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What NAV Is

Introduction

Mutual Funds 101: What a Mutual Fund Is teaches you that a mutual fund's NAV is its net asset value, or its price per share. At first blush, mutual fund NAVs seem just like stock prices. Both represent the price of one share of an investment. Both appear in newspapers and on financial Web sites. But that's where the similarities between NAVs and stock prices end. 

Calculating NAV 

A mutual fund calculates its NAV by adding up the current value of all the stocks, bonds, and other securities (including cash) in its portfolio, adjusting for expenses, and then dividing that figure by the fund's total number of shares. 

For example, a fund with 500,000 shares that owns $9 million in stocks and $1 million in cash has an NAV of $20. 

So Alike, Yet So Very Different 

NAVs and stock prices differ in four important ways. 

Difference One. 

Stock prices change throughout the trading day, but mutual fund NAVs are usually calculated only once each day, at the end of trading. When you purchase a mutual fund, you buy shares at the NAV as of that day's close. 

As a result, you don't necessarily know the exact NAV of the fund when you invest. But that's okay, because funds willingly issue fractional shares, and investors purchase fund shares in dollar amounts rather than in share amounts. The result: Mutual funds can be more affordable than stocks. For example, if you have $1,250 that you'd like to put into a fund with an initial minimum investment of $500 and an NAV of $14, you'll get exactly 89.286 shares. Everything else being equal, a $100 investment is a $100 investment, and the number of shares purchased is irrelevant. 

In contrast, stock purchases are often made in even share amounts--you buy 50 shares of Coca Cola KO or 100 shares of Microsoft MSFT. A high stock price can therefore be a barrier to investors who don't have much money to invest. 

Difference Two. 

Stocks have a fixed number of shares outstanding. To change its number of shares outstanding, a company can either increase its share float by issuing new shares in a secondary offering or decrease its float by buying back shares in the market. 

In contrast, mutual funds generally have an unlimited number of shares. The number of shares changes on a daily basis, depending on how many shares investors buy and sell that day. An increase or decrease in the number of mutual fund shares doesn't result in an NAV change, though, because both the numerator and denominator of the equation (as you recall, assets and number of shares, respectively) change in equal proportion. 

Difference Three. 

You can determine whether a stock is a bargain or not by comparing its price to a "fair" price, based on such information as earnings estimates or cash flows. (The stock courses cover this process known as "valuing" a stock.) 

With mutual funds, however, NAV is tied solely to the current value of the fund's underlying holdings. There is no "fair" price of a mutual fund the way there might be with a stock.

Difference Four. 

You can often use stock prices and nothing else to gauge how well a stock is performing. Mutual funds, however, distribute any income or gains they realize to shareholders as dividends, which, in turn, pulls down their NAVs. Unless you account for such distributions, you're underestimating a fund's actual performance. 

To accurately gauge a fund's performance, you need to examine its total return, which takes into account both the appreciation of the fund's holdings as well as any distributions that have been paid. (We'll explore this topic in our next course.) 

NAV's Uses 

After learning a bit more about NAVs, you may be thinking, "What the heck can I use NAV for?" Well, NAVs do provide you with some idea of what your investment is worth each day. Daily access to NAVs reassures you that your investment is being watched over, valued, and reported on. That's something.

Quiz-------------------------------------------Name _____________________________ 

There is only one correct answer to each question.

1. A fund with $10 million in stock holdings, $2 million in cash, and 1 million shares outstanding has an NAV of:


     
a. $8.30.


     
b. $10. 


     
c. $12.


2. You buy a fund at 11:00 (Eastern Standard Time) on Tuesday morning. In most cases, what NAV do you get?


     
a. The NAV at Monday's close.


     
b. The NAV at 11:00 a.m. EST on Tuesday.


     
c. The NAV at Tuesday's close.


3. A fund's number of shares outstanding increases from 1 million to 2 million in a year. Over the course of that year, what happens to the fund's NAV?


     
a. It depends on how its underlying portfolio holdings perform.


     
b. It expands.


     
c. It contracts.


4. Fund A's NAV is $10 while Fund B's is $110, and both funds have minimum initial investments of $100. Which fund is within reach of someone with just $100 to invest?


     
a. Fund A.


     
b. Fund B.


     
c. Both funds.


5. What's the best way to determine how well a fund has performed during the past three months?


     
a. Compare its NAV today with what it was three months ago.


     
b. Examine its three-month total returns.


     
c. See how much it has paid out in dividends during that time.

Answers:

1. A fund with $10 million in stock holdings, $2 million in cash, and 1 million shares outstanding has an NAV of:


a. $8.30.

b.    $10 

c.    $12.

C is Correct. The equation for NAV is total assets divided by shares outstanding: ($10 million in securities + $2 million in cash)/1 million shares. Remember that all assets, including cash assets, are included in the numerator.


2. You buy a fund at 11:00 (Eastern Standard Time) on Tuesday morning. In most cases, what NAV do you get?


     
a. The NAV at Monday's close.


     
b. The NAV at 11:00 a.m. EST on Tuesday.


     
c. The NAV at Tuesday's close.

C is Correct.  Most mutual funds calculate their NAVs once each day, at the market's close. So no matter what time of day you buy most mutual funds, you'll be getting in at the end-of-day NAV.


3. A fund's number of shares outstanding increases from 1 million to 2 million in a year. Over the course of that year, what happens to the fund's NAV?


     
a. It depends on how its underlying portfolio holdings perform.

     
b. It expands.


     
c. It contracts.


A is Correct.  A fund's number of shares outstanding fluctuates when investors buy or sell the fund. These purchases or sales have no effect on the fund's NAV, since NAV is affected by the performance of the fund's underlying portfolio holdings.

4. Fund A's NAV is $10 while Fund B's is $110, and both funds have minimum initial investments of $100. Which fund is within reach of someone with just $100 to invest?


     
a. Fund A.


    
 b. Fund B.


     
c. Both funds.

C is Correct.  Because funds issue fractional shares, either Fund A or Fund B would be available to an investor with just $100 in hand: $100 would buy 10 shares of Fund A or .909 shares of Fund B.



5. What's the best way to determine how well a fund has performed during the past three months?


     
a. Compare its NAV today with what it was three months ago.


     
b. Examine its three-month total returns.

     
c. See how much it has paid out in dividends during that time.

B is Correct.  Total returns include any changes in NAV (which includes the underlying growth of portfolio holdings that haven't yet been sold) plus any dividends paid out. It's the best measure of performance.



