Build a Smarter Portfolio With
Fundamental Strategies
Schwab believes an optimal portfolio contains exposure to fundamental strategies, market-cap strategies,
and active management. Find out how to build one based on your individual needs and risk tolerance.

The first generation of ETFs, developed in the early ’90s, offered investors cost-effective,
tax-efficient market exposure. ETFs were originally designed to mimic popular market-cap
indexes like the S&P 500 ® Index, Russell 1000 ® Index, and MSCI EAFE® Index.
As ETFs evolved, index providers sought to provide more innovative strategies. One
notable development has been Fundamental Index ® strategies pioneered by Robert
Arnott and his colleagues at Research Affiliates®.
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Fundamental strategies can serve as an effective complement to market-cap strategies
and active management, with the potential to create more attractive risk-adjusted
portfolios. Let’s look at the attributes of each of these strategies and ways you might use
them in your portfolio.

Integrated approach

• Fundamentally weighted indexes

Schwab believes that passive approaches like market-cap and fundamental strategies
should be used together with active management in building portfolios. Here’s a look at
the nuts and bolts of each:

are an evolutionary step forward
in index construction.

• Market-cap strategies: Most major indexes are market-cap weighted—that is, stock

Key Points

• Schwab believes an optimal
portfolio mix contains exposure
to fundamental strategies,
market-cap strategies, and active
management.

• Portfolio construction is both
art and science. Find out how to
adjust your allocation to these
strategies based on your individual
needs and risk tolerance.

weights are calculated by multiplying the price of each stock by its number of shares
outstanding. This means the largest company by market capitalization has the largest
weight in the index. The primary appeal of strategies benchmarked to market-cap
indexes is their ability to provide cost-effective exposure to a broad market or a market
segment.

• Active management: Active managers of mutual funds generally seek to outperform
their fund’s benchmark. For example, a large-cap manager may be benchmarked to
the S&P 500 Index, which tracks large-cap U.S. companies. Active managers have
greater flexibility and adaptability in responding to changing market conditions, so
investors may benefit from increased returns and/or the potential for a reduced risk
of loss. However, many managers have not been successful in outperforming their
benchmarks over time, particularly after accounting for fees.

• Fundamental strategies: Like market-cap strategies, fundamental strategies can
provide broad-based market exposure, but securities are selected and weighted based
on financial metrics that assess some aspect of a company’s business or payout to
shareholders—like earnings, sales, or dividends.
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How to allocate
Are you trying to decide how to allocate your funds between
fundamental strategies, market-cap strategies, and active
management? The Schwab Center for Financial Research has
identified four levers to help you evaluate your situation:

• Tracking error—the difference between your return and that of
the benchmark you were attempting to track.

• Loss aversion—your desire to avoid losses. Academic research
has shown that investors react far more strongly to losses than
gains. In fact, researchers have found that the pain of loss is
about twice as intense as the euphoria of gain.1

• Potential alpha—measures how much better you did than
your benchmark. Comparing an investment’s risk-adjusted
performance to that of a benchmark index yields its alpha.

• Costs—or expenses—are an important consideration for
investors.
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Let’s see how fundamental strategies, market-cap strategies, and
active management stack up in terms of the four levers.

• Market-cap strategies are primarily used to gain low-cost
exposure to the market. They generally experience little or no
tracking error, although fees could incur a small drag. However,
they do not offer the potential for either downside protection or
alpha (excess return).

• Fundamental strategies provide cost-effective exposure to
the markets, and have the potential for alpha over a full market
cycle. There are periods of time when fundamental strategies
will outperform or underperform the market. They have a
higher tracking error than market-cap strategies and do not
offer the potential for downside protection.

• Active managers seek to outperform their benchmark.
Managers have the potential to provide alpha and/or a degree
of downside protection over time. They have greater flexibility
to adjust their strategies in difficult markets and can become
more defensive, based on their market outlook.

How to personalize your portfolio
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Depending on your sensitivity to the four levers, you might
overweight or underweight your allocation to fundamental
strategies, market-cap strategies, and/or active management.
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Ask yourself:

An integrated portfolio

• Are you concerned with tracking a benchmark? If yes,

Sample portfolio allocations for fundamental strategies, marketcap strategies, and active management.

consider overweighting market-cap strategies. If no, consider
overweighting fundamental strategies or active management.

• Do you have time to devote to finding superior active

Fundamental

Market-Cap

managers? If yes, consider overweighting active management. If
no, consider overweighting a passive strategy, such as marketcap or fundamental strategies.

• Are you concerned about the potential for alpha or excess

Active

20%

30%

Domestic Large Company

return? If yes, consider overweighting fundamental strategies or
active management. If no, consider overweighting market-cap
strategies.

50%

• Is cost your primary concern? If yes, consider overweighting
market-cap strategies. If no, consider overweighting
fundamental strategies or active management.

25%

25%

Domestic Small Company

An optimal strategy mix
To the right are sample portfolio allocations for fundamental
strategies, market-cap strategies, and active management across
various market segments. Since the large-company domestic
market is relatively efficient, we have allocated 80% of the
portfolio to the indexing (passive) strategies, with 50% allocated
to fundamental, due to its alpha-generating potential. For the
international large-company portfolio, we allocated 50% to
active and 50% to passive. We would suggest allocating a
higher percentage to skillful active managers in the emerging
markets portfolio.

50%

20%
International Large Company

30%

20%

Tailor your portfolio
We believe that portfolio construction should incorporate
elements of art and science. While we can suggest allocations
across strategies, we can’t lose sight of investors’ individual needs
and risk tolerance. So keep in mind the four levers—tracking error,
loss aversion, potential alpha, and costs—and your sensitivity to
them, when reviewing your portfolio.
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Kahneman and Tversky, “Prospect Theory: An analysis of decision under risk,” 1979.
Important Disclosures
Investors should consider carefully information contained in the prospectus, including investment objectives,
risks, charges and expenses. You can request a prospectus by calling Schwab at 1-800-435-4000. Please read
the prospectus carefully before investing.
Investment returns will fluctuate and are subject to market volatility, so that an investor’s shares, when
redeemed or sold, may be worth more or less than their original cost. Unlike mutual funds, shares of ETFs are
bought and sold at market price, which may be higher or lower than the net asset value (NAV).
Past performance is no guarantee of future results.
The information provided here is for general informational purposes only and should not be considered an
individualized recommendation or personalized investment advice. The investment strategies mentioned here may
not be suitable for everyone. Each investor needs to review an investment strategy for his or her own particular
situation before making any investment decision.
This information is not intended to be a substitute for specific individualized tax, legal or investment planning
advice. Where specific advice is necessary or appropriate, Schwab recommends consultation with a qualified tax
advisor, CPA, financial planner or investment manager.
Diversification strategies do not ensure a profit and do not protect against losses in declining markets.
The S&P 500 ® Index is a market-capitalization weighted index that consists of 500 widely traded stocks chosen for
market size, liquidity and industry group representation.
The Russell 1000 ® Index measures the performance of the large-cap segment of the U.S. equity universe. It
is a subset of the Russell 3000 ® Index and includes approximately 1,000 of the largest securities based on a
combination of their market cap and current index membership.
MSCI EAFE® Index (Europe, Australasia, Far East) is a free float–adjusted market capitalization index that is
designed to measure developed market equity performance, excluding the United States and Canada.
Indexes are unmanaged, do not incur management fees, costs and expenses, and cannot be invested in directly.
Thumbs up/down votes are submitted voluntarily by readers and are not meant to suggest the future performance
or suitability of any account type, product or service for any particular reader and may not be representative of the
experience of other readers. When displayed, thumbs up/down vote counts represent whether people found the
content helpful or not helpful and are not intended as a testimonial. Any written feedback or comments collected
on this page will not be published. Charles Schwab & Co., Inc. may in its sole discretion reset the vote count to
zero, remove votes appearing to be generated by robots or scripts, or remove the modules used to collect feedback
and votes.
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Brokerage Products: Not FDIC-Insured • No Bank Guarantee • May Lose Value
The Charles Schwab Corporation (“Schwab”) provides a full range of securities, brokerage, banking, money
management and financial advisory services through its operating subsidiaries. Its broker-dealer subsidiary,
Charles Schwab & Co., Inc. (member SIPC), offers investment services and products, including Schwab brokerage
accounts. Its banking subsidiary, Charles Schwab Bank (member FDIC and an Equal Housing Lender), provides
deposit and lending services and products. Access to electronic services may be limited or unavailable during
periods of peak demand, market volatility, systems upgrade, maintenance, or for other reasons.
©2014 Charles Schwab & Co., Inc. All rights reserved. Member SIPC.
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