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EXECUTIVE SUMMARY  
 
Understanding the tax advantages inherent in Exchange-Traded Funds (“ETFs”) is crucial for investors 

and advisors seeking to optimize their portfolios. ETFs are widely recognized for their tax efficiency, but 

many investors face the challenge of transitioning low-basis investments into ETF structures in a tax-

efficient manner. The solution lies in utilizing tax-free conversions. 

This document provides a comprehensive overview of ETF taxation, with a specific focus on Section 351 

tax-free conversions, tailored for those who are new to ETFs. There are other types of tax-free 

conversions, which we do not discuss in this document; however, the generic processes and outcomes 

are very similar. 

Authored by a distinguished team including Dr. Wesley Gray, Patrick Cleary, Sean Hegarty, CPA, and Bob 

Elwood, Esq., a seasoned tax attorney with extensive expertise in ETF taxation and Section 351 

conversions, this document draws on their collective experience and insights.1 The ETF Architect team 

is committed to equipping investors with the knowledge necessary to effectively navigate the 

complexities of ETF taxation and operations. 

For further discussion or to explore how these strategies can be applied to your investments, please 

contact Patrick Cleary or Dr. Wesley Gray via this link or visit our website. 

By leveraging these insights, investors can take proactive steps towards maximizing their investment 

returns while minimizing tax liabilities. 

*** 
  

 

1 We would also like to acknowledge extensive contributions from Brian Massaro, Evan Modglin, Liz Winske, and 
Michael Barolsky. 

http://www.etfarchitect.com/
https://app.smartsheet.com/b/form/ed315f8b5ee7418299d3cd99dd33292b
https://etfarchitect.com/
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IMPORTANT DISCLOSURES  
 
These materials have been prepared with the assistance of tax counsel at Practus and are designed to 

address common inquiries from advisors and investors regarding Section 351 transactions. 

Tax Advisory Disclaimer: Neither ETF Architect nor its affiliates provide tax advice. In compliance with 

IRS Circular 230, we wish to inform you that any tax advice contained in this communication was not 

intended or written to be used, and cannot be used, for the purpose of (i) avoiding tax-related penalties 

under the Internal Revenue Code or (ii) promoting, marketing, or recommending to another party any 

matters discussed herein. We strongly advise that you consult an independent tax advisor to assess your 

specific circumstances. 

Estate Planning Notice: The information included in this communication is not intended as a substitute 

for comprehensive estate planning and does not constitute legal or estate advice. It serves only as a 

preliminary outline of how tax-free conversions operate. For detailed guidance, we recommend 

consulting your legal counsel. 

Confidentiality and Distribution: This presentation is intended exclusively for pre-approved audiences. 

Any duplication, reproduction, or distribution of this material in any form, by any means, is prohibited 

without the prior written consent of ETF Architect. 

By engaging with this material, you acknowledge and agree to adhere to these disclosures and 

restrictions. Thank you for your understanding. 

 
  

http://www.etfarchitect.com/
https://practus.com/
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WHY INVEST CAPITAL VIA THE ETF  STRUCTURE? 
 
Below is a brief overview of the potential advantages of an ETF structure, with an emphasis on both non-
tax-related and tax-related benefits. 
  
1. Why an ETF? 
  

a. Non-tax benefits: There are numerous non-tax benefits for an ETF: 
  

i). Transparency: In most cases, the public can see what assets an ETF is holding on a 
day-to-day basis. Due to this transparency, there are numerous third-party journalists and analysis 
services that can provide in-depth insights into ETFs, which generates investor confidence and 
goodwill for the ETF wrapper. 
  

ii). Liquidity: ETF shares are bought and sold during the day while the markets are open. 
This means that ETF investors know almost instantaneously how much they paid to buy shares 
and how much they received after selling. It also means that an investor can exit the fund during 
the trading day instead of waiting for a redemption to take place at the end of the day after the 
markets for the fund’s underlying assets have closed. Particularly during times of volatility, this 
can be a considerable benefit over mutual funds; when net asset value is calculated only at the 
end of each day and redemptions are processed at that net asset value, then shareholders are 
subject to the trading activity that follows their exit decision. 
  

iii). Trading: An ETF investor can easily use trading techniques such as limit orders, stop-
limit orders, short sales, and buying shares on margin. SMA investors, private fund investors, and 
mutual fund investors cannot. 
  

iv). Fees: ETFs typically offer lower fees than comparable SMAs, private funds, and mutual 
funds, which is good news. In general, the lower the cost of investing in a fund, the higher the 
expected return for that fund. 
   

v). Scale: In our experience, SMAs often create more compliance risk and operational 
issues than operating a single ETF. This reality is contrary to the expectations of most advisors. 
In an SMA platform, an advisor must manage tens, if not hundreds, or thousands of separate 
client accounts. This oversight requires significant investment in additional hardware, software, 
compliance support, and staff to perform such nuanced oversight. However, if an advisor were to 
transition to a handful of strategies that are offered via an ETF, they may have more streamlined 
client reporting, trading systems, portfolio management, and compliance oversight, delivering 
increased efficiencies.  
  

vi). Access to Complex Investments: ETFs can more easily access complex instruments 
that are difficult or even impossible to obtain on an SMA platform. For example, certain 
derivatives, foreign securities, or futures may not easily fit within an SMA setting. However, such 
investments are quite routine in the ETF space. Not only does this open architecture provide new 
investment types for an advisor’s clients, but it is also easier for an advisor to properly maintain 
a desired target allocation. This benefit is a result of the scale advantages stemming from a single 
ETF versus hundreds of smaller SMAs.  
  

http://www.etfarchitect.com/


5 

 

ETF Architect | 3803 West Chester Pike, Suite 150, Newtown Square, PA 19073 | T: 215-330-4476 | www.ETFArchitect.com 

vii). A Larger Universe of Possible Investors: Porting a strategy into an ETF wrapper opens 
the possibility for additional investors to identify and recognize an advisor’s investment 
offering(s). Serving as an advisor to an ETF, which is traded on a national exchange, carries a 
level of institutional sophistication that can increase brand awareness. We have seen advisors 
broaden their reach not only with retail investors directly but also with financial advisors seeking 
model portfolios.  

  
It is important to note though that with the increased opportunity for attention comes the potential 
for increased scrutiny. SMA performance is not available on all major brokerage platforms, with 
minute-by-minute updates. ETF performance is. For some advisors, such openness is an exciting 
new proposition. For others, it can come as a bit of a shock. In addition, the advisor eliminates a 
myriad of positions in a client’s account and replaces it with a single holding. While the tax 
benefits are tremendous (see below) and “look-through” reporting mitigates this issue, there is 
certainly an educational requirement to help clients understand their assets are not merely a 
“single ETF.”  

  
b. Tax Advantages. ETFs also have large tax advantages over SMAs, private funds, and open-end 
mutual funds. 
Perhaps the greatest advantage is a structural one. Generally, holding an ETF in a taxable account 
will generate a smaller tax liability than if the investor held a similarly structured SMA, private 
fund, or mutual fund in the same account (apart from a tax-advantaged account like an IRA, of 
course). 

  
Most mutual funds and ETFs are taxed as regulated investment companies (“RICs”). When an 
investor buys and holds a mutual fund or ETF shares, the investor will owe taxes each year on any 
dividend or income distributions received. An investor may also have to pay taxes each year on 
their share of the mutual fund’s or the ETF’s net capital gains—even if the mutual fund or ETF has 
had a negative return and the investor has not sold any shares. Why? The law requires mutual 
funds and ETFs to distribute any net capital gains on the sale of portfolio securities to 
shareholders. Fund shareholders expect gains and losses will be realized and recognized when a 
manager implements portfolio changes in the mutual fund; however, these gains are also incurred 
because of mutual fund flows (e.g., investors entering and leaving the fund). When shareholder 
activity is high, cash needs to be generated and allocated to maintain investment weights. This 
cash generation can generate capital gains. Stated differently, when a mutual fund shareholder 
redeems shares, the mutual fund manager must sell securities to raise cash to pay the 
redemption proceeds. The sale of securities at a gain creates capital gains for the shareholders, 
including those who may have an unrealized loss on the overall mutual fund investment. 

  
In contrast, when an individual investor wants to sell ETF shares, he simply sells them to another 
investor over the exchange, as he would any stock. No muss, no fuss, no capital gains transaction 
for the ETF. ETFs are typically more tax efficient in this regard than mutual funds because an ETF 
manager accommodates investment inflows and outflows by creating or redeeming in-kind 
“creation units,” which are baskets of assets that approximate the entirety of the ETF portfolio. 
Creation units are managed by authorized participants (APs); as a result, the investor is usually 
not exposed to capital gains on any individual security in the underlying structure. 
  
When APs redeem shares, the ETF does not typically sell stocks to pay the AP in cash. Rather, the 
issuer simply pays the AP in kind—delivering the underlying holdings of the ETF itself. No sale 
means no capital gains because the in-kind redemption is not taxable to the ETF, thanks to 

http://www.etfarchitect.com/
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Section 852(b)(6) of the Internal Revenue Code of 1986 (the “Code”) (all section references are 
to the Code). But it gets even better: The ETF issuer can choose which shares to give to the AP, 
meaning the ETF can transfer the shares with the lowest possible tax basis. This ability to select 
tax lots for redemption reduces the fund’s tax burden and ultimately results in higher after-tax 
returns for investors. The ETF tax advantage goes even further when the create/redeem process 
is used to rebalance an ETF portfolio. The details are complex, but the outcome is clear: ETFs 
often have NO capital gain distributions, regardless of the ETF’s turnover. This structural 
difference is a huge advantage over mutual funds, hedge funds, and SMAs. 
 
Finally, another smaller but important tax advantage of the ETF wrapper is the ability to make 
advisory fees tax deductible. Within an ETF, the advisor’s management fee is deducted directly 
from fund assets and, as a result, is accounted for when calculating an individual investor’s gain 
or loss. This tax savings contrasts with an SMA account, where the fee is generally collected 
outside the specific investments and cannot be claimed as a tax deduction. 

 
HOW TO CONVERT,  TAX-FREE,  SMA ASSETS INTO AN ETF 
 

We summarize the key tax and securities law issues associated with converting separately 
managed accounts (“SMAs”) into an ETF (the process is very similar for converting private funds 
into ETFs). 
  
There are several logistical factors that need to be considered before deciding to convert to an 
ETF. Making sure a plan is in place to tackle these issues can help to ensure the process goes 
smoothly and allows for success of the ETF after the conversion is completed. 

  
i). Gaining Client Permission/Broker Transfer Authorization: Before converting to an ETF, current 
investors within the managed account (SMA) will need to provide permission for the conversion 
to happen, which is typically obtained via client signature of a letter of authorization (LOA) from 
the participating client’s specific broker. This letter will inform the recipient of an impending 
action (the conversion), will include specific DTC (The Depository Trust Company) instructions 
for the transfer of assets, and will give them a specified time frame to respond if they would like 
to participate. This process combines education with fiduciary analysis and operational 
requirements by the advisor.  
  
ii). Recordkeeping: Before converting an SMA into an ETF, accurate recordkeeping of the SMA is 
necessary. This means logging the cost basis and purchase date of all positions in every client 
account. This process is necessary because even though all assets will be contributed in-kind to 
the ETF, current clients will need to have ETF shares issued at a cost basis and holding period 
that reflects their prior investment. 
  
In other words, while the conversion itself is not a taxable event, maintaining accurate records 
before conversion is essential to ensure that the ETF receives and assumes accurate cost basis 
information for the securities received, and the client receives the ETF at the appropriate cost 
basis and can accurately realize capital gains or losses when they sell ETF shares going forward. 
  
iii). Dealing with Custodians and Similar Parties: Depending on who acts as the present custodian 
for the securities transferred, or if there are multiple custodians involved, the in-kind transfers can 
be a time-consuming task for the advisor and the custodians. Lead time may be required. Note 

http://www.etfarchitect.com/
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that different custodians have different processes, which could lead to different timelines or 
requirements. 
  
iv). Sufficient AUM: The advisor should consider whether the strategy has a sufficient level of 
assets before beginning the conversion process. While converting into an ETF does provide the 
benefit of wider access to the strategy, it is highly unlikely to draw in millions in new money 
overnight. Additionally, start-up costs for a tax-free conversion are higher than start-up costs for 
a traditional ETF launch.2 While each platform will have its own specific guidelines, we 
recommend $50+ million as a good benchmark to use when considering what asset minimum 
makes a 351 transaction economically feasible. 
 
v). Alignment with Go-Forward Prospectus: The advisor, in concert with ETF Architect and tax 
counsel, will evaluate proposed securities to be transferred against the draft prospectus for the 
ETF that will “receive” the securities. It is essential to evaluate individual securities on a case-by-
case basis. Securities that are clearly NOT aligned with the prospectus should NOT be included 
(for example, a long-only equity fund should not accept foreign bonds, as they have no place in 
the go-forward strategy). Typically, 351 conversions follow a two-step process whereby indicative 
portfolios are confirmed, then final portfolio approval is granted. Please see “What Can you 
Contribute to a 351 Transaction?” below. 

  
1) How does an SMA to ETF Conversion Take Place? 
  

The individual SMA investors (collectively, the “Transferors”) will contribute securities to a newly 
formed ETF (the “ETF”) in exchange for shares of the ETF (the “Proposed Transaction”). 
  
Under Code Section 351(a), no gain or loss is recognized if property is transferred to a corporation 
by one or more persons solely in exchange for stock in such corporation and immediately after 
the exchange such person or persons are in “control” (as defined in Section 368(c)) of the 
corporation. 
  
There are primarily four things to keep in mind as we consider the Proposed Transaction: 

  
i). Some special rules applicable to transfers to investment companies, 

  
ii). The requirement that the assets being transferred are adequately diversified, 

  
iii). The requirement for the Transferors to have 80% control immediately after the 

transfer(s), and 
  

iv). The need to have a “plan.” 
  

a. Special Rules for Transfers to Investment Companies. Section 351(e) provides that a transfer 
to an investment company (such as the ETF in the Proposed Transaction) does not qualify for 
this non-recognition treatment. To make matters worse, Section 351(e)(1)(B)(iv) states that any 

 

2 Generally speaking, tax-free conversion startup costs are around $100,000; whereas normal ETF startup costs are 
approximately $50,000. 
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interest in a regulated investment company (such as the ETF) is treated as an investment 
company. Fortunately for our purposes, Section 351(e) also provides that the IRS may prescribe 
regulations that permit transfers to investment companies to be non-taxable.  
  
Under Treas. Reg. Section 1.351-1(c)(6), portfolios of stocks and securities that are already 
diversified are not covered by Section 351(e) and can be transferred to an investment company 
under Section 351(a) without recognition of taxable gain or loss. The definition of what 
constitutes a portfolio being already diversified is discussed below. As noted below, since the 
expectation is that the Transferors will satisfy the diversification test, the Proposed Transaction 
should qualify for the special requirements applicable to transfers to an investment company. 

  
b. Diversified Assets. The idea behind this requirement is that the IRS does not want parties to be 
able to make non-taxable transfers to an investment company unless the portfolio being 
transferred to the ETF is already reasonably well diversified. Specifically: 
  

i). Not more than 25 percent of the total assets of the portfolio of securities each 
Transferor will be contributing can be the stock and securities of any one issuer. In other 
words, the biggest position cannot be more than 25% of the total portfolio being 
contributed. 

  
ii). Not more than 50 percent of the value of such total assets is invested in the stock and 
securities of 5 or fewer issuers. As a practical matter, this means that each Transferor 
would need 11 or more positions to transfer (but we need to comply with registered 
investment company standards as an ETF, which are slightly more stringent, i.e., 15–20+ 
issuers).3  

  
iii). In determining total assets for the 25% and 50% tests, cash and cash items (including 
receivables) and assets acquired (through incurring indebtedness or otherwise) for the 
purpose of meeting the tests are excluded. Government securities are included in total 
assets (the denominator) but are not treated as securities of an issuer for purposes of the 
numerator — meaning a Government securities holding cannot cause a concentration 
failure, but it also does not help satisfy the test. See Treas. Reg. § 1.351-1(c)(6)(i). 

  
iv). For purposes of these rules, all members of an affiliated group of corporations are 
treated as one issuer. This comes up only occasionally in connection with things like 
tracking stocks and multiple share class situations. 

  
v). For purposes of these rules, if a Transferor holds stock in a regulated investment 
company, a real estate investment trust, or an investment company that meets certain 
requirements, then the Transferor is treated as holding the proportionate share of the 
assets held by such company or trust. Practically speaking, ETFs are assessed on a “look-
through” basis, meaning their underlying holdings are analyzed against the 25% and 50% 
tests. For example, SPY is not a single security holding but rather hundreds of individual 
securities that easily pass the 25% and 50% tests.  

 

3 Please note that this requirement is similar to the Regulated Investment Company diversification requirements, but 
they are not the same. 

http://www.etfarchitect.com/
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c. “Control.” A transfer of assets by one or more parties solely in exchange for the stock of a 
registered investment company (a “RIC”) (the ETF in our case) does not give rise to the 
recognition of gain or loss if, immediately after the transfer, that party or those parties are in 
“control” of the RIC. Control for this purpose is the ownership of stock possessing 80% of the 
voting power of all shares of voting stock and 80% of the number of shares of all classes of 
nonvoting stock. No historic connection or relationship needs to exist among the transferors for 
them to be treated as a “group” of transferors whose interests can be aggregated for purposes 
of determining whether the required 80% control exists. 

  
The individual SMA investors constitute a control group and should have well over 80% of the 
vote and value of the ETF upon its launch. Note that transfers of cash by the public and transfers 
of assets by an authorized participant will not interfere with the tax-free nature of the transfer of 
assets in kind. Accordingly, we should have no trouble with the “control” requirement. However, 
we should point out that 351 conversions are effectively a “one-time” contribution event and are 
not continuous subscription-type vehicles, where post-conversion, investors can contribute tax-
free into the newly formed ETF. 
d. “Plan.” The way all these things interact with one another shows the importance of having an 
explicit written plan so that all the requirements can be satisfied, including the “control” 
requirement. We have a draft of a written plan for every proposed transaction. 
  
e. Tax Consequences for the ETF. The transfer to the ETF will carry no taxable gain or loss. The 
ETF will have a carryover basis and carryover holding period in the assets transferred. 
  
f. Tax Consequences for the Investors. The investors’ contribution to the ETF will have no taxable 
gain or loss. The investors will have a carryover basis and carryover holding period in the ETF 
shares that correspond to the basis and holding period of the assets transferred.4 
  
g. Tax Opinion. A formal tax opinion, signed by tax counsel, is provided to the advisor. The advisor 
may choose to distribute the opinion to participating clients.  
 

  

 

4 Section 351(h) has a series of cross references that deal with collateral aspects of a Section 351 transfer. Section 351(h)(2) 

states “For the basis of stock or property received in an exchange to which this section applies, see sections 358 and 362.” Section 

358(a) states (in part): “In the case of an exchange to which section 351, 354, 355, 356, or 361 applies … the basis of the property 

… received under such section without the recognition of gain or loss shall be the same as that of the property exchanged.” Section 

358(b)(1) states: “Under regulations prescribed by the Secretary, the basis determined under subsection (a)(1) shall be allocated 

among the properties … received without the recognition of gain or loss.” Treasury Regulation Section 1.358-1 is a dauntingly 

written regulation full of long passages of block text, so what follows oversimplifies a bit.  Treasury Regulation Section 1.358-1(a) 

states that in the case of an exchange to which section 351 applies, the basis of the stock (e.g., XYZ shares) received in the 

exchange shall be the same as the basis of all property exchanged therefor. There are several examples in Treasury Regulation 

Section 1.358-2 that make it clear that this allocation is not done on an aggregate basis but is instead done on a property-by-

property basis. This is obviously consistent with the text of Section 358(b)(1) which calls for such an allocation. There is, however, 

some debate on this topic. Please contact your tax professional and custodian to ascertain how they will treat your tax lots post 

transaction. We do not provide tax advice. 
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WHO CAN CONTRIBUTE TO A 351  TRANSACTION? 
 
The first thing to highlight is that the bullet points below assume the contributing entities or 
person(s) are US citizens or resident aliens subject to US taxation (“Good Transferor”). How other 
jurisdictions tax 351 contributions is beyond the scope of this document, and we strongly 
recommend speaking to a tax attorney. 

1. LP (version one). We can convert an existing LP into an ETF. 

2. LP (version two). What if a wealth manager has a client that is an LP that owns an SMA 
managed by the wealth manager? That will NOT pose a problem, but we need to do some 
additional analysis. Specifically, we would want to look through the LP to its owners (and if 
that LP is in turn owned by another LP or other pass-through, we keep working our way up 
the chain). In our experience, once you do the look-through analysis regarding an LP that 
owns an SMA, you nearly always get a good answer (e.g., you discover that the LP is owned 
by four individuals). But you might find that an owner of an LP interest is a C corporation (see 
below), which would be a potentially bad answer. 

3. Foundations and tax-exempts. These are nearly always acceptable transferors. In some 
cases, foundations and tax-exempts don’t care whether the transfer is a good 351 or not 
because they are not subject to tax. In less common situations in which a foundation or a 
tax-exempt might care, we can nearly always find a way to make this work for everyone. The 
only reason we flagged this is that we will usually want to ask some questions just to be sure 
this is a no harm/no foul situation. 

4. Trusts. The analysis is similar to LPs above. A non-grantor trust is itself a taxpaying entity; a 
grantor trust is disregarded for income tax purposes and the grantor is treated as the 
taxpayer. In both cases, trusts are generally good transferors, though the proper transferor 
identity (the trust vs. the grantor) differs — see the Types of Transferors section below for 
treatment.  

5. Corporations. If property owned by a “C corporation” becomes the property of a RIC or REIT 
(the “converted property”) in a “conversion transaction,” then a “built-in gains tax” will apply, 
unless the C corporation elects deemed sale treatment regarding the conversion 
transaction. Both are unattractive options (not impossible, but sufficiently undesirable that 
they present big challenges). There are potential solutions in the case that the transferor is 
an S corporation, but additional analysis is required. 

 
TYPES OF TRANSFERORS AND THEIR TREATMENT FOR 351 PURPOSES 

 
Below is a summary of common entity types and how they should be treated for purposes of a 
Section 351 contribution. These guidelines are designed to assist in determining whether the 
entity types can be contributed together under one transferor or if they need to be separated. 
Similarly, taxable and non-taxable entities cannot be combined as a single transferor. For all 
situations, especially if they are complex, we recommend speaking with a tax attorney. 
Contributions will be declined until account type and ownership are clarified. 
 
For removal of doubt, the proper transferor is the person or entity that should be treated as 
contributing the assets to the ETF and receiving shares in return. 

http://www.etfarchitect.com/
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1. C Corporation: Generally NOT a valid transferor (because of taxes the ETF may have to 
recognize on built-in gain assets received from the C corp. which are disposed of by the ETF 
within 5 years). Note that an LLC, regardless of the number of owners, may elect to be treated 
as a C corp.  Discuss with qualified counsel any proposed C corp. contributions.  

2. Custodial Account (UTMA): Treated as owned by the minor child.  

3. Executor: Treated as owned by the estate. The estate is a U.S. person and is the appropriate 
transferor entity and is treated as a separate transferor. 

4. Individual: Treated as owned by the named individual. 

5. IRA: Treat the IRA as distinct from its owner. Additional diligence may be needed based on 
IRA structure, but generally speaking, IRAs should be treated as separate transferors. 

6. Joint Ownership – Community Property: Best practice is to treat ownership as 50/50 (or 
divided equally if more than two owners). If owners are married, interspousal gifts may be 
possible but would require additional documentation. 

7. Joint Ownership – Tenants in Common: Same approach as community property—equal 
division among owners unless documentation suggests otherwise. 

8. Joint Ownership – Tenants with Right of Survivorship: Same treatment as other joint 
ownership—split equally among the named parties. 

9. Joint Ownership – Tenants by the Entirety: Treated the same as other joint ownership forms. 

10. LLC (Not a C Corporation): If a disregarded entity (i.e., single-member LLC), treat the owner 
as the transferor. If a multi-member LLC, treat the entity as a partnership. In either case, 
ownership should be reviewed for C Corporations or other problematic holders. 

11. Non-Qualified Deferred Compensation Plan: Nearly always requires detailed review. 
Ownership and tax treatment can be complex and vary by plan structure. Discuss with 
qualified tax counsel.  

12. Partnership: The partnership itself is the transferor. However, ownership must be reviewed—
particularly to flag C Corporations or other problematic entities as partners. 

13. TOD (Transfer on Death) Account: Treated as owned by the account holder(s) prior to death. 
If multiple holders, apply joint ownership rules. If account holder is deceased, confirm the 
TOD designation remains and conduct further diligence. 

14. Trust – Under Agreement: If a grantor trust, treat the grantor (the person reporting the 
income) as the transferor. Confirm identity and ownership. If a non-grantor trust, the trust 
itself is the transferor. 

15. ERISA accounts. ERISA assets cannot be transferred on an in-kind basis without a 
Department of Labor exemption. 

16. Foreign Investors. Generally NOT eligible to participate. Because of foreign tax complexities 

and related risks, Section 351 participation is limited to U.S. persons with U.S. brokerage 

accounts. 
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WHAT CAN YOU CONTRIBUTE TO A 351 TRANSACTION? 
 
As an advisor launching a new ETF, the assets transferred need to reflect the guidelines of the 
prospectus itself; specifically, transferred securities must represent what the prospectus 
describes. For example, a long-only US equity strategy should not hold foreign bonds. An 
emerging markets strategy should not hold crypto, etc. Prospectus documents, particularly for 
active funds, grant the portfolio manager flexibility to hold various asset classes; however, 
common sense must prevail to ensure a successful 351 transaction. The entire contribution must 
be evaluated as a “purchase” into the Fund by the portfolio manager. Additionally, all contributions 
are reviewed by ETF Architect’s legal and trading teams. Below is a summary of common asset 
classes with summary notes.  
 
For removal of doubt, the overarching litmus test for accepting any 351 asset is to evaluate that 
asset against the prospectus in question.  

1. US Equities / ADRs. Yes. Ensure names align with the fund strategy and avoid illiquid and OTC 
securities (e.g., F shares). 

2. Foreign Equities / GDRs. This is possible, but more operational leg work is required. In the case 
where Foreign Equities or GDRs are essential to the ETF’s objectives per the prospectus, 
advisor preapproval is required. 

3. Mutual Funds. No. Mutual funds cannot be traded in-kind, which means they are not good 
assets to transfer in a 351 transaction. 

4. US ETFs. Yes. ETFs are treated as “look-through” for diversification purposes, so the underlying 
names within the ETF are combined with the overall portfolio. For example, a 351 contribution 
with 10% SPY is really a 351 contribution with SPY’s holdings. See “Cash” and “Government 
Bonds” below for the impact to look-through analysis. 

5. US Listed Foreign ETFs. Yes. Ensure names align with the fund strategy and avoid illiquid and 
OTC securities. 

6. Closed End Funds. Yes. Ensure names align with the fund strategy and avoid illiquid and OTC 
securities. 

7. Fixed Income ETFs. Yes. Ensure names align with the fund strategy and avoid illiquid and OTC 
securities. 

8. Cash. Generally not accepted. Cash is treated as a non-identical asset under Treas. Reg. § 
1.351-1(c) and does not count toward the diversification tests; while limited cash contributions 
can be accommodated in certain structures, ETF Architect's practice is to exclude cash from 
351 contributions absent a specific exception.  

9. Government Bonds. No. Government bonds (or ETFs focused on government bonds) 
contributions do not count for diversification purposes and are not allowed in 351 contributions 
(some exceptions apply).  

10. Spot Crypto Directly. No. ETFs, currently, cannot hold spot crypto unless it is a standalone 
Grantor Trust regulated by the Securities Act of 1933 (e.g., GBTC and ARKB).  

11. Spot Crypto within an ETF (e.g., GBTC). Yes, so long as the contribution is aligned with the 
overall fund strategy. Keep in mind, this only applies to a relatively small portion of the portfolio. 
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Bad income-producing securities (e.g., grantor trusts that are common for spot bitcoin funds) 
require more operational support (and may be cost prohibitive). 

12. Commodity ETFs (GLD). Generally, not possible, unless the contribution is aligned with the 
overall fund strategy and the position is a small position as a percentage of fund assets (i.e., 
less than 5%). Commodity ETFs create tax issues due to bad income implications. Bad income-
producing securities require more operational support (and may be cost prohibitive). 

13. MLPs/Public Partnerships. Generally, it is not possible, unless the contribution is aligned with 
the overall fund strategy and the position is a small position as a percentage of fund assets 
(i.e., less than 5%). MLPs create tax issues due to bad income implications. Bad income-
producing securities require more operational support (and may be cost prohibitive). 

14. Private stocks or Private REITs. No. The equities must be redeemable in-kind. 

15. Restricted Stock Units. No. The equities must be redeemable in-kind. 

16. Hedge Funds. Possible, but requires a complete transfer of the assets, alignment with the 
prospectus, and derivatives exposure + leverage need to be unwound. 

17. Depreciated Assets. Yes, so long as the total contribution of tax lots from the transferor is in 
net positive appreciation. 

18. Derivative Securities. No. 

19. Prior 351 Contributions. One can contribute a former 351 ETF as part of your contribution into 
another ETF; however, this cannot be part of a premeditated plan that seeks to achieve a 
specific outcome via a series of successive transactions. However, if your desire to contribute 
your former 351 property is tied to a bona fide investment reason or updated change in your 
thought process, you can contribute it into new 351 deals. In short, you are the only one in a 
position to determine your intent and how you are thinking about the process. We cannot 
comment or provide guidance on this topic beyond what is mentioned above. 

20. Over-the-Counter (“OTC”) securities. Generally, not accepted in a 351 contribution. OTCs have 
potential to create fiduciary constraints with wide spreads and low liquidity, which can create 
downstream trading implications.  

 

SECTION 351 TIMELINE AND CHECKLIST 

This section provides a structured and detailed timeline for successfully executing the 
contribution of securities into a newly formed ETF under Section 351 of the Internal Revenue Code. The 
process is broken into three phases: 1) Pre-Launch Preparation; 2) Final Pre-Launch Execution; 3) Launch 
and Post-Launch.  

PHASE 1:  PRE-LAUNCH PREPARATION (12  WEEKS–1 WEEK BEFORE 

LAUNCH) 

12+ Weeks Prior to Launch – Initial Planning 
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• Client outreach and education plan confirmed (for internal RIA accounts with existing and 
matching ETF strategy). Consult compliance and legal teams for applicable guidance and 
timing. 

• Review required documents (LOA and Transferor Rep Agreement) 
• Initial conversation with tax counsel (if necessary). 

8 Weeks Prior to Launch – Indications of Interest 

• Confirm participation from financial firms, financial advisors, custodians, and other 
contributing parties. Please note that the ETF sponsor needs an effective prospectus to 
market to prospects that are not currently advisory clients of the ETF sponsor. 

• Collect preliminary commitment details in terms of portfolio composition, asset level, and 
participant count. 

• Ensure all contributors understand the Section 351 structure, tax implications, and 
operational requirements. 

• Access to the ETF Architect proprietary 351 platform, “351 Architect,” used for uploading 
contributing tax lots as well as required documentation housing. Required documents for 
all participating transferors include: 

o Custodian/Broker Letter of Authorization (specific to the transferor’s broker), 
signed by all account owners on participating account 

o Transferor Representation Agreement, signed by either participant’s RIA 
representing on behalf of the client or by the end client themselves 

o Broker Statements (ETF audit requirement): each participating account will need 
to provide broker statements. One statement from the month prior to launch 
showing the contributing shares, and one statement following launch showing the 
ETF shares.  

o Sub-Advisor Certification (sponsor only, not applicable to end clients themselves) 
• Sponsor connects ETF Architect to respective broker(s). ETF Architect works with 

broker(s) to establish timeline and requirements in order to successfully 
execute/facilitate the 351. Note, this step is not required for 351s where all contributors 
are brokered at Schwab.  

4 Weeks Prior to Launch – Finalize Tax Lot Submissions 

• 351 compliant portfolio contribution details, including security/account identifiers and 
granular tax lot information loaded into 351 Architect. 

• ETF Sponsor confirmation of no expected material change(s) to the portfolio as the 
trading team works to establish the ETF’s lead market maker relationship. Failure to meet 
this deadline results in a delay of the ETF’s launch. 

• Legal, trading, and portfolio management teams conduct due diligence on proposed 
portfolios (any issues could delay the timeline). Legal will assess the consistency of the 
portfolio with prospectus language and disclosures. The trading team will assess the 
portfolio to determine if changes are required to ensure market makers can provide a 
liquid market.  

• Due diligence consists of “pruning” the loaded lots, removing small positions or other 
positions otherwise deemed not suitable for contribution. Securities flagged for “pruning” 
are those with total value across the Fund with position value less than $5,000 as well as 
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those with total shares less than 50 AND position value less than $10,000 across the 
Fund. No additional contributions are accepted, and 351 Architect is locked. 

3 Weeks Prior to Launch – Finalize Documentation 

• All agreements are executed: transferor representation agreement and custodian letters 
of authorization. 

• Additional compliance and regulatory documentation, as required, by ETF Architect. 
• ETF Architect reviews all submitted documents for completeness and compliance. 
• Address any outstanding issues or missing documentation to avoid delays. 
• Appendix of expected securities by account for contribution provided to Sponsor to attach 

with Broker letter of authorization, as needed. 
• Sponsor populates wire instructions for all participating accounts into 351 Architect. 

2 Weeks Prior to Launch – Trading Freeze and Tax-Lot Updates 

• Sponsor implements a trading and lending freeze on all contributing portfolios to ensure 

smooth operations. Reminder that securities need to be fully paid and cannot be 

margined. 

• Sponsor reviews all submitted tax lots to ensure accuracy and completes affirmation of 
accuracy. 

o Communicate the importance of this step to all stakeholders. 
• Final due diligence is conducted by legal and trading teams to ensure contributed 

securities are suitable. 
• Sponsor completes affirmation that all participating accounts have proper relief 

methodology selection with their respective broker (low-cost relief methodology). 
• Uploaded accounts with incomplete/missing documents are removed from the 351. 

PHASE 2:  FINAL PRE-LAUNCH EXECUTION (1  WEEK –  1  DAY BEFORE 

LAUNCH) 

1 Week Prior to Seed – Tax Lot Compliance and Submission 

Final Tax Lot File Submission: 

• ETF Architect submits final tax lot details to U.S. Bank. 
• Reiterate the trading freeze requirements. 

Legal, trading, and portfolio management teams conduct final due diligence on the portfolio. 

Reconciliation and Validation: 

• U.S. Bank reviews and confirms tax lot data accuracy. 
• Any inconsistencies are flagged and resolved. 
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2 Days Prior to Launch – Asset Transfer Initiation 

Initiate Securities Transfers: 

• All contributing custodians initiate securities transfers to U.S. Bank per the DTC 
instructions noted on the letter of authorization (timeline may be earlier for some 
brokers). Please note that client accounts will not see securities in their accounts, 
which may raise questions or concerns. U.S. Bank receives all securities and 
reconciles them against the previously submitted tax lot file. 

• Any breaks or discrepancies are flagged and addressed immediately. 

1 Day Prior to Launch – “SEED NIGHT” 

Final Reconciliation & Diversification Check: 

• All flagged breaks from the transfer process are resolved. 
• ETF Architect performs two diversification checks, one using intraday pricing at 11 

AM CST, and the final check using closing market prices to ensure regulatory 
compliance per the Trust’s pricing policies. Transferors failing diversification at this 
time will have securities trimmed back in order to meet compliance. Trimmed 
securities will be delivered back to the participating account and will not be taken into 
the ETF. ETF Architect will generally target the third or fourth largest name (ticker) 
from the transferor and reduce shares from the highest cost lots of those names first, 
if applicable.  

Initial NAV Calculation and Share Allocation: 

• Strike the initial Net Asset Value (NAV) of the ETF out to 4 decimal points. 
• Allocate ETF shares to each contributing client based on their portfolio's market value 

as of the close per the Trust’s pricing policies. 

PHASE 3:  LAUNCH & POST-LAUNCH PROCEDURES  

Launch Day – ETF is Live 

Market Open: Trading Begins 

• ETF officially launches and begins trading on the exchange. 
• U.S. Bank finalizes processing and distributes ETF shares back to contributing clients 

(delivery of ETF shares typically occurs within 3 business days of the ETF launch date). 

Cost Basis Updates: 

• Cost basis override templates are sent to clients, advisors, and brokers (as 
applicable). Please allow up to a week for cost-basis updates to be reflected in 
participating client accounts. 
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• Ensure all contributing parties properly update their records to reflect the cost basis 
of their newly acquired ETF shares. 

1 Week Post-Launch – Final Tax Opinion Distribution and Wire Payments 

Final Tax Items: 

• The Fund’s tax counsel provides the final tax opinion confirming Section 351 
compliance. 

• Distribute the tax opinion to the fund sponsor for their records. 
• Prepare documentation for “significant contributors” with 5% or greater ownership in 

the 351 transaction. 

Wire Payments: 

• Due to DTC limitations of delivery of fractional shares of ETF back to client account, 
U.S. Bank will “liquidate” the fractional portion of the total ETF shares due to the 
participant and deliver a cash wire in the amount of the liquidation to make the 
participant “whole.” This process is referred to as “share breakage.” 

• As applicable, participating accounts will receive cash wire(s) in the amount due to 
them for dividends paid out by contributed securities with ex-date prior to the ETF’s 
launch that were held in the ETF’s custody account at U.S. Bank. 

Month End Post-Launch – Participant Broker Statement 

• Participant to upload broker statement one month post-launch to suffice as 
documentation of pre/post transfer for RIC audit. 

351 CONTRIBUTION FREQUENTLY ASKED QUESTIONS (“FAQ”) 

What documents does the end client have to sign? 

• Depending on the broker, the end client (authorized account owner) will have to sign 
the broker-specific Letter of Authorization (“LOA”). This document gives authority to 
the broker to initiate the transfer of securities for 351 Participation. 

• Depending on the discretion of the participating Registered Investment Advisor 
(“RIA”), the end client might have to sign the Transferor Rep Agreement. This 
document is a legal document created to show the representations that either the RIA 
or the end client is making to contribute in seeding an ETF via 351. (See below for 
more details regarding the representations). 

• If the end client’s RIA is affiliated with the ETF, an affiliated product disclosure/update 
IMA may need to be signed. Consult with your compliance consultant. 

What are the representations being made in the Transferor Rep Agreement? 

• Person or RIA signing the agreement is authorized to do so. 
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• Contributed portfolio(s) are compliant with Section 351 of the Internal Revenue Code 
of 1986. 

• Transferor(s) have selected “low-cost” relief methodology with respective broker prior 
to contribution. If low-cost is not the preferred methodology of the selected portfolio 
for contribution, relief methodology at broker is selected to match (uncommon). 

• Transferor(s) are not currently in the process of bankruptcy. 
• Transferor(s) participating in contributing to an ETF seed via 351 are doing so with the 

business purpose and intent to have assets managed more effectively. 
• No “strawman” transferors. The participating transferor(s) have no plan or intention 

to sell, exchange, or otherwise dispose of the ETF shares to any other person(s) 
related to the Fund. 

• Transferor(s) are aware of the step-transaction doctrine and adhere to the guidelines 
of said doctrine. 

• Required government-employer consent has been obtained for any transferor(s) 
holding applicable government positions. 

• No fee reductions or other incentives have been provided to individuals or companies 
as a result of bringing in outside assets as a contribution to the Fund. 

• No C-Corps. 
• None of the transferor(s) are contributing securities that are Section 306 “special 

stocks” of the Internal Revenue Code of 1986. 
• All applicable “investment partnerships” are established and defined. 
• All contributed assets are, and have always been, capital assets. 
• None of the contributed securities are considered debt-financed. 
• Signatory agrees to grant access to Advisor to act on all noted representations in 

connection to transferor(s) participation in the contribution. 
• Participating transferor(s) have read and understand the Fund’s registration 

statement (Prospectus). 
• The investors understand finance well enough to judge the risks themselves. They 

didn’t rely on outside promises and had the chance to get their own legal, tax, or 
investment advice before deciding to contribute. 

• The investors promise that everything they told or provided is true and complete. The 
company can rely on that information to carry out the agreement. 

• All representations survive indefinitely. 
• This agreement will be interpreted using Delaware’s laws. No other state’s laws will 

apply, even if other rules might normally point to them. 

What happens if the ETF liquidates? 

• If the ETF seeded via 351 contribution liquidates, it is treated no differently from a 
standard ETF liquidation. There is no “unwinding” or other process that would 
distinguish it from a standard ETF liquidation. 

What happens if a security is submitted with zero cost basis? 

• If a contributed security is submitted with zero cost basis, the basis is automatically 
set to $0.01 and that information will be reflected at the broker once the ETF is live. 

http://www.etfarchitect.com/


19 

 

ETF Architect | 3803 West Chester Pike, Suite 150, Newtown Square, PA 19073 | T: 215-330-4476 | www.ETFArchitect.com 

A security (OTC/ADR generally) that was submitted is being flagged as ineligible, but it 
meets the investment objective of the ETF, can it be included in the ETF? 

• Inclusion of any security flagged as ineligible in 351 Architect is subject to review from 
both ETF Architect’s legal and trading teams. 

 

http://www.etfarchitect.com/


20 

 

ETF Architect | 3803 West Chester Pike, Suite 150, Newtown Square, PA 19073 | T: 215-330-4476 | www.ETFArchitect.com 

351 ARCHITECT SOFTWARE CYBERSECURITY OVERVIEW  

Empowered Funds LLC, doing business as ETF Architect, is an SEC-registered advisory firm 
operating under the Investment Advisers Act of 1940 with a robust compliance and oversight 
program.5 This memo provides an overview of the cybersecurity measures in place for 351 
Architect, our client-facing web portal facilitating “351 contributions,”6 and outlines the technical 
and procedural safeguards we use to protect client data and maintain the integrity, confidentiality, 
and availability of the platform. 

351 Architect is hosted on Google Cloud Platform (GCP) in an isolated environment. This ensures 
that the application and its associated database are segregated from all other ETF Architect 
technology infrastructure, reducing the risk of cross-system vulnerabilities. 

Access Controls 

• By Invitation Only – Access to 351 Architect is provisioned manually and only granted to 
authorized users. 

• Email-Based and Two-Factor Authentication – All users must authenticate using a one-
time sign-in link delivered via email followed by entering a one-time passcode from an 
authenticator app. 

 

5 Our cybersecurity manual is available for due diligence upon request. 

6 “351 contributions” refers to the in-kind contribution of securities to an investment company in exchange for shares 
of that investment company with the same cost basis. Such contributions and the investment company’s receipt of 
the contributed cost basis are done pursuant to section 351 of the Internal Revenue Code of 1986, as amended, and 
the Treasury regulations adopted thereunder.  

7 Document prepared for significant contributors is a unique statement that should be included in participant’s tax 
return. This statement includes name and TIN, date of asset transfer, fair market value and tax basis of the property 
transferred. It ensures transparency for the IRS regarding tax-free transfers, preventing abuse and tracking basis for 
future gain/loss calculations.  

8 “Significant contributors” refers to participants (under same TIN) who own at least 5% of the publicly traded stock. 

9 Per statue 351(a) No gain or LOSS shall be recognized if property is transferred to a corporation by one or more 
persons solely in exchange for stock in such corporation and immediately after the exchange such person or persons 
are in control (as defined in section 368(c)) of the corporation. Section 362(e)(2) further notes that If property with a 
built-in loss is contributed to a corporation (including an ETF): Either the corporation’s basis is stepped down to fair 
market value, or The shareholder’s stock basis is reduced. Either way, the loss is neutralized. So the ETF does not get 
a high tax basis it can later use to generate losses. Allowing a sponsor to seed a fund with a net-loss portfolio would 
violate the policy behind RICs: they are meant to be investment conduits, not loss warehouses. 
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• Principle of Least Privilege – User data is accessible only to designated employees with 
a legitimate business need. Access reviews are performed periodically to confirm access 
remains appropriate. 

Data Protection 

• Encryption in Transit – All connections to the portal are encrypted using TLS 1.2 or higher 
(GCP encrypts data in transit by default between customers and Google using TLS) [Google 
Cloud - Encryption in Transit]. 

• Encryption at Rest – Data stored in the GCP environment, including database contents and 
backups, is encrypted using AES-256 encryption by default [Google Cloud - Default Encryption 
at Rest]. 

• Tenant Data Isolation – Each client’s data is logically separated within ETF Architect’s 
systems to prevent unauthorized access between accounts. 

• Data Retention – Data is retained on ETF Architect’s systems for regulatory, audit, and 
recordkeeping purposes and is not sold. Data may be shared with authorized service 
providers, custodians, brokers, or other counterparties where necessary to provide the service 
or satisfy legal, regulatory, settlement, custody, or recordkeeping obligations. 

Hosting & Infrastructure Security 

• GCP Security – GCP provides physical security, network defense, and redundancy at the 
infrastructure level, including DDoS mitigation, firewalls, and intrusion detection [Google 
Cloud - Security Overview]. 

• Backups & Redundancy – Data is backed up securely within GCP to ensure recoverability in 
the event of a disruption. 

• Monitoring & Logging – Platform activity is logged for security and operational monitoring. 

Employee Awareness & Training 

• Continuous Security Awareness – All employees receive ongoing cybersecurity training, 
including simulated phishing exercises to reinforce safe practices. 

• Restricted Data Access – Only authorized team members can access production systems or 
client data, based on job function. 
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