THE
HUB
MARKET INSIGHTS

NEWS AND VIEWS FOR INSTITUTIONAL INVESTORS
Find out more:
Visit: www.im.natixis.com/
en-institutional/the-hub

Five myths about U.S. Large Caps

Key Takeaways:
• The world always seems risky
and large-cap stocks often
appear to be in the firing line.
Yet the facts do not bear out the
fears.
• Active managers with high
active share and longer holding
periods can significantly
outperform the S&P 500®.
• A longer-term time horizon can
appeal to investors worried
about geopolitical events

The case for investing in U.S. large-cap
stocks is encountering scepticism.
Although America’s biggest companies
have driven the world economy for
decades and are a staple in many
portfolios, there is a feeling today that
better value lies elsewhere.

long-term growth of markets.
• Ultimately, good companies
will do well and provide strong
returns to their shareholders –
poor companies will lose money
and value.

Partner, Chief
Investment Officer
U.S. Equities and
Portfolio Manager
Harris Associates

Sceptics have put forward five broad
arguments against active investment in
the largest U.S. companies:
1. They are best suited solely for passive
investment
2. There is too much competition for
assets
3. Large caps are too expensive
4. The market is too uncertain
5. U
 .S. large caps are less interesting
than other markets
Let’s run the rules over each of these
theories and see how they stack up
against reality.

because the impact tends
to have little effect on the

Bill Nygren, CFA

1. The U.S. large-cap market is best
suited for passive
A common investor view is that in a
mature market, such as U.S. large caps,
there is little point in trying to beat the
index. The market, so the argument
goes, can never embed all information,
but it is sufficiently efficient that passive
investing offers the best value. Since
active strategies underperform in
aggregate after fees are deducted, they
should be avoided when investing in
mature markets.
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The evidence, however, does not favour
this viewpoint.
This theory is little different than asserting
that because the average of all the sports
teams in a league is 0.500 (an equal
number of wins and losses) over the
course of a season, there is no way to
tell which team can outperform. This is
patently untrue. More talented players,
a winning philosophy, investment in
player development and the depth of the
squad can all be strong predictors of
which teams will fare well and which will
disappoint.
Similar predictors of success can be
found in investment management. There
is strong and independent evidence that
truly active managers can outperform in
U.S. equities. Managers who have high
active share (deviation from the index)
and hold stocks for the long term can be
shown to significantly outperform the
S&P 500®.
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In short, investment houses with the
conviction to be active and patient
investors can substantially outperform
passive investments.

ACTIVE MANAGERS CAN OUTPERFORM IN U.S. EQUITIES
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As the graph indicates, returns by
managers with high active share and
long duration (long portfolio holding
times) return, on average, nearly 1.5
times more than the index. Investment
funds that are closet indexers, on the
other hand, significantly underperform.
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2. The U.S. large-cap market is too
competitive
It’s undeniably true that more analysts
and portfolio managers are looking under
the hood of the U.S. large-cap market
than any other market in the world. Each
hopes to find the opportunity that creates
value that no one else has yet identified.
In the past, simple value screens, such
as low price-earnings (PE) ratios, were
used to identify value. These screens are
still used, but have much less predictive
power. In the wake of more competition,
the traditional value metrics have
underperformed for more than a decade
now.
Increased competition is no reason to
abandon the search for value, however.
At Harris, we have developed an
investment philosophy that has three
distinct value-creating elements, which
allows us to be flexible with our definition
of value:
• The first is to buy companies only when
they are priced at a large discount to the
firm’s estimate of intrinsic value. These
estimates are based on fundamental
research rather than multiples of ratios.
This large discount means that a bad call
results in only small losses, but a good
call can lead to substantial returns.
• The second is to avoid value traps,
which can result in cheap companies
becoming even more so because their
fundamentals just never improve. A
number of loss-making technology
companies fall into this category. At
Harris, we look for companies where
earnings per share are growing
significantly faster than the overall S&P
500®.
• The third is to invest in companies where
the interests of the management team
are aligned with shareholders. Aligned
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High Duration = holding period of more than 24 months
Low Duration = holding period of less than 7 months
Source: Martijn Cremers & Ankur Pareek “Patient Capital Outperformance: The Investment Skill of High Active Share Managers
Who Trade Infrequently.” September 2014.

management teams tend to own plenty
of stock or options and have incentive
plans that pay out on metrics that drive
business value. Incentive plans based on
return on capital or a per share metric are
more aligned than incentives based on
hitting certain sales or income targets.
Even if a business is underearning today,
perhaps because it is investing in R&D or
capital expenditure, it has the potential
to improve earnings over the longer term.
In that scenario, sales figures for the last
few months are relatively unimportant.

The A-Z of value in Alphabet
Alphabet is a great example of why using
the PE ratio as a shortcut misses significant
pieces of value in a company. The company
trades on a PE of about 26, compared with 18
for the S&P as a whole. On paper, Alphabet
looks expensive.
But investors need to look beyond the flagship
Google brand. There are various assets
that Alphabet owns that contribute little to
earnings today, but should be really valuable
for longer horizon investors. For a start, there
is its growing web services business, Waymo,
the most advanced system for autonomous
driving, and YouTube, which is starting to
challenge cable TV networks. Finally, there
is $150/share cash on its balance sheet,
effectively valued at zero.
All in all, it’s possible that some 50% of
Alphabet’s value is not yet reflected in its
share price.
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3. The U.S. large-cap market is too
expensive
Many investors are starting to question
the longevity of a market recovery that
has lasted nearly a decade.
The duration of the recovery is longer
than economic recoveries of the past, but
that ignores its magnitude. Magnitude
creates excessive valuations that are
then vulnerable to corrections. But the
current recovery has produced GDP
expansion of just 2% a year on average,
which is barely trendline growth.
Price versus earnings expectations for
the next year are in a range of about
15-17x earnings, which historically has
produced good annual equity returns and
a significant premium to bond returns.
If we look at industrial companies
like automotives, which are selling at
mid-single digit multiples, they are in
better shape than a decade ago, with
better management structures and more
cash generation. These kinds of firms
have huge potential to take advantage
of the growth of the middle classes in
developing markets.

4. The U.S. large-cap market is full
of uncertainty
Seemingly every year a new concern
arises that has investors reaching for the
sell button. Fears over the sustainability
of global equity markets have arisen
many times in the past: 9/11, the
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high-tech boom and bust, the Iraq wars,
the Lehman Brothers collapse, and the
eurozone crisis.

The world always seems risky and
large-cap stocks often appear to be in the
firing line. But the facts don’t bear out the
fears. Notwithstanding these negative
events over the last two or three decades,
total returns from the S&P 500® have
increased investors’ wealth by 11 times
(from 1991 to 2017). Investors who
tried to time the market but reduced
their allocations to large caps at times
of geopolitical worry may have given up
significant value.
Even better returns are possible using an
active manager with high active share
and plenty of patience. At Harris, we are
bottom-up value investors who ignore
macroeconomic noise. We look solely at
the fundamental attributes of companies
rather than try to compete on the basis of
superior economic views.
We are concentrated investors. We
do not dilute our portfolios with
overdiversification, leading to portfolios
of perhaps 50 companies rather than
100-2,000.
We are patient investors. Our aim is to
hold these companies as long as they
appear undervalued, with our analysts
making projections for business
fundamentals over multi-year periods
rather than for the next quarter or year.
This is a long analytical timeframe
compared to other public market
investors and is more akin to a private
equity approach. We believe this
long-term time horizon is appealing
to investors worried about current
geopolitical events because the impact
tends to be short term and have little
effect on the long-term growth of
markets and profits.

5. The U.S. large-cap market is less
interesting
The U.S. large-cap market can appear dull
compared with fast-growing emerging
markets. Why, investors reason, should
we accept unexciting returns when other
markets hold out more promise?
Well, firstly, GDP expansion in a country
doesn’t always translate into rising share
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Source: www.mltpl.com/shiller-pe Price earnings ratio is based on average inflation-adjusted earnings from the previous 10
years, known as the Cyclically Adjusted PE Ratio (CAPE Ratio), Shiller PE Ratio, or PE 10.

prices.
Secondly, that exciting-looking growth
comes at the price of quite considerable
volatility.
Thirdly, and perhaps most importantly, a
very sizeable chunk of the revenues of
U.S. large caps are sourced abroad. With
global exposure, U.S. large caps can take
advantage of fast-growing regions, while
investors have the comfort of knowing
these sales are being carried out by
established and reputable organisations.

be aware that these are probably pretty
normal times. Good companies will do
well and provide strong returns to their
shareholders, and poor companies will
lose money and value.
The key to investing in any market is to
employ skill and patience to tease out the
many opportunities that exist.
Written on 1st November 2018

To identify companies that can benefit
from overseas growth requires deep
resources and experienced global
investment teams. The companies
on our approved list are all vetted by
our experienced U.S. and international
investment committees. Our
analysts hold more than 1,500 onsite
management meetings every year to
assess business and management
quality, which results in 300-400 stocks it
believes are of sufficient quality to meet
the analysts’ definition of intrinsic value.

Conclusion – less worry, more skill
Worrying is normal. We need to worry
to survive. But we also need to set our
worries into context. Despite investors’
concerns about markets, they should

DOCUMENT INTENDED EXCLUSIVELY FOR PROFESSIONAL CLIENTS (IN ACCORDANCE WITH MIFID)

3

THE
HUB
MARKET INSIGHTS

NEWS AND VIEWS FOR INSTITUTIONAL INVESTORS
This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional Investors and, when
required by local regulation, only at their written request. This material must not be used with Retail Investors.
In the E.U. (outside of the UK and France): Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. Natixis Investment Managers S.A. is a
Luxembourg management company that is authorized by the Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered
under n. B 115843. Registered office of Natixis Investment Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. Italy: Natixis Investment
Managers S.A., Succursale Italiana (Bank of Italy Register of Italian Asset Management Companies no 23458.3). Registered office: Via Larga, 2 - 20122, Milan, Italy. Germany:
Natixis Investment Managers S.A., Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor,
Frankfurt am Main 60322, Germany. Netherlands: Natixis Investment Managers, Nederlands (Registration number 50774670). Registered office: Stadsplateau 7, 3521AZ
Utrecht, the Netherlands. Sweden: Natixis Investment Managers, Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). Registered
office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: Natixis Investment Managers, Sucursal en España. Serrano n°90, 6th Floor, 28006, Madrid, Spain.
In France: Provided by Natixis Investment Managers International – a portfolio management company authorized by the Autorité des Marchés Financiers (French Financial
Markets Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme) registered in the Paris Trade and Companies Register under no. 329 450
738. Registered office: 43 avenue Pierre Mendès France, 75013 Paris. In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland
Sàrl, Rue du Vieux Collège 10, 1204 Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zürich. In the U.K.: Provided by Natixis Investment
Managers UK Limited which is authorised and regulated by the UK Financial Conduct Authority (register no. 190258). This material is intended to be communicated to and/
or directed at persons (1) in the United Kingdom, and should not to be regarded as an offer to buy or sell, or the solicitation of any offer to buy or sell securities in any other
jurisdiction than the United Kingdom; and (2) who are authorised under the Financial Services and Markets Act 2000 (FSMA 2000); or are high net worth businesses with
called up share capital or net assets of at least £5 million or in the case of a trust assets of at least £10 million; or any other person to whom the material may otherwise
lawfully be distributed in accordance with the FSMA 2000 (Financial Promotion) Order 2005 or the FSMA 2000 (Promotion of Collective Investment Schemes) (Exemptions)
Order 2001 (the “Intended Recipients”). The fund, services or opinions referred to in this material are only available to the Intended Recipients and this material must not
be relied nor acted upon by any other persons. Registered Office: Natixis Investment Managers UK Limited, One Carter Lane, London, EC4V 5ER. In the DIFC: Provided in
and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is regulated by the DFSA. Related financial products or services are
only available to persons who have sufficient financial experience and understanding to participate in financial markets within the DIFC, and qualify as Professional Clients
as defined by the DFSA. Registered office: Office 603 - Level 6, Currency House Tower 2, PO Box 118257, DIFC, Dubai, United Arab Emirates. In Japan: Provided by Natixis
Investment Managers Japan Co., Ltd., Registration No.: Director-General of the Kanto Local Financial Bureau (kinsho) No. 425. Content of Business: The Company conducts
discretionary asset management business and investment advisory and agency business as a Financial Instruments Business Operator. Registered address: 1-4-5, Roppongi,
Minato-ku, Tokyo. In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment Consulting Enterprise
regulated by the Financial Supervisory Commission of the R.O.C. Registered address: 34F., No. 68, Sec. 5, Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.O.C.),
license number 2018 FSC SICE No. 024, Tel. +886 2 8789 2788. In Singapore: Provided by Natixis Investment Managers Singapore (name registration no. 53102724D) to
distributors and institutional investors for informational purposes only. Natixis Investment Managers Singapore is a division of Ostrum Asset Management Asia Limited
(company registration no. 199801044D). Registered address of Natixis Investment Managers Singapore: 5 Shenton Way, #22-05 UIC Building, Singapore 068808. In Hong
Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors only. In Australia: Provided by Natixis Investment
Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general information of financial advisers and wholesale clients only. In New
Zealand: This document is intended for the general information of New Zealand wholesale investors only and does not constitute financial advice. This is not a regulated
offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is only available to New Zealand investors who have certified that they meet the requirements
in the FMCA for wholesale investors. Natixis Investment Managers Australia Pty Limited is not a registered financial service provider in New Zealand. In Latin America:
Provided by Natixis Investment Managers S.A. In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and
supervised by the Central Bank of Uruguay. Office: San Lucar 1491, oficina 102B, Montevideo, Uruguay, CP 11500. The sale or offer of any units of a fund qualifies as a private
placement pursuant to section 2 of Uruguayan law 18,627. In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representación (Colombia) to professional
clients for informational purposes only as permitted under Decree 2555 of 2010. Any products, services or investments referred to herein are rendered exclusively outside
of Colombia. This material does not constitute a public offering in Colombia and is addressed to less than 100 specifically identified investors. In Mexico: Provided by
Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity or an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de
Valores) and is not registered with the Comisión Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or investments referred to
herein that require authorization or license are rendered exclusively outside of Mexico. Natixis Investment Managers is an entity organized under the laws of France and is
not authorized by or registered with the CNBV or any other Mexican authority to operate within Mexico as an investment manager in terms of the Mexican Securities Market
Law (Ley del Mercado de Valores). Any use of the expression or reference contained herein to “Investment Managers” is made to Natixis Investment Managers and/or any
of the investment management subsidiaries of Natixis Investment Managers, which are also not authorized by or registered with the CNBV or any other Mexican authority to
operate within Mexico as investment managers.
The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-up of specialised investment
management and distribution entities worldwide. The investment management subsidiaries of Natixis Investment Managers conduct any regulated activities only in and
from the jurisdictions in which they are licensed or authorized. Their services and the products they manage are not available to all investors in all jurisdictions. It is the
responsibility of each investment service provider to ensure that the offering or sale of fund shares or third party investment services to its clients complies with the
relevant national law. The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute investment advice,
or a recommendation or an offer to buy or to sell any security, or an offer of any regulated financial activity. Investors should consider the investment objectives, risks and
expenses of any investment carefully before investing. The analyses, opinions, and certain of the investment themes and processes referenced herein represent the views of
the portfolio manager(s) as of the date indicated. These, as well as the portfolio holdings and characteristics shown, are subject to change. There can be no assurance that
developments will transpire as may be forecasted in this material. Past performance information presented is not indicative of future performance.
Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party sources, it does not guarantee the
accuracy, adequacy, or completeness of such information. This material may not be distributed, published, or reproduced, in whole or in part.
All amounts shown are expressed in USD unless otherwise indicated.

Harris Associates L.P.

Natixis Investment Managers

An affiliate of Natixis Investment Managers
Investment adviser registered with the U.S. Securities and
Exchange Commission (IARD No. 106960), which is licensed to
provide investment management services in the United States.
The company conducts all investment management services in and
from the United States.
Two North LaSalle Street, Suite 500
Chicago, Illinois 60602, USA
www.harrisassoc.com

RCS Paris 453 952 681
Capital: €178 251 690
43 avenue Pierre Mendès France
75013 Paris
www.im.natixis.com

INT544 -1118
DOCUMENT INTENDED EXCLUSIVELY FOR PROFESSIONAL CLIENTS (IN ACCORDANCE WITH MIFID)

4

