
Low Hanging Fruit?

Becoming a better investor is, unfortunately, often a lifelong 

process. It has been for me. Over my career, I have 

approached investing bottom-up in both sell-side and buy-

side analyst roles. I also have spent years as a strategist 

looking at the investment world top-down. I have learned by 

working at value-oriented shops as well as growth-oriented 

firms. After nearly a quarter of a century and gaining all 

these different perspectives, I’m still evolving. Like most 

investors, I sometimes make errors that seem obvious in 

hindsight. However, there is one mistake that I see many 

investors make and correcting it may be both easy and 

extremely beneficial to portfolio performance.

Chasing Performance

In my view, many investors put too much emphasis on 

short-term past performance, particularly with regard to

mutual funds and ETFs. For over 20 years, academic 

research has shown that investors seem to base their fund 

purchases on strong past performance.1 Indeed, one study 

found a 0.98 correlation between past year decile 

performance and future fund flows in the large cap space 

for fund performance from 1996 to 2008.2 Investors seem 

to not heed the perennial disclosure that “past performance 

is not indicative of future performance.”

Chasing Your “Tail”

The problem, in my opinion, is that performance chasing is 

not a good strategy for generating excess returns. A study 

in the Journal of Portfolio Management found that a 

strategy that invested in the best performing decile of 

actively managed U.S. equity funds over a rolling three 

year period, the so-called “winner strategy,” actually 

underperformed the median performing decile of funds. 

Ironically, a strategy that chose funds in the bottom-decile 

of performance, the so-called “loser strategy,” or the funds 

that are normally culled or put on “watch” lists, produced 

positive alpha, as shown in Figure 1.

Three years is just not enough time to fully judge a 

manager’s skill. As the authors of one study point out, the 

T-statistic, which represents the confidence we can have in 

a historical trend being statistically significant, was 

extremely unlikely to be statistically significant over a three-

year period when analyzing a manager’s excess 

performance.3 In their study, they found that it actually 

takes 5-10 years or more for skilled managers to be more 

easily identifiable by historical excess performance.

In another study, Morningstar found that investors have 

underperformed the mutual funds and ETFs in which they 

invest by more than 170 basis points annually over the past 

decade, as shown in Figure 2.
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Morningstar’s analysis suggests that much of the investor 

underperformance was due to buying or increasing positions 

after strong performance or vice versa (i.e., poor market 

timing). Some sophisticated investors and institutions are 

beginning to move away from performance chasing. 

Morningstar, which for years factored past performance into 

its analyst ratings, has recently revised its methodology to 

specifically exclude past performance as a separate pillar in 

its forward-looking evaluation of funds.4 But if it seems like 

investors shouldn’t study past short-term performance, what 

should they look at? 

The Importance of Discipline and Sticking to a 

Fundamental Investment Strategy

As Ben Graham, Warren Buffett’s mentor, said, “In the short 

run, the market is a voting machine but in the long run, it is a 

weighing machine.” He meant that market sentiment drives 

short-term stock price movement, but long-term price 

appreciation is driven by sales, earnings, and cash flow. We 

believe this implies that assessing performance in the 

context of market sentiment provides little support for a long-

term investment decision. 

By assessing the underlying fundamentals of a portfolio’s 

positions, we believe investors can gain a better 

understanding of whether a manager’s performance is a 

result of a correct view of the sales and earnings power of 

their holdings, or if the strategy just happens to be in style.

The fundamental framework for long-term performance first 

looks at how the underlying sales, earnings or cash flows of 

a company or portfolio are performing. Are they growing or 

shrinking faster or slower than those of the benchmark? 

These considerations can help evaluate whether the 

manager has been correctly anticipating the sales and 

earnings progression of their portfolio or instead have been 

getting the fundamentals wrong and may be less skilled at 

fundamental analysis. We believe a manager exhibiting poor 

fundamental analysis when executing investment decisions, 

repeated over multiple periods, may be a reason to change 

managers, while a manager’s underperformance that belies 

strong fundamentals may be a reason to invest in, rather 

than redeem from, their fund (see Figure 3).

Anticipating Outperformance

There is evidence to suggest that there are some factors 

that can help investors anticipate sustained outperformance. 

Research suggests that investors would be well served by 

looking at the following fund manager characteristics:

1. Independence - lack of affiliation with an investment 

bank seems to help avoid a potential conflict of interest 

in holding a disproportionate amount of a company’s 

shares5

2. Ownership - board of director and manager ownership 

of funds are generally good signs of shareholder 

alignment6,7

3. Long-term performance – while investment skill is very 

hard to identify when looking at short periods of time, it 

is easier to see over longer periods such as 5-10 years 

or more8

While getting the formula right for selecting fund managers 

is certainly difficult, sometimes the best thing we can do for 

our portfolios is to eliminate mental errors. Warren Buffett 

and Charlie Munger often talk about one of their top 

priorities being to avoid mistakes. For many investors, that 

may be as simple as looking less at short-term performance 

and taking a broader view of fund selection criteria.
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DISCLOSURE

The views expressed are the views of Fred Alger Management, LLC 

(“FAM”) and its affiliates as of March 2023. These views are subject to 

change at any time and may not represent the views of all portfolio 

management teams. These views should not be interpreted as a 

guarantee of the future performance of the markets, any security or any 

funds managed by FAM. These views are not meant to provide 

investment advice and should not be considered a recommendation to 

purchase or sell securities. 

Risk Disclosures: Investing in the stock market involves risks, including 

the potential loss of principal. Growth stocks may be more volatile than 

other stocks as their prices tend to be higher in relation to their 

companies’ earnings and may be more sensitive to market, political, and 

economic developments. Local, regional or global events such as 

environmental or natural disasters, war, terrorism, pandemics, outbreaks 

of infectious diseases and similar public health threats, recessions, or 

other events could have a significant impact on investments. A significant 

portion of assets may be invested in securities of companies in related 

sectors or industries, and may be similarly affected by economic, political, 

or market events and conditions and may be more vulnerable to 

unfavorable sector or industry developments. Past performance is not 

indicative of future performance.

Important Information for US Investors: This material must be 

accompanied by the most recent fund fact sheet(s) if used in connection 

with the sale of mutual fund or ETF shares. Fred Alger & Company, LLC 

serves as distributor of the Alger mutual funds. 

Important Information for UK and EU Investors: This material is 

directed at investment professionals and qualified investors (as defined 

by MiFID/FCA regulations). It is for information purposes only and has 

been prepared and is made available for the benefit investors. This 

material does not constitute an offer or solicitation to any person in any 

jurisdiction in which it is not authorised or permitted, or to anyone who 

would be an unlawful recipient, and is only intended for use by original 

recipients and addressees. The original recipient is solely responsible for 

any actions in further distributing this material and should be satisfied in 

doing so that there is no breach of local legislation or regulation. 

Certain products may be subject to restrictions with regard to certain 

persons or in certain countries under national regulations applicable to 

such persons or countries. 

Alger Management, Ltd. (company house number 8634056, domiciled at 

78 Brook Street, London W1K 5EF, UK) is authorised and regulated by 

the Financial Conduct Authority, for the distribution of regulated financial 

products and services. FAM and/or Weatherbie Capital, LLC, U.S. 

registered investment advisors, serve as subportfolio manager to financial 

products distributed by Alger Management, Ltd. 

Alger Group Holdings, LLC (parent company of FAM and Alger 

Management, Ltd.), FAM, and Fred Alger & Company, LLC are not an 

authorized persons for the purposes of the Financial Services and 

Markets Act 2000 of the United Kingdom (“FSMA”) and this material has 

not been approved by an authorized person for the purposes of Section 

21(2)(b) of the FSMA. 

Important information for Investors in Israel: This material is provided 

in Israel only to investors of the type listed in the first schedule of the 

Securities Law, 1968 (the “Securities Law”) and the Regulation of 

Investment Advice, Investment Marketing and Investment Portfolio 

Management Law, 1995. The Fund units will not be sold to investors who 

are not of the type listed in the first schedule of the Securities Law. 

The S&P indexes are a product of S&P Dow Jones Indices LLC and/or its 

affiliates and has been licensed for use by Fred Alger Management, LLC 

and its affiliates. Copyright 2022 S&P Dow Jones Indices LLC, a 

subsidiary of S&P Global Inc. and/or its affiliates. All rights reserved. 

Redistribution or reproduction in whole or in part are prohibited without 

written permission of S&P Dow Jones Indices LLC. For more information 

on any of S&P Dow Jones Indices LLC’s indices please 

visitwww.spdji.com. S&P® is a registered trademark of Standard & Poor’s 

Financial Services LLC and Dow Jones® is a registered trademark of 

Dow Jones Trademark Holdings LLC. Neither S&P Dow Jones Indices 

LLC, Dow Jones Trademark Holdings LLC, their affiliates nor their third 

party licensors make any representation or warranty, express or implied, 

as to the ability of any index to accurately represent the asset class or 

market sector that it purports to represent and neither S&P Dow Jones 

Indices LLC, Dow Jones Trademark Holdings LLC, their affiliates nor their 

third party licensors shall have any liability for any errors, omissions, or 

interruptions of any index or the data included therein. S&P 500®: An 

index of large company stocks considered to be representative of the 

U.S. stock market. S&P 500 Index performance does not reflect 

deductions for fees or expenses.

A subscription fee is paid to Morningstar to access research, ratings, 

rankings and other investment tools.

Alpha measures the difference between the actual returns of an 

investment or portfolio and its expected returns, given the level of risk 

involved. It represents the value added or subtracted by an investment 

manager compared to a benchmark or passive investment strategy, after 

accounting for the investment's risk profile. A positive alpha indicates that 

the investment has outperformed the benchmark, considering its level of 

risk, while negative alpha suggests underperformance.

Benchmark-adjusted return measures the difference between the return 

of an investment or portfolio and the return of a benchmark index or 

passive investment strategy, without adjusting for the risk associated with 

the investment. 

Alger pays compensation to third party marketers to sell various 

strategies to prospective investors. 
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