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Key Points

The RAFI™ Fundamental Index has a value tilt,
but to characterize it as a value index would be
an oversimplification that misses the important
advantages that the fundamental index offers
above standard “value” index approaches.

RAFI has produced consistent historical
outperformance, and we continue to expect
stronger excess returns for RAFI compared with
standard value indexes, due to the structural
nature of its alpha.

Companies with growing fundamentals not only
contribute to a strategy's total return but also
provide a foil against which to rebalance out of
newly expensive names into cheaper
alternatives. 

RAFI is designed to reward growing companies
with higher weights (not punish them for not
fitting the conventional profile of a distressed
value stock), and it systematically rebalances
holdings against market sentiment, generating
premium in the long run.

Data about fundamentals can be used to
identify valuation characteristics, or it can be
used to identify growth characteristics. We ask,
“Why not both?” RAFI was designed to keep
your growth and contra-trade too.

ARTICLE

Must Value Be Anti-Growth?
July 2025

This article is a companion to the longer article Fundamental Growth on SSRN.

A cynic is a man who knows the price of everything and the value of nothing. So

Oscar Wilde quipped 130 years ago in his play Lady Windermere’s Fan. If Wilde’s turn

of phrase is true, today’s index investing ecosystem is full of cynics. To invest in an

index, a portfolio manager must know only the price of all the stocks and ignore the

true value of any of those companies. The invention of the RAFI™ Fundamental Index

(RAFI) 20 years ago sought to turn this practice on its head by focusing on the

economic value of companies, remaining agnostic as to their prices. The result was

an approach with a stark value tilt, and since that time, RAFI has been associated with

value investing.

Yet this characterization of RAFI is an oversimplification and misses the important

advantages that the fundamental index offers above standard “value” index

approaches. Indeed, using the US market as an example, RAFI has outperformed

other popular value indexes through multiple cycles, as shown in Exhibit 1 below.

Despite this glaring historical outperformance, we continue to expect stronger excess

returns for RAFI compared with standard value indexes (or Gen-1 Value). Readers

who know us as the “mean reversion” investors may find this expectation confusing

or surprising. However, a more careful examination of the drivers of RAFI’s historical

outperformance will also reinforce why we expect this outperformance to persist.
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“Readers who know us as the ‘mean reversion’ investors may find this expectation [of
RAFI’s continuing outperformance] confusing or surprising. However,  a more careful

examination of the drivers of RAFI’s historical outperformance will also reinforce why we
expect this outperformance to persist.”

Excess returns can be decomposed into revaluation and structural components. Revaluation is the tendency of highly cheap (or

expensive) assets to revert back toward a more normal valuation relative to the market. The second component—“structural alpha”—

includes everything outside of revaluation, such as dividends, growth, and rebalancing effects. Historically, structural alpha is what has

given RAFI its edge over Gen-1 Value indexes, and we expect it to continue doing so.

A Review of Structural Alpha

As noted above, rebalancing effects are just one component of structural alpha. A closer look reveals that growth is equally important

and a synergistic contributor to rebalancing alpha. To understand the roles of growth and rebalancing, we review the fundamental

components of investment returns.

The return to a stock over a given period can be decomposed into the fundamental components of dividends received, earnings

growth, and the change in valuation of those earnings (i.e., revaluation). For an un-rebalanced portfolio of many stocks, this simple

decomposition holds. However, most portfolios, including indexes, eventually rebalance. Reflecting this dynamic, the decomposition

of returns becomes a bit more complicated. To illustrate how this works, we consider a portfolio strategy that owns a single stock (P)

in the first period and that is fully rebalanced into another stock (Q) in the second period and then into yet another stock (S) in the

third period. These stocks have earnings denoted by E, F, and G. The return to each stock can be decomposed using the framework

shown in Exhibit 2, and accordingly, the cumulative return over time results in a rebalancing effect.

Whereas valuations, particularly relative valuations, tend to mean-revert over time, growth and rebalancing effects do not necessarily

do so. As a result, we refer to the combination of growth and rebalancing as “structural alpha” because they can persist structurally

through time.
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Investors can easily grasp the desirability of higher dividends, higher growth, and higher revaluation to portfolio returns. Rebalancing is

less well understood and is often overlooked. Rebalancing effects will be positive if the portfolio rebalances into less expensive

holdings and will be negative if the portfolio trades into more expensive holdings. Value-oriented strategies, which sell expensive

stocks to buy cheaper ones, tend to have a positive rebalancing return, while momentum-oriented strategies tend to have a negative

rebalancing return. The potential for a larger rebalancing return contribution arises if the portfolio holds many stocks which re-value

much higher than the market and is able to trim these holdings at high prices to buy others at much lower prices. The rebalancing

return will be smaller if the portfolio holdings do not revalue against the market very much. In this case, the portfolio can still sell a few

slightly expensive holdings to buy less expensive ones, but the benefit is more muted. In other words, for rebalancing to contribute

meaningfully, the portfolio must hold some stocks that revalue significantly higher in between each rebalancing. Through this lens, the

rebalancing return can be understood as the cumulation of realized revaluation effects over time.

Decomposing RAFI’s Alpha

Using the framework in Exhibit 2, we decompose the returns to RAFI and Gen-1 Value. In the return decomposition, the choice of

valuation and growth fundamentals can vary but must remain internally consistent. For example, if the valuation metric is price to sales,

the growth metric must be sales-per-share growth. The decomposition in Exhibit 3 shows the results using two different

fundamentals: sales and earnings.

Both of these value indexes experienced similar dividend income, and both have become more expensive versus the underlying

fundamentals over this period—to the tune of 2.4% and 3.0% respectively—commensurate with the rest of the US market over the

past three decades. The primary source of the differing performance of these two value strategies comes down to growth and

rebalancing alpha. Note that RAFI’s revaluation alpha is smaller than for Gen-1 Value. This means that the price/sales ratio or

price/earnings ratio has risen by less than it has for Gen-1 Value, over the past 30 years. If the market decides that RAFI deserves

valuation multiples that are the same relative to Gen-1 Value as in the past, this will add another half-percent to the already-remarkable

value that RAFI has added relative to Gen-1 Value.

The substantial rebalancing return realized by RAFI is not surprising, given its value orientation and buy-low/sell-high discipline. The

relatively small rebalancing return to Gen-1 Value is more surprising, given that it is also a value strategy. Recall, however, that the

rebalancing alpha will tend to be smaller if the portfolio revalues by a smaller amount before each rebalancing or fails to buy

inexpensive stocks to replace expensive ones. Because RAFI tends to have stronger growth fundamentals, it tends to have stronger

revaluation in between each rebalancing, creating more opportunity for rebalancing alpha. In this way, growth and rebalancing effects,

while seeming independent, can be reinforcing, and rebalancing needs growth to work.
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“RAFI  tends to have stronger growth fundamentals,  it tends to have stronger revaluation
in between each rebalancing, creating more opportunity for rebalancing alpha.”

RAFI’s alpha from growth is equal in size to its rebalancing alpha and is consistent in magnitude, whether the chosen metric is sales or

earnings. As shown in Exhibit 4, the historical time series of sales and earnings growth for these indexes reveals that RAFI’s growth

dominance is not isolated in any specific period but is persistent over time.
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Growth and Rebalancing in Value Indexes

RAFI’s historical advantage of growth and rebalancing over Gen-1 Value is empirically clear, and we expect this advantage to continue

in the future due to important differences in how each defines value investing. Both RAFI and Gen-1 Value emphasize stocks whose

prices are cheaper relative to their fundamentals. Both approaches periodically sell more expensive holdings to rebalance into less

expensive holdings. The difference lies in the selection of constituents and the weighting of those constituents.

Gen-1 Value index providers characterize stocks based on valuation (cheap vs. expensive) and growth (slow growth vs high

growth). Depending on the combination of characteristics, stocks can end up in the value index, the growth index, or both indexes of

these providers. Stocks that are very cheap and have very slow or negative growth will be allocated to the value index, while expensive

and fast-growing stocks will be allocated to the growth index. Stocks that are expensive and slow growing or cheap and fast growing

may be in both, with their market cap allocated partially to each. In this way, Gen-1 Value has an obvious anti-growth bias because fast-

growing stocks are either removed from inclusion or down-weighted. This methodology implies a belief that value stocks aren’t just

cheap stocks but that they should also be anti-growth companies.

By contrast, RAFI makes no evaluation and selection based on a company’s growth but only on its fundamental characteristics of sales,

cash flow, book value plus intangibles, and dividends plus buybacks. RAFI achieves its value orientation not by removing fast-growing

or expensive companies but by choosing to weight companies by their fundamental size rather than market cap. In this way, RAFI tilts

toward less expensive companies that have lower market caps relative to their fundamentals and away from expensive companies with

large market caps relative to fundamentals. This approach makes RAFI decidedly value oriented but keeps RAFI growth agnostic. RAFI’s

construction embodies a belief that value investing should tilt toward cheapness but that value investing does not have to be anti-

growth. 

“RAFI’s construction embodies a belief that value investing should tilt toward cheapness
but that value investing does not have to be anti-growth.”

The anti-growth nature of Gen-1 Value indexes is a clear disadvantage in its growth contribution to returns. This has also been a

disadvantage in its rebalancing. To illustrate both effects, we turn to a case study of Meta.

Case Study: Meta

When Facebook went public in May 2012, it was one of the largest and most anticipated IPOs of all time. The stock, formerly known as

FB, was quickly included among the pantheon of “FANG” stocks, along with Amazon, Netflix, and Google. It was undeniably a growth

stock with a lot of excitement around it.

Exhibit 5 shows the tremendous rise of Meta since its IPO, growing from $5 Billion in sales in its first year as a public company to

$164 billion in 2024. A traditional Gen-1 Value Index would exclude the stock entirely from its holdings, identifying Meta explicitly as a

growth stock. Not until 2022 did Russell 1000 Value include Meta in its index, following Meta’s price decline earlier that year that

brought its valuation below market multiples. At the time, Meta still had impressive growth characteristics, which led to its inclusion in

the Russell 1000 Growth index as well and caused its market cap to be split between the two.

In contrast, RAFI included Meta from the very beginning, holding it in ever-increasing weights as the company’s fundamentals grew, as

illustrated in Exhibit 5. Its weight in RAFI was of course lower than its weight in the cap-weighted market index. Even so, RAFI was able

to participate in the growth of the company as it became a larger and larger proportion of the economy. The benefit to RAFI of

continuous exposure to Meta is obvious, as this holding alone contributed a cumulative return to the Fundamental Index of 4.1% since

2012. By comparison, Russell 1000 Value’s brief exposure to Meta resulted in a return contribution of 1.1%.
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Meta’s weight in RAFI has risen almost monotonically over the history of the index, which seems to imply that RAFI was only buying

over this time. But Meta has been a significant source of rebalancing selling over some of this period as well, with both buys and sells

contributing to RAFI’s rebalancing alpha.

To understand the rebalancing around Meta, we must consider both its returns and its fundamental growth over time. Exhibit 6 shows

the rebalancing process of RAFI and how it relates to growth.
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Panel A shows Meta’s share price alongside the growth of the company’s annual sales. Note that though the two series are on

separate axes, each step up in scale represents a 2x increase in both sales and share price. From 2012 through 2018, both the sales and
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the price increased at approximately the same rate. Because RAFI weights stocks by their fundamentals, RAFI had to increase its

weight in Meta over this span. But note that as Meta’s share price increased, its weight in the portfolio naturally increased on its own

via price drift. With the price increasing at about the same rate as the company’s fundamental growth, only minimal rebalancing

occurred in Meta during this time. Meta’s returns were almost entirely due to growth rather than valuation changes. Hence, its

contribution to RAFI’s return was via the growth component.

From 2018 through 2021, though Meta’s price performance was quite strong, its fundamental growth was even stronger, which

caused RAFI to buy additional shares incrementally. This effect can be seen in Panel B, as RAFI continued to rebalance into the stock

quarter after quarter. One of the earliest rebalancing buys into Meta was in Q1 2021, which began a trend of increasingly large buys, as

shown on Panel B. At this time, Meta was trading at close to market multiples, with a P/E ratio of 25x. So, how did rebalancing into a

stock that was not deeply discounted on valuations contribute to rebalancing alpha? Because we must also consider what was sold.

That quarter, one of the largest rebalancing sells was Apple, which was trading at a P/E of 36x. While Meta was still rich, the large sale

of a much more richly priced stock to rebalance into a cheaper stock created rebalancing alpha. While Meta continued to contribute to

RAFI via the growth component, it also began to contribute through the rebalancing component.

From late 2021 through the end of 2022, Meta’s share price dropped dramatically from over $370 down to $92, though its sales held

steady. RAFI increased its rate of rebalancing into Meta at these lower prices to maintain its overall weight in the stock. Since that recent

bottom, Meta has rebounded to a $600 dollar valuation today, doing so at a rate faster than its fundamental growth, leading RAFI to

rebalance out of Meta and take profits from the shares accumulated during both its initial growth phase and its price correction phase.

Its presence in RAFI along with its recent price outperformance provides a rich source of profit taking through rebalancing. Meta’s

impressive growth over the past 13 years has earned it a roughly 2.2% weight in the Fundamental Index today, just below its weight in

the core market index and about 2.2 percentage points more than its weight in the Gen-1 Value index.

Growth Agnostic Is Not Anti-Value

The case of Meta is a single-stock story, but it illustrates the overarching importance of remaining growth agnostic in value investing.

Jaded value investors may see this growth advantage in RAFI as a form of “cheating.” To outperform value indexes, value portfolio

managers can migrate their portfolios toward growth companies when the going gets tough in value. Does RAFI’s growth agnosticism

result in the index becoming less value oriented or even anti-value? To answer this question, Exhibit 7 shows characteristics of RAFI

compared with Gen-1 Value and the capitalization-weighted Core Market.

“The case of Meta is a single-stock story, but it illustrates the overarching importance of
remaining growth agnostic in value investing.”
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As shown in Exhibit 7, RAFI’s price-to-earnings ratio is as cheap as Gen-1 Value indexes and decidedly cheaper on a price-to-sales

basis. The growth agnosticism of RAFI is clearly not anti-value by these fundamental characteristics. Nor is it anti-value in its

performance characteristics. To demonstrate how this dynamic works, we ran a Fama–French four-factor regression on its historical

returns. Exhibit 8 shows that RAFI’s exposure to the value factor (HML) is on the same order of the HML exposure of Gen-1 Value,

though slightly lower. The fact that the RAFI portfolio is as cheap or cheaper on average than traditional value indexes yet with slightly

lower HML exposure means that RAFI’s returns co-move with other value stocks slightly less than Gen-1 Value does while offering the

same or greater valuation discounts and higher alpha.
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RAFI’s Fundamental Advantage

In Wilde’s play Lady Windermere’s Fan, when the character Lord Darlington remarks that a cynic knows the price of everything and the

value of nothing, another character replies, “And a sentimentalist, my dear Darlington, is a man who sees an absurd value in everything,

and doesn’t know the market price of any single thing.”

Unlike Wilde’s characters, investors can choose a more nuanced perspective and avoid the trap of simplistic either/or thinking. They

do not have to be limited to the conceptual equivalent of “quips,” even if such mental models have a measure of truth. Fundamental

data can be used to identify valuation characteristics, or it can be used to identify growth characteristics. We ask, “Why not both?” The

index is designed to reward growing companies with higher weights, not punish them for not fitting the conventional profile of a

distressed value stock. At the same time, it continuously rebalances its holdings against the prevailing market sentiment, which,

though not easy to do, generates premium in the long run. These two fundamental advantages over first-generation indexes are

structural in nature—permanently embedded into the design of the portfolios. RAFI was designed to keep your growth and contra-

trade too. Why would you invest in value any other way?

“Fundamental data can be used to identify valuation characteristics,  or it can be used to
identify growth characteristics.  We ask, “Why not both?”
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End Notes

1. See Rob Arnott et al., “RAFI Rocks: Taking Smart Beta Back to Basics” (2023).

2. A similar decomposition was explored by Michael Aked in “Is Value Investing Structurally Impaired?” (2020). Aked chose to

include dividends in structural alpha, but we exclude dividends here to focus on growth and rebalancing effects.

3. The U.S. Gen-1 Value simulation selects stocks from the top 1000 by market capitalization according to a composite value score

calculated using high B/P, low five-year sales per share growth, and low two-year EPS growth. Stocks are weighted by the product of

this score and market capitalization, rebalanced annually. We simulated smart beta strategies rather than use live indexes. This

approach gives us a longer history, going back to 1969 in the US, and allows us to compare fundamentals on an apples-to apples

basis using the same underlying company-level data and starting universe across all strategies. More information on the Gen-1 Value

strategy and simulated performance is available on our website.

4. Rebalancing effects are calculated gross of transaction costs. We estimate the transaction costs associated with Gen-1 Value

turnover to be 0.06% per year and the transaction costs of RAFI to be 0.01% per year. Both of these rebalancing costs are small

relative to returns.

5. See Russell US Equity Indexes Construction and Methodology v6.6 (May 2025), page 22; S&P U.S. Style Indices Methodology

(September 2024), pages 5–9; MSCI Global Investable Market Value and Growth Index Methodology (May 2023), pages 5–18.

6. The popular acronym has evolved over the last decade from FANG to names such as FAANG, FAANG+, MAMAA, and (more

recently) the Magnificent 7.

7. Cumulative contribution to portfolio return is defined as the accumulation of the product of stock weight and stock return. This can

be interpreted as the return to a portfolio that invests in Meta with the weights shown in Exhibit 4 Panel A, with the remainder of the

portfolio earning zero return. For example, a $100 portfolio with a weight in Meta of 2% would hold $2 of Meta and $98 of cash. If

Meta were to return 20%, the value of the portfolio would rise from $100 to $100.40.

8. RAFI weights stocks with a composite of fundamentals, though just one (sales) is used in this example.
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The material contained in this document is for informational purposes only. It is not intended as an offer or a solicitation for the purchase and/or sale of any security, derivative,

commodity, or financial instrument, nor is it advice or a recommendation to enter into any transaction. Research results relate only to a hypothetical model of past performance (i.e.,

a simulation) and not to actual results or historical data of any asset management product. Hypothetical investor accounts depicted are not representative of actual client accounts.

No allowance has been made for trading costs or management fees, which would reduce investment performance. Actual investment results will differ. Simulated data may have

under- or over- compensated for the impact, if any, of certain market factors. Simulated returns may not reflect the impact that material economic and market factors might have

had on the advisor’s decision-making if the advisor were actually managing clients’ money. Simulated data is subject to the fact that it is designed with the benefit of hindsight.

Simulated returns carry the risk that actual performance is not as depicted due to inaccurate predictive modeling. Simulated returns cannot predict how an investment strategy will

perform in the future. Simulated returns should not be considered indicative of the skill of the advisor. Investors may experience loss of all or some of their investment. Index returns

represent back tested performance based on rules used in the creation of the index, are not a guarantee of future performance, and are not indicative of any specific investment.

Indexes are not managed investment products and cannot be invested in directly. This material is based on information that is considered to be reliable, but Research Affiliates, LLC

(“RA”) and its related entities (collectively “Research Affiliates”) make this information available on an “as is” basis without a duty to update, make warranties, express or implied,

regarding the accuracy of the information contained herein. Research Affiliates is not responsible for any errors oromissions or for results obtained from the use of this information. 

Nothing contained in this material is intended to constitute legal, tax, securities, financial or investment advice, nor an opinion regarding the appropriateness of any investment. The

information contained in thismaterial should not be acted upon without obtaining advice from a registered professional. RA is an investment adviser registered under the Investment

AdvisersAct of 1940 with the U.S. Securities and Exchange Commission (SEC). Our registration as an investment adviser does not imply a certain level of skill or training. RA is not a

broker-dealer and does not effect transactions in securities.

Investors should be aware of the risks associated with data sources and quantitative processes used to create the content contained herein or the investment management process.

Errors may exist in data acquired from third party vendors, the construction or coding of indices or model portfolios, and the construction of the spreadsheets, results or information

provided. Research Affiliates takes reasonable steps to eliminate or mitigate errors and to identify data and process errors, so as to minimize the potential impact of such errors;

however, Research Affiliates cannot guarantee that such errors will not occur. Use of this material is conditioned upon, and evidence of, the user’s full release of Research Affiliates

from any liability or responsibility for any damages that may result from any errors herein.

The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™, RAE™, and the Research Affiliates™ trademark and corporate name and all related logos are the

exclusive intellectual property of RA and in some cases are registered trademarks in the U.S. and other countries. Various features of the Fundamental Index methodology, including

an accounting data-based non-capitalization data processing system and method for creating and weighting an index of securities, are protected by various patents of RA. (See

applicable US Patents, Patent Publications and protected trademarks located at https://www.researchaffiliates.com/legal/disclosures#patent-trademarks-and-copyrights, which

are fully incorporated herein.) Any use of these trademarks, logos, or patented methodologies without the prior written permission of RA is expressly prohibited. RA reserves the right

to take any and all necessary action to preserve all of its rights, title, and interest in and to these marks and patents.

The views and opinions expressed are those of the author and not necessarily those of RA. The opinions are subject to change without notice.
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