Perspectives on the New European
Union Money Market Fund Regulations

LIQUIDITY | GLOBAL LIQUIDITY TEAM | 2019

After many years and much negotiation, the long anticipated new rules for European Union (EU) money market
funds (MMFs) have been agreed upon by the Council of the EU and the European Parliament.! While designed
to increase the liquidity of MMFs and promote stability of their structure, the draft regulation introduces
notable changes that may require fund investors to modify their policies and procedures. The flexibility that
fund investors might have in making such amendments will be influenced by the approach taken by fund
managers and intermediary platforms. Fortunately, the new rules allow for an 18-month transitional period

for existing MMFs, which should provide key stakeholders ample time to prepare and adapt.? While many

of the technical elements have yet to be clarified, the following Morgan Stanley Investment Management
perspectives seek to provide investors with a helpful starting point for developing an approach that best fits
their organisation.

Summary of the New EU Regulations

The introduction of a variable net asset value (VNAV) fund and specific trigger-based liquidity fees and redemption gates

are the two primary structural changes impacting short-term money market funds. While these are two core elements of the
new U.S. money fund rules, the EU approach diverges significantly from the U.S. approach in some fundamental ways. Most
notably, EU VNAYV funds are not subject to trigger-based liquidity fees and redemption gates and the EU regulations allow for
a low volatility NAV (LVNAV) money fund option.

New European Short-Term Money Market Fund Structures?

PUBLIC DEBT CONSTANT NET LOW VOLATILITY NET ASSET VARIABLE NET ASSET
ASSET VALUE (CNAV) FUNDS*  VALUE (LVNAV) FUNDS VALUE (VNAV) FUNDS
NAV/ e Constant 1.00 NAV e Constant 1.00 NAV, with limitations e Variable NAV
Accounting Method ¢ Fy[| use of amortised cost e Limited use of amortised cost accounting with e No amortised cost
accounting with fund pricing to fund pricing to two decimal places accounting with fund
two decimal places — Limited to assets with residual maturity of NAV/share rounded to

nearest basis point

<75 days and when price deviation compared to :
(four decimal places)

mark-to-market is below 10 basis points (bps)

o |f the portfolio NAV deviates more than 20
basis points from 1.00/share, the fund must use
an NAV per share rounded to the nearest basis
point (four decimal places)

Fees and Gates Yes Yes No

Should the weekly liquid maturing assets in the fund fall below 30% on a given day and -
whenever the net daily redemptions on a single business day exceed 10% of the total

fund assets, the board of the fund may apply liquidity fees or impose a redemption gate

for up to 15 days.

* Must invest a minimum of 99.5% of its assets into government issued or government guaranteed debt instruments, reverse repurchase agreements
collateralized by government issued or guaranteed debt instruments or cash

' As of 07/12/2016.

2The new rules governing European money market funds go into effect on 21January 2019 for existing money market funds. Any new funds launched will
be required to comply with the regulations starting from 21 July 2018.

2 Source: Council of the European Union Final Compromise Text of the European Parliament and the Council on Money Market Funds. The European
Securities and Market Authority (ESMA) defines two types of MMFs, short-term and standard MMFs. There are several key differences between these two
categorizations. Short-term MMFs must have a maximum weighted average maturity (\WAM) of 60 days and a maximum weighted average life (WAL) of
120 days. Additionally, short-term MMFs are required to have a maximum residual asset maturity of 397 days. Standard MMFs must have a maximum WAM
and WAL of 6 and 12 months, respectively. Standard MMFs can have a maximum residual asset maturity of up to two years.



The fees and gates provision will have a profound impact on how the CNAV and LVNAV funds are managed and will
likely determine whether investors accept these fund types. Weekly maturing assets will become a key metric for investors
to track, and fund managers will likely manage these portfolios at levels significantly greater than 30% weekly liquidity
to avoid the gating trigger, which will limit yield potential.

Public Debt (Government) CNAV Option

The public debt/government CNAV Fund is the most conservative option from an investment risk standpoint and
retains most of the operational and administrative simplicity that clients currently experience. Public debt CNAV
funds may be a viable alternative for investors who cannot support a VNAV fund or may reject the complexity and
uncertainty embedded in the LVNAV option. However, public debt CNAV funds will present cash investors with a
number of new complications and potential trade-offs:

KEY CONSIDERATIONS

e LIMITED PRODUCT RANGE - There are few managers that currently offer government
funds across all three major currencies: EUR, GBP and USD. This could change as a result
of the new rules but supply and attractiveness of public debt instruments could be a
limiting factor in the availability of CNAV funds.

e SMALL FUNDS - Will investors be comfortable if the ability to execute larger
transactions is limited and their concentration of assets in the portfolio is high?

* LOWER YIELDS - Yields are likely to be less than investors have historically benefitted
from in prime funds.

e POTENTIAL FEES AND GATES - Although we believe the likelihood of triggering liquidity
fees and redemption gates is remote, the mere existence of this possibility may be a
nonstarter for some investors. At a minimum, we would expect investors to focus closely
on the weekly liquid assets metric which adds work to their routine tracking and due
diligence processes.

e SUBJECT TO REVIEW - The European Commission is mandated to review the adequacy
of the new rules in five years and, in particular, whether changes to Public Debt CNAV
money market funds are appropriate. While there is no way to forecast if changes will be
pursued, up to and including the elimination of this structure, the review process itself
introduces a degree of uncertainty around the long-term viability of this fund structure.

Related Insights From U.S. Money Market Reform

We believe the experience of U.S. investors amid U.S. money market fund reform is very instructive. U.S. money
market regulatory change resulted in two main fund types for institutional investors: CNAV government funds
with no fees and gates and VNAV prime funds with fees and gates. In anticipation of the implementation of the
new rules, over $1 trillion moved out of prime funds (VNAV) and into government funds (CNAV). This occurred
despite the fact that government fund yields were significantly lower than prime fund yields. Other than a lower
yield, investors who switched to government funds were not impacted by the new regulations.

Total EU Domiciled Short-Term MMF Government Short-Term MMF AUM
Assets of €700Bn (EU Domiciled)
Converted to euros Converted to euros

€107Bn

€99Bn

U.S. Dollar Government Funds

@® Government Funds Euro Government Funds | €0.3B
@ Prime Funds

Sterling Government Funds | €4Bn

€594Bn

Source: iMoneyNet. Data as of 10 November 2017. Source: iMoneyNet. Data as of 10 November 2017.
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In Europe, we believe Public Debt CNAV funds will be of most interest to investors who value a CNAV more than
yield potential, provided they are willing to accept the remote possibility of the fund imposing fees or gates and
are willing to take on new tracking and due diligence tasks. Even for investors who prefer the Public Debt CNAV
option, the possibilities for investment may be limited, especially for certain currencies, due to a small universe of
small funds.

LVNAYV Option

As described above, the LVNAV structure allows managers to deliver a constant NAV if portfolio and individual
security pricing collar requirements are maintained. The key requirement is that the mark to market NAV* of the
portfolio in aggregate cannot vary from the limited amortised cost value by more than 20 bps. This comparative
calculation is required each day and determines whether the fund can continue to transact at $1/€1/£1 or must
immediately convert to VNAV. On the surface, LVNAV funds appear to operate similarly to existing short-term money
market funds, but there are challenges and trade-offs to consider:

KEY CONSIDERATIONS

e COLLAR REQUIREMENTS - We anticipate that most managers will strive to avoid
breaching the 20 bps portfolio NAV collar. However, there is no guarantee that they
will be able to do so even if they limit the portfolio to securities with less than a 75-day
maturity, which some may do to maximize the potential use of amortised cost valuations.
Once the collar is determined to have been breached, the next transaction is required to
occur at a NAV rounded to the nearest basis point (four decimal places).

e POTENTIAL FEES AND GATES — Although we believe the likelihood of implementing fees
and gates is remote, it is arguably less remote for an LVNAV fund than for a Public Debt
CNAV fund. The mere existence of this possibility may be a nonstarter for some investors.

¢ ADDITIONAL TRACKING AND DUE DILIGENCE - We expect investors will closely
monitor both the mark to market NAV and the weekly maturing assets and establish
their own benchmark level for each respective metric. Should the value of a respective
metric fall below the benchmark, the investment may no longer be considered suitable.

e LOWER YIELD - Since LNVAV funds will be required to be managed more conservatively
than existing short-term money market funds, their yields are expected to be relatively less KEY METRICS TO
attractive. This is due to the greater reliance on shorter dated securities necessary to use FOCUS ON:
amortised cost and the desire to stay well above the 30% weekly liquid asset threshold.

— Mark to Market NAV*

e LIMITED AVAILABILITY — The operational requirements necessary to instantaneously
shift from CNAV to a NAV rounded to four decimal places may require significant — Weekly Maturing
development resources from both fund managers and intermediary platforms. Decisions Assets
will have to be made about whether the development costs, is commercially viable.

¢ SMALL FUNDS - Even if the LVNAV structure appeals to investors, small fund sizes may
limit their attractiveness. Few money market fund investors are likely to expose their
liquidity to any concentration risk in a new untested fund structure. This could be a
challenge to getting clients to invest in an LVNAV fund.

e SUBJECT TO REVIEW — The Commission is mandated to review the adequacy of the
new rules in five years, specifically if the changes to LVNAV money market funds are
appropriate. While there is no way to forecast if changes may be pursued up to and
including the elimination of this structure, the review process itself introduces a degree
of uncertainty around the longer viability of this fund structure.

*The Mark to Market NAV is a calculation of the underlying aggregate value of the securities in a fund's portfolio using current market quotes
or other performance metrics. It is important to note this is being provided for informational use only and investors cannot transact on the mark
to market NAV. The Morgan Stanley Liquidity funds continue to operate at a stable net asset value in their distributing shares utilising amortized
cost accounting.

LIQUIDITY | MORGAN STANLEY INVESTMENT MANAGEMENT 3



Related Insights From U.S. Money Market Reform

With regard to LVNAYV, drawing some parallels to the U.S. experience is also instructive. Shortly after the
announcement of money market fund reform in the U.S., several managers promoted the potential benefits of a 60-day
maximum maturity fund. Similar in concept to the new EU rules, U.S. prime funds can value securities with residual
maturities of 60 days or less at amortised cost if the mark-to-market value approximates the amortised cost value. U.S.
fund managers believed that if they limited portfolio holdings to securities maturing in 60 days or less, they would

be unlikely to breach the limits that would require them to abandon the amortised cost price. In essence, they could
maintain a CNAV even though the fund is VNAV by definition. While the 60-day maximum maturity fund concept
initially seemed appealing to some, when reviewed in detail, most determined that the potential limitations on supply
would constrain both capacity and yield. This, along with uncertainty as to whether the fund would always be able to
transact effectively at a CNAV, discouraged investors from adopting the 60-day maximum maturity fund option.

VNAYV Option

VNAV funds are the only one of the three structures that are not subject to liquidity fees and redemption gates.
Therefore, VNAV funds represent the least constrained option among the three new short-term money market fund
structures. While investors are likely to view this very positively, there are number of fundamental questions and issues
investors will have to contend with when evaluating whether VNAYV is a viable option:

KEY CONSIDERATIONS

e DOES VNAV IMPLY GREATER INVESTMENT RISK? — Whether the fund is VNAV,
LVNAYV or Public Debt CNAV, the investment objective to seek to provide liquidity and a
competitive rate of return to the extent consistent with preservation of capital should
prevail. All three categories must still be managed within the context of the money
market fund rules concerning eligibility, portfolio duration, and transparency among
other requirements. Additionally, VNAV funds will be able to invest in a broader universe
of securities than Public Debt CNAV funds. While VNAV funds will still be managed
within a weekly liquidity target, these funds will likely be run with longer average
durations and if the market continues to warrant, lower weekly liquidity levels than the
other two fund structures precisely because VNAV funds will not be constrained by the
fees and gates regime. This greater relative flexibility VNAV funds will have to respond
to market conditions within the framework of preservation of capital and liquidity is
anticipated to have a materially positive impact on return.

* NAV VARIABILITY? - The dynamic of mark-to-market pricing out to four decimal places
means that inevitably there will be some NAV movement, however de minimis, even
when a fund is managed to preserve capital. Since the implementation of institutional

prime fund VNAV in the U.S., fund NAV movement has been minimal, remaining at YIELD DIFFERENTIAL

$1.0000 or slightly above with limited exception. BETWEEN PRIME AND
e REDUCED INTRA-DAY LIQUIDITY - In the current CNAV environment, during fund GOVERNMENT FUNDS®

business hours, proceeds from redemption wires are generally released within one As of 10 November 2017.

hour of the trade being received. This can be accomplished because the price of the

transaction is known to be 1.00. In a VNAV environment, however, the NAV must be U.S. Dollar: 30 bps

struck to determine the price at which a trade will transact and each trade will receive
the next determined NAV. There are operational limitations to how many times a day this
NAV strike process can occur. As a result, intra-day liquidity will not be as immediate as
it is today.

e ACCOUNTING AND TAX CONSIDERATIONS - Short-term money market funds have
historically met the definition of cash or cash equivalents and this likely will continue to
be the case. However, from a tax reporting standpoint, it is not yet clear if any simplified
tax accounting rules will be in place to address whether it will be necessary to report the
gain or loss on each individual transaction.

e GREATER AVAILABILITY — This structure, being less constrained from an investment
universe standpoint, will have access to a greater supply of investable securities.
Additionally, given that this structure does not have the degree of complexity embedded
in the fees and gate regime or need the dexterity to flip from CNAV to VNAV, we expect
most intermediary platforms will support VNAV. This structure is the only one which is not
subject to review in five years, so it will remove the uncertainty inherent in the CNAV and
LVANV options. For these reasons, amongst others, we believe the VNAV structure will
achieve broad acceptance across all relevant currencies.

Sterling: 12 bps

5 Source: IMMFA average of 7 day simple net yield
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Related Insights From U.S. Money Market Reform
Unlike in the U.S., EU VNAYV funds will not be subject to trigger based liquidity fees and redemption gates. This

is the primary reason we believe EU VNAV funds will be more attractive to investors than they have been in the
U.S to date. A significant proportion of the U.S. investors who responded to our 2016 survey and who participated
in our roundtable discussions indicated that fees and gates were a significantly greater concern than VNAV. In
addition, European investors are generally more familiar with VNAV structures to start, in particular because many
existing standard money market funds operate with a VNAV.

Beyond concerns about fees and gates, the embedded complexities and fundamental uncertainties in the new LVNAV
structure may cause investors to pause and become more positive about the simpler and perhaps more transparent
construct of the VNAV option. Furthermore, VNAV funds are likely to deliver a yield premium versus LVNAV and
Public Debt CNAV fund options which many investors will find attractive.

What Path Will Investors Take?

It is very difficult to draw any definitive conclusions at such an early stage and it will take time for all of the key
stakeholders to evaluate the new requirements. We anticipate that as investors dig deeper into the new options, their
initial impressions may change and new questions will arise. Many will need time and assistance to determine their
requirements, priorities, and resources with respect to adopting the new product range. It is also very important to note
that investors may face more limited choices than expected based on the fund type(s) supported by fund managers and
intermediary platforms.

There are several key overarching questions that will drive what the final landscape will look like. For example, will
investors accept or reject the LVNAV and VNAV structures? If they are rejected, will government funds pick up the
slack as was the experience in the U.S.? Will investors hang onto current product structures until almost the last
possible moment or will the availability of new structures entice them to move sooner? Will there be any new product
innovation beyond the new regulatory defined structures?

The short-term money market status quo is changing and there will be no direct substitute for the CNAV funds that
many of you have come to rely on. Our goal over the coming 18 months is to establish Morgan Stanley Investment
Management as your preferred partner to assist you in undertaking the analysis and changes necessary to navigate
the new product range. We look forward to sharing our views and addressing your questions as we work towards the
implementation deadline.

Strategic Liquidity Management Solutions

Today, treasury professionals require more expertise and resources than ever to manage their institution's
liquidity. Morgan Stanley Investment Management's Liquidity Solutions business offers what we consider to
be a unique value proposition to its clients to navigate the ever-evolving liquidity investment landscape—
direct and easy access to a combination of expertise, resources and investment solutions.

AUM IN MONEY MARKET AUM IN INSTITUTIONAL LIQUIDITY
MUTUAL FUND CUSTOMIZED FUNDS NET INFLOWS
GLOBAL PLATFORMS® SOLUTIONS® SINCE 9/30/2011

For more information, please visit www.morganstanley.com/liquidity,
contact your Morgan Stanley Investment Management Relationship Manager
or Kim Hochfeld, Head of Global Liquidity EMEA distribution, at +44 20 7677-6161.

6 Data as of 31/10/2018.

LIQUIDITY | MORGAN STANLEY INVESTMENT MANAGEMENT


www.morganstanley.com/liquidity

The views and opinions are those of the author as of the date of publication
and are subject to change at any time due to market or economic conditions
and may not necessarily come to pass. Furthermore, the views will not be
updated or otherwise revised to reflect information that subsequently
becomes available or circumstances existing, or changes occurring, after
the date of publication. The views expressed do not reflect the opinions
of all portfolio managers at Morgan Stanley Investment Management
(MSIM) or the views of the firm as a whole, and may not be reflected in
all the strategies and products that the Firm offers.

Forecasts and/or estimates provided herein are subject to change and may
not actually come to pass. Information regarding expected market returns
and market outlooks is based on the research, analysis and opinions of
the authors. These conclusions are speculative in nature, may not come
to pass and are not intended to predict the future performance of any
specific Morgan Stanley Investment Management product.

Certain information herein is based on data obtained from third party
sources believed to be reliable. However, we have not verified this
information, and we make no representations whatsoever as to its
accuracy or completeness.

The value of the investments and the income from them can go down
as well as up and an investor may not get back the amount invested.

This communication is not a product of Morgan Stanley's Research
Department and should not be regarded as a research recommendation.
The information contained herein has not been prepared in accordance
with legal requirements designed to promote the independence of
investment research and is not subject to any prohibition on dealing
ahead of the dissemination of investment research.

DISTRIBUTION

This communication is only intended for and will be only distributed to
persons resident in jurisdictions where such distribution or availability
would not be contrary to local laws or regulations. The offshore funds
are not authorised for distribution in the United States and may not be
purchased by U.S. citizens or residents other than in accordance with
the laws of the U.S.

Ireland: Morgan Stanley Investment Management (Ireland) Limited.
Registered Office: The Observatory, 7-11 Sir John Rogerson's, Quay,
Dublin 2, Ireland. Registered in Ireland under company number 616662.
Regulated by the Central Bank of Ireland. United Kingdom: Morgan Stanley
Investment Management Limited is authorised and regulated by the
Financial Conduct Authority. Registered in England. Registered No.
1981121. Registered Office: 25 Cabot Square, Canary Wharf, London
E14 4QA. Germany: Morgan Stanley Investment Management Limited
Niederlassung Deutschland 4th Floor Junghofstrasse 18-26, 60311
Frankfurt am Main, Germany (Gattung: Zweigniederlassung (FDI) gem.
§ 53b KWG). Italy: Morgan Stanley Investment Management Limited,
Milan Branch (Sede Secondaria di Milano) is a branch of Morgan Stanley
Investment Management Limited, a company registered in the UK,
authorised and regulated by the Financial Conduct Authority (FCA), and
whose registered office is at 25 Cabot Square, Canary Wharf, London,
E14 4QA. Morgan Stanley Investment Management Limited Milan Branch
(Sede Secondaria di Milano) with seat in Palazzo Serbelloni Corso
Venezia, 16 20121 Milano, Italy, is registered in Italy with company number
and VAT number 08829360968. The Netherlands: Morgan Stanley
Investment Management, Rembrandt Tower, 11th Floor Amstelplein
11096HA, Netherlands. Telephone: 31 2-0462-1300. Morgan Stanley
Investment Management is a branch office of Morgan Stanley Investment
Management Limited. Morgan Stanley Investment Management Limited
is authorised and regulated by the Financial Conduct Authority in the
United Kingdom. Switzerland: Morgan Stanley & Co. International plc,
London, Zurich Branch Authorised and regulated by the Eidgendssische
Finanzmarktaufsicht ("‘FINMA"). Registered with the Register of Commerce
Zurich CHE-115.415.770. Registered Office: Beethovenstrasse 33, 8002
Zurich, Switzerland, Telephone +41 (0) 44 588 1000. Facsimile Fax:
+41(0)44 588 1074.

Explore our site at
www.morganstanley.com/liquidity

IMPORTANT INFORMATION

EMEA: This marketing communication has been issued by Morgan Stanley
Investment Management (Ireland) Limited. Registered Office: The
Observatory, 7-11Sir John Rogerson’s, Quay, Dublin 2, Ireland. Registered
in Ireland under company number 616662. Authorised and regulated
by Central Bank of Ireland. (“MSIM Ireland"”).

This material is a general communication, which is not impartial and has
been prepared solely for informational and educational purposes and does
not constitute an offer or arecommendation to buy or sell any particular
security or to adopt any specific investment strategy. All investments
involve risks, including the possible loss of principal. The information
herein has not been based on a consideration of any individual investor
circumstances and is not investment advice, nor should it be construed
in any way as tax, accounting, legal or regulatory advice. To that end,
investors should seek independent legal and financial advice, including
advice as to tax consequences, before making any investment decision.

MSIM Ireland has not authorised financial intermediaries to use and
to distribute this document, unless such use and distribution is made
in accordance with applicable law and regulation. MSIM Ireland shall
not be liable for, and accepts no liability for, the use or misuse of this
document by any such financial intermediary. If you are a distributor of
the Morgan Stanley Liquidity Funds, some or all of the funds or shares
in individual funds may be available for distribution. Please refer to your
sub-distribution agreement for these details before forwarding fund
information to your clients.

The whole or any part of this work may not be reproduced, copied or
transmitted or any of its contents disclosed to third parties without
MSIM Ireland’s express written consent.

All information contained herein is proprietary and is protected under
copyright law.

u.s.

STABLE NAV FUNDS: You could lose money by investing in the Fund.
Although the Fund seeks to preserve the value of your investment at
$1.00 per share, it cannot guarantee it will do so. The Fund may impose
a fee upon the sale of your shares or may temporarily suspend your
ability to sell shares if the Fund's liquidity falls below required minimums
because of market conditions or other factors. An investment in the
Fund is not insured or guaranteed by the Federal Deposit Insurance
Corporation or any other government agency. The Funds’ sponsor has
no legal obligation to provide financial support to the Fund, and you
should not expect that the sponsor will provide financial support to
the Fund at any time.

FLOATING NAV FUNDS: You could lose money by investing in the Fund.
Because the share price of the Fund will fluctuate, when you sell your
shares they may be worth more or less than what you originally paid for
them. The Fund may impose a fee upon the sale of your shares or may
temporarily suspend your ability to sell shares if the Fund's liquidity
falls below required minimums because of market conditions or other
factors. An investment in the Fund is not insured or guaranteed by
the Federal Deposit Insurance Corporation or any other government
agency. The Funds' sponsor has no legal obligation to provide financial
support to the Fund, and you should not expect that the sponsor will
provide financial support to the Fund at any time.

Please consider the investment objectives, risks, charges and expenses
of the portfolios carefully before investing. The prospectus contains
this and other information about the portfolios. To obtain a prospectus,
download one at www.morganstanley.com/im or call 1.800.236.0992.
Please read the prospectus carefully before investing.

Morgan Stanley Distribution, Inc. serves as the distributor for
Morgan Stanley funds.
NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY LOSE

VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY |
NOT A BANK DEPOSIT
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