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Quantitative Review of U.S. Equities
Third-Quarter 2014

•	  Large-cap stocks in the U.S. equity markets continued to rise in the third quarter but only modestly 
with the Russell 1000 up 0.7%, contrasted with the index’s 7.3% gain in the first half of 2014. 
Smaller caps were off sharply for the quarter (the Russell 2000 fell 7.4%) as well as year to date 
(down 4.4%). 

•	  With this shift in market returns, a number of factors reversed relative to their performance in the 
first half of the year. Almost all the factors we observe changed direction in the third quarter. Qual-
ity factors in particular performed much better this quarter than earlier in the year, reflecting the 
weaker U.S. equity market.

•	 Lower-risk stocks, as explained later in the paper, tend to perform well in flat to down markets. The 
recent development of low volatility investment products arises from the finding that this downside 
protection leads as well to better long-term performance. While our research finds that low volatil-
ity does provide good long-term returns, we find that value strategies provide better defensiveness, 
better up-market participation, and thus, better long-term performance.  
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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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ThIRD QUARTER AnD yEAR-To-DATE FAcToR RETURnS

In contrast to the strong U.S. equity rally in the first half of 2014, stocks were flat, for large caps, to sharply down, for small caps, in the third 
quarter. As is typical during a strong up market, most measures of higher quality (high return-on-equity, low debt-to-equity, low change in shares 
outstanding, and positive earnings) and lower risk (low volatility, lower beta, and higher cap) fared poorly in the first half as the market moved 
higher. These same quality factors then rebounded this quarter with the market’s weaker returns. Dividend yield was also defensive even though 
the 10-year Treasury yield ended unchanged after some intra-quarter volatility.  

other measures of value provided less downside protection: low price-to-earnings had a mixed, but small impact across the various indices. Low 
price-to-book (PB)underperformed (except in the Russell 1000 value) this quarter which is consistent with the association between low PB and 
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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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lower quality value, since a stock can be low PB with little or no earnings. negative earning stocks did generally perform poorly this quarter which 
is also consistent with a higher quality focused environment.  

Price momentum was negative within the large-cap indices, but produced positive returns for small caps. This result is perhaps surprising given 
that small caps overall had a much greater performance reversal this quarter. Frequently such a performance reversal is characterized by a pattern 
in which the stocks that led the market higher fall the farthest in the market decline, generating negative returns for the price momentum factor.

Growth variables were generally positive this quarter, with earnings growth the strongest and sales growth the most variable. In times of economic 
and market uncertainty, companies able to grow their earnings, as opposed to just growing revenues, are more highly prized and may outperform. 
For the year, growth factors have been stronger in the small cap stocks which is consistent with small caps’ weaker returns this year.

year to date the strongest, most consistent factors across the asset classes include high dividend yield, following the 50-basis-point decline in 
long-term Treasury rates for the year, and poor performance in 2013. Low share change is still negative year to date despite its positive perfor-
mance this quarter because the factor was so weak earlier this year. Smaller caps are generally down for 2014 overall after their very weak returns 
this quarter. Many of the other factors have inconsistent returns across the asset classes for this year, most likely resulting from the sharp shift in 
the direction of factor returns this quarter. Some factors year-to-date results reflect recent performance while others still hold on to a portion of 
their earlier 2014 gains.

vALUE InvESTInG vERSUS LoW voLATILITy InvESTInG  

Periods like the third quarter (and october, so far, even more so) underscore the benefits of a low volatility strategy in down markets. however, our 
research indicates that value strategies can provide better downside protection as well superior long-term returns when compared with the low 
volatility approach.

The long-term objective of investing with lower-return variability stocks is to gain protection during down markets yet perform well enough during 
equity rallies to outperform the market over the long term. We performed a comparison of a classic value factor (price to earnings ratio) versus a 
proxy for low volatility (standard deviation of previous 12 months’ stock price) within the largest 1000 U.S. companies. The return from those larg-
est 1000 U.S. companies represents our market proxy. our research covers the period from 1963 through June 2014.  

Focusing on long-only strategies, we compare the lowest quartile of stocks by price-to-earnings ratio to the lowest quartile by volatility during 
down market and up market years (based on rolling 12 month periods). Importantly, while on average both strategies fell less than market in down 
periods, the low price-to-earnings strategy was more defensive than the low volatility approach (see Figure 2). In addition, the low price-to-earn-
ings stocks outperformed the overall market on average during up years, while the low volatility strategy trailed the market.
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Figure 2 Average Returns in Up/Down Years
1963-2014, Return (%)

-20

-10

0

10

20

30

40

All
Lg Caps

Low
PE

Low
Vol

-20

-10

0

10

20

30

40

All
Lg Caps

Low
PE

Low
Vol

-12.8

17.2 21.5 18.5

-4.3

-7.0

Up YearsDown Years

Source: Brandywine Global

Brandywine Global Investment Management, LLC



Topical Insight  |  September 30, 2014

For InSTITuTIonal InveSTorS only

Quantitative Review of U.S. Equities - Third-Qtr 2014 | p4

note that the low volatility factor was more defensive for shorter time periods, such as on monthly basis, as these stocks do tend to do better in 
the very worst short term periods. We saw an example of this superior short-term defensiveness this quarter with the low volatility factor generally 
performing better than the low price-to-earnings factor.

As a result of these up market / down market return patterns, both the 
lowest price-to-earnings stocks and the lowest volatility stocks have 
outperformed the overall large-cap market over the 1963-2014 period 
(see Figure 3). however, contrary to the recent publicity for low volatil-
ity strategies, the performance for the value factor was significantly 
stronger than the volatility factor over the long term. Since 1963, the 
lowest quartile of stocks ranked by price-to-earnings greatly outper-
formed the lowest quartile of stocks by volatility. 

Thus, while the low volatility investment approach has provided strong 
downside protection that is powerful enough to produce above market 
long-term performance, a low price-to-earnings based strategy offered 
better defensiveness, better participation in market rallies, and higher 
long-term returns. This makes low price-to-earnings strategies and 
other value strategies more appropriate for long-term investors while 
low volatility strategies may have a role for short investment horizon 
investors with less ability to weather a brief down market.

This discussion is excerpted from a forthcoming white paper from 
Brandywine Global’s Diversified team comparing low volatility invest-
ment strategies to value investing approaches.

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, 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 
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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. Past performance is no guarantee of future results.
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Figure 3 Annualized Total Return
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