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Presenter
Presentation Notes
Good afternoon, and thank you for joining us for today’s webinar. We have a very informative and hopefully very interesting session planned for you today. My name is Michael Johnston, and I am the managing director at ETF Database and editor at ETFdb.com. I’m going to begin today’s webinar with a prepared presentation that will walk through the nuances of the various weighting methodologies as well as the ETFs that offer access to these approaches. 


Overview

» Highlights of Market Cap Welighting
> Potential Drawbacks

» Alternative Weighting Strategies
> Pros
> Cons

» Impact of “Weight Watching”

» Q&A Session
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Presentation Notes
We’ll begin with a dive a bit deeper into market capitalization weighting, explaining what is under the hood of this approach, as well as the reasons why cap weighting has become so dominant. We’ll move on to a discussion of the various alternative weighting methodologies, discussing the pros and cons of each. I’ll wrap up my presentation with a few illustrations of just how significant the choice of weighting methodology can be. We’ll save some time at the end for a Q&A session, so feel free to submit questions throughout my presentation using the Q&A widget that should be appearing on your screen now. 

Two reminders before we get started: today’s webinar is approved for 1.0 hours of CE credit by the CFP board. You’ll receive an email later today with detailed instructions for making sure that your attendance is reported properly.  Second, today’s slides and a playback of the webinar will be available later today on ETFdb.com. 


Market Capitalization Weighting

» Market Cap = Shares x Price Per Share

» Biggest companies get biggest weighting
> Owning slice of the economy



Presenter
Presentation Notes
With no further ado, let’s get right into it. I want to start by explaining market capitalization weighting. To do that, it helps to briefly review market capitalization, which is calculated as the number of shares outstanding times the price per share. In other words, market capitalization, or market cap, is the value of the equity of the company. 

Indexes that are market cap weighted use the value of the company to determine the allocation afforded to each component stock. Think of this approach as if you had pooled money with other investors to buy a basket of companies, and you now own a fractional share of the entire basket. The more valuable companies would represent a bigger portion of your investment, and the less valuable companies would represent a smaller portion of your investment. It’s as if you own a share of the total economy. 


.

Cap Weighting: Examples &
Advantages

» Cap-Weighted Indexes
> S&P 500 Index
> Russell 2000 Index
- MSCI Emerging Markets Index

» Clear Advantages:
> Allows Ownership of “Slice of Economy”
- Easy to Maintain -> Low Expenses
> Direct Link:

oSS



Presenter
Presentation Notes
Many of the most widely-followed indexes in the world are market capitalization weighted, including the S&P 500, Russell 2000, and MSCI Emerging Markets Index. Market cap weighting has been the default methodology behind index construction for decades; the development of many alternatives to this approach is a relatively new innovation. 

There are some very good reasons why cap weighting has historically been the dominant index methodology. For starters, it is generally the easiest way to “own the market,” since it allows investors to effectively own a small portion of the total market. The simplicity of the market cap methodology comes because there are minimal rebalancing requirements; as the value of a company increases, so too does its weight in the index. The direct link between stock price and index weight insures that rebalancing will be infrequent. Because rebalancing requires the purchase and sale of securities, as well as potentially tax liabilities, avoiding this process can be beneficial to investors. 

The most important characteristic of cap weighting is the link between stock price and index weight. This is the reason for the low maintenance of this methodology, and also the cause for some of the potential drawbacks we’ll discuss briefly. 


Cap Weighting ominance
_

SPDR S&P 500 $80,676M Market Cap
VWO Emerging Markets ETF $40,879.6M SR
EFA MSCI EAFE Index Fund $33,833.9M HELLEL Tl
EEM MSCI Emerging Index Fund $31,188.8M HELLEL Tl
QQQ QQQ $24,264.4M Modified Market Cap
IVV S&P 500 Index Fund $23,931.8M Market Cap
IWF Russell 1000 Growth $12,916.5M Market Cap
WM Russell 2000 Index Fund $12,250.5M Market Cap
IWD Russell 1000 Value ez Market Cap
DIA Dow Jones Industrial Average $9,972.0M Price
ETF

* As of 11/29/2011
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Presentation Notes
This table is meant simply to show how dominant market cap weighting methodologies are in the ETF and indexing space. The majority of equity ETFs are linked to cap weighted benchmarks, as are the lion’s share of equity ETF assets. This table shows the ten largest equity ETFs by assets, as well as the underlying weighting methodology. Led by SPY, with some $80 billion in AUM, most ETFs on this slide offer exposure to cap weighted indexes. The total from this table alone is close to $250 billion—or about a quarter of the total ETF industry. 

If some of the dollars represented on this table belong to you or your clients, we hope you’ll find the rest of this webinar very interesting, especially as we dive in to some of the merits of alternative strategies. 


Cap Weighting: Potential
Drawbacks

» Leads to Top Heavy Portfolios
» Sector Biases

» Inefficient Allocation =2 Erodes Return?



Presenter
Presentation Notes
While there are clear advantages to market capitalization weighting methodologies, it should be noted that there are some potential drawbacks to this strategy as well. The first two listed here are somewhat related: market cap weighting has the potential to result in significant concentrations of holdings within a relatively small number of individual securities or sectors. For advisors and investors seeking to diversify away company-specific risk, that feature can be somewhat undesirable. 

However, the more significant (and perhaps more complex) potential drawback of cap weighting strategies relates to the tendency to overweight overvalued stocks and underweight undervalued stocks. The severity of this issue depends on one’s view on the efficiency of capital markets; we’ll be diving into this in a bit more detail in just a few minutes. 


Cap Weighting Pitfalls

» “Top Heavy” Portfolios
SPDR S&P 500 ETF (SPY)

Top 50 Holdings

Other 450 Holdings
50.26%

.

49.64%
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Presentation Notes
To illustrate the top-heavy inclinations of cap weighted indexes, let’s take a closer look at perhaps the best known benchmark in the world, the S&P 500. This index consists of 500 large cap U.S. stocks, seemingly providing balanced exposure to a deep basket of securities. But a closer look reveals that the largest 50 stocks in the index account for about half of total holdings, with the other half spread across the remaining 450 names in the index. So SPY’s performance depends heavily on 50 stocks, with many components having little impact on bottom line returns to the overall index. 

It should be noted that this feature is not necessarily a negative; the allocation of SPY is simply a reflection of the nature of the U.S. economy—where a few big companies account for a significant portion of the total market capitalization. But cap weighting can overstate the degree of diversification provided by an equity index. 


Cap Weighting Pitfalls

» “Top Heavy” Portfolios

Energy Select Sector SPDR Fund (XLE)

Exxon Mobil &

Chevron
32.44%

Remaining 41
Holdings

67.53%

.
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Presentation Notes
This slide shows another illustration of the potential for cap weighting to result in top heavy portfolios. The Energy SPDR, ticker XLE, is a popular tool for those looking to gain exposure to stocks of oil and gas companies or to play the domestic energy sector. XLE’s portfolio consists of about 43 individual stocks, but two of those names, oil giants Exxon and Chevron, account for nearly a third of the total portfolio. 

Again, this isn’t necessarily a bad thing. XLE’s composition simply reflects the nature of the U.S. energy sector. But it’s worth noting how the market cap weighting methodology can translate into significant company-specific risk. 


Cap Weighting Pitfalls

Sector Biases
» Energy, Financials Afforded Large Weightings
» Utilities, Health Care Underweighted

Energy & Financials 25.00% 26.48% 31.24%

Utilities & Health
Care

p—

14.92% 14.23% 3.94%
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Presentation Notes
Another potential drawback of market cap weighting methodologies is the tendency to favor certain sectors of the economy while underweighting others. This is a fairly common occurrence, especially in international equity products, and the explanation is fairly straightforward. The largest companies in most economies, both domestic and international, are often banks and oil companies. In emerging markets in particular, it is these types of companies that are the most established and that have become the most valuable. 

At the other end of the spectrum are sectors such as utilities and health care; these corners of the market are generally underweight in ETFs linked to cap-weighted benchmarks, since utility and health care companies are generally smaller. The difference becomes significant in emerging markets, where banks and oil companies make up nearly a third of assets but utilities and health care stocks represent only about 4% of the portfolio. 

At the risk of sounding like a broken record, this isn’t necessarily a bad thing; the composition of the index simply reflects the composition of the underlying economy or stock market. But it is certainly worth noting. 


Cap Weighting: Sector Bets

» Cap Weighting = “Bubble Vulnerability”

=

p—
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Presentation Notes
It should be noted that cap weighting can set investors up to ride a bubble higher, which can have a positive impact on the way up or a devastating impact on the way down. During the tech boom of the late 1990s and early 2000s, the tech sector became a larger and larger portion of the S&P 500 as the appreciation of tech companies outpaced other corners of the market. 

Investors who bought into the S&P 500 at the height of the tech bubble made an allocation of about 30% to the tech sector. That proved to be a poor decision when the bubble burst, as the huge weighting to technology ended up doing some serious harm to products linked to indexes that had steadily increased their allocation to this sector. 


Cap Weighting Pitfalls

» The “Allocation Dilemma”

- Overweight Overvalued Stocks
- Underweight Undervalued Stocks

_ Market Cap Index Weight | Fair Weight

Stock 1 $100 $110 28% 29%
Stock 2 $90 $70 25% 19%
Stock 3 $75 $100 21% 27%
Stock 4 $60 $55 17% 15%
Stock 5 $30 $40 8% 11%

Total $355 $375 100% 100%
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This slide is a bit complex, but very important, so I’ll take a few minutes to go over it in detail. This table includes a hypothetical example of five companies that make up an index. The first column is the market capitalization, calculated as the shares outstanding times the per share price. The second column represents the intrinsic fair value of the companies—what the stock is actually worth. This assumes that markets are not perfectly efficient, and that the value of a stock can deviate temporarily from its intrinsic value. This is where the hypothetical comes in; the intrinsic fair value of  a stock cannot be readily calculated, so there is a bit of a stretch here. 

The index weight column shows the allocation made to the stock in a traditional cap weighted index, while the Fair Weight column shows the allocation that should be made if the intrinsic fair value of each stock were known. This is where things get a bit interesting. 

Stocks 1, 3, and 5 are undervalued—their market cap is less than their Fair Value in this hypothetical example. Using the market caps of these companies, the three undervalued stocks would make up about 57% of the index. But if we based the allocation off of the fair value, the allocation should be much higher—about 67%. In other words, cap weighting results in the exact opposite of what savvy investors would want to do; this approach underweights the undervalued stocks. 

Conversely, the overvalued stocks receive a bigger weighting in the index than they deserve if we knew the fair value and used that metric as the weighting tool. Stocks 2 & 4 make up about 42% of the cap-weighted index, when their fair value represents only about 34% of the total fair value. 

The important thing to note in this slide is that the under valued stocks receive a smaller weighting than they quote unquote “deserve” in a cap weighting methodology. If the stock prices of the five stocks ultimately return to their fair value, meaning that 1,3,and 5 appreciate and 2 and 4 depreciate, market cap weighted indexes will be less than optimal. That’s because the stocks that will lose value—ie, the overvalued stocks—receive a bigger weighting than they deserve, while undervalued stocks received a smaller allocation.  

Of course, the Fair Value numbers shown in this example are not available in reality. The example above is simplified considerably, but the underlying premise is perfectly valid if we assume that stock markets are not perfectly efficient: cap weighting has a built in tendency to overweight overvalued stocks and underweight undervalued ones. 


Alternative Methodologies

Cap Weighting Remains Dominant...But Alternatives Are Gaining Ground

Est. Earnings

RAFI
Revenue
Earnings

Dividends

Equal
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Let’s shift gears now and talk about the alternatives. Market cap weighting remains the dominant methodology, but the rise of the ETF industry has contributed to increased acceptance of alternative products, including equal weighting, dividend weighting, earnings weighting, and revenue weighting. Each of these strategies is similar in that they break the link between stock price and weighting assigned. But they are all very different from one another in terms of the methodologies employed and the advantages and disadvantages offered by each. 

From here, we’ll jump into the basics of these various alternative methodologies, starting with equal weighting. 


Equal Weighting: Basics

» Equivalent Allocations To All Components
- Each Stock “Treated Equally”

» Disciplined Selling Of Winners, Buying Of Losers

» Regular Rebalancings



Presenter
Presentation Notes
Equal weighting has become increasingly popular over the last several years as a straightforward, intuitive alternative to cap weighting. Equal weighting is pretty simple; as the name suggests, each component of the index gets an equivalent allocation, regardless of how big the company is or how much the shares are worth.  If there are 100 stocks in the index, each accounts for 1%. 

It should be noted that equal weighted indexes will not always feature perfectly equal weightings; because some stocks perform better than others, the allocations will drift away from the base weight. The best performers will have higher weights, while the worst performers will have lower weights. When the rebalancing date rolls around, the stocks with the highest weights – ie the best performers – are sold, and the stocks with the lowest weights –the worst performers – are bought. That feature might have appeal to some investors, since it forces a disciplined taking of profits from the biggest gainers and a reallocation towards stocks that have performed poorly.  


Equal Weighting: Visualized

Equal Weight
Energy SPDR (XLE) Energy ETF (RYE)

///ll\\\
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This slide hopefully helps to visualize equal weighting using a couple of real life examples. We previously discussed the top heavy cap-weighted XLE, which has Exxon Mobil and Chevron account for about a third of assets. Also shown here is RYE, an ETF from Rydex linked to an equal-weighted index. The holdings of these ETFs are identical; each includes the exact same stocks. But RYE gives an equal weight to each component stock, while XLE determines allocation based on the value of the company. 

As these charts show, though these ETFs feature similar depth, RYE offers considerably greater balance of holdings. 


Cap Weighting: Potential
Drawbacks

» Leads to Top Heavy Portfolios
» Sector Biases

» Inefficient Allocation =2 Erodes Return?



Presenter
Presentation Notes
Let’s bring back up the potential drawbacks of cap weighting that we displayed previously. Equal weighting does a pretty effective job of addressing the first concern, since concentration in any one stock is inherently as low as it can possibly be. The second issue can remain with equal weighting, though this methodology tends to beef up allocations to overlooked sectors relative to cap weighting approaches. 

And equal weighting is effective at breaking the link between stock price and index weight. 


Equal Weighting: Tilts

» Tilt Towards Small Cap Stocks

Large Caps 86.8% 51.4%
Mid Caps 12.7% 45.9%
Small Caps 0.2% 2.7%

Source: Morningstar as of 12/5

» Tilt Towards Contrarian Methodology
- Sell Relative Winners, Buy Relative Laggards
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There are other ways to look at the equal weighting methodology, including as a tilt towards small cap stocks. Because the largest company in an equal-weighted index receives the same allocation as the smallest stock, it follows that there would be a shift towards smaller companies. Take a look at SPY, which is linked to the S&P 500, and RSP, which includes the same 500 stocks but with an equivalent allocation afforded to each. 

Large caps make up about 87% of SPY, as compared to only about 51% of RSP. In other words, RSP features a tilt towards mid cap and small cap stocks. That generally translates into higher volatility—on both the up side and the downside.

Equal weighting can also be seen as a contrarian strategy, since rebalancings involve selling stocks that have performed relatively well and using the proceeds to buy stocks that have lagged behind their peer group. 


Equal Weighting: ETF Options

» Rydex Lineup Of Equal Weight ETFs

Ticker Name Compare
To

RSP S&P 500 Equal Weight ETF SPY
EWMD S&P MidCap 400 Equal Weight ETF MDY
EWSM S&P SmallCap 600 Equal Weight ETF IJR
EWEM MSCI Emerging Markets Equal Weight ETF EEM

EWEF MSCI EAFE Equal Weight ETF EFA



Presenter
Presentation Notes
Rydex, which is in the process of being combined into Guggenheim investments, offers a lineup of equal weight ETFs that includes alternative to popular S&P and Russell benchmarks. In addition to the funds shown here, there are equal-weighted alternatives to the Russell 1000, Russell 2000, and all of the sector SPDR ETFs. 

These ETFs generally feature perfect overlap with the better known cap-weighted indexes. In other words, RSP holds the exact same 500 stocks held by ETFs linked to the S&P 500. The names are the same, but the weights given to each are different. That may seem like a very minor distinction, but as we’ll show in a little bit the weighting methodology can end up having a huge impact on bottom line returns. 


Equal Weighting: Twists

» Equal Sector Allocation
> Avoids Big Bets On “Bubbles”
- Allows Participation In Rallies In All Sector
> Forces Disciplined Rebalancing

» ALPS Equal Sector Weight ETF (EQL)
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While we’re discussing equal weight ETFs, I want to briefly touch on a product that takes a slightly different approach. The ALPS Equal Sector Weight ETF, EQL, is designed to specifically address the second potential drawback of cap weighting: sector biases. EQL consists of an equal weight in each of the nine major sectors: financials, materials, energy, industrials, technology, health care, utilities, consumer discretionaries, and consumer staples. The thesis behind this strategy is simple, but compelling. EQL is designed to avoid bubbles such as the one that formed in the tech sector about a decade ago, while allowing investors to participate in rallies in sectors that are underweight in traditional  cap-weighted benchmarks. 

Moreover, EQL forces a rebalance from winning sectors to relative laggards upon rebalance. 


Equal Weight: Pros & Cons

» Advantages:
- Breaks Link Between Stock Price, Index Weight
> Disciplined, Rules-Based Rebalancing

» Drawbacks:

- Higher Maintenance - Higher Fees, Potentially
Diminished Tax Efficiency

- Small Cap Tilt = Higher Volatility
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To recap…


Dividend Weighting: Basics
» Universe = Dividend Paying Companies

» Weights Determined By Dividend-Related Metrics
- Cash Dividends Paid
- Dividend Yield

» Breaks Link To Stock Price
> Enhanced Dividend Yield
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Let’s move on now to dividend-weighting, a strategy that has become popular as more and more investors have been embracing dividend-focused portfolios. This methodology is also pretty straightforward, and pretty much what you might expect based on the name. Generally, dividend-weighted indexes select components from a broad benchmark, such as the S&P 500 or an emerging markets index. The first step is generally to weed out the non-dividend paying companies. 

Dividends also play a key role in determining the weighting assigned to each stock, which can be calculated on metrics such as total dividends paid or dividend yield. We’ll jump into the distinction on an upcoming slide. Either way, dividend-weighting achieves the objective of breaking the link between stock price and index weight, and should generally result in a higher dividend yield relative to an otherwise similar cap-weighted product. 



.

Dividend Weighting: More
Thoughts
» Added Benefit: Avoid “Book Cookers”

» Value Tilt: Focuses on Dividend Payers

» May Exclude Desirable, High Growth Stocks
- Example: Exclusion of AAPL

» Correlation: Dividends & Market Cap

» Sector Bilases?
o Telecom, Utilities, Real Estate
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There are a few more elements of dividend weighting that should be considered. First, let’s discuss a potential benefit of this strategy that might not jump out at you: the ability to steer clear of companies that are guilty of accounting fraud. Here’s the rationale behind this idea: Dividends are perhaps the most difficult metric on the financial statements to manipulate; companies can use accounting tricks to pump up revenue or earnings, but dividends can’t really be fudged. If the money isn’t actually paid out, a whole lot of people are going to know right away. 

Companies that are reporting big earnings but not paying much out—perhaps because they don’t actually have the cash—should get a relatively small weighting in dividend-weighted indexes—or perhaps be excluded altogether. 

You’ve probably thought through some of the ramifications of dividend-weigting by now; there is likely to be a tilt towards “value” stocks given the focus on dividends, which should result in a lower P/E ratio and higher dividend payout. You may have also realized that certain stocks will be excluded altogether from dividend-focused and dividend-weighted ETFs. Perhaps the best example here is Apple, a stock that has been a big winner in recent years but that does not pay a dividend. As such, you won’t find AAPL stock in any dividend-weighted index. 

Correlation to market cap

It should also be noted that there can be sector biases in dividend-weighted indexes—not necessarily towards the sectors that are home to the biggest companies, but towards sectors known for high payouts. Historically, utilities, telecoms, and real estate firms have made juicy payouts to shareholders. So it should be no surprise that these sectors often receive big allocations in dividend-weighted indexes. 



Dividends vs. Dividend Yield

» Dividend Welighted Index: Amount Of Cash
Dividends

» Dividend Yield Weighted Index: Dividend Yield

Weight: Weight:
Mé;ket Dividend Yield Dividend Yield
P Weighted | Weighted
Company A $900 5% 83% 36%
Company B $100 9% 17% 64%

&
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Presentation Notes
Let’s talk briefly about two different variations of dividend-related weighting methodologies. The term “dividend” weighting generally means that allocations are determined based on the cash distributions made to shareholders; a company that makes $20 million in distributions will get twice the weight of a company that pays $10 million in dividends. 

There is also dividend yield weighting, a methodology that gives the biggest weightings towards stocks with the highest dividend yields. 

This table should highlight the differences between these two approaches that may sound similar but that can produce very different results. 

Company A has a market cap of $900 million, and makes an annual dividend of $45 million. That results in a dividend yield of 5%.
Company B has a market cap of just $100 million, and makes an annual dividend of $9 million. That results in a dividend yield of 9%. 

Suppose that these two companies are the only components of an index. If the index were weighted based on cash dividends paid, Company A would make up about 83%. If it were weighted based on dividend yield, however, Company B would make up almost two thirds.

So the choice between these dividend-focused weighting methodologies can have an impact on the yield of the index. Dividend-weighted indexes won’t necessarily deliver huge dividend yields, since they are generally designed to capture the companies that make the biggest dividend payouts. A company can make a massive dividend payout but have a low dividend yield. 


Dividend Weighting: ETF Options

» WisdomTree Dividend-Weighted ETFs
- Total Dividend Fund (DTD)

LargeCap Dividend Fund (DLN)

MidCap Dividend Fund (DON)

SmallCap Dividend Fund (DES)

Various Equity Markets: Australia (AUSE), EAFE (DWM),
Emerging Markets (DEM), Global (DEW)

(0]

o

(0]

o

» Dividend Yield-Weighted ETFs
- Emerging Markets: HILO, EDIV
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WisdomTree offers a lineup of dividend-weighted ETFs, including funds targeting both domestic and international equity markets. 

This slide also highlights a couple of emerging markets ETFs linked to dividend yield-weighted indexes. 


Earnings Weighting: Basics
» Weights Assigned Based On Earnings

» Value Tilt

» Excludes Companies Losing Money

» Strong Correlation to Market Cap
- Earnings Drives Value




Earnings Weighting: Examining
EPS
» WisdomTree Earnings 500 Fund (EPS)

EPS Weight | __SPY Weight

Exxon Mobil 4.4% 3.5% (1)
Chevron 2.8% 1.8% (4)
AT&T 2.7% 1.5% (9)
Microsoft 2.6% 1.7% (5)
Apple 2.4% 3.2% (2)

IBM 2.3% 2.0% (3)
Wal-Mart 2.2% 0.9% (23)

Intel 1.9% 1.2% (16)
Johnson & Johnson 1.8% 1.6% (8)

JP Morgan 1.6% 1.1% (17)

M


Presenter
Presentation Notes
To get a feel for earnings weightings, let’s consider the composition of the WisdomTree Earnings 500 Fund, an ETF linked to an earnings-weighted index. Of the top ten holdings of EPS, 7 are included in the top ten holdings of SPY, which as we all know is linked to a cap-weighted benchmark. There are a few noteworthy differences; Wal-Mart is in the top ten of EPS despite being ranked #23 in terms of market cap. 

Earnings-weighting is a shift towards low P/E stocks


Revenue Weighting: Basics

v

Weighted By Top Line Revenue

v

Rebalance From High P/Sales To Low P/Sales

Diverse Portfolio vs. SPY
> Ford Motor Company: #7 (RWL) vs. #57 (SPY)
o Cardinal Health: #18 (RWL) vs. #193 (SPY)

v

v

Shift Towards Low Margin Businesses

Shift Towards Big Debt Burdens

>




Revenue Weighting: Biases

» Tilt Towards Low Margin Business

_ Company A |Company B |Company C

Revenue $500 $500 $500

Net Income $250 $100 $5
Margin 50% 20% 1%

P/E Multiple 10x 10x 10x

Market Cap $2,500 $1,000 $50
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Presentation Notes
This table outlines three hypothetical companies, each with annual revenue of $500 million. Assuming a P/E multiple of 10x, the values of these companies range from $50 million to $2.5 billion. 


Revenue Weighting: Biases

» Tilt Towards Debtors

_ Company A |Company B |Company C

Revenue $500 $500 $500
Op. Expenses ($250) ($250) ($250)
Interest ($200) ($100) ($0)
EBT $50 $150 $250
Less: Taxes ($20) ($60) ($100)
Net Income $30 $90 $150
P/E Multiple 10x 10x 10x

Market Cap $300 $900 $1,500



Presenter
Presentation Notes
This table outlines three hypothetical companies, each with annual revenue of $500 million and operating expenses of $250 million. But because of very different debt burdens, the values of the stocks of these companies are quite different. 

This explains why stocks such as Ford receive a big allocation in RWL. 


Revenue Weighting: ETF Options

» RevenueShares Lineup:

Name Ticker Compare
To

Large Cap Fund RWL SPY
Mid Cap Fund RWK MDY
Small Cap Fund RWJ 1JS
Financial Sector Fund RWW XLF
ADR Fund RTR

Navellier Overall-A 100 Fund RWV n/a



RAFI Weighting: Overview

» Research Affiliates Fundamental Index

» Weights Based On Fundamental Factors
> Revenue
> Cash Flow
> Dividends
- Book Value

» Designed To Measure “True Economic Size” of
Companies
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Successful at breaking the link between stock price and index weight. 

Use of multiple fundamental factors diminishes dependence on any one metric


RAFI Weighting: More Thoughts

» Value Tilt

» Less Likely To Exclude Stocks
> AAPL

» Can Be Applied To Bonds As Well
- Fundamental High Yield Bond ETF (PHB)

> Fundamental Investment Grade Corporate Bond ETF
(PFIG)
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Successful at breaking the link between stock price and index weight. 

Use of multiple fundamental factors diminishes dependence on any one metric


Summary of Weighting
Methodologies

Methodology Advantages Potential Drawbacks

Market Cap Cheap, Easy, Tax Concentration, Inefficient
Efficient Allocation

Equal Balanced, Breaks Link To Small Cap Tilt, Contrarian
Stock Prices Strategy

Dividend Higher Yield, Breaks Link  Value Tilt, Incomplete
to Stock Prices Coverage

Earnings Breaks Link to Stock Incomplete Coverage
Prices

Revenue Focus on Low P/Sales Tilt Towards Low Margins,
Stocks High Debt

RAFI Uses Multiple Value Tilt

Fundamental Factors




Summary of Weighting

Methodologies
Exxon Mobil 3.5% 0.2% 4.5% 4.4% 3.8%
Apple 3.2% 0.2% 0.0% 2.4% 0.6%
IBM 2.0% 0.2% 2.0% 2.3% 1.1%
Chevron 1.8% 0.2% 3.1% 2.8% 2.1%
Microsoft 1.7% 0.2% 2.3% 2.6% 0.6%
Proctor & Gamble 1.6% 0.2% 2.5% 1.4% 0.8%
GE 1.6% 0.2% 2.2% 1.4% 1.7%
Johnson & Johnson 1.6% 0.2% 2.8% 1.8% 0.6%
AT&T 1.5% 0.2% 4.5% 2.7% 1.3%

Pfizer 1.4% 0.2% 3.1% 1.2% 0.8%




The “Weight” Impact

Weighting _ 2010 % | Thru Q3 2011

Earnings 13.26% -7.58%
Market Cap SPY 14.58% -8.71%
Equal Sector EQL 14.83% -7.33%
Revenue RWL 16.50% -9.99%
Dividend DLN 14.98%
RAFI PRF 19.68% -11.36%

Equal RSP 20.60% -11.50%




Alternative Weighting + Bonds

» Market Cap Weighting In Bond Arena
- Larger Debtor = Larger Weighting

» ETF Options: PHB, PFIG, CBND

» Alternatives: Fundamental Measures
° Interest Coverage

o Cash Flow
- RAFI Factors




Questions??
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