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Understanding Stocks, Bonds and Mutual Funds 

Managing Risk and Achieving Diversification 

 

Stocks (either Common or Preferred) are a form of ownership in the underlying company. When 

you purchase 100 Common shares of Apple (symbol: APPL) at $170.00 per share, you have made 

an investment of $1,700.00 (not including transaction fees) in the Apple company. As an owner, 

you have the right to vote on certain items and you participate in the gains and losses of your 

company. The stock market is comprised of thousands of companies, all of which have individuals 

as owners. Common shares are the more often investment of choice, because you participate 

directly in the gains of the company. Preferred shares come with dividends (quarterly payments) 

that generally cap the growth potential. Although as an investor you enjoy the gains of the 

company, you also suffer their losses, should the business lose money. 

Bonds are a loan you make to the company. You are not an owner, merely a creditor. Just as an 

individual gets rated (credit rating) based on many factors indicating their financial strength and 

ability (past and present) to repay obligations, companies have credit ratings, too. A highly rated 

company would be considered AAA or Aaa, depending upon the credit rating agency, and 

because of its strong financials, the interest rates a highly rated company pays would be lower 

than a company with a lower credit rating. Therefore, a portfolio of high quality bonds pays you 

less than a portfolio of lower quality bonds. However, the highly rated bonds are not likely to 

default on the loan, whereas the lower quality bonds may.  

Mutual Funds are a collection of stocks and/or bonds. Sometimes they are industry specific, 

sometimes they are country specific. For example, there are foreign funds that have primarily 

foreign investments. Some funds might be concentrated in the energy industry. Often, they are 

ranked as aggressive, growth, growth and income, and income. Aggressive and growth funds are 

comprised almost entirely of stocks that are expected to be in a growth period. As companies 

within the fund change their outlook (or the fund managers believe the company is no longer 

right for the portfolio) stocks will be swapped out for companies who fit the investment 

parameters. 
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Funds have a turnover ratio, meaning the average annual percentage of the portfolio that gets 

bought and sold by the fund managers. Growth and income funds contain both stocks and bonds 

in their portfolio, and the ratio of each is different from fund to fund. These are generally less 

growth oriented than the aggressive or growth funds. Income funds will have portfolios 

exclusively comprised of various bonds and are the least growth oriented. Investors purchase 

these funds primarily for the income derived from the bonds in the portfolio. 

Portfolios need to be structured for managing risk and achieving balance, also known as 

diversification, depending upon an investors risk tolerance and goals. It is generally accepted that 

portfolios of individual stocks need to contain no fewer than 10 different companies to achieve 

this. Because investing in individual stocks and bonds can be expensive, many investors, 

particularly when starting out, choose mutual funds as the vehicle to achieve those goals while 

building a portfolio. Mutual funds can be purchased in small dollar amounts, including fractional 

share increments, something that individual stock ownership doesn’t permit. 
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