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What a Mutual Fund Is 

Introduction

Buying a mutual fund is a lot like going to a brand-new Chinese restaurant with friends. Maybe you crave moo shu pork, but the General Tso's chicken sounds good, too. And you have never been to this restaurant before, so picking just one dish is risky. What if the vegetables are too hard or the rice too mushy? The solution: Gather a group of friends willing to share their orders, and you can sample a little of everything. 

A mutual fund brings together people, too--people who want to invest. The fund pools together the group's money and invests it for them in a collection of securities, such as stocks or bonds or a combination of the two. 

The Mechanics 

When you buy a mutual fund, you're actually buying shares of the fund. The price of a share at any time is called the fund's net asset value, or NAV. Invest $1,000 in a fund with an NAV of $118.74, and you will get 8.42 shares. (Unlike stocks, you can own fractions of a fund share.) 

The fund takes your money and combines it with any other new investments and the money that's already invested with the fund. Altogether, those investments are the fund's assets. The fund invests its assets by buying stocks, bonds, or a combination of such securities. These stocks or bonds are often referred to as holdings, and all of a fund's holdings taken together are its portfolio. (A fund's type depends on the types of securities it holds. For example, a stock fund invests in stocks, while a small-company fund focuses on the stocks of small companies.)

What you get as an investor or shareholder is a portion of that portfolio. Regardless of how much or how little you invest, your shares are the portfolio in miniature. 

For example, Vanguard 500 Index's VFINX four largest holdings are Microsoft MSFT (4.16% of its portfolio as of February 1999), General Electric GE (3.28%), Intel INTC (2.24%), and Wal-Mart Stores WMT (1.85%). Your $1,000 investment in the fund means you own $41.60 worth of Microsoft, $32.80 of General Electric, and so on. In an indirect way, you own the 500 stocks in the fund's portfolio. 

The Benefits 

Mutual funds offer a handful of benefits to investors. 

1. They don't demand large up-front investments. 

If you have just $1,000 to invest, it will be difficult for you to assemble a varied group of stocks. For example, if you had $1,000 to invest and decided to buy one share of stock from the largest U.S. company, then one from the next largest, and so on, you'd run out of money sometime before purchasing the tenth stock. 

If you bought a mutual fund, though, you would get much more. You can buy some funds for as little as $50 per month if you agree to dollar-cost average, or invest a certain dollar amount each month or quarter. (We'll cover different investment methods in an upcoming session.) You can make an initial investment in many funds with just $1,000 in hand; $2,500 will get you into most funds. If you invest through an Individual Retirement Account, you can often get your foot in the door with even less than $1,000. 

2. They're easy to buy and sell. 

You can buy mutual funds three ways: through financial advisors, directly from fund families, or via no-transaction fee networks, which are also called fund supermarkets. (We'll discuss these options in later courses.) But no matter how you buy funds, you can buy and sell shares quite easily--often with just a phone call or mouse click. 

The exception: closed funds. Closed funds no longer accept new money, except, in some cases, from current shareholders. (In later courses, we'll discuss why some funds close.) Investors who own closed funds can sell at any time, though. And when you sell shares of a fund, you get cash in return.

3. They're regulated. 

Mutual funds can't take your money and head for some remote island somewhere. This security exists through regulation set by the Investment Company Act of 1940. After the stock-market madness of the two decades prior to 1940, which revealed big investors' tendencies to take advantage of small investors (to put it nicely), the government stepped in. 

The act of 1940 is important to investors because it makes your mutual fund a regulated investment company (regulated by the Securities & Exchange Commission), and it makes you an owner of that company. Fidelity, for example, is a company that runs dozens of mutual funds. If you invest in one of their mutual funds--say, Fidelity Magellan FMAGX--you own a piece of the mutual fund, not a piece of Fidelity itself. Every mutual fund has a board of directors that represents the fund's shareholders. 

Mutual funds are not insured or guaranteed, though. You can lose money in a mutual fund, because a fund's value is nothing more than the value of its portfolio holdings. If the holdings lose value, so will the fund. The odds of you losing all of your money are awfully slim, though--all of the stocks in the portfolio would have to go belly up for that to happen. And that is just not likely.

4. They're professionally managed. 

If you plan to buy individual stocks and bonds, you need to know how to read a cash-flow statement or calculate duration. Such knowledge is not required to invest in a mutual fund. While mutual fund investors should understand how the stock and bond markets work, you pay your fund managers to select securities for you. 

Mutual funds are not fairy-tale investments. As you will see in later sessions, some funds are expensive, others are poor performing, and still others are tax nightmares. But overall, mutual funds are good investments for those who don't have the money, time, or interest necessary to compile a collection of securities on their own.

Quiz-------------------------------------------------Name____________________________ 

There is only one correct answer to each question.

1. Investing in a stock mutual fund does not offer you: 

a. Indirect ownership of a group of companies. 

    
b. Regulation by the SEC. 

    
c. An insured investment. 

2. A fund's price per share is called its: 

    
a. Stock price. 

    
b. NAV. 

    
c. Initial investment. 

3. Who owns Fidelity Magellan Fund? 

    
a. Fidelity. 

    
b. Fidelity Magellan's board of directors. 

    
c. Fidelity Magellan's shareholders. 

4. Mutual funds are: 

    
a. Insured. 

    
b. Regulated. 

    
c. Guaranteed. 

5. Which of the following statements is false? 

    
a. When you own a fund, you own all the securities in that fund; when you sell the fund, the fund transfers ownership of those securities to you. 

    
b. When you own a fund, you pay a manager to choose securities for you. 

    
c. You can sell a closed fund, but you can't buy one.

Answers:

1. Investing in a stock mutual fund does not offer you: 

    
a. Indirect ownership of a group of companies. 

    
b. Regulation by the SEC. 

    
c. An insured investment. 

C is Correct. Unlike a bank account, a mutual fund is not insured against loss.
2. A fund's price per share is called its: 

    
a. Stock price. 

    
b. NAV. 

    
c. Initial investment.

B is Correct. NAV, or net asset value, is calculated by dividing a fund's total assets by the number of shares, giving you the price per share. 

3. Who owns Fidelity Magellan Fund? 

    
a. Fidelity. 

    
b. Fidelity Magellan's board of directors. 

    
c. Fidelity Magellan's shareholders.

C is Correct. As a shareholder, you are an owner of the fund. In this case, Fidelity advises Fidelity Magellan Fund, but the fund's shareholders collectively own it, with Magellan's board of directors, representing their interests.

4. Mutual funds are: 

    
a. Insured. 

    
b. Regulated. 

    
c. Guaranteed. 

B is Correct. Mutual funds are regulated by the Securities and Exchange Commission (SEC), but they are not insured or guaranteed. You can lose money in a mutual fund.

5. Which of the following statements is false? 

    
a. When you own a fund, you own all the securities in that fund; when you sell the fund, the fund transfers ownership of those securities to you. 

    
b. When you own a fund, you pay a manager to choose securities for you. 

    
c. You can sell a closed fund, but you can't buy one.

A is Correct. When you own a fund, you technically own all the securities in that fund. Fund managers choose the securities for you, and you pay them for that service. When you sell you fund shares, you receive cash in return--even if you’re selling a closed fund. 

