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DISPLAY 1: HUGE EQUITY FUND FLOWS FROM 
ACTIVE TO PASSIVE

2007—Nov 2015

Net flows to equity funds in the US; excludes closed-end and  
529 funds, and includes mutual funds and ETFs

Source: Simfund. Historical analysis does not guarantee  
future results.

Active

$(606)
 Bil.

Passive

$962
  Bil. 

DISPLAY 2: WE THINK ACTIVE MANAGEMENT  
IS POISED TO OUTPERFORM

Relative Return (Percent)

As of September 30, 2015

Represents relative performance of Morningstar Open-End US Large-Cap 
managers versus S&P 500, January 1, 1995–September 30, 2015, when 
the year-over-year change in P/E was positive or negative when the 
market return was positive or negative over that same one-year period. 

Source: Morningstar, S&P Dow Jones, and AB. Past performance and 
historical analysis do not guarantee future results. 
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Investors today are rushing into passive equity products. 
The irony is, the market environment is now becoming more 
conducive to outperformance by active investors. Bernstein’s 
active equity teams are building portfolios with both higher 
conviction in our most attractive stocks, and stronger risk 
management to deliver greater consistency.

IS ACTIVE MANAGEMENT DEAD?
Frustrated by their recent experience with active management, 
many investors have been moving their money into passive 
index funds and exchange-traded funds (ETFs) in recent years. 
Since the beginning of 2007, nearly $1 trillion in net flows went 
into passive US equity mutual funds and ETFs, while more than 
$600 billion came out of active US equity funds (Display 1). 

Recently, that has been working well. From 2010 to 2014, when 
the S&P 500 Index compounded at 16% a year, all that mattered 
was to be fully invested in stocks. That was also true back in 
the 1990s, when the S&P 500 was up 18% a year on average. 
During bull market periods with very strong index returns, just 
investing in the index produced solid results. 

But in the 2000s, the “lost decade” for equities, the S&P 500 
returned some (1)% per year. Earning an extra 1% to 2% from 
active management would have made a big difference then. We 
expect another period of low returns from stock indexes over 
the coming five to 10 years, so investors may again need an 
extra boost from active management.

And active managers can outperform. Display 2 shows that 
over the past 20 years, active US large-cap equity funds handily 
outperformed when markets were weak, as shown in the 
bottom two quadrants; they held their own when the market 
was up, but price-to-earnings (P/E) ratios were compressed  
(top left quadrant). Active funds on average underperformed 
only in the top right quadrant, when strong markets were rising 
on the back of expanding P/E ratios—environments like those 
we just experienced. 

In our analysis, market conditions in the coming years will likely 
fall within the three quadrants where active managers have 
thrived—and where index investing has disappointed. 

In this paper, we discuss the two key components of successful 
active management: using research insights to pick stocks that  



DISPLAY 3: STOCK RETURNS DIVERGE MASSIVELY YEAR AFTER YEAR

Annual Returns: S&P 500

*2015 data are through November.

Source: FactSet, Standard & Poor’s, and AB. Past performance does not guarantee future results. 
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are more likely to outperform; and building portfolios that 
carefully position the mix of those stocks across company-
specifi c and systematic risk factors. We also explain how our 
active investing approach can produce portfolios with both high 
conviction and good consistency, in ways that outsourced or 
open approaches cannot. 

PICKING STOCKS: RESEARCH (STILL) MATTERS
A common argument for passive equity investing is that all the 
information everyone has is already refl ected in stock prices, so 
no investor can gain an edge. It’s true that markets are awash 
in data and news, supplemented now by tweets and social 
media posts. With so much information available, have markets 
become so transparent and effi cient that there’s no point in 
trying to distinguish winners from losers?

Not really. Stock markets are less transparent and less effi cient 
than they may appear. Information is fragmentary and uneven 
for many stocks, particularly smaller-cap and emerging-market 
companies. Even for high-profi le large companies where 
the data is abundant, it takes research-based judgment to 
understand what the information means—and conviction to act 
on that understanding.

The range of returns for the stocks in the S&P 500 Index is 
enormous over any one year. The best performers can more 
than double. And the worst performing stocks can drop 80% 
or more.

Even if we exclude the most extreme winners and losers, the 
gap between the top-decile and the bottom-decile stocks in the 
S&P 500, shaded in Display 3, has typically spanned about 75 
percentage points. That’s a wide range of outcomes. We think 
skilled active managers can capture returns from that dispersion 
by tilting their holdings into the winners and out of the losers. 

To do that, active managers need to understand the strengths 
and weaknesses of different fi rms. That’s why AB has research 
analysts around the world covering 5,000 companies. That’s also 
why our portfolio managers and research directors continuously 
probe our analysts’ fi ndings to determine where we have the 
strongest conviction that our research insights can generate 
added returns. 

We discuss three of our current US stock holdings and why we 
fi nd them attractive on pages 4 and 5, as well as three non-US 
holdings on pages 9 and 10.



1For more detail on our research into Nike, see our video “Why We’re Bullish on Nike.”
2For more detail on our research into LyondellBasell, see our video “LyondellBasell: Profiting from the Commodity Plunge.”

NIKE: GROWTH IS AFOOT!

Nike is an athletic shoe company that’s been around for decades. It has a well-known brand and 
enjoys great popularity. As a result, there’s an abundance of information available on the stock, 
which you might think would already be reflected in its stock price. 

Nonetheless, one of our analysts was able to see that Nike’s new Flyweave technology has the potential to transform 
the economics of the shoe business.1 Nike’s giant machines knit the upper part of a shoe in a single piece, all but 
eliminating the labor-intensive and wasteful process of cutting and sewing together dozens of pieces to make a shoe. 

The result: lighter and more comfortable shoes that are produced more quickly and at a lower cost. That’s an enormous 
competitive advantage that’s rapidly increasing Nike’s sales and margins. Furthermore, this capital-intensive process 
means that low wages don’t help much, so Nike can relocate its plants closer to its end markets. That speeds the time 
to market for its shoes and increases the possibility that Nike will be able to sell customized shoes online for quick, 
direct delivery to customers at the full retail price—which has the potential to increase Nike’s margins even further. 

Nike currently trades at about 29x its expected earnings over the coming year. That’s a lofty multiple. Most investors 
apparently feel it fully discounts Nike’s prospects. But some of our investment teams have a strong conviction that Nike 
can continue to gain share and increase its profitability. If they’re right, today’s stock price will look like a bargain a few 
years from now. 

LYONDELLBASELL: BUCKING THE COMMODITIES COLLAPSE

In late 2015, with the price of oil down more than 50% from its level 18 months earlier, the US 
energy sector as a whole was selling at 1.7x book value while the S&P 500 was at 2.8x; energy 
had never been cheaper. Was this a screaming value opportunity? Our value team concluded 
that, on the whole, the answer was…no.

The team’s research suggested that the price of oil could stay low for a long time, so the “cheapest” energy stocks will 
likely continue to lose money; many of them are overly leveraged and therefore quite risky. So our analysts looked for 
a company that could benefit from an eventual rise in oil prices but survive until then, with good management, a strong 
balance sheet, and strong cash flows even at low oil prices. 

The stock we found was LyondellBasell,2 one of the world’s biggest producers of ethylene, a chemical used to make 
the plastic in bottle caps, carpet fibers, and grocery bags. Ethylene prices tend to rise and fall with global oil prices, 
because about two thirds of the global supply of ethylene is made from oil. LyondellBasell is one of a few producers that 
make ethylene from natural gas. And US natural gas is cheap because energy firms in the US use hydraulic fracturing 
(fracking) to pump natural gas as well as oil, and fracking for oil creates natural gas as a by-product. 
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RESEARCH MATTERS: SELECTED US STOCK HOLDINGS

https://www.bernstein.com/Content/Research/Content/VideoStoryThumbnail/StocksAndBonds/LearnAboutBernsteinsViewOnNike.htm
https://www.bernstein.com/Content/Research/Content/VideoStoryThumbnail/StocksAndBonds/commodity-plunge.htm


This gives LyondellBasell a large cost advantage versus its European competitors. When oil prices rise, the global price 
of ethylene is likely to increase as competitors’ input costs rise—but LyondellBasell’s input cost should remain low. 

LyondellBasell is extremely profi table, with a current return on equity (ROE) of 52% and forward ROE of 63%; it returns 
much of its profi ts to shareholders through dividends and share repurchases. Yet the stock is cheap at only 9x forward 
earnings and 6.7x cash fl ow. We believe that with most investors fl eeing the depressed materials sector, its fat profi ts 
and 3.2% dividend yield are being ignored. 

FACEBOOK: ADS COMING TO A SCREEN NEAR YOU

You might think that with almost a billion daily visitors in 2015, Facebook would have limited growth 
potential. We beg to differ. We think Facebook offers attractive returns, because the shift of advertising 
dollars from old to new media can help Facebook create even more earnings growth than the market 
expects. 

Facebook’s ability to see everything its customers view and share with friends gives it more information about its 
customers’ interests, buying habits, friends, and ways of connecting with friends than any company in history. If 
you’re on Facebook, the company can track your activity on your mobile phone, tablet, or computer—and not just on 
Facebook itself. Shop on the Macy’s website for a pair of shoes; advertisements for shoes will pop up on your screens 
within hours.

Advertisers will pay top dollar for a massive audience and for detailed information that allows them to target the 
audience they want. Not only does Facebook allow advertisers to fi lter its huge user base by demographics and 
geography, it also knows and can sort by the “likes” and major life events of its users. This helps advertisers zero in on 
people with specifi c demographic and behavioral profi les. 

Furthermore, Facebook can match its users’ e-mail addresses and other data to its advertisers’ customer base to 
provide advertisers with information on whether and how long customers viewed their ads, and whether their ads 
turned into sales. That ability to quantify the return on investment of an advertising campaign simply isn’t possible 
outside of digital advertising. 

Facebook currently trades at 39x consensus earnings estimates for 2016. Normally, that would seem quite expensive. 
But at a time when most forecasts for S&P 500 earnings are fl at or negative, Facebook’s earnings are expected to 
grow over 30% annually, refl ecting continuing gains in advertising sales. We have conviction that Facebook’s potential 
growth is so strong that in a few years’ time its current price will look very reasonable.
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RISK CONTROL ALSO MATTERS
Notwithstanding all our careful research, we could turn out to 
be wrong about any given stock. While selecting stocks requires 
skilled fundamental analysis and the conviction to invest on 
insights that other investors do not share, it also requires 
humility to avoid being overexposed to any source of risk. 

We were wrong a few years ago, for example, when we 
forecast that Nokia could withstand the onslaught of high-
end smartphones as well as competition at the low end of the 
market from Samsung. And unexpected events can have big 
impacts: The Japanese tsunami in March 2011 was not only a 
humanitarian crisis but also hit companies around the world that 
depended on the Asian supply chain. Some insights may only 
bear fruit after years of waiting, so it’s possible to look wrong 
for a long time before you’re proven right. 

But a portfolio can be successful—and even outperform 
significantly—when some holdings do poorly, as long as 
the winners add more to performance than the losers take 
away. A portfolio that includes a variety of stocks driven by  
different characteristics and events will have more consistent 
performance than an overly concentrated portfolio. That’s why 
portfolio construction must carefully balance return generation 
and risk control.  

BUILDING PORTFOLIOS TO IMPROVE CONSISTENCY
Given the huge dispersion in annual stock returns, very large 
positions in individual stocks can make a portfolio overly risky. 
A 10% position in a stock that fell 90% would cost clients 9% 
of their invested capital. Thus, even our most concentrated 
portfolios hold more than 10 securities. 

On the other hand, tiny positions aren’t worth having. A 0.1% 
position in a stock would only contribute 0.1% to returns even 
if the stock price doubled. There’s no point investing in a stock 
if you don’t have the conviction to take a meaningful position: 
Investors in a portfolio that is too broadly diversified can end up 
with an expensive index fund. 

That makes skill in sizing positions crucial. While equal position 
sizes might seem logical, portfolio managers seldom see equal 
return potential in each stock—and some stocks are far riskier 
than others, whether measured by their volatility or their reliance 
on a particular outcome. And while a 3.3% holding in Apple is 

a neutral position versus the S&P 500, that same exposure in 
Dollar General stock would be a very large overweight versus its 
0.1% index weight. 

Our various portfolio teams take various approaches to sizing 
positions, but generally weigh the return potential of each stock 
against its volatility and the drivers of that volatility. We consider 
risks that are specific to each stock, as well as systematic risks 
that it shares with other stocks in the portfolio, such as sector, 
country, and other factor exposures. 

FUNDAMENTAL FACTORS: SOURCES OF RISK AND RETURN
Our portfolio teams employ quantitative tools to identify and 
moderate the systematic factor risks that arise from stock 
selection. But risk can also be worth taking: Factors such as 
relatively low valuation, strong stock price momentum, strong 
growth, high quality (indicated by low asset growth and other 
metrics), low beta, and small size can be powerful sources of 
relative return over time (Display 4). 

These factors capture important fundamental strengths that the 
market has rewarded over time, for good reason: All else being 
equal, a company that is more profitable than the market should 
outperform. So should companies that are more attractively 
valued, benefit from positive trends, offer better quality, are 
less sensitive to market moves, or are smaller (and thus have 
more room to grow). 

But none of these factors outperforms consistently. Each factor’s 
return fluctuates significantly from one year to the next, as 
shown in Display 5. The small-cap index was the best-returning 
index in 2010, the worst in 2011, the best in 2012, and the worst 
in 2014. The value index did best in 2009, second worst in 2010 
and 2011, best in 2013 and 2014, and worst in 2015 through 
November. 

Since too great a tilt to any factor can lead to huge swings 
in absolute and relative performance, our investment teams 
monitor factor exposures and size positions to make sure they 
understand the risks in the portfolios and to ensure they are 
taking an appropriate amount and type of risk. 

Style-pure strategies, such as growth and value, intentionally 
tilt toward particular factors to boost returns. These factor tilts 



DISPLAY 4: EQUITY FACTORS DELIVER OUTPERFORMANCE OVER TIME

Factor Outperformance Annualized Since 1971*

*Return spread between most attractive and least attractive 20% of US large-cap stocks when ranked separately on each trait, January 1971 through 
November 2015

Value represented by price-to-book and price-to-free cash flow; momentum by 12-month trailing share price; growth by return on equity and high and 
persistent profitability; quality by asset growth, net equity issuance, and net debt issuance; low beta by beta; and size by market capitalization

Source: AB. Past performance and current forecasts do not guarantee future results.
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DISPLAY 5: FACTOR INDEX RETURNS DIVERGE WIDELY AND LEADERSHIP SHIFTS

Historical analysis is not necessarily indicative of future results.
*2015 data are through November.

Returns shown are for the MSCI USA Factor–High Exposure Indexes for the following factors: low beta by the Minimum Volatility Index; income by the  
High Dividend Yield Index; quality by the Quality Index; value by the Enhanced Value Index; price momentum by the Momentum Index; growth by the  
Russell 1000 Growth Index; and small size by the Russell 2000 Index. 

Source: Morgan Stanley Capital International (MSCI), Russell Investments, and Standard & Poor’s. Past performance and current forecasts do not 
guarantee future results. 
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THINKING OUTSIDE  
THE STYLE BOX

Morningstar and a number of other firms have tried to remedy 
investors’ self-defeating tendency to chase performance 
by categorizing equity funds on a simple two-dimensional 
grid: Stock funds are categorized as growth, blend, or value 
along the horizontal dimension, and large-, mid-, or small-
capitalization along the vertical dimension. Investors can 
apply this framework regionally.

This framework was designed to help keep investors 
well diversified. Growth and value stock funds typically 
outperform at different times, as do large-cap and small-cap 
funds. Maintaining exposure to every style box component 
should help smooth returns, but the limitations of the style 
box have become evident over time. 

First, style boxes have increased awareness of which style 
and cap range is currently doing best; paradoxically, that may 
have increased the tendency to chase performance.

Second, once Morningstar and other firms ranked funds within 
each category, investors flocked into the top-ranked funds. 
This has had a perverse side effect: Rather than maintaining 
diversification, investors inadvertently concentrated their 
risks, because the growth and value labels applied to funds 
lump together funds that look for significantly different types 
of stocks. 

Imagine an investor seeking to diversify across growth and 
value categories in the summer of 2012 by picking the top-
ranked funds in each style. At that time, the top growth funds 
emphasized high growth and income, but not momentum. 
The top value funds held “relative value” stocks with more 
growth and income than other value portfolios—and focused 
least on “deep value” stocks with low price-to-book ratios. In 
other words, the highest-rated funds in different style boxes 
were likely to share exposure to the growth and income 
factors that were performing well. And both did poorly in the 
subsequent three years, for that very reason.

This example illustrates how style box investing has had the 
opposite of its intended result: Investors have continued to 
chase performance, which led to disappointing returns and a 
concentration of risk. 
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are critical to their long-term success, but can lead to periods of 
underperformance when those factors are out of favor. 

Most investors buy funds that are outperforming, often 
largely because of their factor tilts—and sell those that are 
underperforming, also largely because of their factor tilts. We 
think this performance chasing is a key reason US equity mutual 
fund investors have lagged the market so badly, garnering only a 
5.2% annualized return from 1995 to 2014, about half the 9.9% 
return of the S&P 500.3

WHY “BEST IN CLASS” OFTEN FAILS
Many investors seek “best in class” managers across each 
category of stocks. And the logic seems compelling: Diversify 
your risk across categories, while choosing the best performing 
funds using a framework such as Morningstar’s Style Box. Yet, as 
noted above, this approach tends to deliver poor outcomes. We 
think that’s because the “best in class” process systematically 
leads investors to select portfolios that in combination are both 
less active and less diversified than you’d expect.

Consider the results of a simulation that we performed recently. 
We combined four US large-cap funds that had received five-star 
ratings from Morningstar in the value, growth, core, and low 
volatility categories. Each manager was reasonably concentrated, 
which allowed each of them to do relatively well on a stand-alone 
basis. But the combination of all four funds owned nearly half the 
stocks in the S&P 500, with an average position size of 0.3%, not 
much more than the 0.2% average index weight. 

As this example illustrates, a combination of “best in class” 
managers can end up looking a lot like the index, with less active 
outperformance potential than investors expect. Even worse, 
investing in the Style Box winners can also reduce diversification, 
because the best-performing managers in each category tend 
to share similar factor exposures (see “Thinking Outside the 
Style Box”). A different approach is needed to get better active 
performance with less risk.

3See Dalbar’s “Quantitative Analysis of Investor Behavior” (QAIB), 2015.



RESEARCH MATTERS: SELECTED NON-US HOLDINGS

NN: A SHRINKING ANNUITY GROWS SHAREHOLDER VALUE

NN has an unusual strategy: Its management is committed to shrink the business. Why would we 
want to own a company like that? NN has a strong balance sheet and risk-management practices, 
pays a 3% dividend yield, and is buying back a lot of stock.

NN is a collection of European (mostly Dutch) insurance assets and Japanese guaranteed variable annuities that were 
once part of ING. These businesses were only modestly profi table and not growing, so ING tried to sell them to other 
insurers, but couldn’t fi nd any takers. So, ING spun the assets out as a new company named NN. 

NN’s strategy is to manage its insurance and annuity contracts until they expire, and return to shareholders the margins 
on existing contracts and the capital released when the contracts expire.

Where most investors saw NN as a lousy business with a mere 6% return on equity, our analyst saw management 
discipline and cash generation. Like a very long-term amortizing mortgage or a shrinking annuity, NN represents a 
stable and rich source of cash. The stock is no longer as compelling a value as it was when we fi rst bought it a year 
ago, but we continue to hold it for yield and the stability it provides in down markets. 

SAFRAN: TAKING OFF EVEN IF EUROPE DOESN’T

Safran, a French aerospace equipment company, was widely seen as a very cyclical business with 
low profi t margins. No wonder most investors had no interest in the stock, and it traded at low 
multiples! 

But our analyst was curious, because Safran’s core product, the CFM56 engine, has a dominant market share for 
short-range passenger aircraft like the Boeing 737 and Airbus A320. With such a successful product, why wasn’t Safran 
more profi table? 

Safran had delivered thousands of new engines over the past decade. Our analyst noted that as these engines 
matured, civil aviation regulations would dictate when they would need servicing, which would drive demand for spare 
parts that only Safran could provide at very high cash margins. 

Our analyst then went to work researching the replacement schedule for every spare part in the CFM56 engine, and 
modeling what that should mean for Safran’s fi nancials. His work confi rmed that the large installed base of Safran 
engines would support highly predictable future cash-fl ow growth. In other words, Safran’s cash fl ows and earnings 
were not cyclically sensitive, as the market assumed. 

His research also revealed that Safran’s apparent low profi tability could be explained by its conservative accounting: 
The company was recording new engine sales at low margins. But its subsequent spare-part sales (at very high 
margins) were not yet refl ected in Safran’s earnings—or in the market’s expectations. 

Based on these fi ndings, we purchased the stock at very low valuations. Since then, its margins have risen dramatically 
with new-part orders, as we had forecast. While the stock has done very well, we believe that the market is still 
underestimating Safran’s cash-fl ow growth. With current valuations low relative to our forecasts, we think Safran 
continues to offer attractive returns. 

 Conviction and Consistency 9



NOVO NORDISK: IN THE SWEET SPOT

Novo Nordisk offers almost a pure play on the strong and persistent global growth in diabetes cases. 
The Danish firm derives 85% of its revenues from diabetes care products that patients typically need 
for decades. Rising incomes lead to less healthy diets, so diabetes is now growing rapidly in China 
and other emerging markets. And Novo Nordisk’s global market share in diabetes care has grown 
from 20% to 28% over the last decade. 

While Novo Nordisk is generally a well-liked stock, some investors worry that pricing pressure from pharmacy benefits 
management firms could hurt its earnings growth. Our analyst expects volume growth to offset pricing pressures. 
Furthermore, Novo Nordisk’s strong track record in research and development has resulted in longer-lasting forms of 
insulin and less painful delivery mechanisms. As a result, our analyst expects Novo Nordisk will be able to charge a 
premium for new drugs.

FDA approval for new products in the crucial US market is always a risk for pharmaceutical firms. Novo Nordisk has a 
strong track record for FDA approval. But in 2013, investors were disappointed when the FDA didn’t approve Tresiba, 
and the stock fell 10%. In 2015, the FDA finally approved the drug. 

In late December 2015, Novo Nordisk was trading at 24x forward earnings. We don’t think that is high for a stock  
with current ROE of 63%, 15% earnings-per-share (EPS) growth that could continue for years, and volatility lower than 
both the market and its peers.
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BEYOND THE STYLE BOX: OUR INTEGRATED APPROACH
A key part of Bernstein’s mission is helping our clients define 
and reach their financial goals. We take advantage of our wide 
range of investment services to fine-tune each client’s asset 
mix to best position clients to achieve their specific objectives. 
For example, clients seeking greater stability might want an 
additional allocation to our lower-risk Strategic Core strategy. 
Clients with a taste for greater growth or a longer time horizon 
might be interested in some exposure to our Concentrated 
Growth services. 

We think Bernstein is uniquely able to customize investment 
solutions because our many in-house investment teams deploy 
distinct approaches to creating high-conviction portfolios 
focused on different anomalies in the equity markets. We 

have dedicated teams managing portfolios that focus on 
particular regions and factors, ranging from large-cap 
growth to emerging-market value, along with many others.

Talking to our in-house teams on an ongoing basis, and using 
sophisticated quantitative risk tools, allows us to understand the 
opportunities they are pursuing and the risks they are taking. Our 
insight into what’s in our portfolios also gives us the confidence 
to resist the natural human tendency to chase performance, 
which so often undermines the style box approach.

Selecting the right combination of portfolios and the right 
allocations to them takes conviction, skill, and humility, just like 
combining individual securities. 
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INTEGRATING STYLE INSIGHTS
Having these distinct teams in-house also opened up another 
possibility: What if we combined the best ideas from various 
teams, rather than their portfolios? 

That would allow us to take somewhat larger positions in the 
stocks our research analysts found most compelling without 
taking much added risk, because we could build portfolios with 
high-conviction stocks that diversify each other very efficiently; 
we wouldn’t need many of the stocks that each of the style-
pure portfolios owned in order to reduce their systematic risks. 
Getting both conviction and consistency in this way would be 
most important in our core stock portfolios. 

Our core US portfolio is Strategic Equities (SE). Broadly 
speaking, SE concentrates its holdings in the best ideas from 
our US Large-Cap Growth, Strategic Value, Strategic Core, and 
Select Equities teams to create a high-conviction portfolio with 
70 to 85 stocks, including Nike, LyondellBasell, and Facebook.  

The SE team recognizes that investments that are attractive 
from one angle (say, low valuation) may be less attractive 
from another angle (say, momentum or profitability). Those 
unattractive characteristics, left unchecked, could undermine 
the firepower of the portfolio. 

So the SE team makes trade-offs about which stocks the 
portfolio will own and how large a position to take in those 
stocks. These trade-offs reflect both the stand-alone attributes 
of any single stock and how it fits with all the other stocks being 
considered.

For example, Facebook (discussed on page 5) has very strong 
momentum but is very expensive relative to current earnings, 
and its current return on capital is mediocre. Its huge asset 
growth also makes it appear low-quality. Facebook pairs well with 
a company like LyondellBasell, which has a very low valuation, 
high profitability, and little asset growth. The combination of 
these two companies has more attractive factor exposures than 
either alone. 

Our SE team tries to find the best balance across all the stocks we 
find most attractive. For example, Nike offers low beta exposure, 
which complements the high beta from LyondellBasell. Nike 

and LyondellBasell are relatively small-cap, so they both 
complement Facebook. 

This process allows the SE team to build a US large-cap portfolio 
that focuses on our highest conviction research insights, with 
a more attractive balance of factor exposures than any one 
stock—or the market as a whole—can provide. Indeed, SE looks 
more attractive than the market on six of the key factors we 
measure (Display 6, next page). This is our recipe for delivering 
higher equity returns with better consistency. 

We have recently extended this approach internationally. Our 
International Strategic Equities (ISE) team draws from more 
than two dozen in-house international and global developed, 
emerging-market, and single-country portfolios to select about 
90 stocks with high-return potential and carefully balanced 
risks, including NN, Safran, and Novo Nordisk (discussed on 
pages 9 and 10).

Since ISE is a multi-country portfolio, the ISE team has to take 
country and currency risk into account, as well as sector and 
factor exposures. The ISE team takes risk when it thinks there’s 
a good reason to do so. For example, the portfolio currently 
overweights Denmark and Israel, and tilts toward the consumer 
discretionary and technology sectors, because our research 
indicates that the return potential of our holdings in those 
countries and sectors more than justifies the risks. 

Similarly, the ISE team (like the SE team) seeks exposure to 
attractive factors (Display 7, next page), because it believes 
those factors will deliver outperformance over time. The team’s 
goal is to ensure the portfolio diversifies risk from any single 
source and to avoid unintended risks that might arise through 
some combination of individually attractive ideas. 

With so many risks to monitor, quantitative tools are particularly 
helpful to the ISE team in trading off positive return expectations 
against potential risks. But fundamental considerations are still 
vital, as not everything can be easily quantified. For example, 
in Latin America, the ISE team deliberately selected stocks in 
Mexico that act as higher quality complements to the attractively 
valued but less stable Brazilian holdings in the portfolio.



DISPLAY 7: INTERNATIONAL STRATEGIC EQUITIES: ATTRACTIVE FACTOR EXPOSURES

Valuation defined as price-to-free cash flow; quality as asset growth; size as market capitalization (US$ billions); beta as beta;  
growth as free cash flow on assets; and momentum as 12-month trailing share price

Source: FactSet, MSCI, Standard & Poor’s, and AB. Past performance and current forecasts do not guarantee future results.
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DISPLAY 6: STRATEGIC EQUITIES: ATTRACTIVE FACTOR EXPOSURES

Valuation defined as price-to-free cash flow; quality as asset growth; size as market capitalization (US$ billions); beta as beta;  
growth as free cash flow on assets; and momentum as 12-month trailing share price

Source: FactSet, MSCI, Standard & Poor’s, and AB. Past performance and current forecasts do not guarantee future results.
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CONCLUSION
In this paper, we’ve outlined our approach to combining 
conviction in research-based investment insights with systematic 
risk management, to provide greater performance consistency. 

Even in today’s information-rich environment, we think our 
research can generate differentiated insights about which stocks 
are attractive. Given the vast dispersion in stock returns, those 
insights can lead to buying stocks with the potential to do better 
than the market—and to avoiding stocks that do much worse.

It takes conviction and skill to come to an insightful conclusion and 
act on it. Investors are unlikely to benefit from research-based 
insights if they shy away from putting enough capital behind their 
ideas. But success also takes humility, because any one insight 
may be wrong, take a long time to pay off, or be undermined 
by unexpected events. Thus, putting too much capital behind 
any one idea is risky, and skillful position sizing to diversify  
stock-specific and systematic risks is crucial to consistent 
investment success. 

All this is difficult. The most common mistake we see investors 
make is to seek “easy fixes,” such as the wholesale shift to index 
funds and ETFs, or the simpleminded implementation of style 
box investing.

We don’t reject index investing. We think index funds and ETFs 
are useful tools and often use them in client portfolios. But we 
think overreliance on index funds and ETFs in the low-return 
environment that we expect for the next five to 10 years is likely 
to lead to, well, low returns. A high-conviction, actively managed 
approach—while it does entail risk—offers the potential for the 
higher return that many investors need.

The style box is likewise a useful tool, but buying the best recent 
performers in each box equates to performance chasing—a sure 
route to failure. Effective active investing requires understanding 
the holdings and characteristics of the portfolios you select, and 
how they work together. We think Bernstein’s distinctive ability to 
integrate research-based fundamental conviction about stocks 
with systematic risk management based on factor exposures is 
a better approach. We believe that making thoughtful trade-offs 
between risk and potential return can improve the consistency 
and magnitude of our outperformance over time. 

It is not easy to beat passive indexes, and harder still to do it 
consistently. But that’s what Bernstein is committed to doing. 
We think we have the right skills and tools to succeed, as well as 
the required mix of confidence and humility. 
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We think investors should focus on the progress they’re making 
toward meeting their financial goals, not returns versus indexes.  
Goal-oriented advice helps investors consider the right trade-offs.

Investment Advice 
that Meets Objectives

The Right End 
of the Telescope

https://www.bernstein.com/Bernstein/EN_US/Research/Publications/Instrumentation/RightEndoftheTelescope.pdf
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Our Dynamic Asset Allocation seeks to mitigate the potential impact of 
short-term market events on clients’ long-term investment plans. Here, we 
explain its philosophy and toolset, and review several key decisions and 
their results.

Forecasting and Managing Risk

Storm Tracking

https://www.bernstein.com/Bernstein/EN_US/Research/Publications/Instrumentation/StormTracking_2Q15.pdf
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