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Paper Summary 
 
Four economists from the Federal Reserve and the Brookings Institution released proposed 
recommendations last week for money market fund (MMF) reform to mitigate the systemic risk that arises 
from the funds’ vulnerability to runs and to protect shareholders who do not redeem quickly when runs 
occur. Its proposal would require that a small fraction of each MMF shareholder’s recent balances, called 
the “minimum balance at risk” (MBR), be available for redemption only with a delay of 30 days. Most 
regular transactions in the fund would be unaffected; the requirement would only affect redemptions of the 
shareholder’s MBR. In the rare event that a fund suffers losses, the MBRs of investors who have recently 
made large redemptions would absorb losses first. As a result, there is a disincentive to redeem if the fund 
is likely to have losses, but little effect on incentives when the risk of MMF losses is remote. It uses 
empirical evidence, including a novel data set on MMF losses in 2008 from the U.S. Treasury and the 
Securities and Exchange Commission (SEC), to calibrate an MBR rule that would reduce the vulnerability 
of MMFs to runs. 
 

Regulatory Attitude 
 
The authors of the paper have a hawkish regulatory tone, arguing that MMFs pose a systemic risk to the 
economy and are in need of reform. However, they did not feel that MMFs should necessarily be 
eliminated, and felt that regulations should allow the MMF industry to continue to fill the financial niche it 
serves. Otherwise, investors could turn their capital to less-desirable alternatives. 
 
The paper considered, in addition to an MBR requirement, requiring MMFs to switch to a floating net-asset 
value (NAV), keeping a capital buffer, and restricting redemptions of MMF shares (other than an MBR). 
Support for a floating NAV was lukewarm at best, and the MBR requirement discussion assumed a stable 
NAV, as it is today. The authors did not see a capital buffer requirement as a very effective means of 
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eliminating the risk of runs on MMFs on its own, but the authors did say a capital buffer (specifically, a 
0.5% buffer) would go well with an MBR requirement. In fact, they analyzed an MBR requirement while 
assuming a simultaneous capital buffer (though an MBR requirement is not dependent on a capital buffer; 
the authors were sure to emphasize that an MBR requirement can be implemented on its own or 
contingent with other reforms). The authors strongly opposed restrictions or fees for MMF redemptions 
during times of economic stress, warning that such measures would increase contagion and the potential 
for MMF runs. Other restrictions would impede the MMF industry to serve its niche in the financial system. 
Thus, naturally, they felt that an MBR requirement was the best regulatory solution, allowing the MMF 
industry to continue to function while discouraging MMF runs. However, they suggested that different kinds 
of MMF funds could be created and be subject to different regulations so they can serve different needs; 
thus, some may possess an MBR requirement, and others a different set of regulations. 
 
 
 

The Minimum Balance at Risk (MBR) 
 
The MBR is the amount of an investor’s account with an MMF that is subject to a delay in redemption 
should the rest of the account be redeemed. This balance could be at risk if the MMF suffers losses. The 
authors of the paper also suggested that part of the balance of the MBR be subordinated and used to cover 
losses before the non-subordinated proportion of the investor’s balance. The subordinated balance an 
investor has increases the more she redeems from the MMF account, thus subjecting investors who’ve 
redeemed more shares to more risk of losing their MBR should the MMF break the buck and fail. This is 
intended to act as a counterincentive to the “first mover advantage” faced by investors in an MMF failure 
and reward investors who stick with the fund with fewer losses to their accounts. 
 
Should the MMF suffer losses, those losses would first be allocated to the MMF capital buffer (should one 
exist). If the losses exceed the capital buffer, the MMF has “broken the buck” and failed. Losses in excess 
of the buffer would be absorbed on a pro rata basis by the subordinated proportion of investors’ MBRs first, 
followed by the remaining portion of shareholders’ MBRs, then finally over all remaining shares in the fund. 
 
Mathematically, the MBR for an investor   is calculated by multiplying a “reference amount”    with a 

proportion  ; thus,         .    must be a function of the investor’s balances from the past thirty days 
(the authors suggested it could be the maximum balance or the average balance of the past thirty days).   
must be large enough to give investors confidence that the losses suffered by the MMF will not exceed the 
investors’ aggregate MBRs (suggested amounts range between 3% and 5%). Each investor would have an 
available balance            (   representing the investor’s balance available for immediate 

redemption and    representing her total balance). Redemptions exceeding the available balance would be 
subject to a delay (the authors recommended a thirty-day delay, since thirty days represent enough time to 
be a disincentive to redeeming as a part of a run). 
 
To further discourage withdrawals, part of the MBR should be subordinated and used to cover losses 
before the non-subordinated proportion. The subordinated balance would be calculated as: 
 

                         (
                          

                     
) 

 
where cumulative net redemptions is the difference between the reference amount and the current 
balance, and potential redemptions is the difference between the reference amount and the investor’s 



March 25 2013 
Page 3 

C:\Users\CMiller\Desktop\Memorandum.doc  

MBR.
1
 Thus, the more an investor redeems from her MMF, the more her MBR is exposed to covering the 

losses suffered by the MMF should it fail. Retail investors could receive a more lax version of this equation 
and not have the first $50,000 in redemptions included in the calculation of their subordinated balances; 
thus, the subordinated balance would be calculated as: 
 

                      {
   (

                                  

                     
)                                       

                                       

 

 
For mathematical reasons, this method for calculating the subordinated balance is more forgiving than the 
earlier method, which creates the possibility that large investors could “broker” their accounts to take the 
most advantage of this.

2
 However, the benefit of doing so is very minor, according to the authors of the 

paper. 
 
Omnibus accounts (an aggregated MMF account for multiple customers) are problematic in this regulatory 
framework because it is difficult to determine the ownership of the omnibus account. The authors 
suggested that an MBR requirement should be accompanied by requirements for MMFs to possess 
adequate information on the ownership of the MMF account, thus ensuring losses to omnibus accounts are 
duly distributed between the omnibus accounts’ customers. 
 

For additional information please contact Curtis Miller at CMiller@bhfs.com 

 

                                                      
1
 By substitution, this means the equation could be rewritten as                         (

                                

                    
) 

2
 Unlike the first method, it’s impossible in the second method for the subordinated balance to be equal to the MBR. However, the 

difference between the two methods becomes increasingly miniscule the large the account. Thus, larger accounts are subject at a 
disadvantage relative to smaller accounts, encouraging large investors to break up their investment over multiple accounts. 
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