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Quantitative Review of U.S. Equities
 Second Quarter 2018

 • Despite heightened concerns about global trade barriers in an environment of new tariffs and aggressive 
trade rhetoric, U.S. equities moved solidly higher in the second quarter. The S&P 500 Index gained 3.4%, 
rebounding from the first quarter’s -1.0% decline.

 • In a period of trade tensions and a strengthening U.S. dollar, smaller-cap stocks, with less dependence 
on global markets, performed much better than large-cap stocks. For the quarter, the Russell 2000 Index 
gained 7.8% while the Russell 1000 Index was only up 3.6%. 

 • Within large caps, growth stocks continued to lead the market as they did in the first quarter and in 
2017. The Russell 1000 Growth Index’s 5.8% second-quarter and 7.3% year-to-date return outperformed 
the Russell 1000 Value Index’s 1.2% second-quarter and -1.7% 2018 returns.

 • However, small-cap value stocks beat their growth peers with the Russell 2000 Value Index gaining 8.3% 
versus the Russell 2000 Growth Index’s 7.2% increase. For the year, the Russell 2000 Value Index returns 
of 5.4% remain well behind its growth counterpart returns of 9.7%.

 • Even though the 10-year U.S. Treasury rate rose 12 basis points (bps) in the quarter, higher-yielding 
stocks performed well in the second quarter, particularly among smaller-cap stocks. Higher-dividend 
stocks responded positively to the late quarter decline in longer-term rates.

 • In a rising market, most quality factors held to their defensive nature and were weaker this quarter as 
well as year to date.

 • Given the continued outperformance by large-cap growth stocks this year, we look at valuation levels 
among these stocks and the rest of the U.S. market.

Figure 1 Broad Market U.S. Equity Factor Returns
QTD; % Return Difference between Factor’s1 High and Low Quartile; Russell 1000 Index; As of 6/30/2018

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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Figure 2a U.S. Equity Factor Returns
QTD; % Return Difference between Factor’s1 High and Low Quartile; As of 6/30/2018
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Figure 2b U.S. Equity Factor Returns
YTD; % Return Difference between Factor’s1 High and Low Quartile; As of 6/30/2018
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SECOND QUARTER 2018 FACTOR RETURNS

The Trump administration introduced additional tariffs on European, Asian, and other trade partners’ imports this quarter—which were answered 
by retaliatory tariffs on various U.S. exports. A number of U.S. companies spoke out about the negative impact both sets of tariffs could have on 
their costs and international demand for their products. The potential constraint on overall economic activity will also likely weigh on U.S. corporate 
earnings. The U.S. equity markets fell in the first quarter after the initial round of U.S. tariffs were introduced. Although additional levies have 
been imposed by the U.S. and other countries this quarter, U.S. stocks produced strong gains with the S&P 500 for the quarter and 2.7% in 2018. 
These positive returns suggest that U.S. equity markets are resilient—at least in the short term—to these economic pressures, perhaps because 
of uncertainty if the tariff war will persist in the long term. Given the ongoing 
trade conflicts, the relative returns of small- and large-cap stocks did perform 
more in-line with expectations this quarter. Smaller-cap stocks are less 
involved in foreign trade, more tied to the U.S. domestic economy, and less 
affected by trade barriers. Consequently, the small-cap factor was positive in 
the quarter across all U.S. market segments after only a modest, mixed impact 
earlier this year. The relationship is clear in Figure 3, where the smaller-cap 
Russell indices were well ahead of the large-cap benchmarks for both this 
quarter and year to date (see Figure 3).

Growth stocks, particularly among large caps, appeared particularly immune to the new tariffs as the high sales-growth, high earnings-growth, and high 
estimate-growth stocks generally performed very well in large cap. These stocks were also typically the best performers in the first quarter and in 2017. 
As in the recent past, growth was led higher by strong returns from the high profile “FANG” stocks, including Facebook, Amazon, Netflix, and Alphabet 
(Google). While some of these stocks and their internet products are not subject to the traditional tariffs that have been imposed recently, they can be 
taxed—and in some cases have shrugged off regulatory scrutiny both here and abroad—to produce market leading returns. This quarter, only among 
smaller caps did the higher-growth stocks lag the market. Among the value factors, low price-to-earnings (P/E) stocks were poor performers across the U.S. 
market, which given their generally higher quality is consistent 
with trailing performance in an up market. Low price-to-book 
(P/B) stocks were weak among large caps but did outperform 
among the smaller caps. The better performance from the 
small cap non-growth and low P/B stocks led the Russell 2000 
and Microcap Value Indices to outperform the similar growth 
indices as shown in Figure 4. Year to date, however, the growth 
indices remain well ahead of the value benchmarks across most 
of the market capitalization range (see Figure 4).

As can occur in sharply rebounding markets, quality factors generally performed poorly this quarter. Earlier this year, these factors had lagged when 
2018 began with a burst of strong equity returns, but the factors rallied when markets turned negative after the first tariffs were imposed. Stocks with 
earnings, high return-on-equity (ROE), low common share issuance, low price volatility, and that paid dividends were all weak performers for the quarter 
and year to date as the market favored less defensive stocks. As a quality measure, only stocks with low debt-to-equity ratios performed well so far this 
year. The low debt-to-equity stocks are concentrated in technology—including Facebook and Alphabet—energy, and financials. Technology was strong 
based on growth factors while energy stocks benefitted from the steady rise in oil prices since June 2017. Strength in these two sectors overcame the 
poor performance among the financials, another sector concentrated among stocks with low debt burdens. 

Technology and FANG stocks were also major contributors to the superior performance from stocks with high price momentum among large-cap stocks. 
These groups have been strong performers for an extended period and continued to do well this year. Their returns offset another high momentum 
group, industrials, that did not perform as well this quarter. Industrials have been on a positive run due to the stronger economic conditions over the last 
year and a half, but as one of the main targets of tariffs, were unable to sustain those returns. The high momentum large-cap stocks also were able to 
overcome outperforming energy stocks, which were concentrated in the low-momentum group due to their poor performance until very recently. Within 
small caps, the higher-momentum stocks did not do well enough to offset the poor industrials performance and the strong energy stocks, though the 
momentum factor has done well more broadly for the year to date.

Second Quarter 2018 2018 Year-to-Date

Growth Value Growth Value

Russell 1000 Index 5.8% 1.2% 7.3% -1.7%

Russell Midcap Index 3.2% 2.4% 5.4% -0.2%

Russell 2000 Index 7.2% 8.3% 9.7% 5.4%

Russell Microcap Index 9.7% 10.2% 10.8% 10.7%

Figure 4
As of 6/30/2018

Source: FTSE Russell

2nd Quarter 2018 Year-to-Date

Russell 1000 Index 3.6% 2.9%

Russell Midcap Index 2.8% 2.4%

Russell 2000 Index 7.8% 7.7%

Russell Microcap Index 10.0% 10.7%

Figure 3
As of 6/30/2018

Source: FTSE Russell
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Perhaps contrary to expectations given a rising market, high-beta stocks underperformed among small caps or only matched low-beta stocks for large 
caps this quarter and year to date. Higher-beta stocks, by their definition, have historically done better in up markets. This quarter’s counterintuitive result 
is due to the high concentration of financials among the high-beta stocks as this group generally was hurt by the narrowing spread between long- and 
short-term interest rates. Also, the poor performing industrial sector is well represented among the high-beta stocks offsetting the recently outperforming 
energy, also concentrated in high-beta stocks. The high beta group does not include a significant portion of technology stocks since these stocks are driven 
less by general market and economic events and more by technology trends. The low-beta returns benefited from the significant utility and real estate 
investment trust (REIT) weightings since these stocks did well as longer-term rates fell late in the quarter. These two sectors also contributed positively to 
the outperformance among higher-yielding stocks this quarter. The recent high dividend strength prevailed over the group’s poor performance last quarter 
(when longer rates rose) among small caps but was not enough to reverse the first quarter negative performance for larger-cap high-yielding stocks.

GROWTH VS. VALUE: PERFORMANCE AND VALUATIONS

Large-cap growths stocks have outperformed value stocks, as measured by the 
Russell 1000 Growth and Value Indices, since the end of 2006, with the gap 
accelerating over the last 18 months. Since year-end 2016 the Russell 1000 
Growth Index gained 39.2% while the Russell 1000 Value Index was only up 
11.4%. Most investors have forgotten that the value index beat growth from 
2000 to 2006 so substantially that the Russell 1000 Value Index has a 228.3% 
to 104.7% total return advantage from the end of the technology bubble in 
March 2000 through this last quarter. Even as recently as 2016, the value index 
outperformed the growth index by 10%, with returns of 17.3% versus 7.1%. 
However, the current growth dominance coupled with the enthralling “para-
digm disrupting” stories of stocks like the FANG group has many investors 
convinced again that growth’s run can continue indefinitely. We believe, based 
on our understanding of market history that valuations eventually do matter. 
We also know that predicting when valuations will exert their gravitational 
influence has been difficult to predict.

Figure 5 shows the relative valuation based on average P/B for the Rus-
sell 1000 Growth and Value Indices since the end of 2007. On an absolute 
basis, the growth index’s P/B has not reached the extraordinary levels of the 
technology bubble in 2000, but the valuation increase for growth stocks has 
been significant since 2007. Over the last 10 years, the value index’s P/B is up 
substantially less on an absolute and percentage basis. As a result, the relative 
P/B of the Russell 1000 Growth Index versus the Russell 1000 Value Index, 
shown in Figure 6, is getting closer to technology bubble levels. We believe 
such an extended valuation gap is not sustainable, though again, we recognize 
that the divergence can expand longer than we find reasonable. Eventually, we 
expect a period of strong value returns as growth valuations revert from the 
current extended levels (see Figure 6).

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 certain portfolio managers at Brandywine Global Investment Management, LLC (“Brandywine Global”) and are not intended as a forecast 

Figure 5 Average Price-to-Book
Weighted Harmonic Average; Dec 1997 - Jun 2018
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Figure 6 Average Price-to-Book
Russell 1000 Growth Index / Russell 1000 Value Index; 
Weighted Harmonic Average; Dec 1997 - Jun 2018
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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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