EDWARD 8. KNIGHT
EXECUTIVE VICE PRESHDENT
GENERAL COUNSEL

NASDAQ

November 12, 2002

Mr. James A. Brigagliano, Esq.

Assistant Director, Trading Practices Office of Risk Management and Control
Division of Market Regulation

Securities and Exchange Commission

450 Fifth Street, N.W., Mail Stop 10-1

Washington, DC 20549

Re:  Request of The NASDAQ Stock Market, Inc. for
No-Action/Exemptive Relief from Section 11(d)(1) of the Securities Exchange
Act of 1934 and Rules 10b-10, 10b-17, 11d1-2, 14¢-5, 15¢1-1 and 15¢1-6
thereunder, and Rules 101 and 102 of Regulation M

Dear Mr. Brigagliano:

The NASDAQ Stock Market Inc. (“NASDAQ”) recently established listing standards for
Exchange Traded Funds (° ‘BETFs”)." NASDAQ plans on listing ETFs beginning in November
2002. In the interest of expediting the start-up of secondary market trading of new ETFs on
NASDAQ, and of reducing some of the regulatory burdens on trusts or funds that issue ETFs,
NASDAQ requests that the Division of Market Regulation extend the * generic no-action advice
and exemptive relief granted to the American Stock Exchange (“Amex”)” for all ETFs trading on
a national securities exchange that satisfy the conditions set forth in the Amex Letter (“Relief”)
to all ETFs trading on NASDAQ that satisfy the conditions set forth in the Amex Letter

' For the purpose of this letter, Portfolio Depository Receipts (“PDRs”) and Index Fund Shares are
collectively referred to as ETFs. PDRs will be listed under NASD Rule 4420(i). Index Fund Shares will be listed
under NASD Rule 4420().

! See letter from James Brigagliano, Assistant Director, Division of Market Regulation, to Claire P.
McGrath, Vice President and Special Counsel, Amex, dated August 17, 2001 (“Amex Lettet”).
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(“NASDAQ ETFS”‘).3 By extending the Relief to all NASDAQ ETFs, a trust or fund that issues
a series of ETFs that trade on NASDAQ would not be required to submit a request to the
Division of Market Regulation for no-action/exemptive relief from Section 11(d)(1) of the
Securities Exchange Act of 1934 (“1934 Act”) and Rules 10b-10, 10b-17, 11d1-2, 14e-5, 15¢1-1
and 15¢1-6 thereunder, and Rules 101 and 102 of Regulation M.*

Although NASDAQ operates as a facility of a national securities association and is
regulated under Section 15(a) of the 1934 Act, the rules it has adopted for the trading of ETFs
provide many of the same safeguards as are currently provided by national securities exchanges
currently trading ETFs. In addition, NASADQ, like the national securities exchanges, has
obtained Rule 19b-4(e) approval of ETF listing standards from the Commission,” and NASD
Regulation’s surveillance procedures for ETFs trading on NASDAQ will be the same as the
current surveillance procedures governing the trading of equity securities on NASDAQ. As
such, the extension of the Relief to all NASDAQ ETFs is warranted in order to ensure that all
such ETFs are provided equal treatment in comparison to those ETFs traded on a national
securities exchange.®

NASDAQ is the largest stock market in the U.S. in terms of stock traded and number of
listed companies, and had the greatest dollar and share volume of all U.S. markets in 2001. With
3,793 companies as of August 2002, NASDAQ lists more companies than any other U.S.
equities market. NASDAQ is a decentralized, dealer-based model that ofters liquidity and a
robust trading environment whose market quality is comparable to that of a traditional, floor-
based, auction exchange. Broker-dealers acting in a dealer capacity, either as market makers or
in other dealer capacities, are a critical component of NASDAQ’s market structure. NASDAQ
market makers fulfill a role similar to that of a specialist in that they manage trading in an issue
and risk their own capital to provide liquidity. In the NASDAQ market, many market makers
actively compete to provide this liquidity. As of August 2002, the average number of market
makers in each NASDAQ issue was 15.20. Collectively, during the month of August 2002 these
market makers were responsible for trading an average of 1,509,046,326 shares per day on
NASDAQ representing an average of 2,130,671 daily trades worth $21,236,814,936. To ensure
that market participants will always be able to buy and sell a security on NASDAQ, market

3 NASDAQ ETFs will meet all of the criteria set forth in the Amex Letter other than trading on a national
securities exchange.

4 Because the NASD has its own rule regarding short sales (NASD Conduct Rule 3350), we are not seeking
an extension of the no-action relief granted in the Response regarding the applicability of Rule 10a-1 to any
NASDAQ ETE. Other than for short sales, NASDAQ ETFs will be treated in the same manner as all National
Market securities, including for reporting purposes pursuant fo Rule 11Aa3-1.

¥ Securities Exchange Act Release No. 45920 (May 13, 2002); 67 FR 35605 (May 20, 2002).

® The Commission’s reasons for granting the original no-action advice and exemptive relief with respect to
each of the rules enumerated at the beginning of this letter are set forth in the Amex Letter, which is attached for
your eonvenience.
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makers are required to post continuously, bid and offer quota‘zions.? Moreover, NASDAQ
market makers are required to honor their quotations when presented with an order.® In addition
to market making, dealers trade for their own account in a riskless principal capacity. Similar to
market making, NASDAQ member firms trade in a riskless principal capacity to facilitate
another party’s orders.

NASDAQ provides a number of electronic trading systems that may be utilized by
NASDAQ members and their customers to effect the purchase and sale of securities, including
ETFs. These execution systems, which are described below, operate in a manner similar to order
execution systems currently in place on auction exchanges (both floor-based and electronic).

o  SOES — SOES is an execution system for NASDAQ SmallCap securities that automatically
executes small agency orders, reports trades for public dissemination, and sends trades to
clearing for comparison and settlement. SOES is available to all NASDAQ members, but
NASDAQ does not prohibit members from providing access to SOES to their customers.
SOES accepts both market orders and marketable limit orders in NASDAQ SmallCap
securities. Orders entered into SOES can be either preferenced or unpreferenced. A
preferenced order is executed, at the inside market price, against the market maker to which
the order is directed. An unpreferenced order is executed, at the inside market, against
market makers in a rotation.

e SuperSoes —-SuperSoes is a substantially revised and enhanced version of SOES. Whereas
members are limited to using SOES to execute small orders in SmallCap stocks as agent,
members can use SuperSoes to execute agency orders and proprietary orders in NMS stocks.
Orders entered in SuperSoes are executed automatically against displayed market maker
guotes and their reserve size (/.e., size not displayed in the market maker’s quote) in
price/time priority.

e SuperMontage — SuperMontage substantially enhances the NASDAQ quotation montage
and SuperSoes.” Among other things, these enhancements will: (1) add a new display to the
NASDAQ quote montage that will show the best bid/best offer in NASDAQ and four price
levels away accompanied by the aggregate size at each price level of the “displayed” trading
interest of market makers and Electronic Communication Networks (“ECNs”); and (2) allow
market makers and ECNs to designate orders for “display” in NASDAQ on either an
attributable (i.e., not anonymous) or non-attributable (i.e., anonymous) basis. As part of
SuperMontage, NASDAQ also implemented an Order Collector Facility that allows, but not

" See NASD Rule 4613, which presently governs NASDAQ market makers. Public customers also have
the ability to set the national best bid or offer for a security. If a market maker accepts limit orders from its
customers and one or more of those limit orders improves the market maker’s bid or offer, the market maker must
either display the order in its quotation, display the order by sending it to a qualified electronic communications
network, or immediately execute the order. SEC Rule 11Acl-4.

! SEC Rule 11Acl-1.
? Securities Exchange Act Release No. 43863 (Jan. 19, 2001), 66 FR 8020 (Jan. 26, 2001).
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requires, NASDAQ market makers and ECNs to give the NASDAQ system multiple
quotes/orders at a single as well as multiple price levels, and provide a single point of access
to all NASDAQ-provided execution and order delivery services for NASDAQ securities,
except Primex.

SuperMontage offers two execution processes: a directed order process and a non-
directed order process. The directed order process allows a NASDAQ member to direct an
order to a particular market maker or ECN. Directed orders are not automatically executed
against the quote of the market maker or ECN to whom the order is directed. In contrast,
non-directed orders generally are automatically executed. A marketable order entered into
the non-directed order process will be matched with the hi ghest ranked quotation or order on
the opposite side of the market, and either will be executed automatically against market
makers, or delivered to or automatically executed against the quotations of ECNs (which will
have a choice of taking automatic execution or order delivery). ECNs that do not accept
automatic executions must provide an automated response within 5 seconds of receipt of the
order.

® Primex — The Primex Auction System is designed to replicate a competitive trading crowd in
an electronic environment, as an additional NASDAQ facility. Primex allows, on a voluntary
basis, market makers and others (including order entry firms and ECNs) to enter market
orders and marketable limit orders into the system for exposure to a broad electronic crowd.
These orders may immediately interact with other interest already resident within Primex, or
may elicit other responses from the electronic crowd, all dynamically priced within the
publicly displayed best bid and offer. Primex market makers submitting orders to the system
also may provide execution guarantees to the orders they submit. In addition, participants
placing orders into the system may place minimum price improvement conditions on the
orders they enter to attempt to obtain prices for those orders superior to the best publicly
displayed prices. If, during the Primex order exposure process, an order can be matched with
other interest that satisfies the conditions placed on the order by the entering participant, the
order is automatically executed and a report sent to the entering participant.

Based on the foregoing, NASDAQ respectfully requests that the Division of Market
Regulation extend the Relief to all NASDAQ ETFs.

Thank you for your consideration of this request. Should you have any questions or
require additional information, please do not hesitate to call the undersigned at (202) 912-3030.

Very truly yours,
¢:‘2
Edward S. Knight

Attachment
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ce: Mr. Michael W. Mundt, Branch Chief
Division of Investment Management

Mr. Richard Bayus
Division of Market Regulation
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2001 SEC No-Act. LEXIS 697

Securities Exchange Act of 1934 - Section 11{(d), 10 -- Rule 10a-1, 10b~10,
1ld-1, 14e-5, Reg M

August 17, 2001

CORE TERMS: no-action, trading, Exchange Act, amex, exemption, regulation,
portfolio, exemptive, secondary market, customer, facts presented,
redemption, broker-dealer, open-end, stock, Rule Of Regulation, agyregation,
registered, issuer, basket, net asset value, tender offer, dealer-manager,
holder, bid, unit investment trust, purchasing, publicly, redeemed, confirm

f#=1] American Stock Exchange
TOTAL NUMBER OF LETTERS: 2

SEC-REPLY-1: SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 2054%

August 17, 2001

Claire P. MeGrath, Esg.

Vice President and Special Counsel
The American Stock Exchange

85 Trinity Place

Rew York, NY 10008-1872

Re: Exemptive Relief for Exchange Traded Index Funds -
File No, TP 00- 133 ‘

Dear Ms. MocGrath:

In your letter dated July 12, 2001, as supplemented by conversations with the
staff, the American Stock Bxchange (AMEX) requests no-action advice
and exemptive relief with respect to specified rules under the
Securities Exchange Act of 1934 (Exchange Act) for Portfolio Depositary Receipts
(PDRs) and Index Fund Shares nl that meet certain standards described in youxr
letter. We are responding to your request and have enclosed a photocopy of your
letter. Bach defined texm in this lettey has the same meaning as defined in your
letter, unless we note otherwise.

nl For purposes of this letter, PDRs and Index Fund Shaves are collectively
referred to as Exchange Traded funds (ETFs). Shares, portfolio deposit receipts,
or units of beneficial interest issued by ETFs for trading are collectively
referred to as Fund Shares.

Specifically, the BMEX requests, on [#*2] behalf of itself and persons or
entities engaging in transactions involving Fund Shares, certain exemptions
from, or no-action advice regayrding, Section 11{d) (1) of the Bxchange Act and
Rules 10a-1, 10b-b, 10b-317, 11d1-2, l1l4e-%, 15ci-5, and 15e1-§ thereunder, and
Rules 101 and 102 of Regulation M in connection with secondary market
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Eransactions in Fund Shares and the creation and redemption of Fund Shares
meeting the specified criteria. n2

n2 The Commission has granted relief under these rules on prior occasions for
certain ETFs, traded on the AMEX, as well as other exchanges. fSee letter from
Nancy J. Sanow, Assistant Director, Division of Market Regulation, to James P,
Duffy, General Counsel, AMEX, dated January 22, 1893 (regarding $PDRs listed on
the AMMEX); letter from James A. Brigagliano, Assistant Director, Division of
Market Regulation, to James F. Duffy, General Counsel, AMEX, dated March 3, 1999
(regarding Nasdag 100 Fund listed on the AMEX) ; letzer from James A.
Brigagliano, Assistant Director, Division of Market Regulation, to Mary Joan
Hoene, Cartexr, Ledyard & Milburn, dated September 5, 2000 (regarding iShares S&p
100 listed on the CBOE); letter from James A. Brigagliance, Assistant Director,
Divigion of Market Regulation, to Mary Joan Hoene, Carter, Ledyard & Milburn,
dated December 1, 2000 {regarding iShares &P 100 Global listed on the NYSE) .
{*3]

Regponse .

The relief granted herein extends to all ETFs trading on any registered
national securities exchange that have obtained Rule 18b-4 (e} listing approval
from the Commission. ETFs meeting the following criteria are granted exemptive
and/or no action relief, as more fully described below, from Section 11(d) (1) of
the Exchange Act and Rules 10a-1, 10b-10, 10b-17, 1.d41-2, 14e-5, 1S5¢1-5, and
15¢) -6 thereunder, and Rules 101 and 102 of Regulation M, provided that the
following conditions ave satisfied:

1. Pund Shares wust be issued by an open-end management investment company or

a unit investment trust, registered under the Investment Company Act_of 15940; n3
2. ETFs must consist of a "basket" of twenty (20) or more different .

Component Stocks, nd4 in which no one stock can constitute more than 25% of the
total value of the ETP,

3. At least 85% of the ETF must be comprised of Corponent Stocks that have a
minimum public float value of at least § 150 millicn and a minimum average
daily trading volume {(ADTV) of at least & 1 millior during each of the previocud
two {(2) months of trading prior to formation of the relevant ETF; provided,
however, if the ETF has 200 or more Component [*4] Stocks, then 75% of the
Component Stocks must meet the $ 150 million public float and the $ 1 million
ADTV thresholds;

4. Bach Component Stock must be listed on a nationa. securities exchange oy the
Nasdag Stock Market, including the Nasdag SmallCap Market;

5. Fund Shares are only to be issued or redeemed ir Creation Unit aggregations
of 50,000 shares or more. The value of each Creaticn Unit must be at least § 1
million at the time of issuance; and

6. The ET¥ must be passively managed and track a particular index whose
components are publicly available. The intra-day proxy value of the ETF nS and
the value of the "benchmark® index must be publicly disseminated throughout
the trading day.
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n3 15 U.5.C. 80a-1 et seq.

n4 For purposes of this letter, individual stocks that comprise the
ETF basket, i.e., the stocks that are assembled to replicate the particulax
index that the ETF tracks, are referred to as Component Stocks.

nS This is an approximation of the net asset value of the Fund determined
throughout the trading day, which is officially calculated daily after the
market's close.

The relief is further subject [#%) to *rule-gpecific® terms described
below.

Regulation ™

Redeemable securities issued by an open-end management investment company are
excepted from the provisions of Rules 101 and 102 of Regulation M. As deseribed
above, ETFs must register as an open-end management investwent company or a unit
investment trust under the Investment Company Act of 1940 to issue shares that
are redesmable only in Creation Units.

Bule 101 of Reaqulation M

Generally, Rule 101 of Regulation M is an anti-manipulation regulation that,
subject to certain exceptions, prohibits any "distribution participant” and its
"affiliated purchasers” from bidding for, purchasing, or attempting to induce
any person to bid for or purchase, any security which is the subject of a
distribution until after the applicable restricted period, except as
specifically permitted in the Regulation. The provisions of Rule 101 of L
Regulation M apply to underwriters, prospective underwriters, brokers, dealexs,
or other persons who have agreed to participate or are participating in a
distribution of securities.

On the basis of your representations and the factg presented, particularly
that the ETFs will be registered open-end management [#%§] investment
companies that will continucusly redeem at net asset value Creation Unit
size aggregations of shares; and the secondary market price of Pund Shares
should not vary substantially from the net asset value of such shares, which
will be based on the value of the Component Stocks in the underlying Index and
will be computed on a daily basis, the Commission hereby confirms that the ETFs
will be excepted under paragraph {c¢)(4) of Rule 101 of Regulation M thus
permitting persons who may be deemed to be participating in a distribution of
Fund Shares to bid for or purchase shares during their participation in such
distribution. ns

né We note that Regulation M does not prohibit a distribution participant and
its affiliated purchasers from bidding for and purchasing Component Stocks in
accordance with the exceptions contained in paragraphs (b) (6) and (¢) (1) of Rule
1¢1. Rule 101 (b} {6} {i) excepts basket transactions in which bids or purchases
are made in the ordinary course of business in connection with a basket of 20 or
more securities in which a covered security does not comprise more that 5% of
the value of the basket purchased. Rule 101 (b) (6) (ii) excepts adjustments to
such a basket made in the ordinary course of business as a result of a change in
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the composition of a standardized index. Also, Rule 101 {e} (1) excepts
transactions in actively-traded securities, that is, securities that have an
average daily trading volume value of at least $ 1 million and are igsued by

an issuer whose common equity securities have a public float value of at least
150 million provided, however, that such securities are not issued by the
distribution participant or an affiliate of the distribution participant.

[#7}

The Commission also confirms the interpretation of Rule 101 of Regulation M
that a redemption of Creation Unit size aggregations of Pund Shaves and the
receipt of Component Stocks in exchange therefor by a participant in a
distribution of Fund Shares would not comstitute an "attempt to induce any
pexson to bid for or purchase a covered security, during the applicable
restricted period" n7 within the meaning of Regulation M, and thersfore would
not violate Regulation M.

n7 17 CFR 242.101.

Rule 102 of Regqulation M

Rule 102 of Regulation M prohibits issuers, selling security holders, or any
affiliated purchaser of such person from bidding for, purchasing, or attempting
to induce any perscn to bid for or purchase a covered security during the
applicable restricted period in connection with a distribution of securities
effected by or on behalf of an issuer or selling security holder,

On the basis of vour representations and the facts presented, particularly
that the ETFs will be registered open-end management investment company that
will redeem at net asset value Creation Units of Fund Shaves, the Commission
hereby confirms that the ETFs are excepted under paragraph (d) (4) [«g}
of Rule 102 of Regulation M, thus permitting each of the ETFs to redeem shares
during the continuous offering of the shares. ‘ . e

Bule i0a-1

Rule 3b-3 under the Exchange Act defines "short sale," and Rule 10a-1 under
the Exchange Act governs short sales generally. Paragraph (a) of Rule 10a-1
covers transactions in any security registered on a national securities exchange
if trades in such security are reported in the conmsolidated transaction
reporting system, and prohibits short sales with respect to these securities
unless such sales occur on a "plus tieck* {that is, a price above the price at
which the immediately preceding sale was effected), or "zero-plus tick® (that
is, at the last sale price if it was higher than the last different price} . Rule
10a-1 is designed to prevent the market price of a stock or other “reported
security, " as defined in Rule 11Aa3-1(a) {4) under the Exchange Act, from being
manipulated downward by unrestricted short selling.

On the basis of your representations and the facts presented, in particulayr
the composite and derivative nature of the ETFs, it would not appear
that trading in Fund Shares would be susceptible to the practices that Rule
10a~-1 is designed [*9] Lo prevent. In particular, the AMEX anticipates that
the market value of Pund Shares will rise or fall based on changes in the net
agset value of the Component Stocks of the particular index and supply and
demand. Moreover, the short sale rule does not apply to analogous derivative




rage 1%

2001 SEC No-Act. LEXIS 697, *9 LEXSEE

products such as index options and index futures contracts. Accordingly, the
Commission hereby grants an exemption from Rule 10a-1 to permit sales of Fund
Shares without regard to the "tick" requirements of Rule 10a-1.

We note that the exemption from Rule 10a-1 would net apply to secondary
market portfolic sales made in comnection with the redemption of Fund Shares.

Bule 10b-10

Rule 10b-10 under the Exchange Act requires a broker-dealer that effects a
securities transaction with or for the account of a customer to provide, at or
before the completion of the transaction, a written confirmation statement to
the customer disclosing the information specified in paragraph (&) of Rule
10b-10. The required information includes the identity, price, and number of
shares or units (or principal amount) of the security purchased or sold by
the customer.

On the basis of your representations and the facts presented, [*10) and
particularly the expected institutional nature of the market for Fund Shares in
Creation Unit size aggregations and the public availability of information
regarding the composition of the Component Stocks to be tendexed or received
by customers in ETF creation and redemption transactions, the Commission hersby
grants an exemption from Rule 10b-10 under the Exchange Act in order to
permit broker-dealers who create or redeem Fund Shares on behalf of
their customers to confirm such creation or redemption transactions without
providing a statement of the identity, price, and number of shares of sach
individual Component Stock tendered to or delivered by the Trust pursuant te the
creation or redemption transaction. This exemption does not apply to purchases
and sales of Fund Shares in the secondary market. This exemption is subject to
the following conditions:

{1} Any confirmation statement of creation or redemption of Fund Shares
transaction that omits any of the information specified in paragraph (a) of Zule
10b-10 will contain a statement that such omitted information will be provided
to the customer upon regquest;

{2} All such requests will be fulfilled in a timely manner in [¥11]
accordance with paragraph (¢} of Rule 10b-10; and

(3) Confirmation statements of Fund Shares creation and redemption transactions
will contain all of the information specified in paragraph (a) of Rule 10b-13
other than identity, price, and number of shares of each Component Stock
tendered or received by the customer in the transaction,

Rule 10b-317

Rule 10b-17, with certain exceptions, requires an issuer of a class
of publicly traded securities to give notice of certain specified actions (for
example, a dividend distribution, stock split, or vights offering) relating to
guch class of securities in accordance with Rule 10b-17(b).

On the basis of your representations and the facts presented, particularly
that the BTFs will be registered under the Investment Company Act of 1940 as
an open-end managemsnt investment companies, the Commisgion hereby grants
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an exemption from the requirements of Rule 10b-17 to the ETFs with respect to
transactions in Fund Shares. n8

n8 We also note that compliance with Rule 10b-17 would be impractical in light
of the nature of the BTFs. This is because it is not possible for the ETFs to
accurately project ten days in advance what dividend, if any, would be paid on a
particular record date. [+*12]

Section 11{d){1}: Rules 1id1l-1 and 11d1l-2

On the basis of your representations and the facts presented, the Division
will not recommend enforcement action to the Commission under Section 11(d) (1)
of the Exchange Bet if broker-dealers treat Fund Shares, for the purxposes of
Rule 11d41-2 under the Exchange Act, as "securities issued by & registered
... open-end investment company as defined in the Investment Company Act of
1940" and thereby extend or maintain or arrange for the extension or maintenance
of credit on Fund Shares that have been owned by the persons to whom credit is
provided for more than 30 days, in reliance on the exemption contained in the
rule. The exemption provided in Rule 11d1-2 will not be available, however, with
respect to any Fund Shares cwned for 130 days or less by the person to whom
credit is provided.

In addition, on the basis of your repregentations and the facts presented,
the Division will not recommend enforcement action to the Commission under
Section 11(d) (1) of the Exchange Act if broker-dealers that do not create Fund
Shares, but engage in both proprietary and customer transactions in Fund Shares
exclusively in the secondary market, extend or f#13] maintain or arrange for
the extension or maintenance of credit on Fund Shares, in connection with
such secondary market transactions. . . '

Rule l4e-5

Rule l4e-5 under the Exchange Act, among other things, prohibits any covered
person in connection with a tender offer for equity securities from, directly or
indirectly, purchasing or arranging to purchase any subject or related
securities except as part of the offer, from the time the offer is publicly
announced until its expiration.

Rule l4e-5 explicitly includes dealer-managers of a tender offer within the
rule's definition of covered person. hccordingly, while acting as dealer-manager
of a tender offer for a Component Stock, a dealer-manager is prohibited
from purchasing or arranging to purchase that Component Stock until the
expiration of the offer,

On the basis of your representations and the facts presented, particularly
that purchases or redemptions of Fund Shares would not appear to vresult in the
abuses at which Rule 14e-5 is directed and that any bids or purchases
by dealer-managers would not be effected for the purpose of facilitating
a tender offer, the Commission hereby grants an exenption from Rule ld4e-5 to
permit any [*14} person acting as dealer-manager of a tender offer for a
Component 8Stock to: (1) redeem Pund Shares in Creation Unit size aggregations
for Component Stocks that may include a security subject te the tender offer;
and (2) purchase Fund Shares during such offer. ng
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n® The Division also confirms its no-action pogition under Rule l4e-% when

a broker-dealer (including a member or member organization of the AMEYX or other
national securities exchange), acting as a dealer-manager of a tender offer for,
& Component Stock, purchases such Component Stock in the secondary market for
the purpose of tendering them to purchase a Creation Unit size aggregation of
Fund shares, if such transactions are effected as adjustments to such a basket
in the ordinary course of business as a result of a change in the composition of
the relevant index.

Rule 15¢1-% and 1Scl-g

Rule 15¢1-5 under the Exchange Act requires a broker-dealer controlled by,
controlling, or under common control with the issuer of any security, before
entering into any contract with or for a customer for the purchase or sale of
Buch security, to disclose that rvelationship and to provide written disclosure
to the customer of [*15] such control relationship at or before the
completion of the transaction.

Rule 15c1-6 under the Exchange Act generally requires a broker-dealer that
effects a transaction with a customer in any security in a primary or secondary
distribution in which the broker-dealer is participating or is otherwise
financially interested, to provide written notification to the customer of the
existence of such participation or interest at or before the completion of each
transaction.

In light of the composite nature of the ETFs and the relatively small
proportionate share of any Component Stock in an ETF, transactions in Fund
Shares do not appear to result in any of the harms that Rules 15cl-5 and 15e1-6
are designed to prevent. Therefore, on the basis of your representations and
the facts presented, the Division will not recommend that the Commission take
enforcement action under Rule 15¢l1-5 if a broker-dealer executes trangactions in
Fund Shares without disclosing any control relationship with an- issuer of a
Component 8tock. Moreover, on the basis of your repregentations and the facts
presented, the Division will not recommend that the Commission take enforcement
action under Rule 15¢l-8 if a [*16] broker-dealer executes transactions in
Fund Shares without disclosing its participation or interest in a primary or
secondary distribution of a Cowponent Stock.

The foregoing exemptions from Rules 1Ga-1, 10b-b, 10b-17, l4e-5, Rules 101
and 102 of Regulation M, and no-action positions taken under Section 11(d){1)
and Rules 11d1-2, l4e-5, 15¢1-5, and 15cl-§ are based solely on your
representations and the facts presented to staff, and are strictly limited to
the application of those rules to transactions involving Fund Shares under the
civcumstances described above and in your letter. Such transactions should be
discontinued, pending presentation of the facts for our consilderation, in the
event that any material change occurs with respect to any of those facts or
representations. Moreover, the foregoing exemptions from Rules 10a-1, 10b-10,
10b-17, 14e-5, Rules 101 and 102 of Regulation M and no-action positions taken
under Section 11(d) (1) and Rules 11d1-2, l4e-5, 15¢1-5, and 15¢1-6 are subject
to the condition that such transactions in Fund Shares, any Component Stock, or
any related securities are not made for the purpose of creating actual, ov
spparent, active trading in or raising [*17] or otherwisge affecting the price
of such securities. Finally, requests for relief for ETFs not meeting the above
criteria will continue to be considered upon request on a case-by-cape basis.




1‘\5'\. ki

2001 SEC No-Act. LEXIS 697, *17 LEXSEE

These exemptions and no-action positions are gubject to modification oy
revocation if at any time the Commission determines that such action is
necessary or appropriate in furtherance of the purposes of the Exchange Act. In
addition, persons relying on thesme exemptions and no-action positions are
directed to the anti-fraud and anti-manipulation provisions of the Exchange Act,
particularly Sections 9{a), 10(b), and Rule 10b-5 there under. Responsibilitcy
for compliance with these and other provigions of the federal or state
securities laws must rest with persons relying on these exemptions

and no-action positions. The Division expresses no view with respect to other
gquestions that the proposed transactions may raise, including, but not limited
to, the adequacy of disclosure concerning, and the applicability of other
federal and state laws to, the proposed transactions.

For the Commission, by the Division of Market
Regulation, pursuant to delegated authority,

James Brigagliano
Asgistant Director

INQUIRY-1: [#18]

The American 8Stock Exchange
88 Trinity Place,

New York, NY 10006

212 306 1885
Fax 212 306 5438
claire . mograthfamex . com

July 12, 2001
Mz. James A. Brigagliano

Asgistant Director

Securities and Exchange Commission

Division of Market Regulation

450 Fifth St., W.W.

Waghington, D.C. 20549

Re: Request for Exemptions from Rules 10a-1, 10b-b, 10b-17, lde-5, 15¢l-5,
15¢l-6 and Rules 101 and 102 of Regulation M under the Securities Exchange Act
of 1934 ("1934 Act") and No-Action under Section 11(d) (1) of the 1934 Act and
Rules 11dl-1 and 11d41-2 thereunder.

Dear Mr. Brigagliano:

The American Stock BExchange LLC {("Amex" ox "Exchange®) currently lists and
trades 86 different series of Portfolio Depositary Receipts ("PDReSM") and Index
Fund Sharves nl. These include four peries of PDRs {Standard & Poor's Depositary
Receipts(R) or "SPDRs(R)" MidCap SPDRs TM; DIAMONDS (R); and Hasdag-100 Index
Tracking Stock TM); and 82 seyies of Index Fund Shares, including Select Sector
SPDRs (R}, iShares TM, streetTracks TM and VIPERS TM. Degeriptions of series of
PDRe and Index Fund Shares (referred to herein collectively as "Exchange ‘Traded
Funds® or "ETFs") that are currently trading have been [*#189] set forth in
detail in the exemptive/no-action letters submitted to the Division of
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Market Regulation for each series (see note 2, infra); in applications for
Orders pursuant to Section 6(¢) of the Investment Company Act OFf 1340 {'1940
Act"), which have been filed with Division of Investment Management; as well am
in the prospectus and, if applicable, the Statement of Additional Information
for each series.

nl PDRs are listed under Amex Rules 1000 et. séq, Index Pund Shares are listed
under Amex Rules 1000A et. seq.

In connection with the start of trading of each Exchange Traded Fund series,
the Exchange as well as trusts or funds that issue series of ETFe have submitted
written requests for exemptive or no-action relief from specified rules under
the 1934 Act n2. In the interest of expediting the start-up of secondary market
trading of new ETFs, and reducing some of the regulatory burdens on trust or
funds that issue ETFs, the Exchange believes it is appropriate for the Division
of Market Regulation ("Division®) to allow ETF series to begin secondary market
trading without the submiassion of a 1834 Aect exemnptive/no-action reguest,
subject to the conditions set [#20] forth below. The Exchange believes such a
"genetic" approach is particularly appropriate in view of the similar nature of
the exemptive/no-action request letters that have been submitted on behalf of
the ETFs currently traded.

n2 The Exchange has previously received exemptive or no-action relief under
Rules 10a-1; 10b-6; 10b-7; 10b-10; 10b-13; (now Rule l4e-5); 10b-17; 11dl-2;
15¢1-%; and 15¢l-6 under the dect with respect to the trading of SPDRs(R) and
MidCap SDPRs. See letter from Nancy Sanow, Assistant Director, Division of
Market Regulation, to James Duffy, Senior Vice President and General

Counmel, Amex, dated Januvary 22, 1993 {regarding SPDRs (R}); letter from Hancy
Sanow, Divisgion of Market Regulation, to James Duffy, -Executive Vicas -
Premident, Amex, dated Rpril 21, 1895 {regarding -MidCap SPFDRs{R}). In addition,
the Exchange has received exemptive or no-action relief under Rules 10a-1;
10b-10; 10b-13; 10b-17; 11d1-2; 15¢l~5; 15¢l-6 and Regulation M for DIAMONDS (R)
and for Nasdaq-100(R) Shares (now called Nasdag-100 Index Tracking Stock TM) See
letter from Larry E. Bergmann, Senior Associate Director, Division of

Market Regulation, to James Duffy, Amex, dated January 9, 19%8 (for
DIAMONDS (R} ), and letter from James A Brigagliano, Assistant Director, Division
of Market Regulation, to James F. Duffy, Amex, dated March 3, 1999, (for
Hasdaq-100 Shares). The Commission has alsc granted similar exemptive

or no-action relief to Foreign Pund, Inc. (now iShavres, Inc.) in connection with
creations, redemption and secondary market trading of World Bguity Benchmark
Shares (now ifhares MSCI Index Funds) (see letter from Hancy J. Sanow, Division
of Market Regulation, to Donald R. Crawshaw, Sullivan & Cromwell, dated April
17, 1996}; for the Select Sector SPOR(R) Trust {see letter dated December 14,
1998 from Layry E. Bergmann, Senior Associate Director, Division of

Market Regulation, Commission, to Stuart Strauss, Gordon Altman Butowsky Weitzen
Shalov & Wein, and letter dated December 22, 1998 from James A. Brigagliano,
hssistant Director, Division of Market Regulation, to Stuart Strauss); for
ishares of the iShares Trust (see letter dated May 16, 2000, from James A
Brigagliano, SEC, to Kathleen H. Moriarty, Carter, Ledyard & Milburn); for
streetTRACKS TM (see letter dated September 26, 2000 from James A. Brigagliano,
SBEC, to Stuart Straussg, Mayey, Brown & Platt); and for Vanguard Index Funds (gee
letter dated May 21, 2001 from James A. Brigaglianc, SEC to Kathleen H.
Moriarty). [#*21]
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The Exchange, therefore, on behalf of itself and persons or entities engaging
in transactions in PDRs and Index Fund Shares, request that, subject to the
conditions set forth below, the Division grant exemptions from Rules 10a-1;
10b-10; 10b-17;: 14e-5; 15¢1-5; 15¢1-6; and Rules 101 and 102 of Regulation M
under the Act, and no-action under Section 1114{d) {1} of the Act and Rules 11dl-1
and 11d1-2 thereunder in connection with secondary market transactions in such
securities and the creation oxr redemption of such securities. If the Commission
grants the relief requested, the Bxchange or a fund or trust that issues a
series of fund shares would not be required to submit a written exemptive
/ no-action request relating to these rules as long as the index or portfolio

underlying a series of PDRs or index Fund Shares gatigfies the conditions set
forth helow as of the date of the initial creation of shares of the fund or
trust prior to commencement of secondary market trading.

Characteristics of PDRs and Index Fund Shares

The investment objective of a trust or fund that issues a series of PDRs or
Index Fund Shares is to provide investment results that correspond generally to
the [*22] price and yield performance of gsecurities included in a partiecular
seacurities index or portfolic. PDRe and Index Pund Shares are, defined in Rules
1000 and 1000A, respectively. The term "Portfolio Depositary Receipt® means a
security that is based on a unit investment trust which holds the securities
which comprise an index or portfolio underlying a series of PDRs; that is issued
by the trust in a gpecified aggregate minimum number in return for a "Portfolie
Deposit” consisting of specified numbers of shares of stock plus a cagh amount;
that, when aggregated in the same specified minimum number, may be redeemed from
the Trust which will pay to the redeeming holder the stock and cash then
comprising the “Portfolioc Deposit®; and that pays holders a periodic cash
payment corresponding to the regular cash dividends or distributions declared
with respect to the component securities of the stock index or portfolio of )
securities underlying the series of PDRs, less certain expenses -and other -
charges set forth in the Trust prospectus.

The term "Index Pund Share® meansg a security that is isgued by an cpen-end
management investment company (referred to herein as [*23] "fund®) based on
a portfolio of stocks that seeks to provide investment results that correspond
generally to the price and yield performance of a specified foreign or
domestic stock index; that is issued by such fund in a specified aggregate
minimum number in return for a deposit of specified numbers of shares of stock
and/or cash amount with a value egual to the next determined net asset value;
and that, when aggregated in the same specified minimum number, may be redeemed
at a holder's reguest by such fund which will pay to the redeeming holder
the stock and/or cash with a value equal to the next determined net asset value.

Shares are issued and redeemed only in Creation Unit {("CU") size aggregations
of shares, which vary among the various trusts and funds {e.g.; 50,000 shares
per (U for SPDRs; DIAMONDS, Nasdag-100 Index Tracking Stock and Select Sector
SPDRe; 25,000 shares per CU for MidCap SPDRg). The value of a CU has generally
exceeded § 1 million, and is often far higher, depending on the initial per
share price range desired by the trust or fund.

Shares may be sold on the Amex in lots of any size following issuance;
investors may purchase or sell shares in lots of any size [*24) throughout
the trading day. Shares are issued through a distributor for the trust or fund,
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book-entry form only at the Depositary Trust Company. A trust or fund may

13 Under the Subchapter M of the Internal Revenue Code: for a fund to gqualify as
& regulated investment company of the pecurities of a single issuer can aceount
for no more than 25% of a funds total assets, and at least 50% of a fund's total

asgets must be comprised of cash {including government securities) and
securities of single issuers whose securities account for less than 5% of such
fund's total assets.

Applicable Conditions

An open-end management investment company or unit investment trust would be
gubiject to the following conditions in order to permit reliance on previous
Divigion no-action and exemptive positions with respect to the above captioned
rules:

L. The ETF series must be issued by an open-end management [*#25] investment
company or a unit investment truat, registered under the Investment Company Act
of 1940;

2. The index or portfolio underlying the ETF series-must consist of & 'bagket”
of twenty (20) or more different Component Stocks, in which the most heavily
weighted component stock cannot exceed 25% of the weight of the index

or portfolio.

3. Component Stocks that in the aggregate account for at least 85% of the weight
of the underlying index or portfolic must have a minimum public float value of
at least § 150 million and a minimum average daily trading voBime (ADTV) with a
value of at least $ 1 million during each of the previous two (2) months

of trading prior to formation of the ETF series; provided however, if such
series has 200 or more Component Stocks, then Component Stocks that in the
aggregate account for at least 75% of the weight of the underlying index

or portfolio must meet the £ 150 million public float and the § 1 million ADTV
value thresholds;

4. Each component stock in the index or portfolio underlying the ETF series must
be listed on a national securities exchange or the Nasdag Stock Market,
including the Nasdaq Small Cap Market;

5. The ETF series must be [#28&] issued or redeemed in Creation
Unit aggregations of 50,000 shares or more. The value of each Creation Unit must
be at least $ 1 million at the time of issuance; and

&. The ETF peries must be passively managed and hold securities comprising an
index or portfolio the components of which are publiecly available. The intra-day
proxy value of the ETF series and the value of the "benchmark? index

or portfolio must be publicly disseminated throughout the trading day.

The Exchange respectfully requests that the Division issue a letter providing
that a trust or fund that issues a series of ETFs and that satisfies the
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conditions set forth above would not be required to subwmit a request to the
Divigion for no-action/exemptive velief from the above-captioned 1934 Act rules.
Any such fund or trust as well as the Exchange could rely

on. exemptive/no-action letters previocusly issued by the Division with respect
to the above-captioned rules, and would be required to comply with all
applicable conditions set forth in the Division's previous letters.

Sincerely,
Claire . McGrath




