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Important Fund Documents, Part 1 

Introduction 

The advertisement in the paper roars "Raging Bull Fund, a Great Investment Opportunity!" Underneath, five stars appear, as well as a growth of $10,000 graph that looks like a Himalayan ascent. Must be a great fund, right? 

Well, maybe it is. But you need more than stars and performance numbers to judge a fund. You need to answer questions such as: What is the fund's investment strategy? What are that strategy's risks? How much does the fund cost? And who runs the thing, anyway? 

What you need are three valuable fund documents: the prospectus, the Statement of Additional Information, and the annual report. When you request an information kit from a fund family, you are usually sent a prospectus and the most recent shareholder report. Sure, the documents are packed with legal jargon, convoluted sentences, and boilerplate information in order to fulfill the Security and Exchange Commission's disclosure requirements and to protect the funds from legal liability. But they're also must-reads for mutual fund investors. 

Here's how to get what you need from the prospectus and the Statement of Additional Information. (We'll cover the annual shareholder report in our next session.) 

The Prospectus 

The prospectus tells you how to open an account (including minimum-investment requirements), how to purchase or redeem shares, and how to contact shareholder services. But more importantly, you'll find the six things you absolutely need to know about a fund before you decide to buy shares in the first place. 

1. Investment Objective. The investment objective is the mutual fund's purpose in life. Is the fund seeking to make money over a long-term period? Or is it trying to provide its shareholders regular income each month? If you're investing for your child's education, you'll want the former. If you're looking for a monthly dividend check, you'll want the latter. But investment objectives can be notoriously vague. That's why you'll want to check out the next section. 

2. Strategy. The prospectus also describes the types of stocks, bonds, or other securities in which the fund plans to invest. (It does not list the exact stocks that the fund owns, though.) Stock funds spell out what kinds of companies they look for, such as small, fast-growing firms or big, well-established corporations. Bond funds specify what sorts of bonds they generally hold, such as Treasury or corporate bonds. If the fund can invest in foreign securities, the prospectus says so. Most (but not all) restrictions on what the fund can invest in are also mentioned. 

3. Risks. This section may be the most important one of the prospectus. Every investment has risks associated with it, and a prospectus must explain these risks. For instance, a prospectus for a fund that invests in emerging markets will reveal that the fund is likely to be riskier than a fund that invests in developed countries. Bond-fund prospectuses typically discuss the credit quality of the bonds in the fund's portfolio, as well as how a change in interest rates might affect the value of its holdings. 

4. Expenses. It costs money to invest in a mutual fund, and different funds have different fees. Fortunately, a table at the front of every prospectus makes it easy to compare the cost of one fund with another. Here, you'll find the sales commission the fund charges, if any, for buying or selling shares. The prospectus also tells you, in percentage terms, the amount deducted from the fund's return each year to pay for things such as management fees and operational costs. 

5. Past Performance. As the saying goes, "Past performance cannot guarantee future results." But it can give you an idea of how consistent a fund's returns have been. A chart known as the "Financial Highlights" or "Per Share Data Table" provides the fund's total return for each of the past 10 years, along with some other useful information. It also breaks out the fund's income distributions and provides the year-end NAV. 

Some prospectuses include additional return information in the form of a bar chart, which illustrates the fund's calendar returns for the past 10 years. This chart is a good way to get a handle on the magnitude of a fund's ups and downs over time. The prospectus may also use a growth of $10,000 graph (also known as a mountain graph, because the peaks and valleys resemble the cross-section of a mountain) or a table comparing the fund's performance to indexes or other benchmarks to present return information. (Unless otherwise stated, total-return numbers do not take sales charges into account.) 

6. Management. The Management section details the folks who will be putting your money to work. Hopefully, the fund actually tells you the name and experience of the fund manager or managers. However, some funds simply list "management team" or some other less-than-helpful phrase. If that's the case, consult the fund's Statement of Additional Information (more on that shortly) or annual report to see if more specific information is given there. Feel free to call up the fund itself, or check out the family's Web site. 

If the prospectus does name names, check how long the current manager has been running the fund--the fund's past record may have been achieved under someone else. Find out whether the manager has run other funds in the past. A peek at those funds could give you some clues about the manager's investment style and past success. 

Statement of Additional Information 

While the prospectus is packed with great information, it shouldn't be your sole source of data on a fund. A fund's Statement of Additional Information (SAI) contains more great tidbits about the fund's inner workings. Be sure to ask for this document specifically: Funds routinely send out prospectuses and annual reports, but SAIs are considered second-tier documents. 

If fund families think SAIs are secondary, why bother requesting one? For starters, the SAI often provides far more detail than the prospectus about what the fund can and cannot invest in. For another, this document is usually the place where you can find out who represents your interests on the fund's board of directors--and how much you pay them. 

Finally, you can find more details about your fund's expenses here. Shareholders in Putnam Fund for Growth and Income PGRWX wouldn't know they shelled out $33 million in brokerage fees in 1997 unless they had read the fund's SAIs. SAIs also breakdown where 12b-1 fees go, if the fund charges them. (These are fees that the fund can use for marketing, rewarding brokers, and attracting more investors.) For example, Kaufmann Fund KAUFX spent $1 million of the $16 million 12b-1 fees it collected in 1997 compensating brokers for selling the fund. It's your money; you should know where it's going.

Quiz 

There is only one correct answer to each question.

1. Which of the following appears in all prospectuses?


 
a. The names of all portfolio managers.


 
b. The names of the board of directors.


c. Management fees.


2. The Investment Objective portion of the prospectus is most helpful for determining:


a. What the fund's general purpose is.


b. What types of securities the fund owns.


c. What sorts of risks are associated with the fund.


3. What won't the Management section of a prospectus tell you?


a. Who the manager is, be it a management team or individual managers.


b. What the manager's annual salary is.


c. What other fund experience the manager has.


4. For details about how your fund fees are spent, consult the:


a. Prospectus.


b. Statement of Additional Information.


c. Neither.


5. Which document usually is not included in the information kit that fund families send out?


a. Prospectus.


 
b. Statement of Additional Information.


c. Shareholder report.


