Stock Exchange Index-Whether Measuring Rod Of Economic Health

Introduction 

Lord Kelvin, physits “ It we can quantity what we are talking that means we know something about it otherwise our knowledge s very meager & poor”. Even though everyday in one or other way we come in relation with Stock Exchange. While watching news channel a series of number will be sliding as footnote or while reading newspaper last but one page gives chart of numbers. These all give a picture of stock exchange. Still the question how index s calculated? Or what all constitute index? Remains a puzzle. In next 30 minutes or so I will try to answer these questions. 

Dr. K.L Garg defines  “ stock exchange as association of persons engaged in the buying and selling of stocks, bonds, shares for the public on commission as guided by certain rules and usage”

According to Securities Contract (Regulation) Act 1956 “stock exchange means any body of individuals, whether incorporated or not constituted for the purpose of assisting, regulating or controlling the business of buying, selling or dealing in securities”

Features based upon above definition 

· Voluntary association of person

· Organized market for securities 

· Prescribed rules and regulations

Origin of stock exchange 

The origin of stock exchange can traced to the practice of investors and interested person meeting at Lloyd’s Coffee house, London to discuss the finance matter of the companies during 18th century. The first stock exchange was established in London in1770 to provide trading facilities in shares and debentures. On similar lines, the Bombay stock exchange (i.e., The Native share and stock broker association of Bombay) was set up in 1887 with 318 members by paying a princely amount of Re. 1. A lot has changed since then, stock exchanges were established as incorporated non-profit organizations or companies. Now there are more than twenty exchanges functioning at important cities of India. Board of directors or Managing committee consisting of elected members manages these stock exchanges. All Stock exchanges have their own by-laws upon which they work. Stock exchange is also regulated by   Stock Exchange Board Of India (SEBI). Only the registered member can transact business in listed securities on the floors. The stock exchange makes rules and regulation, governing mode and manner of conducting transaction with view to prohibit unfair trade practice. The journey in the 20th century has not been an easy one. Till the decade of eighties, there was no measure or scale that could precisely measure the various ups and downs in the Indian stock market. Bombay Stock Exchange Limited (BSE) in 1986 came out with a Sensex.

STOCK MARKET INDEX

1. Understanding the stock market index 
 


 An index is a number, which measures the change in a set of values over a period of time. A stock index represents the change in a value of a set of stocks, which constitute the index. More specifically, a stock index number is the current relative value of a weighted average of the prices of a pre-defined group of equities. It is relative value because it is expressed relative to the weighted of prices at some cautiously chosen starting date or base period. The starting value or base of the index is usually set to a number such as 100 or 1000.For example, the base value of the Nifty was set to 1000 on the date November 3,1995.
                  A good stock market index is one, which captures the behavior of the overall equity market. It should represent the market, it should be well diversified and yet highly liquid. Movements of the index should represent the returns obtained by typical portfolios in the country.

      2.  Economic significance of index movements
How do we interpret index movements? They reflect the changing expectations of the stock market about future dividends of the corporate sector. The index goes up if the stock market thinks that the prospective dividends in the will be better than previously thought. When the prospect of dividends in the future becomes pessimistic, the index drops. The ideal index gives us instant readings about how the stock market perceives the future of corporate sector.

Every stock price moves for two possible reasons:

1. News about the company (e.g. a product launch, or the closure of a factory)

2. News about the country (e.g. budget announcements) 

The job of an index is to purely capture the second part, the movements of the stock market as a whole (i.e. news about the country). This is achieved by averaging. Each stock contains a mixture of two elements – stock news and index news. When we take an average of returns on many stocks, the individual stock news tends to cancel out and the only thing left is news that is common to all stocks. The news that is common to all stocks is news about the economy. That is what a good index captures. The correct method of averaging is that of taking a weighted average, giving each stock a weight proportional to its market capitalization.

Example :  Suppose an index contains two stocks, A and B. A has a market capitalization of Rs.1000 crore and B has a market capitalization of Rs.3000 crore. Then we attach a greater % of weight   to movements in B than A.

3. Index construction issue 

A good index is a trade-off between diversification and liquidity. A well-diversified index is more representative of the market / economy. However there are diminishing returns to diversification. Going for 10 stocks gives a sharp reduction in risk. Going beyond 100 stocks gives almost zero reduction in risk. Hence, there is little to gain by diversifying beyond a point. The more serious problem lies in the stocks that we take into an index when it is broadened. If the stock is illiquid, the observed prices yield contaminated information and actually worsen an index.

4. Types of indexes

The commonly followed stock market indexes are the following two types:

a. Price weighted index or

b. Market capitalization weighted index

Indexes can also be equally weighted. Recently, major indices in the world like the S&P 500 has shifted to a new method of index calculation called the “Free float method”. 

Let us take a look at a few methods of index calculation.


a. Price weighted index: In a price weighted index each stock is given a weight proportional to its stock price.

b. Market capitalization weighted index: In this type of index, the equity price is weighted by the market capitalization of the company (share price x number of outstanding shares). Hence each constituent stock in the index affects the index value in proportion to the market value of all the outstanding shares. This index forms the underlying for a lot of index-based products like index funds and index futures.

In the market capitalization weighted method:

Index = Current market capitalization  * Base value

                 Base market capitalization   

Where:

Current market capitalization = sum of (current market price x outstanding shares) of all the index.

Base market capitalization = Sum of (market price x issue size) of all securities as on base date.

Assuming base index = 1000, market capitalization weighted index consisting of 5 stocks tabulated in the following example would be calculated as:

	Company


	Current Market Capitalization

           (Rs. Lakhs)
	Base Market Capitalization

           (Rs. Lakhs)

	Reliance
	1668791.10
	1654247.50

	AB& U 
	  872686.30
	860018.25

	Infosys
	1452587.65
	1465218.80

	HLL
	2675613.30
	2669339.55

	Tata Tea
	660887.75
	662559.30

	Total
	7330566.10
	7311383.40


Index = 7330566.10  x 1000 = 1002.62

             7311383.40

Movements of price of particular share 

So far we decided how stock market index’s decided, now Let us understand how the market rate of a particular Company is decided in Stock market. The Movement of market price of particular share usually depends upon the favorable reports or otherwise about the company, rather than actual happening of such reports. Suppose there is an news about company, which informs that the future revenue of the company is going to increase, then demand for that particular share will increase and so is the price.

Let us take an example of Sify company share, when news spread that it is associated with FIFA world cup its market price increased. Thus it is not actual happening of act but the news which makes a fluctuation in the price of a particular share.

However, nothing exact about the movement of stock exchange can be said. In Random walk theory, which is believed to explain movement in stock in best way, says that Stock market prices cannot be predicted because they are not a result of any underlying factor but are mere statistical ups & downs. It explains that there is no relationship between the present price of the share and their future prices. In other words, the successive peaks and trough are unconnected. In layman’s parlance it may be said that prices on the stock market behave exactly the way drunkard behaves. He may walk in the direction he likes, bending on the side once and on the other side the second time. Similarly stock exchange prices will also move the way it likes.  
Stock exchange-Whether an economic barometer.

At this outset we all know what we mean by stock exchange, so let us glance about definition of economy.

Economy is defined as “Activities related to the production and distribution of goods and services in a particular geographic region.”

Economy can also be defined as to include

· the system of production and distribution and consumption of goods & services.
· the efficient use of resources;
The great political economist Kautilya defines economics as “ utilization of resource for creation, protection & distribution of wealth”

This year the market is already in an upswing. Many assume that the stock market represents the state of the economy. The rising stock exchange is presumed to be sign of economic development.

According to most experts on the Indian economy, what applies to the New York Stock Exchange (NYSE) or the Chicago Board of Trade (CBOT) and its relation to the US economy automatically applies to our stock market and its relationship to the economy. 

Let us look at some of the assumptions regarding  market.
Proposition 1: Indian corporate sector is critical and has a dominant role in the economy. 

Proposition 2: The stock market is the barometer for performance (past and future) of the corporate sector.

Proposition 3: The stock market helps channel savings in our economy.

Proposition 4. The weightage of companies determining sensex is linked to Economy.

The major characteristic of Corporate India is that it accounts for 14 per cent of the national income. 

Share of non corporate sector in the economy

	Category 
	1980-81
	1990-91
	1995-96
	2002-03

	Government
	17.5
	23.9
	23
	23.5

	Private Corporate
	9.5
	9.3
	13.6
	14.9

	Argiculture
	38.1
	31.5
	28.9
	23.8

	Others
	34.9
	35.3
	34.5
	37.7

	Total
	100
	100
	100
	100


In fact, it is the non-corporate sector (Table ) consisting of partnership/proprietorship firms which has the largest share in our national income, (nearly 38 per cent) followed by agriculture (24 per cent) and government (24 per cent). 

Incidentally, in activities like trade (wholesale and retail), transport (other than railways), construction, and hotels and restaurants, the share of non-corporate sector in national income is more than 70 per cent. 

The service sector, consisting of all these activities is currently the main driver of GDP growth. 

In the last decade, the average annual growth rate of the service sector was more than 8 per cent, while the growth rate of the industrial sector was around 5 per cent. 

The share of the corporate sector in our domestic savings is less than 5 per cent. In contrast, in developed countries it is more than 50 per cent. 

The largest component of our savings (more than 90 per cent) comes from the household sector, which includes all partnership/proprietorship firms even if they are in manufacturing or trade or transport, construction or hotels. Hence the proposition that the corporate sector is critical to our economy is not borne out by facts. 

But it is repeated ad nauseum, since such is the case in the UK and the US, and one begins to think that this is so for all countries. 

So proposition 1 is neither true nor valid; even if the entire corporate sector vanishes, the national income will only drop by some 14 per cent. 

Incidentally, our national income is under-estimated by at least 30 per cent and to that extent there is no loss at all in the total picture. 

Proposition 2: The stock market is the barometer for performance (past and future) of the corporate sector. There are nearly seven lakh companies in India, of which around 6,000 are listed on our exchanges. 

Though nearly 9,000 scrips are listed on our exchanges, more than half were not quoted or traded. 

Another around 25 per cent were quoted only a couple of times last year. The shares of just the top 10 companies commanded nearly 45 per cent of the trade turnover. 

Contrast this with the NYSE, where no single scrip normally enjoys more than one per cent of the turnover. 

Though market players and exchanges brag about India having the largest number of listed scrips (like having the largest cattle population in the world), only about a hundred are active. 

More than 70 per cent of trading, even in these hundred or so scrips, is not for delivering these shares. It is for squaring-off purposes. In other words, the participants do not even see these scrips, and a true "scripless trading" is in place. 

A substantial portion of the transaction is for gains or losses at the margin and it is the day-traders (who square-off within the day) who are active in the market. Hence, the stock market is no barometer, either for India's corporates or its economy. 

Proposition 3: The stock market helps channel savings in our economy. This is the most amusing assumption of the lot. At the best of times, the primary market did generate some savings from the public who saluted the spirit of entrepreneurship of several business groups, including the Oswals, the Bhansalis, the Orkay Mehras, the Deepaks and the Ruias. 

	Item
	1980-81
	1990-91
	2002-03

	Household Savng [HS] to CDS
	73
	84
	94

	Physical Saving [PS] to HS
	57
	55
	55

	Financial saving [FS] to HS
	43
	43
	45

	Currency to FS
	19
	13
	12

	Net deposits to FS
	34
	22
	25

	Share and bonds to FS
	5
	17
	5

	Net Claims on Govt to FS
	7
	15
	23

	Life insurance to FS
	10
	11
	16

	PF and pensions to FS
	25
	22
	19

	Total
	100
	100
	100


The savings data (Table) suggests that at the best of times (not for the investors), the proportion of "shares and debentures" as a percentage of financial savings of households was 17 per cent in the early 1990s. As of 2003, it was less than 5 per cent. 

A large chunk of our investors are in postal savings, provident funds and life insurance funds. Hence we find that the corporate sector plays a small role in our economy while the share of the non-corporates is significant. 

The latter are not listed in the market; they are not even companies. Rather, they are proprietorship and partnership firms. They dominate the fastest growing activities of the service sector, namely trade, transport, restaurants and construction. 

The share of households in the national economy is very significant (more than 90 per cent). Of this, only around five per cent is invested in bonds and shares. 

The largest saving avenues are banking deposits, small savings, insurance and provident fund. The stock market is important to 10 per cent of the economy and it cannot be categorised as the barometer of the economy. 

Proposition 4. The weightage of companies determining sensex is linked to Economy.

Sensex is determined by market Capitalization index of thirty companies. But this thirty companies doesn’t link to base reality of Economy.

	Name
	Weightage (%) in SENSEX as on 28/09/07

	A.C.C.
	1.18

	BAJAJ AUTO
	1.46

	BHARTI TELEVENTURES
	5.47

	BHEL
	3.05

	CIPLA LTD.
	0.81

	DR.REDDY'S
	0.72

	GRASIM IND.
	2.11

	GUJARAT AMBUJA CEMENT
	1.24

	HDFC
	5.34

	HDFC BANK
	3.56

	HINDALCO
	1.29

	HINDUSTAN LEVER
	2.12

	ICICI BANK
	10.18

	INFOSYS TECHNOLOGIES
	8.06

	ITC LTD.
	4.37

	LARSEN & TOUBRO
	6.34

	MAHINDRA & MAHINDRA
	1.29

	MARUTI UDYOG
	1.14

	NATIONAL THERMAL POWER
	2.09

	ONGC
	3.59

	RANBAXY LAB.
	0.99

	RELIANCE
	14.00

	RELIANCE COMMUNICATIONS
	3.67

	RELIANCE ENERGY
	1.69

	SATYAM COMPUTER
	2.46

	STATE BANK OF INDIA
	4.04

	TATA CONSULTANCY
	1.81

	TATA MOTORS
	1.57

	TATA STEEL
	3.17

	WIPRO LTD.
	1.17


The table above gives name and weightage of the companies in Stock exchange. However we find no company directly related to agriculture. India is said to be country of villages with over seven lakh villages. About 60% of the population is directly or indirectly linked to agriculture and it contributes about 25-30% of National income. But effect of agriculture sector is marginal on stock exchange. Hence it cannot be said as barometer of Indian economy. 

Conclusion: All the above four fact depicts that “stock exchange is an economic barometer of the country” is an incorrect assumption about the role of stock market. This has been many times misleading & resulted in distorted obsession about the market.

Note: Above typed are my personal view of about the stock exchange.

