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It Pays To Understand The Indexes

There’s an old business axiom “You Are What You Meas-
ure” and when it comes to investing, there is no short-
age of things to measure: returns, risk, alpha, beta,
tracking error, and so on. Each has its purpose. Measur-
ing investment performance is frequently a two-part
process comprised of measuring returns over a desig-
nated time period, and then comparing that perfor-
mance to something. The first part determines your
absolute performance, and the second part determines
your relative performance; the first part tells you what
you did, the second part tells you if it’s good or bad
relative to something else.

That second part depends very much on what you are
comparing your performance to. If you own a stock and
it is up 15%, that’s good, right? We like 15%. But if the
overall stock market is up 30%, that 15% doesn’t look
quite as good. So when it comes to whether or not you
are doing well, it depends to what you are comparing
the performance.

In most cases, investors compare their performance to
an index or a set of indexes like the Dow Jones Industri-
al Average (DJIA), the Standard & Poor’s 500 Index

(S&P 500), and the Nasdaq Composite (Nasdaq). The
values of these indexes, and their changes over time,
are widely reported in the media multiple times a day,
every trading day of the year. But what are these index-
es, and what determines their performance?

The Dow Jones Industrial Average

The Dow Jones Industrial Average was first compiled on
May 26, 1896, is the second oldest stock market index,
and probably the most widely quoted. It measures the
sum of one share of stock of each of the 30 companies
in the index, corrected for certain factors. These 30
companies are all large, well-known American compa-
nies. How large? Of the estimated $30 Trillion in publicly
traded American stock which is considered “The Mar-
ket”, these 30 companies represent 23% of that total. So
when the Dow is positive during a trading day, that
means at least 23% of the total US stock market is also
positive.

However, despite the Dow’s popularity among sources
quoting market indexes, it is not as good at represent-
ing market moves as others for a couple key reasons.



The first is that even though it represents 23% of the total market, there are other indexes that represent more. We’ll
get to one in a moment. The second reason is since the DJIA is comprised of 1 share of stock from each of its 30 com-
panies, those companies with higher stock prices affect how the index moves more than those with lower stock
prices, regardless of how large those companies actually are. Higher stock prices do not necessarily, quite frequently
in fact, indicate how large a company actually is. The size of a company is called its “market capitalization” or “market
cap”, and it is calculated by multiplying its stock price by the total number of shares outstanding. Therefore, even
with a high price per share, a company may not be as large as one with a lower price per share if the lower price per
share company has a larger number of outstanding shares.

Both Boeing and Apple are in the Dow Jones Industrial Average. Boeing’s price per share at the time of this writing is
$356; Apple’s is $195. Based on how the Dow is constructed, this means Apple has just a little over 50% of the influ-
ence over the Dow as Boeing, even though Apple is around 350% more valuable based on its market cap. Boeing’s
price per share may be higher, but Apple is the bigger company. Regardless, Boeing has more influence over how the
Dow index behaves.

For these two reasons, only 30 companies and the fact that the index is weighted based on the prices of each compa-
ny in the index, the Dow is an antiquated way to look at what the stock market is doing.

The Standard & Poors 500 Index

The S&P 500 index as currently constituted was first compiled in 1957. A committee decides which companies are in
the index based on a set of criteria, and they add and subtract between 10 and 40 companies each year. These 500 US
companies (fun fact: it’s currently actually 505 companies) represent a much larger percentage of the total US stock
market than the DJIA, as the S&P 500 represents roughly 80% of the ~$30 Trillion stock market. Also unlike the Dow,
whose company weightings are based on the price of their shares, the S&P 500 weights companies according to their
size based on market capitalization. Using the previous example, in the case of the S&P 500, Apple has around 350%
more influence over the S&P 500 than Boeing because Apple’s market capitalization, its “size”, is 350% larger than
Boeing’s.

Because the S&P 500 is size-weighted as opposed to price-weighted, and because it represents around 80% of the
total US stock market (remember: the DJIA is at 23%), it is widely regarded as one of the best indicators of what the
US stock market is doing. Though the companies in the S&P have to be “American”, on average they derive at least
40% of their sales from foreign countries.

The Nasdag Composite Index

The Nasdag Composite was launched on February 5th, 1971 and is based on the 3,300+ equities traded on the Nasdaq
exchange. The Nasdaq exchange was the first exchange that executed orders via computer as opposed to people,
and has traditionally attracted a high percentage of technology-oriented companies. As such, the Nasdaq Composite
Index is a proxy for how technology company stocks are performing. Nasdag companies do not have to be US-based
companies, unlike those in the DJIA and S&P 500.

The Nasdag Composite is composed of companies whose aggregate market capitalization totals $11 Trillion, which
makes it larger than the DJIA but smaller than the S&P 500, though again, some of that market capitalization comes
from stocks of foreign companies. Like the S&P 500, companies are weighted in the Nasdaq Composite based on
their market cap, or “size”, and therefore Apple, which is in all three indexes, has a much larger effect on the move-
ment of the Nasdaq than the other two indexes because it constitutes about 4% of the S&P 500, 5% of the DJIA, but
nearly 10% of the Nasdaq.



There are thousands of indexes, some covering stocks, some covering bonds, some covering just about anything you
can imagine as long as it is a security that can be bought and sold. If this article were to stop at this point, we hope
you would walk away with a better understanding of what these indexes are when they’re reported in the media. The
DJIA is not the best indicator of what the US stock market is up to yet seems to be reported on more than the others
because it always has been; it’s easy for people. The S&P 500 on the other hand is a much better indicator of what US
stocks are up to, especially large ones. The Nasdaq Composite, with nearly half its exposure to technology compa-
nies, is a good, but not perfect, indicator of what is happening to technology company stocks around the world.

Additionally, we would hope you see the difficulty investors have comparing the performance of their investments to
these or any one index as opposed to a basket of indexes that better matches their own allocation. It’s very easy to
compare how your investments are doing relative to the Dow Jones Industrial Average, for example, because it is
quoted multiple times per day on many news sources. However, that’s like comparing a red delicious apple (DJIA) to
a fruit salad (your allocation) that only contains a bit of red delicious apple and therefore distorts your perception of
your own performance.

This article is not ending here, however, as looking at the composition of the indexes, how they are performing, and
comparing their composition and performance to other factors can give us clues as to where stock prices are headed.

What Might the S&P 500’s Performance and Composition Tell Us About The Future?

Because the S&P 500 is “Market-Cap Weighted”, which is short for “the largest companies have the biggest influence
over the index”, the price changes of just a handful of companies can have an over-sized impact on how the index
behaves. Just how distorted is the influence of a handful of companies, you may ask? Consider the following chart.
What it shows is that the top 5 largest companies in the S&P 500, Apple, Amazon, Alphabet (Google), Microsoft, and
Facebook have as much influence over the upward and downward moves of the S&P 500 as the BOTTOM 288 COM-
PANIES in the index.

Top 5 S&P 500 Companies vs. Bottom 288 (based on Market Cap)
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No, the pie chart doesn’t need a shave on the left side, those are 288 company names that are all mashed together to
label that half of the chart, while just 5 companies complete the other half. What this means is that the index can be
easily moved up or down by the stock performance of just 5 companies.

If we were going to blow this out a bit, we could show you how just the top 10 S&P 500 companies represent as much
of the index as the bottom 348. We have that chart too; you know we do! Just 10 companies control about 40% of
how this 500 company index performs. Sometimes that’s a good thing for people investing in the index, and some-
times it is not.

What the undue influence of just 5 or 10 companies does is to distort the view of the health of the overall stock mar-
ket. If only these companies’ stock prices are doing poorly, it can look like the overall stock market is. Likewise, when
only these companies’ stock prices are doing well, it can look like the overall stock market is too.

And that is actually where we find ourselves today. As of the time of this writing, the S&P 500 is up a little over 6% on
the year. Were you to take away the top handful of companies, however, the index would actually be just about at
break-even. Just five companies contributed 25% of the S&P 500’s growth in 2017. This over-sized influence becomes
concerning to investors for two reasons.

The first, of course, is that if just a handful of companies do poorly and investors have over-sized exposures to them,
their investment performances will suffer while potentially the broad market itself performs well. The more concern-
ing reason, however, is not so much what these handful of companies do to our performance so much as how they
lull us into believing the overall market is healthy.

When a handful of big company stocks do well while the vast majority perform relatively poorly, it hints at a market
that is ready to peak or already has. The normal business cycle sees the biggest of the big companies’ stock prices
outperforming at the later stages of bull markets. What we’re now seeing is the biggest of the biggest of the big
carrying the day. What we’re also seeing is hundreds of other stocks with declining revenues, shrinking markets, and
tired stock prices.

One way we can illustrate this is to look at the performance of the S&P 500 were all 500 companies to have equal
influence over the index, what is known as “equal weighting”. What we typically find late in bull markets is that the
equally weighted index begins to underperform the regular index. What this means is that the majority of the compa-
nies in the index actually aren’t doing as well as you would think by just looking at the size-weighted index.

In the graph on the following page, the equally-weighted S&P 500 index is represented by the single black line—a
ratio that shows us most clearly how the equally-weighted index is performing compared to the standard size-
weighted index. Over the past year, the value of the equally weighted index has actually been falling, as noted by the
long orange line angling from the top left to the bottom right. That loss has accelerated since it recovered a bit in
May, as illustrated by the shorter orange line that is a bit difficult to see. The size-weighted/standard S&P 500 index,
on the other hand, noted here by the line with the solid shading underneath, has seen gains over the past year, as
noted by the long green line going from the lower left to the upper right. These gains have accelerated since May as
noted by the shorter green line.
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What might happen next as a result of this divergence? As we can see from the graph below, the broad market in
2007 began to weaken shortly before the ultimate market peak in the standard S&P 500 index later in the year. This is
again represented by the thin black line below. The weakening started in the period highlighted by the red oval. You
can see the single black line falling. This weakness was masked by the market cap weighted indexes, here represent-

ed by the line with the shading underneath it. For those watching the “whole” market, there were clues that all was
not right.
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While the normal S&P 500 index seems to point to continued good times, the majority of the stocks in the index are
actually telling a different story (first graph above). Unfortunately this pattern is common in the later stages of stock

market rallies, and all it will take is for the large companies to perform poorly and the market could completely turn
over (second graph above).

Although the top 5 S&P 500 companies represent such a large percentage of the index’s overall total, that percent-
age is not as high as in some past periods. That’s the good news. The concerning news is that the total is actually
increasing, and the times in the past where the top stocks represented a higher total preceded market losses. Over at
the Nasdagq, the top five have never constituted as much of the index as they do today.



Armed with an understanding of how the major stock indexes work, we can not only make better performance com-
parisons with our own portfolios, but also set better expectations around the performances we should be, and in the
near future might be, receiving. If we have properly diversified our investments, we are better served comparing our
performance to something that better mirrors the composition of our total portfolio.

In addition, we should also take note of the fact that these market indexes’ performances are being buoyed by a few
larger stocks. Historically this has not led to positive outcomes for too long. As we write this, Facebook is posting the
largest single day stock market loss in history at over $100 billion. The S&P 500, with Facebook as its fifth biggest
component, is negative a bit. The Nasdaq, where Facebook is an even bigger component, is down over -1% and falling.
The Dow, which doesn’t have any Facebook exposure, is up nearly half a percent. To understand both your own in-
vestment performance and where the market might be headed, it pays to understand the indexes.

Important Disclosures

This newsletter is provided for informational purposes and is not to be considered investment advice or a solicitation to buy or sell securities. Cadence Wealth Management, LLC, a registered investment advisor, may only
provide advice after entering into an advisory agreement and obtaining all relevant information from a client. The investment strategies mentioned here may not be suitable for everyone. Each investor needs to review an
investment strategy for his or her own particular situation before making any investment decision.

Past performance is not indicative of future results. It is not possible to invest directly in an index. Index performance does not reflect charges and expenses and is not based on actual advisory client assets. Index perfor-
mance does include the reinvestment of dividends and other distributions

The views expressed in the referenced materials are subject to change based on market and other conditions. These documents may contain certain statements that may be deemed forward-looking statements. Please
note that any such statements are not guarantees of any future performance and actual results or developments may differ materially from those projected. Any projections, market outlooks, or estimates are based upon
certain assumptions and should not be construed as indicative of actual events that will occur. Data contained herein from third party providers is obtained from what are considered reliable sources. However, its accuracy,
completeness or reliability cannot be guaranteed.
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