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In a recent paper we outlined the importance and 
value of idiosyncratic risk and return in active 
investment portfolios. One of the conclusions was 
that finding, prioritising and combining 
idiosyncratic investment ideas into idiosyncratic 
risk-dominated portfolios is challenging. In this 
paper we argue why the traditional funnel-based 
approach to this problem can be an impediment 
to such idiosyncratic outcomes. As such, we 
utilize an alternative approach across Principal’s 
Equity strategies which we think is a more 
productive approach in today’s markets.  

Introduction 

The traditional funnel framework is a 
cornerstone of institutional investment processes, 
praised for its structure, discipline, and scalability. It provides a linear path from idea generation through 
screening, research, and security selection — ensuring analysts and portfolio managers remain focused on a 
manageable set of potential investments. 

However, in today’s increasingly crowded, data-rich, and consensus-driven market, the funnel approach is 
showing signs of structural limitation. Its reliance on more commoditized inputs and conventional filters leads 
to convergent thinking, crowded trades, and fewer opportunities to generate stock level alpha. 

This paper highlights an alternative model utilized across Principal Equity strategies built around independent 
and uncorrelated sources of alpha idea generation. Rather than filtering a broad universe down to a shortlist 
of investable names, this approach generates investment opportunities from diverse, distinct, and unconnected 
research — and prioritizes those securities where multiple conclusions converge.  

While this method is perhaps less efficient in terms of resource utilization, it offers a significantly higher 
potential hit rate and more differentiated investment outcomes. A trade-off we think is in the best interests of 
generating superior client outcomes.  

The traditional funnel approach: a brief overview 

The traditional funnel model is well understood across the industry. It begins with a broad investable universe 
— often the entire market, a sector, or a defined index. From there, it applies a series of filters and screens 
designed to identify potential opportunities often based on quantitative metrics such as valuation, growth, 
quality, or momentum. 
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Only securities that pass these screens are subjected to further analysis in the middle of the funnel, where 
analysts build financial models, assess industry dynamics, evaluate management teams, and estimate intrinsic 
value.  

The bottom of the funnel sees these ideas prioritized against each other to order the highest-conviction ideas 
selected for inclusion in the portfolio. 

This framework is prized for several reasons: 

• It is systematic, making it easy to replicate across teams and sectors. 

• It is efficient, allowing analysts to quickly eliminate what the screens define as low-potential ideas. 

• It aligns with traditional workflows in sell-side and buy-side research.  

The Problem with the funnel 

While the funnel offers efficiency and simplicity, it comes with inherent limitations that are increasingly 
problematic in today’s market environment. 

First, the approach tends to rely heavily on backward-looking and widely available data, such as accounting 
metrics, valuation ratios, and historical price performance for its initial screens. These inputs, while useful, are 
not anticipatory in isolation — and are increasingly commoditized by algorithmic and passive strategies. 

Second, many investors use similar screens and filters making the funnel approach subject to crowded 
positioning. When multiple market participants are analysing the same subset of securities with the same 
tools, the likelihood of uncovering truly differentiated alpha shrinks considerably. An example of this would be 
the widespread search for “quality” as both a filter and characteristic. 

Third, the process assumes the best ideas are those surviving multiple layers of filtering. However, this 
presumes the filters themselves are optimal and that important signals are not discarded along the way. This 
is particularly risky in markets where qualitative, thematic, or forward-looking drivers are more important than 
current static characteristics. 

Finally, the funnel can lead to a narrowing of intellectual diversity. By pushing everything through the same 
lens, it limits the role of creativity. The result is to ignore promising perspectives not neatly fitting into a pre-
defined screening process. 

An alternative framework: independent and uncorrelated alpha sources 

As an alternative, at Principal we utilize a convergent signal framework grounded in the idea of independent 
and uncorrelated alpha idea generation. Rather than beginning with a broad universe and filtering downward, 
this model sources ideas from multiple, diverse sources which, importantly, are all grounded in fundamentally 
driven security analysis. 

Our idea generation and research sources are three distinct groups: 

• Fundamental Research Analysts: industry specialists who are expert in their field of coverage 

• Portfolio Managers: experienced cross-sector allocators of capital 

• Advanced Research and Development Team: utilizing fundamentally-grounded systematic measures 

Across these sources we possess a purposely broad opportunity set from which to begin, that is without 
predetermined bias, recognising the price dislocations we seek to identify and take advantage of occurrences in 
many guises. 
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The primary idea is not to filter from one large pool to a smaller one, but to identify convergence — instances 
where two or more uncorrelated sources independently highlight the same investment opportunity. 

This approach is akin to triangulation: if one source suggests a stock is mispriced, it may be noise. If three 
unrelated sources do the signal is significantly more compelling.  

Key to this approach is a clear understanding of the mis-pricing these signals seek. For us at Principal this 
discipline focuses on unrecognised future free cash flow growth. Superior forward free cash flow yield 
possesses proven efficacy in driving consistent above-market stock price returns (see Empirical Research 
Partners data chart in Paper 1 of this Series – The Importance of Idiosyncratic Risk and Return). 

Accepting the trade-off: efficiency versus strategic advantage 

It should be acknowledged this alternative approach comes with an important trade-off: it requires more 
effort - is less efficient - than the traditional funnel. 

Specifically, it requires: 

• Greater investment in research infrastructure and data sourcing 

• Broader domain expertise across multiple types of insight 

• More qualitative judgment and synthesis, which is not easily automated nor outsourced 

• A more flexible and decentralized research workflow 

In short, the process is more resource intensive. For firms used to processing hundreds of names per quarter 
through a linear research pipeline this may seem like a drawback but at Principal it is a cost we embrace in the 
pursuit of superior investment outcomes. 

In a marketplace saturated with efficiency and standardization, we think the ability to operate differently 
becomes a source of alpha in itself and the benefits of this convergent, uncorrelated alpha strategy 
significantly outweigh the efficiency drawback: 

 

1. Higher Hit rates: Ideas supported by multiple independent and uncorrelated sources tend to have higher 
success rates. Each source reduces the likelihood the opportunity is a false positive or based on biased inputs. 

2. Diversified Perspectives: This model draws from a wider range of fundamentally-orientated and behavioural 
information types leading to more holistic investment theses and better risk management. 

3. Human Insight as a Differentiator: Quantitative screens are now largely commoditized. What remains 
scarce is the ability to synthesize disparate information, think laterally, and draw connections others miss. 

4. Differentiated Outcomes: Because the process is rooted in uncorrelated idea generation, the resulting 
portfolio is less likely to overlap with consensus or benchmark holdings offering the potential to create 
unique portfolios generating differentiated alpha. 

5. Hard to Replicate: This framework creates a defensible competitive edge as it relies on a proprietary mix of 
data sources, insights, and analyst interpretation — all of which are difficult to mimic using public tools or 
standardized models. 

 

In this way, the greater resource intensity required is not a flaw but a key enabler allowing the investment 
process to drive the idiosyncratic outcomes representing the real benefit of an active management approach. 
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Conclusion: from filtering to triangulating 

As market complexity increases and traditional sources of edge erode, investors must rethink not just in what 
they invest but how they source, research and select ideas. 

The funnel model served a purpose in an era of data scarcity and information asymmetry. But in today’s 
landscape where data is abundant and investors frequently employ the same tools, we think the edge lies in a 
different direction. 

By embracing a framework drawing upon independent, uncorrelated sources of alpha and focusing on 
convergent signals, we shift the emphasis from filtering down to triangulating in. This approach is more 
resource-intensive — but it is also more selective, resilient, and ultimately more rewarding. 

In a world where everyone is trying to filter faster, we aim to see differently — and act only where the 
opportunity is strongest. 
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Risk Considerations 

Investing involves risk, including possible loss of principal. Past Performance does not guarantee future return. All financial investments 
involve an element of risk. Asset allocation and diversification do not ensure a profit or protect against a loss. Equity investments involve 
greater risk, including higher volatility, than fixed-income investments. Equity markets are subject to many factors, including economic 
conditions, government regulations, market sentiment, local and international political events, and environmental and technological issues 
that may impact return and volatility. International and global investing involves greater risks such as currency fluctuations, political/social 
instability and differing accounting standards.   

Important Information 

This material covers general information only and does not take account of any investor’s investment objectives or financial situation and 
should not be construed as specific investment advice, a recommendation, or be relied on in any way as a guarantee, promise, forecast or 
prediction of future events regarding an investment or the markets in general. The opinions and predictions expressed are subject to change 
without prior notice. The information presented has been derived from sources believed to be accurate; however, we do not independently 
verify or guarantee its accuracy or validity. Any reference to a specific investment or security does not constitute a recommendation to buy, 
sell, or hold such investment or security, nor an indication that the investment manager or its affiliates has recommended a specific security 
for any client account. Subject to any contrary provisions of applicable law, the investment manager and its affiliates, and their officers, 
directors, employees, agents, disclaim any express or implied warranty of reliability or accuracy and any responsibility arising in any way 
(including by reason of negligence) for errors or omissions in the information or data provided. 
This material may contain ‘forward-looking’ information that is not purely historical in nature and may include, among other things, 
projections and forecasts. There is no guarantee that any forecasts made will come to pass. Reliance upon information in this material is at 
the sole discretion of the reader. 
This material is not intended for distribution to or use by any person or entity in any jurisdiction or country where such distribution or use 
would be contrary to local law or regulation. 
This document is intent for use in:  • The United States by Principal Global Investors, LLC, which is regulated by the U.S. Securities and 
Exchange Commission. • Europe by Principal Global Investors (Ireland) Limited, 70 Sir John Rogerson’s Quay, Dublin 2, D02 R296, Ireland. 
Principal Global Investors (Ireland) Limited is regulated by the Central Bank of Ireland. Clients that do not directly contract with Principal 
Global Investors (Europe) Limited ("PGIE") or Principal Global Investors (Ireland) Limited (“PGII”) will not benefit from the protections 
offered by the rules and regulations of the Financial Conduct Authority or the Central Bank of Ireland, including those enacted under MiFID 
II. Further, where clients do contract with PGIE or PGII, PGIE or PGII may delegate management authority to affiliates that are not 
authorised and regulated within Europe and in any such case, the client may not benefit from all protections offered by the rules and 
regulations of the Financial Conduct Authority, or the Central Bank of Ireland.  In Europe, this document is directed exclusively at 
Professional Clients and Eligible Counterparties and should not be relied upon by Retail Clients (all as defined by the MiFID). •United 
Kingdom by Principal Global Investors (Europe) Limited, Level 1, 1 Wood Street, London, EC2V 7 JB, registered in England, No. 03819986, 
which is authorized and regulated by the Financial Conduct Authority ("FCA"). • This document is marketing material and is issued in 
Switzerland by Principal Global Investors (Switzerland) GmbH. • United Arab Emirates by Principal Investor Management (DIFC) Limited, 
an entity registered in the Dubai International Financial Centre and authorized by the Dubai Financial Services Authority as an Authorised 
Firm, in its capacity as distributor / promoter of the products and services of Principal Asset Management. This document is delivered on an 
individual basis to the recipient and should not be passed on or otherwise distributed by the recipient to any other person or organisation. 
•Singapore by Principal Global Investors (Singapore) Limited (ACRA Reg.No.199603735H), which is regulated by the Monetary Authority of 
Singapore and is directed exclusively at institutional investors as defined by the Securities and Futures Act 2001. This advertisement or 
publication has not been reviewed by the Monetary Authority of Singapore.  • Australia by Principal Global Investors (Australia) Limited 
(ABN 45 102 488 068, AFS Licence No. 225385), which is regulated by the Australian Securities and Investments Commission and is only 
directed at wholesale clients as defined under Corporations Act 2001. • Hong Kong SAR by Principal Asset Management Company (Asia) 
Limited, which is regulated by the Securities and Futures Commission. This document has not been reviewed by the Securities and Futures 
Commission. This document may only be distributed, circulated or issued to persons who are Professional Investors under the Securities and 
Futures Ordinance and any rules made under that Ordinance or as otherwise permitted by that Ordinance. •Other APAC Countries/ 
Jurisdictions. This material is issued for Institutional Investors only (or professional/sophisticated/qualified investors, as such term may 
apply in local jurisdictions) and is delivered on an individual basis to the recipient and should not be passed on, used by any person or entity 
in any jurisdiction or country where such distribution or use would be contrary to local law or regulation. 

Principal Global Investors, LLC (PGI) is registered with the U.S. Commodity Futures Trading Commission (CFTC) as a commodity trading 
advisor (CTA), a commodity pool operator (CPO) and is a member of the National Futures Association (NFA). PGI advises qualified eligible 
persons (QEPs) under CFTC Regulation 4.7. 
© 2025 Principal Financial Services, Inc., Principal®, Principal Financial Group®, Principal Asset Management, and Principal and the logomark 
design are registered trademarks and service marks of Principal Financial Services, Inc., a Principal Financial Group company, in various 
countries around the world and may be used only with the permission of Principal Financial Services, Inc. Principal Asset ManagementSM is a 
trade name of Principal Global Investors, LLC.  
Principal Equities is an investment team within Principal Global Investors.  
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