
 

 

An investment in the stock market offers investors inflation
-beating returns in the long term. You can participate in the 
growth that the stock market offers by selecting your own 
equities or by appointing a fund manager to do this on 
your behalf, which is known as active investing. 
 
Another alternative is to invest your money in a portfolio 
that is constructed according to a stock market index, such 
as the FTSE/JSE All Share Index (domestically), the Dow 
Jones Industrial Index (USA) or the MSCI World Index 
(internationally). This is known as indexing or passive 
investing, and in the international scenario it is commonly 
accepted that the majority of actively managed portfolios 
do not outperform the market as a whole over the long 
term, especially after the manager’s fees have been 
deducted. This is why many investors, especially 
institutional investors such as retirement funds, include 
some form of passive investment in their overall 
investment portfolios. 
 
Besides the inflation-beating returns, indexing has much to 
recommend it. It is a straightforward way to participate in 
the broad market, it has low turnover therefore low cost 
and there are no or relatively low management fees 
(compared to the fees charged by active managers).   
 
Most market indices in the global and South African 
investment industry today are constructed using the 
market capitalisation method (i.e. the value of the 
company’s total shares in issue according to the market 
price) to determine the weight that each company will have 
within the index. However, this method of Indexing does 
have its problems. An index based on market 
capitalisation, as almost all are, will overweight those 
stocks that are overvalued in the market and it will 
underweight those stocks that are undervalued – the 
opposite of good investment practice. An index portfolio 
will participate in every market bubble and it will plunge 
with every market correction.   
 
The inherent flaws of cap-weighted indexing prompted 
California-based investment house Research Affiliates to 
pioneer a new and innovative indexing methodology 
known as Research Affiliates Fundamental Indexing® 
(RAFI®). 

ABOUT THE PLEXUS GROUP 

The Plexus  group of companies is an independent 
investment house that specialises in providing 
investment management solutions for both corporate and 
individual clients. Its dedication to investment provides a 
purposeful approach to achieving superior investment 
results. 
 
Founded in 1995, Plexus has distinguished itself as a 
pioneer in the multi-manager industry and boasts a 
number of research firsts, such as the Plexus Survey, 
Plexus Offshore Survey, Plexus Unit Trust Indices and 
the recently launched PlexCrown Fund Ratings, a rating 
agency similar to and of the same calibre as Morning 
Star. 
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 ABOUT RESEARCH AFFILIATES 

Research Affiliates is a California-based investment 
house offering proprietary solutions in the areas of active 
asset allocation, optimal portfolio construction, equity 
indexation and enhanced equity indexation. The company 
was formed in 2002 by Robert Arnott, former editor of the 
Financial Analysts Journal, and has US$31 billion in assets 
under management. The company’s panel of advisors 
includes luminaries in the field of finance and investment 
management such as Harry Markowitz, Nobel Prize winner 
and father of modern portfolio theory, Burton Malkiel, Jack 
Treynor and Peter Bernstein.  
 

Research Affiliates has a strong worldwide reputation 
as a thought leader, especially as far as the innovative 
Research Affiliates Fundamental Index® (RAFI®) concept 
is concerned. The company shares these ideas and 
markets products in partnership with some of the world’s 
leading financial institutions such as PIMCO, Nomura 
Asset Management and Charles Schwab. These 
affiliations often take the form of licensing agreements, 
such as that now also entered into with Plexus Asset 
Management.  

 
Chairman Robert D. Arnott is a renowned 
innovator of investment theory and practice. 
He has published more than one hundred 
articles in the FAJ, the Journal of Portfolio 
Management, the Harvard Business Review, 
and other respected journals. Arnott lectures 
frequently, has served as a visiting professor 

of finance at UCLA, and has served on the product 
advisory board of the Chicago Board Options Exchange 
and two other exchanges. 
 
Arnott is the former chairman of First Quadrant, LP, 
where he developed quantitative asset management 
products. He also served as global equity strategist at 
Salomon Brothers (now part of Citigroup), the president 
of TSA Capital Management (now part of Analytic), and 
as a vice-president at The Boston Company (now 
PanAgora). 
 
Arnott graduated summa cum laude from the University 
of California, Santa Barbara in economics, applied 
mathematics and computer science in 1977. 

Paul Stewart , Managing Director of the 
Plexus Group, member of Plexus 
Investment Committee; previously a fund 
manager at Old Mutual Asset Managers 
and also Managing Director of m Cubed 
Unit Trust Management Company; 
Chairman of Association of Savings and 
Investment South Africa (ASISA) Fund 

Mandates Standing Committee, 15 years' experience in 
the investment and asset management industry. 

BACKGROUND 
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Dr Prieur du Plessis , Executive Chairman 
of the Plexus Group, member of Plexus 
Investment Committee; previously General 
Manager: Portfolio Management at Sanlam 
responsible for the investment portfolios of 
Sanlam’s individual policy-owners – 
portfolios the assets of which totalled more 

than R35 billion; 27 years’ experience of investment 
research and portfolio management. 

 
John Mauldin , Director of Plexus Mauldin 
Alternative Investments CEO and founder 
of Millennium Wave Advisors LLC. He is a 
prolific author and editor of the popular 
Thoughts from the Frontline e-newsletter, 
which goes to over 1,5 million readers 
weekly. John is a New York Times best-
selling author of two investment books, 

namely Bull’s Eye Investing and Just One Thing. 

. THE RESEARCH AFFILIATE APPROACH 

Research Affiliates has pioneered an innovative ap-
proach to index construction that has won widespread 
acceptance in the US and internationally. Research Affili-
ates Fundamental Index® indexing method uses various 
fundamental accounting measures of each company, 
rather than market capitalisation, in its index                
construction. 
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internationally, based on extensive back-testing (to 1962 
in the US and to 1988 internationally). The actual results 
of real money managed according to this methodology 
shows very similar results. Research Affiliates employs 
four specific metrics in Fundamental Index® portfolio 
construction: 
 
�  book equity value 
�  cash flow 
�  sales 
�  gross dividends. 
 
Research Affiliates Fundamental Index® strategy is 
based upon several key propositions: 
 
Fundamental Index ® portfolios outperform             
cap-weighted index portfolios. 
 
�  In US domestic markets, Fundamental Index®        

portfolios outperformed capitalisation-weighted index 
portfolios, both large and small stocks, by just over 
200 basis points per year with slightly lower volatility     
(see diagram 1). 

 
�  Fundamental Index® portfolios are even more      

powerful internationally than in the US market. Across         
international markets, Fundamental Index® portfolios  
outperformed capitalisation-weighted index portfolios 
by an average of 280 basis points per annum with 
slightly lower volatility (see diagram 2). 

 
�  Fundamental Index® portfolios outperformed          

cap-weighted index portfolios in virtually all 23 of the   
developed EAFE nations evaluated (see diagram 3). 

Source: Research Affiliates, LLC and Nomura Securit ies 
Hypothetical backtest example for illustrative purposes only. No guarantee is being made that the stated results will be achieved.  
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By avoiding the inherent valuation bias of cap weighting, 
Fundamental Index® strategies have outperformed cap-
weighted index strategies by as much as 200 basis 
points in the US and by more than 250 basis points  

US FUNDAMENTAL INDEX ® 1000 VERSUS CAP-WEIGHTED US 1000 (1962 - JUNE 2009) 
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Source: Research Affiliates, LLC and Nomura Securit ies 
Hypothetical backtest example for illustrative purposes only. No guarantee is being made that the stated results will be achieved. 
 

Diagram 3 23 COUNTRY RETURN STATISTICS THROUGH JUNE 30, 2009 
(RANKED BY VALUE ADDED)  

Fundamental index ® portfolios are adaptable to dis-
tinct strategies. 
 
�  Fundamental Index® strategies can be used to con-

struct either large- or small-company indices. Re-
search Affiliates  analysis confirms that portfolios con-
sisting of the largest 100, 500, 1 000 and 3 000, as 
well as the smallest 2 000 companies, measured by 
economic measures found in public accounting data 

(such as annual reports), outperformed indices of simi-
larly ranked companies as selected by market capitali-
sation. 

 
Fundamental Index ® portfolios effectively limit port-
folio risk. 
 
�  Fundamental Index® portfolios provide all the benefits 

of traditional cap-weighted indices, including diversifi-
cation, broad market participation, liquidity and low 

RAFI® GLOBAL 1000 TOTAL PERFORMANCE VS MSCI WORLD EX US 1983 - JUNE 2009 
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turnover, while generating incrementally higher re-
turns with somewhat lower volatility than comparable 
cap-weighted indices. 

 
�  Fundamental Index® portfolios are the index investor’s 

best protection against market bubbles and fads be-
cause a stock’s weight in the index is immune to er-
rors in stock pricing. You can have exuberance in a 
stock’s price but not in a stock’s financial metrics. Dur-
ing the bubble of the 1990s, for example, cap-
weighted indices assigned too much weight to over-
valued Internet stocks. By contrast, Fundamental In-
dex® portfolios select and weight stocks by their un-
derlying value as evidenced by financial accounting 
measures, not by price which is affected by market 
speculation. Fundamental Index® portfolios thereby 
avoid the huge run-ups and subsequent corrections 
that have historically plagued cap-weighted indices.  

FUNDAMENTAL INDEXING ®  
What is it and how does it benefit investors?  

THE ENHANCED RAFI® METHODOLOGY 

As Research Affiliates started to understand the dynam-
ics of the four factors based on local market conditions, 
they realised that additional outperformance of cap-
weighted indices could be generated by manipulating the 
factors so that the weightings were no longer equal. En-
hanced RAFI® Indices (eRAFI®) were thus created and 
are the crown jewels. This additional outperformance is 
shown in diagram 4.  
 
The main differences are as follows: 
 
 

�  Enhanced RAFI® looks at which of the four factors are 
most applicable in local markets around the world (so 
US or Canada Enhanced RAFI® may be different from 
South Africa and Japan Enhanced RAFI®) and re-
weights these four factors accordingly. 

 
�  In South Africa, for example, a higher weighting to 

sales and cash-flow factors may produce better and 
more stable returns than dividends, so the sales and 
cash-flow factors could be upweighted and dividends 
downweighted. In Canada dividends and book value 
produce better returns because of certain tax laws. 

 
�  Also, the Enhanced RAFI® Index has some specialised 

accounting filters overlaid over the index to pick up 
consistency of earnings (net operating assets) and 
early financial distress (debt coverage ratio). These 
factors downweight companies that could produce big 
earnings disappointments or those with higher bank-
ruptcy risk in order to reduce portfolio volatility.   

 
�  Additionally, the Enhanced RAFI® Index is rebalanced 

at least quarterly to remain more current as opposed to 
the annual rebalancing of the vanilla RAFI® index. 

 
These enhancements are specific to each country where 
Fundamental Indexation® is done.  Research Affiliates 
has many years’ experience in the implementation of 
RAFI® across the globe, including emerging mar-
kets. Prior global experience and statistical forecasts 
show that in emerging markets the RAFI® enhancements 
produce on average 2% to 3% per annum additional re-
turn over the plain RAFI® Index. 

Source: Research Affiliates, LLC and Nomura Securit ies 
Hypothetical backtest example for illustrative purposes only. No guarantee is being made that the stated results will be achieved.  

FUNDAMENTAL INDEX ® INTERNATIONAL:  
CUMULATIVE PERFORMANCE 1984 - 2009 

Diagram 4 
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THE SOUTH AFRICAN SCENARIO 

Research Affiliates has licensed its enhanced Research 
Affiliates Fundamental Index® (eRAFI®) methodology to 
the Plexus group. In terms of the licensing agreement 
Plexus has obtained the exclusive right to utilise the 
eRAFI® methodology in order to manage and distribute 
enhanced index products in the Pan-African zone. 
 
The following South African RAFI® products that apply 
the enhanced Research Affiliates Fundamental Index® 
concept to shares listed on the South African Stock 
Exchange are available: 
 
�  The Plexus RAFI ® Enhanced SA Strategy 
 Fund , a collective investment scheme under the 
 PSG Collective Investments management 
 company licence, and 
 
�  a range of Johannesburg Securities Exchange-
 listed exchange-traded funds (ETFs) under the 
 NewFunds Collective Investments management 
 company licence (a partnership with ABSA Bank). 
 These include: 
 

 - NewFunds eRAFITM Overall SA Index ETF 
  Portfolio 
 - NewFunds eRAFITM Industrial 25 Index  
  ETF Portfolio 
 - NewFunds eRAFITM Financial 15 Index  
  ETF Portfolio 
 - NewFunds eRAFITM Resource 20 Index  
  ETF Portfolio 
 
Detailed information on these products, including risk/
return characteristics and portfolio constituents, is 
available on request.   
 
The NewFunds eRAFI TM  Overall SA Index ETF 
Portfolio , a JSE-listed exchange-traded fund under the 
NewFunds Collective Investments management company 
licence.     
 
Back-testing the RAFI® enhanced methodology on the 
JSE from December 1993 to June 2009 delivered returns 
of 19,5% per annum compared to the 13,9% per annum 
for the FTSE/JSE All Share Index (see diagram 5). Not 
only did the RAFI® methodology add outperformance (i.e. 
so-called “alpha”) of 5,6% per annum, but this was also 
achieved at reduced levels of volatility. 

Diagram 5 

Source: Research Affiliates, LLC and Nomura Securit ies 
Hypothetical backtest example for illustrative purposes only. No guarantee is being made that the stated results will be achieved.  
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CONCLUSION 

 
The agreement with Research Affiliates has afforded Plexus  the opportunity to join forces with a world-class 
international partner in an area that is bound to become increasingly popular over the next few years, especially as 
investors focus more strongly on optimising risk/return parameters at affordable fees.  
 
The Research Affiliates Fundamental Indexing® methodology fulfils a very useful function as an enhancement to a 
portfolio otherwise comprising conventional active equity managers and passive index trackers. It is an investment 
offering that is bound to add considerable value to international investors’ portfolios over time. 
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Disclaimer 
 
The information and opinions contained in this document are recorded and expressed in good faith and in reliance on sources believed to be reliable. 
However, no representation, warranty, undertaking or guarantee of whatever nature is made or given concerning the accuracy and/or completeness of 
such information and/or the correctness of such opinions.  
 
Any investment is speculative and involves significant risks and in making any investment decision, or in advising a third party in respect of an investment 
decision, you will rely solely on your own view and examination of the facts, information opinions and the records relating to such investment. Past 
performance of the investment is not an indication of the future performance. Plexus Asset Management (Pty) Limited (Plexus) shall have no liability or 
responsibility of whatever nature in respect of any claim, damage, loss or expense arising out of or in connection with the reliance by anyone on the 
contents of this document. 
 
Views expressed are those of Plexus and are subject to change without notice. Plexus Asset Management (Pty) Limited is an authorised discretionary 
financial services provider (FSP number 609). 
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The table below shows some of the back-tested risk/return statistics of the Plexus RAFI® compared to the FTSE/JSE All 
Share Index. 

Index Annual Return Volatility Sharpe Ratio 
Excess return vs 

FTSE/JSE All 
Share Index 

RAFI® Enhanced SA Strategy 19.5% 19.2% 0.4 5.6% 

FTSE/JSE All Share Index (TR) 13.9% 20.7% 0.1 n/a 


