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Active strategies

• The goal of active equity management is to beat a benchmark 
portfolio, net of transaction costs, on a risk-adjusted basis

• The job is not easy as average active funds collect total expense ratio 
around 1% to 2%

• In the long term, less than 15% of active funds can outperform their 
benchmark portfolios



Active strategies

Source: https://www.spglobal.com/spdji/en/documents/spiva/spiva-us-year-end-2020.pdf



Active strategies

Source: https://novelinvestor.com/sector-performance/



Active portfolio strategies

• Fundamental analysis

• Bottom up (e.g., stock undervaluation/overvaluation)

• Top down (e.g., asset class rotation, sector rotation)

• Technical analysis

• Continuation or price momentum

• Contrarian or reversal strategy

• Factor investing and anomalies

• Style factors (e.g. size, value, company quality)

• Calendar effects (e.g., weekend, January)

• Information effects (e.g., neglect)



Active strategies

Fundamental strategies

• Try to time equity market

• Shift funds among different equity sectors and industries (e.g. financial 
stocks, technology stocks, consumer cyclicals) or among investment 
styles (e.g. large cap, small cap, value, growth)

• Large-cap growth stocks did very well in 1997-1999 and 2017-2020, 
whereas small-cap value outperformed in 2000-2007

• Attempt to find undervalued stocks



Fundamental analysis – Bottom-up strategies

• Fundamental or discretionary investing remains one of the prevailing 
philosophies of active management

• The strategies begin with data at the individual asset and company 
level, such as price momentum and profitability

• Analysts identify companies with strong or weak fundamentals through 
each company’s industry, product lines, business plan, management 
abilities, and financial strength

• Then conduct economic and financial analysis to assess the intrinsic 
value of a company and compares that value with the current market 
price to determine which stocks are undervalued or undervalued



Fundamental analysis – Bottom-up strategies

Fundamental investors focus on the following parameters

• Business model and branding

• Competitive advantages

• Company management and corporate governance



Fundamental analysis – Bottom-up strategies

Value-based approaches – Aim to buy stocks that are trading at a 
significant discount to their estimated intrinsic value

• Relative value – P/E, P/CF, P/B, etc.

• High-quality value – Consistent earnings power, above-average ROE, 
financial strength, exemplary management, etc.

• Income investing – High dividend yields and positive dividend growth 
rates

• Deep value investing – Undervalued companies that are available at 
extremely low valuation relative to their assets

• Focus on share price in anticipation of a market correction and, 
possibly, improving company fundamentals



Fundamental analysis – Bottom-up strategies

Source: Portfolio management in practice, Volume 3 (Equity portfolio management)



Fundamental analysis – Bottom-up strategies

Growth-based approaches – Focus on companies that are expected to 
grow faster than their industry or faster than the overall market, as 
measured by revenues, earnings, or cash flow

• High-quality companies with rapid EPS growth

• Compared to value-based investors, growth-based investors have a 
higher tolerance for above-average valuation multiples

• Focus on the current and future economic “story” of a company, 
with less regard for share valuation



Fundamental analysis – Bottom-up strategies

Source: Portfolio management in practice, Volume 3 (Equity portfolio management)



Fundamental analysis – Bottom-up strategies

Source: https://www.bailliegifford.com/en/usa/professional-investor/literature-library/funds/mutual-funds/factsheets/baillie-gifford-long-term-global-growth-fund-share-class-institutional-factsheet/



Fundamental analysis – Bottom-up strategies

Source: https://www.bailliegifford.com/en/usa/professional-investor/literature-library/funds/mutual-funds/factsheets/baillie-gifford-long-term-global-growth-fund-share-class-institutional-factsheet/



Fundamental analysis – Top-down strategies

The strategies use an investment process that begins at a top or macro 
level such as macroeconomic environment, demographic trends, and 
government policies

• Use futures contracts, ETFs, swaps, and custom baskets of individual 
stocks to capture macro dynamics and generate portfolio returns

• Often used with bottom-up strategies: Portfolio strategist set the target 
country and sector weights -> Portfolio mangers then construct stock 
portfolios that are consistent with these preset weights

• Country and geographic allocation

• Sector and industry rotation

• Thematic investment strategies



Fundamental analysis – Top-down strategies

Source: https://www.bailliegifford.com/en/usa/professional-investor/literature-library/funds/mutual-funds/factsheets/baillie-gifford-long-term-global-growth-fund-share-class-institutional-factsheet/



Fundamental analysis – Process

1. Define investment universe

2. Prescreen the investment universe to obtain a manageable set of 
securities

3. Understand the industry and business by performing

• Industry and competitive analysis

• Analysis of financial reports

4. Forecast company performance, most commonly in terms of cash flows 
or earnings

5. Convert forecasts to valuations

6. Construct a portfolio of these investments with desired risk profile

7. Rebalance the portfolio with buy and sell disciplines



Fundamental analysis – An example

1. S&P500

2. Exclude stocks with high P/E multiples and high debt-to-equity 
ratios

3. Understand the industry and business by performing

• Industry and competitive analysis

• Analysis of financial reports

4. Forecast company performance, most commonly in terms of cash flows 
or earnings

5. Convert forecasts to valuations

6. Take active exposures in energy, financial, and real estate sectors

7. Rebalance the portfolio with buy and sell disciplines



Technical strategies

• A price momentum strategy assumes that past stock price trends will 
continue in the same direction

• Investors underreact to the arrival of new information

• A contrarian investment strategy believe that past stock price trends 
will reverse themselves

• DeBondt and Thaler (1985) show that portfolios of stocks with worst 
market performance over the prior three years (losers) can outperform 
the winner portfolio



Source: https://www.ishares.com/us/literature/fact-sheet/mtum-ishares-msci-usa-momentum-factor-etf-fund-fact-sheet-en-us.pdf



Source: https://www.portfoliovisualizer.com/

Technical strategies



Factor investing

• Factor-based investment strategies emphasize certain characteristics of 
a collection of stocks – such as firm size, relative valuation, low 
return volatility, or company quality – that are believed to produce 
higher risk-adjusted returns

• The risk premia associated with these factors allow the investor to earn 
superior returns with better diversification than holding a traditional 
passive index fund

• These factors also appear as risk factors in expanded versions of the 
CAPM to adjust for systematic risk exposures

• Therefore, factor investing is also called a smart beta approach



Source: https://www.plsa.co.uk/portals/0/Documents/0629-Factor-Investing-2017-Made-Simple.pdf

Factor investing



Source: https://www.portfoliovisualizer.com/

Factor investing



Source: https://www.portfoliovisualizer.com/

Factor investing



Source: https://www.portfoliovisualizer.com/

Factor investing



Sources of active returns

• Strategically adjusting the active weights of the stocks to create long-
term exposures to rewarded factors

• Tactically adjusting the active weights of the stocks using fund 
manager’s skills/expertise in identifying mispricing in stocks (stock 
selection), sectors, rewarded risks (factor timing), to generate alpha



Sources of active returns – Rewarded factors

Source: Portfolio management in practice, Volume 3 (Equity portfolio management)



Sources of active returns – Rewarded factors

Source: Portfolio management in practice, Volume 3 (Equity portfolio management)



Sources of active returns - Alpha

Source: Portfolio management in practice, Volume 3 (Equity portfolio management)



Measuring active management – Active share

• Active Share is the percentage of the fund’s portfolio that differs from 
the fund’s benchmark index
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• If a portfolio has an active share of 0.50, we can conclude that 50% of 
the allocation positions of this portfolio are identical to that of the 
benchmark and 50% are not

• For an all-equity mutual fund that has no leveraged or short positions, 
the Active Share of the fund will always be between 0% and 100%

• Active Share is a reasonable proxy for stock selection



Measuring active management – Active risk

• We can calculate active risk or tracking error (the risk of performing 
differently from the benchmark) as 
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• Tracking error measures the volatility of the fund that is not explained 
by movements in the fund’s benchmark index

• Tracking error is a proxy for systematic factor risk (including region 
and sector bets)



Measuring active management

Source: Cremers and Petajisto (2009)



Measuring active management

Source: Petajisto (2013)



Active management – An example

• To maximize utility based on active return and active risk
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• Randomly assign weight in the portfolio to seed the optimization

• Set following constraints
• Market cap within +/- 10% of the index

• P/B within +/- 10% of the index

• Sector allocation not exceeding 10% of the index

• Summation of weight = 100%

• Non-negative weights or minimum/maximum weights

• Solve for weights



Active management – An example

Source: Datastream, Author’s calculation



Active management – An example

Source: Datastream, Author’s calculation


