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Waiting for the Green Light: Nontransparent
Active ETFs are Ready to Launch Subject

to SEC Review

By Peter M. Allen

he Securities and Exchange Commission
T (SEC) has been conducting several meet-

ings this year to allow Exchange Traded Fund
(ETF) sponsors to make their case for nontrans-
parent active ETFs." This has increased confidence
among industry insiders that the SEC will soon
authorize such structures.?

The growing momentum for nontransparent
active ETFs is evidenced by several ETF sponsor
exemptive applications over the past eight years,
along with recent filings on behalf of such struc-
tures made this year and the previous year, Eaton
Vance and Precidian’s exemptive applications
and Precidian’s Form N-1A filing and NYSE and
NASDAQ’s proposed rule change filings.

The SEC’s longstanding view has been that it is
necessary for ETFs to disclose their portfolio hold-
ings on a daily basis for effective arbitrage and an
efficient secondary market trading of ETF shares.
Consequently, since nontransparent active ETFs
have proposed to disclose their portfolio holdings on
a quarterly basis rather than daily the SEC has been
reluctant to allow this ETF structure. Because of the
SEC’s steadfast focus on transparency and arbitrage,
gaining authorization from the SEC may hinge on
whether the proposed funds can create share prices
that are linked to net asset value (NAV).2 In response

to the SEC’s longstanding view, fund sponsors have
made differing approaches to obtain exemptive
relief. This article will focus on two approaches set
forth recently, Eaton Vance’s NAV based trading and
Precidian’s blind trust structure.

Several mutual fund providers have already filed
applications for exemptive orders with the SEC for
nontransparent ETFs.* It is also widely viewed that
if the SEC permits nontransparent active ETFs to
operate, mutual fund providers will launch their
own ETFs and eventually these ETFs may partially,
if not completely, replace the $10 trillion mutual
fund industry.”

The SEC has been evaluating proposals for
nontransparent active ETFs for the past eight years.
However, up until this year no ETF sponsor had filed
a registration statement for a nontransparent active
ETE In January of this year Precidian filed the first
registration statement, Form N-1A, for such a fund.

There is substantial room for growth in the active
ETF space. Currently, active ETFs represent only
.01% of U.S. listed equity ETF assets. Comparatively,
approximately 76% of equity mutual fund assets are
actively managed.® Within the ETF space, there are
1,548 ETFs with $1.7 trillion assets, with the vast
majority being passive, index ETFs; there are only
74 actively managed ETFs listed in the U.S. market,
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with $14.9 billion assets.” As of now, the most suc-
cessful active ETF funds are in the fixed-income
space, which include Pimco’s Bond and the Pimco
Enhanced Short Maturity Strategy that have $2.6
billion. Also, the WisdomTree Emerging Markets
Local Debt Fund holds $1.76 billion.®

ETFs generally offer superior liquidity, lower
tax liability and are less costly than mutual funds.®
ETFs provide greater tax efficiency because trans-
actions between the fund and investors are done
in-kind, rather than in cash. An in-kind exchange
means that the fund issues its shares in exchange for
the underlying securities that make up the fund’s
portfolio holdings. The average active ETF’s annual
expense ratio is 0.8% compared with 1.17% for
active mutual funds.” Generally, the costs of ETFs
compared with mutual funds are substantially lower.
This is because for an ETF transaction, an investor
only pays the cost of buying and selling the ETF
shares. In contrast, an investor in a mutual fund pays
a pro rata share of the cost of buying and selling costs
of all fund buyers and sellers so long as the investor
owns the fund’s shares." For instance, Pimco charges
0.85% for shares of its active mutual fund compared
to 0.55% for shares of its active ETE which has an
identical portfolio of securities.™

For the past eight years, ETF sponsors have
requested SEC exemptive relief for nontranspar-
ent ETFs to maintain confidentiality of their port-
folio securities. The following ETF sponsors have
filed exemptive applications for such relief with the
SEC: Precidian, BlackRock, Vanguard, State Street,
T Rowe Price, Eaton Vance, and Guggenheim
Partners.” Of these ETF sponsors only Precidian
has taken the additional step of filing a registration
statement, Form N-1A, with the SEC.

Statutory and Regulatory
Background of ETFs

ETFs and mutual funds are registered under,
and regulated by, the Investment Company Act of
1940 (the 40 Act). Because of this, ETFs and mutual
funds are similarly regulated. For instance, both

Copyright © 2014 by CCH Incorporated. All Rights Reserved.

ETFs and mutual funds are required to initially file
Form N-8A with the SEC and must annually file
amendments to their registration statements, Form
N-1A." However, unlike mutual funds, because
ETFs have unique characteristics not contemplated
by the 40 Act ETFs must obtain exemptions from
certain sections of the 40 Act.

ETFs, like mutual funds, issue and redeem their
shares at NAV. Unlike mutual funds, ETFs cannot
sell their shares as individual shares directly to retail
investors. The ETF shares must be issued in large
blocks (e.g. 50,000 shares), referred to as “Creation
Units.” Only Authorized Participants (APs), which
usually are large institutions such as broker-dealers,
may buy Creation Units from the ETE APs then
break up the Creation Units into individual shares
and sell the shares individually in the secondary
market on exchanges.”™ With respect to redemptions
or sales of fund shares, for mutual funds a retail or
institutional investor redeems shares to the open-
ended mutual fund at NAV, whereas in the case of
an ETFE retail or institutional investors sell ETF
shares at market prices on exchanges in the second-
ary market.

Section 6(c) of the 40 Act grants the SEC broad
authority to exempt an ETF from certain sections of
the 40 Act as long as such exemption is “consistent
with the protection of investors” and other require-
ments."® In order for the ETF to carry out its funda-
mental defining characteristics such as to allow for
purchases and redemptions of Creation Units and
trading of ETFs on an exchange at market prices,
an ETF must obtain exemptive relief from sec-
tions 2(a)(32), 5(a)(1) and 22(d) of the 40 Act and
Rule 22¢-1 thereunder. In addition, in an exemp-
tive application, it is standard practice for an ETF to
request exemptions from sections 17(a)(1) and (a)(2),
12(d)(1) and 22(e) to allow for affiliated persons to
purchase and redeem Creation Units with the ETE
for other investment companies to purchase ETF
shares beyond certain limits, and for ETFs to disburse
redemption proceeds more than seven days after a
redemption request under certain circumstances."



The SEC has established certain conditions
that are standard in ETF applications for exemp-
tive relief. A standard condition in exemptive appli-
cations is that the ETF disclose the identities and
quantities of the securities, called the basket secu-
rities or deposit securities, it is willing to accept in
exchange for a Creation Unit in order for the AP to
tender the basket or deposit securities in exchange
for a Creation Unit.”® An ETF will only redeem its
shares in Creation Units, not individually. Thus, in
order for an AP to redeem its shares, an AP must
accumulate sufficient ETF shares to make a Creation
Unit, and then tender the Creation Unit to the ETE
When an AP redeems a Creation Unit, the ETF ten-
ders the basket or deposit securities in exchange for
the AP’s Creation Unit. Some other standard con-
ditions require an ETF to: 1) have its shares listed
on a national securities exchange, 2) provide on its
website the previous business day’s NAV on a per
share basis, 3) not market itself to the public as a
mutual fund or open-end investment company,
and 4) comply with certain limitations placed on
fund of funds.™

Nontransparent active ETFs seek to protect their
proprietary investment positions, otherwise referred
to as the ETF’s portfolio securities, from traders who
front run and/or free ride off such investment posi-
tions.?® One of the reasons front running and free
riding are a problem is that if the fund’s portfolio
holdings are transparent to the public, then likely
the price of some or all of the securities in that port-
folio will go up immediately or gradually, which is a
substantial disadvantage to the ETF since they may
later want to buy more of a particular security they
are holding.

Arbitrage and Portfolio
Transparency

ETFs issue and redeem shares in Creation Units.
They are listed on a national securities exchange,
where their share price is made publicly available,
otherwise referred to as the intraday indicative value

of the ETE which is provided every 15 seconds
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during trading hours. The ETFs market price
changes throughout the day as result of demand for
the ETF and other factors such as underlying prices
of the ETF’s assets. In contrast, the ETF’s NAV is
calculated at the end of each business day.”’

The SEC’s 2008 Proposed Rule for ETFs enu-
merated the SEC’s view on what is needed for effec-
tive arbitrage. The SEC’s Proposed Rule provides
that an ETF would need to adhere to three condi-
tions to facilitate effective arbitrage: 1) transparency
of its portfolio, 2) disclosure of its intraday indica-
tive value, and 3) its listing on a national securities
exchange.?

Since an ETF trades at market price on an
exchange, its price will change throughout the trad-
ing day due to supply and demand. Because of this,
an ETF’s share price can trade at, above, or below the
value of its underlying securities, the NAV. When
the market price of an ETF’s shares are above the
NAV per share, in other words the ETF shares are
overvalued, an AP can engage in arbitrage by buying
the underlying securities, which are relatively under-
valued, and simultaneously selling the overvalued
ETF shares on the secondary market for a profit.
This causes the market price of the ETF’s shares
to trade closer to NAV. When the market price of
an ETF’s shares are below the NAV per share, in
other words the ETF shares are undervalued, an
AP can engage in arbitrage by accumulating indi-
vidual ETF shares to constitute a Creation Unit, and
then redeem it in-kind for the underlying securi-
ties. The AP’s buying of the undervalued ETF shares
will cause the market price of the ETF’s shares to
trade closer to NAV which in turn makes profit for
the AP?

NAYV Based Trading Approach

Eaton Vance filed an amended exemptive
application with the SEC on January 23, 2014. In
its application, Eaton Vance states that exchange-
traded managed funds (ETMFs) are a new invest-
ment vehicle that are a hybrid of traditional mutual

funds and ETFs. Like ETFs, ETMFs will be traded
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on exchanges and directly issue and redeem shares
in Creation Units to APs. Like mutual funds,
ETMFs will be traded at prices based on end-of-
day NAV and will disclose portfolio securities on a
quarterly basis.?* Accordingly, Eaton Vance distin-
guishes ETMFs from nontransparent ETFs, which
are traded at the market price, and asserts that since
ETMFs have the pricing characteristic of a tradi-
tional mutual fund with its trading based on NAV, it
should be subject to the same requirements mutual
funds have as to frequency of disclosure of its port-
folio holdings.?

ETMFs critically differ from all ETFs, includ-
ing all proposed nontransparent active ETFs, in that
the “NAV-Based Trading arbitrage mechanism that
functions to keep secondary market trading prices
of ETMFs in line with underlying asset values” does
not rely on the types of assets the ETMF invests in
or the nature of its investment strategy.?® Like ETFs,
ETMFs will disclose to the public at 15 second inter-
vals the intraday indicate values of its shares during
the trading day.”” Eaton Vance’s application omits
the condition for daily disclosure of the portfolio
holdings, and in a separate part of the application
provides that the portfolio holdings will be disclosed
on a quarterly basis.?®

Like ETFs, ETMFs will issue and redeem Crea-
tion Units to APs primarily in-kind, meaning in
exchange for basket or deposit securities. However,
unlike ETFs including the blind trust ETF struc-
ture, as explained later, the ETMF’s in-kind basket
or deposit securities will not be a “pro rata slice” of
the ETMF’s portfolio holdings in order to keep the
ETMF’s portfolio holdings confidential. When the
ETMEF is purchasing a particular security for its port-
folio or is selling it from its portfolio, that security
will be excluded from the basket securities until the
purchase or sale is complete. Also, the adviser to the
ETMF may exclude other portfolio securities from
the basket securities if the adviser deems it to be “in
the best interest of an ETMF and its shareholders.”*

The ETMEF structure, like an ETFE has certain
advantages compared to a traditional mutual fund.
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For instance, an ETMF protects fund shareholders
from the dilutive effects of other fund shareholders’
transactions. Traditional mutual funds usually have
a cost model where the shareholders that remain in
the fund incur the costs of fund shareholder pur-
chases and selling, whereas with an ETMF the share-
holder only incurs the transaction cost of purchasing
or selling its shares.?® Also, an ETMF protects fund
shareholders from tax realizations stemming from
the transactions of other shareholders. For a mutual
fund, the fund’s selling of appreciated shares to raise
cash for redemptions can cause capital gains tax real-
izations for the fund’s nonredeeming shareholders.
ETMFs use in-kind distributions for redemptions to
avoid this adverse tax effect.”

Eaton Vance contends that the ETMF structure
has certain advantages compared to fully transparent
active ETFs. First, it asserts that unlike ETMFs NAV
based trading model, an ETF’s arbitrage mechanism
connects its market prices to its NAV, which neces-
sitates that market makers know the ETF’s portfolio
holdings. Fully transparent active ETFs, by disclos-
ing their portfolio holdings on a daily basis, “can
invite profit-seeking traders to front-run portfolio
trades that may be executed over multi-day periods
and copycat investors to replicate the fund’s portfolio
positioning.” Thus, active managers have primarily
rejected the transparent ETF model because it is not
in the fund’s shareholder or managers’ best interests.
By allowing ETMFs to disclose quarterly, it would
allow investors to access a wide range of actively man-
aged strategies of a structure with efficiencies in cost
and tax and shareholder protections.®? Second, unlike
ETFs, ETMFs will provide transparency of trade
execution cost and quality control to its investors
since ETMFs will trade at prices based on its NAV;
investors will be able to purchase and sell shares at a
known premium or discount to NAV that they can
control by using limit orders.* Third, ETMFs facili-
tate tighter bid-ask spreads and closer premiums/
discounts of trades in the secondary markets because
they provide market makers with a simpler and more

reliable opportunity to arbitrage profit than ETFs.



This is because with the trading of ETMFs, a market
maker assumes no intraday market risk for its share
inventory positions since all transaction prices are
based on end of day NAV. Consequently, unlike with
ETF market making, ETMF market makers do not
need to engage in transactions in the fund’s underly-
ing portfolio holdings or representative portfolio at
times and amounts that correspond to their intraday
transactions in shares to manage the fund’s exposure
to market risk.*

Eaton Vance contends that since the “arbitrage
mechanism that underlies ETMF trading is simpler,
more reliable and exposes market makers to less risk
than conventional ETF arbitrage,” market mak-
ers should need less inducement to profit to make
and maintain close market price to NAV per share
spreads than in comparable ETFs, “thereby enabling
ETMFs to routinely trade at smaller premiums/
discounts and narrower bid-ask spreads.”® Eaton
Vance acknowledges that the SEC “has long viewed
contemporaneous portfolio holdings disclosure as
necessary for efficient secondary market trading of
ETFs” and that for ETFs market makers need to
know the identities of the portfolio securities to
allow them to “hedge the intraday market risk they
assume as they take inventory positions in connec-
tion with their market-making activities” in order to
facilitate a close market price to NAV spread.*® In
contrast, according to Eaton Vance, in ETMF trad-
ing, a market maker does not assume intraday mar-
ket risk in its inventory of share positions since the
prices for all transactions are based on the end of
day NAYV, and thus, since there is no intraday mar-
ket risk, market makers do not need to engage in
intraday hedging, and daily disclosure of the port-
folio holdings is not needed to maintain a close
market price to NAV spread. Further, Eaton Vance
asserts that since ETMFs will provide market makers
“with an opportunity to earn reliable, low-risk arbi-
trage profits without intraday hedging,” they can be
expected to consistently trade at close market price
to NAV spreads despite the absence of daily disclo-

sure of the portfolio securities.*”
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One could argue that the NAV based trad-
ing approach is more sensible than the intraday
approach since it eliminates the potential complexity
of intraday pricing inefhiciency of the intraday mar-
ket price-NAV per share spread and uses the time
tested pricing method of mutual funds. Opponents
of NAV based trading question whether the trad-
ing efficiency of ETFs could be undermined by not
having intraday purchases and sales with a definitive
price until the end of the trading day.®

In its filing, Eaton Vance asserts that NAV based
trading will facilitate effective arbitrage because
market makers and arbitrageurs will profit bet-
ween the NAV and the price at which shares trade,
“i.e., NAV plus or minus a premium/discount” and
will “ensure that differences between NAV and trad-
ing prices remain small.”*® Accordingly, Eaton Vance
states trading prices “should generally occur at prices
roughly equivalent to their NAV.” When shares are
trading at a discount to NAV greater than the cost of
redemption, the AP only needs to accumulate suffi-
cient individual shares “to constitute a Creation Unit
in order to redeem such Shares at NAV at a profit.”
When shares are trading at a premium to NAV
greater than the creation cost, an AP only needs to
purchase a Creation Unit, and then sell the shares at
the trading price for a profit.*

Blind Trust Structure

On July 18, 2013 Precidian filed an amended
exemptive application with the SEC. Precidian’s
application proposed a blind trust structure much
like BlackRock’s Spruce ETF Trust, which filed its
application on September 1, 2011.*" Like Eaton
Vance, Precidian and BlackRock’s applications omit
the condition for daily disclosure of the portfolio
holdings, and in a separate part of the application it
provides that the portfolio holdings will be disclosed
on a quarterly basis.** Precidian’s application in
many instances mirrors the language of BlackRock’s
application.® Precidian’s nontransparent ETF would
operate much like BlackRock’s by using a blind trust
on behalf of APs to shield the identities of the ETF’s
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portfolio securities, and disclose the portfolio’s pric-
ing every 15 seconds of the trading day.**

Under Precidian’s blind trust structure, the
blind trust is able to act as APs of an index-based
ETF would; for instance, by removing higher cost
securities thereby reducing imbedded capital gains
at the fund level, and thus decreasing tax liability.*
When an AP redeems ETF shares, the blind trust
would liquidate the shares and the AP would receive
cash; the blind trust does not disclose to the AP the
identity of any of the securities.*® The blind trust
structure allows the portfolio securities to remain
confidential because the blind trust creates and
redeems ETF shares without disclosing the portfolio
securities to an AP or other parties. If an AP wishes
to redeem shares, the ETF puts the portfolio secu-
rities in a special custody account, the blind trust,
with instructions to sell the shares at day’s end. After
the blind trust liquidates the shares the AP receives
the cash for the selling the shares.*”

Under Precidian’s ETF structure, an AP will
enter into a participant agreement with the ETF
to establish a blind trust, which conceals the port-
folio securities and allows for in-kind transactions.
Creation of in-kind transactions are completed with
the blind trust by the AP tendering the basket secu-
rities to the blind trust, and the ETF tendering the
Creation Unit to the blind trust and then the blind
trust tendering the Creation Unit to the AP and the
basket securities to the ETE Redemption of in-kind
transactions are completed with the blind trust by
the AP tendering a Creation Unit to the blind trust,
and the ETF tendering the basket securities to the
blind trust, and then the blind trust liquidates the
basket securities and tenders cash to the AP and ten-
ders the Creation Unit to the ETFE4®

The SEC would like to know how changing
the disclosure of an ETF’s portfolio from daily to
a quarterly basis would affect the ETF’s ability to
function. Of particular significance, the SEC would
like to know if the blind trust structure would hin-
der APs ability to effectively engage in arbitrage; in
other words, whether APs would, as with transparent
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ETFs be able to maintain a tight spread between the
market price and the NAV.*?

Concerning arbitrage, Precidian’s application
states the pricing efhiciency of its ETF does not rely
on market participants ability to arbitrage between
its ETF shares and underlying portfolio holdings;
rather pricing efficiency relies on market partici-
pants’ ability to assess the ETF’s underlying value
with sufficient accuracy throughout the trading day
to effectively hedge trading exposures to ETF shares.
Precidian expects that market makers, “firms that
specialize in electronic trading, hedge funds or other
professionals,” will be able to effectively hedge intra-
day risk.*®

Like other ETFs, Precidian’s ETF would dis-
close the intraday indicative value, which is a value
that represents the current value of the ETF’s portfo-
lio, to the public every 15 seconds during the trad-
ing day. The intraday indicative value is intended to
represent the current value of the ETF’s portfolio in
order to assist the arbitrage mechanism, and thereby
maintain a narrow market price to NAV per share.*'

In January of this year, Precidian filed with the
SEC the first registration statement, Form N-1A,
with the SEC for a nontransparent active ETE>?
Form N-1A is a fund’s primary disclosure document
to the public that is filed with the SEC.* Precidian’s
Form N-1A indicates that the ETE if permitted by
the SEC, would shield its trades by having a cus-
todian act through a blind trust on behalf of APs,
which would primarily redeem shares in-kind to the
fund.>* It provides for three U.S. equity based funds:
1) a large cap stock fund, 2) a U.S. middle cap stock
fund, and 3) a multi-cap fund.”® Each of the funds
would make use of a custodian and a blind trust.*®

NYSE and NASDAQ's SEC Filings

In late January of this year, a day after Precidian’s
Form N-1A filing, the New York Stock Exchange
(NYSE) filed to permit nontransparent ETFs, such as
Precidian’s proposed active ETE to list and trade on
the Arca trading platform of the NYSE Euronext.””
Per NYSE Arcas listing application, JPMorgan will



serve as the custodian, administrator and transfer
agent of Precidian’s blind trust structure.®® The filing
requests that the SEC permit the proposed ETFs to
report their portfolio securities quarterly, like mutual
funds, rather than daily.*®

In the NYSE’s filing, it provides for proposed
rule 8.900, which would eliminate the requirement
for active ETFs to disclose their portfolio securities
on a daily basis. The proposed rule provides that
active ETFs would need to disclose their portfolio
securities on a quarterly basis like a mutual fund.
This represents the first time an exchange had filed
to allow for listing of nontransparent ETFs. Rival
NASDAQ made a similar filing shortly after NYSE’s.
In its filing, NYSE uses the term “Managed Portfolio
Shares” as the defined term to represent nontrans-
parent active ETFs.%°

NYSE’s proposed rule provides for a “fire wall”
requirement among the investment adviser and
affiliated broker-dealers which prohibits disclosure
of the portfolio securities to them.®' The proposed
listed ETFs would not be permitted to invest in
derivatives including swaps, which is in line with the
SEC’s ban on active ETFs investing in derivatives.®?

A few weeks after NYSE’s filing, in mid February
of this year, NASDAQ OMX filed with the SEC for
a proposed rule change to allow the listing and trad-
ing of ETMF shares.®® NASDAQ’s filing requests
to allow the listing and trading of Eaton Vance
Management’s ETMFs. As provided in NASDAQ’s
filing, ETMFs would trade on Nasdaq at market
prices linked to NAV by using “NAV-based trad-
ing.®*” Per the filing, ETMF shares are anticipated
to trade at consistently narrow bid-ask spreads with-
out fully disclosing the portfolio securities since the
ETMEF will provide opportunities to APs to earn
arbitrage profits without intraday hedging of their
inventory positions.®

Small Hedge Funds May Convert
to the ETF Structure

Some investment industry insiders believe
that nontransparent active ETFs may increase
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exponentially with managers of small hedge funds opt-
ing to use the ETF structure rather than a hedge fund
structure.®® Small hedge funds often struggle to raise
money from wealthy investors including large pension
funds and institutions. At least one small hedge fund
has already switched to the ETF structure.®” Cambria
Investments, formerly a small hedge fund, switched
from a hedge fund structure to the ETF structure in
October 2010. This ETF now has $40 million in assets
under management and the company has stated that
it has found it worthwhile to think about converting
two of its other private funds to the ETF structure.®®

Most hedge funds require that an investor in
the fund have at a minimum a net worth, excluding
their primary residence, of $1 million or have annual
income over $200,000 or joint annual income with
a spouse over $300,000.°° ETFs do not have a net
worth or income requirement for investors and can
be sold to the general investing public.”® Hedge funds
usually charge a performance fee of 20% of profits.”
Unlike an investment manager to a hedge fund, an
investment manager to an ETF may not charge a
performance fee to investors of the fund.”” The man-
agement fee, commonly at least 1.5%, is usually the
primary means of a registered fund such as an active
mutual fund or ETF to charge investors.”® Because of
this, a small hedge fund looking to switch to the ETF
structure would need to gain several times more assets
under management if it switched to the ETF struc-
ture for it to be worthwhile.

Waiting for the Green Light

Both NAV based trading and the blind trust
approaches arguably have relative advantages. NAV
based trading allows for simpler arbitrage by elimi-
nating the need for intraday hedging and it has
stood the test of time since essentially this trading
method is used for mutual funds. Further, NAV
based trading removes the inherent uncertainty in
pricing that ETFs have by trading at market prices
in the secondary market yet issuing and redeeming
at NAV with the ETE On the other hand the blind

trust structure allows the fund’s in-kind transactions
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to be done with true pro rata slices of the portfolio
holdings unlike Eaton Vance’s proposal. Whether
this is of much significance appears to be too early
to know.

Both approaches provide an effective means of
facilitating arbitrage to function well without port-
folio transparency. NAV based trading, by adopting
the pricing characteristic of a traditional mutual
fund and by making a compelling case for effec-
tive arbitrage without disclosure of its portfolio by
eliminating intraday pricing, appears to make a very
strong case for gaining authorization from the SEC.
The blind trust structure appears to allow for effec-
tive arbitrage without portfolio transparency since
the portfolio is shielded by the trust and APs will be
able to partake in intraday hedging with the blind
trust. Thus, both NAV based trading and the blind
trust approaches appear worthy of the green light
from the SEC.

Peter M. Allen is Counsel at Riveles Law Group,
a boutique law firm practicing in the areas of
hedge funds, alternative funds and exchange
traded funds (ETFs). He obtained an LLM, spe-
cializing in Securities and Financial Regulation,
from Georgetown University Law Center and
a Juris Doctor from University of San Diego.
While at Georgetown, as a Law Clerk at the
Securities and Exchange Commission’s Division
of Investment Management in the Office of
Investment Company Regulation, he reviewed
ETF and mutual fund prospectuses, applica-
tions for exemptive orders and other submis-
sions made by ETE and mutual fund applicants
along with issues regarding hedge funds and

business development companies.
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