
Alternatively Weighted and 
Factor Indexes

Insights

Asset owners and asset managers are increasingly interested in so-called “smart 
beta” indexes, a category that includes factor and alternatively weighted indexes. 
In a series of four FTSE Russell Insights, we explore the concept of factors in 
depth. We examine the differences between factor indexes and other types of 
smart beta index, illustrate how factor exposure is embedded in an index and 
suggest how factors can be combined most effectively.

In this Insights, the second of the series, we explore the differences between 
alternatively weighted and factor indexes.

Categorization of smart beta
Smart beta is a term that covers a wide range of systematic, index-based 
investment strategies in the equity markets and, increasingly, in other asset 
classes. Smart beta indexes depart from the standard index construction 
methodology of weighting constituents by their market value (capitalisation).

FTSE Russell distinguishes two types of indexes:

 • Alternatively weighted indexes, designed to achieve specific index level 
objectives such as greater levels of diversification or lower levels of 
volatility;

 • Factor indexes, designed to reflect the performance of factor risk premia 
in a transparent, rules-based and replicable format.
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Types of Smart Beta Indexes
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Source: FTSE Russell

Interest in smart beta driven by both risk and 
return considerations
The 2014 and 2015 FTSE Russell Smart Beta surveys reveal that interest in 
smart beta amongst asset owners has been driven both by risk considerations 
(such as a wish to reduce index-level risk or to improve levels of index 
diversification) and a desire to enhance return through exposure to factor 
risk premia. 

Smart Beta Index Interest is both Risk-Aware and Return-Aware
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Source: FTSE Russell,. Russell Smart Beta Survey 2014. Asset owners who declared themselves 
as currently evaluating smart beta, having evaluated and decided not to implement, or having a 
smart beta allocation, were asked: “What investment objective initiated your evaluation of smart 
beta strategies?”. 
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Factor exposure in alternatively 
weighted indexes
Alternatively weighted indexes also display factor exposures. 

For example, a simple alternative weighting approach is to weight stocks in an 
index equally, rather than according to their market capitalization. This equal 
weighting approach can be measured as exposure to the size, momentum, 
quality, value, volatility and illiquidity factors (see the table below).

Average Factor Exposure – Equally Weighted Index

Average factor exposure

Illiquidity
12–month 

momentum Quality Size Value
(Low) 

volatility

FTSE Developed 
Equally Weighted 
Index 1.21 -0.07 -0.01 1.42 0.08 -0.28

Source: FTSE Russell, data as at July 31 2015 FTSE Developed and FTSE Developed Equally 
Weighted indexes, September 2001–July 2015. The equally weighted index is rebalanced quarterly. 
Factor exposure is the average monthly exposure. Past performance is no guarantee of future 
results. Please see the disclaimer for important legal disclosures.

An equally weighted index has an underweight position in large-capitalization 
stocks, leading to a positive exposure to the size factor. Since larger stocks 
tend to be more liquid, a tilt towards small capitalization stocks results in a 
positive exposure to the illiquidity factor. And smaller stocks tend to be volatile, 
causing higher observed levels of volatility (i.e., negative exposure to the low 
volatility factor). 

Another example of factor exposures can be seen in fundamental indexes, which 
weight companies according to their economic footprint, rather than their market 
capitalization. For example, the FTSE RAFI indexes are constructed using 
four fundamental measures of companies’ size: sales, cash flow, book value 
and dividends.

As companies’ fundamental size is correlated with their market capitalisation, 
fundamental indexes tend to have similar size and liquidity characteristics as a 
capitalisation-weighted index, resulting in negligible exposure to the illiquidity and 
size factors (see the table below).

Average Factor Exposure – Fundamental Index 

Average factor exposure

Illiquidity
12–month 

momentum Quality Size Value
(Low) 

volatility

FTSE RAFI 
Developed 1000 -0.03 -0.11 -0.19 -0.06 0.32 -0.08

Source: FTSE Russell, data as at July 31 2015. FTSE Developed and FTSE RAFI Developed 1000 
indexes, March 2007–July 2015. The FTSE RAFI Developed 1000 index is rebalanced annually 
in March. Factor exposure is the average monthly exposure. Returns shown reflect hypothetical 
historical performance. Past performance is no guarantee of future results. 
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However, fundamental indexes do have a value orientation. As value stocks 
are frequently out of favour, they also tend to display negative exposure to 
momentum. And as quality stocks tend to be expensive, a fundamental index 
typically has negative exposure to the quality factor. 

Risk-based indexes (in particular the FTSE Developed Minimum Variance Index 
and FTSE EDHEC-Risk Efficient Developed Index) exhibit a substantial positive 
exposure to the size and illiquidity factors (see the table below). In other words, 
they have an overweight position in less liquid smaller-capitalisation stocks 
relative to the capitalisation-weighted index, although to a lesser extent than the 
equally weighted index.

The risk-based indexes display variable exposure to the volatility factor: the 
FTSE Developed Minimum Variance Index has positive exposure to the low 
volatility factor, whilst the FTSE EDHEC-Risk Efficient Developed Index exhibits 
a negative exposure (i.e., it is exposed to stocks exhibiting above-average levels 
of volatility).

Average Factor Exposure – Risk-Based Indexes 

Average factor exposure

Illiquidity
12–month 

momentum Quality Size Value
(Low) 

volatility

FTSE Developed Equal 
Risk Contribution Index 0.63 -0.03 0.06 0.71 0.02 0.03

FTSE Developed 
Minimum Variance Index 1.03 0.00 0.12 1.24 0.04 0.23

FTSE EDHEC-Risk 
Efficient Developed Index 0.83 0.05 0.06 1.11 -0.01 -0.12

Source: FTSE Russell, data as at July 31 2015. FTSE Developed, FTSE Developed Minimum 
Variance, FTSE Developed ERC and FTSE EDHEC-Risk Efficient Developed indexes, September 
2003–July 2015. The FTSE Developed Equal Risk Contribution Index and the FTSE Developed 
Minimum Variance Index are rebalanced semi-annually in March and September. The FTSE 
EDHEC-Risk Efficient Developed Index is rebalanced quarterly. Factor exposure is the monthly 
average exposure. Past performance is no guarantee of future results. Please see the disclaimer for 
important legal disclosures.
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Factor exposure of alternatively weighted 
indexes varies over time
Although particular types of alternatively weighted indexes have their own 
characteristic factor exposures, the magnitude of these exposures varies 
over time. 

For example, the value factor exposure of the FTSE RAFI Developed 1000 index 
became more pronounced during the financial crisis in early 2009, as equity 
market valuations became increasingly depressed. At the same time, the index’s 
quality factor exposure became increasingly negative (see the charts below).

Quality Factor Exposure: FTSE RAFI Developed 
1000 Index

Value Factor Exposure: FTSE RAFI Developed 
1000 Index
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Source: FTSE Russell, data as at July 31 2015. FTSE Developed and FTSE RAFI Developed 1000 
indexes, March 2007–July 2015. The FTSE RAFI Developed 1000 index is rebalanced annually in 
March. Past performance is no guarantee of future results. Please see the disclaimer for important 
legal disclosures.



FTSE Russell  |  Alternatively Weighted and Factor Indexes 6

Similarly, the factor exposures of risk-based indexes have also varied 
substantially over time. For example, the size factor exposure of three FTSE 
risk-based indexes declined steadily during the 2003-2015 period, while the 
indexes’ value factor exposure has moved between positive and negative 
territory (see the charts below).

Value Factor Exposure: Risk-Based IndexesSize Factor Exposure: Risk-Based Indexes
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Source: FTSE Russell, data as at Jully 31 2015. FTSE Developed, FTSE Developed Minimum 
Variance, FTSE EDHEC-Risk Efficient Developed and FTSE Developed ERC indexes, September 
2003–July 2015. Factor exposure is the monthly average exposure. Past performance is no 
guarantee of future results. Please see the disclaimer for important legal disclosures.

Index objectives
The factor exposures of alternatively weighted indexes tend to be variable over 
time because they are a by-product of the index design, rather than the indexes’ 
primary objective. By contrast, factor indexes have the specific objective of 
providing consistent exposure over time to the factor or factors of interest. In the 
next Insights of this series, we describe how factor indexes achieve this goal.
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© 2016 London Stock Exchange Group companies.

London Stock Exchange Group companies includes FTSE International Limited (“FTSE”), Frank Russell Company (“Russell”), MTS Next 
Limited (“MTS”), and FTSE TMX Global Debt Capital Markets Inc (“FTSE TMX”). All rights reserved.

“FTSE®”, “Russell®”, “MTS®”, “FTSE TMX®” and “FTSE Russell” and other service marks and trademarks related to the FTSE or Russell 
indexes are trademarks of the London Stock Exchange Group companies and are used by FTSE, MTS, FTSE TMX and Russell under licence.

All information is provided for information purposes only. Every effort is made to ensure that all information given in this publication is accurate, 
but no responsibility or liability can be accepted by the London Stock Exchange Group companies nor its licensors for any errors or for any 
loss from use of this publication.

Neither the London Stock Exchange Group companies nor any of their licensors make any claim, prediction, warranty or representation 
whatsoever, expressly or impliedly, either as to the results to be obtained from the use of the FTSE Russell Indexes or the fitness or suitability 
of the Indexes for any particular purpose to which they might be put.

The London Stock Exchange Group companies do not provide investment advice and nothing in this document should be taken as constituting 
financial or investment advice. The London Stock Exchange Group companies make no representation regarding the advisability of investing 
in any asset. A decision to invest in any such asset should not be made in reliance on any information herein. Indexes cannot be invested in 
directly. Inclusion of an asset in an index is not a recommendation to buy, sell or hold that asset. The general information contained in this 
publication should not be acted upon without obtaining specific legal, tax, and investment advice from a licensed professional.

No part of this information may be reproduced, stored in a retrieval system or transmitted in any form or by any means, electronic, mechanical, 
photocopying, recording or otherwise, without prior written permission of the London Stock Exchange Group companies. Distribution of the 
London Stock Exchange Group companies’ index values and the use of their indexes to create financial products require a licence with FTSE, 
FTSE TMX, MTS and/or Russell and/or its licensors.

The Industry Classification Benchmark (“ICB”) is owned by FTSE. FTSE does not accept any liability to any person for any loss or damage 
arising out of any error or omission in the ICB.

Past performance is no guarantee of future results. Charts and graphs are provided for illustrative purposes only. Index returns shown 
may not represent the results of the actual trading of investable assets. Certain returns shown may reflect back-tested performance. All 
performance presented prior to the index inception date is back-tested performance. Back-tested performance is not actual performance, 
but is hypothetical. The back-test calculations are based on the same methodology that was in effect when the index was officially launched. 
However, back-tested data may reflect the application of the index methodology with the benefit of hindsight, and the historic calculations of 
an index may change from month to month based on revisions to the underlying economic data used in the calculation of the index.

For more information about our indexes, please visit ftserussell.com. 
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About FTSE Russell
FTSE Russell is a leading global provider of benchmarking, analytics and 
data solutions for investors, giving them a precise view of the market relevant 
to their investment process. A comprehensive range of reliable and accurate 
indexes provides investors worldwide with the tools they require to measure and 
benchmark markets across asset classes, styles or strategies.

FTSE Russell index expertise and products are used extensively by institutional and 
retail investors globally. For over 30 years, leading asset owners, asset managers, 
ETF providers and investment banks have chosen FTSE Russell indexes to 
benchmark their investment performance and create ETFs, structured products and 
index-based derivatives.

FTSE Russell is focused on applying the highest industry standards in index 
design and governance, employing transparent rules-based methodology 
informed by independent committees of leading market participants. FTSE 
Russell fully embraces the IOSCO Principles and its Statement of Compliance 
has received independent assurance. Index innovation is driven by client needs 
and customer partnerships, allowing FTSE Russell to continually enhance the 
breadth, depth and reach of its offering.

FTSE Russell is wholly owned by London Stock Exchange Group.

For more information, visit www.ftserussell.com. 

To learn more, visit www.ftserussell.com; email index@russell.com, info@ftse.com; 
or call your regional Client Service Team office:

EMEA
+44 (0) 20 7866 1810

North America
+1 877 503 6437

Asia-Pacific
Hong Kong +852 2164 3333
Tokyo +81 3 3581 2764
Sydney +61 (0) 2 8823 3521


