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Simple. Effective. Equal-weight.

= A straightforward approach to reduce concentration risk
= Reduces “the big get bigger” effect of cap-weighted “passive” indices
= Scope for outperformance relative to traditional indices

Critics of tracker funds often flagged concentration risk or the “big get bigger” approach of
passive investing as a structural flaw to index investing. But concentration risk is a choice, not an
obligation for the index investor. As would be expected, an equal weight approach has proved
relatively more defensive in the down-market year-to-date.

The S&P500 Equal Weight index has returned -5.2% against the traditional S&P 500's -9.3% YTD,
in GBP terms.

Fig.1. S&P 500 vs S&P 500 Fqual Weight 1h22 performance
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Traditional passive vs alternatively-weighted indices

When funds or ETFs track an index, they are known as “passive” and this style is known as “passive
investing”. We prefer the term “index investing”, because investors can be active around asset
allocation decisions, and implement using index-tracking funds. Furthermore index selection
requires an active choice, as not all indexes are constructed the same way.


https://www.elstonsolutions.co.uk/insights/using-indices-with-higher-concentration-risk-is-a-choice-not-an-obligation
https://www.elstonsolutions.co.uk/insights/using-indices-with-higher-concentration-risk-is-a-choice-not-an-obligation
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Traditional indices are designed such that their constituents are weighted according to respective
market capitalisation. This means they will hold ten times more of a company with a market cap
of £1m than a company with a market cap of £100,000. This approach is considered to be the
truest representation of a market portfolio, assuming markets are efficient: companies are
weighted by their market value.

More recently, however, alternative indices (also known as Smart-Beta indices) have been
constructed according to different, non-market-cap-weighted premises. For example, for a single
equity market, such as US Equities and other markets, there are indices that weight securities
based on their factor-style, those that focus on dividend contribution, those that focus on
dividend yield ranking, those that focus on volatility ranking, and perhaps most simplistically, there
is also the equal-weight index.

Constructing the equal-weight index

The equal-weight index is constructed via the straightforward calculation of one divided by the
number of constituents in the index. That's why it's sometimes known as a “1 over N” index. So if
an index features 100 companies, then it will hold 1% of each of them. This completely discounts
any consideration of profits, dividends, liquidity or market cap.

The problem inherent in a traditional, cap-weighted index is that outperformance is the cap-
weighted premise is self-reinforcing. This means that as a company grows it becomes a bigger
part of the index which means investors allocate more to it. So the big constituents automatically
get bigger.

Scope for (relative) outperformance
An equal weight index will always be directionally consistent with its parent index.

In up markets, there will be times when it outperforms. This is most likely in a broad recovery
market, where all stocks are being lifted. There will be times when it underperforms. This is most
likely in a market characterised by growth that is concentrated in a few names trading on
expanding multiples.

In down markets, in a late cycle market where those same over-valued growth stocks are losing
more ground than their index counterparts, (like today’s environment), an equal-weight index is
likely to outperform.
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Fig.2. S&P 500 vs S&P 500 Equal Weight: Discrete Returns
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Source: Elston research, Bloomberg data. Total Return data in USD terms
Like Value investing, an equal-weight strategy is effective in the current market environment

In terms of investment style, the equal-weight approach has more of a bias towards value than
growth and again, owing to its construction. This is reflected in current performance.

Interestingly, over the long-term, risk adjusted returns are generally higher for equal-weight
strategies because concentration risk is reduced. The inevitability over a longer period that the
market will come to be dominated for a period of time by, for example, big oil (in the 1980s) or
big tech (now), is mitigated if holdings are weighted equally.

When investing, it is important to remember that using traditional, more concentrated,
indices is a choice, not an obligation and that alternatively-weighted options can offer
alternative return patterns for the same asset class exposure.

Henry Cobbe, CFA

Elston Consulting

For more on this topic, please see our CISI-endorsed CPD webinar:

The curious power of equal weight, with quest speaker Tim Edwards, Managing Director, Index
Investment Strategy, S&P Dow Jones Indices



https://www.brighttalk.com/webcast/18493/528358?utm_source=Elston&utm_medium=brighttalk&utm_campaign=528358
https://www.brighttalk.com/webcast/18493/528358?utm_source=Elston&utm_medium=brighttalk&utm_campaign=528358
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For more insights and information on research, portfolios and indices, visit:

Find out more

www.elstonsolutions.co.uk or NH ETF<Go>

www.elstonsolutions.co.uk

ABOUT ELSTON

We research, design and build investment solutions with and for asset owners, managers
and advisers.

Our Research & CPD focuses on multi-asset strategies, index funds and ETFs.

NOTICES

With reference to the European Union Directive 2014/65/EU on markets in financial instruments (“MiFID 1I): this Report
does not provide a recommendation for an action, provides information freely available for public consumption and does
not therefore constitute "Research” as defined by MIFID I This is because this report contains purely factual information
on one or several financial instruments or issuers and does not explicitly or implicitly recommend or suggest an investment
strategy. It does not therefore constitute an investment recommendation as defined within the meaning of Article 3(1)(35)
of EU Markets Abuse Regulation ("MAR"), in conjunction with Article 3(1)(34) of MAR. For further information, please refer
to ESMA guidance ESMA70-145-111 Version 12.

With reference to the European Union's Market Abuse Regulation (Regulation (EU) 596/2014): we warrant that the
information in this report is presented objectively, and the following commercial interests are hereby disclosed: Elston
Consulting Limited creates research portfolios and administers indices that may or may not be referenced in this report.
If referenced, this is clearly designated and is to raise awareness and provide purely factual information as regards these
portfolios and/or indices.

An “Index” is a Regulated Benchmark. An “Index Portfolio” is not a regulated benchmark but a research portfolio of index-
tracking investments with a periodic rebalancing scheme.

All company, product and service names and trademarks used in this article are for identification purposes only and are
the property of their respective owners, and their usage does not imply endorsement.

This document is not an advertisement or financial promotion. It is provided for informational purposes only and is not
intended to be an offer or solicitation, or the basis for any contract to purchase or sell any security or other instrument,
or for Elston Consulting Limited to enter into or arrange any type of transaction as a consequence of any information
contained herein.

This document is issued by Elston Consulting Limited registered in England & Wales, registration number 07125478,
registered office: 1 King William Street, London ECAN 7AF.

© Elston Consulting Limited. All rights reserved  No unauthorised reproduction.
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