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Seeing through the size 
‘mirage’ in US Equities
June 1, 2022

Meeting the requirement for an adaptive size breakpoint methodology
In this research note, we examine the two distinct methods of size segmentation in the US market: a count-based 
approach (applying a rigid stock count such as 1000 and 2000 stocks) and an adaptive cumulative market capitalization 
approach based on percentage allocation. In both cases the eligible universe is ordered by market capitalization and then 
breakpoints are specified that define Large Cap, Small Cap and Micro Cap stocks.

A major issue with the count-based approach is that it cannot adjust to the dynamic of significant shrinking of public 
markets. This has become critical given the halving of US listed stocks since the year 2000. Consequently, the count-
based approach has distorted the size allocation within US equities.

We examine the consequences of these rival segmentation schemes on stability, performance, fundamental 
characteristics, and implementation properties of the resulting market capitalization weighted indexes.

Introduction
The asset allocation decision is the first, and perhaps the most important, decision an investor will make. Asset allocation 
decisions determine around 90% of the performance of the portfolio. Within the sphere of equities, a key consideration 
is the size segment of a universe of stocks they wish to allocate investment to. Once this basic decision has been made, 
more detailed decisions are possible, such as whether to invest passively in an associated market capitalization portfolio, 
or perhaps in a non-market cap weighted portfolio designed to deliver characteristics such as increased diversification, 
reduced volatility, or factor exposure.

Segmentation of the US Market
The number of listed companies in the US Market has varied over the years. This is represented in Figure 1 by the number 
of components of the FT Wilshire 5000 over the last four decades. 

Figure 1: Number of Listed Stocks in the US Market has contracted significantly
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It is noteworthy that this number has shrunk from over 7,000  stocks in the late nineties to about 3,500 today. This fact is 
particularly relevant when considering the merits of segmenting this universe by stock count or cumulative capitalization.

The Wilshire approach v the FTSE Russell approach – creating a superior size exposure blend
As an example of a count-based scheme, we take the top 1000 stocks in the US Market to represent our Large Cap 
universe, and then the following 2000 stocks to represent the Small Cap universe. Indeed, this is essentially what one 
major index provider, FTSE Russell, does in order to create the well-known Russell 1000 and Russell 2000 indexes. This 
has created an outcome whereby c.95% of market cap is covered by the top 1000 stocks leaving only a c.5% allocation to 
Small Cap (which effectively represent the tail end of Micro Cap stocks). This creates a mirage of distorted size exposure 
for investors.

The Wilshire approach is to utilize breakpoints which are specified by cumulative market capitalization. We therefore 
define the top 85% by capitalization as Large Cap, the next 13% as Small Cap and finally the remaining 2% is assigned to 
Micro Cap. We think this gives a superior size exposure blend.

The results of applying the two different segmentation schemes to the US market in December 2021 are displayed 
graphically in figure 2:

Figure 2: Comparing the Size segments of the FT Wilshire 5000 and the Russell 3000
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Clearly, when the breakpoints are determined by market capitalization, the Wilshire approach, the number of stocks 
will vary through time. We see in the next section that when the breakpoints are fixed by stock count that it is the 
market capitalization in each segment that varies.

Stability of Size Segments through time
For both schemes one could argue that the breakpoints are somewhat arbitrary, however, the choice of one or the 
other has dramatic consequences for the stability of what constitutes the Large, Small and Micro Cap universes. 
Figure 3 shows how the split of the total US market has varied over the last two decades for count-based and 
cumulative market cap-based schemes:

Figure 3: Segmentation of the US Market by Stock Count and Cumulative Market Capitalization  
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Data from September 2000 to September 2021

The rigid stock count methodology has increased Large Cap concentration and created a size mirage
It is observed that for the count-based scheme, the Large Cap segment gradually increases as a percentage of the total 
US market through time. As a result of this increase, the Small Cap portion has been “squeezed” so that it represents 
a smaller and smaller proportion of the total market. The Small Cap exposure has also become increasingly skewed to 
Micro Cap stocks, which creates a distorted view, or mirage, of size allocation.

By contrast the market cap percentage approach maintains the Large, Small, Micro Cap balance
The reverse is observed for the cumulative market capitalization-based scheme as it gives rise to stable divisions of the 
US market through time. This is, of course, true by definition. Put simply, segmenting the entire universe using market 
capitalization breakpoints is consistent with defining the “size” of a stock by its market capitalization. Count-based 
breakpoints are inconsistent with this definition.

Performance
It is instructive to compare the performance characteristics of Russell 1000 Index versus the FT Wilshire US Large 
Cap Index. See figure 4 for this comparison:

Figure 4: Annual Return and 1-Year Rolling Tracking Error for FT Wilshire US Large Cap and Russell 1000
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Clearly the two indexes have performed very similarly over the last two decades. This is emphasized by an overall 
tracking error of 0.69%p.a. between the indexes and is further demonstrated by the fact that the rolling 1-year 
tracking error only rises above one percent during the crisis periods of the GFC of 2008 and “Covid Crash” of 2020. 
The small performance differential is understandable given that, as both are market capitalization weighted indexes, 
the dominant contribution to performance comes from the largest capitalization stocks. This emphasizes that the 
Russell 1000 Index contains a tail of “Small Cap” stocks that contribute relatively little to its performance.

A greater divergence in Small Cap performance
The situation is not the same when comparing the FT Wilshire US Small Cap with the Russell 2000 over the last 
decade. Figure 5 shows that, although the yearly performances have been similar, the overall tracking error is large at 
3.26%p.a. and has been trending upwards on a 1-year rolling basis. 

Figure 5: Annual Return and 1-Year Rolling Tracking Error for FT Wilshire US Small Cap and Russell 2000

Data between December 2009 and December 2021
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The increasing trend in tracking error can be explained by noting that, as seen in the previous section, over time the 
Russell 2000 universe has shifted increasingly towards Micro Cap stocks, compared to the more stably defined FT 
Wilshire US Small Cap Index. Therefore, its performance increasingly arises from that of the Micro Cap segment 
rather than the Small Cap segment it is meant to represent.
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Index Price To Book Dividend Yield ROE % Positive Earnings 

FT Wilshire US Large Cap 4.85 1.33% 13.97% 80.78%

Russell 1000 4.81 1.29% 12.74% 72.07%

Index Price To Book Dividend Yield ROE % Positive Earnings 

FT Wilshire US Small Cap 2.93 1.26% 4.85% 66.15%

Russell 2000 3.01 0.93% -0.62% 47.36%

Data as of June 2021

Data as of June 2021

Fundamentals
Figure 6 compares the fundamental characteristics of the FT Wilshire Large Cap Index versus the Russell 1000 Index. 
It is observed that there is little difference between their valuation, quality measures or yields.

Figure 6: Fundamental characteristics of FT Wilshire Large Cap and Russell 1000
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The situation, again, is different for FT Wilshire Small Cap Index verses the Russell 2000 Index as shown in Figure 7. 

Figure 7: Fundamental characteristics of FT Wilshire Small Cap and Russell 2000

While the valuation and dividend yield measures are similar, the quality measure (ROE) clearly favors the FT Wilshire 
Small Cap Index. This quality differential is emphasized by examining the average number of profit-making companies 
in each index over the years. For the FT Wilshire US Small Cap Index it is 66%, whereas for the Russell 2000 Index  
it is 47%. 

Note that this lower figure is not necessarily a feature that should dissuade a potential investor from allocating funds 
to Russell 2000. However, it would be advisable to question whether the intention was to invest in a mature, Small Cap 
universe or a riskier universe containing a preponderance of Micro Cap stocks.

Comparing the impact of annual and semi-annual rebalancing
In this section we examine the implementation properties of the Wilshire and Russell indexes at rebalance. The main 
point of difference here is that the Russell indexes rebalance annually in June whereas the Wilshire indexes rebalance 
semi-annually in March and September. 

This results in a greater ten-year averaged annualized (two-way) review turnover for the Wilshire indexes compared 
to the Russell indexes: FT Wilshire US Large Cap Index at 5.8%p.a. versus Russell 1000 Index at 4.6%p.a. and FT 
Wilshire US Small Cap Index at 24.5%p.a. versus Russell 2000 Index at 20.7%p.a.

Note that a naive assumption that one should expect twice the turnover because the rebalancing takes place twice 
as often, is incorrect. The turnover numbers are only slightly higher because there is “less work to do” at each semi-
annual rebalance than in an annual rebalance. The Russell indexes have a full year to drift away from their previous 
starting points before they are reconstituted, whereas the Wilshire indexes experience only half a year of drift.

This notion can be captured by determining what percentage of a $1Bn portfolio can be rebalanced by using 20%  
and 100% of the average daily traded volume (ADTV) of its constituent stocks. Figure 8 shows a comparison of  
the averaged values per rebalance starting from 2010 for the FT Wilshire US Large Cap Index versus the Russell  
100 Index.
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Figure 8: Percentage of a $1Bn portfolio rebalance by 20% and 100% ADTV:  
FT Wilshire US Large Cap Index versus Russell 1000 Index.
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Clearly there is little difference between the two indexes when using this measure of “ease of implementation”.

However, Figure 9 demonstrates that there is a considerable difference between the results for the FT Wilshire US 
Small Cap Index versus the Russell 2000 index.

Figure 9: Percentage of a $1Bn portfolio rebalance by 20% and 100% ADTV:  
FT Wilshire US Small Cap Index versus Russell 2000 Index.
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A significantly greater proportion of the $1Bn rebalance of the FT Wilshire US Small Cap Index can be achieved for 
a given proportion of the average trading volume. It is not hard to see that the blame for this result lies squarely with 
Russell 2000 Index’s high proportion of more thinly traded Micro Caps.
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Conclusion
We have seen that, from the perspective of the Wilshire size indexes, the Russell size indexes fail to capture the 
evolving nature of the US market and have generated a size allocation “mirage”.

The Russell 1000 Index contains an increasingly long tail of Small Cap stocks, and the Russell 2000 Index displays an 
increasing orientation towards Micro Caps. We would argue that presently neither of the indexes truly reflect the 
segments of the US market they originally represented. This “style drift” is a simple consequence of defining the size 
segmentation by stock count. Moreover, because of this, there are no safeguards to prevent this current distortion 
becoming more pronounced in the future.

On the other hand, the FT Wilshire US Large Cap Index, FT Wilshire US Small Cap Index and the FT Wilshire Micro 
Cap Index are defined by cumulative market capitalization breakpoints. This results in size partitions of the total US 
Market that are stable in the past and present and which we expect to remain stable in the future. 

It would be a mistake to believe that this is just an aesthetic argument about the definition size banding. There is clear 
empirical evidence that Large Cap performance is perfectly well captured by the FT Wilshire Large Cap Index and that 
the complement of smaller cap stocks contained in the Russell 1000 Index contribute very little in comparison. 

There are also real-world consequences for investing in the FT Wilshire US Small Cap Index compared to the Russell 
2000 Index. We have seen that various measures of quality imply that the Russell 2000 Index has more in common 
with a Micro Cap index than a Small Cap index. 

Finally, the choice to rebalance the Wilshire indexes twice per year demonstrates certain implementation advantages 
over the Russell indexes that rebalance only once per year. Indeed, most other major index providers have now 
adopted this approach as best practice in order to reduce the impact of rebalancing.

Wilshire Advisors LLC (“Wilshire”) is a global financial services firm providing diverse services to various types of investors and intermediaries. Wilshire’s 
products, services, investment approach and advice may differ between clients and all of Wilshire’s products and services may not be available to all cli-
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adviser registered with the SEC.
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index. Exposure to an asset class represented by an index may be available through investable instruments derived from that index. Wilshire makes no 
representations regarding the advisability of investing in investment products based on the Wilshire Indexes not sponsored, endorsed, sold or promoted 
by Wilshire. 
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