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Quantitative Review of U.S. Equities
 First Quarter 2018

 • After a nearly uninterrupted rally that began in November 2016, U.S. equity markets peaked in late 
January, falling as much as 10% from their highs. Market volatility, which had reached 30-year lows, 
rebounded significantly. However, the CBOE Volatility Index (VIX) remains well below the financial crisis 
highs. The S&P 500 Total Return Index ended just under -1% for the quarter. 

 • Growth stocks continued to be the strongest performers, as they were in 2017. Value factors generally 
lagged for the quarter during both the up and down periods for the markets. The primary exceptions were 
low price-to-earnings (P/E) and low price-to-book (P/B) stocks, which did well within the Russell 1000 
Value and 2000 Value indices. 

 • In late February, long-term U.S. Treasury rates reached their highest level in four years before partially 
retracing their rise by quarter end. High dividend yield stocks trailed while rates were rising but 
outperformed as rates declined, resulting in net higher dividend yield underperformance for the quarter.

 • Perhaps contrary to expectations and despite lagging in the rally of 2017 and early 2018, smaller caps 
did better later in the first quarter when the market was weak. Higher-beta stocks held truer to form, 
outperforming as stocks rallied and then leading the way down in the decline. 

 • Quality factors were mostly weaker early in the quarter with rising markets but were inconsistently 
defensive across market segments as the market retreated. For the full quarter, most quality factors 
underperformed with the main exception of low debt-to-equity.

 • With the increased variability in U.S. equity markets, we examine how various quantitative equity factors 
tend to react during rising- and higher-volatility environments. 

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

As of 03/31/2018 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 Diversi-
fied 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 important 
and interesting trends in factor 
behavior and discuss recent work 
we are engaged in to better under-
stand 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 strat-
egies at Brandywine Global. 
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FIRST QUARTER 2018 FACTOR RETURNS

The U.S. stock market’s decline in the first quarter broke a long, low-volatility rally that stretched back to November 2016. The S&P 500’s total 
return was 37.6% from November 9, 2016, through the peak on January 26, 2018, with no meaningful reversals. Over this period, the VIX, a 
measure of market volatility, fell to 30-year lows. However, in late January, concerns about rising inflation and interest rates swiftly sent the market 
into correction territory, a 10% decline, in just two weeks. Markets partially recouped losses then fell into correction territory again in March 
as fears of a trade war emerged following the implementation of new trade tariffs by the U.S. During this rapid shift in market direction, some 
quantitative equity factors also changed direction while others maintained the same trend both before and after the market peak. Growth stocks 
generally did well in both the up and down phases this quarter with only some mixed results in February. High sales growth and high earnings 
estimate growth did well across the market-cap spectrum while high earnings growth only trailed within value stocks, both large cap and small cap. 

Within value, low P/E returns were generally consistent through the quarter while low P/B did better in March. Despite the late turnaround in low 
P/B, both factors were weak for the overall quarter. The main exceptions were that low P/E did well among value stocks, both large cap and small 
cap, and low P/B did well among large-cap value stocks. The impact of growth and value factors this quarter is clear in Figure 3. The growth index 
was positive while the value benchmark fell for the Russell 1000, Mid-Cap, and 2000 indices.

Another value factor, dividend yield, showed a sharp shift in performance, based not on the stock market’s correction but on a reversal in longer-term 
interest rates. While the stock market peaked in late January, the U.S. 10-Year Treasury yield continued upward until late February. This evidence 
suggests equity investors were more concerned about rising inflation and interest 
rates early in the stock correction but later came to focus on the economic damage 
possible in a widespread tariff and trade war. Higher-yielding stocks performed 
poorly through February as longer-term rates continued to rise but led the market 
higher as rates began to fall.

The performance of the dividend factor was closely tied to the stock price 
momentum factor during the quarter. Even after the stock market reversed in late 
January, stocks that had performed well over the last 9 to 12 months continued to 
do well while those that had trailed continued to lag behind. A large component 

Figure 2 U.S. Equity Factor Returns
YTD; % Return Difference between Factor’s1 High and Low Quartile
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First Quarter 2018

GROWTH VALUE

Russell 1000 Index -0.7% 1.4% -2.8%

Russell Midcap Index -0.5% 2.2% -2.5%

Russell 2000 Index -0.1% 2.3% -2.6%

Russell Microcap Index 0.7% 1.0% 0.5%

Figure 3
As of 03/31/2018

Source: FTSE Russell
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of this continued price momentum was the poor performance of the higher-yielding stocks. This group might have been expected to perform defensively 
as stocks sank, but instead they were negatively impacted by the rising rates. In addition, technology overall continued to outperform while some of the 
cyclical sectors that were strong last year and in January, such as consumer discretionary, industrials, and materials, lagged only moderately in February. In 
March, the high dividend stocks reversed, cyclicals continued to underperform, and tech stocks slipped a bit behind the market after a very strong period.

Not surprising in a strong bull market, quality factors generally underperformed in January. Positive earnings, high return-on-equity (ROE), and low share 
change were generally weak as stocks moved higher. However, when the stock market turned negative at the end of January, these potentially defensive 
factors performed inconsistently, providing positive returns in some segments but trailing badly in others. As a result, these factors generally did poorly 
for the quarter, with the exception of low debt-to-equity generally and high ROE and low share change within just large-cap value stocks. Low volatility, 
another often defensive factor in down markets, performed similarly. While trailing in the strong January run-up, low-volatility stocks continued to 
underperform in February and only held up better than the market in March, resulting in poor full-quarter returns for the factor. High-beta stocks performed 
much more consistently with expectations, doing very well early in the quarter and then leading the market down during the reversal. The end result for 
the quarter in total was mixed across various segments within high-beta stocks. Small-cap stocks, on the other hand, performed nearly opposite to their 
history, lagging early as the market rose and then falling less than the overall market in March, producing generally negative returns for the quarter. 

INCREASED STOCK VOLATILITY AND FACTOR RETURNS

The initial decline in U.S. equities this quarter was followed by increased 
volatility as the S&P 500 briefly reached 10% correction territory from Janu-
ary highs on two separate occasions. This variability contrasted sharply 
with the equity market’s generally smooth ascent in 2017. The VIX, a predic-
tor of stock market volatility based on options pricing, moved from below 15 
and near 30-year lows through most of 2017 to a high of over 35 in February. 
The index settled into a range between 15 and 25 for the rest of the quarter 
and into April. Note that these elevated levels are still far below the VIX’s 
peak of 80 late in 2008 during the financial crisis (see Figure 4).

AN ANALYSIS OF HISTORICAL FACTOR PERFORMANCE 
DURING PERIODS OF MARKET VOLATILITY

We now examine how various factors have performed historically depending 
on the level of market volatility as well as the changes in that volatility. For 
this research, we look at various factor returns going back to 1963 within the 
broad large-cap universe, which is roughly equivalent to the Russell 1000 
Index universe. Volatility is defined as the short-term, three-month standard 
deviation of the universe return. Factor performance represents the differ-
ence between the return for the top quartile-ranked stocks versus the bottom 
quartile for each factor. In our analysis, we focus on the factor returns for the 
final month of each rolling three months in which we measured and ranked 
volatility and compared that return to performance in the following month. 

Figure 5 charts the annualized factor returns in periods with highest quar-
tile of volatility versus the lowest volatility periods. Positive bars indicate 
that a factor did best in high-volatility periods while negative bars repre-
sent the opposite. For instance, since the top set of bars for the large-cap 
universe return are negative, the chart shows that on average this universe 
produced lower returns in the highest volatility markets compared to its 
return in low volatility periods. The second set of bars, representing low 
P/E, are positive, showing that low P/E stocks did better in high-volatility 

Figure 4 VIX Volatility Index
As of 04/24/2018
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Figure 5 Factor Returns in High versus Low Volatility Markets
1963-2017
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environments than when volatility was low. Note first that the average return for 
the broad large-cap universe is higher in periods of low volatility. This result is 
consistent with market rallies in which the market rises with only minor interrup-
tions, such as in 2017. This correlation between higher volatility and lower re-
turns raises the question of whether the factor returns are simply the result of an 
up or down market bias. We compared the returns in Figure 5 to a similar analy-
sis of factor returns based only on market direction to see if we could distinguish 
impacts uniquely due to differences in the volatility environment. For the value 
factors overall and for share change and debt-to-equity within quality, along with 
sales growth and volatility, much of the factor return may be explained by impact 
from the market’s direction. For the other variables, in particular the momen-
tum variables, the return due to higher volatility is different in direction and/or 
magnitude than the return in weaker markets. For instance, 12 minus 1 month 
stock price momentum does best in down markets. Yet, this factor also does well 
in periods when volatility is low. Similarly, one-month reversal performs best in 
up markets but also in high-volatility environments. These results are consistent 
with the notion that periods of highest market volatility are often periods when 
the market reverses trends, so momentum works poorly and short-term price 
reversal does well.

Figure 5 also shows that for most factors, the factor returns are most differentiated in the last month of the highest and lowest volatility periods, 
and the factors’ differences are smaller in the subsequent month. Thus, the volatility helps explain the factor returns but is weaker as a predictor of 
the factor performance.

Figure 6 shows results for the change in market volatility from the prior three-month period to the next, non-overlapping three months. The factor 
returns from rising versus falling volatility are similar to those for high versus low absolute volatility. Here again, the factor returns are more power-
ful in the last month of the rising volatility period than in the subsequent month. The primary exception to that trend is among the value variables, 
which actually are more significant the month after the change in volatility, suggesting a more persistent trend for these low P/E, low P/B, and high 
dividend yield factors.

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).
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Figure 6 Factor Returns in Rising versus Falling Volatility Markets 
1963-2017
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