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How Interest Rates Influence the Expected Returns of Large and Small-cap Stocks 

Burgess B. Chambers, MBA 
 
Domestic economic cycles have historically been driven by Fed monetary policy. It is this very mechanism of raising and lowering 
short-term interest rates that influences the behavior of large and small-cap stocks.  Smaller companies experience more volatility and 
respond more quickly to economic conditions and interest rate change; resulting in these two asset classes expanding and contracting 
at different times.   
 
The beginning of an economic recovery usually follows a period when the Fed has reduced short-term interest rates. Smaller 
companies usually respond favorably during the early phase (initial 18 months) of a recovery. The worst performers are large 
companies with strong balance sheets and stable earnings that receive no benefit from falling interest rates, other than being able to 
buy companies with cheaper capital. When interest rates are low, companies are better able to finance the acquisition of small to 
medium sized firms. M&A activity was high in 2006 and is expected to be even higher in 2007.   
 
As the economic recovery matures, the Fed has historically raised short-term interest rates to thwart inflationary expectations. Small 
companies that have become more leveraged, suffer during periods when capital becomes more expensive. Bankers begin avoiding 
risk and approve fewer loans.  The economy cools down and a recession becomes more likely. Investors rotate into large company 
stocks in order to avoid risk during uncertain times.   
 
During the Fed easing period from January 2001 to July 2004, small-caps beat large-caps by a wide margin.  However, as the Fed 
raised rates in 2005 and 2006, this relative out-performance narrowed considerably.   
 
The Fed appears to have ended the recent period of raising short-term rates.  The yield curve remains inverted, which means that long-
term rates are lower than short-term rates.  In past cycles, an inverted yield curve has preceded a recession 70% of the time. What 
is different today is the enormous Chinese and Japanese trade surpluses being invested back into U.S. Treasury securities.  This 
demand for Treasury bonds keeps bond rates down; which acts as a stimulus for the domestic economy.  Accordingly, the inverted 
yield curve may simply illustrate the reality of huge trade deficits being invested into bonds and not an approaching recession.  
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  Investment Summary 
 
 
 

 For the quarter, the total Fund earned $2.1 million (+5.3%, net) and ranked in the top 17th percentile.  The best four performing 
asset categories were: the REIT (+11.2%), international equity (+9.5%), mid-cap equity (+8.3%), and large-cap core value 
(+8.0%).  Performance has improved since the management changes were made in 2006.  

 
 For the 12-month period, the Fund earned $3.8 million (+10.3%, net) and ranked in the top 49th percentile. 

 
 Bonds posted a 12-month return of 4.0%, the best showing since 2003.  BCA expects the bond portfolio to earn a coupon based 

return of 5.0% in 2007. 
 

 On February 15, 2007, BCA recommended reducing the REIT allocation from 8% to 4%.  This recommendation was based upon 
the fact that this asset class had earned nearly 50% during the past 13 months.   

 
 BCA has prepared a revised IPS which allows an minimum REIT invest of 4%. 
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Investment Performance 
Dollars 

 Quarter One Year  
Beginning Market Value 39,045,534 36,218,789
Ending Market Value 41,274,972 41,274,972
Net Contributions (+/-) +141,201 +1,247,906
Investment Gain (+/-) +2,088,236 +3,808,277
Investment Return (%) +5.3% +10.3%

 Fiscal Year: January 1 – December 31  

 
Total Fund Performance 

(Annualized Percent Returns) 
 

 Qtr. 1 Yr. 2 Yr. 3 Yr. 5 Yr. 
Ranking  17th 49th 70th 74th 86th 

TOTAL FUND 5.3 10.3 7.3 7.2 4.5 
Benchmark  

60% S&P 500 / 40% LBAB  4.5 11.2 7.5 7.8 6.1 

Value Added +0.8 -0.9 -0.2 -0.6 -1.6 

Actuarial % Return Objective 1.9 8.0 8.0 8.0 8.0 
          PSN Balanced Moderate Universe 
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Equity Performance  

(Annualized Percent Returns) 

 Qtr. 1 Yr. 2 Yr. 3 Yr. 5 Yr. 
Total Equity  7.8 13.6 9.7 9.9 4.8 

Total Equity Benchmark  7.8 17.5 11.9 12.3 7.3 
Value Added 0.0 -3.9 -2.2 -2.4 -2.5 

Domestic Equity 7.3 12.9 9.4 9.6 4.6 

Ranking  16th N/A N/A N/A N/A 
C.S. McKee LC Core Value 8.0 N/A N/A N/A N/A 

Russell 1000 Value 8.0 N/A N/A N/A N/A 
Value Added 0.0 N/A N/A N/A N/A 

Ranking  43rd N/A N/A N/A N/A 
i-Shares Russell 1000 Growth 5.7 N/A N/A N/A N/A 

Russell 1000 Growth 5.9 N/A N/A N/A N/A 
Value Added -0.2 N/A N/A N/A N/A 

Ranking  12th N/A N/A N/A N/A 
Lotsoff Mid-Cap 8.3 N/A N/A N/A N/A 
MSCI Mid-Cap 7.4 N/A N/A N/A N/A 

Value Added +0.9 N/A N/A N/A N/A 

Ranking  80th N/A N/A N/A N/A 
Fisher International  9.5 N/A N/A N/A N/A 

MCSI EAFE 10.4 N/A N/A N/A N/A 
Value Added -0.9 N/A N/A N/A N/A 

        Large Cap Core Value Universe  Morningstar Large Growth Universe  PSN Mid-Cap Universe  
        PSN Foreign Large Blend Universe    Total Equity from 1/27/06 is CS McKee (LCV), i-Shrs R1000G ETF (LCG),  
           Lotsoff (MC), Fisher (Int’l); prior was Fox (LCV), Fayez Sarofim (LCV), Buckhead (SCV) and Atlantic Capital (SCG). 

                      Total Equity Benchmark from 1Q06 is 51%Russell1000/27%MSCI MC/22%MSCI EAFE;  
            prior from 3Q04 42%S&P500/33%MSCI World/25%Russell2000; prior provided by ML. 



PALM TRAN / A.T.U. LOCAL 1577 PENSION FUND 
For the Quarter Ending December 31, 2006 

 
5 

 
 
 

Real Estate Performance  
(Annualized Percent Returns) 

 

 Qtr. 
Ranking  17th 

RREEF REIT  11.2 
Dow Jones Wilshire REIT Index 8.9 

Value Added +2.3 
PSN Specialty - Real Estate Universe 
 RREEF purchased 5/1/06.
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Performance of Various Equity Strategies 

(Calendar-Year Performance) 
 

Composite 4Q06 2006 2005 2004 2003 2002 2001 2000 1999 1998 1997 10 Yr. 
Avg. 

S&P 500  6.7 15.8 4.9 10.9 28.7 -22.1 -11.9 -9.1 21.1 28.6 33.4 6.2 

Russell 1000 Growth 5.9 9.1 5.3 6.3 29.7 -27.9 -20.4 -22.4 33.2 38.7 30.5 2.7 

Russell 1000 Value 8.0 22.3 7.1 16.5 30.0 -15.5 -5.6 7.0 7.3 15.6 35.2 10.9 

S&P Mid-cap 400  7.0 10.3 12.6 16.5 35.6 -14.5 -0.6 17.5 14.7 19.1 32.3 10.9 

Russell 2000  8.9 18.4 4.6 18.3 47.3 -20.5 2.5 -3.0 21.3 -2.5 22.4 11.4 

Russell 2000 Growth 8.8 13.4 4.2 14.3 48.5 -30.3 -9.2 -22.4 43.1 1.2 12.9 6.9 

Russell 2000 Value 9.0 23.5 4.7 22.2 46.0 -11.4 14.0 22.8 -1.5 -6.5 31.8 15.4 
Wilshire Real Estate 
Securities Index 8.9 36.1 14.0 33.1 37.1 2.6 10.5 30.7 -3.1 -17.4 19.8 23.8 

MSCI EAFE  10.4 26.9 14.0 20.7 39.2 -15.7 -21.2 -14.0 27.3 20.3 2.1 15.4 

 
              Large-cap Equity 
              Small-cap Equity 
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Fixed-Income Performance 
(Annualized Percent Returns) 

 
 

 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 Fixed Income since 1/1/06 Galliard; prior Fox and Fayez Sarofim 
 PSN Intermediate Fixed Income Universe 
 Total Fixed Income Benchmark: 86%BCA Custom Bond (49%LBMortg/11%LBABS/40%LBIC)/14%LBIT;  

    prior ML Dom Master Bond. 
 

 

 Qtr. 1 Yr. 2 Yr. 3 Yrs. 5 Yrs. 

Ranking  70th 87th 76th 62nd 91st 

Total Fixed Income  1.1 4.0 3.0 3.1 4.1 

Total Fixed Income Benchmark  1.1 4.4 3.5 3.8 5.1 

Value Added 0.0 -0.4 -0.5 -0.7 -1.0 

Ranking  15th N/A N/A N/A N/A 

Galliard Intermediate Fixed Income  1.3 N/A N/A N/A N/A 

BCA Custom Benchmark  1.4 N/A N/A N/A N/A 

Value Added -0.1 N/A N/A N/A N/A 

Galliard Intermediate TIPS  -0.6 N/A N/A N/A N/A 

Lehman Intermediate TIPS -0.9 N/A N/A N/A N/A 

Value Added +0.3 N/A N/A N/A N/A 
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GLOSSARY OF TERMS 
 

ACCRUED INTEREST   
Bond interest earned since the last interest payment, but not yet received.  
ALPHA 
A linear regressive constant that measures the manager’s expected return 
independent of Beta. 
ASSET ALLOCATION 
The optimal division of portfolio asset classes in order  to achieve an expected 
investment objective. 
BETA 
A measure of portfolio sensitivity (volatility) in relation to the market, based 
upon past experience. 
BOND DURATION 
A measure of portfolio sensitivity to interest rate risk.   
COMMINGLED FUND 
An investment fund, offered by a bank or insurance company, which is similar 
to a mutual fund in that investors are permitted to purchase and redeem units 
that represent ownership in a pool of securities. 
CORE 
A type of investment strategy that has approximately an equal weighting in both 
growth and value stocks in order to achieve a return that is comparable to the 
broad market performance (i.e., the S&P 500). 
CORRELATION COEFFICIENT 
A statistical measure of how two assets move together.  The measure is bounded 
by +1 and -1; +1 means that the two assets move together positively, while a 
measure of -1 means that the assets are perfectly negatively correlated. 
INDEXES 
Indexes are used as “independent representations of markets” (e.g., S&P 500 
and LBGC). 
INFORMATION RATIO 
Annualized excess return above the benchmark relative to the annualized 
tracking error. 
GROWTH MANAGER 
A growth manager generally invests in companies that have either experienced 
above-average growth rates and/or are expected to experience above-average 
growth rates in the future.  Growth portfolios tend to have high price/earnings 
ratios and generally pay little to no dividends. 
LARGE CAP 
Generally, the term refers to a company that has a market capitalization that 
exceeds $5 billion. 

MANAGER UNIVERSE 
A collection of quarterly investment returns from various investment 
management firms that may be subdivided by style (e.g. growth, value, core). 
MID CAP  
Generally, the term refers to a company that has a market capitalization between 
$1 and $5 billion. 
RATE OF RETURN 
The percentage change in the value of an investment in a portfolio over a 
specified time period. 
RISK MEASURES 
Measures of the investment risk level, including beta, credit, duration, standard 
deviation, and others that are based on current and historical data. 
R-SQUARED 
Measures how closely portfolio returns and those of the market are correlated, or 
how much variation in the portfolio returns may be explained by the market. An 
R2 of 40 means that 40% of the variation in a fund’s price changes could be 
attributed to changes in the market index over the time period. 
SHARPE RATIO 
The ratio of the rate of return earned above the risk-free rate to the standard 
deviation of the portfolio. It measures the number of units of return per unit of 
risk. 
STANDARD DEVIATION 
Measure of the variability (dispersion) of historical returns around the mean. It 
measures how much exposure to volatility was experienced by the 
implementation of an investment strategy. 
SYSTEMATIC RISK 
Measured by beta, it is the risk that cannot be diversified away (market risk). 
TRACKING ERROR 
A measure of closely a manager’s performance tracks an index; it is the 
annualized standard deviation of the differences between the quarterly returns 
for the manager and the benchmark. 
UP-MARKET CAPTURE RATIO 
Ratio that illustrates how a manager performed relative to the market during 
rising market periods; the higher the ratio, the better the manager performed 
(i.e., a ratio of 110 implies the manager performed 10% better than the market).   
VALUE MANAGER 
A value manager generally invests in companies that have low price-to-earnings 
and price-to-book ratios and/or above-average dividend yields. 
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Equity Annualized % Returns

Total Equity Benchmark from 1Q06 is 51%Russell1000/27%MSCI MC/22%MSCI EAFE;prior from 3Q04 42%S&P500/33%MSCI World/25%Russell2000; prior provided by ML.
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Fixed Income Annualized % Returns

Total Fixed Income Benchmark from 1Q06 is 86%BCA Custom Bond/14%LBIT; prior was ML Domestic Master Bond
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