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Understanding the Risks in Alternative Beta 
Indices

The number of alternatively weighted equity indices, also called “alternative beta 
indices,” has risen dramatically since their introduction into the index scene in the 
mid-2000s. This article provides an overview of popular alternatively weighted index 
schemes and gives investors a framework with which to understand and gauge the 
suitability of an alternative index for their desired risk exposures.

During the “lost decade” of the 2000s, major 
market indices suffered periods of extreme vol-
atility and steep declines. Not only did many 

investors lose significant amounts in equity investments; 
some also began to lose faith in traditional indexing. 
As investors pondered their investment choices, index 
providers began to offer an increasingly diverse array 
of alternatively weighted indices designed to be bench-
marks for passively managed ETFs (exchange-traded 
funds) or mutual funds. Such weighting schemes include 
fundamental-weighted, dividend-weighted, and equal-
weighted as well as low-volatility and momentum indi-
ces. Many of these strategies would have soundly outper-
formed the S&P 500 Index over the past 10–15 years. As 
the list of alternative choices grows, so too does investor 
confusion. This article examines some of the more com-
mon alternative-weighted equity index choices and pro-
vides guidance on what factors an investor should con-
sider when evaluating these indices.

WHAT ARE ALTERNATIVE BETA INDICES?
Alternatively weighted indices, also called “alternative 
beta indices,” are constructed by weighting their constit-
uents by factors other than market capitalization. These 
index schemes include equal weighting and weighting 
by such factors as fundamentals, dividends, momentum, 
and low volatility. Because they are rules based, they can 
be used as benchmarks for active management, and like 
active management, they are generally used by investors 
in the hopes of obtaining better risk-adjusted returns 

than from a cap-weighted index. As an investment strat-
egy, many of these indices fall somewhere between tradi-
tional passive indexing and active management.

Most investors already have experience with these 
types of factor-based strategies, in the form of style 
investing. “Style indices offer exposure to growth or value 
without having exposure to a manager’s stock selection 
skill,” says Craig Lazzara, Global Head of Index Invest-
ment Strategy at S&P Dow Jones Indices. Like for style 
indices, methodologies for alternative weighting schemes 
differ and are proprietary to the index providers. It may 
not always be apparent to investors what the determin-
ing focus of the strategy is. Although there are many 
alternative beta strategies to choose from, there are only 
a few factors that drive equity returns. Lazzara offers 
some insight on how to evaluate alternative weighting 
schemes. “How many weighting schemes can there be? 
My response to that question is, how many factors are 
there? Fama and French demonstrated that in addition to 
beta, small size and cheapness are factors. I would argue 
that volatility is a factor. Others argue that momentum 
is a factor. That’s five. The number of truly unique factors 
that explain returns is limited to a handful.”

The factors used to weight fundamentally weighted 
indices vary and often include combinations of cash flow, 
sales, book value, and dividends, among others. “Many 
fundamentally weighted factors are basically plays on 
small size and cheapness,” says Lazzara. “The fundamental 
approach is in large part value tilted and small cap tilted. 
Small size and cheapness are positive factors for equity 
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returns.” Dividend-weighted indices have also been shown 
to have a value bias; companies that pay large dividends 
tend to be mature, with lower growth prospects. Equal-
weighting schemes are biased toward the small-cap fac-
tor. Low-volatility indices, including “minimum variance” 
methodologies, are generally biased toward a lower market 
beta factor. Momentum strategies, as one might expect, 
aim to exploit the momentum factor.1

THE DEMISE OF CAP-WEIGHTED INDICES?
The chorus of critics speaking out against cap weighting 
has grown louder in recent years. Some industry partici-
pants have even gone so far as to forecast the demise of 
cap-weighted indices. The basic argument against cap 
weighting is well known: Weighting by market capi-
talization leads to a higher concentration of companies 
that are overvalued and a lower concentration of compa-
nies that are undervalued. Cap weighting’s attributes are 
similarly well documented: Cap weighting provides the 
best representation of the broad equity market, trading 
costs are minimal because of self-rebalancing properties, 
and fees are significantly lower than for active manage-
ment. Lazzara points to “The Arithmetic of Active Man-
agement” by Sharpe as the ultimate case for traditional 
passive management. Sharpe famously argued that the 
average return of both passive and active investors must 
equal the market return, but because the costs of active 
management are greater, passive management must out-
perform active management. “Properly measured, the 
average actively managed dollar must underperform the 
average passively managed dollar, net of costs,” writes 
Sharpe. “Empirical analyses that appear to refute this 
principle are guilty of improper measurement.”2

Cap-weighted indices continue to attract the vast 
majority of passively managed assets, and Lazzara sees no 
indication that standard indices are going out of favor. 
“The fact that investors are interested in alternatively 
weighted strategies does not diminish interest in tradi-
tional approaches,” says Lazzara. He notes that he does 
see the demand for alternative indices. “We do see the 
interest in alternative weighting schemes. Absolutely, it’s 
there. Low volatility is an area we are seeing a lot of inter-
est in,” he says, referring to the S&P 500 Low Volatility 
Index, which is designed to produce a pattern of returns 
less volatile than the standard S&P 500 Index. Amenc, 
Goltz, Lodh, and Martellini (2012) note that all alter-
native index providers analyze the performance and risk 

of their indices against cap-weighted benchmarks. “This,” 
they comment, “is perhaps the clearest indication that 
cap-weighted indices remain the ultimate reference and 
are likely to remain so for the foreseeable future” (p. 75).

Critics of alternative weighting schemes point to the 
short history of actual performance versus simulated per-
formance and the outperformance of many alternative 
indices during periods when value and small-cap stocks 
outperformed, raising the question of whether these 
indices are repackaged versions of value and small-cap 
strategies. During the years of historical performance, 
many alternative beta indices had periods of significant 
underperformance relative to cap-weighted indices, 
although periods of outperformance were more frequent 
than periods of underperformance.3

A FRAMEWORK FOR ASSESSING THE RISKS
The literature has shown that the performance of alter-
natively weighted indices is nearly fully explained by the 
relevant factor exposures.4 “The starting point for eval-
uating an alternative beta strategy may therefore be to 
examine its strategy objective and underlying risk driv-
ers, and to ascertain whether they are consistent with 
the investor’s investment objectives and preferences for 
risk-taking” (p. 11), advises Kang (2012). Some alterna-
tively weighted indices may be more suitable for short-
term horizons if tactical implementation is an important 
consideration. An investor who believes value stocks will 
outperform in the near term, for example, may prefer the 
S&P Pure Value Index, a “higher octane” version of the 
S&P standard value index, which generally serves as a 
benchmark for active value managers. An investor whose 
investment philosophy is based on the belief that value 
investing will outperform cap-weighted indices over the 
long term may prefer a value-tilted fundamental index 
that strives to outperform a cap-weighted index on a 
long-term, risk–return basis. Investors who want strong 
exposure to the small-cap factor and who want to limit 
stock-specific risk may favor an equal-weighted index. 
A low-volatility strategy may align best with investment 
objectives that focus on limiting downside risks while 
forgoing the full potential of bull markets.

In addition to understanding the primary fac-
tor exposure driving returns, investors should consider 
how index construction affects the strength of the fac-
tor exposure. Does the index draw from the entire stock 
universe or from the provider’s cap-weighted universe? 
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Drawing from a larger universe provides greater flexibil-
ity to include stocks with more relevant characteristics. 
The number of constituents in the index matters as well. 
The fewer the stocks in the index, the more concentrated 
the factor exposure. Conversely, the greater the breadth 
of the index, the less investable it becomes. A relatively 
small equal-weighted index, for example, will have a 
greater exposure to the small-cap factor and will be more 
investable than a large equal-weighted index that has a 
less concentrated exposure but more constituents.

Other factors to consider include whether the strat-
egy is simple, transparent, or costly to implement. Kang 
(2012) points out that simplicity and transparency facili-
tate the replication and interpretation of a strategy. “In 
addition,” he writes, “simplicity and transparency may also 
drive down the cost by guarding against potentially higher 
fees charged by more complex and proprietary strategies 
that may ultimately deliver similar beta exposures” (p. 11). 
Turnover in an index can also impact costs. Turnover is 
determined by the index’s rules and the frequency of rebal-
ancing or reconstitution. Strategies like equal weighting 
can have much greater turnover relative to cap-weighted 
indices. Many of the gains in performance from passive 
management come from its significantly lower transaction 
costs and fees relative to active management.

Investors may also want to monitor the track-
ing error of an alternatively weighted index to gauge 
its volatility relative to that of a cap-weighted bench-
mark. Amenc et al. (2012) find that tracking error can 
be significant for some alternative indices and suggest 
that because these indices are typically compared with 
a cap-weighted benchmark, investors should analyze 
risk-adjusted returns on both an absolute basis (vola-
tility) and a relative basis (tracking error) to determine 
whether performance is superior. Finally, investors need 

to keep in mind that although these indices are quantita-
tive and rules based, they are also, in essence, a form of 
active management. “Although the vehicles are passive, 
the decision to employ them is active,” says Lazzara.

N O T E S
1. See Kang for further discussion on underlying factors in alternative 

beta indices.
2. Sharpe (p. 8).
3. See Amenc et al. (2012) and Kang (2012).
4. See Chow et al. (2011) and Kang (2012).

R E F E R E N C E S

Amenc, Noël, Felix Goltz, Ashish Lodh, and Lionel 
Martellini. 2012. “Diversifying the Diversifiers and 
Tracking the Tracking Error: Outperforming Cap-
Weighted Indices with Limited Risk of Underperfor-
mance.” Journal of Portfolio Management, vol. 38, no. 3 
(Spring):72–88.

Arnott, Robert D., Jason Hsu, and Philip Moore. 2005. 
“Fundamental Indexation.” Financial Analysts Journal, 
vol. 61, no. 2 (March/April):83–99.

Chow, Tzee-man, Jason Hsu, Vitali Kalesnik, and Bryce 
Little. 2011. “A Survey of Alternative Equity Index 
Strategies.” Financial Analysts Journal, vol. 67, no. 5 (Sep-
tember/October):37–57. 

Kang, Xiaowei. 2012. “Evaluating Alternative Beta Strat-
egies.” Journal of Indexes Europe, vol. 2, no. 2 (March/
April). 

Sharpe, William F. 1991. “The Arithmetic of Active 
Management.” Financial Analysts Journal, vol. 47, no. 1 
( January/February):7–9.

Deborah Kidd, CFA, is senior vice president at Boyd Watterson As-
set Management, LLC.

Copyright 2013, CFA Institute. Posted with permission from CFA 
Institute. All rights reserved.




