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Quantitative Review of U.S. Equities
 Second Quarter 2016

 • Most U.S. equity indices rose in the second quarter and are positive for 2016 as well. Second-quarter gains 
came despite a two-day loss of 5.0% in the S&P 500 Index following the unexpected outcome of the U.K.’s 
European Union (EU) membership referendum in late June. The U.S. indices—and the FTSE 100 Index—
generally were able to recover their losses before quarter end. For the quarter and year, large-cap equities 
outperformed small caps, though mid caps were the overall best performers and micro caps were the worst, 
based on Russell U.S. index returns. The Russell Value Index outperformed its growth counterparts in each 
market capitalization range as well.

 • Even though Russell value indices beat the growth indices, the value factors performed weakly in most market 
segments, with low price-to-earnings (P/E) lagging across the board, while price-to-book (P/B) was able to 
generate small gains at best, except within the small-cap Russell 2000 Index for the full year. Growth factors 
did worse than low P/B stocks, which accounts for the lagging returns for the Russell growth indices. With the 
yield on the 10-year U.S. Treasury falling another 30 basis points this quarter— after dropping 50 basis points 
in the first quarter—higher-dividend stocks were strong performers. 

 • Higher-price momentum stocks continued to lag this quarter and, in a reversal from 2015, now trail low 
momentum stocks for the year.

 • Higher-quality stocks generally did worse in the quarter than lower-quality stocks, and are behind other stocks 
for the year, except within the smaller cap Russell 2000 Index stocks. High return-on-equity (ROE) stocks and 
firms with greater share buybacks did well for this index.

 • From 2015 to the present has been a tough period for high-quality factors in U.S. equity markets. We review the 

performance of these factors and their relationship with other equity variables.

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

As of 6/30/2016; Source: Brandywine Global, FactSet, Russell Investments
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SECOND QUARTER 2016 FACTOR RETURNS

As Figure 2 shows, low P/E stocks generally were the worst performing value stocks for the quarter and year to date. Low P/B returns were more 
in line with high P/B returns this quarter but are somewhat behind for the year. This pattern is consistent with the poor returns from the higher-
quality factors such as high ROE and low share issuance. Low P/E stocks, with generally higher earnings and ROE compared to low P/B stocks tend 
to perform in line with these quality variables. Within the smaller-cap stocks of the Russell 2000, the higher-quality variables did perform better 
year to date, though not for the quarter. However, low P/B stocks still outperformed for 2016 in the Russell 2000. Low P/E stocks historically have 
been more defensive-oriented because of their stronger quality characteristics, but can still do well in up markets, though not as consistently and 
not in 2016. The best performing factor across most Russell indices was high dividend yield, performing well in both the up and down periods this 
year. For instance, higher-yielding stocks were quite defensive in January and immediately following the “Brexit” vote in June as equity markets 

Figure 2 U.S. Equity Factor Returns
YTD; % Return Difference between Factor’s1 High and Low Quartile
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declined. Still they performed very well when markets staged a strong February-March rally, and trailed only slightly during the quick recovery from 
the Brexit vote decline. The significant drop in interest rates this year—from a 2.27% yield for the 10-year U.S. Treasury at the end of 2015 to a 
1.47% yield on June 30—left investors turning once again to high-yielding equities for investment income. As a result, the utilities, real estate 
investment trusts (REITS)—and another higher yielding group—telecommunications (telecomm) were among the strongest performing groups both 
for the quarter and 2016, year to date. 

The Russell value and growth indices use P/B as their sole value 
measure in determining the index in which stocks belong. While low 
P/B was flat-to-negative versus the rest of the market in the second 
quarter and for the year in large caps, the Russell value indices have 
still outperformed within each U.S. market capitalization category, as 
indicated in Figure 3. Russell’s two growth variables, high sales growth 
and high earnings estimate growth, generally did not do well in the 
second quarter and year to date and are responsible for the growth 
indices lagging in both periods. 

When the U.S. equity market declined at the start of the year, stocks 
with high ROE, large share buybacks, positive 12-month earnings, low 
debt-to-equity ratios, and positive dividends, generally fell less. Conversely, as markets regained lost ground, these higher-quality factors were 
mostly laggards. A similar pattern held during the volatility following the U.K. referendum, with higher quality playing a defensive role as equity 
markets fell, but then lagging during the recovery. The full quarter result was weaker returns for high quality relative to low quality for most of 
these variables, with the key exception of positive-dividend stocks doing well this year. The poor performance by most of the quality variables 
exceeded their generally positive returns in the first quarter, so that year to date they have lagged within most of the Russell indices. Again, the 
prime exception is the strong performance from stocks with dividends.

Weak performance by high price momentum stocks in 2016 was a significant change from this factor’s returns in 2015. In the earlier year, energy 
stocks were a prime driver as falling oil prices continually drove these stocks lower. Energy dominated the low price momentum stocks which 
continued to fall until early in 2016. With the rebound in oil prices this year, energy was one of the strongest performers in 2016, leading the low 
momentum stocks to outperform. Within energy, oil refiners had the opposite experience, but also contributed to high momentum stocks’ negative 
result. Last year, refiners benefited from lower oil prices and were among the strongest groups. The rebound in oil prices hurt refiners’ profits and 
their stock prices, so that one of the best performing groups in 2015 has been among the worst this year. The railroad and trucking stocks—which 
had benefited from the U.S. fracking boom—also lagged the market with declining oil prices in 2015, and have since benefited from higher oil 
prices in 2016. In addition, metals & mining stocks suffered last year with concerns about slowing global growth. With a perception that economic 
growth might be better than expected—despite the Brexit vote—these sectors, heavily weighted in the low price momentum group, experienced a 
performance rebound. 

For the year, small caps did better with large caps, but larger caps did 
better within small caps. This pattern explains the Russell Mid Cap 
Indices producing the strong results for the year. Surprisingly, with 
markets up on the year, higher beta fared poorly, producing some of the 
worst factor returns. The fact that higher-dividend stocks did so well 
helps explain this result. The high-dividend utility stocks tend to have 
a lower beta and therefore, their dominance this year has led low beta 
stocks to outperform, despite a rising market (see Figure 4).

Russell 1000 Index 3.7

Russell Midcap Index 5.5

Russell 2000 Index 2.2

Russell Microcap Index -1.7

Figure 4 equity Performance by market Cap
2016 Year-to-Date

Source: Brandywine Global, Russell Investments
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Figure 3  Equity Performance by Market Cap

2016 Year-to-Date

Source: Brandywine Global, Russell Investments
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QUALITY FACTORS IN 2015 AND 2016

Higher-quality factors have faced difficult returns in the last year 
and a half. High ROE, positive earnings, positive dividends, low 
debt-to-equity, and low share issuance are all factors that have 
struggled at some point over this period, though dividend-paying 
stocks have done much better this year. Historically, these quality 
variables performed well over the long term, but of course over 
some shorter periods, low-quality produced stronger returns. What 
is more unusual about this recent underperformance by the quality 
variables is that the value factors lagged at the same time. In the 
past, the quality factors were negatively correlated with the value 
factors, particularly against low P/B stocks which have a lower 
quality bias. Figure 5 shows the return to higher-quality stocks 
looking just at years in which low-valuation stocks underperform 
higher-valuation stocks.

In this analysis among the largest 1000 U.S. stocks from 1963 through May 2016, equities are sorted into value quartiles using an equally weighted 
score of earnings-to-price percentile rankings and book value-to-price percentile rankings. Value underperformance is identified as years when the 
capitalization-weighted return of the top-ranked value quartile lags the lowest-ranked value quartile. Stocks are divided into quartiles by quality 
using an equally weighted score of book growth percentile rankings, share change percentile rankings, and ROE percentile rankings. Figure 5 
displays the annualized capitalization-weighted return spread between the top-ranked quality quartile and the lowest-ranked quality quartile. The 
years of weak value returns predominantly were associated with strong returns from higher-quality stocks. However, in a few periods, including 
the recent years, both value and quality stocks lagged the market at the same time. This unusual concurrence may be due in part to the market’s 
strong focus on higher-dividend stocks during a period of very low fixed-income yields. Each time interest rates fell, these high-dividend stocks 
outperformed, and they do tend to rank lower on quality measures such as share issuance, debt-to-equity, and ROE.

 
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 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. The FTSE Index is a share index of the 100 companies listed on the London 
Stock Exchange with the highest market capitalization. Indices are unmanaged and not available for direct investment. Past performance is no guarantee of future results.

©2016, Brandywine Global Investment Management, LLC. All rights reserved.

Figure 5 Relative Return to Higher Quality Stocks
Years Value Stocks Underperformed (1963 - May 2016)
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Source: Brandywine Global, FactSet, Compustat
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