Mutual Fund Course 400 Answers

Course 401

1. A is correct. All value managers buy stocks that they believe are undervalued, but each manager defines value in a different way.

2. B is correct. Relative-value managers measure a stock's value by comparing its price ratios to some benchmark.
	3. A is correct.  Managers practicing absolute-value strategies calculate what a company is worth in absolute terms and will only buy the company's stock for less than that figure.

4. C is correct. Styles can differ a lot within each camp. Absolute-value managers can calculate a company's worth in a variety of ways, while relative-value managers can compare a variety of price multiples against a variety of benchmarks.

5. A is correct. The second answer might apply to relative-value managers who use a stock's industry as their benchmark. The third answer would apply to absolute-value managers who use a company's absolute worth as their benchmark.



	



1. C is correct. If a firm has announced bad news--lower-than-expected earnings, for example--its stock price is likely to fall in the short-term. Momentum investors usually try to sell at that point. They tend to hold stocks that have posted strong earnings.

2. A is correct. A GARP fund or a fund that buys stocks without earnings may buy Wal-Mart. But this solid, well-run company that generally meets or slightly exceeds quarterly-earnings estimates would probably most appeal to a manager looking for steady growth.
3. C is correct. GARP stands for growth at a reasonable price--a strategy that looks for both growth and value.
4. A is correct. The blend column of the Morningstar style box is commonly home to funds that seek earnings growth at cheap prices.
5. B is correct. Because momentum managers engage in frequent stock trading, momentum funds usually have high annual turnover rates. This trading and turnover is bad for tax efficiency. Momentum-type stocks also generally carry a lot of price risk.
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1. B is correct. A focused fund owns 35 individual stocks, invests 70% of its assets in its top 10 stocks, or both. One that has a manager's devoted attention is not necessarily a focused fund.

2. C is correct. Owning a focused fund is most similar to owning a bunch of individual companies. Index funds tend to be broadly diversified reflections of a major market index. Fixed-income funds invest in bonds.
3. A is correct. While a focused fund may have an inexperienced manager or high expenses, investors should almost always expect some short-term volatility.
4. C is correct. Established and well-respected fund families are most likely to step in if a fund is dramatically underperforming its peer group, at least partially to protect its good name.
5. C is correct. A focused fund with expenses higher than 2% should be regarded with suspicion. 1.4% is average for this group.
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	1. B is correct.  Managers who like to stay put stick to one area of the Morningstar style box. Families such as Putnam and T. Rowe Price use this approach.

2. C is correct. Flexible managers aren't any better or worse than style-box purists. They're just different.

3. B is correct.  An all style-box-specific portfolio may not be the best portfolio, but it is easiest to build and maintain.

4. A is correct. It is best to hold flexible funds outside your portfolio's core and monitor them rigorously.

5. C is correct. Just as using flexible funds is a personal decision, so too is determining what to do if and when your flexible funds start to buy the same types of stocks.
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1. B is correct. Just as using flexible funds is a personal decision, so too is determining what to do if and when your flexible funds start to buy the same types of stocks.

2. C is correct. Rapidly growing mid-size companies have less operational risk than rapidly growing small-cap companies, while once-large mid-cap companies can be solid companies whose stock prices have fallen on hard times.

3. A is correct. Mid-cap stocks behave a little like large-cap stocks and a little like mid-cap stocks; their returns therefore tend to fall between the two.

4. B is correct. Aggressive investors and those who want to play a small-cap rebound would be better off in small-cap stocks. Investors who want some diversification but who can't handle a lot of volatility in any one of their funds would favor mid-cap funds.

5. A is correct. Many funds land in one of Morningstar's mid-cap categories because their managers buy a mix of large- and small-cap companies. To find pure mid-cap funds, do B or C.

Course 406

1. A is correct. You can build a very diverse portfolio without ever buying a sector fund. But you can use sector funds to diversify or to speculate.

2. B is correct. Investors tend to buy sector funds as their performance is peaking. As a result, the average sector-fund investor doesn't do too well. Instead, favor less-popular sectors or add sector funds to diversify what you already have.
3. C is correct. Redemption fees discourage short-term traders from buying a sector fund and are paid back into the fund--in other words, they are paid back to investors who remain in the fund. And if you are a long-term investor, you'll never have to pay these fees.
4. A is correct. A fund investing only in Internet stocks is bound to be the most volatile. The more narrow the industry that the fund focuses on, the riskier it's bound to be.
5. A is correct. To play a long-term theme, you need to be a long-term investor. If you believe in the idea, you should be buying when returns are down, or investing a little bit at a time (dollar-cost averaging) regardless of whether the fund's performance is up or down.
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1. A is correct. High-quality bond funds generally have a lot of interest-rate risk while high-yield and prime-rate funds do not. They have credit risk instead.

2. C is correct. Inflation-indexed bonds are designed specifically to do well if inflation rises. Inflation has an eroding effect on the value of all other types of bonds.
3. C is correct. Inflation-indexed bond funds generally stick with TIPS, which are issued by the U.S. Treasury. You can't get any higher quality than that! High-yield bond and prime-rate funds, meanwhile, hold securities from less-than-creditworthy companies.
4. B is correct. High-yield bond funds own actual bonds from lower-quality companies, while inflation-indexed bond funds own bonds issued by the U.S. Treasury. Prime-rate funds do own bank loans, but they are higher quality loans.
5. C is correct.  The bonds these funds own pay high yields because there is risk that the companies backing them won't be able to meet their obligations. Such defaults are most likely to crop up in a tougher economic environment. 
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1. A is correct. Investments lose money during a bear market. Not all bear markets are marked by rising inflation or recession.

2. C is correct. Stocks of companies that produce must-have products, such as drugs or food, tend to do best during recessions. Those investments dependent upon a healthy economy, including junk bonds and cyclical stocks, tend to do poorly.
3. A is correct. Hard assets, including gold and real estate, do best. Everything else gets ravaged.
4. B is correct. Bonds tend to hold up relatively well in this environment, because their dividends are effectively worth more in this type of economy they have more purchasing power.
5. C is correct. Building a diverse portfolio that owns a little bit of everything is the best way to bear-proof a portfolio. Timing the market by moving to cash rarely succeeds, while bear-market funds will lose money during a bull market.
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1. A is correct. Fickle investors buy what's hot and sell what's not. Dollar-cost-averaging investors invest a little at a time.

2. C is correct. Fickle investors buy what's hot and sell what's not. Dollar-cost-averaging investors invest a little at a time.
3. A is correct. Investing a little at a time by setting up a regular dollar-cost-averaging program will prevent you from becoming a fickle investor.
4. B is correct. Discipline pays with aggressive funds, so unless you can guarantee that you won't give in to the temptation to sell when the fund stalls, we would say ease into it by dollar-cost averaging. And we are not advocates of market-timing.
5. C is correct. By expecting past results to carry on in the future, you are setting yourself up to become a fickle investor.
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1. B is correct. By expecting past results to carry on in the future, you are setting yourself up to become a fickle investor.

2. B is correct. Funds usually close when inflows turn into torrents--and that usually happens when funds are undergoing a period of extraordinary performance. Performance has to go back to average (or worse)--and it usually does after the closing.
3. A is correct. Closings are also good ideas for funds with a small number of managers and analysts, or focus on less liquid asset classes such as small caps or REITs.
4. A is correct. Funds that close at preset targets tend to continue to perform well after their closings.
5. B is correct. Reopening is often a sign that an asset class is being overlooked.     
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1. A is correct. Because fund investors buy high and sell low (rather than the other way around, opportunists can make money buy buying what others are selling. 

2. B is correct. We use cash flows to determine a category's popularity. Unpopular categories are often poor performing categories, but not always.

3. B is correct. Be sure to buy one fund from each category, because not all unpopular categories thrive, nor do they thrive at the same time. Also, we recommend that you buy before June

4. A is correct. You should put 5% of your assets into unpopular categories. This strategy is speculative. Yes, it has worked more often than not, but it's not meant to be a core part of your portfolio.

5. C is correct. Popular categories tend to under perform unpopular categories. As such, think about taking some profits away from popular categories, but don't do wholesale selling. That practice may upset your asset allocation and lead to taxable events.
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1. B is correct. Steer clear of rookie-fund managers who are rookies themselves. However, you might think about taking a chance with a rookie manager if he or she works at a fund family with a very clear style.

2. C is correct. Without past return and risk statistics to guide your decision, the portfolio is the best indication of a fund's potential.

3. A is correct. Managers who also own the funds they run are shareholders, too, which mean they're more likely to keep costs lower and minimize taxable distributions.

4. B is correct. As funds grow, they begin to enjoy economies of scale; in other words, there are more shareholders to cover costs.

5. B is correct. We suggest you start out with a small position in a rookie fund, and if the fund lives up to your expectations, you can always add to it over time. 


