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Anomalies
Closed-End Mutual Funds

Charles M. C. Lee, Andre1 Shleifer, and
Richard H. Thaler

Economics can be distinguished from other social sciences by the belief that
most (all?) behavior can be explained by assuming that agents have stable,
well-defined preferences and make rational choices consistent with those pref-
erences in markets that (eventually) clear. An empirical result qualifies as an
anomaly if it is difficult to “rationalize,” or if implausible assumptions are
necessary to explain it within the paradigm. This column will present a series of
such anomalies. Readers are invited to suggest topics for future columns by
sending a note with some reference to (or better yet copies of) the relevant
research. Comments on anomalies printed here are also welcome. The address
is: Richard Thaler, c/o Journal of Economic Perspectives, Johnson Graduate
School of Management, Malott Hall, Cornell University, Ithaca, NY 14853.

Introduction

Testing the efficient markets hypothesis is often difficult. For example, one
implication of the hypothesis is that there are no free lunches, no easy ways to
make money. However, apparent violations of this implication, such as mean
reversion in asset prices, are said by many to be evidence of variation in risk,
which is consistent with the efficient markets hypothesis. A more direct way to
test the hypothesis is to compare the prices of assets to their intrinsic or
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fundamental values, that is, the expected present values of future cash flows.
One finance professor we know used to refer to this version of the eflicient
markets hypothesis as “The Price is Right!” Testing whether the price is right is
hard, of course, because intrinsic values are not easily observable.

There does turn out to be one class of securities whose intrinsic values are
relatively easy to measure, the so-called Closed-End Mutual Funds (now offi-
cially known as Publicly Traded Funds). Most mutual funds are open-end funds
in the sense that the fund stands ready to accept more money at any time and
will redeem shares for current stockholders at the “net asset value” of the fund,
that is, the market value (per share) of the securities the fund holds. In the case
of a closed-end fund, the management raises a certain amount of capital, say
$100 million, buys a portfolio of securities which it will manage according to its
charter, and then issues a fixed number of shares, say 10 million. The shares
are traded on organized stock markets, including the New York Stock Ex-
change. Any stockholder who wants to liquidate must sell the shares at the
market price. The share price, of course, is set by supply and demand, and
therefore can diverge from the net asset value. Indeed, the stock prices of
closed-end funds often do diverge from net asset values. Funds selling for less
than their net asset value are said to trade at a discount, while those selling for
more than net asset value are said to sell at a premium. During 1989 it was
possible to find some funds selling at substantial discounts (greater than 30
percent) and others selling for enormous premia (in one case over 100 percent).
In the case of closed-end funds, therefore, it is common to find that the price is
wrong!

A Four Part Anomaly

The pricing of closed-end funds presents several puzzles. The following are
the four sets of facts that any theory of closed-end fund pricing must address.

1. New funds appear on the market at a premium and move rapidly to a discount.
New funds tend to get started when the existing funds are selling at premia or
small discounts (Lee, Shleifer and Thaler, forthcoming). When the new funds
are released, they are sold with a commission of roughly 7 percent. This means
that investors have to pay $107 to obtain $100 worth of assets. When they first
start to trade, the funds usually trade at a small premium. However, Weiss
(1989), Peavy (1988) and Laing (1987) all document striking evidence of
subsequent underperformance by these new closed-end funds. Weiss (1989),
for example, found that from 1985 to 1987, 20 days after the initial offering,
U.S. stock funds traded at an average premium of almost 5 percent. However,
120 days after the initial offering, these funds sold for an average discount of
over 10 percent. The mean daily index-adjusted cumulative return over this
period was —25.1 percent (t-statistic of —5.55). So, puzzle one: Why does
anyone buy these funds when they are first issued? ’
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2. Closed-end funds usually trade at substantial discounts relative to their net asset
values. Over the period 1965-85 the (value-weighted) average discount on a
portfolio of major closed-end stock funds in the U.S. was 10.1 percent (Lee,
Shleifer, and Thaler, forthcoming). Though discounts are the norm, some
funds (and in some unusual periods, most funds) sell at premia. In recent
years, premia have been most common for funds specializing in investment in
foreign countries. Puzzle two: Why aren’t prices equal to net asset values, and
why are discounts the norm?

3. Discounts (and premia) are subject to wide variation, both over time and across
funds. The largest stock fund traded in the U.S. is the Tricontinental Fund
(Tricon) which holds a diversified portfolio of common stocks. The year-end
price of Tricon has varied over the last 30 years from a 2.5 percent premium to
a 25 percent discount to net asset value. In 1988, the price at each week’s end
ranged from a 6.7 percent premium to a 17.9 percent discount. Though fund
discounts vary greatly over time, their movements are positively correlated.
Lee, Shleifer, and Thaler (forthcoming) studied nine of the largest and oldest
funds over the period 1965-85 and found that discounts were highly corre-
lated. Monthly levels of discounts for individual funds typically had correlation
coeflicients of greater than .5. Monthly changes were also positively correlated,
with coefficients typically between .2 and .4. Average discounts also display a
seasonal pattern which will not surprise readers of this column. Yes, discounts
tend to shrink in the month of January. This result is quite striking because
Brauer and Chang (1989) find that the assets the funds own do not display a
January effect.

Discounts also vary widely across funds. It is common to see some funds
selling for large discounts while others sell at substantial premia. Even within
specific categories of funds, such as diversified domestic funds or single country
foreign funds, there is wide variation in the discounts at a point in time. Puzzle
three: Why do discounts move together and why do they vary so much, over
time and across funds?

4. When closed-end funds are terminated, either through merger, liquidation, or
conversion to an open-end fund, prices converge to reported net asset value (Brauer,
1984; Brickley and Schallheim, 1985). This fact may not seem to be a puzzle.
If a fund is converted to an open-end fund, or liquidated, its assets will be
redeemed at the net asset value, so of course the price should be equal to net
asset value at the time of termination. However, some theories of closed-end
fund pricing argue that reported net asset values are mismeasured. If this were
the case, then net asset value would fall to the market price when a fund is
liquidated, rather than price rising to the net asset value. When funds are
open-ended, why does the price rise to eliminate the discount?

These four puzzles raise basic questions about the operation of financial
markets. How can prices diverge from fundamental values? Why don’t the
forces of arbitrage drive prices back in line? These are the questions we will try
to address in this column.
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Standard Excuses

To what extent can these facts be explained within the standard paradigm
of rational efficient markets? Two types of explanations have been offered. The
first is based on misbehavior by the fund managers. The second is based on
miscalculation of net asset value.

Agency Costs

Might the mere existence of fund managers explain the closed-end fund
puzzles? There are two possibilities worth considering. First, the funds charge a
management fee, typically between .5 and 2.0 percent of the asset value
annually. One argument is that the existence of these fees implies that funds
will sell at a discount in equilibrium. Consider a fund with a 1 percent annual
fee. At a discount rate of 10 percent, the present value of these fees corresponds
to a discount of 10 percent. Upon scrutiny, however, this argument does not
hold up. Large closed-end funds, such as Tricon, charge fees that are compara-
ble to those of large no-load mutual funds. Since both are providing similar
services, it would seem that both should sell at the same price. But if closed-end
funds sell at a discount, investors are getting a higher yield from them than
from open-end funds (since they are buying more assets for their money). The
existence of fees, then, does not imply that funds should sell at discounts.'
There is also no evidence that discounts are correlated with management fees
(Malkiel, 1977).

The second aspect to consider is managerial performance. Boudreaux
(1973) pointed out that the net asset value represents expected returns of the
present portfolio, but since fund managers buy and sell securities, discounts
might reflect their differential ability to perform this task. But unless some
managers have figured out a way to systematically underperform the market
(itself an anomaly, of course), this explanation does not explain why funds
trade, on average, at discounts. For relative performance to explain the varia-
tion in discounts, large discounts should forecast poor future performance, and
premia should forecast extraordinary future returns. So, for example, the
premia observed when funds start should forecast superior returns. In contrast,
discounts observed a few months later suggest that investors quickly become
disenchanted, and are predicting below normal performance. Logic suggests
that it is impossible for both predictions to be rational, and the empirical
evidence suggests that neither prediction is fulfilled. Malkiel (1977) investigated
the relationship between past performance (measuring net asset value changes)
and discounts and Roenfeldt and Tuttle (1973) investigated contemporaneous
performance. The former found no relationship and the latter found a weak

"This argument was suggested by Ken French. Timothy Taylor has pointed out to us that one
could alternatively view the fact that people are willing to invest in open-end funds without a
discount as the anomaly. )



