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recommended that funds provide monthly website disclosure of client concentration, by
categories of investor type.”’ Regarding third-party accounts, the Report noted:

Some types of investors, such as street name accounts, omnibus accounts,
and non-transparent portals, do not provide a fund manager with much (or
any) transparency about the intentions of the various participants in that
account. In those instances, we anticipate that the fund would disclose the
percentage of its portfolio held by street name accounts, omnibus
accounts, non-transparent portals or similar investors.*°

The most significant problem with implementing any type of “know your
customer” process is the fact that the substantial majority of mutual fund shares are held
in these non-transparent, third-party accounts. In a Report issued on December 18,
2006,*' the ICI estimated that a median of 80% of mutual fund shares sold by sales forces
and a significant number of fund shares sold directly are held in street name:

Mutual funds ... have a significant portion of their shares held in street
name. For mutual funds sold via sales forces (either proprietary or non-
proprietary), shares held in street name ranged from 78 percent to 100
percent of total fund shares, with a median of 80 percent—similar to that
of closed-end funds. Even mutual funds that are marketed directly to
investors had a considerable amount of their shares held in street name. ...
half of mutual funds sold directly had at least 57 percent of total shares
outstanding held in street name. Direct-sold mutual funds are offered on
platforms or supermarkets, and these shareholder accounts generally are
held in street name.*>

As described in more detail below, the better regulatory approach is to help funds
evaluate the liquidity needs of all their shareholders by requiring full transparency of
shareholders investing through intermediaries. This will provide funds with ongoing
investor identification information and transaction data, permitting funds to evaluate
liquidity needs in an accurate and real-time basis.

The SEC Should Require Investor-Level Transparency to Enable Funds to Accurately
Evaluate the Liquidity Needs of Individual Shareholders

Without full transparency at the investor level, funds and their boards are not
going to be able to make appropriate and informed judgments about the liquidity needs of
their shareholders. The only sensible way to evaluate the expected redemption demands

29 Id,
*°1d. at 84-85.

*! Investment Company Institute, Costs of Eliminating Discretionary Broker Voting on Uncontested
Elections of Investment Company Directors, Dec. 18, 2006, at 5, available at
http://www.sec.gov/comments/sr-nyse-2006-92/nyse200692-100.pdf.

32 Id. This data was provided to the ICI from Automatic Data Processing, Inc.
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of the entire shareholder base is to “look through” the intermediaries to the beneficial
shareholder level.

As CMFT has noted in previous comment letters and correspondence with the
SEC, the structure of the mutual fund distribution system is going to—once again—
prevent funds from honoring their regulatory obligations because of a lack of
transparency in circumstances where fund shares are purchased through third-party
intermediaries.

The fund industry relies heavily on financial intermediaries—such as brokers,
fund supermarkets, financial advisers, and retirement plan providers—to market its fund
shares. While this type of distribution system has allowed mutual funds to become the
primary investment vehicle for more than 90 million individuals, the use of omnibus
accounting has created a number of regulatory problems that have yet to be resolved in a
satisfactory manner.

The SEC has tried to improve transparency within these hidden, third-party
accounts through the enactment of Rule 22¢-2. This Rule requires all mutual funds to
have written agreements with their financial intermediaries that provide for “upon
request” information sharing at the individual investor level.*> However, funds are not
using this tool, either on a periodic or a daily basis.>*

For unexplained reasons, the SEC believes that funds are regularly “looking
through” their intermediaries to evaluate redemption behavior for underlying
shareholders:

Our proposed requirement that fund boards distinguish between retail and
institutional money market funds would require boards to make a
determination based on an understanding of the investors in the fund and
their behavior. Our proposed liquidity requirements also would require
money market funds to ‘know their customers,” including their expected
redemption behavior. We expect that most money market funds already
have methods to understand their customers and their redemption needs

% Mutual Fund Redemption Fees, SEC Release No. IC-26782, 70 Fed. Reg. 13,328 (Mar. 18, 2005);
Mutual Fund Redemption Fees, SEC Release No. IC-27255, 71 Fed. Reg. 11, 351 (Mar. 7, 2006); and
Mutual Fund Redemption Fees, SEC Release No. IC-27504, 71 Fed. Reg. 58,257 (Oct. 3, 2006) (codified
at 17 C.F.R. § 270.22¢-2).

34 See Coalition of Mutual Fund Investors, Excerpts from SEC Prospectus Filings Regarding Enforcement
of Mutual Fund Market Timing and Other Short-Term Trading Policies within Third-Party Hidden
Accounts (Mar. 27, 2009), available at
http://www.investorscoalition.com/AnalysisofOmnibusSurveillanceProceduresMarch2009.pdf; See also
Coalition of Mutual Fund Investors, An Evaluation of Mutual Fund Redemption Fees and Other Market
Timing Policies (June 20, 2007); Coalition of Mutual Fund Investors, An Evaluation of the Redemption
Fee and Market Timing Policies of the Largest Mutual Fund Groups (May 5, 2005); and Coalition of
Mutual Fund Investors, Analysis of Redemption Fee Policies by the Fifty Largest Mutual Fund Groups

(Aug. 3, 2004), available at http://www.investorscoalition.com/fundstudy.html.
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because ‘knowing your customer’ is already a best practice. As a result,
we do not expect that these requirements would impose any material costs
on funds. >

The fund industry’s “know your customer” programs only consist of evaluating
aggregated trade data that does not include shareholder identification or transaction data
at the beneficial owner level. Without this information, a fund can only speculate about
potential redemption demands, instead of conducting a much more precise evaluation of
expected liquidity demands through a review of the actual identity and redemption
history of all fund investors. A review of consolidated trading data from a fund’s
financial intermediaries will not be adequate to help the fund prepare for the liquidity
needs of all its shareholders.

Aside from the issue of whether or not the SEC requires a classification of money
market funds into “retail” vs. “institutional” categories, the best regulatory approach for
helping funds accurately evaluate and manage the liquidity needs of all their shareholders
is to require full transparency of all shareholders trading through third-party
intermediaries. This can be accomplished in one of two ways: (1) by requiring same-day
disclosure of investor identity and transaction information through Rule 22¢-2, or (2)
through the direct registration of all shares purchased through third-party intermediaries.

The SEC Should Improve Rule 22¢-2 or Require Direct Registration of All Fund Shares

The SEC’s new Rule 22¢-2 may be an effective tool in providing full
transparency through intermediary accounts, especially if intermediaries are required to
provide information on a same-day basis.? 6 Aneven simpler method may be to require
direct registration of fund shares purchased through intermediaries.

Even before the implementation of the Direct Registration System (“DRS”), the
use of electronic book-entry accounting within the mutual fund industry has been
widespread, making it very easy to exchange shareholder account information and
process purchase, redemption, and exchange orders between intermediaries and funds.*’
In particular, the Fund/SERV and Networking systems of the National Securities
Clearing Corporation (“NSCC”) have been able to facilitate mutual fund order processing

3% Money Market Fund Reform at 32,724.

% CMFT has advocated for a same-day disclosure requirement in the implementation of Rule 22¢-2 because
it would provide complete transparency of shareholder identities and transaction information at the
individual investor level. A daily or per-order disclosure regiment can occur in a very cost-effective
manner through the NSCC Networking system used to share account information between the substantial
majority of intermediaries and funds. You can review CMFI’s comment letters on how to improve Rule
22c¢-2 on the Regulatory Action page of the CMFI website:
http.//www.investorscoalition.com/regulatory.htm.

37 See The Depository Trust & Clearing Corporation, An Overview of the Direct Registration System,

Corporation, available at http://www.dtc.org/dtcpublic/html/lob2/prod6é/drsdetail.htm (last visited Sept. 1,
2009).
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and account management functions between participating third-party intermediaries and
funds for more than a decade, in a cost-effective manner.

Direct registration allows the shareholder to be recorded on the books of the fund
and/or its transfer agent. Account information between a fund and its intermediaries can
be transferred back and forth electronically in book-entry form and through the use of the
NSCC Networking services referred to above.

Full transparency within intermediary accounts will permit funds to be able to
monitor all investor account activity on a real-time basis, instead of evaluating
consolidated data streams—data streams with substantial information gaps caused by the
use of street name and omnibus accounting. Full transparency also provides a solution to
at least two other compliance issues that remain as problem areas after the 2003-2004
mutual fund scandals: (1) the inability of funds to deter frequent trading of fund shares
within intermediary accounts; and (2) the inability of funds and intermediaries to
calculate breakpoint discounts on sales loads within brokerage and other third-party
accounts.

The SEC Proposal Regarding Fund Liquidations

In its Proposing Release, the SEC recommends a new Rule 22e-3, to exempt
money market funds that “break the buck” from section 22(e) of the Investment
Company Act. This rule change would permit funds to suspend redemptions, in order to
facilitate an orderly liquidation of a fund.*

This proposed Rule will replace Rule 22e-3T, a temporary rule that provides a
similar exemption for money market funds participating in the temporary guarantee
program established by the Treasury Department (“Treasury”). The SEC promulgated
this temporary rule on November 26, 2008.*° A primary purpose of this temporary rule is
to prevent the sale of fund assets at “fire sale” prices if a fund breaks the buck.*!

Rule 22¢-3T expires with the termination of the Treasury guarantee program this
fall. If the SEC decides to make this Rule a permanent one, then it needs to provide
additional protections for individual investors transacting through financial
intermediaries.

As CMFI argued in a comment letter submitted on December 14, 2008, the
current rules of the Treasury guarantee program do not address the issues of third-party

3 See The Depository Trust & Clearing Corporation, Mutual Fund Services, available at
http://www.dtcc.com/products/wealthmgmt/funds/ps _index.php (last visited Sept. 1, 2009).
% Money Market Fund Reform at 32,714,
“ Temporary Exemption for Liquidation of Certain Money Market Funds, SEC Release No. IC-28487, 73
Fed. Reg. 71,919 (Nov. 26, 2008). Rule 22¢-3T provides exemptive relief from SEC redemption rules to
Eicilitate an orderly liquidation of any fund that “breaks the buck.”

See Id.
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hidden accounts and the use of omnibus accounting.*? Under the written agreements used
by funds participating in the Treasury program, payments in a liquidation are only made
to “shareholders of record,” which means that investors transacting through an
intermediary must rely on that intermediary to disburse their guaranteed payment. The
investment adviser and the fund itself only have to use “best efforts” to ensure that
beneficial owners within omnibus accounts receive their payments.

The problem with disbursing liquidation payments within hidden accounts was
described in more detail in a BoardIQ article, published last fall.** The article quoted an
official from the ICI, who noted that any fund that experiences a liquidation event under
the Treasury money market guarantee program must have a plan in place to identify its
individual shareholders:

If a trigger event occurs, firms must have a plan to identify individual
shareholders who would need to be reimbursed. This means working with
intermediaries, says Don Boteler, the ICI’s vice president of operations, in
an e-mail. ‘That will likely require some research, given that many
account balances will have changed since 9/19, some investors will have
transferred their accounts to other brokers/advisors/recordkeepers, and/or
re-registered their accounts after gifting, marrying, divorcing [or] dying,’
he writes.**

In the same article, a partner at PricewaterhouseCoopers also notes that
liquidating funds with omnibus account shareholders will need to obtain
shareholder information at the beneficial owner level:

What’s more, funds that have omnibus accounts—large accounts that
group individual shareholders—will have to be able to drill down to obtain
individual shareholder information. From a testing perspective, [Tony
Evangelista of PricewaterhouseCoopers] recommends that funds figure
out how to deal with these accounts ahead of time to get individual details
so that if the time comes, they’ll be ready.*’

None of the provisions in the Treasury guarantee program, temporary Rule 22e-
3T, or the proposals advanced by the SEC in this rulemaking take advantage of Rule 22c-
2, i.e., to “look through” these third-party accounts and provide full transparency at the
beneficial owner level, once a liquidation event occurs. As CMFT argued in its December
comment letter, the use of Rule 22¢-2 in this circumstance will provide a liquidating fund

#2 Letter from Niels Holch, Executive Director, Coalition of Mutual Fund Investors, to Florence E. Harmon,
Acting Secretary, Securities and Exchange Commission (Dec. 14, 2008), available at
http://www.investorscoalition.com/CMFICommentLetterMoneyMktFundsDec2008.pdf.
ﬁ Lisa Lacy, Boards Keep Steady Watch on Money Funds, BoardIQ, Oct. 21, 2008.

Id.
45 &
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with the ability to ensure that beneficial owners receive their guaranteed payments in a
manner that is more precise and timely than the current process.

An even simpler solution is to require direct registration of all shareholder
accounts, as noted above. Direct registration improves the ability of a fund to know who
its shareholders are on an ongoing basis for liquidity risk management purposes. And
direct registration also provides full transparency at the beneficial owner level in the
event of a liquidation event.

The standard for any liquidation distribution to shareholders of a money market
fund under the Investment Company Act is the “fair and equitable” treatment of all fund
shareholders.*® This is certainly the position being taken by the SEC in litigation it has
brought against the Reserve Fund for “breaking the buck” last fall.*’ Unfortunately, with
the substantial majority of fund shares held in third-party hidden accounts, this standard
will be difficult to implement in any fund liquidation, unless there is full transparency at
the investor level.

If temporary Rule 22¢-3T is replaced with a permanent Rule 22e-3, the SEC
should adopt full transparency measures within third-party accounts to protect the
interests of individual investors. The conditions that the SEC has prozPosed in new Rule
22e-3 to protect fund shareholders are not adequate, in CMFI’s view."®

The SEC Should Require Enhanced Disclosures by Money Market Funds About the
Risks of Hidden Accounts

The ICI Working Group Report recommends that “money market funds reassess
and, if appropriate, revise the risk disclosures they provide to investors and the
markets.”* CMFI agrees with this recommendation and urges the SEC to require more
specific disclosures about the redemption and liquidation risks that shareholders face if
they purchase money market fund shares through a financial intermediary.

15 U.S.C. § 80a-25(c) (“Any district court of the United States ... is authorized to enjoin the
consummation of any plan or reorganization ... if such court shall determine that any such plan is not fair
and equitable to all security holders.”).

7 SEC Memorandum of Law at 1, SEC v. Reserve Management Company, Inc., No. 09-4346 (S.D. N.Y.
May 26, 2009), available at

http://www.sec.gov/spotlight/reserve_primary fund_investors/memorandum_of law.pdf

*® For example, the SEC proposes to condition its exemptive relief on the fact that a fund board act in its
capacity as a fiduciary in these circumstances. Additionally, the SEC would be permitted to rescind or
modify the exemptive relief if a fund has not devised (or is not properly executing) a plan of liquidation
that protects fund shareholders. See Money Market Fund Reform at 32, 715. While these are certainly
sensible conditions to impose, they are not a substitute for full transparency of the entire shareholder base
in the event a fund needs to liquidate its shares. As fiduciaries, fund boards should have access to this
information to ensure an orderly and timely liquidation.

# ICI Working Group Report at 91.
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In 2004, the SEC promulgated a new regulation requiring that all funds improve
their prospectus disclosures regarding the policies and procedures being used to address
frequent trading abuses.>® These prospectus disclosures are remarkably consistent across
funds and fund families, and provide confirming evidence that fund compliance
personnel are not able to provide effective oversight—at the beneficial owner level—over
the hundreds of intermediaries that are marketing their fund shares.’® Excerpts of these
disclosures from the prospectus filings of the fifty (50) largest fund complexes can be
reviewed on the CMFI website.>

It is now apparent that individual investors purchasing through financial
intermediaries face redemption and liquidation risks in money market funds. These risks
should be described with more specificity in fund prospectuses, in a manner consistent
with the disclosures concerning a fund’s policies regarding frequent short-term trading of
shares.

The SEC also requests comments about whether client concentration information
should be disclosed on a monthly basis to help investors evaluate the risk characteristics
of a fund.” As noted above, monthly website disclosure of client concentration
information—by categories of investor type—was recommended in the ICI Working
Group Report.>* However, this information will not convey any meaning to investors if
funds merely disclose that a significant portion of its shareholders are hidden from its
view in street name or omnibus accounts. This will have the effect of decreasing investor
confidence in a fund because of its inability to identify and evaluate the characteristics of
those investors within these third-party accounts, for the protection of all of its
shareholders. On the other hand, the monthly disclosure of categories of investor type
would be helpful to investors, once a fund can “look through” hidden accounts and
receive accurate information from the investor level for its entire shareholder base.

Money Market Funds Should Not Become Special-Purpose Banks

The Group of Thirty and former Federal Reserve Board Chairman Paul Volcker
have advocated that money market funds reorganize as special-purpose banks and
become regulated in the same manner as these financial institutions are regulated. CMFI
opposes this recommendation.

*® Disclosure Regarding Market Timing and Selective Disclosure of Portfolio Holdings, SEC Release Nos.
33-8408 and IC-26418, 69 Fed. Reg. 22,300 (Apr. 23, 2004).

3! See Coalition of Mutual Fund Investors, CMFI White Paper: Who is Watching Out For Mutual Fund
Shareholders? (Mar. 30, 2009), available at http://www.investorscoalition.com/CMFIWhitePaper3-27-
09.pdf.

%2 See supra note 34.

53 Money Market Fund Reform at 32,711.

>* ICI Working Group Report at 84 (“In those instances [of third-party accounts], we anticipate that the
fund would disclose the percentage of its portfolio held by street name accounts, omnibus accounts, non-
transparent portals or similar investors.”).




Elizabeth M. Murphy
September 10, 2009
Page 16

On January 15, 2009, the Group of Thirty released its recommendations for
reforming the regulation of financial institutions.”> Among its many recommendations,
the Group of Thirty advocates that money market funds become special-purpose banks:

Money market mutual funds wishing to continue to offer bank-like
services, such as transaction account services, withdrawals on demand at
par, and assurances of maintaining a stable asset value (NAV) at par,
should be required to reorganize as special-purpose banks, with
appropriate prudential regulation and supervision, government insurance,
and access to central bank lender-of-last-resort facilities.>®

Paul Volcker also has raised this issue in his individual capacity. In an August
2009 interview with Bloomberg, he stated:

Banks remain the functioning heart of the financial system, and they are
protected and regulated ... To the extent they have competitors that have
different ground rules, kind of free-riders in my view, weakens the
financial system.®’

As noted above, money market funds have been a safe investment for institutional
and individual investors for more than twenty-five (25) years. More importantly, money
market funds differ from deposit-taking banks in at least three respects. First, a money
market fund is not engaged in the use of leverage to extend credit that is tied to its level
of deposits or capital. Second, money market funds are not seeking government
insurance after the expiration of the temporary Treasury guarantee program. And third,
money market funds are not seeking access to Federal Reserve funding to meet their
obligations.

Given the safety and soundness record of money market funds and the difference
in structure of these funds compared to commercial banks, there is no compelling reason
to require these funds to reorganize as special-purpose banks.

Conclusion
The SEC’s proposed amendments to Rule 2a-7 should require full transparency of

beneficial owner accounts. This can be accomplished either by: (1) a requirement that
financial intermediaries provide same-day disclosure of third-party account information,

33 Group of Thirty, Financial Reform: A Framework for Financial Stability (Jan. 15, 2009), available at
http://www.group30.org/pubs/reformreport.pdf. The Group of Thirty is a nonprofit, international body
composed of senior representatives of the private and public sectors and academia (www.group30.org).
The Group of Thirty is chaired by Paul Volcker.

36 1d. at 29 (Recommendation #3: Money Market Mutual Funds and Supervision).

57 Christopher Condon, Volcker Says Money-Market Funds Weaken U.S. Financial System, Bloomberg,
Aug. 25, 2009.
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through an amendment to Rule 22¢-2; or (2) the direct registration of all shareholders
investing through intermediaries.

Full transparency within third-party accounts will provide money market funds
with accurate, real-time information about its entire shareholder base. This level of
transparency will significantly improve the ability of funds to manage their liquidity risks
and will provide a framework for a more precise and timely payment process to
beneficial owners in the unlikely event that a fund has to liquidate.

The full transparency model also addresses other regulatory problems that remain
unresolved after the 2003-2004 mutual fund scandals:

e Funds will be able to monitor short-term trading activities by all investors on a
real-time basis;

* Funds will be able to enforce their prospectus policies and procedures in a
uniform manner across all distribution channels;

e Investors will be able to receive properly calculated breakpoint discounts on
sales load charges;

¢ Money market funds will be able to manage liquidity risks by reviewing and
monitoring all investor activities on a daily basis; and

e Money market liquidation payments (and SEC Fair Fund distributions) can be
made in a more precise and timely manner than under the current process that
relies on “best efforts” within third-party accounts.

Thank you for your consideration of these comments.

Sincerely,

Niels Holch
Executive Director
Coalition of Mutual Fund Investors
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cc: The Honorable Mary Schapiro
The Honorable Kathleen Casey
The Honorable Elisse Walter
The Honorable Luis Aguilar
The Honorable Troy Paredes
Andrew Donohue
Robert Plaze



