What is a Mutual Fund? 
A mutual fund company pools the money of many investors and invests it for them in a collection of securities by purchasing stocks, bonds, money markets and/or other securities.   These securities are often referred to as holdings and all of the fund's holdings combined make up the portfolio.  The assets in a mutual fund's portfolio are managed by a professional money manager(s) who decides which securities to buy and sell based on the fund's investment objective, detailed in the fund's prospectus.

When you invest in a mutual fund, you are actually buying shares in the fund, which means you own a small percentage of the fund's entire portfolio. These shares are a fractional representation of the entire mutual fund's diversified holdings.  The price of a share at any time is called the fund's net asset value, or NAV.  If you invest $1,000 in a mutual fund with an NAV of $24.75, you will receive 40.40 shares of that fund. (Unlike stocks, you can own fractional shares in a mutual fund).  When the value of the portfolio increases, the value of your investment also increases. If, however, the value of the fund decreases, your investment value will decrease as well.

The primary asset categories found in mutual funds are money markets, bonds, and/or stocks.  Mutual funds may invest in a single asset class or a combination of all.  Maintaining the weight of each category and the decision on when to buy or sell is the function of the mutual fund's manager(s).  Typically, the fund category indicates the primary investments (holdings) of the fund. For example, a fund that holds 85% stocks, 10% bonds and 5% cash equivalents is typically categorized as a stock fund

How Mutual Funds Work 

Every mutual fund has a goal - either growing its assets (capital gains) and/or generating income (dividends) for its investors.  Distributions in the form of capital gains (short-term and long-term) and dividends may be passed on (paid) to shareholders as income or reinvested to purchase more shares.  For tax purposes, keep track of your distributions and cost basis of purchased/reinvested shares.

Like any business, mutual funds have risks and costs associated with returns.  As a shareholder, the risks of a fund and the expenses associated with fund's operation directly impact your return. 

Returns 

As an investor, you want to know the fund's return-its track record over a specified period of time. So what exactly is "return?" 

A mutual fund's return is the rate of increase or decrease in its value over a specific period of time usually expressed in the following increments: one, three, five, and ten year, year to date, and since the inception of the fund.  Since return is a common measure of performance, you can use it to evaluate and compare mutual funds within the same fund category.  Generally expressed as an annualized percentage rate, return is calculated assuming that all distributions from the fund are reinvested. 

Since average returns can sometimes "hide" short-term highs and lows, you should evaluate returns for a time period of several years-not just one year or less. A fund that has a high return in one year may have experienced losses in other years-these fluctuations may not be apparent in its average return.  While a fund's return shows its track record, keep in mind that past performance is no guarantee of future results. 
When using returns to compare funds, always use net returns.  Net returns are the true returns of both load and no-load funds after deducting all costs and expenses

Risk 

Every type of investment, including mutual funds, involves risk.  Risk refers to the possibility that you will lose money (both principal and any earnings) or fail to make money on an investment.  A fund's investment objective and its holdings are influential factors in determining how risky a fund is.  Reading the prospectus will help you to understand the risk associated with that particular fund.  

Generally speaking, risk and potential return are related. This is the risk/return trade-off.  Higher risks are usually taken with the expectation of higher returns at the cost of increased volatility.  While a fund with higher risk has the potential for higher return, it also has the greater potential for losses or negative returns.  The school of thought when investing in mutual funds suggests that the longer your investment time horizon is the less affected you should be by short-term volatility.   Therefore, the shorter your investment time horizon, the more concerned you should be with short-term volatility and higher risk.

