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Indexes are everywhere today either as a
benchmark to compare against or as a
benchmark to track. Understanding index
weightings and their impact can make or break a
portfolio. Just like riding a car, it’s easy to
“get behind the wheel” of an index and take it
for a ride. However, if something goes wrong,
it's vital to understand what is under the hood
so you know if you can stay the course or if it's
time for a tune up.
So, do you know how your indexes are
weighted? Better yet, do you know what
implications those index weightings have on you
or your client’s portfolio? Take a moment to gain
a better understanding of different index
weightings, their impacts on a portfolio, and
why we think equal weight indexes deserve a
central role in your investment strategy.

WHAT IS INDEX WEIGHTING?
In today’s investing landscape, there are a myriad of
ways that investment firms weight indexes. Index
weighting is the process of allocating funds to
certain stocks based on a set of rules. These various
types of index weightings range from the common
market capitalization weighted index to the obscure
reverse market capitalization weighted index. While
the indexes themselves may target the same type of
asset class exposure, the way the index is constructed can have a dramatic impact on the
end investment result. By altering the index weighting, the index will take on a new
identity, thereby causing it to become more (or less) exposed to certain companies and
factors. While we do not invest directly into an index, investments are designed to track
them. It is important to understand how these types of index weighting methods work so
we understand how they will impact portfolios.

COMMON INDEX WEIGHTING METHODS
There are quite a few different types of index weighting methods, but chances are you’ve
heard of the “big three”: market capitalization weighted, equal weighted, and price
weighted. Examples of these methods are illustrated in Exhibit 1. Aside from these three,
you may not have heard of some of the alternative methods of index weighting. Examples
include fundamentally weighted indexes, where constituents are weighted according to a
fundamental valuation metric, or risk weighted indexes, where constituents are weighted
according to the risk they carry.
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The market capitalization (“market cap”) weighting methodology is one of the more common
ways that indexes are weighted. This method weights the underlying holdings according to
the total market value of a firm’s outstanding shares1. The S&P 500 and the Nasdaq index
are examples of this type of index.
The equal weighted methodology is another strategy that is frequently utilized. As the name
implies, all constituents of the index are given an equal weight regardless of any other metric.
Today you can find many equal weight versions of popular indexes like the S&P 500.
The price weighting methodology is the last of
the three well-known forms of index weighting,
whereby weights of index constituents are based
on their current share price. The Dow Jones
Industrial index (“the Dow”) is an example of this
type of index weighting. While the Dow is a
closely followed index, the price weighting
methodology behind it is quite archaic. The Dow
was created in the 19th century when information
was much more difficult to access. The simplicity
of the price weighting methodology was likely the
reason for its usage3. With technological advances
and the ability to construct more robust indexes,
the price weighting methodology is largely
obsolete.

Figure 1: Common Index Weighting Methods
Source: FTSE Russell2
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EQUAL WEIGHT VS. MARKET CAPITALIZATION WEIGHT
Even though there are many types of ways to weight an index, we think that the most
important distinction that needs to be made is between equal weight and market
capitalization weight indexes. We believe that market capitalization weighted indexes have
a glaring flaw in their construction. By placing a higher weight on companies with the
largest market values, the index will inherently continue to overweight these companies as
more and more money is invested accordingly. As more money flows through to be
allocated, a higher proportion of that is allocated to the top companies which perpetuates
this vicious cycle. It is not until a meltdown of these top holdings occurs that their weight in
the index would be redistributed to others.
Due to this index methodology, the market capitalization indexes can be thought of as a
type of momentum index because of the continual allocation of funds to these top
performing companies. The current make-up of the S&P 500 is a prime example of this
overweighting in action. The top ten holdings now make up over 21% of the weight of the
index, making the S&P 500 particularly more vulnerable to these 10 companies (Figure 2).
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Figure 2: S&P 500 - Top 10 Holdings Weights as of May 31, 2019 4
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Performance of these types of indexes
can be great when the top companies
continue to perform well. However,
overweighting to these select few
firms could result in drastic
underperformance if these companies

“Not only does the equal weight
index allow for the investor to
inherently participate in a buy-low sellhigh strategy, but it also offers broad

experience a drastic decrease in

diversification by avoiding

market value.

concentration in the largest
companies .”

Equal weight indexes offer a simple
solution to the core issues associated

with market capitalization weight indexes. As stated previously, this methodology assigns
the same weight to all constituents of the index. By assigning an equal weight, this
immediately solves the issue of overweighting companies due to an increase in market
value.
Because the main objective is to equal weight all companies that make up the index, the
index by design will sell those whose market values have increased and buy those whose
market values have decreased in comparison. Sounds quite like the old investing adage,
“buy low, sell high”, doesn’t it? 5 Not only does the equal weight index allow for the
investor to inherently participate in a buy-low sell-high strategy, but it also offers broad
diversification by avoiding concentration in the largest companies 6.

W When Size Doesn’t Matter: Equal Weighting vs Market Cap Weighting.” Solactive , Jan. 2018, www.solactive.com/wp-content/uploads/2018/04/SolactiveEqual-Weighting-vs.-Market-Cap-Weighting.pdf
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HOW CAN EQUAL WEIGHT INVESTMENTS IMPACT
MY PORTFOLIO?
Equal weight indexes have been known to outperform when compared to market
capitalization weight indexes. While there is no guarantee of returns in the future, Figure 3
illustrates the performance of the SPDR S&P 500 ETF (SPY) and the Invesco S&P 500 Equal
Weight ETF (RSP). From May 1st, 2003 through May 31st, 2019, SPY had a 199.5% price
change compared to RSP with a 294.9% price change.

Figure 3: SPDR S&P 500 ETF vs. Invesco S&P 500 Equal Weight ETF (RSP).
Past performance is no guarantee of future returns.

The outperformance of equal weight indexes can be primarily attributed to their exposure
to small capitalization (“small cap”) companies 5. An equal weight indexes’ exposure to
small cap companies allows for investors to capitalize on the small cap premium. The small
cap premium refers to the potential to receive additional compensation for taking on the
risk of investing in smaller companies. This was illustrated well by Eugene Fama and
Kenneth French. Their work shows that small cap companies have outperformed large cap
companies since the 1920s 7.
Smart, Lukas. “The Performance of Small Caps: John Hancock Investment Mgmt.” John Hancock Investment Management, 2019,
www.jhinvestments.com/content/jhi-website/en_US/viewpoints/u-s-equities/understanding-the-performance-of-small-cap-stocks.html
7
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SOL US LC Equal
Weight (GTR)

SOL US LC
MCAP Weight
(GTR)

Mean

9.11%

7.03%

Standard Deviation

20.15%

19.03%

Maximum
Drawdown

-58.43%

-54.36%

Sharpe Ratio

0.45

0.37

When comparing equal weight to
market capitalization weight
indexes, the higher exposure to
small cap companies does increase
the overall volatility of the index.
However, when viewing the Sharpe
ratio, you can see the benefits of
the equal weight index from a risk-

Figure 4: Comparison of Equal Weight vs. Market Capitalization
(MCAP) weight index from February 2000 to October 2017 5

adjusted perspective (Figure 4) 5.

PICKING A SIDE
When faced with the decision between equal weight and market capitalization weight
indexes, we believe that the decision is simple. We feel that equal weight indexes, and the
investments that track these indexes, should be preferred to their market capitalization
peers. While market cap weight indexes offer the advantage of outperforming when the
largest companies continue to grow, we believe that methodology is inferior. Market
capitalization weighting exacerbates herding mentality amongst investors by continually
allocating to the largest companies. This allocation of assets concentrates a large amount
of risk among very few companies.
Alternatively, equal weight indexes offer an investor three key benefits. First, equal
weighting provides an objective buy-low sell-high strategy by systematically selling
companies whose values have increased and allocating the proceeds to companies whose
values have fallen. Equal weight indexes have historically outperformed their market cap
peers due to certain exposures that are gained from the difference in weights. Lastly, equal
weight indexes avoid overconcentration in a select few companies, offering broader
diversification for investors.
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DISCLOSURE:
Past performance is no guarantee of future returns. This is WealthShield’s current assessment
of the market and may be changed without notice. The visuals shown are for illustrative
purposes only and do not guarantee success or certain level of performance. This material
contains projections, forecasts, estimates, beliefs and similar information (“forward looking
information”). Forward looking information is subject to inherent uncertainties and
qualifications and is based on numerous assumptions, in each case whether or not identified
herein. It is provided for informational purposes only and should not be considered a
recommendation to buy or sell securities or a guarantee of future results.
This information may be taken, in part, from external sources. We believe these external
sources to be reliable, but no warranty is made as to accuracy. This material is not financial
advice or an offer to sell any product. There is no guarantee of the future performance of any
WealthShield portfolio. The investment strategies discussed may not be suitable for all
investors. Before investing, consider your investment objectives and WealthShield's charges
and expenses. All investment strategies have the potential for profit or loss.
Benchmarks: The index / indices used by WealthShield have not been selected to represent
an appropriate benchmark to compare an investor’s performance, but rather are disclosed
for informational purposes. Detailed information regarding the indices is available upon
request. The volatility of the indices may be materially different than that of the portfolio.
WealthShield is a registered investment adviser. Registration does not imply a certain level of
skill or training. More information about WealthShield including its advisory services and fee
schedule can be found in Form ADV Part 2 which is available upon request.
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