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Essentia Analytics is a leading provider of behavioral data analytics and 
consulting for professional investors. Led by a team of experts in investment 
management, technology and behavioral science, Essentia combines next-
generation data analytics technology with human coaching to help active fund 
managers capture performance that was previously being lost to biases or 
other common decision-making deficiencies.

Contact us to find out more:
 info@essentia-analytics.com
 www.essentia-analytics.com
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New research into the nature of investment alpha and what 
portfolio managers can do to sustain it.
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The full Alpha Lifecycle white 
paper is available for download 
on the Essentia Analytics website,  
www.essentia-analytics.com.

The active fund management industry is well aware that assets are flowing 
to index funds because managers in many strategies have not consistently 
outperformed their indexes, net of fees. But what if they could, and did? 

Active managers are humans, and as such, they suffer from behavioral 
biases, like the rest of us. Mitigating these biases represents a massive alpha 
opportunity for anyone who is willing to do the work.

In our recent research paper, The Alpha Lifecycle, we examined 
how active portfolio managers tend to hang on to positions 
past their sell-by dates, and the negative impact that has on 
portfolio performance.

But the bad news story is only the glass-half-empty view of this 
issue, in our opinion. Our research also reveals a very powerful 
new glass-half-full message: on average, active equity fund 
managers do generate alpha — a meaningful amount, in fact; 
well in excess of the fees they charge. 

Today, the majority of managers tend to ultimately give back 
all of that alpha  (and then some) by holding on too long. But 
if they could improve that behavior, and mitigate their own 
tendencies to fall in love with a stock, we find that, on average, 
the alpha upside they could be achieving is 120 basis points 
(bps) per annum at the portfolio level — more than enough to 
outperform their indexes, net of (average 75bps) fees. 

And that’s only one source of what we call Behavioral Alpha  
— there are plenty more where that came from.

Helping active fund managers mitigate behavioral bias is what we do every day 
at Essentia. But this paper is not actually about that. It is about the opportunity 
that exists for managers to recoup the alpha they have been consistently losing 
due to hanging on to their beloved stocks for too long — and outperform, net 
of fees, their indexed counterparts.

Clare Flynn Levy  
CEO, Essentia Analytics

Foreword

http://www.essentia-analytics.com
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Summary of Findings
• Our recent research into the lifecycle of investment alpha demonstrated that 

alpha has a distinct and persistent lifecycle. It tends to accumulate in the 
early phase of an investment and decay over time — often precipitously1.

• The typical alpha curve resembles an inverted horseshoe: Positions tend to 
outperform in the initial phase, contributing just under 7 bps of alpha at the 
peak, but eventually experience a peak-to-exit negative portfolio impact 
of 7.2 bps. The overall effect is a slight negative performance impact, on 
average.

• We have translated our original findings such that our sample data can now 
be compared directly to annual index fund performance, factoring in the 
effect of active management fees.

• Our findings demonstrate that active managers who were able to exit 
positions at or near the peak of their alpha curve could outperform 
index funds by a margin well in excess of their management fees.

• The typical alpha curve presents a 6 month “window of opportunity” per 
position within which portfolio managers can take action and preserve more 
than 120 bps outperformance (net of fees), per year, vs index funds.

• While the eventual decay in alpha in the average position is destructive, it 
is not inevitable. We assert that managers with insight and discipline can 
consistently take action in the top half of their alpha curve and preserve a 
substantial alpha performance premium over index funds. 

ESSENTIA 
  WHITE PAPERS



Figure 1. The Alpha Lifecycle: 
This line shows the grand mean 
cumulative relative impact 2 over all 
episodes relative to the percentage 
through episode.
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Introduction 
Early in 2019, we set out to plot the life cycle of alpha -- the measure of a 
portfolio manager’s ability to add value beyond the effect of the overall market 
— at both the position and the portfolio level. 

Evaluating nearly 10,000 “episodes” — full cycles of a given position from first 
entry to last exit — across 43 portfolios over 14 years, we found a persistent 
trend: in general, alpha starts strong and fades sharply with age. Investors often 
hold on to positions too long (a consequence, we believe, of the endowment 
effect), diminishing or eliminating whatever excess returns they were able to 
generate early on.

This research is described in detail in our white paper, The Alpha Lifecycle, 
available for download on the Essentia Analytics website at www.essentia-
analytics.com/the-investment-alpha-lifecycle.  

While that research concluded with the unfortunate reality that active managers 
tend to hang on too long at great cost to portfolio performance, there is a 
bright side to our analysis — a half-full glass, if you will. As the diagram above 
clearly illustrates, there is very significant alpha being generated before these 
positions decline — well in excess of the fees active managers are charging 
above low- or no-fee passively managed index funds.  

This glass-half-full dimension to our alpha lifecycle research is explored in this 
supplement to that original paper. We believe that active managers who know 
their alpha curve and can garner the discipline to act at or near their peak alpha 
— rather than fall in love with their hot stocks and ride them off a cliff — have 
the potential to handily outperform their passive counterparts. The pages that 
follow explain why. 

http://www.essentia-analytics.com/the-investment-alpha-lifecycle
http://www.essentia-analytics.com/the-investment-alpha-lifecycle
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Methodology and assumptions
Our analysis in this effort was focused on a simple question: Is the positive alpha 
we see plotted in the alpha lifecycle curve enough to produce excess returns, 
net of fees, over a passively-managed index portfolio? 

Stated another way: Would an active manager who exits each position at or 
near its “peak alpha” deliver a better net return to investors than a passive 
fund?

To broaden the window within which a real-world manager can sell a position, 
we defined the “near” threshold at relatively modest 75% of peak alpha 
— which extends the window of opportunity to about 6 months in a typical 
position (see Figure 3).

We assumed an average annual fee among active managers of 75bps for this 
analysis3. By comparison, we assume the average index fund charges zero fees.

Annualizing our episodic Alpha Lifecycle data
An extensive data set drawn from 43 equity portfolios, managed by clients of 
Essentia Analytics from around the world, was analyzed for the Alpha Lifecycle 
study. The total number of episodes — each of which represents a single 
investment from the opening to the final trade — in this dataset, over all 
portfolios, was 9,254. The average episode’s duration was 257 business days — 
just under a year.  

To compute a performance figure comparable to an index fund’s annualized 
returns, we took the number of episodes in each portfolio and multiplied 
that by 75% of the average peak alpha for that portfolio. We then annualized 
that number based on the total length of the data set for that portfolio. We 
subtracted 75 bps per annum to adjust for fees. Finally, we averaged this across 
the 43 portfolios in our study. 

Analysis and Observations
The results of this calculation are plotted in Figure 2. The basis line represents 
the performance of the index — or a no-fee index fund. The bottom line 
represents the average funds’ net-of-fee performance as predicted by our 
original Alpha Lifecycle analysis — underperforming their respective indexes by 
94 bps per annum. 

The two upper lines show the hypothetical performance of the funds had the 
managers sold their positions at 75% of peak alpha (orange line) and 50% of 
peak alpha (blue line). 
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Figure 2. Net-of-Fee Performance 
Relative to Index 

Figure 3. Windows of Opportunity: 
Periods of Significant Alpha 
Generation 
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At 75%, the funds would have outperformed their index by 120 bps net of fees; 
at 50%, the net-of-fee outperformance would be a still considerable 59 bps — 
and this range spans most of the full life cycle of the position (76%), offering a 
much broader target within which to trade.

The alpha curve’s pronounced concavity enables us to illuminate a practical 
dimension of selling “at or near” peak alpha.  As mentioned above, the average 
entry-to-exit episode in our study was just under a year (257 business days). 
The curve is in its top quartile for 133 days — about six months — and above 
50% for about nine months (Figure 3). This implies a significant window of 
opportunity for managers to act while their positions are still producing alpha in 
excess of their fees.
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Conclusion
Our simple analysis in this exercise leads to an important conclusion: the 
active funds in our Alpha Lifecycle study, on average, would have significantly 
outperformed their respective indexes net of fees if the managers had taken 
action to exit their positions in the top half of their alpha curve.

Stated more broadly: Active managers are, in fact, generating alpha well in 
excess of their fees; they just need to not miss the exit window at/near the top 
of their alpha curve — a curve that can be calculated and charted on a portfolio-
by-portfolio basis (see our original Alpha Lifecycle white paper for details).  

 This notion challenges the active vs passive orthodoxy — which seems to 
assume that active portfolio managers cannot improve their performance — 
and fundamentally changes the discussion. It’s no longer a given that passive 
fund investing is more cost-effective than active. It’s now whether — and if 
so, how — active managers can realize the alpha we know they’re generating 
before it decays away. 

The “how,” of course, is the challenge. Selling at or near peak alpha requires 
that a manager have keen insight into their behavior — including knowing their 
own alpha curve and susceptibility to biases such as the endowment effect — 
and the discipline to identify and act upon peak-alpha positions that may be 
destined for a sharp decline.   

This was unknowable just a few years ago, but thanks to recent advances in 
behavioral analytics, the wherewithal to quantify and manage this exists today. 
While our work into the alpha lifecycle revealed the troubling tendency of 
active managers to hold on to their positions for too long, it also demonstrated 
the significant upside potential for managers who take steps to correct this 
tendency.
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Essentia Analytics is an award-winning 
financial technology company that provides 
behavioral analytics services to investment 
professionals.

Our proprietary research directly fuels 
our work with clients, delivering critical 
insights that can guide them toward their 
best practices, helping them turn good 
intentions into good habits. Essentia Nudges 
— personalized, automated notifications 
designed to mitigate behavioral bias and 
encourage better decision-making on an 
ex-ante, day-to-day basis — are a case in point.  

Our work in understanding the alpha 
lifecycle has enabled us to plot the alpha 
decay pattern for each client portfolio, and 
create the Alpha Decay Nudge, which 
alerts clients to individual investments that 
appear to be at or near their peak alpha.  

Learn how Essentia can help unlock the 
behavioral alpha — the excess return that 
results from mitigating one’s biases — that is 
hidden in your investment decision-making 
process.

WWW.ESSENTIA-ANALYTICS.COM 

INFO@ESSENTIA-ANALYTICS.COM 
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