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Equity investing:
Relevant terms for investing in equities 

• Portfolio managers who use a fundamental approach attempt to 
predict future developments by means of company-related and 
macroeconomic data. 

• Quantitative approach uses mathematical methods and algorithms to 
select securities. It relies on computerised stock selection models that 
identify buy and sell signals from large amounts of data. Includes 
excursus on factor investing. 

• Active share is a metric that reflects a portfolio manager’s level of 
activity. It shows the extent to which the composition of a portfolio 
differs from that of a benchmark index as a result of active fund 
management decisions.

• The P/E ratio measures a company´s current share price relative to its 
per-share earnings. P/B ratio is the share price in relationship to the 
book value per share. The Shiller P/E ratio considers the 10-year 
inflation-adjusted earnings average.

• The dividend yield indicates the dividend amount proportional to the 
current share price in percentage terms. By contrast, the personal 
dividend yield is calculated on the basis of the share price at which 
the investor bought the share.
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There are basically two different approaches in portfolio management: fundamental and 
quantitative. Fundamental analysis aims to predict future developments on the basis of 
fundamental company data and personal assessments. By contrast, the quantitative approach 
relies on computerised mathematical models that identify buy and sell signals from large 
amounts of data. 

In the current low-interest-rate environment, it is difficult to achieve 
reasonable returns without equity investments. If you want to invest  
in equities through a fund, you quickly encounter terms such as 
fundamental versus quantitative approach in portfolio management; 
active share; P/E ratio or dividend yield. But what does it all mean?  
In order to make an informed decision, investors should understand 
what such terms mean – and what their advantages and disadvantages 
are, as well as their limits. In the following paper, these terms are 
explained in more depth. 

Fundamental versus 
quantitative:  
Two types of portfolio 
management

Fundamental-oriented portfolio management is the traditional approach to asset management 
and already existed before the computer age. The approach still has some advantages. Fund 
managers do not rely on historical data sets alone. They can react quickly and flexibly to changed 
market conditions and can better anticipate trends because of their experience and personal 
impressions from discussions with the company. Particularly in markets with lower information 
efficiency, personal assessments can be an advantage and lead to a better return compared with 
the general market. Advocates of this approach also see the clear, personalised performance 
responsibility as an advantage. However, investment decisions also can be shaped very 
subjectively on the basis of limited information.  
 

Basic knowledge

Fundamental active portfolio management
Fundamental-oriented fund managers make investment decisions mainly on the basis of 
fundamental data. That means, they analyse key company figures from balance sheets and 
annual reports, including sales and earnings, cashflow, business outlooks or market share. 
However, they also speak with managers and conduct on-site inspections of companies. Typically 
every single location is carefully examined, which is how portfolio managers – ideally – get to 
know companies very well. The economic and political environment is also observed, as well as 
the capital market as a whole. In other words, fundamental-oriented fund managers often 
combine “bottom-up” research at the company level with “top-down” research at the 
macroeconomic and industry level. As a result, earnings estimates and share-price targets – or 
“fair” values – are calculated, and decisions are made to buy or sell.

Figure 1: The fundamental approach: The person decides

 

Source: Invesco. Schematic representation for illustration purposes only.

Typical advantages:
• Profound knowledge of 

individual companies and their 
markets

• New lifestyle trends/consumer 
habits can be recognised early

• Possible index outperformance 
through information advantage

• Quick reaction to changes
• Clear, personalised 

performance responsibility

Typical disadvantages:
• Data volumes which can be 

accounted for are limited
• Potential for negative effects 

from subjective and emotional 
investment decisions 

• Decisions not easily 
reproducible and scalable
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The quantitative approach emerged more recently and was only made possible by the advent of 
computers. But it can also be seen as an answer to subjectively shaped, fundamental-based 
investment decisions, which critics claim have often contributed to the formation of market 
bubbles in the past because even professional portfolio managers are not immune to the risks 
described in behavioural finance research.

Basic knowledge

Quantitative portfolio management
Quantitative active portfolio management relies on computer-assisted investment decisions.  
It is based on large volumes of market information from which buy and sell signals are derived. 
Behind this approach is the expectation that historical connections between share prices and 
certain influencing variables can continue into the future. Intuitive and subjective assessments 
play no role; irrationality should be eliminated as the selection is left to the computer. In this way, 
the investment decision is consistent, scalable and repeatable in every single case. The data that 
flow into the computer’s algorithm are basically no different to the data that fundamental-
oriented portfolio managers look at. For example, earnings and sales, dividend yields or volatility 
are often considered in the process.  
The extremely large volume of information that is processed and the absence of subjective 
evaluations make the difference.

Figure 2: The quantitative approach: Computer-assisted investment

Source: Invesco. Schematic representation for illustration purposes only.

Typical advantages:
• Large volumes of data and 

therefore potential alpha 
sources which can be 
accounted for

• Objective, non-intuitive and 
rational investment decisions

• Decisions are consistent, 
easily reproducible and 
scalable

Typical disadvantages:
• Mainly historical data used as a 

basis: Trend changes can be 
overlooked

• Complex mathematical 
algorithms may not be easily 
comprehensible

• No personalised performance 
responsibility

Quantitative portfolio management has the benefit that computer-assisted systems can process 
much larger amounts of company-specific and economic data than an individual person or even  
a group of portfolio managers. The essential difference between quantitative portfolio 
management and traditional approaches mostly lies in the abundance of data and the rigour  
with which the performance indicators are evaluated. As a result, hidden “treasures” can also  
be discovered, which may have been overlooked using the traditional approach. Subjective 
preferences play no role – for example, a bias towards local companies (home bias) or large 
companies (large caps) – because selections are made consistently in accordance with the 
performance indicators. 
 
However, there is some criticism of the strong orientation towards historical data since only this 
information can be computerised. Furthermore, investment decisions are based on complex 
mathematical algorithms which may not be easily comprehensible by investors, according to the 
critics. 
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Excursus

What is factor investing?

Factor investing in its most basic form is just investing in a group of stocks with similar 
quantifiable characteristics. Grouping together stocks with, for example, low P/E ratios,  
low volatility, high dividend yields or low market capitalisation constitutes factor investing. 
 
However, very often these single bottom-up criteria are combined to build aggregate  
factors such as: 

• Value: grouping stocks with attractive valuations
• Momentum: reflecting price and/or earnings dynamics
• Quality: profitability and/or management quality and/or balance sheet strength
• Growth: sales, earnings & cash flow growth among others 

The respective definitions of factors differ quite substantially within the broad variety of 
strategies and products in this investment space. Active managers may follow approaches  
built on deeply researched proprietary factor definitions. 
 
The term factor investing has been spreading across equity markets in recent years, appearing 
under various different labels such as style investing, risk premium investing, (active) smart  
beta and alternative indexing among others. While all of these labels may differ slightly in  
terms of how the attractiveness of factors is explained and as to how actively the corres- 
ponding factor strategies are managed, these various labels support the fact that factor returns 
contribute to a large extent to the active returns in equity markets. An interesting implication of 
factor investing approaches is that they do not usually build on portfolio managers’ discretionary 
stock picking skills, but on the evidence that exposures to certain factors can result in 
outperformance in the long run. Many passive products like smart beta indices/ETFs utilise 
exactly this finding.

Active share:  
How active is a fund 
manager really?

With the onset of the financial crisis, quantitative approaches in particular came in for some 
criticism, but both approaches have advantages and disadvantages. For this reason, attempts are 
sometimes made these days to combine both approaches, so quantitative strategies are included 
in fundamental-oriented funds to make a preliminary selection from the investment universe. Or 
quantitatively managed funds also provide some scope for the fundamental-based decisions of 
fund managers.

Value Momentum Quality Growth

Both considered approaches – fundamental and quantitative portfolio management – aim to 
select equities for a portfolio that deviate from the benchmark index. Therefore, they describe 
variations of active portfolio management. In recent years, however, passive investment 
instruments, such as ETFs, have recorded large inflows. Their success is based on the fact that 
they try to track the performance of equity indices as transparently and cost-effectively as 
possible. In comparison with these investment options, some actively managed funds, in 
particular, have been subject to criticism for “sticking” to an index when selecting their individual 
securities despite their supposedly “active” approach.  
 
But how about fund managers’ actual activity level? Are they – more or less – tracking an index 
or are they pursuing their own strategy? In order to measure this, the concept of active share 
was developed.  
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Figure 3: Active share

Source: Invesco. Schematic represantation for illustrative purposes only (compare Cremers/Petajisto1)

Basic knowledge

Active share
The active share is the indicator for the activity level of a portfolio manager and indicates the 
extent to which the securities in a fund deviate from the composition of a benchmark index. 
Therefore, the active share makes it clear whether a fund is purely an index fund, a closet tracker, 
a moderately active fund or a true stock picker. The active share is expressed as a percentage 
between 0% and 100%. A portfolio with an active share of 0% is identical to an index portfolio, and 
one with an active share of 100% diverges from the index completely. The term was coined in 2009 
by two Yale University academics, Martijn Cremers and Antti Petajisto. In their studies1, Cremers 
and Petajisto came to the conclusion that a higher active share is a prerequisite for a higher return. 
Actively managed US equity portfolios between 1980 and 2003 formed the basis of their studies.

To calculate the active share, you take  
the absolute differences between the 
weighting of each security in the fund in % 
(Wfund,i) and in the benchmark (Windex,i), 
add them together, and divide the result 
by 2.

The formula Application: Classification of fund types

Active 
Share ∑

i=1

N

Wfund,i – Windex,i
1
2
–

Active share

100%

0 %

Pure index funds, which 
should track the index as 
closely as possible.

A typical “stock picker” that 
selects individual stocks 
with good prospects  
and diverges significantly 
from the index’s weightings.

=

Lower active share Higher active share

1Cremers, K.M.J & Petajisto, A. (2009) „How Active is your manager? A new measure that predicts performance”.  
Petajisto, A (2013) „Active Share and mutual fund performance” Financial Analysts Journal Vol 69, Number 4.

Generally, the active share is a meaningful indicator and is convincing in its simplicity. However, 
it also has its limitations. The active share level depends on the underlying index. In particular, 
indices that have few securities – as is the case, for example, with country indices that have 
companies with large market capitalisations (such as the DAX-30) – it is almost impossible, due to 
the relatively high individual weightings of the securities, to achieve a very high active share in a 
meaningful way. A high active share is, however, not a guarantee of good performance. It just 
provides information about how much a fund deviates from an index and in this sense is actively 
managed.  
 
Therefore, when assessing a fund, investors should not rely on the active-share figure alone. 
There are other influencing factors that are important to achieve success, such as costs or the 
capabilities of the fund manager. Other performance indicators that should also be given 
attention include the tracking error (see investmentcampus/risk management 1). Unlike the 
active share, the tracking error also provides information on the yield difference between the 
fund and the benchmark index, while the active share only shows the difference between the 
fund’s existing structure and that of the underlying index. 
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The active share is a relatively new indicator to classify a fund manager’s performance. For 
individual equities, however, there are already a series of valuation indicators – “multiples” – 
which have existed for a long time and have become the general standard for stock valuations. 
However, investors are again well-advised to carefully observe the limits of each indicator’s 
significance.  
 

Valuation indicators: 
P/E ratio, P/B ratio 
and Shiller P/E ratio

Basic knowledge

Equity valuation metrics
The most widely used valuation metric for equities is the price/earnings ratio. The P/E ratio tells the 
investor how many times a stock is trading per each euro of earnings per share. The lower the P/E 
ratio, the cheaper the stock is. An extension of that is the Shiller P/E ratio (CAPE = Cycle Adjusted 
Price Earnings Ratio), which aims to smooth out fluctuations by considering of average earnings 
over the past 10 years and adjusting for inflation. The price-to-book ratio, an inner-value-oriented 
indicator, expresses the relationship of the share price to the book value per share. The book value 
is ultimately a company’s equity, for example in the form of machinery or factory buildings, 
meaning its assets. The same applies here: The lower the P/B ratio, the cheaper the stock is 
thought to be.

Figure 4a: Calculation of the P/E ratio

Figure 4b: Calculation of the P/B ratio

Figure 4c: Calculation of the Shiller P/E ratio

Example: If a company has achieved a profit of 5 euros per share and the current share price is 60 euros, then the P/E 
ratio is 12. This means that it would take the company 12 years to generate today’s current value of its shares in the 
form of earnings, assuming that earnings remain constant over that period.

Example: If a company has 6 billion euros in equity, according to its annual accounts, and 300 million shares 
outstanding, then the book value per share is 20 euros. If the current share price is 25 euros, the P/B ratio is 1.25.  
A P/B ratio of less than 1 would mean that the company’s stock is trading below its “net asset value.”

P/E ratio  = 

P/B ratio  = 

Shiller P/E ratio  = 

share price
earnings per share

share price
company’s book value per share

Inflation-adjusted share price  
the arithmetic mean of inflation-adjusted earnings over the past 10 years

The P/E ratio, P/B ratio and Shiller P/E ratio are known as “multiples” – the multiple of a basic value 
like earnings or book value. For the assessment of a company’s stock or a comparison of several 
companies’ stocks, they are helpful, but they also have limitations. For example, the P/E ratio is 
usually based on earnings estimates for the current or coming year. Estimates can, however, be 
wrong, so the P/E ratio can send false signals if that is the case. Companies with high double-digit 
P/E ratios are also not always excessively priced. They may simply be growing rapidly. A low P/E 
ratio should also not always be considered a buy signal: Under some circumstances, the share price 
has already dropped because significantly lower earnings are expected for the future. The Shiller 
P/E ratio (CAPE ratio or P/E 10), developed by Nobel Prize winner Robert Shiller, is supposed to 
balance out the deficiencies of the standard P/E ratio. The Shiller P/E ratio considers the average 
earnings of the past 10 years and also adjusts the earnings for inflation. This series of earnings is 
considered in relation to the current share price. Therefore, the Shiller P/E ratio allows a view that 
is more independent from short-term events when evaluating equities as well as entire markets, 
and it is considered more reliable. 
 
Likewise, caution is warranted with the P/B ratio. For example, a P/B ratio of >1 can be produced 
when a company is expected to generate earnings in the future, which increase the company’s 
assets and therefore justify a higher valuation. By contrast, a P/B ratio of <1 indicates that 
investors fear future losses under some circumstances, which would erode equity. Critics of the 
P/B ratio, as a performance indicator, claim that the book value can be manipulated, for example, 
by recording outdated, excessively high prices for real estate assets in the accounts.
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Dividend yield: The 
earnings distribution  
in relation to the  
share price Figure 5: What is the personal dividend yield?

Source: Invesco. Schematic representation for illustration purposes only.

Basic knowledge

Dividend yield and personal dividend yield
The dividend yield is an important factor in equity valuations. It expresses the dividend amount 
proportional to the share price as a percentage. Published dividend yields usually refer to the 
most recently paid dividends. By contrast, analysts mostly use the distribution payments 
expected for the future when evaluating a stock. If an investor uses the price at which he 
purchased the stock instead of the current share price, he receives his personal dividend  
yield. He can, for example, compare this figure with the interest payments on a fixed-income 
investment. However, unlike interest income from bonds, which usually carry a firm promise  
of payment (providing the securities are held until maturity), dividend yields include no such 
promise. Dividends can turn out to be lower than in previous years or even omitted altogether. 
They also experience heavy fluctuations along with the share price.

Here is how the dividend 
yield is calculated:

Personal dividend yield
(share purchased at 50 euros)

Personal dividend yield
(share purchased at 80 euros)

Assumed dividend = 4 euros Assumed dividend = 4 euros

Dividend per share
Share price x 100 % x 100 % = 8 %

4 Euro
50 Euro

4 Euro
80 Euro

x 100 % = 5 %

Apart from the outlook for potential share price gains, investors place value in another income 
component of an equity investment: the dividends that shareholders receive from companies. 
While the “multiples” are indicators that can help to estimate the potential for share price gains, 
another indicator is used for the income aspect of an equities investment: the dividend yield. 

 
On its own, the current dividend paid by a company to its shareholders is of little significance. For 
example, investors should question whether the dividend is actually paid from the operating profits 
of a company or from its assets. A current high dividend yield can even be a warning signal since 
the shareholder also bears the business risk. If the company is being drained and the net asset 
value declines, this usually has a very negative effect on the share price in the longer term. 
 
Estimates of future dividends are also only partially helpful because every estimate involves the 
risk that it will turn out to be wrong. However, if a dividend yield remains high over the long term 
and even grows steadily, this can be a favourable sign for a stock and indicate a company’s 
shareholder-friendly dividend policy. 
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