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LESSON 7  WHAT ARE MUTUAL FUNDS?

Lesson Description
The students form class investment clubs that work

much in the way mutual funds do. They invest $3,000 (300
shares at $10 a share) in up to six stocks. One year later they
revalue their shares and determine whether a share in their
class investment clubs has increased or decreased in value.
Finally, they read about mutual funds and learn that the
concept behind mutual funds is similar to the concept
behind their class investment clubs.

A mutual fund is a pool of money invested by a manag-
er with the goal of increasing the value of each share of the
fund for its investors. A mutual fund provides diversifica-
tion, spreads risk and provides the convenience of buying
and selling shares in the fund on any business day. These are
the reasons why more Americans invest through mutual
funds than directly in the stock, bond or money markets. 

Concepts
• Diversification

• Liquidity

• Load

• Mutual fund

• Net asset value

• Risk and reward

Objectives
Students will:

1. Describe how mutual funds work.

2. Evaluate the advantages and disadvantages of investing
in mutual funds.

3. Use the terminology of mutual funds.

4. Calculate the value of an investment on a per-share
basis.

Time Required
75 minutes

Materials
• A transparency of Visuals 1 and 2

• A copy of Activities 1, 2, 3 and 4 for each student

Procedure
1. Explain to the students that they are going to learn about
mutual funds. More Americans invest in stocks and bonds
through mutual funds than in any other way.

2. Tell the students that a mutual fund is like an investment
club with thousands of members. An investment club is any
group of people who pool their money, invest and share the
profits or losses. The class is now going to form investment
clubs with just a few members. 

3. Divide the class into groups of no more than five mem-
bers each. Tell the students that each group is an investment
club, and members will have to make some decisions about
where to invest their money.

4. Distribute a copy of Activity 1 to each student.

5. Go over Activity 1 and make sure the students under-
stand these major points:

• Each club has $3,000 to invest.

• The club sold 300 shares at $10 each to members to raise
the money that they will invest.

• They may buy any of six stocks. They must buy at least
three stocks, but they may divide their money among all
six stocks if they wish to do so.

• They must invest the entire $3,000.

• They must fill out the chart at the end of Activity 1. The
investment value must be $3,000 (total of the last col-
umn). The price per share will be $10 ($3,000 / 300).

6. Give the groups about 15 minutes to make their invest-
ment decisions and fill out the charts. Be sure to check their
math because the rest of the activity will not work unless
their math is correct.

7. Distribute a copy of Activity 2 to each student. Explain
that it is now one year later. The value of the shares of stock
they could have bought has changed. Column 2 of Activity
2 shows the new per-share price of the stocks. How well did
their selected stocks perform?

8. Display Visual 1 as an example of how the chart should
be completed. Make sure the students understand that this is
an example; their charts will differ depending on which
stocks they purchased and how many shares they purchased.

9. Ask the groups to complete their charts and check the
math. The amount invested will still be $3,000, and the
number of shares of stock owned will be the same as in
Activity 1. The price of the stocks and the investment value
of the fund will have changed.
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10. Ask questions about what happened to the clubs’ invest-
ments:

A. Did the price per share of the investment club increase
or decrease? 
Answers will vary.

B. What determined whether the price per share of the
investment club increased or decreased?
The investment value one year later, which is determined
by the price of the stocks purchased.

C. If you had a real investment club and bought stocks,
what would increase the value of the investments one
year later?
Choosing stocks that increase in price or pay high dividends.

D. Assume that more students want to join your invest-
ment club and purchase shares. What price would you
charge them? Why?
The price per share one year later or the price per share on
the day they want to buy shares. At that price, they buy
shares equal to what the shares are worth on that day.

11. Explain that mutual funds work like their investment
clubs — but with more investors. In a mutual fund:

A. The price per share changes every day and depends on
the value of the investments.

B. The value of the investments depends on the perform-
ance of the assets chosen by the fund manager. Unlike
members of an investment club, mutual fund investors
do not decide which stocks or bonds the fund will buy
or sell. The fund manager does that.

C. A mutual fund charges investors for the financial man-
agement it provides. The investor may also pay brokers’
fees and other costs. These costs are deducted from the
value of the investments. The lower these costs, the
higher the investors’ returns from a set of holdings.

D. Some mutual funds charge a sales commission called a
load. The higher the load, the less the actual investment
made on behalf of the investor. Lower loads are better
for investors, other things being equal.

12. Distribute a copy of Activity 3 to each student. The
students should read it and answer the questions at the end.

13. Display Visual 2. Make the point that mutual funds
are not all the same. They have different investment objec-
tives. Some mutual funds come with greater risks than oth-
ers. Some offer greater potential rewards. 

14. Discuss the answers to the questions at the end of
Activity 3:

A. What is a mutual fund?
A pool of money used by an investment company to buy a
variety of stocks and bonds.

B. A friend tells you, “All mutual funds are the same.” 
How do you reply to your friend?
Your friend is wrong. Mutual funds have different invest-
ment objectives and buy different stocks and bonds.
Different funds have different managers and different styles.

C. What is an advantage of buying a load fund? 
What is a disadvantage?
Advantage: A salesperson or investment advisor provides
help in choosing a fund. Disadvantage: A load fund costs
more because the investor must pay a sales commission.

D. What is an advantage of buying a no-load fund? 
What is a disadvantage?
Advantage: There is no sales commission, and therefore the
cost is less. Disadvantage: The investor must select the fund
without advice from a fund representative. The investor
must do his or her own research.

E. What should you consider when deciding which mutual
fund to buy?
Performance, cost and convenience. Have the students
elaborate on these considerations.

F. More Americans own mutual funds than individual
stocks and bonds. Why do you think this is so?
Mutual funds provide diversification, professional manage-
ment and ease of buying and selling. It is safer to have
money invested in 200 stocks or bonds than in only a few;
investors spread the risk.

G. If your class participates in a stock market simulation
that allows you to buy mutual funds, what type of fund
should you buy? Why?
Because stock market simulations are for a short time peri-
od, you would probably buy a high-risk, high-reward fund.

H. What are the advantages and disadvantages of buying
index mutual funds rather than actively managed funds?
Index funds provide more diversification and lower man-
agement fees. Index funds are designed to provide returns
similar to returns from an unmanaged market index.
Actively managed funds can provide higher returns
although studies show most actively managed funds have
under-performed index funds.
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I. If you want to buy a mutual fund so you will have
money to buy a house 10 years from now, what type of
fund should you buy? Why?
You would buy a fund that you think would increase the
most in value over the 10 years; you would look for funds
with consistently good long-term records.

Closure
1. Tell the students that every mutual fund must provide
potential investors with a prospectus. Tell them that they
will now apply their knowledge by reading some statements
from a prospectus. 

2. Distribute a copy of Activity 4 to each student. Have
the students read the activity and answer the questions.

3. Discuss the answers:

A. You worry a lot about the stock market and want to
limit the risk of losing your money. Would you buy this
fund?
No. It is an aggressive growth fund specializing in small
companies.

B. Does this fund charge a sales commission? No.

C. Is it good or bad that this fund charges no 12b-1 fees?
It is good. Some funds charge up to an additional 
1.25 percent, which is used to advertise the fund.

D. How much does this fund charge in fees?
.91 percent

E. In your opinion, how does the fund’s past performance
look?
It did well last year, losing less money than most indexes,
which are averages of groups of stocks or funds. During the
10-year period, it beat all averages. A fund should compare
its performance not only to the general market but to
indexes that track stocks it buys and other similar stocks.
The Russell 2000 is a small-company index, and the
Lipper index is for funds specializing in small stocks.

F. Does this mean the fund will perform well in the future?
Not necessarily. Past performance does not guarantee future
performance. Nevertheless, the fund’s track record is good. 
A prospective investor should check to see if the fund’s
investment manager has changed.

Assessment
Multiple-Choice Questions

1. A mutual fund without a sales charge is called

a. a load fund.

b. a no-load fund.

c. a 12b-1 fund.

d. an aggressive growth fund.

2. Which of the following statements about mutual funds is
true?

a. All mutual funds are the same.

b. Mutual funds allow investors to spread risk among several
stocks and bonds.

c. Load funds do not charge a sales commission but
invest in lower-quality stocks.

d. Many mutual funds do not charge management fees.

3. A 12b-1 fee is a

a. sales commission.

b. management fee.

c. fee to pay for fund advertising.

d. fee to pay the fund’s brokerage commissions.

4. The price per share that you can buy a fund for is called the

a. net asset value.

b. management fee.

c. load.

d. 12b-1 charge. 

Essay Questions

1. Which factors should an investor consider before
purchasing a mutual fund?
Students should discuss performance, cost, goals and
convenience.

2. Your grandparents gave you $1,000 to help pay for your
college education. You will graduate from high school in
four years. What type of mutual fund should you buy?
Although answers will vary, students should evaluate risk and
reward. Since four years is a short time to save the $1,000,
students might argue that lower-risk sorts of mutual funds such
as a bond fund or an income fund might be appropriate, but
much will depend on each student’s tolerance for risk and other
circumstances.
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LESSON 7 VISUAL 1 
ONE YEAR LATER: AN EXAMPLE

This is an example of what might have happened to a class
investment club’s shares of stock.

Number of Shares 300 *Price per share $11.50

*The price per share is the total investment value (one year later) divided by the number of shares.
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Company
Price
per

Share

No. of
Shares
Owned

Amount
Invested

Investment
Value

1 Year Later

American Cellular $ 8 100 $1,500 $1,800

Big Box Stores $23 50 $1,000 $1,150

Biotech Industries $ 8 0 0 $1,100

General Grocery $22 0 0 $1,100

Giant Auto $11 100 $1,000 $1,100

Gold Mining Group $ 4 100 $1,500 $1,400

Total Investment Value (add last column) $3,000 $3,450



LESSON 7 VISUAL 2 
TYPES OF MUTUAL FUNDS

Low Risk and High Risk and
Low Potential Reward High Potential Reward
------------------------------------------------------------------------------------
Money-market Bond funds Income funds Growth funds Aggressive 
funds (corporate or (high-yield stocks (larger company growth
(short-term longer-term and bonds) stocks; long- funds
securities) government term capital (smaller

bonds) gains) company
stocks;
short- and
long-term
capital
gains)

7 What are Mutual Funds?

LE A R N I N G,  EA R N I N G A N D IN V E S T I N G,  ©NAT I O N A L CO U N C I L O N EC O N O M I C ED U C AT I O N,  NEW YO R K,  NY94



LESSON 7 ACTIVITY 1 
CLASS INVESTMENT CLUBS

The members of your class have decided to form investment clubs. Class members may buy as many
shares in a club as they like, for $10 per share. Each club sold 300 shares and collected $3,000. Now it’s
time to invest the money.

Your club held its first meeting and decided to invest in stocks. The club members proposed different
stocks to buy. Here is a rundown on the stocks proposed.

1. American Cellular, $5 per share 
This is a new cellular company that features high-tech services such as phones that send streaming
video. So far, the company has not made a profit but expects to do very well soon.

2. Big Box Stores, $20 per share
Big Box Stores is one of the leading discount retailers in the country. Same-store sales have increased
steadily in each of the last five years.

3. Biotech Industries, $10 per share
Biotech Industries is a pharmaceutical company that specializes in developing cutting-edge drugs. It
has some profitable products, but so far its profits are small.

4. General Grocery, $20 per share
This is a leading grocery store chain. Sales are generally steady and do not change much with the
economy’s ups and downs. However, some experts predict that the growing trend toward eating out in
restaurants will hurt future sales.

5. Giant Auto, $10 per share
Giant Auto is one of the three leading automobile manufacturers in the world. The company’s profits
depend on economic conditions. Profits are high in times of strong economic growth and poor in bad
times or recessions.

6. Gold Mining Group, $5 per share
GMG is a gold-mining company. The price of gold often rises in bad times or recessions and falls in
good times.

Your club decided to invest all 300 shares or $3,000 in at least three of these companies. Decide how to
invest the money, and record your investments on the following worksheet.

Number of Shares 300 *Price per Share $10

*The price per share is the amount invested divided by the number of shares.
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Company Price per Share No. of
Shares Owned Amount Invested

American Cellular

Big Box Stores

Biotech Industries

General Grocery

Giant Auto

Gold Mining Group

Total Investment Value  (add last column)
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LESSON 7 ACTIVITY 2 
A CLASS INVESTMENT CLUB ONE YEAR LATER

One year later the prices of your investments have changed. The price per share of each investment is list-
ed in the chart below.

Complete the chart to determine how well your investment club did. The value of your investment
depends on the companies in which you invested.

Number of Shares 300 *Price per share 

*The price per share is the total investment value (one year later) divided by the number of shares.
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Company
Price
per

Share

No. of
Shares
Owned

Amount
Invested

Investment
Value

1 Year Later

American Cellular $ 8

Big Box Stores $23

Biotech Industries $ 8

General Grocery $22

Giant Auto $11

Gold Mining Group $ 4

Total Investment Value (add last column)



LESSON 7 ACTIVITY 3 
MUTUAL FUND FACTS

A mutual fund is a pool of money similar to the money collected by a class investment club. A fund man-
ager decides how to invest the money, with the goal of increasing the value of each share of the fund for
the investors. That will happen only if the value of the investments chosen by the fund manager increases.

Investors may buy shares of open-end mutual funds each business day for the net asset value (NAV in the
newspaper listing),  the investment value of each share. The net asset value is calculated each day by divid-
ing the total value of the investments by the number of shares.  This is how you calculated the value of the
shares of your investment club. You may also sell your shares in an open-end mutual fund any business
day and receive the NAV.

There were about 6,000 mutual funds in early 2003. More Americans invest through mutual funds than
by any other investment method. There are stock mutual funds, bond mutual funds, stock and bond
mutual funds and money-market funds. There are mutual funds that specialize in almost any type of stock
or bond.  Some mutual funds which are called index funds buy the stocks that allow investors’ returns to
match a particular index.  Index funds can provide more diversification than actively managed funds.  In
addition, the management fee (discussed later) should be lower because the fund manager does not have to
research which stocks to buy and sell.  For this reason, many experts advise buying a fund that tracks a
broad market index if only one fund is bought.  Some funds buy high-risk investments and some buy low-
risk investments. How can you choose the right fund? Here are some factors to consider.

1. Performance. Buy mutual funds that you believe will perform well. Performance is the most impor-
tant factor to consider. However, your consideration of performance must be tempered by how much risk
you are willing to take. A mutual fund prospectus lists the stocks or bonds a fund owns and provides
information on the fund’s performance. However, past performance does not guarantee that the fund will
do as well in the future. The fund manager is a key to performance. It is a good thing if the fund manager
has had favorable results and has worked for the fund for a significant period of time.

2. Cost. A mutual fund company makes money by charging investors various fees. These fees are a cost
to investors. The lower the costs, the better it is for investors — as long as performance is good. Here are
some typical costs of mutual funds:

• Some funds charge a load. A load is a sales commission. It is usually a percentage of the price and can be
as high as 8 percent. A front-end load is paid when you buy shares, and a back-end load is paid when
you sell shares. A no-load fund does not charge a sales commission. If you need help in choosing a fund,
you might consider paying an investment advisor a load or commission for advice. If you do not need
help, choose a no-load fund.

• All funds charge a management fee and have expenses. The lower the management fee and the expenses,
the better it is for investors.

• Some mutual funds charge a 12b-1 fee. This fee, which can be as high as 1.25 percent of the fund’s
value, is used by the company to advertise the fund to the public. Unless the fund has great perform-
ance, avoid funds with 12b-1 fees.

3. Convenience. A fund that provides good service is very helpful to investors. Are the statements easy
to read?  Are the fund’s telephone representatives knowledgeable and helpful? Is it easy to make additional
investments in the fund? Can you buy small amounts of the fund? Can you exchange shares in the fund
for shares in another of the company’s funds? Some fund families have dozens of different funds for differ-
ent investment objectives.
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7 What are Mutual Funds?

LESSON 7 ACTIVITY 3 (CONTINUED)

Advantages of Investing in Mutual Funds
Why buy a mutual fund? After all, you can buy stocks and bonds directly. Mutual funds have several
advantages over buying individual stocks and bonds. These advantages can make the extra costs worth-
while.

1. Professional management. A professional money manager chooses your stocks. The performance of
your investment club depended on which stocks you bought. A professional manager might be able to do
this better than you can. If you don’t think this is true, you can buy an index fund. An index fund follows
a stock average such as the Dow-Jones Industrial Average. You get average performance. Over the years, a
majority of actively managed funds have failed to beat average performance.

2. Diversification. Diversification means you spend your money on several stocks and bonds rather
than just a few. If one or two stocks or bonds in your mutual fund decrease sharply in value, your loss will
be less than if you own only a few stocks or bonds. If a class investment club bought only one stock, it
could have a greater loss or greater gain than if the club bought several stocks. Your risk is greater the fewer
stocks you buy.  A mutual fund may own 500 different stocks.

3. Liquidity. Liquidity means you can turn your investment into cash easily. You can sell a mutual fund
at the net asset value (NAV) on any business day. Of course, you may need to sell the fund for less per
share than what you paid for it, and lose money.

4. Investment objective. There is a mutual fund for almost any objective or goal. When you determine
your goals and the risks you are willing to take, you can probably find a mutual fund that matches them.
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LESSON 7 ACTIVITY 3 (CONTINUED)
QUESTIONS FOR DISCUSSION

A. What is a mutual fund?

B. A friend tells you, “All mutual funds are the same.” How do you reply to your friend?

C. What is an advantage of buying a load fund? What is a disadvantage?

D. What is an advantage of buying a no-load fund? What is a disadvantage?

E. What should you consider when deciding which mutual fund to buy?

F. More Americans own mutual funds than individual stocks and bonds. Why do you think this is so?

G. If your class participates in a stock market simulation that allows you to buy mutual funds, what type
of fund should you buy? Why?

H. What are the advantages and disadvantages of buying index mutual funds rather than actively
managed funds?

I. If you want to buy a mutual fund so you will have money to buy a house 10 years from now, what
type of fund should you buy? Why? 
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7 What are Mutual Funds?

LESSON 7 ACTIVITY 4 
A MUTUAL FUND PROSPECTUS

All mutual funds must supply potential investors with a prospectus that provides information including
the investment objectives, investment strategy, past performance, costs and other charges. Below are some
excerpts from a fund’s prospectus. See if you can interpret what the excerpts mean.

• The fund is an aggressive stock fund seeking long-term capital growth primarily through investments in
small, rapidly growing companies.

• Investing in smaller companies generally involves greater risk than investing in larger companies. 
Stocks of small companies are subject to more abrupt or erratic price movements than the stocks of
larger companies.

• The fund is 100 percent no-load. There are no 12b-1 fees.

• The fund’s annual management fee and other expenses are .91 percent. These expenses are deducted
from the fund’s assets.

• The table below summarizes the fund’s average annual returns for one year, five years and 10 years.

Average Annual Total Returns
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The Fund 1 year 5 years 10 years

Returns before taxes -2.84% 8.07% 13.75%

Returns after taxes on distributions -3.33 6.37 11.03

Returns after taxes on distributions
and sale of fund shares

-1.30 6.27 10.56

Russell 2000 Growth Index -9.23 2.87 7.19

Russell 2000 Index 2.49 7.52 11.51

S&P 500 Stock Index -11.89 10.70 12.94

Lipper Small-Cap Fund Index -9.32 6.45 10.29



LESSON 7 ACTIVITY 4 (CONTINUED)
QUESTIONS

A. You worry a lot about the stock market and want to limit the risk of losing your money. 
Would you buy this fund?  

B. Does this fund charge a sales commission?  

C. Is it good or bad that this fund charges no 12b-1 fees?  

D. How much does this fund charge in fees?

E. In your opinion, how does the fund’s past performance look?  

F. Does this mean the fund will perform well in the future?
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Order Form 
Council for Economic Education  

Attn: Order Department 

122 E 42nd Street, Suite 2600 

New York, NY  10168 

Phone: 800-338-1192  

Fax: 212-730-1793  

www.councilforeconed.org/store 

Federal ID No.: 13-1623848 

 

Three easy ways to order! 

1. Online – pay with your credit card  -- www.councilforeconed.org/store  

2. Fax – (212) 730-1793  

3. Mail – use the address above 
 

Order No. Copies Title Price Total 

     

     

     

     

(Order No. is bold 3-digit part of ISBN number. Ex: Order No. with ISBN# of 1-56183-471-8 is 471) 

 

SHIP TO: 

Name:  School/Organization:  

Street Address:  

City:   State:  Zip Code:  

Email:  Phone:  

Would you like to receive e-mail updates from the Council for Economic Education 
 (Privacy: We don’t rent or sell your name.) 

 
 

Yes  
 

No 

    

BILL TO:    
 

same as SHIP TO  

Name:  School/Organization:  

Street Address:  

City:  State:  Zip Code:  

 

Coupon or Discount Code (if applicable): ______________________________ Subtotal:  

 

 
 

Payment enclosed (Make check payable to 

Council for Economic Education) 

Shipping: 

Less than $30, add 25% 

More than $30, add 10% 

Discounts:  

Shipping:  

 
 

Purchase order enclosed Total:    

Credit card:    

Number: 
 

Exp.  
  

 
 

MasterCard 

 
 

Visa 

Authorized signature: 
  

 
 

AmEx 


