
The investment universe is crowded with various benchmarks and indices designed to help 
financial planners and investors navigate their way through different market segments. Among 
these, the Russell 2000 Growth and Russell 2000 Value benchmarks stand out for their focus on 
small cap equities. However, while they provide valuable insights and are widely used by many in 
the industry, they come with several limitations that planners should be aware of.

A CLOSER LOOK AT THE SHORTCOMINGS

Of Small Cap Benchmarks

Sector Imbalances Can Increase Risk
One of the most glaring concerns about the Russell 2000 indices is the potential for sector overweights. Currently, 
certain sectors such as Healthcare and Technology are  significantly overweight in the Growth index, while Financials 
dominate the Value index. While the index does regularly rebalance and update its constituents to accurately reflect 
market conditions, experienced investors often cite index construction as being too “backward-looking” because their 
construction primarily relies on historical data and past performance to determine which stocks are included and their 
weightings. Such over-concentration exposes investors to sector-specific risks that might not align with their broader 
portfolio objectives. Furthermore, such biases can lead to an overreliance on the performance of a few industries, which 
does not bode well for diversification.

1.  In-depth Analysis and Research:
Active management allows portfolio managers to conduct thorough research on each stock’s financials, management 
quality, industry dynamics, and growth prospects. Such detailed scrutiny is often missing from a passive investment 
strategy which, in the context of small-cap stocks, can be detrimental given the less predictable nature of their businesses.

PAGE 1 of 2

Nancy Prial, CFA
Co-CEO
Senior Portfolio 
Manager

“...Experienced investors often cite index construction as being 
too ‘backward-looking’....”

Passive Investing Limitations
While passive investing offers simplicity and cost efficiency, it also implies buying stocks without consideration for their 
intrinsic value or growth prospects. Passive investors in small cap benchmarks like the Russell 2000 Growth or Value 
will invest in all the stocks that are part of the index, regardless of their individual fundamentals. This can be problematic, 
especially in the volatile small-cap market where stock-picking can be crucial.

Active Management: A Superior Alternative
Given these limitations, there is a compelling case for adopting an active stock-picking approach in the small cap equity 
market, particularly when guided by experienced portfolio managers and analysts. Here is why:
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“...Lack of comprehensive coverage offers active managers an 
opportunity to uncover hidden gems that may be undervalued

by the broader market....”

While the Russell 2000 Growth and Value benchmarks offer a snapshot of the small cap market’s performance, they 
should not be the sole investment strategy for investors aiming to help clients accumulate wealth. The shortcomings, 
particularly the sector overweights and the inherent issues with passive investing, can pose significant risks.

On the other hand, an active stock-picking approach, steered by seasoned small cap portfolio managers and analysts, 
offers a robust alternative. Such a strategy can exploit the inefficiencies in the small-cap market, manage risks more 
effectively, and ultimately provide a more aligned and potentially rewarding investment experience for clients.

Conclusion

2.  Opportunity for Alpha:
The small cap universe is less researched compared to large cap stocks. This lack of comprehensive coverage 
offers active managers an opportunity to uncover hidden gems that may be undervalued by the broader market, thus 
generating alpha for their investors.

3.  Alignment with Client Objectives:
Active managers can tailor portfolios to meet specific client objectives, be it capital appreciation, income generation, or 
risk management. This customization is not possible with a passive approach that simply mirrors an index.

4.  Risk Management:
An active approach enables managers to identify and mitigate risks before they harm the portfolio. Whether it is avoiding 
companies with poor financial health or those exposed to unfavorable macroeconomic trends, active management can 
maneuver through these obstacles.

Disclosures:

This commentary is for informational purposes only. It does not constitute investment advice and is not intended as an endorsement of any specific investment. The opinions and 
analyses expressed in this commentary are based on Essex Investment Management LLC’s (“Essex”) research and professional experience and are expressed as of the date of 
its release. Certain information expressed represents an assessment at a specific point in time and is not intended to be a forecast or guarantee of future results, nor is intended to 
speak to any future periods. Accordingly, such statements are inherently speculative as they are based on assumptions that may involve known and unknown risks and uncertainties.

This does not constitute an offer to sell or the solicitation of an offer to purchase any security or investment product, nor does it constitute a recommendation to invest in any particular 
security. An investment in securities is speculative and involves a high degree of risk and could result in the loss of all or a substantial portion of the amount invested. There can 
be no assurance that the strategy described herein will meet its objectives generally or avoid losses. Essex makes no warranty or representation, expressed or implied; nor does 
Essex accept any liability, with respect to the information and data set forth herein, and Essex specifically disclaims any duty to update any of the information and data contained 
in the commentary. This information and data do not constitute legal, tax, account, investment or other professional advice. Essex being registered by the SEC does not imply a 
certain level of skill or training.


