Index-Linked Insurance Products 201

Practice Essentials
THE S&P MIDCAP 400® AND ITS ROLE IN INDEXED INSURANCE
PRODUCTS
®

S&P Indices licenses insurance carriers to use the S&P 500 and the S&P MidCap 400
within insurance products. Carriers who offer index-linked insurance products utilize the
underlying index as the basis for their crediting rates, which play a primary role in the
overall performance of the product.
S&P Indices plays an even larger role in indexed life insurance, with 100% of the top ten
selling indexed life products offering an S&P index (Source: Lifespecs.com). As of
January 1, 2011, over US$ 200 billion has been placed within index-linked annuities, and
over US$ 3.4 billion of target life premium has been paid on index-linked life policies
(Source: Lifespecs.com).

Mid-caps constitute
a distinct asset
class with a distinct
performance profile.

Recent reports show that:



Over 92% of the top 25 fixed indexed annuities offer the S&P 500 as a crediting
method (Source: Cerulli & Associates).



Over 60 indexed life products also offer the S&P MidCap 400 as a crediting
method (Source: Lifespecs.com).

What Makes A Mid-Cap Stock?
The definition of a mid-cap stock is somewhat arbitrary, and different index providers
draw the requisite lines in different places. Candidates for inclusion in the S&P MidCap
400, for example, are generally required to have market capitalizations between US$ 1
billion and US$ 4.4 billion. In contrast, constituents of the S&P 500 typically exceed US$
1
4.0 billion in market capitalization. As of year-end 2010, total capitalization of the S&P
MidCap 400 amounted to approximately US$ 1.1 trillion, and accounted for
approximately 8% of the total U.S. stock market. In contrast, the total capitalization of the
S&P 500 was US$ 11.4 trillion, approximately ten times larger than that of the S&P
MidCap 400.
As with any S&P equity index, candidates for inclusion in the S&P MidCap 400 must
meet several pre-defined criteria. In addition to market capitalization guidelines,
additional criteria include:
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U.S. domicile: The S&P MidCap 400 is intended to be a benchmark of the U.S.
mid-cap market. Therefore, all constituent companies must be domiciled in the
United States. American Depositary Receipts (ADRs) are not eligible for index
membership.



Liquidity: All stocks in the S&P MidCap 400 are traded on the New York Stock
Exchange or on the Nasdaq. The public float – i.e., the proportion of the
company’s capitalization available for purchase by investors – must be at least
50% of the total shares outstanding. This prevents closely held companies from
entering the index.

These guidelines are effective as of March 2011. The S&P U.S. Index Committee occasionally revises them
upward or downward as overall stock market values fluctuate.
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Profitability: All index entrants must have achieved at least four
consecutive quarters of positive earnings.

It is important to note that the S&P MidCap 400 is distinct from the larger-cap S&P
500 and (for that matter) the S&P SmallCap 600. There is no overlap of stocks
2
within these three indices.
A Historical Perspective

It is important to
note that the S&P
MidCap 400 is
distinct from the
larger-cap S&P 500
and the S&P
SmallCap 600.
There is no overlap
of stocks within
these three indices.

The first capitalization-weighted index of the U.S. equity market (a predecessor of
the S&P 500) dates back to 1923, and the familiar 500-stock formulation was
3
introduced in 1957. It was not until the early 1990s that index providers began to
offer distinct indices which intentionally excluded the largest stocks and emphasized
smaller capitalization names. Today, some investors commonly think of “large-cap”
and “small-cap” indices as they determine portfolio allocations. However, mid-cap
indices are often an afterthought.
This oversight is unfortunate, since mid-caps constitute a distinct asset class with a
unique performance profile. Exposure to this segment of the market offers
investments in companies which, as a group, may undergo rapid growth as their
businesses reach scale. As shown in Chart 1, the S&P MidCap 400 outperformed
the large-cap S&P 500 for much of the last 20 years.
Chart 1: Large- and Mid-Cap Comparative Performance
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Source: Standard & Poor’s. Data as of March 31, 2011. Inception date for the S&P 400 was July 1,
1991. Graphs are provided for illustrative purposes. Past performance is not a guarantee of future
results.
2

Not all mid-cap indices are so defined. For some index providers, the mid-cap index is a subset of a better-known
large- or mid-cap composite.
3
In a capitalization-weighted index, each stock’s importance is proportional to the total value of its outstanding 2
shares. Such indices are better representatives of the equity market than their even more venerable priceweighted cousins. In comparison, in a price-weighted index, each stock’s weight is largely influenced by its
share price, regardless of the number of shares outstanding. Such indices were a practical necessity in the
days before mechanical (let alone electronic) calculating technology. Now, despite the continuing prominence
of one of them, they are more a historical curiosity than a realistic gauge of the market.

McGRAW-HILL
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More on Performance….
What is particularly interesting about mid-cap performance is that it isn’t simply a
4
higher-beta version of the large-cap segment of the market. This point is illustrated
in Chart 2 below, which shows performance over a number of lookback periods,
ending at year-end 2010. When the large-cap S&P 500 did well – e.g., in the most
recent 12 months – mid-caps performed substantially better. What’s remarkable is
that during periods of poor or indifferent large-cap performance – e.g., over the past
three or five years – mid-caps also outperformed.
Chart 2: Comparative Performance
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Source: Standard & Poor’s. Data as of September 30, 2011. Charts and tables are provided for illustrative purposes.
This chart reflects hypothetical historical performance. Please see the Performance Disclosure at the end of this
document for more information regarding the inherent limitations associated with back-tested performance.

One way to understand these data better is to break them down into individual
months. There are 236 months in the data sample (August 1991 through March
2011). Of these, there were 153 “up months” – i.e., months in which the S&P 500
recorded a positive total return. As shown in Chart 3 on the following page, the
average return for the S&P 500 during these months was +3.26%. During those
same months, the average return for the S&P MidCap 400 was +3.73% – a
performance increment of nearly 50 basis points a month, on average. In the 83
down months, the average performance of the S&P 500 (-3.77%) and the S&P
MidCap 400 (-3.69%) was nearly identical, indicating that the outperformance in
good times was not given back in bad times.
Of course, past performance is no guarantee of future results – but the historical
record of the S&P MidCap 400 makes it an intriguing candidate for investors’
consideration.
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“Beta” refers to the tendency of a stock or portfolio to magnify or diminish the movements of a market index.
Using a crude regression model, the beta of the S&P MidCap 400 with respect to the S&P 500 is 1.03. This means
3
that the upward or downward movements of the S&P 500 tend to be magnified in the S&P MidCap 400 by a factor
of 1.03 (which is to say, hardly at all).

McGRAW-HILL
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Chart 3: Average Monthly Performance (August 1991 – March 2011)
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Source: Standard & Poor’s. Data as of March 31, 2011. Graphs are provided for illustrative
Past performance is not a guarantee of future results.

purposes.

Tickers
ETF
iShares S&P MidCap 400 Index Fund
SPDR S&P MidCap 400 ETF
Vanguard S&P Mid-Cap 400 ETF

Ticker
IJH
MDY
IVOO

Sign up to receive future index-related research,
commentary and educational publications at
www.spindices.com.
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Disclaimer
Copyright © 2012 by S&P/Dow Jones Indices LLC, a subsidiary of The McGraw-Hill Companies. All rights reserved. STANDARD & POOR’S,
S&P, S&P 500, S&P MidCap 400, and S&P SmallCap 600 are registered trademarks of Standard & Poor’s Financial Services LLC. “Dow
Jones” is a registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”). Redistribution, reproduction and/or photocopying in
whole or in part is prohibited without written permission. This document does not constitute an offer of services in jurisdictions where S&P/Dow
Jones Indices LLC, Dow Jones or their respective affiliates, parents, subsidiaries, directors, officers, shareholders, employees or agents
(collectively “S&P Dow Jones Indices”) do not have the necessary licenses. All information provided by S&P Dow Jones Indices is impersonal
and not tailored to the needs of any person, entity or group of persons. S&P Dow Jones Indices receives compensation in connection with
licensing its indices to third parties. Any returns or performance provided within are for illustrative purposes only and do not demonstrate
actual performance. Past performance is not a guarantee of future investment results.
It is not possible to invest directly in an index. Exposure to an asset class represented by an index is available through investable instruments
based on that index. S&P Dow Jones Indices does not sponsor, endorse, sell, promote or manage any investment fund or other vehicle that is
offered by third parties and that seeks to provide an investment return based on the returns of any S&P Dow Jones Indices index. There is no
assurance that investment products based on the index will accurately track index performance or provide positive investment returns. S&P
Dow Jones Indices is not an investment advisor, and S&P Dow Jones Indices makes no representation regarding the advisability of investing
in any such investment fund or other vehicle. A decision to invest in any such investment fund or other vehicle should not be made in reliance
on any of the statements set forth in this document. Prospective investors are advised to make an investment in any such fund or other
vehicle only after carefully considering the risks associated with investing in such funds, as detailed in an offering memorandum or similar
document that is prepared by or on behalf of the issuer of the investment fund or other vehicle. Inclusion of a security within an index is not a
recommendation by S&P Dow Jones Indices to buy, sell, or hold such security, nor is it considered to be investment advice. Closing prices for
S&P US benchmark indices and Dow Jones US benchmark indices are calculated by S&P Dow Jones Indices based on the closing price of
the individual constituents of the Index as set by their primary exchange (i.e., NYSE, NASDAQ, NYSE AMEX). Closing prices are received by
S&P Dow Jones Indices from one of its vendors and verified by comparing them with prices from an alternative vendor. The vendors receive
the closing price from the primary exchanges. Real-time intraday prices are calculated similarly without a second verification.
These materials have been prepared solely for informational purposes based upon information generally available to the public from sources
believed to be reliable. No content (including ratings, credit-related analyses and data, model, software or other application or output
therefrom) or any part thereof (Content) may be modified, reverse engineered, reproduced or distributed in any form by any means, or stored
in a database or retrieval system, without the prior written permission of S&P Dow Jones Indices. The Content shall not be used for any
unlawful or unauthorized purposes. S&P Dow Jones Indices and any third-party providers (collectively S&P Dow Jones Indices Parties) do not
guarantee the accuracy, completeness, timeliness or availability of the Content. S&P Dow Jones Indices Parties are not responsible for any
errors or omissions, regardless of the cause, for the results obtained from the use of the Content, or for the security or maintenance of any
data input by the user. The Content is provided on an “as is” basis. S&P DOW JONES INDICES PARTIES DISCLAIM ANY AND ALL
EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS
FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT’S
FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE
CONFIGURATION. In no event shall S&P Dow Jones Indices Parties be liable to any party for any direct, indirect, incidental, exemplary,
compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or
lost profits and opportunity costs) in connection with any use of the Content even if advised of the possibility of such damages.
S&P Dow Jones Indices keeps certain activities of its business units separate from each other in order to preserve the independence and
objectivity of their respective activities. As a result, certain business units of S&P Dow Jones Indices may have information that is not
available to other business units. S&P Dow Jones Indices has established policies and procedures to maintain the confidentiality of certain
non-public information received in connection with each analytical process.
In addition, S&P Dow Jones Indices provides a wide range of services to, or relating to, many organizations, including issuers of securities,
investment advisers, broker-dealers, investment banks, other financial institutions and financial intermediaries, and accordingly may receive
fees or other economic benefits from those organizations, including organizations whose securities or services they may recommend, rate,
include in model portfolios, evaluate or otherwise address.

