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Course: Stock 110 Understanding the S&P 500


Understanding the S&P 500 

Introduction

The Dow Jones Industrial Average usually gets most of the attention, but the S&P 500 index is much more important to the investment world. Index funds that track the S&P 500 hold hundreds of billions of dollars, and thousands of fund managers and other financial professionals track their performance against this ubiquitous index. But what exactly is the S&P 500, anyway? Where did it come from, and how does it work? 

First of all, a little historical background. The Standard & Poor's 500 as we know it today came into being on March 4, 1957, although Standard & Poor's had published a number of similar indexes before then. The makers of that first index retroactively figured its value going back to 1926, and they decided to use an arbitrary base value of 10 for the average value of the index during the years 1941 through 1943. This meant that in 1957 the index stood at about 45, which was also the average price of a share of stock. The companies in the original S&P 500 accounted for about 90% of the value of the U.S. stock market, but this percentage has shrunk to about 75% today as the number of stocks being traded has expanded. 

What the Standard and Poor's 500 Is and Isn't 

Next, let's establish what the S&P 500 is not. Although it's usually referred to as a large-cap index, the S&P 500 does not just consist of the 500 largest companies in the U.S., as some people assume. In fact, it's more like an exclusive private club. The companies in the index are chosen by a committee at Standard and Poor's, who meet monthly to discuss possible changes to the list. They choose the companies on the basis of "market size, liquidity, and group representation," dividing them into roughly 100 "industry groups." New members are only added to the 500 when others drop out because of mergers or (less commonly) a faltering business. Companies naturally want to be included in the S&P 500 because of all the index-fund money that will be devoted to their stocks, but the committee doesn't like to be told what to do. When Starwood Hotels HOT tried to get into the index in 1998 after acquiring ITT Corp., an S&P spokesman warned that overt lobbying wouldn't work and might actually be counterproductive. 

In any case, real-estate stocks, including REITs, are one category that S&P explicitly excludes from the index. The index also excludes holding companies (those which primarily own other companies in whole or part); that's why Berkshire Hathaway BRK.B isn't included, despite having a market value among the top 30 for U.S. companies. There's no formal restriction against foreign stocks, though the index committee has said that they don't plan to add any to the handful already in the index. There are few Canadian stocks in the S&P 500, and the only stocks based outside North America are Anglo-Dutch giants Royal Dutch Petroleum RD and Unilever UN. The full list of companies can be found on S&P's Index Services web site. 

In the Standard and Poor's 500, Size Matters 

Because the companies chosen for the S&P 500 tend to be leaders in their industry, most are large companies: As of January 2000, the index had an average market cap of $24.6 billion. Still, quite a few smaller companies made the cut, including 14 with market caps under $1 billion and another 42 under $2 billion. The smallest company in the index (as of January 1, 2000) was industrial firm Foster Wheeler FWC, with a market cap under $400 million.

But the largest of the large caps have a much greater effect on the S&P 500 than the smaller companies do. That's because the index is market-cap weighted, so that a company's influence on the index is proportional to its size. Thus, Microsoft MSFT and General Electric GE, with the two biggest market caps among U.S. companies, each accounted for more than 3% of the S&P 500 as of the end of 1999; in contrast, Fruit of the Loom FTL accounted for only 0.0065%. This means that when large caps are doing well, the S&P 500 can go up even if the majority of the companies it includes are going down. That's what has happened during the bull market of the late 1990s. For example, at the halfway point of 1998, all of the S&P 500's 20% gain for the year had come from the top 80 companies, while the other 420 as a group had only broken even for the year.

The Dow's greater fame comes partly from the fact that it's older (it started in 1896) and partly because it's much simpler to figure: The S&P 500 was only published once a month in pre-computer days, while the Dow has always been published daily. Now, of course, you can find out where all the indexes stand on a minute-by-minute basis, even on Morningstar.com. Given the importance the S&P 500 has taken on in today's investment world, it's a good idea to know something about its inner workings and history.

Quiz-----------------------------------------------Name_______________________________

 There is only one correct answer to each question.

1. The S&P 500 consists of: 

    
a. The 500 largest stocks in the U.S. by market cap. 

    
b. The 500 largest stocks in the U.S. by sales. 

    
c. Five hundred companies chosen by a committee at Standard & Poor's. 

2. New members are added to the S&P 500: 

    
a. Automatically every month. 

    
b. When companies drop out because of mergers or deteriorating fundamentals. 

    
c. When a certain number of new companies go public in a month. 

3. Which of the following is excluded from the S&P 500? 

    
a. Small-cap stocks. 

    
b. Stocks that trade on Nasdaq. 

    
c. Holding companies. 

4. If Microsoft goes up in price by 5%, the smallest stock in the S&P 500 goes down in price by 5%, and the other 498 stocks stay the same, what is the effect on the index? 

    
a. It stays the same, since the rise and fall cancel each other out. 

    
b. It goes down, because the smallest companies have relatively more effect on the index. 

   
 c. It goes up, because the largest companies have relatively more effect on the index. 

5. How do foreign stocks fit into the S&P 500? 

    
a. There are a few foreign stocks in the index, but the index committee doesn't plan to add more. 

    
b. There are no foreign stocks in the index; only U.S. companies are allowed. 

    
c. There are a wide variety of foreign stocks in the index, comparable in scope to the U.S. stocks it contains. 

Answers:

1. The S&P 500 consists of: 

    
a. The 500 largest stocks in the U.S. by market cap. 

    
b. The 500 largest stocks in the U.S. by sales. 

    
c. Five hundred companies chosen by a committee at Standard & Poor's. 

C is Correct. The S & P 500, like all of S & P indexes, is chosen by a committee rather than by any specific size criteria.

2. New members are added to the S&P 500: 

    
a. Automatically every month. 

    
b. When companies drop out because of mergers or deteriorating fundamentals. 

    
c. When a certain number of new companies go public in a month. 

B is Correct. When any company drops out of the index for some reason, a new one is chosen to replace it.

3. Which of the following is excluded from the S&P 500? 

    
a. Small-cap stocks. 

    
b. Stocks that trade on Nasdaq. 

    
c. Holding companies. 

C is Correct. Holding companies are formally excluded from the index, but there is no minimum size for companies in the index, which contains both small- and mid-cap stocks.
4. If Microsoft goes up in price by 5%, the smallest stock in the S&P 500 goes down in price by 5%, and the other 498 stocks stay the same, what is the effect on the index? 

    
a. It stays the same, since the rise and fall cancel each other out. 

    
b. It goes down, because the smallest companies have relatively more effect on the index. 

    
c. It goes up, because the largest companies have relatively more effect on the index. 

C is Correct. Since the S & P is market-cap weighted, larger stocks have a bigger influence on the index than smaller stocks do.

5. How do foreign stocks fit into the S&P 500? 

    
a. There are a few foreign stocks in the index, but the index committee doesn't plan to add more. 

    
b. There are no foreign stocks in the index; only U.S. companies are allowed. 

    
c. There are a wide variety of foreign stocks in the index, comparable in scope to the U.S. stocks it contains. 

A is Correct. There are a handful of foreign stocks in the S & P 500 that have been allowed to stay, but the committee in charge of the index doesn't plan to add any more.
