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Executive summary: The FTSE Developed Target 

Diversification 400 Index 

The FTSE Developed Target Diversification 400 Index addresses a fundamental problem: 
Concentration risk. Since 2007, the concentration level of the top 10 holdings on the FTSE 
Developed Index increased dramatically, expanding from 9% to 26%. The US weight 
increased by 25.3 percentage points to 70.8%, and the technology weight nearly 
quadrupled.  

The FTSE Developed Target Diversification 400 Index leverages our proprietary Target 
Diversification methodology to deliver a more balanced exposure while maintaining the 
essential characteristics of market representation. At its core, the approach employs two 
key innovations: the FTSE Russell Diversification Factor, which quantifies diversification in 
intuitive terms, and the Target Diversification Algorithm, which applies a non-linear 
transformation to index weights to achieve precise diversification targets. 

Our comprehensive analysis (2007- April 2025) demonstrates compelling performance 
characteristics. The FTSE Developed Target Diversification 400 Index has delivered 
comparable returns to its parent cap-weighted index (7.26% vs. 7.43% annualised) with 
slightly lower volatility, while achieving a considerable improvement in diversification (30% 
more diversified on average). Crucially, it maintained minimal tracking error (just 1.40% 
annually), making it suitable for benchmark-aware mandates. 

Our analysis showed that the Target Diversification strategy, if used from the end of 2007 
to April 2025 would also have produced industry and country allocations that more closely 
reflected economic fundamentals during the period. The FTSE Developed Target 
Diversification 400 Index has lower active share, relative to long-term historical weights 
(7.7% vs. 12.4% for the cap-weighted index), and GDP weightings (18.6% vs. 25.7%).  

Beyond historical performance, the index is potentially well-positioned for future 
outperformance if markets exhibit mean reversion. With a more moderate P/E ratio (18.8) 
compared to the cap-weighted index (20.3), the FTSE Developed Target Diversification 400 
Index systematically reduces exposure to potentially overvalued segments while increasing 
allocations to historically underweighted regions. This better addresses the proposition put 
forth by some institutional investors, to rebalance portfolios away from US equities toward 
European and Japanese markets, and achieves the rebalancing systematically without 
requiring market timing decisions. 

For institutional investors seeking to address today's concentration challenges while 
maintaining broad market exposure, the FTSE Developed Target Diversification 400 Index 
offers a tractable, rules-based, and efficient solution that resolves the longstanding tension 
between diversification and market representation. 

A distinctive attribute of the methodology is its calibration flexibility. The framework allows 
investors to select specific diversification targets along a continuum, from minimal 
adjustments with tracking error below 1.1%, to moderate enhancements balancing 
diversification and tracking error, to achieve a more extensive diversification. 

Addressing the 
Global Equity Market 
concentration issue 

Target Diversification 
delivers a more 
balanced exposure 

Compelling 
characteristics 

Target Diversification 
is a tractable, rules-
based, and efficient 
solution 

Strategic Mean 
Reversion 
Positioning 

The Power of Choice  

Enhanced Economic 
Representation 



Index Research and Design | Index Ideas 

FTSE Russell  3 

The great concentration challenge 

Since 2007, the FTSE Developed Index has exhibited a marked increase in concentration, 
largely attributable to the outsized performance of US equities. This shift has materially 
altered the profile of what is often viewed as a core global equity allocation, as reflected in 
several key market indicators discussed below. 

Single name concentration 

Beginning in 2007, the cumulative weight of the top 10 constituents expanded significantly, 
rising from approximately 9% in 2007 to 26% by January 2025. This substantial increase in 
concentration represents a notable departure from historical norms and introduces 
heightened idiosyncratic risk exposure within what traditionally functioned as a highly 
diversified index. This evolution towards mega-cap dominance occurred gradually but 
persistently, accelerating particularly in the last three years. 

Exhibit 1: The cumulative weight of the 10 largest constituents (FTSE Developed) 

 

Source: FTSE Russell. 2007 to April 2025. 

 

Geographic imbalance 

Our examination of geographic distribution revealed pronounced regional concentration. 
The United States gained +25.3 percentage points in index weight (increasing from 45.5% 
to 70.8%), with corresponding proportional declines observed across several major 
developed markets, including the United Kingdom (-6.4%), France (-2.9%), Japan (-2.6%), 
and Germany (-1.9%). Denmark represents a minor exception, experiencing a modest 
weight increase (from 0.4% to 0.6%). 

Exhibit 2: US Index dominance: Weight of USA and UK, Japan, France and Germany 

 

Source: FTSE Russell. 2007 to the end 2024 
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This extreme geographic skew prompted institutional investors to consider tactical 
rebalancing away from the United States toward European and Japanese markets, a 
challenging market-timing decision that requires active management and introduces 
potential implementation risks. The Target Diversification methodology addresses this issue 
systematically without requiring explicit action. 

Industry concentration 

From a sectoral perspective, Technology has manifested the most significant concentration 
effect, nearly quadrupling its index weight since 2007 to approximately 28% of the FTSE 
Developed Index. This substantial increase occurred at the expense of traditional industries, 
notably Financials, Energy, Basic Materials, and Utilities, which have collectively declined 
from representing 43% to 25% of the index weight. 

 

Exhibit 3: The Rise of Tech: Weight of Technology and Financials, Energy, Basic Materials, and 
Utilities 

 

Source: FTSE Russell. 2007 to the end of 2024. 

  

These shifts create industrial and geographical biases that extend to implicit factor 
exposures that may not align with investors' strategic allocation objectives, and present a 
critical challenge for asset managers. 

The FTSE Russell's Target Diversification methodology was developed to enable 
institutional investors to address these concentration challenges while maintaining the 
benefits of broad market exposure. In the next pages we briefly introduce this new 
methodology and show how a more diversified FTSE Developed Index would have 
performed using the methodology and how it differs from its parent index in April 2025. 
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Introducing Target Diversification 

FTSE Russell's Target Diversification framework provides institutional investors with a 
precision tool to mitigate concentration risk while preserving the essential characteristics of 
market-cap exposure. At its core, this innovative solution comprises two key elements: 

1. The FTSE Russell Diversification Factor - An intuitive metric that quantifies 
diversification in terms of equivalent equally weighted stocks. For example, a FTSE 
Russell Diversification Factor of 400 represents an index with the same 
diversification characteristics as 400 equally weighted stocks. This measure 
provides a mathematically rigorous assessment of concentration that is both 
theoretically sound and intuitive. 

2. The Target Diversification Algorithm - A straightforward methodology that applies 
a non-linear transformation to index weights, and maintains market representation 
while achieving the desired diversification level. Unlike factor-based approaches 
that require complex risk models. Our algorithm operates directly on constituent 
weights through a function that has been derived by extensive empirical research 
to minimise distortions. 

 

Exhibit 4: FTSE Russell Target Diversification 

 

 

Investors can restore portfolio balance by targeting a FTSE Russell Diversification Factor 
of 400, the historical diversification score of the FTSE Developed Index before 
concentration started rising rapidly.  

 

Exhibit 5: The Diversification Factor of the FTSE Developed Index 

 

Source: FTSE Russell. 2007 to April 2025. 
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The diversification is maintained at a constant level through time. This disciplined and 
systematic approach allows portfolio managers to maintain exposure to market growth 
drivers while significantly reducing idiosyncratic risk when concentration becomes 
excessive. 

The Target Diversification advantage 

The FTSE Developed Target Diversification Factor 400 would have delivered compelling 
performance characteristics compared to both cap-weighted and equal weighted 
alternatives. 

 

Exhibit 6: The FTSE Developed Target Diversification 400 Index 

 
Source: FTSE Russell. End of 2007 to April 2025. The data includes backtest, hypothetical performance. Please see the end for important legal 
disclosures. 

 

The statistics, in Exhibit 7 below, suggest that the Target Diversification Index would have 
offered comparable returns (7.26% vs 7.43%) with slightly lower volatility (16.82% vs. 
17.13%).   

 

Exhibit 7: Performance summary (End of 2007 - April 2025) 

 

Source: FTSE Russell. End of 2007 to April 2025. The data includes backtest, hypothetical performance. Please see 
the end for important legal disclosures. 
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Importantly, it would have achieved a considerable improvement in diversification (30% 
more diversified, on average) while maintaining minimal tracking error to the parent index 
(just 1.40% annually), making it suitable for investors with benchmark-aware mandates 
seeking a more balanced and diversified equity allocation.  

This combination of similar return profile with enhanced diversification and contained 
tracking error demonstrates the methodology's potential efficacy in institutional portfolios. 

In comparison, an equal weighted version of the FTSE Developed Index would have 
underperformed by 119 basis points per year, with an average annualised tracking error of 
more than 7% and a market beta of just 0.84.  

Comparing the two approaches to diversification, we can also see that the Target 
Diversification version would have delivered better risk-adjusted performance than the 
equal weighted one (0.43 vs. 0.39).  

Implementation costs would have remained manageable, with annual (two-way) turnover of 
14.27%, substantially lower than the 50.32% required by an equal weighted approach. 

Over the same period, the FTSE Developed Target Diversification 400 Index had less 
extreme active industry exposures that align more closely to the economic importance of 
each sector. For example, as of April 2025 Technology composed 27% of the FTSE 
Developed Index, compared to 18% for FTSE Developed Target Diversification 400, and 
just 9% for the equal weighted alternative. This moderation in industry exposures helps 
mitigate the risks associated with bubbles while still maintaining sufficient exposure to 
growth drivers. 

 

Exhibit 8: Industry weights (April 2025) 

 

Source: FTSE Russell. Long-term average computed between the end of 2007 and April 2025.  

 

We also noted that as of April 2025, the industry weights in the Target Diversification 400 
Index remained more closely aligned with what was observed over the long-term. This is 
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reflected by active shares calculated relative to the long-term weights of just 7.7% for the 
Target Diversification 400 Index, compared to 12.4% for the FTSE Developed Index and 
15.1% for the Equal weighted Index.  

The same is true when we look at relative country weights. Exhibit 9, below, shows the 
weights of each region as of April 2025.1  Using Target Diversification would have resulted 
in more balanced country weights that diverged less from their long-term average (the active 
shares in this case are 5.7% for the Target Diversification 400 Index, compared to 16.7% 
for the FTSE Developed Index and 32% for the Equal weighted Index). 

 

Exhibit 9: Regional weights (April 2025) 

 

Source: FTSE Russell. Long-term average computed between the end of 2007 and April 2025.  

 

Rebalancing toward more historically normal geographic exposures, with increased weights 
to Europe and Japan and decreased weight to the United States, aligns with concerns about 
relative valuations and expectations of regional performance rotation. However, unlike 
tactical approaches that require specific timing decisions and potentially costly portfolio 
transitions, Target Diversification achieves the rebalancing systematically through its rules-
based framework (more details can be found on page 10). 

Interestingly, we also found that the country weights, when using Target Diversification, 
were more aligned with relative GDP weights.2   

 

  

 
1 Regional weights presented for visual clarity. Country-level detail would render the chart illegible. Long-term average computed between the end 
of 2007 and April 2025. 
2 The country active shares are computed based on 2024 GDP data in USD sourced from the IMF. The same remains true when using purchase-
power-parity (PPP) figures. The GDP data is available in https://www.imf.org/en/Publications/WEO/weo-database/2024/October/download-entire-
database. 
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Exhibit 10: Regional Weights compared to GDP in USD (April 2025) 

 

Source: FTSE Russell. GDP data for 2024 sourced from the IMF, see footnote 2 above. 

 

The active shares when considering GDP figures are 18.6% for the Target Diversification 
400 Index, compared to 25.7% for the FTSE Developed Index and 32.8% for the Equal 
weighted Index.  

This alignment with GDP suggests that the Target Diversification methodology produces 
portfolios that may more accurately reflect the true economic importance of each country 
instead of capturing cyclical market pricing inefficiencies. 

Beyond performance metrics and country and industry allocation considerations, the 
valuation characteristics of these approaches reveal another important advantage. An 
analysis of Price-to-Earnings (P/E) ratios from 2007 to 2025 demonstrates how Target 
Diversification provides a more balanced valuation profile. 

 

Exhibit 11: P/E Ratios comparison (select years, 2007 - April 2025) 

 

Source: FTSE Russell. 2007 to April 2025. The data includes backtest, hypothetical performance. Please see the end for important legal 
disclosures. 

 

While the cap weighted FTSE Developed Index currently exhibits an elevated P/E ratio of 
20.3, reflecting its concentration in higher-valued companies, the Target Diversification 400 
approach maintains a more moderate P/E ratio of 18.8. This balanced valuation profile 
stands in contrast to both alternatives, avoiding the potential valuation risk of the cap 
weighted index while maintaining sufficient exposure to growth drivers unlike the equal 
weighted approach (P/E of 16.7).  

Equal Weighted Target Diversification 400 FTSE Developed Index

12/31/2007 16.9 15.7 15.7

12/31/2010 22.5 17.7 17.8

12/31/2013 22.6 17.8 17.8

12/31/2016 19.0 19.9 19.9

12/31/2019 15.2 17.8 18.2

12/31/2022 11.8 14.4 15.0

Latest 16.7 18.8 20.3
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This valuation advantage complements the performance characteristics discussed above, 
offering investors not only comparable historical returns with lower volatility and better 
representativeness, but also a more sustainable valuation foundation for future 
performance. This point is explored further in a separate section below.  

While our analysis focused on the FTSE Developed Target Diversification 400 Index, a level 
of diversification that we consider ideal for most long-term allocations, one of the 
methodology’s most powerful features is its ability to provide solutions tailored to specific 
objectives, constraints, and active risk tolerances. In the next section, we provide an 
analysis of how different Diversification Factor targets would have affected performance 
and risk characteristics in the FTSE Developed universe. 

 

Customising the Diversification Factor 

One of the key advantages of the Target Diversification methodology is its flexibility. It allows 

investors to select the specific level of diversification that best aligns with their investment 

objectives and constraints.  

The FTSE Russell Target Diversification methodology enables a continuum of solutions 

ranging from minimal adjustments to market cap weights to more substantial diversification 

enhancements. The comprehensive analysis below demonstrates how different 

Diversification Factor targets affect key performance and risk characteristics. 

Exhibit 12: Performance statistics by Diversification Factor Target (End of 2007 - April 2025) 

 

Source: FTSE Russell. End of 2007 to April 2025. The data includes backtest, hypothetical performance. Please see the end for important legal 
disclosures. 
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The performance statistics reveal important patterns across the diversification spectrum: 

Return-diversification trade-off 

As the Diversification Factor increased from 100 to 1000, annualised returns gradually 
decreased from 8.02% to 6.87%, compared to 7.43% for the cap-weighted index. This 
pattern illustrates the modest performance trade-off that would have come with increased 
diversification. Notably, even at elevated levels of diversification, returns remained 
significantly higher than the Equal weighted approach (6.24%). 

Risk reduction  

While returns showed a gradual decline as the Diversification Factors increased, volatility 
also decreased, from 17.39% at DF=100 to 16.44% at DF=1000. This demonstrates that 
enhanced diversification effectively reduced portfolio risk. 

Risk-adjusted performance 

The highest risk-adjusted returns would have been achieved at lower Diversification Factors 
(0.46 at DF=100 versus 0.42 at DF=1000). However, the difference is modest compared to 
the cap-weighted index (0.43), suggesting that investors can increase diversification without 
triggering significant deterioration in risk-adjusted performance. 

Tracking error management 

Tracking error exhibited a non-linear relationship with the Diversification Factor. The 
minimum, of approximately 1.02%, was attained at DF=200. Beyond this point, tracking 
error increased gradually as the portfolio moved further from the cap-weighted structure. 
Even at DF=1000, tracking error remained substantially lower than for Equal-Weighting 
(3.23% vs. 7.21%), making all Target Diversification options viable for benchmark-aware 
mandates. 

Market participation 

Both upside and downside capture rates declined gradually as the Diversification Factor 
increased, with relatively balanced capture ratios across the spectrum. This indicates that 
Target Diversification maintains consistent market participation in both rising and falling 
markets. 

Balancing beta exposure 

Beta to the parent index gradually decreased from 1.01 at a DF=100 to 0.94 at DF=1000. 
This modest reduction in market sensitivity would have helped mitigate drawdowns during 
market stress while maintaining sufficient market exposure to participate in broader rallies, 
a sharp contrast to the equal weighted approach’s significantly lower beta of 0.84. 
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Selecting the optimal Diversification Factor 

The comprehensive performance statistics enable institutional investors to select a 
Diversification Factor that best aligns with their specific requirements. 

• Benchmark-Sensitive Mandates (DF=200-300): Minimal tracking error with modest 
diversification improvements 

• Balanced Approach (DF=400-600): The sweet spot balancing enhanced diversification 
with controlled tracking error 

• Higher Diversification (DF=700-1000): Greatest concentration risk reduction for 
investors prioritising diversification over benchmark alignment 

This flexibility represents a significant advantage over traditional indexing approaches, and 
allows investors to precisely calibrate their exposures based on their unique investment 
objectives, risk tolerances, and tracking error constraints. 

In our opinion, a Diversification Factor of 400, the level observed in the FTSE Developed 
Index during the first 10 years of our study, is an ideal value to achieve higher diversification 
while preserving market representativeness and keeping implementation costs under 
control.  

 

Beyond historical performance: Positioning for 

future markets 

An important consideration for institutional investors is not just historical performance, but 
the potential for future outperformance. If we accept the premise that markets tend to exhibit 
mean reversion over long time horizons, the Target Diversification approach offers 
additional potential advantages. 

Market concentration often reflects temporary imbalances driven by investor sentiment, 
momentum, or the short-term outperformance of certain industries or regions. Historical 
evidence suggests that such extreme concentrations eventually normalise as capital flows 
adjust and valuations return to long-term averages. A portfolio anchored to more 
fundamental relationships, such as economic importance and historical weight distributions, 
may be better positioned to benefit from this mean-reverting behaviour. 

The valuation differences between these approaches further illustrate the potential mean 
reversion opportunity. As previously mentioned, as of April 2025 the FTSE Developed Index 
carried a P/E multiple of 20.3, reflecting its concentration in higher-valued companies. In 
contrast, the Target Diversification 400 approach maintained a more moderate P/E ratio of 
18.8, while the Equal weighted approach showed a lower multiple of 16.7. This balanced 
valuation profile positions Target Diversification to potentially benefit from any rotation 
toward more reasonably valued market segments without sacrificing appropriate exposure 
to growth drivers. Historical P/E data from 2007-2025 (see  

Exhibit 11 on page 9) confirmed this consistent pattern, with Target Diversification typically 
maintaining a more sustainable valuation profile than the cap-weighted index. 

This principle applies particularly to the current geographic imbalance. Currently, many 
institutional investors are actively discussing strategic rebalancing away from US equities 
toward European and Japanese markets based on relative valuations and the cyclical 
nature of regional performance.  
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Target Diversification systematically addresses this imbalance, reducing US exposure while 
increasing allocations to historically underweighted regions. Rather than attempting to time 
the market rotation manually, the Target Diversification methodology provides a disciplined 
framework for geographic diversification that aligns with these emerging institutional 
perspectives. 

The Target Diversification approach systematically: 

• Reduces exposure to potentially overvalued market segments that have 

experienced significant price appreciation 

• Increases allocations to underrepresented areas that may be temporarily out of 

favour 

• Maintains a consistent relationship with economic fundamentals through market 

cycle 

• Provides a natural "buy low, sell high" mechanism through its regular low turnover 

rebalancing process 

While future returns cannot be predicted, the balanced approach of Target Diversification, 
which anchors portfolios to historical and fundamental relationships rather than current 
market sentiment, may deliver improved risk-adjusted outcomes in scenarios where 
markets exhibit some degree of mean reversion.  

Conclusion 

The FTSE Russell Target Diversification Framework addresses the fundamental challenge 
of balancing market representation with adequate diversification in index construction. 
Market concentration in the FTSE Developed Index increased substantially since 2007. The 
top 10 constituents grew from 9% to 26% of the index weight, US market representation 
expanded to 70.8%, and technology sector allocation nearly quadrupled. These 
developments altered the key characteristics of conventional global equity allocations. 

The FTSE Developed Target Diversification 400 Index stands as the flagship 
implementation of this methodology for global developed markets equity allocations. It is 
carefully calibrated to provide optimal diversification benefits while maintaining practical 
implementation parameters. With a Diversification Factor of 400, this index represents what 
FTSE Russell's research identified as the historical norm for the FTSE Developed Index 
prior to the recent concentration surge, making it an ideal core holding for institutional 
investors seeking to restore traditional diversification levels without sacrificing market 
participation. 
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The Target Diversification methodology offers several potential benefits for institutional 
investors, including: 

1. Reduced Implementation Costs - Annual turnover of 14.27% compares favorably 
to alternative approaches such as equal-weighting (50.32%), while maintaining 
tracking error of 1.40% to the parent index. This may improve after-cost 
performance relative to other diversification methods 

2. Structural Balance - The approach produces industry and country allocations that 
demonstrate lower active share relative to long-term historical weights (7.7% vs. 
12.4% for the cap-weighted index) and GDP weightings (18.6% vs. 25.7%) 

3. Valuation Considerations - The resulting portfolio exhibits a P/E ratio of 18.79 
versus 20.33 for the cap-weighted index, potentially reducing exposure to 
overvalued market segments while maintaining participation in growth sectors 

4. Systematic Approach - The rules-based methodology adjusts exposures 
systematically rather than requiring discretionary timing decisions to address 
regional or sector imbalances 

5. Calibrated Diversification - The framework allows investors to select specific 
diversification targets along a continuum, from minimal adjustments (DF=200-300) 
with tracking error below 1.1%, to moderate enhancements (DF=400-600) 
balancing diversification and tracking error, to more extensive diversification 
(DF=700-1000) while maintaining reasonable implementation parameters 

The FTSE Developed Target Diversification 400 Index represents a practical approach for 
institutional investors seeking to address concentration risk while maintaining broad market 
exposure within reasonable implementation parameters. 
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