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Mid-Cap
Multi-asset class portfolio models tend to allocate to large- and smallcap stocks, leaving mid-caps as a byproduct or style blend of the other
capitalization classes: consultants, financial advisors and their clients would
be well served by a dedicated allocation to a specialized mid-cap style.
If a client portfolio only has room for one style category, then we believe mid-cap is a stellar
choice. Mid-caps show an advantageous record of wealth creation compared to small- and
large-cap, and more consistent outperformance over most measurable, multi-year trailing
return periods during the last 35 years (with less volatility than large-cap stocks and only
slightly more volatility than small-caps). Such characteristics make mid-cap’s risk-adjusted
returns more attractive than other capitalization classes.

A Favorable Risk/Return Profile
Mid-cap companies are in the
sweet spot of the enterprise
life cycle; becoming reliable
and stable as they grow out of
the small-cap stage, but not
limited in their future growth
prospects.

Mid-cap stocks are less widely
followed by buy-side and sellside research efforts than largecap stocks, and afford a skilled
stock-picker the opportunity to
add notable value.

Mid-cap’s breadth provides
opportunities for managers
to reach into the large-cap/
small-cap space without
compromising the portfolio’s
mid-cap character.

Russell Market Index Wealth Creation

Growth of $10,000 Invested
12/31/1979 - 9/30/2015

Source: Morningstar and Madison Investments
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The Empirical Case for Mid-Cap Stocks
The graph above displays the growth of $10,000 invested on 12/31/1979 in each of the Russell 1000® Index (large-cap),
the Russell MidCap® Index (mid-cap), and the Russell 2000® Index (small-cap). Funds invested in the mid-cap index
fared significantly better in the almost 36 year period; outpacing the large-cap index by over $275,000, and more than
doubling the value of the small-cap index. The performance period included five recessions, six bear markets, seven bull
markets, multiple military conflicts, several Federal Reserve monetary policy cycles and at least one financial crisis.

Trailing Period Returns
Annual Geometric Returns

(Thru 9/30/15)

Source: Morningstar and Madison Investments
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Mid-cap also provided competitive trailing period returns in all but the last 12 months: as we drill back into trailing
period returns, we see a compelling case for mid-cap as a capitalization sector. The above graph shows that midcap has outperformed the small-cap Russell 2000 for every trailing period since 1979 except the last year, and has
outperformed or matched the large-cap Russell 1000 in all trailing periods. Is the trailing performance of the mid-cap
index somehow a function of a unique market environment since 1979? To look at this issue, we analyzed all rolling
period returns of varying lengths over the entire period.
In the following tables, periods of superior returns and volatility are highlighted in blue. On average, over all rolling
periods, the MidCap Index provided higher average returns than both the Russell 1000 and Russell 2000. In terms
of annual volatility, the mid-cap dominated the large-cap, showing lower volatility in all but trailing one year periods.
The small-cap Russell 2000 showed the lowest average volatilities across longer rolling time periods,
though the mid-cap was not far behind.
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2. Standard deviation of annualized geometric returns
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The graph above illustrates how mid-cap equities’ combination of higher average returns and comparable volatilities
translate into superior risk-adjusted performance. In all but the 5 year trailing period, mid-caps showed higher Sharpe
Ratio than large-caps. Mid-caps also had superior risk-adjusted performance versus small-caps in all but the last year.
The advantages of the MidCap Index becomes more apparent in the following analysis. Over rolling periods observed,
the MidCap Index beats the Russell 1000; ranging from 57% of the time (in rolling one year periods) up to 89% of
the time (in rolling 20 year periods). A stronger result is seen versus the Russell 2000, where mid-cap beats small-caps
68% of the time for rolling one year periods, and has never underperformed the small-cap index in rolling periods
longer than 10 years.

Relative Return Comparisons - Rolling Average Arithmetic Returns3
Russell MidCap vs. Russell 1000

Russell MidCap vs. Russell 2000

1 year (n=418)
Periods of Outperformance (%)
Average Outperformance
Periods of Underperformance (%)
Average Underperformance

238 (57%)
6.03%
180 (43%)
-4.04%

285 (68%)
5.32%
133 (32%)
-5.28%

3 year (n=394)
Periods of Outperformance (%)
Average Outperformance
Periods of Underperformance (%)
Average Underperformance

237 (60%)
3.96%
157 (40%)
-2.72%

300 (76%)
3.59%
94 (24%)
-1.63%

5 year (n=370)
Periods of Outperformance (%)
Average Outperformance
Periods of Underperformance (%)
Average Underperformance

253 (68%)
2.96%
117 (32%)
-2.23%

339 (92%)
2.81%
31 (8%)
-0.41%

10 year (n=310)
Periods of Outperformance (%)
Average Outperformance
Periods of Underperformance (%)
Average Underperformance

218 (70%)
2.39%
92 (30%)
-0.90%

310 (100%)
2.57%
0 (0%)
n/m

20 year (n=190)
Periods of Outperformance (%)
Average Outperformance
Periods of Underperformance (%)
Average Underperformance

169 (89%)
1.57%
21 (11%)
-0.29%

190 (100%)
2.59%
0 (0%)
n/m

(12/31/79 - 9/30/15)

Source: Morningstar Direct and Madison Investments

3. Arithmetic average of rolling period annualized geometric returns
* Russell 1000 1 year trailing sharpe ratio was -.01

The Qualitative Case for Mid-Cap Equities
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The narrative and data presented so far have made a compelling quantitative case for mid-cap equities based on
historical results. Mid-cap stocks provided investors superior long-term returns with competitive volatility compared
to their large- and small-cap brethren. Higher returns and
comparable volatility has resulted in greater risk-adjusted
Holding-Based Style Map (12/31/15)
performance over most measured periods above. Mid-caps’
outperformance versus both large- and small-caps has been
Russell 1000
strong, especially when considering longer rolling periods
over a nearly 36 year history. Mid-cap equities’ benefits go
beyond empirical; a compelling qualitative case can be made
Russell MidCap
for mid-cap equities. Consider the holdings-based style
map, showing the range of mutual fund holdings for broad
Morningstar® capitalization styles across the various style
Russell 2000
boxes.
The scope of the large-cap space encompasses a wide range
Deep-Val Core-Val Core
Core-Grth High-Grth
of large market capitalization and dips down into the space
Source: Morningstar
traditionally characterized as mid-cap. Similarly, though
on a smaller scale, small-cap holdings dip down into the micro-cap space, but with limited jumps into the mid-cap
space. Mid-cap funds have the ability to reach up into the “small” large-cap space (although the largest mid-cap index
stocks approach $40 billion in market cap), and down into the “large” small-cap space without compromising their
classification as “mid-cap”. Such flexibility gives the index, and a dedicated mid-cap manager, the opportunity to own
a company during the sweet spot of its enterprise life cycle (when returns due to the growth of a successful “small
company” move it into the mid-cap index, hopefully on its way to a large market capitalization).
The chart below illustrates this concept of the enterprise lifecycle. New, small companies face daunting challenges:
lack of scale or diversity, unproven business models, inexperienced management, competition from established firms,
etc. After overcoming these initial hurdles, it is possible for companies to experience a phase of more even, sustainable
growth.

The Enterprise Lifecycle

Small-Cap
4,000 - 5,000 U.S. Companies

Start up

Mid-Cap
700 - 1,000 U.S. Companies

Large-Cap
150 - 250 U.S. Companies

Beyond start up but still room to grow

Mature

Madison Mid-Cap
Traditional portfolio construction has often blended the perceived stability of large-cap stocks with the perceived
higher returns of small-cap stocks, leaving many client portfolios devoid of a true mid-cap allocation. Based on the
evidence presented, we believe such an approach is lacking: mid-caps can add significant portfolio returns over the
long-run by providing an opportunity to outperform both large- and small-caps, with potentially less volatility than
large-stocks and moderately more volatility than small-stocks. An active approach to a mid-cap allocation by using a
dedicated mid-cap style has the opportunity to further enhance returns.
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Madison’s mid-cap equity process begins with a universe
of about 1,000 companies (that cover the mid-area of the
entire market). Our team looks at metrics including: a
record of, and potential for, sustainable long-term growth,
consistently strong, positive free cash-flow generation, solid
balance sheet (low debt-to-total-capital) and high return
on capital/return on equity and other tangible measures.
Companies which meet these criteria are subjected to a
rigorous, qualitative analysis, including, but not limited to,
the factors below.

Holding-Based Style Map (12/31/15)

Russell 2000

Micro

The Madison mid-cap strategy is a high conviction, bottomup discipline which typically owns 25-40 securities. The
stocks are selected using our mid-cap team’s long-held
investment discipline of seeking the highest quality, proven
companies and purchasing them when valuations appear
advantageous. The blended core approach is a sensible way
to initiate exposure to the mid-cap area, since it avoids the
speculative extremes of the market.

Deep-Val Core-Val

Core

Core-Grth High-Grth

Source: Morningstar

1

Business Model Analysis
We look for a sustainable competitive advantage (wide moat), the ability to deliver consistent
above average cash flow and earnings growth and a solid balance sheet (we avoid highly leveraged
companies). We focus on companies with less sensitivity to economic and credit cycles because we
believe they can deliver the highest risk-adjusted returns over a full market cycle.

2

Management Team Assessment
We evaluate management’s ability to allocate
capital to enhance shareholder value (both
historically and prospectively), their integrity,
operational acumen and adherence to
conservative accounting.

3

Systematic, Disciplined Valuation Modeling
We scrutinize opportunities to find securities
trading at a discount to their intrinsic value as
determined by (among other measures) priceto-free-cash-flow, price-to-earnings (P/E) ratio,
enterprise value/earnings before income and taxes
(EBIT) and discounted cash-flow analysis.

At Madison, risk management is a mindset that drives our decision making. Our investment process focuses on both
return and risk, using quantitative and qualitative analysis to choose high-quality, proven companies. Our goal is to
invest in stocks trading at a meaningful discount to intrinsic value. The result is a strategy that has delivered solid
long-term performance with less volatility than the market in general (as measured by standard deviation of the Russell
MidCap Index).

We manage concentrated portfolios
(25-40 securities) containing high
conviction ideas – you can’t beat the
market unless you are substantially
different than the market

Our deep fundamental research
process leads to more informed
investment decisions

Our mid-cap management team
has a combined four decades of
investment experience managing
through dynamic market
environments.

Average Annual Return
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10-Year Risk/Return 10/1/05 - 12/31/15
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Source: Morningstar, Madison Investments
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As with all equities, mid-cap stocks are vulnerable when times are turbulent. With the U.S. stock market increasingly
volatile, downside risk sensitivity is growing. Some financial advisors may already be looking for ways to protect
clients’ gains while helping them to continue participating in the market. Madison’s risk-conscious approach to midcap investing, with proven ability to mitigate heightened volatility and market downturns, give clients the benefits of
the mid-cap opportunity set while helping them to stay the course in difficult times.

Madison Investments - Participate and Protect®
Madison’s Participate and Protect® mentality has the
potential to yield superior risk-adjusted returns. If stocks
are down a certain percentage, they need to be up
significantly more just to get back to even: protecting
capital on the downside can result in exceptional returns
through market cycles.

Haruki Toyama- Vice President/Portfolio Manager
Madison Investments

Disclosures

An investment in the fund is subject to risk and there can be no
assurance the fund will achieve its investment objective. The
risks associated with an investment in the fund can increase
during times of significant market volatility. The principal risks
of investing in the fund include: equity risk, mid cap risk, growth
and value investing risk, ETF risk, capital gain realization risks
to taxpaying shareholders, and foreign security and emerging
market risk. More detailed information regarding these risks can
be found in the fund’s prospectus.

change without notice. This report is for informational purposes
only and is not intended as an offer or solicitation with respect to
the purchase or sale of any security.
(c) 2016 Morningstar, Inc. All Rights Reserved. The information
contained herein: (1) is proprietary to Morningstar and/or its
content providers; (2) may not be copied or distributed; and
(3) is not warranted to be accurate, complete or timely. Neither
Morningstar nor its content providers are responsible for any
damage or losses arising from any us of this information.

Investing in small, mid-size or emerging growth companies
involves greater risks not associated with investing in more
established companies, such as business risk, significant stock
price fluctuations and illiquity.

Madison Funds are distributed by MFD Distributor, LLC.
©Madison Investment Advisors, LLC and Madison Asset
Management, LLC January 5, 2016.

Russell Investment Group is the source and owner of the
trademarks, service marks and copyrights related to the Russell
Indexes. Russell® is a trademark of Russell Investment Group.

Russell 1000 Index measures the performance of the 1,000
largest companies in the Russell 3000 Index, which is made up of
3,000 of the biggest U.S. stocks. The Russell 1000 Index serves as
a benchmark for large-cap stocks in the U.S.

Average annual total returns and calendar year returns assume
all distributions are reinvested and reflect applicable fees and
expenses. Index returns reflect broad measures of market
performance compared the fund and reflect no deduction for
sales charges, account fees, expenses or taxes. You cannot invest
directly in an index. Past performance is no guarantee of future
results.

Russell MidCap Index is a market-capitalization-weighted index
representing the smallest 800 companies in the Russell 1000
Index. The average Russell MidCap Index member has a market
cap of $8 billion to $10 billion, with a median value of $4 billion
to $5 billion.

Madison’s expectation is that investors will participate in market
appreciation during bull markets and be protected during bear
markets compared with investors in portfolios holding more
speculative and volatile securities. There is no assurance that
Madison’s expectations will be realized.
Performance data shown represents past performance.
Investment returns and principal value will fluctuate, so that
fund shares, when redeemed, may be worth more or less than
the original cost. Past performance does not guarantee future
results and current performance may be lower or higher than
the performance data shown. Visit madisonfunds.com or call
800.877.6089 to obtain performance data current to the most
recent month-end.
For more complete information about Madison Funds®,
including charges and expenses, obtain a prospectus from
your financial adviser, by calling 800.877.6089 or by visiting
madisonfunds.com and clicking on prospectus and reports to
view or download a copy. Before investing in the funds, consider
the investment objectives, risks, charges and expenses. The
prospectus contains this and other information about funds and
should be read carefully before investing.
Although the information in this report has been obtained from
sources that the firm believes to be reliable, we do not guarantee
its accuracy, and any such information may be incomplete or
condensed. All opinions included in this report constitute the
firm’s judgment as of the date of this report and are subject to

Russell 2000 Index is an index measuring the performance of the
2,000 smallest companies in the Russell 3000 Index. The Russell
2000 serves as a benchmark for small-cap stocks in the U.S.
Sharpe Ratio measures risk-adjusted performance. The Sharpe
ratio is calculated subtracting the risk-free rate (such as the 10year U.S. Treasury Bond) from the rate of return for a portfolio
and dividing the result by the standard deviation of the portfolio
returns.
The Participate and Protect philosophy seeks to participate in the
market’s appreciation during bull markets and protect during bear
markets compared to funds holding more speculative and volatile
securities.
Standard deviation is a measure of the dispersion from an
average.
Class Y Annualized Returns as of 12/31/2015
Total Expense Ratio (Class Y) - 1.15%

One Year

Five Year

10 Year

Annualized
Return

0.87

11.60

7.66

Standard Deviation

12.11

12.03

15.36
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