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Quantitative Review of U.S. Equities
 Second Quarter 2017

 • U.S. equity indices were again positive in the second quarter, continuing the rally that began last 
November; the S&P 500 has seen an almost 18% rise. Large-cap stocks continued to outperform 
small caps while growth stocks again were stronger than value stocks, though small cap and 
value did better in June. Year to date, the Russell 1000 Growth Index is up 14.0%, but the 
Russell 2000 Value Index rose only 0.5%. 

 • As occurred in the first quarter, growth factors generally had strong positive returns while value 
factors were mostly negative. The exceptions were weaker second quarter performance from 
stocks with high-estimated growth, though they were mostly still positive for the year, and 
positive returns for low price-to-earnings (P/E) stocks in large-cap value in the quarter, and year 
to date.

 • In the first quarter, quality, sentiment, and market factors had somewhat mixed returns across 
the Russell indices, but this quarter saw more consistency, with higher quality, strong price 
momentum, low price volatility, and low beta performing well within most of the Russell indices 
reviewed here.

 • High-dividend-paying stocks generally were weaker performers even though the 10-year U.S. 
Treasury yield declined almost 10 basis points (bps) in the quarter and 14bps for 2017. The yield 
curve flattened as the Federal Reserve (Fed) raised the fed funds target range in June to 1.25% 
from 1.00%, for the second 25bp increase this year. 

 • Factor returns have fluctuated over the last 10 years but many did not produce any meaningful 
return over the past decade, at least within the broad large-cap sector. We review this recent 
factor performance and discuss whether the same lack of strong factor returns holds across other 
market segments.

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

As of 6/30/2017; 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 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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SECOND QUARTER 2017 FACTOR RETURNS

The U.S. equity market rose again in the second quarter, continuing the rally that began shortly before the elections in early November. Factor 
returns were in many cases similar to those in the first quarter. As discussed in last quarter’s letter, while both the fourth quarter of 2016 and the 
2017’s first quarter experienced market gains, a number of factors and economic sectors saw a reversal in relative returns between the two periods. 
The factor returns in 2017’s first two quarters generally provided greater consistency even though the status of key federal policy initiatives has not 
progressed significantly so far the year. 

The market’s gains since the election are linked to anticipated changes in the regulatory and tax environment that could benefit economic growth 
and corporate profitability. However, at least the high profile legislative initiatives on healthcare and tax reform have struggled toward passage, and 
yet the market continues to rally in 2017. Perhaps investors are still hopeful significant regulatory relief will occur, and in the meantime, corporate 
profits have been healthier lately. June did produce some notable factor performance changes that may reflect an evolving market perspective on 

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

-15 -10 -5 0 5 10 15 -15 -10 -5 0 5 10 15 -15 -10 -5 0 5 10 15-15 -10 -5 0 5 10 15

 Last 3 Months; % Return Difference between Factor’s1 High and Low Quartile
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these political developments, but one month’s returns are not sufficient to confirm such a trend.

The consistency in factor returns year to date can be seen in both 
value and growth factors. Low P/E and low price-to-book (P/B) 
stocks lagged the rest of the market for most Russell indices again 
this quarter. Only low P/E stocks within the Russell 1000 Value 
Index diverged from this trend for both quarters this year. Within 
growth, high sales growth and high earnings growth were both 
strong, though high estimate growth was negative in the quarter. 
The growth factors were very positive for the year, with some small 
negative returns for the high-estimate growth group. The sharp 
difference in value and growth factors is clear in the returns from 
the Russell value and growth indices in Figure 3.

Despite this year’s small drop in long-term rates—the 10-Year Treasury fell to 2.31% at quarter end from 2.39% on March 31 and 2.45% as 
of December 31—higher-yield stocks have lagged this quarter and year while dividend-paying stocks overall trailed for the year. This poor 
performance may be because of the higher-yielding stocks’ defensive nature led to trailing returns in a rising equity market, which was not offset by 
the positive impact from the small decline in interest rates.

Quality factors were mixed in the first quarter, generally doing better among the large-cap indices, but often trailing in the small-cap indices. The 
second quarter was more consistent with the higher-quality factors of high return-on-equity (ROE), positive earnings, low debt-to-equity, and low 
share change all performing well in most indices; these factors are mostly ahead year to date except for a few cases, primarily in the Russell 2000 
Index.

High price-momentum stocks were generally weaker in the first quarter, but have been strong performers this quarter and now for the year as well. 
For this quarter, high price-momentum sectors such as financials, industrials, and technology continued to do well while previous laggards, such 
as energy, consumer staples, and telecom, were once again behind the market. Within sectors, the stocks with positive momentum also did well 
this quarter. One key sector exception was in healthcare, as many of these stocks had poor momentum—on a 9- or 12-month basis—coming into 
this quarter. Poor returns late last year were due at least in part to concerns about changes to the Affordable Care Act, which would likely reduce 
the number of individuals with insurance coverage. As the prospects for reform have appeared less certain, these stocks have rebounded this year, 
making healthcare one of the strongest sectors this quarter and year to date.

Figure 4, with the second quarter and year-to-date returns for the broad Russell indices 
ranked by size, reflects the market-cap factor return pattern: this quarter larger caps 
performed better with the large-cap indices but small caps did better in small-cap indices. 
For the year to date, larger caps had better returns nearly uniformly across the indices. 

Some factors reversed course in June, even though the market continued to rise. Low P/E 
and low P/B stocks outperformed as did smaller caps. Growth factors were more mixed than 
earlier this year, but tended to be positive. For the month, the Russell 1000 Growth Index 
was the only major Russell index with a negative return (-0.3%), while the Russell Microcap 
Value index gained 5.1%. The high profile, large-cap growth “FANG” stocks—Facebook, 
Amazon, Netflix, and Google—were all down in June after strong gains year to date.

FACTOR RETURNS OVER THE LAST 10 YEARS

Factor returns were volatile over the last 10 years, a period which includes the financial crisis and the associated equity market decline, the 2009 
sharp market recovery, and an ongoing long-term rally as the economy slowly healed. Figure 5 (on next page) shows cumulative long-term factor 

Second 
Quarter

2017 YTD

Russell 1000 Index 3.1% 9.3%

Russell Midcap Index 2.7% 8.0%

Russell 2000 Index 2.5% 5.0%

Russell Microcap Index 3.8% 4.2%

Figure 4
As of 6/30/2017

Source: FTSE Russell

Second Quarter 2017 YTD

GROWTH VALUE GROWTH VALUE

Russell 1000 Index 4.7% 1.3% 14.0% 4.7%

Russell Midcap Index 4.2% 1.4% 11.4% 5.2%

Russell 2000 Index 4.4% 0.7% 10.0% 0.5%

Russell Microcap Index 5.3% 2.9% 8.1% 1.9%

Figure 3
As of 6/30/2017

Source: FTSE Russell
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performance for various value, quality, sentiment, and growth measures within the broad large-cap market based on the difference in high and 
low quartile returns. This crowded chart offers a visual indication that while for decades most of these factors produced positive returns, the 
performance appeared to have stalled in the last 10 years.  

Figure 6 (above) confirms that over this period, a number of these factors have produced weak or negative returns.

The recent flat returns, across a wide range of factors, raises questions about whether factor performance has changed permanently in the last 10 
years. Explanations for the disappearance of factor returns have included recent market developments, such as the growth in passive investing or 
the rise in exchange-traded fund activity. Alternatively, some have suggested that an increase in quantitative factor-based investing of various kinds 
could be responsible for a change in factor returns.

In our analysis, we notice several key findings about the factor drought: first, a sustained pause in factor returns is not unprecedented. For instance, 
Figure 7 (next page) shows the rolling 10-year return to low P/E stocks versus high P/E stocks, and low P/B stocks versus high P/B stocks since 
1963. The chart reveals extended historical periods with minimal or negative returns to these factors. For other factors, we see similar patterns 
where over some significant period they fail to produce their long-term—and now expected—return. In fact, such extended stretches of weak 
returns may be necessary to prevent arbitration eliminating the longer-term factor success. Second, while many factors have not been positive 
over the last 10 years within a broad group of large-cap stocks, the same is not true in large value or small-cap stocks as shown in Figure 8 (next 
page). In both these universes, the majority of factors have generated strong performance over this period. In our research, we have often seen that 
factors can behave quite differently in various segments of the U.S. market. 

We believe these additional findings suggest that considerable uncertainty remains around the implications from recent factor performance. While 
the last 10 years have been a weak time for quantitative factors among large-cap stocks, such periods have occurred in the past. In addition, other 
segments of the U.S. market experienced robust factor performance. Therefore, concluding that factors have lost their investment effectiveness 
may be premature.

 

Figure 5 Cumulative Factor Returns
1963-2016
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Figure 6 Factor Returns in Large-Cap Stocks
10 Years Ending 12/31/2016
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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 8 Factor Returns
10 Years Ending 12/31/2016

-60

High Earn Growth 
High Sales Growth

Low Price Vol
High Price Mo

Low Sh Chg
High ROE

Low PE
Low PB

High Div Yld

Large-Cap Value Stocks

Small-Cap Stocks

-40 -20 0 604020

-60

High Earn Growth 
High Sales Growth

Low Price Vol
High Price Mo

Low Sh Chg
High ROE

Low PE
Low PB

High Div Yld

-40 -20 0 604020

Source: FTSE Russell

Figure 7 Rolling 10-Year Factor Returns in Large-Cap Stocks
1963-2016
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