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What do investors want from active managers?
The trinity of alpha: positive, reliable, uncorrelated
Investors want alpha that is: 1) positive, 2) reliable and 3) preferably
uncorrelated to underlying benchmarks and other active strategies.
Pure alpha must be achieved without any persistent risk-factor tilts,
such as beta above one or a small size or value tilt vs. benchmark.
Investors know that producing such alpha is challenging and that
it takes specialized skills to achieve. Thus, they expect rigor in the
investment process and transparency in the objectives, including
targets for the alpha and risks (tracking error) of the active strategy
overall and each segment or layer of the strategy. Knowing how
much alpha and risk should come from stock picking vs. sector tilts
or market timing, or anything else, helps investors build a portfolio
of active strategies.
Alpha is more valuable when reliable, so sophisticated investors
focus on the information ratio. The information ratio is alpha divided
by tracking error. Thus, it gauges alpha vs. reliability as tracking
error is the standard deviation or reliability of alpha. An information
ratio above the long-term sharpe ratio of the underlying benchmark
is very valuable. Note that a low tracking error doesn't mean that
alpha is normally low. It just indicates the active risk via alpha
volatility.

In a nutshell
• The trinity of Alpha: positive,
reliable, uncorrelated
• A rigorous investment
process considers macro
and micro factors as
well as fundamental and
quantitative assessment
• Every deviation from
benchmark should be for a
well-justified fundamental
reason
• Portfolio-risk-attribution
tools help to identify and
optimize the risks in a
portfolio
• Systematic vs. discretionary
active strategies are not so
dissimilar when done well
• Active share and
concentration are descriptive
but not performance or risk
metrics

A rigorous investment process: macro + micro and fundamental
+ quantitative
We think active equity strategies should be based on fundamental
analysis of macro and micro issues that determine value and
influence total-return potential in a conceptually robust way. We
do not rely on technical or just empirical analysis. We believe
that fundamental analysis is most effective and efficient when
implemented in a well-organized research framework and decisionmaking process. A process that includes quantitative tools that
organize data to help identify and forecast the drivers of value.
Such quantitative tools include many information databases and
metrics organized for screening purposes, factor-based ranking,
discounted-cash-flow (DCF) models, etc.
Every deviation from benchmark should be for a well-justified
fundamental reason
Every deviation from benchmark should be for a well-justified
fundamental reason that aligns with where that deviation occurs
from top to bottom. Beta deviations for macro reasons and relative
asset-class preferences, sector deviations for sector-level reasons
and relative sector preferences, and securities-weight deviations
for micro and relative stock-specific preferences. Every overweight
comes with an underweight, so both sides of any deviation must
be justified.
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Micro reasons include industry trends and company-specific
operating and financial forecasts. Macro reasons include views
on the economy, inflation, interest rates, currencies, commodities,
capital expenditure (capex) and credit conditions, etc. Macro
considerations, including the relative valuations of other asset
classes and key asset-class sub-segments, tend to determine
desired asset-class or beta exposure and also equity-sector and
other macro factor tilts in the portfolio. Micro considerations,
including the relative valuation of securities, tend to determine
the stocks selected within sectors and within other macro-factor
clusters. We refrain from sector or macro-factor tilts for bottom-up
reasons, but this can be justified if the micro assessment of largeweight companies warrants it.
Portfolio-risk-attribution tools help to identify and optimize the
risks in a portfolio
Bottom-up and top-down methods work best in their respective
areas of benchmark deviation and will complement each other
when they meet in the middle. Understand all risks in a portfolio
from both its top-down and bottom-up architecture. Quantitative
portfolio-construction tools help ensure that all tilts from the top
to the bottom of the benchmark are as intended and within risk
budgets.
Systematic vs. discretionary active strategies: Not so dissimilar
when done well
Both systematic and discretionary active strategies seek alpha
vs. benchmarks. Like our discretionary strategies, our systematic
strategies are based on fundamental frameworks. Systematic
investing can be thought of as the codification of a fundamental
portfolio manager's (PM) decision-making process. Systematic
strategies can be well-suited for investing in core and value
categories, whereas more PM discretion is often required with
growth stocks. Systematic strategies are usually better suited for
well-diversified portfolios from large eligible investment universes
of mature industry stocks with long operating and valuation
histories. More concentrated portfolios tend to require more PM
discretion. Discretionary strategies are usually better suited with
smaller and newer companies with short operating and valuation
histories.
Active share and concentration are descriptive, but not
performance or risk metrics
Active share is not a reliable indication of likely alpha or even active
risk, in our view. We believe 'where different from benchmark'
is more important than 'how much different'. Different in the
right places counts. Active management should be selective and
deliberate in its deviations from benchmark. The two ways to raise
active share are to underweight big-benchmark-weight stocks or
to be concentrated. But underweighting big-weight stocks must
be fundamentally justified, not automatic. Concentration is a twoedged sword. It also usually adds volatility to performance and
makes it harder for investors to distinguish luck from skill. It makes
sense to budget tilt sizes vs. benchmark weights on conviction, but
it is wise to balance concentration and contrarianism.
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Glossary
Active Share
Active Share measures the percentage of stock holdings in a
manager's portfolio that differ from the benchmark index. Active
Share is calculated by taking the sum of the absolute value of the
differences of the weight of each holding in a portfolio versus the
weight of each holding in the benchmark index and dividing by two.
Alpha
Alpha refers to returns in excess of a benchmark’s return.
Beta
Beta is a measure of volatility that captures a security's systematic
risk according to the capital asset pricing model.
Capital expenditures (capex)
Capital expenditure (Capex) are funds used by a company to
acquire or upgrade physical assets such as property, industrial
buildings or equipment.
Concentration
Portfolio concentration measures single stock exposures of a
portfolio. There are different metrics to measure concentration. A
few examples are:
(1) Concentration ratios, calculated as aggregate weight of a given
number (3, 5, 10, etc.) of stocks in the portfolio;
(2) Acar-Bhatnagar concentration index is a measure of market
concentration. It has two alternative approaches: (i) A calibrated
summation of the absolute departures from the uniform distribution
case (A1); and (ii) A summation of the absolute differences among
segment shares Pi and Pj (A2).
(3) The Herfindhal-Hirschman Index (HHI) is a measure of market
concentration by summing up the square of each stock’s weight in
a portfolio. The HHI index is always below 1 and a number close to
1 indicates high concentration.
Contrarian
Contrarian investing is an investment strategy that is characterized
by positioning oneself in the opposite direction of prevailing
sentiment.
Discounted cash flow (DCF)
Discounted cash flow is a method used to gauge the value of
a company by finding the present value of projected future cash
flows.
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Inflation
Inflation is the rate at which the general level of prices for goods
and services is rising and, subsequently, purchasing power is
falling.
Information Ratio
Information Ratio is excess return (Alpha) divided by Tracking
Error. It is a measure of a portfolio manager’s ability to generate
excess returns and the consistency of such.
Sharpe Ratio
The sharpe ratio puts an asset's excess return (the return above
the risk-free rate) in relation to the asset's risk as measured by its
standard deviation.
Standard deviation
Standard deviation is often used to represent the volatility of an
investment. It depicts how widely an investment’s returns vary from
the investment’s average return over a certain period.
Tracking Error
Tracking error is an unwanted deviation between, for example, an
index fund and a portfolio.
Volatility
Volatility is the degree of variation of a trading-price series over
time. It can be used as a measure of an asset's risk.
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Important Information – EMEA
The following document is intended as marketing communication.
DWS is the brand name under which DWS Group GmbH & Co.
KGaA and its subsidiaries operate their business activities. Clients
will be provided DWS products or services by one or more legal
entities that will be identified to clients pursuant to the contracts,
agreements, offering materials or other documentation relevant to
such products or services.
The information contained in this document does not constitute
investment advice.
All statements of opinion reflect the current assessment of DWS
Investment GmbH and are subject to change without notice.
Forecasts are not a reliable indicator of future performance.
Forecasts are based on assumptions, estimates, opinions and
hypothetical performance analysis, therefore actual results may
vary, perhaps materially, from the results contained here.
Past performance, [actual or simulated], is not a reliable indication
of future performance.
The information contained in this document does not constitute a
financial analysis but qualifies as marketing communication. This
marketing communication is neither subject to all legal provisions
ensuring the impartiality of financial analysis nor to any prohibition
on trading prior to the publication of financial analyses.
This document and the information contained herein may only be
distributed and published in jurisdictions in which such distribution
and publication is permissible in accordance with applicable law in
those jurisdictions. Direct or indirect distribution of this document is
prohibited in the USA as well as to or for the account of US persons
and persons residing in the USA.
DWS Investment GmbH 2019
Important Information – UK
Issued in the UK by DWS Investments UK Limited. DWS
Investments UK Limited is authorised and regulated by the Financial
Conduct Authority (Registration number 429806).
DWS is the brand name of DWS Group GmbH & Co. KGaA.
The respective legal entities offering products or services under
the DWS brand are specified in the respective contracts, sales
materials and other product information documents. DWS, through
DWS Group GmbH & Co. KGaA, its affiliated companies and its
officers and employees (collectively “DWS”) are communicating
this document in good faith and on the following basis.
This document is a financial promotion and is for general
information purposes only and consequently may not be complete
or accurate for your specific purposes. It is not intended to be an
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offer or solicitation, advice or recommendation, or the basis for
any contract to purchase or sell any security, or other instrument,
or for DWS to enter into or arrange any type of transaction as
a consequence of any information contained herein. It has been
prepared without consideration of the investment needs, objectives
or financial circumstances of any investor.
This document does not identify all the risks (direct and indirect)
or other considerations which might be material to you when
entering into a transaction. Before making an investment decision,
investors need to consider, with or without the assistance of
an investment adviser, whether the investments and strategies
described or provided by DWS, are suitability and appropriate,
in light of their particular investment needs, objectives and
financial circumstances. We assume no responsibility to advise the
recipients of this document with regard to changes in our views.
We have gathered the information contained in this document
from sources we believe to be reliable; but we do not guarantee
the accuracy, completeness or fairness of such information and it
should not be relied on as such. DWS has no obligation to update,
modify or amend this document or to otherwise notify the recipient
in the event that any matter stated herein, or any opinion, projection,
forecast or estimate set forth herein, changes or subsequently
becomes inaccurate.
DWS does not give taxation or legal advice. Prospective investors
should seek advice from their own taxation agents and lawyers
regarding the tax consequences on the purchase, ownership,
disposal, redemption or transfer of the investments and strategies
suggested by DWS. The relevant tax laws or regulations of the tax
authorities may change at any time. DWS is not responsible for
and has no obligation with respect to any tax implications on the
investment suggested.
This document contains forward looking statements. Forward
looking statements include, but are not limited to assumptions,
estimates, projections, opinions, models and hypothetical
performance analysis. The forward looking statements expressed
constitute the author‘s judgment as of the date of this document.
Forward looking statements involve significant elements of
subjective judgments and analyses and changes thereto and/
or consideration of different or additional factors could have
a material impact on the results indicated. Therefore, actual
results may vary, perhaps materially, from the results contained
herein. No representation or warranty is made by DWS as to
the reasonableness or completeness of such forward looking
statements or to any other financial information contained in this
document.
PAST PERFORMANCE IS NO GUARANTEE OF FUTURE RESULTS.
© DWS 2019
Publisher: DWS Investment GmbH, Mainzer Landstraße 11-17,
60329 Frankfurt am Main, Germany
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