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•	 January was a month of reversals with a number of U.S. investment markets and equity factors switching direction 
decidedly once the new year began. Two of the biggest changes were the late January stock market decline following 
a strong 2013 rally and a drop in long-term interest rates. Both shifts reversed two main themes of 2013. Within 
equity markets, a number of quantitative factors also reversed well-seasoned trends from 2013. For instance, higher 
dividend-yielding stocks and low-momentum stocks performed well in January after struggling in 2013.  The stock 
market’s decline seemed to be the catalyst for these factor reversals, but even after the market recovered for a first 
quarter gain, higher dividend-yielding and low-momentum stocks continued to outperform during the quarter. 

•	 As of March 31, 2014, the S&P 500’s five-year annualized return was among the best 10% of rolling five-year returns 
since 1926. Historically, such powerful long-term returns have been followed by still positive, but lower-than-average, 
five-year equity performance.  The potential for lower-than-average returns over the next five years may be reduced as 
trailing 10-year returns are among the worst 33% historically, which is unusual after such a strong five-year rally.

•	 The intense media coverage surrounding Michael Lewis’ publication of Flash Boys revived discussion about possible 
costs of high frequency trading (HFT). We compiled links to some data-driven analysis of the subject, as well as some 
interesting anecdotal discussions of the book and HFT. One analysis of trading trends finds that electronic trading’s 
rise in dominance over the last 15 years significantly reduced trading costs but also introduced certain negatives such 
as predatory HFT and potential market instability (e.g. the flash crash of 2010). Careful reforms perhaps can retain 
electronic trading’s benefits while mitigating these problems, but a great deal of dispute exists on the best path 
forward.

Broad Market U.S. Equity Factor Returns 
YTD; % Return Difference between Factor’s1 High and Low Quartile; Russell 1000 Index

As of 3/31/2014; Source: FactSet, Brandywine Global
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A notE FRoM BRAndywinE GloBAl’S 
divERSiFiEd EqUity tEAM

This paper is the quarterly report by 
Brandywine Global’s Diversified Equity 
team on quantitative factors impacting 
the U.S. equity markets. In each publi-
cation we will provide a standardized 
report on factor behavior for the quarter 
and year-to-date periods. In addition, we 
will provide brief comments highlighting 
important and interesting trends in factor 
behavior and discuss recent work we are 
engaged in to better understand these 
trends. Understanding market perfor-
mance through the unique lens of factor 
returns often brings early illumination to 
equity opportunities as well as areas of 
risk concentration. We use a longer-term 
perspective on the behavior of various 
factor returns to develop Diversified Eq-
uity strategies at Brandywine Global. We 
welcome feedback on our factor report as 
well as on the thoughts and research in 
our written presentation.
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Higher dividend stocks were among the best performers in the first 
quarter following the 30-basis-point decline in 10-year Treasury yields. 
Recall, however, that a larger interest rate decline in September /Octo-
ber 2013 did not produce similar outperformance for high yield stocks. 
The initial snap back from poor performance in 2013 appears closely 
related to the turn of the year. High dividend-yielding stocks mostly con-
tinued to perform well after January even though long-term rates were 
basically unchanged for the rest of the quarter. A number of quality and 
sentiment-based variables experienced similar reversals at year end. 
Higher return on equity, lower debt to equity, and large share-buyback 
companies were all performing very well in late 2013 then began to 
significantly lag as we started the new year. Even after equities overall 
recovered in February and March, these factors remained negative, 
though some partially rebounded from their lowest levels in the quarter.

With trend reversal such a prominent theme in the first quarter, particu-
larly in January, the strong performance from lower-momentum stocks in this period is not surprising. While positive momentum performed well in 
2013, the stocks that had lagged the most last year, such as those with the higher dividend yields or higher net common-stock issuance, bounced 
back to generate strong returns in the quarter. This result follows an interesting historical pattern, where low-momentum stocks perform quite well 
in January and then the highest-momentum stocks outperform for most other months as well as over long time periods, as shown in Figure 2. 

Across the overall market, value as represented by either lower price-to-earnings (PE) or price-to-book (PB) stocks performed well in late 2013 and 
then continued to outperform in the first quarter.  This result held true for both small and large caps. Within the Russell 1000 value and 2000 value 
Indices, however, deeper-value stocks failed to sustain their 2013 outperformance and trailed higher-PE and PB stocks in early 2014. While this in-
consistent value factor return for value versus all stocks may seem unusual, in fact this disparity has been a fairly common occurrence. In just over 
a third of months since 1926, the relative return to low price-to-book stocks in large-cap stocks overall has been the opposite of these stocks within 
a large-cap value universe. For low PE stocks, contradictory performance occurred about one-third of the time as well.
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Figure 1 U.S. Equity Factor Returns 
Last 3 Months; % Return Difference between Factor’s1 High and Low Quartile
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Figure 2 Large Cap Monthly Price Momentum Return Avg (1927-2013)
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MARkET RETURnS

Over the last five years ended March 31, 2014, the S&P 500’s total 
annualized return (including dividends) was a remarkable 21.2%, 
which ranks among the best 10% of all rolling five-year periods 
since 1926. The end of the first quarter is close to the five-year an-
niversary of the market’s low point following the 2007-2008 finan-
cial crisis—the actual bottom was on March 9, 2009. As one might 
expect, historically, such strong markets have not persisted over 
the next five years. neither have such strong periods on average 
been followed by a bear market with negative equity returns. Instead, the average S&P 500 five-year annualized total return following a top 10% 
five-year period were 5.4%—still positive, but below the average for all five-year periods of 9.9%. The following five years exhibited considerable 
return dispersion, including a five-year period with a 23% annualized return ending in 1954, followed by five years with an annualized 19% return. 
The lower average equity returns following a strong bull market still exceed the historical average five-year annualized 10-year Treasury return in 
these periods of 3.1%. In the past, below average stock market performance after an exceptional five-year rally has been concentrated in the first 
three years, as seen in table 1.

The possibility of below-average returns going forward may be offset by the fact that the five-year period that included the financial crisis and 
ended on March 31, 2009 was among the worst 6% of all five-year periods examined. The recent rally, in some sense, has only moved the market 
return back to its long-term average upward trend, suggesting the possibility for close-to-average returns going forward.  The 10-year annual-
ized return of the S&P 500 ending March 31, 2014 is among the worst third of such 10-year periods with a 7.4% gain. A top 10% five-year period 
coupled with a below-average 10-year period is unusual (seven of nine such instances occurred in the years 1936-1937, during the Great Depres-
sion). In addition, a below-average 10-year period has, on average, been followed by a slightly better-than-typical five-year period, perhaps counter-
ing the prospect of lower returns after the recent five-year rally.

HIGH-FREQUEnCy TRADInG

Michael Lewis‘ Flash Boys provides a highly provocative tale about the 
rise of electronic trading and the potential exploitation of equity inves-
tors. Throwing around the phrase “rigged markets” is bound to draw at-
tention. Flash Boys’ story is not a new one, as Securities and Exchange 
Commission (SEC) market reforms initiated as far back as 15 years ago 
spurred the growth in electronic trading that has replaced more manual 
trade structures. While the Flash Boys raises important issues, the links 
below related to the rise of electronic trading provide a sometimes 
contradictory and more nuanced view than offered by the book. Figure 3 

from James Angel, Lawrence Harris, and Chester Spatt’s “Equity Trading 
in the 21st Century,” indicates that institutional trading costs, based on 
detailed trading records from a wide variety of institutional investors, 
have fallen by as much as two-thirds since the beginning of the 21st 
century.  

These researchers find this dramatic decline is the result of lower bid-ask spreads, lower commissions, faster executions, and deeper markets, all 
primarily the product of electronic trading and high-frequency execution. As these authors and others point out, this improvement has not come 
without problems or areas for improvement. Some important issues include:

•	 Trading costs might be even lower if predatory high-frequency trading could be eliminated.

•	 The highly automated , rapidly executing electronic systems of today are vulnerable to human or “computer” error as witnessed during the 
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Average Return 5.7 5.3 5.0 7.1 10.5

table 1 Following a Top 10% Five-Year Market Return
S&P 500 Total Annualized Returns (%), since 1926

Source: Bloomberg, Brandywine Global

Figure 3 Average Transaction Cost Estimate for 1M Shares in a $30 
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2010 Flash Crash and other high-profile market disruptions.

•	 Market liquidity is fragmented with 50+ full-fledged exchanges and registered trading venues. 

•	 The extensive investments to increase communication speeds by a few milliseconds, some of which are detailed in Flash Boys, may be an 
inefficient use of economic resources. This issue ultimately may be self-limiting since speeds cannot go below zero, and at extremely low 
transaction times, any advantage is reduced by the inherent variability in execution speed.

The current complex market structure is a direct result of market participants’ response to complicated SEC market rules. Given the complexity and 
intertwined relationship between the good and bad aspects of trade fulfillment today, care should be taken to implement well–reasoned reforms, 
avoiding reactive responses to the current controversy.

Links to varied discussions of Flash Boys, High Frequency Trading, and the current state of equity market structures are listed below 2: 

Equity trading in the 21st century and an Update 
James Angel, Lawrence Harris, Chester Spatt

•	 http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1584026
•	 http://www.q-group.org/wp-content/uploads/2014/01/Equity-Trading-in-the-21st-Century-An-Update-FInAL.pdf
no, Michael lewis, the U.S. Equities Market is not Rigged
Larry Tabb

•	 http://tabbforum.com/opinions/no-michael-lewis-the-us-equities-market-is-not-rigged
tempest in a teapot:  Michael lewis’ Flash Boys Solves a Problem that is Barely there 
Lawrence Siegel

•	 http://www.advisorperspectives.com/newsletters14/Tempest_in_a_Teapot.php

1  Factor returns represent return differences between top quartile (75%) and low quartile (25%) equities by each characteristic. Market: Market Capitalization and Market Beta (Market 
Sensitivity Coefficient); value: Price-to-Earnings (PE based on trailing 12-month operating earnings), Price-to-Book, Dividend yield (Among dividend-paying stocks); quality: Positive 
Earnings (Positive earnings stocks - Stocks with no earnings), Return-on-Equity, Debt-to-Equity, Price volatility; Sentiment: Price Momentum (9-month price change), Share Change 
(12-month change in shares outstanding); and Growth: Earnings Growth (1-year earnings growth), Sales Growth (1-year sales growth)

2 Brandywine Global is not repsonsible for the content of these websites, which are owned by unaffiliated third parties. Brandywine Global will not review or update the information 
contained on these websites and is not responsible for, and makes no warrarty with respect to, the contents, accuracy, completeness, or reliability of the information on these 
websites.

The views expressed represent the opinions of Brandywine Global Investment Management, LLC (“Brandywine Global”) and are not intended as a forecast or guarantee of future results. 
Data contained in this report is obtained from sources believed to be accurate and reliable. Brandywine Global will not undertake to supplement, update or revise such information at 
a later date. This information should not be considered a solicitation or an offer to provide any Brandywine Global service in any jurisdiction where it would be unlawful to do so under 
the laws of that jurisdiction. It should not be assumed that investments in any of the sectors or industries listed were or will prove profitable. The Russell 1000 value Index measures 
the performance of the large-cap value segment of the U.S. equity universe. The Russell 2000 value Index measures the performance of the small-cap value segment of the U.S. equity 
universe. The Russell 1000 value Index and Russell 2000 value Index include those companies with lower price-to-book ratios and lower forecasted growth values. The Russell 3000 
Index measures the performance of the largest 3000 U.S. companies representing approximately 98% of the investable U.S. equity market. Russell® Indices are a trademark of Russell 
Investments. There is no guarantee that holding securities with relatively high (or low) price-to-earnings, price-to-book, or price-to-cash flow ratios will cause a security to outperform 
its benchmark or index. Indices are unmanaged and not available for direct investment. Special thanks to nick Cai for his interest-rate analysis. Past performance is no guarantee of 
future results.
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