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•	 In response to U.S. term interest rates rising since May, higher-dividend-yielding stocks lagged during last year’s eq-
uity market rally. Even though interest rates did not meaningfully exceed their early September highs, higher yielding 
stocks continued to underperform late in the year in anticipation of further rate increases. Returning corporate cash 
to shareholders through stock buybacks was rewarded as companies repurchasing shares significantly outperformed 
those issuing shares for the quarter and the year.

•	 The S&P 500’s 32.4% return ranked among the 15% best years since 1926. Historically, in the one-, three-, and 
five-year periods after such a strong year, the S&P 500 has produced positive, but somewhat below-average returns, 
though with a great deal of variation.

•	 Over the last five years ending 12/31/2013 lower quality factors such as low return-on-equity, negative earnings, and 
high price volatility as well as smaller cap stocks and high beta have all performed well. The value factor has been 
mildly positive, particularly in the value segment of the equity market.

•	 The quantitative factor impacts for the last five years are generally consistent with past behavior in five-year bull 
markets. Small caps on average have not outperformed during market rallies, including within the strong stock market 
leading up to the Tech Bubble (1995-1999).

FOURTH QUARTER FACTOR PERFORMANCE

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

As of 12/31/2013; Source: FactSet, Brandywine Global
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A NOTE FROM BRANDYWINE GLOBAL’S 
DIVERSIFIED EQUITY TEAM

Attached 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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U.S. equity markets had a strong fourth quarter to close out a stellar 2013, with most U.S. stock indices rising over 30% for the year. Stocks gener-
ated these powerful gains despite the widely anticipated late year quantitative-easing tapering announcement from the Federal Reserve. Longer 
term interest rates rose sharply mid-year in anticipation of this move, but other than a few brief pullbacks, the stock market marched consistently 
upward in 2013. Although the broad equity markets shrugged off rising interest rates, the move still impacted quantitative equity factors, particu-
larly in high-dividend-yielding stocks which generated some of the weakest returns for the quarter and the year among all the quantitative factors 
we review. Even though the 10-year Treasury yield did not meaningfully exceed its early September 2013 high of 3.0% by year’s end, high-dividend-
yielding stocks continued to underperform during this period as investors apparently anticipated further rate increases. Bargain hunters may 
speculate about whether high-yielding stocks have fallen enough this year to provide a buying opportunity, but these stocks still have outperformed 
significantly over the last five years and remain near the higher end of historical valuations.
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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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As might be expected in a strong market rally, lower quality stocks generally did better in 2013 with negative earning, lower return-on-equity (ROE) 
(among large-cap stocks), higher stock price volatility, higher beta, and smaller cap all performing well. However, even as the market continued 
to rise in the fourth quarter, higher quality performed better as positive earnings, higher return on equity, and low debt-to-equity outperformed in 
many, though not all, market segments. These results are consistent with our belief that lower quality stocks advance first in a market rally but as 
the bull market persists, the quality factor has less impact on returns. Note that higher beta and higher stock price volatility continued to outper-
form in the quarter and throughout the year.

Stocks with the greatest share buybacks were also strong performers, revealing the market’s appreciation for companies returning excess cash 
to their shareholders. These results appear to show that the market is skeptical of companies’ investment options and prefer the distribution of 
corporations’ large cash balances, with a strong preference in 2013 for buybacks over higher dividends. 

In a reversal from 2012, which also boasted strong returns, positive price momentum did well in 2013. Early in this most recent rally, which began 
following the mid-2011 market decline, price reversal was strong as the stocks that dropped the most led the early rebound. More recently, early 
rally outperformers have continued to do well. In our research, positive price momentum is a factor that typically becomes more relevant as a bull 
market matures. 

Valuation factors were mixed for the year and the quarter with low price-to-earnings (PE) a more consistent outperformer than low price-to-book 
across asset classes in both periods. Weaker returns for low price-to-book for the year among smaller cap stocks are consistent with higher quality 
stocks generally doing better within small caps. Lower price-to-book stocks generally have lower quality characteristics than low PE stocks so when 
higher quality outperforms, low PE should outperform low price-to-book as well.

On the growth side, stronger sales growth and earnings growth were mildly negative for 2013 but improving earnings estimates had a more posi-
tive impact on stock returns. Those relationships reversed somewhat in the fourth quarter with strong estimate growth hurting stock performance. 
The Russell 1000 Growth Index outperformed its value peer in 2013, overcoming stronger returns from low price-to-book stocks due to the better 
returns from stocks with high estimate growth. Note that the low price-to-book advantage within large cap is almost all due to the poor returns in 
the first half of the year from Apple—a high price-to-book stock and the largest-weighted stock in the Russell 1000 Index. Within small cap, low 
price-to-book lagged while sales growth and estimate growth both outperformed and the Russell 2000 Growth Index finished well ahead of its 
value counterpart. The Russell 2000 Value Index also was hampered by its large real estate investment trust weighting, a sector hurt in 2013 due to 
its higher yielding characteristics (see Table 1).

STRONG EQUITY RETURNS IN 2013

The 32.4% return for the S&P 500 2013 ranks among the top 15% 
one year returns since 1926 and the best annual return since the 
32.5% gain in 1980. Investors may speculate about what such 
strong returns imply for possible future equity performance. Looking 
at past returns, one strong year has had some modest impact on 
the next year’s expected return and appears to have some longer 
term effects as well. In the year after a top 25% S&P 500 calendar 
year performance (looking back through 1926), the average S&P500 
return was 10.1%, compared with the average return from all years  
of 12.0%. For the three and five years after a top 25% S&P 500 year, 
returns were still substantially positive but below long-term aver-
ages, as show in Table 2. These averages mask huge variation as 
subsequent returns after a top quartile year for the S&P 500 (in the 
post-depression era) ranged from a loss of -8.8% in 1961 to a gain 
of 31.4% in 1955 (following 1954’s extraordinary 52.4% return).
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 S&P 500 - AVERAGE SUBSEQUENT 
RETURN (ANNUALIZED, %)

1 YEAR RETURN: 1 YEAR 3 YEAR 5 YEAR

All Periods 12.0 10.1 10.9

Best Quartile 10.1 7.1 8.4

Worst Quartile 11.6 10.0 11.6

Table 2

2013 RETURNS (%)

TOTAL GROWTH VALUE

Russell 1000 33.1 33.5 32.5

Russell Mid-Cap 34.8 35.7 33.5

Russell 2000 38.8 43.3 34.5

Table 1

As of 12/31/2013; Source: Russell Investments

As of 12/31/2013; Source: S&P

Brandywine Global Investment Management, LLC
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While the last three-year (ending 12/31/2013) S&P 500 annualized return of 16.2% was quite good, it just barely ranked among the top third of all 
such rolling three-year periods since 1926 with a 69 percentile rank. However, the five-year S&P 500 17.9% annualized return ending December 
31, 2013 was among the 15% best five-year periods since 1926 and the best since the five years ending in 2000 gained 18.0% annualized. The 
best five-year annualized gain since 1926 was the 28.6% return ending in 1999. The poor market performance after the Tech Bubble rally raises 
questions about the relationship between extraordinarily positive longer term returns and subsequent years’ performance. In fact, stellar five-year 
returns historically have been followed by one-year returns only modestly below long term averages and the next three- and five-year returns are 
similar to overall average returns as shown in Table 2. Again the variation in subsequent returns swamps these averages with the worst five-year 
period following a top quartile S&P 500 return of -2.3% annually after the Tech Bubble and the best an 18.3% per-year gain after 1995.

The three- and five-year periods ending in 2008 captured the financial crisis market returns—with declines of -8.4% and -2.2% per year, respective-
ly—and were both among the worst 10% of such periods since 1926. Does such poor performance indicate continued meager gains or a powerful 
rebound? Again in Table 3, based on the worst quartile of past five-year returns, such poor performance has been followed by very strong next-year 
returns but the following three- and five-year average returns were indistinguishable from typical long-term averages. Historically, the very worst 
periods, those among the worst 10% such as in 2008, were followed by better than usual returns, including over the three years following such a 
negative three-year period as also show in Table 3.

The annualized S&P 500 return for the 10 years ending 12/31/2013 of 7.4% is moderately below average, ranking among the 30% lowest returns 
in such longer periods. This relative poor return reflects the severe equity declines during the financial crisis. At the end of 2008, the annualized 
prior-10-year rolling return was negative at -1.4% and only 3% of 10-year periods were worse. Historically, such very poor performance has been 
followed by somewhat better-than-average returns over the next 10 years but has not had much impact on shorter periods.

Back in 2009, a common theme discussed frequently in the popular press was that coming out of the financial crisis both the world economy and 
investment markets would experience a “new normal environment,” characterized by low economic growth, poor corporate profits, and modest 
mid-single-digit investment gains. The new normal strategists were certainly correct about slow global growth, but corporate earnings rebounded 
nicely and U.S. equity returns have been outstanding over the last five years. Investors heeding the new normal advice missed a unique opportunity 
to repair their portfolios following the financial crisis. This example, and the broader evidence of wide variation in returns following either strong 
or weak markets, underscores the difficulty in predicting markets solely on past returns. These types of predictions also highlight one of the most 
prominent and damaging investor biases, the tendency to extrapolate the most recent experience to predict with confidence the foreseeable future. 
Under this bias, if the market has produced weak performance, sub-par returns are expected to continue, even if a more accurate prediction is long 
term average returns with a good deal of variability.

AVERAGE SUBSEQUENT RETURN (ANNUALIZED, %)

5 YEAR RETURN: 1 YEAR 3 YEAR 5 YEAR

All Periods 12.0 11.0 10.9

Best Quartile 7.9 11.1 10.6

Worst Quartile 16.1 12.0 10.2

Best Decile 4.6 5.1 4.9

Worst Decile 21.8 15.9 11.8

Table 3

As of 12/31/2013; Source: S&P

Brandywine Global Investment Management, LLC
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FACTOR RETURNS IN THE 2009-2013 MARKET RALLY

Chart 1 shows the performance of various quantitative factors during 
the last five years’ equity rally. In such a strong bull market follow-
ing deep market losses, most investors would not be surprised that 
stocks with smaller cap, higher beta, higher volatility, and negative 
earnings would be better performers. In the next section, we look 
at whether these returns are similar to historical results in positive 
stock markets. Higher-dividend-yielding stocks did well for the full 
period, despite performing poorly in 2013, as many investors favored 
these stocks in the search for investment yield after the financial 
crisis. However, stocks with no dividends performed much better than those with dividends, due to the fact that stocks with no dividends tend to be 
smaller and more volatile, two very favorable factors from 2009-2013. Stocks with positive price momentum performed relatively poorly, particularly 
early in the rally, as those stocks that had fallen the most severely in the financial crisis generally rebounded the most powerfully. Neither valuation 
nor growth factors were consistently significant performers in this period, though within the Russell Indices as shown in Table 4, growth signifi-
cantly outperformed value.

HISTORICAL FACTOR RETURNS IN BULL & BEAR MARKETS

Table 5 (on next page) looks at how various quantitative factors have fared on average in past strong bull and bear markets, defined as the top and 
bottom quartile of rolling five-year S&P 500 returns from 1926 – 2012. As expected, low PE, high dividend yield, low price volatility, and high ROE 
all perform better in weaker markets whether looking at large cap overall or just large cap value stocks. 

Among the most unexpected results  is that while smaller caps perform better in up markets for short time periods (rolling one year), they actually 
lag in longer bull markets (rolling five year). Perhaps in sharp up and down markets small-cap performance reflects their higher average beta, but 
over longer periods of extended strong or weak returns, the small-cap effect actually reverses. One major example of small caps being anti-cyclical 
was during the Tech Bubble—small caps lagged on the way up and held up better as tech crashed. The most recent five years stand out as an 
exception where small caps did well in a bull market.
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Chart 1 Total Five Year Return
Percent Return Difference (Best Quartile - Worst Quartile)

Low Price-to-Book
Low Price-to-Earnings

High Dividend Yield
Positive Dividend
Positive Earnings

High Return-on-Equity
Low Debt-to-Equity
Low Price Volatility

High 9 Month Price Mo.
Low Share Change
High Sales Growth

High Earnings Growth
High Estimate Growth

Small Market Cap
High Beta

Russell 1000 Index Russell 1000 Value Index

-150 -100 -50 0 50 100 150 200 -150 -100 -50 0 50 100 150 200
Data as of 12/31/13; Source: FactSet, Brandywine Global

FIVE YEARS ENDING 12/31/2013* (%)

TOTAL GROWTH VALUE

Russell 1000 18.6 20.4 16.7

Russell Mid-Cap 22.4 23.4 21.2

Russell 2000 21.8 22.6 17.6

Table 4

*Annualized Returns
Source: Russell Investments

Brandywine Global Investment Management, LLC
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While low price-to-book is strongly defensive within the broad market, within value, low price-to-book actually performs better in up markets. This 
difference may be because the value universe (at least as defined here) includes both low PE and low price-to-book stocks. Low PE tends to be 
higher quality and more defensive relative to low price-to-book.   

Higher quality, as defined by higher ROE and greater share repurchases (and low PE as well), behaves differently than many other factors in that 
returns to higher quality are even stronger within the value universe. Both high ROE and share repurchase are particularly attractive within value 
stocks as they provide the expected downside protection, while also on average producing better returns in up markets.  

MUTUAL FUND CASH FLOWS

Chart 2 looks at the cumulative flows since 2006 into equity and fixed income mutual funds. After the strong five-year stock market, and this year’s 
longer term interest rate rise (with the expectation of further increases), the trend that began in 2008 has reversed with equity funds now gaining 

Chart 2 Cumulative Net Flows into Equity vs Bond Mutual Funds
2006-2013
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ALL LARGE CAP STOCKS (FACTSET/COMPUSTAT, LARGEST 1000 U.S. STOCKS, ANN RETURN, %) ALL STOCKS

1 YEAR RETURN
PRICE-TO-

BOOK
PRICE-TO-
EARNINGS

DIVIDEND 
YIELD

PRICE 
MOMENTUM

RETURN-ON-
EQUITY

SHARE 
CHANGE 

PRICE 
VOLATILITY MARKET CAP

Best Quartile -0.90 2.06 -2.25 1.98 2.05 3.53 -5.14 2.57

Worst Quartile 12.31 13.65 12.87 1.28 3.23 10.89 18.43 1.65

5 YEAR RETURN*

Best Quartile 0.52 3.38 0.33 4.60 1.21 5.08 1.01 -2.28

Worst Quartile 9.35 8.01 6.49 3.27 3.27 6.34 4.01 5.47

ALL LARGE CAP VALUE STOCKS (FACTSET/COMPUSTAT, ANN RETURN, %)**

1 YEAR RETURN
PRICE-TO-

BOOK
PRICE-TO-
EARNINGS

DIVIDEND 
YIELD

PRICE 
MOMENTUM

RETURN-ON-
EQUITY

SHARE 
CHANGE 

Best Quartile 4.56 6.40 -5.04 -5.87 0.05 4.08

Worst Quartile -3.14 7.50 7.23 6.26 7.13 10.54

5 YEAR RETURN*

Best Quartile 2.87 5.39 -2.08 -0.80 1.03 6.02

Worst Quartile -2.36 7.90 0.48 3.83 6.69 8.38

Table 5

*Annualized Returns **Stocks with either low Price-to-Earnings or low Price-to-Book
As of 12/31/13; Source:  Factset, Brandywine Global, Ken French Data Library

*Annualized Returns
As of 12/31/13; Source:  Factset, Brandywine Global, Ken French Data Library

Brandywine Global Investment Management, LLC
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assets while bond funds are losing investors. Unfortunately, and consistent with historical experience, these flows followed rather than anticipated 
the markets’ moves. Regardless of future returns, many investors have missed the opportunity to benefit from the equity market’s extraordinary 
gains since 2008. As the chart indicates, equity holdings (at least in mutual funds) are still well below earlier levels and we are nowhere close to 
an equity bubble resulting from a panic into stocks.

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)

The views expressed represent the opinions of Brandywine Global Investment Management 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.

©2014, Brandywine Global Investment Management, LLC. All rights reserved.
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