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A legal update from Dechert’s Financial Services Group

SEC Proposes Rules to Permit ETFs to
Operate without Obtaining Exemptive Relief
and Investment Companies to Invest in ETFs
in Excess of Current Limitations

The U.S. Securities and Exchange Commission
(“SEC” or “Commission”) published two pro-
posed rules on March 11, 2008, that would re-
duce the time and cost of introducing new and
more innovative exchange-traded funds (“ETFs”)
into the market and allow greater investments
in ETFs by investment companies, including
mutual funds. Rule 6¢-11, which generally codi-
fies exemptive orders previously issued by the
Commission, would permit ETFs to operate
without obtaining an exemptive order. Rule
12d1-4, which generally codifies much of the
anti-pyramiding exemptive relief generally ob-
tained by ETFs but eliminates many of the con-
ditions imposed in previously issued exemptive
orders, would allow investment companies to
invest in ETFs in excess of the current limits
imposed by Section 12(d)(1) of the Investment
Company Act of 1940 (the “Act”).! Additionally,
the Commission proposed amendments to
Form N-1A, the registration statement used by
open-end investment companies to register un-
der the Act and offer their securities under the
Securities Act of 1933, to provide enhanced
disclosures to, among others, retail investors
purchasing and selling ETF shares in secondary
market transactions on national securities ex-
changes. Comments must be submitted by May
19, 2008.

1 See Exchange Traded Funds, Investment Com-

pany Act Release No. 28193, available at
http://www.sec.gov/rules/proposed/2008/33-
8901 .pdf.

Exchange-Traded Funds: How they
Operate and the Arbitrage Mechanism

ETFs are pooled investment vehicles that his-
torically have selected securities that replicated
the component securities of broad-based secu-
rities indices, such as the Standard & Poor’s
500 Composite Stock Price Index. More re-
cently, ETFs have sought to replicate the com-
ponent securities of more specialized indices,
such as international, bond, and custom indi-
ces. Moreover, in February 2008, the Commis-
sion, for the first time, granted exemptive relief
to several actively managed ETFs, which, unlike
their passive counterparts, select securities
without regard to a particular index.?

ETFs are generally structured as mutual funds
(i.e., open-end investment companies). How-
ever, unlike traditional mutual funds, ETFs nei-
ther issue nor redeem individual ETF shares at
net asset value (“NAV"). Instead, ETFs issue and
redeem large blocks of shares called creation
units (“Creation Units”), making financial

See WisdomTree Trust, et al., Investment
Company Act Release Nos. 28147 (Feb. 6,
2008) (notice) and 28174 (Feb. 27, 2008)
(order); Barclays Global Fund Advisors, et
al., Investment Company Act Release Nos.
28146 (Feb. 6, 2008) (notice) and 28173
(Feb. 27, 2008) (order); Bear Sterns Asset
Management, Inc., et al., Investment Com-
pany Act Release Nos. 28143 (Feb. 5, 2008)
(notice) and 28172 (Feb. 27, 2008) (order);
PowerShares Capital Management LLC, et
al., Investment Company Act Release Nos.
28140 (Feb. 1, 2008) (notice) and 28171
(Feb. 27, 2008) (order).



institutions the typical purchasers of such Creation
Units. Financial institutions that acquire Creation
Units may sell some or all of the individual ETF shares
to, among others, retail investors in secondary market
transactions.3

Whereas the purchase and sale of individual ETF
shares in secondary market transactions is similar to
the purchase and sale of shares of operating compa-
nies and closed-end funds, the purchase and redemp-
tion of Creation Units is unique to ETFs. Specifically, a
financial institution that purchases a Creation Unit is
required to deposit with an ETF a basket of certain
securities and other assets (a “Purchase Basket”).
Upon redemption of a Creation Unit, the ETF will de-
liver to the redeeming financial institution a basket of
certain securities and other assets (a “Redemption
Basket”). The composition of Purchase and Redemp-
tion Baskets is identified daily by the ETF, generally
reflects the ETF’s portfolio holdings, and equals the
aggregate NAV of the ETF shares comprising a Crea-
tion Unit.

Similar to sales of closed-end fund shares, ETF shares
trade throughout the day in secondary market trans-
actions and, as such, may trade at a premium or dis-
count to NAV. However, arbitrage opportunities are
present given financial institutions’ ability to purchase
and redeem Creation Units at an ETF’s NAV, which
helps maintain a market price at or near the ETF
shares’ NAV.* The arbitrage mechanism depends, in

3 Offerings of ETF shares are registered under the
Securities Act of 1933, and ETF shares are ap-
proved for listing and trading on a national securi-
ties exchange under the Securities Exchange Act of
1934.

4 For example, if ETF shares are trading at a market
price higher than the shares’ NAV (i.e., a premium),
a financial institution may purchase a Creation Unit
and sell individual ETF shares in secondary market
transactions at the higher market price, creating
downward pressure on the market price to a level
closer to the shares’ NAV. Conversely, if ETF shares
are trading at a market price lower than the shares’
NAV (i.e., a discount), a financial institution may
purchase ETF shares in secondary market transac-
tions and, after acquiring the necessary number of
ETF shares composing a Creation Unit, redeem
such Creation Unit for a Redemption Basket, the
value of which will be greater than the ETF shares.
The increased demand for ETF shares in secondary
market transactions should create upward pressure
on the market price to a level closer to the shares’
NAV.
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part, on the transparency of an ETF’s portfolio and the
liquidity of the securities therein. Transparency facili-
tates the arbitrage mechanism because it assists arbi-
trageurs in deciding whether to purchase or redeem
Creation Units based on the relative values of ETF
shares in the secondary market and the securities
comprising an ETF’s portfolio. The liquidity of securi-
ties composing an ETF’s portfolio facilitates the arbi-
trage mechanism because arbitrageurs must be read-
ily able to purchase and sell the securities comprising
Purchase and Redemption Baskets.

Rule 6¢-11

Scope and Exemptive Relief. Rule 6¢-11 would allow
index-based and actively managed ETFs formed as
open-end investment companies to operate without
obtaining exemptive relief from the Commission.5 Ac-
tively managed ETFs entitled to rely on the rule would
be limited to those that provide portfolio transparency
to market participants, thereby promoting an effective
arbitrage mechanism, without which more significant
premiums and discounts could occur in secondary
market transactions. Although not covered by Rule 6c-
11, non-transparent, actively managed ETFs may con-
tinue to seek exemptive relief from the Commission
through individual exemptive order applications.

Similar to the exemptive orders previously granted to
index-based and actively managed ETFs, Rule 6¢-11
will provide to ETFs that satisfy certain conditions, as
discussed below, exemptive relief from the following
provisions of the Act:

m  Issuance of “Redeemable Securities” —
Rule 6¢-11 would provide exemptive relief
from Sections 2(a2)(32) and 5(a)(1) of the
Act, thereby allowing ETFs to register as
open-end investment companies despite

5 Rule 6¢-11 would not afford similar exemptive relief
to ETFs formed as unit investment trusts because
of little demand from such entities. According to
the Commission, as of December 2007, approxi-
mately 99% of the ETFs in existence were organ-
ized as open-end investment companies, and the
SEC has not received an application for exemptive
relief from a unit investment trust since 2002.
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limiting redemptions solely to Creation
Units® and not individual ETF shares.”

Trading of ETF Shares at Negotiated
Prices — Rule 6¢-11 would provide exemp-
tive relief from Section 22(d) of the Act and
Rule 22c-1 thereunder. This would allow
ETF shares to be purchased and sold at
market prices in secondary market transac-
tions and not at a price listed in a prospec-
tus or based on NAV.8

In-Kind Transactions between ETFs and
Certain Affiliates — Rule 6¢-11 would pro-
vide exemptive relief from Section 17(a)(1)
and Section 17(a)(2) of the Act, thereby al-
lowing certain affiliated entities of an ETF,
including (but not limited to) entities that
own more than 5% of its voting securities,
the ability to purchase and redeem Creation
Units through in-kind transactions.®

Additional Time for Delivering Redemption
Proceeds — Subject to certain disclosures
and conditions, Rule 6¢-11 would provide
exemptive relief from Section 22(e) of the

Rule 6¢-11 does not specify the number of ETF
shares required to compose a Creation Unit, but
rather requires that Creation Units be reasonably
designed to facilitate the arbitrage mechanism.

Pursuant to Section 5(a)(1) of the Act, an “open-end
company” is any management company which offers for
sale or has outstanding any redeemable security of
which it is the issuer. Pursuant to Section 2(a)(32), a
“redeemable security” is any security, other than short-
term paper, which allows the holder to receive its ap-
proximate proportionate share of the issuer’s current
net assets or the cash equivalent thereof.

Designed to prevent dilution from so-called “riskless
trading” and unjust discrimination among investors,
Section 22(d) prohibits, among other things, dealers
from selling redeemable shares at prices other than the
current public offering price set forth in a prospectus.
Rule 22c¢-1 generally prohibits dealers from selling, re-
deeming, or repurchasing redeemable securities at
prices other than those based on NAV.

Section 17(a)(1) and Section 17(a)(2) of the Act prohibit
any affiliated person of a registered investment com-
pany, or any affiliated person of such person, acting as
principal, to knowingly sell to, or purchase from, respec-
tively, such registered investment company any security
or other property.
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Act, thereby allowing an ETF that includes
foreign securities in its Redemption Basket
to postpone delivery of such foreign securi-
ties, for a period not exceeding 12 days,
upon the tender of a Creation Unit for re-
demption.1®

Conditions. ETFs relying on Rule 6¢-11 would need to
adhere to the following conditions, which were de-
signed to be consistent with the purpose of the Act
without sacrificing investor protection:

m  Transparency of Index and Portfolio Hold-
ings — An ETF relying on Rule 6¢-11 would
either need to (i) disclose on its Web site
each business day the identities and weight-
ings of the component securities and other
assets held by that ETF; or (ii) have a stated
investment objective of obtaining returns
that correspond to the returns of a securi-
ties index, whose “index provider” discloses
on its Web site the identities and weightings
of the component securities and other as-
sets of the index.!! These disclosures must
be publicly accessible at no charge. To ad-
dress “free-riding” and “front-running” con-
cerns implicit in fully transparent portfolio
holdings, Rule 6¢c-11 would not require dis-
closure of intraday changes to portfolio
holdings or advance notification of portfolio
trades.

m  Listing of ETF Shares on a National Securi-
ties Exchange and Dissemination of the In-
traday Value of Purchase and Redemption
Baskets — Shares of an ETF relying on Rule
6¢-11 would need to be approved for listing
and trading on a national securities ex-
change which discloses, at regular intervals
during the trading day, the intraday value of

10 Section 22(e) of the Act requires satisfaction of
redemption requests within seven days after the
tender of a redeemable security for redemption.

11 Rule 6¢-11 defines “index provider” as “the person
that determines the securities and other assets that
comprise a securities index.” See Rule 6¢-11(e)(7).
An index-based ETF, the investment objective of
which is to obtain returns that correspond to the re-
turns of multiple indices, may rely on Rule 6¢-11,
provided that it discloses its portfolio holdings in
the same manner as actively managed ETFs relying
on the rule.
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the securities composing Purchase and Re-
demption Baskets, calculated on a per
share basis.

m  Marketing of ETF Shares — Rule 6¢-11
would require, in any sales literature, ETFs
to identify themselves as ETFs and explain
that they neither sell nor redeem individual
ETF shares. Further, ETFs must explain to
investors that individual ETF shares are
purchased and sold in secondary market
transactions that do not involve the issuing
ETFs.

In addition to the conditions above, ETFs relying on
Rule 6¢-11 would need to disclose on their Web sites,
each business day, the prior business day’s NAV and
the closing market price of ETF shares in secondary
market transactions, and the premium or discount of
the closing market price against the ETF shares’ NAV,
calculated as a percentage of NAV. Further, ETFs
would need to disclose, each business day, the securi-
ties composing Purchase and Redemption Baskets.

The Commission is requesting comment on whether to
also impose conditions (i) prohibiting an investment
adviser of an actively managed ETF from causing a
purchaser of a Creation Unit to acquire a security for
the ETF through a transaction in which the ETF could
not engage directly; and (ii) preventing the communi-
cation of material, non-public information between an
ETF and its affiliated index provider.

Disclosure Amendments. In addition to Rule 6¢-11,
the Commission is proposing amendments to exemp-
tive orders previously issued to ETFs and amendments
to Form N-1A. The purpose of such amendments is to
provide enhanced disclosure to, among others, retail
investors purchasing and selling ETF shares in secon-
dary market transactions.

m  Prospectus Delivery Obligation — In ex-
emptive orders previously issued to ETFs,
the Commission generally exempted broker-
dealers from the obligation to deliver ETF
prospectuses in most secondary market
transactions pursuant to Section 24(d) of
the Act, and instead allowed such broker-
dealers to deliver “product descriptions,”
which contained basic information about
ETFs and their shares. The Commission is
proposing to amend previously issued ex-
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emptive orders to eliminate this exemption.
Rule 6¢-11 contemplates that broker-
dealers will utilize “summary prospec-
tuses,” which are the subject of a rule pro-
posal slated for adoption by the Commis-
sion.'? Upon the assumption that the sum-
mary prospectus rule proposal is adopted,
a broker-dealer could satisfy its prospectus
delivery obligation using a summary pro-
spectus.

Form N-1A Amendments — The proposed
amendments to Form N-1A are generally
designed to provide retail investors addi-
tional information in connection with the
purchase and sale of ETF shares in secon-
dary market transactions. These amend-
ments also generally would eliminate cer-
tain disclosures required in a prospectus
regarding the purchase and redemption of
Creation Units and other information gen-
erally applicable to financial institutions
purchasing Creation Units. Certain informa-
tion may be required in the Statement of
Additional Information. However, for ETFs
with Creation Units composed of less than
25,000 ETF shares, such information would
be disclosed in a prospectus on the theory
that smaller-sized Creation Units may en-
able retail investors to transact directly with
an ETF, thereby making such information
applicable to retail investors. In addition,
the amendments to Form N-1A would,
among other things, require the disclosure
of (i) total return based on the market price
of ETF shares, in addition to total return de-
termined with reference to NAV; (ii) the ex-
tent and frequency with which the market
price of ETF shares has tracked NAV; and
(iii) upon the assumption that the summary
prospectus rule proposal is adopted, other
information, including the foregoing, in the

The summary prospectus rule proposal would re-
quire a fund to provide key investment information
in plain English in a standardized order at the front
of its statutory prospectus, using the same format
as the summary prospectus, which may be deliv-
ered in satisfaction of its prospectus delivery obli-
gations under the Securities Act of 1933. For a dis-
cussion and analysis of the proposal, see
http://www.dechert.com/library/FS 3 SEC Propos
es Use of Summary Prospectus.pdf.
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summary section of a prospectus and, ac-
cordingly, the summary prospectus.

Rule 12d1-4

Scope and Exemptive Relief. The ability of a fund (an
“Acquiring Fund”) to invest in another investment
company, including an ETF (an “Acquired Fund”), is
limited by Section 12(d)(1) of the Act, which, among
other things, generally prohibits an Acquiring Fund
(and companies or funds it controls) from (i) acquiring
more than 3% of the outstanding voting securities of
any Acquired Fund; (ii) investing more than 5% of the
Acquiring Fund’s total assets in any one Acquired
Fund; or (iii) investing more than 109 of the Acquiring
Fund’s total assets in all Acquired Funds.!3 Further-
more, a registered open-end fund, its principal under-
writer, or any registered broker-dealer, are prohibited
from selling such fund’s securities to any other fund
(and companies or funds it controls) if, immediately
after the sale, the Acquiring Fund would (i) together
with companies and funds it controls, own more than
39% of the Acquired Fund’s voting securities; or (ii)
together with other funds (and companies they con-
trol) own more than 109% of the Acquired Fund’s vot-
ing securities.!*

The purpose of such prohibitions was to address the
historical abuses of “pyramiding” (i.e., “fund of funds”
arrangements). Specifically, an Acquiring Fund may
acquire indirect control of an Acquired Fund through
coercive threats to redeem large blocks of shares and
require the Acquired Fund to, among other things,
direct underwriting and brokerage transactions to af-
filiated entities of the Acquiring Fund. Fund of funds
arrangements may also be confusing to investors and
impose duplicative costs. The Commission, however,
has adopted rules providing relief to certain arrange-
ments whereby an Acquiring Fund may permissibly
invest in an Acquired Fund in excess of the limits im-
posed by Section 12(d)(1). Similar relief, in the form
of exemptive orders with burdensome conditions, has
been granted to ETFs.

Rule 12d1-4 would provide exemptive relief to permit
open-end and closed-end management companies,

13 See Section 12(d)(1)(A)(i)(iii) of the Act.

14 See Section 12(d)(1)(B)(i) and (ii) of the Act.
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including business development companies, and unit
investment trusts to invest in ETFs in excess of the
limits imposed by Section 12(d)(1) of the Act. Addi-
tionally, Rule 12d1-4 would provide exemptive relief
allowing certain transactions between an Acquiring
Fund and an affiliated ETF, including the purchase
and redemption of Creation Units through in-kind
transactions, which might otherwise be prohibited by
Sections 17(a)(1), 17(a)(2), 57(a)(1), and 57(a)(2) of
the Act.!® Furthermore, Rule 12d1-4 would provide
limited exemptive relief from Section 17(e)(2), thereby
allowing certain brokerage transactions between an
Acquiring Fund and an ETF’s affiliated broker-dealer,
which, but for this exemption, would require, among
other things, quarterly board review and retention of
certain records.!®

Conditions. Reliance on Rule 12d1-4 would be subject
to four conditions designed to address the historical
abuses that may result from pyramiding and the
threat of large-scale redemptions of ETF shares. Rule
12d1-4 generally codifies much of the exemptive relief
contained in previously issued exemptive orders, while
eliminating many of the conditions imposed by such
orders. Unlike these orders, however, Rule 12d1-4
would restrict the ability of an Acquiring Fund to re-
deem ETF shares.

m  Control — Rule 12d1-4 would limit exemp-
tive relief to an Acquiring Fund (and any en-
tity in a control relationship with such fund)
that does not “control” an ETF.”

15 Section 57(a)(1) and Section 57(a)(2) of the Act,
like Section 17(a)(1) and Section 17(a)(2) of the
Act, prohibit certain transactions between business
development companies and certain affiliates.

16 Section 17(e)(2) of the Act prohibits an affiliated
person, or an affiliated person of such person (i.e.,
second-tier affiliated person), of a fund from receiv-
ing compensation for acting as a broker, in excess
of the limitations set forth in that section. An Ac-
quiring Fund’s investment in an ETF may cause an
affiliated broker-dealer of such ETF to become a
second-tier affiliated person of such Acquiring
Fund, and any transaction between such Acquiring
Fund and such broker-dealer may trigger certain
requirements under Rule 17e-1, an exemptive rule
promulgated under Section 17(e)(2).

The Act defines “control” as “the power to exercise
a controlling influence over the management or
policies of a company, unless such power is solely
the result of an official position with such com-
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Redemptions

a Rule 12d1-4 would prohibit an Acquir-
ing Fund that, in reliance on the rule,
acquires an ETF’s shares in excess of
the limit in Section 12(d)(1)(A)() (i.e.,
more than 3% of an ETF’s shares) from
redeeming those shares. Instead, such
an Acquiring Fund must dispose of the
shares (or at least those that exceed
the 3% limit) in secondary market
transactions. An Acquiring Fund would
be deemed to have first redeemed or
sold the most recently acquired ETF
shares, thereby allowing such Acquiring
Fund to redeem ETF shares solely when
it (and companies or funds it controls)
holds ETF shares within the limit im-
posed by Section 12(d)(1)(A)(i). An Ac-
quiring Fund that, in reliance on the
rule, acquires ETF shares in excess of
the limits in Section 12(d)(1)(A)(ii) and
(iii) (i.e., more than 5% of an Acquiring
Fund’s assets in any one Acquired Fund
or more than 10% of its assets in all
Acquired Funds, respectively), but that
does not acquire more than 3% of the
Acquired Fund'’s securities, would be
unaffected by this prohibition.

0 Rule 12d1-4 would prohibit an ETF, its
principal underwriter, and any broker-
dealer that, in reliance on the rule, sells
ETF shares in excess of the limit in Sec-
tion 12(d)(1)(B), from redeeming (or
submitting an order to redeem) such
ETF shares acquired by an Acquiring
Fund in excess of the limit in Section
12(d)(1)(A)() (i.e., more than 3% of an
ETF's shares). Rule 12d1-4 would pro-
vide a safe harbor for such selling enti-
ties if they (i) receive a representation
from the Acquiring Fund that none of
the ETF shares that such Acquiring
Fund is redeeming were acquired in ex-
cess of the limit in Section

pany.” Additionally, the Act creates a rebuttable
presumption of control for any person who, directly
or indirectly, beneficially owns more than 25% of a
company’s voting securities. See Section 2 (a)(9) of
the Act.

Dechert

12(d)(1)(A)(i) in reliance on the rule;
and (ii) have no reason to believe that
such Acquiring Fund acquired such ETF
shares in excess of the limit in Section
12(d)(1)(A)(i) in reliance on the rule.

Complex Structures — In order to prevent
overly complex, multi-tiered fund struc-
tures, Rule 12d1-4 would prohibit an ETF
whose shares are acquired in reliance on
the rule from itself being a fund of funds.
Specifically, the rule would require that the
ETF have a disclosed policy that prohibits it
from investing more than 10% of its assets
in (i) investment companies in reliance on
Sections 12(d)(1)(F) or (G) of the Act;!® and
(ii) any company excepted from the defini-
tion of “investment company” pursuant to
Sections 3(c)(1) or 3(c)(7) of the Act.1®

Layering of Fees — Rule 12d1-4 would (i)
limit service fees and sales charges im-
posed by an Acquiring Fund to those set
forth in the Financial Industry Regulatory
Authority’s sales charge rule, which takes
into consideration the fees charged at both
levels of a fund of funds arrangement, and
(ii) limit the layering of fees in separate ac-
counts that invest in Acquiring Funds.

Conclusion

LLP

During the Commission’s open meeting discussing

the rule proposals, SEC Chairman Christopher Cox

asked Andrew “Buddy” Donohue, Director of the SEC’s
Division of Investment Management, to describe the

Section 12(d)(1)(F) of the Act provides a partial
exemption from Section 12(d)(1) to registered in-
vestment companies that impose minimal sales
loads on their securities, and Section 12(d)(1)(G)
provides an exemption from Section 12(d)(1)(A)
and (B), provided that, among other things, the Ac-
quiring Fund and Acquired Fund are part of the
same group of investment companies.

Sections 3(c)(1) and 3(c)(7) of the Act exclude from
the definition of “investment company” certain pri-
vate investment funds.
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benefits of Rule 6¢-11. Mr. Donohue responded that
the rule will:

m  allow new entrants to access the market
without the cost and delay of obtaining ex-
emptive relief;

m  enable existing ETF sponsors to avoid costly
updates to existing exemptive orders when
introducing new products; and

m  reduce the workload of the SEC staff,
thereby enabling it “to focus on more novel
and more difficult exemptive requests and
to respond to them in a more timely fash-

”

on.

The scope of the proposed rules is limited to ETFs
that provide portfolio transparency to market partici-
pants because portfolio transparency permits an ef-
fective arbitrage mechanism, without which more sig-
nificant premiums and discounts between an ETF’s
NAV and market price could occur in secondary mar-
ket transactions. It is worthy of note, however, that
during the open meeting, Mr. Donohue expressed a
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willingness to further consider the circumstances un-
der which exemptive relief may be available to non-
transparent, actively managed ETFs. The release also
states that the Commission is willing to consider such
exemptive relief. The proposed rules and forward-
looking statements of the Commission and its staff
are encouraging statements for the still developing
ETF sector.

Dechert LLP will continue to monitor the proposed
rules and inform you as to any developments.

This update was authored by Keith T. Robinson
(+852 3518 4705; keith.robinson@dechert.com),
Wendy Robbins Fox (+1 202 261 3390;
wendy.fox@dechert.com), Julien Bourgeois

(+1 202 261 3451; julien.bourgeocis@dechert.com)
and Alan Rosenblat (+1 202 261 3332;
alan.rosenblat@dechert.com). Research assistance
was provided by Brenden P. Carroll

(+1 202 261 7933; brenden.carroll@dechert.com).
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