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MAJOR MARKET INDICES 

A market index summarizes the performance of many stocks or investments, allowing investors 

to compare current prices to the past. There are thousands of indices, but the most popular are the 

DJIA, S&P 500, and Nasdaq.  

 

• Dow Jones Industrial Average (DJIA)1 consists of 30 “blue-chip” companies (highly 

reputable with sustained growth and interest among a large number of investors) across 

many sectors. Firms include UnitedHealth, Goldman Sachs, Home Depot. 

 

• Standard and Poor’s Composite 500 (S&P 500)2 consists of 500 large companies in the 

United States. Combined, all companies in the S&P 500 represent about 80% of the total 

size of the U.S. stock market. Firms include Apple, Berkshire Hathaway, Tesla. 

 

Though all companies are large, they are not the 500 largest. Companies must have positive 

earnings and S&P Global constructs the index to represent all major industries. 

 

• Nasdaq Composite3 consists of the 3,000+ stocks on the tech-oriented Nasdaq. Firms 

include Apple, Alphabet, Facebook. 

 

Of these three major indices, which do you think is most representative of US market 

overall? Why? 

 

 

Other popular indices include the Wilshire 50004, CRSP Total Market5, and Russell 30006 which 

seek to capture the performance of the US stock market overall. The Nikkei 2257 tracks the 

performance of large Tokyo Stock Exchange-listed stocks across many sectors. 

 

The performance of major market indices is widely reported in the financial press. View 

the current performance and charts of several here: https://www.wsj.com/market-

data/stocks/us/indexes. 

Of these three major indices, which do you think is most representative of US market 

overall? Why? 

 

The performance of major market indices is widely reported in the financial press. View 

the current performance and charts of several here: https://www.wsj.com/market-

data/stocks/us/indexes. 

 

https://www.wsj.com/market-data/stocks/us/indexes
https://www.wsj.com/market-data/stocks/us/indexes
https://www.wsj.com/market-data/stocks/us/indexes
https://www.wsj.com/market-data/stocks/us/indexes
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INDICES CONSTRUCTION AND WEIGHTING 

Three primary ways in which indices are constructed include:  

1. Equally Weighted (investment funds and portfolios) 

o Simple average of firm returns in the index 

o Require rebalancing 

 

If you create a portfolio that is equally weighted, how might rebalancing effect your 

transaction costs? 

 

2. Value Weighted (S&P, Nasdaq, Wilshire, CRSP, Russell, investment funds and 

portfolios) 

o Weighted average of firm returns in the index, weighted by firm size 

o Does not require rebalancing 

 

3. Price Weighted (DJIA, Nikkei) 

o Add up stock prices and divide by a divisor, which is originally the number of 

stocks in the index (but requires adjustments as firms change their price through 

stock splits or index reconstruction) 

 

The DJIA Divisor 

Since the Dow Jones Industrial Average’s first computation of 12 stocks in 1896, the divisor 

has seen numerous adjustments. Each time a company was added or removed, or split or 

reverse split its shares, the divisor was adjusted to keep the level of the index the same. 

 

This makes an interpretation of the current divisor, published in the print edition of the WSJ 

daily, practically impossible. As of mid-2021, it was 0.15188516925198. 

 

 

If you expect small stocks to do very well next year relative to large stocks, which type 

ofindex would you prefer to invest in, all else equal? 

 

 

If you create a portfolio that is equally weighted, how might rebalancing effect your 

transaction costs? What are some transaction costs? 

 

The DJIA Divisor 

Since the Dow Jones Industrial Average’s first computation of 12 stocks in 1896, the 

divisor has seen numerous adjustments. Each time a company was added or removed, 

or split or reverse split its shares, the divisor was adjusted to keep the level of the index 

the same. 

 

This makes an interpretation of the current divisor, published in the print edition of the 

WSJ daily, practically impossible. As of mid-2022, it is 0.15172752595384. 

 

If you expect small stocks to do very well next year relative to large stocks, which type 

of index would you prefer to invest in, all else equal? 
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Given firms can “adjust” their stock prices through splits, does a stock’s price actually 

inform us about the firm?  

 

 

INVESTMENT COMPANIES 

Investment Companies are financial intermediaries (institutional link between two parties in 

financial transactions) that pool and invest funds on behalf of investors in securities or other assets, 

offering the benefit of record keeping and diversification. 

 

They are often value weighted or equally-weighted portfolios of securities benchmarked to 

popular market indices.  

 

Well known investment companies include BlackRock, Fidelity, State Street, and Vanguard. 

These fund families or institutional investors offer several funds, or investible portfolios, with 

varying objectives.  

 

Fund listings are available on the families’ websites. For Vanguard’s menu of mutual funds, 

visit https://investor.vanguard.com/mutual-funds/list.   

 

NET ASSET VALUE 

Claims on fund investments need to be divided among investors in proportion to how much each 

invests in the fund. Net Asset Value (NAV) gives us the value of each share of the fund: 

 

𝑁𝑒𝑡 𝐴𝑠𝑠𝑒𝑡 𝑉𝑎𝑙𝑢𝑒 =
𝑀𝑎𝑟𝑘𝑒𝑡 𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝐴𝑠𝑠𝑒𝑡𝑠 − 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠

𝑆ℎ𝑎𝑟𝑒𝑠 𝑂𝑢𝑡𝑠𝑡𝑎𝑛𝑑𝑖𝑛𝑔
 

 

where Assets includes the fund’s holdings in stocks/bonds/securities and Liabilities includes 

money owed such as operational expenses, wages due, advisory fees, and other miscellaneous 

expenses. 

 

An investor’s return is determined by the change in a fund’s NAV from one period to the next. 

 

Given firms can “adjust” their stock prices through splits, does a stock’s price inform us 

about the quality of the firm?  

 

Fund listings are available on the families’ websites. For Vanguard’s menu of mutual 

funds, visit https://investor.vanguard.com/mutual-funds/list.   

 

https://investor.vanguard.com/mutual-funds/list
https://investor.vanguard.com/mutual-funds/list
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MUTUAL FUNDS & ETFS 

Mutual funds are the most common form of an Investment Company. They are bought and 

redeemed through the fund family itself.  

 

EXAMPLE: You want to invest in a fund that tracks the S&P 500 closely. You visit 

Vanguard’s website to create an account and purchase 10 shares of Vanguard’s S&P 500 

Mutual Fund which has an NAV of $100 for 10 × $100 = $1,000.  

 

Vanguard pools your investment with that of millions of other investors to purchase all 

companies in the S&P 500 and divide proportionally among the fund’s investors. 

 

The S&P 500 rises for a year, and the value of your 10 shares has risen to $125. You redeem 

your shares with Vanguard. Vanguard proportionally sells some of the stock in its portfolio, 

giving you 10 × $125 = $1,250 in cash. Your position in that fund is closed at the end of 

the trading day, and the cash is distributed to you. 

 

 

Exchange Traded Funds (ETFs) are similar to mutual funds, but are traded on exchanges 

throughout the day rather than bought and redeemed with the investment company at the end of 

the day. 

• Buying on margin and short selling is possible 

 

 

• Generally, lower costs relative to mutual funds, but are subject to bid-ask spreads and 

broker commissions 

 

 

EXAMPLE- ETFS: You want to invest in a fund that tracks the S&P 500 closely. You login 

to your Charles Schwab brokerage account and purchase 10 shares of Fidelity’s S&P 500 

ETF from another investor who is selling their shares.  

 

After a year, the value of your 10 shares has risen to $125. You sell your shares to another 

investor on an exchange.  



[6] 

 

The buyer of your shares gives you 10 × $125 = $1,250 in cash. You don’t need to have an 

account with Fidelity, and Fidelity doesn’t sell any of the S&P 500 companies to pay you 

when you “cash out”.  

 

ETFs are generally more tax efficient because the fund family doesn’t need to sell shares for 

redemptions. With mutual funds, selling shares of stock held by a fund to pay investors that redeem 

their shares can incur a capital gains tax that is borne by all investors in the fund.  

 

 

Turnover is used to describe mutual funds trading securities in the portfolio as the fund 

managers identify opportunities. What do you think are the tax implications for high 

turnover in mutual funds? What might we do to combat the effects of high turnover? 

 

 

CLOSED-END FUNDS AND UITS 

Closed-end funds are portfolios of pooled assets that raise a fixed amount of money through an 

IPO, and do not raise additional funds or redeem shares. They trade on exchanges, and their 

composition can change as the manager sees fit. 

 

A Unit Investment Trust is a portfolio of a securities that remains the same throughout the life 

of the fund. These trusts are often referred to as unmanaged. An investor can redeem their shares 

with the trustee if they wish to cash out.  

 

Turnover is used to describe mutual funds trading securities in the portfolio as the fund 

managers identify opportunities. What do you think are the tax implications for high 

turnover in mutual funds? Where might we “hold” high turnover funds to manage the 

tax consequences? 
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WHY INVESTMENT COMPANIES MATTER 

 

Explore the above figure in greater detail in the Excel file Investment Companies at 

josephfarizo.com/fin366.html. 

 

 

The Investment Company Institute annually releases a free report and summary information 

on Investment Companies: https://www.ici.org/fact-book. 

 

 

Figure 1: Ownership and Size of Investment Companies 

The Investment Company Institute annually releases a free report with summary 

information on Investment Companies: https://www.ici.org/fact-book. 

 

https://www.josephfarizo.com/files/FIN366Investments/InvestmentCompanies.xlsx
https://www.josephfarizo.com/fin366.html
https://www.ici.org/fact-book
https://www.ici.org/fact-book
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TYPES OF FUNDS 

Active or actively managed funds have managers that choose securities to buy and sell for the 

fund. Index or passive or passively-managed funds mimic an index, such as the S&P 500 or 

Wilshire 5000. Managers of index funds do not select which assets to include in the portfolio, but 

they deal with administrative tasks.  

 

Type 
 

Example 
 

Money Market Fidelity Money Market Fund8 

 

 

 

 

Equity Fidelity Contrafund9 

 

 

 

 

Sector State Street SPDR Financials Fund10 

 

 

 

 

Bond Vanguard Total Bond Market Index Fund11 

 

 

 

 

Balanced or 

Target 

Retirement 

TIAA-CREF Lifecycle 2055 Fund12 

 

 

 

 

Asset Allocation T. Rowe Price Capital Appreciation Fund13 

 

 

 

 

Environmental, 

Social, and 

Governance 

(ESG) 

BlackRock iShares MSCI USA ESG Select14 

 

 

 

 

 

https://fundresearch.fidelity.com/mutual-funds/summary/31617H201
https://fundresearch.fidelity.com/mutual-funds/summary/316071109
https://www.sectorspdr.com/sectorspdr/sector/xlf
https://investor.vanguard.com/mutual-funds/profile/overview/vbtlx
https://www.tiaa.org/public/investment-performance/investment/profile?ticker=34211329
https://www.troweprice.com/personal-investing/tools/fund-research/PRWCX
https://www.blackrock.com/us/individual/products/239692/ishares-msci-usa-esg-select-etf
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Note that a fund can fit into many categories. For example, it may be an active equity fund or a 

passive ESG fund. 

 

 

COSTS OF INVESTING IN INVESTMENT COMPANIES 

Mutual funds may charge fees upon purchase, annually, and upon redemption. Fee structure for 

the fund is disclosed in its prospectus (an example here for the Vanguard Mid-Cap Value Fund).15 

1. Front-End Load (0 to 6%) 

• Commission or sales charge paid when purchasing shares 

• About 25% of money invested in mutual funds is in load-bearing funds 

 

 

2. Operating Expenses (0.015 to 5%) 

• Pay manager and staff salaries, operational costs 

• Charged annually as a percent of fund assets  

 

 

3. 12b-1 Charges (0.25 to 1%)16 

• Annual fee for marketing, promotion, distribution costs 

 

 

4. Back-End Load (0 to 6%) 

• An “exit fee” paid when you redeem your shares and cash out 

• May decrease annually (6% if in first year, 5% if in second year, etc.), percentage 

of withdrawal 

 

 

According to the 2022 ICI Factbook17, average expense ratios have fallen from about 1% (0.27%) 

in 2000 to 0.68% (0.06%) in 2021 for active (index) equity mutual funds. ETFs have annual 

expense ratios and are subject to brokerage commissions and fees, but not loads. 

 

 

 

 

Expense 

Ratio 

https://personal.vanguard.com/us/faces/JSP/Funds/ProspRep/FundProspectusReportsWinJSP.jsp?fundId=5835&isReqFromProducts=true
https://www.icifactbook.org/pdf/2022_factbook.pdf
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MUTUAL FUND HISTORICAL PERFORMANCE 

In 28 of the 46 years (61% of the time) from 1971 to 2016, diversified equity mutual fund average 

performance has trailed the market overall (Wilshire 5000). On average, the market returned 

12.1% per year while the average active fund returned 11.1%. 

 

 

Why would any investor invest in a mutual fund given their poor average historical 

performance? 

 

OTHER INVESTMENT VEHICLES 

Investment Company is an SEC definition18, and investment companies are regulated by the 

Investment Company Act of 194019. They must submit their prospectus and other filings to the 

SEC, disclose their holdings and strategy, and are prevented from engaging in riskier trading 

strategies, such as the use of significant leverage or shorting. 

 

Other investment vehicles are not required to disclose investment strategies, hold liquid or publicly 

traded assets, or refrain from investing in riskier asset classes and investment strategies.  

  

Figure 2: Mutual Fund Historical Performance (from BKM, 2018) 

Why would any investor invest in an active mutual fund given their poor average 

historical performance? 
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HEDGE FUNDS 

Hedge funds are pooled investment vehicles that do not qualify as Investment Companies. 

• Do not need to fully disclose holdings and strategy to the public 

• Available only to institutions, wealthy, or skilled accredited20 investors 

• Often require minimum investments of $500,000 to $1 million 

• Much more flexibility in shorting, leverage to invest, derivatives, physical asset 

investing, and currency speculation 

 

Examples: Renaissance Technologies and AQR. 

 

 

PRIVATE EQUITY FUNDS 

A private equity fund is a pooled investment vehicle, generally open to accredited investors and 

institutions, that invests in public and private companies. Their investment horizons tend to be 

longer, and they may specialize in buying out public firms to take them private. 

Examples: Apollo Global Management and KKR & Co.  

 

 

VENTURE CAPITAL FUNDS 

Venture capital funds consist of investments in early-stage companies. Typically, the fund is 

open to accredited investors and institutions, provides startup capital and management, and exits a 

position after a merger, acquisition, or IPO of the company it invests in.  

Examples: Sequoia Capital and Kleiner Perkins 

  

https://www.rentec.com/Home.action?index=true
https://www.aqr.com/About-Us/OurFirm
https://www.apollo.com/
https://www.kkr.com/
https://www.sequoiacap.com/
https://www.kleinerperkins.com/
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END NOTES 

1 DJIA construction and methodology: https://www.spglobal.com/spdji/en/indices/equity/dow-jones-industrial-

average/#overview  
2 S&P 500 construction and methodology: https://www.spglobal.com/spdji/en/indices/equity/sp-500/#overview  
3 Nasdaq Composite construction and methodology:  https://indexes.nasdaq.com/docs/methodology_COMP.pdf  
4 Wilshire 5000 construction and methodology: https://www.wilshire.com/indexes/ft-wilshire-5000-index-family/ft-

wilshire-5000-index  
5 CRSP Total Market Index construction and methodology: http://www.crsp.org/products/investment-products/crsp-

us-total-market-index  
6 Russell 3000 construction and methodology: https://www.ftserussell.com/products/indices/russell-us  
7 Nikkei 225 construction and methodology: https://indexes.nikkei.co.jp/en/nkave/index/profile?idx=nk225  
8 Money market fund example: https://fundresearch.fidelity.com/mutual-funds/summary/31617H201  
9 Equity fund example: https://fundresearch.fidelity.com/mutual-funds/summary/316071109  
10 Sector fund example: https://www.sectorspdr.com/sectorspdr/sector/xlf  
11 Bond fund example: https://investor.vanguard.com/mutual-funds/profile/overview/vbtlx  
12 Balanced fund example: https://www.tiaa.org/public/investment-

performance/investment/profile?ticker=34211329  
13 Asset allocation fund example: https://www.troweprice.com/personal-investing/tools/fund-research/PRWCX  
14 ESG fund example: https://www.blackrock.com/us/individual/products/239692/ishares-msci-usa-esg-select-etf  
15 Sample prospectus: 

https://personal.vanguard.com/us/faces/JSP/Funds/ProspRep/FundProspectusReportsWinJSP.jsp?fundId=5835&isR

eqFromProducts=true  
16 12b-1 is the name of the SEC rule that permits this fee: https://www.ecfr.gov/current/title-17/chapter-II/part-

270/section-270.12b-1   
17 2022 ICI Factbook: https://www.icifactbook.org/pdf/2022_factbook.pdf  
18 SEC definition of investment company: https://www.sec.gov/fast-answers/answersmfinvcohtm.html  
19 Investment Company Act of 1940. https://www.govinfo.gov/content/pkg/COMPS-1879/pdf/COMPS-1879.pdf  
20 SEC definition of accredited investors: https://www.sec.gov/news/press-release/2020-191  

                                                 

https://www.spglobal.com/spdji/en/indices/equity/dow-jones-industrial-average/#overview
https://www.spglobal.com/spdji/en/indices/equity/dow-jones-industrial-average/#overview
https://www.spglobal.com/spdji/en/indices/equity/sp-500/#overview
https://indexes.nasdaq.com/docs/methodology_COMP.pdf
https://www.wilshire.com/indexes/ft-wilshire-5000-index-family/ft-wilshire-5000-index
https://www.wilshire.com/indexes/ft-wilshire-5000-index-family/ft-wilshire-5000-index
http://www.crsp.org/products/investment-products/crsp-us-total-market-index
http://www.crsp.org/products/investment-products/crsp-us-total-market-index
https://www.ftserussell.com/products/indices/russell-us
https://indexes.nikkei.co.jp/en/nkave/index/profile?idx=nk225
https://fundresearch.fidelity.com/mutual-funds/summary/31617H201
https://fundresearch.fidelity.com/mutual-funds/summary/316071109
https://www.sectorspdr.com/sectorspdr/sector/xlf
https://investor.vanguard.com/mutual-funds/profile/overview/vbtlx
https://www.tiaa.org/public/investment-performance/investment/profile?ticker=34211329
https://www.tiaa.org/public/investment-performance/investment/profile?ticker=34211329
https://www.troweprice.com/personal-investing/tools/fund-research/PRWCX
https://www.blackrock.com/us/individual/products/239692/ishares-msci-usa-esg-select-etf
https://personal.vanguard.com/us/faces/JSP/Funds/ProspRep/FundProspectusReportsWinJSP.jsp?fundId=5835&isReqFromProducts=true
https://personal.vanguard.com/us/faces/JSP/Funds/ProspRep/FundProspectusReportsWinJSP.jsp?fundId=5835&isReqFromProducts=true
https://www.ecfr.gov/current/title-17/chapter-II/part-270/section-270.12b-1
https://www.ecfr.gov/current/title-17/chapter-II/part-270/section-270.12b-1
https://www.icifactbook.org/pdf/2022_factbook.pdf
https://www.sec.gov/fast-answers/answersmfinvcohtm.html
https://www.govinfo.gov/content/pkg/COMPS-1879/pdf/COMPS-1879.pdf
https://www.sec.gov/news/press-release/2020-191

