19BAE710-FINANCIAL DERIVATIVES

Stock indices, also known as stock market indices, are measures that represent the performance of a group of stocks
from a particular market or sector. These indices serve as benchmarks to gauge the overall health and direction of a
stock market or a specific segment of it. Here are some key points about stock indices:

1. Definition:

e Astock index is a statistical measure reflecting the combined price movements of a basket of stocks
that are representative of a particular market or sector.

Composition:

o Stock indices consist of a selected group of stocks, often weighted by market capitalization, price, or
other factors. Common indices may include large-cap, mid-cap, small-cap stocks, or be sector-specific.

Calculation Methodology:

o There are different methodologies for calculating stock indices, but the most common methods involve
market capitalization-weighted, price-weighted, or equal-weighted calculations.

Benchmarking:

o Indices serve as benchmarks against which the performance of individual stocks or investment
portfolios is measured. Investors use these benchmarks to evaluate the relative performance of their
investments.

Major Global Indices:
o Some well-known global stock indices include:
e S&P 500: Represents the 500 largest publicly traded companies in the U.S.
o Dow Jones Industrial Average (DJIA): Consists of 30 major U.S. companies.
e NASDAQ Composite: Includes all companies listed on the NASDAQ stock exchange.
e FTSE 100: Represents the 100 largest companies on the London Stock Exchange.

e DAX: German stock index representing 30 major companies trading on the Frankfurt Stock
Exchange.

o Nikkei 225: Japanese stock index consisting of 225 blue-chip companies.
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6. Sectoral Indices:

e In addition to broad market indices, there are sector-specific indices that track the performance of
stocks within a particular industry or sector (e.g., technology, finance, healthcare).

7. Market Performance Indicator:

e Changes in stock indices are often considered indicators of overall market sentiment and economic
health. Rising indices generally indicate positive market conditions, while falling indices may suggest
economic challenges.

8. Investing in Indices:

e Investors can gain exposure to the performance of a specific index through index funds or exchange-
traded funds (ETFs) that replicate the composition and performance of the index.

9. Volatility Index (VIX):

e The VIX, often referred to as the "fear index," measures market volatility and is derived from the
options market. It is used to gauge investor sentiment and market expectations for future volatility.

10. Rebalancing:

o Indices are periodically rebalanced to reflect changes in the market, such as new stock listings,
mergers, or shifts in market capitalization.

Understanding stock indices is crucial for investors to assess market trends, make informed investment decisions, and
manage risk in their portfolios. Different indices provide insights into various segments of the market, offering a
comprehensive view of overall market dynamics.
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