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Company Size Matters When Seeking Diversification
 

 

Learn why evolving business cycles may influence what 
investors buy
 

Published: January 13, 2006

By Paul Lombino 

Just as seasonal weather patterns affect what people wear, 
evolving business cycles may influence what investors buy. 
Certain asset classes, industrial sectors and management styles 
move in and out of fashion as business patterns change over 
time. Whether evaluating individual stocks or mutual funds, 
company size should be among the basic criteria for selecting a 
proper mix of equities. 

Understanding the way corporations are valued in the open 
market and how stocks of different sizes react to up-and-down 
economic conditions may also be key to creating a well-
diversified portfolio. The market value of a corporation is 
calculated by multiplying the number of company shares by its 
current stock price. For example, if hypothetical Company ABC 
issues one million shares of stock selling at $10 per, the business 
would be worth $10 million (1,000,000 outstanding shares times 
$10). This dollar amount is referred to as the company's market 
capitalization, or "cap" for short. 

Action Step: Get familiar with traditional business cycles. 

Influencing Performance 
A company's size generally falls within one of three broad 
categories: large cap, mid cap or small cap. While precise 
measurement standards vary from brokerage firm to firm, large-
cap companies are often defined as those having valuations that 
exceed $10 billion; mid-cap companies have valuations between 
$10 billion and $2 billion; and small-cap companies have 
valuations below that. (Extremely large corporations are 
sometimes referred to as mega caps; ultra small firms as micro 
caps.) 
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To help an equity portfolio achieve a basic level of diversification, 
it's important to recognize the correlation between the monetary 
value and historical performance of stocks of various sizes. 

Large-cap companies are typically well-known global institutions 
with household names like General Motors, Wal-Mart, and 
McDonald's. These Fortune 500-type corporations often have 
significant financial, personnel, management, and governance 
resources on hand, making them able to withstand sustained 
periods of market instability. 

Generally, large-cap companies tend to grow at a pace 
comparable to the overall economy. Conservative investors, 
particularly those around retirement age, may find comfort in the 
reliable returns that big companies tend to produce consistently 
year in and year out. In addition, large-cap firms are more likely 
to generate dividends to help supplement cash flows for retirees 
living on fixed incomes. Company expansion is often supported 
by the acquisition of smaller companies. A wide girth, however, 
has its drawbacks. Older, more established firms in mature 
industries are often no longer able to continue the kind of rapid 
appreciation linked with smaller, flexible organizations that tend 
to reinvest earnings back into their operation and, thus, fuel stock 
performance. 

Mid-cap companies fall into a vast middle ground between large 
cap and small cap. Like large caps, many mid-cap companies 
are recognized for their brand names and popular products. They 
trade on major exchanges and offer stock-return potential that 
exceeds large caps, but with incrementally higher exposure to 
market volatility. In some cases, mid caps are former large-cap 
businesses that have fallen on hard times; or former small caps 
that have achieved greater success. Whether international in 
scope or domestically based, mid-cap firms have at some point 
made the leap from the entrepreneurial mindset. Mid-cap 
businesses are typically more structured in its professional 
management, marketing, production, and technological and 
auditing functions than smaller companies with less experience 
and resources. 

Small-cap companies are often young, energetic firms with 
unproven track records for niche products or services. Such 
upwardly mobile startup businesses typically operate with limited 
working capital and a bare-bones infrastructure, making them 
vulnerable to sudden economic downturns and unfavorable 

Page 2 of 7Fidelity Investor's Weekly

12/27/2005http://myfidelityqaprod.fmr.com/investorsWeekly//articles.jhtml?pageName=FEAsmlgcap&versionnum=4



swings in consumer demand. In exchange for assuming greater 
risk, aggressive investors with long time horizons may be drawn 
to small companies because of the significant upside potential 
they offer. By virtue of size alone, small and nimble outfits have 
the potential to earn profits more rapidly than large mature 
organizations with entrenched management systems and 
overhead in place. Profits are usually rolled back into the 
company, enhancing the value of its stock. On the downside, 
small-cap stock prices are more volatile in nature than its larger-
cap brethren. 

Identifying Company Size 
Once upon a time, not too many years ago, Microsoft was a 
small-cap neophyte. The revolutionary software maker elevated 
many middle-class workers, who invested in its rapidly rising 
stock during the go-go '80s, to the status of multi-millionaires. But 
such storybook successes are rare. Prudent long-term investing 
is not about trying to hit home runs with only a handful of long-
shot prospects. Nor is it about parking all of your cash in staid 
blue chips. A diversified investment strategy, based on personal 
financial goals, may include spreading assets across a spectrum 
of industries and companies of different sizes. 

Companies belonging to various market caps often behave 
differently under fluctuating business conditions. A portfolio's cap 
breakdown may vary depending on the unique characteristics of 
the individual investor, including age, income level and long-term 
financial goals. To help investors identify the dominant "cap trait" 
within mutual funds selected by a single fund manager, Fidelity 
provides a handy nine-section grid known as a StyleMapSM on 
each fund fact sheet. 

A StyleMap serves as a quick visual reference, denoting a 
portfolio's overall capitalization with a dot along its vertical axis. 
(Value, blend and growth "management styles" are identified 
along its horizontal axis.) Fidelity's propriety StyleMap offers a 
historical twist, shading part of the matrix formerly occupied by a 
dot, thereby noting a shift in cap size over the previous three 
years.  

Action Step: Learn more about Fidelity's StyleMap.  

Business Cycles 
Business cycles follow four traditional stages - recovery, peak, 
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downturn and trough. Over the years, large caps and small caps 
have taken turns as performance leaders. 

During the late-'90s bull market, for example, investors embraced 
large-cap stocks in record numbers and were rewarded 
handsomely. (See "Performance Leaders" chart below.) From 
1994 through 1998, large caps performed at a princely 24.0% 
average annual rate, while small caps grew at a respectable 
12.5% clip, according to the large-cap dominated Russell 1000 
Index and its small-cap Russell 2000 equivalent, respectively. In 
1999, investor focus turned toward small caps, where it has 
remained since. 

Source: Frank Russell Company. The Russell 2000 Index 
consists of the smallest 2,000 securities in the Russell 3000 
Index, representing approximately 8% of the Russell 3000 total 
market capitalization. The Russell 1000 Index consists of the 
1,000 largest securities in the Russell 3000 Index, representing 

Performance Leaders - Average 
Annual Returns

      Russell 2000 
(Small Cap)

     Russell 1000 
(Large Cap)

2004                 18.33%                11.40%
2003                 47.25                29.89
2002                -20.48               -21.65
2001                  2.49               -12.45
2000                 -3.02                 -7.79
1999                  21.26                 20.91
1998                   -2.55                 27.02
1997                   22.36                 32.85
1996                   16.49                 22.45
1995                    28.44                 37.77
1994                   -1.82                  0.38
1993                   18.91                 10.15
1992                   18.41                   9.04
1991                   46.05                 33.03
1990                  -19.51                  -4.16
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approximately 92% of total market capitalization and from 
which most active money managers typically select. The 
Russell 1000 has a high correlation to the S&P 500 index, 
widely regarded as the best single gauge of the U.S. equities 
market, representing 500 leading companies within the U.S. 
economy. 

"The ensuing fallout from the high-tech sector and growing 
anxiety over improper accounting standards by a number of 
large-cap companies sparked a shift in market demand," said Al 
Buatti, vice president of product management and development 
at Fidelity Investments. "In 2000, many institutional investors 
began taking profits from their large-cap holdings and re-
allocated them to other investments within the marketplace, 
including undervalued small-cap stocks." 

From 2000 through 2004, the small-cap Russell 2000 benchmark 
outperformed the large-cap Russell 1000 by an annual average 
of 10.1 percentage points, or 8.9% to -0.1%. "As a rule of thumb, 
small-cap stocks tend to perform better when market 
fundamentals are strengthening and large-cap stocks tend to 
perform better when market conditions are in a slowing trend," 
said Buatti. "During periods of weakening fundamentals, 
investors tend to find comfort in companies of considerable size." 

Discount Opportunities 
There is a school of thought that contends that the marketplace 
inordinately ignores small-cap stocks. Some market observers 
argue that institutional research analysts target too much 
attention on only a handful of behemoth corporations, especially 
those involved in lucrative merger-and-acquisition deals, to the 
exclusion of small caps. In theory, this analytical approach leaves 
many fundamentally sound small-cap stocks vastly unnoticed 
and, more important, undervalued by as much as 40% compared 
to their larger peers. If true, such mispricing practices could 
present significant opportunities for investors willing to assume 
the additional risks associated with small caps. 

One metric often used by active investors to evaluate the cost-
benefit of prospective stocks is the price-to-earnings ratio. In 
basic terms, P/E is a measure of how much the market is paying 
for the potential earnings growth of a particular stock. Sometimes 
referred to as a multiple, P/E is calculated by dividing a 
company's trailing earnings per share into its current stock price. 
In essence, the higher the P/E, the more money investors are 
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shelling out for expected earnings. 

If, for example, hypothetical Company X is currently trading at 
$40 per share and has earned an annual profit of $2 per share, 
that would mean a P/E of 20 ($40 divided by $2). Investors can 
then compare multiples of companies within similar industries to 
get a better sense of what they're paying for. A company with a 
P/E significantly higher or lower than its industry's average 
should raise some red flags. Looking at P/Es from a broad 
perspective, higher multiples are often associated with smaller-
cap companies that must offer the hope of greater rewards to 
attract investors. P/E ratios vary by industry and rise and fall 
depending on the economic backdrop of a given time. Over the 
past 50 years, the P/E average of S&P 500 companies has 
fluctuated from a low of 5.9 to a high of 46.5. 

Action Step: Compare the valuation of a particular company to its 
industry P/E.  

Anticipating Market Movements 
Since 2001, the U.S. economy has received a considerable 
amount of stimulus from record government spending, tax cuts 
and historically low interest rates. Over the past year, however, 
economic growth and corporate profits, though still relatively 
strong for a late-stage bull market, have been slowed by a variety 
of headwinds in the forms of rising interest rates, higher energy 
costs and diminishing confidence among American consumers, 
who account for two-thirds of all U.S. spending. This raises the 
question: Will the small-cap rally continue into 2006 or will new 
market conditions realign investor demand? 

"Nobody can predict the future with absolute certainty," said 
Buatti. "Whatever scenario plays out, one thing we do know is 
that a portfolio with a mix of large-, small- and mid-cap stocks 
can help investors take advantage of growth opportunities and 
manage investment risk under divergent economic conditions." 

Each investor has a different capacity for assuming risk in pursuit 
of superior long-term returns. A financial advisor can help 
investors establish an appropriate stock portfolio strategy, 
including an allocation of multiple-size companies based on 
individual needs. 

(Paul Lombino is a freelance writer and editor based in 
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Somerville, Mass. E-mail any questions or comments to 
Investor's Weekly at Investors.Weekly@fmr.com.) 

Before investing, consider the funds? investment objectives, 
risks, charges and expenses. Contact Fidelity for a prospectus 
containing this information. Read it carefully. 

The information above does not reflect the opinion or recommendation of 
Fidelity Investments. Fidelity does not guarantee the suitability or potential 
value of any particular information source. 

Past performance does not guarantee future results. 

StyleMap® depictions of mutual fund characteristics produced using data 
and calculations provided by Morningstar, Inc. StyleMapsSM estimate 
characteristics of a fund's equity holdings over two dimensions: market 
capitalization and valuation. The percentage of fund assets represented by 
these holdings is indicated beside each StyleMap. Current StyleMap 
characteristics are calculated each time Morningstar receives updated 
portfolio holdings from a fund and are denoted with a dot. Historical 
StyleMap characteristics are calculated for the shorter of either the past 
three years or the life of the fund, and are represented by the shading of the 
box(es) previously occupied by the dot.  StyleMap characteristics represent 
an approximate profile of the fund's equity holdings (e.g., domestic stocks, 
foreign stocks, and American Depositary Receipts), are based on historical 
data, and are not predictive of the fund's future investments. Although the 
data are gathered from reliable sources, accuracy and completeness cannot 
be guaranteed. 

Any companies mentioned are provided for illustrative purposes and should 
be used or construed as an offer to sell, a solicitation of an offer to buy, or a 
recommendation for any security.
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