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SEC Financial Literacy Study:
Wallop for Mutual Funds

By Gary O. Cohen

ronies abound with the Securities and Exchange Commission’s (SEC) financial literacy study:

* Congress titled the study “financial lit-
eracy,” but the mandate actually goes
much further—requiring that the SEC
identify ways to improve the timing, con-
tent and format of disclosure, including
that of fund expenses and fund sellers’
conflicts of interest.

* Congress mandated a related study of
fund advertising—not by the SEC, but
by the Comptroller General of the Unit-
ed States.

* The SEC study may overlap more than
50 financial literacy programs of 20 fed-
eral agencies—so many that Congress
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has created a commission to oversee
them.

» Congress’s mandate that the SEC identi-
fy the most effective means of educating
investors may be doomed, if the Comp-
troller General of the United States is
correct that there’s little evidence that
any program is effective.

SEC Study

The SEC is currently studying financial lit-
eracy, investor education and disclosure meth-
odology and preparing to submit a report of
the study to Congress by July 21 of next year.

The report is mandated by the Dodd-Frank
Wall Street Reform and Consumer Protection
Act (Dodd-Frank Act)! in a section entitled
“Study Regarding Financial Literacy Among
Investors.” The section requires the SEC to
conduct a study of “the existing level of finan-
cial literacy among investors” and to “identify”
“a strategy . . . to increase the financial literacy
of investors” and “the most effective existing
private and public efforts to educate investors.”



But the section, despite its innocuous title,
actually mandates a much broader and poten-
tially significant study for the mutual fund
industry. The Act mandates the SEC to “iden-
tify” such things as:

* “[M]ethods to improve the timing, con-
tent, and format of disclosures to inves-
tors [which, the SEC says, includes fund
investors]”;

e The “most useful and understandable
relevant information that retail investors
[expressly including fund investors] need
to make informed financial decisions”;
and

* “[M]ethods to increase the transparency
of expenses and conflicts of interests in
transactions involving investment ser-
vices and products [expressly including
fund shares].”

The SEC invited? public comment on the
investor education part of the study. But a few
commenters took the opportunity to com-
ment on other parts of the study as well. They
suggested steps that the SEC could take to
improve the content and format of fund dis-
closure documents.

The Dodd-Frank Act also requires® the
Comptroller General of the United States*
(Comptroller General) to conduct a study
of fund advertising and submit a report to
Congress® by January 21 of next year. The
Comptroller General submitted his report® the
end of July.

What the SEC Says

The SEC has not said much about the spe-
cifics of its study.

An SEC Web site states’ that the study
will “focus on the current level of financial
literacy among individual investors” and the
“more effective private and public efforts to
educate investors.” The SEC has also said
that it will “look at how to make the cost of
investing in mutual funds and other products
more transparent to investors” and “how to
highlight any conflicts of interest on the part
of those recommending or selling investment

products.” However, these statements more or
less paraphrase the provisions of the Dodd-
Frank Act.

Last April, the Director of the SEC’s Office
of Investor Education and Advocacy (OIEA)
testified® before a US Senate subcommittee.
The testimony described the general approach
that the SEC would take in its study, but gave
only a few specifics. The Director said that,
because of the language of the Dodd-Frank
Act, the SEC would focus on the financial lit-
eracy of investors, “as opposed to on financial
education more generally.”?

Regarding fund disclosure, the Director
said that OIEA was “working with the SEC’s
Division of Investment Management to evalu-
ate investors’ responses to current mutual fund
shareholder reports.” The Director explained
that “these evaluations are designed to priori-
tize the importance and usefulness of each of
the disclosure items within the . . . mutual fund
shareholder report, including information that
is less useful and information that might be
included in a revised document.”

Also last April, the SEC issued a release!®
requesting public comment on the effective-
ness of existing private and public efforts
to educate investors. The release stated that
OIEA is “currently reviewing existing pri-
vate and public investor education efforts of
which it is aware” and “soliciting public com-
ment to help ensure that the study includes
all relevant programs, as well as to better
understand the details and effectiveness of
these programs.” The solicitation targeted
persons “organizing or operating investor
education programs and program attendees
and participants.”

The Release asked for such information as:
descriptions of programs and “any measur-
able goals and objectives aimed at changing
investor behavior”; the “most important char-
acteristics of an effective investor education
program”; the “most effective” programs; any
“independent third party” evaluation of a pro-
gram; and whether a program was ‘“national
in scope” or could “be replicated or expanded
to reach a national audience”; and the “types
of investor behaviors on which investor educa-
tion programs should focus.”

During the 60-day comment period, the
SEC received approximately 75 comments.!!
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A fewmajor fund groups commented, including
Fidelity Investments,!2 the Vanguard Group,
Inc.,13 and Wells Fargo Advisors, LLC.14 Some
key industry groups commented, including
the Financial Industry Regulatory Authority
(FINRA),!5 the Investment Company Institute
Education Foundation,!6 and the Insured
Retirement Institute.!” A number of state
regulatory bodies commented, including the
North American Securities Administrators
Association (NASAA),!8 DC,!° Hawaii,20
Kentucky,?! Virginia??2 and West Virginia.23
And other prominent players commented,
including AARP24 and Morningstar, Inc.25
These comments provide some indication of
at least certain matters that the SEC is con-
sidering.

Last January, the SEC issued a Staff study?26
of investment advisers and broker-dealers that
the Dodd-Frank Act mandated. This study
refers throughout to financial literacy of retail
investors and the SEC’s efforts to promote
financial literacy. The study states, for exam-
ple, that the SEC will “continue its ongoing
program to improve the financial literacy of
retail investors.”2?7 However, the study does
not refer to the financial literacy study that
the SEC is currently conducting. So, the SEC’s
study of investment advisers and broker-deal-
ers throws no light on the extent to which the
SEC will study fund disclosure.

What Is Financial Literacy?

The Dodd-Frank Act does not define
“financial literacy.”

The Comptroller General has said?8 that
“there is no single definition,” and that the
term has “previously been described as the
ability to make informed judgments and to
take effective actions regarding current and
future use and management of money.”

The Comptroller General has also said that
financial literacy involves both “education”
and “judgments.” As to education, the term
“refers to the processes whereby individuals
improve their knowledge and understanding
of financial products, services, and concepts.”
As to behavior, the term means “utilizing that
knowledge to make informed decisions, avoid
pitfalls, and take other actions to improve
one’s present and long-term financial well-

being.”

The SEC seems to be a late-comer to the
study of financial literacy. The Comptroller
General recently testified before a US Senate
subcommittee that “[flederal financial literacy
efforts are spread among more than 20 differ-
ent agencies and more than 50 different pro-
grams and initiatives.”

The Dodd-Frank Act requires the SEC
to consult with the Financial Literacy and
Education Commission. Congress created
this Commission in 2003 to coordinate fed-
eral efforts to promote financial literacy. The
Comptroller General has testified that multiple
federal financial literacy efforts are “raising
concerns about fragmentation and potential
duplication of effort” and certain “entities will
need to coordinate their roles and activities
closely to avoid unnecessary overlap and make
the most productive use of resources.”??

The Dodd-Frank Act requires that the SEC
“identify” “the most effective existing pri-
vate and public efforts to educate investors.”
However, the Comptroller General has testi-
fied, with emphasis added, that “[a]lthough
numerous financial literacy initiatives are con-
ducted by federal, state, local, nonprofit, and
private entities throughout the country, there
is little definitive evidence available on what
specific programs and approaches are most
effective.” Indeed, the SEC’s own Staff study
of investment advisers and broker-dealers
cites letters that the SEC received stating that
academic evidence suggests the ineffectiveness
of financial literacy education and that inves-
tors’ lack of understanding cannot be dispelled
through disclosures or investor education.30

Scope of SEC Study

The scope of the SEC’s study is broad and
covers fund investors.

The Dodd-Frank Act mandates that the
SEC “identify” “the existing level of finan-
cial literacy among retail investors, includ-
ing subgroups of investors identified by the
[SEC]” and “the most useful and understand-
able relevant information that retail investors
need to make informed financial decisions
before engaging a financial intermediary or
purchasing an investment product or service
that is typically sold to retail investors.”
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The Dodd-Frank Act, with one exception,
does not identify “retail investors” and “invest-
ment product or service.” The one exception
is that the Act expressly refers to fund shares
as “an investment product . . . that is typically
sold to retail investors.” The Act also refers to
fund shares when mandating the SEC to “iden-
tify” “methods to increase the transparency or
expenses and conflicts of interests.” It follows
that the SEC’s study can be expected to focus
on fund investors as a “subgroup” of investors.

At the same time, a question is raised
whether the SEC’s study will also focus on
the subgroup of buyers of variable annui-
ties and variable life insurance. The statutory
reference is to “open-end companies as that
term is defined in section 5 of the Investment
Company Act of 1940” (1940 Act). Most life
insurance companies currently offer variable
insurance products through separate accounts
registered with the SEC as unit investment
trusts, which are not “open-end companies.”3!
Nevertheless, the Dodd-Frank Act applies,
without reference to “open-end companies,”
to “subgroups of investors identified by the
[SEC].” Consequently, it is likely that the SEC’s
study will address the subgroup of buyers of
variable annuities and variable life insurance.

Another question raised is whether the study
will involve “investment products” that are not
registered as securities under the Securities
Act of 1933 (1933 Act). The Dodd-Frank Act
does not expressly limit the SEC’s study to
registered products. So, the SEC conceivably
could focus on subgroups of investors in prod-
ucts exempt from registration under the 1933
Act and issued by companies exempt from
registration under the 1940 Act. One subgroup
could be investors in companies exempted
from registration as investment companies
under Section 3(c)(1) or Section 3(c)(7) of the
1940 Act. On the other hand, the Dodd-Frank
Act has language, such as reference to “dis-
closures” and “open-end companies,” that can
arguably be read, in the context of investment
companies, to mean disclosure documents for
only registered products.

Improving Disclosure

The SEC’s study goes beyond financial lit-
eracy and extends to fund disclosure.

The Dodd-Frank Act requires the SEC to
“identify” “methods to improve the timing,
content, and format of disclosures to inves-
tors with respect to financial intermediaries,
investment products, and investment services.”
More specifically, the Act requires the SEC to
“identify” “methods to increase the transpar-
ency of expenses and conflicts of interests
in transactions involving investment services
and products.” The latter provision expressly
applies to funds.

As for fund prospectuses, it might seem
questionable whether the SEC will indentify
any “content” or “format” that the SEC hasn’t
already identified. During the recent past, the
SEC has spent a great deal of time and effort
considering the content and format of fund
prospectuses. These efforts have resulted in
provisions for summary prospectuses3? and
electronic tagging of disclosure3? enabling
investors to compare certain aspects of funds.

On the other hand, a few commenters, in
response to the SEC’s request for comments
on investor financial literacy and education,
urged the SEC to take specific actions to
improve the content and format of fund dis-
closure documents.

One commenter,34 for example, called for a
“summary shareholder report” to parallel the
SEC’s summary prospectus. The commenter
outlined the contents of such a report, described
as a “streamlined presentation of user-friendly
information and data.” The commenter recom-
mended that the summary shareholder report
refer shareholders to a full list of portfolio hold-
ings, as well as the independent auditors’ report,
that would be available on the fund’s Web site.

The same commenter also called for “two
minor modifications to the prospectus fee table to
further aid investor understanding and provide a
clearer picture of the fund’s operating expenses.”
One modification would permit a supplemental
footnote to explain that a redemption fee was for
only a limited initial period.3> Another modifi-
cation would permit funds investing in business
development companies to exclude such com-
panies for purposes of disclosing the fees and
expenses of “acquired funds.”36

Another commenter referred to the need for
a summary prospectus for variable annuities
to parallel the summary prospectus for funds.
The commenter said that “research shows that
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94 [percent] of consumers would prefer to
receive a shorter, printed summary prospectus
instead of a full prospectus if details were
available online or upon request.”37

Still another commenter recommended an
“updated SEC Plain English Handbook” and
disbursement of knowledge about the “ben-
efits of information design principles.”38

Recommending Legislation

The Dodd-Frank Act doesn’t mandate the
SEC to recommend amendments to the fed-
eral securities laws, and there’s no indication
that the SEC intends to do so. However,
it’s conceivable that the SEC could identitfy,
among other things, “methods to improve the
timing, content, and format of disclosures to
investors” that require Congressional action.

For example, as to the “timing” of the deliv-
ery of fund prospectuses, it’s conceivable that the
SEC could recommend amendment of the 1933
Act to require delivery at the time of offer rather
than as late as the delivery of a security.3?

However, it seems more likely that the SEC
will “identify” steps that the SEC could take
regarding the “timing, content, and format” of
disclosure to fund investors at the point of sale.
Indeed, the Dodd-Frank Act clarifies# that the
SEC has authority to “issue rules designating
documents or information that shall be pro-
vided by a broker or dealer to a retail investor
before the purchase of an investment product
or service.” The Act specifically authorizes the
SEC to adopt rules regarding the form and
content of these documents and information.

It’s also conceivable that the SEC could rec-
ommend amendment of the federal securities
laws to authorize fund shareholder lawsuits
against fund sponsors to recover damages
from loss of share value caused by alleged
defective fund disclosure.

The US Supreme Court recently handed
down a decisiont! that, in effect, prevents
fund shareholders from bringing such law-
suits under Rule 10b-5 under the Securities
Exchange Act of 1934. The rationale was that
fund boards—not fund sponsors—ultimately
control fund disclosure.

Furthermore, a federal district court
recently granted a motion to dismiss#? a fund
shareholder lawsuit under Sections 11 and

12(a)(2) of the 1933 Act. The rationale was
that fund shareholders cannot show loss cau-
sation where fund shares are not sold in a mar-
ket and share value is computed in accordance
with a statutory formula.

The SEC could conclude that barring such
lawsuits removes an incentive to help assure
accurate and full fund disclosure. Three cir-
cumstances suggest that the SEC’s study report
could recommend that Congress enact legisla-
tion to facilitate shareholder lawsuits.

First, this study is not one that the SEC initi-
ated, but rather one that Congress itself mandated.
So, the SEC could conclude that it has more of
a “green light” to recommend legislation.

Second, in the US Supreme Court case, the
SEC believed strongly enough about support-
ing shareholder lawsuits under Rule 10b-5 to
work with the US Department of Justice to file
an amicus brief*3 setting out the SEC’s views.
The SEC could conclude that the importance
of shareholder lawsuits justifies further effort
to enable them.

And third, the US Supreme Court states,
in its opinion, that “[a]ny reapportionment of
liability in the securities industry in light of the
close relationship between investment advisers
and mutual funds is properly the responsibil-
ity of Congress and not the courts.”# The
SEC could conclude that this statement would
add weight to a legislative recommendation to
enable shareholder lawsuits.

Study of Fund Advertising

The Dodd-Frank Act mandates, separately
from the study of financial literacy, a study of
fund advertising—not by the SEC—but by the
Comptroller General.#> The Act requires the
Comptroller General to submit a report on
the study to Congress by the end of the third
week in January next year, but the Comptroller
General has already submitted his study.46

The mandate is for the Comptroller General
to “identify” “current and proposed regulatory
requirements,” current marketing practices,”
the “impact of [fund] advertising on consum-
ers,” and “recommendations to improve inves-
tor protections.” More specifically, the man-
date calls for study of “the use of past per-
formance data, funds that have merged, and
incubator funds.” FINR A representatives have
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announced informally that the Comptroller
General contacted FINRA for information
regarding fund advertising.

The mandate also requires the Comptroller
General to “identify” “additional information
necessary to ensure that investors can make
informed financial decisions when purchasing
shares.” This part of the Comptroller General’s
study seems to overlap the mandate for the SEC
to “identify” “the most useful and understand-
able relevant information that retail investors
need to make informed financial decisions.”

Perhaps there’s a distinction between “addi-
tional information” that investors need to see
in fund advertising and “relevant information”
that investors need to see in fund disclosure doc-
uments. In any event, it would appear prudent
for the Comptroller General and the SEC to
coordinate their studies at least in this respect.
As noted above, the Comptroller General has
testified, with regard to the 50 current financial
literacy programs, that coordination is neces-
sary “to avoid unnecessary overlap and make
the most productive use of resources.”

The Comptroller General’s recommenda-
tions could lead the SEC to revise its regula-
tion of fund advertising.

Conclusion

The SEC’s forthcoming study report man-
dated by the Dodd-Frank Act and due in 2012
could impact the fund industry. The SEC’s
study of financial literacy and disclosure
improvement—due next July—could identify
methods to improve the timing, content, and
format of fund disclosure, including disclosure
of expenses and conflicts of interests.

The fund industry no doubt supports the
SEC’s study of investor financial literacy and
education, if for no other reason than to
expand the public market for funds. At the
same time, the fund industry may be more
wary of the methods that the SEC could
identify to improve the timing, content, and
format of fund disclosure.

The approach that the SEC will take in its
study of fund disclosure is uncertain.

On the one hand, the SEC could conclude
that its recent initiatives resulting in fund sum-
mary prospectuses and XBRL tagging have
brought fund statutory disclosure documents

to a high state of art. Under this approach,
the SEC could then focus on developing fund
disclosure at the point of sale, particularly dis-
closure of expenses and conflicts of interests.
On the other hand, the SEC could take this
opportunity to step back and review all aspects
of fund disclosure. Under this approach, the
SEC could identify further ways of tweaking
the Form N-1A registration statement form
and creating a summary shareholder report.
The SEC conceivably could also recommend
that Congress adopt legislation regarding pro-
spectus delivery and shareholder lawsuits.
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