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Small Cap & Value Stocks: Fashionably Late to the Party

We at Rockwood seek to deliver investment 

returns via purposefully constructed, evidence-

based portfolios. For this reason, you hold a 

diversified portfolio with strategic tilts to value 

and small-company stocks that have been shown 

to generate return premiums over long horizons.   

Small cap and value stocks certainly do not 

outperform the broad market in every year. In 

fact, since 1926 outperformance in any given 

year has occurred around 60% of the time —

essentially a coin-flip. However, when small cap 

value delivers positive returns, it tends to do so 

with unexpected rapidity. There is perhaps no 

better example of this than calendar year 2016. 

At no time in 2016 did leading indicators or 

pundits predict that Small Cap Value would 

outperform the broad U.S. market by nearly 

20%. The chart below shows us that most that 

outperformance occurred in only a few short 

weeks at the end of the year. Experienced Small 

Cap Value investors know that they must be in 

their seats when those returns arrive and not 

become impatient when Small Cap Value 

intermittently lags the market (as it often will).      

Capturing the Small Cap Value premium in the 

right proportions is part of our commitment to 

building empirically tested portfolios for our 

clients. Regardless of which strategies we use to 

construct portfolios, our advice is to 

acknowledge that investor behavior and 

strategic asset allocation impact returns much 

more significantly than security selection does.  

Accordingly, we require precise and ultra-

reliable allocation within the strategies we 

implement. We demand low-cost and efficient 

investment vehicles, and we are thoughtful yet 

brand-agnostic about which mutual funds we 

utilize. We often need to work flexibly around 

limitations in our clients’ current employer 

retirement accounts.         

Some of the strategies with which we build 

portfolios are those of Dimensional Fund 

Advisors (DFA). As the second fastest-growing 

mutual fund company in the U.S., DFA has 

pioneered a quasi-index fund approach. It 

designs its own indexes, often with a nod toward 

small cap and value stocks, and then waits until 

eager sellers are willing to part with shares at 

favorable prices. Eschewing the blindly 

mechanical nature of index reconstitution, DFA 

engineers its funds by avoiding ill-timed trading 

simply to arbitrarily map to an index.   

Efficient market research by Nobel laureate 

Eugene Fama and Ken French (of the University 

of Chicago and Dartmouth, respectively) guides 

our investing philosophy here at Rockwood. 

Since our investment recommendations are 

informed by our mission to provide low-cost 

diversified portfolios, rather than by hawking 

products from a handful of vendors, we are 

constantly evaluating the market of offerings to 

ensure that our clients are well served. 
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The Fed, Yields, and Expected Returns  

On December 14, 2016, the Federal Open 

Market Committee (Fed) concluded its final 

meeting for the year and announced its decision 

to raise the federal funds target rate from its 

range of 0.25%-0.50% to 0.50%-0.75%.  

As we have mentioned before, Fed-watching is a 

favorite pastime for many market participants, 

who often presume that Fed actions will lead to 

specific market outcomes. On December 16, 

2015, the Fed raised the federal funds target rate 

for the first time since 2006. Some market 

commentators believed this was a signal that 

multiple rate increases would occur in 2016.  

As we now know, the Fed failed to prove the 

market prognosticators right; the Fed did not 

change the target rate until its last meeting of 

the year. Despite this, interest rates in the U.S. 

have varied throughout the year. In fact, as 

shown in Exhibit 1, immediately following the 

Fed’s rate increase in 2015, yields on many U.S. 

bonds decreased until the second half of 2016. 

The increase in U.S. interest rates that started at 

the beginning of the fourth quarter prompts a 

question: Did the market lead the Fed to raise its 

key interest rate, or did the Fed lead interest 

rates higher by setting expectations? 

Trying to answer the question may be futile, 

however. In liquid and competitive markets such 

as the U.S. Treasury market, current interest 

rates represent the expected probability of all 

foreseeable actions by the Fed and other market 

forces. Market participants, using publicly 

available information, estimate the probabilities 

of different outcomes. Those expectations are 

collectively reflected in current interest rates. As 

publicly available information changes, market 

participants adjust their expectations, which are 

immediately reflected in new interest rates.  

While market participants use publicly available 

information to set expectations, unanticipated 

future events or surprises relative to those 
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expectations may trigger interest rate changes in 

the future. The nature of those surprises cannot 

be known by investors today. As a result, we 

believe that no reliable way has been found to 

systematically benefit from trying to outguess 

market prices when forecasting changes in 

interest rates. We can say, however, that there 

is known and observable information in current 

interest rates, or bond prices, that we can use to 

set expectations about returns. 

The expected return of a bond can be 

decomposed into three components: (1) the 

yield of a bond over its holding period, (2) capital 

appreciation (or depreciation) of the bond due 

to the shape of the yield curve, and (3) changes 

in bond prices due to future changes in yields. As 

we mentioned earlier, there is no reliable way to 

predict future changes in yields due to future 

events that are not yet known. 

Our research and experience in the fixed income 

markets inform us that there is reliable 

information in the first two components of 

expected return that enables us to use current 

bond prices to identify securities with higher 

expected returns. As we can observe in Exhibit 2 

above, yields on U.S. Treasury bonds have 

increased since the end of September, which has 

had a negative impact on fixed income. 
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Rockwood Wealth Management, LLC (RWM), a Pennsylvania limited liability company, is a fee-only wealth advisory firm specializing in personal 

financial planning and investment management. Rockwood Wealth Management, LLC, is a US Securities and Exchange Commission (SEC) 

Registered Investment Advisor. A copy of RWM’s Form ADV-Part II is provided to all clients and prospective clients and is available for review by 

contacting the firm. Indices are not available for direct investment; therefore, their performance does not reflect the expenses associated with 

the management of an actual portfolio. Past performance is not a guarantee of future results. 

 


