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CONTRACTION, RECOVERY & GROWTH: HOW
FACTORS PERFORMED

With the U.S. economic expansion approaching 10 years, and
volatility whipsawing the markets, investors can be excused
for planning for a potential slowdown. Our view is the slow-
growth expansion will continue for a while with low
inflation and accommodative central banks, an environment
which historically has produced excess returns for most
factors. But what if things get more volatile than expected?
That is when factors have historically had their best
performance. Here’s why.

THE 4 STAGES OF THE CYCLE

Utilizing the cyclical trend* of the Conference Board Leading Economic
Index, we studied how well-known equity factors — size, value,
momentum, dividend yield, quality and low volatility — behaved under
various stages of the economic cycle in the U.S. The four stages are:

e Expansion: economy expands at an accelerated pace
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¢ Slowdown: economy expands at a deaccelerated pace

¢ Contraction: economy contracts at an accelerated pace 7 84%
n

e Recovery: economy contracts at a deaccelerated pace
EXCESS RETURN OF THE LOW

VOLATILITY PORTFOLIO IN

Using this model, the U.S. economy experienced four major economic CONTRACTION (EXHIBIT 2)

cycles during the analysis period with cycle lengths spanning six to 10
years. In the most recent cycle following the housing crisis, the U.S.
economy went through three expansionary regimes (accelerated or
decelerated growth), supported by accommodating monetary and fiscal
policies.

This model in Exhibit 1 indicates that, currently, the U.S. economy is in a
slowdown period of positive but decelerating growth as indicated through
slowing new durable goods orders, decreasing building permits and lower
average consumer expectations. It is important to note that because this
model uses leading indicators, it is better thought of as a predictor of
economic conditions rather than a current barometer. Although this may
produce different results than some of the standard literature we have
seen on this topic, we find the forward looking nature of the results
provide useful insights not gleaned from other approaches.

EXHIBIT 1: BREAKING DOWN THE BUSINESS CYCLES
We first have to define the business cycles before we evaluate how factors performed. We broke down the cycles from December 1978 to June 2018* using

monthly changes in the Conference Board Leading Economic Index (LEI) for the U.S.
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SOURCE: Northern Trust Asset Management, Conference Board. December 1978 to June 2018.
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HOW HAVE FACTORS PERFORMED?

To evaluate factor performance, we formed a portfolio for each factor that
measures the excess return of the top quintile of stocks within each factor
over the Russell 1000, which we equal weighted. These hypothetical
factor portfolios are equally weighted and rebalanced monthly.

Interestingly, we find that most factors perform favorably during
contraction periods and we observe an asymmetry to returns if we take
contraction and recovery together. In other words, it is not surprising that
a factor would do well in one of these two environments and not the
other. However, the stronger excess return from one regime tended to
outweigh the weaker excess return from the other.

Exhibit 2 summarizes the results.

A couple of outcomes should be highlighted. First, each factor exhibited
positive excess returns over the full analysis period and supports our
belief that factors should be strategic holdings held throughout the
economic cycle. Second, factors were generally more potent during more
volatile environments, taking contraction and recovery together. During
periods of positive growth, most factors provided positive excess returns.
Not surprisingly, during recovery and expansion, low volatility tended to
lag.

To further summarize and provide context for these results:

e Size — which refers to the smallest 20% of companies in the Russell
1000 — generally had a high-beta to the stock market and delivered
higher excess returns in recovery and expansion regimes. However,
periods of positive but declining growth that related to economic

1

Factors have historically added to
risk-adjusted returns in a variety
of macroeconomic environments.

EXHIBIT 2: HYPOTHETICAL AVERAGE FACTOR EXCESS RETURN ACROSS ECONOMIC REGIMES (DECEMBER1978-JUNE 2018)

Factors are more potent during contractionary periods (contraction and recovery) than expansionary periods (expansion and slowdown) with

the notable exception of momentum. Green cells are highlighted for emphasis.

ENTIRE PERIOD* CONTRACTION RECOVERY EXPANSION SLOWDOWN

Size 1.62% 1.55% 15.04% 4.29% -1.75%
Value 3.40 6.14 6.50 2.38 1.65
Momentum 2.38 -2.45 -5.39 3.32 4.75
Low Volatility 0.84 7.84 -4.97 -5.79 2.42
Dividend Yield 1.27 4.66 1.55 -2.19 1.37
Quality 4.06 6.63 5.19 1.83 2.68
Number of

Observations 474 80 49 156 189

SOURCE: Northern Trust Asset Management, Conference Board. December 1978 to June 2018.
*Geometric averages used for entire period. For regime analysis, annual averages are displayed.
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slowdowns were challenging environments.

¢ Defensive factors such as low volatility and quality tended to deliver
their best results during contraction periods and not surprisingly
experienced lower returns when economy turned around.

¢ Momentum appeared to be most geared to expansionary regimes but
got caught off-sides during recovery periods and incurred meaningful
drawdowns.

¢ Value had its best performance during the contraction and recovery
regimes.

¢ In a slowdown regime — where the U.S. economy currently resides
according to this model — all factors had positive excess returns
excluding size.

FACTORS FOR ALL SEASONS

Factors have historically added to risk-adjusted returns in a variety of
macroeconomic environments. Our model currently places us in the
slowdown regime which is in line with our 5-year outlook. We feel that
factors may help add to modest return expectations if our base case
holds, but may be particularly useful if the economy cools down, an
environment that has been especially constructive to most factors.

We have strong conviction in the long-run efficacy of factors and the
benefits of factor-based strategies, but investors that are concerned that
the current macroeconomic environment may shift should consider
results presented and how adding factor exposure can help achieve their
investing goals.

*We used business cycle indicator data from the Conference Board as the input for our
economic regime model. The Conference Board publishes three major business cycle
indicators: leading, coincident, and lagging indicators, on a monthly basis. We chose
Conference Board Leading Economic Index (LEI) for this study because investors tend
to watch LEI more closely to gauge economic outlook and it has shown predictive
power on economic turns as documented in various research publications (see Vaccara
and Zarnowitz [1988] and Stock and Watson [1978]). Using a signal processing
technique known as an HP-filter (see Prescott and Hodrick [1997] for details), we
extracted the cyclical trend out of LEI MoM change. The cyclical trend was then
classified into four different regimes based on simple rules related to the slope of the
trendline.
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https://www.capitalmarketassumptions.com/
https://www.northerntrust.com/asset-management/united-states/financial-intermediaries/investment-capabilities/equity-solutions/engineered-equity/factor-based-investing

MORE FROM POINT OF VIEW

For more insights, visit
pointofview.northerntrust.com
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IMPORTANT INFORMATION. The information contained herein is intended for use with current or prospective clients of Northern Trust
Investments, Inc. The information is not intended for distribution or use by any person in any jurisdiction where such distribution would be
contrary to local law or regulation. Northern Trust and its affiliates may have positions in and may effect transactions in the markets, contracts
and related investments different than described in this information. This information is obtained from sources believed to be reliable, and its
accuracy and completeness are not guaranteed. Information does not constitute a recommendation of any investment strategy, is not intended
as investment advice and does not take into account all the circumstances of each investor. Opinions and forecasts discussed are those of the
author, do not necessarily reflect the views of Northern Trust and are subject to change without notice.

This report is provided for informational purposes only and is not intended to be, and should not be construed as, an offer, solicitation or
recommendation with respect to any transaction and should not be treated as legal advice, investment advice or tax advice. Recipients should
not rely upon this information as a substitute for obtaining specific legal or tax advice from their own professional legal or tax advisors.
References to specific securities and their issuers are for illustrative purposes only and are not intended and should not be interpreted as
recommendations to purchase or sell such securities. Indices and trademarks are the property of their respective owners. Information is
subject to change based on market or other conditions.

Past performance is no guarantee of future results. Performance returns and the principal value of an investment will fluctuate. Performance
returns contained herein are subject to revision by Northern Trust. Comparative indices shown are provided as an indication of the
performance of a particular segment of the capital markets and/or alternative strategies in general. Index performance returns do not reflect
any management fees, transaction costs or expenses. It is not possible to invest directly in any index. Gross performance returns contained
herein include reinvestment of dividends and other earnings, transaction costs, and all fees and expenses other than investment management
fees, unless indicated otherwise.

Forward-looking statements and assumptions are Northern Trust’s current estimates or expectations of future events or future results based
upon proprietary research and should not be construed as an estimate or promise of results that a portfolio may achieve. Actual results could
differ materially from the results indicated by this information.

Hypothetical portfolio information provided does not represent results of an actual investment portfolio but reflects representative historical
performance of the strategies, funds or accounts listed herein, which were selected with the benefit of hindsight. Hypothetical performance
results do not reflect actual trading. No representation is being made that any portfolio will achieve a performance record similar to that shown.
A hypothetical investment does not necessarily take into account the fees, risks, economic or market factors/conditions an investor might
experience in actual trading. Hypothetical results may have under- or over- compensation for the impact, if any, of certain market factors such
as lack of liquidity, economic or market factors/conditions. The investment returns of other clients may differ materially from the portfolio
portrayed. There are numerous other factors related to the markets in general or to the implementation of any specific program that cannot be
fully accounted for in the preparation of hypothetical performance results. The information is confidential and may not be duplicated in any
form or disseminated without the prior consent of Northern Trust.

Northern Trust Asset Management is composed of Northern Trust Investments, Inc. Northern Trust Global Investments Limited, Northern Trust
Global Investments Japan, K.K, NT Global Advisors Inc., 50 South Capital Advisors, LLC and investment personnel of The Northern Trust
Company of Hong Kong Limited and The Northern Trust Company.

© 2018 Northern Trust Corporation. Head Office: 50 South La Salle Street, Chicago, lllinois 60603 U.S.A.
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