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EQUITIES:  MAKING THE CASE FOR A SMID-CAP STRATEGY

A smid-cap strategy gives investors the opportunity to participate in both  
small- and mid-cap performance cycles, thereby providing a stabilizing effect in volatile times.  
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A smid-cap strategy intentionally invests across style borders, 
combining investments in small- and mid-sized capitalization 
companies and often selecting from within that universe a combi-
nation of value, core, and even growth stocks. The large universe 
from which such a strategy is built provides a significant amount 
of portfolio diversification. And because it offers access to the 
equity styles that consistently have outperformed over the long 
term, it may provide better downside protection in volatile markets 
than might each style independently. In this Market View, we asked 
Brian Foerster, Lord Abbett Equity Strategist, for a perspective on 
the long-term investment opportunity in a smid-cap strategy.

BETTER RISK/REWARD PROFILE

One of the most common reactions to market volatility is to flee 
the market or a particular market-cap segment and try to time a 
reentry later on. Unfortunately, the result is often less-than- 
optimal performance over the long term. The temptation to time 
the market in small caps can be significant just by virtue of the 
asset class’s typical volatility.

Mid- and small-cap stocks generally are added to portfolios to 
enhance returns and diversify large-cap equity allocations. Many 
investors approach these two types of equities with caution due to 
their reputation for higher volatility and more downside risk. 
Smaller companies typically do involve greater risks from fluctua-
tions in business conditions and illiquidity in stock trading.  
Also, they have more limited product lines, market exposure, or 
financial resources than large-cap companies. 

However, the stocks of mid- and small-sized companies con-
sistently outperform over longer time periods. As Table 1  
illustrates, when looking at the trailing 10 years, the top-perform-
ing equity styles rotate among the small- and mid-cap universe 
across value and growth. In fact, a large-cap style has managed to 
perform in the top six trailing 10-year equity styles returns in only 
eight out of a possible 66 occasions since 2005.

This is where a smid-cap strategy can help. A smid-cap strategy 
focuses on the six portions of the equity style box that consistently 
ranked at the top of long-term returns.  Investors should note that 
in any given year, returns will fluctuate across these small- and 
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Performance quoted represents past performance. Past performance is not a reliable indicator or a guarantee of future results. Performance during other time periods may have been different or negative.
The historical data shown in the chart are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are unmanaged, do not reflect the deduction of fees or expenses, 
and are not available for direct investment. Due to market volatility, the market may not perform in a similar manner in the future. 

Source:  Zephyr.
1S&P 500 Index. 2Russell Top 200 Growth Index. 3Russell Top 200 Index. 4Russell Top 200 Value Index. 5Russell Midcap Value Index. 6Russell Midcap Index. 7Russell Midcap 
Growth Index. 8Russell 2000 Value Index. 9Russell 2000 Index. 10Russell 2000 Growth Index.

TABLE 1. MID- AND SMALL-SIZED COMPANIES CONSISTENTLY OUTPERFORMED OVER THE LONG TERM. 
EQUITY 10-YEAR ROLLING RETURNS BY STYLE

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

S&P 5001 13.65 13.65 10.18 6.11 8.27 8.42 7.67 10.65 10.26 9.56 8.77
Large Cap Growth2 13.08 13.27 9.91 4.44 7.58 8.07 6.99 10.63 10.22 9.43 8.16

Large Cap Blend3 12.49 12.14 9.06 3.18 4.98 6.54 6.40 10.32 9.77 9.43 8.00

Large Cap Value4 9.87 9.93 7.59 3.02 3.51 6.33 5.62 9.80 9.41 8.54 7.95

Mid Cap Value5 9.27 9.44 7.08 0.05 0.37 3.78 5.29 9.72 9.07 8.22 7.61

Mid Cap Blend6 9.26 8.62 6.67 -0.19 -0.52 3.12 4.48 9.50 8.61 7.77 7.31

Mid Cap Growth7 9.07 8.42 5.91 -0.76 -0.95 1.41 2.92 7.10 7.41 7.67 7.18
Small Cap Value8 8.35 7.58 5.04 -1.38 -1.37 1.26 2.31 6.75 7.25 7.33 6.80

Small Cap Blend9 6.32 4.88 4.32 -2.45 -2.26 0.18 2.06 6.38 6.85 6.89 5.57

Small Cap Growth10 4.69 4.78 2.96 -5.14 -4.83 -0.89 1.86 6.01 6.45 6.42 5.57

https://www.lordabbett.com/content/lordabbett/en/global/biographies/brian-foerster.html
https://www.lordabbett.com/content/lordabbett/en/perspectives/marketview/volatility-four-key-takeaways.html
https://www.lordabbett.com/content/lordabbett/en/perspectives/marketview/volatility-four-key-takeaways.html


IMPORTANT INFORMATION
The Sharpe ratio is a measure that indicates the average return minus the risk-free return divided by the standard deviation of return on an investment. 

Standard deviation is a measure of a measure of volatility. It indicates the variability of an investment’s returns.

Diversification does not guarantee a profit or protect against loss in declining markets. 

The Russell 2500™ Index is a market cap weighted index that includes the smallest 2,500 companies covered in the Russell 3000 Index, which measures the performance of the largest 3000 U.S. companies  
representing pproximately 98% of the investable U.S. equity market. 

The Russell Midcap® Value Index measures the performance of those Russell Midcap companies with lower price-to-book ratios and lower forecasted growth values. The stocks are also members of the  
Russell 1000 Value index.

The Russell 2000® Value Index measures the performance of those Russell 2000 companies with lower price-to-book ratios and lower forecasted growth values.

The Russell Midcap® Index measures the performance of the 800 smallest companies in the Russell 1000 Index, which represent approximately 31% of the total market capitalization of the Russell 1000 Index. 

The Russell Top 200® Value Index measures the performance of those Russell Top 200 companies with lower price-to-book ratios and lower forecasted growth values. The stocks are also members of the  
Russell 1000 Value index.

The Russell Midcap® Growth Index measures the performance of those Russell Midcap companies with higher price-to-book ratios and higher forecasted growth values. The stocks are also members of the  
Russell 1000 Growth index.

The Russell 2000® Index measures the performance of the 2,000 smallest companies in the Russell 3000 Index, which represents approximately 10% of the total market capitalization of the Russell 3000 Index.

The S&P 500® Index is widely regarded as the standard for measuring large cap U.S. stock market performance and includes a representative sample of leading companies in leading industries. 

The Russell Top 200® Index measures the performance of the 200 largest companies in the Russell 1000 Index, which represents approximately 68% of the total market capitalization of the Russell 1000 Index. 
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mid-cap strategies. However, using a smid-cap strategy, whereby 
mid-cap stocks are paired with small caps, results in a stronger 
risk/reward profile than small caps alone and may reduce volatility 
and limit the temptation to time the market. As Table 2 illustrates, 
smid-cap strategies offered more of the upside of the market than 
small caps over a 20-year period, with lower volatility (as measured 
by standard deviation), which translates into a comparatively 
better risk/reward profile, or Sharpe ratio. Let’s discuss why this 
happens in the following three sections.

A LARGER OPPORTUNITY SET

By including both mid-cap and small-cap securities in one 
strategy, and selecting from among value, core, and even growth 
stocks, a smid-cap approach increases not only the number of 
investable names relative to the small-cap universe but also the 
total market capitalization of the universe, thereby providing 
increased liquidity and greater flexibility.  

“That flexibility may benefit investors in markets where one 
style—value, core, or growth—is outperforming another,” accord-
ing to Foerster. 

Finally, Foerster noted “a larger opportunity set allows portfolio 
managers to identify investment opportunity across market  
capitalizations, participating in both small- and mid-cap perfor-
mance cycles, thereby providing an additional stabilizing effect in 
volatile times.” 

A LONGER INVESTMENT PERSPECTIVE

Many of the most successful small-cap companies eventually 
grow beyond the market-cap limitations of a small-cap strategy. 
The result is that small-cap managers periodically face the 
prospect of having to sell some of their strongest investments 
merely because of market-cap considerations. 

A smid-cap approach provides managers with the benefit of 
potentially longer holding periods for attractive companies that 
are experiencing rapid growth as a result of strong business  
execution. A larger universe of stocks also increases the potential 
to identify mergers and acquisition opportunities, whether the 
smid-cap company is acquired or is the acquirer, offering the 
potential for greater total return over the long term. 

AN INEFFICIENT MARKET THAT FAVORS ACTIVE MANAGEMENT

Small- and mid-caps stocks also are asset classes that receive 
relatively little attention from Wall Street analysts, providing an 
opportunity for active managers to identify the market inefficien-
cies that can lead to investment opportunity.

CONCLUSION

We believe that smid-cap strategies offer investors attractive 
risk/reward characteristics, and diversification benefits. By par-
ticipating in the performance cycles of both mid-cap and small-
cap companies, a smid-cap approach eliminates the temptation 
to time the market in both asset classes, and helps to dampen 
a portfolio’s volatility. Foerster concludes, “Smid-cap investing 
can be a durable way to navigate through volatile market  
environments while staying invested in equities, as well as a  
compelling strategy for the long term investor.” 

Source: Russell Investment and Zephyr Style Advisor. Small caps are measured 
by the Russell 2000® Index. The smid-cap strategy is represented by the Russell 
2500™ Index.  

Performance quoted represents past performance. Past performance is not a reliable indicator or a guar-
antee of future results.  The historical data shown in the table are for illustrative purposes only and do not represent 
any specific portfolio managed by Lord Abbett or any particular investment. Indexes are unmanaged, do not reflect the 
deduction of fees or expenses, and are not available for direct investment. Due to market volatility, the market may not 
perform in a similar manner in the future. 

TABLE 2. THE HISTORICAL RECORD SHOWS A FAVORABLE 
RISK/REWARD FOR A SMID-CAP STRATEGY.

February 1996 — January 2016 (20 Years)

Return Standard Deviation Sharpe Ratio

Russell 2000 Index 7.54% 20.05% 0.26

Russell 2500 Index 9.03% 18.63% 0.36

CONTINUED ON NEXT PAGE



The Russell Top 200® Growth Index measures the performance of those Russell Top 200 companies with higher price-to-book ratios and higher forecasted growth values. The stocks are also members of the  
Russell 1000 Growth index.

The Russell 2000® Growth Index measures the performance of those Russell 2000 companies with higher price-to-book ratios and higher forecasted growth values.

Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment. 

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. While 
growth stocks are subject to the daily ups and downs of the stock market, their long-term potential as well as their volatility can be substantial. Value investing involves the risk that the market may not recognize that 
securities are undervalued, and they may not appreciate as anticipated. Mid- and small-cap company stocks tend to be more volatile and may be less liquid than large-cap company stocks. Mid- and small-cap companies 
also may have more limited product lines, markets, or financial resources, and typically experience a higher risk of failure than large companies. The value of an investment in fixed-income securities will change as inter-
est rates fluctuate and in response to market movements. As interest rates fall, the prices of debt securities tend to rise. As rates rise, prices tend to fall.

No investing strategy can overcome all market volatility or guarantee future results.

Statements concerning financial market trends are based on current market conditions, which will fluctuate. There is no guarantee that markets will perform in a similar manner under similar conditions in the future. 

The opinions in Market View 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. The material is not intended to be relied 
upon as a forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt any investment strategy, and is not intended to predict or depict the performance of any 
investment. Readers should not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. Investing involves risk, including possible loss of principal. This document 
is prepared based on the information Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. Investors should consult with a financial advisor prior to making 
an investment decision
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