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CHAPTER 4
Mutual Funds 

and Other 
Investment 
Companies
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Outline

 Investment company

 Types of investment company

 Mutual funds

 Cost of investment in mutual funds

 ETFs

 Mutual fund performance

 Information on mutual funds

Investment Companies

 These companies perform several 
important functions for investors:

 Administration & record keeping

 Diversification & divisibility

 Professional management

 Reduced transaction costs
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Net Asset Value

 Used as a basis for valuation of investment 
company shares
 Selling new shares
 Redeeming existing shares

Calculation
Market Value of Assets - Liabilities

Shares Outstanding

Types of Investment Companies

 Unit Trusts
 Managed Investment Companies

 Open-End
 Open-end: shares outstanding change when new 

shares are sold or old shares are redeemed
 Priced at Net Asset Value(NAV)

 Closed-End
 no change in shares outstanding unless new stock 

is offered
 Priced at Premium or discount to NAV
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Figure 4.1 Closed-End Mutual Funds

Types of Investment 
Companies Continued

 Other investment organizations
 Commingled funds
 REITs
 Hedge Funds 
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Mutual Funds—Investment Policies

 Money Market 
 Equity
 Sector
 Bond
 Balanced
 Asset Allocation and Flexible
 Index 
 International

Table 4.1 U.S. Mutual Funds by Investment 
Classification
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How Funds Are Sold

 Direct-marketed funds

 Sales force distributed

 Revenue sharing on sales force distributed

 Potential conflicts of interest

 Financial Supermarkets 

Costs of Investing in Mutual Funds

 Fee Structure

 Operating expenses

 Front-end load

 Back-end load

 12 b-1 charges

 distribution costs paid by the fund

 Alternative to a load
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Fees and Mutual Fund Returns:
An Example

Initial NAV = $20
Income distributions of $.15
Capital gain distributions of $.05
Ending NAV = $20.10:

$20.10 - $20.00 + $.15 + $.05
Rate of Return = 1.5%

$20.00


Table 4.2 Impacts of Costs on Investment 
Performance
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Trading Scandal with Mutual Funds

 Late trading – allowing some investors to 
purchase or sell later than other investors

 Market timing – allowing investors to buy or sell 
on stale net asset values
 International

 Net effect is to transfer value from other 
shareholders to privileged traders
 Reduction in the rate of return of the mutual 

fund

Exchange Traded Funds

 ETF allow investors to trade index portfolios like 
shares of stock

 Examples - SPDRs and WEBS
 Potential advantages

 Lower taxes 
 Trade continuously 
 Lower costs

 Potential disadvantages
 Prices can depart by small amounts from NAV
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Table 4.3 EFT Sponsors and Products

Mutual Fund Investment Performance:  
A First Look

 Evidence shows that average mutual fund 
performance is generally less than broad 
market performance

 Evidence that performance is consistent from 
one period to the next is suggestive but 
inconclusive
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Figure 4.2 Diversified Equity Funds versus 
Wilshire 5000 Index

Table 4.4 Consistency of 
Investment Results
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Information on Mutual Funds

 Wiesenberger’s Investment Companies

 Morningstar (www.morningstar.com)

 Yahoo (biz.yahoo.com/funds)

 Investment Company Institute (www.ici.org)

 Directory of Mutual Funds

 Return in US is a function of two factors:

1. Return in the foreign market

2. Return on the foreign exchange

Returns with Foreign Exchange
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Foreign Exchange Risk
 Variation in return related to changes in the 

relative value of the domestic and foreign 
currency

 Total return = investment return & return on 
foreign exchange

 Foreign exchange rate risk can be hedged. 
But it is difficult to completely hedge 
exchange rate risk of future returns on funds. 

Foreign Exchange Risk

Evidence shows international diversification 
is beneficial

 It’s possible to expand the efficient frontier 
above domestic only frontier

 It’s possible to reduce the systematic risk 
level below the domestic only level

Diversification Benefits
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Summary

 Investment company

 Types of investment company

 Mutual funds

 Cost of investment in mutual funds

 ETFs

 Mutual fund performance

 Information on mutual funds

 International (Text 25.3)


