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What is an Index?

An index is a group or basket of securities, derivatives, or other financial instruments that 

represents and measures the performance of a specific market, asset class, market sector, or 

investment strategy. In other words, an index is a statistically representative sampling of any 

set of observable securities in a given market segment. For instance, the well-known S&P 500 

is a representation of the large-cap segment of the U.S. equity market. As the combined value 

of the securities in the index moves up or down, the numerical value, or the index level, 

changes to reflect that movement.

Indices can serve as:

• Economic indicators

• Performance benchmarks

• The basis for index-linked investment products

• Tools for research & analysis
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What is an Index?

Common Questions:

• Is the stock market healthy? What’s happening in the bond market? Are commodity prices 

going up?

• The closing level of the Dow Jones Industrial Average® gives you a sense not only of what 

happens on any given day in the U.S. stock market, but also where the U.S. economy 

stands at any given moment.

• The changing value of the S&P 500® can determine the interest you earn on your market-

linked certificate of deposit (CD) or the capital gains you realize on a U.S. equity exchange 

traded fund (ETF). 
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Benchmarks

Indices enable investors to evaluate the performance of securities, actively managed funds, 

and investment portfolios relative to the market.

Why we need Benchmarks

• Indices are used by financial professionals to benchmark the portfolios they manage 

against market performance. 

Why choosing the right Benchmark matters

• To make a meaningful comparison between an investment portfolio and an index, it is 

crucial to use the right benchmark
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Relationships between indices and products 
based on indices
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Types of Indices

1. Broad Market indices track large segments of the market or a major asset class.  Some examples are the 

S&P 500, the S&P Global BMI (Broad Market Index), the S&P ASX 200, the S&P/TSX Composite, or the 

S&P GSCI for the commodities market.

2. Sector indices track industry-based market segments, slicing the broad markets into narrower categories, 

such as the health-care and technology sectors.  These indices can track at an even more specific level, 

allowing investors to gain exposure, not just to technology but specifically to software companies.  Sector 

variations drill into industry groups, industries, and sub-industries to provide the most granular market 

views.  Similarly, there are indices that segment the global markets into countries and regions, or into 

capitalization ranges based on stock size (large cap, mid cap and small cap) or even into investment styles 

(growth and value stocks).

3. Strategy and thematic indices, which have gained in popularity over the past decade, are designed to 

mimic an investment strategy, or capture a specialised segment of the market.  Thematic indices often 

represent market niches or specialised themes such as infrastructure, clean energy or biotech stocks.  

Strategy indices often apply alternative methodologies or play on fundamentals or other factors such as 

high dividends or low volatility, for instance.

4. Fixed income indices are designed to track various segments of the bond market, which is currently 

redefining itself as a more transparent and east-to-access asset class on a global scale.  The fixed income 

market and the indices that track it are well-known for their diversification, lower volatility and yield benefits.

5. Commodity indices stand out from equity and fixed income indices in that they track real, tangible assets 

whose prices are driven solely by global supply and demand.  These liquidity-seeking indices can range 

from equal weighting to capture diversification and liquidity benefits to factor-weighted approaches, to 

modified roll strategies.  Commodity indices are considered important benchmarks for measuring the 

inflation risk management component of many asset allocation decisions.
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Who’s Behind the Index?

An index provider is a specialized firm that is dedicated to creating and calculating market 

indices and licensing its intellectual capital as the basis of passive products.

The work of an index provider includes four distinct phases:

1. Conceptualization & Creation: Defining the scope of an index and the rules needed to build 

it

2. Calculation & Dissemination: Generating and distributing index values

3. Maintenance & Rebalancing: Ongoing real-time monitoring and daily maintenance

4. Licensing & Support: Helping to make indices accessible among investment professionals 

and the general public
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What do we do?
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Building an Index

What market, asset class, or strategy is the new index intended to measure?

• For example, an index may cover U.S. mid-cap stocks, European bonds, or gold prices. This 

underlying market is sometimes described as the index’s universe, exposure, or opportunity set

• The universe may be extremely precise

Is the index calculable?

• Publicly—available prices for the types of constituents the index will include.

• The provider must ensure that the securities in an index are sufficiently liquid

Will the index generate interest?

The index should have utility either as a benchmark or as the basis of an index-based product, ensuring 

that it meets a particular need and is marketable. 

Is the index investable?

If the index is intended to be licensed as the basis of index-based products, the index provider must 

confirm that the securities or instruments to be included in an index are sufficiently liquid
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Calculation & Dissemination

When the index constituents have been selected and weighted, the index provider begins 

calculating the index in accordance with the methodology. Most indices are computed on a 

daily basis, many of them in real-time.

For example, the Dow Jones Industrial Average® is computed once every two seconds. Index 

providers distribute these index values in various ways:

• provider’s own website, 

• through data redistributors such as Bloomberg and Reuters, 

• Data files that are transmitted directly to index licensees.
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Maintenance & Rebalancing

Once the index has been published, ongoing real-time monitoring and daily maintenance begin 

so it can run 24 hours a day, 7 days a week.

Rebalancing:

Since market and other conditions constantly affect the securities included in an index, 

the provider must periodically rebalance the index. Regular rebalancing requires that the 

provider track every component security to be sure it still meets the criteria for inclusion, 

determine which stocks should be added or removed based on the rules in the methodology, 

and establish new weightings.

Maintenance:

Ongoing maintenance also involves tracking corporate actions such as mergers, spin-

offs, stock splits, and dividend and interest payments that can impact index components–and 

applying the changes as they occur. 
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Licensing

To cultivate demand for its products, an index provider:

• Licenses its indices to asset managers and other financial institutions, who use the indices 

to create investable financial products, such as ETFs and benchmark portfolios, and to 

conduct research and analysis.

• Licenses its indices to the media for real-time display on television and financial websites.

• An index provider also supports its clients and seeks to market its indices through the 

services it provides and builds relationships with financial advisors and other intermediaries 

who, by promoting index-based products to their clients, help to popularize index investing 

which, in turn, creates greater demand for its indices.
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ETFs and Index Mutual Funds

ETFs and index mutual funds are practically synonymous with index investing.

These products are widely available, easy to buy and sell (liquid), and designed to meet a 

variety of investment goals. The funds’ issuers, sometimes referred to as sponsors, are 

financial services companies. Some of these firms concentrate on either ETFs or mutual 

funds, while others offer both types of products.

While index mutual funds have been on the market almost twice as long as ETFs, there are 

now almost twice as many ETFs as index funds—with more than half linked to an index from 

S&P Dow Jones Indices. The rapid expansion of ETFs that began in the U.S. now extends 

around the world.
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GLOBAL ETP ASSET GROWTH JAN’19 
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DIFFERENT RATE OF EVOLUTION – SIMILAR GROWTH RATES

16

US – 1993, SPDR 
S&P 500 ETF (SPY)

10yr CAGR 20.2% 

Europe – 2000, iShares 
Euro STOXX 50 UCITS ETF 
(EUN)

10yr CAGR 17.6%
Japan – 1995, Nikkei 
300 Stock Index 
Listed Fund (1319)

10yr CAGR 27.1%

Canada – 1990, Toronto 35 Index 
Participation Fund, now known as 
the iShares S&P/TSX 60 Index Fund 
(XIU)

10yr CAGR 21.9%

Asia Pacific – 1999, HK 
Tracker Fund (2800)

10yr CAGR 23.1%

Australia – 2001, SPDR 
S&P/ASX 200 (STW)

10yr CAGR 38.2%

Source: S&P Dow Jones Indices, ETFGI July 2018.

Latam – 2002, 
iShares NAFTRAC 
ETF (MAFTRAC)

10yr CAGR 4.8% 
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TOP 20 GLOBAL ETP ISSUERS BY ASSETS JAN’19
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GLOBAL TOP 20 INDEX PROVIDERS BY ASSETS JAN’19
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How ETFs and Index Mutual Funds work

Each ETF and index mutual fund has a specific investment objective. To achieve that 

objective, the fund typically builds its index-based portfolio in one of three ways:

Holding all of the securities in the index it has licensed

• Most ETFs and index mutual funds use this approach. Typically these investment 

products are also weighted in a manner that is consistent with the index weighting.

Holding a representative sampling of the securities

• This might be for strategic reasons or because it’s not feasible to purchase all of the 

components in the index. For example, indices that track thousands of securities, or 

those that hold some less liquid components may be difficult to replicate. Whatever the 

reason, the performance of a fund that uses the sampling method may differ from the 

index performance more than it would with full replication.

Entering into a swap agreement with one or more counterparties

• While this approach provides the same return as the index, it exposes fund holders to the 

risk that the counterparty may default on its obligation. Clearing the SWAP through a 

clearing house tends to mitigate the counterparty risk.
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ETFs and Index Mutual Funds

ETFs and index mutual funds resemble each other in some basic ways:

• Investors in both ETFs and index mutual funds own shares in a fund, not the individual securities in the 

fund’s portfolio.

• ETFs and index mutual funds typically pass through income from their underlying investments, after 

expenses and any capital gains from updating their portfolios, to fund shareholders on a proportional 

basis.

• The intent of each ETF or index mutual fund is typically to replicate the performance of the index it 

tracks. For example, if the annual return on an underlying index is 10%, the objective of an ETF or 

mutual fund following the index is, with a few exceptions, to match that 10% return as closely as 

possible. Of course, if the index loses value, the ETF or index fund’s return reflects that loss directly as 

well.

With an ETF, differences in return, or what is known as tracking error, can result from its fees and from the 

way the product is structured. Among the most important structural factors that may affect return are:

• Whether dividends are reinvested

• Whether there’s a brokerage commission for reinvesting dividends

• Whether the ETF uses derivatives, leverage, or other strategies to enhance return or hedge against 

losses
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Structured Products

A structured product combines two asset classes, such as a short-term note and an index, to create a hybrid 

that links the interest the note earns to the return of the index.

Interest is paid only at maturity, subject to the terms of the specific product—and the terms typically vary 

substantially from product to product. Commercial and investment banks issue a variety of index-linked 

structured products.

Despite their link to an equity index, structured products are typically unsecured debt obligations of the 

issuer, and therefore subject to credit risk. One exception is an index-linked CD, which, as a bank deposit, 

can be FDIC-insured. Structured products are not always listed on an exchange, and if they are, they may 

be thinly traded, so typically there’s no readily available secondary market or an accurate way to determine 

their value.

Structured products may be fairly conservative as well as highly speculative and extremely complex. At one 

end of the scale, there are structured products that offer principal protection and income generation, though 

limited return. At the other end, some of the products offer the potential for greater return but at the risk of 

being exposed to significant leverage.

This variety makes structured products potential diversification tools for high-net-worth investors and asset 

managers. Structured products are also seen as tools for enhancing returns.
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Passive Investing

The index to which an index product is linked determines that product’s portfolio. 

For example, an ETF linked to the Dow Jones Industrial Average®holds the 30 stocks in that 

index and seeks to match its performance. That’s the fundamental difference between index-

based investing and active management. Using an active approach, managers subjectively 

select securities in an attempt to beat their benchmark indices.

Passive investing has two chief advantages over active management:

• Cost: It’s typically expensive to compensate active managers and to pay for the frequent 

trading costs of their buy and sell decisions.

• Results: Most active managers fail to outperform the market over the long term.
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Transparency

An ETF or index-linked mutual fund seeks to replicate the performance of the market its 

underlying index tracks, by owning either all the securities in that index or a representative 

sample.

Risk that the ETF or fund will stray far from its stated objective is limited. That can happen, 

however, with an actively managed fund if the fund buys stocks that aren’t consistent with its 

investment approach, but are selected to bolster its return. The result of this approach, 

described as style drift, may expose an investor to more risk than they’re comfortable taking or 

to less risk than they’re willing to assume to meet investment goals.

Transparency means knowing not only what the ETF or index fund owns but also in what 

proportion. With index investments, this information is typically publicly available every day.

Transparency means knowing not only what a fund owns but also in what proportion. With 

index investments, this information is typically publicly available every day. Actively managed 

funds, on the other hand, are required to report their holdings just four times a year. Between 

quarterly filings, these funds can hold any securities and in any proportion, so it’s entirely 

possible for funds with very different objectives to own a number of the same securities, 

especially current strong performers, without ever making that information public. For an 

investor, this can result in duplicative holdings and loss of diversification, which increases 

investment risk.
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Methodologies

Index methodologies contain the rules that dictate how an index functions and ultimately help 

to determine how it performs.

The four main components of index methodologies

• Construction: How securities are selected to achieve the index’s intended exposure

• Weighting: How index components are weighted relative to one another

• Calculation: How index values and returns are generated

• Review: How the index is maintained on an ongoing basis
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Constructing an Index
Making the cut
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Weighting

Once the index components are selected, each asset is assigned a weight that determines the 

relative influence that security will have on index performance.

To understand how weighting works, consider the Dow Jones Industrial Average®, which uses 

a very simple weighting method: price weighting. If GE, a constituent of The Dow®, had a 

share price of USD 35, and the sum of the share prices of all DJIA component stocks was 

USD 1,500, then the weight of GE in The Dow would be USD 35/USD 1,500 = 2.3%. If Nike, 

another DJIA component, had a share price of USD 70, it would have a weight of USD 70/USD 

1,500 = 4.6%. Because the weight of Nike is twice that of GE, a 10% change in the share price 

of Nike would have twice the impact on the performance of The Dow that a 10% change in the 

share price of GE would.

While price weighting is the simplest type of weighting method, it is not commonly used. The 

more typical weighting methodologies account for factors other than stock prices.
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Weighting
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How Does Weighting Impact an Index?
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Calculation

Knowing how an index is calculated can help investors understand how it measures market performance.

Index values are calculated and disseminated as frequently as once every second throughout the trading 

day. Behind each of these index "ticks" is a set of standardized approaches, formulas, and calculations.

Step 1

Each stock’s market capitalisation is calculated by multiplying its current price by its number of shares 

outstanding.

Step 2

The index market capitalisation is calculated by summing the market caps of the constituents.

Step 3

The index value is calculated by dividing the index market capitalization by the index divisor.
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Types of Return

Equity and fixed income indices are most typically calculated as either price or total return 

indices. Many indices, including the S&P 500, are calculated both ways.

Price return

In a price-only calculation, the changing value of the index reflects the changing prices of its 

component securities, or unrealized capital gains and losses. In a total return index, on the 

other hand, the changing value is determined by a combination of the price changes and 

reinvested income from dividends or other cash payouts. This means the total return on an 

equity index in which any of the components pay dividends will always be higher than the price 

return.

Total return

Calculating the total return of an index differs from calculating the total return of an index-

based product, such as a mutual fund, where dividend income is reinvested to buy additional 

shares. In an index, the dividends become an additional factor in calculating the changing level 

of the index.

Commodity indices may be calculated as total return or excess return, or as spot indices. For an example of how these return 

types are calculated, see the S&P GSCI methodology
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Types of Indices

• Equity indices

• Fixed income indices

• Commodity indices

• Strategy indices

• Economic indices
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The S&P 500 and The Dow

The Dow Jones industrial average (The Dow) and the S&P 500 are quintessential market 

benchmarks. Both underlie a number of investment products, are published by S&P Dow Jones 

Indices, and track the stocks of large U.S. Companies.

Despite these similarities, the two benchmarks are markedly different in a few key ways:

• Stock Selection

• Review Process

• Weighting

• Calculation

• Performance
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The S&P 500 and The Dow
Performance Comparison
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There’s no question that The Dow and the S&P 500 differ in some ways. But what they share is 

infinitely more important: integrity and reliability, plus a history of serving as informative gauges 

of stock market performance.
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Kuwait Overview

• Kuwait continues to be an important economy in the Middle East region

• Currently classified as a Frontier Market in S&P DJI’s Global Benchmark Indices, but has 

recently taken steps to warrant consideration for a change in classification to Emerging 

Market status. 
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Kuwait Overview
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DISCLAIMER

The "[INDICES]" is a product of S&P Dow Jones Indices LLC, a division of S&P Global, or its affiliates (“SPDJI”) and [Third Party 

Licensor], and has been licensed for use by [Licensee].  Standard & Poor’s® and S&P® are registered trademarks of Standard & 

Poor’s Financial Services LLC, a division of S&P Global (“S&P”); Dow Jones® is a registered trademark of Dow Jones 

Trademark Holdings LLC (“Dow Jones”); [Third Party Licensor Trademarks] are trademarks of the [Third Party Licensor] and 

these trademarks have been licensed for use by SPDJI and sublicensed for certain purposes by [Licensee].  [Licensee's 

Product(s)] is not sponsored, endorsed, sold or promoted by SPDJI, Dow Jones, S&P, their respective affiliates, or [Third Party 

Licensor] and none of such parties make any representation regarding the advisability of investing in such product(s) nor do 

they have any liability for any errors, omissions, or interruptions of the [Indices].
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