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Quantitative Review of U.S. Equities
 Third Quarter 2019

 • Following the pattern of the second quarter, U.S. equity markets were volatile in the third quarter but 
still ended the period higher. The S&P 500 produced a 1.70% return despite a nearly 6% drop in early 
August. Year to date, the index is up a historically strong 20.55%.

 • Value factors performed well in September, leading to positive value returns in some U.S. segments 
for the quarter. Year to date, value factors generally did poorly.

 • Growth factors had a weak September and produced varied returns for the quarter and year to date. 
While the Russell growth indices are still well ahead this year, for the quarter, the Russell 1000 Value 
and Growth Indices produced similar returns, and the Russell 2000 Value Index outperformed the 
Russell 2000 Growth Index by 4.7%.

 • In September, stocks with strong price momentum, including the higher-yielding defensive stocks, 
and low-volatility stocks underperformed as the market rallied. Despite the September performance, 
high price momentum and low volatility did well in the quarter and within small caps for the year.

 • Smaller-cap and higher-beta stocks lagged this quarter and year even though typically these stocks 
tend to do better in up markets.

 • Quality factors mostly had positive returns in the quarter and now are mixed to positive this year.

 • Spotlight on Long-Term Growth and Value Cycles: Given the poor performance by value 
factors in the broad U.S. markets for at least the last 10 years, we look at a longer-term historical 
perspective on growth and value cycles within large-cap stocks.

Figure 1 Broad Market U.S. Equity Factor Returns
QTD; % Return Difference between Factor’s1 High and Low Quartile; Russell 1000 Index; As of 9/30/2019

Source: Brandywine Global, FactSet, FTSE Russell
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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 publication, 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 impor-
tant and interesting trends in factor 
behavior and discuss recent work we 
are engaged in to better understand 
these trends. Understanding market 
performance 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 strate-
gies at Brandywine Global. 
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THIRD QUARTER 2019 FACTOR RETURNS

This year’s stock rally was triggered, at least in part, by the Federal Reserve (Fed) signaling in late December 2018 that it would halt its rate increases 
and perhaps lower rates in 2019. The Fed followed through with rate cuts in July and September this year. Since its December low, the S&P 500 gained 
29.6%, and both long- and short-term U.S. interest rates fell. The stock market’s rise has not been smooth with significant drops in both May and August. 
However, it has maintained its gains, even though the 10-Year Treasury Note/3-Month Treasury Bill spread inverted briefly in March and then consistently 
beginning in May.

Figure 2A U.S. Equity Factor Returns
YTD; % Return Difference between Factor’s1 High and Low Quartile; As of 9/30/2019
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Figure 2B U.S. Equity Factor Returns
QTD; % Return Difference between Factor’s1 High and Low Quartile; As of 9/30/2019
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DIFFERING DYNAMICS DIVIDE HIGH-DIVIDEND STOCKS

Higher-yielding stocks were caught in two contradictory currents given this year’s equity and interest rate environments. Falling rates tend to be 
good for higher-yielding stocks since their dividends become more valuable with lower rates. However, in a strong market rally, high-dividend stocks 
often are considered defensive and, therefore, lag the overall market. Perhaps surprisingly, the most defensive groups among the high-yielding 
stocks—utilities, real estate investment trusts (REITs), and consumer staples—had among the best returns this quarter and year to date. Investors 
apparently continue to seek these stocks’ dividends as an alternative to low yields in fixed income. The overall return to high-yielding stocks was 
reduced by energy and healthcare stocks, two groups that were hurt by issues specific to these stocks and their industries. As a result, high-yield 
stocks mostly underperformed for the year, though they were able to outperform in the quarter as the strong returns from utilities and REITs over-
came the negative returns in energy and healthcare.

A PARTIAL COMEBACK FOR VALUE

Low price-to-earnings (P/E) and low price-to-book (P/B) stocks saw a performance turnaround in September, leading to mixed returns for the third 
quarter. These factors trailed significantly prior to September so that year to date they are still generally quite negative. Within growth, the results 
varied. High sales growth performed well overall for the year and within large cap for the quarter. Meanwhile, earnings growth and estimate 
growth were mostly negative. The higher estimate growth returns were pulled lower by the energy names in the group. For the energy sector, high 
growth estimates often were the product of earnings hitting significant lows, creating the expectation of a rebound off that bottom. With better 
returns for value factors and weaker gains from growth factors, the Russell 1000 Value and Growth indices had similar third quarter returns while 
the Russell 2000 Value Index was well ahead of the Russell 2000 Growth Index as seen in Figure 3. For the year, the Russell growth indices easily 
outpaced the value indices due to the poor price-to-book returns over this period.

Higher price momentum stocks generally did well this quarter and 
year, although the factor was negative within the Russell 1000 Index 
year to date. Stocks in technology, utilities, REITs, and consumer 
staples, which had outperformed, also generally continued to do well 
this year. Meanwhile, energy stocks did poorly entering 2019 and 
continued to lag. One large negative for the high-momentum stocks 
in the broad large-cap market was the healthcare sector, particularly 
pharmaceuticals and biotechs, which had performed well earlier but 
struggled in 2019.

SIMILAR SECTOR TRENDS DROVE ATYPICAL RESULTS

Contrary to historical expectations, stocks with low price volatility 
generally did well in the positive equity market experienced this year 
and quarter. Normally, these low-volatility stocks do better and provide 
defensive returns in a weak market. More typical in an up market, tech 
stocks within higher volatility also did well, and that performance drove 
the outperformance of high volatility over low volatility for the Russell 
1000 Index year to date. However, for most of the Russell indices, weak 
returns from healthcare and energy impaired the high volatility return 
while utilities, REITs, and consumer staples within low volatility outperformed. Similar sector impacts led low beta, normally a laggard in an equity 
rally, to consistently outperform high beta. Echoing a similar pattern, low beta benefited from strong returns from utilities, REITs, and consumer 
staples while high beta was hurt by the poor returns in healthcare and energy. Smaller-cap stocks trailed larger-cap stocks for the year and quarter, 
also somewhat unexpectedly. Typically, smaller stocks are generally higher beta and tend to perform better as the equity market rallies. However, 
lower-beta stocks and larger caps benefited from their greater weights in higher-returning utilities, consumer staples, and REITs.

Third Quarter 2019 2019 Year-to-Date

Growth Value Growth Value

Russell 1000 Index 1.5% 1.4% 23.3% 17.8%

Russell Midcap Index -0.7% 1.2% 25.2% 19.5%

Russell 2000 Index -4.2% -0.6% 15.3% 12.8%

Russell Microcap Index -10.1% -2.0% 4.8% 9.8%

Figure 3
As of 6/30/2019

Source: FTSE Russell

Third Quarter 2019 2019 Year-to-Date

Russell 1000 Index 1.4% 20.5%

Russell Midcap Index 0.5% 21.9%

Russell 2000 Index -2.4% 14.2%

Russell Microcap Index -5.5% 7.9%

Figure 4
As of 6/30/2019

Source: FTSE Russell
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UNUSUAL QUARTER SAW QUALITY REVERSE ROLES

Higher-quality factors, including high return-on-equity (ROE), low share change, positive earnings, and positive dividends, were generally strong 
performers this year and quarter. Again, this outcome is somewhat surprising given that lower quality often performs better in a strong market. For 
high ROE stocks, for instance, the strong returns in tech, industrials, and consumer discretionary more than offset the poor performance of health-
care to make this group the strongest performers. However, the return to stocks with no earnings was pulled down by the inclusion of energy and 
healthcare stocks as well as the lack of utilities, REITs, and consumer staples. The one low-quality measure that did outperform was high debt-to-
equity, where the heavier weight in tech, financials, and utilities contributed to the higher returns.

RESEARCH SPOTLIGHT: IS VALUE’S HISTORICAL REIGN OVER?

The poor performance of value factors in the broad U.S. markets for at least the last 10 years has some investors wondering whether value’s pat-
tern of long-term outperformance over growth has been fundamentally altered. To put the current value slump in perspective, here we examine a 
longer-term historical perspective of growth and value cycles within U.S. large-cap stocks. 

The total return for the Russell 1000 Growth Index exceeded the total return for the Russell 1000 Value Index from the end of 2006 through Sep-
tember 2019. Similarly, the Russell 2000 Growth Index outperformed the Russell 2000 Value Index over the same period.  Value did produce shorter 
periods of significant relative gains, such as in late 2016. However, for this period as a whole, value lagged. This underperformance raises concerns 
of whether the long-term historical trend of value outperforming growth can be expected going forward. We believe that with the perspective of 
past value/growth return cycles, the current value underperformance appears less unprecedented and less likely to signal a fundamen-
tal shift in equity market structural performance trends.

Figure 5 provides a somewhat longer-term perspective on the comparison 
between the Russell 1000 Value and Growth Indices. Here we look at rolling 
10-year performance for each index versus the broad market Russell 1000 
Index, starting in 1988. While the current period has been difficult for value, 
it is dwarfed by the value run over the 2000-2010 period. Also, the recent 
growth success is longer than a similar period in the late 1990s, but the 
disparity over value is not as wide as that period’s tech bubble.

In Figure 6, we look back further into the 1960s—before the time when Rus-
sell index returns existed. Here we compare the growth of a dollar of value 
stocks, defined as those stocks in the bottom 35% of the large-cap U.S. uni-
verse based on either P/E or P/B, to all other large-cap stocks. While value 
outperformed over the long run, value stocks experienced numerous periods 
of significant underperformance. The value segment also generated several 
extended runs of strong outperformance. The most recent lagging period has 
been longer than typical, but value suffered through similar stretches lasting 
over 10 years in the late 1960s and early 1970s. Similar tendencies were 
observed in related research based on only low P/B stocks, over 15 years 
from 1926 through the early 1940s.

BENEFIT OF VALUE’S SHORT-TERM UNDERPERFORMANCE

Ultimately, the long-term success of value investing is dependent on the in-
vestment style experiencing periods of underperformance. If value investing 
did not entail the risk of meaningful short-term—and sometimes extended—
underperformance, investors would easily recognize and arbitrage away 
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Figure 5 Rolling 10-Year Excess Return vs. Russell 1000 Index

Source: Brandywine Global 
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Source: Brandywine Global 
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value’s superior returns. Recent value underperformance, and the resulting doubts about the style, may provide the groundwork for a renewed value 
period. Such a rebound is consistent with the historical pattern described above. As value investors, we are disappointed by these periods of poor 
returns and must willingly suffer through them, but as natural contrarians, we appreciate the inevitable opportunity being generated.

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 (P/E 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 certain portfolio managers at Brandywine Global Investment Management, LLC (“Brandywine Global”) and are not intended as a forecast 
or guarantee of future results. The opinions expressed above may be contrary to active positioning within one or more of Brandywine Global’s strategies managed by a separate 
investment team. 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 Microcap Index measures the performance of the 
microcap segment of the U.S. equity market. 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.
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