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Introduction 
 

ETFs have operated under the same passive investment management paradigm since they first hit the 
market in 1993. Each ETF seeks to replicate, as closely as possible, the returns before fund expenses and 
the overall investment experience of a specified underlying index. The investment adviser operates under 
the strict passive mandate of replicating the chosen index and changes are made only in order to match 
changes in the selected index. However, unlike a traditional open-end index mutual fund, ETF shares are 
listed and traded intraday on a national securities exchange.  
 
Until recently, the indices which serve as the investment target for ETFs (Underlying Index) have largely 
been broad-based indexes designed to reflect the performance of broad market segments or the markets 
in general (such as the S&P 500 or the Russell 2000). Examples of broad-based market index ETFs 
include SPDRs, a unit investment trust, whose securities comprise the Standard and Poor’s 500 
Composite Stock Price Index and QQQQ, a Nasdaq-100 Index Tracking ETF which represents ownership 
in the Nasdaq-100 Trust, a unit investment trust established to correspond to the price and dividend yield 
performance of the Nasdaq-100 Index. However, more recently, there has been interest in creating 
actively-managed ETFs and some ETFs have been created that do not simply follow an existing index. 
  

The SEC’s Point of View 
 
The exchange-traded fund is not a vehicle that is contemplated by the Investment Company Act of 1940 
(1940 Act). Indeed, the very operation of ETFs violates a number of fundamental provisions of the 1940 
Act.1 As a result, before a sponsor can bring an ETF to market, that sponsor must obtain an order from 
the Securities and Exchange Commission (SEC) granting exemptions from various provisions of the 1940 
Act.2 This requirement to obtain exemptive relief means that the SEC can effectively control the evolution 
of product innovation that it will allow in the ETF space, including the imposition of conditions on the 
issuance of such relief. 
 
In 2001, the SEC expressed deep skepticism over “actively-managed ETFs.” This skepticism was must 
notably expressed in a 2001 Concept Release (Concept Release) entitled “Actively Managed Exchange-
Traded Funds.”3 Like a traditional ETF, such a fund would be organized as open-end index fund with 
shares traded on an exchange. However, an actively-managed ETF would not seek to merely passively 
replicate any particular index, but would instead seek to provide an active management overlay to an 
indexing strategy. For example, an actively-managed ETF might provide the investment adviser with the 
ability to deviate from the Underlying Index in certain cases, such as by investing a portion of the fund’s 
assets in stocks that are not in the Underlying Index but are thought to be inversely correlated to the 
stocks in the Underlying Index, thereby providing for a lower degree of volatility than a pure investment 
in the Underlying Index, or by investing in stocks that are designed to provide incremental return above 
the return of the Underlying Index, thereby effectively offering an “enhanced index” strategy that seeks 
to achieve a multiple of the Underlying Index.4 
 
In expressing concern regarding “actively-managed” ETFs, the Concept Release points out that it is 
unclear if an actively-managed ETF would operationally be able to provide the same level of portfolio 
holdings transparency as the traditional ETF.5 The Concept Release notes that the portfolio of an actively-
managed ETF is likely to change “more frequently and in less foreseeable ways” than a traditional ETF. 
The SEC further expressed concern as to how and whether intraday changes in the portfolio (since it was 
being actively-managed) could be communicated to investors in a timely manner such that the arbitrage 
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mechanism will continue to operate as efficiently as with a traditional ETF. In addition, the SEC noted 
that it is required to determine that there was a public interest being served in order to grant the 
necessary exemptive relief under the 1940 Act. The traditional benefits of ETFs were that they served as 
a proxy for an index, providing investors with the opportunity to obtain market exposure to be used as 
part of an overall asset allocation strategy in a more efficient manner than in traditional mutual funds. 
The SEC noted that this would not be the case for an actively-managed ETF. Therefore, what public 
interest would be served in providing the exemptions from Investment Company regulation for actively-
managed ETFs. 
 
In some ways, recent product innovations have brought us closer to active management of ETFs. These 
product innovations have in many ways solved the transparency and public interest concerns expressed 
in the Concept Release and provide, perhaps, a framework for the truly active-managed ETF, i.e. the 
non-index ETF.  
 
The first type of product innovation is the ETF based off of a newly created, narrowly focused index 
developed by the ETF sponsor and adviser (Affiliated Index ETF). In this type of ETF, the ETF sponsor, 
adviser, or their affiliates, develops the initial index based on whatever criteria it deems appropriate and 
licenses that index to the ETF. The index continues to be objective in nature, in the sense that the 
sponsor will develop what are known as the “Index Rule Set,” i.e. the criteria by which it is determined 
when a company fits into, or is removed from, the index, and these criteria are entirely mechanical in 
nature. Said differently, because the Rule Set does not contain any subjective elements or judgments, 
anyone with knowledge of the Rule Set criteria can determine which companies are in the index and 
which are out of the index. An independent third party is responsible for implementing the Rule Set and 
maintaining the index. 
 
This type of ETF, which was recently approved by the SEC in the WisdomTree application6 could raise 
issues of active management because the adviser to the ETF is the creator of the index and therefore, by 
determining the composition of the index, it might be argued that the adviser would, in effect, be 
engaged in the active management of the ETF through the back door. The SEC has traditionally been 
sensitive to the issue of individuals attempting to do indirectly that which they are prohibited from doing 
directly. 
 
In order to get comfortable that its concerns as expressed in the Concept Release were addressed in this 
type of structure, the SEC imposed a series of conditions on WisdomTree. The most relevant of these 
conditions for purposes of this discussion include the following: (1) WisdomTree was required to post the 
Rule Set on its website, so that all investors will have knowledge of the criteria for index 
inclusion/exclusion; (2) any changes in the Rule Set would have to be posted at least 60 days in advance 
of its effectiveness; (3) WisdomTree was required to engage an unaffiliated “calculation agent” which 
would be responsible for managing the index and applying the Rule Set; (4) WisdomTree was required to 
create specific “firewalls” between persons who continued to be involved in the creation or adjustments 
of the Rule Set (known as Index Staff) and other parties that are involved in the portfolio management 
process to ensure that no-one with the ability to manage the ETF portfolio has any superior information 
relating to the Rule Set or the companies to be included in, or excluded from, and index than does the 
general public; and (5) the index could only be reconstituted on a fixed, periodic basis, as disclosed to 
the public, but in no event more frequently than quarterly. 
 
It is evident that these conditions are specifically designed to address the arbitrage concerns expressed 
by the SEC in the Concept Release. By making the Rule Set publicly available, and requiring ample 
advance notice to changes in the Rule Set, the index achieves a level of transparency that is akin to, if 
not greater than, more broadly-based widely known indexes such as the S&P 500. This transparency 
should enable the market place to successfully employ the same arbitrage strategies with this type of ETF 
as are employed with the more traditional ETF. The requirements relating to firewalls, independence of 
the calculation agent and certainty as to the timing of index reconstitutions further supports the arbitrage 
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function by providing a level playing field with respect to information concerning the nature of the fund 
portfolio and ample time for information about changes in the index to be publicly digested.7 
 
The newest type of ETF are the “Performance Index ETFs,” which are based on newly created indexes, 
developed by the Sponsor of the ETF or by a third party. These ETFs are not quite to the point of being 
actively-managed, but they are quite close. The index that the ETF follows is not a market, sector or 
industry focused index, but rather an index that seeks to identify companies in any industry or of any 
type that meet certain, often performance related, criteria. One of the first Performance ETFs on the 
market was the First Trust DB Strategic Value Index Fund, which tracks a Deutsche Bank Index that is 
based on a screening process that identifies companies with the lowest adjusted stock prices relative to 
earnings among the largest 251 companies in the S&P 500. WisdomTree has also launched ETFs based 
off of indexes that screen companies for factors such as growth characteristics or valuation metrics, 
seeking in the end to identify companies with the greatest potential for capital appreciation. 
 

Conclusion 
 
In summary, once you cross the threshold of allowing sponsor-created indices and performance based 
indices, there is arguably no reason why a quasi-managed portfolio is inappropriate – as these funds 
would be able to satisfy the SEC’s concerns about transparency and certainty of portfolios. This will 
ultimately allow the investor a real choice between an actively-managed mutual fund and a periodically 
managed ETF. This element of choice is the best public interest support for this type of ETF, and the 
reason the SEC should allow them. 
                                                 
* MICHAEL R. ROSELLA is global Chair of the Investment Management Practice Group at Paul, Hastings, 
Janofsky & Walker LLP. DOMENICK PUGLIESE is Of Counsel at Paul Hastings. This topic is more 
expansively dealt with by the authors in the Journal of Investment Compliance, Vol. 7 No. 3, 2006. Their 
e-mail addresses are, respectively, michaelrosella@paulhastings.com and 
domenickpugliese@paulhastings.com. 
1 For example, the limited redeemability of Creation Units violates the provisions of Section 2(a)(32) and 
5(a)(1) of the 1940 Act. The pricing mechanism for ETFs violates Section 22(d) of the 1940 Act. Other 
aspects of the way ETFs operate violate Sections 24, 17(a) and 17(d) and Rules 22c-1 and 17d-1 of the 
1940 Act. 
2 In addition to requiring exemptions under the 1940 Act, the manner in which ETFs operate also violates 
a number of provisions of the Securities Exchange Act of 1934 (1934 Act) and therefore exemptions from 
these 1934 Act provisions are also required before an ETF can be brought to market.  
3 See Release No. IC-25258, File No. S7-20-01 (Nov. 8, 2001).  
4 See Concept Release at 9. 
5 See Concept Release at 8-9. 
6 See In the Matter of WisdomTree Investments, Inc., Release No. IC-27391, File No. 812-13280 (Jun. 
12, 2006). In addition, a number of new ETFs based off of the same model have filed similar requests for 
exemptive relief and are awaiting receipt of their orders from the SEC. See e.g. In the Matter of 
Ferghana-Wellspring Exchange Traded Fund, Inc., File No. 812-13264. 
7 These conditions, as well as other conditions imposed in the WisdomTree order, also serve other 
purposes, such as ensuring that knowledge about pending portfolio changes is not made available to 
insiders so as to permit improper personal trading activity by those with material non-public information. 


