CHAPTER 4
Mutual Funds
More than 8,000 different mutual funds are available to United States
investors. Incredibly, this is about the number of different stocks traded on
the Nasdaq and the New York Stock Exchange combined. There are funds
for aggressive investors and conservative investors, short-term investors and
long-term investors. There are bond funds, stock funds, international funds,
you-name-it funds. Is there a right fund for you? Let’s see!

As we discussed in an earlier chapter, if you do not wish to actively buy and sell individual
securities on your own, you can invest in stocks, bonds, or other financial assets through a mutual
fund. Mutual funds are simply a means of combining or pooling the funds of a large group of
investors. The buy and sell decisions for the resulting pool are then made by a fund manager, who is
compensated for the service provided.
Since mutual funds provide indirect access to financial markets for individual investors, they
are a form of financial intermediary. In fact, mutual funds are now the second largest type of
intermediary in the United States. Only commercial banks are larger.
Mutual funds have become so important that we will devote this entire chapter to them. The
number of funds and the different fund types available have grown tremendously in recent years.
Indeed, 37 percent of U.S. households held mutual fund assets in 1997, which is up markedly from
only 6 percent of U.S. households in 1980. One of the reasons for the proliferation of mutual funds
and fund types is that mutual funds have become, on a very basic level, consumer products. They are
created and marketed to the public in ways that are intended to promote buyer appeal. As every
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business student knows, product differentiation is a basic marketing tactic, and in recent years mutual
funds have become increasingly adept at practicing this common marketing technique.

4.1 Investment Companies and Fund Types
At the most basic level, a company that pools funds obtained from individual investors and
invests them is called an investment company. In other words, an investment company is a business
that specializes in managing financial assets for individual investors. All mutual funds are, in fact,
investment companies. As we will see, however, not all investment companies are mutual funds.
(marg. def. investment company A business that specializes in pooling funds from
individual investors and investing them.)
In the sections that follow, we will be discussing various aspects of mutual funds and related
entities. Figure 4.1 is a big picture overview of some of the different types of funds and how they are
classified. It will serve as a guide for the next several sections. We will define the various terms that
appear as we go along.

Figure 4.1 about here

Open-end versus Closed-End Funds
As Figure 4.1 shows, there are two fundamental types of investment companies, open-end
funds and closed-end funds. The difference is very important. Whenever you invest in a mutual fund,
you do so by buying shares in the fund. However, how shares are bought and sold depends on which
type of fund you are considering.
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With an open-end fund, the fund itself will sell new shares to anyone wishing to buy and will
redeem (i.e., buy back) shares from anyone wishing to sell. When an investor wishes to buy open-end
fund shares, the fund simply issues them and then invests the money received. When someone wishes
to sell open-end fund shares, the fund sells some of its assets and uses the cash to redeem the shares.
As a result, with an open-end fund, the number of shares outstanding fluctuates through time.
(marg. def. open-end fund An investment company that stands ready to buy and sell
shares at any time.)
With a closed-end fund, the number of shares is fixed and never changes. If you want to buy
shares, you must buy them from another investor. Similarly, if you wish to sell shares that you own,
you must sell them to another investor.
(marg. def. closed-end fund An investment company with a fixed number of shares
that are bought and sold only in the open stock market.)
Thus, the key difference between an open-end fund and a closed-end fund is that, with a
closed-end fund, the fund itself does not buy or sell shares. In fact, as we discuss below, shares in
closed-end funds are listed on stock exchanges just like ordinary shares of stock, where their shares
are bought and sold in the same way. Open-end funds are more popular among individual investors
than closed-end funds.
Strictly speaking, the term “mutual fund” actually refers only to an open-end investment
company. Thus, the phrase “closed-end fund” is a bit of an oxymoron, kind of like military
intelligence, and the phrase “open-end mutual fund” is a redundancy, an unnecessary repetition or
restatement. Nonetheless, particularly in recent years, the term “investment company” has all but
disappeared from common use, and investment companies are now generically called mutual funds.
We will stick with this common terminology whenever it won't lead to confusion.
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Net Asset Value
A mutual fund's net asset value is an important consideration. Net asset value is calculated
by taking the total value of the assets held by the fund and dividing by the number of outstanding
shares. For example, suppose a mutual fund has $100 million in assets based on current market values
and a total of 5 million shares outstanding. Based on the value of the assets held by the fund, $100
million, each share has a value of $100 million/5 million = $20. This $20 is the fund's net asset value,
often abbreviated as NAV.
(marg. def. net asset value The value of the assets held by a mutual fund, divided by
the number of shares. Abbreviated NAV.)
Example 4.1: Net Asset Value. The Fidelity Magellan Fund is the largest mutual fund in the United
States with about $88 billion invested (as of early1999). It has about 680 million shares outstanding.
What is its net asset value?
The net asset value is simply the asset value per share, or $88 billion/ 680 million = $1129.
With one important exception, the net asset value of a mutual fund will change essentially
every day simply because the value of the assets held by the fund fluctuates. The one exception
concerns money market mutual funds, which we discuss in a later section.
As we noted, an open-end fund will generally redeem or buy back shares at any time. The
price you receive for shares you sell is the net asset value. Thus, in our example just above, you could
sell your shares back to the fund and receive $66 each. Because the fund stands ready to redeem
shares at any time, shares in an open-end fund are always worth their net asset value.
In contrast, because the shares of closed-end funds are bought and sold in the stock markets,
their share prices at any point in time may or may not be equal to their net asset values. We examine
this issue in more detail in a later section.
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CHECK THIS
4.1a

What is an investment company?

4.1b

What is the difference between an open-end fund and a closed-end fund?

4.2 Mutual Fund Operations
In this section, we discuss some essentials of mutual fund operations. We focus on how
mutual funds are created, marketed, regulated, and taxed. Our discussion here deals primarily with
open-end funds, but much of it applies to closed-end funds as well. Further details on closed-end
funds are provided in a later section.

Mutual Fund Organization and Creation
A mutual fund is simply a corporation. Like a corporation, a mutual fund is owned by its
shareholders. The shareholders elect a board of directors; the board of directors is responsible for
hiring a manager to oversee the fund's operations. Although mutual funds often belong to a larger
“family” of funds, every fund is a separate company owned by its shareholders.
Most mutual funds are created by investment advisory firms, which are businesses that
specialize in managing mutual funds. Investment advisory firms are also called mutual fund
companies. Increasingly, such firms have additional operations such as discount brokerages and other
financial services.
There are hundreds of investment advisory firms in the United States. The largest, and
probably best known, is Fidelity Investments, with over 220 mutual funds, $500 billion in assets under
management, and 36 million shareholder accounts. Dreyfus, Franklin, and Vanguard are some other
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well-known examples. Many brokerage firms, such as Merrill Lynch and Charles Schwab, also have
large investment advisory operations.
Investment advisory firms create mutual funds simply because they wish to manage them to
earn fees. A typical management fee might be .75 percent of the total assets in the fund per year. A
fund with $200 million in assets would not be especially large but could nonetheless generate
management fees of about $1.5 million per year. Thus, there is a significant economic incentive to
create funds and attract investors to them.
For example, a company like Fidelity might one day decide that there is a demand for a fund
that buys stock in companies that grow and process citrus fruits. Fidelity could form a mutual fund
that specializes in such companies and call it something like the Fidelity Lemon Fund.1 A fund
manager would be appointed, and shares in the fund would be offered to the public. As shares are
sold, the money received is invested. If the fund is a success, a large amount of money will be
attracted and Fidelity would benefit from the fees it earns. If the fund is not a success, the board can
vote to liquidate it and return shareholders' money or merge it with another fund.
As our hypothetical example illustrates, an investment advisory firm such as Fidelity can (and
often will) create new funds from time to time. Through time, this process leads to a family of funds
all managed by the same advisory firm. Each fund in the family will have its own fund manager, but
the advisory firm will generally handle the record keeping, marketing, and much of the research that
underlies the fund's investment decisions.
In principle, the directors of a mutual fund in a particular family, acting on behalf of the fund
shareholders, could vote to fire the investment advisory firm and hire a different one. As a practical
1

Fidelity would probably come up with a better name.
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matter, this rarely, if ever, occurs. At least part of the reason is that the directors are originally
appointed by the fund’s founder, and they are routinely reelected. Unhappy shareholders generally
“vote with their feet” — that is, sell their shares and invest elsewhere.

Taxation of Investment Companies
As long as an investment company meets certain rules set by the Internal Revenue Service,
it is treated as a “regulated investment company” for tax purposes. This is important because a
regulated investment company does not pay taxes on its investment income. Instead, the fund passes
through all realized investment income to fund shareholders who then pay taxes on these distributions
as though they owned the securities directly. Essentially, the fund simply acts as a conduit, funneling
gains and losses to fund owners.
To qualify as a regulated investment company, the fund must follow three basic rules. The first
rule is that it must in fact be an investment company holding almost all of its assets as investments in
stocks, bonds, and other securities. The second rule limits the fund to using no more than five percent
of its assets when acquiring a particular security. This is a diversification rule. The third rule is that
the fund must pass through all realized investment income to fund shareholders as soon as it is
realized.

The Fund Prospectus and Annual Report
Mutual funds are required by law to produce a document known as a prospectus. The
prospectus must be supplied to any investor wishing to purchase shares. Mutual funds must also
provide an annual report to their shareholders. The annual report and the prospectus, which are
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sometimes combined, contain financial statements along with specific information concerning the
fund's expenses, gains and losses, holdings, objectives, and management. We discuss many of these
items in the next few sections.

CHECK THIS
4.2a

How do mutual funds usually get started?

4.2b

How are mutual funds taxed?

4.3 Mutual Fund Costs and Fees
All mutual funds have various expenses that are paid by the fund's shareholders. These
expenses can vary considerably from fund to fund, however, and one of the most important
considerations in evaluating a fund is its expense structure. All else the same, lower expenses are
preferred, of course, but, as we discuss, matters are not quite that cut and dried.

Types of Expenses and Fees
There are basically four types of expenses or fees associated with buying and owning mutual
fund shares:
1.

Sales charges or “loads.”

2.

12b-1 fees.

3.

Management fees.

4.

Trading costs.

We discuss each of these in turn.
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SALES CHARGES Many mutual funds charge a fee whenever shares are purchased. These fees are
generally called front-end loads. Funds that charge loads are called load funds. Funds that have no
such charges are called no-load funds.
(marg. def. front-end load A sales charge levied on purchases of shares in some
mutual funds.)
When you purchase shares in a load fund, you pay a price in excess of the net asset value,
called the offering price. The difference between the offering price and the net asset value is the load.
Shares in no-load funds are sold at net asset value.
Front-end loads can range as high as 8.5 percent, but 5 percent or so would be more typical.
Some funds, with front-end loads in the 2 percent to 3 percent range, are described as low-load funds.
Front-end loads are expressed as a percentage of the offering price, not the net asset value.
For example, suppose a load fund has an offering price of $100 and a net asset value of $98. The
front-end load is $2, which, as a percentage of the $100 offering price is $2/$100 = 2 percent. The
way front-end loads are calculated understates the load slightly. In our example here, you are paying
$100 for something only worth $98, so the load is really $2/$98 = 2.04 percent.
Example 4.2: Front-end Loads. On January 20, 1995, according to the Wall Street Journal, the
Common Sense Growth fund had a net asset value of $13.91. The offering price was $15.20. Is this
a load fund? What is the front-end load?
Since the offering price, which is the price you must pay to purchase shares, exceeds the net
asset value, this is definitely a load fund. The load can be calculated by taking the difference between
the offering price and the net asset value, $1.29, and dividing by the $15.20 offering price. The result
is a hefty front-end load of 8.5 percent.
Some funds have “back-end” loads, which are charges levied on redemptions. These loads are
often called contingent deferred sales charges and abbreviated CDSC. The CDSC usually declines
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through time. It might start out at 6 percent for shares held less than one year, then drop to 3 percent
for shares held for two years, and disappear altogether on shares held for three or more years.

12B-1 FEES So-called 12b-1 fees are named for the Securities and Exchange Commission rule that
permits them. Mutual funds are allowed to use a portion of the fund’s assets to cover distribution and
marketing costs. Funds that market directly to the public may use 12b-1 fees to pay for advertising
and direct mailing costs. Funds that rely on brokers and other sales force personnel often use 12b-1
fees to provide compensation for their services. The total amount of these fees could be .75 percent
to 1.0 percent of the fund's assets per year.
(marg. def. 12b-1 fees Named for SEC Rule 12b-1, which allows funds to spend up
to 1 percent of fund assets annually to cover distribution and marketing costs.)
Frequently, 12b-1 fees are used in conjunction with a CDSC. Such funds will often have no
front-end load, but they effectively make it up through these other costs. Such funds may look like
no-load funds, but they are really disguised load funds. Mutual funds with no front-end or back-end
loads and no or minimal 12b-1 fees are often called “pure” no-load funds to distinguish them from
the “not-so-pure” funds that may have no loads but still charge hefty 12b-1 fees.

MANAGEMENT FEES We briefly discussed management fees in an earlier section. Fees are usually
based first on the size of the fund. Beyond this, there is often an incentive provision that increases the
fee if the fund outperforms some benchmark, often the S&P 500 (this index is discussed in
Chapter 1). Management fees generally range from .25 percent to 1.0 percent of total funds assets
every year.
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TRADING COSTS Mutual funds have brokerage expenses from trading just like individuals do. As a
result, mutual funds that do a lot of trading will have relatively high trading costs.
Trading costs can be difficult to get a handle on because they are not reported directly.
However, in the prospectus, funds are required to report something known as turnover. A fund's
turnover is a measure of how much trading a fund does. It is calculated as the lesser of a fund's total
purchases or sales during a year, divided by average daily assets.2
(marg. def. turnover A measure of how much trading a fund does, calculated as the
lesser of total purchases or sales during a year divided by average daily assets.)
Example 4.3: Turnover. Suppose a fund had average daily assets of $50 million during 1995. It
bought $80 million worth of stock and sold $70 million during the year. What is its turnover?
The lesser of purchases or sales is $70 million, and average daily assets are $50 million.
Turnover is thus $70/$50 = 1.4 times.
A fund with a turnover of 1.0 has, in effect, sold off its entire portfolio and replaced it once
during the year. Similarly, a turnover of .50 indicates that, loosely speaking, the fund replaced half
of its holdings during the year. All else the same, a higher turnover indicates more frequent trading
and higher trading costs.

Expense Reporting
Mutual funds are required to report expenses in a fairly standardized way in the prospectus.
The exact format varies, but the information reported is generally the same. There are three parts to
an expense statement. Figure 4.2 shows this information as it was reported for the Fidelity Retirement
Growth fund for the year 1998.

2

Purchases and sales for a fund are usually different because of purchases and redemptions of
fund shares by shareholders. For example, if a fund is growing, purchases will exceed sales.
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Figure 4.2 about here

The first part of the statement shows shareholder transaction expenses, which are generally
loads and deferred sales charges. As indicated, for this fund, there is no front-end load either on
shares purchased or on dividends received that are reinvested in the fund (it's common for mutual
fund shareholders to simply reinvest any dividends received from the fund). The second item shows
that there is no CDSC. The third item, labeled “exchange fee,” refers to exchanging shares in this
mutual fund for shares in another Fidelity fund. There is no charge for this; some funds levy a small
fee.
The second part of the statement, “Annual fund operating expenses,” includes the
management and 12b-1 fees. This fund's management fee was .76 percent of assets. There was no
12b-1 fee. The other expenses include things like legal, accounting, and reporting costs along with
director fees. At .29 percent of assets, these costs are not trivial. The sum of these three items is the
fund's total operating expense expressed as a percentage of assets, 1.05 percent in this case. To put
this in perspective, this fund has about $3 billion in assets, so operating costs were $31.5 million, of
which about $23 million was paid to the fund manager.
The third part of the expense report gives a hypothetical example showing the total expense
you would pay over time per $1,000 invested. The example is strictly hypothetical, however, and is
only a rough guide. As shown here, your costs would amount to $128 after 10 years per $1,000
invested. This third part of the expense statement is not all that useful, really. What matters for this
fund is that expenses appear to run about 1 percent per year, so that is what you pay.

MUTUAL FUNDS

13

One thing to watch out for is that funds may have 12b-1 plans but may choose not to spend
anything in a particular year. Similarly, the fund manager can choose to rebate some of the
management fee in a particular year (especially if the fund has done poorly). These actions create a
low expense figure for a given year, but this does not mean that expenses won't be higher in the
future.
Another caveat concerns certain practices in the mutual fund business (and elsewhere in the
securities industry) involving so-called soft dollars. These are essentially hidden costs, and, as the
Investment Updates box describes, can make it difficult to compare fund expenses from one fund to
the next.

Investment Updates: Soft Dollars

Why Pay Loads and Fees?
Given that pure no-load funds exist, you might wonder why anyone would buy load funds or
funds with substantial CDSC or 12b-1 fees. It is becoming increasingly difficult to give a good answer
to this question. At one time, there simply weren't many no-load funds; those that existed weren't
widely known. Today, there are many good no-load funds, and competition among funds is forcing
many funds to lower or do away with loads and other fees.
Having said this, there are basically two reasons that you might want to consider a load fund
or a fund with above average fees. First, you may simply want a fund run by a particular manager.
A good example of this is the Fidelity Magellan Fund we mentioned earlier. For much of its life, it
was run by Peter Lynch, who is widely regarded as one of the most successful managers in the history
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of the business. The Magellan Fund was (and is) a load fund, leaving you had no choice but to pay
the load to obtain Lynch’s expertise.
The other reason to consider paying a load is that you want a specialized type of fund. For
example, you might be interested in investing in a fund that invests only in a particular foreign country
such as Brazil. We'll discuss such specialty funds in a later section, but for now we note that there is
little competition among specialty funds, and as a result, loads and fees tend to be higher.

CHECK THIS
4.3a

What is the difference between a load fund and a no-load fund?

4.3b

What are 12b-1 fees?

4.4 Short-Term Funds
Mutual funds are usually divided into two major groups, short-term funds and long-term
funds. Short-term funds are collectively known as money market mutual funds. Long-term funds
essentially include everything that is not a money market fund. We discuss long-term funds in our
next section; here we focus on money market funds.

Money Market Mutual Funds
As the name suggests, money market mutual funds, or MMMFs, specialize in money
market instruments. As we described in Chapter 3, these are short-term debt obligations issued by
governments and corporations. Money market funds were introduced in the early 1970s and have
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grown tremendously. By 1999, about 1,000 money market funds managed over $1.4 trillion in assets
for 35 million investors. All money market funds are open-end funds.
(marg. def. money market mutual fund A mutual fund specializing in money market
instruments.)
Most money market funds invest in high-quality, low-risk instruments with maturities of less
than 90 days. As a result, they have relatively little risk. However, some buy riskier assets or have
longer maturities than others, so they do not all carry equally low risk. For example, some buy only
very short-term U.S. government securities and are therefore essentially risk-free. Others buy mostly
securities issued by corporations which entail some risk. We discuss the different types of money
market instruments and their relative risks in Chapter 9.

Money Market Fund Accounting
A unique feature of money market funds is that their net asset values are always $1 per share.
This is purely an accounting gimmick, however. A money market fund simply sets the number of
shares equal to the fund's assets. In other words, if the fund has $100 million in assets, then it has
100 million shares. As the fund earns interest on its investments, the fund owners are simply given
more shares.
The reason money market mutual funds always maintain a $1 net asset value is to make them
resemble bank accounts. As long as a money market fund invests in very safe, interest-bearing, short
maturity assets, its net asset value will not drop below $1 per share. However, there is no guarantee
that this will not happen, and the term “breaking the buck” is used to describe dropping below $1 in
net asset value. This is a very rare occurrence, but. in 1994. several large money market funds
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experienced substantial losses because they purchased relatively risky derivative assets and broke the
buck, so it definitely can happen.

Taxes and Money Market Funds
Money market funds are either taxable or tax-exempt. Taxable funds are more common; of
the $1.5 trillion in total money market fund assets in 1999, taxable funds accounted for about
84 percent. As the name suggests, the difference in the two fund types lies in their tax treatment. As
a general rule, interest earned on state and local government (or “municipal”) securities is exempt
from federal income tax. Nontaxable money market funds therefore buy only these types of taxexempt securities.
Some tax-exempt funds go even further. Interest paid by one state is often subject to state
taxes in another. Some tax-exempt funds therefore buy only securities issued by a single state. For
residents of that state, the interest earned is free of both federal and state taxes. For beleaguered New
York City residents, there are even “triple tax-free” funds that only invest in New York City
obligations, thereby allowing residents to escape federal, state, and local income taxes on the interest
received.
Because of their favorable tax treatment, tax-exempt money market instruments have much
lower interest rates, or yields.3 For example, in early 1999, taxable money funds offered about
4.6 percent interest, whereas tax-exempt funds offered only 2.8 percent interest. Which is better
depends on your individual tax bracket. If you're in a 40 percent bracket, then the taxable fund is

3

We discuss how yields on money market instruments are calculated in Chapter 9.
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paying only 4.6% × (1 - .40) = 2.76% on an after tax basis, so you're slightly better off with the taxexempt fund.
Example 4.4: Taxes and Money Market Fund Yields. In our discussion just above, suppose you were
in a 25 percent bracket. Which type of fund is more attractive?
On an after tax basis, the taxable fund is offering 4.6% × (1 - .25) = 3.45%, so the taxable
fund is more attractive.

Money Market Deposit Accounts
Most banks offer what are called “money market” deposit accounts, or MMDAs, which are
much like money market mutual funds. For example, both money market funds and money market
accounts generally have limited check-writing privileges.
There is a very important distinction between such a bank-offered money market account and
a money market fund, however. A bank money market account is a bank deposit and offers FDIC
protection, whereas a money market fund does not. A money market fund will generally offer SIPC
protection, but this is not a perfect substitute. Confusingly, some banks offer both money market
accounts and, through a separate, affiliated entity, money market funds.

CHECK THIS
4.4a

What is a money market mutual fund? What are the two types?

4.4b

How do money market funds maintain a constant net asset value?
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4.5 Long-Term Funds
There are many different types of long-term funds. Historically, mutual funds were classified
as stock, bond, or income funds. As a part of the rapid growth in mutual funds, however, it is
becoming increasingly difficult to place all funds into these three categories. Also, providers of mutual
fund information do not use the same classification schemes.
Mutual funds have different goals, and a fund's objective is the major determinant of the fund
type. All mutual funds must state the fund's objective in the prospectus. For example, the Fidelity
Retirement Growth Fund we discussed earlier states in its prospectus:
The fund seeks capital appreciation by investing substantially in common stocks. In
pursuit of its goal, the fund has the flexibility to invest in large or small domestic or
foreign companies. The fund does not place any emphasis on income.
Thus this fund invests in different types of stocks with the goal of capital appreciation without regard
to dividend income. This is clearly a stock fund, and it would further be classified as a “capital
appreciation” fund or “aggressive growth” fund, depending on whose classification scheme is used.
Mutual fund objectives are an important consideration; unfortunately, the truth is they
frequently are too vague to provide useful information. For example, a very common objective reads
like this: “The Big Bucks Fund seeks capital appreciation, income, and capital preservation.”
Translation: the fund seeks to (1) increase the value of its shares, (2) generate income for its
shareholders, and (3) not lose money. Well, don't we all! More to the point, funds with very similarsounding objectives can have very different portfolios, and consequently, very different risks. As a
result, it is a mistake to look only at a fund's stated objective: Actual portfolio holdings speak louder
than prospectus promises.
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In our next section, we discuss information available on mutual funds, focusing on the Wall
Street Journal, which uses a mutual fund classification scheme from Lipper Analytical Services, Inc.,
a major provider of mutual fund information. A brief description of the Lipper categories is given in
Figure 4.3. For the sake of consistency, we generally follow this classification in discussing fund
types. Thus the four major categories we discuss are stock funds, taxable bond funds, municipal bond
funds, and combined stock and bond funds.

Figure 4.3 about here

Stock Funds
Stock funds exist in great variety. We consider nine separate general types and some subtypes.
We also consider some new varieties that don't fit in any category.

CAPITAL APPRECIATION

VERSUS INCOME

The first four types of stock funds trade off capital

appreciation and dividend income.
1.

CAPITAL APPRECIATION As in our example just above, these funds seek maximum capital
appreciation. They generally invest in whatever companies have, in the opinion of the fund
manager, the best prospects for share price appreciation without regard to dividends,
company size, or, for some funds, country. Often this means investing in unproven companies
or perceived out-of-favor companies.

2.

GROWTH These funds also seek capital appreciation, but they tend to invest in larger, more
established companies. Such funds may be somewhat less volatile as a result. Dividends are
not an important consideration.

3.

GROWTH AND INCOME Capital appreciation is still the main goal, but at least part of the focus
is on dividend-paying companies.

4.

EQUITY INCOME These funds focus almost exclusively on stocks with relatively high dividend
yields, thereby maximizing the current income on the portfolio.

20 CHAPTER 4
Among these four fund types, the greater the emphasis on growth, the greater the risk, at least as a
general matter. Again, however, these are only rough classifications. Equity income funds, for
example, frequently invest heavily in public utility stocks; such stocks had heavy losses in the first part
of the 1990s.

COMPANY SIZE-BASED FUNDS These next two fund types focus on companies in a particular size
range.
1.

SMALL COMPANY As the name suggests, these funds focus on stocks in small companies,
where “small” refers to the total market value of the stock. Such funds are often called
“small-cap” funds, where “cap” is short for total market value or capitalization. In Chapter 1,
we saw that small stocks have traditionally performed very well, at least over the long run,
hence the demand for funds that specialize in such stocks. With small company mutual funds,
what constitutes small is variable, ranging from perhaps $10 million up to $1 billion or so in
total market value, and some funds specialize in smaller companies than others. Since most
small companies don't pay dividends, these funds necessarily emphasize capital appreciation.

2.

MIDCAP These funds usually specialize in stocks that are too small to be in the S&P 500
index but too large to be considered small stocks.

INTERNATIONAL FUNDS The next two fund groups invest internationally. Research has shown that
diversifying internationally can significantly improve the risk-return trade-off for investors, and
international funds have been among the most rapidly growing. However, that growth slowed sharply
in the late 1990's.
1.

GLOBAL These funds have substantial international holdings but also maintain significant
investments in U.S. stocks.

2.

INTERNATIONAL These funds are like global funds, except they focus on non-U.S. equities.
Among international funds, some specialize in specific regions of the world, such as Europe,

the Pacific Rim, or South America. Others specialize in individual countries. Today, there is at least
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one mutual fund specializing in essentially every country in the world that has a stock market,
however small.
International funds that specialize in countries with small or recently established stock markets
are often called emerging markets funds. Almost all single-country funds, and especially emerging
markets funds, are not well-diversified and have historically been extremely volatile.
Many funds that are not classified as international funds may actually have substantial overseas
investments, so this is one thing to watch out for. For example, as of the end of 1993, the Templeton
Capital Accumulator Fund, which was classified as a growth fund, had 80 percent of its portfolio
invested internationally.

SECTOR FUNDS Sector funds specialize in specific sectors of the economy and often focus on
particular industries or particular commodities. There are far too many different types to list here.
There are funds that only buy software companies, and funds that only buy hardware companies.
There are funds that specialize in natural gas producers, oil producers, and precious metals producers.
In fact, essentially every major industry in the U.S. economy is covered by at least one fund.
One thing to notice about sector funds is that, like single-country funds, they are obviously
not well-diversified. Every year, many of the best performing mutual funds (in terms of total return)
are sector funds simply because whatever sector of the economy is hottest will generally have the
largest stock price increases. Funds specializing in that sector will do well. In the same vein, and for
the same reason, the worst performing funds are also almost always some type of sector fund. When
it comes to mutual funds, past performance is almost always an unreliable guide to future
performance; nowhere is this more true than with sector funds.
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OTHER FUND TYPES AND ISSUES Three other types of stock funds that don't fit easily into one of the
above categories bear discussing: index funds, so-called social conscience funds, and tax-managed
funds.
1.

INDEX FUNDS. Index funds simply hold the stocks that make up a particular index in the same
relative proportions as the index. The most important index funds are S&P 500 funds, which
are intended to track the performance of the S&P 500, the large stock index we discuss in
Chapter 1. By their nature, index funds are passively managed, meaning that the fund manager
only trades as necessary to match the index. Such funds are appealing in part because they are
generally characterized by low turnover and low operating expenses.
Another reason index funds have grown rapidly is that there is considerable debate
over whether mutual fund managers can consistently beat the averages. If they can't, the
argument runs, why pay loads and management fees when it's cheaper just to buy the averages
by indexing? We discuss this issue in more detail later.

2.

SOCIAL CONSCIENCE FUNDS These funds are a relatively new creation. They invest only in
companies whose products, policies, or politics are viewed as socially desirable. The specific
social objectives range from environmental issues to personnel policies. As the accompanying
Investment Updates box shows, the Parnassus Fund is a well-known example, avoiding the
alcoholic beverage, tobacco, gambling, weapons, and nuclear power industries.

Investment Updates: Parnassus Fund

Of course, consensus on what is socially desirable or responsible is hard to find. In fact, there
are so-called sin funds (and sector funds) that specialize in these very industries!
3.

TAX-MANAGED FUNDS Taxable mutual funds are generally managed without regard for the
tax liabilities of fund owners. Fund managers focus on (and are frequently rewarded based on)
total pretax returns. However, recent research has shown that some fairly simple strategies
can greatly improve the after-tax returns to shareholders and that focusing just on pretax
returns is not a good idea for taxable investors.
Tax-managed funds try to hold down turnover to minimize realized capital gains, and
they try to match realized gains with realized losses. Such strategies work particularly well
for index funds. For example, the Schwab 1000 Fund is a fund that tracks the Russell 1000
index, a widely followed 1,000-stock index. However, the fund will deviate from strictly
following the index to a certain extent to avoid realizing taxable gains, and, as a result, the
fund holds turnover to a minimum. Fund shareholders have largely escaped taxes as a result.
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We predict funds promoting such strategies will become increasingly common as investors
become more aware of the tax consequences of fund ownership.
Taxable and Municipal Bond Funds
Most bond funds invest in domestic corporate and government securities, although some
invest in foreign government and non-U.S. corporate bonds as well. As we will see, there are a
relatively small number of bond fund types.
There are basically five characteristics that distinguish bond funds:
1.

Maturity range. Different funds hold bonds of different maturities, ranging
from quite short (2 years) to quite long (25 - 30 years).

2.

Credit quality. Some bonds are much safer than others in terms of the
possibility of default. United States government bonds have no default risk,
while so-called junk bonds have significant default risk.

3.

Taxability. Municipal bond funds buy only bonds that are free from federal
income tax. Taxable funds buy only taxable issues.

4.

Type of bond. Some funds specialize in particular types of fixed income
instruments such as mortgages.

5.

Country. Most bond funds buy only domestic issues, but some buy foreign
company and government issues.

SHORT -TERM AND INTERMEDIATE TERM FUNDS As the names suggest, these two fund types focus
on bonds in a specific maturity range. Short-term maturities are generally considered to be less than
five years. Intermediate-term would be less than 10 years. There are both taxable and municipal bond
funds with these maturity targets.
One thing to be careful of with these types of funds is that the credit quality of the issues can
vary from fund to fund. One fund could hold very risky intermediate term bonds, while another might
hold only U.S. government issues with similar maturities.

24 CHAPTER 4
GENERAL FUNDS For both taxable and municipal bonds, this category is kind of a catch-all. Funds in
this category simply don't specialize in any particular way. Our warning just above concerning varied
credit quality applies here. Maturities can differ substantially as well.

HIGH YIELD FUNDS High-yield municipal and taxable funds specialize in low-credit quality issues.
Such issues have higher yields because of their greater risks. As a result, high-yield bond funds can
be quite volatile.

MORTGAGE FUNDS A number of funds specialize in so-called mortgage-backed securities such as
Government National Mortgage Association, referred to as Ginnie Mae issues. We discuss this
important type of security in detail in Chapter 13. There are no municipal mortgage-backed securities
(yet), so these are all taxable bond funds.

WORLD FUNDS A relatively limited number of taxable funds invest worldwide. Some specialize in only
government issues; others buy a variety of non-U.S. issues. These are all taxable funds.

INSURED FUNDS This is a type of municipal bond fund. Municipal bond issuers frequently purchase
insurance that guarantees the bond's payments will be made. Such bonds have very little possibility
of default, so some funds specialize in them.

SINGLE-STATE MUNICIPAL FUNDS Earlier we discussed how some money market funds specialize in
issues from a single state. The same is true for some bond funds. Such funds are especially important
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in large states such as California and higher-tax states. Confusingly, this classification only refers to
long-term funds. Short and intermediate single state funds are classified with other maturity-based
municipal funds.

Stock and Bond Funds
This last major fund group includes a variety of funds. The only common feature is that these
funds don't invest exclusively in either stocks or bonds. For this reason, they are often called
“blended” or “hybrid” funds. We discuss a few of the main types.

BALANCED FUNDS Balanced funds maintain a relatively fixed split between stocks and bonds. They
emphasize relatively safer, high quality investments. Such funds provide a kind of “one-stop”
shopping for fund investors, particularly smaller investors, because they diversify into both stocks and
bonds.

ASSET ALLOCATION FUNDS Two types of funds carry this label. The first is an extended version of
a balanced fund. Such a fund holds relatively fixed proportional investments in stocks, bonds, money
market instruments, and perhaps real estate or some other investment class. The target proportions
may be updated or modified periodically.
The other type of asset allocation fund is often called a flexible portfolio fund. Here, the fund
manager may hold up to 100 percent stocks, bonds, or money market instruments, depending on her
views about the likely performance of these investments. These funds essentially try to time the
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market, guessing which general type of investment will do well (or least poorly) over the months
ahead.

CONVERTIBLE FUNDS Some bonds are convertible, meaning they can be swapped for a fixed number
of shares of stock at the option of the bondholder. Some mutual funds specialize in these bonds.

INCOME

FUNDS

An income fund emphasizes generating dividend and coupon income on its

investments, so it would hold a variety of dividend-paying common and preferred stocks and bonds
of various maturities.

CHECK THIS
4.5a

What are the three major types of long-term fund? Give several examples of each and describe
their investment policies.

4.5b

What do single-state municipal funds, single-country stock funds, and sector stock funds have
in common?

4.5c

What are the distinguishing characteristics of a bond fund?

4.6 Mutual Fund Performance
We close our discussion of open-end mutual funds by looking at some of the performance
information reported in the financial press. We then discuss the usefulness of such information for
selecting mutual funds.
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Mutual Fund Performance Information
Mutual fund performance is very closely tracked by a number of organizations. Financial
publications of all types periodically provide mutual fund data, and many provide lists of
recommended funds. We examine Wall Street Journal information in this section, but by no means
is this the only source or the most comprehensive.4 However, the Wall Street Journal is a particularly
timely source because it reports mutual fund year-to-date returns on a daily basis, and it provides a
summary of average investment performance by fund category on a regular basis. The information
we consider here applies only to open-end funds.

Figure 4.4 about here

Figure 4.4 reproduces a “Performance Yardsticks,” a feature appearing in the Journal each
Friday. This box compares the recent investment performance of 32 fund categories, including
16 equity funds, 9 taxable bond funds, 5 municipal bond funds, gold funds, and balanced stock and
bond funds.

Figure 4.5 about here

Figure 4.5 is a small section of the mutual fund price quotations reported in the Wall Street
Journal daily. All of the funds listed in Figure 4.5 belong to the very large family of funds managed
by Fidelity Investments. An arrow points to one particular fund, the Blue Chip Growth Fund
(abbreviated BluCh). After the name of the fund, the next thing listed is the net asset value, or NAV,
4

For more detailed information, publications from companies such as Morningstar,
Weisenberger, and Value Line are often available in the library. Of course, a mutual fund's
prospectus and annual report contain a great deal of information as well.
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as of the close of trading. Here we see that Blue Chip closed at a price of $42.76. Next we have the
change in the NAV from the previous day, revealing that the Blue Chip Fund gained 50 cents per
share. Finally, the last column reports the fund’s year-to-date performance, up 14.4 percent in this
case.
In Figure 4.5, notice that a number of funds have the small letter “r” immediately after their
names. This indicates that a redemption charge may apply. For the funds listed here, this most
commonly occurs with the single-country funds, such as Canada, France, Germany, Japan..

How Useful Are Fund Performance Ratings?
If you look at the 3-year and 5-year returns reported in Figure 4.4, you might wonder why
anyone would buy a fund in a category other than those with the highest returns. Well, the lessons
learned in Chapter 1 suggest the answer that these historical returns do not consider the riskiness of
the various fund categories. For example, if the market has done well, the best ranked funds may
simply be the riskiest funds, since the riskiest funds normally perform the best in a rising market. In
a market downturn, however, these best ranked funds are most likely to become the worst ranked
funds, since the riskiest funds normally perform the worst in a falling market.
These problems with performance measures deal with the evaluation of historical
performance. However, there is an even more fundamental criterion. Ultimately, we don't care about
historical performance; we care about future performance. Whether historical performance is useful
in predicting future performance is the subject of ongoing debate.
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CHECK THIS
4.6a

Which mutual fund in Figure 4.5 had the best year-to-date return? The worst?

4.6b

What are some of the problems with comparing historical performance numbers?

4.7 Closed-End Funds
It is probably fitting that we close our mutual fund chapter with a discussion of closed-end
funds. As we will see, such funds have some unusual aspects.

Closed-End Funds Performance Information
As we described above, the major difference between a closed-end fund and an open-end fund
is that closed-end funds don't buy and sell shares. Instead, there is a fixed number of shares in the
fund, and these shares are bought and sold on the open market. About 500 closed-end funds have
their shares traded on U.S. stock exchanges, which is far fewer than the roughly 8,000 open-end
mutual funds available to investors.
Figure 4.6 shows some NYSE quotes from the Wall Street Journal. An arrow points to the
Mexico Fund, a closed-end single-country fund. Such funds are one of the more common closed-end
fund types. Single-state municipal bond funds are another common type (see, for example, listings
beginning with “Nuveen” in the Journal).

Figure 4.6 about here

In Figure 4.6, notice how the listing for the Mexico Fund is almost indistinguishable from the
common stock listing for Micron Technology (MU) immediately below it. The first tipoff that it is
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a fund and not a stock is the letters “Fd” at the end of the fund’s name indicating the abbreviation for
a “fund.” Another tipoff is that no PE ratio is reported, although the same is true for many stocks
with PE ratios that are not meaningful.

The Closed-End Fund Discount Mystery
Wall Street has many unsolved puzzles, and one of the most famous and enduring has to do
with prices of shares in closed-end funds. As noted earlier, shares in closed-end funds trade in the
marketplace. As a result, share prices can differ from net asset values. In fact, most closed-end funds
sell at a discount relative to their net asset values, and the discount is sometimes substantial.
For example, suppose a closed-end fund owns $100 million worth of stock. It has 10 million
shares outstanding, so the NAV is clearly $10. It would not be at all unusual, however, for the share
price to be only $9, indicating a 10 percent discount. What is puzzling about this discount is that you
can apparently buy $10 worth of stock for only $9!

Investment Updates: Closed-End Fund Discounts

To make matters even more perplexing, the typical discount fluctuates over time. As the
accompanying Investment Updates box explains, sometimes the discount is very wide; at other times,
it almost disappears. Despite a great deal of research, the closed-end fund discount phenomenon
remains largely unexplained.
Because of the discount available on closed-end funds, it is often argued that funds with the
largest discounts are attractive investments. The problem with this argument is that it assumes that
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the discount will narrow or disappear. Unfortunately, this may or may not happen; the discount might
get even wider.
Sometimes, although not often, the average closed-end fund sells at a premium, implying that
investors are willing to pay more than the NAV for shares. This case is not quite as perplexing;
however, after all, investors in load funds do the same thing. The reasons we discussed for paying
loads might apply to these cases.
One last comment on closed-end funds seems appropriate. When a closed-end fund is first
created, its shares are offered for sale to the public. For example, a closed-end fund might raise $50
million by selling 5 million shares to the public at $10 per share (the original offer price is almost
always $10), which is the fund's NAV.
If you pay $10, then you are very likely to shortly discover two unpleasant facts. First, the
fund promoter will be paid, say, 7 percent of the proceeds right off the top, or about $3.5 million (this
will be disclosed in the prospectus). This fee will come out of the fund, leaving a total value of $46.5
million and a NAV of $9.30. Further, as we have seen, the shares will probably trade at a discount
relative to NAV in the market, so you would lose another piece of your investment almost
immediately. In short, newly offered closed-end funds are generally very poor investments.

CHECK THIS
4.7a

What is the closed-end fund puzzle?

4.7b

Why are newly offered closed-end funds often a poor investment?

32 CHAPTER 4
4.8 Summary and Conclusions
We have covered many aspects of mutual fund investing in this chapter. We have seen that
there are thousands of mutual funds and dozens of types. A few of the more important distinctions
we made can be summarized as follows:
1.

Some funds are open-end and some are closed-end. Open-end funds stand ready to buy or sell
shares. Closed-end funds do not; instead, their shares trade on the stock exchanges.

2.

Some open-end funds have front-end loads, meaning that there is a fee tacked on to the fund's
net asset value when you buy. Other funds are no-load. Various costs and fees exist, including
back-end loads and 12b-1 fees.

3.

Funds have very different objectives and, as a result, very different risk and return potentials.
Furthermore, funds with similar sounding objectives can, in fact, be quite different. It is
important to consider a fund's actual holdings and investment policies, not just read its stated
objective.

4.

Mutual fund information is widely available, but performance information should be used with
caution. The best performing funds are often the ones with the greatest risks or the ones that
just happened to be in the right investment at the right time.

Key Terms
investment company

front-end load

open-end fund
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Money Market Mutual Fund
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Get Real!
This chapter covered the essentials of mutual funds. How should you, as an investor or
investment manager, put this information to work?
The first thing to do is to start looking at mutual fund prospectuses. These are written
to be accessible to novice investors (or, at least, they are supposed to be written that
way). The best way to begin exploring is to visit web sites. Almost any large mutual
fund company will have extensive on-line information available. Links to some of the
better known families are available at our web page. It is important to look at different
funds within a given family and also to look across families. Compare growth funds to
growth funds, for example. This adventure will give you some of the real-life
background you need to select the types of funds most suitable for you or someone
else.
Once you have examined prospectuses on different funds, it’s time to invest. Beginning
with your simulated account, pick a few funds, invest, and observe the outcomes.
Open-end mutual funds are probably the place most of you will begin investing real
dollars. An initial purchase can be made with a relatively small amount, perhaps $500,
and subsequent purchases can be made in amounts of as little as $50.
Most important of all, most employers now provide employees with retirement plans.
The way these work is that, typically, your employer will make a contribution to a
mutual fund you select (often from a fairly limited set). Your employer may even
match or more than match a contribution you make. Such plans may be the only
retirement benefit offered, but they can be an extraordinary opportunity for those who
take full advantage of them by getting the largest possible match and then investing in
a suitable fund. It’s an important choice, so the more knowledge you have regarding
mutual funds, the better your outcome is likely to be.
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STOCK-TRAK FAST TRACK
TRADING MUTUAL FUNDS WITH STOCK-TRAK
Stock-Trak allows you to trade mutual funs as simply as it allows you to trade common
stocks. There are some restrictions: you cannot use margin to buy mutual fund shares and fund shares
cannot be sold short. You should consult the most recent Stock-Trak rules at their website
(www.stocktrak.com) for other restrictions that might apply.
To trade mutual funds with Stock-Trak, you must know the ticker symbol of the fund whose
shares you wish to buy or sell. Unfortunately, you cannot find mutual fund ticker symbols in the Wall
Street Journal. Mutual fund ticker symbols can be conveniently obtained through many quote servers
on the internet, as for example the Yahoo internet quote server (quote.yahoo.com). You simply type
the name of the mutual fund into the symbol look-up function and submit it to the quote server. After
you have the ticker symbol for the fund of interest, you can use it just like a stock ticker to get a price
quote from the quote server.
Mutual fund ticker symbols normally contain five letters, where the last letter is an X. For
example, FMAGX is the ticker for the Fidelity Magellan Fund, VFINX is the ticker for the Vanguard
Index Trust 500 Fund, and SNXFX is the ticker for the Schwab 1000 Equity Fund.
When buying mutual fund shares, you take a long position hoping the fund’s share price will
increase. Suppose you want to invest $10,000 in the Kemper Small Capital Value Fund, which has
the ticker symbol KDSAX. You submit your order as “buy $10,000 KDSAX.” Later, suppose you
want to sell $4,000 in KDSAX shares. You submit this order as “sell $4,000 KDSAX.”
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STOCK-TRAK EXERCISES
1.

Look up stock ticker symbols for these mutual funds: Templeton Foreign Equity Fund,
Strong Growth Fund, T. Rowe Price Blue Chip Growth Fund.
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Chapter 4
Mutual Funds
Questions and problems
Review Problems and Self-Test
1.

Front-end loads The Madura HiGro Fund has a net asset value of $50 per share. It charges
a 3 percent load. How much will you pay for 100 shares?

2.

Turnover The Starks Income Fund’s average daily total assets were $100 million for the
year just completed. Its stock purchases for the year were $20 million, while its sales were
$12.5 million. What was its turnover?

Answers to Self-Test Problems
1.

You will pay 100 times the offering price. Since the load is computed as a percentage of the
offering price, we can compute the offering price as follows:
Net asset value = (1 - Front-end load) × Offering price
In other words, the NAV is 97 percent of the offering price. Since the NAV is $50, the
offering price is $50/0.97 = $51.55. You will pay $5,155 in all, of which $155 is a load.

2.

Turnover is the lesser of purchases or sales divided by average daily assets. In this case, sales
are smaller at $12.5, so turnover is $12.5/$100 = .125 times.
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Test Your IQ (Investment Quotient)
1.

Mutual Fund Investing Which of the following is the least likely advantage of mutual fund
investing?
a.
b.
c.
d.

2.

Open-End Funds
a.
b.
c.
d.

3.

5.

Which of the following is most true of a closed-end investment

the fund’s share price is usually greater than net asset value
the fund’s share price is set equal to net asset value
fund shares outstanding vary with purchases and redemptions by shareholders
fund shares outstanding are fixed at the issue date

Closed-End Funds
a.
b.
c.
d.

An open-end mutual fund is owned by which of the following?

an investment company
an investment advisory firm
a “family of funds” mutual fund company
its shareholders

Closed-End Funds
company?
a.
b.
c.
d.

4.

diversification
professional management
convenience
mutual fund returns are normally higher than market average returns

A closed-end fund is owned by which of the following?

an investment company
an investment advisory firm
a “family of funds” mutual fund company
its shareholders

Investment Advisory Firms
Which of the following is not true about the typical
relationship between a mutual fund and an investment advisory firm? The investment advisory
firm
a.
b.
c.
d.

owns the mutual fund
manages the mutual fund’s assets
manages shareholder purchase and redemption operations
receives a management fee for services rendered
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6.

Fund Types Which mutual fund type is most likely to own stocks paying the highest
dividend yields?
a.
b.
c.
d.

7.

Fund Types Which mutual fund type is most likely to own stocks paying the lowest
dividend yields?
a.
b.
c.
d.

8.

index fund
municipal bond fund
income fund
growth fund

Fund Types Which mutual fund type will most likely incur the smallest tax liability for its
investors?
a.
b.
c.
d.

10.

capital appreciation fund
equity income fund
growth and income fund
growth fund

Fund Types Which mutual fund type will most likely incur the greatest tax liability for its
investors?
a.
b.
c.
d.

9.

capital appreciation fund
equity income fund
growth and income fund
growth fund

index fund
municipal bond fund
income fund
growth fund

Fund Types Which mutual fund type will most likely incur the greatest overall risk levels
for its investors?
a.
b.
c.
d.

large-cap index fund
insured municipal bond fund
money market mutual fund
small-cap growth fund
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11.

Fund Types Which mutual fund type will most likely incur the smallest overall risk levels
for its investors?
a.
b.
c.
d.

12.

12b-1 fees
front-end load
back-end load
contingent deferred sales charge (CDSC)

Mutual Fund Fees Over a five-year period and accounting for the time value of money,
which of the following mutual fund fees produces the biggest expense?
a.
b.
c.
d.

15.

12b-1 fees
front-end load
back-end load
contingent deferred sales charge (CDSC)

Mutual Fund Fees Which of the following mutual fund fees will most likely be the biggest
expense for a long-term fund investor?
a.
b.
c.
d.

14.

large-cap index fund
insured municipal bond fund
money market mutual fund
small-cap growth fund

Mutual Fund Fees Which of the following mutual fund fees is assessed on an annual basis?
a.
b.
c.
d.

13.
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1 percent annual 12b-1 fees
5 percent front-end load
5 percent back-end load
5 percent contingent deferred sales charge (CDSC)

Mutual Fund Fees Which of the following mutual fund fees and expenses is the most
difficult for investors to assess?
a.
b.
c.
d.

sales charges or “loads”
12b-1 fees
management fees
trading costs
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Chapter Questions and Problems
Core Questions
1.

Fund Ownership

Who actually owns a mutual fund? Who runs it?

2.

Loads Given that no-load funds are so widely available, why would a rational investor pay a
front-end load? More generally, why don’t fund investors always seek out funds with the lowest
loads, management fees, and other fees?

3.

Money Market Funds Is it true that the NAV of a money market mutual fund never changes?
How is this possible?

4.

Money Market Deposits Accounts What is the difference between a money market deposit
account and a money market mutual fund? Which is riskier?

5.

Net Asset Value The World Income Appreciation Fund has current assets with a market value
of $2.5 billion and has 75 million shares outstanding. What is the net asset value (NAV) for this
mutual fund?

6.

Front-End Loads Suppose the mutual fund in the previous problem has a current market price
quotation of $36.03. Is this a load fund? If so, calculate the front-end load.

7.

Calculating NAV The ANZUS Growth and Equity Fund is a “low-load” fund. The current
offer price quotation for this mutual fund is $56.00, and the front-end load is 2.5 percent. What
is the NAV? If there are 12.5 million shares outstanding, what is the current market value of
assets owned by the ANZUS fund?

8.

Fund Goals What is a capital appreciation fund? An equity income fund? Which is likely to
be riskier? Why?

9.

Money Market Funds The Johnson Liquid Assets Money Market Mutual Fund has a NAV
of $1 per share. During 1999, the assets held by this fund appreciated by 6.9 percent. If you had
invested $25,000 in this fund at the start of the year, how many shares would you own at the end
of the year? What will the NAV of this fund be at the end of 1999? Why?

10. Open versus Closed-End Funds If you were concerned about the liquidity of mutual fund
shares that you held, would you rather hold shares in a closed-end or open-end fund? Why?
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Use the following mutual fund entry from The Wall Street Journal to answer the next two
questions:
Hankey r 10.25 +.10 +3.5
11. Mutual Fund Information What is this fund’s objective? Its NAV? What was the NAV
yesterday? If you buy 100 shares in the fund, what will it cost you?
12. Mutual Fund Performance

What does the +3.5 tell us about the Hankey fund?

Intermediate Questions
13. Calculating Turnover A sector fund specializing in commercial bank stocks had average daily
assets of $1.2 billion in 1999. This fund sold $650 million worth of stock during the year, and
its turnover ratio was .45. How much stock did this mutual fund purchase during the year?
14. Calculating Fees In the previous problem, suppose the annual operating expense ratio for the
mutual fund in 1999 is 1.25 percent, and the management fee is .85 percent. How much money
did the fund’s management earn during 1995? If the fund doesn’t charge any 12b-1 fees, how
much were miscellaneous and administrative expenses during the year?
15. Calculating Fees You purchased 2,000 shares in the New Pacific Growth Fund on January
2, 1999 at an offering price of $18.75 per share. The front-end load for this fund is 6 percent,
and the back-end load for redemptions within one year is 3 percent. The underlying assets in this
mutual fund appreciate (including reinvested dividends) by 18 percent during 1995, and you sell
back your shares at the end of the year. If the operating expense ratio for the New Pacific fund
is 1.35 percent, what is your total return from this investment? What do you conclude about the
impact of fees in evaluating mutual fund performance?
16. Calculating Fees Suppose in the previous problem that the mutual fund has no front-end load
or back-end load. Further suppose that the operating expense ratio for the fund is .85 percent.
What is your return on investment now?
17. Taxes and MMMFs Suppose you’re evaluating three alternative MMMF investments. The
first fund buys a diversified portfolio of municipal securities from across the country and yields
4.8 percent. The second fund buys only taxable, short-term commercial paper and yields 7.5
percent. The third fund specializes in the municipal debt from the state of New Jersey and yields
4.5 percent. If you are a New Jersey resident, your federal tax bracket is 35 percent, and your
state tax bracket is 8 percent, which of these three MMMFs offers you the highest after-tax
yield?
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18. Taxes and MMMFs In the previous problem, which MMMF offers you the highest yield if
you are a resident of Texas, which has no state income tax?
19. Closed-End Funds The Argentina Fund has $275 million in assets and sells at a 12.5 percent
discount to NAV. If the quoted share price for this closed-end fund is $8.75, how many shares
are outstanding? If you purchase 1,000 shares of this fund, what will the total shares outstanding
be now?
20. Closed-End Fund Discounts Suppose you purchase 5,000 shares of a closed-end mutual fund
at its initial public offering; the offer price is $10 per share. The offering prospectus discloses that
the fund promoter gets a 9 percent fee from the offering. If this fund sells at a 10 percent
discount to NAV the day after the initial public offering, what is the value of your investment?
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Chapter 4
Mutual Funds
Answers and solutions
Answers to Multiple Choice Questions
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

D
D
D
D
A
B
D
C
B
D
C
A
A
B
D

Answers to Chapter Questions and Problems
1.

Mutual funds are owned by fund shareholders. A fund is run by the fund manager, who is hired
by the fund’s directors. The fund’s directors are elected by the shareholders.

2.

A rational investor might pay a load because he or she desires a particular type of fund or fund
manager for which a no-load alternative does not exist. More generally, some investors feel you
get what you pay for and are willing to pay more. Whether they are correct or not is a matter of
some debate. Other investors simply are not aware of the full range of alternatives.

3.

The NAV of a money market mutual fund is never supposed to change; it is supposed to stay at
a constant $1. It never rises; only in very rare instances does it fall. Maintaining a constant NAV
is possible by simply increasing the number of shares as needed such that the number of shares
is always equal to the total dollar value of the fund.

4.

A money market deposit account is essentially a bank savings account. A money market mutual
fund is a true mutual fund. A bank deposit is insured by the FDIC, so it is safer, at least up to the
maximum insured amount.

5.

NAV = $2.5B / 75M = $33.33
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6.

Since the price quote is higher than NAV, this is a load fund.
Load = ($36.03 – $33.33)/$36.03 = 7.5%

7.

NAV = $56(1 – .025) = $54.60 ; Market value of assets = $54.60(12.5M) = $682.5M

8.

A capital appreciation fund seeks maximum possible growth without regard to income; an equity
income fund is concerning with generating dividend income first, with growth a secondary goal.
Generally speaking, a capital appreciation fund would be substantially riskier because maximum
possible growth usually involves investments in newer, less well-established companies in less
well-established industries.

9.

Initial shares = 25,000. Final shares = 25,000(1.069) = 26,725, and final NAV = $1 because this
is a money market fund.

10. You should probably buy an open end fund because the fund stands ready to buy back shares at
NAV; with a closed-end fund, another buyer must make the purchase, so it may be more difficult
to sell at NAV. We should note that an open end fund may have the right to delay redemption
if it so chooses.
11. It’s a growth (GR) fund. It’s NAV is $10.25; yesterday’s NAV was $0.10 lower, $10.15. The
fund levies a 3.5 percent load, so the offer price is $10.25/(1 - .035) = $10.6218 per share. If you
buy 100 shares, you pay $1,062.18.
12. The fund’s five year ranking is “A.” Its one and three year rankings are lower. The A ranking
means the fund’s average annual return of 18.6 percent is better than at least 80 percent of the
funds with the same objective.
Intermediate
13. Turnover = X/$1.2B = .45 ; X = $540M. This is less than the $650M is sales, so this is the
number used in the calculation of turnover in this case.
14. Management fee = .0085($1.2B) = $10.2M
Miscellaneous and administrative expenses = (.0125 – .0085)$1.2B = $4.8M
15. Initial NAV = $18.75(1 – .06) = $17.625
Final NAV = $17.625(1 + [.18 – .0135] ) = $20.56
Sale proceeds per share = $20.56(1 – .03) = $19.94
Total return = ($19.94 – $18.75)/$18.75 = 6.4%
You earned 6.4% even thought the fund’s investments grew by 18%! The various fees and loads
sharply reduced your return.
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16. Initial NAV = $18.75 ; Final NAV = $18.75(1 + [.18 – .0085] ) = $21.97 = Sale proceeds
Total return = ($21.97 – $18.75)/$18.75 = 17.15%
17. Municipal fund: aftertax yield = .048(1 – .08) = 4.42%
Taxable fund: aftertax yield = .075(1 – .35 – .08) = 4.28%
New Jersey municipal fund: aftertax yield = 4.5% ; choose the New Jersey fund.
18. Municipal fund: aftertax yield = 4.8%
Taxable fund: aftertax yield = .075(1 – .35) = 4.88%
New Jersey municipal fund: aftertax yield = 4.5% ; choose the taxable fund.
19. ($8.75 – NAV)/NAV = –.125 ; NAV = $10
Shares outstanding = $275M/$10 = 27.5M
For closed-end funds, the total shares outstanding are fixed, just as with a common stock
(assuming no net repurchases by the fund or new share issues to the public).
20. NAV at IPO = $10(1 – .09) = $9.10
(P – $9.10)/$9.10 = –.10 ; P = $8.19
The value of your investment is 5,000($8.19) = $40,950, a loss of $9,050 in one day.

