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Sector-Fund Investing 

Introduction

We have all heard about kids who burn ants with a magnifying glass. (Maybe you were one of them.) This seemingly cruel experiment can actually teach a valuable lesson: Focus can be a powerful thing. 

The power of focusing is the principle behind sector funds, mutual funds that invest in a specific industry. How powerful can sector investing be? At the end of 1999, nine of the 10 funds with the best 10-year returns were technology funds. 

Such stellar returns are often the reason investors flock to particular sectors, such as technology during 1999 or financials in the mid-1990s. While sector investing offers great potential, it offers great risk, too. The standard deviation (the variation of a fund's monthly returns around its average monthly return) of the average technology fund is double the S&P 500's. 

In this class, we'll discuss the variety of sector funds available, ways you might--or might not--use them in a portfolio, and what to look for when buying a sector fund. 

The Many Flavors of Sector-Fund Investing 

Investors have more than 300 sector funds to choose from, spanning eight different Morningstar categories: communications, financials, health care, natural resources, precious metals, real estate, technology, and utilities. 

Some sector funds focus more narrowly, honing in on a particular subsector of an industry. For example, the Internet Fund WWWFX is categorized as a technology fund, but it invests exclusively in Internet and Internet-related stocks. Then there's Fidelity Select Medical Equipment/Systems FSMEX, which is a health-care fund that focuses entirely on medical equipment. Given their more-concentrated focus, these funds are often even more volatile than the typical sector fund. 

Do You Need a Sector Fund? 

"You could go your entire life without ever owning a sector fund and probably never miss it." So said John Bogle, founder of Vanguard funds, despite the fact that Vanguard offers sector funds such as Vanguard Health Care VGHCX and Vanguard Energy VGENX. Bogle's point is simply that a well-diversified portfolio doesn't need sector funds. 

Let's take an example. If you owned Vanguard Total Stock Market Index VTSMX, you'd have all of the major U.S. industries covered. The fund's portfolio would range from roughly 3% in utilities stocks to 24% in technology issues as of December 31, 1999. Your other significant exposure would be 16% in financials and 17% in services stocks. That's pretty broad diversification, so you might not need or want to invest additionally in a sector fund--especially not one focused on technology, utilities, or anything else significantly represented in the index. 

Using Sector Funds to Diversify 

This is the bringing-coals-to-Newcastle rule: If a sector is already well-represented in your portfolio, why buy more of it? If you're going to make use of a sector fund, it should add something your portfolio lacks, or it should increase your exposure to a sector that is underrepresented in your portfolio. 

To determine whether you should buy more funds in a particular sector, you need to know your portfolio's sector weightings. If you haven't already done so, enter your portfolio in Morningstar.com's Portfolio Manager. If you then click on X-ray Your Portfolio and select the Stock Sector view, you'll find out exactly what your portfolio's sector weightings are. (Portfolio X-Ray is a service of Premium Membership, but you can obtain the same information by looking up each of your fund's sector weightings in Quicktake Reports and combining them in proportion to how much you have invested in each fund. For example, if 20% of your portfolio is in a fund that has 40% of its assets in technology, that fund's technology position accounts for 8%--20% of 40%--of your overall portfolio.) 

If you owned equal amounts of Vanguard 500 Index VFINX and Vanguard Growth Index VIGRX at the end of 1999, for example, 30% of your portfolio was in technology stocks. Conservative investors might want to temper that. Your portfolio would have just 1.2% in utilities and 7.4% in financials, so you might add sector funds in one or both areas to better diversify your portfolio. 

Speculating with Sector Funds 

It's so tempting: getting access to a part of the market that you think will soar based on some trend, an analyst's recommendation, or your gut. While Morningstar is no proponent of speculation, we have to admit that taking a flier with a very small portion of your assets--say, 5%--can be exciting, and can add some pop to a portfolio. However, we caution that you engage in such activities with sector funds only after you have built a diverse portfolio. 

We also recommend that you avoid buying a fund that's already hot. Investors who fall prey to that temptation often miss out on some great returns from underappreciated funds. By the time a fund is hot enough to catch investors' attention, it may already be close to pealing. Investors chasing such hot funds can wind up losing money when the funds tank. 

Take Fidelity Select Automotive FSAVX. From 1991 through 1993, the fund gained 163%, nearly triple the S&P 500 index's return for that period. But investors didn't start buying the fund until 1993, and new investments peaked just in time for the fund's 13% loss in 1994. 

That pattern of buying too late is a common one with sector-fund investors. So common, in fact, that if you don't buy any sector funds, you are already doing better than the average sector-fund investor. 

If you can't resist the temptation to bet on a sector, though, do one of two things: either play long-term trends (increasing demand for technology and communications services is one such trend) and dollar-cost average (investing a set dollar amount each month) into your sector fund, or make a bet on an out-of-favor sector, particularly one that most other fund investors are avoiding. Because the average investor doesn't have such good timing, you can often outperform by buying what most investors are selling. We'll explore this strategy in a later session. 

How to Buy a Sector Fund 

In addition to the questions you would ask about performance, risk, portfolio holdings, management, and costs before buying any fund, ask two more questions that apply specifically to sector funds: 

How diversified is it?
As we said earlier, some sector funds are quite concentrated. It's therefore important to know if the fund favors certain subsectors and totally disregards others. 

To get some idea of a fund's diversification, read the Inside Scoops on our Quicktake Reports. (Premium members can check out the in-depth Fund Analyses, as well.) In addition, examine the portfolio holdings and a shareholder report. Finally, read the fund's prospectus. 

Does it charge a redemption fee?
Sector funds very often charge redemption fees, or tolls you must pay if you sell the fund within a certain period of time from purchase. Redemption-fee information appears in the Fees and Expenses section of our Quicktake Reports. 

As a long-term investor, you shouldn't get hung up on redemption fees, though. In fact, think of them as your friend. The fees penalize people who invest for less than a set period (often three months, but sometimes a year or more). Basically, they are penalties for early withdrawal that are paid back into the fund rather than to the fund company. Funds use these fees to deter investors who rush into hot funds, then flee when they turn cold. These shareholders can undermine a fund's performance with untimely buying and selling. 

Quiz 

There is only one correct answer to each question.


1. Which statement is false?


a. All investors need sector funds. 


 
b. You can use sector funds to diversify a portfolio. 


 
c. You can use sector funds to speculate on a particular industry. 


2. Which sector-fund strategy should you avoid?


a. Buying sector funds representing areas of the market in which you are currently underweighted. 


b. Buying sector funds that are performing exceptionally well. 


 
c. Buying sector funds that are unpopular with mutual-fund investors. 


3. What costs are actually good for long-term sector-fund investors?


a. Annual expenses. 


b. Sales charges or loads. 


c. Redemption fees.


4. Which type of fund is bound to be most volatile?


a. A fund investing only in Internet stocks.


b. A fund investing in technology stocks, including Internet stocks.


c. A fund investing in technology and non-technology stocks.


5. If you're investing in a long-term trend, such as buying a health-care fund to play the Aging of America theme, which should you not do?


a. Sell the fund if it loses money in a calendar year. 


b. Dollar-cost average into the fund. 


c. Buy when the sector is out of favor.


