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Definition and Structure
of a Mutual Fund

he concept underlying a mutual fund has probably

existed since securities were created. In its sim-

plest form, it works as follows. A group of individ-
uals, with a similar investment objective or goal, place their
investment monies into a common pool. These funds are
then used to buy and sell securities. By pooling their
funds, the participants reap two primary benefits. The
first benefit is greater buying power. The collective buying
power of the group’s pooled resources enables it to pur-
chase shares in a broader range of industries or business
sectors than any individual in the pool could. The second
benefit is lower transaction costs per participant. Because
the commissions and other trading fees are spread over
more shares, the cost per person is much lower than it
would be if each individual had bought the same stocks or
bonds directly through a broker.

Originally, one person, usually a contributor to the
pool, was designated by power of attorney or other legal
means to select which securities to buy and sell. Each per-
son in the pool shared in the gains and losses on the in-
vestments. The percentage of gains and losses was equal to
the percentage of each person’s participation in the pool.

These loosely run and unregulated pools were espe-
cially popular in the United States during the bull market
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commonly used
name for an
open-end man-
agement com-
pany that
establishes a
portfolio of secu-
rities and then
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new shares and
redeems old
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447 invest-
ment objective
the method by
which an investor
wishes to increase
the value of his or
her assets.
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a period during
which the overall
prices of securi-
ties are rising.
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investment
company
generic name for
one of the many
companies, like a
mutual fund,
whose primary
business is invest-
ing and reinvest-

ing in securities.
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Investment
Company Act
of 1940

the federal legis-
lation that de-
fines the types of
organizations
that qualify as
investment com-
panies and re-
quires them to
register with the
SEC.

of the 1920s. In March 1924, Massachusetts Financial Ser-
vices created the first true mutual fund in the United States.
It was called the Massachusetts Investors Trust. Following
the market crash of 1929, Congress passed legislation de-
signed to give clearer structure to and better regulate the
various types of investment pools (also called investment
companies). The Investment Company Act of 1940 was the
first U.S. law to give mutual funds a legal definition.

One of the types of investment companies defined in
the act is a management company. It is a corporation or
trust whose primary business purpose is to invest and
reinvest in securities in accordance with a stated invest-
ment objective. The securities that a management com-
pany’s professional adviser buys and sells make up the
company’s investment portfolio. When an individual buys
shares of a management company, he or she is, in reality,
buying an undivided interest in the portfolio created by
the company.

When a management company is formed, it will have
either a closed-end structure or an open-end structure.
(See Figure 1.1.) The basic difference between the two
forms is how frequently new shares are issued to the pub-
lic. A closed-end management company creates an invest-
ment portfolio and then issues shares backed by that port-
folio to the public only once. Therefore, the number of
shares outstanding, called the company’s capitalization—
the total number of shares outstanding—remains relatively
fixed. (This is discussed in more detail at the end of this

Investment Company Act of 1940
[
Management Company
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Open-End Closed-End
Mutual Fund Publicly Traded Fund
FIGURE 1.1 Types of management companies. The

Investment Company Act of 1940 defines two types of
management companies: open-end and closed-end.



Mutual Fund (aka Open-end Management Company)

chapter.) An open-end management company also creates a (

portfolio of securities and then issues shares to the public
backed by that portfolio. In contrast, however, this com-
pany continually issues new shares and buys back old
shares each business day in direct response to investors’
orders to place more of their money into or pull money out
of the underlying portfolio. The number of shares out-
standing—its capitalization—changes continually. An
open-end management company is the legal name for
what is popularly called a mutual fund.

MUTUAL FUND
(aka Open-end Management Company)

Each mutual fund is legally registered as a separate manage-
ment company or trust with the Securities and Exchange
Commission (SEC). The entity that creates a fund is called
the sponsor. It invests its own money to start the fund’s port-
folio. (The minimum dollar amount that the sponsor must
contribute is specified in the Investment Company Act of
1940.) It also initially selects the funds portfolio manager.
The sponsor then seeks to bring additional money into the
fund by marketing it to the public. The more shares it sells,
the more money it has to invest in stocks and/or bonds.

A mutual fund is called an “open-end” management
company because it stands ready to issue new shares and
redeem old shares every business day. As individuals buy
(i.e., invest more money in) a fund, it issues more shares
and uses the proceeds to purchase additional stocks and
bonds to put into the portfolio. When investors sell (i.e.,
redeem) shares of a fund, the fund itself buys the shares
back from the investor. Hence, the total shares outstanding
declines. Thus, the number of a mutual fund’s shares out-
standing changes daily depending on the number of pur-
chases or redemptions. Even when a mutual fund closes to
new investors, those people who already have money in-
vested in the fund can continue to buy and redeem shares.

Mutual fund shares do not trade on a stock exchange
or in the over-the-counter (OTC) market. In fact, the Na-
tional Association of Securities Dealers (NASD) expressly
prohibits trading these shares in these secondary markets.
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the corporation
or trust that cre-
ates a mutual
fund or a family
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a negotiable
security repre-
senting owner-
ship of a
company and
entitling its
owner to the
right to receive
dividends.
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/ e bond

a long-term debt
security or IOU
issued by a cor-
poration, munici-
pality, or
government that
promises to pay
interest periodi-
cally and to repay
the bond’s princi-
pal at maturity.
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redemption
the sale of mu-
tual fund shares
back to the fund
or its selling
agents at the
fund’s NAV.

It is therefore inaccurate to describe mutual funds as trad-
able securities. Investors cannot buy and sell shares
among themselves. Instead, mutual funds are redeemable
securities. An investor can only buy shares from or re-
deem them with the fund or through one of its authorized
sales agents. Redeeming mutual fund shares is widely re-
ferred to as selling fund shares.

The emergence of mutual fund supermarkets, like
Charles Schwab’s OneSource or Fidelity’s FundsNetwork,
has led some people to presume that they are actually
trading mutual fund shares with other investors who have
accounts at these companies. This belief is wrong.
Schwab, Fidelity, and other supermarket creators are au-
thorized sales agents for these funds, in addition to selling
their own funds. What many investors misconstrue as
trading in a supermarket is nothing more than a purchase
and a redemption, with the supermarket creator acting as
an agent, forwarding the order to the appropriate mutual
fund company. Again, there is no secondary market trad-
ing of mutual fund shares.

STRUCTURE OF A MUTUAL FUND
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A @5" secondary
market

also called the
aftermarket mar-
ket, a collective
term for the mar-
kets—exchange
and OTC—in
which securities
trade after they
are issued to the
public.

Understanding the organization of a mutual fund and the
responsibilities of each of its components makes clear two
important features: (1) the many costs associated with its
day-to-day operation, and (2) the safeguards and separa-
tion of responsibilities designed to give certain entities
and individuals the responsibility to act as a watchdog for
investors and thus protect their interests. This last feature
does not imply that investors’ shares are protected from
market price fluctuations. Instead, it means that the fund’s
assets are protected from inappropriate activities by port-
folio managers. Figure 1.2 illustrates the various entities
involved in a mutual fund. The specific responsibilities
and duties of each are detailed next.

Sponsor

A sponsor is a company—typically a financial services or-
ganization such as a mutual fund company, brokerage
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SPONSOR

* Creates the fund and
registers it with the SEC
* Files required reports with the SEC

Advises and directs .
investment activities Portfolio Manager
Investment Adviser

Investment Manager
Fund Manager

sponsor or an outside
firm

Board of Management Company Hires
Directors MILLENNIUM GROWTH FUND

E * May be a division of the

e Oversees the fund's
management

* Acts as watchdog for
shareholder interests

e Approves annual contract Rk <
for investment adviser

Subadviser

May advise and direct .

investment activities * Has expertise in other
types of investments
(e.g., foreign securities)

or has a different
CUSTODIAN BANK investment style

v

Investment Portfolio

Stocks
Bonds
Cash

» Safeguards the fund's assets

e Acts as a paying agent and/or
transfer agent

* Calculates the fund's NAV daily

FIGURE 1.2 Structure of a typical mutual fund and the basic
responsibilities of the various parties.
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a
fund

supermarket

a select group of
mutual funds
from many differ-
ent sponsors that
can be bought
and sold through
one brokerage at
nominal transac-
tion fees.

mutual

%Eﬁ agent

a registered per-
son or business
organization that
acts as the inter-
mediary in the
purchase or sale
of a security.

firm, bank, or insurance company—that creates and
makes the first investment in a particular mutual fund or
series of mutual funds. For each new fund, the sponsor
must file a registration statement with the SEC and also
with the appropriate authority in any state in which it
plans to sell the fund. This registration document, which
will become the prospectus for the mutual fund, must con-
tain full and fair disclosure about the fund’s sponsor,
board of directors, investment objectives, types of invest-
ments permitted, fees, and risks.

Registration does not mean or imply in any way that
the SEC or a state authority has approved or endorsed the
mutual fund. In fact, all mutual fund prospectuses must
contain the following statement in bold:

Like all mutual fund shares, these securities have not
been approved or disapproved by the Securities and
Exchange Commission or any state securities com-
mission, nor has the Securities and Exchange Com-
mission or any state securities commission passed
upon the accuracy or adequacy of this prospectus.
Any representation to the contrary is a criminal of-
fense.

Management Company

Each mutual fund is a separate open-end management
company that the sponsor must register with the Securi-
ties and Exchange Commission when it is created. For ex-
ample, Fidelity’s Magellan Fund is an open-end manage-
ment company and Vanguard’s Wellington Fund is an
open-end management company.

When a sponsor creates several mutual funds, it
may choose to place them all under one umbrella. Such a
grouping is called a family of funds. A family of funds
may consist of as few as three mutual funds—a stock
fund, a bond fund, and a money market fund. Other
companies—Fidelity for example—create large fund
families that include mutual funds that invest in specific
industries, countries, and combinations of securities,
and have different investment approaches and risk-to-re-
ward characteristics.



Structure of a Mutual Fund

Usually the shareholder services and benefits that
apply to one fund apply to all funds in the same family.
Sponsors view this grouping of different management
companies as a way of being able to capture a larger per-
centage of their customers’ investment dollars as they
seek to diversify their holdings or as their investment ob-
jectives or economic circumstances change.

Board of Directors

The board of directors of a mutual fund is responsible
for overseeing the day-to-day management of the fund as
well as the trading activities of its portfolio manager or
managers. More specifically, the board decides whether
to renew the investment adviser’s annual contract, votes
on any changes in the fees the manager charges the fund,
monitors the specific investments within the portfolio to
avoid undue concentration in any one sector or com-
pany, and makes sure the adviser’s investments comply
with (and do not stray from) the fund’s stated invest-
ment objectives. The primary purpose of all of the
board’s responsibilities is to protect the interests of the
fund’s shareholders.

The members of the board are initially appointed by
the fund’s sponsor. Afterward, they are elected by the fund’s
shareholders. Proxies are distributed annually and are used
by shareholders to vote. To prevent the sponsor, who may
have large amounts of money invested in the fund, from
having undue influence over the board, the Investment
Company Act of 1940 mandates that although 60 percent
of the board can come from the sponsor, at least 40 percent
must be disinterested persons. These independent directors
must be individuals with no affiliation with the sponsor. In
reality, these percentages still give the sponsor considerable
sway over the management of the fund. In many cases, the
chairman of the board of directors is the same person who
is the chief executive officer (CEO) of the sponsor. Other
board members typically include individuals from the
fund’s law firm, its accounting firm, and the trading firm
that executes its buy and sell orders.

The members of the board of directors earn fees
that are disclosed in the prospectus. It has become a
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prospectus

a printed sum-
mary of the SEC-
filed registration
statement that
discloses the
details of a par-
ticular mutual
fund’s objective,
historical perfor-
mance, portfolio
composition, and
other information
an investor can
use to judge the
merits of invest-
ing in the fund.
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a form on which
an investor votes.
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Internet or
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widespread practice for individuals to serve on the
boards of several funds, especially if those funds are
sponsored by the same company. For example, if you
look at the prospectuses for certain mutual fund groups,
you discover that many names appear again and again
on the boards of a number of different funds.

Due to this overlap of directors, some shareholder
activists and regulators are seeking to make changes in
the composition of mutual fund boards. They argue that
the large percentage of nonindependent directors results
in their merely rubber-stamping the portfolio manager’s
activities, offering little oversight or expertise, and devot-
ing less time than their compensation warrants. Activists
and regulators also question whether the nonindepen-
dent board members, who already earn fees working for
a mutual fund or mutual fund company, should also
“double-dip” by earning additional fees to serve as board
members. Two important changes to a fund’s board of di-
rectors are currently being discussed. The first would be
to increase the required percentage of independent board
members (currently set at 40 percent). Since these mem-
bers are appointed specifically to watch out for the inter-
ests of the fund’s shareholders, then the more of them on
the board the greater the possibility that the shareholders’
point of view would have greater representation during
any conflicts with the fund manager or sponsor. The sec-
ond change would be to review board members’ compen-
sation to see if it is excessive, perhaps resulting in less
careful oversight of the fees charged by the portfolio
manager.

Many mutual funds already appoint a number of in-
dependent board members in excess of the percentage re-
quired under the Investment Company Act of 1940.

Investment Adviser/Investment Manager/
Portfolio Manager/Fund Manager

Generally, when people hear the terms investment adviser
or portfolio manager, they think of an individual who
works directly for the sponsor or the management com-
pany. In reality, an adviser is generally a corporation that
is a wholly owned subsidiary of the sponsor or an outside
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investment advisory company. This is particularly true at
the larger mutual fund companies, such as Fidelity, T.
Rowe Price, and Vanguard. The person or team that is
portfolio manager is therefore employed by the invest-
ment advisory firm.

An investment adviser is responsible for implement-
ing the mutual fund’s investment strategy by researching
and selecting the specific securities that will be bought
and sold in the portfolio. This individual or team manages
the fund in accordance with the investment objective
stated in the fund’s prospectus, and must also abide by
any restrictions regarding the types of investments that
can and cannot be traded in the portfolio. These restric-
tions are detailed in the prospectus.

The organization of the people within the invest-
ment advisory firm varies. At some firms, a portfolio man-
ager works autonomously handling only one fund. At
others, an individual portfolio manager is responsible for
two or more mutual funds within the same sector or re-
lated sectors (e.g., regional banking and financial institu-
tions) or with complementary investment objectives.
When a team of managers is responsible for a mutual
fund, usually one or two are designated as team leaders or
lead managers. These leaders are usually senior persons
who supervise the activities of junior managers (relatively
recent business school graduates) and sometimes re-
searchers or analysts. The managers and/or the analysts
may visit many of the companies in which they want to
invest. They may also use computer technology to create
models of the security’s potential growth. This arrange-
ment is common throughout the mutual fund industry. At
companies with formal training and development pro-
grams, recently graduated professionals work with experi-
enced managers in order to learn the business. This
arrangement also enables the company to assess the indi-
vidual’s potential skill as a portfolio manager before as-
signing a fund to him or her.

The fund can also hire subadvisers. These outside
investment advisory companies provide expertise in ar-
eas that the portfolio manager may not have, such as
emerging markets, international bonds, or certain indus-
try sectors (e.g., precious metals, biotechnology, etc.).
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managed
mutual fund

a fund that has a
portfolio man-
ager who decides
which securities
should be bought
into and sold out
of the fund’s
portfolio.
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market

a period during
which the overall
prices of securi-
ties are declining.

report

a document con-
taining audited
financial state-
ments as well as
other information
about the fund’s
performance that
each fund must
distribute to
shareholders
annually.

They may also provide additional research and informa-
tion that the managers can use in making their invest-
ment decisions.

Each investment manager’s professional experience
must be disclosed in the prospectus in a section describ-
ing the fund’s management services. Here, an investor is
told how long the sole manager or investment team has
been in charge of that fund, all funds each manager has
previously run, and each manager’s education. This is im-
portant information to read, particularly if you are invest-
ing in an actively managed mutual fund. First, you can use
it to determine what period of the fund’s performance has
been under the direction of that specific individual or
team. Second, if the adviser has managed another mutual
fund previously, it enables you to research the perfor-
mance of that fund during that manager’s tenure. Finally,
and perhaps most importantly, you can use this informa-
tion to determine the manager’s depth of experience in the
investment markets. Has he or she experienced both bull
and bear markets? What returns did he or she produce
during these periods relative to the overall stock or bond
market? All of this information will help you to judge the
expertise and talent of the manager or management team
before you invest.

The longer a manager or an investment team has
been in charge of a mutual fund, the better. When a new
or young manager takes charge of a fund, or there are
management changes due to a merger or acquisition
between mutual fund companies, future performance
becomes even more uncertain. You should look for an
experienced adviser with a proven track record of pro-
ducing consistent results in good times and bad. The
value of experience, tenure, and consistency should not
be underestimated.

Mutual fund companies have become aware of the
trust that these attributes can garner for the specific fund
and its sponsor. In reaction, funds have begun to publi-
cize successful portfolio managers in their promotional
materials, advertisements, and annual reports. This emerg-
ing “star system” is a double-edged sword. While it in-
creases trust and cash inflows to the fund, it can backfire
if the star portfolio manager leaves the fund. Investors
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might redeem their shares in the old fund and follow the
manager to his or her new fund. While the old childhood
rhyme “Hitch your wagon to a star and it will take you
very far” might seem applicable, it is prudent for mutual
fund investors to keep in mind that few portfolio man-
agers make all investment decisions completely on their
own. There are analysts and researchers at the manage-
ment company supporting these activities. For example, it
is usually the analysts or even the fund’s senior manage-
ment who determine the funds asset allocation—how
much of its assets should be held in stocks, bonds, and
cash. When a star manager leaves, it does not necessarily
mean that the performance of a mutual fund will decline.
There may be a great understudy trained and waiting to
step into the role.

An investment advisory firm earns a management
fee for its services. The specific individuals who manage
the fund usually receive a base salary plus a bonus based
on the fund’s total return. The management fee is an an-
nual fee based on the total amount of assets under man-
agement, and is deducted from the fund a little each day.
(Management fees are discussed in more detail in Chapter
3, “Fees and Expenses.”)

Custodian Bank

The Investment Company Act of 1940 requires every mu-
tual fund to appoint a qualified custodian bank or other
entity whose primary responsibility is to safeguard the
fund’s assets. It holds the securities and cash resulting
from the portfolio manager’s trading activities. This is one
of the important protective features built into a mutual
fund’s structure. The portfolio manager does not and can-
not have possession of the fund’s assets. As a result, he or
she cannot abscond with them. Even if the management
company were to be dissolved, the fund’s assets would be
at the bank where they could be liquidated and the pro-
ceeds distributed to the shareholders. Additional protec-
tion comes from the requirement that the bank must seg-
regate the fund’s assets from other bank assets. This
safeguards the mutual fund’s assets should the custodian
go bankrupt.
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allocation

the systematic
and thoughtful
placement of
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equivalents.
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the bank or trust
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bility is safe-
guarding the
fund’s assets.
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usually a com-
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1/ registrar
usually a com-
mercial bank or
trust company
responsible for
maintaining an
accurate list of
the names and
addresses of a
mutual fund’s
shareholders.

(’* @/‘ﬁ dividend
that portion of
the company’s
after-tax earnings
that its board of
directors decides
to distribute to
the shareholders.

One key responsibility of the bank is to calculate
the fund’s net asset value (NAV) every business day and
distribute this information to the public. The custodian
bank may have other functions as well. It can act as the
fund’s transfer agent, keeping track of how many shares
each shareholder owns. It can also act as registrar, main-
taining a current and accurate list of the shareholders of
the fund. This record is used for sending distributions
(dividends and capital gains) as well as mailing reports,
proxies, and other communications to shareholders. The
custodian bank earns a custodial fee. The amount is dis-
closed in the prospectus.

The custodian bank is usually an outside bank or
trust company. However, it may be a division of the mu-
tual fund’s sponsor.

Transfer Agent

While many mutual funds’ custodian banks also act as
transfer agents, other funds hire an outside organization
to handle the same functions. A transfer agent is the pri-
mary record keeper and information distributor for a
fund. It keeps detailed records of shareholders’ accounts,
including calculating, distributing, and reinvesting divi-
dends. The agent sends a transaction confirmation to the
customer for each purchase and sale and, at the end of
each year, is responsible for mailing federal income tax in-
formation. A transfer agent prepares and mails share-
holder monthly or quarterly account statements. It also
runs the mutual fund’s customer service department. This
area provides account information and answers share-
holder questions.

Distributor/Underwriter

The distributor or underwriter is responsible for selling
the mutual fund shares to the public. To accomplish this,
the distributor prepares sales literature, brochures, and
advertising, and may even hold contests and promotions
to give brokers an incentive to sell the fund’s shares. A
mutual fund distributor can also act as a retailer, selling
its shares directly to the public itself. Most of the major
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brokerage firms create their own mutual funds. These are
called proprietary funds. They are sold directly to the pub-
lic by the brokerage firm. Prudential, Merrill Lynch, and
Fidelity, for example, all act as their own retailers (Figure
1.3). However, many proprietary funds are now being
sold through other sources, such as mutual fund super-
markets. The reason for the change is the supermarkets’
larger client base. The proprietary funds are therefore
marketed to a broader range of investors and have access
to their investment dollars. The result could be an in-
crease in assets under management and greater fees for
the sponsor.

The distributor can also act as a wholesaler (Figure
1.4). In this case, the fund signs up selling groups
through which it sells its funds. Putnam funds are a
good example of this. You can buy them through just
about every bank, insurance company, brokerage firm,
or mutual fund supermarket. These financial institu-
tions act as a selling group. They receive a selling con-
cession when their customers purchase one of the Put-
nam funds. In acting as its own retailer and wholesaler,
a fund distributor is able to offer its shares to the broad-
est range of investors.

A selling group member is prohibited from “ware-
housing” mutual fund shares. This means it cannot main-
tain an inventory of shares in anticipation of its cus-
tomers placing orders. When you place an order to buy
Putnam fund shares through Chase Investor Services

Sponsor

* Merrill Lynch
funds

e .ehman Brothers
funds

Public

FIGURE 1.3 Retail distribution mechanism of mutual
fund shares. The sponsor acts as a retailer, selling its own
mutual fund shares directly to the public. Until recently,
proprietary funds created by brokerage firms could only be
bought and redeemed directly with the sponsor.
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gain

the profit that
results when the
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shares, settle-
ment date.

£ statement
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account.
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Selling Group

* Banks
e Insurance Companies
¢ Brokerage Firms

Public

Sponsor

Mutual Fund
Supermarket

e Schwab's OneSource

« Fidelity's FundsNetwork Public

FIGURE 1.4 Wholesale distribution mechanism of
mutual fund shares. The sponsor acts as a wholesaler,
offering its funds’ shares through individual selling group
members or mutual fund supermarkets. This distribution
method has become the most popular because the fund’s
sponsor gains access to a broader customer base to which
its funds can be sold. The sponsor that sells its funds
through selling groups can (and does) sell its own funds
directly to the public.

(CIS), for example, CIS forwards your order to Putnam,
which executes the order to buy fund shares or redeem
fund shares. Hence, a selling group member can only
place an order to fill an existing customer order.

CLOSED-END FUND
(aka Closed-end Management Company)

Also called a publicly traded fund, a closed-end fund estab-
lishes a portfolio of securities, then issues shares to the
public backed by the underlying portfolio. Like a mutual
fund, each share represents an undivided interest in the
portfolio of securities. However, a closed-end fund typically
issues shares to the public only once. It does not continu-
ally issue new shares or redeem already outstanding shares.
Therefore, unlike a mutual fund, the number of closed-end
fund shares outstanding remains relatively fixed.
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Just like the common shares issued by a publicly held
corporation (e.g., IBM, GE, AT&T), a closed-end fund’s
shares can be bought and sold on a stock exchanges or in
the over-the-counter market—hence the name “publicly
traded fund.” These shares are described as being tradable
securities. In contrast, mutual fund shares (i.e., shares of
an open-end management company) are redeemable secu-
rities and cannot be traded in the secondary markets.

Historically, most closed-end funds have invested in
the stocks or bonds of foreign countries or of specialized
sectors (e.g., municipal securities, utilities). The closed-
end fund structure was chosen by the management com-
pany because the securities in the portfolio tended to lack
the liquidity of those traded on major stock exchanges. If
investors bought the securities directly, they might find it
difficult to liquidate their holdings during market down-
turns. Because closed-end fund shares trade on an ex-
change (a market that is highly liquid), it is easier for U.S.
investors to buy and sell them.

The following example illustrates how a closed-end
fund is established and how its shares trade. Suppose a
brokerage firm determines that individuals are interested
in investing in growth companies whose shares trade in In-
dia. It buys shares of companies traded on the local stock
exchange or exchanges of India, creating a portfolio that it
then registers with the SEC. Usually the portfolio or fund
would be named after the country or region where the
shares were purchased. Our theoretical fund will be called
the India Growth Fund. Once the fund issues shares to the
public, they then trade on the New York Stock Exchange
(NYSE). As with any publicly traded company, closed-end
fund shares are issued at an initial public offering (IPO)
price. This initial price is based on the value of the equity
or debt securities in the portfolio, plus any fees that the
underwriter builds into the price. At the end of each trad-
ing day the creator of the fund must compute the actual
value of all the shares in the portfolio based on their clos-
ing prices in the local market—in this case, India. This
value is divided by the number of outstanding fund shares
to compute the funds net asset value (NAV) per share.

Once the India Growth Fund’s shares are issued,
their market value fluctuates daily based on expectations
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bond

a debt security
issued by a city,
town, state, polit-
ical subdivision,
or territory of the
United States
whose interest
income is exempt
from federal
taxes.

municipal

of the performance of the companies whose shares make
up the underlying portfolio. The fund’s shares on the
NYSE may trade at a price equal to the net asset value
(NAV) of the shares in the portfolio, at a discount to the
NAV, or at a premium to the NAV. Investors in the closed-
end fund can place orders with their brokers to buy or sell
the fund’s shares at any time during the trading day. A
closed-end fund’s shares are subject to the rules of the
U.S. exchange where they are traded. However, the com-
panies’ shares in the portfolio are under the jurisdiction of
the rules of the foreign markets in which they trade.

Closed-end funds enable the investment manager
to maintain the portfolio, while at the same time giving
investors a way to buy or sell their shares in the sec-
ondary markets. If there were a huge downturn in that
particular market or sector, the manager would not be
forced to liquidate the portfolio during unfavorable con-
ditions. As investors sell the fund’s shares, their market
value would be driven down, perhaps trading at a deep
discount to the NAV of the securities in the portfolio. In
contrast, the manager of a mutual fund might be forced
to liquidate positions in the portfolio if the number of
redemptions resulting from the market’s downturn was
high.

Today, closed-end funds are not limited to equity
securities. Many of them are bond funds, particularly
municipal bonds. Each Monday, The Wall Street Journal
publishes a list of closed-end funds near the end of Sec-
tion C. The excerpt from this column in Figure 1.5
shows that many of the funds trade at a discount to
their NAV. This discount reflects, among other factors,
the reality that many closed-end fund portfolios consist
of illiquid securities. If the fund had to sell them all at
one time, it is virtually certain that the size of the sale
would substantially decrease the securities’ market
value. Hence the securities would be sold at low
prices—well below their market value when the sale
began.

The prevailing wisdom is that it is best to buy a closed-
end fund when it is trading at a deep discount to the
fund’s NAV. The reasoning is that if you hold the shares
over a long period of time, the price should eventually
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First Israel (1SL) N 1360 11 - 190 93| BckRkinsMuni (BMT)-a N 132 T/ + 10 56

FIGURE 1.5 Closed-end fund listing from The Wall Street Journal. This
separate listing of “Closed-End Funds” is published in The Wall Street Journal each
Monday. During the rest of the week, a specific fund can be found in the New York
Stock Exchange, American Stock Exchange, or Nasdaq stock listings, depending on
where the fund trades. (See the column heading “Stock Exch.”) The listings in the
section headed “World Equity Funds” are the type described in the example in the
text. However, today closed-end funds invest in a variety of securities: mortgage
bonds, municipal bonds, high-yield bonds, government bonds, and convertible
securities. (Published with permission of The Wall Street Journal. Copyright © 1999
Dow Jones & Company, Inc.; permission conveyed through Copyright Clearance
Center, Inc.)
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rise back to the fund’s NAV. This price appreciation,
combined with any dividends or interest, should pro-
vide the investor with a higher-than-market rate of re-
turn. While this strategy seems simple, investing in
closed-end funds requires considerable knowledge of
the securities within the portfolio and the economic fac-
tors that affect them, as well as a knowledge of the fac-
tors that influence the markets in which they trade.
This information may not be readily available, espe-
cially for some of the world equity funds. There are no
simple, foolproof strategies.

Sometimes when a closed-end fund is selling at a
deep discount to its net asset value (NAV), its board of di-
rectors and shareholders may vote to convert it to an open-
end structure—a mutual fund. (It is rare for an open-end
fund to convert to a closed-end fund.) At conversion, the
fund’s market price will now be the same as its net asset
value. (Remember that a mutual fund is priced at the end
of each day at its net asset value.) The difference between
the discounted market price and the NAV would be a gain
for holders of the once closed-end fund. Additionally, it
also means that the fund can now begin to issue more
shares, raising additional investment capital for the fund’s
portfolio.

MUTUAL FUNDS VERSUS
CLOSED-END FUNDS

Although mutual funds and closed-end funds are both
management companies, they are quite different prod-
ucts. Despite occasional mention in the financial media
of a product called a “closed-end mutual fund,” the def-
initions of a closed-end fund and an open-end fund un-
der the Investment Company Act of 1940 make this
term an oxymoron. I suspect that when this term is
used, it refers to an actively managed closed-end fund.
Many are not managed; therefore, such a fund’s invest-
ment portfolio of securities changes little. A closed-end
fund that is actively managed might resemble a mutual
fund to a few people, but keep in mind that the number
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of outstanding shares remains fixed, unlike a mutual
fund. Given current legislation, a “closed-end mutual fund”
cannot exist.

Now that you understand the basic differences be-
tween the two types of funds, you probably wonder what
led to the popularity of mutual funds over closed-end
funds. There are probably four key reasons.

First, there are simply more mutual funds (more
than 8,000) than closed-end funds (around 1,000).
And they are more heavily advertised than closed-end
funds. Hence, when people look at investment options,
mutual funds show up and are recommended much
more often.

The second reason for their popularity is the cer-
tainty of pricing. At the end of each business day a mutual
fund computes and publishes the value (minus applicable
fees and expenses) of each share outstanding. In contrast,
the real value of a closed-end fund is less certain. Market
forces could drive the value of the fund’s shares up, caus-
ing them to trade at a premium to their net asset value. Or
the same forces could drive the price down, resulting in
their trading at a discount. Price uncertainty is a concept
that is emotionally (if not intellectually) anathema to
most investors. They want to know exactly what their
shares are worth.

The third reason is size. Mutual funds typically have
more money to invest than do closed-end funds. Each
time an investor buys a mutual fund share, the fund itself
gets new money that it can use to buy more securities.
These additional dollars enable it to achieve greater di-
versity more easily than a closed-end fund. It can pur-
chase shares of more companies in different sectors.
When a person buys a closed-end fund share on a stock
exchange, the money goes to the seller of the share, not
to the fund.

The final reason for mutual funds’ popularity is low
initial investment cost. You can begin by investing as little
as $25 a month in a fund. This makes the product avail-
able to a vast cross section of potential investors. These
reasons, combined with access to professional manage-
ment, largely explain why mutual funds are the invest-

19



20

DEFINITION AND STRUCTURE OF A MUTUAL FUND

ment of choice of millions of Americans. The remainder
of this book will focus solely on mutual funds. Each chap-
ter will examine particular features of a fund that you
must evaluate to be able to select the mutual funds that
are most suitable for your investment objectives, time
horizon, and risk tolerance.



