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Introduction
The popularity of exchange-traded funds 

(“ETFs”) has led to almost constant innovation 
in this relatively young market. Many newer 
ETF offerings are more tailored in their invest-
ment objectives, creating greater diversity with-
in the ETF space. This evolution includes the 
introduction in 2006 of the first futures-based 
ETFs (“Futures-Based ETFs”). This subset of 
the ETF industry differs from its predecessors 
principally because of the type of investments 
it makes (e.g., futures contracts), its fund struc-
ture, and the cocktail of futures regulations and 
securities and broker-dealer regulations that ap-
ply.2 As the title indicates, this outline focuses 
on Futures-Based ETFs3 and attempts to shed 
some light on a segment of the market that has 
amassed substantial assets under management 
in a relatively short time.4

Background
ETFs were first developed in 1992 primar-

ily in an effort to provide investors with intra-
day pricing and liquidity, which was not pro-
vided by mutual funds.5 While addressing the 
“forward pricing”6 issue, “ETFs were initially 

designed to function similar to conventional 
index mutual funds.”7 However, ETFs, as their 
name suggests, may be traded on securities ex-
changes throughout the trading day at real-time 
prices that are updated every few seconds (de-
pending upon trading volume).8 Investors in 
ETFs can trade rapidly in response to changes 
in the value of the ETF’s underlying benchmark 
and its corresponding shares.9

Simply put, ETF shares are “derivative se-
curities that represent ownership in funds, 
unit investment trusts, [trusts,] or depositary 
receipts with portfolios of securities, [futures 
contracts and other alternative investments] 
designed to track the performance of . . . spe-
cific benchmarks.”10 ETFs generally resemble 
certain index mutual funds11 because they track 
the performance of a specific benchmark or 
index by holding a portfolio comprised of the 
instruments underlying the index or by estab-
lishing a representative sampling of the com-
ponents that comprise the particular bench-
mark or index, thereby attempting to mirror 
the investment results of the index as a whole 
(less fund expenses).12 ETFs also resemble 
closed-end funds because their shares trade on 
an exchange throughout the trading day pro-
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viding an investment opportunity for retail investors 
to transact in ETF shares on an exchange.13 Similar to 
closed-end funds (and unlike mutual funds), “ETFs af-
ford [retail] investors the opportunity to capitalize on 
market movements . . . [throughout] the trading day.”14 
However, unlike closed-end funds, which typically 
trade at a discount to net asset value (“NAV”), ETFs 
are expected to trade at prices in the secondary market 
that are close to their NAV.15

ETF shares have certain common characteristics 
with equities. Investors may short and purchase ETF 
shares on margin.16 Furthermore, investors may set 
stop-limit orders as well as call or write options on 
ETFs.17 These and other advantages over mutual funds 
have contributed to the popularity of ETFs.

I. Futures-Based ETFs:  
What are they?

ETFs linked to the futures (e.g., commodities and 
financial linked futures contracts) markets address the 
growing investor interest in diversification away from 
traditional equities and bonds and into “alternative in-
vestments.”18 On February 3, 2006,19 PowerShares DB 
Commodity Index Tracking Fund (“DBC”) became 
the first public commodity pool to be listed on a U.S. 
securities exchange.20 DBC’s objective was and con-
tinues to be to track the changes in a specific index of 
commodities by investing in a portfolio of exchange- 
traded futures on the 14 commodities comprising the 
index.21 The DBC listing represented an effective new 
method by which investors could gain an exposure to 
the commodities market22 and served to distinguish 
DBC from all the other public commodity pools.23

DBC is organized as a trust and issued shares that 
were listed on a securities exchange like other ETFs. 
However, unlike a typical ETF, DBC is not an “invest-
ment company” under the Investment Company Act 
of 1940 (the “‘40 Act”).24 Rather, DBC is a public com-
modity pool regulated by the Commodity Futures 
Trading Commission (the “CFTC”),25 an independent 
governmental agency with a “mandate to regulate 
commodity futures and option markets in the United 
States.”26 In addition, DBC is also subject to oversight 
by the National Futures Association (the “NFA”), 
which regulates firms and individuals who conduct fu-
tures related business with public customers.27

Like traditional ETFs, Futures-Based ETFs invest in 
futures-based instruments in order to track an under-
lying benchmark, which, for example, may be aimed 
at reflecting price changes in the U.S. Dollar,28 crude 
oil29 or precious metals.30 In contrast to traditional 
commodity pools that may employ a number of strate-
gies (e.g., discretionary, fundamental and systematic), 
Futures-Based ETFs are generally unmanaged.31 Fu-
tures-Based ETFs may invest passively and seek merely 
to track their index, whether the index is rising, falling 
or flat.32 Therefore, they will take unprofitable posi-
tions deliberately when the index is falling.33 Although 
Futures-Based ETFs may employ swaps from time-to-
time to achieve their goal of index tracking, this is not 
to be confused with some swap-based ETFs that are of-
fered outside of the U.S., which lack transparency and 
expose investors to counterparty risk.34 Futures-Based 
ETFs present a unique set of regulatory and structural 
differences from ETFs registered under the ‘40 Act35 
and ETFs that invest in physical commodities (and not 
futures contracts).

While the groundbreaking achievements of DBC 
are now mirrored in a number of Futures-Based ETFs36 
and have become fairly routine, practitioners and 
Futures-Based ETF operators should understand the 
fundamental issues which affect the design and devel-
opment of these new products. 

The Index
Futures-Based ETFs are primarily structured as  

index funds.37

An index is a “statistical composite that measures 
change in an economy[,] . . . financial market,” securi-
ties market or other market sector (the “Index”).38 It 
is a set of rules applied to a body of data and does not 
represent the results of actual investment or trading. In 
the Futures-Based ETF space, there are additional com-
plexities that must be understood in order to structure 
a Futures-Based ETF that will effectively track its In-
dex. For example, a Futures-Based ETF may attempt to 
track its index by establishing positions in futures con-
tracts that are substantially similar to the composition 
of its index which may be composed of, for example, 
a number of commodities. It is important to note that 
an Index does not represent actual futures contracts, 
and, therefore, it typically does not account for any 
fees or expenses associated with investing in a futures 
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contract or any other fund expenses. Furthermore, an 
Index is not subject to and does not take into account 
the impact of speculative position limits, position ac-
countability limits or certain other similar limitations 
imposed on the ownership of futures contracts39 or 
the ability of a Futures-Based ETF to perfectly track its 
index by investing in an identical number of the under-
lying futures contracts. Additionally, should a Futures-
Based ETF reach the applicable speculative or related 
limits for any of its futures contracts, it is unlikely that 
the corresponding Index will adjust to reflect any sub-
stitute positions that the Futures-Based ETF would be 
required to establish. This is important because a Fu-
tures-Based ETF that establishes alternative positions 
that differ from the composition of the Index is likely 
to increase tracking error, which is essentially the de-
linking of the performance of the Futures-Based ETF 
from changes in the levels of its corresponding Index.

An Index can be calculated on either a Total Return 
(“TR”) or Excess Return (“ER”) basis, adding an ad-
ditional layer of complexity that must be accounted for 
when analyzing the returns of an Index. In short, ER In-
dexes do not include income from a risk free investment 
(i.e., interest income) while the TR Indexes do include 
such a component.

In order to understand the source of income from a 
risk free investment, in the context of a Futures-Based 
ETF, interested parties should understand the role 
that margin deposits play in connection with invest-
ments in futures contracts. At its most basic level, mar-
gin40 is a small percentage of a futures contract’s face 
value that is deposited with a broker as collateral to es-
tablish an open position in a futures contract. Because 
only a fraction of the face value of the futures contracts 
is required for margining, a significant portion of the 
portfolio of the Futures-Based ETF may be comprised 
of cash or cash equivalents such as, for example, U.S. 
Treasuries and other high credit quality short term se-
curities as permitted by the Commodity Exchange Act 
(the “CEA”).41

TR and ER versions of an Index
TR Index. The TR version of an Index includes an 

assumed amount of income received from a risk-free 
component (e.g., the three-month United States Trea-
sury bill), if any, which may be adjusted from time-to-
time. The TR version of an Index tracks both the gains 

and losses of an underlying market sector over time, 
and generally assumes reinvestment of any distribu-
tions and the return from a risk free component.42

ER Index. The ER version of an Index reflects the 
changes in the value of the underlying market sector 
or benchmark, excluding the return of a risk free com-
ponent (e.g., the three-month United States Treasury 
bill). As a result, certain practitioners refer to the ER 
version of an index as “unfunded.”

While a Futures-Based ETF seeks to track its cor-
responding Index (whether on a TR or ER basis), it 
invests actual money, trades actual futures contracts 
and receives interest returns that are affected by cur-
rent market conditions. As a result, the performance 
of the Futures-Based ETF reflects an internalization of 
certain sources of tracking error, meaning that fees and 
expenses impose a drag on the Futures-Based ETF’s 
performance and the actual interest rate earned by a 
Futures-Based ETF over any period may differ from 
the assumed amount of interest income factored into 
the TR version of the Index over the same period. Fur-
thermore, the Futures-Based ETF may be subject to 
speculative position limits, position accountability lim-
its and certain other limitations on its ability to trade 
the futures contracts that comprise the Index (the 
“Index Contracts”), which may compel the Futures-
Based ETF to trade futures, swaps or other alternative 
instruments that are not Index Contracts as proxies for 
the Index Contracts. These factors may contribute to 
discrepancies, or “tracking error,” between changes in 
the Futures-Based ETF’s NAV per share and changes in 
the level of the Index over any period.

The limitations noted above, along with fees and 
expenses, also tend to cause the NAV per share to un-
derperform relative to changes in the value of the In-
dex over any given period, all other things being equal. 
Additionally, actual income could be higher or lower 
than the assumed income factored into the TR version 
of the Index, and therefore could cause changes in the 
NAV per share to outperform or underperform chang-
es in the value of the Index over any given period.43 In 
favorable interest rate environments, Futures-Based 
ETFs may attempt to minimize potential tracking er-
ror by distributing any excess interest income to their 
shareholders. Trading futures or other instruments 
that are not the Index Contracts as proxies for the In-
dex Contracts could also cause changes in the NAV 
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per share to outperform or underperform changes in 
the value of the Index over any given period.44

Creation and Redemption  
Process of Futures-Based ETFs—
”Cash is King”

Futures contracts45 cannot be transferred to third 
parties in in-kind transactions.46 Therefore, unlike ‘40 
Act ETFs whose investment portfolios are, for exam-
ple, comprised of securities which can be transferred 
to third parties in in-kind transactions, Futures-Based 
ETFs, generally are prevented from in-kind transac-
tions as part of the creation and redemption process. 
Futures-Based ETFs create and redeem shares from 
time to time, but only in one or more baskets. A basket 
is typically a block of 50,000 shares (each, a “Basket”). 
Futures-Based ETF shares are not redeemable securi-
ties, except when aggregated in Baskets and Baskets 
may be created or redeemed only by broker-dealers 
known as authorized participants (each, an “Autho-
rized Participant”).47

Because of the in-kind limitation discussed above, 
Authorized Participants must create Baskets in cash 
and a Futures-Based ETF must pay redemption pro-
ceeds in cash. This requirement accounts for one of 
the primary distinctions between ‘40 Act ETFs and 
Futures-Based ETFs with respect to the creation and 
redemption process.

After purchasing a Basket of shares, an Authorized 
Participant may hold the shares for its own account 
or sell them to other “brokerage firms, institutional in-
vestors or individual investors.”48 The shares are simul-
taneously “listed on a national stock exchange . . . and 
trade through purchase and sale transactions in the 
secondary market,”49 like any other exchange listed 
shares.50 Futures-Based ETF shares may be purchased 
and sold throughout the trading day at market prices 
plus any additional charge incurred as normal broker-
age commissions payable by retail investors to their 
brokers. Individual shareholders may not create or 
redeem Baskets directly.51 The arbitrage opportunities 
are presented when the market price of the shares de-
viates sufficiently, either positively or negatively, from 
the Futures-Based ETF’s NAV. For example, because 
Baskets of each Futures-Based ETF are priced based 
on the Futures-Based ETF’s NAV, if the share price in 
the secondary market is higher than the Futures-Based 

ETF’s NAV, then an Authorized Participant can capi-
talize on this arbitrage opportunity by creating a Bas-
ket at the Futures-Based ETF’s NAV, selling the shares 
at market price and profiting from the difference. 

The shares placed in the secondary market 
through the creation process continue trading 
until the market price provides an arbitrage op-
portunity and an Authorized Participant obtains 
enough shares to enable it to redeem a Basket 
for the cash value of shares contained in the Bas-
ket.52 Shares redeemed by the Authorized Par-
ticipant cannot be netted against sales53 and will 
no longer be in circulation in the public market. 
Thus, Futures-Based ETF operators are cautioned 
to carefully track the rate at which the Futures-
Based ETF is processing Basket creations in order 
to avoid depletion of available registered shares in 
light of a potentially lengthy registration process 
for new shares.

Creation Procedures
Typically, an Authorized Participant may place an 

order with a Futures-Based ETF to create one or more 
Baskets. Purchase orders must be placed by no later 
than a predetermined cutoff time on the day on which 
the Futures-Based ETF receives a valid purchase order. 
The action of submitting a purchase order is typically 
irrevocable and the Authorized Participant’s account 
with The Depository Trust Company (“DTC”) may be 
charged a transaction fee.54

Determination of Required  
Cash Payment

The total cash payment required to create each 
Basket will be the NAV of the Basket(s) as of the time 
the Futures-Based ETF’s NAV is calculated on the pur-
chase order date. Baskets are typically issued on the 
business day after the purchase order was made, at the 
applicable NAV per Basket, but only if the required 
payment has been timely received.

Because orders to purchase Baskets are placed 
prior to the calculation of the NAV of the Fu-
tures-Based ETF, Authorized Participants will not 
know the total amount of cash required to create 
a Basket at the time they submit what is typically 
an irrevocable purchase order for the Basket. The 
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NAV of a Futures-Based ETF, and in turn, the to-
tal amount of cash required to create a Basket, 
could rise or fall substantially between the time 
a purchase order is submitted and the time the 
NAV of the Futures-Based ETF is calculated.

Delivery of Creation Payment
The payment associated with the creation of 

one or more Baskets due from an Authorized Par-
ticipant is typically delivered to the Futures-Based 
ETF at a predetermined time on the business day 
immediately following the creation order date, at 
which time the Authorized Participant’s DTC ac-
count will be credited with such Baskets.

Redemption Procedures
The procedures by which an Authorized Par-

ticipant may redeem Baskets mirror the proce-
dures for the creation of Baskets. On any busi-
ness day, an Authorized Participant may place a 
redemption order to redeem one or more Baskets. 
Redemption orders must be received by a pre-
determined cutoff time. Redemption orders are 
typically irrevocable.55

By placing a redemption order, an Authorized 
Participant agrees to deliver the Basket(s) to be re-
deemed through DTC’s book-entry system to the 
Futures-Based ETF no later than a predetermined 
cut-off time on the business day immediately fol-
lowing the date the Authorized Participant placed 
its redemption order.56 By placing a redemption 
order, and prior to receipt of the redemption pro-
ceeds, an Authorized Participant’s DTC account 
may be charged a non-refundable transaction 
fee.57

Determination of  
Redemption Proceeds

The redemption proceeds from a Futures-Based 
ETF consist of the cash redemption amount. The 
cash redemption amount is equal to the NAV of the 
Basket(s) of the Futures-Based ETF requested in the 
Authorized Participant’s redemption order as of the 
time that the NAV of the Futures-Based ETF is de-
termined on the redemption order date. The Admin-
istrator or the Distributor, as applicable, will instruct 

the Transfer Agent and the Custodian of redemption 
orders by close of business on the date of the redemp-
tion order.

Delivery of Redemption Proceeds
The redemption proceeds due from a Futures-

Based ETF are typically delivered to the Autho-
rized Participant at a predetermined time on the 
business day immediately following the redemp-
tion order date if, by such time, the Futures-Based 
ETF’s DTC account has been credited with the Bas-
kets to be redeemed. The Custodian will distribute 
the cash redemption amount at a predetermined 
time on the business day immediately following 
the redemption order date through DTC to the ac-
count of the Authorized Participant, as recorded 
on DTC’s book-entry system, but only if the ap-
plicable Baskets have been timely received. If the 
Futures-Based ETF’s DTC account has not been 
credited with all of the Baskets to be redeemed by 
such time, the redemption proceeds are delivered 
to the extent of whole Baskets received.

Advantages of  
Futures-Based ETFs

The advantages of ETFs are well documented. 
These include, but are not limited to, (i) the ability to 
trade like a typical security throughout the business day  
(depending on trading volume) at real-time prices,58  
(ii) efficiency and lower cost created by the fact that 
most transactions involving ETF shares take place on 
secondary stock exchanges and, therefore, do not gen-
erate expenses borne by the ETF,59 (iii) the ability of 
shares of ETFs to be eligible for margin accounts and 
(iv) the transparency created by daily disclosure of the 
ETF’s portfolio components on the ETF’s website.60

Futures-Based ETFs provide investors the following 
additional advantages:
1.	 “Equitization” or “Retailization” of futures-based 

investments. Because the face value of a futures 
contract may be $100,000, futures contracts are 
not instruments intended for the retail market. By 
investing in a Futures-Based ETF, an investor will 
gain an exposure to one or more of the futures 
contracts underlying the applicable Index, as ap-
plicable, and the investor’s losses are limited to the 
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value of its initial investment (assuming that the 
investor established a long position in a Futures-
Based ETF).

2.	 If an investor were to invest directly in fu-
tures contracts, he/she would be required to 
monitor his/her investments actively and to 
roll positions just prior to the maturity of 
each applicable futures contract in order to 
avoid, if applicable, delivery of the underly-
ing commodity, financial instrument or cur-
rency. However, by investing in the shares 
of a Futures-Based ETF instead of investing 
directly in futures contracts, the managing 
owner of the Futures-Based ETF (the “Man-
aging Owner”) will execute the necessary 
rolls (i.e., the closing of open positions on 
futures contracts just prior to expiration and 
the establishment of new positions to replace 
the settled futures contracts.)

3.	 An investment in a Futures-Based ETF elimi-
nates the need for an investor to create the nec-
essary positions in order to construct a port-
folio that would track the applicable Index. 
Furthermore, the Managing Owner will also 
rebalance the Futures-Based ETF’s portfolio in 
a manner consistent with the corresponding 
Index, which the investor would otherwise be 
required to handle, if the investor’s objective 
was to track the identical Index.

4.	 By investing in a Futures-Based ETF, an investor is 
not required to manage a futures trading account. 
For example, the investor will not be required to 
make maintenance payments or meet margin calls 
received from the futures commission merchant 
(the “FCM”). Instead, the Managing Owner will 
make maintenance payments or margin calls and 
take all other necessary management related activi-
ties with regard to the ETF’s futures account.

II.  Futures-Based ETFs:  
How are they structured?

Formation and Jurisdiction
Futures-Based ETFs are typically formed as Delaware 

statutory trusts, organized either as a single trust61 or as 

a series trust.62 The trusts are treated as partnerships for 
federal income tax purposes and provide pass-through 
tax treatment for investors. Additionally, in Delaware, 
the statutory trust form insulates Futures-Based ETF 
shareholders from personal liability to the same extent 
as the Delaware corporate form.63 These advantages, 
combined with a well developed body of law, have pro-
vided additional incentives to utilize a Delaware statu-
tory trust.64

Investment Company Act Analysis
As a threshold matter and during the planning 

process, Futures-Based ETF sponsors must consider 
the risk that the fund could potentially be deemed 
an investment company required to register under 
the ‘40 Act. There are serious adverse consequences 
to operating an unregistered investment company 
and a Futures-Based ETF sponsor should not launch 
a Futures-Based ETF without a high level of comfort 
that the Futures-Based ETF, if operated in accordance 
with its stated objectives and policies, is not and will 
not be required to register under the ‘40 Act.65 The 
determination of whether a Futures-Based ETF is an 
investment company begins with the definition of the 
term “investment company.” An “investment com-
pany” is defined in section 3(a)(1) of the ‘40 Act as an 
issuer that: 
 “(A)	 is or holds itself out as being engaged prmar-

ily, or proposes to engage primarily, in the 
business of investing, reinvesting, or trading in 
securities; 

 (B)	 is engaged or proposes to engage in the 
business of issuing face-amount certifi-
cates of the installment type, or has been 
engaged in such business and has any such 
certificate outstanding; or 

 (C)	 is engaged or proposes to engage in the 
business of investing, reinvesting, owning, 
holding, or trading in securities, and owns 
or proposes to acquire investment securi-
ties having a value exceeding 40 percentum 
of the value of such issuer’s total assets (ex-
clusive of Government securities and cash 
items) on an unconsolidated basis.”66

Under section 3(a)(1), the key consideration is 
whether the issuer is “primarily engaged” in the busi-



Futures & Derivatives Law Report 	 October 2011   n   Volume 31   n   Issue 9

© 2011 Thomson Reuters	 7

ness of investing, reinvesting, or trading securities.67 
However, neither the Securities and Exchange Com-
mission (the “SEC”) nor the courts have articulated a 
comprehensive or authoritative interpretation of the 
“primary engagement” standard.68 Indeed, the SEC 
has stated that “[s]ince determining a company’s pri-
mary engagement involves considering many factors, 
no specific guidelines can be established for conclud-
ing in all conceivable circumstances whether a com-
pany is an investment company.”69

In the past, this lack of clarity created consider-
able uncertainty for commodity pool operators. 
However, relief for commodity pool operators 
and, by extension, for Futures-Based ETFs, was 
provided in the Tonopah Mining Co. of Nevada 
and Peavey Commodity Futures Funds line of 
SEC no-action letters.

In Tonopah Mining, although the company met 
the definition of an investment company under sec-
tion 3(a)(1)(C) due to the fact that over 40 percent 
of its assets were investment securities, the company 
applied to the SEC for an order under section 3(b)
(2) of the ‘40 Act declaring it not to be an investment 
company because it was primarily engaged in metal 
mining, a non-investment company business.70 The 
SEC adopted a five factor analysis for determining an 
issuer’s primary business purpose for the purpose of 
assessing the issuer’s status under the ‘40 Act.71 The 
factors were: (1) the issuer’s historical development; 
(2) its public representations of policy; (3) the activi-
ties of its officers and directors; and, most importantly 
both, (4) the nature of its present assets; and (5) the 
source of its present income.72

This analysis was further developed with re-
spect to commodity pools in Peavey Commodity 
Futures Funds, I, II and III. In Peavey, the Office 
of Chief Counsel of the Division of Investment 
Management of the SEC (the “Staff”) recognized 
that, for a commodity pool, the nature of the pres-
ent assets on the commodity pool’s balance sheet 
(fourth factor articulated in Tonopah Mining) 
may not necessarily be a useful indicator of the 
commodity pool’s primary business for purposes 
of assessing the commodity pool’s status under 
the ‘40 Act.73 Specifically, the Staff noted that 

“ … it has been recognized that with respect to a 
commodity pool, a snapshot picture of its balance 

sheet contrasting the value of its futures contracts 

(unrealized gain on such contracts) with the value 

of its other assets, e.g., its reserves and margin 

deposits, which often are in the form of United 

States government notes, may not reveal the pri-

mary nature of the business.”74

For example, even if the comparison establishes that 
a large percentage of the commodity pool’s assets are 
in securities, the commodity pool may not be primar-
ily engaged in an investment company business.75 Al-
though it did not articulate a bright-line rule, the Staff 
took the position in Peavey that, in determining the 
primary engagement of an entity investing in futures, 
the most important factor is the “area of business in 
which the entity anticipates realization of the great-
est gains and exposure to the largest risks of loss.”76 
Therefore, the Staff noted, “at least with respect to 
such a company, a company’s intentions are of great 
importance in determining its primary business.”77 
However, the Staff also indicated that “a company’s 
real intentions may be revealed by its opera-
tions.”78 (emphasis added). Peavey implies that some 
amount of securities investment activity (other than 
securities investing that is merely incidental to invest-
ing in commodity interests such as securities held to 
margin futures positions) may be undertaken by an 
investment fund without jeopardizing its status as a 
commodity pool,79 but Peavey provides no guidance 
as to the point at which securities investing and trad-
ing becomes a primary engagement or at which point 
commodity interest investing and trading ceases to be 
a primary engagement. The Staff’s analysis in Peavey 
has been subsequently reaffirmed with respect to com-
modity pools, such as Futures-Based ETFs, and by now 
it is a well-established legal analysis for determining the 
status of a commodity pool under the ‘40 Act.80

Managing Owners should keep in mind that while 
Peavey stands for the proposition that the business 
area with respect to which an entity anticipates realiza-
tion of the greatest gains and exposure to the largest 
risks of loss is the most important factor to be con-
sidered in determining the primary engagement of a 
commodity pool, it also does not ignore the first three 
factors of the Tonopah Mining test.81
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Management and Service Providers

The Managing Owner
The Managing Owner is the entity responsible 

for the overall management and operation of the 
Futures-Based ETF. The Managing Owner ini-
tially is similar to a “promoter”82 in that it creates 
and promotes the Futures-Based ETF, enters into 
agreements with third-party providers, and ar-
ranges for the purchase of the initial shares by an 
initial purchaser. Unlike a promoter, a Managing 
Owner continues to oversee the operations and 
provides ongoing management of the Futures-
Based ETF. Typically, the Managing Owner also 
monitors the performance of the Futures-Based 
ETF’s portfolio and reallocates and rebalances 
the assets within the portfolio to ensure that the 
portfolio tracks its respective index.83 A Manag-
ing Owner must register with the CFTC as the 
commodity pool operator for the Futures-Based 
ETF, and may also register on a voluntary basis as 
the commodity trading advisor. In addition, Man-
aging Owners must be members of the NFA in 
such capacities. A Managing Owner must comply 
with regulatory requirements under the CEA and 
the various rules and regulations of the CFTC 
and the NFA.

The Managing Owner may be managed by a 
“board of managers,” “board of directors” or its 
functional equivalent. The Managing Owner may 
appoint its officers (who may or may not be mem-
bers of the board of managers) with titles similar 
to that of a corporation to facilitate the Futures-
Based ETF’s compliance with the requirements of 
the federal securities laws. For example, the Man-
aging Owner may, at a minimum, appoint a chief 
executive officer (principal executive officer) and 
a chief financial officer (principal financial officer) 
to act on behalf of the Futures-Based ETF. Of-
ficers with these or similar titles are required to 
comply with the federal securities laws.

The Commodity Pool Operator
A commodity pool operator (the “CPO”) is a 

“person engaged in a business similar to an in-
vestment trust or a syndicate and who solicits or 

accepts funds, securities, or property for the pur-
pose of trading commodity futures contracts or 
commodity options.”84 In other words, the CPO 
is an individual or organization that operates a 
commodity pool and solicits funds for that com-
modity pool.85 The CPO either makes trading de-
cisions on behalf of the commodity pool itself or 
engages a commodity trading advisor to do so.86

The Commodity Trading Advisor
A commodity trading advisor (the “CTA”) is 

“a person who, for pay, regularly engages in the 
business of advising others as to the value of com-
modity futures or options or the advisability of 
trading in commodity futures or options, or issues 
analyses or reports concerning commodity fu-
tures or options.”87 Notably, the CFTC does not 
require a CPO to register as a CTA if its trading 
advisory functions are performed in connection 
with its functions as a CPO. However, certain 
market participants have elected to register with 
the CFTC as both a CPO and a CTA.88

The Commodity Broker or Futures 
Commission Merchant

The commodity broker (the “Commodity Bro-
ker”), in its capacity as the Futures-Based ETF’s 
clearing broker, when applicable, executes and 
clears the Futures-Based ETF’s futures transac-
tions and may also perform certain administra-
tive services.89 Although a variety of executing 
brokers may execute futures transactions on 
behalf of the Futures-Based ETF,90 these execut-
ing brokers “give up” their transactions to the 
Futures-Based ETF’s Commodity Broker.91 A 
Commodity Broker must be registered with the 
CFTC as a futures commission merchant and be 
a member of the NFA in such capacity.92 The CEA 
and the CFTC define an FCM as any person or 
entity that “solicit[s] or accept[s] orders for the 
purchase or sale of any commodity for future de-
livery on or subject to the rules of any exchange 
and that accept[s] payment from or extends credit 
to those whose orders are accepted.”93
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The Administrator
The administrator (the “Administrator”) “per-

forms or supervises the performance of [certain] 
services necessary for the operation and administra-
tion of . . . [a Futures-Based ETF] (other than making 
investment decisions), including receiving and pro-
cessing orders from Authorized Participants to cre-
ate and redeem baskets, NAV calculations, fund ac-
counting, preparation of reports used in connection 
with certain filing requirements, maintaining books 
and records, and performing other fund administra-
tive services.”94

The Distributor
The distributor (the “Distributor”) must be 

a registered broker-dealer and a member of the 
Financial Industry Regulatory Authority (“FIN-
RA”) that may act as an agent for the Futures-
Based ETF and assists with the marketing of the 
Futures-Based ETF.95 Its role varies depending 
upon the business needs of the Futures-Based 
ETF. However, under certain arrangements, the 
Distributor may also play a role in the creation 
and redemption process. The Distributor may 
work with the Administrator, the Transfer Agent 
and the Authorized Participant to process the re-
ceipt of creation and redemption orders.96

The Custodian
The custodian (the “Custodian”) is a third-par-

ty entity that may hold the Futures-Based ETF’s 
securities and cash delivered to the Custodian 
on behalf of the Futures-Based ETF.97 As part of 
its responsibilities, the Custodian establishes se-
curities and cash accounts and maintains books 
and records segregating the assets of the Futures-
Based ETF.98 The Custodian may also retain cer-
tain financial books and records, including, for 
example: Basket creation and redemption books 
and records, fund accounting records, ledgers 
with respect to assets, liabilities, capital, income 
and expenses, the register, transfer journals and 
related details and trading and related documents 
received from futures commission merchants. 
The Custodian may also hold non-margin cash 
on behalf of the Futures-Based ETF.

The Transfer Agent
Futures-Based ETFs typically use a transfer 

agent (the “Transfer Agent”) to track the own-
ership of its shares.99 Generally, a transfer agent 
performs the following functions:

(a)	 keeps records of who owns a Futures-Based 
ETF’s shares, how many shares each investor 
owns and how those shares are held—typi-
cally in book-entry form, or by the investor’s 
brokerage firm in street name.

(b)	 acts as an intermediary for the Futures-Based 
ETF. It may also serve as the Futures-Based 
ETF’s paying agent for distributions of in-
terest income to investors. In addition, a 
Transfer Agent may act as proxy agent for 
the Futures-Based ETF (sending out proxy 
materials).100

The Marketer
The Marketer assists the Managing Owner “with 

certain functions and duties such as providing various 
educational and marketing activities regarding the 
. . . [Futures-Based ETF], primarily in the secondary 
market, which activities [typically include] . . . com-
municating the [Futures-Based ETF’s] name, charac-
teristics, uses, benefits and risks consistent with” the 
Futures-Based ETF’s disclosure document.101

The Index Sponsor
The index sponsor (the “Index Sponsor”) is 

the business entity that creates, establishes and 
oversees the index that is tracked by the Futures-
Based ETF.102 As mentioned above, an index is a 
set of rules applied to a body of data and does not 
represent the results of actual investment or trad-
ing.103 The rules of an Index inform the buying 
and selling of both the types and quantities of the 
Index Contracts.104 Hence, the Index Sponsor cre-
ates, establishes and oversees the Index tracked 
by the Futures-Based ETF but does not actually 
provide investment advice to the Futures-Based 
ETF or the Managing Owner.
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The Index Calculation Agent
For certain indices, the Index Sponsor may 

appoint a third-party to compute, maintain and 
disseminate Index data (the “Index Calculation 
Agent”). The Index Calculation Agent computes 
the value of the Index pursuant to the rules of the 
applicable Index. Index data is then disseminated 
by a number of market data vendors, typically 
including Bloomberg and Reuters. Through this 
function, the Index Calculation Agent plays an 
important role in maintaining the transparency of 
the Futures-Based ETF.

The Initial Purchaser
After a Futures-Based ETF has received clear-

ance from the applicable regulators and prior 
to commencement of trading on an exchange, it 
must establish the appropriate positions in futures 
contracts so that the Futures-Based ETF may 
commence trading in a manner consistent with 
its Index and establish a NAV. This is usually ac-
complished by entering into a contractual agree-
ment with a registered broker-dealer (the “Initial 
Purchaser”) (again, after the Futures-Based ETF’s 
Registration Statement, as defined below, has 
been declared effective) to purchase one or more 
initial Basket(s) on a business day prior to the 
commencement of trading on an exchange. The 
initial positions provide the investing public with 
a sufficient number of shares to trade until such 
time as one or more Authorized Participants (see 
discussion below) may submit creation orders. 
Once the Initial Purchaser creates and receives the 
initial Basket(s), its role as an initial purchaser of 
the Futures-Based ETF terminates.105

The Authorized Participants
An Authorized Participant must be (i) a reg-

istered broker-dealer, (ii) a participant in DTC 
(clearance and settlement are done through the 
DTC process) and (iii) in privity of contract with 
the Futures-Based ETF.106 Despite entering into 
an agreement with the Futures-Based ETF, an 
Authorized Participant is not contractually obli-
gated to submit a creation or redemption order. 
The Authorized Participant will submit an order 

based on sufficient market demand or arbitrage 
opportunities to close the spread between share 
price and the NAV of the Futures-Based ETF.107

An Authorized Participant plays a role similar to that 
of an Initial Purchaser, except that Authorized Partici-
pants may create and redeem shares during the con-
tinuous offering of the Futures-Based ETF.108 Because 
the shares issued to Authorized Participants may be 
“issued on an ongoing basis, at any point during the 
life of  . . . [the fund] a ‘distribution,’ as such term is 
used in the Securities Act” of 1933 (the “‘33 Act”), as 
well as under Regulation M under the Securities Ex-
change Act of 1934 (the “‘34 Act”), may be occurring 
at any time during the life of the Futures-Based ETF.109 
Thus, an Authorized Participant must understand and 
acknowledge that some activities on its part, depend-
ing on the circumstances, will result in it being deemed 
to be a statutory underwriter and subject it to the pro-
visions of the ‘33 Act110 (e.g., the prospectus delivery 
requirement).

An Initial Purchaser is not prohibited from act-
ing as an Authorized Participant. However, institu-
tions that serve as both the Initial Purchaser at the 
launch of the Futures-Based ETF and as an Au-
thorized Participant on an ongoing basis through 
the life of the Futures-Based ETF are careful to 
distinguish these separate roles and typically enter 
into two separate agreements. It is important to 
note that the Initial Purchaser serves in a function 
akin to an underwriter in a public offering and its 
role as an Initial Purchaser is subject to all of the 
regulations and liability provisions applicable to 
an underwriter in an underwritten public offering. 
Authorized Participants, on the other hand, have 
no obligation to create any Baskets and are not 
subject to all such rules and liability provisions. 

III. Futures-Based ETFs:  
Who regulates them?

CFTC’s and NFA’s Role in Regulating 
Futures-Based ETFs

Background
Operators of public commodity pools are sub-

ject to a panoply of regulations promulgated by 
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the CFTC under the CEA.111 Futures-Based ETFs 
trade in futures on financial instruments or com-
modities and are classified as commodity pools 
that (through the regulation of the Managing 
Owner as described in the next paragraph) are 
subject to regulation by the CFTC and the NFA. 
The term commodity is broadly defined and in-
cludes what many would expect (e.g., wheat, 
corn, cotton, rice).112 However, commodities also 
include “services, rights and interests in which 
contracts for future delivery are presently or in 
the future dealt in.”113 CFTC regulations further 
provide, in pertinent part, that a “commodity in-
terest” means “any contract for the purchase or 
sale of a commodity for future delivery.”114 Long 
a term without a definition, “commodity pool” is 
now defined by the CEA to include 

“any investment trust, syndicate, or similar form 
of enterprise operated for the purpose of trading 
in commodity interests, including any

(i)	 commodity for future delivery,  
	 security futures product, or swap;

(ii)	 agreement, contract, or transaction

	 described in section 2(c)(2)(C)(i) or 	
	 section 2(c)(2)(D)(i);

(iii)	 commodity option authorized under 	
	 section 4c; or

(iv)	 leverage transaction authorized  
	 under section 19.”115

It is important to note that unlike the federal secu-
rities laws where the Futures-Based ETF is the regis-
trant whose transactions are regulated by the SEC, the 
CFTC and the NFA do not regulate the Futures-Based 
ETF itself, but rather regulate the CPOs116 (or the 
Managing Owner in this context) and CTAs.117 The 
CFTC is an independent governmental agency with 
a mandate to regulate the commodity futures and op-
tion markets in the United States.118 In particular, the 
CFTC’s Part 4 rules (the “Part 4 Rules”) provide the 
regulatory regime for oversight of the operations and 
activities of CPOs and CTAs.119 The Part 4 Rules cover 
the disclosure, reporting and recordkeeping require-
ments and the registration and compliance exemp-
tions for CPOs and CTAs, along with certain other 
general provisions.120

The NFA regulates the players in the com-
modities markets and is the agency with which 
the Managing Owner has the most direct interac-
tion. The NFA was formed and registered with 
the CFTC as a “registered futures association”121 
pursuant to the CEA.122 The NFA is the only non-
exchange self-regulatory organization123 for com-
modities professionals in the United States. The 
CFTC has delegated to the NFA responsibility 
for, among other things, registering CTAs, CPOs, 
FCMs, introducing brokers and their respective 
associated persons and floor brokers, as appli-
cable.124 As a self-regulatory organization of the 
commodities industry, the NFA promulgates rules 
governing the conduct of commodity profession-
als and disciplines those professionals who do 
not comply with such standards.125 For example, 
NFA members are subject to NFA standards re-
lating to fair practice, financial condition, and 
consumer protection.126

Futures Contracts
Futures contracts are standardized contracts made 

on United States or foreign exchanges that call for the 
future delivery of specified quantities and qualities of 
various agricultural commodities, industrial commodi-
ties, currencies, financial instruments or metals for a 
predetermined price at a specified time and place.127 
The contractual obligations, depending upon whether 
one is a buyer or a seller, may be satisfied either by tak-
ing or making, as the case may be, physical delivery of 
a specific amount of an approved grade of commod-
ity or by making an offsetting sale or purchase of an 
equivalent but opposite futures contract on the same, 
or mutually offsetting, exchange prior to the designat-
ed date of delivery.128

Contango and Backwardation
The commodities price curve is affected by a number 

of factors such as the type of commodities, the present 
supply and demand, maintenance, storage costs and 
other related factors. The price curve of commodity 
futures contracts is also affected by whether the mar-
ket for the commodity is experiencing “contango” or 
“backwardation.”

A “contangoed market” is a market in which 
prices in succeeding delivery months are pro-
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gressively higher than in the nearest delivery or 
“spot” month. A “backwardated market” is a 
market in which prices in succeeding delivery 
months are progressively lower in the distant de-
livery months. In other words, if the price curve 
is increasing over time, then the market is con-
sidered to be in contango and if the price curve is 
decreasing over time, then the market is consid-
ered to be backwardated.129 Generally, the price 
curve in a matured commodity market tends to 
have a contango structure (i.e., higher prices in 
the future months), which reflects, for example, 
the cost of carrying inventory, the effects of sup-
ply and demand and a number of other factors.130

Contangoed markets have been problematic, and 
a potential trap for unwary investors in some Futures-
Based ETFs. As the futures contracts held by a Fu-
tures-Based ETF near expiration, they are “rolled” or 
replaced by contracts that have a later expiration. Be-
cause contangoed markets are those in which the pric-
es of contracts are higher in the distant delivery months 
than in the nearer delivery months, the monies raised 
from the low priced, closed out contracts will not buy 
the same number of new contracts going forward. In 
effect, a fund that is invested in a contangoed market 
will sell low and buy high, which will adversely affect 
the NAV of the Futures-Based ETF (while the levels of 
the corresponding Index may not have declined).

The recognition of the potential disadvantages 
presented by contango and advantages presented 
by backwardation has led to further develop-
ments for futures-based indices. Index sponsors 
have developed indexes with roll methodologies 
that attempt to minimize the negative effects of 
contangoed and maximize the positive effects of 
backwardated markets. These methodologies re-
flect another evolutionary step in the development 
of Indexes that Futures-Based ETFs may track.

Futures Contracts Ownership Limits
The CFTC and U.S. futures exchanges have 

established limits, referred to as “speculative 
position limits”131 (or “position limits”), “daily 
price fluctuation limits” (or “daily limits”) and 
position accountability limits which (i) set the 
maximum speculative positions held or owned 
in certain futures interests contracts, (ii) set limits 

on the amount of fluctuation in futures interests 
contract prices during a single trading day and 
(iii) limit any person from holding a position of 
more than a specific number of certain futures 
contracts, respectively.132

Speculative Position Limits. The CFTC has 
the regulatory authority “to establish position 
limits with respect to all commodities and has 
established position limits for all agricultural 
commodities.”133 Speculative position limits set 
the maximum net long or net short speculative 
positions that any person or group of persons 
(other than a hedger) may hold, own or control 
in certain futures interests contracts. In addition, 
the CFTC requires each U.S. exchange “to submit 
position limits for all commodities traded on such 
exchange for approval by the CFTC.”134

Daily Limits. Daily limits, as determined by the ex-
changes, “establish the maximum amount that the 
price of a futures interests contract may vary either 
up or down from the previous day’s settlement price. 
Once the daily limit has been reached in a particular 
futures interest contract, no trades may be made at a 
price beyond the limit.”135 However, the exchange 
may elect to increase the original daily limit.

Position Accountability Limits. Through the 
application of position accountability limits as 
determined by the exchanges, any person may be 
prohibited from holding a position of more than 
a specific number of such futures contracts.136 Un-
der the rules of a futures exchange, an investor 
that holds a certain number of futures contracts 
may be (i) required by the futures exchange to ini-
tially report its positions to the futures exchange 
as its holdings approach the position account-
ability limits, and (ii) requested by the futures ex-
change to limit or decrease its holdings of such fu-
tures contracts pursuant to the futures exchange’s 
position accountability limits.137

CPO Registration/Exemption
As previously noted, the Managing Owner or 

operator of a commodity pool is required to reg-
ister, unless exempt, as a CPO with the CFTC and 
become a member of the NFA. Such exemptions 
are generally not available to Managing Owners 
of Futures-Based ETFs.138
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The CPO registration process involves the filing 
of certain registration applications with the NFA. 
Registration requires filings by the CPO and each 
principal139 and associated person.140 The CPO 
registration must be renewed annually141 and any 
changes to the information disclosed in the regis-
tration application must be promptly reported to 
the NFA.142

The CPO must also comply, unless exempt, 
with disclosure, compliance, ongoing reporting 
and recordkeeping requirements and is subject to 
periodic audits.143

Disclosure Document– 
CFTC Part 4 Rules

A Futures-Based ETF’s offering document is known 
as the “Disclosure Document” for commodities pur-
poses and the “Prospectus” (which forms a part of the 
registration statement that is filed to register the shares 
of the Futures-Based ETF (the “Registration State-
ment”)) for federal securities purposes. The Disclo-
sure Document for a Futures-Based ETF is prepared, 
in part, pursuant to CFTC Regulations 4.24 and 4.25 
and must be filed electronically through the NFA’s 
Electronic Disclosure Document Filing System.144 
The filing of the initial Disclosure Document with the 
NFA, the SEC and FINRA initiates an exchange of 
comment letters from these various regulators and re-
sponse letters from the Managing Owner in response 
to the comment letters.145 The synchronization of this 
response process is aided by an understanding of the 
review schedules that the different regulators observe.

The CFTC recently amended certain of its regula-
tions as they affect CPOs. Some of these amendments 
relate to the rules affecting Futures-Based ETFs and re-
flect the CFTC’s recognition that Futures-Based ETFs 
have become sufficiently common to justify such rule 
amendments. All prospective Managing Owners of 
Futures-Based ETFs may now benefit from the relief 
that Rule 4.12, discussed in more detail below, pro-
vides with respect to certain CFTC Rules that affect 
the operations of Futures-Based ETFs.

Timing Considerations with  
Respect to Filing and Use of the  
Disclosure Document

The CFTC requires the filing of a Disclosure 
Document with the NFA at least 21-days prior to 
the date of first use.146 The SEC typically requires 
a minimum of 30-days to review the initial filing 
of the Registration Statement. Upon completion 
of the NFA’s and the SEC’s initial review, each 
regulator will provide the Managing Owner with 
its comment letter. However, the review period 
only indicates when the regulators will respond 
with written comments and does not address 
when the Futures-Based ETF may be offered to 
the public. The difference in response time not-
withstanding, Managing Owners typically file the 
initial Registration Statement with the SEC and 
the Disclosure Document with the NFA at the 
same time. Throughout the registration process, 
the Managing Owner may file with both the SEC 
and the NFA simultaneously. However, there is 
no requirement to do so.

In light of the above, particularly unique to Fu-
tures-Based ETFs is the fact that unlike the SEC, 
which allows for initial marketing of registered 
offerings with a preliminary Prospectus, the NFA 
does not recognize an analogous preliminary 
Disclosure Document concept and therefore, the 
Futures-Based ETF may only access the market 
with a final Disclosure Document that has cleared 
all regulators.147 This creates marketing dilemmas 
and eliminates the underwriter’s ability to act 
during the “waiting period” that occurs after the 
Registration Statement (which includes the Dis-
closure Document) has been filed, but before it 
is declared effective by the SEC. In a customary 
SEC-registered offering, the underwriters, in ac-
cordance with SEC regulations, may market the 
issue (i.e., solicit offers to buy) prior to effective-
ness, while the Registration Statement remains 
subject to SEC review.148

Delivery, Recordkeeping and  
General Disclosure

Operators of public commodity pools are sub-
ject to regulations promulgated by the CFTC 
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under the CEA.149 Because Futures-Based ETFs 
were not yet conceived at the time these regula-
tions were drafted, a number of these regulatory 
requirements proved to be incompatible with the 
structure and function of Futures-Based ETFs. 
As a result, Futures-Based ETF operators need-
ed relief from the CFTC. These requests and the 
grants of relief eventually became routine.150 In 
recognition of these incompatibilities and the per-
functory nature of the relief requests, the CFTC 
amended its regulations to provide relief from 
certain disclosure, reporting and recordkeep-
ing requirements for CPOs of commodity pools 
whose shares are registered under the ‘33 Act and 
listed and traded on an exchange. These revisions 
came in the form of an amendment to Rule 4.12 
which became effective on June 17, 2011. Under 
the revised rule, prospective Futures-Based ETF 
operators need only file an exemptive notice. The 
CFTC grandfathered and preserved the relief pre-
viously granted to CPOs of Futures-Based ETFs 
“so long as the requirements of the final regula-
tions were no more restrictive than the require-
ments” of the relief letters previously granted to 
the CPO.151

The CFTC added paragraph (c) to Rule 4.12 that, 
subject to specified conditions, permits the CPO of 
a Futures-Based ETF to claim relief from the specific 
Disclosure Document delivery and acknowledgment 
requirements of Rule 4.21, the monthly account state-
ment delivery requirement of Rule 4.22, and the re-
quirement to retain the CPO’s books and records at 
its main business address in Rule 4.23.152 In addition, 
the CFTC issued a Notice and Order that authorized 
the NFA to process claims for exemption from these 
requirements if the specific conditions under Rule 
4.12(c) are satisfied.153 

Rule 4.21–Required Delivery of Pool 
Disclosure Document and Receipt of 
Written Acknowledgement 

A CPO is prohibited from soliciting or receiv-
ing funds from an investor until the CPO deliv-
ers a final Disclosure Document to the investor. 
Specifically, Rule 4.21 mandates that a CPO must 
deliver or cause to be delivered the Disclosure 
Document to prospective investors,154 and it may 

not accept or receive funds from prospective in-
vestors unless the CPO has first received a signed 
and dated acknowledgement from the prospec-
tive investor acknowledging that he has received 
the Disclosure Document.155 The obligation to 
deliver extends only to direct purchasers of the 
shares (who are the Authorized Participants) and 
not to retail investors.156 Prior to the amendment 
to Rule 4.12, Authorized Participants received 
(and provided to the Futures-Based ETF’s CPO 
a written acknowledgement of such receipt of) a 
Disclosure Document that complied with the re-
quirements in the Part 4 Rules. Rule 4.12(c) has 
eliminated this specific requirement, subject to the 
satisfaction of certain conditions. One such condi-
tion is the requirement to post the Futures-Based 
ETF’s current Disclosure Document on the inter-
net website maintained by the CPO. It is expected 
that prospective and actual investors will utilize 
the services of a registered broker-dealer, and the 
revised Rule 4.12 requires that they either inform 
the investors where they may obtain the current 
Disclosure Document,157 or, upon request, deliver 
a copy of the current Disclosure Document.

Rule 4.22–Reporting to Pool  
Participants

CPOs are required to maintain accounting sys-
tems and prepare periodic financial statements 
for each commodity pool they operate. Unless 
exempt, CPOs must distribute periodic Account 
Statements and a certified Annual Report, when 
applicable.158 The Annual Report must be distrib-
uted to each commodity pool participant and must 
be submitted electronically, along with key finan-
cial balances from the report, to the NFA, within 
90-calendar days after the end of the commodity 
pool’s fiscal year.159 The Annual Report must be 
prepared in accordance with generally accepted 
accounting principles (“GAAP”) consistently 
applied and must be audited by an independent 
public accountant.160 Pursuant to Rule 4.22(h), 
each Account Statement and Annual Report must 
contain an oath or affirmation by a representative 
duly authorized to bind the Futures-Based ETF to 
the effect that “to the best of the knowledge and 
belief of the individual making the oath or affir-
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mation, the information contained in the docu-
ment is accurate and complete.”161

In the past, CPOs of Futures-Based ETFs have 
successfully obtained exemptions granted by the 
CFTC regarding the requirement to deliver the 
Account Statements, subject to monthly posting 
of the Account Statements (including the 4.22(h) 
oath or affirmation) on the Futures-Based ETF’s 
website. The CFTC grandfathered and preserved 
the relief previously granted to CPOs, “so long 
as the requirements of the final regulations were 
no more restrictive than the requirements” of the 
relief letters previously granted to the CPO.162

NFA Compliance Rule 2-46 requires that each 
CPO must file a quarterly report with the NFA, 
for each commodity pool that it operates and 
for which it has any reporting requirement un-
der CFTC Rule 4.22 (the “Rule 2-46 Report”). 
The Rule 2-46 Report is the CFTC analog of the 
quarterly reports filed with the SEC on Form 10-
Q.163 Within 45 days after the end of each quar-
terly reporting period, the CPO must file the in-
formation specified in Rule 2-46 with the NFA. 
The Rule 2-46 Report differs substantially from 
a Form 10-Q. The Rule 2-46 Report requires the 
CPO to provide, in part, information regarding 
the identity of the commodity pool’s administra-
tor, carrying broker(s), trading manager(s) and 
custodian(s), a statement of changes in NAV for 
the quarterly reporting period, monthly perfor-
mance for the three months comprising the quar-
terly reporting period and a schedule of invest-
ments identifying any investment that exceeds 
10% of the commodity pool’s NAV at the end of 
such period. 

Rule 4.23 – Recordkeeping
Rule 4.23 imposes requirements on CPOs to 

make and keep certain books and records in an 
accurate, current and orderly manner.164 These 
records must be made available for inspection 
by shareholders.165 The compliance records must 
be maintained at the main business office of the 
CPO,166 except for those records that may be kept 
by a third-party pursuant to either Rule 4.12 or 
exemptive relief from the CFTC, as applicable. 
CPOs of Futures-Based ETFs have sought and 

successfully received relief from the Rule 4.23 re-
cordkeeping requirements to the extent that such 
books and records are kept by third parties in ac-
cordance with Rule 4.23 and the access to partici-
pants required under Rule 4.23 is not disturbed. 
The CFTC grandfathered and preserved the relief 
previously granted to CPOs, “so long as the re-
quirements of the final regulations were no more 
restrictive than the requirements” of the relief let-
ters previously granted to the CPO.167

Rule 4.24 – General Disclosure  
Requirement

Rule 4.24 may be one of the most important rules 
for Futures-Based ETF operators.168 Rule 4.24 requires 
CPOs to disclose the characteristics of investments of 
the Futures-Based ETF, such as the fees and expenses 
of the Futures-Based ETF, the identities and business 
backgrounds of the principals of the CPO, conflicts 
of interest, liquidity, litigation and a litany of other rel-
evant disclosures.169 Although there is significant over-
lap with the SEC disclosure requirements, a number 
of the items are particular to futures trading and the 
players in the commodities sector. 

Rule 4.25 – Performance Disclosure 
Requirement

Rule 4.25170 requires the CPO to disclose cer-
tain performance related information regarding 
the Futures-Based ETF that is being offered and, 
if applicable, any other commodity pools oper-
ated by the CPO. Rule 4.25 provides specific 
performance metrics that must be disclosed such 
as the commodity pool’s NAV, largest monthly 
drawdown, worst peak-to-valley drawdown, 
break even table, certain legends and additional 
disclosure items.171

SEC’s Role in Regulating  
Futures-Based ETFs

Public Offerings
For federal securities law purposes, the public 

offering of shares by Futures-Based ETFs has the 
same regulatory implications as any other ‘33 Act 



October 2011   n   Volume 31   n   Issue 9 	 Futures & Derivatives Law Report 

16	 © 2011 Thomson Reuters

and ‘34 Act registered offering. For example, it is 
well understood that public offerings, including 
offerings by Futures-Based ETFs, are subject to 
the Section 10(b) and Rule 10b-5 anti-fraud pro-
visions of the ‘34 Act.172 However, several con-
siderations arise from the commodities regulatory 
overlay. There are numerous books and articles 
regarding SEC registered offerings, which are be-
yond the scope of this outline, and therefore the 
outline focuses only on the particular federal se-
curities regulations that are applicable to public 
offerings by Futures-Based ETFs.

Registration Requirement
1.	 Registration Under the ‘33 Act

The default form for registration of a Futures-Based 
ETF is the Registration Statement on Form S-1. The sale 
of shares may not take place until the Registration State-
ment has been declared effective by the SEC.173 While 
Section 5 of the ‘33 Act permits oral offers and written 
offers during the “waiting period” (after the Registra-
tion Statement has been filed but before it has been de-
clared effective),174 CFTC Regulations prohibit CPOs 
from making offers without delivering a final Disclosure 
Document.175 Because the Disclosure Document is not 
final176 until it is dated (and it cannot be dated until the 
SEC has declared the Registration Statement effective), 
there can be no offering of the shares prior to the SEC’s 
declaration of the effectiveness of the Registration 
Statement.
2.	 Registration Under the ‘34 Act

A Futures-Based ETF is required to register by 
filing a Form 8-A under the ‘34 Act in order to 
have its shares listed on a national securities ex-
change.177

The 19b-4 Application Process
A significant regulatory obstacle faced by Fu-

tures-Based ETFs is the listing process required 
for shares of the Futures-Based ETFs to be listed 
on a national securities exchange.178 Every class 
of security traded on an exchange must be autho-
rized for listing by the exchange and registered 
with the SEC.179 Each exchange has a set of listing 
standards that applies to its listed companies180 
and the different classes of securities listed on the 

exchange, which guide companies through the 
exchange’s requirements. Conventional securi-
ties (e.g., stocks, bonds and even some ‘40 Act 
ETF shares) do not pose any regulatory hurdle 
in connection with such listing.181 However, Fu-
tures-Based ETFs present a wrinkle in the listing 
process because they do not satisfy the generic 
listing requirements that exist for standard se-
curities and “plain vanilla” ETFs. Therefore, 
the exchanges are required to seek approval of a 
change in the listing rules from the SEC.182 This is 
achieved through the 19b-4 application process. 
Specifically, the exchange must submit a formal 
application to the SEC’s Division of Trading and 
Markets pursuant to Section 19(b)(1) and Rule 
19b-4 of the ‘34 Act.183 The 19b-4 application 
process may significantly delay (or possibly de-
rail) the launch of a Futures-Based ETF.

The Prospectus
1.	 Contents of the Prospectus

The Prospectus is prepared pursuant to the plain 
English principles and the requirements of Regula-
tion S-K (other than the financial statements included 
therein which must meet the requirements of Regula-
tion S-X as indicated in Part I of Form S-1). Because 
the Prospectus and the Disclosure Document are the 
same document, the Part 4 Rules must also be taken 
into account when drafting the Prospectus.
2.	 Elimination of the preliminary Prospec-
tus Concept

As previously mentioned, the CFTC does not 
allow the use of Disclosure Documents that are 
not in final form184 and this eliminates the use 
of preliminary Prospectuses during what other-
wise would be the marketing phase of SEC-reg-
istered offerings (prior to the effectiveness of the 
Registration Statement). While this may hinder 
the ability to establish an initial offering price 
through the use of a preliminary prospectus in the 
traditional sense (e.g., to determine market price), 
the use of a preliminary Prospectus is unnecessary 
in the Futures-Based ETF context because the 
initial share price is pre-determined. The initial 
share price, however, applies to the price at which 
the Futures-Based ETF will sell the shares to the 
Initial Purchaser, who in turn will sell the shares 
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to the public at prices that will vary depending 
upon the secondary market price of the shares.
3.	 Prospectus Delivery Requirement

Section 5(b)(2) of the ‘33 Act makes it unlawful to 
“carry or cause to be carried through the mails or in 
interstate commerce any . . . security for the purpose 
of sale or for delivery after sale, unless accompanied or 
preceded by a Prospectus that meets the requirements 
of subsection (a) of section 10.”185 Futures-Based 
ETFs, similar to other SEC registered issuers, are 
subject to the prospectus delivery requirement. Since 
2005, the obligation is considered to be satisfied under 
the “access equals delivery” method prescribed under 
Rule 172 of the ‘33 Act. In general, the rule deems a 
prospectus meeting the statutory disclosure standard 
to have been delivered to investors if it has been filed 
electronically with the SEC within prescribed periods.

Continuous Offering
Futures-Based ETFs are involved in a continu-

ous offering and must stand ready to process re-
quests for creations and redemptions of Baskets 
on any given day. To accommodate the continuous 
offering of shares, Managing Owners must have 
systems in place to monitor and track the num-
ber of registered and unissued shares available 
for continuous offering and maintain a current 
Prospectus at all times. The Managing Owners 
may replenish the Futures-Based ETF’s available 
shares by filing new Registration Statements with 
the regulatory bodies in time to “restock.” This, 
however, can be a very time consuming process 
and poorly timed execution may jeopardize Bas-
ket creations and lead to tracking error. This pro-
cess becomes more efficient for seasoned issuers 
who are eligible to file Registration Statements on 
Form S-3 and, if applicable, become “well-known 
seasoned issuers.”186 Form S-3 allows required 
disclosures to be made through incorporation 
by reference of reports required of listed issuers 
under the ‘34 Act. Further, well-known seasoned 
issuers are eligible to use automatic shelf registra-
tion procedures, which become effective immedi-
ately on filing without any review by the SEC.

Regulation M
Regulation M under the ‘34 Act contains anti-ma-

nipulation rules that regulate certain trading practices 
and limits the activities of certain participants, during 
the course of a distribution of a security.187 A “distri-
bution” is defined in Rule 100 of Regulation M as an 
“offering of securities . . . that is distinguished from or-
dinary trading transactions by the ‘magnitude of the of-
fering’, and the ‘presence of special selling efforts and 
selling methods’.”188 Regulation M prohibits a “distri-
bution participant,” as defined in Rule 100 of Regula-
tion M (e.g., the Futures-Based ETF, the Authorized 
Participants, and their affiliates), from purchasing or 
attempting to induce others to purchase, during the 
course of a distribution, the security subject to the dis-
tribution.189 As mentioned above, Futures-Based ETFs 
are involved in a continuous offering and must have 
registered shares readily available for sale to Autho-
rized Participants at all times. Shares may be created 
and issued on an ongoing basis and a “distribution” 
may be occurring at any time during the life of the 
Futures-Based ETF. Therefore, a strict reading of the 
prohibitions created by Regulation M would prevent 
Authorized Participants from creating or redeeming 
Baskets.

ETF operators have sought relief from Regula-
tion M asking that the regulations not be appli-
cable to ETFs.190 The SEC has previously consis-
tently granted this relief to ‘40 Act ETFs and the 
early Futures-Based ETFs. The SEC ultimately is-
sued class relief letters, which are now relied upon 
by all Futures-Based ETFs.191

Section 13(d) and 16(a) Reporting
The ‘34 Act imposes certain reporting obliga-

tions on persons acquiring more than five per-
cent,192 or any director, officer, or shareholder 
who is directly or indirectly the beneficial owner 
of more than 10 percent193 of any class of any 
equity security registered under the ‘34 Act. The 
affected individuals must file reports with the 
SEC disclosing the number of shares beneficially 
owned and any changes in ownership. The policy 
concerns underlying the requirement for the fil-
ings of the reports are not present in the case of 
Futures-Based ETFs because of the expectation 
that shares of Futures-Based ETFs should trade 
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at prices that do not deviate materially from the 
Futures-Based ETF’s NAV. The SEC recognized 
this and granted the following no action relief to 
Futures-Based ETFs with respect to the reporting 
obligations under sections 13(d) and 16(a): (i) 
Futures-Based ETF shareholders are not required 
to file reports under section 13(d), and (ii) the 
Futures-Based ETF’s insiders are not required to 
file reports under section 16(a).194 The relief does 
not prohibit the voluntary filing of these reports 
and a number of market participants choose to 
file these reports as part of their overall compli-
ance procedures.

Reporting Obligations
As reporting companies under the ‘34 Act, 

Futures-Based ETFs are subject, other than as 
described in the preceding paragraph, to the fil-
ing requirements of Sections 13 and 15 of the 
‘34 Act. These requirements include, in pertinent 
part, the filing of quarterly reports on Form 10-Q 
and Annual Reports on Form 10-K.

Quarterly Report on Form 10-Q. Form 10-Q 
must contain unaudited interim financial state-
ments, Management’s Discussion and Analysis 
of Financial Condition and Results of Operations 
(“MD&A”), information about matters sub-
mitted to security holders for a vote, disclosure 
about market risks, a discussion of disclosure 
controls and procedures, a report on any mate-
rial changes to the Futures-Based ETF’s internal 
control over financial reporting and information 
about redemptions of the Futures-Based ETF’s 
own shares. If certain types of nonrecurring and 
material events occurred during the quarter, then 
these events must also be reported on Form 10-Q. 
The Form 10-Q must be signed on behalf of the 
Futures-Based ETF by a duly authorized officer of 
the Futures-Based ETF. The Form 10-Q must be 
accompanied by personal certifications from the 
Futures-Based ETF’s CEO (or principal executive 
officer) and CFO (or principal financial officer). 

Annual Report on Form 10-K. Form 10-K must 
contain full audited financial statements for the 
prior three fiscal years (as well as other selected 
financial information) and an MD&A. Form 
10-K must also include, among other things, a 

description of the Futures-Based ETF’s business, 
properties and material legal proceedings, risk 
factors, information about matters submitted to 
security holders for a vote, quantitative and quali-
tative disclosure about market risks, information 
regarding the background of, and compensation 
paid to, the Managing Owner’s directors, manag-
ers, executive officers and any related parties, and, 
if the Futures-Based ETF is an accelerated filer, a 
large accelerated filer or a well-known seasoned 
issuer, material unresolved SEC staff comments.

SEC rules mandated by the Sarbanes-Oxley Act of 
2002 require additional disclosures on Form 10-K. 
The most significant of these is the obligation to in-
clude a report of the Managing Owner’s management 
on the effectiveness of internal control over financial 
reporting of the Futures-Based ETF. Assuming that 
the Futures-Based ETF becomes a public company 
in 2011, the requirement to include an internal con-
trol report will first apply to the Futures-Based ETF’s 
Form 10-K for the year ending December 31, 2012. 
The Futures-Based ETF’s registered public accounting 
firm must include an audit report on the effectiveness 
of the Futures-Based ETF’s internal control over finan-
cial reporting in the Futures-Based ETF’s second Form 
10-K filing.

FINRA’s Role in Regulating Futures-
Based ETFs

FINRA is “the largest independent regulator 
for all securities firms doing business in the United 
States. FINRA’s mission is to protect . . . investors 
by making sure the securities industry operates 
fairly and honestly.”195 Analogous to the NFA, 
which regulates the CPO and not the Futures-
Based ETF, FINRA regulates the FINRA members 
that are involved with the Futures-Based ETF, not 
the Futures-Based ETF itself. The full breadth of 
FINRA’s regulations is beyond the scope of this 
outline, which only addresses the FINRA rules 
that most directly affect the public offering of 
Futures-Based ETFs. FINRA primarily regulates 
the participation of FINRA members in public of-
ferings of securities through FINRA Rule 5110, 
the Corporate Financing Rule. FINRA Rule 2310 
provides guidance on members’ ability to partici-
pate in public offerings of securities of direct par-
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ticipation programs. Finally, NASD Rule 2210 
governs FINRA members’ communications with 
the public.

Corporate Financing Rule
In relevant part, Rule 5110 governs under-

writing terms and arrangements by establish-
ing FINRA filing requirements, compensation 
requirements and standards for the valuation of 
compensation. Rule 5110 prohibits a FINRA 
member from participating in an offering unless 
certain documents196 have been filed with and re-
viewed by FINRA’s Corporate Financing Depart-
ment and FINRA has issued an opinion that it has 
no objections to its members participating in the 
proposed underwriting or its terms and arrange-
ments.197 This “no objections” opinion is essen-
tial because the SEC will not declare the Futures-
Based ETF’s Registration Statement effective until 
it has received confirmation that FINRA has “no 
objections.” Further, if FINRA determines that 
any of the terms and arrangements in connec-
tion with the distribution are unfair or unreason-
able, no FINRA member or associated person 
may participate in the offering.198 Furthermore, 
all forms of pre- and post-offering compensation 
must be disclosed in the Prospectus.199 Finally, no 
FINRA member or associated person may make 
payments using non-cash forms of compensa-
tion.200 However, Rule 5110 sets forth a number 
of exceptions, generally involving offering-related 
training events and arrangements hosted by an is-
suer or in-house within the broker-dealer.201

Direct Participation Programs
Direct participation programs include pro-

grams that provide for flow-through tax conse-
quences, such as those provided by the statutory 
trust structure of the Futures-Based ETF. Rule 
2310 regulates FINRA members who participate 
in the offering of the shares of a Futures-Based 
ETF. Under Rule 2310, no FINRA member or 
person associated with a member may participate 
in any manner in any public offering of securities 
of a “direct participation program,” unless such 
program has established standards of suitability 
for participants and such standards are fully dis-

closed in the Prospectus.202 There is an exemption 
for exchange listed companies, such as Futures-
Based ETFs, pursuant to Rule 2310(b)(2)(d). Be-
cause Futures-Based ETFs are listed on national 
stock exchanges, certain of the suitability require-
ments of Rule 2310 do not apply to the offering 
of Futures-Based ETF shares by FINRA members. 
Additionally, Futures-Based ETF operators and 
FINRA members must ensure that the items of 
value, as defined in Rule 5110,203 will not exceed 
10% of the offering proceeds. No sales of securi-
ties subject to Rule 2310 may commence unless 
(i) certain required documents and information 
have been filed and reviewed by FINRA pursuant 
to Rule 5110 and (ii) FINRA has provided a “no 
objections” letter.

Communications with the Public
NASD Rule 2210 governs FINRA members’ 

communications with the public. All FINRA 
member’s communications with the public must 
be “fair and balanced” and must provide a 
“sound basis for evaluating the facts in regard 
to any particular security” without predicting or 
projecting performance.204

At least ten business days prior to first use or 
publication, FINRA members must file any ad-
vertisements or sales literature concerning public 
direct participation programs such as the offering 
of shares by Futures-Based ETFs for review and 
clearance by FINRA.205

NASAA Guidelines for Public  
Commodity Pools

The North American Securities Administra-
tors Association (“NASAA”) is a voluntary asso-
ciation that furthers the efforts of state securities 
agencies responsible for efficient capital forma-
tion.206 Securities or transactions, including those 
of public commodity pools,207 that fall within the 
enumerated NASAA statements of policy pub-
lished by NASAA must meet the requirements 
contained in those statements, as enacted by vari-
ous state regulators pursuant to the state securi-
ties or “Blue Sky” laws.208 Although NASAA has 
specific guidelines for public commodity pools, 
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Futures-Based ETFs are not subject to the public 
commodity pool guidelines due to federal pre-
emption of Blue Sky laws afforded certain invest-
ment products that are listed on national secu-
rities exchanges. This is a significant advantage 
that Futures-Based ETFs have over non-exchange 
listed public commodity pools.

IV. The Interplay Between 
Different Regulators

The successful launch of a Futures-Based ETF is 
dependent on all regulators clearing the Registra-
tion Statement. Although this may appear to be a 
fairly straightforward concept, an understanding 
of what actions are permissible under one regu-
latory regime but prohibited under another (e.g., 
using preliminary Prospectuses) is essential.

Filings and Fees
Filing fees can be a significant organizational 

expense and the Futures-Based ETF sponsor is 
well advised to carefully determine the market 
potential for the Futures-Based ETF in connection 
with planning the registration process. The SEC 
and FINRA impose a fee on the dollar amount 
of shares being registered. Fortunately, the NFA 
review does not increase the cost of registration, 
as the NFA does not assess any fees in connection 
with reviewing the Disclosure Document. There 
are also legal, accounting, printing, back office 
and other costs.

Ongoing Operations
After a successful launch of a Futures-Based ETF, 

the managing owner will have a number of ongo-
ing operational and compliance related responsi-
bilities. While certain duties are subject to overlap-
ping regulations, other duties are required by each 
specific regulatory regime. For example, the NFA 
has adopted a number of ongoing reporting obli-
gations that overlap with, and are satisfied by the 
compliance with, the SEC’s requirements. Howev-
er, there are a number of differences in the ongoing 
obligations required by the regulators which must 
be kept in mind by the practitioners and Futures-

Based ETF operators, such as, the monthly reports 
required by the NFA, the differences in the quar-
terly and annual reports required by the NFA and 
the SEC, the NFA requirements for fund perfor-
mance information and the SEC’s requirement that 
audited financials included within a prospectus be 
no more than 16 months old. 

V. Conclusion
As noted at the beginning of this outline, ETFs 

were first created in 1992. During the 18-year 
span from 1992 to 2009, the aggregate assets 
under management in the ETF sector expanded 
to approximately $776 billion. Prior to February 
2006, the Futures-Based ETF market did not ex-
ist. As of the end of 2009, aggregate assets un-
der management in the Futures-Based ETF sector 
were approximately $74 billion.209 After approxi-
mately four years, the Futures-Based ETF sector 
accounts for approximately 9.5% of the ETF 
market.

Accordingly, as Futures-Based ETFs continue 
to innovate and evolve, regulatory requirements 
should be expected to develop in response to the 
real and perceived impact of these products, posi-
tive and negative, on both the financial markets 
and the investing public.
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