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Tracking an Index Can Be Costly
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• Tracking an index may result in significant trading costs.

• Index replication requires executing with pre‐specified 
transactions, stocks, amounts, and trade dates.

• Timing lag between reconstitution announcement and 
effective date enables non‐indexers to buy additions and sell 
deletions before tracking‐sensitive investors, when prices are 
often more attractive.

Presenter
Presentation Notes
Talking Points:
When an index sponsor announces the securities to be added or deleted from its composition, managers seeking to closely track the index must buy and sell to adjust their portfolios on the reconstitution date. Prices may be temporarily distorted by the spike in demand from numerous index managers seeking to buy or sell securities on the same day. Other market participants take advantage of this temporary demand. 

Market impact is a zero-sum game; to the extent one party is penalized by the reconstitution effect, someone else enjoys a benefit. In any negotiated transaction, the party in a hurry to make the deal is at a disadvantage. Although index managers may successfully track the index, their trading strategy may penalize the return of the index itself. Investors who make low tracking error a priority bear the costs of this activity.



The Effect of Index Reconstitution on Stock Prices

S&P 500 data source: Anthony Lynch and Richard Mendenhall, “New Evidence on Stock Price Effects Associated with Changes in the S&P 500 Index,” Journal of 
Business 70, no. 3 (July 1997): 351-83. MSCI EAFE Index data source: Rajesh Chakrabarti, Wei Huang, Narayanan Jayaraman, and Jinsoo Lee, “Price and Volume 
Effects of Changes in MSCI Indices: Nature and Causes,” Journal of Banking and Finance 29, no. 5 (May 2005): 1237-64.
For illustrative purposes only. Past performance is not a guarantee of future results.
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S&P 500 Index MSCI EAFE Index

One-Day Return after Announcement (%) 3.2 3.4

Run-Up to Effective Date (%) 3.8 4.5

Decay after Effective Date (%) -2.1 -2.6

Announcement Effective

Price

Time

• Stocks rise on announcement of 
inclusion.

• Index funds are forced to buy 
high on effective date.

• Buying and selling to track index 
changes reduces tracking error 
but generates transaction costs.

Presenter
Presentation Notes
Talking Points:
Stocks that are added to an index commonly enter a period of abnormal price escalation after the announcement and through the effective date. This results from speculative buying pressure. After the effective date, stocks experience a price decay resulting from lightened demand.

Traditional index managers with rigid tracking policies must acquire the stock when the price is climbing. Buying the stock before the effective date may reduce tracking error, but it also raises both acquisition and transaction costs.

A more flexible trading policy enables portfolio managers to avoid the heaviest trading days and higher prices by deferring the transaction to a more opportune time. This can add value through reduced costs and lower acquisition price.



Area within box represents 90% or more of index value. The CRSP 1-10 Index measures the performance of the total US stock market, which it defines as the aggregate 
capitalization of all securities listed on the NYSE, AMEX, and Nasdaq exchanges. 
Russell data copyright © Russell Investment Group 1995-2010, all rights reserved. The S&P data are provided by Standard & Poor’s Index Services Group. CRSP data 
provided by the Center for Research in Security Prices, University of Chicago. Indexes are not available for direct investment. Index performance does not reflect the 
expenses associated with the management of an actual portfolio. Attributes and characteristics are as of date shown and are subject to change.
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Percentage of Assets by Market Cap
Market Universe
As of December 31, 2009

Market Cap
Percentile

S&P/
Citigroup 

500 Growth
Index

S&P 
500

Index

S&P/
Citigroup 
500 Value 

Index

Russell 
1000

Index

Russell 
1000 

Value
Index

Russell 
3000

Index

Russell 
3000 

Value
Index

CRSP 
1-10 

Index

Russell 
2000

Index

Russell 
2000 

Value
Index

100.0 30.6 30.1 29.6 26.8 25.7 24.7 23.6 25.9 0.0 0.0

75.0 33.7 31.5 29.2 27.9 26.9 25.7 24.7 24.5 0.0 0.0

50.0 15.6 17.5 19.4 15.8 16.5 14.6 15.2 14.7 0.0 0.0

35.0 5.3 5.7 6.0 5.3 4.7 4.9 4.3 4.8 0.0 0.0

30.0 6.4 5.6 4.9 5.6 5.9 5.2 5.4 4.8 0.0 0.0

25.0 5.1 5.2 5.3 5.7 6.3 5.3 5.8 4.9 0.6 0.0

20.0 2.7 3.1 3.6 5.6 5.2 5.2 4.8 5.0 0.3 0.5

15.0 0.3 0.7 1.1 2.6 3.1 2.5 2.9 2.5 1.2 0.7

12.5 0.2 0.4 0.6 2.6 2.9 2.6 2.8 2.5 2.9 1.3

10.0 0.2 0.2 0.3 1.5 1.9 2.1 2.3 2.1 8.5 7.1

8.0 0.0 0.1 0.1 0.6 0.8 3.1 3.5 3.2 32.6 33.7

5.0 0.0 0.0 0.0 0.0 0.1 0.9 1.0 1.0 11.2 12.0

4.0 0.0 0.0 0.0 0.0 0.0 1.4 1.4 1.6 17.4 17.4

2.5 0.0 0.0 0.0 0.0 0.0 2.0 2.2 2.6 25.4 27.4

Number of Companies 306 500 347 963 677 2,971 2,069 3,688 2,005 1,392

Estimated Universe (SBB) 5,011 9,928 4,917 11,043 5,448 11,980 5,930 12,663 937 482

Wtd. Avg. Mkt. Cap ($MM) 86,812 82,014 77,124 73,652 69,275 67,972 63,727 68,879 1,025 950

Median Market Cap ($MM) 9,667 9,046 8,652 4,209 3,931 754 736 438 401 366

Wtd. Avg. BtM 0.32 0.49 0.66 0.49 0.70 0.51 0.72 0.51 0.65 0.89

Median BtM 0.32 0.46 0.56 0.48 0.65 0.57 0.75 0.62 0.62 0.79

Presenter
Presentation Notes
The following three slides offer charts describing certain attributes of the popular commercial indexes in the US market at a given point in time.

Each column lists an index and percent value of that index occupying the respective market cap percentile (as shown in the far left column, “Market Cap Percentile”). The shaded area of each column comprises at least 90% of the index’s total composition. This shows how deeply each index covers the market by size.

The bottom section of each column offers data describing each index’s attributes—such as number of companies held, total value of the estimated universe, weighted average market cap of component stocks, and weighted average book-to-market value of stocks.

These three charts offer evidence that popular benchmarks are only general representations of the total market or asset classes within the market. Some indexes may hold the same stocks or offer overlapping coverage of risk factors, such as value and size. Although these indexes are useful as general benchmarks for evaluating a portfolio’s risk-adjusted return, more precise engineering may be useful when constructing passively managed portfolios.



Area within box represents 90% or more of index value. The CRSP 1-10 Index measures the performance of the total US stock market, which it defines as the aggregate 
capitalization of all securities listed on the NYSE, AMEX, and Nasdaq exchanges. The CRSP 1-5 Index measures the performance of US large cap stocks, those in the five 
largest deciles of the US market. Russell data copyright © Russell Investment Group 1995-2010, all rights reserved. The S&P data are provided by Standard & Poor’s Index 
Services Group. CRSP data provided by the Center for Research in Security Prices, University of Chicago. Dow Jones Wilshire data provided by Dow Jones Indexes. 
Indexes are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio. Attributes and 
characteristics are as of date shown and are subject to change.
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Percentage of Assets by Market Cap
Large Company Indexes
As of December 31, 2009

Market Cap
Percentile

S&P/
Citigroup 

500 Growth
Index

S&P 
500

Index

S&P/
Citigroup 
500 Value 

Index

Russell
1000

Growth
Index

Russell 
1000

Index

Russell 
1000 

Value
Index

Russell 
3000

Index

Russell 
3000 

Value
Index

CRSP 
1-10 

Index

CRSP
1-5

Index

100.0 30.6 30.1 29.6 27.8 26.8 25.7 24.7 23.6 25.9 28.3

75.0 33.7 31.5 29.2 29.0 27.9 26.9 25.7 24.7 24.5 26.8

50.0 15.6 17.5 19.4 15.1 15.8 16.5 14.6 15.2 14.7 16.1

35.0 5.3 5.7 6.0 5.0 5.3 4.7 4.9 4.3 4.8 5.2

30.0 6.4 5.6 4.9 5.4 5.6 5.9 5.2 5.4 4.8 5.3

25.0 5.1 5.2 5.3 5.1 5.7 6.3 5.3 5.8 4.9 5.4

20.0 2.7 3.1 3.6 6.0 5.6 5.2 5.2 4.8 5.0 5.4

15.0 0.3 0.7 1.1 2.0 2.6 3.1 2.5 2.9 2.5 2.7

12.5 0.2 0.4 0.6 2.2 2.6 2.9 2.6 2.8 2.5 2.7

10.0 0.2 0.2 0.3 1.1 1.5 1.9 2.1 2.3 2.1 1.8

8.0 0.0 0.1 0.1 0.5 0.6 0.8 3.1 3.5 3.2 0.3

5.0 0.0 0.0 0.0 0.0 0.0 0.1 0.9 1.0 1.0 0.0

4.0 0.0 0.0 0.0 0.0 0.0 0.0 1.4 1.4 1.6 0.0

2.5 0.0 0.0 0.0 0.0 0.0 0.0 2.0 2.2 2.6 0.0

Number of Companies 306 500 347 623 963 677 2,968 2,069 3,688 2,005

Estimated Universe (SBB) 5,011 9,928 4,917 5,594 11,043 5,448 11,980 5,930 12,663 937

Wtd. Avg. Mkt. Cap ($MM) 86,812 82,014 77,124 77,914 73,652 69,275 67,972 63,727 68,879 1,025

Median Mkt. Cap ($MM) 9,667 9,046 8,652 4,494 4,209 3,931 754 736 438 401

Wtd. Avg. BtM 0.32 0.49 0.66 0.29 0.49 0.70 0.51 0.72 0.51 0.65

Median BtM 0.32 0.46 0.56 0.37 0.48 0.65 0.57 0.75 0.62 0.62



Area within box represents 90% or more of index value. The CRSP 6-10 Index measures the performance of US small cap stocks, those in the five smallest deciles of the US 
market. The CRSP 9-10 Index measures the performance of US micro cap stocks, those in the two smallest deciles of the US market.
Russell data copyright © Russell Investment Group 1995-2010, all rights reserved. The S&P data are provided by Standard & Poor’s Index Services Group. CRSP data 
provided by the Center for Research in Security Prices, University of Chicago. Indexes are not available for direct investment. Index performance does not reflect the 
expenses associated with the management of an actual portfolio. Attributes and characteristics are as of date shown and are subject to change.
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Percentage of Assets by Market Cap
Small Company Indexes
As of December 31, 2009

Market Cap
Percentile

Russell 
2000

Russell 
2000 

Value

S&P
600 

Index

S&P
600 Value 

Index

CRSP 
6-10 

Index

CRSP
9-10
2000

100.0 0.0 0.0 0.0 0.0 0.0 0.0

75.0 0.0 0.0 0.0 0.0 0.0 0.0

50.0 0.0 0.0 0.0 0.0 0.0 0.0

35.0 0.0 0.0 0.0 0.0 0.0 0.0

30.0 0.0 0.0 0.0 0.0 0.0 0.0

25.0 0.6 0.0 0.0 0.0 0.0 0.0

20.0 0.3 0.5 0.0 0.0 0.5 0.1

15.0 1.2 0.7 0.0 0.0 0.0 0.0

12.5 2.9 1.3 3.4 1.0 0.7 0.0

10.0 8.5 7.1 7.4 4.4 5.5 0.8

8.0 32.6 33.7 37.1 35.8 33.2 0.5

5.0 11.2 12.0 13.4 13.8 11.7 0.5

4.0 17.4 17.4 20.4 20.8 18.1 4.5

2.5 25.4 27.4 18.4 24.2 30.3 93.5

Number of Companies 2,005 1,392 600 427 2,784 1,901

Estimated Universe (SBB) 937 482 402 199 1,093 295

Wtd. Avg. Mkt. Cap ($MM) 1,025 950 1,026 922 883 298

Median Market Cap ($MM) 401 366 608 540 235 116

Wtd. Avg. BtM 0.65 0.89 0.62 0.80 0.67 0.81

Median BtM 0.62 0.79 0.63 0.76 0.69 0.79



Annual Index Reconstitution Effects
Consistency of Asset Class Exposure

Month-end values from January 2004-December 2009. Russell data copyright © Russell Investment Group 1995-2010, all rights reserved. 
CRSP data provided by the Center for Research in Security Prices, University of Chicago. Indices are not available for direct investment. 
Their performance does not reflect the expenses associated with the management of an actual portfolio. Past performance is not a guarantee of future results. 
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Percentage of Assets in
Bottom 10% of Market

Russell 2000 
Index

CRSP 6-10
Index

June 30 Averages
(reconstitution month) 96.44 95.58

May 31 Averages
(11 months after reconstitution) 88.21 96.55
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• Over time, securities within 
an index can migrate from 
one asset class to another (such as 
from small cap to 
large cap).

• An index’s characteristics 
may be significantly 
different 11 months after 
reconstitution due to 
security migration.

• An index that purports to 
represent a certain asset 
class may not offer thorough, 
consistent exposure to the 
underlying risk factors.

Presenter
Presentation Notes
Talking Points:
Commercial indexes attempt to reflect particular asset classes or market segments. However, indexes often do not deliver on their intent. One reason is that most indexes are reconstituted (or redefined) annually. During the year, some securities experience changes in their risk characteristics—for example, a stock might move from small to mid cap, or from value to growth. This “migration” alters an index’s coverage until the next reconstitution date, which may be several months away. 
 
The top table shows the migration effect in the Russell 2000 Index compared to the CRSP 6-10 Index. The Russell 2000, which purports to describe the US small cap stock universe, is reconstituted each year in June. The CRSP 6-10 is a more comprehensive proxy of the smallest five deciles of the market universe, including the smallest stocks. It is rebalanced quarterly and is used for performance analysis and research.
 
The numbers show that the Russell 2000 does not consistently reflect the composition of the smallest stocks in the market. From 5/31/08 to 6/30/09, the Russell 2000 Index lost exposure to the smallest 10% of stocks by capitalization. Conversely, the CRSP 6-10 Index maintained more consistent exposure to the smallest 10% because it is rebalanced four times a year.
 
The bottom graph illustrates that the Russell 2000 Index’s exposure to the smallest 10% of stocks has often changed dramatically from month to month, while the CRSP 6-10 Index has maintained more consistent exposure to the smallest stocks.
 
Small cap index funds typically track the Russell 2000, and time their buying and selling decisions to fit the benchmark’s annual reconstitution. However, by closely tracking an index, an investor tethers his portfolio to an arbitrary standard that shifts over time, resulting in potentially lower diversification and unreliable exposure to the underlying risk factors that drive expected returns. 
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Copyright MSCI 2010. Unpublished. All rights reserved. This information may only be used for your internal use, may not 
be reproduced or redisseminated in any form and may not be used to create any financial instruments or products or 
any indices. This information is provided on an “as is” basis and the user of this information assumes the entire risk of 
any use it may make or permit to be made of this information. Neither MSCI, any of its affiliates, nor any other person 
involved in or related to compiling, computing or creating this information makes any express or implied warranties or 
representations with respect to such information or the results to be obtained by the use thereof, and MSCI, its 
affiliates, and each such other person hereby expressly disclaims all warranties (including, without limitation, all 
warranties of originality, accuracy, completeness, timeliness, non‐infringement, merchantability and fitness for a 
particular purpose) with respect to this information. Without limiting any of the foregoing, in no event shall MSCI, any 
of its affiliates or any other person involved in or related to compiling, computing, or creating this information have any 
liability for any direct, indirect, special, incidental, punitive, consequential, or any other damages (including, without 
limitation, lost profits) even if notified of, or if it might otherwise have anticipated, the possibility of such damages.

MSCI Disclosure

Presenter
Presentation Notes
This slide must be included in all presentations with slides that contain MSCI data. The disclosure indicates that MSCI data may only be used internally and cannot be distributed; however that message is meant for individual investors.

Under a special agreement with MSCI, advisors may redistribute the data provided in these slides. The agreement only covers these slides.
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