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Back in the early 1990s two 
finance professors, Eugene Fama 

a n d K e n 
F r e n c h , 
published a 
paper that 
described 
the sources 
of returns 
in the stock 

market.  They argued that only 
three factors accounted for the 
vast majority of a portfolio’s 
returns: exposure to the stock 
market itself, exposure to size 
(small-cap  stocks vs. large-cap 
stocks), and style exposure 
(value stocks vs. growth stocks).  

The paper opened up a debate 
that has raged lo these many 
years about why it is that  small 
s t o c k s a n d v a l u e s t o c k s 
outperform.  There still is no 
single accepted answer, but it has 
been argued that higher risk 
profiles cause these stocks to 
genera te s t ronger re turns .  
Remember, financial theory 
states that higher returns are only 
possible by  accepting higher risk.  
Behavioral biases have also been 
cited as a possible reason for of 

the outperformance.  Regardless 
of the reason, the outperformance 
of small stocks and value stocks 
is so pervasive in the historical 
data, both in the U.S. and abroad, 
that the inclusion of these types 
o f s t o c k s i n p o r t f o l i o 
construction is almost mandatory 
by competent practitioners.  The 
ubiquity of the outperformance in 
most data series has ruled out 
data mining (see sidebar).  

One of the failings of Fama and 
French’s work is that it did not  
take into account a fourth factor 
that has proven to be meaningful 
in explaining investment returns: 
momentum.  Momentum is 
simply  buying stocks that have 
been going up and avoiding 
stocks that have been going 
down.  While this may sound 
basic, it was not documented 
until 1993 and has not really 
been accepted until much more 
recently.  

Narasimhan Jagadeesh and 
Sheridan Titman were the finance 
professors who discovered that 
stocks in motion often continue 
on their trend.  Interestingly, this 
doesn’t work over very short 

an unlikely farmer
I have learned a bit about  the 
economics of farming recently.  Our 
tenant  farmer, Eric, came to us this 
spring, fresh out  of college and 
with a modicum of organic 
farming experience from past 
internships. Eric grew up in the 
suburbs and his father claims to  
need only one tool to fix 
problems around the house: his 
checkbook.  Despite the lack of 
a t r a d i t i o n a l f a r m i n g 
background and a non-agrarian 
college education, Eric has 
embraced farm life whole 
heartedly and has pitched a tent (and 
built a rather sad looking outhouse) 
near his crops.
 
Mother Nature has been against him 
from the start.  Torrential rains this 
spring have given way to a recent 
dry spell that is causing Eric’s 
tomatoes, lettuce, et al to wilt under 
the summer heat.  Undaunted, he 
works hard from when he wakes up,
(considerably later than the crack of 
dawn), until well past dark.
 
When I questioned him about  how 
much money he would be able to 
make, it became clear that small-
scale farming is not a road to riches.  
I asked how he expected to live a 
“normal” life as he aged and had 
greater financial needs.  Eric replied, 
“Oh, I’m going to law school 
eventually”.  It  seems the economics 
of farm life depend upon free rent 
and the ability to get  the occasional 
meal at your parents’ house. 
 
We’ve had fun with Eric around and 
are grateful that  people like him 
devote their lives to something that 
is essential, yet largely undervalued 
by society as a whole. 

Momentum
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Data Mining
Data mining is when you take a 
large sample of data and torture 
it long enough so that patterns 
emerge.  These patterns may be 
meaningful or their existence 
may simply be a coincidence.  

For example, it  used to be the 
case that  when the football team 
from the old NFC won the Super 
Bowl, the Dow Jones Industrial 
Average would rise and when 
the team from the old AFC won 
the Super Bowl, the Dow would 
fa l l .  The “Super Bowl 
Indicator” had an accuracy rate 
of over 80% (way better than 
most professional stock market 
forecasters).  However, there 
was no economic link between 
football and the stock market, so 
this had to be dismissed as 
irrelevant, or “correlation 
without  causation” in academic 
speak.  

Patterns such as the value effect, 
the small-cap effect, and the 
momentum effect have appeared 
in the data as well.  While there 
is no agreement  on why they 
exist, they have been tested in 
“ o u t  o f s a m p l e ” d a t a 
extensively.  This means, for 
example, that the value effect 
was first  found in large-cap 
stocks in the U.S.  At  that  point 
it  was interesting, but not 
meaningful.  However, when it 
was also found in small-cap 
stocks in the U.S., and stocks in 
Asia, and stocks in Europe, and 
in the emerging markets, it 
b e c a m e m o r e t h a n j u s t 
interesting.  Because the data is 
so pervasive , i t  must  be 
something “real” rather than just 
a coincidence.  

periods where stock movement 
tends to be just random noise.  
Over very long periods this 
strategy is equally ineffective, 
because stocks tend to “mean 
revert” or fall back after a period 
of abnormally strong performance.  
So, getting the time period right is 
also important, unlike with value 
and small-cap strategies that are 
more buy-and-hold in nature.  

Momentum, like the value and 
small-cap  effects, is also a bit  of a 
mystery.  No one knows why  it 
exists, but it has been documented 
in the historical returns data since 
at least the 1950s and it  has 
appeared in stock market returns 
around the world.  

Until about a year ago there was 
no great way to get exposure to the 
momentum effect, short of buying 
the individual stocks yourself.  
H o w e v e r , t h e r e i s n o w a 
momentum index published by 
investment firm AQR Capital 
Management .  Like every 
enterprising investment firm, AQR 
has also launched mutual funds 
that track the index in order to 
capitalize on its idea.  We have 
started using these funds in client 
portfolios and will likely move 
more in this direction over time.  

The reason the momentum effect 
is so important is that it is one of 
the few ways to truly add 

incremental return potential to an 
investment portfolio.  Actively 
shifting in and out of the market or 
among market sectors has been 
discredited time and again, though 
our industry continues to focus on 
that as a primary driver of strong 
returns.  In reality, only low costs, 
efficient tax management, and 
smart portfolio construction can 
reliably add incremental return 
potential.  

We have been “tilting” portfolios 
toward small-cap stocks and value 
stocks for years, but adding 
momentum is another way we can 
reach for better risk-adjusted 
returns.  In fact, the momentum 
effect has historically been larger 
than either the small-cap  or value 
effects, so it  could be quite 
meaningful in its contribution to 
returns.  Even more exciting is the 
fact that the momentum effect is 
largely uncorrelated with the value 
effect, meaning they should 
generate strong returns at different 
times, helping add significant 
diversification benefits.  

We started by using large-cap 
momentum funds roughly a year 
ago.  We will likely  be introducing 
s m a l l - c a p m o m e n t u m a n d 
international momentum funds in 
the near future as we can make 
changes in a tax-efficient manner.  
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Capital market returns for the 
second quarter can be described 
with two words: ho hum.  Stocks 
were flat to slightly down across 
the capitalization spectrum.  
I n t e r n a t i o n a l s t o c k s w e r e 
modestly positive, rising 1.6% in 
the quarter, but even that was 
largely related to currency 
fluctuations rather than actual 
growth in international stocks.  
Were it not for fairly solid gains in 
real estate (up 3.9%) and bonds 
(up 2.3%), there wouldn’t be 
much of note that occurred in the 
second quarter.  

On a year-to-date basis, the story 
is quite different.  Stocks still are 
posting solid gains, led by mid-
cap stocks and real estate 
investment trusts (REITs).  
There was a lot that occurred in 
the second quarter, including the 

killing of Osama bin Laden, 
further rioting in Greece, fears 
that U.S. Treasury  securities 
would be downgraded, nasty 
employment reports, further 
deterioration in home prices, etc.  
Come to think of it, given all the 
negative news, maybe flat returns 
aren’t so bad.  

In reality, the stock market has 
been remarkably  resilient.  The 
economy certainly  hit  a soft patch 
during the second quarter, but 
stocks have largely shrugged off 
the news.  The Dow Jones 
Industrial Average did dip below 
12,000 on a couple occasions, but 
it rebounded quickly both times.  
In fact, after dropping to 11,934 in 
late June, the market rallied to its 

biggest weekly gain in two years 
to finish up the quarter.  

The summer is often a slow 
period for stocks, hence the old 
adage “sell in May and go away”.  
However, this year the summer 
months have the potential to be 
more interesting.  Looking ahead 
to the third quarter, we’ll have the 
impact of the end of the Fed’s 
stimulus program (dubbed QE2) 
and a very real possibility  of a 
default on government bonds to 
hold our attention.  It remains to 
be seen how these events will 
unfold and what their impact will 
be on our portfolios, but, blessing 
or curse, at least we live in 
interesting times.  
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what is armbruster capital management?

Armbruster Capital Management is an investment advisor to individuals, families, and smaller institutions. 
Because we don’t sell any investment products, we remain unbiased in our selection of funds. We use index 
funds to drive down costs, manage the tax bite, and gain broad exposure to the various segments of the global 
capital markets. Ongoing communication is the cornerstone of our service offering.  You can reach us on our cell 
phones anytime. 
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New Employee 
We recently  welcomed a new 
team member to our firm.  Barb 
Bensink joined us on June 1, as 
Operations Manager.  Barb has 
her MBA in Finance from the 
University  of Rochester and a 
Computer Management degree 
from Mercyhurst College.  She 
has worked for the Pennsylvania 
State Government, 14 years at 
Eastman Kodak, mostly in the 
Financial Systems area, and more 
recently  served as Treasurer for 
the Victor Methodist Church.  
Barb spends much of her free time 
with her 12 year old son, Kyle, 

going to soccer games, robotics 
tournaments, and concerts.  She 
volunteers for numerous charities 
and nonprofit groups including a 
fundraiser she organizes each fall 
for The Leukemia & Lymphoma 
Society, known as “The Jack-o-
lantern Trail.”  

In the News
Mark Armbruster was quoted in 
the Wall Street Journal for an 
article on exchange-traded funds 
(ETFs) on April 18th.  The article 
was intended as an introduction to 
ETFs and explained the benefits 
of using ETFs in your portfolio.  

If you’re interested in reading the 
article, we’d be glad to provide a 
copy.

Mark Armbruster was recently 
invited to give a presentation to a 
group of professional investors in 
Calgary this coming September.  
The topic is Improving Portfolio 
Efficiency through Alternative 
Beta Strategies.  If you are 
i n t e r e s t e d i n h e a r i n g t h e 
presentation, there will likely be a 
webcast available this fall (you 
know, in case you’re having 
trouble sleeping). 
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