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contain new disclosure requirements,
such as, for example, the requirement
that ETFs include market price returns
in addition to NAV returns in Item 8 of
Form N-1A, any costs related to these
additional disclosures should be offset
by our proposal to exempt ETFs with
creation units of 25,000 or more shares
from including creation unit purchase
and redemption information in their
prospectuses and annual reports. Most,
if not all ETFs, would be able to rely on
this exemption.316 We anticipate that
future ETFs would offer creation units
of 25,000 shares or more.

We request comment on this
assumption. If ETFs are likely to offer
smaller creation units, what is the
fewest number of shares likely to be
offered in a creation unit?

In addition to codifying disclosure
requirements of existing exemptive
orders, we are proposing several new
disclosure requirements in Form N-1A.
First, we propose to require that ETFs
include an additional total return
calculation under Item 8 using market
price returns, which would result in an
additional bar chart under Item 2(c)(2)(i)
of Form N-1A.317 Because most ETFs
currently calculate and present market
price returns in the prospectus pursuant
to their exemptive orders, this
additional bar chart should result in
minimal additional costs because it only
requires duplicating the presentation of
information in another location. Second,
we would require an index-based ETF to
compare its performance to its
underlying index rather than a
benchmark index.318 This amendment
would permit use of a narrow-based or
affiliated index and eliminate the
opportunity for an index-based ETF to
select an index different from its
underlying index, which would better
reflect whether the ETF’s performance
corresponds to the index which
performance it seeks to track. This
amendment replaces the type of index
used to present performance data
currently required under Form N-1A
and, therefore, should not increase the
compliance burden for ETFs. Finally,
we would require each ETF to identify
the principal U.S. market on which its
shares are traded and include a
statement to the effect that ETF shares
are bought and sold on national
securities exchanges and that ETF
investors trading in these exchanges
may be required to pay brokerage

316 Existing ETF's typically offer creation units of
50,000 or more shares, and the lowest number of
shares permitted under current exemptive orders is
25,000

317 See supra note 163.

318 See supra notes 173—174 and accompanying
text.

commissions.319 Including these
additional statements should present
minimal, if any, printing costs.

As noted above, any additional costs
incurred by an ETF in complying with
these additional disclosures should be
offset by the cost-savings of our
proposal, which would allow most, if
not all, ETF's to exclude creation unit
purchase and redemption information
in their prospectuses.320

C. Rule 12d1-4
1. Benefits

Proposed rule 12d1-4 would codify
much of the relief in orders that we have
issued permitting funds to invest in
ETFs beyond the limits of section
12(d)(1), while eliminating most of the
conditions included in the orders.
Proposed rule 12d1-4 would permit
fund investments in ETFs beyond the
limits of section 12(d)(1) if: (i) The
acquiring fund (and any entity in a
control relationship with the acquiring
fund) could not control the ETF; 321 (ii)
the acquiring fund does not redeem
certain shares acquired in reliance on
the rule; 322 (iii) the fees charged by the
acquiring fund do not exceed the FINRA
sales charge limits; 323 and (iv) the
acquired ETF is not itself a fund of
funds (i.e., the rule would prohibit a
fund of funds of funds, or three-tier
fund, structure).324 In addition, an ETF
could not redeem and its principal
underwriter, a broker or a dealer could
not submit an order for redemption of
certain shares acquired by an acquiring
fund in reliance on proposed rule 12d1-
4.325 The rule provides a safe harbor for
any of those entities if it has: (i) A
representation from an acquiring fund
that none of the shares to be redeemed
was acquired in excess of the limits of
section 12(d)(1)(A)(@i) of the Act in

319 See supra note 161 and note 282 and
accompanying text.

320 For purposes of our Paperwork Reduction Act
analysis, we have estimated that our proposed
amendments would not change the current Form
N-1A compliance costs. See supra discussion at
Section VII of this release.

321 Proposed rule 12d1-4(a)(1). See supra notes
215-219 and accompanying text for a discussion of
the proposed condition.

322 Proposed rule 12d1—-4(a)(2) See supra note 220
and accompanying and following text for a
discussion of the proposed condition.

323 Proposed rule 12d1-4(a)(3). See supra notes
230-233 and accompanying text for a discussion of
the proposed condition. Unlike the orders,
however, the proposed rule would not require
directors to make any special findings that investors
are not paying multiple advisory fees for the same
services.

324 Proposed rule 12d1-4(a)(4). See supra notes
225-229 and accompanying text for a discussion of
the proposed condition.

325 Proposed rule 12d1-4(b)(1). See supra note
221 and accompanying text for a discussion of the
proposed condition.

reliance on proposed rule 12d1—-4; and
(ii) no reason to believe that the shares
to be redeemed were acquired in excess
of the limits of section 12(d)(1)(A)(i) in
reliance on the proposed rule.326

We anticipate that acquiring funds,
acquired ETFs, investment advisers, and
shareholders of both acquiring funds
and acquired ETFs would benefit from
the proposed rule. Acquiring funds
would be able to purchase and ETFs
would be able to sell ETF shares beyond
the limits of section 12(d)(1) without
obtaining an exemptive order, which
can be costly to ETFs and their
shareholders.327 The exemptive
application process also involves other
indirect costs. ETFs that apply for an
order to permit other funds to make
additional investments in the ETFs
beyond the limits of section 12(d)(1) and
funds that would rely on the order
issued to the ETF forgo potentially
beneficial investments until the ETFs
receive the order,328 while other ETFs
(and funds that would rely on the order
if issued to the ETF) forgo the
investment entirely rather than seek an
exemptive order because they have
concluded that the cost of seeking an
exemptive order would exceed the
anticipated benefit of the investment.

Unlike the orders, proposed rule
12d1—4 would not provide an
exemption permitting acquiring funds to
redeem ETF shares acquired in excess of
the three percent limit in section
12(d)(1)(A)(@) of the Act in reliance on
the proposed rule. This was designed to
limit the potential for an acquiring fund
to threaten large-scale redemptions as a
means of coercing an ETF.329
Accordingly, the conditions in the
proposed rule differ from those in the
exemptive orders. The proposed rule
would not include: (i) The participation
agreement requirement; (ii) the
transmission by an acquiring fund of a

326 Proposed rule 12d1-4(b)(2). See supra note
222 and accompanying text for a discussion of the
proposed safe harbor.

327 We estimate, based on discussions with fund
representatives, that the cost of obtaining an
exemptive order permitting an acquiring fund to
invest in an ETF beyond the limits of section
12(d)(1) ranges from approximately $75,000 to
$200,000.

328 Although these applications for relief are
typically processed expeditiously, Commission staff
estimates, based on orders issued in the past, that
the exemptive application process (from initial
filing to issuance of order) has taken on average
about 15 months. During that time, Commission
staff review and comment on applications,
applicants submit responses to comments, and the
completed application is summarized in a notice to
the public. If an application contains a request for
relief in addition to the relief from section 12(d)(1)
of the Act, the application process has often taken
longer than 15 months.

329 See supra note 220 and accompanying and
following text.
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list of certain of its affiliates to the ETF;
(iii) certain policies and procedures
designed to limit the influence an
acquiring fund can exert on the ETF;
and (iv) limits on certain fees.
Elimination of these conditions would
reduce regulatory burdens and the cost
of compliance for funds that seek to
invest in ETFs, facilitating greater
participation by funds in the purchase
and sale of ETF shares both directly
with the ETF and in secondary market
transactions.330 Although the proposed
rule would not allow acquiring funds to
redeem certain shares from the ETF, we
understand that acquiring funds
generally sell ETF shares in secondary
market transactions, rather than redeem
them. Accordingly, we believe that this
prohibition would have minimal impact
on acquiring funds. Moreover, the
adoption of proposed rule 12d1-4
would not preclude an acquiring fund
from continuing to rely on exemptive
orders we have previously issued or
seeking new orders to permit funds to
invest in ETFs in excess of the limits of
section 12(d)(1) but which do not
restrict their ability to redeem ETF
shares, subject to the conditions set
forth in the orders and described above.
In order to allow acquiring funds to
take full advantage of the exemptive
relief, proposed rule 12d1-4 also would
provide limited relief from rule 17e-1
under the Act. If an investment
company in one complex acquired more
than five percent of the assets of an ETF
in another complex, any broker-dealer
affiliated with that ETF would become
a (second-tier) affiliated person of the
acquiring fund.331 As a result of the
affiliation, the broker-dealer’s fee for
effecting the sale of securities to (or by)
the acquiring fund would be subject to
the conditions set forth in rule 17e-1,
including the quarterly board review
and recordkeeping requirements with
respect to certain securities transactions
involving the affiliated broker-dealer.332
The proposed rule would permit an
acquiring fund to pay commissions,
fees, or other remuneration to a (second-
tier) affiliated broker-dealer without
complying with the quarterly board
review and recordkeeping requirements
set forth in rules 17e—-1(b)(3) and 17e—

330 Based on discussions with fund
representatives, we estimate that the cost of
negotiating and entering into a participation
agreement (and for an acquiring fund preparing the
initial list of affiliates) required by our exemptive
orders ranges from approximately $5,000 to
$10,000. We estimate that the cost to an acquiring
fund to review and update its list of affiliates each
year as required by our exemptive orders ranges
from approximately $4,000 to $15,000.

331 See supra note 239.

332 See supra note 245.

1(d)(2).333 This relief would be available
only if the broker-dealer and the
acquiring fund became affiliated solely
because of the acquiring fund’s
investment in the ETF. We believe that
this relief would enable more funds to
take advantage of the exemption
provided by the proposed rule.

2. Costs

We do not believe that the rule will
impose mandatory costs on any fund.
As discussed above, the rule is
exemptive, and we believe that a fund
would not rely on it if the anticipated
benefits did not justify the costs. We
believe the costs of relying on the rule
would be less than the costs to an
acquiring fund (and ETF) that relies on
an existing exemptive order to invest in
(or sell) ETF shares because the rule
includes substantially fewer conditions
than existing orders that provide similar
exemptive relief with respect to
purchases and sales of ETF shares.

In order to rely on the proposed rule
for an exemption from section
12(d)(1)(B) limits, an ETF may not
redeem and its principal underwriter, or
a broker or dealer may not submit for
redemption any of the ETF’s shares that
were acquired by an acquiring fund in
excess of the limits of section
12(d)(1)(A)(i) of the Act in reliance on
proposed rule 12d1-4.334 The proposed
rule provides a safe harbor for these
entities if the entity has (i) received a
representation from the acquiring fund
that none of the ETF shares it is
redeeming was acquired in excess of the
limits of section 12(d)(1)(A)@) in
reliance on the rule, and (ii) no reason
to believe that the acquiring fund is
redeeming any ETF shares that the
acquiring fund acquired in excess of the
limits of section 12(d)(1)(A)(@d) in
reliance on the rule.335

As noted above, we understand that
acquiring funds that invest in ETFs
generally do not redeem their shares
from the ETF, but rather sell them in
secondary market transactions. We also
believe that an acquiring fund that
would not rely on proposed rule 12d1-
4 to acquire ETF shares (i.e., an
acquiring fund that acquires 3 percent
or less of an ETF’s outstanding voting
securities) would be less likely to
redeem shares because it would be less
likely to have a sufficient number of
shares to permit the acquiring fund to

333 See supra note 247 and accompanying text.

334 See proposed rule 12d1-4(b)(1).

335 See proposed rule 12d1-4(b)(2). We believe
that the costs associated with this safe harbor would
not be significant. Only acquiring funds that intend
to redeem less than three percent of an ETF’s shares
could provide the representations required under
the safe harbor.

redeem its shares.33% We estimate that
ETFs, their principal underwriters, and
brokers and dealers in the aggregate
would choose to rely on the safe harbor
to redeem or submit a redemption order
with respect to ETF shares that were not
acquired in reliance on proposed rule
12d1-4 on average two times each year
with respect to each ETF.337 We believe
that the total annual cost for making this
representation would be $70,080.338

We request comment on these
estimates. If commenters believe these
estimates are not reasonable, we request
they provide specific data that would
allow us to make more accurate
estimates.

The rule would affect different types
of sponsors or advisers in different
ways. A sponsor or adviser that has not
sought and would not seek exemptive
relief to permit another fund to invest in
its shares beyond the limits of section
12(d)(1) of the Act would not be affected
by the rule. The cost for a sponsor or
adviser that currently relies on
exemptive relief covered by the rule
would be less than the costs of relying
on its exemptive order because the
proposed rule contains substantially
fewer conditions than existing orders. In
addition, a sponsor or adviser that
currently relies on an exemptive order
could satisfy all the conditions of the
proposed rule that provides similar
exemptive relief with respect to
purchases and sales of ETF shares
without changing its operation. Finally,
a sponsor or adviser that has not relied
on an exemptive order and that intends
to rely on the proposed rule would
avoid the cost of obtaining an exemptive
order and would incur lower continuing
costs to comply with the conditions
included in the proposed rule than it
would have borne had it obtained an
exemptive order.

D. Amendments to Rule 12d1-2

1. Benefits

The proposed amendments to rule
12d1-2 would expand the type of
investments that funds relying on the
exemptive relief in section 12(d)(1)(G) of
the Act could make. The proposed
amendments would allow acquiring
funds that invest in affiliated funds in

336 ETF shares are generally redeemed only in
creation unit aggregations. A creation unit typically
consists of at least 25,000 shares. See supra note
113.

337 We recognize that some ETFs may receive
more redemption requests from acquiring funds and
may rely on the safe harbor more often, while other
ETFs may receive no redemption requests or may
not choose to rely on the safe harbor when they
receive a redemption request from an acquiring
fund.

338 See supra notes 294-296 and accompanying
text.



Federal Register/Vol. 73, No. 53/Tuesday, March 18, 2008/Proposed Rules

14651

reliance on section 12(d)(1)(G) to invest
in unaffiliated ETFs beyond the
statutory limitations as long as the funds
comply with the conditions of proposed
rule 12d1-4.339 We also propose to
amend rule 12d1-2 to allow funds
relying on section 12(d)(1)(G) to invest
in assets other than securities.34% Under
the proposed rule, funds relying on the
exemptive relief in section 12(d)(1)(G)
would be able to invest in, among other
things, futures contracts, options,
swaps, other derivative investments,
and other financial instruments that do
not qualify as a security under the Act.
Those investments would, of course,
have to be consistent with the fund’s
investment policies.34® We believe that
including these types of investment
opportunities would permit funds to
allocate their investments more
efficiently.

2. Costs

Rule 12d1-2 (and the proposed
amendments to the rule) does not
impose any conditions on its reliance
and thus a fund would not incur any
costs in relying on the rule.

E. Request for Comment

The Commission requests comment
on the potential costs and benefits of the
proposed rules and rule amendments.
We also request comment on the
potential costs and benefits of any
alternatives suggested by commenters.
We encourage commenters to identify,
discuss, analyze, and supply relevant
data regarding any additional costs and
benefits. For purposes of the Small
Business Regulatory Enforcement Act of
1996,342 the Commission also requests
information regarding the potential
annual effect of the proposals on the
U.S. economy. Commenters are
requested to provide empirical data to
support their views.

IX. Consideration of Promotion of
Efficiency, Competition and Capital
Formation

Section 2(c) of the Investment
Company Act requires the Commission,
when engaging in rulemaking that
requires it to consider or determine
whether an action is consistent with the
public interest, to consider, in addition
to the protection of investors, whether
the action will promote efficiency,
competition, and capital formation.343

339 Proposed rule 12d1-2(a)(4).

340 Proposed rule 12d1-2(a)(5).

341 See Item 4 of Form N—1A (requiring disclosure
of funds’ investment objectives and principal
investment strategies).

342 Pub. L. 104-121, Title IT, 110 Stat. 857 (1996).

34315 U.S.C. 80a-2(c).

A. Proposed Rules 6¢c-11

Proposed rule 6¢c—11 would codify
much of the relief and conditions of
exemptive orders that we have issued to
ETFs. The rule would provide relief to
ETFs by permitting an ETF to operate
without first obtaining an exemptive
order from the Commission. As noted
above, the direct and indirect costs of
the exemptive application process may
discourage potential ETF sponsors. The
proposed rule also would not include
conditions contained in exemptive
orders designed to address particular
concerns that we now believe are
addressed by other provisions of the
federal securities laws.34¢ Eliminating
the need for individual exemptive relief
and compliance with specific
conditions may reduce costs of
introducing and operating an ETF, and
may permit additional opportunities for
sponsors to introduce new ETFs,
particularly smaller sponsors interested
in offering smaller, more narrowly
focused ETFs which may serve
particular investment needs of certain
investors. We therefore anticipate that
the proposed rule would, over time,
lead to an increase in ETFs.

We expect that the proposal is likely
to increase competition and efficiency.
By making it easier for sponsors,
particularly smaller sponsors, to
introduce ETFs, the proposal should
allow more sponsors to enter the
marketplace, thereby increasing
competition among ETF sponsors. The
resulting increase in ETFs that we
expect also should increase competition
and innovation among funds. The
proposal also should promote efficiency
because the increase in ETFs should
provide investors with more
investments that may be specifically
tailored to their particular investment
objectives. We do not expect the
proposed rule would have an adverse
impact on capital formation.

B. Amendments to Form N-1A

The proposed amendments to Form
N-1A are designed to provide more
useful information to investors
(including retail investors) who
purchase shares in the secondary
market, rather than institutional
investors purchasing creation units from
the ETF. The proposed amendments
would require ETFs, in addition to
providing returns based on NAV, to
include returns based on the market
price of fund shares, and to disclose in
the ETF prospectus the number of
trading days on which the market price
of the ETF shares was greater than the

344 See supra Section IIL.B.5. of this release for a
discussion of these conditions.

ETF’s NAV and the number of days it
was less than the ETF’s NAV (premium/
discount information). This information
should promote more efficient
allocation of investments by investors
and more efficient allocation of assets
among competing ETFs because
investors may compare and choose ETFs
based on their market returns and
deviations from NAV more easily. These
amendments also should improve
competition because they may prompt
sponsors to launch ETFs that provide
improved market price returns or lesser
premiums/discounts. We do not believe
the proposed amendments would have
an adverse impact on capital formation.

C. Proposed Rule 12d1-4 and
Amendments to Rule 12d1-2

Proposed rule 12d1—4 and the
proposed amendments to rule 12d1-2
would expand the circumstances in
which funds can invest in ETFs without
the ETF first obtaining an exemptive
order from the Commission, which can
be costly and time-consuming. We
anticipate that the proposed rule and
amendments would promote efficiency
and competition. Proposed rule 12d1-4
would permit funds to acquire shares of
ETFs in excess of the limitations in
section 12(d)(1) of the Act. This
exemption should allow acquiring funds
to allocate their investments more
efficiently by expanding their
investment options to include holdings
in ETFs beyond the limits of section
12(d)(1) in order to meet the funds’
investment objectives. We also
anticipate that the proposed rule would
promote efficiency because permitting
funds to buy creation units might
benefit other ETF investors buying and
selling ETF shares in secondary market
transactions by increasing the number of
institutional investors participating in
the arbitrage process. The proposed rule
might promote competition by
increasing the pool of ETFs that accept
investments by other funds beyond
section 12(d)(1) limits. Proposed rule
12d1—4 would eliminate the need for
ETFs to obtain an exemptive order from
the Commission, the cost of which
might discourage ETFs, particularly
smaller ETFs, from accepting or seeking
fund investments beyond section
12(d)(1) limits.345

345 As noted above, the proposed rule also would
not incorporate many of the conditions contained
in our exemptive orders. The compliance costs of
such conditions might otherwise discourage ETFs,
particularly small ETFs, from accepting or seeking
fund investments beyond section 12(d)(1) limits.
See supra note 330 and accompanying and
following text. By eliminating most of the
conditions from our exemptive orders, more ETFs

Continued
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The proposed rule would provide
relief from section 17(e) for funds that
execute transactions with certain
broker-dealers affiliated with ETFs in
which the acquiring funds invest. This
relief, which is not included in our
exemptive orders, should allow more
funds to take full advantage of the
exemption provided by the rule, thereby
increasing the potential that the
proposed rule would promote efficiency
and competition.346

The proposed amendments to rule
12d1-2 expand the investment options
for funds that rely on the exemption in
section 12(d)(1)(G) of the Act to include
investments in unaffiliated ETFs beyond
the section 12(d)(1) limits and assets
other than securities. This expansion of
investment opportunities could permit
funds to allocate their investments more
efficiently. This may allow a fund to
compete more effectively. We do not
expect that proposed rule 12d1-4 or the
proposed amendments to rule 12d1-2
would have an adverse impact on
capital formation.347

X. Initial Regulatory Flexibility
Analysis

This Initial Regulatory Flexibility
Analysis (“IRFA”) has been prepared in
accordance with 5 U.S.C. 603. It relates
to proposed new rules 6¢—11 and 12d1—
4 and proposed amendments to rule
12d1-2 under the Investment Company
Act, and to Form N—1A under the
Investment Company Act and the
Securities Act.

A. Reasons for the Proposed Actions

1. ETFs

As described more fully in sections I
and III of this release, we are proposing
rule 6¢c—11 to allow new ETFs to enter
the market without first obtaining an
exemptive order from the
Commission.348 The proposed rule
would codify and expand upon the
exemptive orders we have issued to
ETFs allowing them to form and
operate. In conjunction with proposed
rule 6¢—11, we also are proposing
amendments to Form N-1A, as
described more fully in sections I and
IIL.D of this release, to provide more
useful information to investors who

may accept and seek fund investments in their
shares.

346 See supra Section IV.C.3 for a discussion of
the proposed exemption.

347 While proposed rule 12d1-4 may result in
additional investments in ETFs, we do not
anticipate that the rule would have a significant
impact on capital formation.

348 Our exemptive orders have provided ETFs
with relief from a number of sections in the Act in
order to allow them to operate. See supra Section
IIL.C.

purchase and sell ETF shares on a
securities exchange.

2. Investment Company Investments in
ETFs

As described more fully in sections I
and IV of this release, we are proposing
new rule 12d1-4 to permit funds to
invest in shares of ETFs beyond the
limits of section 12(d)(1)(A) without
first obtaining an exemptive order from
the Commission. The proposed rule
would codify exemptions provided in
orders we have issued permitting funds
to invest in ETFs beyond the Act’s
limits. We also are proposing
amendments to rule 12d1-2, as
described more fully in section V of this
release, to expand the investment
options available to funds that rely on
section 12(d)(1)(G) of the Act.

B. Objectives of the Proposed Actions
1. ETFs

As described more fully in sections I
and III of this release, the objectives of
the proposed rule 6¢c—11 are to allow
new ETF competitors to enter the
market more easily and eliminate
certain conditions contained in the
outstanding orders that we now believe
may be unnecessary. As described more
fully in sections I and IIL.D of this
release, the objective of the proposed
amendments to Form N-1A is to
provide more useful information to
individual investors who purchase and
sell ETF shares on national securities
exchanges.

2. Investment Company Investments in
ETFs

As more fully described in sections I
and IV of this release, proposed rule
12d1-4 is intended to allow funds to
invest more easily in ETFs beyond the
limits of section 12(d)(1) of the Act
subject to certain conditions designed to
protect investors. As more fully
described in Section V of this release,
the proposed amendments to rule 12d1—
2 are intended to expand the
investments options available to funds
that rely on section 12(d)(1)(G) to
include: (i) Investments in unaffiliated
ETFs beyond the limits of section
12(d)(1) of the Act consistent with
proposed rule 12d1-4; and (ii) other
non-securities assets, which do not
appear to raise concerns that the
investment limits of section 12(d)(1)(G)
were intended to address. The proposed
amendments to rule 12d1-2 would
provide funds relying on section
12(d)(1)(G) with greater flexibility to
meet their investment objectives.

C. Legal Basis

The statutory authority for proposed
rules 6¢c—11 and 12d1-4 and the
proposed amendments to rule 12d1-2
and Form N—1A is set forth in Section
XTI of this release.

D. Small Entities Subject to the
Proposed Rule and Amendments

A small business or small
organization (collectively, “small
entity”’) for purposes of the Regulatory
Flexibility Act349 is a fund that,
together with other funds in the same
group of related investment companies,
has net assets of $50 million or less as
of the end of its most recent fiscal
year.350 Of approximately 601 ETFs (593
registered open-end investment
companies and 8 registered UITs), only
1 (an open-end fund) is a small
entity.351 There are approximately 145
fund complexes 352 and 43 business
development companies 353 that are
small entities that could choose to rely
on proposed rule 12d1—4 to invest in
ETFs beyond the limits of section
12(d)(1).

1. ETFs

Commission staff expects proposed
rule 6¢—11 and amendments to Form N—
1A would have little impact on small
entities. Like other funds, small entities
would be affected by proposed rule 6¢—
11 and the proposed amendments to
Form N—1A only if they determine to
rely on rule 6¢—11 to operate as an ETF.
Small entities that are open-end ETF's
and currently rely on an exemptive
order also would be affected by the
proposed amendments to Form N-1A.
Commission staff estimates that only
one of the 61 orders permitting funds to
operate as ETFs was issued to a small
entity. The staff anticipates that the
number of funds, including small funds,
that would operate as an ETF under
proposed rule 6¢—11 and also therefore
be subject to the disclosure
requirements contained in the proposed
amendments to Form N-1A would

3495 U.S.C. 601-612.

35017 CFR 270.0-10.

351 For purposes of this IRFA, any series or
portfolio of an ETF is considered a separate ETF.

Therefore, there are 601 portfolios or series of
registered investment companies operating as ETFs.
For purposes of determining whether a fund is a
small entity under the Regulatory Flexibility Act,
however, the assets of funds (including each
portfolio and series of a fund) in the same group
of related investment companies are aggregated.

352 The 145 fund complexes contain in the
aggregate 160 funds that are small entities. This
estimate is derived from data reported on Forms N—
SAR and N-CSR filed with the Commission for the
period ending June 30, 2007.

353 This estimate is based on data reported on
Forms 10-K and 10-Q filed with the Commission
for the period ending June 30, 2007.
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increase as compared with the number
of applicants. Nevertheless, the staff
believes that the proportion of small
entities compared to the total number of
funds that operate as ETFs would
remain small.

2. Investment Company Investments in
ETFs

Commission staff expects proposed
rule 12d1-4 and the proposed
amendments to rule 12d1-2 to have
little impact on small entities. Like
other funds, small entities would only
be affected by the rule and the
amendments if they determine to rely
on the exemptions provided by the
proposed rule and amendments.354
Commission staff estimates that none of
the approximately 15 exemptive orders
issued to ETFs allowing other funds to
invest in the ETFs beyond the limits of
section 12(d)(1) was issued to a small
entity. Similarly, none of the
applications that has sought to allow a
fund that relied on section 12(d)(1)(G) of
the Act to invest in securities other than
funds in the same complex, government
securities, and short-term paper was a
small entity. The staff anticipates that
the number of funds, including small
funds, that would rely on the proposed
rule and rule amendments would be
greater than the number of funds that
currently rely on exemptive orders.
Nevertheless, the staff believes that the
proportion of small entities compared to
the total number of funds that would
rely on the proposed rule and rule
amendments would be small.

E. Reporting, Recordkeeping, and Other
Compliance Requirements

1. ETFs

Proposed rule 6¢-11 would not
impose any recordkeeping requirements
on any person and would not materially
increase other compliance requirements.
Proposed rule 6¢c—11 would impose
reporting requirements on funds that
choose to rely on the rule.355 Funds

354 Small acquiring funds could choose to rely on
the proposed rule to invest in ETFs beyond the
limits of section 12(d)(1)(A) of the Act, and small
ETFs could choose to rely on the rule to sell their
shares to other funds beyond the limits of section
12(d)(1)(B) of the Act. Small acquiring funds that
rely on section 12(d)(1)(G) of the Act could choose
to rely on the proposed amendments to rule 12d1—
2 to invest in ETFs in reliance on proposed rule
12d1-4 and to invest in assets other than securities.

355n addition to the reporting requirements, the
proposed rule, unlike most of the ETF exemptive
orders, would not include relief from section 24(d)
of the Act and thus broker-dealers would be
required to deliver prospectuses to investors in
secondary market transactions. We also propose to
amend the existing ETF exemptive orders issued to
open-end funds to eliminate the section 24(d)
exemptions and require ETFs relying on the orders
to satisfy their prospectus delivery requirements.

relying on the rule would have to
disclose: (i) The foreign holidays that
would prevent timely satisfaction of a
redemption request; 356 (ii) the basket
assets; 357 (iii) the number of shares in
a creation unit; 358 (iv) the fund’s NAV,
the market closing price for its shares,
and the premium/discount between its
NAYV and the market closing price daily
on its Internet Web site; 359 and (v) the
identities and weightings of the
component securities and other assets
held by the fund.369 The proposed rule
also would impose compliance
requirements on ETFs that are essential
to the operation of an ETF. A fund that
chose to rely on the proposed rule
would be required to have (i) its shares
approved for listing and trading on a
national securities exchange,361 and (ii)
the Intraday Value of the basket assets
disseminated at regular intervals during
the day by a national securities
exchange.362

Proposed rule 6¢c—11 may benefit fund
shareholders by allowing funds to
operate as ETFs without incurring the
costs and delays associated with the
exemptive application process and
without having to comply with some of
the conditions included in the
exemptive orders. While the rule would
require ETFs to comply with reporting
and compliance requirements, these
requirements would not involve any
new costs for ETFs because these
requirements (as well as additional
requirements) are included in the ETF
exemptive orders.

The proposed amendments to Form
N-1A would impose reporting
requirements on open-end funds that
operate as ETFs. The proposed
amendments would require an ETF to
disclose in its prospectus and annual
reports: (i) Returns based on the market

We understand that many, if not most, broker-
dealers selling ETF shares in secondary market
transactions, in fact, transmit a prospectus to
purchasers. Therefore, we anticipate that the
proposed amendment to the ETF orders would have
little if any impact on ETFs, including small ETFs.

356 Proposed rule 6¢—11(c)(1). Funds would have
to disclose this information in their registration
statements (Form N—1A) and in any sales literature.

357 Proposed rule 6¢c—11(e)(1).

358 Proposed rule 6¢—11(e)(3). Funds would have
to disclose this information in their registration
statements (Form N—1A) and in any sales literature.

359 Proposed rule 6¢—11(e)(4)(iii), (iv).

360 Proposed rule 6¢c—11(e)(4)(iv)(A). If the fund
has a stated investment objective of obtaining
returns that correspond to the returns of a securities
index, reliance on the proposed rule would be
conditioned on the ETF tracking an index whose
provider discloses on its Internet Web site the
identities and weightings of the component
securities and other assets of the index in lieu of
disclosure on the fund’s Internet Web site. Proposed
rule 6¢-11(e)(4)(iv)(B).

361 Proposed rule 6¢c—11(e)(4)(iii).

362 Proposed rule 6¢c—11(e)(4)(i).

price of its shares; 363 (ii) the number of
trading days on which the market price
of its shares was greater than its NAV
and the number of days it was less than
its NAV (premium/discount
information); 364 and (iii) a comparison
of its performance, if it is an index-
based ETF, to its underlying index
rather than a benchmark index.365 The
proposed amendments also would
require the ETF to disclose in its
prospectus the trading symbol(s) and
principal U.S. market(s) on which its
shares are traded.366

The proposed amendments to Form
N-1A also would eliminate some
disclosure requirements for ETFs with
creation units of 25,000 or more shares
and replace them with fewer
disclosures. Under the proposed
amendments, those ETFs would not
have to: (i) Disclose information on how
to buy and redeem shares of ETF; 367 or
(ii) include in its fee table in its
prospectus or annual and semi-annual
reports fees and expenses for purchases
or sales of creation units.368

The amendments to Form N—1A are
designed to accommodate the use of the

363 Proposed Instruction 5(a) to Item 2(c)(2) of
Form N-1A; Proposed Instruction 3(f) to Item 8(a)
of Form N-1A; Proposed Instruction 12(b) to Item
22(b)(7) of Form N-1A. Form N-1A currently only
requires an ETF to disclose in its prospectus its
return based on its NAV. The annual reports also
would have to contain a new line graph comparing
the initial and subsequent account values using
market price, following the line graph using NAV
required by Item 22(b)(7)(ii)(A) of Form N-1A.
Proposed Instruction 12(a) to Item 22(b)(7) of Form
N-1A.

364 Proposed Item 6(h)(4) of Form N-1A
(requiring proposed premium/discount information
in the prospectus to span the most recently
completed calendar year and quarters since that
year); Proposed Item 22(b)(7)(iv) of Form N-1A
(requiring proposed premium/discount information
disclosed in annual reports to span five fiscal
years). The ETF would be required to present
premiums or discounts as a percentage of NAV and
to explain that shareholders may pay more than
NAV when purchasing shares and receive less than
NAYV when selling, because shares are bought and
sold at market prices. Proposed Instructions 2,3 to
Item 6(h)(4) of Form N—1A; Proposed Instruction
(b), (c) to Item 22(b)(7)(iv).

365 Proposed Instruction 5(b) to Item 2(c)(2) of
Form N-1A; Proposed Instruction 12(c) to Item
22(b)(7) of Form N-1A.

366 Proposed Item 6(h)(2) of Form N-1A.

367 Proposed Item 6(h)(1) of Form N-1A. Instead
ETF prospectuses could simply state that individual
fund shares can only be bought and sold on the
secondary market through a broker-dealer. Proposed
Item 6(h)(3) of Form N-1A.

368 Proposed Instruction 1(e)(i) to Item 3 of Form
N-1A; Proposed Instruction 1(e)(i) to Item 22(d) of
Form N-1A. An ETF would instead modify the
narrative explanation preceding the example in the
fee table to state that fund shares are sold on the
secondary market rather than redeemed at the end
of the periods indicated, and that investors in its
shares may be required to pay brokerage
commissions that are not reflected in the fee table.
Proposed Instruction 1(e)(ii) to Item 3 of Form N—
1A; Proposed Instruction 1(e)(ii) to Item 22(d) of
Form N-1A.
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form by ETFs and to meet the needs of
investors (including retail investors)
who purchase ETF shares in secondary
market transactions rather than
institutional investors purchasing
creation units directly from the ETF. We
believe that the amendments would
have a negligible impact (if any) on the
disclosure burdens on ETFs while
providing necessary information to ETF
investors. We do not believe that the
proposed amendments to Form N-1A
would disproportionately impact small
funds.

2. Investment Company Investments in
ETFs

Proposed rule 12d1-4 and the
proposed amendments to rule 121-2
would not impose any reporting or
recordkeeping requirements. The
proposed amendments to rule 12d1-2
also would not impose any new
compliance requirements on any
person. Proposed rule 12d1—4 would
impose compliance requirements on
funds that choose to rely on it. Proposed
rule 12d1-4 would permit fund
investments in ETFs beyond the limits
of section 12(d)(1) if: (i) The acquiring
fund (and any entity in a control
relationship with the acquiring fund)
does not control the ETF; 369 (ii) the
acquiring fund does not redeem certain
shares acquired in reliance on the
proposed rule; 370 (iii) the fees charged
by the acquiring fund do not exceed the
FINRA sales charge limits; 371 and (iv)
the acquired ETF is not itself a fund of
funds (i.e., the rule would prohibit a
fund of funds of funds, or three-tier
fund, structure).372 In addition, an ETF
could not redeem, and its principal
underwriter, a broker or a dealer could
not submit for redemption ETF shares
acquired in reliance on proposed rule
12d1-4.373 These compliance
requirements, however, would not
impose any new costs on acquiring
funds or ETFs. Most of these conditions
(as well as number of other conditions
which are not included in the proposed
rule) are included in the exemptive
orders that currently permit fund
investments in ETFs beyond the limits

369 Proposed rule 12d1-4(a)(1). See supra notes
215-219 and accompanying text for a discussion of
the proposed condition.

370 Proposed rule 12d1-4(a)(2). See supra note
220 and accompanying and following text for a
discussion of the proposed condition.

371 Proposed rule 12d1-4(a)(3). See supra notes
230-233 and accompanying text for a discussion of
the proposed condition.

372 Proposed rule 12d1-4(a)(4). See supra notes
225-229 and accompanying text for a discussion of
the proposed condition.

373 Proposed rule 12d1-4(b)(1). See supra note
221 and accompanying text for a discussion of the
proposed condition.

of section 12(d)(1). We do not anticipate
that the additional conditions
prohibiting redemptions would impose
significant, if any, new costs on
acquiring funds or ETFs because we
understand that most funds do not
redeem shares with ETFs, but sell their
shares in secondary market transactions.

F. Duplicative, Overlapping, or
Conflicting Federal Rules

The Commission has not identified
any federal rules that duplicate, overlap,
or conflict with the proposed rules or
rule amendments.

G. Significant Alternatives

The Regulatory Flexibility Act directs
the Commission to consider significant
alternatives that would accomplish the
stated objective, while minimizing any
significant adverse impact on small
entities. In connection with the
proposed rules and amendments, the
Commission considered the following
alternatives: (i) The establishment of
differing compliance or reporting
requirements or timetables that take into
account the resources available to small
entities; (ii) the clarification,
consolidation, or simplification of
compliance and reporting requirements
under the rule for small entities; (iii) the
use of performance rather than design
standards; and (iv) an exemption from
coverage of the rule, or any part thereof,
for small entities.

1. ETFs

Proposed rule 6¢-11 is exemptive and
compliance with the rule would be
voluntary. We therefore do not believe
that special compliance, timetable, or
reporting requirements, or an exemption
from coverage of the proposed rule for
small entities would be appropriate. In
addition, as discussed above, only one
fund that meets the definition of a small
entity currently relies on an exemptive
order to operate as an ETF. Therefore,
few of the entities that would be
affected by the proposed rule would be
considered to be small entities. The
Commission also believes that proposed
rule 6¢c—11 would decrease burdens on
small entities by making it unnecessary
for them to seek an exemptive order
from the Commission allowing them to
operate as ETFS and by eliminating
some of the conditions included in the
exemptive orders from the proposed
rule. As a result, we do not anticipate
the potential impact of the proposed
rule on small entities would be
significant. For these reasons,
alternatives to the proposed rule appear
unnecessary and in any event are
unlikely to minimize any impact that

the proposed rule might have on small
entities.

The proposed amendments to Form
N-1A would only apply to funds that
choose to rely on proposed rule 6¢c-11
or that rely on an exemptive order to
operate as an ETF. As discussed above,
the proposed amendments to Form N—
1A are designed to accommodate the
use of the form by ETFs and to meet the
needs of investors (including retail
investors) who purchase ETF shares in
secondary market transactions rather
than institutional investors purchasing
creation units directly from the ETF.
Therefore, we believe that any further
clarification, consolidation, or
simplification of the proposed
amendments would not be consistent
with the protection of investors. An
exemption for small entities also would
defeat the purposes of the amendments.

2. Investment Company Investments in
ETFs

Proposed rule 12d1-4 and the
proposed amendments to rule 12d1-2
are exemptive and compliance with
proposed rule 12d1-4 and the proposed
amendments to rule 12d1-2 would be
voluntary. We therefore do not believe
that special compliance, timetable, or
reporting requirements, or an exemption
from coverage of the proposed rule or
the proposed amendments to rule 12d1—
2 for small entities would be
appropriate. The Commission believes
that proposed rule 12d1-4 and the
proposed amendments to rule 12d1-2
would decrease burdens on small
entities by making it unnecessary for
them to seek an exemptive order from
the Commission allowing them to sell
their shares to other funds beyond the
limits in section 12(d)(1)(B) of the Act
or to allow small entities that rely on
section 12(d)(1)(G) to invest in assets
other than securities and ETFs beyond
the limits of section 12(d)(1). In
addition, proposed rule 12d1-4 has a
limited number of conditions, most of
which are included in the exemptive
orders. The proposed amendments to
rule 12d1-2 do not impose any
compliance requirements. As a result
the potential impact of the proposed
rule and amendments on small entities
should not be significant. For these
reasons, alternatives to the proposed
rule and amendments seem unnecessary
and, in any event, unlikely to minimize
any impact that the proposed rule and
amendments might have on small
entities.

H. Solicitation of Comments

The Commission encourages the
submission of comments with respect to
any aspect of this IRFA. Comment is
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specifically requested on the number of
small entities that would be affected by
the proposed rules and amendments,
and the likely impact of the proposals
on small entities. Commenters are asked
to describe the nature of any impact and
provide empirical data supporting its
extent. These comments will be
considered in connection with any
adoption of the proposed rule and
amendments, and reflected in a Final
Regulatory Flexibility Analysis.

Comments should be submitted in
triplicate to Nancy M. Morris, Secretary,
Securities and Exchange Commission,
100 F Street, NE., Washington, DC
20549-1090. Comments also may be
submitted electronically to the
following e-mail address: rule-
comments@sec.gov. All comment letters
should refer to File No. S7-07-08, and
this file number should be included on
the subject line if e-mail is used.374
Comment letters will be available for
public inspection and copying in the
Commission’s Public Reference Room,
100 Fifth Street, NE., Washington, DC
20549-1520, on official business days
between the hours of 10 a.m. and 3 p.m.
Electronically submitted comment
letters also will be posted on the
Commission’s Internet Web site (http://
WWW.SEC.gov).

XI. Statutory Authority

The Commission is proposing rule
6c—11 pursuant to the authority set forth
in sections 6(c) and 38(a) of the
Investment Company Act [15 U.S.C.
80a—6(c) and 80a—37(a)]. The
Commission is proposing amendments
to rule 12d1-2 and new rule 12d1-4
pursuant to the authority set forth in
sections 6(c), 12(d)(1)(J), and 38(a) of the
Investment Company Act [15 U.S.C.
80a-6(c), 80a—12(d)(1)(J), and 80a—
37(a)]. The Commission is proposing
amendments to registration form N—1A
under the authority set forth in sections
6, 7(a), 10 and 19(a) of the Securities Act
of 1933 [15 U.S.C. 77{, 77g(a), 77j,
77s(a)], and sections 8(b), 24(a), and 30
of the Investment Company Act [15
U.S.C. 80a—8(b), 80a—24(a), and 80a—29].

List of Subjects
17 CFR Part 239
Reporting and recordkeeping
requirements, Securities.
17 CFR Parts 270 and 274

Investment companies, Reporting and
recordkeeping requirements, Securities.

374 Comments on the IRFA will be placed in the
same public file that contains comments on the
proposed rules and amendments.

Text of Proposed Rules and Form
Amendments

For reasons set out in the preamble,
Title 17, Chapter II of the Code of
Federal Regulations is proposed to be
amended as follows:

PART 239—FORMS PRESCRIBED
UNDER THE SECURITIES ACT OF 1933

1. The authority citation for part 239
continues to read, in part, as follows:

Authority: 15 U.S.C. 77f, 77g, 77h, 77}, 77s,
77z-2,772-3, 77sss, 78c, 781, 78m, 78n,
780(d), 78u—5, 78w(a), 781l, 78mm, 80a—2(a),
80a—3, 80a—8, 80a—9, 80a—10, 80a—-13, 80a—
24, 80a—26, 80a—29, 80a—30, and 80a—37,
unless otherwise noted.

* * * * *

PART 270—RULES AND
REGULATIONS, INVESTMENT
COMPANY ACT OF 1940

2. The authority citation for part 270
is amended by adding a specific
authority citation for § 270.6c—11 and
revising the specific authority citation
for §§270.12d1-1, 270.12d1-2 and
12d1-3 to read as follows:

Authority: 15 U.S.C. 80a-1 et seq., 80a—
34(d), 80a—37, and 80a—39, unless otherwise
noted.

* * * * *

Section 270.6¢—11 is also issued under 15
U.S.C. 80a—6(c) and 80a—37(a).

* * * * *

Sections 270.12d1-1, 270.12d1-2,
270.12d1-3, and 12d1—4 are also issued
under 15 U.S.C. 80a—6(c), 80a—12(d)(1)(]),
and 80a—37(a).

* * * * *

3. Section 270.6¢—11 is added to read

as follows:

§270.6c-11 Exchange-traded funds.

(a) Redeemable securities. Exchange-
traded fund shares are considered
“redeemable securities” for purposes of
section 2(a)(32) of the Act (15 U.S.C.
80a—2(a)(32)).

(b) Pricing. A dealer in exchange-
traded fund shares is exempt from
section 22(d) of the Act (15 U.S.C. 80a—
22(d)) and § 270.22c—1(a) with regard to
purchases, sales and repurchases of
exchange-traded fund shares in the
secondary market at the current market
price.

(c) Postponement of redemption. If an
exchange-traded fund includes a foreign
security in its basket assets and a foreign
holiday prevents timely delivery of the
foreign security in response to a
redemption request, the fund is exempt,
with respect to the foreign security,
from the prohibition in section 22(e) of
the Act (15 U.S.C. 80a—22(e)) against
postponing the date of satisfaction upon
redemption for more than seven days

after the tender of a redeemable
security, if:

(1) The exchange-traded fund
discloses in its registration statement
the foreign holidays that it expects may
prevent timely delivery of foreign
securities, and the maximum number of
days that it anticipates it will need to
deliver the foreign securities; and

(2) Foreign securities are delivered no
later than 12 calendar days after the
tender of the exchange-traded fund
shares.

(d) Affiliated transactions. A person
who is an affiliated person of an
exchange-traded fund solely by reason
of holding with the power to vote 5
percent or more, or more than 25
percent, of securities issued by the
exchange-traded fund (or who is an
affiliated person of such a person), or
issued by an investment company under
common control with the exchange-
traded fund, is exempt from sections
17(a)(1) and 17(a)(2) of the Act (15
U.S.C. 80a—17(a)(1) and (a)(2)) with
regard to the deposit and delivery of
basket assets. An investment company
that has acquired exchange-traded fund
shares in reliance on § 270.12d1-4 may
not rely on this paragraph with regard
to the purchase of basket assets.

(e) Definitions. For purposes of this
section:

(1) Basket assets are the securities or
other assets specified each business day
in name and number by an exchange-
traded fund as the securities or assets in
exchange for which it will issue or in
return for which it will redeem
exchange-traded fund shares; provided
that the fund may require or permit a
purchaser (or redeemer) of a creation
unit to substitute cash for some or all of
the securities in the basket assets.

(2) Business day means, with respect
to an exchange-traded fund, any day
that the fund is open for business,
including any day on which it is
required to make payment under section
22(e) of the Act (15 U.S.C. 80a—22(e)).

(3) Creation unit is a specified number
of exchange-traded fund shares
disclosed in the exchange-traded fund’s
prospectus that the fund will issue (or
redeem) in exchange for the deposit (or
delivery) of basket assets. The creation
unit must be reasonably designed to
facilitate the purchase (or redemption)
of shares from the exchange-traded fund
with an offsetting sale (or purchase) of
shares on a national securities exchange
at as nearly the same time as practicable
for the purpose of taking advantage of a
difference in the current value of basket
assets on a per share basis and the
current market price of the shares.
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(4) Exchange-traded fund is a
registered open-end management
company that:

(i) Issues (or redeems) creation units
in exchange for the deposit (or delivery)
of basket assets the current value of
which is disseminated on a per share
basis by a national securities exchange
at regular intervals during the trading
day;

(B{i) In any sales literature, identifies
itself as an exchange-traded fund, which
does not sell or redeem individual
shares, and explains that investors may
purchase or sell individual exchange-
traded fund shares on a national
securities exchange;

(iii) Issues shares that are approved
for listing and trading on a national
securities exchange under section 12(d)
(15 U.S.C. 78I(d)) of the Securities
Exchange Act of 1934 and rule 12d1-1
(17 CFR 240.12d1-1) thereunder;

(iv) Discloses each business day on its
Internet Web site, which is publicly
accessible at no charge, the prior
business day’s net asset value and
closing market price of the fund’s
shares, and the premium or discount of
the closing market price against the net
asset value of the fund’s shares as a
percentage of net asset value; and

(v) Either:

(A) Discloses each business day on its
Internet Web site, which is publicly
accessible at no charge, the identities
and weightings of the component
securities and other assets held by the
fund, or

(B) Has a stated investment objective
of obtaining returns that correspond to
the returns of a securities index
specified in the fund’s registration
statement, and the index provider
discloses on its Internet Web site, which
is publicly accessible at no charge, the
identities and weightings of the
component securities and other assets of
the index.

(5) Exchange-traded fund share is an
equity security issued by an exchange-
traded fund.

(6) Foreign security is any security
issued by a government or any political
subdivision of a foreign country, a
national of any foreign country, or a
corporation or other organization
incorporated or organized under the
laws of any foreign country, 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 Exchange Act of
1934 (17 CFR 229.201).

(7) Index provider is the person that
determines the securities and other
assets that comprise a securities index.

(8) Sales literature means any
advertisement, pamphlet, circular, form

letter, or other sales material addressed
to or intended for distribution to
prospective investors other than a
registration statement filed with the
Commission under section 8 of the Act
(15 U.S.C. 80a-8).

(9) Weighting of the component
security is the percentage of the index’s
value represented, or accounted for, by
such component security.

4. Section 270.12d1-2 is amended by:

a. Revising the heading to paragraph
(a);

b. Removing “and” at the end of
paragraph (a)(2);

c. Removing the period at the end of
paragraph (a)(3) and adding a ““;”’;

d. Adding paragraphs (a)(4) and (a)(5);
and

e. Revising paragraph (b).

The additions and revisions read as
follows:

§270.12d1-2 Exemptions for investment
companies relying on section 12(d)(1)(G) of
the Act.

(a) Exemption to acquire other
securities and assets. * * *

(4) Securities issued by an exchange-
traded fund, when the acquisition is in
reliance on §270.12d1-4; and

(5) Other assets.

(b) Definitions. For purposes of this
section, “‘exchange-traded fund’” has the
same meaning as in § 270.12d1-4(d)(2)
and “money market fund”’ has the same
meaning as in § 270.12d1-1(d)(2).

5. Section 270.12d1-4 is added to
read as follows:

§270.12d1-4 Exemptions for investments
in exchange-traded funds.

(a) Exemptions for acquisition of
exchange-traded fund shares.
Notwithstanding sections 12(d)(1)(A),
17(a)(1), and 57(a)(1) of the Act (15
U.S.C. 80a—12(d)(1)(A), 15 U.S.C. 80a—
17(a)(1), and 15 U.S.C. 80a—56(a)(1)), an
investment company (‘“‘acquiring fund”)
may acquire exchange-traded fund
shares if:

(1) Control. No acquiring fund or any
of its investment advisers or depositors,
and any company controlling,
controlled by or under common control
with the acquiring fund, or any of its
investment advisers or depositors, each
individually or together in the aggregate:

(i) Controls the exchange-traded fund;
and

(ii) If, as a result of a decrease in the
outstanding voting securities of the
exchange-traded fund, any of those
persons, each individually or together in
the aggregate, become holders of more
than 25 percent of the outstanding
voting securities of the exchange-traded
fund, each of those holders of shares
issued by the exchange-traded fund will

vote its shares of the exchange-traded
fund in the manner prescribed by
section 12(d)(1)(E) of the Act (15 U.S.C.
80a—12(d)(1)(E)).

(2) No redemption. An acquiring fund
that relies on paragraph (a) of this
section to acquire exchange-traded fund
shares in excess of the limits of section
12(d)(1)(A)(i) of the Act (15 U.S.C. 80a—
12(d)(1)(A)(i)) does not redeem any of
those shares. For purposes of this
paragraph, an acquiring fund will be
deemed to have redeemed or sold the
most recently acquired exchange-traded
fund shares first.

(3) Fees. (i) Any sales charge, as
defined in rule 2830(b)(8) of the
Conduct Rules of the NASD (‘“sales
charge”), or service fee, as defined in
rule 2830(b)(9) of the Conduct Rules of
the NASD (“service fee”), charged in
connection with the purchase, sale, or
redemption of securities issued by the
acquiring fund does not exceed the
limits set forth in rule 2830(d)(3) of the
Conduct Rules of the NASD; and

(ii) With respect to a separate account
that invests in an acquiring fund:

(A) The acquiring fund and exchange-
traded fund do not charge a sales load;

(B) Any asset-based sales charge, as
defined in rule 2830(b)(8)(A) of the
Conduct Rules of the NASD, or service
fee is charged only by the acquiring
fund or the exchange-traded fund; and

(C) The fees associated with a variable
insurance contract that invests in the
acquiring fund and the sales charges
and service fees charged by the
acquiring fund and the exchange-traded
fund, in the aggregate, must be
reasonable in relation to the services
rendered, the expenses expected to be
incurred and, with respect to the
variable insurance contract, the risks
assumed by the insurance company.

(4) Complex fund structures. The
exchange-traded fund has a disclosed
policy that prohibits it from investing
more than 10 percent of its assets in:

(i) Other investment companies in
reliance on section 12(d)(1)(F) or section
12(d)(1)(G) of the Act (15 U.S.C. 80a—
12(d)(1)(F) or 15 U.S.C. 80a—12(d)(1)(G))
or this section; and

(ii) Any other company that would be
an investment company under section
3(a) of the Act (15 U.S.C. 80a—3(a)) but
for the exceptions to that definition
provided in sections 3(c)(1) and 3(c)(7)
of the Act (15 U.S.C. 80a-3(c)(1) and
80a—3(c)(7)).

(b) Exemptions for sale of exchange-
traded fund shares. (1) Notwithstanding
sections 12(d)(1)(B), 17(a)(1), 17(a)(2),
57(a)(1), and 57(a)(2) of the Act (15
U.S.C. 80a—12(d)(1)(B), 15 U.S.C. 80a—
17(a)(1), 15 U.S.C. 80a—56(a)(1), and 15
U.S.C. 80a—56(a)(2)), an exchange-traded
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fund, any principal underwriter thereof,
and a broker or a dealer may sell or
otherwise dispose of exchange-traded
fund shares if the exchange-traded fund
does not redeem, or the principal
underwriter, broker or dealer does not
submit for redemption any of the
exchange-traded fund’s shares that were
acquired by an acquiring fund in excess
of the limits of section 12(d)(1)(A)(i) of
the Act (15 U.S.C. 80a—12(d)(1)(A)(i)) in
reliance on paragraph (a) of this section.
For purposes of this paragraph, an
acquiring fund will be deemed to have
redeemed or sold the most recently
acquired exchange-traded fund shares
first.

(2) An exchange-traded fund, a
principal underwriter thereof, or broker
or dealer will be deemed to have
complied with the condition in
paragraph (b)(1) of this section if it has:

(i) Received a representation from the
acquiring fund that none of the
exchange-traded fund shares it is
redeeming was acquired in excess of the
limits of section 12(d)(1)(A)(i) of the Act
(15 U.S.C. 80a—12(d)(1)(A)(i)) in reliance
on paragraph (a) of this section; and

(ii) No reason to believe that the
acquiring fund is redeeming any
exchange-traded fund shares that the
acquiring fund acquired in excess of the
limits of section 12(d)(1)(A)(i) of the Act
(15 U.S.C. 80a—12(d)(1)(A)(i)) in reliance
on paragraph (a) of this section.

(c) Exemption from certain
monitoring and recordkeeping
requirements under § 270.17e-1.
Notwithstanding the requirements of
§§270.17e—1(b)(3) and 270.17e-1(d)(2),
the payment of a commission, fee, or
other remuneration to a broker shall be
deemed as not exceeding the usual and
customary broker’s commission for
purposes of section 17(e)(2)(A) of the
Act (15 U.S.C. 80a-17(e)(2)(A)) if:

(1) The commission, fee, or other
remuneration is paid in connection with
the sale of securities to or by an
acquiring fund;

(2) The broker and the acquiring fund
are affiliated persons because each is an
affiliated person of the same exchange-
traded fund; and

(3) The acquiring fund is an affiliated
person of the exchange-traded fund
solely because the acquiring fund owns,
controls, or holds with power to vote
five percent or more of the outstanding
securities of the exchange-traded fund.

(d) Definitions. For purposes of this
section:

(1) Depositor includes the person
primarily responsible for the
organization of the unit investment
trust, the person who has continuing
functions or responsibilities with
respect to the administration of the

affairs of the trust, and the sponsor or
manager of the trust.

(2) Exchange-traded fund has the
same meaning as in § 270.6c—11(e)(4)
and also includes a registered unit
investment trust that satisfies the
criteria set forth in § 270.6c—11(e)(4).

(3) Exchange-traded fund share has
the same meaning as in § 270.6¢c—

11(e)(5).

PART 239—FORMS PRESCRIBED
UNDER THE SECURITIES ACT OF 1933

PART 274—FORMS PRESCRIBED
UNDER THE INVESTMENT COMPANY
ACT OF 1940

6. The authority citation for part 274
continues to read in part as follows:

Authority: 15 U.S.C. 77f, 77g, 77h, 77j, 77s,
78c(b), 781, 78m, 78n, 780(d), 80a—8, 80a—24,
80a—26, and 80a—29, unless otherwise noted.
* * * * *

7. Form N-1A (referenced in
§§239.15A and 274.11A) is amended
by:
ya. Adding the definitions ‘“Exchange-
Traded Fund” and ‘“Market Price” in
alphabetical order to General
Instructions A;

b. Adding paragraph 5 to the
Instructions to Item 2 paragraph (c)(2);

¢. Adding paragraph 1(e) to the
Instructions to Item 3;

d. Revising paragraph 1(a) and adding
paragraph (h) to Item 6;

e. Adding paragraph 3(f) to the
Instructions to Item 8(a); and

f. Adding paragraph 12 to the
Instructions to paragraphs (b)(7)(i) and
(ii), paragraph (iv) to paragraph (b)(7),
and paragraph 1(e) to the Instructions to
paragraph (d) of Item 22.

The additions and revisions read as
follows:

Note: The text of Form N-1A does not, and
this amendment will not, appear in the Code
of Federal Regulations.

Form N-1A

* * * * *

General Instructions
A. Definitions

* * * * *

“Exchange-Traded Fund”” means a
Fund whose shares are traded on a
national securities exchange and
satisfies the criteria set forth in rule 6c—
11(e)(4) (17 CFR 270.6c-11(e)(4)).

* * * * *

“Market Price” refers to the last price
at which Exchange-Traded Fund shares
trade on the principal U.S. market on
which the Fund’s shares are traded

during a regular trading session.
* * * * *

Item 2. Risk/Return Summary:
Investments, Risks, and Performance
* * * * *

(c) Principal risks of investing in the
Fund.

* * * * *
(2) Risk/Return Bar Chart and Table.
* * * * *
Instructions
* * * * *

5. Exchange-Traded Funds.

(a) Add a caption in the “Average
Annual Total Returns” table directly
above the caption titled “Index”. Title
the caption ‘“Returns—Market Price”.
Disclose in the caption the Fund’s
average annual total return based on the
Market Price for the periods indicated.
In a footnote to the caption, explain how
Market Price returns are calculated and
how they differ from NAV returns.

(b) If the Fund has an investment
objective of obtaining returns that
correspond to the returns of a securities
index, the table must show the average
annual total returns of the securities
index specified in its registration
statement for the same periods. The
Fund may exclude the returns of an
appropriate broad-based securities
market index as defined in Instruction
5 to Item 22(b)(7) for the same periods.

Item 3. Risk/Return Summary: Fee
Table

* * * * *
Instructions

1. General.
* * * * *

(e)(d) If the Fund is an Exchange-
Traded Fund and issues or redeems
shares in creation units of not less than
25,000 shares each, exclude any fees
charged for the purchase and
redemption of the Fund’s creation units.

(ii) Modify the narrative explanation
to state that Fund shares are sold on a
national securities exchange at the end
of the time periods indicated, and that
brokerage commissions for buying and
selling Fund shares through a broker are
not reflected.

* * * * *

Item 6. Shareholder Information

(a) * *x %

(1) An explanation that the price of
Fund shares is based on the Fund’s net
asset value and the method used to
value Fund shares (market price, fair
value, or amortized cost); except that if
the Fund is an Exchange-Traded Fund,
an explanation that the price of Fund
shares is based on Market Price.

* * * * *

(h) Exchange-Traded Funds.
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(1) If the Fund issues or redeems
Fund shares in creation units of not less
than 25,000 shares each, the Fund may
omit from the prospectus the
information required by Items 6(a)(2),
(b) and (c).

(2) Identify the principal U.S. market
or markets on which the Fund shares
are traded and the trading symbol(s) for
those shares, unless the information
appears on the front cover page.

(3) Specify the number of Fund shares
that the Fund will issue (or redeem) in
exchange for the deposit (or delivery) of
basket assets as defined in rule 6¢-11 [17
CFR 270.6¢c-11] (i.e., a creation unit) and
explain that individual Fund shares
may only be purchased and sold on a
national securities exchange through a
broker-dealer.

(4) Premium/Discount Information.
Provide a table showing the number of
days the Market Price of the Fund
shares was greater than the Fund’s net
asset value and the number of days it
was less than the Fund’s net asset value
for the most recently completed
calendar year, and the most recently
completed calendar quarters since that
year, or the life of the Fund (if shorter).

Instructions

1. Provide the information in tabular
form.

2. Express the information as a
percentage of the net asset value of the
Fund, using separate columns for the
number of days the Market Price was
greater than the Fund’s net asset value
and the number of days it was less than
the Fund’s net asset value. Round all
percentages to the nearest hundredth of
one percent.

3. Adjacent to the table, provide a
brief explanation that: Shareholders
may pay more than net asset value when
they buy Fund shares and receive less
than net asset value when they sell
those shares, because shares are bought
and sold at current market prices.

4. Include a statement that the data
presented represents past performance
and cannot be used to predict future

results.
* * * * *

Item 8. Financial Highlights
Information

(a) * x %

Instructions

* * * * *

3. Total Return. * * *

(f) Exchange-Traded Funds. (i)
Change the caption “Total Return” to
“Total Return—NAV”.

(ii) Add a caption following ‘“Total
Return—NAV”’ titled “Total Return—
Market Price”. Disclose in the caption
the Fund’s total return using Market
Price, assuming a purchase of Fund
shares at the Market Price on the first
day and a sale of the shares on the last

day of each period shown.
* * * * *

Item 22. Financial Statements

* * * * *

(b) Annual Report. * * *
(7) Management’s Discussion of Fund
Performance. * * *

Instructions

12. Exchange-Traded Funds.

(a) Include a second line graph
immediately following the line graph
required by paragraph (b)(7)(ii)(A) of
this Item, assume an initial investment
of $10,000 was made at the Market Price
on the business day before the first day
of the first fiscal year, and base the
subsequent account values on the
Market Price on the last business day of
the first and each subsequent fiscal year.
Calculate the final account value by
assuming the investor sold all
Exchange-Traded Fund shares at the
Market Price on the last business day of
the most recent fiscal year.

(b) For purposes of the table required
by paragraph (b)(7)(ii)(B) of this Item,
add a caption titled “Returns—Market
Price”. Disclose in the caption the
Fund’s average annual total return based
on Market Price for the periods
indicated. In a footnote to the caption,
explain how Market Price returns are
calculated and how they differ from
returns based on net asset value.

(c) If the Fund has an investment
objective of obtaining returns that
correspond to the returns of a securities
index, the table must show the average
annual total returns of the securities
index specified in its registration
statement for the same periods. The
Fund may exclude the returns of an
appropriate broad-based securities
market index as defined in Instruction
5 to paragraph (b)(7)(i) and (ii) of this
Item for the same periods.

* * * * *

(iv) Premium/Discount Information.

Provide a table showing the number of
days the Market Price of the Fund

shares was greater than the Fund’s net
asset value and the number of days it
was less than the Fund’s net asset value
for the most recently completed five
fiscal years (or the life of the Fund if
shorter), but only for periods subsequent
to the effective date of the Fund’s
registration statement.

Instructions

(a) Provide the information in tabular
form.

(b) Express the information as a
percentage of the net asset value of the
Exchange-Traded Fund, using separate
columns for the number of days the
Market Price was greater than the
Fund’s net asset value and the number
of days it was less than the Fund’s net
asset value. Round all percentages to the
nearest hundredth of one percent.

(c) Adjacent to the table, provide a
brief explanation that: Shareholders
may pay more than net asset value when
they buy Fund shares and receive less
than net asset value when they sell
those shares, because shares are bought
and sold at current market prices.

(d) Include a statement that the data
presented represents past performance
and cannot be used to predict future

results.
* * * * *

(d) Annual and Semi-Annual Reports.

Instructions

1. General.
* * * * *

(e) (i) If the Fund is an Exchange-
Traded Fund and issues or redeems
shares in creation units of not less than
25,000 shares each, exclude from the
narrative explanation and the Example
any fees charged for the purchase and
redemption of the Fund’s creation units.

(ii) Modify the narrative explanation
to state that Fund shares are sold on a
national securities exchange at the end
of the time periods indicated, and that
brokerage commissions for buying and
selling Fund shares through a broker are

not reflected.
* * * * *

Dated: March 11, 2008.
By the Commission.
Nancy M. Morris,
Secretary.
[FR Doc. E8-5239 Filed 3—17-08; 8:45 am]
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