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Classifying funds based on their investing strategies instead of via the traditional
style grid presents a new way to look at diversification.
The first article in this series introduced the concept and benefits of using
investment strategy as an alternative to the style grid for forming active equity
mutual fund peer groups. As presented in that article, evaluating funds in terms of
self-declared strategy provides a powerful framework for constructing and managing
equity portfolios. This article presents specifics on how this can be accomplished.
Strategy Diversification
A popular approach for active equity portfolio construction is to diversify across the
style grid by investing in a small-cap value fund, a large-cap growth fund and so on for
the nine or more style boxes. Strategy diversification is a similar concept in that you
invest in funds pursuing different strategies.
Strategies provide superior diversification relative to style boxes as demonstrated in
this study which details a series of tests comparing the two frameworks. A
successful formation of active equity fund peer groups should have the lowest
across-group-return correlations and the highest-within-group correlations, which
leads to:
1) the greatest diversification when investing in funds from different groups,
and
2) funds within a peer group all employing a similar investment strategy.

Portfolio Diversification
Forming peer groups based on
self-declared strategy
outperforms style box peer
groups on both dimensions.

The cross-fund correlation tests conducted demonstrate that forming peer groups
based on self-declared strategy outperforms style box peer groups on both
dimensions. That is, when classifying funds by strategies there is higher correlation
within each strategy (reflecting commonality) and lower correlation between each
strategy (reflecting differences) relative to the correlation data within and between
style box categories.
Building a Strategy-Diverse Portfolio
A straightforward way to build a strategy-diverse portfolio is to select a fund from
each of the 10 strategies, but this approach can be improved upon by examining each
strategy’s historical performance as summarized in the table below.
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Sources: Morningstar and AthenaInvest.

As shown, strategies have performed quite differently over time, with Future Growth
delivering the best returns at 13% annually and Risk the worst, underperforming
Future growth by 6%. Based on these return differences, it does not make sense to
invest in all 10 strategies. We recommend limiting fund portfolios to the top six
strategies: Future Growth and Competitive Position, which are the two that have
outperformed the S&P 500, along with Opportunity, Quantitative, Valuation and
Profitability, each performing within 1% of the market.
This leaves out Social Considerations, Market Conditions, Economic Conditions and
Risk, which have all unperformed by more than 2%. Some may prefer social impact
investing, and if something other than returns is a criterion, then a Social
Considerations fund could be included.
Market and Economic Conditions funds are not attractive because the information
upon which these are managed is likely already captured in equity prices. Consistent
with this notion, their underperformance roughly equals the average fees charged by
funds.
Risk is puzzling. These funds state they manage short-term volatility and drawdown,
with return as a secondary consideration. In the latter sense, they have succeeded as
they underperform the market by nearly 5%. More perplexing is that Risk is 30% more
volatile than the market and earns a substantially lower return. While Risk has a
strong negative rank correlation with most other strategies, it is unlikely that this
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diversification benefit is enough to offset the undesirable combination of higher
volatility and lower return.
Deeper Dive
So, looking historically, how do strategies perform over the business cycle? The
results are ranked from best to worst in the table below.

Sources: National Bureau of Economic Research, Morningstar, and AthenaInvest.

Over this nearly 40-year time period, the economy expanded 76% of the months and was in one of five recessions 14%
of the months. The year prior to a recession represented 10% of the months. For the expansion months, strategy
performance ranks are similar to the long-term ranks reported in the earlier table.
Future Growth, Competitive Position, Quantitative and Valuation, shown in green, are among the top six performers
regardless of where we are in the business cycle. There is a case for including these four strategies as core
investments in any active equity fund portfolio. One could easily argue for including Opportunity and Profitability, also
shown in green, as strategic investments as well. These six strategies make up nearly 90% of U.S. active equity mutual
funds, so avoiding the bottom four strategies excludes roughly 10% of available funds.
The four bottom-ranked strategies, shown in red, move up in rank only sparingly. Market Conditions and Risk are at the
top in the prior year and recession months, respectively. Economic Conditions is the only strategy that never makes it
into the top six.
Since it is difficult to forecast an upcoming economic downturn, there is a good argument for not including Social
Considerations, Economic Conditions, Market Conditions and Risk in a properly diversified active equity portfolio. Later in
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this series we’ll show that strategies may be used for tactical allocation, and short-term ranks are useful for estimating
expected market returns.
Upcoming Article
We proposed in this article constructing a strategic active equity portfolio of six strategies. The issue of which fund to
select in each strategy will be addressed in the next article. As a preview, funds that consistently pursue a narrowly
defined strategy and take high-conviction positions are the most attractive candidates in each strategy.
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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
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.
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