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Exchange-traded fund (ETF) products and sales 
have proliferated dramatically in the past fi ve 
years and the trend promises to continue. It is 

no surprise then that established mutual fund com-
panies have been eager to enter the business either 
through acquisition of an existing ETF sponsor or 
by building an ETF business organically by obtain-
ing their own exemptive relief to sponsor and launch 
new ETFs. One of the principal questions that an 
advisor confronts upon deciding to launch ETFs is 
whether to establish a new board of trustees (board), 
separate from its mutual fund board, to oversee the 
ETFs. While the initial instinct may be that it is more 
effi  cient to utilize the existing mutual fund board to 
oversee both mutual funds and ETFs, a number of 
factors should be carefully considered prior to reach-
ing that conclusion. 

It is diffi  cult to dispute that, on the surface, 
there are certain effi  ciencies in utilizing one board 
and extending the length of existing board meet-
ings rather than conducting separate quarterly 
board meetings for the ETFs. However, manage-
ment also should consider the challenges associated 
with using one board. Th ere are substantial diff er-
ences between the mutual fund business and the 
ETF business that result in the need for a great deal 
of education for mutual fund trustees who likely 
are unfamiliar with the legal and operational issues 
involved in sponsoring, managing and distributing 

an ETF. Th is in turn can lead to confusion and 
distraction from the board’s oversight of business 
considerations, reporting, and regulatory require-
ments, some of which “show up” diff erently in the 
context of ETFs. In view of the increasing burdens 
being placed on boards, potential effi  ciencies of a 
single board should be balanced against the follow-
ing considerations.

Trading Limitations 
Using a combined board may result in more 

signifi cant restrictions on the ability of fund com-
plexes to select trading counterparties, as a result of 
Section 17 of the Investment Company Act of 1940 
(the 1940 Act), which prohibits or places limits on 
various types of transactions between fund affi  liates 
and the fund itself.1

Section 17(a) of the 1940 Act2 generally prohib-
its a fi rst- and second-tier affi  liated person of a fund 
from engaging in principal transactions with the 
fund (agency trades in contrast are permitted if exe-
cuted and reported to the board in accordance with 
established written procedures3). Th e defi nition of 
affi  liated person in Section 2(a)(3) of the 1940 Act, 
as relevant here, includes an entity that (i) owns with 
the power to vote 5 percent or more of the outstand-
ing voting securities of a fund; or (ii) controls or is 
under common control with a fund.4 Under Section 
2(a)(9) of the 1940 Act, control is generally defi ned 
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as the ability to exercise a controlling infl uence over 
the management and policies of another entity.5 
While the determination of “control” depends on 
facts and circumstances, there is a presumption of 
control if an entity (directly or through a controlled 
company) owns more than 25 percent of the out-
standing voting securities of a fund, and a converse 
presumption if it does not.6 

ETFs often are funded with seed capital provided 
by large broker-dealers that also may act as trading 
partners with funds across the complex. Th e seeding 
broker-dealer becomes an affi  liate of the seeded fund 
immediately upon seeding because it owns at the out-
set 100 percent of the outstanding shares of the ETF 
and close to that percentage for a certain period of 
time thereafter until there are additional creations.7 
If the seed provider becomes a fi rst-tier affi  liate of 
the seeded ETF, the seed provider also will become a 
second-tier affi  liate of all the funds that are under 
common control with the seeded ETF. If the seed 
provider is also a trading counterparty for other funds 
in the complex, all principal transactions between the 
seed provider and those funds will be prohibited. 

As noted above, a control relationship depends 
on the facts and circumstances. However, since 
boards have oversight responsibility for fund gover-
nance, and the responsibility to approve critical con-
tracts and policies for the funds they oversee, it may 
be assumed that funds that share a board are under 
common control.8 Th erefore, if one board oversees 
both ETFs and mutual funds, all the ETFs and 
mutual funds overseen by the board may be deemed 
to be under common control and, thus, fi rst-tier affi  l-
iates of one another, including any seeded ETF. As 
such, these ETFs and mutual funds would become 
second-tier affi  liates of any broker-dealer seeding an 
ETF, at least until the seed provider divests itself of 
a substantial ownership interest. Th e application of 
Section 17 to this scenario eff ectively may disqualify 
the seed provider (and its parent company or direct 
subsidiary, which are in control relationships with 
the seed provider), from engaging in principal trades 
with all the mutual funds (as well as ETFs) within 

the complex under a common board.9 If the seed 
provider acts as a regular trading counterparty to 
these funds, and Section 17 operates to prohibit 
trading, this could have signifi cant implications for 
fi xed income mutual funds and other funds that use 
derivatives,10 especially given the limited number of 
bond and derivatives dealers.11 On the other hand, if 
the ETFs and the mutual funds have separate boards, 
there is a better argument that the mutual funds 
and the ETFs are not under common control with 
each other, and the mutual funds may not be as vul-
nerable to having their trading counterparties limited 
due to the existence of ETF seeding arrangements. 

Valuation
Valuation can present some challenging issues in 

the context of ETFs, particularly for passive ETFs 
that invest in foreign securities. Th e diff erence in the 
structure and operations of an ETF as compared to 
a mutual fund may dictate considering a diff erent 
approach to fair valuation, which can be more chal-
lenging for a board that employs a robust bottoms-
up approach to fair valuation commonly associated 
with actively managed mutual funds. 

A fund’s board has the statutory responsibility 
for valuing the fund’s securities12 and must ensure 
that a fund’s securities are valued in such a way that 
(1) enables purchasing and redeeming shareholders 
to pay and receive fair consideration for their shares 
and (2) protects shareholders against dilution.13 
Actively managed mutual funds often embrace a 
security-by-security analysis (typically outsourced) 
to establishing a price at the end of the day to pre-
vent abusive arbitrage (caused by taking advan-
tage of securities valuation shifts during the period 
between the close of the relevant foreign market and 
the time the fund strikes its net asset value). Buying 
and selling mutual fund shares at a price that does 
not refl ect the actual value of the underlying securi-
ties may adversely impact either (i) the transacting 
shareholder by causing her to overpay for shares pur-
chased or to receive less than a fair price in a redemp-
tion or (ii) the remaining shareholders by diluting 
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their interests as a result of the transacting shareholder 
paying less for shares than their actual value or receiv-
ing more than the value of shares in a redemption. 

Because of the manner in which ETFs operate, 
ETF portfolio valuation has diff erent practical impli-
cations than mutual fund valuation. ETF shares are 
purchased and sold at net asset value in large creation 
unit blocks (for example, 50,000 shares), exclusively 
by large institutions known as authorized partici-
pants. Other shareholders purchase and sell shares 
on the secondary market at share prices that cor-
relate strongly with, but may deviate from, the net 
asset value per share. ETF creation units are often 
purchased and redeemed from the issuer “in-kind” 
instead of in cash, meaning that a creation unit of 
ETF shares is exchanged for a basket of portfolio secu-
rities often representing a pro rata share of the ETF’s 
portfolio. Because the basket, which is established per 
creation unit each trading day, is designed to represent 
a pro rata share of the ETF’s portfolio value, a change 
in value in the basket will not impact the number of 
shares purchased.14 Th us, the transacting authorized 
participant will not be disadvantaged regardless of 
the valuation of the underlying portfolio securities. 
Similarly, because there is a set number of shares 
exchanged for an established pro rata basket, the risk 
of dilution to the remaining shareholders is mitigated. 
Th us, in these circumstances, fair valuing the underly-
ing securities will not impact the authorized partici-
pant purchasing or redeeming the shares in-kind; nor 
will remaining shareholders derive signifi cant benefi t 
from a fair valuation mechanism (because the poten-
tial for dilution is limited).15 Moreover, because the 
ETF’s per share net asset value (NAV) and the second-
ary market prices of its shares, which are purchased 
and sold by retail shareholders, generally deviate from 
each other, a change in fair value will not necessarily 
result in a corresponding change in the price of the 
shares on the secondary market. Th erefore, fair valu-
ation is arguably not necessary to protect retail share-
holders against dilution (as it is for mutual funds).16 

Although these diff erences do not alter the legal 
obligation of the board to value the fund’s portfolio, 

it would not be unreasonable for a board to take a 
diff erent approach to fair valuation in the context of 
overseeing an ETF than would be necessary in the 
context of overseeing a mutual fund. For example, 
a board may determine that engaging in a fair valu-
ation process is necessary only when there is a cash 
creation or redemption (in which case, unlike an in-
kind transaction, the possibility of dilution is pres-
ent). Alternatively, the board may determine that a 
costly bottoms-up, security-by-security exercise is 
not necessary and that a more top-down approach 
based on signifi cant geographic events or signifi cant 
movements in proxy country ETFs (or other instru-
ments) may make more sense for an ETF.

While there are sound justifi cations for tak-
ing diff erent approaches to fair valuation for ETFs 
and mutual funds, facilitating these distinctions 
under one board may be more challenging. Th e 
Commission Staff  has stated that it “generally 
believes that a board could not arrive at diff erent 
fair valuations for identical securities held by two or 
more funds that the board oversees, consistent with 
its good faith obligation.”17 To be sure, this is simply 
guidance and not a hard and fast rule. However, the 
Staff  also has acknowledged that there is more fl ex-
ibility when diff erent funds within one complex are 
overseen by diff erent boards: “We recognize that dif-
ferent fund boards, or funds within the same com-
plex with diff erent boards, when fair valuing identical 
securities, could reasonably arrive at prices that were 
not the same, consistent with the boards’ obligation 
to fair value in good faith.”18 In conclusion, having a 
separate board for the ETF complex may make the 
application of a diff erent and arguably more sensible 
approach to valuation less controversial. 

Contract and Advisory Fee Approval
One of the primary responsibilities of a fund 

board is the approval of advisory contracts.19 A 
fund’s advisory agreement must be approved both 
at the outset and each year thereafter following 
a two-year initial term.20 According to the well-
known Gartenberg 21 standards (confi rmed by the 
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funds and ETFs. Th e value provided by an investment 
advisor to a mutual fund can be measured in terms of 
absolute and competitive performance metrics, that 
is, how the fund’s performance compares to its peers 
and a broad based-index, and depends on the skill of 
the advisor in selecting individual securities. ETF per-
formance, in contrast, is measured by tracking error, 
or how much the performance of the ETF deviates 
from the performance of its underlying benchmark, 
which will depend largely on the basket composition 
process and the advisor’s ability to manage transac-
tion costs. Th e evaluation of an ETF’s market perfor-
mance is more a function of how well the index is 
constructed, which is often outside the advisor’s con-
trol and most certainly not within the scope of the 
services for which advisory fees are paid. 

To further complicate matters for the board, 
although the evaluation of the advisor’s services is 
diff erent between most ETFs and mutual funds, 
the success of an ETF may very well depend on its 
actual performance as compared to actively managed 
mutual funds. Th e fi rst generation ETFs were dis-
tinguishable from actively managed mutual funds as 
low cost alternatives based on broad-based indices 
such as the S&P 500, so they could be positioned 
as fi lling a diff erent investment niche. Now, how-
ever, as the sophistication of the so-called “smart-
beta” indices has evolved to incorporate many of 
the same factors employed by active managers, the 
diff erence from an investor’s or intermediary’s per-
spective between ETFs and actively managed mutual 
funds has blurred and those ETFs are now perceived 
as competing directly with mutual funds. Th us, an 
investor is likely to look to actively managed mutual 
funds with similar strategies for comparisons when 
evaluating how an ETF actually performs. 

Th e way the market has evolved, as well as the 
diff erences in cost structure, creates challenges when 
comparing and contrasting the fees and expense 
associated with ETFs with those of mutual funds. 
To be sure, there are substantive diff erences in the 
advisor’s activities in managing the two structures 
since one may have to accommodate daily cash fl ows 

US Supreme Court in Jones v. Harris Assocs.22) the 
board must consider whether the advisory fee is fair 
and reasonable, based on certain delineated factors 
that are principally focused on the nature and qual-
ity of the services provided and the fi nancial stability 
and profi tability of the adviser. As part of the con-
tract approval and renewal process, boards typically 
request, and advisors provide, information pertain-
ing to the performance, advisory fees, and total 
expenses of competitor funds. 

Th e competitive landscape for ETFs has evolved 
diff erently from that of mutual funds, and their 
respective cost structures refl ect this. Th e costs asso-
ciated with operating ETFs are diff erent from the 
costs of operating mutual funds. ETFs do not charge 
12b-1 fees (because distribution is externalized) and 
other operating expenses are lower for ETFs because 
individual shareholder accounts and associated ser-
vices are provided outside the fund structure (by 
intermediaries holding the accounts of shareholders 
purchasing on the secondary market).23 Moreover, 
unlike mutual funds, many ETFs utilize a unitary 
fee structure, where one fee is charged and collected 
by the advisor and all other expenses, including fees 
charged by third-party service providers, are paid out 
of that unitary fee. Th e diff erence in cost structure 
makes it diffi  cult to draw any “apples-to-apples” com-
parisons with mutual funds because the ETF unitary 
fee may cover a more comprehensive set of services 
than a mutual fund advisory or management fee.24 

Moreover, in evaluating the quality of services 
provided by an investment adviser to a fund, boards 
must be cognizant of both the operational diff erences 
between actively managed funds and (at least) index-
based ETFs. Actively managed mutual funds need to 
buy and sell securities individually and manage daily 
cash fl ows that can be somewhat unpredictable; 
ETFs buy and sell portfolio securities in large bas-
kets tied to creation unit activity and (often) to the 
composition of a benchmark index. Furthermore, 
because most ETFs are passively managed and seek 
to track an index, the qualitative lens through which 
advisory services are rendered diff ers between mutual 
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versus managing basket composition and index repli-
cation. Given the diff erence in cost structure between 
a mutual fund and an ETF and the operational aspects 
underlying portfolio management of the two vehicles, 
the contract approval process and fee analysis may 
prove to be a more straightforward exercise if there is 
a separate board overseeing the ETFs.25

Conclusion
Th e factors discussed above should be consid-

ered in determining whether it makes more sense to 
have one board overseeing both mutual funds and 
ETFs or to convene two separate boards. It may seem 
counterintuitive, but given the factors described 
above, as well as the distinct reporting protocols and 
business models of ETFs, there may be advantages to 
having two separate boards that, in some cases may 
outweigh the convenience of utilizing a single board 
for both ETFs and mutual funds. 

Amy R. Doberman is a partner in the 
Investment Management department of Wilmer 
Cutler Pickering Hale & Dorr, LLP. She wishes 
to acknowledge the contribution of Joseph 
Toner, a Senior Associate at WilmerHale. 

NOES
1 See generally Investment Company Act § 17(a), 15 
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for these shareholder services to the intermediary, 
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holding shareholder accounts. 
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similar ETFs are launched, and trading confl icts that 
arise from seeding arrangements as described above. 
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