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CHAPTER 4

lirnds are assessed management Iees and incur other expenses, which reduce the investor''s late
ol return. Funds also elirninate sonre ol the individual's control ovel' the timing of capital gains

real izations.

{. Nlunul funds are otten categorized by investrnent policy. Major policy groups include money

nriuket tundsl equitl' llncls. rvhich arc tirrthcr groupccl according to emphasis on iucome versus

gruvthl tlxcd-income funcls: balanced and income fr-rnds; asset allocation funds: index fr-urds; and

specializecl sector f unds.

5. Costs of investing in mutual funds include ii'ont-end loads, which arc s:ilcs charges; back-end

loads. rvhich are redemption f'ees or'. more ibrmally" contingent-def-erred sales charges: funcl oper-

rting expcnsesl and I 2b- | charges. which are recurring f'ees r-rsecl to pay for the experrses of rnar-

keting the firnd to the public.

6. Income caured on mutual funcl portfolios is not taxed at the level of the fund. Instead, as long as

the lund neets certain rec;uirernents fur pass-through status. thc inc,rrrrc is treatecl as being ealned

br tlre inrcslrrrr irt the lirrttl.

7. The rr'cragc rate of return of the average ecluity rnLrtual fund in the last ,10 years has been

helow that of a passive inclex fr-rrrcl holding a portfolio to leplicate a broad-based index like
thc S&P 500 or Wilshire.5000. Some of the reasons lor this clisappointing recorcl are the

costs inculred by actively managcd funds, such as thc cxpcnse of ct-rnducting the research

to gLride stock-picking activitics. and tracling costs due to highcr portfblio tnlnovcr. Thc
lecord on thc consistency of fund perfornrance is nrixecl. In sorne sarnple periocls. the better-
pcrfbrnring lunds continue to perform r,vell in the follou'in-e periocls; in other srlnple periocls

thev tkr not.
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1. \\buld vou expect a typical opcn-cnd tircd inconc rnutual fund to hal'c highcl or lou,cl opclating

e\penses thln a flxcd inconre unit investment trust'l Why /

l. Whrt are sonre comparative acllantages of investing in the fbllowing:

nngffgnr

a. Unit investment trusts.

/,. Open-errtl tnttttt:rl IltnJ:.
r'. Indil'rclr.ral stocks rnd boncls thtit you choose fbr yoLrrsell'.

3. Open-cnd ccprity nrutual funds fincl it necessary to l<eep a significant percentage of total invest-

nrcnts. t1'picallv around 5% of the portlblio. in very licprid rroney r.nlrket assets. Closed-errcl

firnds do not have to mirintain stLch a position in "casl-r equivalent" securitics. What clifl'crence

helween open-cnd and closed-end tirnds nright account fiu theil cliffbring policies'/

"1. Biiluced funds, lil'e-cycle firnds. ancl assct allocation firnds all iul'cst in both thc stock ancl bond

nrlrkets. What arc thc difl'erences arnong these tvpes of tunds'l

5. Wh1'can closed-end funcls scll at priccs that difl'cr fiorn net asset value n'hile open-end funcls

do not l

6. Whlt tre the advanta-tcs and disaclr,antages of exchange-tladed iunds versus nrutual firnds'l

lnlsrmediate $

7. An ope n-cnd funcl has a net asset valLre of li 10.70 per share. It is sold u'ith a tlorrt-end load ol6%.
Whrt is the oltering price'?
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t1.

t2

t3.

l4

1-5

l1 .

Il the ofl'ering price of an open-end lund is $12.30 per share and the

end load of 5rlo. what is its net asset value?

Thc composition of the FingroLrp Fund poltfblio is as follows:

Stock Shares Price

A

B

c
D

{'r"rnd is sold with a front

$3s
40

2A

25

The fund has not borrowed any firnds, but its accruccl lranagenent f'ec with the portfblio
manager currently totals Xi30,000. There are 4 million shales olrtstanding. Wliat is the net asset

value of the fund?

Reconsider the Fingroup Fr-rnd in the prcvious problem. If during the year thc portfblio mana-qer

sells all of the holclings ol stock D and replaces it with 200,000 shares of stock E at $-50 peL

sharc and 200.000 shares of stock F at $25 per share, what is the portiblio tulnovcl rate'l

The Closed Fund is a closed-end investment company with a poltfolio cr,rrrently wolth
$200 million. It has liabilities of 53 million and 5 million shares outstanding.

a. What is the NAV of the tund?
b. If the fund sells tbr $36 per share. rvhat is its premium or discor:nt as a percent of net asset

value?

Corporate Funcl started the yeal with a net asset valuc of $12.-50. By ycar-end. its NAV cclualed

$12. 10. The fund paid year-errd clistributions of income and capital gains of $1.50. What was

the (pretlx) rate olleturn to an investor in the lund'l

A closed-end firnd starts the year rvith a net asset value of S12.00. By year-end, NAV eqLr:rls

$12.10. At tlre beginning o1'the year. the fiu.rd was selling at a 27c premiurn to NAV. By the end

of the ycar. the lund is selling aLa'7ck discount to NAV. The fund paid year'-end distribr,rtions of
incorre and capital gains of $ 1.50.

a. What is the rate of return to an investof in tl-re fund dLu'ing the year'?

D. What would have been the t'atc o1'return to an investol rvho hcld the same securities as the
tund rnanager during tlre year?

rr. Irnpressive Fund hacl excel]ent investnrent perfbrmlnce last ycar, with portfblio l'etulns that
placed it in the top l07c of all funds with the samc investment policy. Do you expect it to be

a top perfbrrrer next year? Why or why not?
b. Suppose insteacl that the lirnd was among the poorest pelfbrmers irr its compalisr)n gror.rp.

Would you be more or less likely to believe its relative perfbmance rvill pelsist into the fbl,
lorving year'? Why ?

Consider a mutual fLrnd with $200 rrillion in assets at the start of the year and with I 0 rniltion
shat'es outstandin-q. The lirnd invests in a portfblio of stocks that provides dividcnd iucome at

the end of the year of 5i2 nillion. The stocks included in the fr-rnd's portfolio inclcrse in plice
by 8%. but no securities ale sold, and there are no capital gains distributions. Tlre lund charges
I2b-1 lees ol I7c, which are dedr.rcted flon-r portfolio assets at year-end. What is net asset value
at the start and end ofthe year? What is the rate ofreturn fbr an investor in the fund?

The New Fund had avcrage daily assets ol'ti2.2 billion last year. The lund sold $,100 million
worth of stock ancl purchased 5500 miltion during the year. What was its turnovcr rltio'l
If New Fund's expense ratio (see the previous pr oblern) was 1 . I % and the management 1'ee wns
.J7o.whal were the total f'ecs paid to the firnd's investrnent manirgers during the year''/ What
were other adrrinistrative expenses?

Yor.r purchasecl 1 ,000 shares of the New Fund at a price ol $20 per share at the beginning of
the year'. You paid a front-end load of ,1%. The securities in which thc fund invests increlse in
value by l27c during the year'. The fund's expense ratio is 1.2%. What is youl rate olreturn on
the lund ifyoLr sell youl shares at the end olthe year?

200,000

300,000

400,000

600.000

l0

t6.

18.
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It). Lorrdcd-Up Funcl chargcs a l2tr-l tte ol' 1.0% and rnaintains rrn expcnsc t'atio of .75?i. Econ-

rrnr) FLrnd chu.ges a ll'ont end load o1'2.7,but has no l2h-l lee ancl an cxpense latio o1'.25%.

,.\:rLrrnc the tlte of l'ctuln on both firncls'portfirlios (beI'orc an1" fees) is 67c per yeitr. How nrtcl't

ruill ln iniestnrcnt in each lirncl -trorv to afier:

rr. I \rlr. b. -j ycars. t. I0 1'elrs.

ll). CitiStrcctFLrndhrsaportfblroollli,l50rnillionandliabilitiesol'$l0rnillion.

ri. Il -1-l nrillion shures arc outstandins. what is ttct asset value'l

/r. I1 l llrgc investul lcclccurs I nrillion sharcs, what happens to tl-rc poltfirlio value. to shat-es

out:tanding. tnd to NAV.)

ll. ThclnrestrnentsFLrncl scllsClassAsharesu,ithafi'ont-endloaclo1'6%,andClassBsharesrvith
llh-1 lcc: ot..5li annuall)'rs r.r'ell as back cnd loacl t'ees that start at 59c ancl tall hy l 7 lirl cach

lirll r.'rLrthe inrcstol holcls the poltfblio (until the fifih,vear'). AssLtme the portfolio riltc of rctlrrrr

nct oi opelating expenses is i0il anrrurllr'. I1'vorL plan to sell the firnd rlier .l 1'cars. are Class A
or CLLss B shlres the bcttcl choice firr 1'ou ? What if 1'ou plan to sell alicr 15 ycals i

ll. \iru lrc considclin.t an inrestu.rcr.rt in a nrutual fund u'ith a,1% load ancl erpense ratio of.59i.
\oLr clLr inrest insteacl in r bank CD paying 6T intcrcst.

rr. Il rou pllu to irlvest lil 2 years. u,hat annual rate tll'lctllm lnust the fund portlblio carn 1br

roLr to be bcttcr ofT in the lintcl than in the CD'l Assuu-rc annual conrpor-rncling o1'rctLtt'ns.

/r. llori tkrcs \,our lrns\\'cr change if you plrn to invcst for (r verrsl Whv clocs yollr itns\\'er

chlLn-qc l

r. \ou sLrppose thrt instcacl of a 1'ronlencl loacl the funcl lssesses a l 2b I f'ee of .75? per )'err.
\\'hrt lnnLral rrtc of letunr nrr-rst tl.rc fiu-rd portfblio ealn ltrr t'ou to be bettel ol'f in the lirrtcl

thlLr in lhe CD'l Does )rour xns\\'er in tltis case dclrencl ort \otLr tinte holizon.)

l.i. SLrpposc thitt e\erv tinrc a lund rriurrger tlacles stocl<. translctior.r costs sllch 15 colllttis5iolt\
lnti brd usketl splclcls anrount to .,1(Z of the valLre ol'the tradc. If the portfolio tLrntr)\ L-r rrltL- i\
.i0'i. br hou'nrLrch is the total l'cLt-il'n of the portlirlio redttcccl bl, tracling costs'?

1.1. \'tru.'rpect u tlLr-tl'cc rrunicipal boncl polttblio to provicle r ratc of letuln ol ,17,. Mrnlgctttcrtt
lccs ol'the I'uncl rrc .(r11 . Whrit ll'action of poltfirlio incotnc is given up to l'ees'l ll thc t'uauage-

lncltt tccs 1ol ur crprity firnd also arc .6lli. but vou expcct a porlfiriio return o1' 12%, what tiac-
tiurt ol portfolio incontc is gir,'en ulr to 1'ees'l Why rnight lnrnaserrenL lccs bc a bigger factor in

ruLrl inrr.stntent clecision for bond fr.rnds than ftrl stocl< fr,rncls'l Clan 1"out'conclusion help erpllirt
ruhi rrnnullrsed unit investrnent trllsts teud to fircus un thc flxccl-incorre nrlrketl

15. SLrppose rou obsene the invcstrnent per-lbrmancc of 350 portlirlio lritnit-gcl's fbr 5 1'ears ancl

runk thent bv investnrent rctlrlns clurrn,s each 1,car'. Atier'5 years. you find that I I of the l'r,rncls

hii\d in\cstment retru'ns that place the l'r-rnd in the top hall'of thc satnpJe in each ancl ct'cry

reul oi't,oLrl sarnplc. Such consistenc\ of pertbrmance inalicatcs to )'ou thxt these rttust bc the

lirnds rihose lllna-qers ue in lact sliillecl, and I'ou invcst yoLll nroney in thcsc tt-tttds. Is t'otrr
eirnclLrsion u llrantecl .'
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Choosing a Mutual Fund

Go to finance.yahoo.com. Click on Mutual Funds under the lnvesting tab. Look for the
Fund Screener. Use the drop-down boxes to select the criteria for mutual funds that are of
interest to you. How many funds are shown in your results? lf there are no funds or only
a few funds that meet your criteria, try loosening your standards. lf there are too many

funds, try stricter standards. You can click on any column heading in the results list to sort

by that criterion.
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