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Important Fund Documents, Part 2 

Introduction 

A mutual fund's shareholder report is part biography, part blueprint, and part ledger book. 

A good shareholder report is like a biography in that it sets out what happened to the fund over the past quarter, six months, or year, and why. It's like a blueprint because it sets before you all the investments--stocks, bonds, and other securities--that the fund has made. And it's like a ledger book because it discloses a fund's costs, profits, and many other financial facts. Mutual funds are required to release a shareholder report at least twice a year, though some fund families publish them quarterly. 

Not all of the items discussed below are required by law to appear in a mutual fund's report. The SEC allows some of the information to be included in other documents, such as a fund's prospectus or Statement of Additional Information. However, a good report will contain all of the elements discussed below. 

Letter from the President 

Typically, the first item you'll find in a shareholder report is the letter from the president of the company that advises, or runs, your fund. The best letters will contain straightforward, useful discussions of the economic trends that have affected the markets during the past six or 12 months. This discussion provides some context for evaluating your fund. Poor letters, in contrast, will discuss anything but the current financial climate. 

Letter from the Portfolio Manager

This is similar to the President's letter, but much more fund-specific--and therefore much more important to you as a fund shareholder. Well-written shareholder letters discuss individual stocks that the fund owns and industries to which it is exposed. Third Avenue Value's TAVFX Marty Whitman writes exemplary shareholder letters every three months. In these letters, he describes which stocks have been sold, bought, or left alone, and why. 

A good manager letter will also explain what fueled or hindered your fund's performance. The Vanguard Group's shareholder letters are noteworthy in this regard. Vanguard 500 Index's VFINX 1999 annual report, for instance, explains that the fund's 1998 performance was driven by the technology sector (up 83% for the year) as well as by the health-care and utilities sectors (both up over 40%). It also identified the S&P 500's energy-sector component (down 36%) as the main drag on returns. 

Finally, a good shareholder letter should give you an indication of what you can expect from the fund in the future, given the manager's strategy. 

Recent Fund Performance 

After reading your manager's comments, look to see how the fund has performed. A good report will compare your fund's performance to both a benchmark, such as the S&P 500 index (the standard benchmark for large-company funds) or the Russell 2000 index (for small-company funds), as well as to the average performance of funds with similar investment strategies. 

When evaluating your fund's performance, be careful that the benchmark the fund chooses is appropriate for its style. For example, a technology fund shouldn't compare itself to the S&P 500 and nothing else; it should measure its performance against a technology benchmark. (We'll cover benchmarks in more detail in a later course.) 

In addition to benchmark comparison, a good report should give you an idea of how the fund has performed over various time frames, both short- and long-term. 

Portfolio Holdings 

Funds often list the portfolio's largest holdings and provide some information about what these companies do or why the manager owns them. Some reports will also indicate, via a pie chart or table, the sectors in which the fund is heavily invested. 

This general overview is complemented by a complete list of the fund's portfolio holdings--including stocks, bonds, and cash--as of the date of the report. These holdings are usually broken down by industry. (Foreign funds may break holdings down by country.) While you might not recognize all the names of the stocks in the portfolio, this listing is useful if you're wondering whether the fund is holding many names in an industry or making a few selected bets. 

Footnotes 

Don't forget to read the fine print. In the footnotes, you can find out if fund managers are practicing such strategies as shorting stocks or hedging currencies, which can significantly affect the fund's performance. 

Footnotes can also provide insights into particular portfolio holdings. For instance, the footnotes of Baron Asset's BARAX December 31, 1998, report revealed that the fund held substantial enough positions in some stocks that they were deemed "affiliates." Other stocks were noted as illiquid securities and 144A securities, which mean they're more difficult to trade than plain common stocks. 

Financial Statements 

A fund's annual report concludes with its financial statements. Brace yourself: There's a lot of data here. In fact, this is where Morningstar gets a lot of the data it presents in its Quicktake Reports--and if we do say so ourselves, we do a pretty good job of clarifying that data and putting it into context. 

However, if raw numbers are your thing, here's what you should focus on. First, examine what's known as the fund's Selected Per-Share Data. This is usually the last page of actual information, located just before the legal discussion of accounting practices. Here you'll find the fund's NAVs, expense ratios, and portfolio turnover ratios for each of the past five years (or more). Check to see if the fund's expense ratio has gone down over time (hopefully it has) and whether its turnover rate has changed much over time (if so, you may want to find out why). 

Cost-conscious students can check out the breakdown of fund's expenses, including management fees, under the Statement of Operations. Finally, find out how much unrealized or undistributed capital gains a fund has in the Statement of Assets and Liabilities. (A gain is unrealized when a stock has gone up but the fund hasn't sold it. When the fund sells the stock, that's a realized gain, which has to be distributed to shareholders.) 

What To Do Next 

You can request a prospectus, SAI, or annual report by phone, by direct mail, and sometimes by e-mail. Many funds have their prospectuses available online at their Web sites. All mutual funds have their prospectuses filed with the SEC. You can view these at the SEC's Website: www.sec.gov. 

While we suggest that you begin your fund evaluation with these documents, don't stop there. Seek out third-party sources, such as Morningstar, to help put your fund into context. Compare it with other funds that do similar things. You need to see how its costs stack up, if its performance is competitive, and if it compensates for the risks it is taking on. The Funds 200 Level of Interactive Classroom teaches you how to do just that.

Quiz 

There is only one correct answer to each question.

1. Where are you most likely to find an explanation of why your fund performed the way it did during the past year?


a. In the president's letter.


b. In the portfolio manager's letter.


c. In the footnotes.


2. A good shareholder report will compare your fund's performance against what?


a. Funds that practice similar styles.


b. An appropriate index.


c. Both.


3. Turn to the Per-Share Data for:


a. The turnover ratio.


b. A list of what stocks the fund owns.


c. A breakdown of expenses in dollar terms.


4. Where in the shareholder report are you most likely to find information about whether a fund shorts stock or practices other complex strategies?


a. In its Portfolio Holdings.


b. In the portfolio manager's letter.


c. In its footnotes.


5. Where should you turn for information about a mutual fund?


a. Its documents.


b. Third-party sources.


c. Both its documents and third-party sources


