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INDEX IN VALUATION

This is a several part article on use of indexes in valuation. 
Let us start with –  What are Indexes
Index are a weighted average of several items of similar nature that gives an over
all balanced picture of the whole. 

Let us explain in more detail using Stock Market Index. 
In Bharat there are two stock markets – Bombay Stock Market and National Stock
Market. Both are based in Mumbai. Bombay Stock Exchange started in 1896.

Both the two exchanges have their INDEX. BSE – is a 30 share index called SENSEX
and NSE index is called NIFTY 50. 
Now there are approximately 6500 shares that are quoted and traded every day.
Some are traded a lot and some are not traded regularly. 
Plus some shares have a high value and high market capitalization and some are
not. 

The total money invested in the market is very high, and it is an important
indicator of the financial health of the companies and the economy. 
To understand the over all market it is very cumbersome, costly and not easy.

Let us say – 100 shares have a reduction of price and 70 shares had an increase in
price. Which is the way market has moved? Up or down? This will involve a big
problem. So, an index in created. 
Top 50 stocks were taken. These were selected by several factors like market
capitalization, traded volume, industry it represents, and other factors. 

Then – each share is allotted a weight. The allotment of weight is such that the
total of all the weight is 100. That means there is a relative importance of the
share in the over all index. 
The price of the share is multiplied by the weight for all the fifty shares. The
number is then divided by 100. That give a number. 
When the index is created – say 1979 or 1999 – the base value of the index is
formed. That means – the same – multiplication of share price with weight is done
on a base date. Then the value is made equal to say 1000. That becomes the base
of the index.
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With that as the base – the index is then calculated on a regular basis and
declared. 
This is the number where investors, governments, RBI and other institutions make
their decisions upon. 

So, instead of 6500 share prices and a lot of ups and downs, there is a number
that is of 50 shares, that reflects about the market to a very high manner. It is easy
to understand by every one, it is transparent. 

Let us take another example:
 
Food prices
Let us say – Black Pepper price increased from Rs. 400 per kg to700 per kg. 
And in the mean time onions price decreased from 25 per kg to 22 per kg. 
Is there food inflation? 
Now in a day – the use of onions is 250 gms and of pepper is 4 gms. The cost of
onions use per day is reduced by Rs 3 x o.25 = Rs 0.75 saving.
Increase for black pepper. = 4 gms X 300/1000= 0.12 increase. So there is an
increase of 0.12 and reduction of 0.75.
*Over all there is a reduction. Means there is no food price inflation.

Now we see how index are made and also help in the economy and other
institutions to take decisions.

There are several types of index. Let us list a few. 

1. Consumer Price Index 
This started in 1951, and takes care of over 700 items that are required by the
consumers or all of us in our daily living. Apart from food, it also covers, items like
TV, cars etc. Items have different weightages. 
This is declared every month. 

2. Whole Sale price Index
This is more comprehensive and also includes machines and chemicals and
industrial goods. This gives a very comprehensive data. 

The constituents in WPI and their weightages are as follows.. 
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This a very comprehensive data base. For India – this is the base Index that we can
use in valuation most of the items – except share prices and land. 

The index is reviewed and every 10 years and then the number of items are added
and the weightage of line items are also changed. 
To go in a bit more detail. 

The following is detail list of manufacturing items.
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So, WPI has most of the items that we will require in indexing. This is published
every month. It is available for free and can be down loaded from different web
sites. 

In the next article, I will go in – how to use the index in valuation.
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