CHAPTER 4
Answers to Questions

1. 

Net asset value (NAV) is equal to the total market value of all the assets (number of shares times current price) divided by the number of shares of the fund outstanding.

2. 

After the initial public sale of the investment company the open-end fund will continue to sell new shares to the public at the NAV with or without a sales charge and will redeem (buy back) shares of the fund at the NAV.  In contrast, the closed-end fund does not buy or sell shares once the original issue is sold.  Therefore, the purchase price or sales price for a closed-end fund is determined in the secondary market.

3. 

Two prices are provided for closed-end investment companies: (1) the NAV which is computed the same as any open-end fund, and (2) the current market price of the shares as determined in the secondary market (e.g., the NYSE).  In the majority of cases the shares are selling at a discount to NAV of about 5-20 percent--i.e., the current market price is 5-20 percent below the NAV.

4. 

The load fund charges a sales commission of about 7.5 -8 percent when you buy the fund shares.  Therefore, when you buy the shares you only get securities worth about 92- 92.5 percent of what you invest.  In contrast, with a no-load fund you pay only the NAV (i.e., there is no sales commission).  Notably, in order to purchase a no-load fund it is necessary to directly contact the fund to buy or sell shares.

5. 

A common stock fund only invests in common stock and typically will not acquire any bonds with the possible exception of convertible bonds.  A balanced fund will invest in stocks and in bonds in various proportions depending upon their outlook for the market.  Because of the combination of stocks and bonds you would expect the balanced fund to have lower risk and return than a pure common stock fund.

6. 

An investor would acquire shares in a money market fund for the same reasons he would put money into a savings account or buy short-term government notes.  Specifi​cally, the investor is probably looking for a low risk, very liquid investment.  The money market fund will almost certainly promise a higher rate of return than a savings account and typically a higher return than a government T-bill.  Further, they are low risk because it is a diversi​fied portfolio of high grade short-term investments like commercial paper, etc.  Finally, there is typically no commission involved and they are very liquid and there is no charge or penalty for withdrawal (i.e., you receive interest daily until the money is withdrawn).

7. 

You definitely should care about how well a mutual fund is diversified.  One of the major advantages of a mutual fund is instant diversification, so it truly is important.  Given the CAPM, it is known that the market only pays for systematic risk so it is important to eliminate unsystematic risk, which is the purpose of diversification.  A portfolio that is completely diversi​fied will be perfectly correlated with the market port​folio (R2 = + 1.00).

8. 

Risk stability is important because an investor will often select a fund on the basis of his risk preference and it is important to know that the fund will remain in the same risk class over time.  The empirical results are generally quite encouraging--funds typically have high correlation of their beta coefficients over time.  Therefore, it is possible that historical risk classes can be used for future investment decisions.  Also, there tends to be a relationship between the return and risk for alternative funds.

9. 

The performance of mutual funds should be judged on a risk-adjusted basis, because it is possible to get high return by simply investing in a portfolio of high beta stocks.  Assuming investors are risk-averse, it is obviously necessary to consider return and risk.  You can envision an example where two funds have a small difference in return that is more than compensated by risk differences: Fund A: Return = 11.5%; Beta = 1.5 and Fund B: Return 11.0%; Beta = 0.9.  Fund A has a higher return but much higher risk.

10. 

The net return for a fund is the return after all research and management costs.  The gross return is before these expenses.  The net return is the return reported to the stockholder since all expenses have been allowed for in the NAV.  To compute the gross return it is necessary to compute the expenses of the fund and add these back to the ending NAV and compute the returns with these expenses added back.  Typically, the average difference in return is about one percent a year, but this varies by fund.

11. 

As an investor, it is the net return that is important because these are the returns that you receive after expenses.

12. 



In order to determine whether the manager is better than average in selecting stocks or at market timing, you should examine gross returns that do not include his expenses.  Assuming the gross returns will indicate superior management ability, the net returns will indicate whether the managers are superior enough to cover the expenses involved.

13. 



Just because only half do better than buy-and-hold on the basis of risk-adjusted return does not mean you ignore them because there are other functions that investment companies perform that are important.  These other functions include diversification, flexibility, and record keeping.  To derive these other advantages it may be necessary to give up some of the return.

14. 



It is questionable whether good performance will continue during two successive short-term periods because in many cases it could be a random event of a couple of winners that are not repeated.  Empirically, such superior performance has not been consistent beyond what you would expect by chance.

15. 



The above average performance of Fund Y will likely be harder to replicate in the future. Success will attract more investors and as the size of the fund grows investment opportunities will be harder to find and the fund will begin to resemble and index.

(a). 



To derive a quick view of recent performance you can look at a recent quarterly review in Barron's; the Mutual Fund Scoreboard in Business Week, the annual Forbes review.

(b). 



The long-run analysis and address for the funds are best derived from the Weisenberger Investment Companies book.

16. 



An individual investor may consider purchasing shares of a mutual funds rather than investing directly in the individual assets.  Mutual funds provide the benefits of diversification, reinvestment, and record keeping.

17. 



In addition to the basic benefits offered by investment companies (diversification, reinvestment, and record-keeping), closed-end funds generally sell at a discount to NAV.

18. 



Numerous studies have shown that the majority of active money managers have been unable to match the risk-return performance of stock or bond indexes.  Therefore, including index funds in an investment portfolio is recommended.  Index funds provide the investor with a diversified portfolio that does not require active management (and the associated costs). 

19. 



There are a number of reasons way a fund with a good 5- year performance record may not be a good predictor of future success.

      

(1) "Style" may have changed.  A fund with a good 5-year record may have a particular invest style that is no longer popular.  On the other hand, a fund with a good 1- or 2-year performance record may reflect the currently favored investment style.

      

(2) A  fund  with a  good performance record will typically attract new investors.  Fund managers often find it difficult to maintain the same level of return for these new inflows of cash, thereby lowering future rates of return for the fund.

      

3) A fund's return over the 5-year period may include one or two outstanding years, which may not be repeated in the future.

20. 



An  investor  should  select  mutual funds consistent with his/her own objectives and constraints.  Whenever possible, an investor should purchase no-load funds.  An investor should consider investing in index funds, international or global funds, and funds in different investment cycles.  The investor should avoid investing in a fund shortly before the capital gains distribution dates.

21. 


In determining whether the fund shares should be sold, one should attempt to determine why the fund performed below average this year.  Specifically, was there a change to an unproven manager, was there a change in investment style, is the fund growing too quickly due to investor deposits, or is the fund a large one.  Finally, how is the performance of the fund measured, that is, was it measured relative to other similar funds or something else (e.g. S&P 500).

a. It may be time to sell when a fund's portfolio manager changes and the new manager lacks an attractive track record.

b. When measuring the performance of a mutual fund, one must compare "similar" funds.  The fact that a small-cap fund has underperformed the S&P 500 should not be the only reason for selling the fund.

c. A change in investment style may be a reason to invest elsewhere in order to maintain your overall portfolio's balance.

22. 


Market timing and late trading harm the interests of long term investors while benefiting short term traders. Consider a mutual fund investing in European stocks. When a market timer carries out a late trade in anticipation of a rise in European markets the cash investment is not invested until the following day. Thus the increase in European markets is not fully passed to long term investors. In the other hand the market timer walks away with a quick profit as the NAV rises due to the increase in European markets and the additional cash inflow.

23. 


Breakpoints refer to specific dollar levels at which large investments pay smaller front-end loads. Soft dollar commissions are commissions where the cost of trading is bundled with the cost of software or research.

CHAPTER 4
Answers to Problems
1. 
Initial number of shares = $50,000/$8.00 = 6,250


Current NAV = $75,800/6,250 shares = $12.13

2. 
Load fund = ($1,000 - $80) x 1.15 = $1,058.00



Represents a 5.80 percent growth


No-load fund = ($1,000 x 1.12) = $1,120 – (0.01)(1120) = $1,108.80



Represents a 10.88 percent growth


The no-load fund offers an extra $50.80 over the load fund for a $1,000 investment held over a one-year time period.  The difference in percent growth is 5.08 percent.

3. 
Student Exercise

4. 
The table below shows annual returns calculated using the following formula



Annual return = [Income distribution + Capital gains distribution + 



Ending NAV – Beginning NAV]/Beginning NAV



Thus for 2004 annual return = [0.27 + 4.69 + 104.5 – 143.26]/143.26 = -23.59%

	
	2004
	2003
	2002
	2001
	2000

	NAV Beg
	 $ 143.26 
	 $ 129.75 
	 $ 108.82 
	 $   80.20 
	 $   87.52 

	Distributions
	
	
	
	
	

	 Income
	 $   (0.27)
	 $   (0.73)
	 $   (0.67)
	 $   (1.25)
	 $   (1.10)

	 Gain
	 $   (4.69)
	 $  (11.39)
	 $   (5.15)
	 $   (5.21)
	 $  (12.85)

	
	
	
	
	
	

	NAV End
	 $ 104.50 
	 $ 143.26 
	 $ 129.75 
	 $ 108.82 
	 $   80.20 

	
	
	
	
	
	

	Return
	-23.59%
	19.75%
	24.58%
	43.74%
	7.58%




Returns for other years are calculated in a similar manner.

5. 
The table below shows annual returns calculated using the following formula



Annual return = [Income distribution + Capital gains distribution 



+ Ending NAV – Beginning NAV]/Beginning NAV



Thus for 2001 annual return = [0.57 + 0 + 113.02 – 
121.86]/121.86 = -6.79%

	
	2004
	2003
	2002
	2001
	2000

	NAV Beg
	 $ 121.86 
	 $ 135.33 
	 $ 113.95 
	 $   90.07 
	 $   69.17 

	Net Investment Income
	 $    0.60 
	 $    1.29 
	 $    1.37 
	 $    1.33 
	 $    1.31 

	
	
	
	
	
	

	Gain/Loss on Investments
	 $   (8.87)
	 $  (13.46)
	 $   22.42 
	 $   24.30 
	 $   21.50 

	Distributions
	
	
	
	
	

	  Income
	 $   (0.57)
	 $   (1.30)
	 $   (1.41)
	 $   (1.33)
	 $   (1.32)

	  Gain
	 $        -   
	 $        -   
	 $   (1.00)
	 $   (0.42)
	 $   (0.59)

	
	
	
	
	
	

	NAV End
	 $ 113.02 
	 $ 121.86 
	 $ 135.33 
	 $ 113.95 
	 $   90.07 

	
	
	
	
	
	

	Return
	-6.79%
	-8.99%
	20.87%
	28.46%
	32.98%


6. Offering price = NAV + Sales Charge = NAV(1 + Load Percentage)

       

HBJ  =  $19.67(1 + .08) =  $21.24

       

ICFB = $41.23(1 + .03) = $42.47

       

EAN  =  $17.59(1 + .06) = $18.65

       

FKR  = $75.90(1 + .00) = $75.90

 7.    
Future value of initial $1000 investment =

$1000(1-load)(1 + return)n(1 - 12b-1 fee)n(1 - rear-end)

 (a).
Pair I

     $1000(1 - .03)(1 + .10)5(1 - .01)5 = $1485.62 (better)

     $1000(1 - .06)(1 + .09)5(1 - .0025)5 = $1428.32

 (b). 
Pair II

     $1000(1 - .06)(1 + .13)8 = $2,498.94

     $1000(1 + .15)8(1 - .01)8 = $2,822.70 (better)

(c). 
Pair III

     $1000(1 + .08)3(1 - .01)3(1 - .04) = $1,173.41

     $1000(1 - .06)(1 + .10)3 = $1,251.14 (better)

(a).
Average Holding Period = 12/(100/100) = 12 months

(b).
Average Holding Period = 12/(50/100) = 24 months

(c) 
Average Holding Period = 12/(15/100) = 80 months

(d) 
Average Holding Period = 12/(135/100) = 8.89 months

(e) 
Average Holding Period = 12/(175/100) = 6.86 months

CHAPTER 4
Answers to Spreadsheet Exercises

1.

	Turnover
	Ave. Holding Period

	15
	80
	

	50
	24
	

	100
	12
	

	135
	8.89
	

	175
	6.86
	

	350
	3.43
	



A fund with a high portfolio turnover will realize more taxable gains relative to a fund 

with a low portfolio turnover.

2.


	Investment
	10000
	
	
	
	
	
	
	

	
	
	
	
	
	After Expenses(5 yr)
	After Expenses

(10 yr)

	
	Active
	Index
	Active
	Index
	Active
	Index
	Active
	Index

	
	Expense
	Expense
	Return
	Return
	Return
	Return
	Return
	Return

	Equity
	
	
	
	
	5
	5
	10
	10

	Large growth
	0.0157
	0.0058
	0.1
	0.1
	14879.93
	15643.44
	22141.23
	24471.72

	MC growth
	0.0166
	0.004
	0.1
	0.1
	14812.03
	15785.56
	21939.61
	24918.4

	Small growth
	0.0179
	0.0069
	0.1
	0.1
	14714.38
	15557.09
	21651.3
	24202.3

	Large blend
	0.0127
	0.0068
	0.1
	0.1
	15108.07
	15564.92
	22825.39
	24226.68

	MC blend
	0.015
	0.0072
	0.1
	0.1
	14932.91
	15533.61
	22299.19
	24129.29

	Small blend
	0.0158
	0.0086
	0.1
	0.1
	14872.37
	15424.39
	22118.74
	23791.18

	Large value
	0.0142
	0.0096
	0.1
	0.1
	14993.65
	15346.76
	22480.97
	23552.29

	MC Value
	0.0152
	0.0025
	0.1
	0.1
	14917.76
	15904.79
	22253.96
	25296.24

	Small value
	0.0153
	0.0064
	0.1
	0.1
	14910.19
	15596.29
	22231.37
	24324.43

	International
	0.0186
	0.0093
	0.1
	0.1
	14662.02
	15370.01
	21497.47
	23623.73

	
	
	
	
	
	
	
	
	

	Bond
	
	
	
	
	
	
	
	

	Domestic
	0.0112
	0.0048
	0.1
	0.1
	15223.19
	15722.27
	23174.56
	24718.98


	Investment
	10000
	
	
	
	
	
	
	

	
	
	
	
	
	After Expenses(5 yr)
	After Expenses

(10 yr)

	
	Active
	Index
	Active
	Index
	Active
	Index
	Active
	Index

	
	Expense
	Expense
	Return
	Return
	Return
	Return
	Return
	Return

	Equity
	
	
	
	
	5
	5
	10
	10

	Large growth
	0.0157
	0.0058
	0.12
	0.1
	16282.74
	15643.44
	26512.77
	24471.72

	MC growth
	0.0166
	0.004
	0.12
	0.1
	16208.44
	15785.56
	26271.34
	24918.4

	Small growth
	0.0179
	0.0069
	0.12
	0.1
	16101.59
	15557.09
	25926.11
	24202.3

	Large blend
	0.0127
	0.0068
	0.12
	0.1
	16532.4
	15564.92
	27332.01
	24226.68

	MC blend
	0.015
	0.0072
	0.12
	0.1
	16340.72
	15533.61
	26701.92
	24129.29

	Small blend
	0.0158
	0.0086
	0.12
	0.1
	16274.47
	15424.39
	26485.85
	23791.18

	Large value
	0.0142
	0.0096
	0.12
	0.1
	16407.19
	15346.76
	26919.59
	23552.29

	MC Value
	0.0152
	0.0025
	0.12
	0.1
	16324.14
	15904.79
	26647.75
	25296.24

	Small value
	0.0153
	0.0064
	0.12
	0.1
	16315.85
	15596.29
	26620.71
	24324.43

	International
	0.0186
	0.0093
	0.12
	0.1
	16044.29
	15370.01
	25741.91
	23623.73

	
	
	
	
	
	
	
	
	

	Bond
	
	
	
	
	
	
	
	

	Domestic
	0.0112
	0.0048
	0.12
	0.1
	16658.37
	15722.27
	27750.12
	24718.98


3.
Student Exercise.

4.
Student Exercise.
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