Worksheet 2: The Dow Jones Industrial Average and other Market Indexes

Directions: Read the description of the DJIA, and answer the questions.

D

Based on what you know of their size, write the names of 3 companies that you think might be in the Dow Jones Industrial Average.

1.

2.

3.
OW JONES

When people ask, “how the market did today,” they expect to hear something like, “The Dow was up 10 points or down 15.” 

The Dow Jones Industrial Average or “the Dow” is one of the most widely followed and recognized stock indexes in the world. It tracks the average price of 30 large stocks on the New York Stock Exchange and NASDAQ. New York Stock Exchange or NASDAQ stocks. Generally these stocks are well-known companies with large amounts of stocks traded in both the U.S. and in foreign markets. Currently these stocks have a total market value of more than $2 trillion.

The Dow Jones Industrial Average (DJIA) was a measurement tool devised by Mr. Charles H. Dow in 1884. At that time, stocks were considered a risky investment. There was little government regulation and investor fraud was widespread. Worthless gold and land stocks lured the unwary with a promise of “getting rich quick.” In addition, there was little solid reporting on the market. It was hard to know if a company’s stock was up, down, or holding.


[image: image1.wmf]


Charles Dow’s first market average in 1884 followed 11 
major stocks, mostly railroads, which were among the first 
large U.S. corporations. With pencil and paper, Dow added 
up the price of the stocks and divided it by the number of 
stocks. The resulting number was used to “benchmark” the market. Over time, the Dow 
was graphed. If the peaks and valleys were on an upward trend, the market was said to be a 
bull market. If the peaks and valleys of the graph were going down, the market was a bear market. This extremely elementary system has since been replaced with a more sophisticated version to take into account complex features of today’s markets. 

4. What kind of market is graphed here?

Here are the names of the first published list of 

12 stocks included in the DJIA (May 26, 1896).

American Cotton Oil 

 American Sugar 

 American Tobacco 

 Chicago Gas 

 Distilling & Cattle Feeding 

 General Electric 

 Laclede Gas 

 National Lead 

 North American 

 Tennesee Coal & Iron 

 U.S. Leather preferred 

 U.S. Rubber 

Today, the DJIA includes the following major companies:

	30 Stocks Currently in the Dow Jones Industrial Average

	Alcoa Inc.
	General Electric Co.
	McDonald's Corp.

	American Express Co.
	General Motors Corp.
	Merck & Co. Inc.

	AT&T Corp.
	Hewlett-Packard Co.
	Microsoft Corp.

	Boeing Co.
	Home Depot Inc.
	Minnesota Mining & Manufacturing Co.

	Caterpillar Inc.
	Honeywell International Inc.
	Philip Morris Cos.

	Citigroup Inc.
	Intel Corp.
	Procter & Gamble Co.

	Coca-Cola Co.
	International Business Machines Corp.
	SBC Communications Inc.

	E.I. DuPont de Nemours & Co.
	International Paper Co.
	United Technologies Corp.

	Eastman Kodak Co.
	J.P. Morgan Chase & Co.
	Wal-Mart Stores Inc.

	Exxon Mobil Corp.
	Johnson & Johnson
	Walt Disney Co.



Other Market Indexes


The DJIA serves as an important tool for measuring the overall health of the stock market. But some critics say it's too shallow a measure to accurately reflect the health of our nation’s stock market. Today, the stock market's every move is reported in 29 different indexes daily in The Wall Street Journal. Various indexes track market highs and lows, the changes from the previous trading day and over the last year, plus the volume of trading and dozens of other details. By comparing current market performance with how stocks behaved in the past, you can draw better conclusions about when to buy and sell and measure the performance of your own portfolio against these benchmarks.  For example, if all the indexes are going up, and your portfolio is losing ground, it's probably time to reevaluate your holdings.

Below are samples of a few of the more notable indexes that people follow as market indicators.

The NASDAQ Composite Index measures all NASDAQ domestic and international based common type stocks listed on The NASDAQ Stock Market.  Today the NASDAQ Composite includes nearly 4,000 companies, more than most other stock market indices. Because it is so broad-based, the Composite is one of the most widely followed and quoted major market indices. On February 5, 1971, the NASDAQ Composite Index began with a base of 100.00. 

Standard & Poor's 500 Index incorporates a broad base of 500 stocks that are traded on the New York Stock Exchange, American Stock Exchange, and the Nasdaq National Market system.  Because of their market value, some stocks have a greater influence on the direction of the market than others, so the S&P 500 is calculated by giving greater weight to those stocks. It is this characteristic that has made the S&P 500 Index the investment industry's standard for measuring the performance of actual portfolios. Companies chosen for inclusion in the S&P 500 index tend to be the leading companies in leading industries within the U.S. economy.
The NYSE Composite Index includes all stocks traded on the New York Stock Exchange. The NYSE also reports the activity in four sectors – industrial, utility, transportation and financial – in separate indexes. 

The NASDAQ Composite Index measures all NASDAQ domestic and international based common type stocks listed on The NASDAQ Stock Market. Today the NASDAQ Composite includes over 4,000 companies, more than most other stock market indices. Because it is so broad-based, the Composite is one of the most widely followed and quoted major market indices. 

The NASDAQ-100 index tracks the performance of the 100 largest non-financial companies listed on the Nasdaq stock market.  These companies are the largest growth companies and include high tech, airlines, retail, department stores, and healthcare companies.  The criteria for being included in the Nasdaq 100 are: 1) a market capitalization of $500 million or more and 2) a daily trading volume of at least 100,000 shares

The AMEX Composite monitors the performance of the companies listed on the American Stock Exchange. The Russell 2000 index is the most widely quoted measure of the overall performance of the small- to mid-cap company stocks. But these aren't the smallest of the small. They are actually the 2000 smallest companies in the Russell 3000 index, a broad based index that represents approximately 98% of the value of the investable U.S. equity market. 

Stock Market Exchanges

Q. What is an exchange?  

An exchange is a market where buyers and sellers come together to trade securities.  Exchanges are open only to members, and membership is limited.  The purpose of a stock market is to facilitate the exchange of securities between buyers and sellers, where they can mutually decide on a price.  What if there were no stock exchanges? Just imagine how difficult it would be to sell shares if you had to call around the neighborhood or across the country trying to find a buyer.

Q. What kinds of securities are traded on exchanges?

Most securities that trade on exchanges are equity securities (stocks and warrants), although some bonds also trade on exchanges.  In order to be traded on an exchange, securities must be listed on that exchange.  Each exchange has its own listing requirements, but all exchanges generally require a “listing fee” and certain standards of the issuer and the stock, number of shareholders, etc.  Accordingly, securities of smaller and newer companies tend not to be listed. Securities may be listed on more than one exchange.  

Q. What are the major exchanges in the United States?

Some exchanges are physical locations (known as traditional markets) where transactions are carried out on a trading floor, like the New York Stock Exchange and the American Exchange.  Others, are a computer-based network, such as the NASDAQ.

As more and more trading is conducted by telephone and computer, the traditional markets take full advantage of the latest technology to maximize the efficiency and volume of their trading. 

The New York Stock Exchange 
The most prestigious exchange in the world is the New York Stock Exchange (NYSE). The NYSE was founded in 1792 with the signing of the Buttonwood Agreement by a group of New York City stockbrokers and merchants. Today, more than 2,800 companies are listed on the New York Stock Exchange, including about 450 non-U.S. companies from 53 countries. Their combined shares are worth over $10 trillion.
The NYSE is a traditional auction exchange (as we referred to above), where much of the trading is done face-to-face on a trading floor. This is also referred to as a "listed" exchange. A first time visitor to the NYSE may be easily baffled by the hectic activity involved in the buying and selling of securities. The trading floor resembles a beehive of activity where market professionals cluster around computer screens calling buy and sell orders.  These market professionals are two key points in a trade: brokers and specialists. Orders come in through brokerage firms that are members of the exchange and flow down to floor brokers who go to a specific spot on the floor where the stock trades. At this location, known as the trading post, there is a person known as the "specialist" whose job is to match buyers and sellers. Prices are determined using an auction method: the current price is the highest amount any buyer is willing to pay (bid) and the lowest price at which someone is willing to sell (ask). After the transaction has been made, the specialist’s workstation processing the transaction electronically, sends notice to the firms originating the order, and the transaction appears within seconds on the consolidated tape displays across the country and the world. The NYSE has spent billions of dollars to upgrade its technology, including its 3-D Trading Floor that allows state-of-the-art virtual reality real-time monitoring of activity on the trading floor, wireless handheld computers that enable brokers to receive and transmit orders from anywhere on the Trading Floor, and SuperDOT, which electronically hands most of the smaller orders on the Trading Floor electronically.

The NASDAQ 
Created in 1971, the NASDAQ was the world's first electronic stock market. The NASDAQ National Market consists of over 3000 companies that have a national or international shareholder base, meet stringent financial requirements, and agree to specific corporate governance standards. NASDAQ's dollar volume in 2002 reached $7.3 trillion, an increase of $6.4 trillion since 1992. That's a 714% increase in the last 10 years.  These electronic markets have no central location or floor brokers whatsoever. Trading is done through a computer and telecommunications network of dealers. It used to be that the largest companies were listed only on the NYSE while all other "second tier" stocks traded on the other exchanges, but today the NASDAQ is home to several big technology companies such as Microsoft, Cisco, Intel, Dell, and Oracle. 


On the NASDAQ, brokerages act as "market makers" for various stocks. Market makers are firms that make a living by buying stock when others want to sell, and by selling when others want to buy. They may match up buyers and sellers directly but usually they will maintain their own inventory of shares to meet demands of investors. They make their money by buying at the low bid price and selling at the higher ask price, along with the profits and losses on the inventory that they hold.  There are over 300 market-making firms in the NASDAQ market.  Some market-making firms make markets in only a few select stocks, and others make markets in thousands of stocks.  The average NASDAQ stock has over 10 market makers competing for business in that stock, and many of the largest stocks have over 50 market makers. In 2002, NASDAQ launched the trading of "live" securities on its new SuperMontage trading platform. SuperMontage, which is a new fully-integrated order display and execution system for the trading of NASDAQ-listed securities, enables investors to get better prices and helps brokers better serve their customers.

 
The American Stock Exchange
The American Stock Exchange (Amex) evolved out of the brokers who stood on the curb outside the New York Stock Exchange to trade stocks that did not qualify for the NYSE. It is a traditional auction market (much like the NYSE) and is located in New York. Companies with shares traded on the AMEX are generally smaller than those listed on the New York Stock Exchange, generally small cap stocks and EFTs (exchange traded funds).   The National Association of Securities Dealers (NASD), which is the parent of NASDAQ, bought the AMEX in 1998. 

Regional Stock Exchanges

Years ago, stock exchanges naturally sprang up in many cities to accommodate the needs of local investors. The advancements in computer technology reduced the need for so many exchanges and many of them merged with other stock exchanges.  However, a number of these so-called regional stock exchanges still survive.  The regional exchanges resemble the NASDAQ market makers more than the NYSE floor, although some of the regional exchanges still have physical trading floors.  The regional exchanges include the Boston, Chicago, Cincinnati, Pacific, and Philadelphia exchanges.  

Over the Counter Bulletin Board (OTCBB)

Stocks in more than 9,800 small and new companies are not listed on either the NASDAQ or the traditional markets.  Instead they’re bought and sold “over the counter”. Their term originated at a time when investors actually bought stock over the counter at their local broker’s office.  The NASDAQ technically is an over-the-counter market, but the term commonly refers to small public companies that don’t meet the listing requirements of any of the regulated markets, including the NASDAQ. The OTCBB is home to penny stocks because there is little to no regulation. Penny stocks are stocks that generally list for less than $1.00, and are typically high risk investments. This makes investing in an OTCBB stock very risky. 

In 2003-04, The BBXSM will be a new listed market for small companies that will eventually replace the OTC Bulletin Board (OTCBB). BBX companies will have to meet many of the corporate governance requirements required of NASDAQ-listed companies, but there will be no financial requirements for listing. The higher listing standards, a fully automated execution system, and improved marketplace supervision will improve the transparency and efficiency of the market, and offer better investor protection and a better opportunity for small companies to raise equity finance. 


World Stock Exchanges

There are many stock exchanges located in just about every country of the world. Just a few of the major world markets include the Amsterdam (AEX), Hong Kong (HKSE), Tokyo (TSE), Toronto (TSE), and London (LJSE).

What is the “exchange” market for U.S. Government securities?
The Federal government offers a variety of bonds to the public, but does not sell them through the stock exchanges.  Savings bonds can be purchased through most banks and savings institutions.  Other bonds, such as T-Bills issued by the United State Treasury, are auctioned off directly to investors every week.

benchmark = a yardstick; a standard to use in measuring performance





Why do we need other indexes, besides the DJIA?





Which index do you think would most accurately reflect the stock market, and why?
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