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A simple question asked over 25 years ago, “How should we group and evaluate active 
equity fund managers?” has evolved into a powerful foundation for rethinking how we 
look at markets and investment managers.   
 
The answer to that question is the widely accepted Style Grid of market capitalization 
and PE, which was a largely arbitrary organization lacking substantial research or 
academic foundation. Regardless, the style boxes’ widespread adoption has had 
tremendous unintended consequences as managers are incented to adhere to style 
boxes and track arbitrary benchmarks. 
 
 
Style Grid: A Leaderless Stampede 

 
The leaderless stampede into the Style Grid has driven our focus to a very limited set 
of criteria and research reveals the price we pay when evaluating fund performance in 
this manner. Minimizing style drift and tracking error, both demanded by Style Grid 
adherents, leads to underperformance. 
 
One study by Russ Wermers of the University of Maryland on the causes and 
consequences of style drift reports that the greatest drifters outperform the least 
drifters by 300 bp.  This is because fund managers are unable to successfully 
implement their strategies because they must purchase stocks other than their best 
idea stocks to minimize drift and tracking error as measured relative to their 
arbitrarily assigned benchmark. The wholesale adoption of the Style Grid has created 
strong performance-destroying incentives within the industry. 
 
A powerful alternative is to organize managers by the investment strategies they 
pursue.  Once constructed, these statistically valid peer groups can be used for a 
wide variety of applications including: benchmarking, manager evaluation, fund 
selection, stock selection, portfolio construction and tactical management. 
 
 
Investment Strategy as the New Foundation 
 

Investment strategy – or process, or methodology, is the actual way a manager goes 
about analyzing, buying and selling investments.  Strategy encompasses both the 
manager’s general approach to stock picking as well as the specific elements upon 
which the manager focuses. This concept can apply to other asset classes. 
 
As an example, a Valuation manager (one of the ten equity strategies to be introduced 
shortly) identifies and invests in undervalued stocks. The elements used by the 
manager to implement the valuation strategy might include PE ratios, valuing future 
cash flows, or being a contrarian. Drilling down further, the specific criteria used by 

How to organize Managers? 

A powerful alternative is to 
organize managers by the 
investment strategies they 
pursue. 

Investment Strategy 

Investment strategy is the 
actual way a manager goes 
about analyzing, buying and 
selling investments. 

https://www.athenainvest.com/images/stories/files/research/Wermers%20Style%20Drift%202010%20wp.pdf
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the manager, such as purchasing stocks with a PE of less than 15, are the manager’s 
secret sauce and are not part of strategy categorization. 
 
Armed with this basic, yet essential understanding of how professionals manage 
portfolios, organization around investment strategy is an intuitive approach. Anyone 
who has looked at a large universe of managers quickly realizes there is a broad 
spectrum of investment strategies and a wide range of specific investment elements. 
 
Identifying the strategy of US and International active equity mutual funds is 
accomplished by gathering “Principal Investment Strategies” information from each 
fund’s prospectus (SEC-mandated, 1998) which is input into a strategy identification 
algorithm.   This algorithm has been fine-tuned using an iterative process involving 
manager interviews, gathering principal strategy information, eliminating keywords 
that generate false signals, and settling on a manageable number of strategies. 
 
Over the last 10 years, tens of thousands of pieces of strategy information have been 
gathered for the 3,000 or so (ignoring share classes) US-based active US and 
international equity mutual funds. The identification algorithm assigns specific 
strategy information to one of 40 elements (i.e. the specific things managers do to 
implement their strategy), which are then assigned to one of ten equity strategies. 
The ten equity strategies are listed below. 
 
ACTIVE EQUITY STRATEGY DESCRIPTIONS 

 

 

COMPETITIVE POSITION 

Fund managers seek companies with traits such as high-quality management, defensible market position and a 
track record of innovation 
 

 

ECONOMIC CONDITIONS 

Fund managers start with a top-down approach and, using macro-economic forecasting, work their way down to 
favored industries and stocks.  
 

 

FUTURE GROWTH 

Fund managers search for companies poised to grow rapidly relative to others, but are not limited to stocks that 
traditionally fall under the “growth” category. 
 

 

MARKET CONDITIONS 

Fund managers take into consideration a stock’s recent price and volume history relative to the market and 
similar stocks as well as the overall stock market conditions. 
 

 

OPPORTUNITY 

Employing strategies popular with hedge funds, these managers focus on market imbalances that are driven by 
events such as earnings surprises, mergers and acquisitions, spin-offs and companies “going private.” 
 

 

PROFITABILITY 

Fund managers favor companies with impressive gross, operating and net margins and/or return on equity. 
 

 

 

QUANTITATIVE 

Fund managers using mathematical and statistical modeling with little or no regard to company or market 
fundamentals. 
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For example, Competitive Position managers focus on business principles, including 
quality of management, market power, product reputation, competitive advantage, 
sustainability of the business model and history of adapting to market changes.  
Economic Conditions managers take a top-down approach based on economic 
fundamentals. And so forth for the other eight strategies.  Those that believe equity 
managers deviate from their stated investment approach and therefore question the 
value of self-declared strategy should review my working paper that summarizes the 
initial test results.    
 
The strategy database is updated monthly and has captured data starting from 1980. 
This is a self-identification process, so the number of funds varies across strategies.  
Summary strategy benchmark statistics are provided below. 
 

US Strategy Statistics: 1980-2017 

   Return STD Dev Count* 

FUTURE GROWITH  
 

13.0 16.7 349 

COMPETITIVE POSITION 
 

11.9 14.3 697 

OPPORTUNITY 
 

11.2 12.9 105 

QUANTITATIVE 
 

11.0 14.7 111 

VALUATION 
 

10.9 13.2 710 

PROFITABILITY 
 

10.8 14.4 59 

SOCIAL CONSIDERATIONS 
 

9.6 14.1 70 

MARKET CONDISTIONS 
 

9.2 15.5 26 

ECONOMIC CONDITIONS 
 

9.2 13.5 81 

RISK 
 

7.0 18.5 83 

S&P 500  11.8 14.2 - 

     Total 2,291 
 

   * As of March 2018, ignoring share classes 

 

 

RISK 

Fund managers look to control overall risk, with increasing returns as a secondary consideration. 
 

 

 

SOCIAL CONSIDERATIONS 

Corporate social responsibility, ecological awareness or religious tenets are a factor for these fund managers 
when selecting companies. The fund manager may look for these traits or for a lack of these traits. 
 

 

VALUATION 

Fund managers use financial statements, ratios, and other information to determine stock valuations and invest 
in companies that are underpriced, but are not limited to stocks that have traditionally been labeled as “value.” 
 

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=1562813
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Applying a Strategy Framework 

 
Clustering managers based on their self-declared strategy helps avoid the problem of 
comparing funds that are in actuality pursuing very different investment approaches. 
Other benefits include: 
 

• Managers are free to pursue their stated investment strategy  
• Managers following similar investment processes are grouped together  
• Strategy based peer groups remain stable over time, allowing for long-term 

comparisons.  
• Returns are more correlated within strategies and less correlated across 

strategies 
 

Once the universe is organized this way useful applications begin to appear.  
 

• Strategic and tactical portfolio construction based on strategy can be 
implemented.    

• Managers can be ranked by their consistency and conviction.  
• Stocks held by strategy peer groups can be identified.  
• Expected returns based on market preferences for strategies can be 

calculated.  
 

The strategy framework also helps to diversify an equity portfolio beyond 
capitalization and PE, improving diversification with strategies that have different 
performance patterns. If portfolio managers prioritize the pursuit of their strategy 
above style grid categorization, and do so consistently, financial advisors and 
investment consultants are able to select funds and build portfolios with better 
characteristics and designed to work well in a range of market conditions. 
 
Lastly, as outlined in this study, the consistent pursuit of a narrowly-defined strategy, 
as well as taking high conviction positions in the manager’s best ideas are the path 
to superior fund performance.    
 
 

The New Foundation: An Intelligent Organization of the Markets 

 
The concept of investment strategy is widely known and discussed in the industry. 
Strategy is not only an intuitive way of thinking about investment management, but 
also provides a superior framework for understanding investment markets in general. 
 
I refer to this as an intelligent organization. It is intelligent because it is based on the 
strategies being pursued by thousands of active equity managers, each attempting to 

Improved Diversification 

This framework helps to 
diversify an equity portfolio 
beyond capitalization and PE, 
improving diversification 
with strategies that have 
different performance 
patterns. 

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=1562813
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earn superior returns by consistently pursuing a distinct strategy. It is dynamic and 
driven by the collective intelligence of thousands of highly resourced active managers.   
This contrasts with the limited characteristic-based frameworks such as the Style 
Grid. 
 
While there is evidence that on average, active equity funds underperform, there is 
also considerable evidence that the managers of these same funds display strong 
stock picking skill. This conundrum is explained by the powerful industry incentives 
driving active equity funds to turn themselves into closet indexers, the opposite of 
consistently pursing a narrowly defined strategy while taking high conviction 
positions. Closet indexers are far larger funds and far outnumber truly active funds, 
leading to the average fund underperforming.   
 
A strategy-based approach yields a clearer picture of the markets and, in turn, 
investment management. The resulting framework can be used to organize, rate and 
view managers; build and manage portfolios; and evaluate investments and markets. 
We will further explore these activities in future articles. 
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Important notes and citations 

 
The information provided here is for general informational purposes only and should not be considered an offer or solicitation for the sale 
or purchase of any specific securities, investments, or investment strategies. It should not be assumed that recommendations of 
AthenaInvest made herein or in the future will be profitable or will equal the past performance records of any AthenaInvest investment 
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strategy or product. There can be no assurance that future recommendations will achieve comparable results. The author’s opinions may 
change, without notice, in reaction to shifting economic, market, business, and other conditions. AthenaInvest disclaims any responsibility 
to update such views. These views may not be relied upon as investment advice or as an indication of trading intent on behalf of 
AthenaInvest. 
 
You are solely responsible for determining whether any investment, investment strategy, security or related transaction is appropriate for 
you based on your personal investment objectives and financial circumstances. You should consult with a qualified financial adviser, legal 
or tax professional regarding your specific situation. Investments involve risk and unless otherwise stated, are not guaranteed.  Past 
Performance is no guarantee of future results. 
 


