Mutual Funds
A Mutual Fund pools money together from thousands of small investors and then
its manager buys stocks, bonds or other securities with it.
When you contribute money to a fund, you get a stake in all its investments.
That's a big deal: Since most funds allow you to begin investing with as little as a
couple thousand dollars, you can attain a diversified portfolio for much less than
you could buy individual stocks and bonds. Plus, you don't have to worry about
keeping track of dozens of holdings - that's the fund manager's job.
The price for a share of an open-end fund is determined by the net asset value, or
NAV, which is the total value of the securities the fund owns, divided by the
number of shares outstanding.
If a mutual fund has a portfolio of stocks and bonds worth $10 million and there
are a million shares, the NAV would be $10. A fund's NAV changes every day,
depending on the price fluctuations of the fund's holdings.
The NAV is the price at which you can buy and sell shares, as long as you don't
have to pay a sales commission, or "load." You have to pay loads when you buy
from a broker, financial planner, insurance agent or other adviser.
Remember that glossy binder you got when you signed up for your company's
401(k) plan? Do you recall those quarterly mailings you've been getting from that
mutual fund you invested in when you opened your IRA? (Hint: Check the
bottom desk drawer or that file you labeled "To Read Later.")
It's hard to make yourself read those things as soon as they arrive (or ever, for
that matter), but in all that paperwork lies some critical information. Every
mutual fund issues a prospectus, which is written in the driest, most confusing,
boring language possible. Somewhere in there it describes the fund's investment
policies and objectives, risks, costs (very important -- that's why we put it in
bold), historical performance data, and various other legalese-encrusted tidbits.
The prospectus, in essence, will describe the investment style of the fund.
Nowadays, you can also find the essential information about mutual funds on
various Internet sites. You can begin your research (once you've finished reading

our little section) at Morningstar's site, where you'll find data and analysis on
over 27,000 mutual funds.
Here are five specific things to look for in those quarterly and annual reports:
•

Change in management. We spend a lot of words talking about how
important the fund manager is, so make sure the manager you've chosen is
still there. A change is inevitable at some point, of course, and it shouldn't
necessarily be a signal to sell. You need to be aware, however, of who is
handling your money.

•

Change in fees. This is another key element to watch. Mutual funds are
not required to keep fees at the level at which you originally signed up.
Your job as a fund shareholder is to make sure that your returns don't
suffer from "fee creep."

•

Change in style. If a fund renowned for buying slow-growth, highdividend blue chips starts buying the latest wireless optical serving router
start-up that just hit the market, sit up and take notice. Keep an eye on
your fund's holdings to make sure that they conform to what you think you
bought -- and to the label that the fund managers assigned it.

•

A change in turnover. Keep a close eye on the turnover rate of any fund
you own. If you want to or have to own mutual funds, look for funds with
lower-than-average turnover rates -- preferably no higher than 50% and
hopefully much lower. For comparison, index fund turnover can be around
5% or lower.

•

Change in performance. This is a tricky one. Occasional, or even
somewhat frequent, underperformance is not unusual or unexpected for a
good fund. Don't bail on your funds just because they have a bad quarter,
year, or even two years. Do track performance, though. If you start seeing
poor five-year returns, then it may be time to start looking elsewhere.

When you see a fund make significant changes in any of these areas, it's time to
reassess your holding. That doesn't mean that you sell automatically -- some
changes are for the better, or at least aren't bad enough to suffer the ill effects of
selling.
Make a pact with yourself to at the very least keep tabs on these five areas for the
funds that you own. Heck put a quarterly review date on your calendar. Make it
as automatic as changing the oil in your car or putting a fresh box of baking soda
in your fridge. When the red light on the dash goes on, or the stench of rotten
broccoli overwhelms you, it may be too late. And so it goes for mutual fund
investing.
The Perils of Selling

Unfortunately, selling a mutual fund can trigger a variety of costly events.
•
•
•

If you hold the fund in a taxable account, you will have to pay capital gains
taxes.
Fund companies like to discourage selling, so some charge redemption
fees or subject you to a back-end load.
Even if you move your money to a different fund within the same mutual
fund family (e.g., from one Fidelity fund to another), you will likely have to
pay a sales commissions for your new fund.

Still, none of these things should discourage you from getting out of a real
stinker. Just make sure you analyze all the costs before selling your funds.
If you do decide to sell your fund, make sure that you aren't stepping out of the
frying pan and into the fire.

