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Using Focused Funds 

Introduction
Focused funds--also known as concentrated, compact, select, or nondiversified funds--have become very popular in the last few years. Many fund families now offer at least one. 

But should you buy one? And if so, what should you look for? Before answering those questions, let's first figure out what exactly we mean when we talk about focused funds. 

What Are They? 

There is no standard definition for focused funds. The most common reference point is the number of individual stocks a fund holds. Generally, a focused fund will hold fewer than 40 stocks, and some of the most-focused funds, like Oakmark Select OAKLX, hold fewer than 20 names. Find how many stocks a fund holds in the Portfolio section of its Morningstar Quicktake Report. 

A fund can also be considered focused if it concentrates a large percentage of its assets in its top five or 10 holdings. (This style is a common by-product of investment strategies that also limit the fund's number of holdings to fewer than 40 stocks.) Baron Asset BARAX, for example, is considered a focused fund; it owned close to 80 individual stocks at the end of 1999 but had devoted 30% of assets to its two largest holdings. 

Finally, focused can refer to a diversified fund's sector exposure. Some funds concentrate in only one or a few market sectors. For example, Gabelli Asset GABAX invests nearly half of its assets in service stocks. Sometimes, but not always, funds can become focused by sector because they own few individual stocks. 

Why Would You Want One? 

Buying a fund with a limited number of holdings is similar to picking a bunch of individual stocks--except that you don't pick those stocks yourself. Focused fund managers often run these portfolios in addition to managing more-diversified funds. Their focused funds are where they invest heavily in their favorite stocks or "best ideas," without worrying much about diversification or risk control. These managers usually argue that they're better able to generate superior returns by closely following a handful of top-quality stocks rather than a large collection of names. 

A few great stocks can indeed have a big effect on a compact portfolio's returns. Sequoia Fund SEQUX, for example, credits its 30% stake in Berkshire Hathaway BRK.B for its outstanding returns between 1994 and 1998. Similarly, a single or a few troubled stocks can drag a focused fund down. Just look at Yacktman Focused YAFFX. Its large positions in plunging Philip Morris MO and Department 56 DFS proved poisonous to the fund's 1999 returns: The fund lost 22% that year. In contrast, one bad apple isn't likely to ruin the returns of an index fund or other fund with hundreds of holdings. 

Given the added risk of investing in a focused fund, consider your own tolerance for short-term volatility. Would you be comfortable owning a fund that loses several percentage points in a matter of days? Could you stomach owning a fund that severely underperforms its category for a year or more? Even risk-tolerant investors will probably only want to buy a focused fund for a well-diversified portfolio and relegate it to their portfolio's most-aggressive spot. Concentrated funds can be particularly useful counterweights to S&P 500 index funds or other broadly diversified funds. 

What to Look For 

If you think your investment portfolio could use a focused fund, look for the following five qualities before you buy. 

Strong manager. Because so much rides on the individual stocks in a focused fund's portfolio, it is crucial that you look for a fund run by a seasoned manager. Few fund managers cut their teeth on a focused fund. Usually, they get their start in the industry running fairly well-diversified portfolios. Look at the performance and risk records of a manager's past funds. Did those funds produce better performance than their category peers? If a manager already has a long record running a focused fund, even better. 

A fund family with a good reputation. In conjunction with an experienced manager, look for focused funds from proven fund families. Some firms are better known for their stock-picking ability than others, and families that offer extensive research capabilities are probably a good bet. Also, look for a fund from a family known for its quality control. Does the family tolerate long periods of underperformance? Or does it take action, as Vanguard does with its subadvised funds, when it sees something it doesn't like? (A fund is subadvised when the company offering the fund hires outside managers to run it. Vanguard does that with funds that don't track an index.) Families with reputations to protect are likely to be more vigilant than recent startups that have nothing to lose. 

Strong long-term performance. You may be attracted to a focused fund because of a great quarter or sensational year. But because focused funds are linked so tightly to a few stocks or sectors, nearly every focused fund is likely to have its one shining moment. Instead, look for a fund that has stood up over time. If managerial experience at a previous fund is not available, then make sure the fund you're interested in buying possesses at least a solid three-year record. 

Modest expenses. As with any other fund purchase, check the cost before you write your check. The average focused fund has an expense ratio of 1.4%. You should avoid any focused fund with an expense ratio higher than 2%, unless it's an international fund, which generally cost more than U.S. stock funds. 

Risk-busting approach. Most focused funds are riskier investments by their very nature, but even in this arena there are ways you can reduce risk. Look for a fund that follows a value strategy, rather than a growth strategy, such as Oakmark Select or Third Avenue Small-Cap Value TASCX. You might also consider a fund that's focused in its number of holdings but that has some sector diversification, making it less vulnerable to economic cycles.

Quiz 
There is only one correct answer to each question.


1. Which of the following would not qualify as a focused fund?


a. A fund that owns 35 individual stocks.


b. A fund that has the exclusive attention of its manager.


c. A fund that invests 70% of its assets in its top 10 holdings.


2. In terms of risks and rewards, investing in a focused fund is similar to investing in:


a. An index fund.


b. A fixed-income fund.


c. A basket of individual stocks.


3. Which of the following should you expect when you invest in a focused fund?


a. Occasional short-term volatility.


 
b. An inexperienced manager.


 
c. High expenses.


4. Which is the biggest benefit of buying a focused fund from an established and reputable fund family?


a. Established fund families usually have the best managers.


b. Their funds are usually less expensive.


c. They will probably intervene if the fund underperforms over a long period of time.


5. A focused fund with which of the following expense ratios is probably too expensive?


a. 1%.


b. 1.4%.


 
c. 2%.

