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Introduction 

    Many of you must also be aware of the Stock 
Exchange Share Price Index –commonly referred 
to as BSE SENSEX or, more recently, NSE SENSEX. 
In fact, these various types of index series have 
come to be used in many activities such as 
industrial production, export, prices, etc. In this 
Unit, you will study and understand the meaning 
and uses of index numbers, various problems 
resulting from the incorrect use of index 
numbers, methods for construction of various 
index numbers, and their limitations. 







ISSUES IN CONSTRUCTION OF INDEXNUMBERS 

    There are three major issues which may be faced in the 
construction of index numbers. They are: 1) Collection 
of Data; 2) Selection of Base Year and 3)Selection of 
Appropriate Index. Let us discuss them in detail: 

1) Collection of Data: Data collection through a sample 
method is one of the issues in the construction of index 
numbers. The data has to be as reliable, adequate, 
accurate, comparable, and representative, as possible. 
Here a large number of questions need to be 
answered. The answers ultimately depend on the 
purpose and individual judgment. For example, one 
needs to decide the following: 



 i) Identification of Commodities to be Included: How many and which 
category of commodities to include? A large number of items may 
be present. It is not possible to include all of them, only those items 
deserve to be included in the construction of an index number as 
would make it more representative. 

 
ii) Sources of Data: From where to collect data? It is an important and 

difficult issue. The source depends on the information requirement. 
Thus, based on a representative sample survey, sources should be 
from where accurate, adequate, and timely data can be available. 

 
iii) Timings of Data Collection: It is also equally important to collect 

the data at an appropriate time. Referring to the example of 
consumer price index, prices are likely to vary on different days of 
the month. 



2) Selection of Base Year: A base period is the 
reference period for comparing and analyzing the 
changes in prices or quantities in a given period. 
For many index number series, value of a 
particular time period, usually a year, is taken as 
reference period against which all subsequent 
index numbers in the series are calculated and 
compared. In some other cases, especially when 
cost of living needs to be compared across the 
cities, the value of cost of living prevailing in a 
selected city is taken as a base against which cost 
of living in other cities is compared. 



3) Selection of an Appropriate Index: Different 
methods of indices give different results, when 
applied to the same data. Utmost care must be 
taken in selection of a formula which is the most 
suitable for the purpose. Whether to use an un 
weighted or weighted index is a difficult question 
to answer. It depends on the purpose for which 
the index number is required to be used. For 
example, if we are interested in an index for the 
purpose of negotiating wages or compensating 
for price rise, only a weighted index would be 
worthwhile to use. 
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TESTS FOR INDEX NUMBERS 











Circular test 







COST OF LIVING INDEX NUMBER (CLI) OR CONSUMER 
PRICE INDEX NUMBER (CPI) 

The common method for obtaining the consumption basket is to 
conduct a family living survey among the population group for which 
the index is to be constructed. Prices of selected items are also 
collected from various retail markets used by consumers in question. It 
may be noted that each of the above broad groups contains several sub 
groups. Thus, 'food' includes cereals, pulses, oils, meat, fish, egg, spices, 
vegetables, fruits, non-alcoholic beverages, etc. 'Miscellaneous' 
includes such items as medical care, education, transport, recreation, 
gifts and many others.  
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