Fundamental Index® Methodology
Expect More from Your Beta

Not FDIC Insured | May Lose Value | No Bank Guarantee

Fundamental Index ETFs

Fundamentals Weighted Equity
PRF

Fundamentals Weighted Fixed income

PowerShares FTSE RAFI US
1000 Portfolio

PHB

PowerShares Fundamental High
Yield Corporate Bond Portfolio

PRFZ PowerShares FTSE RAFI US
1500 Small-Mid Portfolio

PFIG

PowerShares Fundamental
Investment Grade Corporate
Bond Portfolio

PAF

PowerShares FTSE RAFI Asia
Pacific ex-Japan Portfolio

PXF

PowerShares FTSE RAFI Developed
Markets ex-U.S. Portfolio

PDN

PowerShares FTSE RAFI Developed
Markets ex-U.S. Small-Mid Portfolio

PXH

PowerShares FTSE RAFI Emerging
Markets Portfolio

Indicates Smart Beta Portfolios
Beta is a measure of risk representing how a security is expected to respond to general market movements.*
Smart beta represents an alternative and selection index based methodology that may outperform a benchmark or reduce portfolio risk, or both in active
or passive vehicles.**
To learn more about our approach to smart beta investing, please visit powershares.com/smart-beta
*For example, a beta of one means that the security is expected to move with the market. A beta of less than one means the security is expected to be less volatile
than the overall market. Betas greater than one are expected to exhibit more volatility or movement than the general market.
**Smart beta funds may underperform cap-weighted benchmarks and increase portfolio risk.

“Fundamental Index strategies use measures that represent the
overall economy — not security prices which are moved by the fads,
bubbles, crashes and shifting expectations of the markets. By using
measures such as five-year averages of sales, cash flow, dividends
and book value, the Fundamental Index approach — unlike traditional
market-cap-weighted index funds — sells the most popular and trendy
stocks while buying shunned and neglected companies.”
Robert Arnott
Chairman, Research Affiliates
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The Problem
Market-Cap-Weighting
Until recently, there has been little
advancement in index construction methods.
The Dow Jones Industrial Average, which
was first published in 1896, is based on
elementary information that existed well
before the Model T and the Wright brothers’
famous flight at Kitty Hawk. The origins of
the S&P 500 Index and market-cap-weighted
indexes date back to 1923, long before zip
codes, television, car radios or computers.
Today’s traditional benchmark indexes,
including those from Standard & Poor’s and
Russell Investments, still typically use marketcap-weighting structures that embody this
investment approach.
When originally designed, cap-weighted
indexes were based on the latest technology
available. Today, however, we can pinpoint
several potential problems inherent with
this construction.
Overweights overvalued stocks
The cap-weighted structure forces an
investor to overweight overvalued companies
and underweight undervalued companies.
Why does this happen? Companies ranked
largest by their current price multiplied by
the number of shares outstanding are given
the largest weight. Historically, many of
these companies have increased in price
as optimistic positive earnings projections
buoy prices. One problem is that this
creates a significant growth bias and
investment approach contrary to sound
investment principles.1

Incorporates market speculation
Market-cap-weighted indexes allow the market
to dictate the weight a stock receives in an
index. This is problematic because market
speculation can cause significant mispricing
of stocks, which, in turn, results in what
we believe to be improper weights in the
index. A good example of this phenomenon
occurred during the 2008 to 2009 financial
crisis when US financial stock levels were
overly depressed resulting in index weights
far less than what their economic footprint
would have warranted based upon the firms’
fundamentals. These imbalances may be less
likely to occur in indexes weighted by their
fundamentals.
Mirrors volatility of stock prices
Market-cap-weighted indexes tend to mirror
the volatility of stock prices. The market price
of a stock can be significantly inflated by
multiple factors, such as earnings projections,
news and speculation. We believe this causes
cap-weighted indexes to poorly translate the
underlying economic size and strength of the
companies that make up the overall market.

Potential Flaws of Cap-Weighted Indexes

Fully participate in
market speculation

Incorporate analysts’
optimistic growth projections

Display substantial
growth bias

Overweights overvalued
stocks and underweights,
undervalued stocks, leading
to a drag on performance

1 Source: Research Affiliates, 2015

The Solution
Fundamental Index Strategies
The unprecedented advances in technology
during the last 20 years have significantly
increased our knowledge and understanding
of the financial markets. Today, new indexes
have emerged that improve upon the flaws
of traditional capitalization-weighted indexes.
Fundamental Index strategies select and
weight stocks in an index based on measures
of fundamental size of a company — not its
market-cap.
Weight by fundamentals
Unlike traditional market-cap-weighted
indexes, the FTSE RAFI® Index series uses
a weighting structure that embodies four
fundamental measures of size: five-year
averages of sales, cash flow and dividends
plus current book value.
Fundamental factors are not forward-looking.
They are meant to serve as a reflection of a
company’s overall size in today’s economy
and a sensible anchor for rebalancing.
Weighting by fundamentals at each rebalance
allows the index to trade against the market’s
constantly shifting expectations.

Ignore market speculation
By breaking the link between price and
portfolio weight, Fundamental Index
strategies do not allow the market to dictate
the weight a stock receives in an index. By
creating an index weighted by fundamental
factors — sales, cash flow, book value and
dividends — the Fundamental Index strategy
seeks to avoid market bubbles and other
market effects of irrational exuberance.

Benefits of Fundamental Index Strategies
• Severs the link between price and
portfolio weight
•

Use fundamental variables that don’t depend
on the fluctuations of market valuation

•

May be less influenced by market bubbles

•

Seeks to reduce the performance drag
created by overweighting overvalued
securities and underweighting
undervalued securities

•

Provide an alternative to traditional
market-cap-weighted indexes

The Fundamental Index methodology relies on portfolio weights derived
from measures of fundamental size (cash flow, book value, sales and
dividends), rather than the vagaries of market-cap valuation.
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Anchored on Fundamentals

The PowerShares Fundamental Index
portfolios are designed to track the FTSE RAFI
Index series. Companies included in the index
series are identified and weighted based on
the following four fundamental measures of
size: sales, cash flow, book value and dividends.

Sales:
Five-year
average sales

Cash Flow:
Five-year average
cash flow

Index constituents are selected and weighted
annually within each index based on their
fundamental size as determined by these
four fundamental measures. The result is
an index that reflects each company’s
economic footprint.

Book Value:
Latest available
book value

Dividends:
Five-year average
dividend distribution

Company Size: Wall Street vs. Main Street
Wall Street
Market Capitalization

Portfolios anchored by fundamentals
RAFI strategies provided an anchor from
which to contra-trade in the last market
dislocation and prevented “abandoning the
losers” during the credit crisis between
September 2008 and September 2009.
Contra-trading is the process used to
annually rebalance or reconstitute back
to weights for each stock that reflect
each company’s economic footprint. This
contra-trading process forces the portfolio
to trim stocks whose prices have recently
outperformed and add to those stocks that
have recently underperformed.

Main Street
Sales
Cash Flow
Book Value
Dividends

See page 9 for a more complete illustration of the
Fundamental Index methodology.

Why use multiple measures?
Not all indexes based on company fundamentals
are built alike. Some are constructed using
only a single measure of fundamental size. At
Invesco PowerShares, we believe in a more
balanced composite approach – one that
works to provide a more complete picture of a
company’s overall “footprint” in the economy.

Weight of Financials

The Collapse and Rebound of Financial Stocks

• FTSE RAFI US 1000 Index

Relative performance during global
financial crisis
The Fundamental Index Strategy’s disciplined
objectivity enabled the Index to ignore market
emotion and increase its allocation to a sector
that ultimately proved to be undervalued leading
to significant excess return over the full cycle.

• S&P 500 Index

• S&P 500 Financials Sector Index
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Mitigates potential shortcomings with
traditional indexes
Fundamental Index Strategies employ a
disciplined rebalancing process that ignores
the market emotion embedded in market-capweighted indexes and instead seeks to buy low
and sell high by anchoring constituent weight
on fundamental measures of company size.
For example, when fear was rampant in late
2008 and early 2009, the FTSE RAFI US 1000
Index rebalanced into the financial sector at
a time valuations fell, and investors fled the
sector. As shown in the graph below, the Index’s
systematic rebalancing process helped it be
well-positioned for the sector’s rebound. Please
note these results may have included times
of underperformance and that there is no
guarantee of outperformance in the future.

Sep ‘09

Source: Invesco PowerShares, Data Sept. 30, 2008 through Sept. 30, 2009
Past performance is not indicative of future results. Index returns do not represent Fund returns. An investor cannot invest directly in an index.

Relative Performance During Global Financial Crisis
Global Financial Crisis
3/31/08 – 3/31/09

March 2009 Recovery
4/1/09 – 12/31/09

Full Cycle
3/31/08 – 12/31/09

FTSE RAFI US 1000 Index

-42.7%

64.9%

-5.5%

S&P 500 Index

-38.6%

41.4%

-13.1%

S&P 500 Financials Sector Index

-63.0%

64.7%

-39.1%

Past performance is not a guarantee of future results.
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Fundamental Index Methodology
Broad Market and Fixed Income Applications
Broad market (us and ex-us)
The Fundamental Index methodology is
applied in the domestic markets by ranking
all publicly listed US companies according to
four fundamental measures of company size:
sales, cash flow, book value and dividends.
Stocks ranked 1 to 1,000 are included in the
FTSE RAFI US 1000 Index, which underlies
the broad-market, large-cap PowerShares
FTSE RAFI US 1000 Portfolio. The stocks
are weighted according to their Fundamental
Index rank.

Fixed income
Traditional broad market, cap-weighted bond
indexes assign issuer weights based solely on
the amount of debt they have outstanding.
The more debt they issue, the greater their
weight is in the index. Fundamentals weighted
bond indexes assign issuer weights based on
four factors that are indicative of their ability
to service debt issues: sales, cash flows,
dividends and book value of assets. Bonds are
ranked from the RAFI Investment Grade Bond
Index and RAFI High Yield Bond Index.

Stocks ranked 1,001 to 2,500 are included
in the FTSE RAFI US 1500 Index, which
underlies the broad-market, mid- and
small-cap PowerShares FTSE RAFI US 1500
Small-Mid Portfolio. The stocks are weighted
according to their Fundamental Index rank.
The Fundamental Index methodology
is applied in the international markets
by ranking thousands of securities from
more than 40 countries according to four
fundamental measures of company size:
sales, cash flow, book value and dividends.
The stocks with the highest Fundamental
Index rank are selected for their appropriate
index and weighted according to their rank.
Fundamentals-Weighted Index

“Why would you want to give
the biggest portion of assets to
those companies that are the
biggest debtors?”

Issuer’s Weight in Index

Issuer’s Weight in Index

Cap-Weighted Index

Bond Issuance

For illustrative purposes only

Robert Arnott
Chairman, Research Affiliates®

Ability to Service Debt

Fundamental Index Methodology — Equity
1. Define universe

2. Rank stocks according to the four fundamental
factors of company size to determine largest
US-listed companies and the largest regional
and country-specific equities.
Sales

US Equity Universe

Cash Flow
Book Value

International Equity
Universe

Dividends

Fundamental Index Methodology — Fixed Income
1. Define universe

2. Assign bond ranks according to the four
fundamental factors of book value of assets,
sales, cash flow and dividends.

Universe Investment
Grade — High Yield
Investment Grade
— Corporate

Sales
Cash Flow
Book Value
Dividends

For illustrative purposes only
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About Risk
There are risks involved with investing in ETFs,
including possible loss of money. Shares are not
actively managed and are subject to risks similar to
those of stocks, including those regarding short selling
and margin maintenance requirements. Ordinary
brokerage commissions apply. The Fund’s return may
not match the return of the Underlying Index.
There is no assurance that the funds listed in this
material will achieve their investment objectives.
Please be aware that the funds mentioned are subject
to additional specific risks. Please see each fund’s
prospectus for additional information regarding the
risks associated with an investment.
Investors should be aware of the risks associated
with data sources and quantitative processes used
in our investment management process. Errors may
exist in data acquired from third party vendors, the
construction of model portfolios, and in coding related
to the index and portfolio construction process. While
Research Affiliates takes steps to identify data and
process errors so as to minimize the potential impact
of such errors on index and portfolio performance, we
cannot guarantee that such errors will not occur.
Fixed Income Risk Information
Fixed-income investments are subject to credit risk of
the issuer and the effects of changing interest rates.
Interest rate risk refers to the risk that bond prices
generally fall as interest rates rise and vice versa.
An issuer may be unable to meet interest and/or
principal payments, thereby causing its instruments
to decrease in value and lowering the issuer’s credit
rating. Due to anticipated Federal Reserve Board
policy changes, there is a risk that interest rates
will rise in the near future.
Small and Medium Risk Information
Stocks of small and mid-sized companies tend to
be more vulnerable to adverse developments, may
be more volatile, and may be illiquid or restricted
as to resale.
Foreign and Emerging Market Risk
The risks of investing in securities of foreign issuers,
including emerging market issuers, can include
fluctuations in foreign currencies, political and
economic instability, and foreign taxation issues.
Trademarks, Distributor and Prospectus Information
The trade names Fundamental Index®, RAFI®, the
RAFI logo, and the Research Affiliates corporate
name and logo are registered trademarks and are the
exclusive intellectual property of Research Affiliates,
LLC. Any use of these trade names and logos without
the prior written permission of Research Affiliates,
LLC is expressly prohibited. Research Affiliates, LLC
reserves the right to take any and all necessary action
to preserve all of its rights, title and interest in and to
these marks.
The RAFI® US Investment Grade Bond Index and
RAFI® US High Yield Bond Index is calculated by ALM
Research Solutions, LLC. in conjunction with Research
Affiliates, LLC. All rights and interests in the RAFI®
US Investment Grade Bond Index and the RAFI® US
High Yield Bond Index vest in Research Affiliates,
LLC. All rights in and to the Research Affiliates, LLC
Fundamental Index® concept used in the calculation
of the RAFI® US Investment Grade Bond Index and
the RAFI® US High Yield Bond Index vest in Research
Affiliates, LLC. The RAFI® US Investment Grade
Bond Index and the RAFI® US High Yield Bond Index
are not sponsored, endorsed, sold or promoted by
ALM Research Solutions, LLC., and ALM Research
Solutions, LLC. makes no representation regarding
the advisability of investing in such product(s). Neither
ALM Research Solutions, LLC. nor Research Affiliates,
LLC make any warranties, express or implied, to any
of their customers nor anyone else regarding the
accuracy or completeness of any data related to the

RAFI® US Investment Grade Bond Index or the RAFI®
US High Yield Bond Index. All information is provided
for information purposes only. Neither ALM Research
Solutions, LLC. nor Research Affiliates, LLC accept any
liability for any errors or any loss arising from the use
of information in this publication.
FTSE RAFI US 1000 Index comprises the 1,000 USlisted companies with the largest RAFI fundamental
scores selected from a constituent universe of all
common stocks on the NYSE.
FTSE RAFI US 1500 Index measures potential returns
of a theoretical portfolio of high yield, US dollar
denominated corporate bonds registered for sale in
the United States whose issuers are public companies
listed on a major US stock exchange.
RAFI US Investment Grade Bond Index is comprised
of US dollar-denominated bonds registered for sale in
the United States whose issuers are public companies
listed on a major US stock exchange
RAFI US High Yield Bond Index measures potential
returns of a theoretical portfolio of high yield, US dollar
denominated corporate bonds registered for sale in
the United States whose issuers are public companies
listed on a major US stock exchange.
The S&P 500® Financials Index is an unmanaged index
considered representative of the financial market.
PowerShares® is a registered trademark of Invesco
PowerShares Capital Management LLC, investment
adviser. Invesco PowerShares Capital Management
LLC (Invesco PowerShares) and Invesco Distributors,
Inc., ETF distributor, are indirect, wholly owned
subsidiaries of Invesco Ltd.
Shares are not individually redeemable and owners of
the shares may acquire those shares from the Fund
and tender those shares for redemption to
the Fund in Creation Unit aggregations only, typically
consisting of 50,000, 75,000, 100,000
or 200,000 shares.

Before investing, investors should
carefully read the prospectus/
summary prospectus and carefully
consider the investment objectives,
risks, charges and expenses. For
this and more complete information
about the Fund call 800 983 0903 or
visit invescopowershares.com for the
prospectus/ summary prospectus.
Note: Not all products are available through all firms.

PRF

PAF

PRFZ

PDN

PXF

In December 2015, the RAFI Fundamental methodology
turns 10-years old. Invesco PowerShares is proud
to have been the first to launch an ETF based this
methodology. We believe this innovation helped drive
a crucial turning point in providing individual investors
broad access to strategies now termed smart beta.
Stay-tuned throughout the year for research-based,
market-driven portfolio implementation ideas from
Invesco PowerShares Global Product Strategy Team.

800 983 0903

@PowerShares
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