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The group of large US technology and consumer discretionary companies known as the FAANG stocks have 
dominated headlines in recent years. And even though they have faced increased volatility in the second half of 
2018, investor attention has been largely well-deserved, as the stocks of Facebook, Amazon.com, Apple, Netflix, 
and Google-parent Alphabet have produced outsized long-term returns. 

However, about three‑quarters of the Russell 1000 Growth Index’s total returns during the past five years have 
come from non‑FAANG stocks, and we believe there are significant opportunities for generating alpha away from 
the tech titans. Here are four ways how: 

1. UNDERSTANDING HOW A COMPANY MAKES MONEY 

We believe the first step to successful investing is developing a deep understanding of how companies make 
money.  

Our decision to invest in PayPal came from insights into the financial incentives that were driving the actions of 
several players in the electronic payments industry. Visa and credit-card issuing banks such as JPMorgan Chase 
saw upstart PayPal as a threat, but after we spent a significant amount of time analysing the businesses of Visa, 
JPMorgan, and PayPal, we saw there was room for these companies to work together profitably.  

PayPal originally only allowed its customers to make payments from a bank account, but we realised the 
company—along with Visa and JP Morgan—could benefit if it allowed customers to link their payments to a credit 
card.  

Once we were confident PayPal had this growth opportunity ahead, we increased our allocation to the company’s 
stock. After PayPal started to offer the credit card option, new customers sign-ups accelerated and the growing 
customer base drove PayPal’s price/earnings multiple higher than we expected. 

2. RESPONDING TO CHANGES WITHIN A SECTOR 

Apart from stock-specific insights, a powerful way to drive alpha is understanding what is occurring in a sector and 
weighting subsectors within a sector appropriately to take advantage of these insights. We took this approach in 
healthcare. 

It wasn’t too long ago that biotechnology companies experienced a golden era, as advances in genetics 
contributed to successes in the development of new treatment options. However, biotechs started to face 
headwinds around 2015, as their product pipelines shrank and pricing and regulatory pressures increased.  
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At the same time, we saw positive developments occurring in the equipment and supplies and provider segments. 
We shifted from an overweight to an underweight in biotech as we expanded our allocation to more promising 
health care subsectors. Over the three years ended in June 2018, equipment and supplies was the strongest 
segment within the healthcare sector, with a 96% gain, while biotech was the weakest segment, declining 19%.       

3. GAINING INSIGHTS AS A COMPANY GROWS 

Our investment in ServiceNow is an example of how following a company as it develops can generate alpha. Our 
firm’s mid-cap franchise had owned ServiceNow for more than three years before the company grew big enough 
for it to be considered for our large-cap portfolio. 

The insights we received during this period made us comfortable adding it to our portfolio as we saw the benefits 
of the software-as-a-service business model. Charging clients annually for services is a less volatile business 
than selling software products one at a time, which was the old way of operating. But the real benefit is that these 
companies were able to innovate at a much more rapid rate than their traditional competitors, who often had one 
big product rollout but then struggled.  

With the software-as-a-service business model, ServiceNow has continued to succeed with its second and third 
acts. 

4. REFINING AN INVESTMENT THESIS WITH NEW RESEARCH 

A final example of how we generate alpha shows the importance of revisiting an investment thesis when 
necessary.  

In 2015, our internal research suggested that businesses would quickly make a complete transition to the cloud 
and away from maintaining their own tech infrastructure. While we did see a significant migration over the next 
couple of years, as we started to talk to enterprise IT managers about how they were using the cloud, we realized 
the story was a little more nuanced.  

The IT managers were telling us that, even though they were building their new work processes to benefit from 
the public cloud, they didn’t see a financial benefit to transitioning all of their legacy workloads. This shift in tone 
prompted us to take a fresh look at companies, including Red Hat and VMware, which the market had left for 
dead based on projections that Amazon was going to completely own the space. Our analysis led us to conclude 
that they had a vibrant future, and we purchased both Red Hat and VMware for our portfolio. At the same time, 
our research led us to continue to overweight Amazon. Even though its market share in this area was going to be 
smaller than anticipated, the total market was larger than we expected, which benefited Amazon. 

Our insights into what was going on in the cloud came from our ability to do customer surveys, to attend 
conferences, and to talk to a lot of the consultants and experts in the field. Which brings us to our key finding: 
regardless of its source, alpha generation almost always comes from thorough research.   

 

 

 

Key Risks—The following risks are materially relevant to the strategy highlighted in this material: transactions in 
securities of foreign currencies may be subject to fluctuations of exchange rates which may affect the value of an 
investment. The portfolio is subject to the volatility inherent in equity investing, and its value may fluctuate more 
than a portfolio investing in income-oriented securities. 
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Important Information 
The specific securities identified and described are for informational purposes only and do not represent all of the securities purchased, sold, 
or recommended for clients in the strategy and no assumptions should be made that the securities identified and discussed were or will be 
profitable. 

Russell Investment Group is the source and owner of the trademarks, service marks, and copyrights related to the Russell indexes. Russell® 
is a trademark of Russell Investment Group. 

This material is being furnished for general informational purposes only. The material does not constitute or undertake to give advice of any 
nature, including fiduciary investment advice, and prospective investors are recommended to seek independent legal, financial and tax advice 
before making any investment decision. T. Rowe Price group of companies including T. Rowe Price Associates, Inc. and/or its affiliates 
receive revenue from T. Rowe Price investment products and services. Past performance is not a reliable indicator of future 
performance. The value of an investment and any income from it can go down as well as up. Investors may get back less than the amount 
invested. 

The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy any 
securities in any jurisdiction or to conduct any particular investment activity. The material has not been reviewed by any regulatory authority in 
any jurisdiction. 

Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot 
guarantee the sources' accuracy or completeness. There is no guarantee that any forecasts made will come to pass. The views contained 
herein are as of the date written and are subject to change without notice; these views may differ from those of other T. Rowe Price group 
companies and/or associates. Under no circumstances should the material, in whole or in part, be copied or redistributed without consent from 
T. Rowe Price. 

The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain countries 
the material is provided upon specific request.   

It is not intended for distribution to retail investors in any jurisdiction. 

EEA—Issued in the European Economic Area by T. Rowe Price International Ltd, 60 Queen Victoria Street, London EC4N 4TZ which is 
authorised and regulated by the UK Financial Conduct Authority. For Professional Clients only. 

© 2018 T. Rowe Price. All rights reserved. T. ROWE PRICE, INVEST WITH CONFIDENCE, and the Bighorn Sheep design are, collectively 
and/or apart, trademarks of T. Rowe Price Group, Inc. 


