
THE QUARTERLY STATEMENT

Market Commentary

At the end of the second quarter, uncertainty 

seemed certain as economists and analysts 

scrambled to assess the impact of the U.K.’s 

impending exit from the E.U. The initial knee-jerk 

reaction caused the S&P 500 Index to drop 5.3% in 

the two days following the Brexit vote. Surprisingly, 

however, the third quarter was marked by relative 

stability, despite mixed economic data: U.S. PMI 

estimates missed in both the manufacturing and 

service sectors, corporate profits were reported 

to have declined $24B during the second quarter, 

and real GDP growth estimates were lower than 

expected. 

Bright spots in the third quarter included tightening 

labor market data, a modest pickup in inflation and 

positive U.K. manufacturing reports. The S&P 500, 

Russell 2000 and MSCI EAFE closed the quarter up 

3.9%, 9.1% and 6.4%. Given the third quarter is 

historically the worst performing quarter of the year, 

these returns served as welcome news for investors.

Within fixed income markets, September was 

driven by central bank decisions (or lack thereof).

The market wavered as it reacted to the increased 

likelihood of an interest rate hike by year-end in the 

U.S. and inaction from the European Central Bank in 

adding to its stimulus package. In addition, Japan’s 

policy to target interest rates versus expand its 

monetary base was a clear attempt to further flatten 

its yield curve and maintain flexibility. In other words, 

central banks have demonstrated extraordinary 

control of fixed income markets, and this helped 

bond yields remain at historically low levels with the 

10-year U.S., German and Japanese issued bonds 

yielding +1.59%, -0.12% and -0.09%, respectively, at 
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THIRD QUARTER 2016 INDEX RETURNS

• Markets seemingly shrugged off the   
 impact of the Brexit vote 

• Value stocks outperformed growth

• Volatility remained muted 

• Global central banks’ 
 accommodative policies persisted
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quarter-end. With low yields persisting, volumes of 

speculative-grade debt securities increased and 

experienced a nice rally for the third quarter, as is 

evidenced by the Barclays Corporate High Yield Index 

(up 5.6%) outpacing the S&P 500 (up 3.9%). Conversely, 

with international concerns subsiding, global central 

bank policies updated, and continued anemic but 

positive U.S. GDP growth, the probability of a rate hike 

drastically increased in the U.S. from less than 15% to 

over 50% following the end of the second quarter. 

Perhaps one of the most prominent themes of both 

the quarter and the year has been the upturn in 

performance of value securities. Since the end of 

the financial crisis, growth stocks have experienced 

an unparalleled run which has served as a substantial 

headwind for active managers. This phenomenon is 

demonstrated in Exhibit 1.  

However, over the last twelve months, value stocks 

have outpaced growth by 2.4%. Year-to-date, 

value has rebounded as the Russell 1000 Value 

outperformed its Growth counterpart by 4%. Could 

this be the start of value’s resurgence?

With passive strategies now making up more than a 

third of all funds, we believe attractive opportunities 

may exist for active managers willing to stray from 

the herd to search for value. While equity index funds 

give investors the opportunity to invest in a diversified 

equity portfolio at a low cost, it is our view that there 

are problems with this approach.

Index Investing is Imperfect

As mentioned, over the past decade, investors have 

embraced funds that mimic an index like the S&P 500, 

and given characteristics of index investing, it is easy 

to see why. Generally, index funds charge low fees, 

generate low turnover (capital gains) and produce 

predictable underperformance (index return less 

expenses). Conversely, the vast majority of active 

managers have struggled to keep pace with indices 

over the past several years. As shown in Exhibit 

2, large cap indices are in the top quartile within 

their respective five-year Morningstar universe, 

indicating that over 75% of active managers have 

underperformed during this timeframe.  

EXHIBIT 2: MORNINGSTAR FIVE-YEAR UNIVERSE RETURNS

Source: Morningstar

EXHIBIT 1: LARGE CAP VALUE OVER GROWTH STOCKS
Relative 60-Month Total Returns (Annualized) 
December 31, 1978 through September 30, 2016

Sources: FactSet (Large Cap Value=Russell 1000 Value 
Index, Large Cap Growth=Russell 1000 Growth Index)

Source: Morningstar
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However, blindly following a path to index investing 

has several key drawbacks. Following, we take a quick 

look at two of these issues:

1. Passive investing gives a higher weight to 
 companies with larger market capitalizations.

Stocks with the highest market capitalizations have the 

greatest weights in market index funds. This exposes 

index investors to unnecessary specific company risk, 

as large companies cannot be expected to continue 

to outperform smaller companies in perpetuity. 

Theoretically, over time, earnings growth should slow 

as competitive pressures take hold and serve as a 

limiting factor to profitability.  

2. Passive investing enables outsized sector   
 bets to occur.

As companies in the S&P 500 outperform and grow in 

market capitalization, sector weightings also become 

overextended. Simple examples of this problem are 

the overweighting of tech sector (~35% of the S&P 

500) during the 1999/2000 bubble and the financial 

sector (22% of the S&P 500) prior to the 2008/2009 

financial crisis. Both of these instances can be clearly 

seen in Exhibit 3.

Case for Active Management

While index investing may be tempting to investors, 

we would encourage careful consideration as 

to why active managers have struggled by offering 

the following rationale. U.S. large capitalization 

active managers may have portfolio construction 

tendencies such as:

 1. Market Capitalization – the favoring of small   
  cap versus large cap securities

 2. Style Bias – the selection of value over    
  growth securities

 3. Cash Balances – the propensity to carry 
  “dry powder” 

 4. Geographic Diversity – the inclination to 
  include international securities in the portfolio 

While historically, these attributes have added value, 

recent experience has not been as kind to active 

portfolio managers. While we are not predicting the 

future, one should consider the duration of the current 

bull market as an indication that opportunities for 

active managers may be on the horizon.

In choosing an active manager, the investor has 

more control over the previously addressed problems 

of index investing, including valuation, market 

capitalization and sector exposure. In addition, the 

dramatic increase in fund flows to mutual funds 

and ETFs over the past ten years has driven stock 

correlations materially higher, providing those willing 

to try different strategies more opportunity to generate 

excess returns. 

Yet perhaps the clearest case for active 

management can be seen through the investigation 

of the performance of the top ten constituents of the 

S&P 500 over a multitude of time periods. It is 

EXHIBIT 3: S&P 500 SECTOR WEIGHTS OVER TIME

Source: Factset, Glenmede Investment Management



Top Ten Average 19.3%

Relative to S&P 500 3.0%

% of Stocks >S&P 500 70%
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readily apparent that few of these names are able 

to consistently maintain this top ten ranking. When 

comparing average (equal-weighted) pre and post 

returns of the top ten names in the S&P 500 over five 

year periods, outperformance in the prior five years 

was nearly always followed by a five year period of 

underperformance. 

In Exhibit 4, the current top ten mix’s annualized 

outperformance of 3.0% relative to the S&P 500 

in the five years prior to third quarter end could 

therefore be followed by five years of relatively 

unimpressive returns.  

Over longer time periods, this deficit is more 

pronounced. In fact, since 2000, the performance of 

the top ten average names in the S&P 500 has lagged 

both the S&P 500 itself and the equal weighted 

S&P 500 on a cumulative basis by -82% and -221%, 

respectively, as shown in Exhibit 4. 

The historical outperformance of the equal-weighted 

versus the market cap-weighted index would suggest 

that an active portfolio manager could enhance an 

investor’s long-term return by allocating a greater 

proportion of the portfolio to smaller companies 

relative to the larger capitalization companies in a 

market index.

CUMULATIVE ANNUAL

Top Ten Average 42.2% 2.3%

S&P 500 Index 124.3% 5.3%

S&P Equal-weight 263.6% 8.5%

Relative to S&P 500 -82.1% -3.0%

Relative to S&P 
Equal-weight -221.4% -6.3%

TOTAL RETURNS

12/31/00 to 9/30/16

Source: Glenmede Investment Management, FactSet
*FB - return since inception date of IPO on 5/18/12 
(closing price)

S&P 500 Index 16.4%

S&P Equal-weight 17.4%

ANNUAL RETURN
PRIOR 5-YEAR

1 AAPL Technology 17.8%

2 GOOGL Technology 25.5%

3 MSFT Technology 21.6%

4 XOM Energy 6.8%

5 AMZN Cons. Disc. 31.1%

6 JNJ Healthcare 16.7%

7 FB* Technology 27.4%

8 BRK.B Financials 15.3%

9 GE Capital Goods 18.1%

10 T Telecom 13.1%

TOP TEN SECTOR

EXHIBIT 4: TOP TEN CONSTITUENTS
As of September 30, 2016



Given this  compel l ing argument,  GIM’s 

quantitative equity strategies, led by Vladimir 

(Val) DeVassal, CFA, use three different tenets as 

part of their active management strategy:

 • A fundamental tilt and bias towards 

  securities that exhibit value characteristics 

  to take advantage of the long-term 

  outperformance of value stocks.

 • The reduction of idiosyncratic, or 

  firm-specific risk through benchmark 

  agnostic position weights and diversification 

  of the number of securities in each strategy.

 • A focus on diversification by sector within 

  strategies to ensure that no outsized, 

  unintentional industry bets are made. 

Most notably, GIM’s Large Cap Core and Large 

Cap Growth strategies employ quantitatively-

based investment processes with stringent risk 

controls and focus on integrating fundamental 

factors into the stock selection process in an effort 

to avoid over allocations to specific companies 

or sectors. By focusing on long-term performance 

and seeking to limit downside risk, Val and his 

team are well-prepared to handle a continually 

evolving market environment.

For additional information on Glenmede’s 

strategies, please visit glenmedeim.com.

Opinions represent those of Glenmede Investment 
Management, LP (GIM) as of the date of this report and are 
for general informational purposes only. This document is 
intended for sophisticated, institutional investors only and not 
intended to predict or guarantee the future performance 
of any individual security, market sector or the markets 
generally. GIM’s  opinions may change at any time without 
notice to you.

This report is not intended to be a client-specific suitability 
analysis or recommendation, an offer to participate in 
any investment, or a recommendation to buy, hold or sell 
securities. It may contain information which is not actionable 
or appropriate for every investor, and should only be 
used after consultation with professionals. References 
to risk controls do not imply that all risk is removed. All 
investments carry a certain degree of risk. Past performance 
of any strategy, area or security is not indicative of future 
performance. Information contained herein is gathered 
from third party sources, which GIM believes to be reliable, 
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