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ETFs & Dual Share-Class Operating Model and Considerations

Introduction to ETF Dual Share-Classes

After Vanguard’s patent that covered structuring an ETF as a share-class of a traditional open-ended mutual fund
expired in May 2023, and with the recent public notice the SEC issued that expressed their intent to approve
Dimensional Fund Advisors exemptive relief application, approvals for the other 75+ asset managers that have
already filed are expected to come as a fast follow through the end of the year and early 2026. With the
excitement about ETFs and the dual share-class model on the forefront of many firms, this white paper explores the
benefits, complexities and operating model around ETFs and the dual share-class model (including a granular step-
by-step workflow relevant to front office, operations and technology teams).

Dual Share-Class Benefits and Complexities

Having a traditional mutual fund class that is bought and sold at end-of-day NAVs and an ETF share class that’s
created and redeemed by APs all within the confines of the same portfolio comes with benefits but also creates
sizable complexities in your operating model.

Benefits:

o Tax Efficiency: Adding ETFs as a share class in a mutual fund unlocks the ability to use In-Kind orders to
manage embedded gains (e.g., in-kind transfers for gain positions and cash sales for loss positions to
optimize taxes).

e Pricing Choice for Clients: Introduces intraday liquidity through ETFs while keeping traditional end-of-day
NAV and other Mutual Fund conveniences.

o Operational Synergies: Ability to reuse existing infrastructure, teams and processes (e.g., boards/policies
instead of launching standalone ETF trust, portfolio management function, etc.)

e Distribution Expansion: Expanding access to ETFs as a channel using existing mutual fund channels while
reaching new investors interested in ETFs

e Alternative Solution: Many managers have undergone / are planning to undergo a conversion of their
mutual funds to ETFs to gain access to the advantages of ETFs - the introduction of the dual-share class
provides an alternative venue to gain those same benefits.

Complexities:

o Trade, Order & Position Management: ETF orders are typically managed on specialized technology offered
by ETF servicers and require careful integration with trading and position management systems to ensure
PMs can accurately manage their portfolios intraday — very common issue.

e Accounting Complexities: Fund Accounting must calculate separate NAVs and accrue expenses for the ETF
share class versus the traditional classes requiring precise allocation logic and auditable expense
waterfalls.

e Operational Complexity: Since ETF creations/redemptions occur inside the same portfolio as mutual fund
subscriptions/redemptions, the transfer agent, board oversight, and custodian workflows must distinguish
flows by share class and route them appropriately.
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o Client Reporting: Client-reporting platforms must generate separate statements, tax documents, and
regulatory disclosures per share class, and web portals must host daily ETF holdings alongside quarterly
mutual-fund disclosures—all stemming from a single data source.

o ETF Distribution: Existing mutual fund sales team often do not understand the ETF ecosystem or trading
nuances well enough to successfully sell these to investors, as one of the key roles is education of new and
existing clients. ETF Sales Specialists and/or the Capital Markets teams often joined sales meetings to
support education and bring insights to the investor dialogue.

The benefits of ETFs, both as a stand-alone product and as an additional share-class within your existing mutual
fund, are real and tangible, but add complexities in your operating model due to how the products work differently.

How Do ETFs Work?

ETFs have a unique and nuanced workflow, market participants, technology, and operating model than traditional
mutual funds. The core unique aspects of the ETF Operating Model versus mutual funds include:

e Creations / Redemption Orders: Mutual funds include cash subscriptions / redemptions where the fund will
issue or cancel shares for every investor order while ETF Authorized Participants (APs) can submit In-Kind or
Cash creation/redemption orders directly on the primary market.

o Capital Markets: ETF markets rely heavily on relationships with APs to facilitate the creation/redemption
process, leading to reliance on a strong capital markets function to manage APs and market makers for
successful trading of the ETFs.

e ETF Servicers: Establishing the ETF vehicle involves onboarding new custodians, transfer agents, and fund
administrators, and may necessitate new legal agreements and SLA negotiations. Many of the smaller back-
office (BO) providers that may be servicing mutual funds now aren't able to service ETFs, leading to the
need to convert/onboard a new BO provider to enable the product transition.

o Basket Assembly and Creation/Redemption Processing - New technology, workflows and AP relationships
are required to facilitate basket creation (with operational complexities dependent on ETF transparency and
whether its active or passive), intraday order taking (including non-standard CIL/Negotiated orders),
settlement, and ongoing tracking/reporting.

o Daily Disclosures: ETFs’ requirement for daily portfolio-holdings disclosures and PCF generation
introduces a layer of operational complexity that mutual funds, which typically disclose holdings on a
quarterly basis, do not face.
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ETF End-To-End Operating Model: A Detailed Look

The following section explores the detailed end-to-end ETF operating model, including operationally how the ETF is
made, maintained, regulated, marketed, and distributed.
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On T-1, the ETF Issuer communicates their ETF composition (different methods depending on transparency, and
whether it is active or passive) to the ETF Servicer for the following trade date.

1) Accounting calculates and validates the Net Asset Value (NAV) to inform investors of the fund’s value via daily
website holdings disclosures and calculate performance tracking on T-1

2) Usingthe daily NAV, corporate actions, and creation/redemption activity, the ETF Issuer transmits Portfolio
Composition File (PCF) nightly to the NSCC on T-1 who then disseminates to the market to be used for orders on
Trade Date

OnT, orders are placed by APs and processed, approved and settled by the ETF Issuer & Servicer.

3) Authorized Participants (APs) submit creation or redemptions orders based on daily PCF (note: market orders
sometimes placed with Transfer Agent (TA) in some operating models)

a. APs engage in trading excess shares through market participants with market makers helping facilitate
orders

b. Double-sided quotes on exchanges provided by market-makers facilitate liquidity

4) APs creation/redemption orders are approved by the ETF Issuers Portfolio Manager (PM) & Distributor before
order is considered fully approved - APs can designate cash orders, CIL securities, and create custom negotiated
orders with the Issuer If desired

5) After the order is fully approved, order confirmation and the cash component are shared with the AP
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6) Depending on settlement cycle & designated custodian, orders are accordingly settled

7) ETF Issuer reports market trades & creation/redemption activity to the custodian. The custodian provides safe
keeping of assets & view of ETF Portfolio

8) Accounting & custodian process the underlying basket and the TA processes the ETF shares

ETFs are marketed to and made available to retail consumers and institutional investors and are reported daily
(including daily holdings disclosures/performance reporting).

9) Brokers looking to buy or sell retail quantities of ETF shares will facilitate these transactions on secondary market
through exchanges

10) Individual investors & large institutional investors looking to buy or sell ETF shares trade on the secondary market
through OTC & Dark-Pools

11) Daily feeds of index data from index-data providers are sent to the Issuer to track the ETF Portfolios performance
& make-up

12) Other data points required for daily operations such as pricing, corporate actions, etc., are provided by data
vendors to the Issuer operation teams

13) Sales distribution team (usually in-house to Issuer), marketing, and PR works to set marketing strategy,
communication, and promotion to sell ETFs to investors

14) Investment advisors & sub-advisors manage parts of or all the day-to-day operations of ETFs

15) Securities lending agent acts as an agent to the fund to manage lending of portfolio securities, working directly
with custodian to facilitate borrowing with proper record keeping

16) The National Securities Clearing Corporation (NSCC) transmits constituents to the Indicative Optimized Portfolio
Value (IOPV) calculation agent each morning to generate estimated intra-day share price

The main bodies that oversee ETFs include the SEC and FINRA that will work with the Issuers and Servicers to
ensure clearing/settlement, compliance with regulation, efficient markets, and protection of investors.

17) Securities Exchange Commission ETF Asset Management activities include:

a. National Securities Clearing Corporation (NSCC) — Oversight, clearing, settlement and risk management
services for ETFs to ensure secure transfer of ETFs between buyers and sellers

b. Investment Management Division — Monitors investment advisors to ensure compliance with multiple
federal regulations

c. Trading and Markets Division — Works with execution venues to ensure efficient, transparent markets and
overall capital markets integrity

18) FINRA - Regulates member brokerage firm and exchanges and protects investors from misleading sales tactics
19) ETF Issuer compliance monitors for alignment with regulations, policies and procedures

20) The Trustees monitor vendor and general management of the trust to ensure rights and interests of stakeholders
are protected - legal team assists issuers with general counsel, contract management, and sets agenda for
regular and special meetings of trustees
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How Alpha Can Help

Alpha has a dedicated ETF service offering that continues to support our global clients with thinking about and
implementing new ETF strategies. Our ETF team is made up of experienced industry experts who have worked at
firms that pioneered ETFs across multiple markets and is supplemented by Alpha’s core specialisms. Our practice
offering is thoughtfully designed to support our client partners throughout the ETF lifecycle; advising firms who are
yet to agree on the strategic investment in launching ETFs; all the way through to designing and implementing ETF
specific operations and distribution operating models. Alpha has helped clients globally with their ETF journey all
the way from designing the original business case through to implementation and BAU support.

Strategic Advisory and Executive Decision Support

Alpha can provide senior leadership with the necessary information to make investment and go-to-market decisions
based on the evaluation of the market entry opportunities and alignment to the enterprise’s growth strategy. This
would include supporting financial modeling and business case creation, advising on product and distribution
strategy and performing a high-level product review to identify potential products offered. Alpha can facilitate ETF-
specific education sessions, provide industry perspective, support in the preparation for executive committee
meetings and facilitate introductions with key market players where applicable (i.e. peer ETF providers, ETF service
providers, outside counsel, etc.). Alpha has helped multiple clients in this area including designing their original
ETF business cases, conducting peer compares, creating go-to-market strategies (e.g. target segments, listing
analysis, marketing approach, etc.)

Operational Readiness

Alpha can help teams become ready for any operational changes by providing industry-leading expertise and
identifying end-to-end changes and impacts to the operating model related to changes in the ETF ecosystem. Alpha
can assess the current operating model, identify gaps to industry best practice, help design a target model to align
on the strategic vision and build out a roadmap to plan future execution. Alpha can also support managers with
selecting strategic partners including RFP drafting, distribution and management, along with the subsequent short-
listing, scoring, and commercial/contract negotiations backed by Alphas proprietary accelerators and industry
benchmarking.

Alpha has strong and recent credentials in helping clients design ETF operating model, select and
negotiate/renegotiate competitive rates with their ETF service partner, and effectively implement an
operationally efficient solution that satisfies front-office, operations, and technology requirements.

Distribution Readiness

Alpha can help define a fit-for-purpose distribution operating model and go-to-market sales strategy to efficiently
scale assets. This includes defining buyer/internal persons, aligning go-to-market strategies, developing future state
organization structures, defining an ETF content dictionary, assessing the distribution architecture and gaps to
industry best practice, documenting sales/flow data challenges and outlining ETF-specific website requirements to
confirm the current state ability to satisfy listing requirements. Alpha has helped design and train distribution /
marketing teams to ensure clients can effectively scale their ETF AUM post-launch.

For more information and to learn more about how Alpha can help, please reach out via LinkedIn or e-mail.
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