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Fundamental Indexation:
Superior Returns or Marketing Hype?

A new concept dubbed”fundamental indexation”was recently
launched in the investment world. The idea is being billed as a
revolutionary new paradigm that outperforms more traditional
approaches. However, the word“fundamental” can have both
positive and negative connotations. Clearly,“getting back to
fundamentals”implies inherent truths from which we cannot
escape, while“fundamentalism” conjures up images of radical
religious zealots. We explore fundamental indexation from the
perspective of fundamental investment rules and attempt to find
out if this is truly a revolutionary approach or whether the
sponsors are just zealots pitching their new products.

The Traditional Approach:

Capitalization Weighting

Currently, a single stock’s weighting in most market indices, such
as the S&P 500, Wilshire 5000, Russell 2000 and practically all the
others has been determined by its market capitalization. Market
capitalization is simply the total value of the company using the
current stock price, in other words, the number of shares
outstanding multiplied by the current share price. For example,
Exxon Mobil, currently the most valuable company in the world,
has over 6.05 billion shares outstanding and trades at $63.15 per
share (as of this writing). This gives the company a market
capitalization of $382.0 billion. Exxon Mobil will therefore have

a weighting in the S&P 500 roughly 10 times as large as Exelon
Corp., which has a market capitalization of $38.1 billion. Market
capitalization weighting has been the standard weighting scheme
because of its simplicity and the belief that it most closely
represents the way capital is allocated in the overall market.

Fundamental Indexation

The new paradigm of fundamentally weighted indices involves
using factors such as earnings, sales, cash flow, dividends, or other
“fundamental”factors to weight the stocks that comprise the index.
Robert Arnott first proposed this idea, and Jeremy Siegel recently
put forth a variation on the theme. This philosophy has garnered
significant attention for two reasons: 1. because these two noted
academics are essentially household names in the world of
investing; and 2. because the modeled historical returns of
fundamentally-weighted indices vastly outperform the actual
returns of more traditional capitalization-weighted indices.

The basic thesis behind fundamental
indexing is that traditional
capitalization-weighted indexes
overweight overvalued stocks. In other
words, if you have two stocks both with an intrinsic value

of $100, but one trades at $105 and the other at $95, the
overvalued stock will have a larger weight in the capitalization-
weighted index. This, of course, is the reverse of what you want. It
makes more sense to buy something below its intrinsic value than
to overpay. Fundamental weighting, it is argued, mitigates this
problem by randomizing the valuation errors so that you are
overweighting some overvalued stocks and some undervalued
stocks (hopefully canceling each other out), rather than primarily
overweighting overvalued stocks. This, according to Arnott and
Siegel, results in superior long-term performance.

Robert Arnott’s study showed that using fundamental weighting
factors boosted returns by 1.97% annually, on average, versus the
S&P 500 between 1962-2004. Jeremy Siegel sites an annual
performance advantage of 1.23% from a dividend-weighted index
over a capitalization-weighted index from 1964-2005. In a world
where annual outperformance of just half a percent would propel
you to the top 15% of all managers, annual excess returns of 1.23%
or 1.97% using a passive strategy are downright eye popping.

New exchange-traded funds have been launched to track the new
fundamentally weighted indices, so the argument is not just
academic any more. Investors can actually take advantage of this
new philosophy. It seems like a no-brainer then to incorporate
these funds into the portfolios Alesco manages to capitalize on
the higher returns available. However, we decided to test the
fundamental weighting hypothesis ourselves to see if we could
determine the true source of the outperformance. What we found
was less than compelling.

Risk Factors Drive Investment Returns

It is true that these new funds have provided strong returns, but
they have not delivered returns in excess of what they should
deliver when considering their risk exposure. This is where it gets a
bit complicated, since risk is not defined as volatility of returns as it
usually is. In 1992 finance professors Eugene Fama and Ken French



wrote a paper describing the sources of stock market returns. What
they found was that the vast majority of the returns from a portfolio
of stocks can be explained by macro“risk factors.”These risk factors
include beta, size, and style.

Beta risk is a measure of a portfolio’s exposure to the overall
market. Beta is considered“systematic”risk in that it is risk you
must take on just to participate in the stock market system. If you
get more than 25 or 30 stocks in a portfolio (the average large-cap
mutual fund today has 228 stocks) spread across industry sectors,
your beta is likely very close to 1, meaning you have equivalent
risk to that of the overall market. This risk factor is not a good
differentiator since most diversified portfolios have roughly the
same market risk exposure.

Size risk relates to the market capitalization of the stocks in the
portfolio. Again, think of Exxon Mobil and Exelon Corp. If both
companies want to borrow $100 million from a bank, Exxon Mobil
will likely pay a lower interest rate than Exelon, since it poses

a lower default risk to the bank. After all, $100 million is fairly
insignificant to a $380 billion company, but could be more difficult
to repay for a smaller company. Investors should think of them-
selves as the bank loan officer, requiring a higher return on invest-
ment from smaller, riskier companies than from larger companies.

Finally, style relates to whether a stock is characterized as”growth”
or“value”. While the definitions of growth and value are somewhat
subjective, financial health and stock price performance are the
primary determinants. Wal-Mart and K-Mart (before it merged
with Sears) offer a good example. Both companies were in the
same business, but they offered investors a very different risk/
return profile. Wal-Mart’s steady sales and earnings growth made
for a fairly smooth ride for its shareholders. K-Mart, on the other
hand, recently went through bankruptcy, showing the extent of its
financial distress. It’s stock plummeted, but then recovered strongly
as the company emerged from bankruptcy, providing a nice return
for those willing to bear the high risk. Again, think of yourself as the
bank loan officer. A bankrupt company; if it can borrow at all, will
have to pay a much higher interest rate for its loan than a healthy
company like Wal-Mart. As an investor, you should also demand

a higher return from financially distressed value companies.

Fundamental vs. Traditional Indexing:
Performance Analysis

This is a long lead in to the fact that fundamentally weighted
indices have outperformed traditional capitalization-weighted
indices by taking on more style risk with greater value exposure,
and in somecases additional size risk. The chart on the next page
shows the exposure to the size and style risk factors for several
indices. The overall market plots neutral since it includes stocks of
all sizes and with both value and growth characteristics. Anything
plotting below the horizontal axis is a large-cap portfolio, and
points to the right of the vertical axis are more value oriented. The

numbers along both axes reflect regression coefficients, which in
simple terms means they show the magnitude of the risk exposure.

Clearly the fundamentally weighted indices have greater value
exposure than the S&P 500, a capitalization- weighted benchmark.
Since greater value exposure implies greater risk, it is no surprise
that the fundamental indices have provided stronger returns.

The yellow point to the far right in the chart below represents

the Fama/French Large-Cap Value Index. This is a capitalization-
weighted index that has intentionally taken on a lot of value
exposure, and has consequently outperformed every other
benchmark studied here over the time periods used in the Arnott
and Siegel studies. That doesn’t mean that everyone should run out
and buy products tracking the Fama/French Large-Cap Value Index.
It simply means that that index provides a lot of value exposure
and may be a good choice for those seeking a value tilt in their
portfolios. The index’s authors don't claim superiority in index
construction as an explanation for its strong performance,

as Arnott and Siegel do.

The real question relevant to this claim is: have the indices provided
value in excess of the risk they have taken on? The answer,
unfortunately, is no. Using multiple regression analysis, we can
construct a model that will tell us what the expected return of a
portfolio is, given its exposure to the beta, size, and style risk factors.
This model concludes there is no value added to the investment
process from using fundamental factor weights.
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Getting Back to Fundamentals

Ultimately, this exercise shows us what is most important in the
investment process: asset allocation, diversification, costs, and tax
efficiency for those paying taxes. There have been many studies



conducted over the years on the benefits of asset allocation, and
our analysis above confirms how important the concept is. Just
by changing the asset allocation in thestock component of the
portfolio to take on more style risk, the returns (and risk) of the
portfolio can be significantly altered. Setting an appropriate mix
of stocks, bonds, real estate, cash, and other asset classes is
paramount in the investment process.

However, the allocation within each asset class is also important.
Risk and return are related in the long run, but not all risks offer
rewards in the same way. For example, buying a single stock in
your portfolio, say Enron in 1999, poses very high risk, but will not
necessarily result in high returns. In this case it would have wiped
you out. Alternatively, exposure to compensated risks such as beta,
size, and style have added value historically for those willing to
invest for the long term. At Alesco, we try to eliminate uncompen-
sated risks and maximize exposure to compensated risk factors,
such as beta, size, and style, in a prudent, diversified manner.

Costs are also an important component of portfolio construction.
As John Bogle, the founder of the Vanguard Group, often quips:
“You get what you don't pay for.”In other words, any fee for
mutual funds, trading commissions, bid/ask spreads, etc. come
directly out of your returns. With respect to performance, the
fundamental indices described above turned out to be neutral with
traditional capitalization-weighted indices. Before fees they neither
added nor destroyed value versus their expected returns. However,
because it is more difficult to create and maintain fundamentally
weighted index funds (they need to be rebalanced more often than
capitalizationweighted index funds), the management fees are
generally higher than the capitalization-weighted products we are
currently using, which should result in lower long-run net returns.

Taxes, for those investing in taxable accounts, also matter. Jeremy
Siegel's dividend weighted products are expected to throw off 3-5
times as much income as traditional index funds. That income will
be taxed in the year it is paid. However, if more of the total return
of an investment comes in the form of capital gains, rather than
dividends, it can generally be deferred (using exchange traded
funds) and may continue to compound in the account. A fund with
heavy dividend income may therefore not be the best choice for

a taxable investor. Moreover, while the majority of the income is
expected to be taxed at the more favorable”qualified dividend”rate
of 15%, some of it will likely also fall into the higher”ordinary
income” category, further hurting after-tax returns.

SERVICE

Traditional Approach Still the Best

It is encouraging that superior academics are focusing on
broad-based portfolio construction issues. That augurs well for
future improvements to the investment process. However, new
research often presents a compelling theory, but falls short in its
real world implementation. In the case of fundamental indexation,
the theory appears equal, but not superior, to what already exists.
Additionally, the real world implementation (fees, expenses, and
taxes) will likely weigh on the theoretical results, leading to
products that fail to live up to expectations. Arnott and Siegel have
spent a lot of time heralding the supposed return benefits of their
respective approaches, but very little time explaining the source

of these benefits or discussing the inherent systematic frictions.

Alesco will continue to monitor new developments that may
improve the portfolios we manage for our clients. However, with
regard to fundamental indexation, we believe we can build
portfolios with similar risk and return characteristics, lower
expense profiles, and greater tax efficiency using the capitalization
weighted products we currently employ.

The”fundamental”rules of investing cannot be changed regardless
of the methodology employed. Ultimately the choice of active
management, fundamental indexing, traditional indexing,
quantitative analysis, or any other methodology is subordinate

to creating a thoughtful asset allocation plan, broadly diversifying
your portfolio, holding for the long-term, and keeping costs and
taxes to minimum levels.

[ A |
mw ‘ALESCO
w ADVISORS

Alesco Advisors LLC
Tobey Village Office Park
120 Office Park Way
Pittsford, NY 14534

P | 585.586.0970
TF | 800.277.3440
F | 585.586.1898

info@alescoadvisors.com
alescoadvisors.com

INTEGRITY

© Alesco Advisors LLC 2008. All rights reserved. Reproduction or quotation in whole or part without permission is forbidden.

VALUE




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams true
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage false
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings false
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile (None)
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
    /Arial-Black
    /Arial-BlackItalic
    /Arial-BoldItalicMT
    /Arial-BoldMT
    /Arial-ItalicMT
    /ArialMT
    /ArialNarrow
    /ArialNarrow-Bold
    /ArialNarrow-BoldItalic
    /ArialNarrow-Italic
    /ArialUnicodeMS
    /CenturyGothic
    /CenturyGothic-Bold
    /CenturyGothic-BoldItalic
    /CenturyGothic-Italic
    /CourierNewPS-BoldItalicMT
    /CourierNewPS-BoldMT
    /CourierNewPS-ItalicMT
    /CourierNewPSMT
    /Georgia
    /Georgia-Bold
    /Georgia-BoldItalic
    /Georgia-Italic
    /Impact
    /LucidaConsole
    /Tahoma
    /Tahoma-Bold
    /TimesNewRomanMT-ExtraBold
    /TimesNewRomanPS-BoldItalicMT
    /TimesNewRomanPS-BoldMT
    /TimesNewRomanPS-ItalicMT
    /TimesNewRomanPSMT
    /Trebuchet-BoldItalic
    /TrebuchetMS
    /TrebuchetMS-Bold
    /TrebuchetMS-Italic
    /Verdana
    /Verdana-Bold
    /Verdana-BoldItalic
    /Verdana-Italic
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 5.0 e versioni successive.)
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
>> setdistillerparams
<<
  /HWResolution [300 300]
  /PageSize [612.000 792.000]
>> setpagedevice


