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Risk Governance and Mutual Fund 
Directors
By David Schwartz and David Smith

Despite the market turbulence and regulatory uncertainty 
of recent years, the mutual fund industry remains viable, 
robust and attractive to investors. Th e sound oversight that 

independent fund directors and trustees have historically provided 
to their funds on behalf of those funds’ shareholders has contributed 
greatly to the industry’s resilience. At the same time, the recent fi -
nancial crisis and the resulting market turbulence and dislocations 
have led directors to refl ect on the role they play (and should play) 
in the risk management process. 

To the extent that directors have a role to play in risk management at 
the funds they oversee, that role arises from their more general fi duciary 
duties. From a legal perspective, fund directors’ fi duciary duties arise 
from both state law and the Investment Company Act of 1940. Th eir 
fi duciary duties encompass their obligation to oversee the management 
of their funds’ aff airs, including the safeguarding of their fund’s assets. 
Oversight of how risk is managed is clearly entwined within all these 
duties. Importantly, however, fund directors do not manage the funds 
they oversee – management is the job of the adviser. 

Oversight of risk and risk management are not a new concept for 
fund directors; rather, this has long been an integral part of their duties. 
Whether in reviewing a fund’s investment performance, watching for 
confl icts of interest between the fund and its adviser or reviewing the 
quality of the services the adviser provides the fund, directors have 
always needed to understand how risk is identifi ed and managed. 
In other words, since oversight of risk has always been embedded in 
directors’ other duties, it therefore need not create an additional layer 
of responsibilities for directors. Only in the current environment has 
risk management been treated as a separate and distinct activity. By 
thinking of risk oversight as a distinct activity, however, the important 
role played by directors becomes clear – a role that involves oversight 
of the adviser’s risk management procedures, the operational risks 
inherent in the adviser’s own business, the investment strategies 
employed by their funds, the types of securities in which the funds 
invest, and the nature of the risks these investments may pose.
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“Risk Governance”

Today, fund boards generally seek to provide in-
formed and diligent oversight of the fund’s and 
adviser’s risk management policies, procedures 
and culture. In this sense, fund directors’ activities 
might be more appropriately referred to as “risk 

governance” than “risk management.” Irrespective 
of how the board’s role is characterized, however, 
each director needs to be “risk aware” – that is, ev-
ery member of a fund’s board should have a sound 
understanding of that fund’s risk appetite, the kinds 
of risks disclosed in its prospectus, its investors’ 
expectations, and changing market conditions. Of 
course, the goal of risk management is not the elimi-
nation of all risk-taking, but rather the cultivation 
of processes and procedures that ensure that risks 
are understood, consistent with the fund’s strategy, 
and managed within acceptable limits. 

Eff ective risk governance does not require that 
boards design and implement risk management 
structures and policies, but rather that boards (1) 
be satisfi ed that fund management has implemented 
an appropriate risk management system and 
controls; (2) understand the basics of how the 
risk management system operates; and (3) have 
confi dence that management (and, if necessary, 
the board) will become aware of and act on any 
warnings or “red fl ags” the risk management system 
may raise.

Fund management, which is responsible for 
the actual identification and management of 
risks, plays a critical role in assisting directors by 
articulating clearly the fund’s risk appetite in light 
of its investment objectives, strategies, and target 
investors. Management also generally assists the 
board in understanding how it monitors the risks 
presented by other service providers such as sub-
advisers and custodians.

While every fund and every fund complex 
presents a unique set of risks, and hence gives 

rise to a unique process of risk management 
and risk governance, boards often fi nd it helpful 
to address a number of broad questions. Most 
fundamentally, boards typically seek to assess 
the extent to which the fund and its adviser 
have a risk aware culture, as the absence of risk 
awareness can be a signifi cant red fl ag. More 
specifi cally, boards may wish to consider whether 
the adviser’s organizational structure provides 
appropriate checks and balances, including 
appropriate segregation of front, back and middle 
offi  ce functions. Similarly, boards often discuss 
with the adviser whether the risk management 
function is appropriately organized and staff ed to 
provide suffi  cient independence to allow proper 
functioning. And fi nally, boards typically address 
whether the fund and its adviser have appropriate 
controls in place to identify and manage the risks 
associated with new products and strategies.

In the current regulatory framework, the 
CCO, acting as the “eyes and ears of the board,” 
is essential in assisting boards to oversee risk 
management eff ectively.1 Because most boards 
are engaged in evaluating the risk assessment 
and management practices at their fund and 
its service providers as part of the existing fund 
management and compliance reporting process, 
it is important to recognize that the CCO already 
plays a role in many aspects of risk management 
that may be thought of as being outside the 
realm of compliance risk assessment (e.g., 
operational, investment, credit and counterparty, 
and market risks). Further, because many of the 
compliance controls and procedures already in 
place at a fund, like those for valuation, portfolio 
management, securities lending, performance 
reporting, disclosure, etc., are also designed to 
address certain aspects of risk, a fund’s CCO is an 
integral part of risk governance. While a complete 
discussion of the role of a CCO is outside the 
scope of this paper, a knowledgeable CCO can 
assist the board in a wide range of risk governance 
and data gathering activities.

Boards typically have found that in order to build 
their own confi dence that management has eff ective 
processes and procedures to identify risk, measure 
its potential eff ect and employ methods to manage 
it (and, where appropriate, mitigate it) proactively, 
they need to understand, in a broad sense, the key 
types of risks aff ecting the funds they oversee. What 

Oversight of risk and risk management 
are not a new concept for fund 
directors; rather, this has long been an 
integral part of their duties.
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follows are some of the key risks overseen by boards 
and a discussion of the role of the board in each. 

Investment Risks

Directors play a role in overseeing the investment 
risk assumed by the funds they oversee. Th eir role 
arises in part from their broad fi duciary duties, in 
part from their obligation to review fund perfor-
mance and in part from the SEC staff ’s view that 
they are responsible for overseeing fund invest-
ments to make sure that the risks assumed by the 
fund are consistent with the risk disclosures the 
fund has made to shareholders. Directors also 
have specifi c statutory obligations with respect 
to the valuation of fund securities. In performing 
these duties, directors consider numerous issues, 
including how the fund measures and monitors 
investment performance and the risks associated 
with that performance, how the fund’s adviser 
manages other types of investment-related risk 
such as counterparty risk and how the fund’s pro-
cesses are designed to ensure fair, consistent and 
accurate valuation of fund securities. 

1. Measuring and Monitoring Investment 
Performance and Investment Risk 

The purpose of a mutual fund is to invest its 
shareholders’ money in accordance with the in-
vestment strategies described in the fund’s off ering 
documents. Obviously, there are risks associated 
with both the investment strategies as well as the 
specifi c securities used to implement the strategies; 
indeed, the primary investment risks assumed by 
a fund are also disclosed in its off ering documents. 
Fund performance is overseen by its directors and 
reported to its shareholders. In most cases, a fund’s 
performance is measured against a benchmark, 
although, in some instances, it is measured on 
an absolute return basis. In either case, a key risk 
is that performance will fall short – either of the 
benchmark or of returns commensurate with the 
level of risk assumed. Th us performance analysis, 
i.e., tracking how a fund performs against its de-
fi ned benchmark or other objective, is an important 
component of managing investment risk. Among 
other tools, attribution analysis, i.e., identifying 
the factors that have contributed to under or over 
performance, is often used to help understand and 
manage investment risk.

This kind of performance analysis against a 
benchmark is commonly employed by directors 
when they review the continuation of the advisory 
contract, and as they monitor fund performance on 
a regular basis. Th e concept of risk may be included 
in these oversight and approval processes by 
requesting performance information that considers 
risk. Most boards request that some measure(s) 
of risk be included in their 15(c) materials; also, 
providers of fund performance data such as Lipper 
tend to suggest they do. Th e key issues in assessing 
risk-adjusted performance data are how one defi nes 
risk and what mathematical models provide the 
most insight. As described below, some methods 
embrace standard deviation, others Sharpe, and 
others information ratio. Each is diff erent in its 
own way and all have their limitations. “Risk” in 
this context can also be defi ned beyond volatility 
as the probability that the fund’s goals will not be 
not achieved. 

Besides tracking performance, it is also 
very important for funds, like all investment 
businesses, to measure and monitor various 
aspects of investment risk using metrics such 
as standard deviation, tracking error, expected 
shortfall, downside semi-standard deviation, 
value at risk (VaR) and other metrics. Th ere are 
numerous metrics available for measuring risk 
on an ex post or ex ante basis. Each metric has its 
strengths and weaknesses and no one statistical 
or quantitative measure is suffi  cient to describe 
complex investment risk in its entirety. VaR, for 
instance, is useful for estimating how much one 
can expect to lose every day or every month, based 
on historical experience, but is not indicative of 
potential cumulative loss. Standard deviations of 
return provide information about the past, not the 
future, and do not take into account the eff ect of 
liquidity, bid/off er spreads, frequencies of marks 
to market, etc. What is appropriate for a particular 
fund depends on the instruments employed and 
strategies being traded. But since no single metric 
tells the whole story, it is important, particularly 
in cases where complex instruments and strategies 
are being traded, to use a variety of tools. It is also 
very helpful to use stress testing to understand the 
sensitivity of the particular portfolio to various 
market changes and to anticipate the potential 
eff ects of trends or events such as changes in interest 
rates and volatility, correlation changes, widening 
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or narrowing of credit spreads, various historical 
crises, and potential ‘worst case’ management 
nightmares like stagfl ation or unemployment over 
a defi ned percentage. 

In addition to the statistical measures and stress 
tests described above, as recent market events 
have demonstrated, there are also signifi cant risks 
associated with liquidity, concentrations, and 
leverage. Th us, it is important to take into account 
liquidity risk, including the liquidity of individual 
instruments in a portfolio and the implication 
of such liquidity on pricing as well as any 
mismatches between the liquidity of the portfolio 
versus the daily liquidity provisions off ered to 
fund investors. Similarly, the potential eff ects of 
concentration (large, undiversifi ed positions at 
the portfolio level and large concentrations across 
portfolios under common management) need to 
be measured and monitored. Leverage risk is of 
particular concern to fund boards and should be 
monitored closely. Leverage risk manifests itself 
when a derivative in which the fund invests is 
structured to produce a substantial value change 
in proportion to the initial cash invested, thereby 
magnifying the risk of loss as well as the potential 
gains. That is, because they enable investors 
to buy or sell exposures without committing 
cash equal to the instruments’ notional values, 
investments in derivative securities can result in 
a magnifi cation of risk, or leverage eff ect. For this 
reason, such investments should be measured and 
closely monitored for leverage risk.2

2. Valuation Risk

Valuation risk is a critical issue for mutual funds 
and their directors for the obvious reason that 
inaccurate valuations result in incorrect net asset 
values (NAVs), potentially causing unfair treatment 
to one set of investors versus another, as well as 
potentially infl ating manager incentive compen-
sation. For this reason, fund directors are legally 
obligated under Section 2(a)(41) of the Investment 
Company Act, to determine the fair value of secu-
rities for which market quotations are not readily 
available, and to consider the adequacy of a fund’s 
fair valuation procedures. While boards are permit-
ted to delegate day to day valuation responsibilities 
to an investment advisor or committee (which 
may or may not include board members), boards 
retain ultimate accountability for valuations and, 

according to the SEC, boards as a whole need to 
consider the adequacy of a fund’s fair valuation 
policies and procedures. 

To discharge these obligations, directors should 
seek to understand the characteristics of the securities 
in which the fund invests as well as the risks posed 
by the securities, since the riskiness of a security 
may aff ect its price. Complex over-the-counter 
derivatives, high-yield bonds, mortgage and asset-
backed securities, collateralized debt obligations, 
collateralized loan obligations, and other complex 
and/or illiquid securities, for example, may not have 
readily available fair market values, and must be ‘fair 
valued’ using independent pricing services, pricing 
models or other mechanisms in accordance with 
valuation policies and procedures. Boards need to 
assure themselves that the valuation methodologies 
that have been developed and implemented by the 
adviser are reasonable and eff ective and that strong 
controls are in place to assure that they are being 
consistently applied. 

3. Issuer and Counterparty Credit Risk

Mutual funds can face two types of credit risk: (1) 
issuer credit risk is the credit risk attributable to 
individual securities the fund invests in, and (2) 
counterparty credit risk is the risk attributable to the 
downgrading and/or insolvency of a counterparty.

Th e importance of credit risk has never been 
clearer than during the market turbulence of 
2008 and 2009, when numerous issuer and 
counterparty credit ratings dropped by multiple 
notches in single downgrades, in some instances 
falling from triple A to below investment grade, 
and when formerly top-rated counterparties failed 
or experienced major credit impairments. From a 
fund perspective, the risks attributable to issuer 
and counterparty credit are signifi cant. First, 
funds face potential liability unless levels of issuer 
and counterparty credit risk are consistent with 
what has been disclosed to investors. Second, the 
deterioration of issuer and counterparty credit 
quality can give rise to signifi cant losses. Th ird, 
in the case of money market funds, in accordance 
with Investment Company Act Rule 2a-7, funds 
may generally invest only in instruments that 
pose a “minimal credit risk.” Fourth, counterparty 
credit exposure is not static, but often fl uctuates 
over time. A $100,000,000 10-year swap, for 
example, may well be subject to increasingly large 
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marks to market against its initial value over time. 
Th us, it may be important to track potential future 
exposure as well as current exposure. Finally, 
there is a growing understanding that issuer and 
counterparty credit risk arise in multiple contexts, 
including through exposure to debt and equity 
portfolio holdings, over-the-counter derivatives 
counterparty exposure, securities lending and 
repo counterparty exposure, as well as exposure to 
custodians and other service providers. Th us, most 
funds that employ complex investment strategies 
have recognized the need to aggregate, limit and 
manage exposures to each individual counterparty. 
In overseeing issuer and counterparty credit risk 
management, boards generally obtain information 
concerning the advisers’ policies and procedures 
in this critical area.

Operational Risk

Operational risk is as great a source of potential 
loss as investment risk. Operational risk includes 
the risk of all types of errors and mistakes that 
can be made both in the ordinary course of busi-
ness and in a disaster. A partial list of such errors 
includes fails, reconciliation diff erences, customer 
complaints, guideline breaches, collateral disputes, 
systems problems and the like. In addition to risks 
attributable to errors, there are also operational risks 
presented by the use of spreadsheets and models, as 
well as risks related to systems and resources, risks 
related to disaster recovery and backups, and risks 
related to record maintenance and security. Unlike 
investment risk, moreover, there is no potential 
upside associated with operational risk.

Eff ectively overseeing and managing operational 
risk typically requires adequate methods of 
identifying and tracking specifi c risks over time, 
identifying trends that could indicate emerging 
or intensifying problems, and implementing an 
exception/escalation process that brings such 
problems to the attention of increasingly higher 
levels of management so that they can be properly 
addressed. While methods for doing so vary widely, 
directors often to seek to understand whether 
various types of errors are increasing or decreasing, 
how current levels of problems compare with 
historic levels, and how funds and fund managers 
are dealing with them. Directors generally also 
may seek information concerning the fund’s and 

its adviser’s systems and resources, back-up and 
disaster recovery plans, and other record retention 
and security issues.

In addition to tracking operational errors, many 
boards also consider more unique operational 
risks such as “spreadsheet risk,” i.e., the risk 
attributable to the use of spreadsheets and other 

end-user tools that are used to trade products and 
instruments that cannot be processed by a fi rm’s 
existing computing and accounting systems, is 
being managed in an appropriate way. In a typical 
risk management system, spreadsheets and other 
end user tools are given extra scrutiny because 
of the incremental risks they pose. Although 
boards do not provide this scrutiny themselves, 
they may wish to understand the adviser’s process 
for identifying and managing this sort of risk. 
Similarly, boards may wish to understand how 
the adviser manages model risk—that is, the 
risk that models relied on for valuation and risk 
management purposes have been properly vetted, 
with a view to determining, among other things, 
the appropriateness of the assumptions and data 
on which such models are based, what types of 
backup and disaster recovery plans are in eff ect 
and how records are maintained and secured. 

Conclusion

Ideally, risk governance does not create new respon-
sibilities for a board, but is rather already embedded 
in the board’s other oversight activities. For exam-
ple, for most boards, understanding various types of 
risk is already a part of its annual advisory contract 
renewal process, its annual internal control review, 
and its approval of new products and its valuation 
practices. In addition, the board will also often 
consider risk as part of its oversight of shareholder 
disclosures. Viewed in this manner, risk governance 
by fund directors is not a new responsibility, nor 

At the same time, the recent fi nancial crisis 
and the resulting market turbulence and 
dislocations have led directors to refl ect on 
the role they play (and should play) in the 
risk management process.
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does it necessarily require new service providers, 
new committees or new board practices. Rather, in 
the current environment, risk governance requires 
that boards focus more rigorously on whether they 

understand the concept of risk and whether they 
are providing adequate oversight of the adviser’s 
risk management processes as part of their other 
duties and activities. 

1 SEC Chairman William H. Donaldson, Remarks 
Before the Mutual Fund and Investment 
Management Conference, March 14, 2005.
 The CCO guides, leads, and implements 
the fi rm’s overall compliance program. Most 
importantly, fund CCOs are the eyes and ears 
of the board on matters of compliance. http://

www.sec.gov/news/speech/spch031405whd.
htm 

2  Investments in derivatives should also be 
monitored closely for compliance with SEC 
regulations. Insofar as they are contractual 
obligations under which the fund may be re-
quired to pay more money in the future than 

the amount of its initial investment, certain 
investments in derivatives may be considered 
“senior securities,” and violate leverage prohi-
bitions of the 1940 Act. See Section 18 of the 
Investment Company Act of 1940.  See also, 
Investment Company Act Rel. No. 10666 (April 
18, 1979). 
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