
NATIONAl CREDIT UNION AOMINISTRATION

WASHINGTON, O,C.

March 29, 1991

Murray L. Simpson
Thelen, Martin, Johnson & Bridges
Two Embarcadero Center
San Francisco, CA 94111-3995

Re: FCU Investment In Investment Companies
(Your February 25, 1991, Letter)

Dear Mr. Simpson:

You state that the FranRlin Adjustable U.S. Government
Securities Fund (the Fund) currently invests in securities
that federal credit unions (FCUs) may invest in directly.
You propose to restructure the Fund into a so-called "Hub and
Spoke" arrangement, in which 100% of the assets of the Fund
will be invested in shares of the Franklin Institutional U.S.
Government ARM Fund (the Hub), a newly formed open-end
management investment company. The "Spokes" of the Hub will
be the Fund and other institutional investors. You state
that the Hub will invest in securities that FCUs may invest
in directly. You ask whether the Fund will be a permissible
investment for FCUs after the restructuring, when the Fund
will invest in securities through the Hub rather than
directly.

As you know, the National Credit Union Administration (NCUA)
has taken the position that mutual funds are permissible
investments for FCUs provided that all-of the securities in
which the mutual fund invests are permissible investments for
FCUs. Sections 107(7), (8), and (15) of the FCU Act, 12
U.SoC. SS1757(7), (8), and (15), and Part 703 of NCUA’s Rules
and Regulations, 12 C.F.R. Part 703, set forth the
securities, deposits, and other obligations in which an FCU
may invest. Prior to 1987, NCUA issued opinions regarding
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the legality of particular mutual funds as FCU investments.
For the reasons discussed in the enclosed Letter to Credit
Unions No. 92 (August 13, 1987), NCUA no longer issues such
opinions. Accordingly, we will not evaluate whether the
current Fund or proposed Hub are permissible investments for
FCUs. Considering just the Hub and Spoke arrangement,
however, it is our opinion that if the Hub is a permissible
investment for FCUs, and the Fund invests 100% of its assets
in the Hub, then the Fund is a permissible investment for
FCUs.

As a final matter, although we stated that we would not
determine whether the Fund or Hub are permissible investments
for FCUs, let us point out that NCUA has recently issued
proposed revisions to Part 703 of its Rules and Regulations
(see 56 Fed. Reg. 11944, March 21, 1991) which may affect
that determination. A copy of the proposed regulation is
enclosed. We note that among the Fund’s possible
investments, you list stripped mortgage securities. Please
be advised that NCUA has proposed to prohibit FCUs from
purchasing such securities. If the proposed prohibition
becomes final, FCUs would not be permitted to invest in a
mutual fund which invests in stripped mortgage securities.

Sincerely,

Enclosures

GC/LH:sg
SSIC 4660
91-0234

Hattie M. Ulan
Associate General Counsel
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TO’-cRED   UNi-olxiS

NCUA LETTER NO. 92

DATE: August 13, 1987

TO FHE BOARD OF DIRECTORS OF THE FEDE~,AL CREDIT UNION ADDRESSED:

the past, NCU.% has responded to requests from broker/dealers,
~nutual f’~nds, Fe-~er~l credit unlons (FCU’s), and others for a
determination as to she legality of particular mutual funds
(F~Jnds) as FCU investments. For the reasons discussed below,
NCUA w~!! no longer ~ssue such opinions.

.As you are aware, NCUA has taken the position that mutual funds
are permissible ~nves~ments for FCU’s provided that all of the
investments and inves.-.ment practlces of the mutual fund are legal
if made directly by an FCU. Sections 107(7) and 107(8) of the
Federal Credit. Unlon A&t set forth the securities, deposits, and
other obligations in which an FCU may invest. Part 703 of the
NCUA Rules and Regulations places certain limits on the types of
transactions tha~ FCU’s may enter into in connection with the
purchase and sa!e of authorlzed securities, deposits, and
ozl igat ions.

NCUA is aware tha~ some FCU’s have ~nvested in mutual funds
solely on the basis that NCUA has determined that the Fund is a
legal investment. Use of NCUA’s legal opinion as the criterion
for making an investment raises several concerns. First, an FCU
relying solely cn NCUA’s legal oo~nion is not determining whether
the Fund ~s an app~o,oriate investment in light of the FCU’s
current ~nvestment portfolio and liability structure. Second,
NCUA i~ concerned that the routine issuing of opinions on mutual
funds has indirectly encouraged investment in the funds. Such a
result was not intended. The decision to invest in mutual funds
s~ould be ma-~ based on the individual needs of each FCU. Last,
although NCUA has consistently stated that its opinions on the
legality of particular mutual funds are not to be interpreted as
recommendations or approval of the Funds by NCUA, the opinions
have been used by bro<ers and Funds as a marketing tool. The
prospectuses or ma~ke~.ing materials of some Funds incorrectly
state that they have peon "approved by NCUA", and FCU’s ~ave
invested in the F~nds on this basis.

According!y, NCUA ha~ decided that it w~ll no longer issue
opinions on the legality of particular funds. NCUA believes that
th~s decision w~il have a positive ef.~ect on FCU investmen~
policies. Those boards of d~rectors which may in the past have



exp~o~e the ~i~[[ ~ange o~ inve~tmen~ oDt~on$ ~v.~i~b[e, ~nd then
¯ ake an ~nvestment ~ec~s~on that ~s ~n ~he best ~nte[es~ o~ ~.=
FCU. In so doing, ~hey will become more knowledgeable about FCU
~nvestment author~ty ,~nd ~nvestment rest[ict~ons, as contained ~n
the FCU Act and the NCUA Rules and Regulations.

Th~s new policy should not be vlewed as NCUA’s "abandonment" of
FCU’s ~n th~s area. To the contrary, NCUA’s Office of General
Counsel and the NCUA Investment Hotllne will continue to respond
to Investment questions requiring an interpretation of the FCU
A~ct and the NCUA Rules and Regulations, in particular the
legality of specific direct investments and investmen~
practices. However, the FCU will be responsible for establlsh~.ng
and supporting the legality of any of its investments. If in
doubt about a particular investment, FCU’s are encouraged to
obtain the opinion of qualified legal counsel.

Finally, NCUA is considering requiring that a Fund’s prospectus
or statement of additional information provide that the type of
investments the Fund will make and the Fund’s investment
practices may only be changed if authorized by majority
shareholder vote. Thus, if a Fund changes its investment
authority or practices in a manner that wi!l make the Fund
impermissible for FCU’s, the FCU will have knowledge of the
change and can take appropriate steps to divest itself of the
Fund.

In the interim, FCU’s investing in mutual funds should either
invest only in Funds that feature the shareholder vote notice, or
continually monitor the Fund to ensure that it remains a legal
investment. If the Fund does invest in securities or engage in
activities not authorized for FCU’s, the credit union must
immediately divest its interest in the Fund.

Sincerely,

.FOR THE NCUA BOARD

RWJ : s g
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