Mutual Fund
Operations




Chapter Objectives

provide a background on mutual funds

describe the various types of stock and bond mutual funds

describe the performance of mutual funds

describe other types of funds




Background on Mutual Funds

* Mutual funds serve as a key financial intermediary.

* Mutual funds provide an important service for individual
investors who wish to invest funds.

* Mutual funds are sometimes referred to as open-end funds
because they are open to investors, meaning that they will sell
shares to investors at any time. In addition, they allow
investors to sell (redeem) the shares back to the fund at any
time.

* Close-end mutual funds — with maturity




Background on Mutual Funds

* Mutual funds offer a way for small investors to
diversify when they could not do so on their own
with the purchases of individual stocks

* Comparison to depository institutions

Like depository institutions, mutual funds repackage
proceeds from individuals to make investments

Bank deposits are a liability contract, but a mutual fund
represents partial ownership

No federal insurance with mutual fund shares




How Mutual Funds Finance
Economic Growth

Corporate
Expansion

Mutual $ purchases of shares | Mutual
Fund ' Funds

Shareholders
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Growth in Mutual Funds
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Pricing Shares of the Mutual Fund

* The price per share of a mutual fund is equal to the net asset
value (NAV) per share, which represents the value of the
portfolio (per share) after accounting for expenses incurred
from managing the fund.

* When a mutual fund pays its shareholders dividends, its NAV
declines by the per share amount of the dividend payout.

Calculation: NAV= (Market Value of Assets — Liabilities)/ Shares
Outstanding




IVMlutual Fund Distributions to
Shareholders

* Funds can generate returns to their shareholders in three
ways.
1. First, they can pass on any earned income (from dividends
or coupon payments) as dividend payments to the
shareholders.

2. Second, they distribute the capital gains resulting from the
sale of securities within the fund.

3. Athird type of return to shareholders is through mutual
fund share price appreciation.




Regulation of Mutual Funds

* Information Contained in a Prospectus.
* The minimum amount of investment required.
* The investment objective of the mutual fund.

* The return on the fund over the past year, the past three
years, and the past five years, in comparison to a broad
market index.

* The exposure of the mutual fund to various types of risk.

* The services (such as check writing, ability to transfer money
by telephone, etc.) offered by the mutual fund.

* The fees incurred by the mutual fund (such as management
fees) that are passed on to the investors.

* Names of their portfolio managers and the length of time that
they have been employed by the fund in that position.




How Mutual Funds Utilize
Financial Markets

TYPE OF MARKET HOW MUTUAL FUNDS USE THAT MARKET

Money markets * Money market mutual funds invest in various money market instruments, such as Treasury bills,
commercial paper, banker's acceptances, and certificates of deposit.

Bond markets e Some bond mutual funds invest mostly in bonds issued by the U.S. Treasury or a government agency.
Others invest in bonds issued by municipalities or firms.
* Foreign bonds are sometimes included in a bond mutual fund portfolio.

Mortgage markets ¢ Some bond mutual funds invest in bonds issued by the Government National Mortgage Association
(GNMA, or “Ginnie Mae"), which uses the proceeds to purchase mortgages that were originated by
some financial institutions.

Stock markets * Numerous stock mutual funds purchase stocks with various degrees of risk and potential return.

Futures markets * Some bond mutual funds periodically attempt to hedge against interest rate risk by taking positions in
interest rate futures contracts.

Options markets « Some stock mutual funds periodically hedge specific stocks by taking positions in stock options.
* Some mutual funds take positions in stock options for speculative purposes.

© Cengage Leaming

Swap markets » Some bond mutual funds engage in interest rate swaps to hedge interest rate risk.




Expenses Incurred by
Mutual Fund Shareholders

* Mutual funds pass their expenses to shareholders.

* The expenses include compensation to the portfolio managers
and other employees, research support, recordkeeping and
clerical fees, and marketing fees.

(Exhibit 23.5)




How the Accumulated Value Can Be Affected by Expenses
(Assume Initial Investment of $10,000 and a Return before

Expenses of 9.2 Percent)
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Expenses Incurred by Mutual Fund
Shareholders (Cont.)

* Sales Charge - Mutual funds may be referred to as either as a
load fund or a no-load fund.

Load funds are promoted by registered representatives of
brokerage firms, who earn a sales charge upon the investment in
the fund (commonly referred to as a front-end load) ranging
between 3 and 8.5 percent.

No-load funds are promoted strictly by the mutual fund of
concern, thereby avoiding an intermediary

* 12b-1 Fees

Some mutual funds charge shareholders a 12b-| fee (in reference
to SEC rule 12b-l) as part of the fund’s annual expenses to cover
administrative or marketing expenses.

These fees are controversial because many mutual funds do not
clarify how they use the money received from the fees.




Mutual Fund Categories

* Mutual funds are classified as
Stock (or equity) mutual funds
Bond mutual funds
Money market funds

* Stock funds are dominant when measured by the market
value of total assets among mutual funds.




Composition of Mutual Funds
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Stock Mutual Fund Categories

* Growth Funds

Typically composed of stocks of companies that have not fully

matured and are expected to grow at a higher than average rate
in the future.

The primary objective is to achieve an increase in the value with
less concern about the generation of steady income.

 Capital Appreciation Funds

Also known as aggressive growth funds - Composed of stocks that
have potential for very high growth but may also be unproven.

These funds are suited to investors who are willing to risk a
possible loss in value.




Stock Mutual Fund Categories (cont.)

* Growth and Income Funds

Contains a unique combination of growth stocks, high-dividend
stocks, and fixed-income bonds.

For investors looking for potential for capital appreciation along
with some stability in income.

* International and Global Funds

Created to enable investors to invest in foreign securities without
incurring excessive costs.

* Specialty Funds
Focus on a group of companies sharing a particular characteristic.




Stock Mutual Fund Categories (cont.)

* Index Funds

Composed of stocks that, in aggregate, are expected to move in
line with a specific index.

These funds may be attractive to investors who wish to invest in a
particular foreign market but do not have much knowledge about
the specific stocks in that market.

* Multifund Funds
Invest in a portfolio of different mutual funds.

Investors incur two types of management expenses: (1) the
expenses of managing each individual mutual fund and (2) the
expenses of managing the multifund mutual fund.




Bond Mutual Fund Categories

* Income Funds

Composed of bonds that offer periodic coupon payments and
vary in exposure to risk.

Best suited for investors who rely on the fund for periodic income
and plan to maintain the fund over a long period of time.

* Tax-Free Funds
Mutual funds containing municipal bonds

Allow investors in high tax brackets with even small amounts of
money to avoid taxes while maintaining a low degree of credit
risk.




Bond Mutual Fund Categories (cont.)

* High-Yield (Junk) Bond Funds
Typically, the bonds are issued by highly leveraged firms.

Investors desiring high returns and willing to incur high risk may
consider bond portfolios with at least two-thirds of the bonds
rated below Baa by Moody’s or BBB by Standard & Poor’s.




Investment in Bond and Stock
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Types of Funds

* Closed-End Funds
Issue shares and use the proceeds to make investments in stocks
or bonds representing a particular sector or country for their
investors.
Some closed-end funds engage in secondary offerings of new
shares and use the proceeds to expand their investment
portfolios.

* Market Price of Closed-End Funds

The market price of a closed-end fund can deviate from the
aggregate value of the underlying stocks (measured by net asset
value per share).




Other Types of Funds

Exchange-Traded Funds

Designed to mimic particular stock indexes and are traded on a
stock exchange just like stocks.

Exchange-traded funds have a fixed number of shares.

Management of ETFs
Not actively managed
Not trying to outperform an existing index

Capital Gains on ETFs - normally do not have capital gains and
losses

Liquidity of ETFs - more liquid than shares of open-end mutual
funds because they can be sold at any moment




Other Types of Funds

Exchange-Traded Funds (cont.)
= Brokerage Fees

One disadvantage of ETFs is that each purchase of additional
shares must be executed through the exchange where they are
traded. This incurs a brokerage fee for each trade.

= Short Sales of ETFs
ETFs can be sold short.

Their liquidity makes them more popular than closed end funds
for selling short.




Exchange-Traded Funds

* Popular ETFs

* Exchange-traded funds are classified as broad based, sector, or
global, depending on the specific index that they mimic.

* The broad-based funds are the most popular, but both sector
and global ETFs have experienced substantial growth in recent
years.

* A popular ETF is the PowerShares QQQ, or Cube (its trading
symbol is QQQQ), which represents the Nasdaq 100 index of
technology firms.

* Another popular ETF is the Standard & Poor’s Depository
Receipt (SPDR or Spider), which represents the S&P 500 index.




Mutual fund process

Figure 1: Traditional US mutual fund process
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Creation process of ETFs

ETF Creation and Redemption Process

Primary market
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Creation unit
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participant Creation unit

Portfolio of securities
Redemptions

1T ETF
Cash. | shares
Secondary market
Cash :
Stock ' Rteta‘llf |
exchange institutiona

ETF shares investors

Source: RBA




SPY US $
Prev 175.41

Market

[174.39 /174.39P

Vol 208,360

SPY US Equity '
1) Profile

SPDR S&P 500 ETF °
consists of a [:-crt.mu

BBGOOOBDTBLY]

'@ Current Data (COMP)

-
| 1
| B ..r.._ a

e r'\-(d

1) Price (GP)
8) NAV 10/22/13
INAV
Fun 0 Pe -cent Premium
‘H 10/22/13
52 L 11/16/12
9] C,,t.o. s(OMON)

Australia 61 2 9777 8600 Brazil 5511 3048 4500 Europe 44 20 7330 7500 Germany 49 69
Singapore 65 6212 1000

Japan 81 3 3201 8900

o T
~ '\ln \
N, / ("
7 n”"l\ 7

989 Report

2) Performance
SPDR S&P 500 ETF TRUST
rust 1s a unit inve

repre

senting

J{ »

USD 175.41
USD 175.43
USD 175.33
0.063%
USD 175.93
USD 134.70
Yes

al%

99 Feedback
3) Holdings

4) Allocations

Sx1

Description: Profile
5) Organizational

Page 1/5

Objective Large cap

nent tru n J

T lres 1r
JU STOCKS 1N

‘Bloomberg Classification

ETF
Equity
Large-cap
Blend

-0 U.S,

Fund Type

Focus

Trading Data

-ead 0.030
125.9M
46.9M

USD 158.06B
901.1M

USD 158.07B

Bid Ask Spr
30D Avg Volume
Implied Liqui:iit_';.'
Market C

Shares Out

Total Assets

U.s. 1 212 318 2000

L}e United States.

[BBGID

‘Appropriations

Leverage No
Actively Mar No
Swap Based No
Derivatives Based No
Currency Hedged No
Replication Strategy Full
Lending No

\aged

Securities

'Characteristics

Und. Index
Index Weight

Px Track. Error
NAV Track. Error
Inception Date
Expense Ratio

10) SPX
Market Cap
298

.038
01/29/93
.095%

9204 1210 Hong Kong 852 2577 6000

Copuright 2013 Bloomberyg Finance L.P.

SN 541209 CEST GMT+2:00 H266-3963-0 23-0ct-2013 13:04:37




A’ 174.39 /174, 39P
. Prev 175. Vol 208,360
99 Report .99 Feedb. Page 2/5 Description: Performance
1) Profile 2) Performance 4) Allocations 5) Organizational
tur 10/22/13 [nception T:‘E 01/29/93 Index Returns 10/22/13

SPTR Absolute Measure - 1Yr ' SPTR

]

lax Return

LM“Feurm

-1 e
Sharne R atin
gl RS Rvaklll

Downside Risk

Periods Upn(%)

WLALND

L B

Pc:cds.JoAH{%]

7N BETA Dividend Information | 100 DVD Penod Curr  Income /Cap. Gain
8) SPX|/12 Month Yield 1.93%! YTD USD 2.37 0.00
.997 |Net Indicated Yield 1.91%| 2012 USD 3.10

2

o C

.998 |1 Yr Dividend Growth 18.97%| 2011 |USD 2.58
1.003||3 Yr Dividend Growth 15.46%| 2010 |USI 2.27
Ad] a 1vi 1.002 |5 Yr Dividend Growth 4.08% 2009 D 2.18
Correlation 994 Dividend Frequency Quarter| 200 JSI 2.72
Standard Deviatior 9.110
'-'-"'l'-'«"i'i\ 30 Day 12.733
9] 1 7?””“LFL“” QTC;{J“
Qusirﬂl1d 61 2 9777 8600 Brazil 5511 3048 4500 Euwrope 44 20 7330 7500 Germany 42 69 9204 1210 Hong Kong 852 2977 &000

Japan 81 3 3201 2300 Singapore 65 6212 1000 u.s. 1 212 318 2000 Copuright 2013 Bloomberg Finance L.F.
SH 541209 CEST GMT+2:00 H266-3963-0 23-0ct-2013 13:05:07

o O

o




SPY US § Market [174.40 /174.41°P
“-‘_' 175.41 Vol 208,460
' 99 Report 99 Feedback Page 4/5 Description: Allocations
1) Profile 2) Performance ) oldmgs 4) Allocations 5) Organizational
Allocations as of 10/22/13
Top Sector Allocation Top Geographic Allocation Top Asset Allocation
L& 8.21% U.S. 97.50% || Equity 99.49%
7.51% Ireland .98%|| Cash and Other S51%
7.06% | Switzerland 64%
6.42% U.K. 34%
5.86% | Bermuda 03%
4.40%
3.93%

3.65%

3.61%
lecommunications 3.60%
'6) Port Stats (PORT) | 10/22/13 7 Shares Outstanding (GP)
Top ui dings % Port 17.86| 4, b
ledian Mkt Cap USD 66.15B
) UsD 112.37B
200 k|,
2.42) il ko,
18.03
Averar /S 1.69
Avere 2 /C 11.63
ﬂustrallﬂ 61 2 9777 3600 Brazil 5511 3048 4500 Europe 44 20 7330 7500 Germany 49 62 3204 1210 Hong Kong 852 2977 6000

Japan 81 3 3201 8300 Singapore 65 6212 1000 U.s. 1 212 318 2000 Copyright 2013 Bloombkerg Finance L.P.
SN 541209 CEST GMT+2:00 H266-3963-0 23-0ct-2013 13:05:35




Other Types of Funds

Venture Capital Funds

Venture capital (VC) funds use money that they receive from
wealthy individuals and some institutional investors to invest in
companies.

Invested monies are pooled and used to create a diversified equity
portfolio.

Venture capital funds tend to focus on technology firms, which have
the potential for high returns but also exhibit a high level of risk.

A VC fund typically plans to exit from its original investment in a
business within about four to seven years.




Other Types of Funds

* Private Equity Funds

Private equity funds pool money provided by individual and
institutional investors and buy majority (or entire) stakes in
businesses.
* When a private equity fund purchases a business, it assumes
control and is able to restructure the business in a manner
that will improve its performance.

* The Market for Private Equity Businesses

The potential to capitalize on inefficiencies in this market has
attracted much more investment in private equity and has led to
the creation of many new private equity funds.




Other Types of Funds

* Hedge Funds

* Sell shares to wealthy individuals and financial institutions and
use the proceeds to invest in securities.
* They differ from open-end mutual funds in several ways.
Require a much larger initial investment (such as S1 million).

Many hedge funds are not “open” in the sense that they may not
always accept additional investments or accommodate
redemption requests unless advance notice is provided.

Hedge funds have been subject to minimal regulation.

Hedge funds invest in a wide variety of investments to achieve
high returns.




Other Types of Funds

* Hedge Funds (cont.)

* Use of Financial Leverage

Use borrowed funds to complement the equity that they receive
and invest.

The use of financial leverage allows them to make more
investments with a given amount of equity and can magnify the
returns.

* Hedge Fund Fees

Hedge funds charge a management fee of between 1 and 2
percent of the investment per year.

In addition, they charge an incentive fee that is based on the
return of the fund. The typical incentive fee is 20 percent of the
return.




Other Types of Funds

* Hedge Funds (cont.)

* Financial Problems Experienced by LTCM

One of the best-known hedge funds was Long-Term Capital
Management (LTCM), which was created in 1994 and managed by
a group of partners who had a very strong track record.

LTCM had investments in relatively risky bonds and lost more
than S2 billion, or about 40 percent of its total equity.

On September 23, 1998, the Federal Reserve Bank of New York
organized a rescue of LTCM by 14 large commercial banks and
securities firms.




Other Types of Funds

* Madoff Fund Scandal

Bernard Madoff managed a large and well-respected hedge fund
that included various institutions, charities, and wealthy
individuals among its investors.

Madoff admitted that he had been periodically using money from
new investors to pay off investors who wanted to cash out of the
fund.

The potential losses to investors were estimated to be as high as
S50 billion, making this possibly the biggest financial scandal in
U.S. history.




Regulatory Reform of Hedge
Funds

* The Financial Reform Act of 2010 contained provisions to
stabilize the financial system.

* Mandates that hedge funds managing more than $100 million
register with the SEC as investment advisors.

* Must also disclose financial data that can be used by the
Financial Stability Oversight Council (created by the Financial
Reform Act) in order to assess systemic risk in the financial
system.

* Prevents commercial banks from investing more than 3% of
their capital in hedge funds, private equity funds, or real
estate funds.




