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Indices are built for different purposes. Some provide investors with exposure to specific
markets like equities or commodities. Others focus on a particular performance trait that
companies have, such as issuing dividends. Whether it’s an index-linked mutual fund,
closed-end fund or exchange-traded fund (ETF), indices are the moving parts that make
the investment product work.
Indices can be broken down in two different ways: by weighting and by security
1
selection. Understanding the different types of indices available and how securities are
selected and allocated allows investors to choose an index-based investment that better
matches their goals.

How Securities Are Weighted
Understanding how
securities are
selected and
allocated allows
investors to choose
an index-based
investment that
better matches their
goals.

Securities can be weighted within an index using three approaches: market capitalization
(market cap), equal weight and factor weight.

Market Cap
When most people talk about how “the markets” are doing on a given day, they are often
referring to a large-cap index such as the S&P/TSX 60 in Canada. Both are market capweighted indices that serve as proxies to track the performance of the broader markets.
A firm’s market cap represents the company’s overall value. It’s calculated by multiplying
the number of company-issued shares by the current market price of one share. The
index’s value is the total of its constituents’ market caps. In Canada, the S&P/TSX 60
comprises 60 large-cap stocks that cover nearly two-thirds of the country’s equity market
cap.
Most market cap-weighted indices today are free-float market cap-weighted, which
means they only include shares that are readily available for trading in the market. They
generally exclude locked-in shares such as promoters' holding, government holding and
strategic holding shares that cannot be traded by the general public.
Market cap-weighted indices are the most widely used measure of the broader market’s
value. They are considered to more accurately reflect market trends because they track
the value of shares available to all investors. This insight enables investors to make
“apples to apples” comparisons between the performance of an active manager and a
comparable ETF.
While no one framework exists for defining indices by market capitalization, Exhibit 1
provides a general outline for Canada.

___________________________
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Rick Ferri, The ETF Book, (Hoboken, New Jersey: John Wiley & Sons, Inc, 2008), pg. 97.
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Exhibit 1: Market Capitalization Breakdown: Canada
Size
S&P Index size
Market Cap
(CAD billion)
(CAD billion)
Mega-Cap
11.0 - 74.8
Large-Cap
> 5.0
2.3 - 74.8
Mid-Cap
1.0 - 5.0
0.004 - 19.4
Small-Cap
< 1.5
0.003 - 1.6
Micro-Cap

-

< 0.7

S&P Index
S&P/TSX MegaCap
S&P/TSX 60
S&P/TSX Completion
S&P/TSX SmallCap
S&P/TSX Venture
Composite

Source: S&P Indices and Cawfield, Diana, "A cap-size view of Canadian equities," Advisor.ca, October
12, 2010. Information as of December 30, 2011.

Equal Weight
Equally weighted indices have the same holdings or constituents as indices
weighted by market cap, but the playing field is leveled by providing equal exposure
to each constituent, regardless of size. Equally weighted indices provide different
sector exposures and risk-return profiles compared with the broad market index on
which they are based (see Exhibit 3 below).

Equal weight levels
the playing field by
providing equal
exposure to each
constituent in an
index, regardless of
size.

Why would an investor consider equal weight? A weighting strategy based on
market cap tends to create portfolios that have a few very large securities combined
with relatively numerous smaller ones. As the share prices of larger companies rise,
so does their dominance within the index. In comparison, by assigning a fixed
allocation to each security, an equal weight strategy will naturally underallocate to
those few large-cap securities and overallocate to the relatively smaller securities.
This strategy may lessen the index’s concentration on specific securities.
Exhibit 3: Sector Breakdown of the S&P/TSX 60 Equal Weight versus the S&P/TSX 60

Source: S&P Indices. Data as of December 30, 2011. Provided for illustrative purposes.
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Exhibit 4: Top 10 Constituent Concentration of the S&P/TSX 60 Equal Weight versus
the S&P/TSX 60

Sector weights rise
and fall more slowly
in equally weighted
indices than in
indices weighted by
market cap.

Source: S&P Indices. S&P/TSX 60 Equal Weight Index constituents are rebalanced after market close on
the 3rd Friday of each quarter. Weights will change as stock prices move throughout the quarter. Data as
of December 30, 2011. Charts and tables are provided for illustrative purposes.

Equally weighted indices can also provide sector diversification. Particularly in
Canada, the number of sectors represented in the broad market tends to be highly
concentrated. As of December 30, 2011 the concentration of each of the three
predominant sectors in the S&P/TSX 60—financials, energy and materials—was
31.60%, 25.79% and 20.59%, respectively. These concentrations provide investors
with the true make-up of the Canadian large-cap market, but equal weighting
provides investors with greater diversification among sectors.
Sector weights also rise and fall more slowly in equally weighted indices than in
indices weighted by market cap, which may help investors avoid extreme run-ups or
sell-offs in certain sectors. The sector weights of the S&P/TSX 60 will vary both on
the number of stocks in each sector in the index as well as the performance of each
sector over time. The sector weights in the S&P/TSX 60 Equal Weight Index will only
vary due to the number of stocks in each sector. Therefore, when a certain sector
underperforms or outperforms the market by a large percentage, the sector weights
of the S&P/TSX 60 will adjust relatively quickly. Those for the S&P/TSX 60 Equal
Weight Index will not adjust as quickly because the index is rebalanced to equal
weighting once a quarter.

Factor Weight
Factor-weighted indices include constituents that fit into a specific profile, such as
firms with a history of paying dividends or companies that meet certain price-toearnings or price-to-book values. Targeting firms by these factors may allow
investors to gain exposure to companies that exhibit value or growth characteristics.
Factor-weighted indices’ focus on certain characteristics means they will naturally
have different risk-return profiles and sector concentrations compared with market
cap or equally weighted indices. Consider the S&P/TSX Canadian Dividend
Aristocrats, which comprises firms within the S&P Canada Broad Market Index (BMI)
that have consistently increased ordinary cash dividends every year for at least five
consecutive years. It has only 58 constituents and the top 10 holdings account for
33.55% of the index’s weight (see Exhibit 5 on the following page).
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Exhibit 5: S&P/TSX Canadian Dividend Aristocrats
Number of Constituents
58
Adjusted market cap (CAD billion)
10.22
Constituent market cap (adjusted CAD billion)
Average
0.18
Largest
0.48
Smallest
0.04
Median
0.14
Weight of largest constituent (%)
4.70
Top 10 holdings (% market cap share)
33.55
Source: S&P Indices. Data as of December 30, 2011. Charts and tables are provided for
illustrative purposes.

Factor-weighted
indices include
constituents that fit
into a specific
profile, which may
allow investors to
gain exposure to
companies that
exhibit value or
growth
characteristics.

The largest firms that elect to pay dividends may be concentrated in different sectors
than those of the top firms in the BMI (see Exhibit 6 below). This may result in more
or less sector concentration, depending on the market. As of December 30, 2011,
the S&P/TSX Dividend Aristocrats had wider sector exposure among its top 10
constituents, including consumer discretionary, industrials and utilities firms. The
S&P/TSX Composite, on the other hand, represented the dominance of financial,
energy and materials companies in the Canadian market.
Exhibit 6: Top 10 Companies By Weight: S&P/TSX Canadian Dividend Aristocrats
versus the S&P TSX Composite
S&P/TSX Canadian Dividend Aristocrats
Index
GICS Sector
Company
Weight
Atlantic Power
4.70%
Utilities
Corporation
Ag Growth
4.43%
Industrials
International Inc.
Exchange
3.82%
Industrials
Income
Corporation
AGF
Management Ltd
3.70%
Financials
B Nvtg
Enbridge Income
3.46%
Energy
Fund Holdings
Inc.
Bird Construction
2.83%
Industrials
Inc.
Transcontinental
2.71%
Industrials
A Subvtg
Northern Property
2.66%
Financials
REIT
Reitmans Canada
Consumer
2.64%
Ltd. A
Discretionary
Corus
Consumer
Entertainment Inc.
2.60%
Discretionary
B Nvtg

S&P/TSX Composite
Index
GICS
Company
Weight
Sector
Royal Bank of
5.26%
Financials
Canada
Toronto4.84%
Financials
Dominion Bank
Bank of Nova
Scotia Halifax

3.89%

Financials

Suncor Energy
Inc.

3.25%

Energy

Barrick Gold
Corp

3.24%

Materials

Canadian Natural
Resources

2.93%

Energy

Goldcorp Inc

2.57%

Materials

Potash Corp. of
Saskatchewan

2.53%

Materials

Bank of Montreal

2.51%

Financials

Canadian National
Railways

2.51%

Industrials

Source: S&P Indices. Data as of December 30, 2011. Charts and tables are provided for illustrative
purposes.

How Securities Are Selected
Index providers choose securities using three different methods: passive selection,
2
screened selection and quantitative selection.
McGRAW-HILL
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Passive Selection
This method seeks to replicate the broad market or a sector by holding a basket of
securities that has the same risk and return characteristics as the market or sector
itself. Most passive indices have a few requirements that outline which securities are
added or dropped from the index, including minimum number of shares outstanding,
minimum daily trading volume and minimum market capitalization.

Portfolio Impact
Passively selected indices typically have the lowest turnover because they seek the
returns of the broad market or a sector. ETFs based on passively selected indices
may appeal to investors looking to achieve market returns.

Screened Selection

Passively selected
indices typically
have the lowest
turnover because
they seek the
returns of the broad
market or a sector.

This method filters the broader market for constituents that possess one or more
factors that the index is intended to track. For example, a screened dividend index
may only track securities that have a history of paying increasingly higher dividends
over the long term. To create this index, the index provider would first sift through the
broader market to find constituents that pay dividends, then narrow the results to
those that have consistently paid over the past five years, and finally choose those
that have raised their dividend payments over the past three years.

Portfolio Impact
Screened indices may allow for exposure to companies with specific risk and return
characteristics within the broader market. Screened indices typically have low
turnover and are relatively inexpensive to track and maintain.

Quantitative Selection
Quantitatively selected indices rely on computer models that choose companies
based on securities data and prices that are predictive in nature. By isolating those
certain characteristics, the model seeks to outperform the market by optimizing the
top-performing characteristics into an ideal mix of securities. The models are
proprietary and rely on constant optimization. They are not publicly available and
typically have higher turnover.

Portfolio Impact
There is a potential for outperformance if the isolated characteristics of the
quantitatively selected indices lead to better returns than those of the broad-based
market indices. High turnover, however, will increase trading and maintenance costs.
The proprietary nature of the models may also reduce transparency within an
investor’s portfolio.

Summary
Understanding indices and their effect on index-linked products such as ETFs is an
important part of selecting investments for a portfolio. Knowing how an index selects
and weights its constituents may help an investor more effectively choose an index
that provides the exposure, risk and return characteristics that best meet their goals.

Additional Resources
For more information on index investment in Canada, check out “Indexing 101: Three
Reasons Why Indexing Works” and “Indexing 101: Through the Looking Glass:
Insights into Indexing.”
To access additional Thought Leadership publications from S&P Indices, visit
www.spindices.com/4solutions.
McGRAW-HILL
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Appendix: Canadian listed S&P Index linked ETFs
Index Type

S&P Index

Canadian-listed S&P Index-linked ETFs

Tickers

Market Cap
Horizons S&P/TSX 60 Index ETF

HXT CN

iShares S&P/TSX 60 Index Fund

XIU CN

S&P/TSX Completion

iShares S&P/TSX Completion Index Fund

XMD CN

SmallCap

S&P/TSX SmallCap

iShares S&P/TSX SmallCap Index Fund

XCS CN

MicroCap

S&P/TSX Venture Select Index

iShares S&P/TSX Venture Index Fund

XVX CN

S&P/TSX Equal Weight
Diversified Banks Index

BMO S&P/TSX Equal Weight Banks Index ETF

ZEB CN

S&P/TSX Equal Weight Global
Base Metals CAD-Hedged Index

BMO S&P/TSX Equal Weight Global Base Metals
Hedged to CAD Index ETF

ZMT CN

S&P/TSX Equal Weight Oil &
Gas Index

BMO S&P/TSX Equal Weight Oil & Gas Index
ETF

ZEO CN

Claymore S&P/TSX Canadian Dividend ETF

CDZ CN

S&P High Yield Dividend
Aristocrats CAD Hedged Index

Claymore S&P US Dividend Growers ETF

CUD CN

S&P/TSX Preferred Share

Claymore S&P/TSX CDN Preferred Share ETF

CPD CN

LargeCap

S&P/TSX 60

Mid-Cap

Equal Weight

Factor Weight
S&P/TSX Canadian Dividend
Aristocrats

Sign up to receive future index-related research, commentary
and educational publications at www.spindices.com
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Disclaimer
Copyright © 2012 by S&P/Dow Jones Indices LLC, a subsidiary of The McGraw-Hill Companies. All rights reserved. STANDARD & POOR’S
and S&P are registered trademarks of Standard & Poor’s Financial Services LLC. “Dow Jones” is a registered trademark of Dow Jones
Trademark Holdings LLC (“Dow Jones”). Redistribution, reproduction and/or photocopying in whole or in part is prohibited without written
permission. This document does not constitute an offer of services in jurisdictions where S&P/Dow Jones Indices LLC, Dow Jones or their
respective affiliates, parents, subsidiaries, directors, officers, shareholders, employees or agents (collectively “S&P Dow Jones Indices”) do
not have the necessary licenses. All information provided by S&P Dow Jones Indices is impersonal and not tailored to the needs of any
person, entity or group of persons. S&P Dow Jones Indices receives compensation in connection with licensing its indices to third parties.
Any returns or performance provided within are for illustrative purposes only and do not demonstrate actual performance. Past performance is
not a guarantee of future investment results.
It is not possible to invest directly in an index. Exposure to an asset class represented by an index is available through investable instruments
based on that index. S&P Dow Jones Indices does not sponsor, endorse, sell, promote or manage any investment fund or other vehicle that is
offered by third parties and that seeks to provide an investment return based on the returns of any S&P Dow Jones Indices index. There is no
assurance that investment products based on the index will accurately track index performance or provide positive investment returns. S&P
Dow Jones Indices is not an investment advisor, and S&P Dow Jones Indices makes no representation regarding the advisability of investing
in any such investment fund or other vehicle. A decision to invest in any such investment fund or other vehicle should not be made in reliance
on any of the statements set forth in this document. Prospective investors are advised to make an investment in any such fund or other
vehicle only after carefully considering the risks associated with investing in such funds, as detailed in an offering memorandum or similar
document that is prepared by or on behalf of the issuer of the investment fund or other vehicle. Inclusion of a security within an index is not a
recommendation by S&P Dow Jones Indices to buy, sell, or hold such security, nor is it considered to be investment advice. Closing prices for
S&P US benchmark indices and Dow Jones US benchmark indices are calculated by S&P Dow Jones Indices based on the closing price of
the individual constituents of the Index as set by their primary exchange (i.e., NYSE, NASDAQ, NYSE AMEX). Closing prices are received by
S&P Dow Jones Indices from one of its vendors and verified by comparing them with prices from an alternative vendor. The vendors receive
the closing price from the primary exchanges. Real-time intraday prices are calculated similarly without a second verification.
These materials have been prepared solely for informational purposes based upon information generally available to the public from sources
believed to be reliable. No content (including ratings, credit-related analyses and data, model, software or other application or output
therefrom) or any part thereof (Content) may be modified, reverse engineered, reproduced or distributed in any form by any means, or stored
in a database or retrieval system, without the prior written permission of S&P Dow Jones Indices. The Content shall not be used for any
unlawful or unauthorized purposes. S&P Dow Jones Indices and any third-party providers (collectively S&P Dow Jones Indices Parties) do not
guarantee the accuracy, completeness, timeliness or availability of the Content. S&P Dow Jones Indices Parties are not responsible for any
errors or omissions, regardless of the cause, for the results obtained from the use of the Content, or for the security or maintenance of any
data input by the user. The Content is provided on an “as is” basis. S&P DOW JONES INDICES PARTIES DISCLAIM ANY AND ALL
EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS
FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT’S
FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE
CONFIGURATION. In no event shall S&P Dow Jones Indices Parties be liable to any party for any direct, indirect, incidental, exemplary,
compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or
lost profits and opportunity costs) in connection with any use of the Content even if advised of the possibility of such damages.
S&P Dow Jones Indices keeps certain activities of its business units separate from each other in order to preserve the independence and
objectivity of their respective activities. As a result, certain business units of S&P Dow Jones Indices may have information that is not
available to other business units. S&P Dow Jones Indices has established policies and procedures to maintain the confidentiality of certain
non-public information received in connection with each analytical process.
In addition, S&P Dow Jones Indices provides a wide range of services to, or relating to, many organizations, including issuers of securities,
investment advisers, broker-dealers, investment banks, other financial institutions and financial intermediaries, and accordingly may receive
fees or other economic benefits from those organizations, including organizations whose securities or services they may recommend, rate,
include in model portfolios, evaluate or otherwise address.
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