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Investing in funds:  
Basics and advantages

• Investment funds pool investors’ money and invest it in equities, 
bonds or other investment products. They have the advantage of 
spreading risk this way.

• The distinguishing feature of investing in UCITS (open-ended mutual 
funds which invest in transferable securities) is high flexibility. Units 
of these types of funds can be bought and redeemed any time.

• The unit price of such UCITS is calculated from the net asset value – 
on a daily basis. This results from the current price of all securities in 
the fund, divided by the number of fund units.

• The money that investors pay into funds remains strictly separate 
from the assets of the investment management company and is 
known as "client money".

• Fund returns are either distributed to unitholders (“distribution 
fund”) or reinvested (“accumulation fund”).

• With regard to savings plans, investors make regular payments into  
a fund over a longer time period. They can benefit from the cost 
average effect this way.
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There are many arguments in favor of investing in funds: Funds are a simple and strictly 
regulated form of investment which can spread risks and aim to build long-term wealth – to top 
up retirement provisions, for example. A private investor can build an attractive investment 
portfolio with the help of funds even with a small commitment and monthly savings plans. 
 
Incidentally, the concept is already quite old: The first investment funds existed back in the  
18th century. The Dutch merchant Adriaan van Ketwich supposedly launched the first fund  
in Amsterdam in 1774. It invested in bonds from Europe, from the Dutch colonies and from 
Central and South America. In other European countries like Germany, the triumphant march  
of investment funds began after World War II. 

People who want to invest money have many options. One of them is to 
buy individual securities, such as equities or bonds. However, this comes 
with great risk if a security, for example, doesn’t perform so well anymore. 
Another option is to focus on a large number of investments through a 
fund and spread the risks this way. But how does a fund (especially UCITS 
meant for private investors) actually work? What makes it such an 
attractive, simple, transparent investment, which is strictly supervised at 
the same time? And what is the meaning of expressions that are so often 
used in relation to funds, such as net asset value, client money, 
distribution and accumulation? 

Investment fund:  
What is this exactly?

Figure 1: Operating principles of investment funds

Source: Invesco. Schematic representation for illustration purposes only.
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Basic knowledge

What are investment funds?
Funds pool investors’ money and invest it in equities, bonds, money market instruments, real 
estate or other investment products – depending on the type of fund. Investors receive fund  
units in return. Even with small amounts, they can focus on various investments this way and 
spread the investment risk. In addition, investors don’t have to occupy themselves with individual 
companies. They only have to decide which market they want to focus on, such as the German, 
European or US equities market. They also don’t have to concern themselves after making  
this decision because professionals manage the investment. Funds are managed by investment 
companies (investment management companies). With UCITS primarily designed for private 
investors fund units can normally be bought and sold at any time.
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Important fund categories include equity funds, bond funds, multi-asset funds, money market 
funds, open-end real estate funds, and funds of funds, which in turn invest in individual funds. 
 
Depending on the type of unitholder, a distinction is made between mutual funds and sfunds 
designed for specific investors ("special funds"), as well as between open-end and closed-end 
funds. All investors – retail and institutional – can purchase units in mutual funds. By contrast, 
special funds are aimed at a limited circle of institutional investors, such as insurance companies 
and pension funds. With respect to open-end funds, which also include mutual funds, the  
assets and number of fund units are unlimited. Investors can also buy and redeem units at any 
time: When they pay in capital, a new unit is created – and vice versa. Closed-end funds are 
investments of a mostly limited duration. Participation is only possible within a particular, usually 
defined time period, and unit redemptions are not allowed before the term expires. 
 
In addition, a distinction can be drawn between actively managed and passive funds, also called 
ETFs (exchange-traded funds) or index funds. In the case of active funds, the managers decide 
which securities to invest in. In general, the objective is to achieve a return that is above the 
market average. ETFs are coupled with an index, such as the DAX or Dow Jones, which they aim 
to track exactly. Therefore, their objective is simply to generate the market return. This generally 
means: market return minus fund costs.

Spreading the risk: 
Don’t put everything  
in one basket

In order to mitigate risks that are hard to predict, investment management companies aren’t 
completely free to determine their investment strategy. On the contrary, they are subject to 
mandatory laws relating to the fund’s structure and are bound by strict rules. For example, 
when it comes to the allocation of investor money to various securities, the legal requirements 
are slightly different in individual countries. In practice, however, funds often include the 
securities of well over 100 companies. Those with the highest allocations – the so-called top 
holdings – therefore typically account for a mere 2 percent or 3 percent of the total investment. 
 
Diversification across various securities firstly reduces the risks of a total loss. As an example, 
equity investors bear the business risk if a company becomes insolvent. An allocation of the 
invested capital to many different stocks in a fund can, in this case, lessen the dependency on 
the prosperity of an individual company. That’s also the idea behind the old investment adage 
that says you shouldn’t put all your eggs in one basket. 
 
Another aspect that investors try to minimise is the performance volatility of their investment. 
Here, too, diversification across a variety of company stocks can potentially help because a 
stock’s temporary price declines can be balanced out – or even more than offset under certain 
market conditions – by the gains of other equities. In this case, the fund would deliver positive 
returns for the investor, even though one or more of his investments had lost value. This does 
however not mean that losses are always balanced out. There can well be phases when entire 
markets invested in with a fund decline.

Figure 2: Spreading the risk: Offsetting volatility
Investor A invests in individual equities, while Investor B opts for investment funds

Source: Invesco. Schematic representation for illustration purposes only.
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You can buy or 
redeem at any time

Basic knowledge

Spreading the risk: Advantage over single investments
Funds have a particular advantage when it comes to risk spreading and diversification. Because 
in the case of equity funds, investors don’t just focus on a single company, for example, but  
often on hundreds of them. The same applies for other traded securities. Whether equities 
decline in value or bonds default, diversification can achieve a balancing effect. It is difficult to 
achieve a comparable diversification effect through direct investments in individual securities.  
In addition, investors often lack the time and knowledge for such a broad positioning. This is 
where professionals generally have an advantage because they are occupied with the markets 
day after day and have access to information that often isn’t available to investors.

Figure 3: Maximum flexibility

Source: Invesco. Schematic representation for illustration purposes only.
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Basic knowledge

UCITS: extremely flexible
UCITS are considered very flexible because investors can redeem their units at any time at the 
relevant current value if they need the money or want to invest it elsewhere. That distinguishes 
UCITS, for example, from life-insurance policies. The investment companies must redeem these 
fund units at any time. Furthermore, many actively managed investment funds and all ETFs are 
traded on an exchange, so they can also be bought and sold there. Whether it’s done through the 
investment company or the exchange, the same rule applies: Investors wishing to buy or sell fund 
units always place the order with the bank that administers their brokerage account.
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For good measure: 
separated client 
money

But what happens if the investment company gets into liquidity problems or even becomes 
insolvent? Investors don’t need to worry about that because there isn’t a deposit risk, as there  
is with a bank. Therefore, investors also don’t have to fear the “issuer risk“, which many people 
know from the financial crisis. This is the risk that a security’s issuer can no longer pay back  
its debts. Back then, certificates issued by Lehman Brothers suddenly lost all value through  
the bankruptcy of the US bank. That also affected global investors who had acquired these 
certificates. The reason why this can’t happen with funds is that the fund assets are always 
strictly separated from the assets of the investment management company. The investment 
company is never in possession of the investor’s capital. This is solely administered by a custodian 
bank on behalf of the investor in accordance with the investment company’s requirements. 
 

Figure 4: The net asset value (NAV) of a fund

Source: Invesco. Schematic representation for illustration purposes only.
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Basic knowledge

NAV: The net asset value of a fund
The price of a mutual fund unit – in contrast to equities, for example – is not determined by supply 
and demand. Instead, the so-called net asset value of the fund's whole investment portfolio is 
calculated for this purpose. A custodian bank assigned by the investment company identifies the 
current prices for all securities included in the fund, adds them up, adds any cash reserve and 
deducts accrued costs in the fund. It then divides this value by the number of issued fund units. 
That means: If the value of investments in the fund assets rises, the value of the fund unit also 
rises. If it falls, the unit value also falls. In this way, the price of the fund unit is not dependent on 
how many investors currently want to buy or sell the fund. The NAV for actively managed mutual 
funds (UCITS) is normally recalculated by the custodian bank on each trading day.   

Fund unit prices: It all 
depends on the NAV

Once investors have basically decided in favour of funds and a particular fund product, they 
are faced with two questions: Where can you buy the fund and at what price? Investment  
funds can typically be purchased through the investor’s bank, online banks, investment 
advisers, asset managers and fund distributors. But how is a unit price calculated? 
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Basic knowledge

Nicely separated: client money
As fund assets, the money that investors pay into funds remains strictly separate from the assets 
of the investment company ("client money"). If the investment company were to go bankrupt,  
the client money wouldn’t fall under its insolvency assets. The separation of client money from 
the investment company’s assets is guaranteed because the client money must be held for 
safekeeping by a custodian bank. For this reason, one refers to the investment triangle, which 
consists of the investor, the investment management company and the custodian bank. 
Investment management companies are indeed allowed to manage the invested money, but not 
to hold it in custody. If an investment management company closes down, the right of disposal 
over the entire amount of special assets may be transferred to another investment manager or 
the custodian bank, which must then return the money to investors. 

Through the strict separation of deposited capital from the investment company’s assets, 
investors are on the safe side even if the investment company runs into difficulties. In a worst-
case scenario, they must be reimbursed the capital that corresponds to the current value of their 
fund units.  
 
Regardless of the separation of client money, the investment industry is considered one of the 
most heavily regulated in general. All investment companies are obligated to act exclusively in 
best interests of their investors. The relevant state regulatory authority provides strict monitoring 
to ensure compliance with the regulations. 
 
Despite attractive possibilities for returns through opportunities in almost all capital markets 
worldwide, the negligible minimum investment, broad diversification, high liquidity and safety 
through the separation of invested capital, funds are not completely free of risk. For example, 
they are exposed to general market risk. Therefore, if the equity market declines significantly, 
most equity funds that are invested in this market also won’t be able to escape the trend. There 
can also be currency risks when investing in foreign currencies. Furthermore, fund managers 
don’t always make the right decision, so they can fail to achieve their objectives (“management 
risk”). In theory, the risk of a total loss also exists – if all securities in the fund simultaneously 
become worthless. 

Figure 5: Safety: investment capital is protected in the event of insolvency
Investment triangle with investor, investment company (capital management company)  
and custodian bank.

Source: Invesco. Schematic representation for illustration purposes only.
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Invest in accumulation 
or distribution funds

There are several possible ways to invest in funds. The first is the lump-sum investment. This 
involves investing a specific sum at a particular point in time into one or several funds. Even with 
just one fund, investors already benefit from spreading the investment over many securities or,  
for example, real estate. This diversification effect can increase even more by investing in several 
funds. However, the right timing for entry is difficult: A purchase may be made just at the time 
when prices are very high. The second option is the savings plan, which involves a specific amount 
being regularly invested in one or several funds. Conversely, withdrawal plans are also possible, 
whereby the capital is withdrawn bit by bit.  

Even if they have decided on a particular fund, investors generally have another choice to make 
because investment companies can offer their products in distributing and non-distributing/
accumulating unit classes. This requires the investor to specify how the distributions from the 
securities included in the fund are to be processed – by choosing the unit class that is suitable  
for his purposes. Distributions are typically dividends paid by companies to shareholders or 
interest payments on bonds that are held. Besides the intended price gains of an investment  
(for example, because a company’s stock increases in value when the company grows and boosts 
its profits), distributions are a second important source of return for fund investors.

Basic knowledge

Accumulation and distribution unit classes
If an investment fund generates returns – from dividends or interest payments, for example – 
these are either distributed to the unitholders (“distribution fund”/“distribution fund unit class”) 
or reinvested (“accumulation fund”/“accumulation fund unit class”). The distribution generally 
occurs once a year, but for some fund products there are also quarterly or monthly disbursements. 
Distribution funds deliver ongoing payments. Therefore, they are suitable for investors who are 
interested in regular income. On the other hand, accumulation funds are more suited to investors 
who don’t attach importance to regular income. With accumulation funds, investors don’t have  
to concern themselves with investing the returns again. Because in the case of these funds, 
investors acquire more units in the same fund automatically from the distribution amounts,  
thus adding to their assets managed in the fund.

Savings plans, 
disbursement plans 
and the cost average 
effect

Figure 6: Here’s how distributions can be used
Accumulation funds (a) reinvest the fund’s returns
Distribution funds (d) disburse the returns to investors

Source: Invesco. Schematic representation for illustration purposes only.
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Figure 7: The cost average effect: an example

Source: Invesco. Schematic representation for illustration purposes only.

Basic knowledge

Savings plans and the cost average effect
In the case of savings plans, investors make regular payments into a fund over a longer time 
period – once a month, for example. This is usually possible with as little as 25 euros. Savings 
plans are offered for many fund categories, such as equity funds, bond funds or ETFs as well. 
They require the investor to be disciplined by making regular investments – even when money is 
sometimes scarce or when the markets are turbulent. The timing problem – meaning the problem 
of finding the best possible time to enter the market – is circumvented by savings plans. Investors 
with such plans benefit from the cost average effect in the case of a long-term investment. With 
a consistent rate, fewer fund units are acquired automatically when prices are high and more are 
acquired when prices are lower. Even with savings plans, investors aren’t irreversibly committed 
and remain flexible, since the plans can be cancelled at any time.

Investor A has a savings plan of €100 per 
month. Due to the price fluctuations of the 
fund units, sometimes more and sometimes 
fewer units are acquired. 

Investor B therefore pays €345 for the 7.67 units, more than Investor A has to pay.  
Investor A automatically buys more units at cheaper prices and invests a total of €300.  

Investor B, who buys a fixed number of fund 
units every month, would have to acquire 2.56 
units each month (7.67: 3) in order to come to 
the same number of units at the end.

Time of purchase Unit price  Number  
of units

1st month € 50 2

2nd month € 25 4

3rd month € 60 1.67

Total units 7.67

Time of purchase Unit price Total price

1st month € 50 € 128

2nd month € 25 € 64

3rd month € 60 € 153

Total costs € 345

 
Savings plans have the advantage that low prices can also be used to benefit investors because 
such prices enable market entry at a cheap level. The cost average effect can therefore motivate 
the investor to continue servicing the savings plan even during temporary price declines, rather 
than making the typical investment mistake of selling, or stopping purchases, through fear when 
prices are low.
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