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Chapter 18
Investing in Mutual Funds

( True/False
1.
Mutual funds pool money from investors to purchase portfolios of investments.

Answer: True

Difficulty: Easy

2.
The difference between stock mutual funds and bond mutual funds lies in the percentage of stocks and bonds that each fund purchases.

Answer: False

Difficulty: Moderate

3.
A mutual fund is a diversified portfolio of stocks and/or bonds depending on what the manager
has purchased.

Answer: True

Difficulty: Easy

4.
Two advantages of investing in mutual funds are diversification and professional management.

Answer: True

Difficulty: Easy

5.
An advantage of investing in mutual funds is that they all have the objective of preserving capital.

Answer: False

Difficulty: Easy

6.
The net asset value (NAV) per share of a mutual fund is determined by the market value of securities owned minus liabilities divided by the number of mutual fund shares outstanding.

Answer: True

Difficulty: Easy

7.
There is no limit on the number of open-end mutual fund shares that a company can offer.

Answer: True

Difficulty: Moderate

8.
Open-end mutual fund companies sell directly to investors and repurchase shares whenever investors wish to sell them.

Answer: True

Difficulty: Easy

9.
Closed-end mutual funds have a limited number of shares that are sold when the funds are first created and are resold over the stock exchanges.

Answer: True

Difficulty: Moderate

10.
The price per share for a closed-end mutual fund can differ from the fund’s NAV per share.

Answer: True

Difficulty: Moderate

11.
No-load mutual funds sell directly to investors and charge a somewhat smaller management fee than load funds.

Answer: False

Difficulty: Easy

12.
In most cases, the fees charged by load funds go to stockbrokers or other financial advisors who execute transactions for investors.

Answer: True

Difficulty: Moderate

13.
Studies on mutual funds have found that load funds perform better than no-load funds.

Answer: False

Difficulty: Easy

14.
Some mutual funds have much higher expenses or expense ratios than others, and this expense can affect your overall returns.

Answer: True

Difficulty: Easy

15.
On average, mutual funds have an expense ratio of about 3 percent.

Answer: False

Difficulty: Moderate

16.
In general, it is prudent to purchase a no-load fund instead of a load fund.

Answer: True

Difficulty: Easy

17.
In assessing different mutual funds, the returns vary, but the expenses are fixed.

Answer: False

Difficulty: Easy

18.
While not all mutual funds have loads or commissions, they all have management fees and expenses that are charged to the mutual fund shareholders.

Answer: True

Difficulty: Easy

19.
Of the management, advertising, and administrative fees charged by mutual funds, normally the management fee is the smallest.

Answer: False

Difficulty: Easy

20.
A stock mutual fund that pays higher than normal dividends is called a growth fund.

Answer: False

Difficulty: Easy

21.
Capital appreciation funds are mutual funds that focus on stocks that are expected to grow at a very high rate.

Answer: True

Difficulty: Easy

22.
Capital appreciation funds tend to invest in stocks that distribute little or no dividends so that earnings can be reinvested for expansion.

Answer: True

Difficulty: Moderate

23.
Balanced growth and income funds contain both growth stocks and stocks that pay high dividends.

Answer: True

Difficulty: Easy

24.
A mutual fund that buys only the stocks of gold mining companies is a good example of a
sector fund.

Answer: True

Difficulty: Easy

25.
Index stock funds always contain every company’s stock that make up the particular index.

Answer: False

Difficulty: Moderate

26.
Index mutual funds tend to have lower expenses than other types of mutual funds.

Answer: True

Difficulty: Moderate

27.
Index funds usually have lower capital gains on their investments and are, therefore, advantageous to investors in higher income tax brackets.

Answer: True

Difficulty: Moderate

28.
An international stock mutual fund is one that owns shares in companies from the United States and other countries.

Answer: False

Difficulty: Difficult

29.
Socially responsible mutual funds are those whose managers have taken and passed a strict financial ethics test.

Answer: False

Difficulty: Easy

30.
Corporate bond funds focus on bonds issued by high-quality firms and, therefore, tend to have a low degree of default risk.

Answer: True

Difficulty: Moderate

31.
Municipal bond funds have tax advantages over other kinds of mutual funds.

Answer: True

Difficulty: Easy

32.
Mutual funds that receive dividends and capital gains must distribute these to investors in the
same year.

Answer: True

Difficulty: Easy

33.
Capital gains from mutual funds can be received if the mutual fund makes a profit on the shares
it sells or if an individual investor realizes a gain on the sale of mutual fund shares.

Answer: True

Difficulty: Moderate

34.
Even when the stock market performs poorly, there are many stock mutual funds that perform well.

Answer: False

Difficulty: Easy

35.
Hedge funds, which are not regulated by the Securities and Exchange Commission, are only available to wealthy investors and are less risky than ordinary mutual funds.

Answer: False

Difficulty: Easy

36.
Even bond mutual funds with little or no default risk have an interest rate risk.

Answer: True

Difficulty: Easy

37.
Choosing a mutual fund or an investment company involves reviewing past performance and also comparing fees and expenses charged.

Answer: True

Difficulty: Easy

38.
Before investing in a mutual fund, you should request and evaluate the fund’s prospectus, which is available for a small charge.

Answer: False

Difficulty: Moderate

39.
When you own a mutual fund, you are liable for paying taxes on dividends and capital gains even if these are reinvested in your account and you never actually receive a check for them.

Answer: True

Difficulty: Easy

40.
Because a mutual fund is already diversified with perhaps 100 or more different investments, further diversification is not recommended or necessary.

Answer: False

Difficulty: Easy

( Multiple Choice

1.
Which is not a reason for investing in mutual funds?

(a)
Small amount of funds needed

(b)
Portfolio manager expertise

(c)
Specific investment goals

(d)
Overly diversified

Answer: D

Difficulty: Easy

2.
Advantages of investing in mutual funds include all of the following except
(a)
diversification of your investment.

(b)
professional management.

(c)
meeting specific investment goals.

(d)
there is virtually no risk of loss.

Answer: D

Difficulty: Easy

3.
The __________ is the market value of the securities that a mutual fund has purchased minus
any liabilities.

(a)
book value

(b)
net asset value

(c)
gross asset value

(d)
net worth value

Answer: B

Difficulty: Easy

4.
The net asset value (NAV) is reported in most daily newspapers

(a)
for the total fund.

(b)
on a per-share basis.

(c)
in dollars and fractions of dollars.

(d)
on a weekly basis due to the complexity of computation.

Answer: B

Difficulty: Easy

5.
In calculating the net asset value, which of the following is true?

(a)
Dividends are subtracted and expenses added

(b)
Interest is subtracted and expenses are added

(c)
Dividends are added and expenses are subtracted

(d)
Interest and other expenses are not included

Answer: C

Difficulty: Easy

6.
As the value of the mutual fund’s portfolio increases, so does all of the following except
(a)
book value.

(b)
expense ratio.

(c)
earnings per share.

(d)
net asset value.

Answer: B

Difficulty: Moderate

7.
To calculate the NAV, the market value of the portfolio less liabilities is divided by the __________ to arrive at a per-share basis.

(a)
original number of shares

(b)
shares currently in the fund

(c)
maximum shares to be issued

(d)
average number of shares in comparable funds

Answer: B

Difficulty: Easy

8.
Mutual funds, which sell shares directly to investors and repurchase shares investors want to sell, are called __________ funds.

(a)
open-market

(b)
open-end

(c)
closed-end

(d)
fair value

Answer: B

Difficulty: Easy

9.
An open-end mutual fund may do all of the following except
(a)
charge no fee to buy or sell shares.

(b)
charge a fee to buy but not sell shares.

(c)
charge a fee to sell but not buy shares.

(d)
charge a fee to both buy and sell shares.

Answer: D

Difficulty: Moderate

10.
A family of mutual funds is

(a)
where all of the funds have the same objective.

(b)
a number of funds with different objectives operated by one investment company.

(c)
where a number of competing investment companies pool their resources.

(d)
quite rare in the mutual fund industry.

Answer: B

Difficulty: Easy

11.
Existing shares of closed-end mutual fund companies are purchased

(a)
from the investment company directly.

(b)
from the investment company through a broker.

(c)
from other investors in the stock market.

(d)
from a bank.

Answer: C

Difficulty: Moderate

12.
Which of the following characteristics are not true of closed-end funds?

(a)
They are not regulated

(b)
They do not repurchase shares from investors

(c)
They are bought and sold on stock exchanges

(d)
They may sell above or below NAV

Answer: A

Difficulty: Moderate

13.
Stock brokers typically do not sell no-load funds because

(a)
the return is lower than load funds and they want to sell only the best funds to keep their clients.

(b)
they are prohibited by federal law.

(c)
the load is usually paid to the broker for selling the shares, therefore, no load, no fee.

(d)
there is no secondary market for them.

Answer: C

Difficulty: Easy

14.
Regarding load and no-load mutual funds,

(a)
load funds usually out perform no-load funds.

(b)
no-load funds perform just as well as load funds when the fees are ignored.

(c)
the two types of funds perform about the same considering the fees.

(d)
load funds may be bought directly, where no-load funds must be purchased through a broker.

Answer: B

Difficulty: Difficult

15.
On the average, actively managed mutual funds have an expense ratio of about

(a)
1.5 percent.

(b)
2.5 percent.

(c)
3 percent.

(d)
5 percent.

Answer: A

Difficulty: Moderate

16.
Which of the following expenses is usually the highest for a mutual fund?

(a)
Management fees

(b)
Administrative fees

(c)
12-b-1 fees

(d)
Referral fees

Answer: A

Difficulty: Easy

17.
You are considering investing in a no-load mutual fund that focuses on growth stocks or in an index fund. The growth stocks had an annual return of 15 percent and expenses of 2 percent. The index fund had an annual return of 12 percent and expenses of 1 percent. Assuming equal risk, you
should buy

(a)
the index fund.

(b)
the growth fund.

(c)
some of both.

(d)
neither; the expenses are too high.

Answer: B

Difficulty: Easy

18.
You are investing for your retirement 20 years hence. You would be most interested in a fund whose investment objective is focused on

(a)
long-term growth.

(b)
capital conservation.

(c)
income generation.

(d)
a balance of some growth but mostly high dividends.

Answer: A

Difficulty: Easy

19.
Which of the following is a stock mutual fund?

(a)
Ginnie Mae

(b)
Balanced growth and income

(c)
Municipal

(d)
Treasury

Answer: B

Difficulty: Easy

20.
Which of the following stock mutual funds are more established than small-cap firms, but may have less growth potential?

(a)
Equity income

(b)
Sector funds

(c)
Mid-size capitalization

(d)
Balanced growth and income

Answer: C

Difficulty: Moderate

21.
Which of the following stock funds would probably have the lowest risk and return?

(a)
Index

(b)
Capital appreciation

(c)
Income

(d)
Sector funds

Answer: C

Difficulty: Moderate

22.
Which of the following funds have the higher potential risk and return?

(a)
Index

(b)
Capital appreciation

(c)
Income

(d)
Growth

Answer: B

Difficulty: Moderate

23.
Investing in which of the following funds will typically give you the least diversification?

(a)
Growth funds

(b)
Capital appreciation funds

(c)
Equity income funds

(d)
Sector funds

Answer: D

Difficulty: Easy

24.
The return on an index fund may be less than the return on the index it represents because of all of the following except
(a)
it may not own all the companies included in the index.

(b)
the load charge.

(c)
the expense ratio.

(d)
excessive commissions on frequent trades by the fund.

Answer: D

Difficulty: Easy

25.
__________ funds are mutual funds that attempt to mirror the movements of existing broad market indicators.

(a)
Internet

(b)
Stock

(c)
Index

(d)
International

Answer: C

Difficulty: Easy

26.
Index funds incur __________ expenses and are __________ managed compared to other funds.

(a)
fewer; not actively

(b)
fewer; actively

(c)
more; not actively

(d)
more; actively

Answer: A

Difficulty: Moderate

27.
Index funds also offer tax advantages because they __________ in much trading and, therefore, __________ capital gains.

(a)
engage; generate

(b)
do not engage; generate

(c)
engage; do not generate

(d)
do not engage, do not generate

Answer: D

Difficulty: Moderate

28.
The difference between an international and a global fund is

(a)
global funds invest in U.S. firms and those of other countries too.

(b)
international funds invest in U.S. firms or governments while global funds do not.

(c)
international funds invest in Treasury securities but no U.S. firms while global funds invest
in both.

(d)
there is no difference except in name.

Answer: A

Difficulty: Moderate

29.
Global funds are not usually subject to the following risk?

(a)
Interest rate

(b)
Exchange

(c)
Political

(d)
Liquidity

Answer: D

Difficulty: Moderate

30.
High yield (junk) bond funds focus on relatively risky bonds issued by firms that are subject to

(a)
default risk.

(b)
interest rate risk.

(c)
exchange risk.

(d)
management risk.

Answer: A

Difficulty: Easy

31.
International bond funds are

(a)
issued by non-U.S. firms or governments.

(b)
offer a higher yield than U.S. bonds.

(c)
subject to exchange risk.

(d)
All of the above.

Answer: D

Difficulty: Moderate

32.
__________ mutual funds invest in foreign bonds as well as U.S. bonds.

(a)
International bond

(b)
Index

(c)
Treasury bond

(d)
Global bond

Answer: D

Difficulty: Moderate

33.
Investors in high tax brackets will normally achieve higher performance by selecting mutual funds that generate

(a)
long-term dividends.

(b)
long-term capital gains.

(c)
long-term stock dividends.

(d)
short-term capital gains.

Answer: B

Difficulty: Easy

34.
A mutual fund must distribute__________ to investors in the same year as earned.

(a)
dividends

(b)
profits

(c)
capital gains

(d)
Both (a) and (c).

Answer: D

Difficulty: Easy

35.
Which of the following is not a source of profits for owners of a stock mutual fund?

(a)
Dividends distributed by the mutual fund

(b)
Interest distributed by the mutual fund

(c)
Capital gains distributed by the mutual fund

(d)
Capital gains from the sale of your shares in the mutual fund

Answer: B

Difficulty: Easy

36.
The possibility that the Fed may raise the discount rate is an example of

(a)
political risk.

(b)
exchange rate risk.

(c)
interest rate risk.

(d)
liquidity risk.

Answer: C

Difficulty: Easy

37.
Treasury bond funds with short maturities have __________ default risk and __________ interest rate risk.

(a)
high; low

(b)
high; high

(c)
limited; high

(d)
low; limited

Answer: D

Difficulty: Moderate

38.
High yield bond funds have a __________ potential return and __________ risk.

(a)
high; low

(b)
high; high

(c)
low; high

(d)
low; low

Answer: B

Difficulty: Moderate

39.
Which of the following bond mutual funds has both the highest default risk and interest rate risk?

(a)
Long-term Treasury

(b)
Short-term Ginnie Mae

(c)
Short-term corporate

(d)
Long-term high-yield

Answer: D

Difficulty: Moderate

40.
Which of the following bond mutual funds has both the lowest default risk and interest rate risk?

(a)
Short-term Treasury

(b)
Long-term Ginnie Mae

(c)
Long-term corporate

(d)
Short-term high yield

Answer: A

Difficulty: Moderate

41.
A(n) __________ is a document that provides financial information about a mutual fund, including expenses and past performance.

(a)
annual report

(b)
prospectus

(c)
financial statement

(d)
balance sheet

Answer: B

Difficulty: Easy

42.
Before investing in a mutual fund the very least you should do is

(a)
read the prospectus.

(b)
consult an attorney.

(c)
open an account with a broker.

(d)
consult a certified financial planner.

Answer: A

Difficulty: Easy

43.
Which of the following is not included in the prospectus?

(a)
Redemption fee or back-end load

(b)
Expenses including management fees

(c)
Expenses including advertising and marketing fees

(d)
Advice on when to buy and sell

Answer: D

Difficulty: Easy

44.
In considering various fund characteristics, which of the following should you not consider?

(a)
Minimum investment

(b)
Investment objective

(c)
Investment company

(d)
S & P ratings

Answer: D

Difficulty: Easy

45.
In deciding if a no-load mutual fund is a good investment for you, you should carefully consider all of the following except
(a)
the fund’s investment objective.

(b)
the broker’s recommendations.

(c)
the fund’s investment strategy.

(d)
your risk tolerance level.

Answer: B

Difficulty: Moderate

46.
The most important expense statistic mentioned in the prospectus is

(a)
gross profit margin ratio.

(b)
the expense ratio.

(c)
times interest earned ratio.

(d)
back-end load ratio.

Answer: B

Difficulty: Moderate

47.
You may purchase an open-end no-load mutual fund in all of the following ways except
(a)
over the phone.

(b)
by U.S. mail.

(c)
over the Internet.

(d)
from a broker.

Answer: D

Difficulty: Easy

48.
The best way to predict a mutual fund’s performance is to

(a)
ask your stock broker.

(b)
look it up on the Internet.

(c)
look at past performance.

(d)
study the investment strategy as it relates to the current economic conditions.

Answer: D

Difficulty: Moderate

49.
In evaluating the performance of your mutual fund, you should compare it to the __________ index.

(a)
Cost of Living

(b)
Moody’s

(c)
Lipper

(d)
Fortune 500

Answer: C

Difficulty: Moderate

50.
The best investment strategy is to

(a)
diversify across stock and bond mutual funds with different objectives.

(b)
hold only bond mutual funds from U.S. corporations.

(c)
buy only one or two stock mutual funds.

(d)
buy individual stocks and bonds in different sectors.

Answer: A

Difficulty: Easy

( Fill in the Blank

1.
The price of shares in a mutual fund is referred to as the __________ __________ __________.

Answer:
net asset value

2.
Mutual funds that are traded on stock exchanges are called __________-__________ __________.

Answer:
closed-end funds

3.
A mutual fund that does not charge investors a fee and sells direct to investors is a __________-__________ mutual fund.

Answer:
no-load

4.
A mutual fund that invests only in healthcare-related companies is an example of a __________ fund.

Answer:
sector

5.
If a mutual fund’s performance is the result of factors in the general stock market, the fund is being impacted by the __________ risk.

Answer:
market

( Matching

1.
_____ bond mutual funds
(a)
annual expenses per share divided by the net asset value


of a mutual fund

2.
_____ net asset value
(b)
funds that sell to individuals and invest in bonds

3.
_____ open-end mutual funds
(c)
mutual funds that are growth stocks and pay dividends

4.
_____ expense ratio
(d)
funds that sell directly to investors and do not charge a fee

5.
_____ sector funds
(e)
stocks that are expected to grow at a very high rate

6.
_____ capital appreciation funds
(f)
mutual funds that focus on firms that pay a high level


of dividends

7.
_____ premium
(g)
mutual funds that focus on a specific industry

8.
_____ equity income funds
(h)
funds that sell shares directly to investors

9.
_____ balanced growth & income
(i)
amount by which a closed-end fund’s share price in the


secondary market is above the fund’s NAV

10.
_____ no-load
(j)
market value of the securities that a mutual fund has


purchased minus any liabilities owed

Answers:

1.
b
5.
g
9.
c

2.
j
6.
e
10.
d

3.
h
7.
i

4.
a
8.
f

( Essay/Short Answer

1.
List the following four types of medium-term bond mutual funds in order starting with the lowest default risk to the highest: Ginnie Mae, corporate, high-yield.

Answer:
T-bond, Ginnie Mae, corporate, high-yield.

2.
Arrange the following five bond funds starting with the lowest return and risk to the highest: long-term global, short-term T-bond, intermediate-term corporate, long-term high-yield, long-term Ginnie Mae.

Answer:
short-term T-bond, intermediate-term corporate, long-term Ginnie Mae, long-term
high-yield, long-term global.

3.
Arrange the following five stock funds starting with the highest return and risk to the lowest: index fund, capital appreciation, Internet sector fund, income fund, growth stock fund.

Answer:
Internet sector fund, capital appreciation, growth stock fund, income fund, index fund.

4.
List five considerations or characteristics when purchasing a mutual fund.

Answer:
Investment objective, return, expense ratio, load or no-load, minimum investment amount, risk, types of stocks or bonds in the portfolio, prior history and financial condition of the fund, investment company.

( Financial Planning Problems

1.
A mutual fund has a beginning balance of $100 million, earns interest of $10 million, receives dividends of $15 million, and has expenses of $5 million. If 10 million shares are outstanding, what is the NAV?

(a)
$10.50

(b)
$11.00

(c)
$12.00

(d)
$12.50

Answer:
($100 million  $10 million  $15 million – $5 million)/10 million shares  $12

2.
What would be the return on a $1,000 investment in a mutual fund whose NAV is $20? The fund has a 3 percent front-end load and during the holding period, $400 of fund distributions are reinvested at a NAV of $25 (no load applied to reinvestments). The fund is ultimately sold at a NAV of $24. (Round to the nearest tenth of a percent.)

(a)
14.8 percent

(b)
10.5 percent

(c)
15.3 percent

(d)
10.8 percent

Answer:


	($1,000 – $30 load)/$20  48.5 shares (initial purchase)

	$400/$25  16    shares (reinvested distributions)

	
64.5 shares

	( $24

	
$15.48 (proceeds from sale)

	$15.48 – ($1,000  $400)  $148/$1,400  10.5 percent


3.
What would be the tax consequence of owning a mutual fund that made distributions of $600 resulting from short-term gains and $800 resulting from long-term gains assuming a 30 percent tax bracket and a 10 percent capital gains rate?

(a)
$420

(b)
$140

(c)
$300

(d)
$260

Answer:


	Short-term gains
	$600 ( 0.30  
	$180


	Long-term gains
	$800 ( 0.10 
	$80

	Total tax consequence
	
	$260


4.
If a mutual fund’s NAV is $50 and its expense ratio is 2.0 percent, what are the total expenses per share?

(a)
$2

(b)
$10

(c)
$1

(d)
$5

Answer:
$50 ( 0.02  $1

5.
How much money would you need to purchase 400 shares of a mutual fund with a NAV of $55 per share and a 3 percent load? (Round to the nearest dollar.)

(a)
$22,000

(b)
$22,680

(c)
$23,200

(d)
$22,660

Answer:
(400 shares ( $55)/0.97  $22,680 rounded

















































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































