COLLECTIVE INVESTMENT SCHEMES – A LOOK AT MUTUAL FUNDS 
IN GHANA
“… Then another servant came and said, ‘Sir, here is your mina; I have kept it laid away in a piece of cloth. I was afraid of you because you are a hard man. …” His master replied, ‘Why then didn’t you put my money on deposit, so that when I came back, I could have collected it with interest’…”

The importance of investment is a fact, which is acknowledged in no less a book than the Holy Bible as the above quotation portrays. Investment may be simply defined as putting money into a venture in order to gain profit or interest. There is no doubt that there is more value in putting ones money or savings to work than in keeping it idle. The importance of investment derives from the basic principle of finance regarding the time value of money. Simply put, this means that the value of money depreciates with time, especially because of the possible income foregone if the money were put in a savings account, shares or any other productive activity.

Investment can be defined as the commitment of funds to one or more assets that will be held over some future time period for return that is commensurate with risk.  The field of investments, therefore, involves the study of the investment process. Investment is concerned with the management of an investor’s wealth, which is the sum of current income and the present value of all future income.

The two main forms of investments are direct investment and indirect investment. Direct Investment involves an investor investing directly in financial assets in return for dividends and / or interest and capital gains. In this case the financial assets are owned directly by the investor. Indirect Investment involves buying and selling financial assets through an investment company. Investors who purchase shares of a particular portfolio managed by an investment company are purchasing an ownership interest in that portfolio of securities and are entitled to a pro rata share of the dividends, interest, and capital gains generated. Shareholders also pay a pro rata share of the company’s expenses and its management fee, which are deducted from the portfolio’s earnings as it flows back to the shareholders.

It is a common phenomenon nowadays to find investors looking beyond the traditional investments such as deposits with banks and other financial institutions for opportunities that provide them with higher return on their capital. The basic aim therefore, of any investor is to obtain a better than “average market” return from that investment, be it by way of income or capital growth, or a mixture of both at a reasonable risk to their investment. Most investments are generally made with a speculative objective –That of achieving returns which are higher than returns that may be obtained from traditional investments. (E.g. bank deposits, fixed interest debentures, government securities). Both direct and indirect investments essentially accomplish the same thing. The essential difference is that the investment company stands between the investors and the portfolio of securities in the case of indirect investment.

Investments to collective investment schemes generally are, and should ideally be, medium to long-term commitments to certain assets which are expected to provide some income or capital appreciation or a mixture of both.  Short-term investments are more speculative in nature and are made with the hope of making abnormal gains within a short period or when funds cannot be committed for long or medium-term periods.  Collective investment schemes or companies are bodies that pool the resources of a group of people to invest in order to achieve economies of scale. By pooling the funds of thousands of investors, a widely diversified portfolio of financial assets can be purchased and the investment company can offer its owners or shareholders a variety of services
Types of Investment Companies

The main types of investment companies are Unit Investment Trusts, Closed-end Investment Companies and Open-end Investment Companies.
Unit investment Trust is an unmanaged fixed-income security portfolio put together by a sponsor and handled by an independent trustee. It offers investors diversification and minimum operating cost. HFC for instance operates a unit trust that deals in bonds.

Closed-end investment companies are managed companies who usually sell no additional shares of its own stock after the initial public offering. Their capitalizations are fixed unless a new public offering is made.

Open-end investment companies, the most familiar type of managed company, are popularly referred to as mutual fund and continue to sell shares to investors after the initial sale of shares that starts the fund. Examples in Ghana are EPACK Investment Fund, NTHC Horizon Fund, SAS Fortune Fund, Gold Fund and Databank M-Fund. Both open-end and close-end schemes have professional fund managers who buy and sell securities periodically in order to achieve their objectives. The major distinction between close-end and open-end investment companies (mutual funds) is the way in which mutual funds raise their money or redeem shares. Mutual funds raise money continuously without limit to neither the number of investors nor the number of shares issued. The name “open-end” perhaps derives from the continuous offering of shares without limit. Through this continuous offering the fund obtains new capital to invest. Additionally, on each trading day, the mutual fund stands ready to buy back shares from an investor who wants to sell. This affords it more liquidity.

This article focuses on portfolio investment with particular emphasis on open-ended investment schemes or mutual funds.

Investments may be made by an individual in assets of his own choice and this had been the traditional investment pattern until collective investment schemes / mutual funds were introduced. Mutual funds are investment vehicles which allow the pooling of resources of various, often small, investors who are not necessarily, known to each other for investment in certain assets. An individual may personally have very limited resources for investment which in turn limits his possibilities of having a diversified portfolio. In Ghana for instance, one would need about ¢700,010 to invest in the shares of Standard Chartered Bank (shares selling in lots of 10). The combined limited resources of several individuals into a common pool or fund, however, enables them to overcome the problems of  both the diversification of funds and the minimum investment threshold that may be applicable in certain types of assets. With collective investment schemes (mutual funds), an investor who can afford ¢50,000 every month can conveniently enjoy all the benefits of large scale and diversified investments.
Investment funds are in practice, managed by professionals with adequate knowledge and information on the sector where investments are proposed to be made. This enables them to properly plan the timing for acquisition and subsequent disposal of these investments.  The common objective of funds managers is to invest in companies when they feel the shares are ‘underpriced’ and to dispose of those shares when they feel those shares have reached their peak. But in addition to the benefit of being managed by professionals, funds are regulated and closely supervised by authorities with a view to protecting the interest of the public at large and to prevent the offering/marketing of schemes with abusive clauses or which are set up with a view to dupe investors. Supervision by regulatory authorities however does not, and should not be taken, to imply that the capital amount invested in funds is secure.

The performance of a fund is generally determined by reference to its Net Asset Value.  The Net Asset Value is obtained by dividing the total net assets (total assets less total liabilities) of the fund as at a particular date by the total number of participating fund units (i.e. the number of units/shares standing in the Register) on that date.

Different Type of Funds

It is important to understand that each mutual fund has different risks and rewards. In general, the higher the potential return, the higher the risk of loss. Although some funds are less risky than others, all funds have some level of risk--it's never possible to diversify away all risk. This is a fact for all investments. Each fund has a predetermined investment objective that tailors the fund's assets, regions of investments, and investment strategies. At the fundamental level, there are three varieties of mutual funds:

1) Equity funds (stocks)
2) Fixed-income funds (bonds)
3) Money market funds 

All mutual funds are variations of these three asset classes. For example, while equity funds that invest in fast-growing companies are known as growth funds, equity funds that invest only in companies of the same sector or region are known as specialty funds.

Benefits of Mutual Funds
Most collective investment schemes/funds offer the following advantages to investors:
• Professional Management

The primary advantage of funds is the professional management of investors’ money. Investors purchase funds because they do not have the time or the expertise to manage their own portfolio. A mutual fund is a relatively inexpensive way for a small investor to get a full-time manager to make and monitor investments. These managers closely monitor each investment made with a view to making rational and timely decisions so as 
to enhance the performance of each fund under their management.

• Diversification 

By owning shares in a mutual fund instead of owning individual stocks or bonds, an investor’s risk is spread out. The idea behind diversification is to invest in a large number of assets so that a loss in any particular investment is minimized by gains in others. In other words, the more stocks and bonds you own, the less any one of them can hurt you. Large mutual funds typically own hundreds of different stocks in many different industries. It wouldn't be possible for an investor to build this kind of a portfolio with a small amount of money. To achieve a truly diversified portfolio, you may have to buy stocks with different capitalizations from different industries and bonds having varying maturities from different issuers. For the individual investor this can be quite costly.

By purchasing mutual funds, you are provided with the immediate benefit of instant diversification and asset allocation without the large amounts of cash needed to create individual portfolios. One caveat (beware), however, is that simply purchasing one mutual fund might not give you adequate diversification - check to see if the fund is sector or industry specific. For example, investing in an oil and energy mutual fund might spread your money over fifty companies, but if energy prices fall, your portfolio will likely suffer. 

• Economies of Scale 

The easiest way to understand economies of scale is by thinking about volume discounts: in many stores the more of one product you buy, the cheaper that product becomes. For example, when you buy a dozen donuts, the price per donut is usually cheaper than buying a single one. This occurs also in the purchase and sale of securities. If you buy only one security at a time, the transaction fees will be relatively large. 

Mutual funds are able to take advantage of their buying and selling size and thereby reduce transaction costs for investors. When you buy a mutual fund, you are able to diversify without the numerous commission charges. Imagine if you had to buy the 10-20 stocks needed for diversification. The commission charges alone would eat up a good chunk of your savings. Add to this the fact that you would have to pay more transaction fees every time you wanted to modify your portfolio - as you can see the costs begin to add up. Mutual funds are able to make transactions on a much larger scale (and cheaper).

• Divisibility

Many investors don’t have the exact sums of money to buy round lots of securities. ¢50,000 is usually not enough to buy a round lot of a stock, especially after deducting commissions. Investors can purchase mutual funds in smaller denominations, ranging from ¢50,000 to ¢500,000 minimums. So, rather than having to wait until you have enough money to buy higher-cost investments, you can get in right away with mutual funds. This leads us to the next advantage.


• Liquidity 

One of the difficulties of emerging stock markets such as the Ghana Stock Exchange is the relative length of time it takes for an investor on the capital market to sell his shares for cash. This problem which relates to liquidity is overcome by investing in mutual fund in view of the instant liquidity it offers. Liquidity speaks to the ease with which one can sell and buy shares at a competitive price. An investor can also sell mutual funds at any time. Both the liquidity and smaller denominations of mutual funds provide mutual fund investors the ability to make periodic investments through monthly purchase plans. The following however could be some of the disadvantages of collective investment scheme/mutual fund: 
• Costs 

Mutual funds don't exist solely to make your life easier--all funds are in it for a profit. The mutual fund industry is masterful at burying costs under layers of jargon. These cost          are complicated.

• Dilution 

It's possible to have too much diversification. Because funds have small holdings in so many different companies, high returns from a few investments often don't make much difference on the overall return. Dilution is also the result of a successful fund getting too big. When money pours into funds that have had strong success, the manager often has trouble finding a good investment for all the new money.
• Taxes 
When making decisions about your money, fund managers don't consider the investor’s personal tax situation. For example, when a fund manager sells a security, a capital-gain tax is triggered, which affects how profitable the individual is from the sale. It might have been more advantageous for the individual to defer the capital gains liability.
Conclusion
In many parts of the world, collective investment schemes are becoming more and more popular in recent time and more accessible to the individual investor. Investors are thus looking beyond traditional investments for such opportunities that will give them higher return on their capital. However, it is very important for investors to realize that there is no guarantee that one particular scheme will give them an “above average return”. They need to carefully evaluate all facts concerning a particular scheme. Most investors are tempted into believing that a scheme will do well because it did well in the past and as such invest in such a scheme. It is not certain that a scheme will in future repeat its past performance. The share prices might have already reached their peak with no prospect for further significant growth. It is recommended that investors consider investing in funds when their share prices are not already at their peak by evaluating and analyzing growth prospects of the fund as opposed to just past performance.
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