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Since enabling the launch of the first ETF over 30 years
ago, the SEC has gradually but consistently relaxed
regulations, enabling innovations like multiple ETF share
classes, actively managed ETFs, and semi-transparent ETFs.
Each time the SEC acts, a surge in innovation and assets
has seemed to follow. In 2020, the SEC relaxed regulations
yet again by issuing Rule 6¢-11, allowing mutual funds to
convert to ETFs without liquidation.

Asset managers such as PIMCO, JP Morgan, and BlackRock
have already started to leverage this new rule, with many
others likely to follow. Converting a fund to an ETF offers
advantages such as lower expenses, better tax efficiency,
increased liquidity, and the ability to maintain the mutual
fund’s historical performance. However, conversion also
presents challenges, requiring adjustments in fund
accounting, custody, transfer agency, and fund
administration and posing risks for tax efficiency and
regulatory compliance. Understanding these challenges is
crucial for a successful conversion.

Requirements for Custody

The role of custodians changes significantly when
transitioning from mutual funds to ETFs. Unlike mutual
funds, which often involve cash transactions, ETFs rely on
in-kind transfers of securities through the creation and
redemption process. This requires custodians to manage
large-scale transactions between authorized participants
(APs) and the fund, necessitating enhanced operational
capabilities. They must ensure seamless processing of in-
kind transfers, monitor daily portfolio changes, and
maintain regulatory compliance. Asset managers should
seek out custodians with systems that can handle the
increased transaction volumes and ensure proper
settlement and reconciliation.
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The Benefits of Conversion over Launching a New
Product

Maintaining Historical Performance - One of the primary
reasons asset managers consider converting mutual funds
to ETFs is the ability to retain the mutual fund’s historical
performance. This track record can be an attractive feature
for investors, particularly those seeking established funds
with proven performance. In contrast, launching a new ETF
from scratch would require time to build a track record,
which can be a significant hurdle in attracting investors.

Removing Seed Capital - Converting a mutual fund to an
ETF can be more cost-efficient than launching a new ETF.
Running an ETF requires a minimum fund size to operate
efficiently—generally at least $25 million in assets under
management (AUM). However, for mutual funds that
already have sufficient AUM, converting to an ETF can
provide immediate scale and efficiency without the startup
challenges.

Requirements for Fund Accounting

Converting a mutual fund to an ETF requires significant
changes in valuation and reporting. Unlike mutual funds,
which are priced once daily, ETFs are traded throughout

the day, requiring real-time net asset value (NAV)
calculations. This demands advanced technology for
intraday pricing, more frequent reconciliations, and real-
time portfolio snapshots. Additionally, ETFs' transparency
requirements call for stricter data management to comply
with SEC regulations and meet investor expectations.
Utilizing a service provider with these capabilities, and
developing the appropriate oversight and operational
model, will be essential for successful conversions.
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Requirements for Transfer Agency

Transfer agents have significantly reduced responsibilities
in an ETF structure compared to a mutual fund. Since ETFs
are exchange-traded, traditional shareholder
recordkeeping is mostly eliminated. Instead, transfer
agents focus on managing relationships with authorized
participants (APs), overseeing ETF share settlements, and
ensuring clear communication with the Depository Trust
Company (DTC). They must also manage the operational
details of creation and redemption baskets and handle ETF
liquidity efficiently. This shift from direct shareholder
services to an intermediary-focused model requires
specialized systems and operational expertise.

Requirements for Fund Administration

For fund administrators, converting to ETFs introduces
challenges in compliance, reporting, and risk management.
ETFs require more frequent disclosure of portfolio holdings
(often daily) and adherence to different liquidity and risk
management standards. Administrators must update their
compliance frameworks to meet these requirements and

ensure that all operations, from performance
measurement to regulatory filings, align with the ETF
model. This often involves a thorough review and overhaul
of existing procedures, systems, and policies to ensure
smooth operations under the ETF structure.
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Operational and Regulatory Challenges

Several key challenges must be addressed during the

conversion process:

* Tax Efficiency: While in-kind redemptions make ETFs
more tax-efficient than mutual funds, the transition
must be carefully managed to prevent negative tax
implications for existing shareholders.

 Technology Upgrades: Service providers, including
custodians and transfer agents, may need to upgrade
their systems to meet the unigue operational
requirements of ETFs.

 Regulatory Compliance: SEC Rule 6c-11 governs
transparency and other ETF operations. These rules
differ from the rules governing mutual funds. Asset
managers must ensure that they and their service
providers are familiar with—and able to meet—the
regulatory requirements.

Despite the challenges, the increasing popularity of
ETFs is expected to drive many mutual funds to
transition to ETFs, either through direct
conversions or more nuanced approaches.

Conclusion

The decision to convert a mutual fund to an ETF—or to
wait for ETF share class approval—is not one-size-fits-all.
Each fund must evaluate its unique circumstances,
including investor base, operational capacity, and strategic
goals. What is clear is that ETF conversions represent a
growing trend in the asset management industry, with
over 70 conversions having taken place by mid-2024
alone.

Firms that can navigate the complex operational,
regulatory, and compliance challenges will be well-
positioned to capitalize on this shift. By partnering with an
experienced consultant capable of supporting all aspects
of the conversion process—from fund accounting to
custody, transfer agency, and fund administration—asset
managers can ensure a smooth transition and position
themselves for long-term success in the ETF space.
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