breaking the buck history

Breaking the Buck History is a term commonly used in the financial world to
describe the situation when a money market fund, which typically aims to
maintain a stable net asset value (NAV) of $1 per share, fails to do so. This
phenomenon is significant because it can indicate deeper issues within the
financial markets and can lead to a loss of investor confidence. The history
of breaking the buck reveals crucial insights into the nature of risk,
regulation, and investor behavior in the financial landscape.

Understanding Money Market Funds

Money market funds are investment vehicles that invest in short-term, high-
quality debt instruments, such as Treasury bills, commercial paper, and
certificates of deposit. They are designed to provide investors with:

— Liquidity: Easy access to funds.
- Safety: A stable NAV, ideally $1.00.
- Yield: A competitive return compared to traditional savings accounts.

These funds are typically seen as a safe place for investors to park their
cash, especially during turbulent times. However, the principle of
maintaining a stable NAV is not guaranteed, which leads to the concept of
"breaking the buck."

Notable Instances of Breaking the Buck

The history of breaking the buck is marked by several key events, with the
most notable instances occurring during periods of financial distress.

1. The Reserve Primary Fund (2008)

The most infamous instance of breaking the buck occurred in September 2008
with the Reserve Primary Fund. This event took place against the backdrop of
the global financial crisis, which was triggered by the collapse of Lehman
Brothers.

— Background: The Reserve Primary Fund had significant exposure to Lehman
Brothers' collapsing securities.

— Outcome: On September 16, 2008, the fund announced that its NAV had fallen
to $0.97 per share, breaking the buck. This marked the first time a money
market fund failed to maintain a $1 NAV since the establishment of these
funds in the 1970s.

— Repercussions: The breaking of the buck led to widespread panic among
investors, resulting in massive withdrawals from money market funds. The U.S.
government had to step in with emergency measures, including a temporary
guarantee for money market fund investments.



2. Other Instances Before 2008

While the Reserve Primary Fund case is the most well-known, it is not the
only instance of breaking the buck. Other notable occurrences include:

— Community Bankers Money Market Fund (1994): This fund broke the buck due to
exposure to risky investments during a period of rising interest rates.

— Cayman Islands Money Market Fund (1994): Similar to the Community Bankers
fund, this fund also faced challenges due to poor investment choices and
market conditions.

Impact on the Financial System

Breaking the buck can have far-reaching consequences, not only for the
affected funds but also for the entire financial system. Some of the impacts
include:

1. Loss of Investor Confidence

When a money market fund breaks the buck, it can lead to a loss of confidence
among investors. This is significant because:

— Investors may withdraw funds from not only the troubled fund but also from
other money market funds.

— A sudden rush to redeem shares can create liquidity issues for funds that
are otherwise stable.

2. Regulatory Responses

The breaking of the buck has prompted regulatory changes aimed at preventing
similar occurrences in the future. Some key responses have included:

— Increased Oversight: Regulatory bodies such as the Securities and Exchange
Commission (SEC) have implemented stricter regulations regarding the types of
investments that money market funds can make.

— Floating NAV Proposal: Discussions have been held about transitioning from
a stable NAV to a floating NAV, which would better reflect the true value of
the underlying assets.

3. Systemic Risk Concerns

The breaking of the buck raises concerns about systemic risk in the financial
system. This is particularly important because:

— Money market funds are often used as a cash management tool by corporations
and financial institutions.
- A loss of faith in these funds can lead to a broader liquidity crisis.



Preventive Measures and Current Landscape

In the aftermath of the 2008 financial crisis, several measures were put in
place to mitigate the risk of breaking the buck in money market funds. These
include:

1. Reforms Implemented Post-2008

The SEC introduced several reforms aimed at enhancing the resilience of money
market funds:

— Liquidity Requirements: Funds are required to hold a certain percentage of
their assets in highly liquid investments.

— Credit Quality Standards: Stricter standards for the credit quality of
securities held in money market portfolios.

— Redemption Restrictions: Some funds introduced "gates" to limit sudden
large withdrawals during times of market stress.

2. Current Regulatory Environment

The current regulatory landscape for money market funds remains vigilant,
with ongoing discussions about the best ways to ensure investor protection
while maintaining market stability. Some areas of focus include:

- Continuous Monitoring: Regulators closely monitor the liquidity and credit
quality of money market funds.

— Stress Testing: Funds may be required to undergo stress tests to assess
their ability to withstand market shocks.

Conclusion

The history of breaking the buck serves as a cautionary tale about the
vulnerabilities inherent in financial markets. While money market funds are
designed to be a safe haven for investors, the events of 2008 and earlier
instances highlight the importance of regulatory oversight and the need for
constant vigilance. As the financial landscape evolves, so too must the
strategies and regulations that govern these essential investment vehicles.
The commitment to enhancing transparency, liquidity, and overall stability
remains crucial in preventing future occurrences of breaking the buck,
ensuring that investor confidence in money market funds can be restored and
maintained.

Frequently Asked Questions

What does 'breaking the buck' mean in financial
terms?

'Breaking the buck' refers to a situation where a money market fund's net



asset value (NAV) falls below $1 per share, indicating that the fund is
unable to maintain the stable value it promises to investors.

What historical events led to the breaking of the
buck in 20087

The breaking of the buck in 2008 was primarily caused by the financial
crisis, which led to significant losses in mortgage-backed securities held by
money market funds, notably the Reserve Primary Fund.

How did the Reserve Primary Fund's breaking of the

buck impact the financial markets?
The breaking of the buck by the Reserve Primary Fund triggered a widespread
panic in the financial markets, leading to massive withdrawals from money

market funds and a liquidity crisis that affected banks and financial
institutions.

What regulatory changes were made after the 2008
breaking of the buck incident?
In response to the 2008 crisis, regulatory changes included the introduction

of stricter rules for money market funds, such as requiring them to hold more
liquid assets and imposing limits on their investments in risky securities.

Have there been any other notable instances of
breaking the buck besides 2008?

Yes, besides the 2008 incident, there were instances in the 1970s and early
1990s where money market funds faced similar risks, but none had the same
widespread impact as the 2008 financial crisis.

What measures can investors take to avoid funds that
might break the buck?

Investors can conduct thorough due diligence on money market funds, analyze
their holdings, assess their credit quality, and monitor their liquidity
ratios to minimize the risk of investing in funds that might break the buck.

How did the breaking of the buck change investor
perceptions of money market funds?

The breaking of the buck significantly altered investor perceptions, leading
many to view money market funds as riskier investments than previously
thought, prompting a shift towards more conservative cash management
strategies.
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