
Critics have lamented that the Fundamental 
Index™ concept is nothing more than a re-
packaged version of value and small-cap 
investing. Start with a broadly diversifi ed equity 
portfolio, boil down the weighting of high-
priced growth stocks, add a few quarts of low 
P/E shares, sprinkle some small caps to taste, 
and voilá, the Fundamental Index strategy is 
ready for mass consumption! Be careful, the 
critics contend, for this stew will leave the 
investor with a nasty case of heartburn once 
the small-cap and value stock party comes to 
an end. Before Fundamental Index investors 
rush to their Rolaids®, a further dissection of 
our recipe is probably in order.  
 Recall that the Research Affi liates Funda-
mental Index (RAFI™) methodology simply 
weights stocks in proportion to their economic 
size as measured by a combination of sales, div-
idends paid, book value, and cash fl ow. Con-
versely, cap-weighted indexes use one metric – 

capitalization – to determine a stock’s weight.  
The different approaches to selecting stocks 
for their respective indexes are illustrated in 
Figure 1. 
 The top 700 or 800 names within the top 
1,000 will be virtually identical between the 
cap-weighted Russell and the fundamentally 
weighted RAFI (though, by construction, their 
weights will differ). However, as we move into 
the bottom range of the Russell 1000 we begin 
to encounter companies that are small on an 
economic scale (cash fl ow, sales, etc.) trading 
at lofty enough multiples to make the top 
1000 by capitalization. When ranked based 
on the fundamental measures of size, these 
companies fall into the RAFI 1500. Similarly, 
near the top of the Russell 2000 we encoun-
ter companies that are large on an economic 
scale trading at somewhat depressed multiples. 
In a fundamental framework, these companies 
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Figure 1. Index Stock Selection Differences Defi ne Relative Value Tilt
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†The material contained in this document is for information purposes only. This material is not intended as an offer or solicitation for the purchase or sale of any security or fi nancial instrument, nor 
is its advice or a recommendation to enter into any transaction. The information contained herein should not be construed as fi nancial or investment advice on any subject matter.  Research Affi liates 
and it related entities do not warrant the accuracy of the information provided herein, either expressed or implied, for any particular purpose.
The trade names Fundamental Index, RAFI, Fundamentals Weighted, Fundamental 1000, Fundamental 1500, Fundamental 2000, Fundamental 3000, the RAFI logo and the Research Affi liates 
corporate name and logo are the exclusive intellectual property of Research Affi liates, LLC.  Any use of these trade names and logos without the prior written permission of Research Affi liates, LLC 
is expressly prohibited.  Research Affi liates, LLC reserves the right to take any and all necessary action to preserve all of its rights, title and interest in and to these terms and logos.  Fundamental 
Index™, the non-capitalization method for creating and weighting of an index of securities, is the patent-pending proprietary intellectual property of Research Affi liates, LLC (Patent Pending Publica-
tion Numbers: US-2005-0171884-A1, US-2006-0015433-A1, US-2006-0149645-A1, WO 2005/076812, EPN 1733352).
Research Affi liates, LLC is an investment adviser registered under the Investment Advisors Act of 1940 with the U.S. Securities and Exchange Commission (SEC).  The fi rm maintains a complete list 
and description of composites, which is available upon request.  To obtain a presentation that complies with the requirements of GIPS, and/or a list and description of the fi rm’s composites, please 
submit your request to info@rallc.com
Defi nition of Indices:   
1.  The RAFI™ 1000 comprises the 1000 largest companies selected and weighted using our Fundamental Index™ methodology. 
2.  The S&P 500 Index is an unmanaged market index that focuses on the large-cap segment of the U.S. equities market. 
3.  The Russell 1000 Index is a market-capitalization-weighted benchmark index made up of the 1,000 highest-ranking U.S. stocks in the Russell 3000.
4.  The RAFI™ 1500 comprises the 1001st to 1500th largest companies selected and weighted using our Fundamental Index™ methodology. 
5.  The Russell 2000 is a market-capitalization-weighted benchmark index made up of the 2,000 smallest U.S. companies in the Russell 3000.
6.  The FTSE RAFI Developed ex US 1000 Index comprises the largest 1000 non US-listed companies by fundamental value, selected from the constituents of the FTSE Developed ex US Index.
7.  The FTSE All World ex-US Index comprises Large and Mid Cap stocks providing coverage of Developed and Emerging Markets excluding the US.
8.  MSCI EAFE (Morgan Stanley Capital International Europe, Australasia, Far East) is an unmanaged index of issuers in countries of Europe, Australia, and the Far East represented in US Dollars.
Note - It is not possible to invest directly in any of the indexes above.
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move up to the RAFI 1000, replacing the larger-cap small companies 
in rankings.
 Th is exchange lowers the valuation multiples and market cap-
italization of the RAFI 1000. Conversely, the RAFI 1500 valuation 
multiples and size profi le are boosted. Accordingly, the RAFI 1500 

has a minimal value tilt (and occasionally a growth tilt) relative to 
the Russell 2000, and typically has a large-cap tilt!
 If RAFI 1500 has a negligible value bias and a larger-cap tilt, 
effi  cient market proponents would claim it should underperform 
the smaller Russell 2000 over a long period. Are they right? Not 

even close! Since its inception in February 1990, 
RAFI 1500 has outperformed the Russell 2000 by 
approximately 4.6% per annum with less volatility.  
Th is is an even wider delta than the 2.1% advantage 
RAFI™ 1000 has historically shown in large com-
panies. We have found similar results internation-
ally.  Furthermore, RAFI™ 1500 also exceeded the 
Russell 2000 Value Index over the same timeframe 
– by 1.9% annually.  Recent short-term markets also 
prove that RAFI™ 1500 isn’t solely reliant on the 
value premium – through March 31, 2007, year-to-
date returns showed the Russell 2000 Growth beating 
the Russell 2000 Value by 1.0% while RAFI™ 1500 
exceeded the Russell 2000 by 1.2%.  
 Th e long-run outperformance of value and small 
company stocks is well documented. However, we be-
lieve the results of our small company example under-
mine the argument that value and small-cap tilts are the 
sole reason for Fundamental Index™ outperformance.
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