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Fund manager behavior is predictive while past performance is not. The second part of
that statement, we hear often. The importance of fund manager behavior is less
known and discussed as part of this article series.
The first article introduced investment strategy as an alternative to the style grid for
forming active equity mutual fund peer groups. The second article discussed the
advantage of diversifying equity portfolios based on fund strategy and proposed a sixstrategy core equity portfolio. This article explains how to identify the best funds
within each strategy.

Strategy Consistency
An important fund manager behavior is the consistent pursuit of a narrowly defined
strategy. The challenge is how to measure consistency. A common approach is to
demand consistent returns over time. But we know that the best funds outperform at
times and underperform at others. While this is emotionally difficult for investors, it is
an unavoidable fact when investing in successful active funds as strategies don’t
perform well in all types of markets.
Another common approach is to demand that funds closely track their style box
benchmarks. Such funds, however, while acting like their benchmarks, underperform
as demonstrated in this study. Benchmarks have little to do with a manager’s
strategy so asking them to minimize tracking error is tantamount to asking them to
deviate from their strategy. This is because they are being required to purchase
stocks for the sake of staying in their assigned style box, rather than investing in
their preferred stocks.

Consistency Evaluation
We evaluate consistency of
a manager by comparing their
holdings to other managers
pursuing the same strategy for
a pool of stocks upon which
to focus.

An alternative is to examine the type of stocks in which a manager invests. For
example, is a value fund invested in value stocks or is it chasing an unrelated trend
such as favoring growth stocks?
Using a more definitive process, we evaluate consistency of a manager by comparing
their holdings to other managers pursuing the same strategy for a pool of stocks upon
which to focus. For a manager following a “Competitive Position” strategy, for
example, the pool is comprised of stocks most held by other “Competitive Position”
funds.
It makes intuitive sense to use a screen driven by those who are looking for similar
stock characteristics. In addition, strategy pools are in constant motion, as managers
make buy and sell decisions based on ever-changing economic and market conditions.
A stock stays in a particular strategy pool for 14 months on average. (See this study
for details on how strategy stock pools are created.)
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Focusing on similar strategy stocks is not only intuitively appealing but it leads to
better performance, as shown in this study.
Figure 1 demonstrates that the active equity funds holding the most similar strategy
stocks (Quintile 5 in Figure 1) outperform those holding the least by 212 basis
points. This confirms the advantage of focusing on stocks most held by others
following the same strategy. Collective intelligence provides valuable information.
.

Sources: Morningstar and AthenaInvest.

These strategy-consistency results are in stark contrast to what has been uncovered
regarding style-box consistency. This study demonstrates that equity funds
experiencing the largest style drift outperform those with the least by about 300
basis points. Asking a fund manager to stay style-box consistent hurts performance
because it forces them to invest in stocks outside their own strategy simply to track
the style benchmark. Style consistency begets strategy inconsistency and, in turn,
poor performance.
High-Conviction Stocks
There is an additional performance advantage if a fund invests exclusively in highconviction stocks. A fund applies its investment strategy to hundreds of its own
strategy stocks to come up with a manageable set of high-conviction stocks. Even
though two funds might pursue the same strategy, their implementation is unique.
Thus, funds pursuing the same strategy can hold quite different high-conviction
portfolios.
The benefit of holding only high-conviction stocks is demonstrated in Figure 2.
Increasing the amount invested in the top 20 high-conviction stocks (captured by the
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highest 20 relative weights in the portfolio) improves fund alpha, represented by the
two green bars in Figure 2. Increased investment in the non-top-20 stocks hurts
performance, as represented the single red bar.

Figure 2 reveals that funds display stock-picking skill as evidenced by investing more
money in their best-idea stocks, which subsequently outperform. It also reveals that
the typical mutual fund holding 75 stocks (the median number of holdings) is badly
overdiversified, investing in three times more alpha-destroying stocks than in alphabuilding stocks.
This provides further support for the argument that active equity funds should not
grow too large (no larger than $1 billion in assets under management) nor be asked to
minimize tracking error, both which encourage investing in non-high-conviction
stocks.
Consistency and Conviction Are Key
Forming active equity funds into strategy peer groups allows for superior portfolio
diversification along with the ability to select funds with the best chance for
outperformance.
Funds that consistently pursue a narrowly defined strategy while taking highconviction positions perform best. Past performance is not part of this fund selection
process because it is not a reliable predictor.
In the next article in this series, I will describe market environments that favor active
equity fund outperformance.
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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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