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Portfolio Flexibility May Increase Potential for Generating Strong Returns

Portfolio manager Peter Lynch earned the nickname of “the chameleon” by modifying his investment approach as market con-
ditions changed so he could pursue the most appealing securities, regardless of market capitalization, style characteristics, or
industry sectors. In doing so, he generated an impressive history of strong performance that propelled him into an elite group of
legendary portfolio managers such as Warren Buffett and Bill Miller. Like Lynch, they are well known for their flexible strategies that
involve searching the entire field of equities to find compelling opportunities. In fixed-income, bond manager Bill Gross of PIMCO

has also become highly successful by embracing flexible investing.

Today, however, many stock pickers focus on specific cat-
egories of securities, such as small cap growth or large
cap value. Institutional investors and financial advisors can
therefore seek to manage overall portfolio volatility by main-
taining set allocations of assets among specialty managers.
In theory, this approach may reduce the likelihood of differ-
ent stock pickers inadvertently holding the same, or similar,
securities. Unfortunately, this approach prevents talented
managers from searching market wide for the most attrac-
tive investments. In other words, managers can no longer
use flexible investment strategies to follow in the footsteps
of legends like Lynch, Buffett, and Miller.

Many investors, of course, may be tempted to minimize, or
even dismiss, the significance of portfolio management flex-
ibility. After all, flexibility is only one aspect of the legends’
successful strategies. Yet, over the past few years, a grow-
ing pool of research—some of which we summarize in this
paper—has concluded that investing flexibility can greatly
enhance performance.

We maintain that investors do not have to forgo the benefits
of flexible investing to manage risk. At Alger, we believe that
strategies that are anchored in specific categories, rather
than subject to rigid category restrictions, can potentially
deliver the strong performance associated with flexible
portfolio management while producing consistent invest-
ment characteristics that clients need to build diversified
investment programs.

Origins of Portfolio Restrictions

Broadly speaking, investment restrictions are an unin-
tended outcome of creating tools that facilitate peer group
comparisons of portfolio managers. In order to make peer
group reviews meaningful, members of each group must
have similar investment strategies, which requires a system
to classify portfolio managers. With that in mind, Morn-
ingstar created style boxes in 1992 by devising a grid that
divides the equity universe into nine categories based on

two distinct characteristics: market capitalization, which in-
cludes small, mid, and large; and style, which includes value,
growth, and blend (See Figure 1). These categories were cre-
ated as a convenient way to divvy up the equity universe.

When ranking managers, Morningstar assigns mutual funds
and separate accounts to individual style box categories
based on portfolio holdings. That way, performance of mu-
tual funds and separate accounts can be compared to uni-
verses consisting of similar portfolios.
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Style boxes quickly became popular and Morningstar even-
tually created 29 different categories covering domestic eq-
uities for institutional investors. Other firms, such as Lipper,
also launched similar systems.

As style box popularity grew, investors began using the
system for functions other than classifying asset managers.
Today, many investors treat style box categories as distinct
asset classes and seek to diversify portfolio assets among
different managers that focus on securities that correspond
with assigned style boxes. Furthermore, by fine tuning the
weighting of assets assigned to each style box, investors can
create portfolios with specific risk-return profiles. More ag-
gressive investors may overweight allocations to small cap
growth and small cap value boxes, which are typically more
volatile than other groups, but offer greater return potential.
On the other hand, more conservative investors may over-
weight larger cap categories, which offer less potential for
strong returns while being less volatile than smaller stocks.

Inspired by Change, Driven by Growth.



To Morningstar’s credit, style boxes have aided in the accep-
tance of establishing and maintaining strategic asset alloca-
tions. Today, many investors seek to maintain a consistent
allocation among style boxes by occasionally rebalancing
holdings among managers with style mandates that corre-
spond with specific style boxes. In doing so, investors avoid
market timing because portfolio rebalancing often entails
the disciplined process of increasing allocations to style box
categories that have recently underperformed and selling
securities from categories that have outperformed. This
practice helps investors avoid panic selling of an asset class
that has declined in value and avoid buying top performing
assets with hopes of capturing future gains. In most cases,
this pattern is disastrous as it results in buying at the top and
selling at the bottom.

In another unintended use of the Morningstar system, in-
vestors use style boxes to avoid having different portfo-
lio managers inadvertently hold the same securities. This
problem, which is often referred to as overlap, can result in
having assets concentrated in a limited number of securi-
ties, which can present excessive risk. By selecting mutual
funds or separate accounts that invest only in securities that
correspond with their respective style boxes, investors seek
to avoid this problem. Portfolio managers, meanwhile, are
expected to observe style box constraints to avoid overlap
with other managers. Managers who don’t observe those
constraints are frequently penalized by clients.

Understanding Portfolio Diversification

Before discussing the adverse impact on investment per-
formance resulting from curtailing investment flexibility,
it is important to understand the limitations of managing
risk by diversifying assets across style boxes as opposed to
diversifying assets across much broader categories, such as
alternative investments, precious metals, and real estate. In
general, risk can be divided into two categories: systematic
and unsystematic.

Systematic risk results from developments that have broad
impacts upon markets, such as inflation, interest rate chang-
es, recessions, or threats of war. When such events occur, no
amount of diversification among stocks will provide com-
plete protection against price declines. Broadly speaking,
those same events may cause other types of assets, such as
precious metals, alternative investments, and real estate, to
react differently. In its purest sense, diversifying a portfolio

by adding non-equity asset classes can therefore dampen
portfolio volatility because different types of investments,
for the most part, perform differently.

Unsystematic risk, in comparison, results from factors that
influence the performance of individual companies or nar-
row portions of the market, such as industry sectors. Failure
of management to execute business plans, new regulations,
and changes in technology are all forms of non-systematic
risk. Unlike systematic risk, this form of risk can be damp-
ened by diversifying equity holdings.

What then are the ideal characteristics of assets for portfolio
diversification? Ideally, asset classes should have three dis-
tinct characteristics.

First, asset class membership is exclusive. In other words, an
asset should not fall into more than one specific category.
It would be nonsensical to classify gold, for example, in any
category other than precious metals. In a similar manner, real
estate and various alternative investments are each classified
in their own respective asset class. With this definition, divid-
ing equities into smaller groups that are intended to serve as
distinct asset classes would be inappropriate because some
of the categories will not always have distinct constituents.
As an example, some securities may be classified as both
growth and value (See Figure 2).

Figure 2
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Secondly, an asset class typically has performance that has
a low correlation to the performance of other asset classes.
For example, the performance of precious metals has a low
correlation to stocks. In a similar manner, the performance
of equity securities usually has a low correlation to the per-
formance of fixed-income investments. The performance of
different sectors of equity markets, such as small cap or large
cap, however, is usually highly correlated (See Figure 3).
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Numbers across the horizontal axis correspond with the numbers show adjacent to each asset classes. For example, number 5, which represents the Russell Mid Cap Value Index, has a

-0.35 correlation to the Barclays Capital US Treasury Bill 1-3 Month Index.

Finally, asset class constituents don’t change over time.
Gold, for example, is a constant member of precious met-
als, just as government bonds are always part of the fixed-
income asset class. Yet, the classification of equities by
size, such as small, mid or large, or by style, such as value
or growth, changes over time. A mid cap company may
grow in size and become a large cap company or the pric-
ing and performance of a stock may change over time,
causing its style classification to change.

Since dividing equities into smaller groups does not create
additional asset classes, some investors may question the
merits of diversifying portfolio holdings among different
categories, or style boxes. We believe, however, that inves-
tors should still diversify assets across the style box spec-
trum to manage non-systematic risk, but they should also
be aware that style box diversification is different than di-
versification by broader asset classes with low correlations.

Overlapping of securities among different portfolios, fur-
thermore, can occur even with specialty asset managers
because securities may be constituents of more than one
style box. As a result, preventing portfolio managers from
investing in securities other than those within their cor-
responding style boxes may not prevent an inadvertent
overlap of holdings. At the same time, overly rigid invest-

ment restrictions decrease portfolio managers’ potential
for generating attractive long-term returns.

The Impact of Portfolio Manager Restrictions
The notion that restricting investment flexibility harms
performance gained much attention in 2001 when Rich-
ard Ennis published his landmark paper “The Case for
Whole Stock Portfolios.” In the paper, Ennis evaluated
performance of 168 pension funds that use managers
that specialize in narrow categories. He concluded that
the group, overall, trailed market benchmarks, on aver-
age, by 1.18% net of fees for the eight-year period ended
1999. Ennis also evaluated the performance of profes-
sionally managed multimanager funds. The products
were based on professional screening and monitoring
of specialty asset managers, so, in principle, they should
include some of the best performing portfolios. For this
category, he identified 13 products with track records of
at least five years. As of 1999, only three of the products
had outperformed their benchmarks on an average an-
nualized basis. Even more discouraging, the overall group
underperformed market benchmarks by 1.34% net of
fees on an average annualized basis.

Ennis concluded that restricting managers’ flexibility
contributed to the poor performance. He cited various



studies, including one by Eugene Fama and Kenneth French
in 1993 that concluded that characteristics such as market
capitalization and book-to-market ratios account for 90%
of variation in stock returns. Unfortunately, managers with
strict constraints are unable to pursue opportunities across
the full range of market cap and book-to-market valuations.
Ennis also concluded that hiring a stable of specialty man-
agers produces market-like diversification, making it diffi-
cult to generate performance in excess of benchmarks.

A 2005 study “The Problematic ‘Style’ Grid” also determined
that constraints lead to underperformance. In the study,
Charles T. Howard and Craig Callahan ranked individual se-
curities based on screening methods of Benjamin Graham,
John Neff, William O’Neil, and T. Rowe Price for 1995 through
2003. Depending on each manager’s screening process, fac-
tors such as earnings per share, price to equity, operating
margins, sales growth, cash flow, and net margins were
used to rank stocks within the S&P 1500 universe.

For each screening method, the top 20 ranked holdings
were identified for each year from 1995 through 2003. The
researchers determined that each screening method found
top-ranked stocks in multiple style boxes. In the case of
Graham, 53% of the top-ranked stocks were in the small
cap value style box and the remainder was in other boxes.
Graham'’s style, furthermore, had top ranked securities from
among all of the style boxes. The same is true for the re-
sults generated by other portfolio managers’ screening sys-
tems. Furthermore, during the study period, each screening
method resulted in different allocations across style boxes
as time progressed. The variations resulted from changing
market characteristic as the screening methods stayed the
same over the nine-year period. The study’s authors con-
cluded that what may appear to be style drift—that is a
change in a portfolio manager’s allocation of assets among
style boxes—resulted not from a change in the manager’s
style but from changing characteristics of equities within
each style box.

If strict constraints were applied, the resulting portfolios
would be populated with holdings that didn’t make the top
20 list. In the case of Neff, for example, holdings for a specific
style box would have rankings that averaged from 68 to the
183, depending upon which style box was targeted. In oth-
er words, style box constraints prevented managers from

delivering their highest ranked securities for their clients.
The researchers then compared the performance of each
manager’s top ranked holdings to holdings that would be
used to comply with style box constraints. Howard and Cal-
lahan concluded that the style box constrained portfolios
would have underperformed portfolios with no constraints
by 339 basis points per year from 1995 to 2003.

Rethinking Portfolio Risk

Investors may also infer from the study that style box con-
straints introduce risk into a portfolio. Investors typically
embrace active investment management because they
believe portfolio managers can find securities that will po-
tentially provide the best performance on a risk-adjusted
basis. Yet, an overly rigid application of style box constraints
may cause managers to build portfolios that don’t consist
of their highest conviction stocks. The resulting portfolios
of lower conviction stocks may offer less potential for long-
term gains and less attractive risk-return profiles.

Consistent Style, Inconsistent Style Box Classification.
Broadly speaking, a consistent investment process will focus
on securities that have similar characteristics. With that in
mind, for a manager to consistently focus on securities with-
in the same style box, one of two factors must exist. One
factor would be a lack of any change in the characteristics
of securities within the style box. That way, when a manager
uses a consistent investment process to find securities with
specific characteristics, the securities will always be found
within the same style box. This approach, however, is un-
realistic as the characteristics of securities and style boxes
change over time.

A second factor would be for the manager to change the in-
vestment process in order to continue selecting securities
within a specified style box as the characteristics of securities
change. Most portfolio managers, however, have high convic-
tion regarding their methods for selecting securities, so they
are, understandably, unlikely to modify their management ap-
proach as the characteristics of style box members change.

The Benefits of Investment Flexibility

The performance of individual style box categories, as
measured by market indexes, varies over time. Eventually
the style box category with the best performance loses its
market leadership position as other style box categories



Market Leadership Changes Over Time
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that may have been out of favor with investors become
more popular. Indeed, style box categories that have had
the best recent performance are likely to trail the perfor-
mance of the broad market and the performance of other
style box categories. This pattern is often referred to as
regression to the means (See Figure 4). Portfolio manag-
ers with investment flexibility can potentially exploit this
pattern by seeking out the most compelling opportuni-
ties, which in many cases are found in style box catego-
ries that may be out of favor with investors.

The regression pattern by market capitalization is consid-
erably more prominent among growth styles than value
styles (See Figure 5). This variation in regression suggests
that growth style managers can potentially add the most
value by selecting securities from the full spectrum of
market cap categories. With that in mind, investment
flexibility is most likely to enhance long-term perfor-
mance with growth style managers.

Figure 4
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Finding Middle Ground

Research illustrating the adverse impact on performance
resulting from portfolio manager constraints presents
investors with a quandary. That is, must investors give
up the perceived benefits of style box constraints, such
as reducing the possibility of securities overlap among
portfolio managers, in order to benefit from the superior
investment performance that is generally associated with
unconstrained investment strategies? Or, similarly, must
investors forgo the potentially strong performance as-
sociated with giving portfolio managers increased flex-
ibility to achieve the perceived benefits of style box con-
strained strategies?

We maintain that the debate is moot as an alternative
approach to the issue exists—many managers that vary
their security selection among different style box catego-
ries tend to maintain the core of their holdings in a single
category. So, a large cap growth manager, while investing



Performance Variation by Market Capitalization

in securities of various market capitalizations, will generally
have a portfolio with an anchor in the large cap growth uni-
verse. Most established growth managers, fortunately, have
long-term track records that illustrate the style box catego-
ries that they have favored, consistently, over the years.

What is important, we maintain, is to understand that an
overly rigid application of style box constraints can harm in-
vestment returns and possibly increase risk. In a similar man-
ner, mandates are assigned to portfolio managers based on
the stock pickers’ expertise in finding compelling investment
opportunities, so it makes little sense to impose overly rigid
restrictions on the range of securities within which a manager
may invest. Finally, it is important to note that a variety of fac-
tors—including the changing characteristics of the overall
market and of style box categories—may create the decep-
tion that a portfolio manager’s style is changing over time.

Going Forward

Alger believes strongly in using in-depth proprietary re-
search as the foundation of active portfolio management.
Armed with our internal research, Alger managers seek
companies undergoing Positive Dynamic Change across the

Growth Stocks Exhibit Greatest Variation in Performance by Market Capitalization

entire market capitalization spectrum while rigorously ad-
hering to Alger’s time honored investment philosophy. We
believe this combination of investment flexibility, in-depth
proprietary research, and investment discipline creates the
best opportunity for attractive long-term performance.

Alger’s flexible portfolios are typically anchored to a specific
market capitalization box within the growth style. These port-
folios have the flexibility to invest outside of focused areas but
will maintain overall characteristics that are in line with corre-
sponding categories. Our disciplined and consistent approach
allows our clients to ensure that assets are diversified among
different portfolio managers and to clearly understand the spe-
cific role that each strategy can play within an asset allocation.

At Alger, portfolio managers of strategies with broad mandates
are typically given the greatest leeway when pursuing invest-
ment opportunities. Such strategies include the following:

Spectra, which can invest in growth companies re-
gardless of market capitalization while seeking to en-
hance returns with short positions. It has traditionally
been anchored in large cap companies.

Figure 5
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SMid Cap Growth, which can invest in growth stocks
of small and mid capitalization companies.

Dynamic Opportunities, which is a long-short fund
that seeks long-term capital appreciation. It can
take positions in companies regardless of market
capitalization.

Capital Appreciation, which can invest in growth
companies regardless of market capitalization. It has
traditionally been anchored in large cap companies.

For each strategy, portfolio managers utilize the Alger
style of growth investing that has been refined over more
than 45 years. It focuses on finding companies that are
undergoing Positive Dynamic Change, a characteristic
which we believe offers the best long-term growth po-
tential. We find Positive Dynamic Change in companies
that are experiencing High Unit Volume Growth or Posi-
tive Life Cycle Change. High Unit Volume Growth involves
companies with strong business models, market domi-
nance, free high cash flow and growing demand. Positive
Life Cycle Change, meanwhile, can occur when compa-
nies change management teams, make acquisitions, ben-
efit from regulatory changes or develop new products.

Style boxes will continue to play an im-
portant role in helping investors reach
their long-term goals, although it's im-
portant to consider their limitations for
functions other than classifying portfolio
managers. Indeed, even Morningstar has
voiced this concern.In a columnin Invest-
ment Advisor magazine, John Rekenthal-
er, who is vice president of research at
Morningstar, emphasized that style box-
es are “undeniably useful instruments for
categorizing funds, for understanding a
portfolio’s positioning, and for communi-
cating with clients. There is no reason to

expect more from them.”
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The performance data quoted represents past performance, which is not an indication or a guarantee of future results. Investment return and
principal value of an investment will fluctuate so that an investor’s shares, when redeemed, may be worth more or less than their original cost.
Current performance may be lower or higher than the performance quoted. Recent performance has been impacted by an unusually strong
period in the U.S. equity market and emerging markets; there is no guarantee that such conditions will be repeated.

The views expressed are the views of Fred Alger Management, Inc. as of January 2011. Fred Alger Management was founded in 1964. Alger has used sources of information
which it believes to be reliable; however, this publication is not intended to be and does not constitute investment advice. These views are subject to change at any time
and they do not guarantee the future performance of the markets, any security or any funds managed by Fred Alger Management, Inc. These views should not be consid-
ered a recommendation to purchase or sell securities. Individual securities or industries/sectors mentioned, if any, should be considered in the context of an overall portfo-
lio and therefore reference to them should not be construed as a recommendation or offer to purchase or sell securities. References to or implications regarding the perfor-
mance of an individual security or group of securities are not intended as an indication of the characteristics or performance of any specific sector, industry, security, group
of securities or a portfolio and are for illustrative purposes only. |Investing in the stock market involves gains and losses and may not be suitable for all investors. | Investing
in companies of all capitalizations involves the risk that smaller, newer issuers in which Alger invests may have limited product lines or financial resources or lack of man-
agement depth. | Growth stocks tend to be more volatile than other stocks, as the prices of growth stocks tend to be higher in relation to their companies’ earnings and may
be more sensitive to market, political and economic development. There are additional risks when investing in an active investment strategy, such as increased short-term
trading, additional transaction costs and potentially increased taxes that a shareholder may pay, which can lower the actual return on an investment. Certain Alger Funds,
such as Spectra, SMid, and Capital Appreciation, can use leverage, and the cost of borrowing money to leverage could exceed the returns for the securities purchased or
securities may actually go down in value; thus, a Fund's net asset value could decrease more quickly than if it had not borrowed. | The Alger Spectra Fund and the Alger
Dynamic Opportunities Fund may engage in short sales. Short sales involve arrangements with a broker to borrow the security being sold short. In order to close out the
short position, the Fund will replace the security by purchasing the security at the price prevailing at the time of replacement. A Fund will incur a loss if the price of the
security sold short has increased since the time of the short sale and may experience a gain if the price has decreased since the short sale. | Certain Alger Funds, such as
Dynamic Opportunities and Spectra, may invest in derivative instruments, including options. A small investment in derivatives could have a potentially large impact on a
Fund’s performance. When purchasing options, a Fund bears the risk that if the market value of the underlying security does not move to a level that would make exercise
of the option profitable, the option will expire unexercised. When a call option written by a Fund is exercised, the Fund will not participate in any increase in the underlying
security’s value above the exercise price. When a put option written by a Fund is exercised, the Fund will be required to purchase the underlying security at a price in excess
of its market value. Use of options on securities indexes are subject to the risk that trading in the options may be interrupted if trading in certain securities included in the
index is interrupted, the risk that price movements in the Fund’s portfolio securities may not correlate precisely with movements in the level of an index, and the risk that
Fred Alger Management, Inc. may not predict correctly movements in the direction of a particular market or of the stock market generally. Because certain options may
require settlement in cash, the Fund may be forced to liquidate portfolio securities to meet settlement obligations. Forward currency contracts are subject to currency ex-
change rate risks, the risk of non-performance by the contract counterparty, and the risk that Fred Alger Management, Inc. may not predict accurately future foreign ex-
change rates. | Morningstar and Lipper track and analyze investment performance. | The Russell 1000 Index measures the performance of the large-cap segment of the U.S.
equity universe. It is a subset of the Russell 3000 Index and includes approximately 1,000 of the largest securities based on a combination of their market cap and current
index membership. The Russell 1000 represents approximately 92% of the Russell 3000 Index. | The Russell 1000 Growth Index is an unmanaged index designed to measure
the performance of the largest 1,000 companies in the Russell 3000 Index with higher price-to-book ratios and higher forecasted growth values. | The Russell 1000 Value
Index measures the performance of the large-cap value segment of the U.S. equity universe. It includes those Russell 1000 companies with lower price-to-hook ratios and
lower expected growth values. | The Russell Midcap Index measures the performance of the mid-cap segment of the U.S. equity universe. The Russell Midcap Index is a
subset of the Russell 1000 Index. It includes approximately 800 of the smallest securities based on a combination of their market cap and current index membership. | The
Russell Midcap Growth Index measures the performance of the mid-cap growth segment of the U.S. equity universe. It includes those Russell Midcap Index companies with
higher price-to-hook ratios and higher forecasted growth values. | The Russell Midcap Value Index measures the performance of the mid-cap value segment of the U.S.
equity universe. It includes those Russell Midcap Index companies with lower price-to-book ratios and lower forecasted growth values. | The Russell 2000 Index measures
the performance of the small-cap segment of the U.S. equity universe. The Russell 2000 Index is a subset of the Russell 3000 Index representing approximately 8% of the
total market capitalization of that index. |The Russell 2000 Growth Index measures the performance of the small cap growth segment of the U.S. equity universe. It includes
those Russell 2000 companies with higher price-to-book ratios and higher forecasted growth values. The Russell 2000 Value Index measures the performance of small-cap
value segment of the U.S. equity universe. It includes those Russell 2000 companies with lower price-to-book ratios and lower forecasted growth values. | The MSCI EAFE
Index (Europe, Australasia, Far East) is a free float-adjusted market capitalization index that is designed to measure the equity market performance of developed markets,
excluding the US & Canada. As of June 2007, the MSCI EAFE Index consisted of the following 21 developed market country indices: Australia, Austria, Belgium, Denmark,
Finland, France, Germany, Greece, Hong Kong, Ireland, Italy, Japan, the Netherlands, New Zealand, Norway, Portugal, Singapore, Spain, Sweden, Switzerland, and the
United Kingdom. [The Barclays Capital U.S. 10+ Year Treasury Bond Index includes public obligations of the U.S. Treasury, excluding TIPs and STRIPs, with maturities exceed-
ing 10 years. | The Barclays Capital Treasury Bill Index includes U.S. Treasury bills with a remaining maturity from one month to, but not including three months. It excludes
zero coupon strips. | The Citigroup BIG Treasury Bill Index is an unmanaged index of three-month Treasury bills. | The FTSE NAREIT Composite Index is comprised of equity
securities of U.S. real estate companies.| The Dow Jones Precious Metals Index represents the performance of U.S.-trading stocks of companies engaged in the exploration
and production of gold, silver and platinum-group metals. | The S&P 500 Index is an unmanaged index generally representative of the U.S. stock market without regard to
company size. Investors cannot invest directly in any index. Index performance does not reflect deduction for fees, expenses, or taxes.

Before investing, carefully consider a fund’s investment objective, risks, charges and expenses. For a prospectus or a sum-
mary prospectus containing this and other information about a fund, call us at (800) 992-3863 or visit us at www.alger.
com. Read it carefully before investing. NOT FDIC INSURED. NOT BANK GUARANTEED. MAY LOSE VALUE.
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