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Index Investing
You can ride the ups and downs of the market with an 

index-based investment vehicle.

An index might seem to be an ideal 

investment to capture market perfor-

mance. The catch is that you can’t invest 

in an index. It’s a statistical calculation, 

not a security. And there are no shares 

for sale. 
But you can invest in a wide range 

of investments linked to an index, 

including mutual funds and exchange

traded funds (ETFs) as well as options 

contracts, futures contracts, and a 

variety of others.

EXCHANGE TRADED FUNDS

Most ETFs are linked to an under- 

lying index, often an equity index, but 

also indexes tracking a fixed-income 

or commodity market. An ETF 

portfolio, like an index 
fund portfolio, 

changes only when the securities in its 

underlying index are updated.

Like an index mutual fund, an ETF 

strives to replicate the performance of its 

underlying index. ETFs resemble index 

funds in other ways too, but they trade 

as stocks do, on an exchange, where the 

share price is set by the changing forces 

of supply and demand.
You buy shares through your broker 

at the market price and sell them in the 

same way. The ETF sponsor doesn’t buy 

your shares back as an open-end mutual 

fund does. 

INDEX MUTUAL FUNDS

Index mutual funds are the oldest and 

most widely held index products. An 

index fund’s portfolio is determined by 

the specific index to which the fund is 

linked. So the fund’s portfolio changes 

only as the securities in the underlying 

index change. And the fund’s objective 

is to replicate the return of the index.

Index mutual funds are open-end

funds, which means the fund company 

issues as many shares as investors want  

to buy and buys back any shares 

investors want to sell. The sales and 

repurchase price is set once a day at  

the end-of-day net asset value (NAV)

and all the day’s buy and sell orders 

are transacted at that price. 

Index funds aren’t as numerous as 

actively managed funds. But they’re 

increasingly being added to retirement 

savings plans, including target date 

funds and investor portfolios overseen 

by investment advisers. 

MEETING THE DEMAND

The appeal of index-based investing 

has produced an interesting by-product. 

Not only has the number of investment 

possibilities increased, but so, too, has 

the number of indexes. The creation 

of new indexes is a direct response 

to increased demand from financial 

institutions that want to offer a greater 

number and wider variety of index-

based products. 
In order for a financial institution to 

offer an index fund or ETF that tracks 

a specific sector, a particular investment 

style, or a socially responsible 

position, there must be an index  

that tracks that sector, style, or position.

Index providers, including Standard 

& Poor’s Dow Jones Indices, MSCI, 

FTSE, and others, create and maintain 

indexes, which they license to financial 

institutions, giving them the right to 

use those indexes as the basis for their 

investment products. And financial 

institutions are willing to pay for the 

licenses because index-based products 

are both an important source of revenue 

and a key to staying competitive in 

the marketplace. 

BEING EFFICIENT

Interest in index-based investment 

products developed in tandem with 

the late-20th century emphasis on 

diversification and cost efficiency as the 

keys to maximizing investment return 

while managing investment risks. 

Proponents of the efficient market 

theory (EMT) argue that a stock’s  

current price accurately reflects all the 

information an investor can possibly 

know about that stock. As a result,  

they maintain that the market itself 

is the most efficient investment you  

can make.
Their conclusion—which is  

vigorously contested by a variety of 

market participants, technical analysts 

in particular—is that because it’s  

impossible to predict market per-

formance, it’s also impossible for an 

individual or institutional investor to 

outperform the market as measured  

by an index like the S&P 500. 

What’s not controversial, however, 

is that index-based investing provides 

greater diversification at more modest 

cost and with more convenience  

than individual investors are able to 

achieve by assembling portfolios of 

individual securities.

CONTRACTUAL ISSUES

Index options contracts and futures 

contracts linked to underlying finan-

cial indexes such as the S&P 500, the 

Nasdaq 100, or short-term interest rate 

indexes let you: 

•  Hedge your portfolio against 

potential losses or the cost of  

future purchases 

•  Speculate on potential changes, 

up or down, in an index

What each contract is worth at any 

time before it expires is determined by  

a variety of factors, including what 

investors anticipate will happen 

to the index levels.

MODEL T FUND

In 1975, John Bogle,  
one of the pioneers 
of index investing,  
proposed a new
category of mutual  
fund with what was, 
for the time, a radical 
investment objective: 
The fund wouldn’t aim to beat the market as

measured by the S&P 500, but would attempt to 

match it. That fund, the Vanguard 500 Index Fund

Investor Shares (VFINX) is now the largest stock 

mutual fund in the United States.

While mutual funds, ETFs, options and

futures contracts are the best-known index-

based investments, indexes also underlie 

index-linked certificates of deposit as well

as equity indexed annuities, guaranteed

investment contracts, structured products, 

and SWAPs.

INVESTMENT PRODUCTS

Index-based investments are different than

individual securities. You’re likely to hear

them called investment products, invest-

ment instruments, or investment vehicles. 

They’re also described as passive investments 

since they aren’t actively managed.
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Tracking Securities Markets
An index provides a continuously updated record of 
financial market performance.

An index tracks the prices of a spe-
cifically selected group of securities to 
measure the performance of the finan-
cial market or market segment to which 
the securities belong. 

A financial market can be defined  
in a variety of ways—by asset class, 
security size, risk level, geography, and  
a variety of other factors. For example, 
an index might track large-company  
US stocks, corporate bonds issued in 
developing markets, or global oil prices, 
to name just a few. 

An index can be broad—tracking 
hundreds or sometimes thousands of 
securities—or narrow—tracking only 
a few—or somewhere in between.

But what each of an index’s compo-
nents must have is a publicly available 
market price. Without a price, there  
can be no calculation. And if the price 
isn’t publicly available, there’s no way  
to be sure that the index is objective  
and therefore a reliable indicator  
of performance.

TRACKING PERFORMANCE
As an index moves up or down to  
reflect gains or losses, the change is 
expressed both numerically and as a 
percentage. Percent change is generally 
considered a more revealing indication 
of what happened in the market during 
the time period being measured— 
seconds, hours, days, weeks, or longer.

Percent change lets you compare 
the performance of different market 
segments, such as large- and small-cap 
stocks, or of the same market sector in 
different regions, such as the United 
States and Europe. 

USING INDEXES 
Individual and institutional investors 
use indexes in different ways: 

•  As benchmarks for evaluating
the performance of a specific
investment, an investment port- 
folio, or the effectiveness of active
investment managers

•  As the basis of index
products, including
mutual funds, exchange
traded funds (ETFs),
options contracts,
futures contracts, and
others whose returns
are linked to the return
of an underlying index

•  As a way to evaluate,
in real time, investment
performance in markets
at home and around
the world

•  As indicators of economic
strength or vulnerability
Index data is also analyzed

in great detail. It enables researchers to 
better understand how markets work, 
investment managers to make informed 
decisions, and economists to formulate 
or rebut economic policy.

SPREADING THE WORD
Indexes have a major impact in the 
financial world because they provide 
succinct answers to the question “How’s 
the market doing?” For example, when 
you hear that the S&P gained 2% or the 
Nasdaq Composite dropped 150 points, 
you have a sense of what’s going on, 
at least in the segments of the market 
those indexes track. 

Indexes provide perspectives over 
longer periods as well, from weeks or 
months to decades, as the markets move 
in recurrent cycles of gains and losses. 

FOLLOWING THE RULES
Every index has a methodology, or  
set of rules, which states the index 
objective, the market it will track, and 
the criteria that will determine which 
securities are eligible for inclusion.

Methodology, in fact, governs  
every facet of an index’s creation and 
operation and underlies its reliability 
and credibility. Methodology is also the 
reason that two indexes tracking what 
seems to be the same market produce 
different results.

In a small number of indexes, 
including two of the best-known and 
most-widely used—the Standard & 
Poor’s 500 Index (S&P 500) and  
the Dow Jones Industrial Average 
(DJIA)—final decisions about the  
composition of the index are made by 
an index committee choosing among 
qualifying securities. In other cases, 
index components are determined  
statistically, based on the index’s  
methodology.

Here’s just one example of how an index 
provides a market snapshot: The impact 
of the financial crisis of 2008 reduced 
the level of the DJIA from 14,000 (in 
July 2007) to 6,547 (in March 2009),  
a more than 50% loss.

You can trace index performance for 
the DJIA back to May 1896, when it 
was published for the first time as an 
average of 12 major industrial compa-

INDEX VARIETY
The number and variety of financial 
indexes is staggering—essentially beyond 
counting. They track markets in every 
region of the world, on every continent 
except Antarctica, and every type of 
financial investment you’ve ever heard 
of—and perhaps some you haven’t.

Equity indexes track  
stock markets and market 
segments in individual  
countries, in regional  
or other groupings,  
and globally. They have  

the longest history and are 
the best known. 

Fixed-income indexes 
track corporate, municipal, 
and sovereign debt, as well 
as asset-backed securities, 
money markets, and hybrid 
investments including  
convertible bonds and  
preferred stock.

Commodity indexes track 
futures contracts on a wide 
variety of commodities in 
domestic or world markets. 

Thematic indexes 
track groups of compo-
nents selected because 
they exemplify a specific 
characteristic, such as envi-
ronmental responsibility 
or religious precepts.

Strategy indexes are 
designed to provide a 
return that’s better or 
more consistent than  
the return of the market 
from which the indexes’ 
components are selected.

nies and closed at 40.94. The S&P 500, 
in its current form, though not with the 
same components, was introduced in 
March 1957, though earlier versions  
had been calculated since 1923. It 
closed at 44.22 on its first trading day.

Each index has a baseline value, 
an arbitrary level the index company 
chooses as a starting point for its calcu-
lation. For example, the baseline of the 
S&P was set at 10 for the period 1941-
1943, which is the value against which 
subsequent changes in the index have 
been measured. The fact that different 
indexes start from different baselines 
helps to explain their sometimes widely 
divergent levels even when they track 
the same market or market segment. 
Other factors contribute as well,  
including the index methodology.
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Constructing an Index
Crafting an index begins with making some 
critical decisions.

Equal-weighted indexes tend to pro-
vide stronger returns than market-cap 
indexes in periods when smaller-cap 
stocks outperform larger-caps ones, 
something that happens periodically. 
But these indexes provide weaker 
returns when the reverse is true.

A fundamental-weighted index  
may outperform a market-cap index  
if it tracks a group of stocks chosen 
because their returns are less impacted 
by volatility or other market forces 
than the more diverse overall market. 
Similarly, such an index may outpace  
a market-cap index if its components 
provide a higher total return. But a 
stronger performance is not guaranteed.

CHANGING THE LIST
Some indexes are modified when appro-
priate based on the index methodology. 
Others are updated regularly, such as  
on an annual schedule. Providing a 

mechanism for change enables an index 
to keep up with the market it tracks. 

One of the best examples is  
the DJIA, which has evolved from  
12 industrial companies to 30 compa-
nies that represent a range of sectors, 
including technology, financial services, 
and retail. 

The flip side of choosing securities 
for inclusion in an index is identifying 
those that should be dropped. 

The most obvious disappearing acts 
are by companies that have been merged 
or acquired out of existence. Also 
excluded are formerly public companies 
that have been taken private. Some 
companies may be deleted because they 
no longer meet the defining terms, such 
as minimum market capitalization. In 
some cases, being deleted from an index 
is in effect a promotion—when, for 
example, a company moves up to the 
S&P 500 from the S&P MidCap 400. 

FINDING A FOCUS
There are limitless possibilities for what an index might track, and the companies 
that could be included in its roster. An example of this diversity is provided by three 
different indexes, each looking at the US stock market from a different perspective:

The S&P 500 tracks  
500 US companies in  
ten sectors representing 
about 80% of the large-
cap market. It serves  
as the benchmark for  
that market and the  
US economy. 

The Russell 2000 tracks 
about 2,000 small-cap  
US stocks, which  
represent about 10%  
of the capitalization of  
the overall stock market. 
It’s widely used as the 
benchmark for small-cap 
performance. 

The Dow Jones Industrial 
Average (DJIA) tracks  
30 widely held US large-
cap stocks that represent 
different sectors of the 
economy and reflect  
market performance.

Focus
Portfolio contents
Weighting
Criteria for change
Calculation

 

An index doesn’t just  
happen. It’s created by an 
index provider to meet one 
or more objectives, such as 
providing a benchmark, 
serving as the basis of a 
financial product, or both. 

Having identified the 
index’s purpose and determined  
that it can be calculated, the 
provider can begin to develop its 
methodology, which involves: 

•  Defining the index’s focus
and scope

•  Identifying the securities that
will form its portfolio

•  Determining how the index
will be weighted

•  Setting the criteria for
changing the components
of the index and how those
changes will be made

•  Deciding how it will
be calculated

WEIGHTING THE OUTCOME
Most stock indexes are weighted, which 
means that some stocks in the index 
have greater impact on the outcome of 
the calculation than others. 

Capitalization-weighted indexes are 
designed to reflect the economic impact 
of companies with the highest market 
capitalization. Market cap is calculated 
by multiplying the number of shares 
by the stock’s current market price. The 
majority of indexes are capitalization 
weighted, including the S&P 500 and 
the Nasdaq Composite Index. 

Price-weighted indexes are more 
impacted by changes in the prices of 
higher-priced stocks than by changes 
in the value of lower-priced stocks.  
The DJIA is a price-weighted index  
as is Japan’s Nikkei. 

In equal-weighted indexes, on  
the other hand, each security has the 
same weight regardless of market  
cap. This means that the smaller  
companies in the index have as much 
influence on its value as the large  
companies. 

A fundamental-weighted index 
includes securities notable for one or 
more fundamental measures, such as 
history of providing a high dividend 
yield. It gives the most weight to com-
ponents that rank the highest among a 
group of securities that meet its criteria. 

INDEX ANALYSIS
If you’re investing in an index-based 
product, you need to know how the 
underlying index is weighted and what 
impact that weighting system is likely  
to have on performance.

Most equity indexes are market-cap 
weighted. These indexes are sometimes 
described as providing the most accurate 
reading of what the market is doing. 
That’s because the largest companies 
with the most shareholders tend to  
have a greater impact on market return 
than smaller companies that are less 
widely held. However, there can be a 
disconnect between index results and 
the economy if the robust performance 
of a few large companies drives the 
index up while most companies are 
posting mediocre returns.

NEW 
INCARNATIONS
Once an index has been 
created, it may be used 
to create a number of 
smaller, more focused 
indexes. Or it may be 
combined with one or 
more other indexes to 
create a broader index, 
or subdivided to create 
style-based indexes, 
such as growth indexes 
and value indexes.

I N D E X  I N V E S T I N G I N D E X  I N V E S T I N G
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Whether a market index is up or down 
at the end of the trading day may be all 
you want to know. But if you’re curious 
about where that closing number comes 
from, you’ll need to understand how 
changes in an index are calculated.

DOING THE MATH
Index values are calculated on an  
ongoing basis throughout every trading 
day. An index’s methodology specifies 
the calculation formula, which varies 
from index to index, though market-
capitalization equity indexes generally 
require similar data:

•  Prices of the stocks in the index at a series
of particular moments—for example, 
the S&P 500 is updated every 15 seconds 
during the trading day

•  Number of outstanding shares for each
company in the index 

•  Weighting factor, which is used to find
number of floating shares

•  A divisor, or scale factor

In the first step of the automated
calculation, the price of each stock is  
multiplied by the number of floating 
shares. Next, these individual values  
are added to find the total value of  
the components. That amount is 
divided by a divisor to find the  
new index level. Both the weight  
factor and the divisor are unique  
to the index provider, though  
one or both may be public  
information. 

A MATTER OF SCALE
An index divisor is set at the time the 
index is created and is modified over time 
to keep the index stable as changes are 
made to the index portfolio. For example, 
if the hypothetical market value at the 
end of one trading day is $14 billion  
and the index level is 20, the divisor  
was 0.7 billion (if $14 ÷ x = 20, then  
x = 0.7). If changes are made after the 
market closes so that the market value of 
the new portfolio is $14.25 billion, and 
the index level remains 20, the divisor  
on the next day will be 0.7125 billion  
(if $14.25 ÷ x = 20, then x = 0.7125). 

With a capitalization-weighted index, 
the divisor is modified each time its port-
folio is changed. With a price-weighted 
equity index, the divisor must also be 
adjusted to account for stock splits since 
the lower price (and corresponding 
greater number of shares) will affect the 
stock’s weighting. That isn’t an issue  
in a capitalization-weighted index,  
since the capitalization remains the  
same whether there are more  
shares at a lower price or  
fewer shares at a  
higher price.

BEYOND THE OBVIOUS
Market indexes provide much more 
than a daily report on changing prices. 
They capture the market’s history, 
which enables you to compare the pres-
ent with the past. While the past can’t 
predict the future, it can provide a con-
text for thinking about what is possible. 

For example, you can mine relevant 
data from an index, including earnings 
growth, price/earnings and other ratios, 
relative strength, and total return. 

Dividend yield, or the amount of the 
dividend divided by the stock price, is 
one measure that may have particular 
relevance for stock investors. Though 
the role of dividends as an indicator 
of business success tends to shift over 
time—they were de-emphasized in the 
long bull market starting in 1982 and 
re-emphasized with the reduced tax  
rate on qualifying dividends  
in 2003—they are a key  
element in total return. 

Comparing the dividend yield of a  
specific company with the average yield 
of its industry can be helpful in making 
investment decisions. An unusually high 
yield, for example, may be an important 
danger sign, either of an impending 
dividend cut or an imploding company.

Decoding an Index
There’s more to an index than meets the eye.

FINDING TOTAL RETURN
The total return of a stock index like the S&P 500, 

which is widely quoted as a benchmark for stock 
performance, is a calculation that depends on the 

change in the index, either positive or negative, plus 
reinvested dividends. Since an index is not an investment, but a  
statistical computation, however, the reinvestment occurs only  
on paper—or more precisely, in a software program. Rather than 
reinvesting dividends in the stocks that pay them, the index  
provider reinvests all dividends in the index as a whole. 

Total return on an index is calculated daily, though the results  
are more typically provided as monthly, annual, or annualized  

figures, expressed as a percentage.

FLOATING SHARES
An equity index provider must deter-
mine the number of shares for each 
stock in its indexes to determine the 
market capitalization, which in most, 
though not all, indexes determines 
weighting. There are two ways to  
calculate the number of shares: An 
index may use outstanding shares or 
floating shares. 

Outstanding shares are all of the 
shares that have been issued and are 
held by shareholders. Floating shares  
are the outstanding shares that are  
available for public trading. Shares that 
are closely held by founding partners 
or other groups and aren’t available for 
trading are not included. Neither are 
shares held in the company’s pension 
fund, employee stock ownership plan, 
or similar programs.

The chief argument for using a  
float-adjusted index is that the index 
provides a more accurate reflection of 
the value of the securities being traded 
in the marketplace.

ANOTHER APPROACH
Instead of using a divisor to find the percent-
age change in an index, an index provider 
can calculate the percentage change in each 
security’s price and combine them to deter-
mine the index level. The result is the same, 
but the second method may be preferable if 
the index tracks securities denominated in 
different currencies.
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Indexes as Benchmarks
You can use indexes as yardsticks to measure the 
performance of an investment or portfolio.

Investors use indexes as benchmarks, or 
yardsticks of investment return. These 
benchmarks can help you evaluate  
the performance of the overall market, 
particular market sectors and industries, 
individual securities, and active invest-
ment management. 

For example, you can measure  
the performance of a large-cap stock 
portfolio of US companies against  
the S&P 500, the DJIA, the MSCI 
Large-Cap 300, or the Russell 1000.

What’s more, since the goal of an 
active investment manager, whether 
he or she is overseeing a portfolio of 
individual investments or an actively 
managed mutual fund, is to provide  
a stronger return than the relevant 
index, you can evaluate the manager’s 
results against that same standard.  
You’ll find that some managers out- 
perform some of the time, but only 
a few of them are able to do so over 
extended periods. 

TRACKING A BENCHMARK
Since there’s no absolute measure of 
investment performance, comparing 
your investments to benchmarks is 
really the only way to evaluate your 
results. For example, suppose your port-
folio of large-cap stocks gained 8% in 
a particular year. That might seem fine. 
But if the S&P 500 gained 15%, that 
means your portfolio underperformed 
its benchmark by a wide margin. 

Of course, you may want to give 
your large-cap portfolio a year or two 
to live up to your expectations. But if 
your investment mix underperforms its 
benchmark year after year, it may be time 
to rethink your strategy. On the other 
hand, if your portfolio of mid-sized com-
pany stocks held steady in a year that the 
S&P MidCap 400 lost 10%, you might 
decide that you’ve done well under the 
circumstances, even though your portfo-
lio didn’t realize any gains.

APPLES TO APPLES
One thing you want to avoid is measur-
ing the performance of one asset class 
or subclass against the benchmark of 
another. For instance, let’s say you are 
trying to evaluate the performance of 
your small-cap portfolio. In that case, 
an index that tracks small-company 
stocks, such as the S&P 600 or the 
Russell 2000, would be a much more 
accurate yardstick than a large-cap 
benchmark, such as the S&P 500. 

From one year to the next, large-
cap and small-cap stocks may report 

significantly 
different 
returns. For 
instance, in 
2015, large-
company 

stocks gained 1.38% while small- 
company stocks lost 5.71%. In 2016, 
on the other hand, large caps gained  
almost 12%, while small caps gained 
19.48%. In other years, though, such 
as 2013, they’re just a few percentage  
points apart.

The same caution applies when you 
evaluate bond performance against a 
benchmark. For example, the annual 
return on long-term US Treasury bonds 
is likely to be very different from the 

return reported for high-yield corporate 
bonds or 12- to 22-year general obliga-
tion (GO) municipal bonds. 

A TWO-WAY STREET
In addition to measuring performance, 
you can use benchmarks to evaluate the 
suitability of an asset class or subclass 
you’re considering for your portfolio. 

Let’s say you want to diversify a stock 
portfolio that contains predominately 
large-cap stocks and you’re planning to 
add a small-cap mutual fund or ETF.  
As part of your research, you can com-
pare the performance of the individual 
small-cap funds you’re investigating to 
the historical performance of this class 
overall as recorded by the S&P 600 or 
the Russell 2000. The benchmark will 
show where a particular fund fits in 
the universe of similar funds. (Keep in 
mind, however, that past performance  
is no guarantee of future results.)

You might also use indexes to com-
pare the behavior of small-cap stocks as 
a group to that of large- or mid-caps. 
For example, you may want to take a 
look at relative volatility or the extent to 
which small- and large-cap performance 
was correlated in different market envi-
ronments. While the numerical levels 
of the indexes will vary, the percentage 
change, up or down, will provide the 
information you’re looking for.

Remember, too, that when you’re 
evaluating a specific mutual fund, it’s 
smart to compare its past performance 
to its target index over a number of 
years, rather than focusing on a single 
year in which the fund might have  
fared significantly better or worse than 
its benchmark.

KEEPING A PERSPECTIVE
Just because an investment outperforms 
its benchmark in a particular year doesn’t 
necessarily mean it’s right for your portfolio. 
You still want to evaluate each investment 
in light of your risk tolerance, time horizon, 
and overall investment strategy. Similarly, an 
investment that misses its benchmark from 
time to time may still be a smart addition to 
your portfolio if it helps you diversify.

INSTITUTIONAL BENCHMARKS
Just as individual investors use market indexes to 
evaluate the returns their investment advisers are 
providing, institutional investors—including  
pension funds, endowments, and mutual funds—
use benchmarks to evaluate the professional 

managers they hire to oversee their portfolios.  
One big difference is that these institutional  
investors have a fiduciary duty to deliver returns 
that are in the best interest of their stakeholders. 
That makes a reliable benchmark an extremely 
valuable tool. 

S&P up 15%
Your 
portfolio 
up 8%

UNDER- 
PERFORMING 
BY  7%

S&P down 10%
Your 
portfolio 
up 1%
OUT- 
PERFORMING 
BY  11%

DIFFERENT BENCHMARKS
Not all benchmarks are indexes. Long-term bond yields, for 
instance, are commonly measured against the yield of the 30-year 
US Treasury bond. Similarly, the benchmark for cash equivalent 
investments is the return on the 13-week US Treasury bill.
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Index Investing
You can ride the ups and downs of the market with an 
index-based investment vehicle.

An index might seem to be an ideal 
investment to capture market perfor-
mance. The catch is that you can’t invest 
in an index. It’s a statistical calculation, 
not a security. And there are no shares 
for sale. 

But you can invest in a wide range  
of investments linked to an index, 
including mutual funds and exchange 
traded funds (ETFs) as well as options 
contracts, futures contracts, and a  
variety of others.

EXCHANGE TRADED FUNDS
Most ETFs are linked to an under- 
lying index, often an equity index, but 
also indexes tracking a fixed-income 
or commodity market. An ETF 
portfolio, like an index 
fund portfolio, 

changes only when the securities in its 
underlying index are updated.

Like an index mutual fund, an ETF 
strives to replicate the performance of its 
underlying index. ETFs resemble index 
funds in other ways too, but they trade 
as stocks do, on an exchange, where the 
share price is set by the changing forces 
of supply and demand.

You buy shares through your broker 
at the market price and sell them in the 
same way. The ETF sponsor doesn’t buy 
your shares back as an open-end mutual 
fund does. 

INDEX MUTUAL FUNDS
Index mutual funds are the oldest and 
most widely held index products. An 
index fund’s portfolio is determined by 
the specific index to which the fund is 
linked. So the fund’s portfolio changes 
only as the securities in the underlying 
index change. And the fund’s objective 
is to replicate the return of the index.

Index mutual funds are open-end 
funds, which means the fund company 
issues as many shares as investors want  
to buy and buys back any shares 
investors want to sell. The sales and 
repurchase price is set once a day at  
the end-of-day net asset value (NAV) 

and all the day’s buy and sell orders 
are transacted at that price. 

Index funds aren’t as numerous as 
actively managed funds. But they’re 
increasingly being added to retirement 
savings plans, including target date 
funds and investor portfolios overseen 
by investment advisers. 

MEETING THE DEMAND
The appeal of index-based investing  
has produced an interesting by-product. 
Not only has the number of investment 
possibilities increased, but so, too, has 
the number of indexes. The creation 
of new indexes is a direct response 
to increased demand from financial 
institutions that want to offer a greater 
number and wider variety of index-
based products. 

In order for a financial institution to 
offer an index fund or ETF that tracks 
a specific sector, a particular investment 

style, or a socially responsible 
position, there must be an index  

that tracks that sector, style, or position.
Index providers, including Standard 

& Poor’s Dow Jones Indices, MSCI, 
FTSE, and others, create and maintain 
indexes, which they license to financial 
institutions, giving them the right to 
use those indexes as the basis for their 
investment products. And financial 
institutions are willing to pay for the 
licenses because index-based products 
are both an important source of revenue 
and a key to staying competitive in  
the marketplace. 

BEING EFFICIENT
Interest in index-based investment 
products developed in tandem with  
the late-20th century emphasis on 
diversification and cost efficiency as the 
keys to maximizing investment return 
while managing investment risks. 

Proponents of the efficient market 
theory (EMT) argue that a stock’s  
current price accurately reflects all the 
information an investor can possibly 
know about that stock. As a result,  
they maintain that the market itself  
is the most efficient investment you  
can make.

Their conclusion—which is  
vigorously contested by a variety of 
market participants, technical analysts 
in particular—is that because it’s  
impossible to predict market per-
formance, it’s also impossible for an 
individual or institutional investor to 
outperform the market as measured  
by an index like the S&P 500. 

What’s not controversial, however, 
is that index-based investing provides 
greater diversification at more modest 
cost and with more convenience  
than individual investors are able to 
achieve by assembling portfolios of  
individual securities.

CONTRACTUAL ISSUES
Index options contracts and futures 
contracts linked to underlying finan-
cial indexes such as the S&P 500, the 
Nasdaq 100, or short-term interest rate 
indexes let you: 

•  Hedge your portfolio against
potential losses or the cost of
future purchases

•  Speculate on potential changes,
up or down, in an index
What each contract is worth at any

time before it expires is determined by 
a variety of factors, including what 
investors anticipate will happen  
to the index levels.

MODEL T FUND
In 1975, John Bogle,  
one of the pioneers  
of index investing,  
proposed a new  
category of mutual  
fund with what was, 
for the time, a radical 
investment objective: 
The fund wouldn’t aim to beat the market as 
measured by the S&P 500, but would attempt to 
match it. That fund, the Vanguard 500 Index Fund 
Investor Shares (VFINX) is now the largest stock 
mutual fund in the United States.

While mutual funds, ETFs, options and 
futures contracts are the best-known index-
based investments, indexes also underlie 
index-linked certificates of deposit as well 
as equity indexed annuities, guaranteed 
investment contracts, structured products, 
and SWAPs.

INVESTMENT PRODUCTS
Index-based investments are different than 
individual securities. You’re likely to hear 
them called investment products, invest-
ment instruments, or investment vehicles. 
They’re also described as passive investments 
since they aren’t actively managed.
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Index Mutual Funds
Index investing can be an economical way to diversify 
your portfolio.

S H A R E S  F O R  R E N T
To keep their expense ratios low, index fund  
managers may also use a variety of methods 
to offset the costs of running the fund—for 
example, by lending the fund’s securities to 
investment firms for short sales. Those tactics 
are described in the fund prospectus.

How a Fund Shakes Out

FEES TO AN END
The average expense ratio for an actively 
managed fund—which includes the 
management fees and operating expenses 
expressed as a percentage of the fund’s 
net asset value (NAV)—is around 0.89%, 

or 89 basis points, for equity funds and 
0.65%, or 65 basis points, for bond funds, 
according to the Investment Company 
Institute (ICI). The comparable figures  
for index funds are 0.12%, or 12 basis 
points, for equity funds and 0.11%, or 
11 basis points, for bond funds. 

This means the average actively  
managed equity fund must outperform 
the average equity index fund by 0.77% 
to deliver the same return. That’s not 
impossible, but it isn’t always easy either. 
And if an actively managed fund has a 
bad year, perhaps because the manager’s 
style was out of favor, investors still pay 
the higher expense ratio. 

It’s important to 
keep in mind that index 
funds that replicate the 
same index may vary 
in performance if their 
expense ratios differ. 
The higher the ratio, the 
lower your return will 
be, even when funds are 
making the same invest-
ments. In addition, 
some fund companies 
levy a load, or sales 
charge, on their index 
funds, though most 
companies don’t. 

WHY THE INDEX MATTERS
When you’re adding an index fund to your portfolio, you may not  
think about investigating the underlying index. That may be a 
mistake. Not all large-cap indexes are alike. Neither are all indexes 
tracking small-caps, corporate bonds, or any other asset class or  
subclass. Among other things:
•  You’ll want to know how the index provider defines the market

it tracks or what it means when it describes a fund in thematic 
or strategic terms. 

•  You’ll want to look at each index’s roster of securities, since one
index’s mid-cap stock may be another index’s large-cap. 

•  You’ll want to look at the index’s turnover rate, since frequent 
updating will mean that any fund linked to the index will also
have to buy and sell frequently to remain aligned. That can 
increase your expenses and reduce your return.

Most index mutual funds are designed  
to provide the same return that you 
would have if you owned all the  
securities in a particular index, minus 
fees. While you could, for example,  
buy and hold all of the stocks included 
in the MSCI Broad Market Index in  
the same proportion as they’re weighted 
in the index, it’s infinitely easier—and 
significantly cheaper—to invest in a 

fund that tracks that index. 
There are index funds linked to  

almost every known stock index for large, 
mid-cap, and small companies—as well 
as bond market indexes and international 
indexes. And there are a number of 
index funds based on indexes that track 
narrower market segments. In fact, you 
can create a broadly diversified portfolio 
that’s made up entirely of index funds.

THE APPEAL OF INDEX FUNDS
One reason for the popularity of index-
based funds is that they tend to cost 
investors less than actively managed 
funds. That’s because index-based  
fund portfolios are determined by the 

relevant indexes, and not by profes-
sional managers. In addition, the fund 
holdings are traded only when the index 
changes—sometimes only once a year. 
This reduces transaction costs. 

Investors like  
the transparency 
that index funds  
provide. Transpar- 
ency, in this context, 
means that the fund 
holdings, and the 
percentage of the 
fund’s portfolio that 
each of the holdings 
comprises, is clear  
at all times. 

Each index fund 
prospectus clarifies 
its risk/return poten-
tial, as all mutual 
funds must. This  
can help investors 
select funds suited  
to their goals and 
risk tolerance more 
confidently.

Many index 
funds also offer 
the advantage of 
risk reduction that 
comes with a widely 
diversified portfolio. 
Indexes do vary,  
so some are more 
diversified than  
others. Indexes  
that track a narrow 
segment of the mar-
ket will obviously be 
less diversified than 
broad-based indexes. 

Each index fund’s prospectus explains 
its approach to selecting investments, 
as well as providing its expense ratio, 
historical returns, risk profile, and other 
fund information. 

Most index funds are full replication  
funds. That means they buy all of the  
securities in the funds they track. 
Others are sample-based. Providers  
of these funds may use complex  
mathematical models to identify  
securities from among those in the 
index or look for price inconsistencies 
on which they can capitalize. 

An enhanced index fund chooses 
selectively from a particular index 
portfolio in order to produce a slightly 
higher return. The goal is to narrowly 
beat the index by anywhere from a 
fraction of a percent to two percent-
age points but not more, since a wider 
spread would classify the enhanced fund 
as an actively managed mutual fund 
rather than an index fund.

Enhanced index fund managers may 
achieve higher returns by identifying 
the undervalued stocks in the index, 
adjusting the holdings to include a 
larger proportion of securities in higher-
performing sectors, or using other 
investment strategies, such as buying 
derivatives or using leverage. While 
enhanced index funds may expose you 
to the risk of greater losses than their 
plain-vanilla counterparts, they may also 
offer an opportunity for higher returns.

Quant funds are named for their 
quantitative investment style. They aim to 
beat the index funds they imitate by rely-
ing solely on statistical analysis to decide 
which securities will top the benchmarks. 
For example, instead of buying all the 
stocks in the S&P 500, a quant fund 
provider would buy selected stocks that its 
analyses indicate will turn a higher profit.

But no indexing approach guarantees 
a strong return or protects against losses 
in a falling market.

INDEX 
FUND

FULL 
REPLICATION

ENHANCED 
INDEX FUND

QUANT 
FUND
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ETF MARKET

GOLD &

SILVER

BOND
EQUITY

Securities

Sponsors CustodianParticipants
ETF

shares
ETF

shares
for sale

Securities

Exchange  
traded funds

Index  
funds

Real-time quotes Yes No

Intraday trading Yes No

Commissions or sales charges Sometimes Sometimes

Shareholder services No Yes

End of day NAV = Trading price No Yes

Sold on an exchange Yes No

Buy on margin or sell short Yes No

buy or sell, but a number of brokerage 
firms and the brokerage arms of ETF 
sponsors don’t charge commissions on  
at least some of the ETFs they sell. 

PERFORMANCE FACTORS
An ETF’s performance is based primarily 
on what is happening with its underlying 
investments, or components of its index. 
But the underlying investments don’t 
tell the whole story. The fund expenses 
and management practices, such as how 
quickly the ETF reinvests cash from  
dividends and capital gains, can mean  
an ETF’s return varies from the return  
of the index it seeks to replicate. 

This gap is called the tracking error. 
The smaller the negative tracking 
error—the amount by which an 
ETF’s return trails that of its 
index—the happier inves-
tors and fund sponsors 
are. It’s smart to 
compare the fees 
and expenses 
of ETFs 
tracking 
similar seg-
ments of 
the market 
to help 
ensure you 

make the most cost-efficient choice. You 
can get a snapshot of comparative costs 
by looking at each ETF’s expense ratio. 

You’ll also want to investigate any 
other factors that may impact return. For 
example, an ETF that tracks an index 
whose components change frequently 
may have a higher tracking error because 
its trading costs—which aren’t included 
in the expense ratio—are higher.

CREATING AN ETF
Before you can buy shares in an ETF, 
the fund must be created. The fund 

provider, usually a major money man-
agement firm, registers the offering 
with the SEC and invites authorized 
participants to accumulate and deposit 
baskets of securities that are included in 
a particular ETF, or sometimes a combi-
nation of cash and securities. The basket 
is called a creation unit and is equal in 
value to a fixed number of ETF shares, 
typically between 25,000 and 200,000. 

The sponsor forwards the securities  
to a custodian, usually a bank, for safe-
keeping. The custodian, in turn, sends 
the ETF shares to the participants, 
who may offer them for sale. After the 
initial sale, investors buy and sell shares 
through a brokerage firm, just as they do 
stocks. In fact, four ETFs—the SPDR 

S&P 500, iShares Russell 2000, 
Power Shares QQQ, and iShares 

MSCI Emerging Markets—are 
among the most actively 

traded securities in 
the United States. 

An ETF sponsor 
licenses the right 

to use a particular 
index to under-
lie each fund it 

offers, and typi-
cally selects indexes 

from a variety of pro-
viders to create a diverse 
roster of offerings. In 
some cases, the sponsor  
may change indexes 
when a license expires, 
say from one small-cap 
US index to another, 
while keeping the 
exposure of the ETF 

essentially the same.

An exchange traded fund (ETF) is an 
equity investment that has some char-
acteristics of an individual stock and 
some of a mutual fund. ETFs are listed 
on a stock exchange, and you buy and 
sell shares through a brokerage account 
as you do a stock. But what you own 
is access to the collective performance 
of a portfolio of securities—sometimes 
described as a basket—as you do when 
you buy shares in a mutual fund. 

The vast majority of ETFs are index- 
based, which means that the ETF port- 
folio is determined by the components 
of the particular index to which the 
fund is linked. For example, the first 
commercial ETF, the SPDR—short for 
Standard & Poor’s Depository Receipts 
and pronounced “spider”—holds all  
the stocks in the S&P 500. 

ETFs are fully transparent, which 
means you can find the current list of 
securities an ETF holds on the fund 
provider’s website at any time. In con-
trast, actively managed mutual funds 
update their list of holdings quarterly 
but aren’t required to report any portfo-
lio changes that occur within a quarter. 

EVALUATING ETF APPEAL
In addition to making it easy to invest 
in a basket of securities with a single 
transaction, ETFs make it possible to 
allocate your portfolio across a variety  
of asset classes and diversify within 
those classes more economically than 
you would otherwise be able to do. 

You can find ETFs for nearly every 
conceivable segment of the equity and 
fixed-income markets, plus funds that 
track real estate, commodities, currencies, 
and natural resources, among others. 

That doesn’t mean, 
however, that all ETFs are 
equally suitable for your 
portfolio, equally liquid, 
or equally diversified. 
Generally the most liquid 
and diversified funds are 
those that invest in the 
most sought after,  
broadest-based indexes. 

The cost of buying 
ETFs varies as well. In 
many cases you pay a 
commission when you 

Exchange Traded Funds
ETFs are increasingly popular investments for individuals 
and institutions.

•  ETFs trade throughout 
the day at current market 
price, while mutual funds 
shares trade only once, 
at the end-of-day NAV

•  ETFs don’t have to buy and sell shares 
to accommodate shareholder purchases
and redemptions, minimizing portfolio 
turnover and the potential tax conse-
quences of capital gains or losses

•  ETFs can be bought on 
margin or sold short, even 
on a downtick, which is use-
ful in hedging or other risk 
management strategies

DISTINCTIVE  
DIFFERENCES
Despite certain similarities to 
mutual funds, ETFs are different 
in a number of ways. Of course, in 
either case, you risk potential loss 
of value if securities prices decline 
or if you sell in a falling market.
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NAVNAV

Market capitalization 
of fund shares

+ Dividends or interest
– Fund expenses
÷ Number of fund shares

NAV CHANGES AS:
• Securities prices change
• Number of shares changes

DETERMINED BY:
• Supply and demand
• Market forces

Trading 
at a 

PREMIUM

Trading at a 
DISCOUNT

 =

Trading PriceTrading Price

The Ins and Outs of ETFs
The more you know about ETFs, the more you may 
want to know.

Like mutual funds, each 
ETF has a net asset value 
(NAV) that reports what a 
single share is worth at a 
particular point in time. 

The NAV is determined 
by the total market capital-
ization of the securities the 
ETF holds plus dividends 
or interest, minus fund 
expenses, divided by the 
number of fund shares. In 
other words, the NAV is 
not a fixed value, and moves 
up or down as the price of 
the underlying investments 
change and the number of 
outstanding shares increases 
or decreases.

PREMIUMS AND 
DISCOUNTS
You don’t pay the NAV 
when you buy shares, and 
you don’t receive that value 
when you sell as you do with 
index mutual funds and 
other no-load funds. Instead, 
an ETF trades at the market 
price, which is determined 
by supply and demand and 
other market forces, as the 
market prices of individual 
stocks are. If other investors are  
buying when you buy, creating  
greater demand, you may pay more 
than the NAV. And if you buy when 
the majority is selling, you may pay  
less than the NAV.

If the price of an ETF is higher than 
the NAV, you’re buying or selling at a 
premium. And if the price is lower than 
the NAV, you’re buying or selling at a 
discount. The amount of the premium 
or discount is usually very small, and 
the more popular the ETF is, the lower 
the spread between the market price 
and the NAV tends to be. 

A unique feature of ETFs is that 
authorized participants, usually insti-
tutional investors or market makers, 
may buy large blocks of shares at the 
NAV with in-kind baskets of the fund’s 
securities or redeem shares for a basket 
of securities. This helps ensure that 

ETF prices don’t deviate significantly 
from their NAVs and provides a buffer 
against potentially large premiums  
and discounts often associated with 
closed-end mutual funds. 

However, as the number of ETFs 
grows, the roster includes some that 
are very narrowly focused. Others are 
linked to nontraditional indexes, while 
still others actively managed. 

You can’t be assured that these newer 
funds will have the same liquidity as the 
most widely traded ETFs or that their 
NAVs and market prices will always be 
closely aligned.

ASSET ALLOCATION MADE EASY
Since the holdings in an ETF’s portfolio 
must be made public every day, and 
since those securities also appear in the 
index that the fund tracks, the asset class 
to which the ETF belongs is clear. The 
advantage to an investor is that ETFs 

may simplify the process of building a 
portfolio that corresponds to a specific 
asset allocation model. 

For example, the SPDR trust owns 
shares of the 500 large-capitalization 
stocks in the S&P 500, making it a 
large-cap equity ETF. You can similarly 
find mid-cap and small-cap equity 
ETFs, long-term corporate bond ETFs, 
and ETFs invested in a specific, some-
times narrow, sector—say companies 
that manufacture semiconductors.

Actively managed mutual fund port-
folios are likely to be less homogeneous. 
While mutual funds typically focus  
on a particular asset class, they may 
actually shift the makeup of the fund  
in some circumstances. For example, 
under certain market conditions, some 
funds may hold a substantial percentage 
of their assets in cash. Others may seek 
to improve their returns by buying  
securities in different asset classes to  
take advantage of what’s happening in 
the markets. 

While those actions are perfectly 
legal, they might leave you under-
weighted in the asset class you have 
selected, and overweighted in another. 
For example, if you purchase a small-
cap mutual fund that holds 50% of its 
assets in cash, you have only half the 
exposure to small-cap stocks that you 
had anticipated. Of course, you can also 
buy individual securities in different 
asset classes as you allocate your port- 
folio. But that requires more research 
and many more transactions than 
researching and purchasing an ETF. 

GETTING DIVERSIFIED
ETFs, like other funds, simplify port- 
folio diversification since you don’t have 
to evaluate and buy individual securities 
in sufficient numbers to protect yourself 
against portfolio risk. 

For example, if you own shares of  
the PowerShares QQQ, which is made 
up of the 100 largest nonfinancial 
companies listed on the 
Nasdaq Stock Market, 
you might reasonably 
anticipate—though noth-
ing is guaranteed—that 
even if some of the stocks 
falter as part of the nor-
mal market fluctuation, 
other stocks will gain.

And since ETFs trade 
throughout the day, an 
added advantage is the 
speed with which you 
can gain exposure to an 

underlying index and diversify your 
holdings. If, for example, your research 
indicates that there might be a surge in a 
certain sector’s performance—particularly 
a sector in which you might be under-
weighted—you can make a tactical bet 
and buy an ETF based on that sector’s 
index. But there are trading costs and 
possible tax consequences to consider.

AN ALTERNATIVE BETA
You can add some spice to your portfolio with one 
or more strategy ETFs. The index to which a strat-
egy ETF is linked probably won’t be market-cap 
weighted, and the objective won’t be to replicate 
market performance. Instead, the goal will be to 
deliver what’s known as an alternative beta. That 
means a return that’s either better than or more 
consistent than overall market returns. You should 
be prepared, however, for the risk of greater loss.

IDENTITY SHIFT
In the past, closed-end mutual 
funds, which issue a fixed  
number of shares and are listed 
on a stock market, were often 
described as exchange traded 
funds. Unlike an index-based ETF, 
though, a closed-end fund typi-
cally includes a portfolio of assets 
that are not intended to resemble 
those in a particular index.
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ETFs: Strategies, Taxes, and 
Risk Management
ETFs can play many parts in your investment strategy.

A VOLATILITY OPTION
You can invest in an ETF linked to the  
CBOE Volatility Index, or VIX, as a way  
to diversify your portfolio, hedge the risk  
of losses in an unsettled market, or profit  

by correctly anticipating the way the  
market will behave in the near-term.  

But unlike most ETFs, those linked  
to the VIX are never appropriate  

as long-term investments. It’s  
best to think of them as  

short-term tools.

Although buying and holding is a viable 
strategy for ETFs, as it is for individual 
securities and open-end mutual funds, 
the recent boom in ETF popularity can 
partly be explained by their flexibility as 

an investment vehicle. They 
can be shorted, bundled, 
hedged, and optioned.

PAIRS TRADING
Pairs trading is a  
strategy that exploits 
both the similarities  
and differences 
between ETFs and 
stocks. Here’s 
how it works: 

to remember, however, that this strategy 
comes with obvious risks. If both the 
stock and the sector ETF produce results 
different from what you anticipated, 
your losses could be compounded.

DRYING OUT THE WASH
As part of a tax-planning strategy,  
you may sell investments that have lost 
value during the year and use that loss 
to offset taxable capital gains on other 
investments. But it’s crucial to the  
strategy’s success to avoid what’s  
known as a wash sale. That 
happens when you 

Suppose your research  
indicates that XYZ company 
has strong growth prospects but 
is in a sector that appears to be 
sluggish. One potential way to 
capitalize on the difference between 
the performance of XYZ stock and 
its entire sector is to buy the stock 
and short the sector ETF. 

Shorting means borrowing shares  
of the ETF through your broker  
and selling them in the marketplace, 
expecting them to drop in price. If they 
do, you buy back the shares at the lower 
price, return them to your broker, and 
pocket the difference between what  
you sold them for and what you had  
to pay to rebuy them, minus interest 
and commissions.

Or, if the circumstances are 
reversed—the sector looks strong but 
XYZ company is struggling—you could 
do the exact opposite—namely, buy the 
ETF and short the stock. It’s important 

sell an investment that 
has lost value, realize that 
loss to offset other gains, 
and buy what securities 
law describes as a 
substantially identical 
investment within 
30 days before 
or 30 days after 
the sale.

 To avoid a 
wash sale, you 
might sell an 
investment  
that has lost 
value to offset 
other gains, 

and then 
buy an ETF that is 

similar to the investment you sold, but 
not substantially identical to it—and 
thereby avoid hanging yourself out to 
dry. After 30 days, you may buy back 
your original investment and then 
decide whether to hold or sell the ETF.

TAX EFFICIENCY OF ETFs

ETFs are relatively tax-efficient invest-
ments, especially when compared to 
actively managed mutual funds. One 
reason is that ETFs do not have to 
redeem shares for cash when you want 
to sell, as open-end mutual funds must 
do. That reduces turnover, limiting more 
costly short-term gains and eliminating  
what are known as phantom gains, 
which are fund earnings on which you 
may owe tax but which were accrued 
before you purchased your shares.

Of course, if you own an ETF in a 
taxable account, you may owe tax on any 

capital gains you realize if you sell your 
shares. You’ll also owe tax on any invest-
ment income, though dividend income 
paid by qualifying stocks may be taxed  
at your lower long-term capital gains 
rate. You may also realize capital gains 
when the fund updates its portfolio to 
reflect changes in the index it tracks. 

With both ETFs and mutual funds, 
you can decide when to sell your shares. 
For example, you may want to sell shares 
late in the year and use a potential capital 
loss to offset gains. Or you might decide 
to postpone a sale on which you’ll realize 
gains until the next tax year. 

OPTIONS FOR RISK MANAGEMENT
As ETFs have grown more popular,  
individual investors have grown more 
creative in using them to manage  
portfolio risk and hedge against  
potential losses in their  
portfolios. The most  
frequent tool is an  
options contract. 

Two conservative hedging 
strategies for using ETF options 
are covered calls and protective 
puts. Say, for example, you own 
shares in an ETF and would 
like to protect your unreal-
ized gains against a potential 
downswing in the market. By 
writing, or selling, a covered call, 
you can do just that. You collect 
a premium for the call and if the 
option holder exercises the con-
tract, you sell your ETF shares  
at the strike price. Keep in mind, 
however, that in doing so you 
also limit your potential earnings 
if the ETF eventually increases in 
value to a price higher than the 
strike price of the call you wrote.

Another way 
to protect your 
ETF holdings 

against a steep 
drop in price is to 

purchase a protective put. 
That way, you have the right 
to sell your shares if the price 
falls below the strike price. 

Buying a protective put 
means you’ll be able to limit 
your loss if the price falls
during the term of the 

contract, either by exercis-
ing your right to sell your 
ETF shares or by selling the 
contract itself. As a general 
rule, the more the ETF
decreases in price, the more 
valuable the put may become. 
And if prices don’t fall and 
your option expires unused, 
the typically small premium 
you pay may have provided 
some valuable peace of mind.

1918

I N D E X  I N V E S T I N G I N D E X  I N V E S T I N G



LEADING INDICATORS
109

108

107

106

105

Year 1 Year 2

PRODUCER PRICE INDEX
110

108

106

104

102

100
Aug

Feb
May

May
Nov

EMPLOYMENT COST INDEX

3.5

3.0

2.5

2.0

1.5

1.0 2010 2012 2014

Although many of the best-known 
indexes track the US stock, bond, and 
commodities markets, they’re only part 
of the index landscape. 

There are multiple indexes reporting  
the activity of the world’s major  
markets, including the London FTSE, 
which tracks the London Stock 
Exchange, the Paris CAC 40, and 
Tokyo’s Nikkei Stock Average, as well as 
markets in South and East Asia, South 
America, Africa, and Australia. 

Smaller economies, some described 
as emerging and others as frontier  
markets, are often tracked regionally 
rather than individually.

Indexes also track the performance 
of various categories of mutual funds 
and a variety of other asset classes.  
Most of these indexes are designed  
as benchmarks, though some, such as 
certain hedge fund indexes, are the  
basis of financial products.

Morgan Stanley Capital International, 
known as MSCI, has developed one  
of the world’s most comprehensive 
indexing systems, tracking both  
developed and emerging securities  
markets in various geographic regions. 

The MSCI-EAFE is probably the  
best known, and the one against which 
US activity, as tracked by the S&P 500 
and the MSCI Large Cap index, is  
most frequently compared. EAFE 
covers stock markets in Europe (E), 
Australasia (A), and the Far East (FE). 
As with other major indexes, there are 
both index funds and ETFs linked to 
the EAFE. 

The comprehensive S&P Global 
Equity Index Series tracks global stock 

market performance with the  
S&P Global 1200 and its subsets, an  
ADR Index, and a range of thematic 
indexes. There are S&P indexes for 
Europe, Asia, and the Americas as well 
as a range of Shariah indexes.

Standard & Poor’s also provides 
emerging market indexes, some devel-
oped with the International Finance 
Corporation, a division of the World 
Bank. These indexes provide bench-
marks that investors can use to evaluate 
the performance of newer markets that 
are eager to attract international capital.

Dow Jones Indexes track both  
country and world markets, including 
the Dow Jones China 88, Russian 
Titans 10, and the Euro STOXX 50. 

Indexes Plus
Indexes take aim at a long list of moving targets.

GLOBAL STANDARDS
In 1999, MSCI and Standard & Poor’s 
jointly developed the Global Industry 
Classification Standard (GICS) to estab-
lish a global standard for categorizing 
companies into sectors and industries 
based on their primary business activity. 

The goal is to ensure that investors,  
asset managers, and investment 
researchers can make meaningful com-
parisons among the results that local, 
regional, and global indexes report. The 
two companies update the standard 
every year to keep the categories timely.

MARKET RIPPLES
Among the lessons that indexes teach is 
how interconnected the world’s markets 
actually are. What happens in London 
and Toyko while US stock markets are 
closed—as reported by the FTSE and the 
Nikkei—often has a significant impact 
on the prices of futures contracts traded 
before the opening bell on the New York 
Stock Exchange (NYSE). 

While the markets don’t march in 
lockstep, when the FTSE is down, prices 
for futures contracts on the S&P 500 and 
the DJIA are usually down as well. And 
if the FTSE is up, those futures prices are 
generally up. As the trading day develops, 
the expectation of gains or losses doesn’t 
always materialize. But it happens often 
enough to influence investor behavior. 

COMMODITIES INDEXES
What happens in the commodities  
marketplace has both an immediate and 
a long-range impact on the economy. 
For example, when indexes tracking 
those markets are significantly up or 
down in comparison to the previous 
year, it may indicate that a period of 
volatility is likely. 

The best-known commodities 
indexes, including the Thomson 

Reuters/Core Commodity CRB Index, 
the S&P Goldman Sachs Commodity 
Index (S&P GSCI), and the Dow Jones 
Commodity Index, each track some-
what different elements. For example, 
the CRB tracks 19 commodities— 
aluminum, cattle, cocoa, coffee, copper, 
corn, cotton, crude oil, gold, heating 
oil, hogs, natural gas, nickel, orange 
juice, silver, soybeans, sugar, unleaded 
gasoline, and wheat.

Taking the Economic Pulse
There are also a number of indexes that economists 
and lawmakers use to help them understand and  
anticipate changes in the economy. 

•  The Index of Leading
Economic Indicators
is the primary tool
for forecasting
changing patterns
in the economy. Its
ten components,
which currently
include the S&P 500,
the average work
week, and average
initial claims for
unemployment, are
adjusted from time
to time to help
improve the
accuracy of
the index.

•  The Consumer
Price Index (CPI)
is compiled monthly
by the US Bureau of
Labor Statistics (BLS)
and is used to gauge
inflation by measuring
changes in the prices
of basic goods and
services. The CPI,
though widely
acknowledged
to be less than a
perfect measure, is
used as a benchmark
for making adjust-
ments in Social
Security payments,
wages, pensions, and
tax brackets to keep
them in tune with
the buying power of
the dollar.

•  The Producer Price
Index (PPI) is also
compiled monthly
by the BLS and
measures price
changes from the
perspective of the
seller, not the buyer.
Since manufacturers
often pass on the
higher prices of
wholesale items to
consumers, analysts
use the PPI to anti- 
cipate changes in
the CPI.

•  The Employment
Cost Index (ECI) is
published quarterly
by the BLS and
measures the growth
of employees’ com-
pensation, or the
cost of labor, in
private industry, as
well as in state and
local government.
Many economists
look to the ECI for
inflationary warning
signs. A greater than
expected increase in
the index is often
seen as an indicator
of rising inflation,
since employees’
wages tend to
increase before
consumer prices.

INDEXES AROUND THE GLOBE
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Index providers make it possible for you  
to measure the performance of the US  
and international equity markets from 
multiple perspectives. Each provider  
offers a range of indexes, each with a 

slightly different focus, and defines the 
criteria for inclusion in each one. In 
fact, this list of some of the best-known 
indexes represents only a tiny portion  
of the total universe of market trackers. 

Index Number of 
stocks

Index  
weighting

Typical  
securities

MSCI Indexes www.msci.com

US Large Cap 300 300 Capitalization-weighted Large-cap US stocks

US Broad Market Index 2500 +  
micro caps

Capitalization-weighted Large-, mid-, small-, and 
micro-cap US companies

EAFE 400 from  
21 countries

Capitalization-weighted Stocks of 21 developed  
countries excluding US  
and Canada

Wilshire Indexes www.wilshire.com/indexinfo/

Wilshire 5000  
Total Market

All US equity 
securities

Capitalization-weighted All US-company stocks with 
readily available prices

Wilshire 4500  
Completion

All US equities 
but large-caps

Capitalization-weighted DJ Wilshire 5000 excluding  
the S&P 500

FTSE Russell www.ftserussell.com

Russell 3000 3000 Capitalization-weighted 3000 largest US companies

Russell 1000 1000 Capitalization-weighted Largest 1000 of Russell 3000

Russell 2000 2000 Capitalization-weighted Stocks 1001 to 3000 in  
Russell 3000 (Small caps)

Russell MidCap 800 Capitalization-weighted About 800 of smallest stocks  
in Russell 1000

Exchange Indexes                 www.nasdaq.com, www.nyse.com

Nasdaq Composite More than 
3000

Capitalization-weighted All stocks listed on  
the Nasdaq Stock Market

Nasdaq 100 100 Capitalization-weighted 100 largest nonfinancial  
companies listed on  
the Nasdaq Stock Market

NYSE Composite More than 
2000

Capitalization-weighted All common stocks listed  
on the NYSE

NYSE US 100 100 Capitalization-weighted 100 largest US companies 
listed on the NYSE

NYSE International 100 100 Capitalization-weighted 100 largest non-US  
companies listed on the NYSE

Value Line www.valueline.com

Value Line (Arithmetic) 
Index

Around 1700 Equal-weighted Stocks in Value Line  
Survey

Value Line (Geometric) 
Index

Around 1700 Equal-weighted Same stocks as  
Arithmetic Index

Index Number of 
stocks

Index  
weighting

Typical  
securities

S&P Dow Jones Indices        us.spindices.com

S&P 500 500 Capitalization-weighted US companies with  
capitalization over $3 billion

S&P 500 500 Equal-weighted Same as S&P 500

S&P MidCap 400 400 Capitalization-weighted $750 million to $3.3 billion  
in market capitalization

S&P SmallCap 600 600 Capitalization-weighted Less than $1 billion in  
market capitalization

S&P Composite 1500 1500 Capitalization-weighted Combination of S&P 500,  
S&P 400, and S&P 600

S&P US Total Market 
Index

4300 +/– Capitalization-weighted US stocks over $10 million  
in market capitalization

S&P Global 1200 1200 Capitalization-weighted Global large caps  
including S&P 500

DJIA 30 Price-weighted Blue-chip stocks

DJTA 20 Price-weighted Airline, railroad, and  
trucking companies

DJUA 15 Price-weighted Gas, electric, and  
power companies

DJCA 65 Price-weighted Industrial, Transportation, 
and Utility Averages

Global Dow 150 Equal-weighted Current and future  
blue-chip companies  
from around the world

Asia Dow 30 Equal-weighted Well-regarded, widely traded 
blue-chip companies

Europe Dow 30 Equal-weighted Well-regarded, widely traded 
blue-chip companies

Major US Equity Indexes
Equity indexes are reliable barometers of stock 
market performance.
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Baseline is the starting point of an 
index, specifically a stated value as of a 
specific date. Changes in the index are 
reported in reference to the baseline. 
Benchmark is a standard against which 
investment performance or other variable  
is measured. A market index whose 
changing value reflects the gains and 
losses in the market segment it tracks 
may serve as a benchmark for individual 
securities in that segment or mutual 
funds or ETFs that invest in the segment.
Broad market index tracks a large  
number of securities and reflects the  
performance of a sizable financial  
market. Good examples are the  
S&P 500 index, which tracks 500 large 
US companies, and the Russell 2000, 
which tracks 2000 small companies.
Efficient market theory proposes that 
an investment’s current price accurately 
reflects what investors know about it 
and how they expect it to behave in 
the future. Theory advocates maintain 
that it’s not possible for an investor to 
outperform the market because there’s 
no unexpected information on which to 
capitalize. Index funds and ETFs, which 
are designed to track rather than to beat 
the performance of an underlying index, 
are in part an outgrowth of efficient 
market theory.
Expense ratio is the amount, expressed 
as a percentage of your account value, 
that you pay in administrative and 
investment fees on an ETF or mutual 
fund in which you’re invested. The 
amount you owe is subtracted before 
your return is reported.
Index is a list of specific securities that is 
selected and weighted according to a set 
of rules to measure the performance of a 
market or a specific segment of a market.
Narrow market index tracks a limited 
number of securities, such as those  
from a particular sector or industry. 
Because it is so focused, it may be less 
representative of the financial markets  
as a whole than an index with a  
broader focus.
Net asset value (NAV) is the dollar value 
of one share of a mutual fund or ETF, 
calculated by dividing the combined 
value of its underlying assets, minus 
expenses, by the number of its out- 
standing shares. The market value of a 
share of an ETF or closed-end mutual 
fund may vary somewhat from the 
fund’s NAV. That’s not the case with  
an open-end mutual fund.

Passively managed describes an index 
mutual fund or ETF whose portfolio 
changes only when the composition of 
the index to which it is linked changes.
Return is the profit you make on an 
investment, usually expressed as an 
annual percentage of your investment 
cost. It includes any increase or decrease 
in the market value of the investment 
plus any earnings the investment may 
have provided.
Sector is a segment of the economy that 
includes companies providing the same 
types of products or services. An index 
mutual fund or ETF may track an  
index of a particular sector or one of  
the industries that make up a sector.
Total return, as it applies to an equity 
index, is a calculation that reflects the 
positive or negative change in the  
index plus any reinvested dividends. 
Most equity indexes report their return 
two ways, one that is price return  
only and the other which includes  
reinvested dividends.
Tracking error measures the difference 
between the return on an index mutual 
fund or ETF and the return of the under-
lying index to which it is linked. The 
lower the tracking error, the closer the 
fund’s returns are to the index returns. 
Transparency is a measure of the quan-
tity and quality of the information you 
have about the markets, securities, or 
funds in which you invest. The more 
transparent something is, the more you 
know about how it works and the better 
the decisions you should be able to make.
Underlying investments are the  
stocks, bonds, or other securities that 
a mutual fund, ETF, or other pooled 
investment owns. The return of the  
fund is based on the collective return  
of these investments.
Weighting means assigning value to 
securities in an index, generally giving 
some greater weight than others. The 
more weight a security has, the more 
influence its performance has on the 
changing value of the index. The  
vast majority of financial indexes  
are market capitalization weighted, 
though others are equal weighted,  
price weighted, or weighted to achieve  
a specific strategy such as low volatility 
or high dividend yield.
Yield is the income you receive annually 
from an investment, expressed as a per-
centage of the price you paid to buy it.
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Index Investing
You can ride the ups and downs of the market with an 

index-based investment vehicle.

An index might seem to be an ideal 

investment to capture market perfor-

mance. The catch is that you can’t invest 

in an index. It’s a statistical calculation, 

not a security. And there are no shares 

for sale. 
But you can invest in a wide range 

of investments linked to an index, 

including mutual funds and exchange 

traded funds (ETFs) as well as options 

contracts, futures contracts, and a  

variety of others.

EXCHANGE TRADED FUNDS

Most ETFs are linked to an under- 

lying index, often an equity index, but 

also indexes tracking a fixed-income 

or commodity market. An ETF 

portfolio, like an index 
fund portfolio, 

changes only when the securities in its 

underlying index are updated.

Like an index mutual fund, an ETF 

strives to replicate the performance of its 

underlying index. ETFs resemble index 

funds in other ways too, but they trade 

as stocks do, on an exchange, where the 

share price is set by the changing forces 

of supply and demand.
You buy shares through your broker 

at the market price and sell them in the 

same way. The ETF sponsor doesn’t buy 

your shares back as an open-end mutual 

fund does. 

INDEX MUTUAL FUNDS

Index mutual funds are the oldest and 

most widely held index products. An 

index fund’s portfolio is determined by 

the specific index to which the fund is 

linked. So the fund’s portfolio changes 

only as the securities in the underlying 

index change. And the fund’s objective 

is to replicate the return of the index.

Index mutual funds are open-end 

funds, which means the fund company 

issues as many shares as investors want  

to buy and buys back any shares 

investors want to sell. The sales and 

repurchase price is set once a day at 

the end-of-day net asset value (NAV) 

and all the day’s buy and sell orders 

are transacted at that price. 

Index funds aren’t as numerous as 

actively managed funds. But they’re 

increasingly being added to retirement 

savings plans, including target date 

funds and investor portfolios overseen 

by investment advisers. 

MEETING THE DEMAND

The appeal of index-based investing 

has produced an interesting by-product. 

Not only has the number of investment 

possibilities increased, but so, too, has 

the number of indexes. The creation 

of new indexes is a direct response 

to increased demand from financial 

institutions that want to offer a greater 

number and wider variety of index-

based products. 
In order for a financial institution to 

offer an index fund or ETF that tracks 

a specific sector, a particular investment 

style, or a socially responsible 

position, there must be an index 

that tracks that sector, style, or position.

Index providers, including Standard 

& Poor’s Dow Jones Indices, MSCI, 

FTSE, and others, create and maintain 

indexes, which they license to financial 

institutions, giving them the right to 

use those indexes as the basis for their 

investment products. And financial 

institutions are willing to pay for the 

licenses because index-based products 

are both an important source of revenue 

and a key to staying competitive in  

the marketplace. 

BEING EFFICIENT

Interest in index-based investment 

products developed in tandem with 

the late-20th century emphasis on 

diversification and cost efficiency as the 

keys to maximizing investment return 

while managing investment risks. 

Proponents of the efficient market 

theory (EMT) argue that a stock’s  

current price accurately reflects all the 

information an investor can possibly 

know about that stock. As a result,  

they maintain that the market itself 

is the most efficient investment you 

can make.
Their conclusion—which is 

vigorously contested by a variety of 

market participants, technical analysts 

in particular—is that because it’s  

impossible to predict market per-

formance, it’s also impossible for an 

individual or institutional investor to 

outperform the market as measured  

by an index like the S&P 500. 

What’s not controversial, however, 

is that index-based investing provides 

greater diversification at more modest 

cost and with more convenience  

than individual investors are able to 

achieve by assembling portfolios of  

individual securities.

CONTRACTUAL ISSUES

Index options contracts and futures 

contracts linked to underlying finan-

cial indexes such as the S&P 500, the 

Nasdaq 100, or short-term interest rate 

indexes let you: 

•  Hedge your portfolio against 

potential losses or the cost of 

future purchases 

•  Speculate on potential changes, 

up or down, in an index

What each contract is worth at any 

time before it expires is determined by 

a variety of factors, including what 

investors anticipate will happen  

to the index levels.

MODEL T FUND

In 1975, John Bogle, 
one of the pioneers 
of index investing, 
proposed a new  
category of mutual 
fund with what was, 
for the time, a radical 
investment objective: 
The fund wouldn’t aim to beat the market as 

measured by the S&P 500, but would attempt to 

match it. That fund, the Vanguard 500 Index Fund 

Investor Shares (VFINX) is now the largest stock 

mutual fund in the United States.

While mutual funds, ETFs, options and 

futures contracts are the best-known index-

based investments, indexes also underlie 

index-linked certificates of deposit as well 

as equity indexed annuities, guaranteed 

investment contracts, structured products, 

and SWAPs.

INVESTMENT PRODUCTS

Index-based investments are different than 

individual securities. You’re likely to hear 

them called investment products, invest-

ment instruments, or investment vehicles. 

They’re also described as passive investments 

since they aren’t actively managed.
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provide a concise, clear introduction to financial market indexes  
including what indexes are and the information they provide. It  
also explores how indexes are used, both as benchmarks for  
investment performance and as the basis of several popular  
investment products—ETFs, index mutual funds, and index-based  
options and futures contracts. For insight into how index-based  
products can play a role in an investment portfolio, this booklet is  
an ideal starting place.
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