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The Securities and Exchange Commission 
(SEC) is proposing to simplify and mod-
ernize the regulatory framework governing 

exchange-traded funds (ETFs) and enhance infor-
mation to investors about the costs of purchas-
ing ETF shares. If adopted, the proposal would, 
among other things: (1) allow most ETFs to 
operate without first obtaining exemptive relief 
by relying on a proposed new rule; (2) provide 
greater flexibility with respect to aspects of ETF 
operations than exists under exemptive relief 
issued in recent years, including the use of “cus-
tom baskets” for creation and redemption trans-
actions; and (3) require additional disclosures 
regarding ETFs’ trading costs, including certain 
bid-ask spread information. The SEC’s proposal 
also would rescind existing exemptive relief for 
those ETFs that are eligible to rely on the pro-
posed rule.

The SEC unanimously voted to propose new 
Rule 6c-11 (Proposed Rule) under the Investment 
Company Act of 1940 (1940 Act), as well as cer-
tain form amendments, designed to simplify and 
modernize the regulatory framework governing 
ETFs and enhance information provided to inves-
tors about the costs of purchasing ETF shares 
(Proposal).1 Comments on the Proposal are due 
October 1, 2018.

An overview of the operation and regulation 
of ETFs and summary of the Proposal are set forth 
below.

Operation and Regulation of ETFs

Since their introduction in 1993, ETFs have 
become one of the most popular pooled investment 
vehicles in the United States.2 ETFs, often viewed 
as hybrid investment products, possess character-
istics similar to both mutual funds (that is, open-
end management investment companies (open-end 
funds)) and closed-end funds. Like mutual funds 
and closed-end funds, ETFs are comprised of pools 
or baskets of securities and other instruments. Unlike 
mutual funds, however, ETFs do not issue and 
redeem individual shares at net asset value (NAV). 
Instead, shares of an ETF trade on national securi-
ties exchanges and can be purchased or redeemed 
at NAV only in large blocks of shares called “cre-
ation units”3 by large financial institutions known 
as “authorized participants.”4 Many (but not all) 
ETFs transact in kind, meaning authorized partici-
pants purchase creation units by exchanging a speci-
fied “basket” of securities and other instruments for 
ETF shares and receive a basket upon redemption of 
a creation unit. To the extent that there is a differ-
ence between the basket’s value and a creation unit’s 
NAV, an amount of cash (that is, a cash balancing 
amount) is used to account for the difference.

Like shares of operating companies and most 
closed-end funds, ETF shares trade throughout the 
day in the secondary market at negotiated prices. 
As with closed-end funds, the market price of ETF 
shares may differ from the ETF’s NAV throughout 
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the trading day. To the extent that ETF shares are 
trading at a premium to (above) or discount to 
(below) NAV, arbitrage opportunities will exist, 
which help ensure that the market prices of ETF 
shares remain at or close to NAV. For example, if 
an ETF’s shares are trading at a premium, an autho-
rized participant can deliver a basket to the ETF in 
exchange for the more valuable creation unit of ETF 
shares and then sell individual ETF shares in the sec-
ondary market at a higher price to realize a profit. 
In the event of a discount, an authorized participant 
can purchase enough shares in the secondary market 
to assemble a creation unit and redeem those shares 
at the higher NAV. These transactions have the effect 
of increasing or decreasing, as applicable, the supply 
of ETF shares in the secondary market, thus tending 
to move the price of an ETF’s shares closer to NAV.

Due to their complex and unique structure, 
ETFs do not satisfy certain requirements under 
the 1940 Act, which are described in greater detail 
below. As a result, an ETF sponsor must obtain indi-
vidual exemptive relief from the SEC before launch-
ing an ETF complex. The SEC has now granted 
more than 300 individual exemptive orders that pro-
vide relief related to the formation and operation of 
ETFs (ETF Relief ). As the terms of these orders have 
evolved over time, ETFs are subject to certain vary-
ing requirements, which have resulted in unequal 
treatment of different ETF sponsors and a seg-
mented and inefficient approach to ETF regulation.

In March 2008, the SEC proposed a rule that 
would have allowed certain ETFs to operate without 
individual exemptive relief (2008 Proposal).5 Then-
proposed Rule 6c-11 (2008 Rule) essentially would 
have codified many of the conditions that the SEC 
had previously imposed on ETFs through individual 
exemptive orders. The 2008 Proposal also included 
proposed Rule 12d1-4, which would have provided the 
exemptions necessary to permit certain funds to invest 
in ETFs beyond the limits of Section 12(d)(1) of the 
1940 Act, subject to certain conditions (Funds of Funds 
Relief), as well as proposed amendments to Form N-1A 
(the registration statement used by ETFs structured as 

open-end funds), which would have enhanced dis-
closure to investors buying and selling ETF shares in 
the secondary market. The 2008 Proposal was never 
adopted, however, as the SEC shifted its focus when 
the financial crisis occurred later that year.

Proposed Rule 6c-11

Scope of the Proposed Rule and Impact on 
Existing Exemptive Relief

Like the 2008 Rule, the Proposed Rule would 
allow most ETFs to operate without individual 
exemptive relief (Eligible ETFs). The Proposed Rule 
differs from the 2008 Rule and current exemptive 
orders in that it would not distinguish between 
index-based ETFs (that is, ETFs that have stated 
investment objectives of seeking returns that cor-
respond to the returns of a securities index) and 
actively managed ETFs (that is, ETFs that pursue 
other investment strategies).6

The following types of ETFs would not be 
Eligible ETFs for purposes of the Proposed Rule:

■■ ETFs Organized as Unit Investment Trusts (UIT 
ETFs). The SEC explains that, due to their 
unmanaged nature, UIT ETFs would require 
different conditions from those being proposed 
for open-end ETFs. The SEC also cites the 
declining popularity of UIT ETFs, as demon-
strated by the fact that no new UIT ETFs have 
come to market since 2002.

■■ ETFs Structured as Share Classes of a Multi-Class 
Fund (Share Class ETFs). The SEC acknowledges 
that, while it has previously granted exemptive 
orders to certain Share Class ETFs, those exemp-
tive orders included an additional exemption 
from Sections 18(f )(1) and 18(i) of the 1940 
Act, which most ETFs do not need. The SEC 
also notes that this relief raises policy consider-
ations that it is not intending to address through 
the Proposed Rule.

■■ Leveraged ETFs.7 The SEC explains that lever-
aged ETFs involve “unique considerations” and 
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that their use of derivatives ties in to broader 
concerns that the SEC is currently evaluating 
in connection with its separate consideration of 
funds’ use of derivatives, including “the poten-
tial staff recommendation of a re-proposal on 
funds’ use of derivatives.” The Proposed Rule’s 
inapplicability to leveraged ETFs is also consis-
tent with the SEC Staff’s moratorium, in place 
since 2009, on issuing new exemptive orders for 
leveraged ETFs.

The Proposed Rule also would not cover: (1) 
exchange-traded managed funds (ETMFs), which 
are not ETFs but rather hybrids of ETFs and mutual 
funds; or (2) other novel products, such as non-
transparent active ETFs. The Proposed Rule could, 
however, indirectly pave the way for more of these 
products by removing applications for standard ETF 
exemptive orders from consideration, thus freeing 
up time and resources for the SEC Staff to focus on 
more unique applications.

Significantly, the SEC proposes to rescind the 
ETF Relief-related portions of existing exemptive 
orders for Eligible ETFs, starting one year from the 
effective date of any final rule.8 The SEC notes that 
the ability of Eligible ETFs to continue to rely on 
existing exemptive relief would be inconsistent with 
the goal of “creat[ing] a consistent, transparent and 
efficient regulatory framework for many ETFs.” The 
SEC would not rescind existing exemptive orders 
for ETFs that are not Eligible ETFs, including UIT 
ETFs, Share Class ETFs, and leveraged ETFs.9

Exemptions Provided by the Proposed Rule
The Proposed Rule would address the specific 

exemptions provided by current exemptive orders as 
follows:

■■ Treatment of ETF Shares as “Redeemable Securities. 
Current exemptive orders provide exemptions 
from Sections 2(a)(32) and 5(a)(1) of the 1940 
Act to permit ETFs to redeem shares only in cre-
ation unit aggregations rather than in individual 

shares. These exemptions are necessary for ETFs 
to be viewed as open-end funds under the 1940 
Act, because a key element of the definition of 
an “open-end company” in Section 5(a)(1) is the 
issuance of redeemable securities. The definition 
of a “redeemable security” in Section 2(a)(32) 
contemplates the ability of the holder thereof to 
redeem the security and receive its proportionate 
share of the fund’s net assets or the cash equiva-
lent. Rather than provide an exemption from 
these provisions, the Proposed Rule would clas-
sify shares of ETFs as “redeemable securities,” 
meaning that ETFs operating in reliance on the 
Proposed Rule would meet the definition of an 
open-end company. The Proposal notes that, as 
a result of this classification, certain exceptions 
from rules under the Securities Exchange Act of 
1934 (Exchange Act) that apply to redeemable 
securities and/or open-end funds would likewise 
apply to ETFs relying on the Proposed Rule, as 
discussed under “Exchange Act Relief ” below.

■■ Trading of ETF Shares at Market-Determined 
Prices. Consistent with current exemptive 
orders, the Proposed Rule would provide 
exemptions from Section 22(d) of the 1940 Act 
and Rule 22c-1 thereunder to permit dealers 
to buy and sell shares of ETFs at market prices 
rather than at NAV. Section 22(d) prohibits 
funds and dealers from selling a redeemable 
security to the public at a price other than the 
current public offering price described in the 
prospectus. Rule 22c-1 requires funds and deal-
ers to sell a redeemable security at a price based 
on its NAV, with limited exceptions. An ETF 
requires exemptions from these provisions for 
dealers in its shares, because such shares trade 
in the secondary market at market prices rather 
than at prices described in the ETF’s prospectus 
or based on NAV.

■■ In-Kind Transactions with Certain Affiliates. 
Consistent with current exemptive orders, the 
Proposed Rule would provide an exemption 
from Section 17(a)(1) and (2) of the 1940 Act 
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to permit ETFs to engage in in-kind transac-
tions with certain affiliates. Section 17(a)(1) 
and (2) prohibit an affiliated person of a fund 
(first-tier affiliate) or an affiliated person of 
such a person (second-tier affiliate) from selling 
any security or other property to, or purchasing 
any security or other property from, a fund.10 
Because in-kind creations and redemptions 
involve the sale and purchase, respectively, of 
assets to and from an ETF, these restrictions 
could be triggered, for example, where an 
authorized participant or other market partici-
pant owns 5% or more of the shares of an ETF 
or an investment company that is an affiliated 
person of the ETF.11 As a result, the Proposed 
Rule would provide an exemption from Section 
17(a)(1) and (2) to permit in-kind creation and 
redemption transactions involving persons 
who are first- or second-tier affiliates of an ETF 
solely by reason of holding with the power to 
vote 5% or more of: (1) the ETF’s shares; or 
(2) any investment company that is an affiliated 
person of the ETF.12

Although the Proposing Release acknowledges 
that many commenters on the 2008 Rule requested 
that this relief be expanded to include other types 
of affiliates, such as broker-dealers affiliated with an 
ETF’s investment adviser, the SEC indicates that 
it preliminarily believes that such expansion would 
not be appropriate at this time given the flexibility 
proposed for custom baskets, as described below. 
However, the SEC is soliciting additional comment 
on this point, including with respect to whether fur-
ther conditions could be added to the Proposed Rule 
to minimize the potential risks of overreaching by 
other types of affiliates.

■■ Additional Time for Delivering Redemption 
Proceeds. Consistent with current exemptive 
orders, the Proposed Rule would provide an 
exemption from Section 22(e) of the 1940 Act, 
under certain circumstances, to permit ETFs 

to pay authorized participants redemption pro-
ceeds in more than seven days. Section 22(e) 
prohibits funds from suspending or delaying the 
right of redemption for more than seven days 
after the tender of a security for redemption. 
Delivery cycles for transferring foreign invest-
ments to redeeming investors, as well as local 
market holiday schedules, make it difficult for 
ETFs that hold foreign investments and redeem 
creation units in kind to comply with this provi-
sion. The exemption set forth in the Proposed 
Rule would apply where local market holidays, 
a series of consecutive holidays, and/or extended 
delivery cycles for transferring foreign invest-
ments to redeeming authorized participants 
prevent an ETF from delivering a foreign invest-
ment13 to an authorized participant within seven 
days. Instead, the ETF would be required to 
deliver the foreign investment as soon as practi-
cable, and in any event within 15 days after the 
authorized participant’s tender of ETF shares.

■■ This proposed exemption is notable in that: (1) 
it permits delayed delivery only with respect to 
the particular foreign investment and not to the 
entire basket as permitted in current exemp-
tive relief; and (2) it includes a “sunset provi-
sion,” providing for its automatic expiration in 
10 years. The SEC’s stated rationale for (2) is 
that it expects technological advancements and 
“changes in market infrastructures” to result in 
additional shortening of settlement cycles.

Although current exemptive orders also provide 
Funds of Funds Relief, the SEC is not yet re-pro-
posing Rule 12d1-4 and has indicated that it does 
not intend to address Funds of Funds Relief at this 
time. Instead, ETFs could continue to rely on the 
Funds of Funds Relief in their existing exemptive 
orders, which would not be rescinded in connection 
with the Proposal. This approach would maintain 
consistency with other open-end funds, which often 
seek Funds of Funds Relief in standalone exemptive 
applications unrelated to ETF operations.14
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Many existing exemptive orders also provide 
exemptions from certain provisions of the 1940 
Act to permit ETFs to operate as feeder funds in a 
master-feeder structure (Master-Feeder Relief ). The 
SEC notes certain concerns with existing Master-
Feeder Relief, in particular the possibility that ETFs 
transacting in kind will nonetheless bear costs asso-
ciated with cash transactions by other feeder funds. 
In light of these concerns, and having observed that 
ETF sponsors seem to have limited interest in this 
structure, the SEC is proposing to: (1) rescind the 
portions of existing exemptive orders that relate to 
Master-Feeder Relief for ETFs that did not rely on 
such relief as of June 28, 2018; and (2) amend the 
portions of existing exemptive orders that relate to 
Master-Feeder Relief for ETFs that did rely on such 
relief as of June 28, 2018, to prevent the formation 
of additional feeder funds.

Definition of “Exchange-Traded Fund”
The definition of “exchange-traded fund” under 

the Proposed Rule incorporates certain requirements 
with respect to ETF operations. Under the Proposed 
Rule, an “exchange-traded fund” would be defined 
as “a registered open-end management company:

(i) That issues (and redeems) creation units to (and 
from) authorized participants in exchange for a 
basket and a cash balancing amount if any; and

(ii) Whose shares are listed on a national securi-
ties exchange and traded at market-determined 
prices.”15

As noted above, the definition of “creation unit” 
in the Proposed Rule does not incorporate a mini-
mum creation unit size. This differs from current 
exemptive relief, which often sets forth a specified 
minimum, and would give an ETF flexibility to 
set its creation unit size at an amount that the ETF 
believes to be appropriate based on its investment 
strategy and other factors. However, as discussed 
below under “Exchange Act Relief,” an ETF may 
continue to be subject to minimum creation unit 

size requirements under certain Exchange Act relief 
on which ETFs rely.

With respect to redemption of creation units, 
the Proposing Release notes that ETFs (like other 
open-end funds) are permitted to suspend redemp-
tions only under the circumstances set forth in 
Section 22(e) of the 1940 Act and are subject to 
the 2% limitation on redemption fees set forth in 
Rule 22c-2 under the 1940 Act.16 Significantly, the 
Proposal adds that, given the role of creation and 
redemption transactions in facilitating the arbitrage 
process, an ETF “generally may suspend the issuance 
of creation units only for a limited time and only 
due to extraordinary circumstances” and “could not 
set transaction fees so high as to effectively suspend 
the issuance of creation units.”

Conditions of the Proposed Rule
An ETF relying on the Proposed Rule would be 

required to comply with various conditions, which 
are summarized below.17 The conditions are simi-
lar in many ways to the conditions under current 
exemptive relief, but also reflect certain differences 
that the SEC “believe[s] will improve the overall 
regulatory framework for [ETFs].”18

Website Disclosure
An ETF relying on the Proposed Rule would be 

required each business day to disclose certain infor-
mation prominently on a website that is publicly 
available and free of charge.

■■ Holdings and Baskets. Before the opening of 
regular trading on the ETF’s primary listing 
exchange and before starting to accept orders for 
the purchase or redemption of creation units, 
the ETF would be required to disclose on its 
website: (1) the portfolio holdings that would 
form the basis of the next calculation of cur-
rent NAV per share;19 (2) a basket that would be 
applicable to orders for the purchase or redemp-
tion of creation units to be priced based on the 
next calculation of current NAV; and (3) the 
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cash balancing amount, if any. These require-
ments differ from current exemptive relief, 
which requires only daily disclosure of holdings 
for actively managed ETFs, self-indexing ETFs 
(that is, ETFs that seek to track an index for 
which a first- or second-tier affiliate of the ETF 
or its investment adviser or distributor serves 
as index provider), and 130/30 and long/short 
index-based ETFs and does not require website 
posting of basket information.20

■■ There is currently no prescribed format for 
disclosure of portfolio holdings, although the 
exchanges’ “generic listing standards” for actively 
managed ETFs, as well as orders approving 
exchange rule changes pursuant to Rule 19b-4 
under the Exchange Act to list certain ETFs 
(19b-4 Orders), require certain specified infor-
mation.21 Under the Proposed Rule, an ETF 
would be required to present the description, 
amount, value, and unrealized gain/loss for each 
portfolio holding or basket asset in the manner 
prescribed in Article 12 of Regulation S-X.

■■ Current NAV and Market Price. The ETF would 
be required to disclose on its website its current 
NAV per share, market price, and premium or 
discount, each as of the prior business day. These 
requirements are generally consistent with cur-
rent exemptive relief.22

■■ Premium and Discount. The ETF would be 
required to disclose on its website: (1) a table 
showing the number of days that its shares traded 
at a premium or discount during the most recently 
completed calendar year and the most recently 
completed calendar quarters since that year (or the 
life of the ETF, if shorter); (2) a line graph show-
ing premiums or discounts for the most recently 
completed calendar year and the most recently 
completed calendar quarters since that year (or the 
life of the ETF, if shorter); and (3) if the ETF’s 
premium or discount is greater than 2% for 
more than seven consecutive trading days, for at 
least one year thereafter, a discussion of the fac-
tors that are reasonably believed to have materially 

contributed to the premium/discount. While not 
an express condition to current exemptive relief, 
Form N-1A currently requires an ETF to include 
tabular premium and discount information in its 
prospectus and annual report or on its website. 
Both (2) and (3) would reflect new requirements 
not imposed by current exemptive relief.

Construction of Baskets
The Proposed Rule would require an ETF to 

adopt and implement written policies and proce-
dures that govern the construction of baskets and 
the process that will be used for the acceptance of 
baskets. Although current exemptive relief does not 
explicitly require written policies and procedures 
governing basket construction, ETFs may have such 
procedures as part of procedures to comply with 
their exemptive relief.

In addition, as discussed in greater detail below 
under “Custom Baskets,” the Proposed Rule would 
require an ETF that uses custom baskets to adopt an 
expanded version of the policies and procedures and 
to comply with certain recordkeeping requirements 
related to custom basket transactions.

Other Differences from Current  
Exemptive Relief

The Proposed Rule would not include the 
restrictions on marketing of ETFs imposed by cur-
rent exemptive relief. Under current relief, an ETF 
may not be advertised or marketed as an open-end 
fund or a mutual fund, and advertising material 
containing certain information must prominently 
disclose that shares are not individually redeem-
able and can be purchased and redeemed only in 
creation units. The Proposing Release indicates 
that the SEC no longer believes that these restric-
tions are needed, given retail investors’ familiarity 
with ETFs.

The Proposed Rule would, however, add record-
keeping requirements that are not imposed by cur-
rent exemptive relief. Specifically, the Proposed 
Rule would require ETFs to maintain the following 
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records for no less than five years, the first two in 
an easily accessible place: (1) written agreements 
between authorized participants and an ETF or its 
service providers permitting the authorized par-
ticipants to transact with the ETF in creation units 
(authorized participant agreements);23 and (2) cer-
tain specified information about each basket used 
to effectuate a creation or redemption transaction, 
including information about the basket instru-
ments24 and, for custom baskets, a statement that 
the basket complied with the ETF’s custom basket 
procedures, discussed below.

Custom Baskets
One of the most noteworthy aspects of the 

Proposed Rule is the fact that it would afford ETFs 
the flexibility to use “custom baskets” for creation 
and redemption transactions. Under the Proposed 
Rule, custom baskets are defined as baskets25 that (1) 
reflect a non-representative selection of the ETF’s 
portfolio holdings or (2) differ from baskets used for 
other creation and redemption transactions on the 
same business day.

Although certain older exemptive orders do 
not restrict the use of custom baskets, more recent 
exemptive orders require ETFs to use baskets that 
correspond pro rata to their portfolio holdings, 
with certain limited exceptions. As explained in the 
Proposal, the shift toward more stringent restrictions 
on basket composition was intended to address the 
concern that authorized participants could leverage 
their relationships with ETFs to “cherry pick” more 
desirable securities away from ETFs or “dump” less 
desirable securities onto ETFs. As described in the 
Proposal, however, the SEC now recognizes that there 
are significant potential benefits to using custom bas-
kets in circumstances beyond those carved out as 
exceptions in recent exemptive orders. These poten-
tial benefits include, among others, narrower bid-ask 
spreads, more efficient arbitrage, lower transaction 
costs, and tax efficiencies. As a result, ETFs relying 
on older exemptive orders that provide flexibility to 
use custom baskets are at a competitive advantage. 

The Proposed Rule would remove this restriction for 
all ETFs, thereby leveling the playing field.

As noted above, an ETF relying on the Proposed 
Rule would be required to adopt certain written 
policies and procedures relating to the construction 
of baskets,26 and an ETF that uses custom baskets 
would be required to adopt an expanded version of 
these written policies and procedures (custom basket 
procedures) and comply with certain recordkeeping 
requirements related to custom basket transactions. 
The SEC indicates that the requirement to imple-
ment custom basket procedures would help protect 
against “cherry-picking,” “dumping,” and other 
abuses related to custom basket composition. An 
ETF’s custom basket procedures would be part of its 
Rule 38a-1 compliance program and as such would 
be subject to the oversight of the ETF’s board of 
directors/trustees, which the SEC notes would pro-
vide an additional layer of protection with respect to 
use of custom baskets.

An ETF’s custom basket procedures would need 
to set forth detailed parameters for the construction 
and acceptance of custom baskets that are in the best 
interests of the ETF and its shareholders, as well 
as identify the employees of the ETF’s investment 
adviser who would be responsible for reviewing 
custom baskets for compliance with the param-
eters. The Proposing Release emphasizes that such 
procedures must be specific as to the methodology 
and process used for construction and acceptance 
of custom baskets.27 The Proposing Release further 
specifies that the procedures should address compli-
ance testing and assessment of whether the param-
eters continue to be appropriate, and should include 
a process to be followed to the extent revisions to, 
or deviations from, the parameters are desired. In 
addition, the Proposing Release suggests that ETFs 
consider the implementation of reasonable controls 
to avoid inappropriate distinctions in treatment of 
different authorized participants, as well as whether, 
prior to approval, the components of custom baskets 
should be subject to review by employees other than 
portfolio managers.
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Other Differences from Current 
Exemptive Relief

Current exemptive relief is based on various 
material representations made by applicants, which 
impose other requirements beyond the explicit con-
ditions of the orders. Many of the requirements 
associated with these material representations would 
be eliminated under the Proposed Rule, potentially 
allowing ETFs more flexibility with respect to their 
operations. These include:

■■ Disclosure of Intraday Indicative Value (IIV). 
Current exemptive relief contemplates dissemi-
nation of an IIV, or intraday estimate of an ETF’s 
NAV per share, at regular intervals through-
out the trading day. The SEC notes that mar-
ket makers generally use their own proprietary 
algorithms, rather than publicly disseminated 
IIVs, to value shares throughout the trading 
day. Accordingly, the SEC is not proposing to 
include this requirement in the Proposed Rule. 
As IIV disclosure is also required by exchange 
listing standards and 19b-4 Orders, the require-
ment would continue to apply absent further 
action by the exchanges.

■■ Requirements Applicable to Self-Indexing ETFs. 
Current exemptive relief imposes various require-
ments on Self-Indexing ETFs. In addition to full 
portfolio transparency as described above, the 
relief requires, among other things: (1) that the 
registration statement prominently disclose that 
the index provider is an affiliated index provider 
and describe the nature of the affiliation; (2) that 
the adviser’s Form ADV include a discussion of 
any affiliated index provider and any attendant 
material conflicts of interest; (3) that the adviser’s 
compliance policies and procedures include pro-
visions designed to minimize conflicts of inter-
est among a Self-Indexing ETF and affiliated 
accounts seeking to track the same index; (4) that 
the ETF’s board periodically review the ETF’s use 
of the affiliated index provider; and (5) that the 
affiliated index provider permit the Self-Indexing 

ETF to use the index at no cost to the ETF. 
Although these requirements would no longer 
apply under the Proposed Rule, Self-Indexing 
ETFs and their investment advisers and index 
providers should nonetheless consider whether 
some or all of these steps remain appropriate 
based on general fiduciary duty, disclosure, and 
conflicts-of-interests principles, as well as other 
1940 Act restrictions on affiliated transactions.

■■ Disclosure of Foreign Holiday Schedules. In order 
to rely on current Section 22(e) relief, an ETF 
must disclose in its Statement of Additional 
Information those holidays that are expected to 
prevent the delivery of redemption proceeds in 
seven calendar days and the maximum number of 
days (up to 15 calendar days) needed to deliver the 
proceeds. The SEC does not propose to include 
this as a requirement of the Proposed Rule, on 
the basis that this information is not relevant to 
investors on the secondary market, as well as the 
SEC’s belief that information regarding possible 
delays is generally covered in authorized partici-
pant agreements. An ETF sponsor should review 
its authorized participant agreements to confirm 
that this information is in fact covered.

■■ Permitted Index Components. Under current 
exemptive relief, index-based ETFs must seek 
investment results that correspond, before fees 
and expenses, to the performance of a “securi-
ties index.” This means derivatives that do not 
qualify as “securities” within the meaning of 
the 1940 Act (for example, swaps, futures on 
broad-based indices) cannot be included in the 
index. Given the lack of distinction between 
index-based and actively managed ETFs under 
the Proposed Rule, and therefore the elimina-
tion of any requirements specific to index-based 
ETFs, this requirement would no longer apply. 
Nonetheless, an ETF that seeks to track an index 
containing derivatives would generally not be 
able to rely on the exchanges’ generic listing 
standards; therefore, in order to be listed, such 
an ETF would need a 19b-4 Order.
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■■ Eighty Percent Test for Index-Based ETFs. The 
Proposed Rule would eliminate the requirement 
under current exemptive relief for an index-
based ETF to invest at least 80% of its assets, 
exclusive of collateral held from securities lend-
ing, in the component securities of its underly-
ing index. Nonetheless, in the release adopting 
Rule 35d-1 under the 1940 Act, which relates 
to fund names, the SEC indicated that “[i]ndex 
funds … generally would be expected to invest 
more than 80% of their assets in investments 
connoted by the applicable index,” even though 
reference to an index would not itself trigger 
the Rule 35d-1 requirements.28 Accordingly, an 
index-based ETF would generally need to con-
tinue to follow a policy of investing at least 80% 
of its assets in index components, although the 
elimination of the exemptive relief requirement 
could potentially give ETFs more flexibility in 
defining this policy (such as by including deriva-
tive instruments that provide exposure to index 
components for purposes of the 80% test).

■■ Other Portfolio Requirements. Due to the lack 
of distinction between index-based ETFs and 
actively managed ETFs, various representations 
in current exemptive relief relating to investment 
strategies and portfolio instruments would be 
eliminated, including: (1) for index-based ETFs, 
expected tracking error of less than 5% relative 
to the index; (2) for actively managed ETFs, an 
explicit requirement that the board periodically 
review and approve the use of derivatives; (3) for 
both index-based and actively managed ETFs, a 
prohibition on investment in depositary receipts 
that the adviser deems to be illiquid, for which 
pricing information is not readily available, or for 
which an affiliated person serves as the depositary 
bank; and (4) for 130/30 and long/short index-
based ETFs, specific requirements with respect 
to relative long and short exposures. While the 
elimination of these requirements would not 
necessarily result in changes to ETF operations, 
ETFs and investment advisers would have the 

flexibility to consider the best approach in these 
areas—such as board oversight of derivatives and 
evaluation of liquidity—consistent with practices 
for the entire fund complex, rather than in the 
specific context of ETF exemptive relief.

Exchange Act Relief
Given that ETFs are exchange-traded, their 

structure also implicates certain provisions of the 
Exchange Act. However, as under the 1940 Act, the 
ETF structure is not specifically contemplated by 
the Exchange Act. Accordingly, ETFs generally seek 
relief from the Exchange Act sections and rules set 
forth below. This relief is largely provided in a series 
of “class” letters, meaning that the letters can be 
relied on by ETFs meeting the requirements set forth 
therein without the need for separate relief. These 
include the SIA Letter,29 the Equity Class Letter,30 
the Fixed-Income Class Letter,31 and Frequently 
Asked Questions about Regulation M.32 ETFs that 
do not meet the requirements of the applicable class 
letters or guidance may apply for separate relief.

■■ Section 11(d)(1). ETFs seek an exception to permit 
broker-dealers, including broker-dealers that are 
also authorized participants, to extend credit with 
respect to ETF shares, subject to certain conditions.

■■ Rule 11d1-2. ETFs request relief to allow broker-
dealers to treat ETF shares as “securities issued 
by a registered open-end investment company 
or unit investment trust as defined in the [1940 
Act],” thereby providing an exemption from 
Section 11(d)(1) to permit extension of credit 
on shares of the ETFs, provided that they have 
been held for more than 30 days.

■■ Rule 10b-10. ETFs request relief to allow bro-
ker-dealers to omit specific information about 
an ETF’s component securities from confirma-
tions relating to ETF trades.

■■ Rules 15c1-5 and 15c1-6. ETFs request relief to 
allow broker-dealers to effect transactions in ETF 
shares without disclosing a control relationship 
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with an issuer of an ETF’s component securities 
or its participation or interest in a distribution of 
a component security.

■■ Rules 101 and 102 of Regulation M. ETFs seek 
relief to permit treatment of ETF shares as 
“redeemable securities issued by an open-end 
management investment company or a unit 
investment trust,” and therefore as “excepted 
securities” for purposes of Rules 101 and 102. 
These rules are anti-manipulation provisions that 
generally prohibit distribution participants and 
affiliated purchasers from purchasing ETF shares 
during the “restricted period,” which is ongoing 
for an ETF in light of its continuous distribution.

■■ Rule 10b-17. Given that ETFs are unable to pre-
dict the amount of a dividend 10 days in advance, 
ETFs seek relief with respect to notice require-
ments regarding dividend amounts. Specifically, 
ETFs request to rely on the rule’s exception for 
“redeemable securities issued by open-end invest-
ment companies and unit investment trusts reg-
istered with the SEC under the [1940 Act].”

■■ Rule 14e-5. ETFs seek relief to permit “covered 
persons” with respect to a tender offer involving 
an ETF’s component securities to engage in sec-
ondary market transactions in the ETF’s shares 
and redeem ETF shares in creation unit aggrega-
tions during the existence of such tender offer.

Relief with respect to these provisions is subject 
to various conditions, including conditions relating 
to: creation unit size; number of component securi-
ties and/or issuers held by the ETF; maximum per-
centage weighting of holdings; and IIV disclosure. 
These conditions differ based on the letter or series 
of letters (or guidance) on which the ETF relies, 
which depends on whether the ETF is index-based 
or actively managed, as well as on its investments 
(for example, equity securities, fixed-income securi-
ties, shares of other ETFs).

One of the key open questions prior to the 
Proposal’s issuance was whether it would cover 
Exchange Act relief, thereby eliminating the need for 

ETFs to rely on the patchwork of exemptions provided 
to date and/or seek individual relief. In the Proposal, 
the SEC partially addressed the need for Exchange Act 
relief through its proposal to classify shares of ETFs 
relying on the Proposed Rule as “redeemable securities.” 
Based on such classification, these ETFs would thereby 
become eligible for: (1) the Rule 11d1-2 exemption for 
“securities issued by a registered open-end investment 
company;” and (2) the exceptions provided in Rules 
101 and 102 of Regulation M and Rule 10b-17 for 
“redeemable securities” issued by open-end funds.

The Proposal, as drafted, would not address 
the relief from Section 11(d)(1) of the Exchange 
Act and Rules 10b-10, 15c1-5, 15c1-6, and 14e-5 
thereunder, although the SEC seeks comment as 
to whether ETFs relying on the Proposed Rule 
should be exempted from other Exchange Act pro-
visions. To the extent that such provisions are not 
addressed, ETFs would continue to be required to 
comply with certain conditions to rely on existing 
Exchange Act relief with respect to these provi-
sions. For example:

■■ Equity index-based ETFs relying on the Rule 
14e-5 relief provided by the Equity Class Letter 
would need to continue to comply with the 
conditions therein, including the requirement 
that a creation unit consist of 50,000 shares or 
such other amount where the value of a cre-
ation unit is at least $1 million at the time of 
issuance.

■■ For relief with respect to Section 11(d)(1) of the 
Exchange Act and Rules 10b-10, 15c1-5, and 
15c1-6 thereunder, ETFs would need to comply 
with: (1) the SIA Letter’s requirement to invest 
in at least 20 component securities, with no one 
security constituting more than 25% of the total 
value of the ETF; or (2) the various requirements 
of the Fixed-Income Class Letter (including a 
 creation unit size requirement that mirrors the 
Equity Class Letter).33 In addition, Section 11(d)
(1) relief would continue to be subject to the con-
dition that the selling broker-dealer not receive 
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from the ETF (or an affiliated person of the ETF) 
any payment, compensation, or other economic 
incentive to promote the sale of the ETF.

■■ ETFs relying on the Equity Class Letter or the 
Fixed-Income Class Letter will continue to be 
subject to IIV disclosure requirements.

Accordingly, these requirements could limit the 
flexibility otherwise afforded by the Proposed Rule.

Proposed Amendments to 
Disclosure Forms

The Proposal would amend Form N-1A (the 
registration form used by ETFs structured as open-
end funds) to expand the disclosure requirements 
for ETFs to require the inclusion of more ETF-
specific information designed for investors that 
buy and sell ETF shares in the secondary market 
and make certain other changes. Notably, the new 
requirements under Form N-1A would apply to all 
ETFs using that form, even ETFs that cannot rely 
on the Proposed Rule. In connection with the pro-
posed amendments, the SEC is seeking comment on 
whether there should be a separate registration form 
specifically designed for ETFs.

The proposed amendments include several sig-
nificant changes to Item 3 of Form N-1A, which 
relates to fees and expenses. While the majority of 
these changes would only apply to ETFs, two of 
the changes would apply to all open-end funds: (1) a 
clarification that the fees and expenses reflected in 
a fund’s fee and expense table may be higher where 
an investor sells and not just buys or holds, shares; 
and (2) the addition of a statement that investors 
may be subject to other fees, such as brokerage 
commissions and fees paid to financial interme-
diaries, that are not reflected in a fund’s fee and 
expense table.34

The majority of the ETF-specific changes 
would be presented as a series of six Questions 
and Answers (Q&As) that would be added below 
the fee and expense table in a new section called 
“Exchange-Traded Fund Trading Information and 

Related Costs.” The Q&As would cover informa-
tion that an investor “need[s] to know” about 
how an ETF trades and the costs associated with 
trading ETF shares, and would require disclo-
sure of median bid-ask spread as well as trading 
costs based on bid/ask spread data and assump-
tions with respect to dollar amounts and trading 
frequency.35

The Q&As would also provide a link to the 
ETF’s website, which must include an interactive 
calculator that an investor could use to customize 
the ETF’s Item 3 calculations based on the investor’s 
specific investment amount and anticipated number 
of trades.

In connection with these changes, the SEC 
proposes to eliminate requirements that would be 
duplicative of the new Q&As and/or disclosure 
currently required by Form N-CEN. The SEC is 
also proposing to eliminate the requirements relat-
ing to premium and discount information noted 
above under “Conditions of the Proposed Rule”36 
as the Proposed Rule would require ETFs to post 
premium and discount information on their 
websites.37

Finally, the SEC is proposing to expand an exist-
ing exception from certain items of Form N-1A for 
ETFs that transact in creation units of not less than 
25,000 shares so that it applies to all ETFs, regardless 
of creation unit size. The expansion of this exception 
would permit all ETFs to omit fee table disclosure 
regarding fees charged in connection with purchases 
and redemptions and disclosures relating to mini-
mum initial and subsequent investment require-
ments, the timing for NAV calculation, the price at 
which purchases and redemptions are effected, and 
the procedures for purchasing and redeeming fund 
shares. The SEC explains that it no longer believes 
that these requirements are beneficial, as it now has 
a better understanding than it did at the time that 
these requirements were adopted of the relationship 
between retail investors and authorized participants 
and the flow of information about how to purchase 
and redeem shares.



12 THE INVESTMENT LAWYER

The SEC is also proposing: (1) amendments to 
Form N-8B-2 (the registration form for unit invest-
ment trusts) to conform to the proposed amend-
ments to Item 3 of Form N-1A; and (2) changes to 
Form N-CEN to include a reference to the Proposed 
Rule and update the defined term “Authorized 
Participant” to match the Proposed Rule.

Stephanie A. Capistron and Adam T. Teufel 
are partners, and Kaitlin McGrath is an asso-
ciate in the financial services group at Dechert 
LLP. The authors acknowledge the contributions 
of Michael E. Schechner, Katherine Shorey, and 
Tiina E. Vaisanen.

NOTES
1 See Exchange-Traded Funds, SEC Rel. No. IC-33140 

(June 28, 2018) (Proposing Release).
2 As of May 2018, the combined assets of ETFs in 

the United States were approximately $3.53 trillion. 
ETF Assets and Net Issuance May 2018, Investment 
Company Institute (June 28, 2018).

3 The Proposed Rule defines a “creation unit” as “a 
specified number of [ETF] shares that the [ETF] will 
issue to (or redeem from) an authorized participant 
in exchange for the deposit (or delivery) of a basket 
and a cash balancing amount if any.” As discussed in 
the text, this definition is significant in that it omits 
any minimum creation unit size requirement.

4 Under the Proposed Rule, an “authorized partici-
pant” would be defined as “a member or participant 
of a clearing agency registered with the Commission, 
which has a written agreement with the [ETF] or one 
of its service providers that allows the authorized par-
ticipant to place orders for the purchase and redemp-
tion of creation units.”

5 Exchange Traded Funds, SEC Rel. No. IC-28193 
(Mar. 11, 2008).

6 The Proposal states that developments in the mar-
ket, including the evolution of indices over the past 
decade and the convergence of ETF practices in 
areas such as portfolio transparency, have obviated 

the need for a regulatory distinction between index-
based and actively managed ETFs.

7 For purposes of the Proposing Release, “leveraged 
ETFs” are defined as ETFs that seek to provide 
returns that: (1) exceed the performance of an index 
by a specified multiple over a specified period of 
time; or (2) have an inverse relationship to, or are an 
inverse multiple of, the performance of an index over 
a specified period of time.

8 Rescission would not technically be necessary in the 
case of exemptive orders issued in 2008 or later, as 
such orders include a condition providing that the 
ETF Relief contained therein will expire on the effec-
tive date of any SEC rule permitting the operation of 
ETFs. The SEC proposes to amend these orders to 
add a one-year grace period to provide time for these 
ETFs to bring their operations into compliance with 
the Proposed Rule.

9 As discussed below, the SEC also does not propose 
to rescind existing Funds of Funds Relief, but does 
propose rescission of certain existing relief to operate 
ETFs in a master-feeder structure.

10 Under Section 2(a)(3) of the 1940 Act, the term 
“affiliated person” of another person includes, among 
others: (1) any person directly or indirectly own-
ing, controlling, or holding with power to vote, five 
percent or more of the outstanding voting securities 
of such other person; and (2) any person directly or 
indirectly controlling, controlled by, or under com-
mon control with, such other person. Under Section 
2(a)(9) of the 1940 Act, a control relationship is 
presumed where a person owns more than 25% of a 
company’s outstanding voting securities.

11 An investment company with the same investment 
adviser as an ETF may be deemed to be under com-
mon control with the ETF, rendering such invest-
ment company a first-tier affiliate, and the authorized 
participant or other market participant a second-tier 
affiliate, of the ETF.

12 The Proposed Rule differs from current exemptive 
orders in that it does not specifically state that the 
exemption from Sections 17(a)(1) and (2) would 
apply to first- or second-tier affiliates of an ETF by 
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reason of holding with the power to vote in excess of 
25% of the ETF’s shares or an affiliated fund’s shares. 
It may be noted, however, that because the language 
“5% or more” would also encompass “in excess of 
25%,” and the related discussion in the Proposing 
Release does not suggest that the SEC intends to 
limit the scope of this exemption to exclude control 
affiliates, it does not appear that the scope of the pro-
posed relief would differ from that provided in cur-
rent exemptive relief.

13 A “foreign investment” for purposes of the Proposed 
Rule is defined as “any security, asset or other posi-
tion of the ETF issued by a foreign issuer as that 
term is defined in [Rule 3b-4 under the Exchange 
Act], and for which there is no established United 
States public trading market, as that term is used in 
Item 201 of Regulation S-K under the Securities Act 
of 1933 (17 CFR 227.201).” The SEC notes that 
this definition would preclude reliance on the relief 
where the foreign investment could be traded on a 
US market.

14 The SEC’s spring 2018 regulatory agenda indicates 
that the SEC’s Division of Investment Management 
is considering proposal of a rule and rule amend-
ments permitting funds of funds arrangements, 
including those involving ETFs, without the need 
to obtain exemptive relief. Accordingly, it is possible 
that an exemptive rule relating to funds of funds 
arrangements will be proposed at a later date. ETF 
sponsors that intend to rely on the Proposed Rule 
and that do not have Funds of Funds Relief may 
need to obtain individual Funds of Funds Relief in 
the event the Proposed Rule is finalized prior to the 
adoption of an exemptive rule relating to funds of 
funds.

15 The SEC notes that the requirement that shares 
trade at market-determined prices is not intended 
to require a minimum amount of trading volume, 
but instead to differentiate ETFs from other types of 
listed products, such as ETMFs, that trade based on 
NAV.

16 ETFs generally charge a fixed transaction fee for cre-
ation and redemption transactions, together with a 

variable fee designed to compensate the ETF for bro-
kerage and other costs associated with any portion 
of the creation or redemption transaction effected in 
cash.

17 A condition prohibiting operation of leveraged 
ETFs in reliance on the Proposed Rule has been 
omitted as it is described above under “Scope of the 
Proposed Rule and Impact on Existing Exemptive 
Relief.”

18 References to conditions in current exemptive relief 
are based on recent exemptive orders granted by the 
SEC (i.e., relief issued from approximately 2010 to 
present); there may be differences in ETFs’ existing 
exemptive relief requirements, in particular for those 
ETFs with older exemptive orders (i.e., relief issued 
in approximately 2009 or earlier).

19 The Proposed Rule would explicitly require an ETF 
to reflect changes in the ETF’s portfolio holdings in 
the first calculation of NAV per share on the first 
business day following the trade date (i.e., T + 1). 
There is no comparable express condition under cur-
rent exemptive relief, although the condition is con-
sistent with statements made in support of current 
exemptive relief.

20 Current exemptive relief only requires an ETF to dis-
seminate basket information through the National 
Securities Clearing Corporation.

21 Where an ETF is not eligible for listing pursuant to 
the generic listing standards adopted by an exchange, 
the exchange must obtain a 19b-4 Order to list the 
ETF. The conditions of a particular 19b-4 Order 
apply only to the ETF(s) to which the 19b-4 Order 
relates.

22 The Proposed Rule would, however, provide more 
specificity with respect to the “market price” infor-
mation to be used. In particular, while current 
exemptive relief would permit either the market clos-
ing price or the midpoint of the bid/ask spread at the 
time of calculation, the Proposed Rule would only 
permit the midpoint of the bid/ask spread at the time 
of calculation if it more accurately reflects the market 
value of the ETF’s shares and the national best bid 
and offer are used.
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23 The SEC notes its belief that most ETFs already 
retain authorized participant agreements, but is 
proposing to make this an express requirement “for 
avoidance of doubt.”

24 The Proposing Release notes that the purpose of this 
requirement is to “allow [the SEC] staff to review an 
ETF’s baskets as part of an examination.”

25 Specifically, under the Proposed Rule, a “basket” 
would be defined as “the securities, assets or other 
positions in exchange for which an [ETF] issues (or 
in return for which it redeems) creation units.” Thus, 
ETFs may transact on an in-kind basis, on a cash 
basis, or both.

26 Such procedures would be required to set forth the 
methodology used to construct standard (non-cus-
tom) baskets, including: (1) circumstances where 
holdings would be omitted due to operational chal-
lenges of transferring in kind; (2) when and how 
“representative sampling” would be used in the con-
struction of baskets; and (3) for index-based ETFs, 
how changes to the portfolio to effect an index rebal-
ancing would be made.

27 The Proposing Release states that such policies and 
procedures should include details regarding the 
circumstances in which cash, securities or other 
positions would be substituted as compared to the 
published basket.

28 See Investment Company Names, SEC Rel. No. 
IC-24828 (Jan. 17, 2001). Rule 35d-1 requires a 
fund to adopt an 80% policy meeting certain require-
ments, to the extent its name suggests a focus on a 
particular type of investment, industry, or country or 
geographic region or suggests that the fund’s invest-
ments are tax-exempt. Where an ETF’s name trig-
gers the Rule 35d-1 requirements, ETFs often rely 
on the 80% policy required by the exemptive relief 
to satisfy both the exemptive relief and Rule 35d-1 
requirements.

29 Securities Industry Association (pub. avail. Nov. 21, 
2005).

30 Class Relief for Exchange Traded Index Funds (pub. 
avail. Oct. 24, 2006) (providing class relief for equity 
index-based ETFs).

31 Class Relief for Fixed Income Exchange-Traded 
Funds (pub. avail. Apr. 9, 2007) (providing class 
relief for fixed-income index-based ETFs).

32 Frequently Asked Questions About Regulation M 
(last revised Sept. 10, 2010) (providing Regulation 
M relief for actively managed ETFs).

33 See Ameristock Fixed-Income ETF Trust (pub. avail. 
June 29, 2007) (permitting a fixed-income ETF that 
meets the requirements of the Fixed-Income Class 
Letter to rely on the SIA Letter).

34 This is essentially an expanded version of the disclo-
sure contemplated under the SEC Staff’s interpreta-
tive guidance regarding “clean shares” as set forth 
in a response to a request from Capital Group. See 
Response of the Office of Chief Counsel Division of 
Investment Management (pub. avail. Jan. 11, 2017). 
In light of this change, the SEC proposes to eliminate 
the form provision requiring ETFs to modify the nar-
rative disclosure to specify that the information does 
not reflect brokerage commissions investors may bear 
in connection with purchases and sales of ETF shares.

35 The proposed amendments would include specific 
instructions regarding calculation of the median bid-
ask spread and trading cost information.

36 Item 11(g)(2) of Form N-1A requires an ETF to 
disclose in its prospectus premium/discount infor-
mation for the most recently completed calendar 
year and most recently completed calendar quarters 
since that year unless the information is posted on 
the ETF’s website. Item 27(b)(7)(iv) of Form N-1A 
similarly requires an ETF to disclose in its annual 
report premium/discount information for the most 
recently completed five fiscal years unless the infor-
mation required under Item 11(g)(2) is posted on the 
ETF’s website.

37 As the proposed amendments would apply to all 
ETFs using Form N-1A, even ETFs not relying on 
the Proposed Rule, it would appear that ETFs not 
relying on the Proposed Rule would no longer be sub-
ject to a requirement to disclose premium/discount 
information in their prospectuses and annual reports 
or on their websites, unless specifically required by 
their exemptive relief.



Copyright © 2018 CCH Incorporated. All Rights Reserved.  
Reprinted from The Investment Lawyer, October 2018, Volume 25, Number 10,  

pages 1, 4–17, with permission from Wolters Kluwer, New York, NY,  
1-800-638-8437, www.WoltersKluwerLR.com


