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ABOUT ROPES & GRAY’S
ETF PRACTICE

= Ropes & Gray advises ETF sponsors that
represent over half of all of the assets under
management in the ETF industry on matters
relating to the sponsorship and operation of
ETFs, product design, operational matters,
capital markets issues, tax issues related
to custom baskets, index licensing matters,
business issues, and exchange listing and
trading relief issues.

= Ropes & Gray works with ETFs of all kinds,
including actively-managed ETFs, non-
transparent ETFs, leveraged and inverse ETFs,
as well as other exchange traded products,
including non-1940 Act ETFs investing in
physical metals and futures-based commodities.

= Ropes & Gray's ETF practice group includes the
former in-house Chief Legal Officer to the largest
ETF complex in the world who has over 12 years
of experience working closely on all matters
related to ETF sponsorship.

= Ropes & Gray's recent ETF-related engagements
have included advising on non-transparent ETF
products, custom basket compliance policies
and procedures, order-taking procedures,
authorized participant oversight, ETF market-
making activities, arbitrage activities, and
market structure and trading regulations.

= Ropes & Gray has partnered with ETF sponsors
on ETF product development since 2007.
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Client Alert: 2018 Proposed ETF Rulemaking

On June 28, 2018 at an open meeting (the “Open Meeting”), the
Securities and Exchange Commission (“SEC”) unanimously voted to
propose new Rule 6¢-11 (the “Proposed Rule”) under the Investment
Company Act of 1940, as amended (“1940 Act”), which, if adopted,
would permit exchange-traded funds (“ETFs”) that satisfy certain

KEY TAKEAWAYS

The Proposed Rule seeks to “create
a consistent, transparent, and effi-
cient regulatory framework for ETFs
and to facilitate greater competition
and innovation among ETFs.”? If
adopted, the Proposed Rule would
significantly ease the regulatory
burdens associated with bringing
an ETF to market and create a more
level playing field for new and ex-
isting ETF sponsors. To accomplish
this, the SEC proposes to take the
following steps:

u Rescind Prior Exemptive Orders. To help
establish a consistent ETF regulatory
approach and remove the existing “patch-
work” of exemptive orders, the SEC would,
except with respect to ETF fund of funds
relief described below, rescind exemptive
orders previously granted to ETFs eligible
to rely on the Proposed Rule. As noted
below, certain types of ETFs will not be
able to rely on the Proposed Rule and will
not have their exemptive orders rescinded
under the proposal.

u Allow Custom Creation and Redemption
Baskets. An ETF relying on the Proposed
Rule would be permitted to use non-pro
rata baskets and/or baskets that differ
from other baskets used in transactions

on the same business day (“custom
baskets”).

= Eliminate the Distinction Between
Index-Based and Actively Managed ETFs.
All ETFs relying on the Proposed Rule,
whether index-based or actively managed,
must comply with the same conditions.

= Implement New Disclosure Require-
ments. The Proposed Rule and related
amendments to Form N-1A (for open-end
ETFs) and Form N-8B-2 (for UITs)
would require ETFs to disclose certain
information on their websites and in their
prospectuses, including historical infor-
mation regarding the ETF’s premiums
and discounts and bid-ask spreads.

NEW CONDITIONS

The Proposed Rule would pro-
vide certain exemptions from

the 1940 Act, including most of
those currently included in ETF
exemptive orders, and also impose
many similar conditions. The new
conditions in the Proposed Rule
include the following:

m Jransparency. Each ETF relying on the
Proposed Rule must post its portfolio
holdings daily on its website.

m Gustom Basket Policies and Procedures.

conditions to organize and operate without the expense and delay
of obtaining an exemptive order from the SEC. In addition to several
key takeaways from the SEC release describhing the proposals' (the
“Release”), we describe the Proposed Rule in detail below and offer
insights into how the Proposed Rule may affect ETFs and their sponsors.

An ETF relying on the Proposed Rule would
be permitted to use custom baskets if the
ETF adopts written policies and proce-
dures that set forth detailed parameters
for the construction and acceptance of
custom baskets that are in the best inter-
ests of the ETF and its shareholders and
specify the titles or roles of the employees
of the ETF’s investment adviser who are
required to review each custom basket for
compliance with those parameters.

u Website Disclosure. The Proposed
Rule and related form amendments
would require ETFs to disclose certain
information on their websites to increase
transparency, including historical
information regarding premiums and
discounts, bid-ask spread information
and information regarding a published
creation/redemption basket.

The SEC expects that permitting
ETFs to utilize custom baskets will
reduce transaction costs, promote
efficient portfolio management and
lead to a more efficient and effec-
tive arbitrage process. In addition,
the new disclosure requirements,
including full portfolio transparency,
should enable the SEC, investors
and other market participants to
evaluate the functioning of an ETF’s
arbitrage mechanism.3
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SUMMARY OF THE RELEASE

The SEC’s proposals aim to level the playing field among
existing ETF sponsors, as well as to make it easier for new
entrants to break into the ETF business. The SEC hopes the
Proposed Rule will “facilitate greater competition and inno-
vation in the ETF marketplace, leading to more choice for
investors.”* The proposals in the Release would make sub-
stantial progress toward leveling the regulatory landscape for
ETF sponsors and promoting the efficient operation of the
arbitrage mechanism that supports an ETF’s shares trading
at a market price approximating the ETF’s net asset value
per share (“NAV”). In particular, the proposals set forth in
the Release would:

= Codify much of the relief granted on a case-by-case ba-
sis to ETF sponsors under the current exemptive order
regime, permitting ETFs organized as open-end funds,
with some exceptions, to operate without obtaining in-
dividual exemptive relief from the SEC.5

mRescind exemptive relief previously granted to those
ETFs able to rely on the Proposed Rule.® In addition,
the Release proposes rescinding exemptive relief per-
mitting ETFs to operate in a master-feeder structure for
all ETFs that do not currently rely on such relief.”

mPermit an ETF relying on the Proposed Rule to use
custom creation and redemption baskets that do not
reflect a pro rata representation of the ETF’s portfolio
and/or that differ from other baskets used in creation
or redemption transactions on the same business day.

mRequire ETFs relying on the Proposed Rule to disclose
certain information on their websites, including (i)
portfolio holdings that will form the basis of the ETF’s
next NAV calculation; (ii) historical information regard-
ing the ETF’s NAV, premiums and discounts, and bid-
ask spreads; and (iii) information regarding a basket
of securities that the ETF would accept or provide in
connection with a creation or redemption, updated at
the beginning of each business day.

sAmend Form N-1A and Form N-8B-2 to require dis-
closure by all ETFs (not just ETFs eligible to rely on
the Proposed Rule) of information relevant to investors
who purchase and sell ETF shares in the secondary

markets. These new disclosure requirements seek to
ensure that ETFs provide more useful, ETF-specific in-
formation to investors who purchase ETF shares in the
secondary market.

As the SEC noted in the Release, the proposals are based on
the SEC’s experience in regulating ETFs for more than 25
years, and have been informed by the feedback received in
response to the SEC’s 2008 Exchange-Traded Funds Rule
Proposal® and the SEC's 2015 Request for Comment on Ex-
change-Traded Products.?

SCOPE OF THE PROPOSED RULE’S RELIEF

ETFs relying on the Proposed Rule will be able to operate
under conditions and in a manner similar to how they current-
ly operate because the Proposed Rule codifies much of the
standard 1940 Act exemptive relief ETFs rely on presently.
Currently, ETF exemptive orders commonly provide relief from
Sections 2(a)(32) and 5(a)(1) (treatment of ETF shares as
redeemable securities), Section 22(d) (trading of ETF shares
at market-determined prices), Section 22(e) (additional time
for delivering redemption proceeds), Sections 17(a)(1) and
(2) (affiliated transactions) and Section 12(d)(1) (permitting
certain fund of funds arrangements). The Proposed Rule ad-
dresses all of these topics except the exemptive relief from
Section 12(d)(1), which relief, as noted below, will not be
rescinded under the proposal.

Treatment of ETF Shares as “Redeemable Securities”. Un-
like existing exemptive orders, the Proposed Rule express-
ly defines an ETF share as a “redeemable security” within
the meaning of Section 2(a)(32) of the 1940 Act, notwith-
standing that only authorized participants may redeem ETF
shares, and then only when shares are aggregated into cre-
ation units.1° As discussed below, this clarification may ben-
efit ETF shares in relation to certain Securities Exchange Act
of 1934 (“Exchange Act”) trading rules.

Trading of ETF Shares at Market-Determined Prices. Consis-
tent with existing exemptive orders, a dealer in ETF shares
is exempt from Section 22(d) of the 1940 Act and Rule
22c-1(a) with regard to purchases, sales and repurchases
of ETF shares at market-determined prices. This treatment
is also consistent with the new definition of ETF, which in-
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cludes the notion that ETFs issue shares that are listed on
a national securities exchange and trade at market-deter-
mined prices rather than NAV.

Additional Time for Delivering Redemption Proceeds. Many
ETFs have exemptive relief permitting in-kind transactions
to settle beyond the seven-day period prescribed by Section
22(e) of the 1940 Act. This aspect of the relief addresses
foreign investments!! that cannot be delivered as redemp-
tion proceeds timely due to local holidays or local settlement
customs (or a combination of those factors).'? The Proposed
Rule would provide this relief for up to 15 days, but would
require delivery of redemption proceeds as soon as prac-
ticable in all cases. The condition that such investments
be delivered as soon as practicable in all cases represents
a new condition not typically found in the historical relief
provided to ETFs. Under the Proposed Rule, this exemption
from Section 22(e) would expire ten years from the effective
date of the rule unless the SEC takes action before then.
This “sunset” provision reflects the view of the SEC that
securities markets around the world will continue to adopt
shorter settlement cycles.

Affiliated Transactions. First and second tier affiliates!® of
an ETF may enter into in-kind creation and redemption
transactions with the ETF if they are affiliated with the ETF
solely because they or their affiliates hold with the power
to vote 5% or more of the shares of the ETF or any of the
ETF’s investment company affiliates.'# Consistent with prior
exemptive orders, such transactions would be exempt from
Sections 17(a)(1) and (2) by the Proposed Rule. Despite
industry requests to extend the relief to certain other affili-
ations (e.g., a broker-dealer that is affiliated with the ETF’s
adviser), the SEC noted that it is not prepared “at this time”
to extend the Section 17(a) relief to creation and redemp-
tion transactions involving parties that are affiliated persons
of the ETF for reasons other than the 5% interest stated
above.

Intraday Indicative Value (I1V). The Proposed Rule will not
require ETFs to make available an intraday indicative value,
although other types of relief necessary to operate an ETF
may continue to require it, such as exchange listing rules,
19b-4 filings and certain types of Exchange Act class relief.

Which ETFs Fall Within the Definition of “ETF”? The Pro-
posed Rule defines an “exchange-traded fund” as a regis-
tered open-end management company that: (i) issues (and
redeems) creation units to (and from) authorized participants
in exchange for a basket!® of securities, assets or other po-
sitions and a cash balancing amount, if any, and (ii) issues
shares that are listed on a national securities exchange and
traded at market-determined prices. Importantly, the defini-
tion of ETF excludes all exchange-traded products that are
not registered open-end investment companies. This means
that exchange-traded notes (ETNs) and exchange-traded
commodity pools and physical metals trusts may not rely on
the Proposed Rule. Unit investment trusts (UlTs) that oper-
ate as ETFs are also outside the scope of the Proposed Rule.

Further, some categories of ETFs that would otherwise fall
within the Proposed Rule’s definition of ETF may not rely
on the Proposed Rule’s exemptive provisions, though they
remain subject to certain requirements, such as the pro-
spectus and certain website disclosure requirements dis-
cussed below. Those categories of ETFs include leveraged
ETFs (that seek to provide returns at a multiple of a specific
index), inverse ETFs (that seek to provide returns that have
an inverse relationship to the performance of a specific in-
dex), and ETFs structured as a share class of a multi-class
fund.'¢ The Staff of the SEC’s Division of Investment Man-
agement (the “Staff”) believes that each of these types of
ETFs presents special issues, and the Staff will continue to
require sponsors seeking to launch these types of ETFs to
seek specific exemptive relief and to abide by the tailored
conditions that such relief would entail. Sponsors granted
relief to launch and operate these products currently would
appear to be able to launch new products if they can operate
within the confines of their exemptive relief. Additionally,
non-transparent ETFs of the type proposed by a number of
sponsors would be unable to meet the transparency require-
ments of the Proposed Rule.!”

Elimination of the Distinction Between Index-Based and
Actively Managed ETFs. The Proposed Rule does not dis-
tinguish between index-based and actively managed ETFs,
and does not incorporate the special requirements appli-
cable to self-indexed ETFs under some current exemptive
orders. The Release states that “index-based and actively
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managed ETFs that comply with the Proposed Rule’s condi-
tions function similarly with respect to operational matters,
despite different investment objectives or strategies, and do
not present significantly different concerns under the provi-
sions of the [1940] Act from which the proposed rule grants
relief.”!® Further, the Release notes that the distinction be-
tween index-based ETFs and actively managed ETFs has
been blurred due to the “proliferation of highly customized,
often methodologically complicated, indexes.”!® According-
ly, the SEC suggests in the Release “that eliminating the
regulatory distinction between index-based ETFs and active-
ly managed ETFs would help to provide a more consistent
and transparent regulatory framework for ETFs organized as
open-end funds”?® and would be consistent with the way
other types of open-end funds are regulated. As a result, all
ETFs relying on the Proposed Rule, whether index-based or
actively managed, must comply with the same conditions.
In addition, because the Proposed Rule does not distinguish
between index-based and actively managed ETFs in its con-
ditions (or otherwise), transparent actively managed ETFs
would be able to take advantage of custom basket flexibil-
ity previously available only to a handful of sponsors of in-
dex-based ETFs.

EFFECT OF THE PROPOSED RULE
ON EXISTING EXEMPTIVE ORDERS

Rescission of Existing Exemptive Orders Held by ETFs That
Can Rely on the Proposed Rule. All ETFs registered under
the 1940 Act currently rely on exemptive orders issued to
them at some point over the last few decades. The terms of
those exemptive orders sometimes differ in important re-
spects, with more recent orders typically having tighter re-
strictions on key ETF operations, such as the creation and
redemption basket process. The SEC seeks to remedy that
uneven regulatory landscape for ETF sponsors through the
uniform terms of the Proposed Rule and by rescinding ex-
isting exemptive relief held by any ETF that can rely on the
Proposed Rule. This rescission is generally limited to the
portions of the exemptive relief pertaining to the formation
and operation of an ETF, and does not cover the Section
12(d)(1) fund of funds provisions. (For a discussion of those
ETFs that cannot rely on the Proposed Rule, see “Scope of

the Proposed Rule’s Relief” above.) The rescission of those
portions of the exemptive orders to be rescinded will be ef-
fective one year after the effective date of Rule 6¢-11.

Fund of Funds Relief. Many existing ETFs have exemptive
orders that permit other unrelated registered investment
companies to make investments in them in excess of the
Section 12(d)(1)(A) and (B) limits. The Proposed Rule does
not address this aspect of the exemptive relief, and ETFs
that have an exemptive order containing that relief may con-
tinue to rely on that aspect of the relief, including the re-
lated relief from Sections 17(a)(1) and 17(a)(2). Until the
SEC adopts a similar fund of funds rule, ETF sponsors that
do not have fund of funds relief must file a separate exemp-
tive application to obtain the fund of funds relief that many
current ETF sponsors already possess. A proposed fund of
funds rule remains on the SEC’s rulemaking agenda for po-
tential action by the SEC.?!

Master-Feeder Relief. Many existing ETFs have exemptive
relief permitting an ETF to operate as a feeder fund in a
master/feeder structure. The Proposed Rule does not incor-
porate this relief, and the Proposed Rule would rescind the
relief from exemptive orders that include it except in the
limited instances where an existing ETF currently relies on
the relief (although in those cases, the relevant order would
be amended to prevent the formation of new master/feeder
structures).??

Section 24(d) Relief. The Release confirms that the Staff
intends to rescind existing relief from Section 24(d) of the
1940 Act held by some ETFs whose orders would be re-
scinded under the proposal. That relief provides an exemp-
tion to broker-dealers selling ETF shares from the obligation
to deliver prospectuses in most secondary market transac-
tions. The SEC notes its understanding in the Release that
broker-dealers do not currently rely on that relief.

New Conditions
Under the Proposed Rule

PORTFOLIO TRANSPARENCY

The Proposed Rule requires all ETFs relying on the rule to
provide full portfolio transparency. Each ETF must disclose

2018 PROPOSED ETF RULEMAKING

JULY 10, 2018



prominently on its publicly available website the portfolio
holdings?® that will form the basis for the ETF’s next cal-
culation of NAV (i.e., the ETF’s portfolio holdings as of the
close of business on the prior business day).?* The portfo-
lio holdings disclosure must be provided each business day
before the opening of regular trading on the primary listing
exchange of the ETF’s shares and before the ETF starts ac-
cepting creation and redemption orders.

CREATION AND REDEMPTION BASKETS,
INCLUDING CUSTOM BASKETS

Basket Construction Policies and Procedures. The Proposed
Rule would require all ETFs relying on the rule to adopt and
implement written policies and procedures that govern the
methodology used by the ETF in the construction of creation
and redemption baskets and the process that will be used for
the acceptance of baskets. The policies and procedures must
include details on how and when the ETF may use representa-
tive sampling and how the ETF will conduct portfolio or index
rebalances and index reconstitutions.

Custom Baskets. The Proposed Rule also permits all ETFs
eligible to rely on it to utilize custom creation and redemption
baskets. There are two types of custom baskets contemplated
by the Proposed Rule. The first includes baskets that consist
of a non-representative selection of the ETF’s portfolio hold-
ings, which would include baskets that do not reflect:

(i) a pro rata representation of the ETF’s portfolio
holdings,

(ii) a representative sampling of the ETF’s portfolio
holdings, or

(iii) changes due to rebalancing or reconstitution of
the ETF’s securities market index, if applicable.

The second type of custom basket encompasses when dif-
ferent baskets are used on the same business day. Thus, any
basket that differs from any other basket used by the ETF on
a given day would be a custom basket. This would include:

(i) different representative sampling baskets applicable
to different authorized participants on a single day, or

(ii) baskets including cash in lieu of a portion of the
basket assets for a single authorized participant.

Custom Basket Policies and Procedures. As noted above,
the Proposed Rule, which Commissioner Piwowar character-
ized as “principles-based,” would require all ETFs relying on
the Proposed Rule to use custom baskets to adopt written
policies and procedures relating to the use of custom bas-
kets.?® The custom basket procedures must:

= Set forth detailed parameters for the construction and
acceptance of custom baskets that are in the best in-
terests of the ETF and its shareholders, including the
process for revising, or deviating from, those param-
eters; and

= Specify the titles or roles of the employees of the ETF’s
adviser (or sub-adviser) who are required to review each
custom basket for compliance with the established pa-
rameters.

Under the Proposed Rule, an ETF would be permitted to
construct creation and redemption baskets using cash, se-
curities, or other positions, provided that the ETF has sat-
isfied the appropriate policies and procedures requirement.
The SEC indicated in the Release that an ETF’s custom bas-
ket policies and procedures should include details regard-
ing the circumstances in which cash, securities, or other
positions would be substituted for basket assets. The Re-
lease also states that the custom basket policies and proce-
dures should include provisions for testing compliance with
the custom basket policies and procedures and assessing
(including through back testing or other periodic reviews)
whether the parameters continue to result in baskets that
are in the best interests of the ETF and its shareholders.
Custom basket policies and procedures must also provide
a process governing revisions to, or deviations from, the pa-
rameters within the policies and procedures. In addition,
the SEC suggested that ETFs consider utilizing non-portfo-
lio manager employees to review the components of custom
baskets before approving a creation or redemption.

Recordkeeping. For each basket exchanged with an autho-
rized participant, an ETF would also be required to main-
tain a record identifying the names and quantities of posi-
tions comprising the basket, the cash balancing amount,
if any, and the identity of the authorized participant trans-
acting with the ETF. For each custom basket used, such
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record would also be required to identify the basket as
a custom basket and state that the custom basket com-
plies with the ETF’'s custom basket policies and proce-
dures. ETF sponsors can expect that the Staff will focus
on these records during examinations and ETF sponsors

should give careful consideration to the supporting mate-
rials and rationale that should be created and maintained
to evidence the basis for any determination to accept a
specific custom basket under the custom basket policies
and procedures.?®

KEY ADDITIONAL
CONSIDERATIONS ABOUT
CUSTOM BASKETS

u The Importance of Custom Basket
Flexibility. Obtaining flexibility to utilize
custom creation and redemption baskets
has been the Holy Grail of the ETF
industry for the better part of a decade.
Custom baskets should benefit ETFs and
their shareholders by reducing costs,
increasing efficiency and improving
trading. The SEC noted that “ETFs
without basket flexibility typically are
required to include a greater number of
individual securities within their baskets
when transacting in-kind, making it more
difficult and costly for authorized par-
ticipants and other market participants
to assemble or liquidate baskets. This
could result in wider bid-ask spreads
and potentially less efficient arbitrage.”?
For fixed income ETFs, the ability to
customize baskets is critical because
many bonds do not trade frequently and
requiring an ETF to include a hard-to-lo-
cate bond in a redemption basket simply
to maintain the basket’s representation
of the overall ETF’s portfolio would be
counterproductive. By permitting custom
baskets, the Proposed Rule will provide

with some of the more established

ETF sponsors for securities, authorized
participant transaction interest, creation
activity and assets. In addition, custom
baskets should enable actively managed
ETFs to manage their portfolios in a more
efficient and cost-effective way.

= Role of the Adviser/Sub-Adviser in
Custom Basket Construction. The
custom basket construction process
raises many of the same issues present
in traditional portfolio management
services (e.g., whether to accept (buy)
a specific security in a creation basket
or whether to include (sell) a specific
security in a redemption basket), as
well as whether to include cash in lieu
of securities or other assets or whether
to substitute one or more securities for
another security or group of securities.
Accordingly, the investment adviser’s
(or sub-adviser's)

portfolio management team will play an
important role in the basket construc-
tion process, though they must do

so within the strictures of the ETF's
custom basket policies and procedures.
Accordingly, the parameters of those
policies and procedures may have
significant portfolio management and
performance implications. Investment
advisers (or sub-advisers) will also have
a significant interest in the standard
of care that applies to their activities
in respect of the basket construction
process. Compliance, risk and opera-
tional personnel should work closely
with portfolio management and capital
markets personnel to determine the
contours of the custom basket param-
eters, as well as to determine the roles
and responsibilities of those involved in
constructing and administering custom
baskets in the best interests of the ETF
and its shareholders.

EDWARD BAER Counsel, Investment Management
Ed has significant experience with ETF basket construction
issues, both in his former role as Chief Legal Officer for a large
ETF sponsor and while at Ropes & Gray, having prepared basket
construction and custom basket policies and procedures on

newer sponsors the flexibility to compete

behalf of a number of Ropes & Gray clients.
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DISCLOSURE REQUIREMENTS

The Proposed Rule requires disclosure of certain information
on an ETF’'s websites for all ETFs that rely on the Proposed
Rule. In addition, the Release proposes certain disclosure
amendments to Form N-1A and Form N-8B-2 that would
apply to all ETFs, including those unable to rely upon the
Proposed Rule.

Website Disclosure. The Proposed Rule expands the web-
site disclosure requirements applicable to ETFs. Each ETF
that relies on the Proposed Rule must post on its website
information regarding a published basket at the beginning of
each business day, as well as the estimated cash balancing
amount.?® The ETF must publish a single basket for creations
and redemptions representing “a basket that it would accept
if presented by any authorized participant in exchange for cre-
ation units (or present to an authorized participant redeeming
creation units).”?° The published basket need not represent a
pro rata selection of the ETF’s portfolio holdings.3°

Each ETF (as a condition of relying on the Proposed Rule)
must also disclose, among other things, the following infor-
mation on its website:

= The ETF’s portfolio holdings®! that will form the basis of
the next calculation of the ETF's NAV (daily);

= The ETF’s NAV, market price®?, and premium or discount,
each as of the end of the prior business day (daily);

= Historical information regarding the median bid-ask
spreads for the ETF’s shares over the most recent fiscal
year;

= A table and line graph describing the ETF’s premiums
and discounts for the most recently completed calendar
year and the most recently completed calendar quarters
of the current year; and

u|f the ETF’s share premium or discount is greater than
2% for more than seven consecutive trading days, a dis-
cussion of the factors that are reasonably believed to
have materially contributed to the premium or discount.
Also, this information must be posted on the website on
the day immediately after the disclosure is triggered (i.e.,
the eighth trading day) and must remain on the ETF'’s
website for one year after its initial posting.

The purposes of these disclosures include to provide inves-
tors with a “snapshot” into the difference between an ETF'’s
NAV and market price. The SEC is seeking comment on ways
to better inform investors about intraday deviations between
NAV and market price.

Potential Tax Implications of the Proposed Rule. ETFs
have the potential to operate in a more tax-efficient
manner than traditional mutual funds that redeem in
cash. This tax efficiency derives principally from the
in-kind creation and redemption mechanism utilized by
many ETFs, and custom baskets may be used to facili-
tate transactions designed to optimize tax efficiencies.
ETF sponsors will have to consider whether an ETF's
written policies and procedures must identify the tax
considerations, if any, that are taken into account in the
construction and negotiation of a custom basket. An in-
kind redemption made at the demand of a shareholder
generally results in no taxable gain or loss to the ETF.
Taking into account tax considerations when selecting
securities to satisfy in-kind redemptions generally
should not affect that result. Some types of tax-motivat-
ed redemptions, however, potentially present additional
tax issues, that may require careful consideration under
the ETF’s custom basket policies and procedures and
under the Proposed Rule.

JIM BROWN, Partner, Tax

Jim focuses his practice on the

tax aspects of investment funds,

including ETFs. He regularly

advises sponsors of investment

funds on tax structuring and
operational issues relating to these funds, including
the taxation of registered and unregistered investment
funds (e.g., private equity funds, debt funds, hedge
funds, commodities funds and regulated investment
companies or mutual funds).

2018 PROPOSED ETF RULEMAKING

JULY 10, 2018



Registration Statement Disclosure. The Release details sev-
eral new prospectus disclosure requirements designed to
provide investors who purchase ETF shares on the second-
ary market with additional information, including informa-
tion regarding costs associated with investments in ETFs.
For example, the disclosure proposals would require ETFs
to include registration statement disclosures that investors
may be subject to brokerage and other fees when buying or
selling ETF shares. These registration statement disclosures
would apply to all ETFs, including those that fall outside of
the Proposed Rule.

The disclosure proposals would also require additional fee
and expense disclosure under a revised Item 3 of Form N-1A,
which would be formatted as a series of Q&As designed to
provide information about bid-ask spreads and other trading
costs. Pursuant to revised Item 3, an ETF would be required
to disclose its median bid-ask spread over the most recent
fiscal year and to describe how the bid-ask spread would
affect an investor’s return on a hypothetical $10,000 invest-
ment. ETFs would also be required to disclose mid-range
and high-end spread costs. An ETF would be required to
provide a cross-reference or hyperlink to its website, which
would be required to provide an interactive calculator that
would allow investors to test the hypothetical impact of such
costs on their planned trading behavior. These new disclo-
sure obligations would not apply to ETFs that have been in
operation for less than one full fiscal year. The Q&As
can be found on page 155 of the Release (https://
www.sec.gov/rules/proposed/2018/33-10515.pdf).

In order to ensure consistent disclosure by ETFs that are or-
ganized as UITs (which are not otherwise covered under the
Proposed Rule), the disclosure proposals also would revise
Form N-8B-2 to require ETFs that are organized as UlTs to
provide the same information as is required by the revised
Form N-1A.

Other Impacts of the Proposed Rule

EXCHANGE ACT ISSUES

ETFs require exemptive relief beyond that provided by the
Proposed Rule to operate. In order to list shares on an ex-
change, ETFs must meet the requirements of the exchange

listing rules. Most new ETFs meet the generic listing stan-
dards of each listing exchange, but some novel or complex
ETFs do not. For ETFs that do not meet the generic ex-
change listing standards, it may be necessary to seek an
Exchange Act rule change under Rule 19b-4 to enable the
ETF’s shares to list on an exchange. This process, which
is overseen by the SEC’s Division of Trading and Markets
(“T&M"), can be lengthy, with complex or novel products
taking upwards of nine months before being approved or
disapproved for listing.

In addition, ETFs currently require relief from certain Ex-
change Act trading rules, including Regulation M Rules 101
and 102, Rule 10b-17, Rules 15c1-5 and 15c1-6, Rule
14e-5, Section 11(d) and Rule 11d1-2, Rule 200(g) of Reg-
ulation SHO and Rule 10b-10, unless they are eligible to
rely upon certain “class relief letters” issued by T&M. While
most ETFs come within the parameters of the class relief let-
ters, those that do not have had to seek individual no-action
or exemptive relief, which can take several months to obtain.

As noted above, the Proposed Rule seeks to address some
of these Exchange Act issues by establishing that ETFs that
meet the definition of “exchange-traded fund” under the
Proposed Rule issue “redeemable securities” as defined in
Section 2(a)(32) of the 1940 Act. As redeemable securities,
ETF shares will fall within an exemption in Rules 101(c)(4)
and 102(d)(4) of Regulation M and Rule 10b-17(c) under
the Exchange Act, each of which provides exceptions for “re-
deemable securities” issued by open-end investment com-
panies. In addition, the Proposed Rule may also have impli-
cations under Rule 11d1-2 under the Exchange Act, which
contains an exemption for “registered open-end investment
companies.” To the extent that ETFs no longer have to seek
relief from these provisions, the new ETF launch process
should be further streamlined.

The SEC also requested comment on whether it should pro-
vide relief from Exchange Act Rules 10b-10, 15c1-5 and
15c1-6. ETFs currently rely on relief from these and other
Exchange Act rules, and that relief is subject to a variety
of conditions, including minimum creation unit sizes, fre-
quent dissemination of the IV, restrictions on the payment
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of certain cash compensation or economic incentives to bro-
ker-dealers, minimum levels of diversification in the ETF’s
portfolio, and whether the ETF is managed to track an index.
If relief from these other Exchange Act provisions were avail-
able to ETFs under the Proposed Rule, another significant
regulatory workset would be removed, further paving the way
for new and existing sponsors to bring products to market
more rapidly and at a reduced cost.

POTENTIAL EFFECT OF THE
PROPOSED RULE ON INDICES

Since the advent of ETFs, ETFs that seek to track the per-
formance of an index have represented the vast majority of
both ETFs and assets under management held in ETFs. This
growth in index-based ETFs mirrors the larger investment
trend toward lower cost beta strategies, such as index invest-
ing. One result of the growth of index-based ETFs was that in-
dex providers came to occupy an important commercial space
in the ETF industry. The Proposed Rule presents the possibil-
ity that more ETFs in the future will be launched without any
specific ties to an index. For now though, the Proposed Rule’s
requirement of daily transparency of an ETF’s portfolio hold-
ings, as described above, may remain a significant obstacle to
active managers launching and operating ETFs in reliance on
the Proposed Rule and may signal broader reluctance by the
SEC to embrace less transparent ETF structures.?

ADDITIONAL POTENTIAL CONSIDERATIONS
FOR ETF SPONSORS

The Proposed Rule seeks to level the playing field among ETF
sponsors by rescinding most existing ETF exemptive orders
and applying consistent regulatory requirements to ETFs. For
ETF sponsors who do not currently have flexibility to utilize
custom creation and redemption baskets, the Proposed Rule
may be a game changer. However, the Proposed Rule does
come at a cost, with both technology and compliance costs
likely to increase due to the addition of significant disclosure
obligations and the requirement to adopt and operate pursu-
ant to basket construction policies and procedures. Neverthe-
less, the Proposed Rule provides significant potential benefits
to ETF sponsors and investors. In evaluating the potential
impact of the Proposed Rule, existing and prospective ETF
sponsors should consider the following issues.

New Sponsors. The Proposed Rule will lower the barriers
to entry into the ETF market by eliminating the time delays
and costs associated with obtaining 1940 Act exemptive
relief. While the time needed to obtain exemptive relief
has declined from a year or more to three to four months
for routine exemptive applications, the uncertainty of the
exemptive process will be eliminated for most ETFs by the
Proposed Rule. In addition, not having to obtain exemptive
relief should save new entrants significant legal fees that
they can use towards product development efforts and
capital markets relationship building.

Breaking into the ETF business will still present
challenges for new entrants, including the number of
competing sponsors (which will inevitably increase once
the Proposed Rule goes into effect) and the potential
challenges presented by the current ETF listing process.
In addition, new sponsors must address the legal and
operational issues described herein, which will involve
hiring competent and experienced employees, business

advisors, legal counsel and service providers. However, if
the Proposed Rule is adopted and the SEC is successful
in its efforts to promote innovation and competition in
the ETF marketplace, reduced barriers to entry, a more
level regulatory playing field, and lower startup costs
should benefit new entrants and investors alike.

BRIAN MCCABE

Partner,

Investment Management

Brian focuses his practice on

representing investment advisers,

broker-dealers and mutual
funds and their directors. He regularly advises on the
formation, compliance maintenance and operations of
open- and closed-end investment companies. Brian has
broad-based experience with ETFs, including representing
Impact Shares and its independent trustees, representing
Pax World Funds in connection with the formation of ESG
Shares, and representing advisers to various ETFs.
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Advisory/Sub-Advisory Agreements and Other Service Pro-
vider Arrangements. As noted previously, in light of the
additional responsibilities that may be placed on advisers
or sub-advisers in connection with the basket construc-
tion and custom basket policies and procedures, advisers
should evaluate the responsibilities and standards of care
in their existing agreements with ETFs. In addition, the new
requirements under the Proposed Rule may necessitate new
or modified arrangements with fund service providers such
as custodians, administrators, index providers, pricing ven-
dors and data providers. It also may be necessary to review
the ETF’s authorized participant agreements and any related
procedural documents to ensure that the ETF will be able to
take advantage of the flexibility custom baskets will offer,
when available.

Compliance Policies and Procedures. Sponsors and ETF
boards should carefully evaluate their compliance policies
and procedures to understand how the Proposed Rule may
impact their overall compliance program. For example, the
Proposed Rule will require sponsors and boards to adopt or
amend basket construction and, if relevant, custom basket
policies and procedures. In addition, sponsors and boards
should determine whether existing portfolio holdings disclo-
sure policies need to be revised in light of the Proposed
Rule’s portfolio transparency requirements. Further, spon-
sors and boards may need to adopt policies and procedures
relating to how information is posted to the ETF’s website
and how they will ensure that the required disclosures will
be made timely and accurately. Sponsors should also assess
how the requirements of the Proposed Rule, especially the
basket construction and custom basket policies and proce-
dures, may interact with other fund policies, such as the
liquidity program requirements of Rule 22e-4.

Technology and Website Enhancements. Given the Proposed
Rule’s enhanced disclosure requirements, sponsors should
assess their data and technology arrangements, including
the functioning and utility of their ETFs’ websites. The Pro-
posed Rule requires ETFs to post several categories of new
information on their websites daily, and to provide an in-
teractive calculator to enable investors to assess potential
trading costs. Sponsors will need to arrange for the nec-
essary data feeds and website development to ensure that

these disclosure obligations can be met. In addition, to the
extent ETFs must post information derived from third-party
data, they should ensure that any necessary data use licens-
es have been obtained.

Continued Reliance on Existing Exemptive Relief or Need
for Additional Exemptive Relief. Sponsors, particularly
sponsors that currently enjoy significant basket flexibility,
should evaluate their existing exemptive orders to determine
whether those orders include relief that is beyond the relief
provided by the Proposed Rule and which may be essential
to the continued efficient operation of their ETFs. Certain
sponsors may seek to establish a dialogue with the Staff
during the Proposed Rule’s comment period regarding po-
tential changes to the Proposed Rule or to procure separate
exemptive relief. Under the Proposed Rule and the terms of
the Release, an inability to continue an ETF’s existing oper-
ations as presently conducted would not appear to remove
the ETF’s exemptive order from the population of orders that
will be rescinded unless that inability arises out of the ETF’s
operation as a leveraged ETF, inverse ETF, UIT or class of a
multi-class fund. Sponsors of ETFs that are excluded from
the scope of the Proposed Rule may want to engage pro-
actively with the Staff in order to understand the status of
their exemptive relief, as well as what hurdles, if any, they
may face in developing and offering new products. The same
suggestion would apply to new sponsors who may need novel
relief to develop and offer new ETFs.
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BOARD PERSPECTIVES:
THE EFFECT OF THE
PROPOSED RULE ON
ETF BOARDS

The Proposed Rule does not directly
impose new obligations on the boards

of ETFs. Indeed, the Release mentions
the role of an ETF board only a handful
of times, principally to state the Staff’s
expectation that boards have a role to
play in the oversight of the custom basket
creation and redemption process.* Given
the possibility for overreach and the
dilution of shareholder interests through
that process, the Staff’s expectation that

board’s oversight of the basket con-
struction process will likely be through
the review and establishment of policies
and procedures required by the Proposed
Rule and the review of periodic reporting
regarding the operation of those policies
and procedures provided by the qualified
professionals involved in the ETF's
day-to-day operations. The evaluation of
whether the policies and procedures con-
tinue to result in custom baskets in the
best interest of an ETF will require careful
consideration of how a basket affects
the economic characteristics of the ETF's
portfolio, including, potentially, whether
it reduces or increases the prospect of

ETF’s index or target portfolio or whether
it reduces transaction costs that the
authorized participants would otherwise
incur, which is important to an efficient
arbitrage mechanism. It seems likely that
investment and risk professionals at an
ETF’s investment adviser (or sub-advis-
er), as well as fund compliance person-
nel, would be best placed to provide ETF
boards with periodic summary reports
evidencing their findings regarding
whether the ETF's custom basket policies
and procedures remain properly designed
to result in baskets that are in the best
interest of the ETF and its shareholders.

the board provide a level of oversight

tracking error from an

over that process should not come as a
surprise.

Appropriately, nothing in the Proposed
Rule or the Release suggests boards
should get involved in an ETF’s day-to-
day operations. As with other oversight
functions a board performs, an ETF

OTHER ITEMS OF NOTE

There are a number of other noteworthy provisions of the
Proposed Rule and the Release:

= The Release references the “potential staff recommenda-
tion of a re-proposal on funds’ use of derivatives . . ."3®

= There is no minimum creation unit size required under
the Proposed Rule, although certain exchange listing
rules and Exchange Act class relief provisions require
an ETF to establish a minimum creation unit size.3¢

= As noted above, custom basket transactions may be ef-
fected only in accordance with policies and procedures

JEREMY SMITH, Partner, Investment Management
Jeremy’s practice focuses on advising mutual funds and ETFs,
their independent directors, and investment advisers. Jeremy
has advised ETF sponsors regarding product design, registration,
licensing, compliance and other operational issues.

that detail parameters for the construction and accep-
tance of custom baskets that are “in the best interests
of the ETF and its shareholders.” (Emphasis added.) At
the Open Meeting, Commissioner Peirce commented
on the inclusion of “and its shareholders” in the best
interest standard stated above, and she noted that the
adviser owes a fiduciary duty only to the ETF it manag-
es. Commissioner Peirce also highlighted the difficul-
ty any adviser would have in assessing the individual
tax and other circumstances of each shareholder, and
noted that even redeeming shareholders fall within the
population of shareholders whose interests seemingly
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must be considered under that standard. We expect
that this issue will generate a number of industry com-
ments during the Proposed Rule’s comment period.3’

= Redemptions may be suspended only in accordance
with Section 22(e) of the 1940 Act. Per the Release,
creations may be suspended only for a limited time and
only due to extraordinary circumstances, such as when
the markets on which the ETF’s portfolio holdings are
traded are closed for a limited period.

= Redemption fees charged by ETFs in connection with
creation unit redemptions must be in compliance with
1940 Act Rule 22c-2; fees charged in respect of the
creation process may not be so high as to effectively
suspend the issuance of creation units.

mThe Proposed Rule permits individual share redemp-
tions for transactions such as mergers, reorganizations,
conversions and liquidations.

sETFs cannot make selective disclosure of intra-day
changes to portfolio holdings, and disclosures of port-
folio holdings information must be made consistent
with the ETF’s disclosure policies. Sponsors may need
to review their portfolio holdings disclosure policies
and related disclosures in light of the Proposed Rule
and the potential for the custom basket construction
process to require disclosure of otherwise non-public
portfolio holdings information.

= ETFs that are delisted or suspended from their listing
exchange may no longer rely on the Proposed Rule.

mThe new Form N-1A Item 3 narrative disclosure that
fees may apply when you sell shares would apply to
both ETFs and mutual funds.

= The SEC proposed an amendment to Item C.7. of Form
N-CEN to require ETFs to report whether they are rely-
ing on the Proposed Rule.

= The SEC requested comment on whether an index-based
ETF should be required to disclose information on the
ETF’s tracking error relative to its benchmark index.

WHAT THE PROPOSED RULE DOES NOT COVER

ETF Exchange Listing Process. The Proposed Rule does
not address the ETF exchange listing (Exchange Act Rule
19b-4) process, which is overseen by T&M and is outside
the scope of the Proposed Rule. However, as Commission-
er Peirce noted in her statement on the Proposed Rule,
the exchange listing rules add complexity and potentially
lengthy delays to the ETF launch and listing process that
should be addressed by future SEC action.

ETP Classifications. As noted by Commissioner Stein at
the Open Meeting, the Proposed Rule does not direct-
ly address the establishment of standard classifications
for various types of ETPs. Often, the term “ETF” is used
generically to refer to products that are exchange-traded
regardless of the features, exposures and regulatory treat-
ment of the products. Certain non-1940 Act ETPs provide
exposure to physical metals, currencies and commodity
futures or other derivatives, while ETNs typically repre-
sent unsecured debt obligations of the ETN issuer. These
products all present risks that differ from those posed by
ETFs registered under the 1940 Act, and they are regulat-
ed differently, yet some investors and some in the media
tend to lump all exchange-traded products together. And
while the Proposed Rule clearly defines what constitutes
an ETF, it does not attempt to limit the use of the term to
those products relying on the Proposed Rule.

Extension of Fund of Funds Provisions to 3(c)(1) and 3(c)
(7) Funds. When the 2008 ETF rule proposal was issued,
numerous commenters suggested that there is no obvious
reason to limit 3(c)(1) and 3(c)(7) funds from investing
in unaffiliated ETFs beyond the limits of Section 12(d)
(1)(A) and (B) when other investment companies may
do so under exemptive relief then commonly provided. It
is possible the SEC may consider this issue in separate
rulemaking related to Section 12(d)(1) in the near future
as a potential rule for fund of funds relief for ETFs re-
mains on the SEC’s rulemaking agenda.3®
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COMMENTS

Comments on the Proposed Rule are due within 60 days of
the publication of the proposal in the Federal Register. The
Release contains dozens of specific requests for comment on
the Proposed Rule and other elements of the proposals. We
encourage existing and prospective ETF sponsors, authorized
participants and other market participants to comment on
specific aspects of the Proposed Rule that may raise chal-
lenges or concerns, and to note their support for specific
elements that they agree with, as applicable. Many in the
industry have waited a long time for an ETF rule, and this may
be the industry’s best opportunity to obtain a clear, consistent
and fair regulatory scheme for ETFs.

Ropes & Gray would be pleased to assist you in analyzing the
impact of the Proposed Rule and preparing comments on the
proposals. Please contact the authors or your regular Ropes &
Gray contact for assistance.
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