
Active Share in Thesis UK Equity Strategy"It is impossible to produce 
superior performance unless you 
do something different from the 
majority."
Sir John Templeton

Fund managers posing as active 
stock pickers and charging higher 
fees, but whose performance only 
mirrors the wider market, are coming 
under intense scrutiny. These funds, 
sometimes called closet indexers or 
closet trackers, effectively track their 
benchmarks so closely that most 
investors would have been better off 
buying genuine index-tracking funds, 
which typically charge a fraction of 
the fee. We think the rise of closet 
indexers and their classification 
as active managers may help to 
explain the common perception 
that most active managers tend to 
underperform.

In response to the recent outcry, 
some fund managers have announced 
their intention to now disclose the 
fund’s “Active Share” in the interest of 
transparency. The concept of Active 
Share, which measures the percent of 
a portfolio’s holdings that differ from 
its benchmark, was introduced by 
Martijn Cremers and Antti Petajisto in 
2009. From their analysis, the authors 
concluded that Active Share is a 
better measure of active management 
than tracking error (standard 
deviation of excess return), and that, 
as a group and over fairly long periods 
of time, funds with high Active Shares 
have tended to outperform their 
benchmarks. In short, a tracker fund 
should have an Active Share figure 
near zero as it reflects the index it is 
based on, whereas a fund that seeks 
to be different should have a high 
Active Share.

We think investors seeking to 
outperform benchmark indices are 
better served by using focused 
portfolios, which allow portfolio 
managers to invest only in their best 
ideas and focus on stock picking. 
While there is a widely held belief 
that diversification is the key to 
successful investing, we think the 
goal of diversification at the micro 
level is often taken to extremes 
and, at times, some managers have 
exchanged traditional risk control 
(diversification) for returns. 

At Thesis, we manage a portfolio of 
UK equities and we believe clients 
can obtain the greatest risk-reduction 
benefit by introducing roughly 30 
stocks to a portfolio. Increasing the 
number of holdings beyond a certain 
threshold has a negligible benefit 
on risk reduction. Our strategy 
facilitates investing in the highest 

conviction ideas and therefore has 
limited overlap with an index — leading 
to high Active Share, which in turn, is 
linked to potential outperformance. 

A high Active Share doesn’t 
necessarily guarantee better 
performance; the manager of course 
must make a high percentage of 
those bets count to be deemed 
skilful (lucky!) and outperform his 
benchmark. The “Information Ratio” 
measures a portfolio’s excess return 
relative to its benchmark tracking 
error. It answers the question of how 
much reward a manager generated in 
relation to the risks taken deviating 
from the benchmark. 

The Information Ratio takes centre 
stage in the work of Grinold and Kahn 
(1995). They proposed a ‘fundamental 
law of active management’ in 
which the Information Ratio (IR) is 

Source; Bloomberg. The figures contained within refer to simulated portfolio holdings in 
the Thesis UK Equity Strategy. The strategy applies a quarterly rebalance which has been 
implemented since 30.06.2011. The calculation of Active Share is the sum of all of the absolute 
active positions in the Thesis UK Equity Strategy and its benchmark the  
FTSE 350 ex Investment Trust, divided by 2.
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pose challenges. Grinold and Kahn 
(2000) contended that top-quartile 
active equity managers generally 
have information ratios of 0.5 
or higher. The Thesis UK Equity 
Strategy has 23 calendar quarters 
of performance history and an 
information ratio of 0.81 (source: 
Bloomberg as at 30/03/2018). We 
think the ability to maintain a long-
term positive Information Ratio 
hinges on a repeatable investment 
process that can deliver excess 
returns over time.

At Thesis we have developed a 
proprietary quantitative tool based 
around the simple premise that ‘good 
companies produce good numbers’. 
We rank stocks according to six 
ratios representing profitability, 
yield, growth, margins, assets and 
momentum. The filtering process 
from the original universe of 
350 companies results in a more 
manageable list of stocks on which to 
complete further financial analysis. 
As well as further quantitative 
analysis on valuation, qualitative 
work on the company’s strategy, the 
quality of its management and its 

decomposed into two components 
– an information coefficient (IC) and 
the breadth of the strategy (BR). In 
turn, information coefficient can be 
thought of as the “skill” component 
and breadth as the number of “bets” 
a given manager makes.

IR = IC √BR
 
Their law stipulates an interesting 
interaction between these variables. 
That is, a highly skilled manager can 
have less breadth and produce the 
same Information Ratio as another 
one with more breadth, given 
differences in skill. 

Let’s take a manager that has an 
information ratio equal to 0.5. If she 
manages a portfolio of 30 stocks, this 
would imply a skill factor of 0.09125.

0.5 = 0.09125 √30

Another manager could also arrive at 
the same Information Ratio by taking 
many more positions. If he manages 
a portfolio of 300 stocks, this would 
imply a much lower skill factor of only 
0.02885.

0.5 = 0.02885 √300

This has direct implications for 
managers of focused portfolios, as it 
implies the necessity of very high skill 
to successfully manage a portfolio 
with very few holdings.
 
Whilst we believe Active Share and 
the Information Ratio are powerful 
tools for assessing the skill of active 
managers, we would stress investors 
still need to do their homework. 
The Information Ratio can be 
easily manipulated by the choice of 
benchmark used in the calculation. 
An investor should therefore 
carefully consider and question if the 
benchmark used is suitable for the 
investment fund strategy.   

Evaluating the relevance of the 
Information Ratio number can also 

customer base is carried out by the 
research team. The resulting findings 
and recommendations are presented 
to the UK Equity Committee for 
approval. The committee consists of 
equity specialists from our research 
team and investment managers. 
This dual composition ensures that 
different perspectives are included 
and the research team’s analysis 
receives appropriate challenge 
and scrutiny. This process results 
in a ‘best ideas’ list of about 30 
stocks which are used in our client 
portfolios.   

Source: Review of Financial Studies, 
22, 2009, Financial Analysts Journal 
1995, Martijn Cremers and Antti 
Petajisto, Richard C. Grinold and 
Ronald N. Kahn. 
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Source; Bloomberg. The figures refer to simulated past performance of the Thesis UK Equity Strategy and 
past performance is not an indicator of future performance. Figures normalised as at 30/06/2011.
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Summary 

  Equities had a tough time with 
technology-led correction

  Trump tariffs and the trade deficit 
with China increased volatility

 
  Economic indicators still point 

towards healthy expansion
 

  Consensus underweight the UK,  
a contrarian buy

 
  Some central banks are becoming 

more hawkish

News and views

US 
Renewed volatility in US equity 
markets grabbed investors’ attention 
and quickly spread to credit and 
currency markets. The information 
technology sector had been hit 
particularly hard since mid-March, 
mainly due to worries about greater 
regulatory scrutiny and the sector’s 
vulnerability to protectionism. The 
technology sell-off was sparked 
by company-specific news from 
Facebook regarding the Cambridge 
Analytica data privacy scandal, and a 
realisation that Facebook and other 
internet giants with such influence 
cannot be self-regulated.
 
President Trump has been extremely 
vocal of late, attacking Amazon 
for paying ”little or no taxes” and 
stepping up his war of words over 
trade tariffs, threatening to impose 
hefty tariffs on steel and aluminium 
imports. Using Section 232 of the 
Trade Expansion Act 1962 to justify 
his decision, the President can adjust 
tariffs without recourse to Congress. 
Whilst Trump’s proclamation makes 
it crystal clear that the purpose 
of the tariffs is to reduce reliance 
on imports by reviving domestic 
production, its objective is to get 
China to abandon a host of policies 
aimed at vacuuming up American 
technology companies through 
state-backed investments in Silicon 

Valley and also bring to a halt the 
widespread attacks on America’s 
intellectual property. 

While the wider implications of a 
“tit-for-tat” trade war and its knock 
on effect to the global value chain are 
legitimate concerns, the escalation in 
trade tensions appears contained and 
we expect the protectionist rhetoric to 
fade in time. Our current assessment 
is that the trade dispute will ultimately 
be settled at the bargaining table, 
which could ultimately produce a good 
outcome for corporate America. 

UK 
The UK conceded ground to the EU 
in Brexit negotiations but a deal on a 
transitional arrangement to smooth 
the UK separation from the European 
Union has been struck, securing 
existing trading rules for an additional 
21 months with businesses now able 
to operate ‘as normal’ until December 
2020. 

Given the extent of pessimism towards 
the UK equity market, with most 
reports suggesting it’s a consensus 
“short” position, we think on the 
contrary that now is a good time to be 
adding exposure to UK equity markets. 
Political risk may lead to further 
volatility in the UK in the short to 
medium term, but in the longer term a 
recovery is likely in unloved domestic 
stocks and Mergers and Acquisitions 
should increase as some highly valued 

champions become takeover targets 
due to sterling weakness.
 
Severe weather around the start of 
March will make the economy look 
a bit fragile in the first quarter, but 
we suspect growth will reaccelerate 
from here as confidence picks up and 
some pent-up business investment is 
approved. We still expect the Bank of 
England to continue with a gradual 
path of interest rate rises, with our 
central expectation of one hike in 
2018 as inflation continues to fall 
back toward the 2% target by the 
end of 2018 as the import price effect 
from last year’s sterling depreciation 
fades. 

Eurozone
Following a period of exceptionally 
strong data, the most recent numbers 
out of the Eurozone have been 
somewhat weaker and the latest 
business surveys are consistent in 
their message that the economic 
expansion has lost a little momentum. 
Despite coming off multi-year highs, 
economic indicators still pointed 
towards healthy expansion in activity 
across manufacturing and services, 
as well as a steady improvement 
in the jobs markets. Reflecting the 
region’s robust economic expansion, 
the European Central Bank dropped 
its pledge to increase the size of its 
Quantitative Easing programme, but 
with core inflation remaining weak 
in March, the Bank will continue 

Indices
Value as at 

31/03/2018
% Change 
on month

% Change 
year to date

% Change on 
12 months

FTSE 100 Share 7056.61 -2.42% -8.21% -3.64%

FTSE All Share 3894.17 -2.20% -7.76% -2.40%

S&P 500 2640.87 -2.69% -1.22% 11.77%

Dow Jones 24103.11 -3.70% -2.49% 16.65%

Euro Stoxx 50 EUR 3361.50 -2.25% -4.07% -3.98%

Nikkei 225 21454.30 -2.78% -5.76% 13.46%

MSCI Emerging Markets 1170.88 -2.03% 1.07% 22.17%

UK Treasury 4.25% 2027 126.24 1.07% -1.83% -3.78%

Sterling/US$ 1.40 1.81% 3.77% 11.90%

Sterling/Euro 1.14 0.83% 1.21% -2.88%

Source: Bloomberg
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to stress its patient and persistent 
approach to monetary policy 
normalisation. The recent volatility 
in equity markets has presented an 
opportunity for us to increase our 
exposure to Europe. 
 
Japan
Japanese equities followed a similar 
pattern to other global markets 
and ended the month lower as the 
heightened uncertainty resulted in a 
generally stronger yen against major 
currencies. We also had some mixed 
economic data and continue to witness 
some domestic political uncertainty as 
new twists in the scandal surrounding 
the Moritomo Gakuen land sale have 
seriously dented Prime Minister Abe’s 
approval rating. However, the longer 
term trend of economic improvement 
appears intact and corporate results 
continue to show very positive trends. 
Japan remains an overweight position 
in the portfolio and we still believe 
it presents an attractive valuation 
opportunity relative to other markets, 
especially considering its rate of 
earnings growth.

Emerging markets 
Market volatility stemming from 
tensions over global trade and the first 
US interest rate hike of 2018 provided 
headwinds for emerging equity 
markets during March. Although its 
equity market was volatile, China’s 
aim to expand its economy by around 
6.5% this year, while pressing ahead 
with its campaign to reduce risks in 
the financial system including the de-
leveraging of its economy, are positive 
steps in the right direction. Russia 
attracted a lot of negative headlines 
during the month as diplomatic ties 
with the West deteriorated. Brazil 
generated the strongest return as 
former president Luiz Inácio Lula 
da Silva saw his criminal conviction 
upheld, increasing the chances that 
the left-wing candidate is prohibited 
from participating in October’s 
presidential elections. 

Fixed income 
Government bonds outperformed 
corporate bonds as investors sought 
the perceived stability of government 
bond markets. We also witnessed some 

credit spread widening during the 
month, but the premium companies 
need to pay to borrow remains very 
low from a historical standpoint. 
The new Federal Reserve Chairman 
Jerome Powell raised interest rates 
by 25bps to 1.5-1.75% in a widely 
expected move.  Elsewhere, the ECB, 
the Bank of England and Bank of 
Japan all kept rates on hold but the 
BoE signalled it would look to raise 
rates in May. Our current fixed interest 
positioning remains defensive as we 
think interest rates and bond yields 
will move higher, or at least the risks 
are skewed to moving higher. We do 
however have active fund managers 
in the portfolio that seek to exploit 
opportunities in the credit market.   


