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Re: The First Trust of Insured Municioal

Dear Mr. Mendelsohn:

Reference is made to the meetin~ on October 31, 1975
among you and other members of the Staff and representatives of
various insured municipal boné funds. including our client, The
First Trust of Insured punicipal Bcncs, and us relating tc the
issue of valuins portfeclio insurance in computing net asset value,
At such meetins vou suzzested th=zt weo present any commentis ve
had to you in writin= for purposes of ultimate submission of
the issue to the Commission., ¥e wish to take this copportunity
to expand on our views a2s expressed in our letter, dated Cctoter
6, 1975, addressed to Wauterlek & Brown, Inc., the soonsor of
the subject Trust, cooies of which were Turnished the Stalrl (an
additional ccoy is attached neretc as kExhibit A for your con-
venience). i

I. The Legal Issue

At the above-mentioned meetinsz, most of the discussion
centered cn the problems of valuinc the portfolio insurance.
There are many procvlems, some ol which we will briefly nmenticn
below. However, we believe that the threshold issue is a lezal
one, i.,e., whether portfolio insurance must be considered in the
computation cof net asset value by the Trust., We submit that the
insurance feature does ot constitute "value" as defined in Section
2(a)(41)(B)(ii) of the Investment Company Act of 1940 (the "act")
vhen read in the context of determining the net asset value or a
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redeemable security*, While portfolio insurance may well be an
attractive rfeature to an investor, it is our view that it is
"value" for purposes of computing net asset value only i“ it
can be converted into cash equivalent to that value. Put another
way, if X buys one unit in the Trust on June 1, 1976 and p2ys

a price which includes a specific amount attributable to the
portfolio insurance then ¥, who tenders one unit for redermp-
tion on June 1, 1976 ought to receive 2s part of his redemptiocn
proceeds, cash equivalent to what X paid for the portfolio in-
surance, Tnis is the essence of a redeemable security. But
since the only wav in which the Trust can obtain cash for the
vurpose of effectin~ 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 redemption cannot and does not include any '"value" attrib-

utable to the insurance.

The insurance cannot be converted into cash. It is
very much like a term 1life insurance oolicy which has no cash
surrender value. This is true even where the existence of the
insurance is most important, i.,e., when there is a default on
a portfolio bond. Since that bond is scld on an uninsured tc=z
there is no cash eguivalent for the insurance obta‘nable by s
of the defaultved bond. The logical result of the Staff's ros
tion in the case where all units were tendered for redempticn
would bte that sor=2 unit holcders wculd receive czsh in excess of
the underlyin-s market value of the tonds and the unlucky cnes
vwno came at the enc of the line wvould receive nothines,

is,
le

o~
i)
-~
X
3

As is mentioned in the 2ttached letter theve is
precedent for linkin~ the ecash obtainsble unon sale of an asses
anc the ceomouteticn of "net assat vsiue”, If a mutual fund 2c-
guires a 21,000,000 detenture in & orivate placement, it cannrct
freely ressll that cebenture ané tnus any ourchaser (who vrouls
also be restricted in metho? of szle) will'only ce willing tc oaxw
a discounted nrice -~ for illustrazicn purnoses 1ot us sav o
$700,000. Tt i3 the Commission’s nositicn that such a murtual
fund mu=st valus that debenture at $700,000 for the puroose or
cormputins the net assei value of its outstandinc- shares. Ti’s is
the case even if the obligor on the debenture is paying interest

¥"Redcemable security" is defined in Section 2(a)(32) cf the
Act as a security under the terms of which the holder upon its
presentation to the issuer is entitled to receive anproximately
his prcportionzte share of the issuer's ",..current net assets,
or the cash equivalent thereof,"
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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
analogous to the "restricted security' problem.

We believe that the method of computing net asset
value for the ourposes of determining redemption price should
also be controllinz when determining 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 tce
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 informaticn from the Sponsor or the Trustee. If hne
decides in favor of liguidity, he should expect to receive only
his share of the then liguidation value of the Trust's assets
and not a share of the ultimate benefits a long-term investor
may eventually receive,

We will certainly cooverate with the Staff in providing
adequate disclosure in the prospectus so that an investor will
understand that the benefits of the insurance will be realized
only so lons as bonds which are in default are not sold to meet
redemptions, but our lewal conclusion is that the sponsor of
the Trust is not required to attribute any "value' to the in-
surance features of the Trust in any calculation of current net
asset value. If, howecver, the Staff takes an adverse positicn,
from a legal standooint, we believe the situz2tion is one where
an order coula te properly issued under Section 6(c) of the Act
to permit the Trust to cperate in its presznt manner. ¥e would
like to briefly mention the problems which we feel would be
caused by acherence tc the Staff's position.

II. Problems Arising from Valuation

For the reascns set forth above, we do not believe
that there can be any doubt that redemotion prices cannot in-
clude any amount attributable to the insurance; there simply is
no-iiay to octain the cash equivalent thereof since bonds must
be sold out of the portfolio on an uninsured basis. Therefcre,
there vould have to be a two-tiered vricines system: on~ orice
for redempticn, computed in the sane manner ar 1s presently cone;
and the other for secondary market purposes (we understand the
Staff is of the view that the Sponscor may not chargse a higher orice
in the primary market since the velue of the insurance at that
point in time would be "negligible™),
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It should be understood at the outset of the dis-
cussion that at the present time the Sponsor does 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 "value" of the insurance, the investor will 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 disparity
between secondary market prlﬂes and redemption prices (the
former is already based on the "offering" price of the under-
lying bonds while the latter is based upon the "bid" 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 tradinz 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
transaction on th's basis). It snhould be remembered thzt if the
Spcnsor tenders a unit for redemption, it can only receive
what it paid for the unit if that is lower than the redemotion
price at the time of tender. Therefore, there is no incentive
for the Sponsor to buy for purposes of redeeming.

I1f, as a result of illiquidity in the secondary market,
the number of redemptions increzses, the size and composition
the portfelio will change since bonds will be sold to raise
cash tc effect redemptions.

A second Drooler is the mechanical one of valuinz the
insurance. How will it be- done? Who will assume the resoon-
sibility (and posential 11ab111ty)? Since reasonable men can
differ, the identicel bonds in two different vortfolios could
have olfferenu net asset values, causing competitive and dis-
closure problems,

III. Conclusion

. When all is considered, we feel the problem is really
on¢ of disclosure -- of being sure that the investor understands
how the insurance feature of the Trust operates and the possible
disadvantasges of sale or redemption. '

We would avpreciate the ooportunity of presentine
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 opportunity to meet with members of the Staff
and to express our views regarding this issue. If we can
assist the Staff in resolvinz this problem, please do not
hesitate to contact us.

Very truly yours,

CHAPMAN AND CUTLER

r

By j’ 7 }'» . /.0/ i o

v John M. Dixon

JMD:ko



