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Quantitative Review of U.S. Equities
 First Quarter 2016

 • U.S. equities finished the first quarter of 2016 with a slight gain, despite dropping over 10% through mid-
February, as measured by the S&P 500 Index. This quick decline and recovery echoed a similar market move in 
late 2015. For the quarter, large-caps outperformed small-caps, although mid-caps were the best performers 
and micro caps the worst, based on Russell U.S. index returns.  The Russell value index outperformed its growth 
counterparts in each capitalization range as well.

 • Despite  better returns from the Russell value indices, the value factors of low price-to-earnings (P/E) and low 
price-to-book (P/B) generally continued to underperform in the quarter (with a major exception in the Russell 
2000 Index). The value indices did well because growth factors generally underperformed during this quarter.  
With the yield on the 10-year Treasury bond falling 50 basis points during the quarter, high-dividend stocks were 
strong performers.  Almost all these value factors did well in March, coincident with the equity market’s rally. 

 • In a reversal from last year, higher-momentum stocks were among the worst performers for the quarter, 
particularly in March.

 • Higher-quality stocks generally did better in the quarter than lower-quality stocks, although in the March equity 
rally, lower-quality was the stronger performer across almost all of our quality measures. 

 • The Russell value indices have lagged since the market bottom in 2009, and particularly so over the last two 
years.  We review this performance in greater detail, and look at what the underperformance may suggest for 

returns going forward. 

Figure 1: Broad Market U.S. Equity Factor Returns
 QTD; % Return Difference between Factor’s1 High and Low Quartile; Russell 1000 Index

As of 03/31/2016; Source: Brandywine Global, FactSet, Russell Investments
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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 
Equity strategies at Brandywine Global. 
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FIRST QUARTER 2016 FACTOR RETURNS

As shown in Figure 2, low P/E and low P/B stocks performed relatively poorly in the first quarter.   Both low P/E and low P/B stocks were weakest 
early in the quarter when equity indices fell and performed the best later in the quarter as stock prices recovered.  This pro-cyclical pattern is 
common for low-price P/B stocks; their poorer quality, as measured by lower return-on-equity (ROE), and greater percentage of companies with no 
earnings, often results in outperformance in up markets and below-market returns in declines.  In contrast, low P/E stocks historically have been 
more defensively oriented because of their stronger quality characteristics.  The financial and tech stocks within low P/E help explain this unusual 
2016 low P/E return pattern. Low valuation financial were heavily weighted in banks while undervalued technology included companies considered 
slower (or negative) growth such as Apple, IBM, and the split-up Hewlett Packard.  Early 2016 equity market declines have been associated with 
signs of faltering global economic growth, continued low oil prices, and a substantial decline in longer-term interest rates. The flattening of the 
yield curve, coupled with larger-than-expected energy-related loan write-downs, has driven bank stocks lower. The low PE tech stocks also have 
been hurt by investor concerns that economic growth was stalling.  Later in the quarter, the stock market rose as investors’ economic outlook grew 
brighter and as oil prices recovered from February lows, ending the quarter modestly higher.  Banks benefited from the better prospects for their 
energy borrowers, and the low P/E tech stocks, considered economically cyclical, outperformed on the improved economic outlook. 

The low P/B ratio, the single value metric used in defining the Russell U.S. style indices, performed poorly in the first quarter; however, the Russell 
value indices still outperformed in each U.S. capitalization range (see Figure 3).  This result was due to the poor performance in the quarter from 
the two growth factors used by Russell in creating the style indices, historical sales growth and forward estimate growth.  Both of these measures 
lagged in most of the index categories during the market’s early quarter decline, as well as in the subsequent recovery.

Although low P/E did not provide defensive protection in the first quarter 
of 2016, higher-quality did react to market swings, consistent with long-
term expectations. When the U.S. equity market declined at the start of 
the year, stocks with high return-on-equity (ROE), large share buybacks, 
positive 12-month earnings, low debt-to-equity ratios, and positive 
dividends, generally fell less. Conversely, as the market regained lost 
ground, these higher-quality factors were mostly laggards.  The net 
result for the full quarter was generally positive relative performance 
from the higher-quality factors.
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GROWTH VALUE

Russell 1000 Index 0.74 1.64

Russell Midcap Index 0.58 3.92

Russell 2500 Index -2.66 3.33

Russell 2000 Index -4.68 1.7

Russell Microcap Index -8.79 -3.01

Figure 3  Equity Performance by Market Cap

First Quarter 2016

 

Source: Brandywine Global, Russell Investments

As of 03/31/2016; Source: Brandywine Global, Russell Investments

Figure 2 U.S. Equity Factor Returns
YTD; % Return Difference between Factor’s1 High and Low Quartile
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Larger market cap and lower beta stocks also provided less downside early in 
the quarter, but then trailed the market recovery, all consistent with historical 
experience.  The full quarter results were more mixed for these factors:  The 
higher beta group did better than the low beta group for the full quarter, but 
the smallest market caps within the large stocks did best, while the smallest 
stocks within the small caps did the worst.  These returns are consistent with 
the Russell Midcap Index outperforming the other Russell U.S. indices (see 
Figure 4).

Weak performance by high-price momentum stocks in 2016 represented a 
significant reversal from this factor’s returns over the previous 18 months. Poor momentum stocks followed the long-term pattern by lagging during 
the prior period, largely due to sustained poor returns from energy production and services stocks as WTI oil prices fell from over $100 a barrel 
to below $30.  The railroad and trucking stocks, which had benefited from the U.S. fracking boom, also lagged the market along with declining oil 
prices.  In addition, the metals and mining stocks suffered due to the slowdown in global growth, particularly in the developing countries. With the 
late-quarter rebound in oil prices to $35 a barrel and a perception (at least for the moment) that economic growth might be better than expected, 
each of these sectors, heavily weighted in the low-price momentum group, experienced a strong rebound.  This strong late-quarter reversal for the 
low-momentum stocks was enough to enable the group to outperform high-momentum stocks for the full quarter.

VALUE FACTOR PERFORMANCE

Figure 5 shows the annualized returns for the Russell Growth and Value Indices for large-, mid-, small-, and micro-cap stocks. In each capitalization 
range (except mid-cap), growth has outperformed value since the market bottom in March 2009 through year-end 2015, although by less than 2.0% 
per year. Since 2012, the outperformance of growth has been over 3.5 % annualized for every capitalization range aside from mid-cap. 

Within the broad large-cap market, the two common definitions of value investing shown in Figure 6 have performed differently since the market 

rally began in March 2009.  Low P/B stocks, the sole value factor used in 
defining the Russell style indices, performed very well in the first year-and-
a-half of the rally.  Low P/E stocks initially performed in line with the overall 
market, but both low P/B and low P/E have performed poorly over the last 
three years, with accelerated relative underperformance in 2015.  The recent 
performance of these factors highlights how they differ in their typical return 
characteristics, and how they also do not always perform in line with their 
historical patterns.

As mentioned earlier, low P/B stocks, in comparison to low P/E stocks, 
generally have poorer quality characteristics, such as lower ROE and lower 
share buybacks, and a greater number of companies with negative earnings. 
Therefore, low P/B stocks tend to be the better performers in market 
rallies, particularly in the early stages of economic recovery. This pattern 
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Figure 6 Cumulative Value Factor Returns Large Cap Universe
March 2009 - December 2015
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Russell 1000 Index 1.2%

Russell Midcap Index 2.2%

Russell 2500 Index 0.4%

Russell 2000 Index -1.5%

Russell Microcap Index -5.4%

Figure 4 Equity Performance by Market Cap
First Quarter 2016
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GROWTH VALUE

Russell 1000 Index 20.8 19.6
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Russell 1000 Index 17.5 13.7
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Figure 5  Annualized Russell US Style Index Returns
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certainly held in 2009 and early 2010, as lower-quality stocks, which had been among the worst performers during the financial crisis, staged a 
strong comeback. Some of the weakest recent performance for low P/E and low P/B stocks came in 2015 as the market rally stalled and large-cap 
stocks fell slightly. While the positive return correlation with the market is not unusual for low P/B stocks, low P/E stocks generally have held up 
relatively well in down markets.  This lack of defensiveness by low P/E stocks in 2015 is consistent with poor performance by higher-quality factors 
within larger-cap stocks. Looking within sector results helps explain why low P/E and lower-quality stocks lagged last year.  Among the very best 
performing stocks in recent years, were a handful of high-profile, high-growth names in technology (Facebook, Alphabet/Google) and consumer 
discretionary (Netflix, Amazon, Starbucks, Nike), as investors put a high valuation premium on their earnings potential. For instance, while the 
S&P 500 was nearly flat in 2015, Netflix rose 134%. These stocks generally had high P/Es and P/Bs, and were significant contributors to the 
outperformance of those groups. Within energy, oil and gas producers and their service providers have generally had low P/Es and P/Bs over the 
last few years, and of course these stocks have performed poorly since the mid-2014 peak in oil prices.  

Given the noted underperformance for low P/E and low P/B stocks 
over the last three years, we review how these valuation groups have 
performed historically after underperforming for one- and three-year 
rolling time periods. Figure 7 shows that in a year after low P/E stocks 
underperformed high P/E stocks, low P/E did, on average, bounce back 
and outperform by more than was typical for all years.   For low P/B 
stocks, underperformance in one year has led to average returns that 
are slightly below the long-run trend.  Looking at three-year periods 
of underperformance, both low P/E and low P/B stocks show strong 
rebounds in the following three years, indicating possible stronger 
value returns over the next three years.  Of course, while these results 
are true on average, poor value returns have at times been followed 
by additional underperformance.  Figure 7 also shows that following 
periods of positive value returns, the average value return may be 
lower than normal, but it is still positive in each case, whether for low 
P/E or low P/B, and on a one-year or three-year basis.   This result is 
consistent with the history of value stocks outperforming the market 
over long-run cycles. 

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), Positive Dividend (Dividend-paying stocks - Stocks with no dividend), Share Change (12-month change in shares 
outstanding), Return-on-Equity, Debt-to-Equity; Sentiment: Price Momentum (9-month price change), Price Volatility, and Growth: Earnings Growth (1-year earnings growth), Sales 
Growth (1-year sales growth).

Sources for Fed Funds target rate: https://www.newyorkfed.org/markets/statistics/dlyrates/fedrate.html 
   https://research.stlouisfed.org/fred2/series/FEDFUNDS#

2 - Large Cap stocks are defined beginning in 1984 as the top 1000 stocks by market capitalization in the US equity market. Prior to 1984, Large Cap stocks are defined as stocks with a 
market capitalization greater than the median market cap in the Center for Research in Security Prices database of US stocks (©2016 Center for Research in Security Prices (CRSP), The 
University of Chicago Booth School of Business). The universes are quarterly rebalanced and sorted into quartiles with equal number of securities by either P/E or P/B.  Returns are cap 
weighted for each quartile.  The factor return here is the lowest P/E (or P/B) quartile’s return minus the highest quartile’s return.  The chart is the sum of these return differences from 
Jan 1963. This data is provided for informational purposes only. 
 
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 Index measures the 
performance of the large-cap value segment of the U.S. equity universe. The Russell 2000 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 1000 Growth Index 
and Russell 2000 Growth Index include companies with higher price-to-book ratios and higher forecasted earnings growth values within their respective broad universes. The Russell 
Midcap Index measures the performance of the mid-cap segment of the U.S. equity universe. The Russell 2500 Index measures the performance of the small to mid-cap segment of the 
U.S. equity universe, commonly referred to as “smid” cap. The Russell Microcap® Index measures the performance of the microcap segment of the 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 

Figure 7 Cumulative Factor Returns 2
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a security to outperform its benchmark or index. Standard and Poor’s 500 Index is a capitalization-weighted index of 500 stocks. The index is designed to measure performance of the 
broad domestic economy through changes in the aggregate market value of 500 stocks representing all major industries. Standard & Poor’s S&P 500® Index is a registered trademark 
of Standard & Poor’s, a division of the McGraw-Hill Companies Inc. Indices are unmanaged and not available for direct investment. Past performance is no guarantee of future 
results.

©2016, Brandywine Global Investment Management, LLC. All rights reserved.
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