdiction of the SEC.” 13    

 Notwithstanding the lack of  support 
from her fellow Commissioners, Chairman 
Schapiro’s press release stated her view that 
“the issue [of money fund reform] is too 
important to investors, to our economy and to 
taxpayers to put our head in the sand and wish 
it away. Money market funds’ susceptibility 
to runs needs to be addressed.” 14    Chairman 
Schapiro also raised the possibility that other 
financial regulators might pursue money fund 
regulation, noting that “other policy makers 
now have the clarity that the SEC will not act 
to issue a money market fund reform proposal 
and can take this into account in deciding 
what steps should be taken to address this 
issue.” 15    

 Statement from Treasury 
Secretary Geithner 

 Immediately following the issuance of 
Chairman Schapiro’s press release, a Treasury 
Department spokeswoman stated that the 
Treasury Department is consulting with other 
regulators “to consider the appropriate next 
steps to reduce risks to financial stability 
from money-market funds.” 16    Subsequently, 
on September 27, 2012, Treasury Secretary 
Geithner issued a letter in which he urged 
his fellow members of the FSOC to use the 
FSOC’s authority under the Dodd-Frank Wall 
Street Reform and Consumer Protection Act 
(Dodd-Frank) to recommend to the SEC that 
it proceed with money fund reform. Secretary 
Geithner specifically identified three reform 
proposals that the FSOC should consider and 
possibly recommend to the SEC: (i) requiring 
money funds to convert to a floating NAV; 
(ii)  requiring money funds to hold a capital 
buffer; and (iii) imposing capital and enhanced 
liquidity standards, potentially coupled with 
liquidity fees or redemption “gates.” 17    

 Secretary Geithner further stated that “in 
the event the SEC is unwilling to act in 
a timely and effective manner,” the FSOC 
should consider exercising its authority under 
 Dodd-Frank to designate money funds or their 
sponsors or advisors as systemically important 
institutions (SIFIs) or to apply heightened 
risk-management standards to money funds 
under its authority to designate systemically 
important payment, clearing or settlement 
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activities. 18    Additionally, Secretary Geithner 
suggested that other agencies evaluate their 
authority to take action “to address certain 
of the risks posed by [money funds],” specifi-
cally highlighting the bank regulatory agencies’ 
authority to “impose capital surcharges on reg-
ulated entities that sponsor [money funds],” or 
otherwise restrict financial institutions’  ability 
to sponsor, borrow from, invest in, and provide 
credit to money funds that do not have struc-
tural protections in place. 19    

 The US Chamber of Commerce (Chamber) 
and Dechert LLP had both commented on 
Secretary Geithner’s letter, noting that the 
FSOC should proceed with caution. The 
Chamber requested “that the Council refrain 
from making recommendations, and instead 
encourage the SEC, an independent regula-
tory agency, to move forward with a different 
approach.” 20    It noted that “[a] majority of 
commissioners of the Securities and Exchange 
Commission have indicated that they are will-
ing to consider options to further strengthen 
the resiliency of money market mutual funds 
if  such action is justified by a careful examina-
tion of the impact of the 2010 reforms to Rule 
2a-7.” 21    The letter from Dechert LLP focused 
on the legal requirements the FSOC must 
meet in order to make a recommendation 
and stated that “the FSOC must act in logical 
order and put the regulatory horse before its 
cart if  the FSOC is to meet statutory require-
ments and administrative best practices, and 
avoid being found to have acted arbitrarily, 
capriciously and contrary to law.” 22    

 The FSOC’s Proposed 
 Recommendations 

 On November 13, 2012, the FSOC 
exercised its authority under Section 120 
of  Dodd-Frank to issue the Proposed 
Recommendations. There will be a 60-day 
public comment period on the Proposed 
Recommendations, following the publication 
in the Federal Register. In the release relating 
to the Proposed Recommendations (FSOC 
Release), the FSOC proposes three alterna-
tives for consideration: 

•   Alternative One – Floating NAV : Under 
the fi rst proposal, money funds would 

be required to have a fl oating NAV per 
share by removing the exemptions pro-
vided by Rule 2a-7, which allow money 
funds to use amortized cost accounting 
and/or penny rounding to maintain a 
stable NAV of $1.00 per share. 

•   Alternative Two – Stable NAV with NAV 
Buffer and “Minimum Balance at Risk”:  
The second proposal would allow mon-
ey funds to maintain a stable NAV of 
$1.00 per share, provided the following 
two requirements are met: (i) an “NAV 
buffer” is established with assets in an 
amount up to one percent of  a fund’s 
assets, in order to absorb day-to-day 
fl uctuations in the value of  the fund’s 
portfolio securities; and (ii) three per-
cent of  a shareholder’s highest account 
value in excess of  $100,000 during the 
previous 30 days – a “minimum bal-
ance at risk” (MBR) – be made avail-
able for redemption only on a delayed 
basis. With respect to the NAV buffer, 
the FSOC proposed that it could be 
raised through various methods. With 
respect to the MBR, the FSOC noted 
that most redemptions would not be 
affected, but that, by delaying redemp-
tions of  an investor’s MBR for 30 days, 
those funds would be available and 
would bear the fi rst losses in the event 
that a money fund suffered losses in ex-
cess of  its NAV buffer, thereby creating 
a disincentive to redeem and providing 
protection for shareholders who remain 
in the fund. The FSOC proposed that 
these requirements would not apply to 
Treasury money funds. 

•   Alternative Three – Stable NAV with 
NAV Buffer and Other Measures:  The 
FSOC’s third proposal would  allow 
money funds to maintain a stable NAV 
of  $1.00 per share, provided that they 
 establish a risk-based NAV buffer 
of  three percent of  a fund’s assets to 
 provide explicit loss-absorption  capacity 
and comply with more stringent 
 investment diversifi cation requirements, 
 increased minimum liquidity levels and 
more robust disclosure requirements. 
The FSOC proposed that, if  it can be 
 adequately demonstrated that more 
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stringent investment diversifi cation requi-
rements, alone or in combination with 
other measures, complement the NAV 
buffer and further reduce the vulner-
abilities of  money funds, the FSOC 
could include those  diversifi cation re-
quirements in its fi nal recommendation 
and reduce the size of  the NAV buffer to 
less than three percent. 

 The FSOC Release stated that the three 
approaches are not mutually exclusive, but 
could be implemented in combination. The 
FSOC Release also sought public comment on 
other potential reforms. In the FSOC Release, 
the FSOC acknowledged that some stakehold-
ers ( that is , Commissioners Gallagher and 
Paredes) had suggested gates or other features 
that could be implemented only during times of 
market stress. In light of such suggestions, 
the FSOC requested that commenters address 
concerns that such features might increase 
the potential for industry-wide runs in times 
of stress. The FSOC Release also stated that 
the FSOC recognizes the concerns raised by 
Commissioner Aguilar that unregulated or 
less-regulated cash management products may 
pose similar risks to money funds. The FSOC 
Release stated that the FSOC and its members 
will address any risks to financial stability that 
may arise from such products. 

 The FSOC Release stated that the FSOC 
believes that money funds qualify as nonbank 
financial companies and, thus, are subject to 
the FSOC’s authority to make recommen-
dations under Section 120 of Dodd-Frank. 
The FSOC Release does not note that the 
Federal Reserve has not issued a final rule 
regarding the circumstances under which a 
company qualifies as a nonbank financial 
company. Significant issues have been raised 
as to whether money funds would qualify for 
nonbank financial company treatment. 

 In issuing the Proposed Recommendations, 
the FSOC Release explained that the FSOC had 
consulted with the SEC Staff, but the FSOC 
Release did not refer to any discussions with 
particular SEC Commissioners. Because Section 
120 requires the FSOC to take into account 
the costs of a proposed recommendation 
upon long-term economic growth, the FSOC 
Release provided an abbreviated cost-benefit 

 analysis of the Proposed Recommendations, 
but noted that, if the SEC accepts the Proposed 
Recommendations, the SEC would consider 
the economic consequences of implementing 
the recommendation through the SEC’s rule-
making, which would be informed by the SEC 
Staff’s own economic study and analysis. 

 After the 60 day comment period, if  the 
FSOC were to formally recommend that the 
SEC impose enhanced requirements on money 
funds, the SEC would be required either (i) to 
impose the recommended standards or similar 
standards that the FSOC deemed acceptable 
or (ii) to explain in writing within 90 days to 
the FSOC why the SEC had determined not 
to follow the FSOC recommendations. The 
FSOC is required to report to Congress on 
any recommendations the FSOC issues and 
the implementation thereof, or the failure 
of the appropriate agency to implement such 
 recommendations. 

 Other Potential Action by the 
FSOC – Designating Money Funds 
or Their Sponsors as SIFIs 

 Although the FSOC is first proposing 
to address its concerns through the vehi-
cle of industry-wide Section 120 Proposed 
Recommendations, Secretary Geithner indi-
cated in his letter and at the FSOC open 
meeting that the FSOC might seek to impose 
added regulatory requirements on particular 
money funds or sponsors by designating them 
as SIFIs, if  the SEC does not act to impose 
additional reforms. 

 Section 113 of  Dodd-Frank grants the 
FSOC the authority to designate  individual 
nonbank financial companies, potentially 
including money funds, as SIFIs. Such a 
designation would subject a fund to supervi-
sion and regulation by the Federal Reserve. 
Although the FSOC issued interpretive guid-
ance in April of this year as to how it would 
evaluate whether to designate a nonbank 
financial company as a SIFI, 23    it has not yet 
designated any institution as a SIFI. 

 Assuming that money funds do qualify 
as nonbank financial companies, based on 
interpretive guidance adopted by the FSOC, 
the FSOC would generally follow a three-
stage process for the preliminary review of a 
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money fund for potential designation. Stage 1 
includes the application by the FSOC of a set 
of six quantitative factors, or screens, to iden-
tify companies that may merit further in-depth 
review. The primary screen is the requirement 
that a company must have $50 billion or more 
of global total consolidated assets. A company 
also must meet one or more of the other five 
screens, which measure credit default swaps 
outstanding for which a company is the refer-
ence entity, derivatives contracts into which a 
company has entered, total debt outstanding, 
leverage and  short-term debt. 24    

 Following Stage 1, a company that was pre-
liminarily identified based on the six quantita-
tive factors would be subjected in Stage  2 to 
a more comprehensive and company-specific 
analysis, addressing both qualitative and quan-
titative factors. If, after the Stage 2 analysis is 
completed, the FSOC believes that further 
review is necessary, in Stage 3 it could request 
more detailed information directly from the 
company and would provide the company an 
opportunity to submit its own views regarding 
its possible designation as a SIFI. 

 After gathering additional information in 
Stage 3, the FSOC would decide whether 
to make a preliminary determination that a 
company should be designated as a SIFI and 
would inform the company of the basis for any 
such determination. A designated company 
then would have the opportunity to request 
a hearing before the FSOC. If  a hearing is 
held, the FSOC would be required to make a 
final determination within 60 days thereafter. 
A company that receives a SIFI designation 
would have the right to seek judicial review of 
that designation. 

 A money fund designated as a SIFI would 
be subject to enhanced prudential standards 
regarding its capital, liquidity and single 
counterparty credit exposure limitations and 
would be subject to stress testing, resolution 
planning and early remediation requirements. 
The Federal Reserve published a proposed 
rule regarding enhanced prudential stan-
dards in January 2012. 25    The Federal Reserve 
 acknowledged that its proposal was focused 
on large bank holding companies (BHCs) and 
did not address the variety of circumstances 
that might be presented by nonbank financial 
companies that are designated as SIFIs, but 

suggested that it would tailor in some manner 
the enhanced standards that it would apply to 
each particular SIFI. 26    The uncertainties in 
the proposal present significant issues for enti-
ties, such as money funds, which do not oper-
ate in a manner comparable to large BHCs. 

 Possible Action by the 
Federal Reserve  

 As indicated by Secretary Geithner, bank 
regulatory agencies also have the authority to 
impose regulations that would affect money 
funds or their sponsors, particularly BHCs. 
In fact, the Federal Reserve has indicated 
informally that it could exercise supervisory 
authority over BHCs in a manner that takes 
account of potential financial support that a 
BHC might provide to a sponsored fund or 
by setting new limits on the ability of BHCs 
to rely on funding provided by money funds. 

 In a recent speech, Eric S. Rosengren, 
President of the Federal Reserve Bank of 
Boston, suggested that, if  the SEC does not 
move forward with money fund reform, BHCs 
that sponsor prime money funds could be 
made subject to stress tests that take account 
of their exposure to the risk of a sponsored 
money fund breaking the buck. 27    In particular, 
Mr. Rosengren stated that, if  the SEC failed to 
enact additional reforms, “an alternative for 
funds with depository institution or deposi-
tory institution-affiliated sponsors would be 
to include likely money market mutual fund 
support in the sponsor’s stress tests.” 28    He fur-
ther explained that these sponsors could calcu-
late the likely capital support needed in a stress 
scenario “[b]ased on the historical experience 
of their money market funds, the historical 
experience of similar funds, and their money 
market funds’ exposures.” 29    The outcome of 
these stress tests could have implications for 
the Federal Reserve’s review of BHC capital 
plans and of the capital that BHCs will be 
expected to maintain. 

 In another speech given earlier this year, 
Federal Reserve Governor Daniel K. Tarullo 
suggested a different approach that would 
restrict money fund investments in BHCs. 30    
Governor Tarullo indicated that, in the absence 
of SEC reforms, the Federal Reserve could 
set new limits on BHCs’ reliance on funding 
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provided by money funds. This could have the 
effect of limiting investments by prime money 
funds in BHCs, which could affect short-term 
funding overall for BHCs. 

 In the Federal Reserve’s enhanced pruden-
tial standards proposal under Section 165 of 
Dodd-Frank, while it proposed in general to 
exclude the credit exposure of the funds that 
a BHC or SIFI sponsored or advised from 
the calculation of the BHC’s or SIFI’s single 
counterparty credit exposure, it suggested that 
this treatment might be at odds with the sup-
port that some companies provided during 
the financial crisis to funds they sponsored 
or advised. 31    The Federal Reserve asked for 
comment on whether a BHC or SIFI should 
include such funds for purposes of the single 
counterparty credit exposure limitations. 

 Possible Action by the SEC 

 Although Chairman Schapiro’s announce-
ment on August 22, 2012 stated that the 
SEC would not be taking action, the FSOC’s 
Proposed Recommendations may prompt 
the Commissioners to seek a compromise 
approach. At the FSOC’s open meeting, 
Secretary Geithner and other members stated 
explicitly that the preferable course is for the 
SEC to adopt appropriate reforms on its own, 
and that, in such an event, the FSOC would 
not make a formal recommendation. In this 
regard, Commissioner Gallagher, who ini-
tially did not support the Staff  proposal, later 
indicated that he may support certain aspects 
of the proposed reforms, including a require-
ment for money funds to convert to a floating 
NAV. In an interview reported in Bloomberg 
in late September 2012, Commissioner 
Gallagher indicated he may be open to agree-
ment with Chairman Schapiro, stating that 
requiring money funds to have a floating 
NAV is “an attractive option” that he is 
likely to support. 32    Commissioner Gallagher’s 
statement, along with the issuance of the 
Proposed Recommendations from the FSOC 
and statement by its members, will likely 
renew the possibility of compromise among 
the Commissioners and potential action by 
the SEC. 

 In addition, the money fund industry 
reportedly has met with members of  the 

SEC Staff  to discuss a potential compromise 
prior to the FSOC issuing the Proposed 
Recommendations. According to an article 
published in Bloomberg, the Investment 
Company Institute (ICI), the national asso-
ciation of  US investment companies, and 
representatives of  several money fund firms 
met with Chairman Schapiro, members of 
the SEC Staff  and representatives from the 
Treasury Department on October 26, 2012 
to discuss the industry’s proposals. 33    The 
Bloomberg article reported that the ICI and 
money fund firms, including BlackRock and 
Fidelity, offered a plan that would allow 
money funds to impose “stand-by liquid-
ity fees” on investors who withdraw money 
under certain circumstances. 34    More specifi-
cally, under this plan, the liquidity fees would 
be triggered if  a money fund’s liquidity fails 
to meet existing minimums or a fund’s mark-
to-market NAV falls below a designated level. 
A Wall Street Journal article published on 
November 8, 2012 reported that regulators 
from the SEC and the Treasury Department 
were not persuaded by the money fund indus-
try’s compromise plan. 35    The FSOC also did 
not include such a proposal as part of  the 
three primary alternatives of  the Proposed 
Recommendations. 

 Conclusion 

 While the money fund industry initially 
avoided further regulation by the SEC, 
the industry continues to face regulatory 
uncertainty due to the FSOC’s Proposed 
Recommendations and other potential actions 
that the FSOC or the Federal Reserve may 
take, if  the SEC does not act. In addition, 
the recent statement made by Commissioner 
Gallagher along with the FSOC’s Proposed 
Recommendations and the FSOC members’ 
statements increases the possibility that the 
SEC Commissioners may compromise and 
propose additional reforms without the FSOC 
formally recommending that they do so. Such 
proposals could include some version of the 
SEC Staff  proposals supported by Chairman 
Schapiro or the Proposed Recommendations, 
but could also include redemption gating 
and enhanced disclosures as suggested by 
Commissioners Gallagher and Paredes in their 
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statement. Finally, a compromise package 
may include further study and analysis of the 
effectiveness of the 2010 Amendments, the 
need for additional regulatory reform and, 
perhaps most importantly, the impact that 
such reforms would have on those governmen-
tal and private issuers who depend on money 
funds to provide the short-term financing that 
is critical to their ability to operate. 

 Whether undertaken at the SEC’s own ini-
tiative or at the formal recommendation of the 
FSOC, money fund reform will continue to be 
highly controversial. If  undertaken without 
adequate consideration and analysis of the 
economic impact on the industry, investors, 
corporate issuers and state and local gov-
ernments, money fund reform could end up 
having a more detrimental impact on the US 
economy than the perceived issues that the 
regulators are seeking to address. 
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