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Quantitative Review of U.S. Equities
 Fourth Quarter 2016

 • U.S. equity markets started the fourth quarter slightly lower, though the stock indices remained positive year to date. 
Following the November U.S. elections, domestic stocks moved higher through year end, with small cap providing 
the strongest returns—the Russell 1000 rose 4.9% post-election while the Russell 2000 gained 13.7%. Despite 
trailing early in 2016, the smaller-cap stocks rallied in the third and fourth quarters, and were well ahead of large 
caps by year end. Value stocks also did better following the election and outperformed significantly for the year. 

 • The various equity factors reviewed here generally continued to perform in the same direction in the fourth quarter 
as in the third quarter. For value, low price-to-earnings (P/E) and low price-to-book (P/B)—which reversed course 
in the third quarter after a poor start in 2016—continued to produce positive returns in the fourth quarter. High-
dividend stocks, conversely, had started 2016 very strong, but began to underperform when long-term U.S. interest 
rates bottomed in July and continued to lag when rates moved higher this quarter.

 • Growth factors such as sales growth, earnings growth, and earnings estimates growth generally have been 
weak since 2016 began and continued to perform poorly in the fourth quarter. These poor growth-factor returns 
contributed to the outperformance by Russell’s value indices this year.

 • Higher price momentum stocks lagged sharply this quarter, making high price momentum one of the worst-
performing factors in 2016.

 • In the fourth quarter, several factors produced the opposite return in large-cap stocks compared to smaller caps. 
High return on equity (ROE), high price momentum, and low price volatility all did well within the small-cap universe, 
but had negative relative returns in large caps. These factors generally performed poorly for the full year. 

 • In earlier quarterly reports, we examined the impact from periods of lagging value returns as well as the predictive 
power of the market’s performance early in a year. We revisit both these topics in light of the market and factor 
returns in 2016.

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

As of 12/31/2016; 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 quarterly 
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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FOURTH QUARTER 2016 FACTOR RETURNS

The fourth quarter’s seminal event clearly was the surprise victory by Donald Trump in the November U.S. presidential election. Much like Britain’s 
European Union membership vote this summer, pre-election polls were nearly all substantially wrong in predicting the actual outcome, generating 
a significant surprise across the financial markets. This shock is evident in unusually large price movements in a number of different financial 
indicators on the day and days immediately following the election. The U.S. equity markets overall, small caps relative to large caps, U.S. longer-
term interest rates, the U.S. dollar, and various equity factor returns all experienced a noticeable jump on November 9; some of which sustained 
their rally through year end. However, in almost all these markets, the move immediately after the election followed an existing trend already 
in place anywhere from a few days prior to the vote to the beginning of 2016. Rarely did the unpredicted election result lead to some sort of 
significant reversal. For instance, U.S. equity markets hit a near-term bottom on November 4, the S&P 500 Index rose 2.2% on Monday November 

Figure 2 U.S. Equity Factor Returns
YTD; % Return Difference between Factor’s1 High and Low Quartile

Quality

Value

Sentiment

Growth

Market

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 Russell 2000 Russell 1000 Value Russell 2000 Value

-30 -20 -10 0 10 20 30 -30 -20 -10 0 10 20 30 -30 -20 -10 0 10 20 30-30 -20 -10 0 10 20 30

 Last 3 Months; % Return Difference between Factor’s1 High and Low Quartile

Quality

Value

Sentiment

Growth

Market

Low Price-to-Book

Low Price-to-Earnings

High Dividend Yield

Positive Dividend

Positive Earnings

High Return-on-Equity

Low Debt-to-Equity

Low Share Change

High 9 Month Price Mo.

Low Price Volatility

High Sales Growth

High Earnings Growth

High Estimate Growth

Small Market Cap

High Beta

Russell 1000 Russell 2000 Russell 1000 Value Russell 2000 Value

-30 -20 -10 0 10 20 30 -30 -20 -10 0 10 20 30 -30 -20 -10 0 10 20 30-30 -20 -10 0 10 20 30

As of 12/31/2016; Source: Brandywine Global, FactSet, Russell Investments

Brandywine Global Investment Management, LLC



Topical Insight  |  December 31, 2016

FOR INSTITUTIONAL INVESTORS ONLY

Quantitative Review of U.S. Equities - Fourth Qtr 2016 | p3

7, and gained another 1.2% the day after the vote as part of the 5% post-election rally. Similarly the dollar hit its 2016 low in May and the 10-
year Treasury yield bottomed in July and both trends accelerated after the election. This lack of reversal across various financial markets is a 
surprise given the highly unexpected election outcome. Only for equity sectors did some turnarounds take place, such as the utility and real estate 
investment trust (REIT) indices dropping in the days after the vote.

Returns for U.S. value factors represent another example of this phenomenon. Low P/E and P/B stocks had lagged sharply in 2015 and early 
2016—and back to 2013—but reversed abruptly in early July this year. Since that point, these value indicators have performed very well, finishing 
with significant gains for 2016, breaking an extended period of underperformance for both of these factors. These two value factors also showed 
their sharpest gains this year in the week following the U.S. election. The recent poor returns from higher-dividend stocks coincides with the 
upward shift in longer-term U.S. interest rates in mid-2016. Just as the 10-year U.S. Treasury yield hit its long-term low of 1.36% in early July, 
simultaneously, the gains on higher-yielding stocks peaked. The higher dividend stocks trailed the market as the Treasury yield rose 50 basis 
points (bps) through early November, jumped 20bps the day after the election, and reached almost 2.60% in mid-December. High-yield stocks did 
rebound somewhat late in December as interest rates drifted lower from this peak. Low P/B and low P/E stocks have been negatively correlated 
with the high-dividend stocks this year, emphasized by the fact that low P/B and low P/E returns turned positive on the same day in July when the 
high-yield stocks began to lag. The negative relationship is the result of the very low interest rate environment since the 2007-08 financial crisis 
and investors turned to high dividend, relatively stable stocks as an income alternative. While these income stocks drew investors’ favor and thus, 
higher valuations, other stocks generally were less attractive to those seeking yield and reflected lower valuations. In this way, low P/E and low 
P/B stocks became a group that benefited from rising long-term interest 
rates, as reflected in this year’s performance. These stocks’ strong 
rebound in the second half of the year probably also benefited from 
their extended poor returns over the last few years. As reviewed below, 
in our first quarter quantitative letter, we discussed that value stocks 
often rebound sharply after a long period of weaker returns.

While the low P/E and low P/B value factors did not begin their positive 
surge until the mid-year turn in interest rates, value in the Russell U.S. 
equity indices outperformed growth from the beginning of the year as 
seen in Figure 3.

Though  value stocks lagged early in the 2016, growth stocks did 
even worse;  and that underperformance continued through the fourth 
quarter. High sales growth, high earnings growth, and high expected earnings growth have all returned poorly throughout this year. Only high 
expected earnings growth produced some small annual gains within small caps. The low positive U.S. gross domestic product (GDP) growth over 
the last five years and the low interest- rate environment has focused investors’ attention on dividend yields rather than growth opportunities in the 
stock market.

Quality factors performed surprisingly well this quarter, given that lower quality has historically done better in strong market rallies. Positive 
earnings, positive dividends, higher ROE, and high share buybacks all were positive across most of the U.S. segments. Only low debt-to-equity was 
substantially negative, which is consistent with the benefit higher-debt companies accrue from their decreased fixed-rate debt liability as interest 
rates rise. For the year, quality has been more mixed, and generally did better for smaller-cap companies and for companies with higher valuations.

This quarter, sentiment factors also experienced some significant variation between large- and small-cap stocks. Both high stock-price momentum 
and low stock-price volatility underperformed for large-cap stocks but were positive performers for small caps. Those seeking yield within equities 
preferred larger, more stable high-dividend stocks so the negative return to low volatility in large-caps—both for the quarter and year—coincides 
with losses to the high-income equity strategy resulting from rising interest rates. High price momentum was among the weakest factors this 
year across all U.S. segments (small, large, value, and growth)—as some the best and worst performing stock sectors reversed during 2016. For 
instance, stocks benefiting from lower interest rates, such as utilities, REITs, and some consumer staples performed well early in the year but 

FOURTH QUARTER 2016 YEAR-TO-DATE

GROWTH VALUE GROWTH VALUE

Russell 1000 Index 1.0 6.7 7.1 17.3

Russell Midcap Index 0.5 5.5 7.3 20.0

Russell 2000 Index 3.6 14.1 11.3 31.7

Russell Microcap Index 1.5 16.3 6.9 30.6

Figure 3  Equity Performance by Market Cap and Classification

Fourth Quarter, 2016 Year-to-Date

Source: Brandywine Global, FTSE Russell
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were significant laggards once interest rates turned. On the other hand, banks and 
insurance companies were hurt by the first half’s falling rates, but were top performers 
more recently as the yield curve steepened. Similarly, the rebound in oil prices early this 
year after a large, 18-month decline, led to significant reversals within the oil sector 
as exploration and production (E&P), drillers, and service providers rebounded this year 
while refiners fell behind.

The strong returns from smaller-cap stocks this quarter and year, shown in Figure 4, are 
the result of a number of influences, including the rising dollar, the potential protectionist 
policies of the Trump presidency, and the market rally.  

The dollar bottomed against a basket of currencies in August and had its strongest days 
immediately following the November election. The higher dollar, as well as President-elect Donald Trump’s strongly expressed concerns about 
international trade’s negative impacts, both tend to work against large companies and thus should lead to stronger small-cap relative returns. In 
addition, smaller companies historically have outperformed in market 
rallies. Similarly, higher-beta stocks have done better in up markets, as 
they generally did both for the quarter and year.   

AS GOES JANUARY...

The S&P 500 started 2016 with an immediate decline and finished 
January down nearly 5%. These poor initial results led some 
commentators to suggest that “as goes January, so goes the year” and 
predicted that we should anticipate a dismal U.S. equity market in 2016. 
In our fourth quarter 2015 review, we analyzed the equity record back to 
1926 to judge whether these claims were supported by historical results. 
As shown in Figure 5, a poor January on average was followed by weak 
market returns for the rest of the first half. 2016 did not hold to this long-
term average as the S&P 50 gained 9.3% from January through June. 
The second half of the year typically saw slightly better performance if 
January was negative, with an average 7.3% gain compared to 5.3% 
after an up January. Here, 2016 was more in line with history with the 
S&P 500 up another 9.3% in the last six months. This year better confirms 
another finding from our analysis of January returns. Historically, there 
has been tremendous volatility around the average results, regardless of 
whether January was up or down, and the January return does not provide 
a reliable predictor of the year’s final return.

RECENT VALUE PERFORMANCE

Value stocks, as defined as low P/E and low P/B, have outperformed the 
U.S. equity market over the very long term—at least since 1926—but 
lagged for the three years ending mid-2016 as seen in Figure 6. This 
underperformance raised the question of when value investing would 
return to favor and whether we should see particularly strong value returns 
once they began their next run.  

FOURTH 
QUARTER

2016 
YTD

Russell 1000 Index 3.8 12.1

Russell Midcap Index 3.2 13.8

Russell 2000 Index 8.8 21.3

Russell Microcap Index 10.1 20.4

Figure 4 Equity Performance by Market Cap
2016 Year-to-Date

Source: Brandywine Global, FTSE Russell

Figure 5 S&P 500 Returns Following an Up/Down January 
1926-2015
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Figure 6 Cumulative Value Factor Returns Large Cap Universe 
(%); March 2009-December 2016
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The earlier work in Figure 7 showed that value often has bounced back with above-average returns, particularly after longer dormant periods, such 
as the recent three-year hiatus. Importantly, the analysis also indicates that after a strong value year like 2016, the subsequent year tends to have 
“average” value outperformance rather than any significant reversion. Of course, as in the January analysis above, considerable variation exists 
around these historical averages. 

1Factor 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).

 
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 
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.

©2017, Brandywine Global Investment Management, LLC. All rights reserved.

Figure 7 Cumulative Factor Returns
Rolling Time Periods (1963-2015)
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