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The Post-Offering Price Performance of

Closed-End Funds

Kathleen Weiss

Kathleen Weiss is an Assistant Professor of Finance, University of Michigan,

Ann Arbor.

B The pricing of closed-end funds has intrigued inves-
tors, policymakers, and economists since the late 1920s,
when these securities grew at a remarkable pace. Un-
like open-end funds which continually offer new shares
to the investing public, closed-end funds fix the total
number of shares outstanding at the initial public of-
fering (IPO). While investors in an open-end fund may
redeem their shares directly to the mutual fund at net
assetvalue (NAV), holders of closed-end funds buy and
sell their shares in the open market. Since the share
value of a closed-end fund is determined by the price in

Much of the work on this paper was done while I was a Research
Economist at the Securities and Exchange Commission. The views
expressed herein are my own and do not necessarily reflect the views
of the Commission or of my colleagues on the staff of the Commis-
sion. I am grateful for the guidance and support of Ken Lehn and
David Malmaquist. I wish to thank Jay Ritter, Susan Chaplinsky, Cliff
Ball, four anonymous reviewers, and my colleagues both in the Office
of Economic Analysis at the U.S. Securities and Exchange Commis-
sion and at the University of Michigan for their helpful comments.
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the stock market, investors have no guarantee that the
shares will be worth the underlying net asset value.
Researchers have been especially interested in the fact
that many funds trade at a significant discount from
NAV. Although several studies have examined the
existence of discounts and premiums in closed-end
funds, the pricing of these securities remains puzzling.l
A recent resurgence in IPOs of closed-end funds has
refocused attention on these securities. In particular,
both the business press and academic researchers note
anomalies in the aftermarket price performance of
closed-end funds shares.”

ISee for example, Anderson [1], Anderson and Born [2], Boudreaux
[4], Brauer [6], Brickley and Schallheim [7], Malkiel [15], Pratt {17],
Richards et al. [18], and Thompson [21].

*Articles in the business press on this subject include Donlan {10},
Laderman (13], and Laing [14]. Two contemporaneous studies by
Peavy [16] and Anderson and Born [3] also examine the closed-end
fund IPO phenomena and find results similar to those presented here.
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Exhibit 1. Amount Offered By Initial Public Offerings
of Closed-End Funds (in $ millions)

1985~
Type of Fund 1985 1986 1987 1987
Bond Funds $240 $1,820 $6,764  $8,824

(H? (6) (20) (27)

U.S. Stock Funds 200 2,180 2,063 4,444
) (13) (8) (22)

Foreign Stock Funds 58 480 600 1,138
(1) (N (N (15)

Total $498 $4,480  $9.427 $14,406

3 (26) (3%) (64)

“Number of funds.

The objective of this paper is to document the post-
offering price performance and investor clientele for a
sample of 64 closed-end funds that went public from
1985-1987. The three main issues to be studied are: (i)
the daily index-adjusted return behavior over 120 trad-
ing days following the offer, (ii) the discount or pre-
mium to NAV from the fifth week of seasoning to the
twenty-fourth week, and (iii) the relative participation
of individual and institutional investors in purchasing
closed-end fund shares at the IPO.

|.Data and Methodology

The sample consists of 64 initial public offerings of
closed-end funds during 1985-1987 for which price
data are available for 120 trading days following the
offer. The funds are identified from two sources: Going
Public: The IPO Reporter and N-2 registration state-
ment filings at the Securities and Exchange Commis-
sion. Three of the 64 funds are dual purpose funds that
offer both capital appreciation and income shares.3
The Appendix lists the 64 closed-end funds’ gross pro-
ceeds and type of fund by offer date.

Exhibit 1 presents summary data from Investment
Dealer’s Digest Corporate Database (IDD) and the of-
fering prospectus on the number and amount offered
by closed-end fund IPOs by year and type of fund. The

3For a thorough definition and examination of dual purpose funds,
see Ingersoll [ 12]. Thus, 64 IPOs effectively result in 67 different fund
shares producing 67 series of returns and discounts.
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sample consists of 27 bond funds (42.2% of the sample),
22 U.S. stock funds (34.4% of the sample), and 15
foreign stock funds (23.4% of the sample). Only three
IPOs, or 4.7% of the sample, occur in 1985. In contrast,
26 TPOs, or 40.6% of the sample, are offered in 1986,
while 35 IPOs, or 54.7% of the sample, occur in 1987.
The growing popularity of bond funds during this three-
year period is evident. During 1985 and 1986, seven out
of 29 closed-end fund IPOs, or 24.1% of the sample, are
bond funds; in 1987, 20 of 35, or 57.1%, are bond funds.

Exhibit 1 also shows the dollar amount of IPOs of
closed-end funds by year and type. The total value of
IPOs by closed-end funds increases from $498 million
in 1985 to $4.48 billion in 1986 and $9.43 billion in
1987. In addition, the average value of these IPOs
increases appreciably during this period, from $166
million in 1985 to $172 million in 1986 and $269 mil-
lion in 1987.

Bond funds account for $8.8 billion or 61.3% of the
total value of closed-end fund IPOs; the corresponding
amount for U.S. stock funds and foreign stock funds is
$4.4 billion (30.8%) and $1.1 billion (7.9%), respec-
tively. The average amount offered is also substantially
larger for bond funds ($326 million) than it is for U.S.
stock funds ($202 million) and foreign stock funds ($76
million).

In order to examine the post-offering price perfor-
mance of each fund, daily stock prices for the first 120
trading days are collected from Standard & Poor’s Daily
Stock Price Record for American and New York Stock
Exchange listed securities for a total of 67 closed-end
fund shares. To adjust daily returns for market move-
ments, data are collected on a market index for each
closed-end fund. The following indices correspond to
the type of fund examined. The Shearson Lehman Bond
Index, collected from daily editions of the Wall Street
Journal, is used to adjust the returns of bond funds. The
S&P 500 is used in computing the market-adjusted
returns of domestic stock funds while the FT-Actuaries
World Indices (expressed in U.S. dollars) supplied by
Goldman, Sachs and Company is used to adjust the
returns of foreign stock funds.*

The daily unadjusted return for each fund i on day ¢
is calculated as:

“The FT-Actuaries World Indices are jointly compiled by The Finan-
cial Times Limited, Goldman, Sachs and Company, and County
NatWest/Wood Mackenzie in conjunction with the Institute of Ac-
tuaries and the Faculty of Actuaries. FT-Actuaries World Indices is
a trademark and service mark of The Financial Times Limited.
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P+ Dy - Py ()
it Py ’

t 1,..., 120,
i=1,..,67,

where Pi; and Pj; - 7 are the prices for time fand ¢ - I and
Dt is any dividend paid by fund i over time ¢.

Raw returns are adjusted for changes in the value of
the appropriate market index on the same day ¢ as
follows:

AR, =R, -1, )

where I; is the percentage change in the value of the
index on day «.

The adjusted returns are cumulated over T periods
following the fund’s offer date in the following manner:

T
CAR; =11 (1+4R,)|[-1, 3

t=1

The mean cross-sectional daily cumulative return is:
1 ¥ (4)
CAR; = 2= .21 CAR;.
[ =

In order to compute the statistical significance of the
CARs for each time T the standard deviation of the
daily adjusted returns for each day t must first be calcu-
lated:

14 " (5)
SAR, = [6_6 3 R, —AR,)Z] ,
i=
where
1 ¥ 6
AR =25 3 AR,. ©)
=

1

3The choice of using any one of the three standard deviations in the
t-statistic, (i) the mean standard deviation of the adjusted returns, (i)
the daily standard deviation of the adjusted returns, or (iii) the daily
standard deviation of the cumulative adjusted returns, does not
materially affect the results.
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Exhibit 2. Mean Initial Returns For IPOs of Closed-
End Funds (¢-statistics in parentheses)

US. Foreign
All Bond Stock Stock
Type of Return Funds Funds Funds Funds

Unadj. Mean 0373% -0.519% -0524%  3.225%
(1.28)  (-1.62) (-1.26) (3.59)

Median  0.000%  0.000%  0.000% -0.625%

Index Adj. Mean 0.325% -0.657% -0.556%  3.305%
(1.10)  (-1.88)  (-135)  (3.66)

Median -0.523% -0.106% -0.926% -0.569%

Bond fund returns are adjusted by the Shearson Lehman Bond Index,
U.S. stock fund returns are adjusted by the S&P 500, and foreign
stock fund returns are adjusted by the appropriate foreign index
provided by Goldman, Sachs and Company.

The standard deviation used in calculating the test
statistic is the mean standard deviation of the adjusted
returns over the sample period:5

1 120 (7)
SAR =25 3 SAR.

The test statistic is computed as:®

CARy (8)

t—statistic = ————.
T %3
SAR [N}

To observe the pattern of premiums and discounts to
NAYV during the first 24 weeks of trading, weekly data
on both NAVs and corresponding stock prices are
obtained from Barron’s for funds that are listed at least
five weeks after the offering. Fifty-six funds in the
sample are reported in Barron’s at least one month
following the offering, including 24 bond funds, 18 U.S.

There are problems with using data from the IPO event period in
estimating the standard deviation of adjusted daily returns as well as
using a sample that has a clustering of events. Perhaps the most
important drawback is the lack of a base period in measuring the
standard deviation of daily returns. This tends to bias upward the
estimate of the standard deviation and consequently to bias down-
ward the z-statistic. However, there are additional biases associated
with the test statistic that may affect the results in the opposite
direction. For a thorough discussion of the above problems see
Brown and Warner [8].
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Exhibit 3. Mean Daily Cumulative Index-Adjusted and Unadjusted Returns in Ten-Day Intervals (z-statistics in

parentheses)

U.S. Stock
Bond Funds Funds

Foreign

Day  All Funds Stock Funds

U.S. Stock
Bond Funds Funds

Foreign

All Funds Stock Funds

Mean Daily Index-Adjusted Cumulative Returns

1 0.325% -0.657% -0.566% 3.305%
(1.10) (-1.88) (-1.35) (3.66)
10 -1.230% -1.461% -2.396% 0.910%
(-1.31) (-1.32) (-1.83) (031)
20 -2401% -1.948% -2.602% -2.862%
(-1.81) (-1.24) (-1.41) (-0.70)
30 -3302% -1.137% -6.478% -2.194%
(-2.03) (-0.59) (-2.86) (-0.44)
40 -3.334% -1.074% -7.167% -1397%
(-1.77) (-0.48) (-2.74) (-0.24)
50 -4297% 2.260% -9.238% -0.326%
(-2.04) (-0.91) (-3.16) (-0.51)
60 -6.428% 3254%  -13.335% -1.425%
(-2.79) (-1.20) (-4.17) (-0.20)
70 -8.640% 5340%  -14761% -5.024%
(-3.48) (-1.82) (-4.27) (-0.66)
80 -9.885% 5.448%  -16.524% -7.411%
(-3.72) (-1.74) (-4.48) (-0.91)
90 -12.914% 6271%  -19114%  -14821%
(-4.58) (-1.89) (-4.88) (-1.72)
100 -12.598% 5523%  -19.105%  -14.776%
(-4.24) (-1.58) (-4.63) (-1.63)
110 -13.647% 5934%  -21.661%  -14.716%
(-4.38) (-1.61) (-4.99) (-1.55)
120 -15.054% 6.207%  -23217%  -17.735%
(-4.63) (-1.62) (-5.14) (-1.79)

Mean Daily Unadjusted Cumulative Returns

0.373% -0.519% -0.524% 3.225%
(1.28) (-1.62) (-1.26) (3.59)
0.225% 0.963% -0.422% 1.315%

(-0.24) (-0.94) (-0.32) (0.46)
-1.207% -1.634% -1.167% 0.205%
(-0.78) (-1.13) (-0.62) (0.05)
-1.378% -1.609% -4.039% 3.002%
(-0.86) (-0.91) (-1.77) (0.60)
0.799% -1.834% -4.221% 6.080%
(-0.43) (-0.90) (-1.60) (1.06)
-1.079% -2.480% -5.618% 8.091%
(-052) (-1.09) (-1.090 (1.27)
-2.899% -3.720% -7.704% 5.693%
(-1.28) (-1.49) (-2.38) (0.85)

-3.875% -4.204% -8.460% 3.555%
(-1.59) (-156) (-2.42) (0.47)
-4.125% 4.121% -8.341% 2.193%
(-1.58) (-1.43) (-2.24) (0.27)
-6.141% 4363%  -10471% -2.648%
(-2.22) (-1.43) (-2.65) (-0.31)
-6.398% 4471%  -11.414% 2.127%

(-2.19) (-1.39) (-2.74) (-0.23)

-7.078% -4968%  -12.816% -2.032%
(-2.31) (-1.47) (-2.93) (-0.21)
-9.247% -5.534%  -15.632% -5.934%
(-2.89) (-1.57) (-3.42) (-0.60)

stock funds, and 14 foreign equity funds.” Weekly pre-
miums and discounts are computed for each fund from
the fifth week of seasoning through the twenty-fourth
week. The data are then averaged across the entire
sample as well as each of the three subsamples.

"The following funds are not included in the analysis because of data
limitations: Counsellors Tandem Securities Fund, Decision/Capital
Fund, Gemini II (Income and Capital), High Income Advantage
Trust, Lincoln National Convertible Securities Fund, MFS Gover-
ments Markets Income Fund, Progressive Income Equity, Schafer
Value Trust, The Taiwan Fund, and Worldwide Value Fund.

Il. Empirical Results
A. Daily Returns

Exhibit 2 contains data on the unadjusted and index-
adjusted initial returns for closed-end fund IPOs. The
average initial unadjusted return for all 67 funds is
0.373% which is not significantly different from zero.
This result contrasts sharply with the 10.69% average
initial return found by Ibbotson, Sindelar, and Ritter
[11] for firms going public from 1985-1987.8 Both bond

8The Ibbotson, Sindelar, and Ritter returns include both best efforts
and firm commitment offerings and excludes the returns on closed-
end funds.
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and U.S. stock funds sustain negative unadjusted re-
turns for the first trading day (-0.519% and -0.524%,
respectively), but neither of these average returns are
statistically significant. In contrast, foreign stock funds
experience, on average, a significant unadjusted initial
return of 3.225%. This average initial return, however,
is primarily driven by the large positive return asso-
ciated with Templeton Emerging Markets (38.75%)
and The Taiwan Fund (14.58%). When the raw returns
are adjusted for market movements, the results do not
differ substantially from the unadjusted returns. This is
not surprising given the small average change in the
value of the index on a daily basis.

Examination of returns during the first 120 trading
days after the offering reveals a substantial average
decline in the value of the funds. Cumulative returns,
both unadjusted and index-adjusted, are listed by ten-
day intervals in Exhibit 3. Although the initial returns
are positive, on average, for the sample of funds, both
index-adjusted and unadjusted cumulative returns be-
come increasingly negative following the offering. Af-
ter 120 days, the average cumulative index-adjusted
return is -15.054%; this is significant at the 1% level.
Fifty-eight funds, or 86.6% of the entire sample, ex-
perience negative index-adjusted cumulative returns
over the 120 trading days.’

Exhibit 3 shows that the average cumulative index-
adjusted return to bond funds, U.S. stock funds, and
foreign stock funds differ during the time period. On
average, bond funds have a cumulative 120 day loss of
-6.207% which is not significantly different from zero.
Moreover, 20 (74.1%) of the bond funds experience
negative index-adjusted returns during the 120 days. By
comparison, the average cumulative index-adjusted re-
turn for U.S. stock funds after 120 days is a significant
-23.217%. Twenty-three stock funds (95.8%) sustain
negative cumulative index-adjusted returns over the
time period. Foreign stock funds perform better than
U.S. stock funds, but do worse than bond funds. The
average cumulative index-adjusted return for foreign
stock funds is -17.735%, which is statistically different
from zero at the 10% level. Of the 14 foreign funds

%Although Chalk and Peavy [9] find no evidence of significant abnor-
mal returns to IPOs from day 2 to day 190 after the offering, Ritter
[20} documents an average -8.41% mean market-adjusted cumulative
return one year after the offering for a sample of 1,503 IPOs that were
issued from 1975-1985. This negative return does not include the
initial return.

offered, 13 (93.3%) have negative index-adjusted re-
turns over the 120 days.

The unadjusted returns presented in Exhibit 3 fol-
low the same pattern as the index-adjusted returns for
both the total sample and three subsamples. However,
the raw returns are less uniformly negative, reflecting
the fact that most of the offerings occurred during
periods in which the value of the indices subsequently
rose.

B. Premiums and Discounts on Closed-End
Funds

Unlike open-end mutual funds, closed-end funds
provide no guarantee that the funds’ shares will be
worth the underlying NAV. For this reason, the sub-
stantial decline in the value of closed-end funds in the
first six months following the initial public offering may
represent the divergence of the funds’ stock price from
NAV. By examining the patterns of discounts and pre-
miums in closed-end funds, the fall in stock price can
be associated with the performance of the underlying
portfolio of securities.

Exhibit 4 presents the average weekly premium or
discount beginning one month after the offering for the
entire sample of funds and for each of the three sub-
samples. While bond funds trade at a statistically insig-
nificant average discount of 0.012% after twenty-four
weeks, U.S. stock funds have a corresponding signifi-
cant average discount of 10.019%. Foreign stock funds
trade at an even larger average discount of 11.424%
after twenty-four weeks, even though the average 120
day index-adjusted cumulative return is less than that
of U.S. stock funds.

Not all closed-end funds trade at a discount to net
asset value after 24 weeks of trading. Fourteen bond
funds (58.3%) actually trade at premiums after the 24
week period, whereas only two U.S. stock funds (11.1%)
and two foreign funds (14.3%) trade at a premium after
an equivalent period of time.10

19Although 11 funds (Gemini IT has both income and capital shares)
are eliminated from this discussion since they are not reported in
Barron’s by the fifth week of seasoning, eight of the funds do have
discounts disclosed by the twenty-fourth week. By type, these funds
include: (i) Bond Funds, e.g. Lincoln National Convertible Securities
Fund (12.12%), MFS Governments Markets Income Fund (2.46%),
High Income Advantage Trust (4.73%); (if) U.S. Stock Funds, e.g.
Progressive Income Equity Fund (-7.78%), Counsellors Tandem
Securities (-10.29%), Schafer Value Trust (11.94%); and (iii) For-
eign Stock Funds, e.g. The Taiwan Fund (76.79%), Worldwide Value
Fund (-15.04%).
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Exhibit 4. Mean Premium or Discount (-) From Net
Asset Value By Week (¢-statistics in paren-

theses)
U.S. Stock Foreign
Week  AllFunds Bond Funds Funds Stock Funds

5 4.765% 5277% 4.843% 3.788%
(3.52) (3.32) (3.16) (0.86)

6 4.768% 5.042% 3.867% 5.460%
(3.49) (3.15) (2.04) (1.30)

7 3.877% 5.363% 2.386% 3.249%
2.97) (3.35) (1.32) (0.84)

8 3.297% 4.580% 1.971% 2.805%
(2.34) (2.91) (0.99) (0.64)

9 2.547% 4.665% 0.750% 1.229%
(1.95) (2.71) (0.43) (0.33)

10 217 % 4.935% 0.143% 0.041%
(1.49) (2.84) (0.08) (0.01)

11 1.154% 3.782% -0.876% -0.739%
(0.81) (2.20) (-0.48) (-0.17)

12 0.310% 3.439% -2.038% -2.036%
(0.18) (2.10) (-1.15) (-0.34)

13 -0.090% 2.713% -2.234% -2.153%
(-0.06) (1.68) (-1.26) (-0.47)

14 -1.730% 1.890% -5.073% -3.641%
(-1.17) (1.15) (-2.79) (-0.81)

15 -2.230% 0.966% -5.216% -3.888%
(-1.61) (0.62) (-2.82) (-0.94)

16 -2312% 0.532% -5.262% -3.394%
(-1.47) (0.32) (-2.87) (-0.66)

17 -2.999% 1.315% -6.387% -6.043%
(-1.91) (0.85) (-3.61) (-1.21)

18 -4.175% 0.739% -1.615% -8.181%
(-2.68) (0.51) (-4.12) (-1.69)

19 -5.058% 0.857% -8.562% -10.694%
(-2.96) (0.58) (-4.79) (-1.98)

20 -5.335% 0.183% -9.139% -9.909%
(-3.21) (0.12) (-5.60) (-1.85)

21 -5.514% 0.310% -9.282% -9.591%
(-3.50) (-0.20) (-5.18) (-2.01)

22 -5.317% -0.133% -9.718% -8.549%
(-3.27) (-0.08) (-5.21) (-1.77)

23 -5.608% 0.110% -10.074% -9.671%
(-351) (0.06) (-4.96) (-2.16)

24 -6.081% -0.012% -10.019% -11.424%
(-3.58) (-0.00) (-5.52) (-2.97)

One factor that immediately contributes to the dis-
count is that investors in closed-end funds directly bear

FINANCIAL MANAGEMENT/AUTUMN 1989

the cost of the underwriting spread and miscellaneous
expenses. Hence, at the offering, closed-end funds are
issued at a premium to NAV. The offer price less
issuing costs make up the funds available to the port-
folio manager and is, therefore, the true net asset value.
Since underwriting costs typically account for an av-
erage of 7.5% of the total issue, it is unlikely that the
large average negative return associated with IPOs of
closed-end funds can be explained entirely by the decline
in net assets associated with the offering expenses.
Anderson and Born [2] and Malkiel [15] have cited the
following factors as additional determinants of dis-
counts: (i) the fund’s unrealized capital gains, (ii) the
fund’s distribution policy, (iii) the liquidity of the se-
curities in which the fund manager invests, and (iv) the
quality and compensation of the fund’s management.
Although there is empirical evidence that indicates
these variables explain some of the variation in dis-
counts and premiums, the relationship of the fund’s
stock price to its underlying net asset value remains
anomalous.

C. Individual Versus Institutional Investors In
IPOs of Closed-End Funds

The preceding analysis has presented evidence of
substantial wealth declines, on average, to investors in
closed-end fund IPOs. The primary objective of closed-
end funds is to provide diversification services to small
shareholders while allowing the fund manager the abil-
ity to maintain a fixed asset base. Selling fees, as a part
of the underwriter spread, are large in the case of
closed-end fund IPOs, indicating retail rather than
institutional sales. This larger fee, in turn, provides the
retail broker with an incentive to aggressively sell the
issue to individual investors. More than one under-
writer has admitted that closed-end fund shares are
“sold not bought.” Large institutions presumably do
not have the diversification needs supplied by closed-
end funds and would not be as active an investor in this
market.!! Therefore, the purpose of this section is to
document the relative participation of institutional ver-
sus individual investors in purchasing shares of closed-
end fund IPOs in order to assess to what extent individuals
are affected by the decline in value associated with
closed-end funds.

In order to compare and contrast the relative level
of selling fees and institutional ownership for closed-

"It must be noted that investment companies, by the Investment
Company Act of 1940, are restricted in their holdings of other
investment companies.
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Exhibit5. Mean DAily Cumulative Index-Adjusted Returns for IPOs of Closed-End Funds and the Control Sample

of IPOs
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end fund IPOs, a control sample of 59 equity IPOs
between 1986—1987 was identified from the IDD data-
base.!2 The daily returns for the control sample of IPOs
are gathered from two sources, the Center for Research
in Securities Prices and Standard & Poor’s Daily Stock
Price Record. The daily returns associated with the
control are market-adjusted by the corresponding re-
turn on the S&P 500 and are cumulated over the 120
trading days. T-statistics are calculated in the same
manner as those for the closed-end funds reported
previously.!3 Selling fees for initial public offerings of

2Originally, 61 IPOs were identified for the control sample to match
the 61 closed-end funds reported on IDD. However, five IPOs had to
be dropped due to insufficient price data.

BThe October 19, 1987 market break appears to have little or no
effect on the price performance of both closed-end funds and the
control sample. When each of these samples are broken into two
groups, those affected by the market break and those that are not, the
difference in 120-day returns are not significant. In addition, the
24-week discount from NAYV for the closed-end fund sample does not
significantly differ between those funds that are potentially affected
by the market break and those that are not.

57 64 71 78 85 2 99 106 113 120

DAY

both the control sample and the closed-end fund are
also collected from IDD.

In measuring the participation of institutional in-
vestors in the closed-end fund market, one would ideal-
ly like to directly observe retail versus institutional
ownership. To the author’s knowledge, however, no
readily available data exists that chronicles the daily
participation of these two types of investors. Alterna-
tively, the percentage of equity in both the control
sample and in closed-end funds that is owned by large
institutional investors is published on a quarterly basis
in Spectrum 3: 13(f) Institutional Stock Holdings Survey.
For each closed-end fund and corresponding control
IPO, data on the percentage of equity owned by 13(f)
institutions at the end of the first, second, and third
quarter following the offering are collected.!4

Exhibit 5 shows the post-offering price performance
of the control sample relative to the corresponding
price performance for the entire sample of closed-end

A 13(f) institution is an institution with at least $100 million in-
vested in publicly traded securities.
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Exhibit 6. Difference in Means For Control Sample of
Equity IPOs and Closed-End Fund IPOs on
Institutional Participation and Underwriter

Selling Fees
Closed- Control
End Fund Sample of
IPOs IPOs T-Statistic
Number of Firms 61 59
Amount Offered $224.81 $204.09 0.39
(in millions)
Selling Fee 4.49% 3N % 8.25
Institutional Holdings
First Quarter 3.50% 21.82% 5.97
(44) (51)
Second Quarter 5.00% 26.02% 6.31
(54) (54)
Third Quarter 4.68% 28.59% 7.09
(56) (54)

funds, as well as the three subsamples. The average first
trading day return to the control sample is a statistically
significant 3.61%; the corresponding return for the
closed-end fund sample is 0.33%. By the end of the 120
trading days, the average cumulative index-adjusted
return for the control sample is not significantly dif-
ferent from zero at -0.55%, while the corresponding
return for closed-end funds is -15.05%. Therefore, on
average, the control sample performed significantly
better than the corresponding sample of closed-end
funds during the first 120 trading days following their
respective offerings.

Exhibit 6 compares the offering characteristics and
institutional participation for the control sample and
the closed-end fund sample. On average, the sample of
closed-end funds offered $225 million in equity while
the control sample offered slightly less at $204 million.
Since both the selling fee and the amount of institu-
tional ownership is likely to vary with offering size, it is
important to note that there is no significant difference
in offering size across the two samples.!?

The data reveal significant differences in both the
selling fees and institutional ownership across the two

BRitter [19] has shown that underwriting spreads decrease with the
size of the offering. The comparison sample of IPOs has been con-
trolled for size to mitigate any effects of economies of scale in going
public.
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samples. The average selling fee associated with IPOs
of closed-end funds is 4.49% with a corresponding
average selling fee for the control sample of 3.71%.
With a z-statistic of 8.25, this difference is statistically
significant at the 1% level.

Institutional ownership of equity s significantly higher
for the control sample of IPOs than for closed-end
funds in all three quarters following the offering. The
average percentage of equity owned by institutional
investors at the end of the first quarter is 3.50% for the
sample of closed-end funds and 21.82% for the control
group. The corresponding ¢-statistic is 5.97, indicating
that this difference is also significant. The disparity in
the level of institutional ownership between the two
samples persists throughout the three quarters. In fact,
the level of institutional ownership in closed-end funds
does not change substantially over the three quarters,
while it rises approximately seven percentage points
for the control sample during the same time period.

In order to estimate the average dollar value gain or
loss to holders of closed-end funds versus other equity
IPOs, the average percentage of individual holdings
over the first two quarters for each fund is multiplied
by the amount offered and the 120-day cumulative
unadjusted return. For the 54 closed-end funds that
have institutional holdings reported, the mean loss in
value per offering for individual investors is an es-
timated -$21.3 million compared to a $8.7 million av-
erage gain to individual shareholders in the control
sample of 54 IPOs.

lIl. Conclusion

This study has documented the price behavior of
closed-end funds after an initial public offering. The
comparison of aftermarket price performance of closed-
end funds with a control sample of similar size equity
IPOs indicates that closed-end funds, on average, un-
derperform other initial public offerings. The results
show that IPOs of U.S. stock and foreign stock closed-
end funds experience significant losses in value. Al-
though bond funds also exhibit average price declines,
these declines are smaller than those for U.S. stock and
foreign stock funds and are not statistically significant.

The difference between the net asset value and the
stock price of closed-end funds at the end of 24 weeks
of trading is largest for the U.S. stock and foreign stock
funds. Bond funds, on the other hand, have little or no
divergence from net asset value by the end of the time
period.
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The larger selling fees associated with closed-end
funds IPOs provides an incentive for retail brokers to
market these securities to individual investors. A com-
parison of institutional holdings between IPOs of closed-
end funds and a control sample of equity IPOs indicates
that the type of investor that is most affected by the
substantial decline in value are individuals.

Since January 1988, however, the majority of closed-
end fund IPOs have consisted of bond funds. Those
funds, foreign and U.S. stock funds, exhibiting the worse
post-offering price performance in this study are rarely
offered in the present time period. The disappearance
of equity closed-end fund IPOs may suggest that mar-
ket forces have limited the type of fund offered to those
which do not experience either significant price de-
clines or large discounts to NAV.
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Appendix. Offering Characteristics for IPOs of Closed-End Mutual Funds, February 1985-November 1987 (in

chronological order)

Fund Name Amount Offered (in millions) Offer Date Fund Type
Gemini II (CAP) $100.00 850215 U.S. Stock
Gemini II (INC) 100.00 850215 U.S. Stock
ML Convertible Securities (CAP) 102.00 850725 Bond
ML Convertible Securities (INC) 138.00 850725 Bond
The First Australia Fund 58.00 851212 Foreign Stock
Pilgrim Regional BankShares 90.00 860124 U.S. Stock
The Italy Fund 66.00 860226 Foreign Stock
Growth Stock Outlook Trust 125.00 860306 U.S. Stock
The First Australia Prime Income Fund 750.00 860417 Bond
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Fund Name Amount Offered (in millions) Offer Date Fund Type
First Financial Fund 92.00 860501 U.S. Stock
Regional Financial Shares Investment Fund 115.00 860514 U.S. Stock
The France Fund 90.00 860530 Foreign Stock
The Scandinavian Fund 65.00 860617 Foreign Stock
Lincoln National Convertible Securities Fund 90.00 860619 Bond
Ellsworth Convertible Growth and Income Fund 45.00 860620 Bond
The Global Yield Fund 570.00 860630 Bond
Decision/Capital Fund 40.00 860709 U.S. Stock
The Germany Fund 75.00 860718 Foreign Stock
EquityGuard Stock Fund 18.50 860814 U.S. Stock
The Gabelli Equity Trust 400.00 860814 U.S. Stock
Worldwide Value Fund 60.00 860819 Foreign Stock
Global Growth and Income Fund (CAP) 50.00 860903 Foreign Stock
Global Growth and Income Fund (INC) 50.00 860903 Foreign Stock
Schafer Value Trust 252.00 860925 U.S. Stock
The Zweig Fund 300.00 860925 U.S. Stock
Counsellors Tandem Securities Fund 40.00 861023 U.S. Stock
Cypress Fund 97.75 861023 U.S. Stock
Liberty All-Star Equity Fund 510.00 861024 U.S. Stock
MFS Municipal Income Trust 310.00 861118 Bond
Royce Value Trust 100.00 861119 U.S. Stock
Kleinwort Benson Australian Income Fund 55.00 861120 Bond
The Taiwan Fund 24.36 861216 Foreign Stock
Duff and Phelps Selected Ultilities 1,200.00 870121 U.S. Stock
Quest for Value Dual Purpose Fund (CAP) 225.00 870213 U.S. Stock
Quest for Value Dual Purpose Fund (INC) 225.00 870213 U.S. Stock
TCW Convertible Securities Fund 200.00 870226 Bond
Templeton Emerging Markets Fund 100.00 870226 Foreign Stock
MFS Multimarket Income Trust 1,100.00 870305 Bond
Colonial Municipal Income Trust 260.00 870319 Bond
First Boston Income Fund 240.00 870408 Bond
Nicholas-Applegate Growth Equity Fund 100.00 870410 U.S. Stock
Blue Chip Value Fund 85.00 870415 U.S. Stock
H & O Healthcare Investors 55.00 870423 U.S. Stock
The Asia Pacific Fund 86.50 870424 Foreign Stock
Morgan Grenfell SMALLCap Fund 50.00 870507 U.S. Stock
MFS Government Markets Income Trust 850.00 870520 Bond
Progressive Income Equity Fund 50.00 870529 U.S. Stock
Nuveen Municipal Value Fund 1,500.00 870617 Bond
Scudder New Asia Fund 84.00 870618 Foreign Stock
Clemente Global Growth Fund 75.00 870623 Foreign Stock
Putnam High Income Convertible and Bond Fund 125.00 870709 Bond
The Global Government Plus Fund 520.00 870724 Bond
The United Kingdom Fund 50.00 870806 Foreign Stock
The Helvetia Fund 120.00 870819 Foreign Stock
ACM Government Income Fund 600.30 870821 Bond
Financial News Composite Fund 73.90 870918 U.S. Stock
Allstate Municipal Income Trust 300.00 870922 Bond
Dreyfus Strategic Municipals 450.00 870923 Bond
Nuveen California Municipal Income Fund 60.00 871007 Bond
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Fund Name Amount Offered (in millions) Offer Date Fund Type
Nuveen New York Municipal Income Fund 27.60 871007 Bond
The New York Tax-Exempt Income Fund 20.00 871015 Bond
Munilnsured Fund 65.00 871019 Bond
MFS Income and Opportunity Trust 65.00 871022 Bond
High Income Advantage Trust 250.00 871023 Bond
High Yield Income Fund 95.00 871030 Bond
CIM High Yield Securities 36.50 871111 Bond

CALL FOR PAPERS AND PARTICIPANTS
1990 ANNUAL MEETINGS OF THE WESTERN FINANCE ASSOCIATION
June 17-20, 1990
Fess Parker’s Red Lion Resort
Santa Barbara, California

Members and friends of the Western Finance Association are invited to submit papers to be considered for
presentation at the 1990 Annual Meetings. Papers on any topic related to financial economics will be
considered.

To submit a paper, send four (4) copies to the program chairman no later than November 17, 1989. Each
paper should include an abstract that will assist the program chairman in classifying it. Papers will be sorted
and mailed, absent author identification, to the program committee immediately thereafter. Papers arriving
too late for the mailing will be attended to, if at all, as time permits. Authors will be notified of the program
commitee’s decision regarding their paper in late February 1990. Multiple submissions by the same author
reduce the chance that any of the author’s papers will be accepted.

The Trefftzs Award of $1,000 will be awarded to the best student paper. The American Association of
Individual Investors Award of $1,000 will be awarded to the best paper in investments.

Send submissions to the program chairman:

Professor Eduardo Schwartz
WFA Program Chairman
Anderson Graduate School of Management
University of California, Los Angeles
Los Angeles, CA 90024

This content downloaded from 129.2.113.194 on Tue, 10 Jun 2014 17:27:18 PM
All use subject to JSTOR Terms and Conditions



http://www.jstor.org/page/info/about/policies/terms.jsp

	Article Contents
	p. 57
	p. 58
	p. 59
	p. 60
	p. 61
	p. 62
	p. 63
	p. 64
	p. 65
	p. 66
	p. 67

	Issue Table of Contents
	Financial Management, Vol. 18, No. 3 (Autumn, 1989), pp. 1-136
	Front Matter [pp. 1-6]
	From the Editor's Desk [p. 5]
	FM Letters
	Evaluating the Shearson Unbundling [p. 7]
	Comparison of the DCF and HPR Measures of the Yield on Common Shares: A Comment [p. 8]
	The Application of Corporate Finance to the Courtroom: The Case of Damage Valuation [pp. 8-10]
	A Counterexample to Value Additivity [p. 10]
	Range Forwards [pp. 10-11]

	Research Topics in Finance: The View from the SEC
	The Returns to Acquiring Firms in Tender Offers: Evidence from Three Decades [pp. 12-19]
	Firm Valuation, Takeover Defenses, and the Delaware Supreme Court [pp. 20-28]
	State Corporation Laws and Shareholders: The Recent Experience [pp. 29-40]
	The Stock Price Response to Pension Terminations and the Relation of Terminations with Corporate Takeovers [pp. 41-56]
	The Post-Offering Price Performance of Closed-End Funds [pp. 57-67]
	Program Trading and Price Movement: Evidence from the October 1987 Market Crash [pp. 68-83]
	Stock-Repurchase Announcements and Insider Transactions after the October 1987 Stock Market Crash [pp. 84-96]

	Survey
	Managements' View on Share Repurchase and Tender Offer Premiums [pp. 97-110]

	Back Matter [pp. 111-136]



