ABSTRACT

Due to new money market regulations and

other structural changes in the cash markets,
institutional and retail investors are reviewing
their short-term investment options and liquidity
needs. This paper provides an overview of
money market funds, the recent changes in
2a-7 money market regulations, and our view of
the impact on money markets.

FIRM OVERVIEW

Babson Capital Management LLC and its
subsidiaries manage $128.9 billion (as of June 30,
2010, assets include Babson Capital Management
LLC and its subsidiaries Babson Capital Europe
Limited and Cornerstone Real Estate Advisers)
in assets for a broad range of global institutional
investors and is the lead investment advisor
to our parent, the Massachusetts Mutual Life
Insurance Co. (MassMutual). Our goal is to build
long-term relationships, based on transparency
and trust, that provide value to our clients.
Through proprietary research and analysis and
a focus on investment fundamentals, we develop
products and investment strategies that leverage
our broad array of expertise in fixed income,
equities, alternatives, structured product, and
debt financing for corporations and commercial
real estate.
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INTRODUCTION

Before the summer of 2007, money market funds were widely thought to
be practically risk-free investments in terms of capital protection as well as
liquidity. As a result, holdings in U.S. money market funds grew to some $3.3
trillion in 2008 (iMoneyNet). But with the $62 billion Reserve Primary Fund*
“breaking the buck” in September 2008, the SEC decided to amend the laws
governing money market funds, known as Rule 2a-7, with the goal of making
these investments even safer. Implemented in May of this year, the rules require
money market funds to raise the credit quality of their holdings and improve
their liquidity. But more safety, in other words less risk, can also mean lower
yields, which appears to be the case, making money market funds less attractive
for long-term investors.

WHAT ARE MONEY MARKET FUNDS?

“Money markets” refers to the short-maturity segment of the fixed income
marketplace, where government agencies and corporations raise short-
term funds. Money market funds typically invest in short-term government
securities, certificates of deposit, commercial paper, or other highly liquid,
low-risk securities. They attempt to keep their net asset value (NAV) at a
constant $1.00 per share — with only the yield oscillating up or down. Unlike a
“money market deposit account” at a bank, money market funds are regulated
investment companies and are not federally insured.

The following table describes money market instruments in greater detail.

TABLE 1: ASSETS TYPICALLY IN MONEY MARKET FUNDS
INSTRUMENT DESCRIPTION

MATURITY

U.S. Treasury Bill m Short-term U.S. government obligations
m Most liquid money market instrument

m Investor purchases T-bills at a discount from stated
or par value and receives face value at maturity

397 days

Up to one year

Government Agencies m Fannie Mae, Freddie Mac, Federal Home Loan Bank,
Federal Farm Credit Bank

m Carry an “Implied Guarantee” by the Federal Government

m Issue vehicles such as discount notes, coupon notes,
floating rate notes and callable bonds

Commercial Paper m Short-term unsecured notes issued by large Up to 270 days

corporations as an alternative to direct bank borrowings
m CP programs are often backed by lines of credit, which
can be used if needed to pay down the paper at maturity

Short Fixed and m Backed by the credit of the underlying issuer 397 days

Floating Corporates m Floating rate notes generally reset after one month or
three months and are recalculated off of a LIBOR-based formula

m Generally less liquid than the aforementioned securities

Bank Certificates m Time deposits with a bank
of Deposit m Issued in denominations greater than $100,000

1 The Reserve Primary Fund was a large money market mutual fund that “broke the buck”
(lowered its share price below $1) because of exposure to Lehman Brothers debt securities,
sparking redemptions and fear across the money market fund industry. This was a rare
occurrence which we believe is only possible in extreme situations of financial crisis.




Money market funds were in a growth phase up to September 2008 and grew to a market size of
$3.3 trillion (see Figure 1). Since then, consistent net outflows of cash have lowered the market

size to $2.5 trillion.

FIGURE 1: U.S. TAXABLE MONEY FUND ASSETS FALL TO $2.5 TRILLION
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NEW RULES LOWER RISK

The amendments to the 2a-7 money market regulations were implemented at the end of May
2010 by the SEC. The rules cover four key areas of daily and weekly liquidity requirements,
credit quality, maturity limits, and redemptions. The following table summarizes the key changes:

KEY CHANGE DETAIL

Improved liquidity

Higher credit quality

Shorter maturity limits

Redemptions

m On a daily and weekly basis, funds must meet stringent minimum requirements for
assets held in cash, U.S. Treasury securities or securities that convert to cash
within one day

m Reduced the proportion of a portfolio that can be invested in lower quality securities
(i.e. second-tier securities, such as A2/P2 paper)
m Reduced the size and maturity allowed for a single, lower quality security

m The “weighted average maturity” of a fund’s portfolio is restricted to 60 days

m Funds are required to hold sufficiently liquid securities to meet foreseeable redemptions
and they must anticipate the likelihood of large redemptions

m A money market fund’s board of directors is permitted to suspend redemptions if
a fund is about to “break the buck” and decides to liquidate the fund
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The amendments are aimed at increasing credit quality, shortening maturity limits, increasing
liquidity, and trimming back risk in money market strategies. The objective is to make money
market funds more resilient to certain short-term market risks and disruption. The changes
reduce the risk that a money market fund will “break the buck,” improve the ability of money
market funds to meet significant redemption demands, provide greater transparency of portfolio
information, and finally, provide greater protection for investors in money market funds that are
unable to maintain a stable net asset value per share.

LOWER RISKS IMPACT YIELD

Structurally speaking, the new 2a-7 regulations have created an impediment that limits the
yields traditional money market funds can offer by confining them to very short or overnight
maturities to meet the stringent liquidity requirements. With so many investors confined to the
very short end, we expect yields available to the funds to be squeezed further. However, it has to
be noted that the ultimate driving factor for yields is the fed funds rate, meaning that when the
fed funds rate is ultimately raised by the Federal Reserve, yields of money market funds should
improve in step.

PRESERVATION & LIQUIDITY VS. GROWTH

Money market funds are designed to meet investors’ needs for capital preservation and a high
degree of liquidity. Thus, they are not designed for investors looking for sizable returns. In
terms of liquidity, withdrawals from money market funds can typically be made on demand at
any point in time. Many investors consider money market funds as “cash equivalents” because
of their high liquidity.

CONCLUSION

The amendments to Rule 2a-7 have improved the credit quality and liquidity of money market
funds at the cost of a minor reduction in yield. Money market funds are designed for investors
looking for capital preservation and liquidity. Thus, investors who do not have an immediate
need for liquidity and are looking for greater yield in the longer term should consider other fixed
income options, such as investment grade corporate bonds, higher yielding bonds and loans, as
well as mortgage-related securities.
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DISCLOSURE

The information and opinions in this paper were prepared by Babson Capital Management LLC and/or one or
more of its affiliates (collectively, “Babson Capital”) and the author(s) named on page one of this paper.

Babson Capital is involved in many businesses and activities that may relate to companies or instruments mentioned
in this paper. These businesses and activities include, without limitation, trading in various financial instruments,
fund management, and investment advisory services. Babson Capital may trade as principal in the securities/
instruments (or related derivatives) that are the subject of this paper. Babson Capital may have a position in the
debt of the businesses or instruments discussed in this paper.

The securities/instruments discussed in this paper, if any, may not be suitable for all investors. This paper has
been prepared and issued by Babson Capital primarily for distribution to market professionals and institutional
investor clients. Recipients who are not market professionals or institutional investor clients of Babson Capital
should seek independent financial advice prior to making any investment decision based on this paper or for any
necessary explanation of its contents. This paper does not provide individually tailored investment advice. It has
been prepared without regard to the individual financial circumstances and objectives of persons who receive
it. Babson Capital recommends that investors independently evaluate particular investments and strategies, and
encourages investors to seek the advice of a financial advisor. The appropriateness of a particular investment or
strategy will depend on an investor’s individual circumstances and objectives.

Babson Capital makes every effort to use reliable, comprehensive information, but makes no representation that it
is accurate or complete. Babson Capital has no obligation to tell you when opinions or information in this paper
change. Past performance is not a guarantee of future results.

This paper is not intended as an offer or solicitation for the purchase or sale of any security or financial instrument.
Private investments often engage in leveraging and other speculative investment practices that may increase the risk
of investment loss, can be highly illiquid, are not required to provide periodic pricing or valuation information to
investors, and may involve complex tax structures and delays in distributing important tax information. Typically
such investment ideas can only be offered to suitable investors through a confidential offering memorandum
which fully describes all terms, conditions, and risks.

IRS Circular 230 Disclosure: Babson Capital and its affiliates do not provide tax advice. Accordingly, any discussion
of U.S. tax matters contained herein (including any attachments) is not intended or written to be used, and
cannot be used, in connection with the promotion, marketing or recommendation by anyone unaffiliated with
Babson Capital of any of the matters addressed herein or for the purpose of avoiding U.S. tax-related penalties.
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