The Investment Lawyer

Covering Legal and Regulatory Issues of Asset Management

VOL. 28, NO. 11 - NOVEMBER 2021

'SEC Chair Gensler’s Mutual Fund Views

Revealed in His Book

By Gary O. Cohen

EC Chair Gary Gensler' co-authored a 2002

S book? (Book) that set out his views on mutual

funds,? as follows:

m  “[m]utual funds have become the investment of
choice” for many millions of “American house-
holds,”* but investor “strategy” “to beat the mar-
ket” is “ill founded”;

m  actively managed mutual funds are a “[t]rap™®
for investors because “by any objective measure,
[these] mutual funds are failing their millions of
devoted clients”;’

m index mutual funds are “a miracle”® for most
investors, as “the best way to avoid the trap and
achieve higher returns with lesser risk”;?

m  exchange-traded index mutual funds “can offer
marginally lower costs and substantially better
tax consequences than index funds”;"

m the “governance of mutual funds” is “strange™
and “bizarre” and “unknown elsewhere in cor-
porate America’;"™

m mutual fund “directors have a difficult time
striking a proper balance between working with
the adviser and vigorously pursuing “investors’
interests,” and “[t]oo often the outcome is sim-
ply acquiescence to whatever the adviser pro-

poses”;™

and
m the Securities and Exchange Commission (SEC)
came “to the [r]escue” when it “mandated

expanded disclosure of the after-tax performance

of mutual funds,”” but it is “bizarre” that the
“SEC requires no disclosures of the costs of trad-
ing the portfolio.”®

Chair Gensler’s criticism of actively managed
mutual funds is all the more poignant because his
identical twin brother Robert” was a manager for T.
Rowe Price mutual funds™ at the time of the book’s
publication.

Praise for Book

The Book jacket records the praise by leaders of
the financial world.

Former SEC Chair Arthur Levitt" called it a
“fascinating book” that “tell[s] consumers how to
avoid the traps and make the markets work for them
with less risk.”?°

John C. Bogle, renowned founder of the
Vanguard Group and its innovative index mutual
funds, called the book “wonderful” with a “hard-
hitting message” that will “assure you of long-term
investment success.””’

Former Secretary of the Treasury, Lawrence
Summers, called the book “compelling” in taking “a
hard look at how Americans invest their money and
suggest[ing] better options.”?

Don  Phillips,
Morningstar, Inc. (Morningstar), said that the book

Managing  Director  of

“exposes many of the flaws that drag down fund per-
formance and suggests ways that investors can tune
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out the noise and focus on meeting their long-term
goals.”? He added that the “mutual fund industry
isn’t going to like this book one bit, but its story

needs to be heard.”?*

Book's Views

Knowledge of Chair Gensler’s views expressed
in the Book can help gauge his point of departure
in leading the SEC’s regulation of mutual funds.
Persons with such knowledge can be better equipped
as to whether and how to propose and react to SEC
regulatory developments.

However, Chair Gensler’s views expressed in
the book may not be his current views. His views
may have changed over the many years since the
book’s publication in 2002. It also goes without
saying that the empirical data on mutual fund per-
formance on which he relied are dated. And obvi-
ously, certain facts and circumstances regarding the
mutual fund industry that existed at the time have
changed.

Nevertheless, the author of this article did not
find that Chair Gensler or his co-author has repudi-
ated the views expressed in the Book. Amazon con-
tinues to offer the Book for sale.?® The principal view
of the Book—that index funds generally outperform
actively managed funds over time—continues to find
support in current mutual fund performance data.?®
Consistent with the Book’s enthusiastic endorse-
ment of exchange-traded index mutual funds, Chair
Gensler, earlier this year, reported his single largest
holding to be the Vanguard Total Stock Market ETF
at $25 to $50 million.””

Gensler’s Credentials

Chair Gensler’s views are based on broad and
deep experience in financial matters in the commer-
cial, governmental, and educational worlds. His fed-
eral governmental experience has been in both the
executive and legislative branches.

As an apparent testament to this experience,

Chair Gensler received some bipartisan support for
his nomination for SEC Chair.?®

At the time of his nomination, Chair Gensler
was Professor of Global Economics and Management
at the MIT Sloan School of Management and senior
advisor to the MIT Media Lab Digital Currency
Initiative.”? He researched and taught “blockchain
technology, digital currencies, financial technology,
and public policy.”*® His annual income from MIT
was more than $315,000.*'

On the personal side, Chair Gensler is 64 years
old.** He was born in Baltimore.*® His father sold
cigarette and pinball machines to local bars.** He has
three daughters.®* His wife died some years ago.>®
He is a runner who finished nine marathons and
one 50-mile ultramarathon.” He’s also a moun-
tain climber, having climbed Mt. Rainier and Mt.
Kilimanjaro.?® He reported net worth between $41
and $119 million and annual income between $1.07
and $5.14 million.®

Chair Gensler received an undergraduate
degree in economics in 1978 and an MBA degree
in 1979 from The Wharton School, University of
Pennsylvania.*® In undergraduate school, he was
summa cum laude and a member of the crew team
as coxswain.*’

In 1979, he joined Goldman Sachs, where he
spent 18 years.* He became partner at age 30, one
of the youngest persons to do so.** He focused on
mergers and acquisitions, headed the firm’s Media
Group, led fixed income and currency trading in
Asia, and co-headed Finance, which was responsible
for the firm’s worldwide Controllers and Treasury
effores.**

He held two positions at the Department of
Treasury under President Bill Clinton: Assistant
Secretary for Financial Markets (1997-1999) and
Under Secretary for Domestic Finance (1999-
2001).** Along the way, he won the Department’s
highest honor.*®

In 2001, Chair Gensler joined the staff of Senator
Paul S. Sarbanes, Chair of the Senate Banking
Committee, as a senior adviser and helped write
the Sarbanes-Oxley Act, which amended corporate
responsibility, accounting and securities laws.*’



He was Chair of the Commodity Futures Trading
Commission from 2009 to 2014 under President
Barack Obama.*® He was Chief Financial Officer for
Hillary Clinton’s 2016 presidential campaign.*® He
then served as Chairman of the Maryland Financial
Consumer Protection Commission from 2017 to
2019.%°

In November 2020, he became a volunteer
member of President Joe Biden’s transition planning
team regarding the Federal Reserve, Commodity
Futures Trading Commission, SEC, and Federal
Deposit Insurance Corporation.*

Fund Importance

Chair Gensler’s Book observes that “[m]utual
funds have become the investment vehicle of choice”
for many millions of “American households.”>?

He recounts that “before the development
of mutual funds, people with small to moderate
amounts of money did not have a realistic option

753 “Instead,”

for investing in stocks and bonds.
he explains, “their savings were relegated to either
bank savings accounts or whole life insurance.”*
He further explains that the “ability to own part of
America’s corporations was generally the province
of institutional and wealthy investors who bought
stocks and bonds from full-service brokers.”*

Chair Gensler says that the “advent of mutual
funds offered all investors a chance at the superior
long-term performance of equity investing, as well
as a convenient way to buy bonds.”*® One benefit to
investors is “diversification, as most [mutual funds]
owned a broad spectrum of the market.”® Another
benefit is that “compared with the full-service bro-
kerage commissions of the time, mutual funds’ costs
were relatively attractive.”® A third benefit is that,
“[m]utual funds offered liquidity, as they must by
law be prepared to redeem an investor’s shares at the
»59

end of each day.

Fund Governance

Despite the benefits of mutual funds, Chair
Gensler describes the “governance” of mutual funds
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as “bizarre,”®® “strange,”®' and “unknown elsewhere
in corporate America.”® He points to the extraordi-
nary facts that: an “adviser,” not “individual inves-
tors,” sets up a fund; a fund “has no employees of
its own”; and “[a]ll of the research, trading, money
management, and customer support staff actually
work for the fund’s adviser.”®?

He warns that the “company managing your
mutual fund does not share your interests,” because
the company: “has its own shareholders and prof-
its to consider”; “wants to take more risk in order
to attract assets in bull markets”; “wants to charge
high management fees that come directly from
your returns’; and “wants to justify its existence by

trading frequently, even if that increases your tax

bill.”®*

Fund Directors

Chair Gensler’s view of independent fund direc-
tors is that the law requires them to act as inde-
pendent watchdogs, but that does not mean that
directors must negotiate for the lowest advisory fees
for the benefit of shareholders.

He sees the legal standard to be as follows. The
SEC recognizes “inherent conflicts of interest and
potential for abuses that can arise from this struc-

> of mutual funds managed by for-profit

ture”®
investment advisers. The Investment Company
Act of 1940 (1940 Act), in “an effort to address
this conflict, . . . establishes specific roles for fund
directors®® According to US Supreme Court Justice
William Brennan, the 1940 Act “was designed to
place unaffiliated fund directors in the role of
independent watchdogs, to furnish an ‘indepen-
dent check upon the management of investment
companies.””®

Chair Gensler notes, however, that this legal
standard “has never been interpreted very strin-
gently.”® He quotes former SEC Chair Arthur
Levitt who described the legal duties of a mutual
fund board as: “Directors don’t have to guarantee
that a fund pays the lowest rates. But they do have to

make sure that fees fall within a reasonable band.”®®

Copyright © 2021 by CCH Incorporated. All Rights Reserved.
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In Gensler’s view, this approach would be an anath-
ema in the “real world.””®

But ultimately, Chair Gensler states, “the prob-
lem with mutual fund management is cultural, not
regulatory.””" In practice, “directors have a difhicult
time striking a proper balance between working with
the adviser and vigorously pursuing investors™ inter-
ests.”’? The outcome “too often” is “simply acquies-
cence to whatever the adviser proposes.””

The bottom line for Chair Gensler is that
“[m]any directors view their role as simply audit-
ing the performance of the adviser and making sure
there is no malfeasance or accounting problems,
rather than acting as the shareholders’ advocate.””
The result is that shareholders “pay significantly
higher fees” than they would if “shareholders actu-
ally ran the company.””®

Actively Managed Funds

Chair Gensler believes that the situation
described above leads to “management fees, trad-
ing costs, and sales loads” that “weigh heavily on
actively managed funds.””® For this reason, he says,
“the chances of your manager beating the market are
small.””” He cites “[e]vidence suggest[ing] that the
average actively managed mutual fund underper-
forms the market” most of the time.”® Perhaps refer-
ring to his experience running marathons, Chair
Gensler refers to the fees, costs and loads as “The
Ankle Weights on Running an Actively Managed
Fund.””®

Chair Gensler concedes that “[n]onetheless,
each year some money managers will outperform
the average fund, and even the market as a whole.”®
But he emphasizes that “past performance truly is
no guarantee of future results.”® He argues that the
“fact that a fund has outperformed the market for
the past year, five years, or even ten years turns out
to be a very poor predictor of whether it will out-
perform the market in the future.”® He presents
data showing that “[f]unds that are above average
for a time tend to regress to the below-market per-
formance of the average fund.”®?

He goes on to bemoan the fact that, despite the
foregoing, “[m]ost investors simply choose funds
based on past performance.”® He questions whether
individual investors have the capacity to “identify
these managers in advance of their market-beating
performance.”® He maintains that “there is no rea-
son to believe that [an individual investor] will do
any better a job picking stock pickers than . . . picking

stocks.”8®

Index Funds

Faced with the foregoing drawbacks of actively
managed mutual funds, Chair Gensler enthusiasti-
cally embraces the option of index mutual funds.
“The indexing option,” he says, is a “miracle” and
a “testament to technological innovation, human
imagination, and market capitalism.”®’

Chair Gensler explains that index mutual funds
are “a bargain for investors,” because “they needn't
hire the highly paid stock pickers required for active
investing, or pay the transaction costs their strategies
impose.”8®

He favors exchange-traded index mutual funds,
because they “can offer marginally lower costs and
substantially better tax consequences than [other]

index funds.”®®

SEC Regulation

Chair Gensler’s book does not address the
SEC’s role in regulating financial entities generally
or regulating mutual funds specifically in any com-
prehensive way. He makes no extensive evaluation
or assessment. Rather, he comments on the SEC’s
role in scattered factual and historical statements.
Most of his statements have to do with disclosure,
either that the SEC mandates or that the SEC has
not required.

Given his criticism of actively managed mutual
funds, it comes as no surprise that Chair Gensler
approves the SEC’s “government-mandated dis-
claimer that accompanies every fund’s reported
results—past performance is no guarantee of future

results””—as being “absolutely true.”®®



Chair Gensler also praises the SEC in coming to
the “[r]escue” when it “mandated expanded disclo-

sure of the after-tax performance of mutual funds.”®’

On the other hand, Chair Gensler finds it
“bizarre” that the “SEC requires no disclosures of the
costs of trading the portfolio.”® The result, he says, is
that mutual “fundsare simply silent on trading costs in
their reports to [investors].”®® He ridicules this result
by imagining “a regular corporation failing to report
its largest controllable costs in its annual or quarterly

reports.”?*

He thinks that the SEC acted “oddly” in find-
ing that Rule 529 programs “should be regulated
under the same rules as municipal securities.”® He
criticizes the finding as having “exempted [the 529
programs] from disclosure rules,” resulting in “no
federal oversight of the disclosures required of these

plans.”®®

Chair Gensler observes that “[i]n 2001, the
SEC took various actions in an effort to make
fund directors more independent of the fund’s
adviser.”® He notes that the SEC “raised the
required percentage of independent directors,”
provided that “[ilndependent directors, rather
than the advisers, must also select and nomi-
nate other independent directors,” and “imposed
more stringent disclosure requirements for those
directors.”®® Despite the SEC’s efforts, he con-
cludes that “[i]n practice, though, directors have
a difficult time striking a proper balance between
working with the adviser and vigorously pursuing
investors’ interests.”?

In what may have been a slip of the techni-
cal tongue, Chair Gensler incorrectly states that
“[i]n 2001, the SEC . . . raised the required per-
centage of independent directors from 40 to 50
percent.” Actually, the SEC said that “[w]e are
amending the Exemptive Rules to require that the
boards of funds relying on the rules have a major-

ity of independent directors,”"’

explaining that
“[t]he independent directors thus would need to

comprise more than half of the membership of the
board.”%?
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Looking Ahead

The question arises whether, and to what extent,
Chair Gensler might seek to implement his views on
mutual funds as expressed in his Book.

It seems highly unlikely that Chair Gensler

would seek to rectify what he sees as the “strange”?

and “bizarre”%*

structure of mutual fund gov-
ernance. This structure, consisting of a mutual
fund managed by an independently-owned invest-
ment adviser, is baked into the 1940 Act, and
any fundamental change would require legislative
amendment.

Likewise, it seems highly unlikely that Chair
Gensler would seek to change, in any fundamental
way, the legal standard governing mutual fund direc-
tors, which he says “has never been interpreted very
stringently.”'® The legal standard has been inter-
preted by the SEC and the courts over a long period
of time and is well-established both in policy and
practice. Any fundamental change would require
amendment of the 1940 Act. On the other hand,
Chair Gensler could seek to establish a more strin-
gent interpretation of the legal standard through
administrative action ranging from SEC jawboning
to enforcement action.

Chair Gensler’s principal view is that actively-
managed mutual funds are a “[t]rap,”"% and he fer-
vently recommends exchange-traded index mutual
funds as less costly and risky. He could promote this
view through the imposition of disclosure require-
ments. For example, he finds it “bizarre” that the
“SEC requires no disclosures of the costs of trading
the portfolio.”"” The SEC has proposed™® sweep-
ing modifications of its mutual fund disclosure
framework and is currently reviewing public com-
ments with a view to adopting modifications. This
presents Chair Gensler with a tailor-made opportu-
nity to help implement his views through enhanced
disclosure.

Mr. Cohen is of counsel at Carlton Fields, PA.,
in Washington, DC. Mr. Cohen spent five years

Copyright © 2021 by CCH Incorporated. All Rights Reserved.



6

THE INVESTMENT LAWYER

on the Staff of the SEC’s IM Division, ulti-
mately serving as assistant chief counsel, and
has dealt with the Division as a private practi-
tioner for over 50 years. Mr. Cohen has served
on The Investment Lawpyer's Editorial Board
since the outset of the publication and has pub-
lished numerous articles in this publication over
many years. He thanks his colleagues Edmund
J. Zaharewicz and William J. Kotapish and his
firm’s librarian Nicole Warren for reviewing and
contributing to this article. The views expressed
are those of Mr. Cohen and do not necessarily
reflect the views of the firm, its lawyers, or its

clients.
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Bloomberg (Nov. 18, 2021), available at hreps://
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For a summary of the SEC’s proposed modifications

to the mutual fund disclosure framework, see Gary O.
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Companies, SEC Release Nos. 33-7932, 34-437806,
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2001) (footnote omitted), available at Azps://www.
sec.gov/rules/final/34-43786.htm#P115_20656.

Id. at n.21 (emphasis added).
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Id. at 112.

Id. at 1.

Id. at 104. For the SEC’s current and proposed dis-
closure requirements, see supra n.92.
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