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Liquidity Managers have faced many challenges the last few years, and
2011 continues to offer more of the same. The dominant challenges being
faced this year include the implementation of several Dodd-Frank Act
provisions; final enactment of changes to rule 2a-7 for money market
mutual funds; and continued historically low interest rates throughout
most if not all of the year.

Dodd-Frank Act
There are three main provisions in the DoddFrank Act that will impact liquidity management:
the FDIC insurance limit increase, unlimited FDIC
insurance on non-interest bearing transaction
accounts, and the repeal of Regulation Q. The
first major reform primarily impacted small
business and individuals by permanently
changing the FDIC insurance limit from
$100,000 to $250,000. The FDIC insurance
limit was at the $100,000 level for 28 years,
by far the longest period without a limit increase.
The Dodd-Frank Act also includes a provision
that provides unlimited FDIC insurance on all
non-interest bearing transaction accounts. This
unlimited insurance began on December 31,
2010 and continues through December 31,
2012. Banks will not be charged a separate
assessment for unlimited NIB insurance. However,
the Dodd-Frank Act will initiate a new large bank
pricing system, dramatically changing the FDIC
assessment methodology, which will result in
higher assessment rates for larger banks. A large
bank is defined as one with $10 billion or more
in assets. How this new insurance premium will
affect bank clients industry-wide is not yet known.

The repeal of Regulation Q, which
prohibits banks from paying interest on
Demand Deposit Accounts (DDAs) of
commercial customers, will take effect on
July 21, 2011. Commercial bank clients
will benefit from the additional liquidity
options that will be offered, such as a
net-interest checking account that utilizes
balances to offset service charges and
pays interest on any excess balances.
Commercial entities should review their
investment options to determine if any
changes are needed.

Money Market Mutual Fund
Reform
A major impact to how most corporations
manage liquidity is the SEC’s reform of
rule 2a-7 governing money market
mutual funds. During the financial meltdown of 2008, a single money market
mutual fund “broke the buck” - or fell
below $1 per share - due to exposure to
Lehman Brothers debt securities that
resulted in a run on the fund.
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There were several other funds that required
support from their corporate sponsors, although
this was a small fraction of the total money fund
market. As a result of this small group of funds’
poor performance during an incredibly turbulent
time, the SEC developed new guidelines for
money market funds in an effort to provide
greater stability and liquidity.
The highlights of 2a-7 reform are:
Portfolio Liquidity – increase liquidity by
requiring MMFs to maintain a greater portion
of assets in instruments that can be readily
converted to cash
Portfolio Maturity – reduce the maximum
weighted average maturity from 90 days
to 60 days and adopt a new 120-day maturity
limitation on the weighted average life of
holdings
Eligible Securities – at most 3% of portfolio
holdings in second tier securities instead of 5%
and further lowering the concentration limit in
any single issuer
Portfolio Disclosure – report portfolio holdings
to the SEC including “shadow” net asset value
(NAV) which will be made public 60 days later
Suspension of Redemptions – maintain the right
to suspend redemptions if the fund’s NAV falls
below $1.00 and the funds board decides to
liquidate the fund
Processing of Transactions – funds must institute
the ability to process transactions at amounts
other than $1.00

While the impacts of the 2a-7 reforms
are muted in this ultra-low rate
environment, they will be quite dramatic
when rates rise to a normalized level.
Money fund clients will find that these
changes have greatly reduced the
rate potential, therefore making bank
balance sheet products more competitive.
To address this issue fund companies are
already offering funds that follow closely
to the old 2a-7 rules, but to differentiate
themselves from money market funds
they carry a stable NAV of $10.00.

Interest Rate Environment
While there are many regulatory
changes taking place, the single biggest
issue in the liquidity market is the rate
environment. The last Federal Funds
Target Rate movement was in December
2008, when the Fed dropped the rate to
a range of 0.00% - 0.25%. Since then
bank and money market fund rates have
steadily declined, bottoming out in 2010
and remaining at historically low levels.
With the rate environment being so low,
bank rates have been much more
attractive than money market mutual
funds, which is a reverse of the norm.
This has caused a steady outflow of
assets starting in early 2009 from money
market funds to bank deposit accounts
(see Exhibit 1 next page).
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Exhibit 1 Money Market Fund Flows
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One of the most attractive bank rates often
overlooked and undervalued is the earnings credit
rate (ECR) on non-interest bearing accounts. As you
can see from the Commercial Money Rates chart
(Exhibit 2) ECR is the top performing rate option.
Most organizations generate bank fees, and ECR
allows organizations to offset these fees. With a
lack of attractive short term investment rates, it is
logical to ensure that bank fees are being offset
before searching for additional investment options.

As safety is still a primary concern,
a temporary additional benefit is that
all non-interest bearing accounts carry
unlimited FDIC insurance. This
combination of safety and the ability
to earn ECR makes these non-interest
bearing accounts appealing in the
current rate environment.
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While 2011 continues to offer its own unique challenges, an
appropriate liquidity management structure will optimize the
use of your short-term liquidity. First, make sure all bank fees
are being offset by balances with an earnings credit rate. Once
all fees are paid, consider bank money market accounts, as these
yields generally will be more attractive than money market mutual
funds. If funds will not be needed for a longer period, an investment
in short-term fixed income securities or a fixed income mutual fund
may be the best solution.

If you would like to speak with Jason Sweatt for more information, he can be reached via phone at 205/264-7419.
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