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 “ If you want to have a better performance than the crowd, you must do things differently  
from the crowd.”  
      – John Templeton1

Posting yet another positive quarter, the S&P 500 Index (S&P) returned 5.2% and the Dow 
Jones Industrial Average (DJIA) returned 2.8% for the second quarter 2014. This performance 
is quite respectable given the US economy surprised to the downside in the first quarter, with 
gross domestic product (GDP) contracting -1% compared to projections for a +.1% increase.2 
As first quarter GDP weakness was explained away by frigid weather, stocks continued to 
advance throughout the second quarter to reach new highs. Despite rising oil prices and  
Mid-East turmoil, investors stayed focused on second half growth and the Federal Reserve’s 
ultra-low interest rates that are now expected to stay low until 2015.3 With inflation up only 
modestly, bank lending on the rise, household debt service historically low,4 and an estimated 
$1.7 trillion in cash on the books of the 1500 top US public companies (ex-financials),5 
economists expect US growth to exceed 3% in the final quarters of this year.6 

Looking to the second half and beyond, we believe the US equity market offers some of  
the best risk-adjusted return opportunities for investors, particularly value strategies which  
tend to perform better in anticipation of rising earnings. Valuations remain reasonable with  
the S&P 500 Index currently trading at only a 16x forward price-to-earnings (PE) ratio versus  
a 20-year average of 18x.7 Manufacturing competitiveness, a reduction in fiscal drag, consistency 
in domestic monetary policy, and attractive real growth rates offer key structural improvements 
that could drive positive performance. With equity markets closely tied to the direction of 
earnings and S&P 500 earnings projected to grow about 8% this year,8 we believe the Northern 
Large Cap Value (LCV) portfolio is well positioned to take advantage of these prospects with 
attractive positioning in Energy, Consumer Discretionary, Materials and Information Technology.

Our portfolio positioning is built on our proprietary fundamental, bottom-up company 
analysis. Despite broader use of passive index investments in recent years; driven by a rise in 
speculative, high turnover strategies9 and increasing numbers of Exchange Traded Funds (ETFs) 
which now account for 35% of the dollar amount of US equity trading volume;10 it is our long 
held belief that bottom-up fundamental stock analysis and active portfolio management are 
still the best ways to achieve solid investment results over time. Our belief has been confirmed 
by recent academic studies from researchers K.J. Martijn Cremers11 and Antti Petajisto12 that 
conclusively found active portfolio managers can and do add value by outperforming their 
benchmarks, both before and after fees.13 These researchers evaluated active management along 
two dimensions: tracking error and active share, instead of using the historic approach of 
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looking at tracking error alone.14 Their findings were startling and in direct contradiction to the 
long-held notion that active management underperforms. To quote Petajisto:

“In my study, I used Active Share and tracking error to sort domestic all-equity mutual funds 
into five categories on the basis of the type of active management they practice. I found that the  
most active stock pickers have been able to add value for their investors, beating their benchmark 
indices by about 1.26% a year after all fees and expenses. Factor bets have destroyed value after 
fees. Closet indexers have essentially just matched their benchmark index performance before fees, 
which has produced consistent underperformance after fees. The results are similar over the 2008–09 
financial crisis, and they also hold separately within large-cap and small-cap funds. Economically, 
these results mean that there are some inefficiencies in the market that can be exploited by active 
stock selection.”15

This research also found that a full one-third of mutual fund assets were with managers 
that were “closet indexers” that “hugged the benchmark” with low active share scores and stock 
positions that closely replicated their benchmark. With closet indexing on the rise since 2007,16 
their inclusion within the active manager universe has skewed the performance of the entire 
active group contributing to the misconception that active managers underperform. 

With the market now offering more normalized growth and return expectations, compared 
to the volatile climate of 2011-2012, and correlations continuing to fall to normal levels between 
benchmark stocks and different asset classes,17 we believe the current market environment 
is increasingly favorable for stock picking and active management. As the Federal Reserve 
tapers the stimulus program, we do not expect the market to rise in straight line or with high 
correlations among market constituents as it has in the past five years. We believe this situation 
could lead to increased volatility and greater dispersions between the companies that are 
executing well and those that are not. In this environment, we believe our old-fashioned stock 
picking strategy—which emphasizes bottom-up fundamental research to identify companies 
with good long term prospects selling at a discount to intrinsic value due to temporary 
dislocation and/or market mispricing—is the way to go to anticipate emerging trends and risks 
and to take advantage of out-of-index opportunities. Thus, we are optimistic going forward 
about the prospects for our LCV portfolio and our active approach to security selection and 
portfolio construction.

Despite brief bouts of volatility, our Russell 1000 Value (RLV) benchmark rose 5.1% in 
the second quarter. Our Large Cap Value (LCV) composite portfolio also advanced in the 
quarter, but underperformed our RLV benchmark. More specifically, our composite portfolio 
underperformed in 2Q14 primarily due to stock selection in consumer discretionary. Relative 
to our benchmark, our LCV portfolio is currently overweight consumer discretionary, energy, 
and telecoms; neutral weight technology, materials, and industrials; and underweight financials, 
consumer staples, utilities, and healthcare. The portfolio’s 10 largest stock positions at the end 
of 2Q14 are JP Morgan, MetLife, Prudential, Wells Fargo, Baker Hughes, Goldman Sachs, Intel, 
Chevron, Allstate, and Schlumberger. The largest positive contributions on an absolute basis 
came from Intel, Schlumberger, Apache, Baker Hughes, and Chevron. The largest absolute 
detractions came from Coach, PetSmart, Pfizer, JP Morgan, and Vodafone. No positions were 
sold out of or entered into in the second quarter.
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LCV portfolio metrics continue to compare very favorably to those of the RLV. The composite 

portfolio is currently valued at a harmonic weighted average forward price-to-earnings (PE) ratio 

of 13.5x, well below the forward PE of 15.3x for the RLV. Despite its more attractive valuation, 

our composite portfolio offers an average return-on-equity (ROE) of 15.0% versus 12.4% for 

the RLV. Our composite also offers a dividend yield of 2.57% compared to 2.29% for the RLV 

and 1.62% for 5-year Treasury bonds, with 88% of the companies in our portfolio raising their 

dividend an average of 27.6% in the last twelve months.

As money continues to flow into US stocks, we will continue to maintain our proven 

value investment discipline that seeks undervalued companies possessing long term catalysts, 

defensible business models, high free cash flow yields, strong balance sheets, and high, sustainable 

margins to build a portfolio that offers an above benchmark yield and that derives most of its 

performance from security selections and conviction as opposed to sector allocation, factors, or 

concentrations. We are an experienced team of bottom-up stock pickers with extensive global 

resources. Our value portfolio management and analyst team average over 16 years of industry 

experience and include CFAs, MBAs, JDs, and CPAs and are supported by information from 

our Northern Trust Asset Management research platform, comprised of 12 experienced analysts 

that average over 23 years of experience. Our philosophy and approach has been consistent 

in its process, tax efficiency, and payment of dividends over the past 20 plus years. While 

engineered, structured, and factor-based indexed and ETF products may have a place in many 

investment plans, when used to the exclusion of active management, they can assure investor 

under-performance over time after fees. After all, if an investment product is designed to mimic 

a benchmark and it achieves this goal, it is a near mathematical certainty that the investor will 

underperform the index after subtraction of fees. 

Based on our two decades plus of hands-on experience, we have always maintained that 

active management is the best vehicle for adding outperformance to a diversified investment 

mix. With a return to historical market norms creating a very favorable environment for stock 

picking, we expect to see an upsurge in demand for actively managed strategies, including our 

own. Accordingly, we will continue to “do things differently from the crowd”18 by following our 

discipline of investing in mispriced, out-of-favor companies offering strong underlying value and 

holding them until they reach what our research identifies as their true intrinsic value. 
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IRS Circular 230 Notice: To the extent that this message or any attachment concerns tax 
matters, it is not intended to be used and cannot be used by a taxpayer for the purpose of 
avoiding penalties that may be imposed by law. For more information about this notice, see 
http://www.northerntrust.com/circular230.

There are risks involved in investing including possible loss of principal. There is no guarantee that the investment objectives of any fund or strategy will be met.  
Risk controls and models do not promise any level of performance or guarantee against loss of principal. Dividend yield is one component of performance and should  
not be the only consideration for investment.

The S&P 500 is an unmanaged, capital-weighted index representing the aggregate market value of the common equity of 500 companies primarily traded on 
the NYSE. Index returns do not reflect any fees or expenses. It is not possible to invest directly in an index. 

The opinions expressed in this newsletter are those of the author and do not necessarily reflect those of the Northern Trust Corporation or its subsidiaries.  
Performance is historical and does not guarantee future results. Index returns do not reflect any fees or expenses. It is not 
possible to invest directly in an index. The information provided should not be considered investment advice or a recommendation to purchase or sell any 
security. There is no assurance that any of the securities discussed herein will remain in a portfolio at the time you receive this report or that securities sold have 
not been repurchased. The securities discussed herein do not represent an entire portfolio and in the aggregate may represent only a small percentage of a 
portfolio’s total holdings. It should not be assumed that any of the securities transactions or holdings discussed were or will be profitable, or that the investment  
recommendations or decisions we make in the future will be profitable or will equal the investment performance of the securities discussed herein. In addition, 
your financial consultant should be contacted if there have been any changes in your financial situation or investment objectives, or if you wish to impose or 
modify any account restrictions.

Asset Management comprises Northern Trust Investments, Inc., Northern Trust Global Investments Limited, Northern Trust Global Investments Japan, K.K.,  
NT Global Advisors, Inc. and investment personnel of The Northern Trust Company of Hong Kong Limited and The Northern Trust Company. 

NOT FDIC INSURED May lose value No bank guarantee

For financial professional use only. This may not be reproduced, shown or quoted to members of the general public.
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