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Quantitative Review of U.S. Equities
 Fourth Quarter 2015

 • U.S. equities rose in the fourth quarter, reversing some—but not all—of the indices’ third quarter declines 
off their summer peaks. Despite the up quarter, December posted negative returns across various U.S. equity 
market segments. For 2015, returns differed substantially across market segments, with large cap and 
growth outperforming small cap and value. During the year, the Russell 1000 Growth Index rose 5.7% while 
the Russell 1000 Value Index fell 7.5%. 

 • The value factors of low price-to-earnings (P/E) and low price-to-book (P/B) generally continued to 
underperform in the quarter, while high-dividend stocks were mixed with only minor gains and losses 
depending on the market segment. For the year, each of these value factors lagged the overall market across 
all asset classes. Growth factor returns varied in the quarter but generally did well for 2015.

 • Higher momentum stocks were among the best performers for the quarter and year, with an exception for 
the Russell 2000 index this quarter.

 • Higher-quality factors showed no consistent trend in the quarter, but for the year some higher quality (e.g. 
high return-on-equity (ROE), low debt-to-equity, and low share change) did well among smaller caps but 
trailed lower-quality stocks within larger caps

 • As expected in December, the Federal Reserve (Fed) moved to raise the fed funds target rate to 25-50 basis 
points from the long-standing 0-25 basis points range. Therefore, we examined S&P 500 returns from when 
the Fed moved to raise rates after a period of a declining-to-flat fed funds rate.

 • U.S. stocks fell sharply in first few days of January 2016, raising investor concern—if the market’s full-year 
performance is determined by its early returns, as some believe. We historically test the idea that “as goes 
January, so goes the year” looking at S&P 500 returns since 1926.

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

As of 12/31/2015; Source: FactSet, Brandywine Global
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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 quarter 
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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FOURTH QUARTER 2015 FACTOR RETURNS

As shown in Figure 2, growth indices outperformed 
value across the market-cap spectrum in the fourth 
quarter—and by an even greater margin for the year. 
Value factors were generally poor performers through 
2015’s first three quarters despite market declines, 
and underperformance continued in most indices with 
the fourth quarter rally. Within the overall large cap 
universe, better relative performance for high P/E and 
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VALUE GROWTH VALUE GROWTH

Russell 1000 Index 5.6 7.3 -3.8 5.7

Russell Midcap Index 3.1 4.1 -4.8 -0.2

Russell 2500 Index 2.8 3.8 -5.5 -0.2

Russell 2000 Index 2.9 4.3 -7.5 -1.4

Russell Microcap Index 3.1 4.7 -6.5 -3.9

Figure 2 Equity Performance by Market Cap
                  Fourth Quarter 2015, %    Year-to-Date 2015, %

 

Source: Brandywine Global

Figure 1 U.S. Equity Factor Returns
YTD; % Return Difference between Factor’s1 High and Low Quartile
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high P/B stocks was due largely in part to strong returns from a few popular names in technology such as Alphabet (formerly Google, up 45% in 
2015) and Facebook (up 34%), and consumer discretionary such as Netflix (up 134%). An underweight in energy and an overweight in healthcare 
also benefited the higher valuation stocks in the broad large-cap universe. The 10-year U.S. Treasury rate was up slightly (10 basis points) for the 
year and the quarter (23 basis points), leading to smaller return differences among high- and low-yielding stocks compared to the returns for other 
value factors. While growth factor performance was mixed in the fourth quarter, these stocks generally performed well for the year (Amazon up 
117% in 2015) with high growth in earnings estimates doing particularly well. These strong growth returns were driven by consumer discretionary 
returns as well as an underweight in energy where estimated earnings growth remains low.

To a large extent, the strong returns from stocks with high price momentum—
which was broadly evident this quarter and year save for the Russell 2000 
index—resulted from continued underperformance from many energy stocks due 
to low oil prices. For large-cap stocks in the fourth quarter, key market favorites 
including Amazon, Netflix, Facebook, and Alphabet, were all stocks with high 
momentum that continued to outperform. In 2015, stocks with lower volatility 
generally outperformed, which is to be expected with weaker market returns. The 
one exception was the Russell 1000 Index, where high volatility performed slightly 
better in an index which had positive returns in 2015 (see Figure 3).

Quality factors in the fourth quarter produced varied performance. Higher quality—as measured by positive earnings, high ROE, and low share 
issuance within non-value stocks—performed poorly in most U.S. equity segments, while low debt-to-equity performed well. Markets moved 
higher in the fourth quarter, which is generally a difficult environment for higher-quality stocks. The better returns for low debt-to-equity stocks 
may be related to the retreat in lower-quality (i.e. high yield) debt, which generally would be associated with better performance from stocks with 
less leverage. The fact that the low debt-to-equity premium was greatest in the small-cap segment is consistent with this explanation as the debt 
of smaller companies is on average lower rated than debt of larger companies. For the year, quality factors generally did better for smaller-cap 
and value stocks, where index losses were greater and generally defensive factors should do better. The very strong return for large-cap stocks 
with relatively high share increases was due to a number of the market favorites discussed earlier (e.g. Netflix, Amazon, Alphabet, and Facebook) 
being relatively large issuers. Similarly, the relatively small group of stocks with negative earnings had very strong returns among large-cap stocks 
because Amazon was a very large weight in that group.

The results for 2015’s market-cap and beta factors were consistent with the year’s weak returns. In down markets, we expect smaller companies 
and higher beta companies to underperform, which was the case across all the Russell indices analyzed here. For the quarter, the returns for these 
two factors were less consistent, with smaller large-cap equities lagging while smaller small-cap stocks outperformed and high beta was positive 
within large caps but negative in smaller companies.

FED RATE HIKES

In December, the Fed made the long-anticipated move to hike the fed 
funds rate from a range of 0-25 basis points up to a range of 25-50 basis 
points. The Fed’s near-zero rate approach was intended as an economic 
stimulus, with the U.S. stock market considered a key beneficiary of the 
policy. With this first move to raise rates, investors may question what 
impact the new Fed direction will have on equity returns. To help answer 
this question, we examine the last 15 occasions dating back to 1965, 
where the Fed raised its target rate after a sustained period of falling 
or flat rates. In this analysis, we focus on returns from the S&P 500 as 
proxy for the broad U.S. market.

Looking at the S&P 500 returns in Figure 4 for six months, one year, and 
three years following an increase in the fed funds target rate, we do not 
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FOURTH
QUARTER 2015 (%) 2015 (%)

Russell 1000 Index 6.5 0.9

Russell Midcap Index 3.6 -2.4

Russell 2500 Index 3.3 -2.9

Russell 2000 Index 3.6 -4.4

Russell Microcap Index 3.7 -5.2

Figure 3 Equity Performance by Market Cap 

Source: Brandywine Global

Figure 4 S&P 500 Returns After a Fed Rate Increase (%)
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Source: Standard’s & Poors, Bloomberg, Brandywine Global
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see a dramatic impact on post-hike equity returns. The subsequent returns are somewhat lower than the average returns in all periods for the six-
month and one-year timeframes, while the three-year return is close to the typical three-year S&P 500 performance. None of these differences from 
long-term averages are significant given the volatility of returns. From this analysis, Fed tightening does not appear to be a reliable signal indicating 
the direction of U.S. equity markets.

We extended our analysis one step further, to see if market 
returns prior to Fed action had any influence on subsequent 
returns. Since the Fed raising rates often is seen as an attempt 
to deflate market excesses, perhaps a rate hike following 
strong market returns would result in poor subsequent returns. 
However, as seen in Figure 5, the opposite has been true: 
when prior market returns have been above average on a one-, 
three-, or five-year basis, subsequent returns have also been 
above average. When prior returns were weak, the returns 
following a rate increase were also weak. Apparently, the Fed 
rate increases—at least initially—failed to stem the market’s 
momentum whether it was positive or negative. As always with this type of analysis, there is considerable variation in individual years relative to 
the averages. For instance, the S&P 500 rose 29.1% on an annualized basis in the three-year period prior to the February 1987 rate increase and 
over the next 12 months, the market fell 2.7%. However, prior to the March 1997 hike, the S&P 500’s annualized three-year return was 22.3%, and 
in the next 12 months rose 48.0%.

The potential implications of December’s rate increase are mixed. The S&P 500 gained only 1.4% in 2015, so the prior data suggests weaker than 
normal returns at least for the next six months-to-one-year. However, the three- (15.7% annualized) and five-year (12.6% annualized) S&P 500 
returns for the periods ending December 31, 2015, were above normal, implying better performance for the next six months, one year, and three 
years. Of course, as mentioned above, the historical results have considerable variation around the averages, so even consistent signals would not 
be a guarantee of expected market performance.

AS GOES JANUARY…

U.S. equity markets were down substantially on the first days of 
trading in 2016, following significant losses in Chinese markets. The 
weak returns prompted concerns about the market trend—remember 
that December closed down as well—including talk about “as goes 
January, so goes the year.” We put this oft-quoted maxim to the test by 
looking at S&P 500 returns going back to 1926 to see how much of an 
effect January returns had on the rest of the year’s performance. The 
results, shown in Figure 6, look at average returns for the next two-,  
five-, and eleven-month periods, depending on whether January’s return 
was above or below zero. A negative January did lead to lower average 
returns for the rest of the year. For instance, on average the market 
was flat over the next five months after a down January, but increased 
6.5% on average after a positive January. Just as in the Fed rate hike 
analysis above, these results contain a great deal of variation around 
the averages. For example, many weak January returns were followed 
by strong performance and conversely, strong January performance 
has also led to weak subsequent returns as well. Also, the impact has been focused in the first half of the year, with most of the difference in the 
returns in the last 11 months of the year coming from the first half. In fact, history shows some reversal in the last six months of each year. The 

6 MONTH 1 YEAR 3 YEAR

Prior One Year Return Below Average -4.09 6.46 11.23

Above Average 8.85 9.44 9.80

Prior Three Year Return Below Average -2.56 3.20 4.31

Above Average 7.83 11.62 14.42

Prior Five Year Return Below Average -4.67 4.97 6.76

Above Average 9.24 10.44 12.78

Figure 5 S&P 500 Returns After a Fed Rate Increase (%) 

Source: Standard’s & Poors, Bloomberg, Brandywine Global

Figure 6 S&P 500 Returns Following an Up/Down January; 1926-2015 (%)
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average return for the final six months of the year is 7.3% when January was negative, but only 5.3% when January was positive, reversing some 
of the return difference from earlier in the year. Note that limiting this analysis to just the last 50 years from 1966, the spread in returns following 
an “up” January versus a “down” January is somewhat wider across the shorter periods, but in a similar pattern. Of course we are only a few 
trading days into January as we prepare this report and the month’s direction and magnitude is far from defined.

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 (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).

Sources for Fed Funds target rate: https://www.newyorkfed.org/markets/statistics/dlyrates/fedrate.html 
   https://research.stlouisfed.org/fred2/series/FEDFUNDS#

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.

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