EXPO Applications Brief #24
Comparing Baskets to the Broader Market: Creating an "Index of Indices"

In BasketTrader, you can compare the performance of baskets you create to the broader market, but comparing the baskets to indices such as the Dow Jones Industrials and the S&P 500. However, you can also use BasketTrader to create an "index of indices" and then compare your baskets to this master index in a variety of ways. This example creates a basket of major U.S. indices to represent the entire U.S. market, but you could also create a basket of indices of specific market sectors.
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W1:
Create a basket comprised of the following major indices (Bloomberg ticker symbols in parentheses): Dow Jones Industrial Average (DJI<f10> , S&P 500(<SPX<f10>), Nasdaq Composite(CCMP<f10>), Russell 2000(RUT<f10>). To do this with BasketTrader, from the main BasketTrader menu, choose Create/Edit Basket and Create New Basket. Choose to create a User Share basket and add one share each for the various indices. 


Note:  If you are using the Bloomberg data source, when you are adding the individual indices, click the Details button and change the field to use to LAST_TRADE instead of CHLO_PRICE.


When you have created the basket, chart it in W1 (from the main BasketTrader menu, choose Chart Existing Basket and select the index basket. Change the Historical Time Range number of days back to 500 and accept the defaults by clicking OK to retrieve the data and chart the basket.

W2:
Chart a basket composed of equities (in this example, the basket is a User Share basket that contains 100 shares each of the U.S. equities MSFT, INTC, DELL, GE, AKAM and F, but you can use BasketTrader to create much larger and more complex baskets). Be sure to chart this basket with the same parameters as the indices basket (PRCVALUE, 500 days of daily data)

W3:
To see how closely the equities basket tracks the total market (represented by the indices basket), you can compare them in many different ways. For example, from the BasketTrader menu, choose Basket Statistics/Moving Correlation. Enter W1 and W2 for the series. Choose to calculate the correlations of returns (rather than prices) and choose Yes to show summary statistics. Click OK to calculate the correlation.

W4:
You could also view the correlations as a histogram. Choose Basket Statistics/Moving Correlation again and use the same inputs except select Histogram of Correlations for Display in Window. Enter the number of bins in the histogram and click OK.

W5:
You can also compare the indices and equities baskets through various performance measures. For example, from the BasketTrader menu, select Performance Measurements/Beta Coefficient/Single Beta. Enter W1 for the Market Series and W2 for the Study Series, then enter an appropriate risk-free rate of return (such as 0.04) and click OK. EXPO lets you plot the beta value in the current window or save it to a text file; choose to plot it the current window. You can also calculate Treynor ratios in the same way.

W6:
In addition to the single statistics, you can also calculate moving alphas and betas. For example, choose Performance Measurements/Moving Alpha and input W1 for the Market Series and W2 for the Study Series. Again, enter a risk-free rate of return and click OK to perform the study. 
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