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In recent years, the use of derivatives by mu-
tual funds has soared. These securities derive 
their value from an underlying asset such as 
a bond, stock, commodity or currency. As 
their use has increased, so have regulators’ 
concerns about oversight of these complex 
financial instruments. Problems pertaining 
to the widely used derivatives, inverse float-
ers, arose earlier this year, and today there is 
considerable unease over derivatives tied to 
deteriorating credit markets.

In his keynote speech at the 2007 Mutual 
Funds and Investment Management Confer-
ence, the SEC’s Division of Investment Man-
agement chief Buddy Donohue specifically 
cited the “increasing use by funds of deriva-
tives and sophisticated financial instruments” 
as one of his top concerns. Donahue worried 
that many fund groups are wading into 
“uncharted territory.” He voiced concerns 
that some funds’ accounting, legal and com-

pliance systems and procedures may not be 
able to navigate the inevitably tricky shoals. 
The current turmoil in the Structured Invest-
ment Vehicles (SIV) market bears him out. 

Mutual fund boards, prompted by the rise 
in use of derivatives and a greater awareness 
of their risks, are raising questions about 
derivatives. Trustees want to understand 
the effect derivatives have on risk manage-
ment, valuation, accounting and taxation, 
legal and compliance, liquidity, portfolio 
management and shareholder disclosures. 
Yet there is very little guidance about the 
specific elements of board oversight when 
it comes to derivatives.

BoardIQ has assembled a Panel of experienced 
mutual fund trustees and industry experts to 
brainstorm how to improve the board’s over-
sight of derivatives and complex instruments. 
The results of their discussion follow.

Introduction
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Who’s who

BoardIQ’s Roundtable

Anthony S. Evangelista 
is a financial services 
partner in the Philadel-
phia office of Pricewa-
terhouseCoopers. He 
has recently completed a 
tour in the firm’s London 
office, where he led the 
Investment Management 
Risk Assurance Services 
practice. Prior to that, 
Evangelista was resident 
in the New York office of 
PricewaterhouseCoopers, 
where he led the firm’s 
Investment Management 
Regulatory Compli-
ance practice. Earlier 
Evangelista was with the 
Securities and Exchange 
Commission in the 
Division of Investment 
Management; Office of 
the Chief Accountant. 

Elizabeth Duggan  
is Vice President at 
Interactive Data  
Corporation, where 
she is responsible for 
creating and managing 
new product market-
ing initiatives. Duggan 
has 20 years experi-
ence in market data 
services working with 
investment companies, 
investment advisers, 
broker/dealers and 
other financial institu-
tions, and specializes 
in the advancement 
and launching of 
Interactive Data’s new 
evaluation services. 
Prior to joining Inter-
active Data, Duggan 
served as a senior vice 
president of Thomson 
Financial Securities 
Management. 

Kathleen C. Cuocolo 
founded Cuocolo & 
Associates, providing 
consulting services 
to the investment 
management com-
munity on governance, 
product development 
and operations matters. 
As an executive vice 
president at State 
Street Corporation,  
she created their 
Fund Administration 
Business and launched 
the first exchange-
traded funds with 
the American Stock 
Exchange. Cuocolo 
is Audit Chair for the 
Citigroup Alternative 
Investments Trust, 
and was an indepen-
dent director of the 
Guardian Life Funds, a 
Director and President 
of the China Fund, 
and Chairperson and 
President of the Select 
Sector ETFs. 

Ashok Bakhru is 
president of ABN  
Associates, a manage-
ment and financial 
consulting firm. He 
was Chief Financial 
Officer and Chief 
Administrative Officer 
of Coty Inc. Prior 
to that, he spent 25 
years at Scott Paper 
Company in Philadel-
phia. Bakhru serves as 
Chairman of the Board 
of the Goldman Sachs 
Group of Mutual 
Funds, with assets  
of $130 billion. He is 
and Chairman of the 
Board of the Goldman 
Sachs Fund of Funds,  
a registered hedge 
fund. 
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Bruce G. Leto is a 
Partner and Chair 
of the Investment 
Management Group 
at Stradley Ronon 
Stevens & Young, 
LLP. For over 21 years, 
he has counseled 
investment companies, 
investment advisers, 
independent trustees 
and broker-dealers on 
securities and corpo-
rate matters relating 
to pooled investment 
products, including 
registered and un-
registered, open- and 
closed-end investment 
companies. He is a 
member of the firm’s 
Board of Directors and 
has been Chairman of 
the firm’s Investment 
Management Group 
since 1994. 

Karen Horn, Senior 
Managing Director of 
Brock Capital, has a 
long and distinguished 
career in the financial 
arena. She previously 
served as President of 
Global Private Client 
Services and Managing 
Director, Marsh, Inc. 
Prior to that Horn was 
Head of International 
Private Banking and 
Managing Director, 
Bankers Trust and 
Chairman and  
CEO of Bank One, 
Cleveland. She also 
served as President of 
the Federal Reserve 
Bank of Cleveland. 
Currently she is 
Chairman of the Audit 
Committee of T. Rowe 
Price Mutual Funds. 
She is also the Presiding 
Director of Eli Lilly 
and Company, a 
director and Chairman 
of the governance 
committee of Simon 
Property Group and a 
director of Fannie Mae.

Peter W. Gavian serves 
as an independent 
trustee of the Calvert 
Group and is Chair-
man of the investment 
policy committee. 
A former venture 
capital investment of-
ficer, Gavian founded 
Corporate Finance of 
Washington, Inc., in 
1976 and has served 
as an expert appraiser 
of corporations and 
financial institutions 
for audit, SEC, IRS, 
ESOP and ERISA  
purposes. He frequently 
renders expert opinion 
on complex legal 
cases for the Internal 
Revenue Service and 
for the Solicitor, U.S. 
Department of Labor.

Gary L. French is 
senior vice president, 
fund administration, 
State Street Corpora-
tion. Prior to joining 
State Street, he was a 
managing director in 
charge of Deutsche 
Bank’s fund operations 
unit, and president of 
UAM Fund Services. 
Earlier in his career,  
he was with Fidelity 
Investments where  
he served as senior  
vice president of  
fund accounting  
and as treasurer of  
the Fidelity Group  
of mutual funds.
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The fund prospectus is an important first step 
in board oversight of derivatives. Some fund 
prospectuses may be written broadly in order 
to give portfolio managers maximum flex-
ibility around investment vehicles. The rules 
of registration statements require a fund pro-
spectus to describe only the principal invest-
ment strategies used in the fund. Additional 
strategies may be relegated to the Statement 
of Additional Information. Thus, a fund that 
never uses derivatives may, in fact, state in 
its registration documents that derivatives 
are permitted. Boards should push for plain 
English discussions of derivatives usage in all 
fund documents.

While the board’s job isn’t to “greenlight” the 
use of specific derivatives, it should be sure it 
isn’t taken by surprise when a specific instru-
ment finds its way into a fund. Any instru-
ment that can be used should be understood 
by the board. When an advisor decides to 
move into derivatives the mutual fund board 
should have a process to conduct the neces-
sary oversight.

The panel’s conclusions:

1 Don’t think “derivatives” means only 
the most exotic instruments. Many 
derivatives are liquid and widely used 
and accomplish portfolio goals quickly 
and cost-effectively.

2 Even time-tested derivatives require 
additional boardroom monitoring.

3 Push advisors to identify in their 
registration statements the types of 
derivatives they are using and the  
ones they may use.

Derivatives should not become shorthand for 
the most illiquid and exotic products. The 
term encompasses an extremely large category 
of instruments. Some are more sophisticated 
than others, and new instruments are be-
ing created in the market almost daily. But 
many derivatives are time-tested instruments, 
with deep and liquid markets. Hence, boards 
should bring more specificity to their conver-
sations about derivatives and avoid letting the 
word refer solely to newer or exotic deriva-
tives, or aggressive investment strategies.

Common derivatives that have been in use 
for many years include options and warrants 
for equity funds and interest rate swaps for 
fixed income funds. Derivatives can serve to 
quickly and cheaply adjust a portfolio’s 
duration, market or interest rate exposure, 
and other characteristics. This can serve to 
reduce the risk profile of a portfolio or adjust 
it to desired specifications.

Instruments such as credit default swaps are 
more cutting-edge. The market for these types 
of derivatives may be less liquid, and counter-
party risk may be greater. In addition, while 
credit default swaps resemble fixed income 
investments, in practice they demonstrate 
some equity-like characteristics.

Whether plain vanilla or cutting-edge, de-
rivatives require additional regulatory and 
administrative protocols that in turn require 
oversight and judgment on the part of fund 
boards. The heavily regulated nature of the 
mutual fund industry means that boards 
must be sure all the necessary controls and 
procedures are in place to monitor the unique 
features of each derivatives strategy.

Action Step one 

Don’t paint derivatives with a broad brush
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Defining Derivatives

A derivative is a security whose value is dependent upon, or derived from, one or 
more underlying assets. Here are definitions of the most frequently used derivatives:

Equity Derivatives:
Call option: yy A contract that gives the buyer the right (but not the obligation) 
to buy the underlying asset at a specified price (strike price) during a specified 
period. The buyer pays a fee, or premium, for this right. 
Put option:yy  A contract that gives the buyer the right (but not the obligation) 
to sell the underlying asset at a specified price (strike price) during a specified 
period. The buyer pays a fee, or premium, for this right.
Collar:yy  A strategy that uses options to limit to a specific range the positive or 
negative returns on an investment in an underlying asset.
Exchange-traded option:yy  One with terms that are standardized by the  
exchange on which it trades. 
Over-the-counter option:yy  A contract that is traded directly between  
two parties, without going through an exchange or other intermediary.
Forward contract:yy  An agreement to purchase or sell an asset at a pre-arranged 
future point in time at a pre-determined price. Forward contracts do not have 
standardized terms. 
Futures contract:yy  A standardized contract, traded on a futures exchange,  
to purchase or sell an underlying asset, such as a physical commodity or a 
financial instrument, at a certain date in the future at a specified price. 
Index option:yy  A call or put option on a financial index.

continued
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Debt Security Derivatives:
Asset-backed security:yy  A security whose payment stream is derived primarily 
from the cash flow of a discrete pool of self-liquidating assets which convert  
to cash within a finite period of time. 
Collar:yy  A strategy that uses options to limit to a specific range the positive  
or negative returns on an investment in an underlying asset.
Collateralized debt obligation:yy  A debt security issued by a trust, whose  
payments are based on the cash flow of underlying assets of a portfolio of 
bonds, loans or similar assets.
Collateralized mortgage obligation:yy  A special purpose entity that owns pools 
of mortgage loans or mortgage-backed securities and that issues classes of 
bonds with different principal balances, interest rates, average lives, prepayment 
characteristics and final maturities.
Credit default swap:yy  A contract whereby the parties agree to isolate and  
separately trade the credit risk of a third party. 
Floating rate security:yy  A debt security that pays an interest rate which is reset 
periodically, based on the movement of a representative interest rate index.
Interest rate swap:yy  An agreement whereby one party exchanges a stream of 
interest for the other party’s stream of interest. 
Mortgage-backed security:yy  An asset-backed security whose payments are 
derived from a discrete pool of mortgage loans.
Reverse floater/Inverse floater:yy  A floating rate security that pays an interest 
rate which fluctuates inversely with an interest rate index.
Structured note:yy  A debt security whose interest payments are linked to the 
movement of an interest rate, stock, stock index, commodity or currency.
Swap:yy  An agreement between two parties to exchange different streams of  
cash flows based on a specified or notional amount.

Source: Cuocolo & Associates



Can the advisor 
explain derivatives 
crisply to the board?
— Kathy Cuocolo
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in an existing fund, ask why. Try to find out 
whether the advisor is simply looking for a 
shortcut to introducing a new fund or is 
seeking to align the prospectus with the 
manager’s philosophy or strategy.

Once a board understands why the advisor 
wants to use derivatives, trustees must under-
stand the risks related to each of those instru-
ments. One approach is to ask portfolio manag-
ers to make a list of every new instrument they 
want to use in an existing fund and describe: 

How often did the manager propose to use yy
each instrument?
What was the market for each?yy
How liquid were the securities?yy
How transparent was each instrument?yy
What investment risks did each derivative yy
present?

The panel’s conclusions:

1 Be sure an advisor has a good  
reason for adding derivatives to  
an existing fund.

2 Ask the advisor how using derivatives 
will help each fund meet its 
investment objective.

3 Determine whether derivatives 
are suitable for each fund and its 
shareholders.

4 Find out the range and type of 
derivatives the advisor plans to  
use, and assess the investment  
risks of each.

Ask whether derivatives will be used for 
speculative purposes (to seek higher returns) 
or as a hedge against risk (a countercyclical 
strategy). Probe the advisor’s case for securities 
they want to use. If the reason is cost and 
efficiency, ask to see some numbers to back 
up that argument. Fixed-income trading has 
high transaction costs associated with it. There 
can be a large spread between bid and offer 
prices. In those cases, it may make good sense 
to use derivatives instead of bonds, but the 
advisor should demonstrate this.

The use of derivatives may also be tied to 
a particular fund’s benchmark. Some asset 
classes are illiquid, and managers must use 
derivatives to invest in them. It may be more 
cost-effective to use derivatives to track an el-
ement of a particular benchmark. Find out 
whether derivatives will be used to shape a 
fund’s characteristics — and how. One good 
question to ask is: How will using derivatives 
help the fund meet its investment objective?

The Panel stresses the importance of differen-
tiating between a new fund that the advisor 
says will invest in derivatives and an existing 
fund to which the advisor wants to add de-
rivatives. Using a wider array of instruments 
in an existing fund is far easier for an advisor 
to do than launching a new fund. It is less 
expensive, requires fewer regulatory hurdles 
and takes less time. In most cases, it doesn’t 
require shareholder approval. But altering an 
existing fund brings up suitability consider-
ations. If an advisor wants to add or change 
the type, use or concentration of derivatives 

Action Step two

Find out why — and whether —  
the advisor should use derivatives



There are two  
separate decisions: 
Can the firm do it? 
And should the  
firm do it?
— Ashok Bakhru
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Once a board has determined why an advisor 
wants to use derivatives, it then must deter-
mine whether the advisor knows how to use 
these instruments. Trustees should assess the 
portfolio management team’s experience and 
skill level for each proposed type of derivative.

Before introducing derivatives in mutual funds, 
many advisors employ them in separately 
managed accounts or hedge funds. If there is 
an existing track record, even in non-’40-Act 
products, boards should examine it to find 
out how well the advisor has done. If the advi-
sor hires someone with derivatives expertise 
in order to pursue a new strategy, the board 
should find out what that person’s track record 
was at the prior firm, if possible. Trustees 
should listen closely to gauge how well the ad-
visor’s staff seems to understand the issues. 
Further, they should ask the important ques-
tions more than once to determine whether 
the board gets the same answer every time.

The Panel also suggests tapping the resources 
of experts to find out how thorough the advi-
sor’s due diligence has been. Boards should 
talk to, among others, the auditors, the Chief 
Compliance Officer, the Chief Risk Officer, 
and the fund treasurer about the due diligence 
the advisor has done regarding derivatives. 
The auditors can tell a board how long and 
how thoroughly they discussed valuation with 
the advisor. The CRO can explain how risk 
will be managed. Ask these sources what risks 
or problems they think could arise with the 
use of derivatives. 

Another way to assess the advisor’s compe-
tence is to review valuation error reports. How 
many mistakes has the advisor made in man-
aging and pricing derivatives over the past 
year or two? If the advisor has had its diffi-
culties working with these instruments, the 
board may not feel comfortable approving 
the increased use of derivatives.

The Panel believes the advisor should have a 
concrete mechanism in place to assess new 
instruments before they are used in any of the 
funds. Large fund advisors may have a stand-
ing New Instruments Committee or similar 
governance mechanism (see case study below). 

The panel’s conclusions:

1 Assess the advisor’s ability to invest in 
derivatives, as well as the competence 
of the service providers who will be 
involved.

2 Examine any track record of managing 
derivatives at the advisor.

3 Ask the experts, including the CCO, 
CRO and auditors, how they rate the 
advisor’s due diligence.

4 Review error reports to see how many 
are tied to derivatives.

5 Evaluate the answers the advisor offers 
to the board’s questions.

6 Be sure the advisor has a means to 
evaluate new instruments before they 
are used.

Action Step three

Determine the advisor’s competence
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The Panel cautions boards of small fund 
groups to be particularly careful when vetting 
the use of derivatives. Below a certain size, 
advisors may not have the resources or ex-
perience to use sophisticated derivatives. For 
these groups, the input of service providers is 
essential. And independent consultants could 
be used to bolster the knowledge and the staff 
at the advisor.

Suitability  
and internal  
competence are 
the big issues.
— Peter Gavian

Other advisors may use their risk committee to 
perform this function. One smaller fund man-
ager put the investment management function 
together with the Chief Financial Officer and 
the CCO to perform due diligence on the 
derivatives they planned to use. 
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Case Study: How a New Instruments 
Committee Works

The advisor of a large fund group created a New Instruments Committee to help 
control risks associated with exotic, untested derivatives. The committee meets 
regularly to vet proposals from fund portfolio managers who wish to use new 
derivatives. The committee includes representatives from operations, compliance, 
legal, pricing and valuation, fund accounting, tax, risk management, IT and the 
trading desk, as well as senior people at the firm. Because the reputation of the 
firm is at stake when it comes to new instruments, the advisor believes top-level 
people should be involved in the approval process. The committee scrutinizes  
each proposed security, looking at factors such as:

Depth of the market and available and proposed counterpartiesyy
Necessary accounting proceduresyy
Ease of valuation and availability of pricing sourcesyy
The systems it will require and whether any of them are manualyy
The controls it will require for monitoring and oversightyy
Ability of outside accounting agent to support.yy

The committee frequently requests additional information on proposed instruments 
portfolio managers want to use. They sometimes agree to start small with a new 
derivative, perhaps by limiting its use to one fund and capping the exposure or 
dollar amount that can be invested in it. If use of the instrument goes smoothly 
for a period of time, the committee may approve broader or larger investment. 
But ultimately, this committee serves as a critical first line of defense for managing 
risk at the firm. In this function, the committee looks not only at the advisor’s 
capabilities, but also at the various agents involved in the overall process, such as 
the accounting agent, fund administrator and custodian. The committee’s reports 
help the fund board conduct their oversight of derivatives used in the fund.



I want to know 
whether we meet the 
advisor’s guidelines for 
counterparty risk.
— Karen Horn
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Beyond evaluating the advisor’s investment 
expertise around derivatives, the Panel is 
unanimous that boards should look closely 
at the support staff’s ability to handle these 
instruments. The use of derivatives is accom-
panied by significant operational risks and 
legal risks, and boards should be sure the back 
office is up to the task. This inquiry should 
include the advisor’s organization, as well as 
all the third-party service providers that make 
up the entire system.

The Panel recommends boards meet with key 
members of the accounting function to discuss 
how they plan to deal with derivatives. Many 
derivatives transactions do not settle in cash 
and thus may not alert the accountants to 
their presence. The board must be satisfied 
that fund accounting has a mechanism for 
tracking all trades. Find out what the volume 
of transactions will likely be, and ask whether 
the accounting systems can handle it. The 
Panel cautions that not all derivatives are 
supported by the usual automated systems, 
which adds to the risk of error.

Derivatives are accompanied by more com-
plicated disclosure issues than are more 
straightforward securities. Risk analytics are 
crucial, too, as the recent subprime crisis 
showed. Many securities that had high credit 
ratings from the big agencies wound up 
suffering when the credit markets seized up. 
This showed the limits to the trust an advisor 

can put in a credit rating and pointed out the 
need for advisors to do their own risk analyt-
ics. The Panel recommends that boards ask 
the advisor’s internal audit group how they 
plan to conduct audits of the use of deriva-
tives, including how they will assess back-
office capabilities and qualifications.

One strategy for testing the operations side 
of things is for the advisor to send significant 
volumes of dummy derivatives trades through 
their systems. The board needs to determine 
whether trading in these instruments will 
trigger all the requisite controls. Only if these 
derivatives trades can be executed through 
the advisor in a controlled manner can the 
board be comfortable that the funds will 
capture the reward derivatives entail, while 
controlling the risk that accompanies them. 
Particular focus should be placed on the ad-
visor and administrator’s ability to reconcile 
positions, cash flows, accruals and collateral 
to the counterparties.

Another oversight method is to ask the advi-
sor to provide details of the manual processes 
involved in the life of the derivative. Find out 
the extent to which trade flow, accounting, 
valuation, compliance, reconciliations, and 
financial statement disclosures are done by 
the staff, rather than by an automated system.

Action Step four

Scrutinize the back office
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The Panel urges boards to make sure the ad-
visor has done all the testing, asked all the 
questions, and is ready to support the portfo-
lio managers’ derivatives trading. The advisor 
must be able to demonstrate that it has the 
right techniques and controls surrounding 
derivatives. And the board should document 
its inquiry.

The panel’s conclusions:

1 Evaluate the back office’s competence 
regarding derivatives, and that of the 
third-party service providers.

2 Interview fund accounting about their 
procedures for derivatives trades.

3 Find out how internal audit will 
monitor derivatives use.

4 Review and understand the advisor’s 
tests of the systems and controls.

5 Ensure that the advisor has the 
proper controls in place to support its 
investments in derivatives.

Be sure the advisor’s 
derivative investment 
process includes  
assessing the tax  
ramifications.
— Gary French
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is identifying what data it wants to see. 
Pricing and adequacy of collateral are two 
common areas of review. Many derivatives 
are new, and boards may not know which 
aspects to monitor until they have worked 
with these products for a time. While one 
size does not fit all, the Panel believes boards 
should collaborate with the advisor and with 
their counsel on a process to design report-
ing for derivatives. The Panel recommends 
boards concern themselves in general with 
breaches at the advisor and with exceptions 
to the advisor’s own guidelines. 

One important aspect of derivatives that 
requires ongoing assessment is counterparty 
risk. An advisor may report that it is using 10 
different derivatives in the funds. That may 
seem to diversify the risk. But if five of those 
derivatives were created with a single firm as 
the counterparty, the funds may be exposed 
to additional risk. Moreover, boards should 
be aware that the counterparty can turn 
around and immediately sell their participa-
tion in that instrument to someone else, fur-
ther muddying the waters. Other items about 
which Panelists suggest trustees consider 
receiving regular updates include: gains and 
losses on each instrument; mark-to-market 
reports; collateral reports; notional exposure; 
and net exposure.

When boards have done their due diligence — 
and verified that the advisor has done its due 
diligence — the work of overseeing deriva-
tives is just beginning. The Panel urges boards 
to continue to monitor whether the advisor’s 
use of derivatives is consistent with how they 
originally presented it to the board.

As trustees regularly review derivatives, there 
are some key questions they can ask:

What was the worst event that happened 1.	
around derivatives in this time period?
Why did that failure occur?2.	
What was the best event that happened?3.	
Why did that success occur?4.	
Are the derivatives broadly performing as 5.	
the board and the advisor expected?
Are new derivatives being used or consid-6.	
ered for use?

It is important to note that outsized positive 
performance should be just as concerning to 
the board as outsized negative performance. 

The Panel agrees that proper and regular re-
porting is a board’s most crucial tool for 
reviewing derivatives. All funds are different, 
and no single report can be effective for 
every board. The challenge for many boards 

Action Step five

Conduct ongoing assessments



Reviewing service providers’ reports — in-
cluding SAS 70 reports, many of which cover 
certain aspects of derivatives trading — can 
also provide a window for trustees into a 
fund’s handling of derivatives. If there are 
repeated NAV errors because of mispriced 
derivatives, these reports will show it. If the 
advisor takes too long to price fund securities 
each day because of tricky illiquid derivatives, 
the reports might show how often they have 
missed the daily NASDAQ deadline. These 
errors can indicate a problem with the back 
office’s capacity to manage derivatives.

The panel’s conclusions:

1 Continuously monitor the advisor’s  
use of derivatives.

2 Ask about failures and successes —  
and the reasons behind each.

3 Work with the advisor and with 
counsel on a process to design 
appropriate reporting for derivatives.

4 Understand the reports you receive,  
or ask the advisor to clarify them.

5 Pay attention to counterparty risk.

6 Focus on exceptions and breaches to 
identify problems with derivatives

Look into the  
liquidity and 
transparency of 
the proposed 
derivative.
— Liz Duggan
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The panel’s conclusions:

1 Verify that pricing processes — not 
individual transactions — are effective.

2 Look at the sources of pricing and be 
wary if the only source of a price is the 
counterparty.

3 Regard unconfirmed transactions  
with caution.

4 Go beyond tolerance checks when 
reviewing pricing moves.

The Panel views valuing illiquid and exotic 
derivatives as the biggest potential pitfall 
boards and advisors face. While plain vanilla 
instruments have wide and deep markets, 
many sophisticated derivatives do not. The 
Panel recommends boards concern themselves 
primarily with vetting the advisor’s pricing 
process. It generally is not the trustees’ role to 
micromanage individual pricing situations. 
Boards should keep track of pricing errors for 
derivatives, however, to be sure they are not 
frequent or consistent.

In reviewing the advisor’s pricing mechanisms, 
good questions to ask include:

What is your valuation process?1.	
Who is involved in valuing securities?2.	
How do you stress test the pricing mecha-3.	
nisms?
When a security trades, do you review the 4.	
prior day’s price to gauge the accuracy of 
the trade?
If a derivative has to be fair valued, can 5.	
that be done on a daily basis?

Boards must know where the valuation inputs 
for each derivative are coming from. Ask the 
advisor what portion of the securities are valued 
using prices supplied by counterparties. If the 
only source of information is the person on 
the other side of your bet, the board should 
be cautious, says the Panel. Boards must also 
determine what percentage of securities is 
fair-valued using a model or matrix developed 
by or completed by management. That may 
indicate a potential conflict. Trustees should 
know which securities are priced using a ma-

trix or a model, similar to those used for mu-
nicipal bonds. If the advisor inputs data into 
the model, those data may be biased, rather 
than based on observable market data.

An independent pricing service may be more 
objective, but problems arise when pricing 
vendors do not yet price a new kind of de-
rivative. The services often wait until a base-
line level of liquidity develops for new instru-
ments, so they may not be a good source of 
independent information for boards in the 
early days of a derivative.

Many exotic derivatives are direct-negotiated 
and privately priced with a counterparty. They 
lack transparency, as well as backup price 
quotes. In addition, when transactions settle, 
they often do so orally. A buyer and seller 
agree on a price by phone, and that price gets 
factored into a fund’s daily NAV. The written 
confirmation of the transaction may not be 
received at the advisor for several weeks. The 
Panel cautions boards to keep their antennae 
up with regard to these verbal agreements.

Action Step six

Be wary of pricing and valuation difficulties
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Case Study: Monitoring Risk  
on an Ongoing Basis

The advisor of one large fund group has a separate, highly quantitative risk  
function. Each mutual fund is assigned a risk budget, based on its investment 
objectives. The risk management team stress tests each portfolio every day. They 
issue daily reports indicating how much of the risk budget is being used by each 
fund. This group is concerned with identifying trendlines over time. Trending 
down is just as undesirable as trending upward. That’s because it means a fund  
is not spending its risk budget and, thus, not pursuing potential higher returns,  
as may have been promised to shareholders.

The risk management function does not reduce risk to a single number. Rather, 
they look at all the components of risk. Though the risk budget and risk reports 
are tools that the advisor uses for its benefit, it does help the board monitor risk 
in the funds. When the advisor briefs the board about risk, it provides reports that 
are color-coded in red, yellow and green. These reports quickly indicate which 
funds are exposed to potential problems, which requires explanation from the 
advisor — and a change, if the board is not satisfied.

How a Valuation Error Can Happen

An example of a common pricing and valuation error occurs with derivatives 
known as swaps. These securities tend to move in small increments each day. 
One of the mechanisms for reviewing pricing is comparing how the current price 
changed relative to the prior day’s price. The accepted range of daily change is 
known as a “tolerance” level. If a swap is processed from the incorrect perspective, 
that is, long instead of short, the value will be moving in the opposite direction 
from what was intended. This could expose the fund to more risk, rather than 
increasing the fund’s protection. Such a mistake can be easily overlooked if each 
day’s price movement fails to exceed daily tolerance checks. The swap can be 
moving by the correct amount each day — but in the wrong direction. If this 
error is not caught on the first day of the trade, it will be easy to miss from then 
on — until the manager tries to sell the security, that is, or the price movement 
otherwise sets off alerts with the portfolio manager or pricing/valuation agent  
for the fund.
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The Panel stresses the importance of board 
members receiving continuing education 
about derivatives. In this pursuit, they should 
seek training from the advisor and from 
outside sources. The goal of increasing their 
understanding is not to learn how to invest 
in derivatives. It is to learn enough to know 
what questions they should be asking and to 
evaluate the answers they receive.

The advisor should conduct regular education 
sessions with trustees. These sessions, while 
adding to the board’s knowledge, serve a 
purpose for the advisor as well. They illustrate 
to the board how well the advisor’s staff un-
derstands derivatives. Management can kill 
two birds with one stone by educating trust-
ees and demonstrating its own competence. 
The Panel notes that boards may use these 
sessions to gauge the competence of outside 
vendors as well. Education is a double-edged 
sword, however. If the advisor has not done 
the necessary due diligence about derivatives, 
that will quickly become apparent to the board.

Trustees need to hear from everyone who 
interacts with these securities — portfolio 
managers, accountants, compliance person-
nel, legal counsel, valuation staff — about 
how derivatives work.

Outside sources of derivatives education 
offer a useful supplement to the advisor’s 
workshops. The Panel suggests boards ask the 
independent auditors, outside counsel and 

boardroom consultants to put together learn-
ing sessions. Trade associations, director fo-
rums and academics are other good sources 
of information.

An event like this past summer’s subprime 
squeeze can also be a learning opportunity. 
Many derivatives were billed as uncorrelated 
assets, but August showed they were more 
correlated than people realized. The Panel 
recommends boards use industry crises to 
deepen their understanding of complicated 
matters such as derivatives.

Boards should request a telephonic meeting 
with the advisor when the financial press 
is screaming and markets are in turmoil. If 
the current situation is not applicable to 
a particular fund group, the board can still 
benefit by hearing what is happening in the 
industry and whether the crisis will impact 
other areas of the market. If the advisor 
is involved in the crisis, the board needs to 
know the magnitude of the crisis and how 
things will be dealt with.

In the situation of an advisor that manages 
non-mutual-fund products, boards should 
probe how those other products are react-
ing to the upheaval. Separately managed 
accounts or hedge funds may serve as a pre-
cursor to what will eventually hit the mutual 
fund business. As boards seek to transfer that 
knowledge back to the funds, they should 
ask, “What do we need to know and to do?”

Action Step seven

Educate the board
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The panel’s conclusions:

1 Pursue continuing education about 
derivatives for the board.

2 Seek training from the advisor and 
from outside sources.

3 The goal is to know enough to ask the 
right questions.

4 Use industry crises as a learning 
experience — both during and after.

Ask the advisor  
what the valuation 
process is, and how 
they stress test it.
— Tony Evangelista

After the dust has settled and the industry 
is getting back to normal, boards should go 
over the lessons they and the advisor learned. 
Perhaps compliance procedures need to be 
strengthened. Or the pricing approach the 
advisor uses may need to be modified. If 
manual processes showed stresses, it may be 
appropriate to automate more of them. Out 
of difficult times can come an improved ad-
visor and a more aware board.
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The Panel points out that derivatives often 
have an unforeseen impact on mutual fund 
taxation. Different instruments pose different 
challenges from a tax perspective. The advisor 
should consider how each instrument will be 
treated for purposes of federal income taxes 
and whether it will affect how gains and 
losses are reported.

The board’s job is to be sure the advisor has 
considered the tax consequences in advance 
of introducing new derivatives to the funds. 
Once these instruments are in the portfolio, 
it may be too late to unwind any tax prob-
lems. Those ramifications can be severe, and 
shareholders may be harmed inadvertently.

The Panel acknowledges that few board mem-
bers are derivatives tax experts. It is unlikely 
trustees will know all of the tax details, nor 
will they have a clear idea of the proper ques-
tions to ask. But boards should ask whether 
the advisor thoroughly understands the tax 
implications of the derivatives it employs.

The panel’s conclusions:

1 Understand that derivatives can have a 
significant tax impact on mutual funds.

2 Consider taxes in advance of adding 
derivatives to a fund. Afterward may 
be too late.

3 Ask whether the advisor thoroughly 
understands and reports the tax 
implications of the derivatives it 
employs.

4 Ask the advisor whether it has 
reviewed the tax implications with  
the funds’ auditor.

Action Step eight

Understand the tax ramifications
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The Potential Pitfalls  
of Taxation and Derivatives

Adding derivatives to a mutual fund raises several potential tax issues that boards 
should be sure the advisor is aware of. These include:

1	 Potential threat to the advisor’s status as a Regulated Investment Company.

a. � Asset diversification test: Because the IRS has not given definitive  
guidance, it may be unclear who is the issuer of a derivative and how to 
value the derivative for purposes of the test.

Example: With a credit default swap, who is the issuer — the counter-
party or the issuer of the underlying security? Is the value of the swap  
its notional amount or its fair market value?

b. � Gross income test: Because the IRS has not issued definitive guidance, 
and because it is difficult to apply existing guidance to complex securities 
like derivatives, the advisor may not know whether the income derived 
from certain derivatives is qualifying income for purposes of the 90% 
gross income test. Gross income from derivatives on commodities,  
real estate or foreign currency speculation is non-qualifying income  
for purposes of the 90% gross income test.

Example: If a fund uses foreign currency forwards, is it speculating  
in currency (non-qualifying income) or hedging currency exposure  
(qualifying income)?

Net effect: An error or misjudgment in applying these tests could lead the 
fund to be disqualified as a Regulated Investment Company, which would 
result in the fund being exposed to corporate-level taxes. It could also result 
in incorrect characterization of income or gains and losses being reported to 
fund shareholders.

2	� Calculation of the fund’s taxable income and net capital gains inconsistent 
with Generally Accepted Accounting Principles (GAAP).

a. � The intent and type of derivative could impact the timing and  
character of income and realized gains or losses for tax purposes  
versus GAAP accounting.

Example: Short sales or purchased puts may be reclassified from a  
long-term capital gain to a tax basis short-term capital gain. Or from  
a short-term capital loss to a tax basis long-term capital loss.

Example: The realized loss deferrals and holding periods for tax straddles 
may be reclassified from long-term to short-term for tax purposes.

Source: State Street
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The Panel recommends fund trustees be aware 
that the use of derivatives creates additional 
potential conflicts that require additional 
monitoring and oversight. 

One area that calls for scrutiny is procedures 
for allocating trades of portfolio investments. 
These procedures are inevitably altered when 
derivatives are introduced. For example, if a 
long-only advisor launches a 130-30 fund — 
one that can sell short with a portion of its as-
sets — it will bring about changes to the ways 
in which trades are allocated. The advisor 
must be able to show the board its procedures 
for avoiding conflicts on the trading desk 
between short trades in the 130-30 fund and 
long trades of the same security in its other 
products. Trustees should discuss whether it 
is in the best interests of fund shareholders 
to have the advisor engaging in side-by-side 
investing. At the very least, there must be 
certainty that one side of the house, or one 
class of investor, is not being disadvantaged.

It is also important for boards to understand 
the advisor’s procedures for segregating se-
curities to address the leveraging aspect of 
derivatives. Over the years, the SEC has put 
out a number of interpretations and releases 
stating that certain derivatives have a leverag-
ing aspect and therefore expose funds to 
greater risk than the value of those derivatives. 
Even if the advisor does not think that it is 
using the instruments for leverage, the SEC 
requires funds to earmark or segregate a 
sufficient amount of securities to offset that 
risk. These securities must be marked on the 

fund’s or custodian’s books as available to 
make good on the debt should a trade go the 
wrong way. While the SEC has issued no-ac-
tion letters regarding futures, forwards and 
short sales, the commission has not yet ad-
dressed certain other types of derivatives, 
such as the leveraging and segregation aspect 
of credit default swaps.

Disclosure issues arise from the fact that 
advisors must explain their funds’ use of de-
rivatives in the fund’s registration statement, 
which includes the prospectus and statement 
of additional information. Boards should be 
concerned about the level of detail included 
in these disclosures. Particularly when an 
advisor receives approval to add derivatives 
to the funds, trustees should be sure that is 
accompanied by transparent disclosure in the 
registration statements.

Custody for derivatives is also more complex 
than it is for stocks or bonds. Derivatives are 
often privately negotiated agreements. For 
example, the customary terms of a swap con-
tract are described in a generic swap agree-
ment between the fund and the counterparty. 
The swap agreement permits the details of 
each transaction to be reflected in the spe-
cific transaction confirmations. Often these 
confirmations are not finalized until after 
the transaction has taken place. It is unclear 
whether the swap agreement and confirma-
tion technically need to be held in the fund’s 
custodian bank. In addition, there are cus-
tody issues with respect to collateral that is 
posted for derivatives actions. For example, 
typically the fund and the counterparty need 
to be able to access the collateral.

Action Step nine

Weigh conflicts and custody considerations
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Ask how the  
advisor will  
conduct internal 
audits of these  
derivatives.
— Bruce Leto

As the derivatives market develops, greater 
custody consistency should arise. But for now, 
the lack of uniformity can create the poten-
tial for errors. The Panel recommends boards 
ensure the administrator has an automated 
solution in place to validate the existence of 
derivatives with the counterparty. In addition, 
collateral requirements may be non-standard 
for these instruments and settlement time is 
usually longer, adding to the complications.

The panel’s conclusions:

1 Be aware of the potential conflicts and 
legal issues surrounding derivatives.

2 Be sure the advisor’s legal, risk and 
compliance functions understand and 
monitor the conflicts.

3 Scrutinize allocation of trades and 
segregation of securities.

4 Monitor the adequacy of the advisor’s 
derivatives disclosures.

5 Understand the advisor’s custody 
arrangements for these instruments.
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Action Step number

Action Name

The panel’s conclusions:

1 Conclusion body.

2

3

4

5

Conclusion

The use of derivatives can sometimes feel like a quagmire for boards. Just when they 
think they understand one aspect of these instruments, something else arises and 
boards are back to square one. The Panel convened by BoardIQ suggests nine key 
steps trustees can take to effectively oversee the use of derivatives.

The Nine Action Steps

1 Don’t paint derivatives with a broad brush

2 Find out why — and whether — the advisor should use derivatives.

3 Determine the advisor’s competence.

4 Scrutinize the back office.

5 Conduct ongoing assessments.

6 Be wary of pricing and valuation difficulties.

7 Educate the board.

8 Understand the tax ramifications.

9 Weigh conflicts and custody considerations.
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State Street is the world’s leading provider of financial services to institutional 
investors. Our broad and integrated range of services spans the entire investment 
spectrum including research, investment management, trading services and 
investment servicing. By using any combination of these services, our customers 
can deliver more value to their clients, control costs, launch new products, 
and expand globally. With operations in 26 countries, and an investment network 
that spans more than 100 markets, our integrated global solutions are backed 
by the local knowledge and expertise of more than 21,000 employees. Since 
1924, State Street has been delivering products and services that help the 
mutual fund industry stay ahead of market trends and regulatory changes. 
Today we are the No. 1 provider of accounting and fund administration for 
US mutual funds, pricing more than 5,000 funds daily and servicing more 
than 40 percent of the market.

Gary L. French
SVP, Fund 
Administration, 
State Street 
Corporation

Stradley Ronon Stevens & Young, LLP maintains one of the premier invest-
ment management practices in the United States, and is consistently ranked by 
The American Lawyer as one of the top law firms in the country for counseling the 
mutual fund industry. Stradley Ronon represents investment company clients 
with over 700 separate funds and assets under management totaling nearly 
$1 trillion, including retail and institutional investment companies market-
ing shares through every distribution channel, as well as investment advisers, 
hedge fund sponsors, managers, administrators and underwriters/distributors. 
It also serves as independent legal counsel to investment company independent 
directors/trustees. Counseling clients since 1926, Stradley Ronon’s more than 
160 attorneys also advise these and other publicly and privately held corporations, 
nonprofit organizations, small businesses, entrepreneurs and individuals on 
legal challenges involving taxation, financing, restructuring, government relations, 
litigation, alternative dispute resolution and intellectual property. For more 
info, visit www.stradley.com.

Bruce G. Leto 
Partner and Chair 
of the Investment 
Management Group 
Stradley Ronon 
Stevens & 
Young, LLP
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