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Style Boxes: Inevitably Misleading

BY MILTON EZRATI AND JOHN FIDACARO
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uring the past couple of years, investors have begun to question the narrow style

boxes traditionally used to construct portfolios. And their doubts have good cause.

Some of the distinctions between large, small, and mid capitalization equities have

always had an arbitrary quality, as have the distinctions among value, growth, and core styles

of management. Even more compelling, market behavior during the past 10-plus years has

demonstrated that the correlations used to diversify a portfolio among such fine style-box

distinctions are anything but stable. Now it has become apparent that even the most dedicated

managers have trouble keeping their portfolios within narrow style-box limits, at least as

they are customarily measured. Such movement is termed “style drift.”

Our analysis of style drift relies on data from Morningstar, a
mutual fund research service that offers one of the most widely
used and carefully constructed tracking of style in the invest-
ment community. This service regularly analyzes portfolio
characteristics to tag each portfolio with what it calls a “style
score.” It then uses the scores to group portfolios: those with
scores between 0—100 are considered “value”; between 100-200
are considered blend or core; and scores above 200 are consid-
ered “growth.” Though focused on mutual funds and perhaps
a bit less sophisticated than some of the analytical structures
used by institutional consultants, Morningstar’s guidelines are
almost surely as useful a guide as any, especially since many
investment firms reasonably manage their mutual fund-style
disciplines in much the same way as they do their separately
managed and institutional portfolios.

The accompanying charts paint this picture of drift from
three different perspectives. Each looks at groups of portfolios
sampled from all styles and tracks their scoring monthly for
each of the last 10 years. For ease of viewing, those scores are
presented here on a plane instead of a line. Thus, each chart
measures from value to growth in the same way on both the
vertical and the horizontal axes so that a linear progression

Chart 1 looks at the scoring and positioning of the entire
Morningstar universe of portfolios, including all styles and capi-
talizations, almost 2,700 portfolios in all. Since this group
contains growth, value, and blended-style portfolios, it is surely
reasonable to assume that the average of all would stick consis-
tently close to the center of the possible range. And as the chart

Chart 1. Style Scores for Morningstar Universe
(monthly observations, 1999—present)
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shows, the array of observations does hover, as it should, in that
location. But it also shows that the positioning from one year to
the next is far from stable. In fact, only one year truly hits the
theoretically expected center point. For the rest, they stretch up
at times into the range of growth scores. Doubtless, some of this
drift reflects the strong outperformance of growth at times and
the consequent shift of client funds from value and core styles to
growth. But not every such observation coincides with such
periods. The most extreme did, in fact, occur in February 2000
at the height of the technology boom. But the universe of port-
folios averages near growth scores in 2003 as well, when
conditions hardly favored the growth style. Clearly, some of
this drift has a random element.

Chart 2 shows the results of a similar analysis, but with just
the largest funds, those with assets of more than $5 billion.
This effort tracks some 75 portfolios through time. Here, too,
since the selected portfolios come from all investment styles, it
is reasonable to expect their average score to center on the
middle range of the blend designation. It does, but the devia-
tions from one year to the next are even wider than those
measured for the entire universe of funds. In some years, this
average score almost gets into the growth designations, and in
two years, it actually slips into the value designation. These
two years, 2001 and 2002, have only a few market characteris-
tics in common. The most growth-like average score occurred
in 2007, a year that had only a mild market disposition toward
the growth style. On balance, as with the overall aggregate,
much of this style drift has a random element.

Chart 2. Style Scores for Morningstar
Top 75 Portfolios

(monthly observations, 1999—present)
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Chart 3 puts this question of style drift into the sharpest
relief. It shows the results of the same sort of analysis, except
with the average score of nine portfolios: three of the top value-
oriented funds, three of the top growth-oriented funds, and
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Chart 3. Style Scores for Morningstar
Top Nine Portfolios

(monthly observations, 1999—present)
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three of the top blend- or core-oriented funds. As in the other
analyses, theory would expect the average to tend toward the
middle, blend score, which the results do indeed show. But
they also show a huge deviation in the average score from one
year to the next, ranging from the middle of the value group
through all scores within the blend or core group, and well
into the growth scoring. Similar to the other analyses, some of
these moves are unsurprising, given the investment experience
of a particular period. But, as in the other perspectives of the
other exhibits, other shifts have more of a random quality.

None of this analysis necessarily suggests that managers fail
to exercise style discipline. On the contrary, although some
managers can become careless from time to time, most work
very diligently to stick to their mandate. Inall three approaches,
the sample is large enough to rise above the effects of those few
less-than-diligent managers. Rather than find fault or assign
blame, this analysis aims to show that even with the greatest
effort at style discipline, the vicissitudes of portfolio manage-
ment, especially the behavior of clients as they shift from one
style to the other, will alter a portfolio’s score enough to make
it seem to change style boxes. As the historical record shows
from three perspectives, such shifts are simply unavoidable,
even with the most diligent efforts.

The implications for practical portfolio management are also
clear. Efforts at very fine style distinctions and, by implication,
capitalization distinctions as well are bound to face frustrations
and may not serve diversification goals as effectively as some
might want. Since investors all live in a world of limited
resources, these results would seem to argue against excessive
attention to fine style and capitalization distinctions.
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A Note about Risk: The value of investments in equity securities will fluctuate in response to general economic conditions and to changes in the prospects of particular
companies and or sectors in the economy. Investments in small and mid-sized companies involve greater risks not associated with investing in more established companies,
such as business risk, significant stock price fluctuations, and illiquidity. Investments in mid-sized companies tend to be more volatile and less liquid, and typically
experience a higher risk of failure than large cap company stocks.

Diversification does not guarantee a profit or protect against loss in declining markets.
The style boxes are for illustrative purposes only and do not represent any specific Lord Abbett product or any particular investment.

The apinions in the preceding economic commentary are as of the date of publication, are subject to change based on subsequent developments, and may not reflect
the views of the firm as a whole. This material is not intended to be relied upon as a forecast, research, or investment advice regarding a particular investment or the
markets in general. Nor is it intended to predict or depict performance of any investment. This document is prepared based on information Lord Abbett deems reliable;
however, Lord Abbett does not warrant the accuracy and completeness of the information. Consult a financial advisor on the strategy best for you.

A prospectus contains important information about a fund, including its investment objectives, risks, charges, and
ongoing expenses, which an investor should carefully consider before investing. To obtain a prospectus on any
Lord Abbett mutual fund, contact your investment professional or Lord Abbett Distributor LLC at 888-522-2388, or
visit us at www.lordabbett.com. Read the prospectus carefully before investing.
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