To: IndexArb Institutional Subscribers  - July 19, 2005

Picking replacement stocks for the S&P 500 index has long been a popular, but not particularly profitable, sport. Accordingly, we usually refrain from indulging in this game but twelve stocks are slated for replacement and this comparatively large number of impending changes prompts us to make a few observations. The purpose of this paper is not necessarily to suggest possible new inductees that could be bought prior to the required buying of index-based funds and ETFs but to reassess the convictions of any shorts or long puts in the candidates. We have identified the following twenty-six stocks as possible replacements.

	Candidates for the S&P 500
	Stock

	(in alphabetical order)
	Symbol

	Abercrombie & Fitch
	ANF

	Banknorth Group
	BNK

	Chico's FAS
	CHS

	Cognizant Technology
	CTSH

	Commerce Bancorp
	CBH

	Coventry Health Care
	CVH

	Dean Foods
	DF

	Developers Diversified Realty
	DDR

	ENSCO International
	ESV

	Fidelity National Financial
	FNF

	Google
	GOOG

	Harman Intl. 
	HAR

	Legg Mason
	LM

	Lennar
	LEN

	Lyondell Chemical
	LYO

	Microchip Technology
	MCHP

	Murphy Oil
	MUR

	Noble Energy
	NBL

	Peabody Energy
	BTU

	Pioneer Natural Resources
	PXD

	Precision Castparts
	PCP

	Republic Services
	RSG

	Sepracor
	SEPR

	Smith International
	SII

	Toll Brothers
	TOL

	Whole Foods Market
	WFMI


(N.B. Genentech is not a candidate since Roche Holding owns more than 55%, which violates a S&P criterium (see below).
If there is sufficient client interest, we will refine the analysis of the above candidates to include market capitalization and sector classifications and supply other candidates beyond the above short list. 

In order to improve the odds of selecting a(some) winner(s), this paper will:

· summarize the S&P 500 “addition” criteria. (The candidates listed above meet these criteria, according to our filters.) 

· classify the impending index deletions according to their effect on S&P 500 sector balances, which will be a prime consideration of S&P’s Index Committee. 

· expand on the analysis of sector-balance change by tabulating acquisitions made by S&P 500 members of non-S&P 500 companies, which will augment the acquirer’s sector balance contribution.

S&P 500 Addition Criteria

· Must be an operating (i.e., non-fund, non-holding), U. S. company.

· The ratio of annual dollar value traded to market capitalization should be 0.3 or greater in order to ensure liquidity and reasonable per-share price.

· Market capitalization of at least four billion dollars.

· Four consecutive quarters of positive, GAAP earnings.

· Public float of at least fifty percent.

· IPOs must be seasoned for six to twelve months.

· Maintenance of sector balances within the index.

S&P 500 Impending Mergers and Acquisitions, Grouped by Effect on Sector Balances

This section lists the twelve stocks that will be deleted from the S&P 500 index due to announced acquisitions. These deletions are grouped by the acquirer being either a non-member or member of the S&P 500 index. The rationale is to emphasize net effective sector balance alterations. If an existing member of the index is acquired by another member, overall market capitalization in the sector is essentially unchanged; but if the replacement is also in the same sector, increased sector weight would occur and, hence, would probably be avoided by S&P’s index committee.

Sector Decreases: S&P 500 stocks being acquired by non-S&P 500 entities.

(Ranked by Floating Market Cap.)
	Stocks Deleted
	SYM
	Approx.

Floating

Mkt. Cap.

($million)
	Recent

Rank
	% Wt.

in Index
	Sector
	Sector

SYM
	Acquirer

	Sunguard Data
	SDS
	10337.97
	260
	0.09
	Technology
	XLK
	Pvt. Equity

	IMS Health
	RX
	6145.17
	362
	0.05
	Health Care
	XLV
	VNU NV

	Toys R Us
	TOY
	5907.42
	368
	0.05
	Consumer Discretionary
	XLY
	Pvt. Equity


From the above table, there are modest biases for new additions to the index to be in technology, health care, and consumer discretionary sectors. Note that Toys R Us will be replaced by Weatherford International on the July 21, 2005 opening.

Sector Impact with Potential Increase: S&P 500 stocks being acquired by S&P 500 members.

(Ranked by Floating Market Cap.)
	Stocks Deleted
	SYM
	Approx. Floating Mkt. Cap. ($millions)
	Recent Rank
	% Wt. in Index
	Sector
	Sector SYM
	Acquirer

	Gillette
	G
	52544.36
	49
	0.47
	Consumer Staples
	XLP
	Procter & Gamble

	Nextel
	NXTL
	36439.93
	70
	0.33
	Technology
	XLK
	Sprint

	MBNA
	KRB
	32769.05
	79
	0.29
	Financial
	XLF
	BofA

	ATT
	T
	15330.94
	179
	0.14
	Technology
	XLK
	SBC Comm.

	May Dept.
	MAY
	12175.37
	234
	0.11
	Consumer Discretionary
	XLY
	Fed. Stores

	Cinergy
	CIN
	8920.79
	290
	0.08
	Utilities
	XLU
	Duke Energy

	Guidant
	GDT
	21875.57
	384
	0.05
	Health Care
	XLV
	Johnson & Johnson


Sector Impact Uncertain, Depending on Acquirer:

For Unocal, if Chevron, a possible increase; if CNOOC, a decrease.

For Maytag, if private equity, a decrease; if Whirlpool a potential increase.
	Stock Deleted
	SYM
	Approx.

Floating

Mkt. Cap ($million)
	Rank
	% Wt.

in Index
	Sector
	Sector

SYM
	Acquirer

	Unocal
	UCL
	17603.30
	149
	0.16
	Energy
	XLE
	Chevron or CNOOC

	Maytag
	MYG
	1393.12
	493
	0.01
	Consumer Discretionary

	XLY
	Pvt. Equity, Whirlpool


S&P 500 Members Impending Acquisitions of non-members 

(hence, sector balances increases for the acquiring company)
	Acquiring Member
	SYM
	Sector
	Sector

SYM
	Acquired Company

	Prologis
	PLD
	Financial
	XLF
	Catellus

	United Health
	UNH
	Health Care
	XLV
	Pacific Health

	Valero
	VLO
	Energy
	XLE
	Premcor

	Verizon
	VZ
	Technology
	XLK
	MCI

	Washingtom Mutual
	WM
	Financial
	XLF
	Providian Financial


Bret Tucker

contacts@indexarb.com







