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Dan Weiskopf:  In this our, sixth interview in our Structure Matters series we are fortunate to be interviewing Kathleen 

Moriarty. Mrs. Moriarty is a partner Katten Muchin Rosenmann LLP.  She has been a thought leader in the ETF market 

since originally helping to write the original prospectus on the SPDR. Today you will find her very focused on other 

innovative ideas including the Bitcoin ETF.  

 

Thank you Kathleen for spending the time to talk about how “Structure Matters” with ETFs. Given your involvement with 

writing the original SPDR prospectus few people in our industry are as in touch with this issue from a regulatory or legal 

perspective.  

 

Most investors seem to think that ETFs are simply index based funds and just focus on the fee that is being charged. 

Given your history with the SPDR and as the author of so many prospectuses, what advice would you give investors 

looking at the different types of ETFs? 

 

Kathleen Moriarty:  Well, in the case of index ETFs, which are the vast majority of ETFs right now, it’s not just the 

wrapper package that matters, it’s the underlying index . Beyond that, it's how that underlying index has been put 

together. Three people can create indexes to follow the same industry, say energy, but they may use dissimilar selection 

criteria, so their three indexes may perform very differently from each other. Therefore, one of the things that an 

advisor and/or an investor should be looking at is exactly what is the objective of a particular fund? And then how is it 

going to achieve that objective? What index or what methodology is it going to use to get those results or target that 

particular objective? That’s extremely important. 

 

Dan Weiskopf: The evolution of the ETF market has been very exciting. And today, there is a lot of talk about smart beta 

ETFs. How do you feel about the ETF label smart beta? Does this make every other index sound dumb? Is there a legal 
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reason why we could not label these funds “Alpha strategies”? After all, such a label would then explain why these ETF 

have higher expense ratios.  

 

Kathleen Moriarty: That's a good point.  ETFs started out as products that were index based only.  So, almost 15 years 

later, when active ETFs began to really hit the marketplace, when someone said ETF, everybody automatically assumed 

it was an index ETF. This began to cause some confusion, and I think people were trying to figure out a way to distinguish 

an active ETF that resulted from portfolio management techniques as opposed to an ETF following an index. And I think 

that some of the people who created the active ETFs decided that they were just a smarter group of people and it was a 

better thing for investors. So they called them smart .I do think it’s misleading, and something like what you suggested is 

a lot better. There should be a way to distinguish actively managed ETFs from index ETFs, but I don't think casting 

aspersions on one or the other type really helps anybody.  

 

Dan Weiskopf:  Speaking of labels, since this conversation is about how structure matters, why is it that everyone talks 

about ETFs rather than ETPs? Is the label ETF more a marketing label than a legal definition? Aren’t we blurring the lines 

for investors with unintended consequences? 

 

Kathleen Moriarty:  Yes, I think we are blurring the lines. The structure of a product matters, and Debbie Fuhr and I have 

spent a lot of time over the years trying to hammer this point home.. ETF is an industry, not a legal, term and was 

created to refer to all ETFs generically when there were too many to refer to by their individual names. The original ETFs 

were all investment companies, and that name would have been ok if all subsequent products also held securities, 

because they also would have been funds regulated under the Investment Company Act of 1940. But once the industry 

started offering different types of exchange traded structures that held assets other than securities, say currency or gold 

bullion, those products differed structurally from the predecessor ETFs. Although different in many ways because of 

their portfolio assets, in some ways these other products look a lot like ETFs because their creation and redemption 

process are very similar, and the shares of both types of products trade on a stock exchange.  

 

I'm not quite sure what the answer is. People have tried various names, like exchange traded products (ETPs), exchange 

traded vehicles (ETVs) and so on.  I think a lot of people would welcome some nomenclature that everybody could agree 

upon because I think it would just be less confusing.  
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Dan Weiskopf:  To that point, there's a distinct difference between the wrapper of an ETN and an ETF from a 

transparency and pricing perspective. Arguably, buyers of ETNs are debenture holders who effectively are loaning the 

issuer entity money in exchange for pricing performance of a specific index. What legal controls exist to assure holders 

that the NAV is calculated correctly? After all, with ETNs, the collateral is simply the word of the third party pricing 

service and the credit of the borrower. From a legal point, what assurances does the holder have that the pricing is 

accurate? 

 

Kathleen Moriarty:  Well, these two products are hard to compare. The only way that they resemble each other is that 

the shares of both ETFs and ETNs trade in the secondary market and their creation and redemption mechanisms are 

pretty similar. Otherwise, on a structural basis they're 100 percent totally different. An ETF is a separate legal entity 

regulated under the ‘40 Act and it holds a pool of securities and other assets to generate shareholder returns. The ETF’s 

assets are segregated from all others, so that they are only available to the shareholders of that particular ETF. The ‘40 

Act requires many things, including a method of calculating NAV, and that if the ETF closes down, final payments will be 

made to shareholders out of that segregated asset pool.  

 

An ETN, however, is not governed by the ‘40 Act. Rather, is an unsecured note issued by a bank or other large corporate 

issuer , which means that it does not segregate a pool of assets for the benefit of its holders. Instead it uses the note 

proceeds for any of its legitimate activities, just the way it does with any other type of note that it issues.  There is no 

pool of assets held by the note issuer to generate return, rather it’s the issuer’s contractual promise to pay the  return as 

stated in its prospectus from whatever sources it may legally use. So, the key thing an investor must examine in an ETN 

is the note issuer’s creditworthiness. When Lehman failed, a lot of people reassessed the ETN structure because 

everybody finally realized that it was subject to bankruptcy. If you bought a Lehman ETN, you stood in line with all the 

other unsecured creditors, and maybe in the end you got a few cents back.  

 

Dan Weiskopf:  But with ETNs, there's a third party service that assesses the value of the ETN? 

 

Kathleen Moriarty:  Usually, but not always; it’ll will be specified in the prospectus. ETFs, as investment companies, have 

to calculate their NAV according to the requirements of the ‘40 Act and its rules. An ETF that calculated its NAV 

improperly would have a problem under its prospectus disclosure and also would be violating the ‘40 Act, which has its 

own penalties. An ETN issuer, in contrast, is only bound by its statements in its prospects.  
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Dan Weiskopf:  And in the event of a bankruptcy, you've got the assets in an ETF? 

 

Kathleen Moriarty:  Yes, if  everything has been set up properly.  

.      

Dan Weiskopf: There have been challenges in the accountability of certain ETFs tracking INAV in a fast moving market, 

especially in the fixed income and complex ETFs and in certain cases there has been a disconnect on how NAV has been 

reported. Who should be accountable when these exceptions occur?   

 

Kathleen Moriarty: This is kind of a no man’s land.  It’s not a regulatory issue because the ‘40 Act doesn’t require an 

INAV calculation for mutual funds and ETFs, only a daily NAV calculation. Now, if the NAV of a fund is wrong, typically 

the fund’s adviser has a responsibility for fixing it, or will fix it even without liability to keep shareholders happy. Okay, 

but with an ETF, you're in a different situation. Remember, mutual fund shareholders deal directly with their fund, which 

has promised them NAV on redemption. But with an ETF, only the Authorized Participants who deal  in Creation Units 

can redeem with the fund at NAV. .Individual shareholders can’t redeem their shares with the fund, they can only sell 

shares in the secondary market at their current market price, which might turn out to be the same as NAV but is more 

likely to be lower or higher than NAV. Because actual NAV for a mutual fund and an ETF is only calculated once a day, 

the INAV (or IIV) concept was introduced as a helpful indicator for Authorized Participants as to what an ETF’s assets are 

roughly worth throughout the trading day- but it’s only an estimate. I don’t think anyone is accountable if the INAV 

calculation is erroneous. Some APs and other market participants don’t even rely on it because they calculate their own 

estimate-- they can update it much faster than every 15 seconds. Of course, if it turns out that the INAV was wrong 

because someone deliberately miscalculated it or was involved in some kind of market manipulation or some other kind 

of problem, then that's a different issue.  

 

Dan Weiskopf:  I often compare leveraged products to LEAPS. 

And maybe this isn't a fair comparison because they're different types of securities. Would it behoove the ETF 

marketplace to have the same kind of option account opening paperwork option paperwork where an investor is 

qualified by experience and networth.  The outcome could be better since it would relieve, in my mind, some risk to the 

issuer and force individuals to take a step back and say, “Wait, what am I buying?” Once an account was open – perhaps 

the issuers could receive an email that would help them educate investors directly? Is that even a possibility? 

 

 



 

5 | P a g e  
  

Access ETF Solutions Portfolios and advisory services are offered through IPI Wealth Management, Inc., an SEC registered investment adviser, 
with principal offices located at 226 W. Eldorado St. Decatur, IL 62522 (217) 425-6340.  
 

 

Kathleen Moriarty:  Well, it’s funny that you say this because your proposal is similar to what the SEC’s division of 

Market Regulation wanted to require at the time ProShares was about to launch its initial ETFs. Market Reg wanted to 

make the AMEX include in its listing rules for ProShares a requirement that only “options suitable” investors could buy 

the ETFs. But this proposal was impossible to put in place, because all securities that trade on a national stock exchange 

are publicly available to any investor who buys through a broker. The AMEX would have had to set up a new division, or 

maybe an entirely new exchange, where only certain investors could buy ProShares ETFs. Nothing like this existed. The 

compromise was that AMEX included language in its listing rules reminding brokers to be aware of their suitability duties 

when transacting in leverage, inverse and inverse leveraged ETFs. Over the years, attention has been focused on the 

possible negatives of these products and today their prospectuses and other literature contain a lot of information 

about how their performance can be affected by different markets and holding periods. 

 

Dan Weiskopf:  So people should read the prospectus? 

 

Kathleen Moriarty:  Well, that’s right, but of course people never do. But yes. 

 

Dan Weiskopf:  Okay. Tough question here, and I know that people should leave sleeping dogs lie, or whatever you call 

it. A few years ago, there were some conversations or concerns about ETFs collapsing. What legal precautions exist now 

to make sure that won't happen? 

 

Kathleen Moriarty: I never really understood why people were always so worried about ETFs blowing up. This goes back 

to the ‘40 Act discussion we had earlier. If we're talking about a real ETF, in other words a registered investment 

company that holds a portfolio largely of securities and operates under an SEC exemption order, there are ‘40 Act 

protections around this issue. For instance, there are rules about who a fund can use to custody its assets, and how they 

must be held. 

 

Of course, the ‘40 Act can’t prevent a fund’s bankruptcy. If a fund does blow up, the outcome should be that every 

investor who was a shareholder at the moment of failure should be entitled to their pro rata share of the fund’s net 

assets. So the ‘40 Act and its rules impose a whole set of requirements about how a fund’s assets should be secured, 

how they  can be moved in and out of the portfolio, to whom, and under what circumstances. 
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Dan Weiskopf:  What happens to an ETF if it is closed or shut down? 

 

Kathleen Moriarty:  If an ETF decides to shut down, unless something really bad has happened, all of the portfolio 

assets, dividends, interest and whatever else should be in the fund’s portfolio. The brokers know who their customers 

are, so they can count up and eventually know how much each individual shareholder owns, so upon closing the fund, 

each investor should expect to get their pro-rata portion of the portfolio at NAV.  

 

Dan Weiskopf:  What I'm referring to is some of the concerns about loaning securities out.  

 

Kathleen Moriarty:  Oh, that's a good point. Here's another example of how structure matters. ETFs are all ’40 Act 

registered investment companies, but they come in two “flavors”. The original products: SPY, DIA, QQQs, and BLDRS 

were are set up as unit investment trusts or UITS. All the other ETFs are open-end funds. Under the ‘40 Act, UITs are 

even more restricted entities than open end funds, so, for example, UITs are not permitted to lend out their portfolio 

securities at all. This is not an issue for ETFs that are UITS.  Mutual funds are permitted to lend out their portfolio 

securities, but subject to the limits and procedures set in the ‘40 Act and its rules.It can’t lend out securities valued at 

greater than one-third of its total asset value, so an open end fund can’t lend out all of its securities.  

 

Dan Weiskopf: Thank you again Kathleen for all your constructive commentary about how structure matters. We only 

hope that people are paying attention and reading the prospectus as you suggest. 

 

END OF INTERVIEW  


