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	Learning Objectives
· The general characteristics of asset management firms.
· The different types of investment companies: mutual funds, close-end investment companies, and the unit trusts.
· How the share prices of mutual funds and close-end funds are determined.
· How investment companies differ, depending on their investment objectives.
· The economic benefits that investment companies provide, including diversification and reduced costs of investing.
· What exchange-traded funds are.
· The similarities and differences between exchange-traded funds and closed-end funds.
· What a hedge fund is and the different types of hedge funds.
· What a separately managed account is.
· What a pension plan sponsor does.
· The different types of pension plans, including defined contribution plans, defined benefit plans, and cash balance plans.
· What a 401 (k) plan is.
· What an insured plan is.
· The principal provisions of the Employee Retirement Income Security Act (ERISA) of 1974.
· What the Pension Benefit Guaranty Corporation does.
· The various financial services provided to pension funds.
· The defined benefit pension fund crisis.

Asset management firms are also referred to as money management firms and fund management firms. Asset managers are also referred to money managers, fund managers, and portfolio managers. Asset management firms are either affiliated with some financial institution (such as a commercial bank, insurance company, or investment bank) or independent companies. 
In this chapter, we discuss the types of accounts/clients/lines of business of asset management firms.


I. Overview of the Asset Management Business
Larger institutional clients seeking the services of an asset management firm typically do not allocate their entire asset to one asset management firm. Instead, they typically diversify among several asset management firms, as well as possibly managing some portion of their funds internally. 
One reason for using several asset management firms is that firms differ in their expertise with respect to asset classes. For example, a client that seek an asset manager to invest in common stock, bonds, real state, and alternative investment (such as commodities and hedge funds) will use asset management firms that specialize in each of those asset classes.
Asset management firms receive their compensation primarily from management fees charged based on the market value of the assets managed for clients. For example, if an asset manager manages fee is $600,000 ($100 million times 0.0060). Management fees typically vary with the amount managed, the complexity of managing the asst class, whether that asset are actively managed or passively managed, and the mutual fund divided by the number of shares owned by the mutual fund investors:
NAV = Market value of portfolio – Liabilities
	    Number of shares outstanding

For example, suppose that a mutual fund with 10 million shares outstanding has a portfolio with a market value of $215 million and liabilities $15 million. The NAV is 
		
			NAV = $215,000,000 - $15,000,000 	= $20
					10,000,000

Asset Management Firms
The management of a client's investments by a financial services company, usually an investment bank. The company will invest on behalf of its clients and give them access to a wide range of traditional and alternative product offerings that would not be the average investor. 


An account at a financial institution that includes checking services, credit cards, debit cards, margin loans, the automatic sweep of cash balances into a money market fund, as well as brokerage services. Also known as an "asset management account" Or a "central asset account"

Functions
Manage the funds of individuals, businesses, endowments and foundations, and state and local government. Referred to as money management firms and Fund management firm.
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Types of Assets Management Firms
     
· Investment companies
· Exchange traded funds
· Separately managed accounts for individuals and institutional investors
· Hedge funds 
· Pension funds
II.  Investment companies
Investment Companies
It is a company whose main business is holding securities of other companies purely for investment purposes. The investment company invests money on behalf of its shareholders who in turn share in the profits and losses. These are the financial intermediaries that sell shares to the public and invest the proceeds in a diversified portfolio of securities.
Examples:
Citibank where Citicorp Financial Service & Insurance Brokerage Phils – brokerage arm that trades bonds, fixed-income treasury notes, US treasuries, Mutual Funds, and Unit Investment Trust Fund 

Types:
· Open-End Funds (Mutual Funds)
· Closed-End Funds
· UITs(Unit Investment Trusts)

Open-end funds (mutual funds)
An investment vehicle that is made up of a pool of funds collected from many investors for the purpose of investing in securities such as stocks, bond, money market instruments and similar assets.
Two types of cost
· Fund Sales Charge 
 	(Load)
		Types of distribution
			-Sales Force
			-Direct
· Operating Expenses (Expenses Ratio) 

Closed-end funds
a closed-end fund is a publicly traded investment company that raises a fixed amount of capital through an initial public offering (IPO). The fund is then structured, listed and traded like a stock on a stock exchange.

Unit investment trusts
An investment company that offers a fixed, unmanaged portfolio, generally of stocks and bonds, as redeemable “units” to investors for a specific period of time. It is designed to provide capital appreciation and/or dividend income. 
They differ in several ways from both mutual funds and closed-end funds that specialize in bonds.
· First, no active trading of the bonds takes place in the portfolio of the unit trust. Once the unit trust is assembled by the sponsor (usually a brokerage firm or bond underwriter) and turned over to a trustee, the trustee holds all the bonds until redeemed by the issuer.
· Second, unit trusts set a fixed termination date, while mutual funds investor and closed-end funds do not.
· Third, unlike the mutual fund and closed-end fund investor, the unit trust investor knows that the portfolio consists of a specific portfolio of bonds and has no concern that the trustee will alter the portfolio. Unit trusts are common in Europe, but not in the United States.

Fund Sales Charges and Annual Operating Expenses
Two types of costs
· The first is the shareholder fee, usually called the sales charge.
This cost is a “one-time” charge debited to the investor for a specific transaction, such as a purchase, redemption or exchange. The type of charge is related to the way the fund is sold or distributed.
· The second is the annual fund operating expense, usually called the expense ratio, which covers the fund’s expenses, the largest of which is for investment management. This charge is imposed annually and occurs on all funds and for all types of distribution.
Sales Charge
	Two types of distribution
· Sales force (wholesale) distribution occurs via an intermediary such as agent, a stockbroker, insurance agent, or other entity who provides investment advice and incentive to the client, actively “makes the sale”, and provides subsequent service.
· The other approach is direct distribution (from the fund company to the investor). The client approaches the mutual fund company, most likely by a toll-free telephone contact, in response to media advertisements or general information, and open the account
The sales charge is called a load. The traditional type of load is called a front-end load, because the load is deducted initially or “up front”. That is, the load is subtracted from the amount invested by the client and paid to the agent/distributor. Directly placed mutual funds require no sales and, therefore no sales charge. Funds with no sales charges are called no-load mutual funds. Recent adaptations of the sales load are back-end loads and level loads. Front-end loads are imposed at the time of the purchase of the fund, but the back-end load is imposed at the time fund shares are sold or redeemed.
Annual operating Expenses (expense Ratio)
· The operating expense, also called the expense ratio, is debited annually from the investor’s fund balance by the fund sponsor. Three main categories of annual operating expenses are the management fee, distribution fee and other expenses.
· The management fee, also called the investment advisory fee, is charge by the investment advisor for managing a fund’s portfolio. If the investment advisor works for a company separate from the fund sponsor, some or all of this investment advisory fee is passed on to the investment advisor by the fund sponsor. In this case, the fund manager is called a sub advisor.
Economic Motivation for Funds
Six economic functions:
1. Risk reduction via diversification
2. Lower cost of contracting and processing information
3. Professional portfolio management
4. Liquidity
5. Variety ;  and 
6. Payment mechanism 
· First the function of risk reduction through diversification. By investing in a fund, an investor can obtain broad-based ownership of a sufficient number of securities to reduce portfolio risk.
· The second economic function is the reduced cost of contracting and processing information, because an investor purchases the services of a presumably skilled financial advisor at less cost than if the investor directly and individually negotiated with such an advisor.
· Third, and related to the first two advantage of liquidity. 
· Forth is the advantage of liquidity. Mutual funds can be bought or liquidated any day at the closing NAV. 
· Fifth is the advantage of the variety of funds available in general and even in one particular family fund.
· Finally, money market funds and some other types of funds provide payment service by allowing investors to write checks drawn on the fund, although this facility may be limited in various ways.
Types of Funds by Investment Objective
	Main Categories
· Stock funds
· Bond funds
· Money market funds 
· Others 
Subcategories of funds exist
· U.S only
· International (no U.S. Securities) or
· Global (both U.S and international securities)
Funds can be:
· Passive (or indexed) funds are designed to replicate an index, such as the S&P 500 Stock Index, the Lehman U.S Aggregate Bond Index, or the Morgan Stanley Capital International EAFE (Europe, Australasia, and the Far East) Index.
· Active funds, on the other hand, attempt to outperform an index and other funds by actively trading the fund portfolio. The objective of numerous others of funds is stated in the specific fund’s prospectus, as required by the SEC and the “1940 Act”.
Stock funds differ in the following ways:
· The average market capitalization (“market cap”; large, mid, and small) of the stocks in the portfolio 
· Style (growth, value, and blend)
· Sector specialization, such as technology, health care, or utilities.
With respect to style, stocks with high price-to-book and price-to-earnings ratios are considered “growth stocks” and stocks with low-price-to-value and price-to-earnings ratios are considered “value stocks”, although other variables are also considered. Some styles can be considered blend stocks.
Fund of funds a mutual fund that invests in other mutual funds.

The Concept of a Family of Funds
· A concept that revolutionized the fund industry and benefited many investors is what the mutual fund industry calls a family of funds, a group of funds or a complex of funds. Many fund management companies offer investors a choice of numerous funds with different investment objectives in the same fund family.
Taxation of Mutual Funds
· Mutual funds must distribute at least 90% of their net investment income earned (bond coupons and stock dividends) exclusive of realized capital gains or losses to shareholders to be considered a regulated investment company (RIC) and, as such, not be required to pay taxes at the fund level prior to distributions to shareholders.
· “Nothing is sure in life but death and taxes.”
Regulation of Funds
     Four major laws or acts 
· Securities Act of 1933
· Securities Act of 1934
· Investment Company Act of 1940
· Investment Advisors Act of 1940 
· Securities Act of 1993 provides purchasers of new issues of securities with information regarding the issuer and, thus, helps prevent fraud. Because open-end investment companies issue new shares on a continuous basis, mutual funds must also comply with the 1993 act.
· The Securities Act of 1934 is concerned with the trading of securities after issuances, with the regulation of exchanges, and with the regulation of broker/dealers. Mutual fund portfolio managers must comply with the 1934 Act in their transactions.
· All investment companies with 100 or more shareholders must register with the SEC according to the Investment Company Act of 1940. The primary purposes of the 1940 Act are to reduce Investment Company selling abuses and to ensure that investors receive sufficient and accurate information. 
· Investment Advisory Act of 1940 specifies the registration requirements and practices of companies and individuals who provide investment advisory services. This act deals with registered investment advisors (RIAs).
III. Exchange-Traded Funds
· An investment vehicle that consists of investment that is similar to mutual funds but trade like stocks on an exchange period. 
· Even though they are open-end funds, ETFs are, in a sense, similar to closed-end funds, which have small premiums or discounts from their NAV 
· As publicly traded securities, their shares can be purchased on margin and sold short, enabling the use of hedging strategies, and traded using stop orders and limit orders, which allow investors to specify the price points at which they are willing to trade. 
IV. Separately Managed Accounts
· Referred to individually managed account.
· The investment selected by the asset manager will be customized to the objectives of the investors.
· Asset manager earn higher fees on separately managed account but also have higher service cost relative to what they can earn by managing mutual funds. 
V. Hedge Funds
· “hedge” the market risk of the fund by creating a portfolio that was long and short the stock market by an equal amount. 
· Shorting the stock market means selling stock that is not owned with the expectation that the price will decline in the future. The point is that constructing the portfolio in that way, the portfolio was said to be “hedged” against stock market risk 
· Risk control means that a risk is mitigated to the degree desire by the investor.
· The management fee structure for hedge funds is a combination of a fixed fee based on the market value of asset managed a plus share of the positive return. The latter is a performance-based compensation referred to as an incentive fee.
· Absolute return on a portfolio is simply the return realized.
· Relative return is the difference between the absolute return and the return on some benchmark or index 
Types of Hedge Funds
· Market Directional Hedge Funds
One in which the asset manager retains some exposure to “systematic risk”
· Corporate Restructuring Hedge Funds
One in which the asset manager positions the portfolio to capitalize on the anticipated impact of a significant corporate event. 
· The first group includes hedge funds that invest in the securities of a corporation that is either in the bankruptcy or is highly likely in the opinion of the asset manager to be forced into bankruptcy. The securities of such corporation entities are called distressed securities. 
· The second group includes hedge funds that focus on what is called merger arbitrage. The underlying rationale for merger arbitrage is that in a merger that stock price of the target company usually trades below the price being offered by the acquiring company. 
· The third group of corporate restructuring hedge funds includes hedge funds that seek to capitalize on other types of broader sets of events impacting a corporation. 
Convergence Trading Hedge Funds
· Arbitrage strategy
The misalignment will generate a profit with absolutely no risk, the strategy employed to take advantage of the misalignment of prices or yields.
· Riskless arbitrage strategy
The outcome is said to be riskless profit and hence some market observers
· Risk arbitrage strategy 
The asset managers of a hedge fund may use what is believed to be a “low risk” strategy to capitalize on perceived misalignment of prices or yields.
· Convergence trading hedge funds 
Strategies involve perceived misalignments of prices and yields to move back to or “converge” to the expected relationship.

VI. Pension Funds
· Pension funds are financed by contributions from the employer. In some plans, employers match employee contributions to some degree. This tax exemption results from meeting many federal requirements (such plans are called qualified pension plans). 
Types of Pension Funds
· Defined Benefit Plan
In a defined benefit (DB) plan, the plan sponsor agrees to make specified dollar payments annually to qualifying employees beginning at retirement (and some payments to beneficiaries in case of death before retirement). Defined benefit plans that are guaranteed by life insurance products are called insured plans. 
· Defined Contribution Plan
In a defined contribution (DC) plan, the plan sponsor is responsible only for making specified contributions into the plan on behalf of qualifying participants, not specified payments to the employee after retirement.
· The amount contributed is typically either a percentage of the employee’s salary and/or a percentage of the employer’s profits. 
· The plan sponsor guarantees the retirement benefits, makes the investment choices, and bears the investment risk if the investments do not earn enough to fund the guaranteed retirement benefits. 
· Hybrid Pensions Plans
Hybrid pension plans, or combinations of defined benefit and defined contribution plans developed. Although several types of hybrid plans include pension equity, floor-offset, and others, the most common hybrid form is the cash balance plan. 
· Cash Balance Pensions Plans
A cash balance pension plan is basically a defined with some of the features of a defined contribution plan. 
Retirement benefits are based on a fixed-amount annual employer contribution and a guaranteed minimum annual investment return 
Managers of Pension Funds
A plan sponsor chooses one of the following to manage the defined benefit pension assets under its control:
1. Use in-house staff to manage all the pension assets itself;
2. Distribute the pension assets to one or more money management firms to manage;
3. Combine alternatives 1 and 2. 
The Defined Benefit Pension Fund Crisis
· When the value of the assets exceeds the value of the liabilities, the plan is said to have a surplus.
· The value of the liabilities exceeds the value of the assets, the plan is said to have a deficit. 
· Funding ratio is the ratio of the plan’s assets to its liabilities and is the primary measure used of the plan’s financial health (i.e., ability to meet plan obligations). 
· The interest rate used to calculate any present value is called the discount rate.
· The basic property of the time value of money is that the lower the discount rate, the higher the present value.
· This sensitivity of the present value of the cash flows is referred to as its duration. 

· Pension plan is a fund established by private employers, governments, or unions for the payment of retirement benefits. 
· Pension funds are managed by the plan sponsor and/or by asset management firms hired by the sponsor. 
Federal regulation of pension funds is embodied in the Employee Retirement Income Security Act of 1974 (ERISA).
Chapter 5
· ERISA sets minimum standards for employer contributions, establishes rules of prudent management, and requires vesting in a specified period of time.
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	KEY TERMS



· Active funds
· Absolute Return
· Arbitrage Strategy
· Assts under management (AUM)
· Back-end load
· Cash balance pension plan
· Closed-end fund
· Contingent deferred sales charge (CDSC)
· Convergence trading hedge funds
· Corporate restricting hedge funds
· Defined benefit plan (DB)
· Defined contribution plan (DC)
· Direct distribution
· Duration
· Exchange-traded funds (ETFs)
· Expense ratio
· Family of funds 
· Fiduciary standards
· Front-end load 
· Funding ratio
· Funding standards
· Fund of funds
· Hybrid pension plans 
· Incentive fee
· Individually managed account
· Investment advisory fee
· Load
· Level load
· Management fee
· Market directional hedge funds
· Mutual funds
· Net asset value (NAV)
· No-load mutual funds
· Open-end funds 
· Operating expense
· Opportunistic hedge funds
· Passive (or indexed) funds
· Performance-based management fees
· Plan sponsors
· Regulated investments company (RIC)
· Relative return
· Risk arbitrage strategy
· Riskless arbitrage strategy
· Sales force (wholesale) distribution
· Separately managed account
· Subadvisor
· 12b-1 fee
· Unit trusts
· Vesting standards
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