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The pricing of closed end funds has longed intrigued and perplexed the financial community, an anomaly for those that say the market performs in consistent and relevant ways. The pricing mystery relates to how closed end funds consistently trade in the secondary market in excess (premium) or less than (discount) the current market value of their holdings less any liabilities. This inconsistent trading has led some to believe that closed end funds do not trade under the efficient market hypothesis, which states that all securities should trade at a value relative to the information that is readily available to the public. I am purposing to conduct research on building profitable portfolios that utilize these implied closed end fund mispricings. Within this paper I will give some background on closed end funds, a methodology for my research and finally my qualifications and reasons for purposing this research. 
BACKGROUND 

Closed end mutual funds are legally closed companies that issue a fixed number of securities that represent ownership of a pool of assets owned by the fund (Bodie, 2005).  Unlike open mutual funds, closed end funds are closed to new capital inflow and therefore can be traded like other publicly traded securities, such as stocks. Closed end funds have the following characteristics: limited numbers of shares, actively managed, traded in the secondary market, trade at a discount or a premium, can be leveraged and may have common and preferred stock ownership structures. Closed end funds may specialize in a variety of investments, which is usually stated in the prospectus issued at the initial public offering. 
Many on Wall Street and in academia have attempted to solve the closed end fund riddle, yet no one definitive theory has yet been universally accepted. Martin Zwieg was one of the first theorists on the subject in 1973; he believed that expectations of individual investors largely accounted for the phenomena (Zweig, 1973).  Soon there after K.J. Boudreaux wrote about the inherent agency costs that could influence closed end pricing. 

(Lee, 1991) Malkiel, Sharpe, Delong, Shleifer, Summers and Waldman have all written theories on the pricing disparities, all positing different hypothesis on the subject. Some of the most commonly sited theories include agency costs, tax liabilities, illiquidity of assets and investor sentiment (Lee, 1991).  For my research I do not intend to examine the specific theories but instead I will construct portfolio's that can potentially prove that long term profitability can be achieved from closed end fund mispricing. 

Throughout the years investment advisors and account managers have utilized this strategy for their clients but to my knowledge no mutual fund or large institutional fund has implemented such a strategy. I believe that there is a good opportunity to profit from this strategy and to possibly implement it on a large scale if it can be used to create excess returns over time. 
METHODOLOGY 

My research will take 50 closed end funds from the top 24 fund categories (as reported by Lipper in 2006) according to total assets under management. Under each fund category I assigned a weighting according to their total assets under management, these weightings will be used to randomly choose the proportional number of funds as a percentage of 50.  My research will look at funds trading at the greatest discount, funds trading at the greatest premium and finally a combination of both. Using Standard and Poor's Research Insight, I will go back five years and select ten funds out of the fifty that traded at the greatest discount at that time, then add one share of each fund to my PI portfolio (Long only portfolio).  For the P2 portfolio I will select the ten funds trading at the greatest premium and then I will short one share of each of the funds (Shorting is the process by which you borrow shares and sell them in the market in anticipation that the share price will fall and you can profit when you buy them back for a lower price). For the P3 portfolio I will go long the five funds trading at the greatest discount and go short the five funds trading at the greatest premium. This process will be repeated every six months, essentially simulating what a fund manager would do if utilizing the same strategy. Once I have completed the research I will compare PI, P2 and P3' s cumulative returns to one another, the 50 funds as a whole, the S&P 500, the Russel 5000 and the Dow Jones Industrial Average over 1 year, 3 years and 5 years. This comparison and other noteworthy findings will be written in my final report summarizing and recapping my research. 

QUALIFICATIONS 

I have spent the last two years researching investments, markets, accounting and the economy. I have a strong desire to understand investment techniques and I have strong desire to find profitable strategies. This along with an internship at RBC Dain Rauscher, my finance classes and my work within the financial markets program has given me the necessary knowledge to conduct this research. I feel that I have sufficient background experience, a good relationship with my sponsor and a strong conviction that my research will be conducted with the utmost quality and validity. 
I believe that closed end funds are one of the few investment products that offer the opportunity to profit from irrational market behavior and I hope that this research could support that opinion. Closed end funds continue to be used widely across many different asset classes; their use and availability make them a prime target for opportunistic investor that can identify opportunities. If! am correct I believe this research would further solidify the puzzle of closed end funds, i.e. that they do not operate within the confines of the efficient market hypothesis. I hope that you agree that this research is important as well as useful and grant me the opportunity to work on this UROP. 
