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Chapter 24

Mutual Fund Operations

Questions

1.
How do open-end mutual funds differ from closed-end mutual funds?


ANSWER: Shares of open-end mutual funds can be sold back to the sponsoring investment company, whereas shares of closed-end mutual funds cannot.

3.
Explain the difference between load and no-load mutual funds.


ANSWER: Load mutual funds require a fee to help pay for marketing commissions. No-load mutual funds do not require such a fee.

5.
Like the mutual funds, commercial banks and stock-owned savings institutions sell shares; yet, proceeds received by mutual funds are used in a different way. Explain.


ANSWER: Shares issued by commercial banks and savings institutions are used to obtain capital, which may be used to finance their fixed assets such as land and buildings. Shares issued by mutual funds are used to obtain funds, which are invested in the mutual fund portfolio.

7.
Describe the ideal mutual fund for investors who wish to generate tax-free income and also maintain a low degree of interest rate risk.


ANSWER: A short-term municipal bond fund can avoid taxes and has a low degree of interest rate risk. A fund comprising of Caymanian companies?
13.
How do money market funds (MMFs) differ from other types of mutual funds?


ANSWER: Money market funds are composed of money market securities, such as Treasury bills, commercial paper, Eurodollar deposits, banker’s acceptances, repurchase agreements, or CDs. Conversely, mutual funds are composed of stocks and bonds.

18.
Explain why diversification across different types of mutual funds is highly recommended.


ANSWER: The performance of each type of mutual fund is influenced by a particular economic factor. Thus, diversifying within one specific type of mutual fund creates significant exposure to that factor. The stock market movements influence stock fund performance, interest rate movements influence bond fund performance, and exchange rates and foreign market movements influence international funds. Diversification across stock funds, bond funds, and international funds limits the exposure to any single economic factor.

Managing in Financial Markets

Investing in Mutual Funds

As an individual investor, you are attempting to invest in a well-diversified portfolio of mutual funds, so that your portfolio is somewhat insulated from any type of economic shock that may occur.


a.
An investment adviser recommended that you buy four different U.S. growth stock funds. Since these funds contain over 400 different U.S. stocks, the adviser stated that you would be well insulated from any economic shocks. Do you agree? Explain.



This entire portfolio is subject to adverse U.S. stock market effects, and therefore is not a well-diversified portfolio.


b.
A second investment adviser recommended that you invest in four different mutual funds that are focused on different countries in Europe. The adviser stated that you would be completely insulated from U.S. economic conditions, and your portfolio would therefore have low risk. Do you agree? Explain.



This portfolio may not be exposed to U.S. economic conditions, but it is highly exposed to European economic conditions. Even though the portfolio contains stocks of different European countries, all four mutual funds are subject to general economic conditions throughout Europe. Suppose, one or two of these countries are heavily dependent on the US for their own economic growth e.g. via imports etc, then economic events in the US could impact negatively of the country and in turn, stocks of companies in those countries.

c.
A third investment adviser recommended that you avoid exposure to the stock markets by investing your money into four different U.S. bond funds. The adviser stated that because bonds paid out fixed payments, these bond funds had very low risk. Do you agree? Explain.




If U.S. interest rates increase, all of these bond funds will perform poorly. Even though the bond payments are fixed (and hence a relatively low liquidity risk with respect to predictable interest payments), the values of the bonds (and therefore the values of the bond mutual funds) will decline if U.S. interest rates rise. Therefore, this portfolio of mutual funds has a high degree of risk (interest rate risk)
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