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This letter is in response to your correspondence Of Decenber
20, 1993 to Philip L. Conover, which has been referred to nme for

reply.

Encl osed is a | egal nmenorandum prepared by ny office
addr essi ng your question whether shares of a particul ar mnutual
fund may be accepted as collateral under section 10(a)(l) and/or
(2) of the Federal Hone Loan Bank Act ("Bank Act") pursuant to a
"functional equival ence" theory. The memorandum ‘concl udes that
section 10(a)(l) and (2) reasonably may be interpreted by the
Federal Housing Finance Board ("Finance Board") to permt the
acceptance of such shares as collateral, where ownership of the
shares is the functional equivalent of ownership of the underlying
assets and all of the underlying assets qualify as eligible
collateral under section 10(a)(l) or (2).

However, to date, the Finance Board has not adopted such an
interpretation either in the collateral provisions of its current
advances regul ation or by adoption of a policy statement. Thus,

as of this time the acceptance of such shares as collateral is not
aut hori zed.

The | egal nenorandum al so concl udes, however, that under the
Fi nance Board's current advances regul ation, the Federal Hone Loan
Bank has the discretion to determne whether such nutual fund
shares qualify as other real estate-related collateral under
section 10(a)(4) of the Bank Act.

Pl ease feel free to call ne at (202) 408-2990 if you have any
addi ti onal questions.

Si ncerely,
Beth L. dinp
General Counsel
Encl osure

cc: Paul B. Heroux
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FROM Sharon B. Like Z
At t or ney/ Advi sor

SUBJECT: Acceptance of Miutual Fund Shares as FHLBank Col | at er al

| ssue: Wiether shares in a particular nutual fund are eligible
collateral for Federal Honme Loan Bank ("FHLBank') advances under
t he Federal Honme Loan Bank Act ("Bank Act") and the Federal
Housi ng Fi nance Board's ("Finance Board") advances regul ati on?

Concl usi on: The plain | anguage of section 10(a)(l) and (2) of the
Bank Act and of the Finance Board' s advances regul ati on does not
specifically address the authority of the FHLBanks to accept
mutual fund shares as collateral for FHLBank advances. However,

t he Finance Board nmay reasonably interpret section 10(a)(l) and
(2) as authorizing the acceptance of such shares as coll ateral
where ownership of the shares is the functional equival ent of
ownership of the underlying assets of the fund, and all of the
underlying assets qualify as eligible collateral under section
10(a)(l) or (2). uch an interpretation should be formally
adopted by the Finance Board acting with a quorum either through
amendnment of the collateral provisions of the Finance Board's

exi sting advances regul ation, or by adoption of a policy

st at ement .

If such an interpretation were adopted by the Finance Board,
then the nmutual fund shares at issue would appear to qualify as
eligible collateral. This is because under the business trust
organi zation of the fund, ownership of the fund shares appears to
be the functional equivalent of ownership of the fund' s underlying
assets, and the fund appears to invest solely in securities that
qualify as eligible collateral under section 10(a)(l) or (2). In
addition, a security interest in the fund' s shares appears to be
perfectible. However, all of these facts would need to be
verified by the FHLBanks before the fund shares could be
determined to be eligible collateral.

I n addition, under the Finance Board' s advances regul ation
it is within each FHLBank's discretion to determ ne whether shares
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of a particular nutual fund are acceptable as other real
estate-rel ated collateral under section 10(a)(4) of the Bank Act.

. BACKGROUND

The FHLBanks of Atlanta and New York have requested that the
Fi nance Board address whet her shares owned by FHLBank nenbers in a
particular nutual fund are eligible collateral for FHLBank
advances under section 10(a)(l) and/or (2) of the Bank Act, based
on the view that ownership of the nutual fund shares is the sane
as, i.e., the functional equivalent of, ownership of the
underlying assets of the fund. See 12 U S.C. § 1430(a)(l), (2).
The FHLBanks have concl uded that the mutual fund shares woul d
otherw se qualify as other real estate-related collateral under
section 10(a)(4) of the Bank Act. See id. 8§ 1430(a)(4). This
menor andum addresses the functional equival ence argunent, as well
as the contention that the nutual fund shares qualify as other
real estate-related collateral.

Mut ual funds, also known as open-end nanagenent investnent
conpanies, are typically organized as business (or comon |aw)
trusts, which invest the pooled funds of small investors in
securities appropriate for the funds' stated investnent
objectives. See Dictionary of Finance and |nvestnment Terns
(Barron's 1985); "The Massachusetts Business Trust and Registered
| nvest nent Conpanies," 13 Del. J. Corp. Law 421 (1988). The
trustees hold legal title to the securities and, in accordance
with the terms of the trust instrunment, nmanage and control such
property for the benefit of beneficiaries whose interests are
represented by transferable certificates. See 12A C J.S. Business
Trusts § 2. The certificates entitle the beneficiaries to share
ratably in the incone of the property and, on termnation of the
trust, in the proceeds thereof. See id. Mitual funds often are
structured as Massachusetts business trusts, because Massachusetts
busi ness trust | aw does not inpose certain restrictions,
requi renents and costs frequently inposed by state [aws on
organi zations structured in the corporate form See 13 Del. J.
Corp. Law 421

The nmutual fund at issue is Federated ARMS Fund I nstitutional
Shares ("Fund"), a Mssachusetts business trust which, according
to its Prospectus, invests in a diversified portfolio of
securities. See Fund Prospectus (Cctober 31, 1993)

(" Prospectus").

. ANALYSIS

A. Creation of Perfectible Security |nterest

Section 10(a) of the Bank Act, as inplenmented in the Finance
Board's advances regul ation, provides that each FHLBank shall nake
only fully secured advances to its nmenbers. See 12 U S C
§ 1430(a); 12 CF.R 8 935.4(c)(l). The Finance Board's advances
regul ation provides that a FHLBank nmust execute a witten security
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agreement with each borrowi ng menber Which establishes the
FHLBank's security interest in the collateral securing advances,
and which gives the FHLBank a perfectible security interest in the
collateral. See 12 CF. R 8 935.5(c)(2), (3). Thus, in order for
the shares of the nutual fund to be eligible collateral, the
FHLBank first nust establish whether a valid security interest can
be created in such shares, and whether the security interest is

perfectible.

The Fund's counsel has advised the FHLBank of Atlanta that a
perfectible security interest can be created in the Fund' s shares.
See Menorandum from Robert C. Rosselot to Carroll Bray, dated Cct.
18, 1993, pp. 5-7 ("Rossel ot Menorandunt').

B. Eligible Collateral Requirenents

If a perfectible security interest can be created in the
Fund's shares, then it is necessary to determ ne whether the
Fund's shares qualify as eligible collateral under section 10(a)
of the Bank Act. See 12 U S.C. § 1430(a).

Section 10(a)$|), (2) and (4) of the Bank Act sets forth
three categories of assets that are eligible collateral for
FHLBank advances. See 12 U.S.C. § 1430(a)(l), (2), (4). These
provisions are further anplified in the Finance Board' s advances
regul ation. See 12 CF. R 8 935.9(a)(l), (2), (4).

1. Categorv (a)(l) and (2) Collatera

Section 935.9(a)(l) of the Finance Board' s advances
regul ation inplements section 10(a)(l) of the Bank Act and
provides that the followi ng types of assets qualify as collatera
for FHLBank advances (hereafter, "category (g) (1) collateral™):

(i) Fully disbursed, whole first nortgage |oans on
i mproved residential real property not nore than 90 days
del i nquent; or

(i1) Privately issued nortgage-backed securities
("MBSs"), excluding the follow ng:

_ (A) securities which represent a share of only the
i nterest Paynents or only the principal paynments from
t he underlying nortgage [oans;

(B) securities which represent a subordinate

1. Section 10(a)(3) of the Bank Act al so provides that
deposits in a FHLBank are eligible collateral for FHLBank
advances. See 12 U S. C. § 1430(a)(3); 12 CF. R

§ 935.9(a)(3). Since the Fund does not invest in FHLBank
deposits, there is no issue as to whether Fund shares would
qual i fy under section 10(a)(3).



—4-

interest in the cash flows fromthe underlying nortgage
| oans;

(O securities which represent an interest in any
{esidual paynent from the underlying pool of nortgage
oans; or

(D) such other high-risk securities as the Finance
Board in its discretion nay determ ne.

Ld. § 935.9(a)(l).

In addition, section 935.9(a)(2) of the Finance Board's
advances regul ation inplenments section 10(a)(2) of the Bank Act
and provides that the foll ow ng thes of assets qualify as
col lateral for FHLBank advances (hereafter, "category (a)(2)
collateral"):

Securities issued, insured or guaranteed by the U S
overnnent, or any agency thereof, including w thout
imtation MBSs issued or guaranteed by the Federal Hone

Loan Modrtgage Corporation, the Federal National Mrtgage

Association, or the CGovernment National Mortgage

Associ ati on.

Ld_ § 935.9(a)(2).

Anal ysis of Category (a)(1) and (2) Collateral Under a
pl ai n nmeani ng reading of section 10(a)(1l) and (2) and section
935.9(a)(1) and (2), mutual fund shares would not qualify as
eligible collateral because such shares are not thenselves whole
first nortgage loans, privately issued MBSs or agency securities.
See 12 U.S.C. § 14301a)(|), (2); 12 CEF.R 8 935.9(a)(1), %2).
However, the sharehol ders of a nmutual fund organi zed as a business
trust are the beneficial owners of the fund' s underlying assets
and are entitled to an undivided proper%& interest in such assets.
See Mass. CGen. Laws Ann. ch. 182, 8 1 (West 1993); Selected
Lovestments Corp. v, Duncan, 260 F.2d 918, 921 (10th Cir. 1958),
cert. denied, 359 U S. 914 (1959); ln re Cook, 104 F.2d 981, 984
(7th Gr. 1939); Brvan v. Wlsh, 72 F.2d 618, 620 (10th Cr.
1934); Goodhue v. State Street Trust Co.. 267 Mass. 28, 34 '(1929);
13 Del. J. Corp. Law 421

O her regul ators have determ ned, for purposes of treatnent
of mutual fund shares in connection with the investnment powers of
federal depository institutions, that the sharehol ders' ownership
of the fund's shares is the functional equival ent of ownership of
the fund' s underlying securities. Specifically, under section
107(7) of the Federal Credit Union Act ("FCUA"), a federal credit
union has the authority to invest in US. obligations and fully
guar anteed securities.  See 12 U S.C. § 1757(7). The National
Credit Union Adm nistration ("NCUA') by regulation has construed
this provision to allow federal credit unions to invest in nutua
fund shares, provided the investnents and investnment transactions



of the fund are legally permssible for federal credit unions
under the FCUA and NCUA regul ations. See 12 CF. R § 703.4(j).

The NCUA Assistant Ceneral Counsel in a 1987 opinion letter
specifically stated that the authority to invest in nutual funds
or bank common trusts pursuant to section 107(7) "is based on the
fact that an investnent in the shares of a nutual fund or bank
comon trust fund holds the sane proportion of the beneficial
interest in the underlying assets of the fund or trust as the
amount of shares purchased bears to the total anount of
out st andi ng shares of the fund or trust." See NCUA Op. Letter,
pp. 2-3 (April 23, 1987). The letter concluded that a nutual fund
structured as a business trust, including a Massachusetts business
trust, IS a permssible investnent for federal credit unions,
provi ded that the underlying assets and investnent practices of
the fund are legal for federal credit unions. Id. at 3.

Simlarly, the National Bank Act authorizes national banks to
invest in certain types of securities. See 12 US C § 24
(Paragraph Seventh). The Ofice of the Conptroller of the
Currency ("OCC') in a Banking Grcul ar has advised that national
banks generally may purchase shares in a mutual fund, provided the
fund's portfolio consists solely of securities eligible for
purchase by a national bank under 12 U S.C. § 24(Paragraph
Seventh), and the sharehol der has a proportionate undivided
interest in the underlying assets of the mutual fund. Sege OCC
Banking G rcular No. 220, p.1, 3 (Nov. 21, 1986).

The Federal Reserve Board ("FRB') has reached a concl usion
simlar to the OCCs in interpreting the authority of state banks
that are nenbers of the Federal Reserve Systemto invest in_nutua
fund shares under 12 U.S.C. § 24(Paragraph Seventh). See 12
CF.R 8§ 208.124 (interpretative rule).

Thus, the NCUA by regulation, and the OCC and FRB by
interpretation, essentially treat the ownership of such nutual
fund shares as the functional equivalent of direct ownership of
t he underlying assets of the fund for purposes of determ ning
aut hori zed investnents for depository institutions.

The Finance Board has the authority to interpret the |anguage
of the Bank Act, as long as the interpretation is reasonable and

is consistent with the plain neaning of the Bank Act. See K Mart
Corp. v. Cartier, Inc.., 486 U S 281, 291-92 (1988); Chevron
USA ., Inc. v. Natural Resources Defense Council, Inc., 467 US

837, 843-44 (1984). Under Chevron, the Finance Board may
reasonably conclude that the sharehol ders’ ownership of the fund's
shares is the functional equivalent of ownership of the fund's
underlying securities. Thus, under this interpretation, shares of

2. No opinions of the fornmer Federal Hone Loan Bank Board
addressing the issue of acceptance of nutual fund shares as
FHLBank col | ateral were found.
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a mutual fund where all of the underlying assets qualifg as
eligible collateral under category (a)(l) or (2) would be eligible
col l ateral under such categori es.

Application of the Analysis to the Fund. |f such an
interpretation is accepted by the Finance Board, then in
deterninin? what is acceptable collateral for an advance, the
FHLBanks of Atlanta and New York woul d have the responsibility to
determne that the Fund is structured such that the sharehol ders
hol d an undivided property interest in the Fund' s underlying
assets. The Fund's Prospectus indicates that it is organized as a
Massachusetts business trust. See Prospectus at 14. he FHLBanks
thus appear to have established that the Fund's sharehol ders hold
an undi vided property interest in the underlying assets of the
Fund, and therefore that ownership of the Fund shares is the sane
as ownership of the wunderlying assets of th&eeFahso
Rossel ot Menorandum at 2.

In addition, the FHLBanks of Atlanta and New York woul d be
required to determine that all of the underlying i nvest nents of
the particular nutual fund qualify as eligible collateral under
categories (a)(l) or (2), and that they qualify for as long as the
Fund shares serve as security for FHLBank advances. See 12 C. F. R
§ 935.9(a).

Revi ew of the Fund's Prospectus by staff of the District
Banks Directorate and discussions with the Fund's counsel suggest
that as of Qctober 31, 1993, all of the Fund's underlying
securities would, in fact, qualify under categories (a)(l) or (2).
See Rossel ot Menorandumat 1, 5. This would need to be confirned
by the FHLBanks of Atlanta and New York before they accept the
Fund's shares as collateral for advances.

However, the Fund's Prospectus indicates that the Fund w ||
invest in assets permtted for purchase by federal savings
associ ations, and that the Fund has the right, w thout sharehol der
approval, to nmake investnents that may be allowed as a result of
future changes in applicable regulations or federal |aws which are
consistent with the Fund's investnent objectives. See Prospectus
at 3-4. Such investnents may or may not qualify eligible
col lateral under categories (a)(l) or (2). Wile the Prospectus
indicates that at |east 65 Percent of the Fund's assets wll be
invested in adjustable and floating rate U S. government MBSs,
which are eligible collateral under category (a)(2), this |eaves
room for investnment in other assets that mght not qualify as
eligible collateral under categories éa)(l) or (2). See id _at 3.
In addition, the Fund's Prospectus indicates that the investnent
obj ectives of the Fund may be changed w th sharehol der approval.
See id.

Thus, the Fund's investnent m x could change such that the
underlying assets no |onger consist solely of category (aL(I) or
(2) type collateral. The FHLBanks of Atlanta and New York woul d
need to establish procedures to enable themto verify that all of
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the underlying assets qualify as eligible collateral for as |ong
as the Fund shares secure FHLBank advances.

policy Decision for the Finance Board. The decision whether
or not to authorize the FHLBanks to accept nutual fund shares as
collateral, based on an interpretation of the statute that
ownership of the shares is the functional equival ent of ownership
of the fund's underlying assets, is a policy decision for the
Fi nance Board. The collateral provisions of the Finance Board's
recently anmended advances reqgul ation do not specifically address
t he acceptance of nutual fund shares as collateral. See 12 CF. R
§ 935.9(a)él), (2). Thus, such an interpretation should be
formal |y adopted by the Finance Board acting with a quorum either
t hrough anmendnent of the collateral provisions of the advances
regul ation, or by adoption of a policy statenent.

2. Categorv (a)(4) Collateral

Section 935.9(a)(4) of the Finance Board' s advances
regul ation inplenments section 10(a)(4) of the Bank Act by
providing that, in addition to categories (a)(l) and (2)
collateral, the follow ng types of assets are eligible collatera
for FHLBank advances:

(i) Oher real estate-related collateral acceptable to
the Bank if:

(A) such collateral has a readily ascertainable val ue;
and

(B) the FHLBank can perfect a security interest in such
col lateral;

(ii) however, the aggregate anount of outstanding
advances to any one nenber secured by such other real
estate-related collateral may not exceed 30 percent of
such nmenber's capital at the tinme the advance is issued
or renewed.

Eligible other real estate-related collateral may
include, but is not limted to:

(A) privately issued MBSs not otherw se eligible under
paragraph (a)(1)(ii);

(B) second nortgage |oans, including hone equity |oans;
(© conmercial real estate |oans; and
(D) nortgage |oan participations.
See 12 U.S.C. § 1430(a)(4); 12 CF.R 8§ 935.9(a)(4).
Assum ng that the FHLBanks of Atlanta and New York are able
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to determne that the Fund's shares have a readily ascertainable
val ue and that a securit% i nterest can be perfected in such
shares, as required by the statute and regul ation (see al so

di scussi on under category (a)(1) and (2) collateral above), the
guestion remains whether the Fund's shares are "other real
estate-related" and therefore may qualify as eligible collateral
under category (a)(4).

Nei t her section 10(a) of the Bank Act nor the advances
regul ation defines the term"other real estate-related." Nor does
the legislative history of section 10(a) address this issue.

Section 9359(a)(4)(ii) of the advances regul ation
specifically states that the types of eligible collateral |isted
therein are not all inclusive. See 12 CF.R 935.9(a)(4)(ii).
Under this section, each FHLBank has the discretion to determ ne,
in the absence of a Finance Board pronouncenent on the issue, the
particul ar types of other real estate-related coll ateral
acceptable to the FHLBank, consistent with the regul atory
definition of eligible collateral. See Preanble to Finance Board
Advances Regul ation, 58 Fed. Reg. 29456, 29462 (May 20, 1993).
Thus, it is possible that the FHLBanks will have varying
definitions of what is real estate-related collateral. For
exanpl e, a FHLBank m ght decide that nutual fund shares are
acceptable collateral only if a certain mninmum percentage of the
fund's underlying assets are real estate-related. The fund's
investment m x would then be wei ghed by the FHLBank in determ ning
the value of the collateral. The FHLBank would be responsible for
nonitoring the collateral to assure that it neets the percentage
test for the period it secures the FHLBank advance.



