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Sydney H. Mendelsohn, Assistant Directo'r POV , A 1075 
Di vision of Investment Nanagement Regulation' - - - I" 

Securities and Exchan~e Commission . 
Washington, D. C. 20549 '1"' --,... -:.',- ("" 

Re: The First Trust of Insured Munici~al Bonds 

Dear Mr. Mendelsohn: 

'r .• ''-;'- _. ':.. =" "=,,,PE ... L. 

AC',J...:' ~ ::j~["" 

"':"~:''''''!.'i ~ '.:'C.:..SE" 
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Reference is made to the meetin~ on October 31, 1975 
among you and other members of the Staff and representatives of 
various insured municipal bond funds. inc'_uding our client, The 
First Trust of Insured Municipal Bon~s, and us relatin~ to t~e 
issue of valuin~ portfolio insurance in computinG net asset value. 
At such meetin~ you su~gested th~t W0 present any comments we 
had to you in writ~n~ for purooses of ulti~ate submission of 
the issue to the Co~mission. ~e w~sh to take thIs opportunity 
to expand on our v~ews as expressed in our letter, dated Octo~er 
6, 1975, addressed to ~auterlek & Brown, Inc., the sponsor o~ 
the subject Trest, COP~ES of which were furnished the Sta~f (an 
additional copy is attached hereto as Exhibit A for your con
venience). 

I. The Legal Issue 

At the above-ment~oned meetin~, most of the discuss~on 
centered on the proble~s of valuinc the portfolio insurance. 
There are many problems, so~e of which we will briefly mention 
below. However, we believe that the threshold issue is a le~al 
one, i. e., \-!!1(3ther portfoli 0 insu!'ance mus t be cons idered in -'t~1e 
computation of net asset value by the Trust. We submit th~~ the 
insurance 1'8ature does ro t constitute "value II as defi ned in Section 
2(a) (in) (B) (ii) of the Investo,ent Como any ;:'ct of 191~O (the " ... \ct ll

) 

when read in the context of determinin5 the net asset value of a 
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redeemable securitY*. While portfolio insurance may well be an 
attractive feature to an investor, it is our view that it is 
IIvalue ll for ourposes of com"9uttnr; net asset value only i~ it 
can be converted into cash eauivalent to that value. Put another 
way, if X buys one unit in t~e Trust on June 1, 1976 and pays 
a price which includes a specific amount attributable to the 
portfolio insurance then Y, who tenders one unit for rede~p-
tion on June 1, 1976 ou~ht to receive as part of his rede~ption 
proceeds, cash equivalent to what X paid for the portfolio in
surance. This is the essence of a redeemable secur5ty. But 
since the only vlav in which the Trust can obtain cash for the 
purpose of ef~ectin~ redemptions is the sale of portfolio bonds, 
and since such bonds are sold out of the portfolio on an un
insured basis, the cash which the Trust receives upon the sale 
of the bond and the cash which a unit holder ultimately obtains 
upon rederr:ption cannot and does not include any IIvalue" attrib
utable to the insurance. 

The insurance cannot be converted into cash. It is 
very much like a term life insurance policy which has no cash 
surrender value. Th~.s is true even where the existence of t~e 
insurance is most i~Dortant, i.e., when there is a default on 
a portfolio bond. Since that bond is sold on an uninsured basis, 
there is no cash equivalent for the insurance obta"nable by sale 
of the defaulted bond. The logical result of the Staff's Dosi
tion in the case ~here all un~t2 were tendered for redc~Dt~c~ 
would be that so~~ unit holders ~culd receive cash in ex~ess of 
the underlyin~ ~arket value of the bonds an~ the unlucky ones 
who came at the end of the line ~ould receive nothin~. 

As is mention~d in the attached letter theve is 
precedent for l~. nki n,,; the· cash obta ineble UDon sa Ie of an asse:. 
anc th':' cc:.;::)Utat~cn o:~ "npt 8.ss~t v:::,I_'..1e::. If:.:t mutuAl fun~ ac
quires a :;:1,~)::;8,C'~O de:::enture in a nr::va.tp. place:-::ent, it c::>.::nct 
freely res,:,ll t~~t ~ebe~tur~ ~nd t~~s any purchaser (who wo~l~ 
also be rcstr~cted in ~etho~ of sa10) will only tR w~llin~ tc ~a~ 
a discounted 8r~ce -- for ~llustra~lcn Durnos~s lnt us sav 
$700,000. It is t:;'e Co:-:-::".issi..on's no~,itlcn t;·1at SllCh a :m.lT.ual 
fund mu,,·t val.u·2 t~8.t dqbenture at ~;700,OO() for the purpose 01 
co~~~utin::o: the net asset valuf; of its outstanrL:.n:: shares. Til:S is 
th~ case even if the obliGor on the debenture is payin~ interest 

*"HedC'emable sccurity" is defined in Section :?(a)(32) C!" the 
Act a:-; a spcurjty under the terms of \'II1:ich the holder UDon its 
prr:s(~ntati()n to t~1(> i;,suer is entitl0.d to receive anproxir::£!.tely 
hi.s prcrortion:::.te sh:lrr of the lssucr's " ••• current net assets, 
0r thr~ c<J!,h cqu.i.valcnt thereof. II 
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when due and the fund expects timely repayment of the principal 
thereon. The reason is because if the fund had to sell to 
obtain cash to effect redemptions, it could only obtain $700,000. 
We believe the issue presently under discussion is directly 
analo~ous to the "restricted securityll problem. 

We believe th~t the method of computing net asset 
value for the purposes of determining redemption price should 
also be controllin~ when determinin~ the price of the units in 
the primary and secondary markets, whether or not a portfolio 
bond is in default. It may well be that an investor would be 
better off to hold his unit and not sell or redeem; however, 
the methods and operations of the Trust are disclosed to hin 
at the time of his initial purchase and he can usually obtain 
current infor8ation from the Sponsor or the Trustee. If he 
decides in favor of liquidity, he should expect to receive only 
his share of the then liquidation value of the Trust's assets 
and not a share of the ultimate benefits a long-term investor 
may eventually receive. 

We will certainly cooperate with the Staff in providin; 
adequate disclosure in the prospectus so that an investor will 
understand that the benefits of the insurance will be realized 
only so lonrr as bonds which are in default are not sold to meet 
redemptions, but our le~al conclusion is that the sponsor of 
the Trust is not requirpd to attribute any IIvalue" to the in
surance featur~ of the Trust in any calculation of current net 
asset value. If, however, the Staff takes an adverse posit~on, 
from a legal standpoint, we believe the situation is one where 
an order could be procerly issued under Section 6(c) of the Act 
to permit the Tr'...:st to ocera te in its pre se'nt manner. ~':e \;oul': 
like to briefly ~entjon ihe proble~s which we feel would be 
caused by adherence to the Staff's position. 

II. Problems Arising from Valuation 

For the reasons set forth above, we do not believe 
that there can be any doubt that redemution prices cannot in
clude any amount attrjbutable to the insurance; there simply is 
nO'liay to obtain the cas~ equivalent thereof slnce bonds must 
be sold out of the portfolio on an uninsured basis. Therefore, 
there ... muld h~ve to be a hm-tiered Drl c i n~ system: on'" or:ce 
for redemption, co~puted in th~ sa~e manner a~ is presen~lY done; 
an(1 the other for SEcondary :narket ourposps ('tlP understand' t.~le 
Staff is of the vie~ th~t the Sponsor ~qy not char~c a hi~her Dr~ce 
in the primary ~ark~t since th~ value of the insurance at that' 
point in tjrnn. lIould be I1neglif--:5ble"). 
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It should be understood at the outset of the dis
cussion that at the present time the Sponsor dop.s not charge 
any investor an amount attributable to the insurance in the 
portfolio nor does it base its sales charge on any such amount. 
Thus if the secondary market price is increased because of 
the Il val ue II of the insurance, the investor toJill not only pay 
a higher price, he will pay a higher sales charge and in 
addition as a Unit holder will pay his portion of the cost 
of insurance to the Trust. Further increasinG the disp~rity 
between secondary market prices and redemption prices (the 
former .is already based on the "offering" price of the under
lying bonds \Olhile the latter is based upon the ,"bi d II price) 
may serve to limit an already limited market (Wp. have attached 
hereto as Exhibit B data furnished to us by the Sponsor of the 
Trust relating to the amount of secondary tradin~ in outstand
ing Series of the Trust). Investors will be less willing 
to buy in the secondary market and thus the Sponsor will be 
less willing to take the risk of purchases in the secondary 
market (unless it has an identified buyer and effects the 
transact jon on th:s basis). It should be remembered that if the 
Sponsor tenders a unit for redemotion, it can only receive 
what it paid for the unit if that is lower than the redempt~on 
price at the time of tender. Therefore, there is no incentive 
for the Sponsor to buy for puiposes of redeeming. 

If, as a result of illiquidity in the secondary market, 
the number of redemptions increc.ses, the size and composition 
of the portfolio will chanqe since bonds will be sold to raise 
cash to effect rede~ptions. 

A second probi'em is ·the mechanical one of valuin; the 
insurance. How w~ll it b~' done? Who will assume the resoon
sibility (and po~ential iiability)? Si~ce reasonable men" can 
djffer, the identic~l bonds in two different Dortfolios could 
have different net asset values, causing competitive and dis
closure problerr.s. 

III. Conclusion 

When all is conSidered, we feel the problem is really 
on~ of disc].osure -- of being sure that the investor understan~s 
how the insurance feature of the Trust operates and the possible 
disadvanta~es of sale or redemption. . 

We would appreciate th0 opportunity of presentin~ 
our views in person before the Commission at such time as it is 
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deemed appropriate prior to a final decision on this issue. 

We wish to express our appreciation and that of our 
client for the opportuni ty to meet "lith members of the Staff 
and to express our views regarding this issue. If we can 
assist the Staff in resolving this problem, please do not 
hesitate to contact us. 

Very truly yours, 

CHAPMAN AND CUTLER 

r 

By i/·:!. 1:... fl.,./-; :-
po John N. Dixon 

JND:ko 


