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Mutual funds are owned by almost half of all U.S.
households, manage nearly $12 trillion dollars in assets, and
have become a primary vehicle for retirement and investment
savings in the United States. Who are mutual fund
investors? The answer is critical to regulatory policy for the
mutual fund industry. Fund investors, by selecting the funds
in which they invest, play a central role in determining asset
allocation and in controlling the fees and expenses that funds
charge. Thus, the functioning of the mutual fund market
turns on the knowledge and financial sophistication of fund
investors.

This article examines the profiles of mutual fund investors
presented alternatively by the mutual fund industry, by the
SEC, and by an extensive empirical academic literature. The
industry portrays fund investors as diligent, fairly
sophisticated, and guided by professional financial advisers.
The result, according to the industry, is a competitive mutual
fund market in which fund investors demand low costs and
solid performance. The SEC’s regulatory policy paints a more
cautious portrait of fund investors. While acknowledging
that many investors have limitations, however, the SEC touts
improved disclosure by the industry as a sufficient antidote.
The academic literature, produced primarily by finance
professors, finds that fund investors are generally uninformed
and financially unsophisticated. Most investors are unaware
of the basic characteristics of their funds, pay little attention
to costs (especially ongoing costs), and chase past performance
despite little evidence that high past fund returns predict
future returns. Even fund investors who use financial
aduvisers do not make better choices.

The SEC’s belief that fund investors can fend for
themselves, once armed with adequate disclosure, fails to
appreciate the extent of investors’ limitations. Instead, the
findings of the academic literature suggest that policymakers
should rethink current regulatory policy. Disclosure may not
be enough.
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I INTRODUCTION

Mutual funds have become a primary vehicle for
investment and retirement savings in the United States,
managing almost $12 trillion in assets and a quarter of the
country’s retirement savings. Almost half of all U.S.
households own mutual funds, far more than own individual
stocks and bonds. Unlike public and private pension plans,
in which decisions about portfolio allocation and cost
management are delegated to professional money managers,
the mutual fund industry is subject to the decisions and
discipline of millions of dispersed and diverse mutual fund
investors.

Who are these mutual fund investors? Their investment
knowledge and acumen, as well as their access to and use of
information about mutual funds, are critical to the effective
functioning of the mutual fund market. Unlike the markets
for publicly-traded securities, such as stocks, the market for
mutual funds lacks mechanisms—like short-selling—to
ensure informational efficiency. Thus, a handful of informed,
sophisticated fund investors cannot price inefficiencies (such
as high-cost or mismanaged funds) out of the market.

The Investment Company Act of 1940 (the “1940 Act”),
passed by Congress to regulate the disclosure and
management of mutual funds, assumes that mutual fund
investors cannot adequately fend for themselves.
Nonetheless, despite doubts about the capabilities of fund
investors, the 1940 Act also assumes (somewhat
inconsistently) that fund investors can make basic asset-
allocation and fund-selection decisions. The 1940 Act thus
adopts a blurred policy between regulatory paternalism and
market liberalism, with a significant portion of industry
oversight left not to regulation but to fund investors
themselves.

Today, an effective mutual fund market is more
important than ever, and this importance promises only to
grow. The transformation of mutual funds from the “small
investor’s diversified portfolio” to “every person’s retirement
account” makes the capabilities of fund investors critical to
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the viability of our national retirement system. Do fund
investors understand the risk-return characteristics of
different fund assets? Do fund investors know the
relationship between past fund performance and future
returns? Do fund investors recognize the significance of, and
respond to differences in, fund fees and expenses? In short,
are fund investors capable of disciplining the mutual fund
market?

This article examines the profiles of mutual fund
investors presented alternatively by the mutual fund
industry, by the Securities and Exchange Commission
(“SEC™), and by an extensive academic literature. The fund
management industry—through its trade association, the
Investment Company Institute (“ICI”)—portrays fund
investors as diligent and fairly sophisticated. According to
the ICI, before choosing a mutual fund, investors consider
relevant fund characteristics, including fund fees and
expenses, and consult multiple sources of information. In its
public statements, the ICI regularly states that mutual
funds operate in a highly competitive market driven by
millions of investors clamoring for low fees and high
performance. To assist investors in choosing among funds,
the industry supports providing investors with simplified
and standardized disclosure of information about funds.

The SEC, in its regulatory policy, paints a somewhat
similar portrait of mutual fund investors. Like the fund
industry, the SEC claims that investors consider much
relevant information before investing in a fund. Also, like
the industry, the SEC believes that investors greatly benefit
from simplified and standardized disclosure. Yet the SEC
has expressed concern that some investors pay too little
attention to fund fees and expenses while paying too much
attention to past returns. Thus, the SEC has taken some
limited and cautious steps to better educate and inform
investors about how to make fund choices.

The academic literature over the last decade, however,
paints a much less favorable portrait of fund investors.
Empirical studies of actual investor behavior—studies
conducted mostly by finance professors—find that fund
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investors generally are uninformed and lack financial
sophistication. These studies find that most fund investors
are unaware of the investment objectives, composition, and
risks of their funds. Most investors are also ignorant of the
level of fees and expenses charged by their funds, and these
costs are often not a significant factor in their fund choices.
Also, most fund investors chase past performance, despite
little evidence that high past returns predict future returns.
In addition, although many investors use financial advisers,
little evidence exists that these advisers help investors make
better fund choices.

Remarkably, the ICI and the SEC barely acknowledge the
existence of this large body of academic research. Although
the ICI has sometimes sought to refute some specific
academic findings, it appears to have adopted the general
policy that the less said the better. The SEC, while regularly
citing to journalistic accounts of the behavior of fund
investors, has also disregarded the academic literature.
Instead, SEC rulemaking releases often cite to ICI research
and comment letters, particularly with respect to the
information needs of fund investors.

In short, there is overwhelming evidence of investors’
limitations and of their inability to protect their own
interests, lending support to a key premise of the 1940 Act
regulatory regime. This evidence, however, is disregarded by
the industry that purports to serve fund investors and by the
regulator charged with responding to market failure.
Although the industry trumpets the “fiercely competitive”
market in which it operates and the SEC extols the virtues of
competition, the evidence shows that fund investors lack the
knowledge and financial sophistication to sufficiently
discipline the mutual fund industry.

This article questions the accuracy of the portraits of
mutual fund investors painted by the fund industry and the
SEC, and seeks to offer a more accurate (although less
attractive) portrait painted by the academic literature. It
argues that policymakers should pay greater attention to
fund investors’ ignorance and limitations, which undermine
the viability of our private retirement system. Recent efforts
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by the SEC to educate investors and to improve mutual fund
disclosure fail to recognize the extent of investors’
limitations. Thus, these efforts are unlikely to significantly
improve investors’ ability to pursue their own interests and,
in doing so, to provide important market discipline over
mutual funds.

Part II provides background information about mutual
funds, the companies that create and manage them, and the
investors who buy them. Part III presents the profile of the
mutual fund investor as advanced by the ICI. Part IV
identifies the fund investor profile assumed by the SEC.
Part V describes the academic literature on fund investor
knowledge and behavior, which presents an investor profile
far different from those advanced by the ICI and SEC.
Finally, Part VI discusses the implications that the academic
literature has for the SEC’s regulatory policy toward mutual
funds.

II. THE MUTUAL FUND MARKET

A mutual fund pools multiple investors’ money into a
single investment portfolio created and managed by a fund
management company.! Investors who purchase shares of
the fund, typically organized as a separate corporation or
trust, are entitled to the proportionate return from the assets
held by the fund. Thus, the investors do not own the fund
assets directly, but rather own pieces of the mutual fund.
Investors in open-end funds (the most prevalent form) have
the right to withdraw their investment at any time at a price
determined by the fund’s net asset value. Mutual funds vary
considerably, including in the types of financial assets held,
their investment objectives and strategies, and their fees and
expenses—all of which are set forth in a fund’s prospectus.
The SEC is the primary regulator of the mutual fund

! For a description of the basic characteristics of mutual funds, see
SEC, Invest Wisely: An Introduction to Mutual Funds,
http://sec.gov/investor/pubs/inwsmf.htm (last visited Dec. 3, 2008)
[hereinafter SEC, Invest Wiselyl.
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industry, but no government agency guarantees or insures
investors’ fund investments.

As of the end of 2007, U.S. mutual funds held $12 trillion
in assets® and 24% of all outstanding equity of U.S. public
companies.? Investors have a great number of funds to
choose from—8752 as of the end of 2007.* Although no single
fund family dominates the mutual fund market, the five
largest fund families control 38% of the industry’s total
assets.” Some fund families, such as Fidelity Investments
and the Vanguard Group, offer more than a hundred funds.®

Ownership of mutual funds is widespread. Of the 116
million households in the United States, almost 51 million
(or 44%) own mutual funds, far more than hold individual
stocks and bonds.” Also, most households that own mutual
funds have moderate income and wealth. The median
household income of mutual fund investors is $74,000.2 Two-
thirds of households that own mutual funds have incomes of
less than $100,000, and 26% have incomes below $50,000.°
In addition, fund-owning households have median total
financial assets of only $175,000, and a median of $100,000
invested in mutual funds.’

? INVESTMENT COMPANY INSTITUTE, 2008 INVESTMENT COMPANY
Fact BOOK 20 (2008), available at http://www.icifactbook.org/pdf/
2008_factbook.pdf [hereinafter 2008 FACT BOOK].

¢ Id. at 11 fig.1.4.

¢ Id. at 15 & fig.1.8.

® Id. at 21 fig.2.2.

¢ Vanguard Funds Overview, https:/personal.vanguard.com/us/
FundsStocksOverview?Entry=Homeoffer01 (last visited Dec. 3, 2008)
(listing of current Vanguard funds); All Fidelity Funds Daily Pricing,
http://personal.fidelity.com/products/funds/framesets/daily_prices_fra
me.shtm]?refpr=zffdfp03 (last visited Dec. 3, 2008) (listing current
Fidelity funds).

” INVESTMENT COMPANY INSTITUTE, ICI RESEARCH FUNDAMENTALS:
TRENDS IN OWNERSHIP OF MUTUAL FUNDS IN THE UNITED STATES 2 fig. 1
(Nov. 2007), http://www ici.org/pdf/fm-v16n5.pdf.

® INVESTMENT COMPANY INSTITUTE, PROFILE OF MUTUAL FUND
SHAREHOLDERS 6 fig.1.3 (Spring 2008), http:/www.ici.org/stats/res/
rpt_profile08.pdf.

* Id.

° 2008 FACT BOOK , supra note 2, at 71 fig.6.2.
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Mutual fund ownership has become widespread largely
because mutual funds have become a primary way that
Americans save for retirement. Employers have increasingly
switched from providing traditional pension plans—defined-
benefit plans—to providing defined-contribution retirement
plans, such as 401(k) plans. In defined-contribution plans,
employers may make contributions to their employees’
retirement accounts, but the employees themselves choose
how to invest these contributions.!’ Typically, mutual funds
are among the investment options available to the
employees.

As of March 2008, U.S. retirement assets totaled $17.1
trillion,'? constituting 38% of all household financial assets.®
About $4.3 trillion (25%) of retirement assets were in
defined-contribution plans,” and about half of the assets in
these plans ($2.2 trillion) were invested in mutual funds.!
In contrast, in 1992, only $184 billion of assets in defined-
contribution plans were invested in mutual funds.’®* In other
words, defined-contribution plans’ assets invested in mutual
funds have increased almost twelve-fold, growing almost 18%
annually, over the past fifteen years.

Mutual fund assets in Individual Retirement Accounts
(“IRAs”) have experienced similar growth. As of March 2008,
IRAs constituted an estimated $4.5 trillion, or 27%, of all
retirement assets.’” Nearly half of IRA assets ($2.1 trillion)
were invested in mutual funds.®® By comparison, in 1992,
only $233 billion of IRA assets were invested in mutual

" Roger Lowenstein, The End of Pensions?, N.Y. TIMES, Oct. 30,
2005, at Sec.6., available at 2005 WLNR 17528590.

2 INVESTMENT COMPANY INSTITUTE, RESEARCH FUNDAMENTALS:
THE U.S. RETIREMENT MARKET, FIRST QUARTER 2008, at 2, fig.1 (Oct.
2008), http://'www.ici.org/pdfiretmrkt_update.pdf [hereinafter ICI,
RETIREMENT MARKET].

B Id. at 3 fig.2.

“ Id. at 11 fig.Al.

5 Id. at 23 fig.A15.

% Id.

Y Id. at 11 fig.Al.

8 Id. at 12 fig.A2.
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funds.” In other words, mutual fund assets invested in IRAs
have increased nine-fold, growing almost 16% annually, over
the last fifteen years.?

Primarily as a result of the rapid growth of mutual fund
investments in defined-contribution plans and IRAs, mutual
funds’ total share of retirement assets increased from 8% at
the end of 1992 to 25% in March 2008.2» Mutual funds now
constitute a quarter of America’s retirement savings.

Although the greatest portion of mutual fund assets (44%)
are held in tax-deferred retirement accounts, such as IRAs
and defined-contribution plans, most mutual fund assets are
held elsewhere.?® Other mutual fund assets are in taxable
accounts held by households (37%), taxable accounts held by
non-households (12%), and tax-exempt funds (7%).%
Investors, however, undoubtedly consider some of these other
mutual fund assets as retirement savings too. Limits on the
amount investors can contribute annually to tax-deferred
accounts mean that some retirement savings are invested
outside of tax-deferred accounts.?

Half of mutual fund holdings are in equity funds, with
most of the rest divided between money market funds (29%)

¥ Id.

¥ A significant portion of IRAs originate in employer-sponsored
retirement plans that are “rolled over” into IRAs when the employee
leaves an employer. For example, in 2004—the most recent year for
which data is available—traditional IRAs received approximately
$214.9 billion in rollovers but only $12.6 billion in other contributions.
Id. at 6 fig.7. .

# Id. at 11-13 fig.A1-A3. In addition to being in defined-
contribution plans and IRAs, retirement assets are in annuities,
government pension plans, and private defined benefit plans (that is,
traditional private pension plans). Id. at 2 fig.1.

% 2008 FACT BOOK, supra note 2, at 23 fig.2.4.

¥ Id.

* For example, in 2007, most people were permitted to contribute
no more than $15,500 each year to defined-contribution plans and
$5,000 to an IRA. INTERNAL REVENUE SERV., PUBLICATION 525:
TAXABLE AND NONTAXABLE INCOME 8 (2007), available at
http://www.irs.gov/pub/irs-pdf/p525.pdf; INTERNAL REVENUE SERV.,
PUBLICATION 590: INDIVIDUAL RETIREMENT ACCOUNTS 11, 59 (2007),
available at http://www.irs.gov/pub/irs-pdf/p590.pdf.
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and bond funds (15%).> Equities tend to have higher returns
in the long run, but greater risk in the short run, than bonds
and money market securities.®*® Lifecycle funds, a relatively
new segment of private retirement savings, allow investors
to delegate asset allocation decisions to the fund manager. A
lifecycle fund blends particular asset types (such as stocks
and bonds) to match investors’ risk tolerance and investment
horizon, shifting the fund’s asset mix over time in light of the
investors’ retirement target date. Although growing by 61%
from the end of 2006 to $185 billion as of March 2008, these
funds still constitute only approximately 1% of retirement
assets.”

In summary, our nation relies upon mutual funds.
Ownership of mutual funds has become widespread, with
almost half of American households owning them. These
funds constitute a significant portion of our savings and are
a particularly important component of our retirement
system. As a result, understanding fund investors’
characteristics—especially their knowledge, financial
sophistication, and how they choose among mutual funds—is
essential to understanding and safeguarding this system.

This article presents three profiles of the mutual fund
investor: one put forward by the mutual fund industry,
another assumed by the SEC, and yet another identified by
the academic finance literature.

% As of June 2008, total net assets of mutual funds were:

$ Billions % of Total
Stock Funds 5,838.9 50.0
Hybrid Funds 675.0 5.8
Taxable Bond Funds 1,373.4 11.8
Municipal Bond Funds 384.2 3.3
Taxable Money Market Funds 2,909.8 24.9
Tax-Free Money Market Funds 496.8 4.3
Total 11,678.1 100%

ICI STATISTICS & RESEARCH, TRENDS IN MUTUAL FUND INVESTING (June
2008), http://www.ici.org/stats/mf/arctrends/trends_06_08.html.

% JEREMY J. SIEGEL, STOCKS FOR THE LONG RUN 12-18, 24-27 (4th
ed. 2008).
¥ ICI, RETIREMENT MARKET, supra note 12 at 10 fig.13 & 11 fig.Al.

HeinOnline -- 2008 Colum. Bus. L. Rev. 944 2008



No. 3:934] MUTUAL FUND INVESTORS 945

ITI. INDUSTRY’S PORTRAIT OF FUND
INVESTORS: SOPHISTICATED AND
INFORMED

The first portrait of the mutual fund investor is painted
by the fund industry itself. Established in 1940, the
Investment Company Institute (“ICI”) is the national trade
association of the U.S. mutual fund industry. As of August
2007, ICI members served almost 90 million individual
investors and were responsible for 8729 mutual funds that
collectively held $11.5 trillion in assets.?® The ICI's stated
mission includes “advancing the interests of funds, their
shareholders, directors, and investment advisers....””® To
accomplish its mission, the ICI often provides input
regarding the regulation of mutual funds to Congress, the
SEC, and other regulatory organizations.*

The ICI has consistently maintained that the mutual
fund industry is highly competitive, with fund choices,
services, and fees determined by a robust market of
sophisticated and informed mutual fund investors. Relying
on the results of a 2006 ICI-sponsored survey of investors
who had purchased mutual funds outside of retirement
plans, the ICI has asserted that fund investors seek out and
examine important fund information before investing,

% INVESTMENT COMPANY INSTITUTE, 2007 ANNUAL REPORT TO
MEMBERS ii (2007), available at http://www.ici.org/statements/
ppr/07_ici_annual.pdf. ICI members also were responsible for 656
closed-end funds, 546 exchange-traded funds, and 5,907 unit
investment trusts. Id.

#® INVESTMENT COMPANY INSTITUTE, ABOUT ICI,
http://www .ici.org/about_ici.html (last visited Dec. 3, 2008).

% Much of this input is accessible on the ICI’s website. See
generally Investment Company Institute, Testimony, http:/www.ici.
org/statements/tmny/index.html (last visited Dec. 3, 2008) (list of
occasions on which ICI staff testified before government entities);
Investment Company Institute, Comment Letters, http:/www.ici.
org/statements/cmltr/index.html (last visited Dec. 3, 2008) (list of
comment letters filed by ICI with government agencies and self-
regulatory organizations).
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including the fund’s investment objectives, fees and
expenses, historical performance, and risks. The ICI survey
concluded that investors obtain information about mutual
funds from a variety of sources, and most receive guidance
from professional financial advisers. In short, the survey
portrays mutual fund investors as generally knowledgeable
and well-advised, leaving little need for greater regulation of
the industry.

In other settings, the ICI has presented a slightly more
cautious portrait of mutual fund investors. In its
publications, speeches by its officials, and comments to the
SEC, the ICI has regularly supported simplifying and
standardizing required disclosure by mutual funds. Implicit
in these statements is some recognition of investors’
limitations.

This part presents the profile of mutual fund investors as
advanced by the ICI. It is noteworthy that, in developing
this portrait, the ICI relies almost exclusively on its own
studies, without reference to academic studies of fund
investor knowledge and behavior.

A. ICI Survey of (Some) Fund Investors

In 2006, the ICI “undertook a comprehensive study . . . to
identify the information needs of mutual fund investors and
the sources from which they obtain that information.” The
study consisted of in-home interviews of 737 randomly-
selected mutual fund investors who had bought—outside of a
work-related retirement plan—a stock, bond, or hybrid fund
that they did not own prior to 2001.32 The study excluded
mutual fund investors who purchased only money market
funds, who had only added to an already-owned fund, or who

$ INVESTMENT COMPANY INSTITUTE, UNDERSTANDING INVESTOR
PREFERENCES FOR MUTUAL FUND INFORMATION 1 (Aug. 2006),
http://ici.org/pdf/rpt_06_inv_prefs_full.pdf (last visited Dec. 3, 2008)
[hereinafter ICI, INVESTOR PREFERENCES].

% Id. at 1. The survey was conducted by GfK NOP, an independent
research firm.
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had purchased funds only through a 401(k) or similar work-
related plan.*

1. Survey Findings

A “key finding” of the survey, according to the ICI, is that
investors “consider a wide range of information before
purchasing mutual fund shares [and] most frequently review
or ask questions about a fund’s fees and expenses and its
historical performance.” Indeed, 74% of those surveyed
stated that they review a fund’s fees and expenses before
investing.*® The second most reviewed information is the
fund’s “historical performance,” which 69% of surveyed
investors stated they review, and the third is the “fund
risks,” which 61% said they review.*

A second “key finding” of the ICI survey was that
“[s]hareholders consult a variety of sources for mutual fund
information before and after purchasing shares, and one of
these sources is usually a professional financial adviser.
Shareholders primarily turn to advisers for assistance in
understanding and interpreting fund information.™’
Investors reported consulting an average of three sources
before buying a fund.® Financial advisers were, by far,
investors’ most consulted source of information, with 73% of
those surveyed reporting that they consulted “professional
financial advisers” before buying a mutual fund.*® The next
most consulted sources were “[flund company or other
websites” (46%) and “[flriends, family, or business
associates” (40%).%°

% Id. at 1 n.2.
¥ Id. at 1.

% Id. at 3 fig.1.
% Id.

% Id. at 1.

% Id. at 4 fig.2.
® Id.

“© Id.
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* 2. Summary and Analysis

The ICI survey paints a very favorable portrait of mutual
fund investors. According to the survey, before choosing a
mutual fund, investors obtain essential fund information,
such as costs, returns, and risks, and they usually are
assisted by professional financial advisers. If this profile is
accurate, it suggests that investors have the acumen and
knowledge to provide market discipline over mutual funds.

The ICI survey, however, may be of limited value. It only
surveyed investors who own funds outside of employer-
sponsored plans, thus missing a large and growing number
of fund investors who only own funds inside such plans.
Moreover, most of the surveyed investors reported using
financial advisers, a resource often unavailable with
employer-sponsored plans. Also, the survey relied upon
investors to accurately self-report their own behavior in face-
to-face interviews. Respondents predictably may have given
what they saw as the right answer, not necessarily the
truthful one. For example, an investor who admits to buying
a fund without examining its fees and expenses (the price for
investing in the fund) is admitting to buying a service
without considering the price. It is well-known that survey
respondents often lie to avoid embarrassing themselves.*

B. ICI Statements Regarding Fund Investors

The ICI has also explicitly and implicitly profiled mutual
fund investors in other publications and in statements by its
officials. In addition, as the national trade association for
the mutual fund industry, the ICI regularly sends comment

“ See, e.g., Carl Bialik, When It Comes to Donations, Polls Don’t
Tell The Whole Story, WALL ST. J. ONLINE, Feb. 11. 2005,
http://online.wsj.com/public/article/SB110806528683351584.html?mod
=blogs (discussing examples of when survey respondents have lied and
quoting Jeffrey M. Jones, managing editor of the Gallup Poll, as
explaining that “[t]he [survey] interview is a social experience . ... As
would be the case in a cocktail party or at a job interview, you want to
give a good impression of yourself.”).

HeinOnline -- 2008 Colum. Bus. L. Rev. 948 2008



No. 3:934] MUTUAL FUND INVESTORS 949

letters to the SEC regarding proposed mutual fund rules.*
The comment letters often state or reflect the ICI's view of
mutual fund investors. As a whole, these publications,
statements, and comment letters present a portrait of
mutual fund investors who place great emphasis on fund fees
and expenses when choosing among mutual funds, thus
creating a competitive fund market that disciplines the
industry. In addition, the ICI has portrayed investors as
having available to them—and using—a great deal of
information about funds when making their fund choices.

1. Investors Are Sensitive to Fund Costs

The ICI frequently asserts that investors search for funds
with low fees and expenses. For example, Paul Schott
Stevens, the President and CEO of the ICI, recently stated
that “investors tend to seek out lower-cost funds.”?

As evidence of investors’ preference for low fees: and
expenses, the ICI has pointed out that investors are heavily
invested in lower-cost funds. In its study of competition in
the mutual fund industry, the ICI concluded that “[m]jore
than three-quarters of stock and bond fund assets are
invested in funds charging below-average operational and
management expenses . ..."** In addition, a 2005 ICI study
described a 25-year trend of declining fund fees and
expenses. The ICI study found that investors paid on

“ Before the SEC adopts new regulations of mutual funds, it seeks
public input. The SEC publishes the proposed regulation in the
Federal Register and asks the public to comment on the proposal. The
SEC typically responds in the Federal Register to these comments and
sometimes even modifies or retracts the proposal in light of the
comments.

® Statement by Paul Schott Stevens, President, Investment
Company Institute, ICI Welcomes Efforts to Improve 401(k) Disclosure
(Mar. 7, 2007), http://www.ici.org/statements/nr/2007/07_news_401k_
hrg. html#TopOfPage (last visited Dec. 3, 2008).

“ INVESTMENT COMPANY INSTITUTE, RESEARCH COMMENTARY:
COMPETITION IN THE MUTUAL FUND BUSINESS 1 (2006), available at
http://www.ici.org/stats/res/rc_competition.pdf [hereinafter ICI,
COMPETITION].
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average 113 basis points* to invest in stock funds, 90 basis
points for bond funds, and 41 basis points for money market
funds—the lowest cost levels for each class of fund in more
than 25 years.*

The ICI regularly claims that cost-sensitive investors
impose a strong market discipline on mutual funds. For
example, in a recent publication on competition in the
mutual fund industry, the ICI stated that “[tlhe 90 million
fund shareholders’ demand for investment performance and
services at a competitive level of fees and expenses
continuously impacts mutual funds.”” Similarly, the ICI
noted that “[ilncreased investor demand for low-cost funds
accounted for more than half of the decline in the asset-
weighted average expense ratio [in 2005].”#

ICI officials echo this view. For example, John Murphy,
the General Membership Meeting Chairman of the ICI,
recently stated that:

[TIhe free market still reigns as the most powerful
source of accountability. Market competition offers a
strict, comprehensive, and daily form of discipline.
The score on funds is printed in the paper and on the
Internet every day. Mutual fund managers know
that unhappy investors are never more than a phone

* A basis point is 0.01% of the fund’s assets. Thus, paying 113
basis points on a $10,000 investment costs an investor $113 annually.

“ INVESTMENT COMPANY INSTITUTE, FEES AND EXPENSES OF
MuTUuAL FUNDS, 2005 at 1-2 & fig.1 (2006), available at http:/
www.ici.org/statements/fundamentals/fm-v15n4.pdf [hereinafter ICI,
FEES & EXPENSES].

7 ICI, COMPETITION, supra note 44, at 1.

“ ICI, FEES & EXPENSES, supra note 46, at 1. See also,
INVESTMENT COMPANY INSTITUTE, A GUIDE TO UNDERSTANDING
MuTUAL FUNDS 23 (2007), available at http://www.ici.org/pdf/
bro_understanding_mfs_p.pdf [hereinafter ICI, UNDERSTANDING
FUNDS] (“Mutual funds compete vigorously to keep costs low, since the
performance figures reported by the fund, and the total value of [an
investor’s] mutual fund account, are provided after all fees and
expenses have been deducted.”).
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call or mouse click away from switching to another
provider.*®

While trumpeting investor demand for lower-cost funds,
however, the ICI has been careful not to encourage investors
to invest in such funds. For example, an online mutual fund
primer sponsored by the ICI Education Foundation and the
National Urban League is silent about the effect of costs
(such as loads and expenses) on fund returns.® Instead, fund
investors are urged to focus on “[t]ime in the [m]arket”
rather than “[t]liming the market.” The primer points out
that annual stock market returns have averaged 11% from
1926 to 2004, but does not indicate how much less mutual
fund investors have received because of the drag of fund fees
and expenses.*

Other ICI educational materials mention fees and
expenses but do not encourage investors to seek out low-cost
funds. For example, the ICI has published an educational
brochure entitled “A Guide to Understanding Mutual
Funds.”® Some of the information in the brochure is written
in a question-and-answer format. In response to the
question “Should Fund Fees Affect Your Decision?” the ICI
responds only that:

*® John V. Murphy, Gen. Membership Meeting Chairman,
Welcoming Remarks at the Investment Company Institute’s 2006
General Membership Meeting (May 17, 2006), available at
http://www.ici.org/statements/remarks/06_gmm_murphy_spch.html#T
opOfPage.

% Investment Company Institute Education Foundation and
National Urban League, Investing for Success, http:/www.icief.org/
introduction/index.html (last visited Dec. 3, 2008). In the 230 pages of
the online primer, the terms “fees” and “expenses” do not appear
except with respect to college costs, and the terms “12b-1” and “loads”
are not mentioned at all.

1 Investment Company Institute Education Foundation and
National Urban League, Investing for Success, http://www.icief.org/
realistic/index.html?real_lesson3.html~text (last visited Dec. 3, 2008).

2 Investment Company Institute Education Foundation and
National Urban League, Investing for Success, http:/www.icief.org/
realistic/index.html?real_ill12.html~text (last visited Dec. 3, 2008).

% ICI, UNDERSTANDING FUNDS, supra note 48.
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If two funds were identical, except for the fees and
expenses they charge, the lower-cost fund would be a
better option. But rarely, if ever, are funds identical.
For example, stock funds typically cost more than
bond and money market funds, but stock funds
historically have provided a significantly higher
return—even after expenses are deducted. Even
different types of stock funds, U.S. or foreign,
typically vary in cost. In short, there are many
factors that affect the fees and expenses a fund
charges. Only after weighing all of the relative
benefits of different funds, including an analysis of
their costs, can you decide if owning a particular fund
is acceptable to you. A fund with higher costs may
make more money for you, even after accounting for
the costs you pay, than a fund with a lower cost. The
opposite may also be true.*

2. Investors Access Large Amounts of Fund
Information

ICI officials have also credited as a source of market
discipline the great amount of information about funds
available to investors.®*® They claim that this information

% Id. at 26. Another ICI educational brochure gives a very similar
answer to the same question except that it begins its answer with
“Yes. Fund fees are one of many important elements that should be
considered when you are making a decision about whether to purchase
a particular fund.” INVESTMENT COMPANY INSTITUTE, FREQUENTLY
ASKED QUESTIONS ABOUT MUTUAL FUND FEES 11 (2007), available at
http://www.ici.org/pdf/mf_fee_faqgs.pdf.

% See, e.g., Paul Schott Stevens, President, Investment Company
Institute, Address at the Investment Company Institute Gen.
Membership Meeting (May 17, 2006), (transcript available at
http://www.ici.org/issues/tax/arc-leg/06_gmm_stevens_spch.html) (“If
mutual funds have succeeded, it is because they rest on strong
regulatory and market disciplines—the high standard of fiduciary duty
the law justly demands of fund managers, the abundant information
funds must supply to their investors, the fiercely competitive
environment in which funds operate, and the resulting scrutiny to
which they are subject.”).
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allows investors to compare funds, forcing funds to compete
for investors.%

Interestingly, however, the ICI also believes that most
investors are receiving too much information about funds.
Thus, the ICI has supported steps taken by the SEC to
reduce, summarize, and standardize the information in fund
prospectuses® and to create even more basic disclosure
documents, such as fund profiles.® In addition, the ICI has
supported SEC initiatives to simplify the language used in
disclosure documents so that investors can better understand
them.?®

% Murphy, supra note 49 (“Mutual funds are arguably the most
scrutinized, regulated, and transparent products in financial history.
Our industry features a large number of firms, all competing for
investors’ loyalty. Barriers to entry are low and information to
compare competing products is widely available.”).

5" See, e.g., Letter from Paul Schott Stevens, Senior Vice President
& Gen. Counsel, Investment Company Institute, to Jonathan G. Katz,
Sec’y, Sec. & Exch. Comm’n (June 9, 1997), available at http://www ici.
org/statements/cmltr/97_sec_formnla_com.html [hereinafter Stevens-
Katz Letter] (supporting the SEC’s proposal to require the prospectus
to contain a standardized risk/return summary because the ICI
“believe[s] the summary will assist investors both in understanding
the key features of a particular fund and in comparing different
funds”). In addition, the ICI has supported changes to the prospectus
“to minimize potential investor confusion and to avoid unnecessary
clutter.” Id.

% Id.; Letter from Paul Schott Stevens, Senior Vice President &
Gen. Counsel, Investment Company Institute, to Barry P. Barbash,
Dir., Div. of Inv. Mgmt., Sec. & Exch. Comm’n (May 20, 1996),
available at http://lwww.ici.org/statements/cmltr/96_sec_profile_prosp_
com2.html [hereinafter Stevens-Barbash Letter] (stating that ICI and
mutual fund complexes’ research found that “substantially more
shareholders are likely to actually read the profile prospectus than the
traditional prospectus because the profile provides the information
they need more succinctly, in a way they can more readily understand,
and in a format they can more easily use.”).

% For example, the ICI supported the SEC’s requiring that the
risk/return summary be written in “plain English.” Review of Current
Investigations and Regulatory Actions Regarding the Mutual Fund
Industry: Fund Costs and Distribution Practices: Before the S. Comm.
on Banking, Housing, and Urban Affairs, 108th Cong. 32 (Mar. 31,
2004) (statement of Paul G. Haaga, Jr., Chairman, Investment
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The ICI supports such disclosure reforms because it
believes that investors are more likely to read and
understand simplified and standardized information.®® In
fact, the ICI has called for even simpler disclosure than has
been adopted by the SEC so far.®® Paul Schott Stevens, the
ICI’'s President, recently suggested that investors receive
“something like a quick-start guide [similar to what is
provided with some electronic equipment] when they buy
fund shares.”™ This guide would be a “clear, concise
document that highlights the key information that a fund
buyer wants and needs, in an easy-to-understand form.”®

The ICI, however, has sometimes opposed disclosure
reforms on the grounds that investors can obtain the
information from other sources. For example, the ICI

Company Institute), available at http://banking.senate.gov/public/_filer
/haaga/pdf. In addition, the ICI recommended that the SEC require
that, in drafting a fund profile, “mutual funds, to the extent possible,
use language that a typical investor would understand and avoid the
use of technical terms and the relegation of critical information to
footnotes.” Stevens-Barbash Letter, supra note 58.

€ Tetter from Paul Schott Stevens, Senior Vice President & Gen.
Counsel, Investment Company Institute, to Jonathan G. Katz, Sec’y,
Sec. & Exch. Comm’n (June 9, 1997), available at http://www.ici.org/
statements/cmltr/97_sec_fund_profile_com.html (“[Bly adopting the
profile, the Commission would address the clear need for a fund
disclosure document that many more of today’s sixty-three million
fund shareholders actually will read and use in making investment
decisions.”).

1 Paul Schott Stevens, President, Investment Company Institute,
Remarks at The National Press Club: Revolution in Real Time: Using
the Internet to Inform Investors Better (Feb. 14, 2006) (transcript
available at http://www.ici.org/statements/remarks/06_npc_stevens_
spch.htm1#TopOfPage) (“There is widespread agreement that today’s
disclosure system is not optimal from the fund investor’s perspective.
Most investors seek information that is clear and concise. They value
quality, not quantity.”).

¢ Paul Schott Stevens, President, Investment Company Institute,
IC1 President’s Remarks at the Mutual Funds and Investment
Management Conference: When You Come to a Fork in the Road,
Take It: Improving Financial Regulation in America (Mar. 26, 2007)
(transcript available at http://www.ici.org/statements/remarks/07_
mfim_stevens_spch.html).

8 Id.
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supported the National Association of Securities Dealers’
(“NASD”) proposal to require disclosure of fund expense
ratios in performance advertisements® but not disclosure of
the actual dollar amount of expenses that would be incurred
by a hypothetical fund investor. The ICI argued that:

Fund advertisements are not intended to be the
exclusive source for investors of information about
the fund, which is why all advertisements under Rule
482 are required to encourage potential investors to
read the fund’s prospectus carefully before investing
and include information about how an investor may
obtain the prospectus.®

Less has also been more when it comes to cautioning
investors. For example, the ICI has assumed that investors
will read cautionary disclosures placed in television
advertisements. Thus, in letters to both the SEC and the
Municipal Securities Rulemaking Board, the ICI pushed for
disclosures required in television ads to be permitted to
appear in text on the screen rather than being spoken.®

% A performance advertisement is a mutual fund advertisement
that presents a fund’s historical returns.

® Letter from Dorothy M. Donohue, Assoc. Counsel, Investment
Company Institute, to Barbara Z. Sweeney, Office of the Corp. Sec’y,
Nat’l Assoc. Sec. Dealers (Jan. 23, 2004), http://www.ici.org/
statements/cmltr/04_nasd_ad_disclose_com.html#TopOfPage (footnote
omitted).

% Letter from Amy B.R. Lancellotta, Senior Counsel, Investment
Company Institute, to Jonathan G. Katz, Sec’y, Sec. & Exch. Comm’n
(July 31, 2002), available at http://www.ici.org/statements/cmltr/02_
sec_fund_advert_com.html#TopOfPage (“[W]ith respect to television
advertisements, we recommend that the Commission clarify that such
disclosures need not be provided orally and that, instead, they may be
provided in written text on the television screen.”); Letter from
Dorothy M. Donohue, Assoc. Counsel, Investment Company Institute,
to Ernesto A. Lanza, Senior Assoc. Gen. Counsel, Mun. Sec.
Rulemaking Bd., (Sept. 22, 2006), available at http://www.ici.org/
statements/cmltr/06_msrb_ads_com.html#TopOfPage (“We also
strongly support permitting the required information to be provided in
an abbreviated manner and permitting a portion of the disclosure to be
provided on the screen (rather than spoken) for television
advertisements.”).
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3. Summary and Analysis

Although sometimes inconsistent, the ICI’s profile of fund
investors should be comforting to regulators. The profile
describes investors who, on their own or with the assistance
of financial advisers, impose sufficient market discipline on
the mutual fund industry.®” According to the ICI, mutual
fund investors diligently seek out and digest important
information about fund expenses, performance, and risks
before investing. As a result, investors create pressure on
funds to lower expenses and achieve high returns. At the
same time, however, the ICI warns that many investors will
only read and understand disclosures that are concise and
clear, and the ICI does not encourage investment in low-cost
funds.

IV. SEC’S PORTRAIT OF FUND
INVESTORS: CAPABLE (WITH SOME HELP)

The Securities and Exchange Commission (the “SEC”),
although less sanguine than the industry, also paints a
portrait of fund investors that implies a well-functioning
mutual fund market. The SEC shares the industry view that
fund investors consider a variety of important information
before investing. The SEC also agrees that fund investors
can become confused while navigating the sea of information
about mutual funds and thus can benefit from having
information in a concise, readable, and standardized form.
Unlike the industry, however, the SEC has specific concerns
about investor sophistication, worrying that fund investors
pay insufficient attention to fund fees and expenses and too
much attention to past returns. The agency’s solution,
however, is generally more and better disclosure.

Capturing the SEC’s view, then SEC Chairman Arthur
Levitt testified before Congress that “[tlhe Commission

¢ See also INVESTMENT COMPANY INSTITUTE, UNDERSTANDING
SHAREHOLDERS’ USE OF INFORMATION AND ADVISERS 3 (1997), available
at http://www ici.org/statements/res/arc-dis/rpt_undstnd_share.pdf.
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should not be the arbiter of the appropriate level of fund fees.
Whether fund fees are too high or too low is a question that
we believe must be answered by competition in the
marketplace, not by government intervention.”® That is,
despite the underlying premise of the Investment Act of 1940
(the “1940 Act”) that fund investors cannot fend for
themselves, the agency has assumed that (properly
informed) demand-side market forces are sufficient to
discipline any supply-side excesses.

This part describes the profile of fund investors assumed
by the SEC. This profile can be distilled from a number of
sources, especially the disclosure the SEC has required in
fund prospectuses, fund profiles, and advertisements. In
addition, recent attempts by the SEC to directly educate
fund investors also reveal some awareness of investors’
limitations. In general, it is an investor profile influenced
significantly by industry comments and studies, and nearly
oblivious to the findings of the academic literature on fund
investor behavior.

A. SEC Regulation of Fund Disclosure

The SEC intends the fund prospectus to be the primary
source of information for investors choosing a fund.® By law,
a prospective fund investor must be provided with a fund’s

% Transparency in the United States Debt Market and Mutual
Fund Fees and Expenses: Hearings Before the H. Subcomm. on Finance
and Hazardous Materials, Comm. on Commerce, (1998) [hereinafter
Transparency Hearings] (statement of Arthur Levitt, Chairman, SEC),
available at http://www.sec.gov/news/testimony/testarchive/1998/tsty
1398.htm. See also U.S. GEN. ACCOUNTING OFFICE, MUTUAL FUND
FEES: ADDITIONAL DISCLOSURE COULD ENCOURAGE PRICE COMPETITION
7 (2000) [hereinafter GAO, MUTUAL FUND FEES] (“[R]egulators rely on
competition to be a primary means of influencing the fees that mutual
fund advisers charge.”).

% Registration Form Used by Open-End Management Investment
Companies, 62 Fed. Reg. 10,898, 10,900 (Mar. 10, 1997) (to be codified
at 17 C.F.R. pt. 230, 239, 270, 274) (“The Commission regards the
prospectus as an investor’s primary source of information about a
fund.”); see also, SEC, Invest Wisely, supra note 1 (“The prospectus is
the fund’s selling document . . . .”).
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prospectus before or at the time that the investor purchases
fund shares.” In addition, the SEC requires that fund
advertisements explicitly direct investors to the prospectus.
Advertisements must explain that the prospectus contains
information about the fund, must identify where investors
can obtain the prospectus, and must warn that “the
prospectus should be read carefully before investing.”™

The SEC recognizes that investors vary in sophistication
and thus seek different types and amounts of information
before buying a mutual fund.” However, the target audience
for the prospectus, in the view of the SEC, is the typical
investor.” Thus, the required content and form of the
disclosures in the prospectus reflect the SEC’s view of the
abilities and limitations of the typical mutual fund investor.

1. Streamlined Disclosure

In its instructions regarding how to write a prospectus,
the SEC acknowledges that most investors “may not be

" Securities Act of 1933 § 5(b)(2), 15 U.S.C. § 77e(b)(2) (2006).

" Amendments to Investment Company Advertising Rules, 68
Fed. Reg. 57,760, 57,777 (Oct. 6, 2003) (to be codified at 17 C.F.R. pt.
230, 239, 270, 274).

™ Registration Form Used by Open-End Management Investment
Companies, 62 Fed. Reg. at 10,900 (“Different investors prefer
different amounts of information before making an investment
decision, and regulatory requirements should not foreclose options that
respond to prospective investors’ information needs.”); New Disclosure
Option for Open-End Management Investment Companies, 63 Fed.
Reg. 13,968, 13,970 (Mar. 23, 1998) (to be codified at 17 C.F.R. pt. 230,
270) (“[Dlifferent investors desire and use different types and amounts
of materials in determining whether to invest in funds.”).

™ Registration Form Used by Open-End Management Investment
Companies, 62 Fed. Reg. at 10,900 (“The prospectus is intended to
provide information about matters of fundamental importance to most
investors.”); Registration Form Used by Open-End Management
Investment Companies, 63 Fed. Reg. 13,916, 13,919 (Mar. 28, 1998) (to
be codified at 17 C.F.R. pt. 230, 232, 239, 240, 270, 274) (“Funds
should limit disclosure in prospectuses generally to information that is
necessary for an average or typical investor to make an investment
decision.”).
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sophisticated in legal or financial matters.”* The SEC also
recognizes that most investors are less likely to read a
prospectus that is difficult to understand.” Thus, the SEC
has tried to “streamline prospectus disclosure requirements
to focus on essential information about a particular fund and
make the prospectus less technical and easier to read.””

One way that the SEC has tried to make the prospectus
more accessible to fund investors is by moving more
complicated and detailed information out of the prospectus to
another document. In 1983, the SEC adopted a “two-part
disclosure format,” under which investors receive a
“simplified prospectus designed to contain essential
information” about a fund. Upon request, investors can also
obtain a Statement of Additional Information that contains
“more extensive information and detailed discussions of
matters included in the prospectus.” In doing so, the SEC
intended the prospectus to include only fund information
that would be used by “typical or average investors” and the
Statement of Additional Information to contain information
of interest only to “sophisticated investors.””®

Therefore, the contents of the prospectus reflect the SEC’s
view of what information is useful to the “typical” mutual
fund investor.” In the prospectus, the SEC requires
information about:

" SEC, Form N-1A, at General Instruction C(1)(b), available at
http://www.sec.gov/about/forms/formn-la.pdf (last visited Dec. 3,
2008).

* Registration Form Used by Open-End Management Investment
Companies, 62 Fed. Reg. at 10,900 (“A prospectus . . . is not useful to
investors if it is in a form that discourages investors from reading it.”).

* Id.

™ Id. at 10,899.

™ Registration Form Used by Open-End Management Investment
Companies, 63 Fed. Reg. 13,916, 13,917.

" SEC Form N-1A, supra note 74, at General Instruction C(1)(b).
(“The prospectus disclosure requirements . . . are intended to elicit
information for an average or typical investor who may not be
sophisticated in legal or financial matters.”).
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the fund’s investment objectives or goals®

the fund’s principal investment strategies®

the fund’s principal risks®

the fund’s returns over each of the last ten years®
the fund’s average annual total returns over the last
one, five, and ten years®

the returns of an appropriate securities market
index over the same periods®

the fund’s fees and expenses®

the fund’s managers, organization, and capital
structure®

the fund’s policies regarding the pricing, purchase,
and redemptions of fund shares, and regarding fund
dividends and distributions (and their tax
consequences)®

the fund’s distribution arrangements, including
sales loads and 12b-1 fees®

the fund’s “financial highlights” for each of the last
five years, including the fund’s net asset value,
income from investment operations, distributions,
total return, net assets, expense ratio, ratio of net
income to average net assets, and portfolio turnover
rate.®

Except for the returns of an “appropriate” market index,
the prospectus need not provide any comparative information

% Id. at Items 2, 4.

81

1d.

Id.

Id. at Item 2.

Id.

Id.

Id. at Item 3. The prospectus defines “fees” as payments

shareholders make directly from their investments (such as loads or
exchange fees), and “expenses” as payments that are deducted from
the fund’s assets (such as management fees and 12b-1 fees). Id.

87
88
89

90

Id. at Ttem 5.
Id. at Item 6.
Id. at Item 7.
Id. at Item 8.
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on performance, loads, fees, expenses or portfolio turnover.
That is, fund investors must search elsewhere for how a
particular fund compares to others. Nor does the prospectus
have to suggest any sources for comparative information,
such as Morningstar.”® Instead, the SEC assumes fund
investors, left to their own devices, can determine how a
fund’s performance and costs compare to those of other
funds. _

Likewise, the prospectus need not educate investors about
diversification, long-term returns of various asset classes
(such as stocks or bonds), or the relationship of risk and
return. By not requiring such information in the prospectus,
the SEC is at least implicitly assuming that most investors
already know or do not need this information.

The SEC’s rules regarding fund “profiles” offer additional
insight into what the SEC perceives as the information needs
of most investors. In 1998, the SEC amended its rules to
allow investors to buy mutual fund shares without having
received a prospectus, as long as they received a fund profile
beforehand.”> The fund profile must summarize key
information included in the prospectus and must contain
specific information about the fund, including:

e objectives/goals

e principal investment strategies

e principal risks

e average annual returns (but without any
comparison to a relevant market index)

o fees and expenses

e investment adviser, sub-adviser(s), and portfolio

manager(s)®

" Morningstar, Inc. compiles detailed information about particular
mutual funds and other securities. This data is accessible at
http://www.morningstar.com (last visited Dec. 3, 2008).

* An investor who bought the fund on the basis of the profile,
however, is still required to receive the prospectus with the
confirmation of their purchase. New Disclosure Option for Open-End
Management Investment Companies, 63 Fed. Reg. 13,968.

% It must also contain information about the experience of the
portfolio manager(s). 17 C.F.R. § 230.498(c)(2)}(v)(C) (2008).
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investment requirements and front-end loads
redemption procedures and back-end loads
policies regarding fund distributions

tax consequences of fund distributions

other services offered by the fund.*

When the SEC proposed the fund profile, it received
several suggestions from third parties that additional
information (including information on portfolio holdings,
investment style, and risk measures) also be required in the
profile.”® While acknowledging the information might be “of
interest to some fund investors,” the SEC rejected its
inclusion as “not necessarily essential information for the
average or typical investor.”®

In its most recent effort to improve the disclosure that
fund investors receive, the SEC proposed in November 2007
to “provide investors with streamlined disclosure of key
mutual fund information at the front of the statutory
prospectus, in a standardized order that facilitates
comparisons across funds.”” This summary would be in
plain English and 3-4 pages long. The SEC has proposed
that the risk/return summary (described below) currently at
the front of mutual fund prospectuses be the “centerpiece” of
the new summary section. The new section, however, would
also include some additional information so that the
summary “will function as a more comprehensive
presentation” than the current risk/return summary.® The

% 17 C.F.R. § 230.498(c) (2008).

% The suggested additional information included “a fund’s top ten
portfolio holdings; an investment style box; additional measures of
risk; and financial highlights.” New Disclosure Option for Open-End
Management Investment Companies, 63 Fed. Reg. 13,968, 13,972.

* Id.

¥ Enhanced Disclosure and New Prospectus Delivery Option for
Registered Open-End Management Investment Companies, 72 Fed.
Reg. 67,790, 67,793 (proposed Nov. 30, 2007) (to be codified at 17
C.F.R. pt. 230, 232, 239, 274).

% In addition, the SEC is proposing that, for prospectuses that
cover multiple funds, the summary information for each fund must be
presented separately. This requirement is intended to facilitate
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summary section would contain the following information
about the fund, in a fixed order:*

¢ investment objectives and goals

e costs (including a fee table and an example)

e principal investment strategies, risks, and
performance (including the current risk/return bar
chart and a table showing the fund’s past
performance and the volatility of its returns)

¢ top ten portfolio holdings

e investment advisers and portfolio managers

¢ information regarding the purchase and sale of fund
shares

o information about taxes resulting from fund
distributions

e financial intermediary compensation.!®

Importantly, some of the modifications to the current
risk/return summary are aimed at “address[ing] concerns
that investors do not understand that they pay ongoing costs
every year when they invest in mutual funds.”’® For
example, in the current risk/return summary, the heading
“Annual Fund Operating Expenses” in the fee table is
followed by the parenthetical “expenses that are deducted
from Fund assets.” The new summary section would replace
that parenthetical with the more understandable words
“ongoing expenses that you pay each year as a percentage of
the value of your investment.”%

In addition, the SEC’s proposal would replace the fund
profile with a Summary Prospectus that contains the same
information (in the same order) that would be in the new

investor understanding of the summary section in multi-fund
prospectuses. Id.

% Id. at 67,794-95.

1% TInvestors are warned that if they purchased their fund shares
through an intermediary and that intermediary receives compensation
for the sale of the shares, that compensation may bias the
intermediary’s advice to the investor. Id. at 67,798.

' Id. at 67,795.

2 Id.
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summary section of the full, statutory prospectus.'®

Investors would be permitted to buy a fund after having
received just the Summary Prospectus, as long as the
statutory prospectus is available online.'*

In summary, like the ICI, the SEC believes that a variety
of information is important to most mutual fund investors.
Also, like the ICI, the SEC believes that if too much
information is given to investors, they are unlikely to read it.
Thus the SEC has adopted measures to summarize and
reduce the information that investors receive in certain
disclosure documents.

2. Standardized Disclosure

The SEC also believes that the format of information, not
only its substance, is important to investors. In particular, it
believes fund investors are more likely to understand clear,
concise, and standardized disclosure of information in plain
English or in graphical or tabular form.'® For this reason,
the prospectus and fund profile are required to contain much
summarized information in standardized tables and graphs.
For example, since 1988, the SEC has required the fund
prospectus to include a fee table itemizing all fees and
expenses in a uniform way because the SEC believes such a
table “can be wunderstood easily and . . . facilitates
comparison among . . . funds.”®® This requirement arose
from the SEC’s concern that “investors could be confused if

% Id. at 67,800.

% If requested by an investor, the fund would also have to send a
copy of full, statutory prospectus by regular mail or email. Id. at
67,792.

1% Registration Form Used by Open-End Management Investment
Companies, 62 Fed. Reg. at 10,900 (“Investors have expressed a strong
preference for summary information about funds in a standard
format.”).

% SEC, DIVISION OF INVESTMENT MANAGEMENT, REPORT ON
MuTtuaL FUND FEES AND EXPENSES § II(AX2) (2000), http:/www.
sec.gov/mews/studies/feestudy. htm (last visited Dec. 3, 2008)
[hereinafter SEC FEE REPORT]. The table itemizes front and back-end
loads, management fees, 12b-1 fees, and other fees and expenses. SEC
Form N-1A, supra note 74, at Item 3.
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the increasing variety of sales loads and other fund
distribution arrangements were not uniformly presented.””’
In addition, the fee table must be accompanied by a listing of
the dollar amount of fees and expenses that investors would
pay over one, three, five, and ten year periods if they
invested $10,000 in the fund and received a 5% annual
return.'®

The prospectus must also contain a standardized graph
and table of the fund’s historical returns. A bar chart must
show the fund’s annual returns during each of the last ten
calendar years. In addition, the fund’s average annual
returns over the previous one, five, and ten calendar years
must be presented in the table.’® The table must also show
the returns of “an appropriate broad-based securities market
index . . . for the same periods.”*

According to the SEC, this bar chart and table serve
multiple purposes. First, they help inform investors about
the fund’s past returns, both in absolute terms and relative
to an appropriate index. Also, standardizing the
presentation of past returns facilitates investor comparison
of the returns of other mutual funds—subject to the
boilerplate caution that “the Fund’s past performance (before
and after taxes) is not necessarily an indication of how the
Fund will perform in the future.”"!

The SEC also seeks to have the prospectus convey the
volatility of the fund’s returns. Thus, the prospectus must
include an explanation of how the bar chart and table of the
fund’s past returns illustrate:

the variability of the Fund’s returns (e.g., by stating
that the information provides some indication of the
risks of investing in the Fund by showing changes in
the Fund’s performance from year to year and by

17 SEC FEE REPORT, supra note 106, at § II(A)(2).

1% SEC Form N-1A, supra note 74, at Item 3.

% The fund’s returns before taxes, returns after taxes on
distributions, and returns after taxes on distributions and sale of fund
shares must each be presented in the table. Id. at Item 2.

110 Id.

111 Id‘
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showing how the Fund’s average annual returns for
one, five, and ten years compare with those of a
broad measure of market performance).''

In addition, the SEC mandates the order of the
information that must be disclosed. In 1998, the SEC
required the front part of prospectuses to include a
risk/return summary. This risk/return summary is intended
to “function[] as a standardized ‘executive summary’ of key
information about the fund.”® The summary includes the
fund’s investment objectives or goals, its principal
investment strategies, the fee table, and the bar chart and
table showing past returns.’* The placement of the
summary at the beginning of the prospectus reflects the
SEC’s belief that investors are more likely to read
prominently placed information.’® Similarly, the SEC
requires that the information in the fund profile be presented
in a specified order. The SEC believes that “requiring the
profile items in a specific sequence will substantially assist
investors in locating information and comparing funds.”'®
Recognizing that comparing funds can be difficult, the SEC is
also attempting to make the information in the current
disclosure documents more accessible to investors. In June
2007, the SEC allowed mutual funds to file information in
the risk/return summary of their prospectuses as interactive
data. Using certain software, investors are able to access
this information and compare it across different mutual
funds much more quickly than if they had to collect the data
from traditionally-filed prospectuses.'’’ '

112 Id‘

8 Transparency Hearings, supra note 68 (statement of Arthur
Levitt).

14 SEC Form N-1A, supra note 74, at Item 2.

5 Transparency Hearings, supra note 68 (statement of Arthur
Levitt) (requiring the fee table to be in the risk/return summary
“reflects the Commission’s commitment to promoting investors’ access
to fee information as a basis for a fund investment decision”).

"% New Disclosure Option for Open-End Management Investment
Companies, 63 Fed. Reg. 13,968, 19,972 (Mar. 23, 1998).

" Rachel McTague, Mutual Funds: SEC to Allow Use of
Interactive Data By Mutual Funds to Submit Risk/Return Info, 39 Sec.
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3. Plain English Disclosure

The SEC has explicitly stated that it believes that
investors are more likely to understand disclosure documents
written in plain English.'®*  Thus, in 1998, to make
prospectuses (and fund profiles) easier for investors to
understand, the SEC adopted a “Plain English Rule,” which
requires that a prospectus’s cover page, risk/return
summary, and risk factors section be written in “plain
English.”*® The SEC summarized the plain English rule as
requiring that, in these sections of the prospectus, issuers
use “short sentences; definite, concrete, everyday language;
active voice; tabular presentation of complex information; no
legal or business jargon; and no multiple negatives” and
requiring that these sections be designed “to make them
inviting to the reader.”® To help issuers comply with the
new rule, the SEC also produced an 83-page “Plain English
Handbook” with specific guidelines on how to write in plain
English.'*

Reg. & L. Rep. 986 (June 25, 2007) (stating that information filed as
interactive data “will be tagged using eXtensible Business Reporting
Language, or XBRL, so that it can be manipulated through the use of
software tools to cull out specified information, such as cost data, for
example.”).

"8 Plain English Disclosure, 63 Fed. Reg. 6,370, 6,371 (Feb. 6,
1998) (to be codified at 17 C.F.R. pt. 228, 229, 230, 239, 274).
(“[Plreparing documents in plain English increases investors’
understanding and helps them make informed investment decisions.”).
See also, SEC, A PLAIN ENGLISH HANDBOOK: HOW TO CREATE CLEAR
SEC DisSCLOSURE DOCUMENTS 3 (Aug. 1998), available at
http://www.sec.gov/pdffhandbook.pdf [hereinafter PLAIN ENGLISH
HANDBOOK] (“The benefits of plain English abound. Investors will be
more likely to understand what they are buying and to make informed
judgments about whether they should hold or sell their investments.”).

1% Although the plain English requirement applies only to certain
parts of the prospectus, the entire prospectus is required to be “clear,
concise, and understandable.” Plain English Disclosure, 63 Fed. Reg.
6,370, 6,371.

¥ Id. at 6,370.

2l See PLAIN ENGLISH HANDBOOK, supra note 118.
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4. Summary and Analysis

The content requirements of the prospectus and fund
profile reflect the SEC’s views regarding which fund
characteristics are relevant to most mutual fund investors.
These views largely mirror those of the ICI. The SEC’s
requirements regarding the format of the information also
reflect the SEC’s belief, which is shared by the ICI, that how
the information is presented affects whether investors will
read and understand it.

Nonetheless, despite its awareness of investors’
difficulties in processing information, the SEC has not
ensured that it is really helping investors understand their
fund investment choices. In the 1998 prospectus disclosure
rulemaking, the SEC acknowledged that an ICI survey found
that about half of fund investors do not read a fund’s
prospectus before investing,'?? but the SEC has not conducted
a follow-up study on whether fund investors are reading or
understanding the new streamlined prospectuses.

B. SEC Regulation of Fund Advertising

Mutual fund advertisements are also an important source
of information for investors. In fact, investors invest more in
heavily advertised funds.'?® The SEC’s rules regarding the
content and form of fund advertisements, like its rules
regarding prospectus and profile disclosures, reveal the
agency’s view of fund investors.

1. Required Warnings

One recurring theme of the advertising rules is that
investors must be reminded to pay attention to certain
important information when choosing a fund. To keep
investors focused, the rules require that fund advertisements
explicitly advise investors “to consider the investment

22 Registration Form Used by Open-End Management Investment
Companies, 63 Fed. Reg. 13,916, 13,917 n.5.
2 See infra pp. 1003-04.
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objectives, risks, and charges and expenses of the investment
company carefully before investing.”?*

The advertising rules also acknowledge that investors
often become mesmerized by past performance. The SEC
closely regulates advertising of past returns, which mutual
funds with strong records routinely tout despite little
evidence that strong past returns predict future returns.'?
In 2003, the SEC amended its rules governing
advertisements that contain performance data.'*® The SEC
explained that the amendments “address[] our concern that
some funds, when advertising their performance, may resort
to techniques that create unrealistic investor expectations or
may mislead potential investors. These concerns arose
during 1999 and 2000 when many funds experienced
extraordinary performance and engaged in advertising
campaigns focusing on past performance.”?’

The SEC mandates boilerplate warnings in performance
advertisements that high past returns may not continue. In
particular, the advertisements must include a legend stating
that:

past performance does not guarantee future results;
that the investment return and principal value of an
investment will fluctuate so that an investor’s shares,
when redeemed, may be worth more or less than
their original cost; and that current performance may
be lower or higher than the performance data
quoted.1?®

4 17 C.F.R. § 230.482(b)(1)(i) (2008).

' Funds advertise strong past returns for good reason: investors
give great weight to past performance. See infra pp. 994-98.

¥ The amendments were intended to ensure that performance
advertisements contain current returns data and that fund
advertisements include improved narrative information and present
explanatory information more prominently. See Amendments to
Investment Company Advertising Rules, 68 Fed. Reg. 57,760, 57,763.

¥ Id. at 57,760.

2 17 C.F.R. § 230.482(b)(3)(i) (2008). Advertisements need not
use this exact language; any wording that “clearly communicates” this
information is sufficient. Amendments to Investment Company
Advertising Rules, 68 Fed. Reg. 57,760, 57,765.
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2. Standardized Performance Data

In addition to downplaying the importance of past
performance, the SEC requires that any performance
information in advertisements be largely standardized. For
example, the SEC prescribes how past returns must be
calculated'® and the time periods for which they must be
reported.’® In addition, the advertisement must list “a toll-
free or collect telephone number or a website where an
investor may obtain performance data current to the most
recent month-end, unless the advertisement includes [this
information].”®! These regulations are intended to ensure
that advertised returns fairly reflect funds’ true historical
returns, and to limit the ability of a fund to mislead investors
by advertising its performance only for particular periods in
which the fund performed well.'® In addition, by
standardizing how returns are calculated and the time
periods for which they must be reported, these regulations
facilitate investor comparison of different funds’ returns.'®

3. Summary and Analysis

The SEC’s regulation of advertisements reflects
misgivings about investor decision-making. The SEC
encourages investors to pay attention to certain key fund
characteristics, apparently worrying that investors do not do
so. Also, the SEC warns investors not to overemphasize past
performance, believing that investors do so. Curiously,

2 The rules regarding how to calculate past returns in
advertisements are identical to those regarding how past returns must
be calculated in the prospectus. See 17 C.F.R. § 230.482(d) (2008).

3 The advertisements must report annual returns for one, five
and ten years, current to the most recent quarter. 17 C.F.R. §
230.482(d)(3)-(4) (2008). Advertisements may also include other
historical return measures, but these other measures may only
supplement—not replace—the required measures. 17 C.F.R. §
230.482(d)(5) (2008).

131 17 C.F.R. § 230.482(b)(3)(i) (2008).

2 Amendments to Investment Company Advertising Rules, 68
Fed. Reg. 57,760, 57,765 (Oct. 6, 2003).

3 Id. at 57,768.
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however, the SEC then requires standardized performance
data, facilitating investor comparison of the performance of
different funds.

Unlike its prospectus and profile regulations, the SEC’s
advertising regulations may not reflect the SEC’s view of the
“typical” or “average” investor. Unlike fund prospectuses
and profiles, advertisements regularly reach audiences that
have not requested information about particular mutual
funds, and thus may be less financially sophisticated than
most investors.

As with its prospectus regulations, the SEC’s advertising
regulations are largely based on the agency’s unsupported
perceptions of the informational and cognitive needs of fund
investors. For example, although the SEC requires
advertisements to warn that past returns do not guarantee
future returns, there is no indication that the SEC has ever
examined whether these warnings are effective.

C. SEC Efforts to Educate Investors

Besides requiring mutual fund companies to provide
investors with certain information and warnings in
prospectuses, profiles, and advertisements, the SEC has also
sought to directly educate fund investors. Indeed, the SEC
has acknowledged it has an “important” role to play in this
regard.’® A 2000 study by the SEC’s Division of Investment
Management called on the Commission to continue its
program to improve investor “financial literacy” regarding
mutual funds and their costs.’®® In addition, the Division
recommended that the Commission “develop educational
materials” to help investors understand how to use any new
fee disclosures.'*

1. Warnings About Past Performance

To educate investors, the SEC has developed some basic
materials in which the agency implicitly accepts that mutual

3 SEC FEE REPORT, supra note 106 at § IV(A)(1).
135 Id.
36 Id. at § I(B)(2)a).
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A document on the

fund investors are prone to certain investing mistakes.
Like the advertising regulations, the materials reflect the
SEC’s concern that investors overweight past fund returns.
SEC website, Invest Wisely: An
Introduction to Mutual Funds, gives investors a basic
introduction to mutual funds and a stern warning (in plain

English) against relying on past returns:

Past performance is not a reliable indicator of future
performance. So don’t be dazzled by last year’s high
returns . . . . A fund’s past performance is not as
important as you might think. Advertisements,
rankings, and ratings often emphasize how well a
fund has performed in the past. But studies show
that the future is often different. This year’s “number
one” fund can easily become next year’s below
average fund.'®’

Other SEC publications also make the same point, but not
as strongly. For example, another document on the SEC’s
website, Mutual Fund Investing: Look at More Than a

Fund’s Past Performance, warns investors:

You can’t open a newspaper or read a magazine
without seeing ads promoting the stellar performance
of “hot” mutual funds. But past performance is not as
important as you may think, especially the short-
term performance of relatively new or small funds.
As with any investment, a fund’s past performance is
no guarantee of its future success. Over the long-
term, the success (or failure) of your investment in a
fund also will depend on [other] factors . ... So, look
at more than the fund’s past performance when
making your investment decisions.'*

2. Warnings About Fees and Expenses

The SEC’s educational materials also indicate concern
that some investors do not pay enough attention to fund fees

3 SEC, Invest Wisely, supra note 1.

% SEC, MUTUAL FUND INVESTING: LOOK AT MORE THAN A FUND’S
PAST PERFORMANCE, http://sec.gov/investor/ pubs/mfperform.htm (last

visited Dec. 3, 2008) [hereinafter SEC, LOOK AT MORE].
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