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1. Introduction

In May 2013, the Government of India constituted a committee to evolve a
composite development index of states. The Committee was directed to suggest
methods for identifying the backward states that could then be reflected in the
devolution of funds from the Central Government to the States. The terms of
reference also included a qualifier: the devolution formula must also incentivize
performance by including variables that measure the ability of States to use
funds productively.

The committee submitted its report on September 1, 2013 (available at
http://www.finmin.nic.in/reports/index.asp). The document popularly known
as the Rajan panel report (after the Chair, Raghuram Rajan) drew much
attention. The report has been controversial.

The purpose of this article is primarily expository. [ served as a member of this
committee and I found that a superficial familiarity was the source of much
criticism. So my hope is that this note will serve as the basis for more informed
critiques.

2. The Principal Idea

The simplest scheme would be to look at per capita income. Economic growth is
measured by the growth in per capita income and surely the idea of balanced
regional development would include some notion of parity in per capita income.

The committee was, however, of the view, that the object of a development index
is to capture the well being of an average individual in a state. Hardly anyone
would contest the view that development is not synonymous with income
growth. Indeed, the widespread acceptance of the human development index
that combines income with indicators of health and education testifies to the
strength of this view.

This suggests that a development index ought to be a composite of income and
other social indicators. However, economists have long preferred average
consumption expenditures per capita as a better measure of economic welfare.
Consumption is less sensitive than income to shocks coming from droughts,
prices or policy changes. Secondly, as inequality in consumption is less than the
inequality in income, the consumption average is more representative of average
standards of living.
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To illustrate, consider an example. Suppose state domestic product is relatively
high because of a few industries such as mining or oil refining. However, as
these industries employ relatively few people, the direct impacts on
consumption expenditures will be limited. The state GDP per capita would then
be a misleading measure of the well being of an average individual.

However, in this example, even consumption expenditures may not fully capture
economic welfare. This is because there could be indirect impacts of higher state
GDP. Aricher state would have more tax resources that could be invested in
infrastructure, public services and subsidies to essential goods. All of these
clearly matter to economic welfare. While subsidies could be captured by
consumption expenditures, infrastructure and public services would need
additional indicators. A comprehensive development index would therefore
have to be averaged across consumption per capita and these other indicators of
economic welfare. This is the principal idea that underlies the development
index proposed by the Committee.

3. Method

We begin with a short summary. The development index has two components: a
needs index and a performance index. The needs index is a simple average of
consumption per capita and other relevant variables (following the discussion in
the earlier section). The performance index is essentially the change in the
needs index (towards development). The performance index receives a weight
of 25% in the overall development index. The performance index is included so
that states that use funds productively to further economic welfare (as measured
by the needs index) are not penalized in future allocations of funds.

The needs index is a simple average of per capita consumption expenditures, the
poverty ratio (which accounts for the inequality in consumption) and 8 other
variables measuring access to public services and infrastructures. Six of these
variables are education, health, household amenities (provided by public
services), rate of urbanization, financial services and a connectivity index
(comprising rail and road). The seventh variable is the female literacy rate - the
only variable in the index that captures gender specific outcomes. The last
variable is the percentage of population that is either Scheduled Caste (SC) or
Scheduled Tribe (ST). Unlike other variables, this is not an outcome variable.
However, it was included in the index because it is widely recognized in Indian
public policy that additional resources are needed to overcome the
disadvantages of these populations because of the visible legacy of
discrimination.

The performance index is the change in the needs index with minor
modifications. In particular, the SC/ST variable is excluded. So are the variables
in the connectivity index that relate to Central government investments.

Before the indices are constructed, all the variables are suitably normalized to a
0-1 scale where a smaller score indicates a higher level of development relative
to the other states.



The next step converts the indices to points to each state based on need and on
performance. The points also take into account the state’s population and area.
The final step is to compute a state’s share in the overall funds to be disbursed.
As the points tally favours large states, each state gets a fixed basic allocation of
0.3%. This totals to 8.4% of funds. To allocate the remainder 91.6%, the
following procedure is adopted. A state’s share based on need is the ratio of the
points scored according to need divided by the sum of all points across the
states. Similarly, a state’s share according to performance is computed. The sum
of these two plus the fixed allocation of 0.3% is the state’s overall share in funds.

4. Features

[t is important to note that the index does not propose a binary classification of
states into developed and under-developed. Rather it recommends an allocation
of funds based on the development index. As is well known, a binary
classification tends to be arbitrary because it is typically not clear where the
dividing line ought to be drawn. States that are close to each other in the
development index might well fall on either side of the dividing line. The index
based allocation avoids such issues.

Second, the intent was to construct a transparent index that can be revised with
time. To achieve this intent, the Committee restricted itself to those indicators
that are contained in official data and about which information is routinely
collected from time to time. The needs and performance indices are therefore
dynamic and so would the formula for allocation of funds.

Turning to the findings, Goa has the lowest value on the under-development
index and its share according to both need and performance is zero. So it
receives only the fixed share of 0.3%. Despite this, its per capita allocation (Rs.
20.6) in Rs. 1000 crores is high because of its small population (Table 4 of
report). For a similar reason, other small states also gain. Arunachal Pradesh,
Manipur, Meghalaya, Mizoram, Nagaland, Sikkim and Tripura receive small
shares; yet their per capita allocations are higher than that of the other states.

An easy way of summarizing the implications of the Committee’s report is to look
at the ratio of the state’s share in funds to its share in population (Table 3 of
report). If this value is above one, then a state receives more than its share of
population. If this value is below one, then a state receives less than its share of
population.

The states with shares less than their shares in population, in increasing order,
are Kerala, Tamil Nadu, Maharashtra, Punjab, Haryana, West Bengal, Gujarat,
Karnataka and Uttarakhand. Andhra Pradesh and Uttar Pradesh have fund
shares that are about the same as their share in population. The states with fund
shares more than their shares in population include Goa, Himachal Pradesh,
Sikkim and the North-Eastern States. The larger states in this category, in
increasing order of fund share, are Assam, Bihar, Jharkhand, Rajasthan, Madhya



Pradesh, Chhattisgarh, Jammu & Kashmir and Odisha. These are the states that
would gain from the application of a development index.

Questions

There are several questions that need to be addressed in constructing an index:
what variables should comprise the index, how should they be weighted and
whether and to what extent performance should be weighted. Much of the
criticism of the index surrounds these questions.

The most persistent criticism of the index was the decision to use consumption
per capita rather than income per capita. This was the principal objection of the
dissenting note to the report. Why should a state like Kerala that has high
consumption expenditures only because of remittances rank high in the index?
Notice that by this reasoning, India’s export of software services cannot be seen
as ‘development’ either.

Another criticism was why should the indicators be equally weighted. In the
technical literature, the method of principal components is often used to
compute weights in the construction of indices. The Committee used this
method as well and found that the principal components method suggested
weights close to the equal weights allocation. A third kind of criticism relates to
the ranking of states according to the development index and their shares in
funds. The report has been criticized for giving too little to the North-eastern
states (even though their fund shares are well above their shares in population)
arguing that this would jeopardise their development. In the same breath,
commentators (and often the same ones) have chastised the committee for
reducing the shares of the states that have done well on the development index.
A fourth criticism is that the Committee should have recommended transfers to
offset fiscal disabilities. This was not the mandate of the Committee and doing so
would have encroached on the domain of the Finance Commission.

Finally, a fundamental criticism has been about the place of this report in the
wider framework of Centre-State federal transfers. As is well known, much of
the devolution of funds happens through the Finance Commission or through
central assistance to state plans through the Planning Commission. The Finance
Commission is constitutionally mandated and clearly their recommendations do
not have to be based on a development index. The Planning Commission
allocations are fixed in consultations with states and only a small part of their
disbursement is guided by the Gadgil-Mukherjee formula. Therefore, it is not
clear what Central funds will be guided by a development index.

Perhaps one reason for some of the discomfort with the Committee’s findings is
that the report has insufficient documentation about the raw data that was used
to produce the indicators. Although the raw numbers are sourced from official
data available in the public domain, it is a formidable task for individual
researchers to assemble the entire data themselves. The data used for the needs
index is available at http://www.finmin.nic.in/reports/index.asp, (see also the
news feature in the Hindu, http://www.thehindu.com/news/national/rajan-
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panel-report-its-a-battle-of-the-states/article5190290.ece). The spreadsheet at
this site does not, however, contain the base year data. Table 1 contains the base
year raw data that was supplied to the Committee.l For obvious reasons, it
cannot be guaranteed that these tables accurately represent the data used in the
index computations. Hopefully, the government would put up the base year
data as well.

Concluding Remarks

In this short article, | have attempted to convey the thinking behind the report on
the composite development index and also a flavor of its findings. The report
itself contains greater detail about the data sources, the correlation between the
various indicators, the formula for assigning points, and the findings and how
they relate to fund shares through Finance and Planning Commission.

Perhaps because of the media coverage, there has been insufficient appreciation
that the index is transparent and based on official verifiable data. The index is
not based on a priori views about whether a particular state is less developed or
not. Itis equally important to note that the index and therefore the allocation of
funds is relative. Everybody cannot do well on the index. For this reason, some
states that are higher ranked on the development scale would receive less funds
less than a lower ranked state. This is the logic of a development index.

1 The raw data was assembled by a team at the Ministry of Finance that also computed the index.
The primary task of the Committee was to develop the methodology. The index computations
with state identifiers and the raw data were not seen by the Committee until after the
methodology was finalized.
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Table 1: Base Year Values

States A B C D E F G H | J K L M N ©) P Q R S T
Jammu & Kashmir 50 131 185 469 258 883.3 881 67.9 22 6.1 316 806 6.8 430 248 365 006 037 0.01 3.95
Himachal Pradesh 49 229 287 66.6 28.6 891.1 95 729 206 101 326 948 165 674 9.8 595 051 217 357 29.25
Punjab 44 209 289 432 114 10342 89 498 11 29 855 919 189 634 339 485 417 3.09 289 7118
Uttarakhand 42 327 209 548 257 7374 876 633 197 86 448 603 99 596 257 598 065 372 082 2582
Haryana 60 241 193 555 241 979.3 872 555 136 27 445 829 127 557 289 452 361 332 574 5149
Rajasthan 68 344 297 710 403 675.4 78 408 9.5 54 329 547 80 439 234 289 171 163 285 2495
Uttar Pradesh 73 409 212 686 203 606.2 775 445 103 3.5 46.0 319 56 422 208 441 355 232 3.69 64.09
Bihar 61 544 166 80.8 495 4713 652 427 8.6 21 396 103 22 331 105 213 359 359 400 53.80
Sikkim 30 309 256 36.6 492 789.1 941 687 209 6.4 457 778 132 604 111 297 0.00 087 262 1981
Arunachal Pradesh 37 314 648 437 461 766.8 721 611 226 6.1 324 547 92 435 208 373 0.00 047 000 11.86
Nagaland 18 88 891 294 569 12066 933 799 327 3.7 229 636 52 615 172 159 0.08 298 244 58.44
Manipur 13 379 370 180 397 6769 932 79.8 443 6.7 119 60.0 53 605 26.6 87 000 430 426 2137
Mizoram 20 154 945 110 509 10099 953 687 208 114 196 696 141 867 496 31.8 0.01 424 057 1044
Tripura 31 400 484 186 499 579.2 882 59.6 119 36 218 418 52 649 171 265 061 381 6.48 105.86
Meghalaya 49 161 864 488 551 7579 869 526 143 116 201 427 60 596 196 208 0.00 361 495 19.27
Assam 68 344 193 354 406 6279 871 532 1238 55 379 249 43 546 129 205 319 362 307 2438
West Bengal 38 342 285 563 301 7184 829 416 118 27 321 375 6.7 596 280 368 434 262 165 3993
Jharkhand 50 453 381 803 396 5325 76.7 454 133 29 200 243 33 389 222 301 243 226 237 7.98
Odisha 75 572 387 851 410 4723 80.2 29 6.1 71 190 269 39 505 150 242 146 238 258 1452
Chhattisgarh 63 494 434 858 322 524.2 81 444 12 85 190 531 38 519 201 241 086 162 230 26.17
Madhya Pradesh 76 486 354 76.0 422 562.3 784 41 8.7 83 246 700 6.2 503 265 279 159 169 261 2140
Gujarat 54 316 219 554 373 8383 856 365 109 34 465 804 125 578 374 378 269 145 946 5519
Maharashtra 36 382 191 649 368 851.3 89.1 517 14 32 534 775 141 670 424 481 180 136 10.78 4484




Andhra Pradesh 57 296 228 67.0 459 7286 876 364 8.9 44 313 672 86 504 273 310 189 163 329 4239

Karnataka 50 333 228 625 349 726.1 883 417 11 45 317 785 128 569 340 400 155 2.00 897 57.86

Goa 16 249 1.8 414 196 11273 946 62.2 8.3 47 617 936 291 754 498 728 186 7.27 754 186.06

Kerala 14 196 110 160 272 11067 976 68.7 164 18 716 702 191 877 260 511 270 371 974 221.71

Tamil Nadu 37 294 200 648 324 8188 96.1 487 118 35 271 782 112 644 440 228 321 322 554 97.91
Notes:

A IMR (2005-06)

B %of people below poverty line (2004-05)

C % of ST-SC population (2001)

D % of Households with no sanitation facilities (2001)

E % of Households with no specified assets (2001)

F Monthly per capita expenditure (combined) (2004-05)

G Attendance ratio in age group 5-14 (2004-05)

H Attendance ratio in age group 15-19 (2004-05)

| Attendance ratio in age group 20-24 (2004-05)

J No. of Education institution in primary/junior basic school & middle/sr. basic school per 1000 population (2007-08)

K % of Households with drinking water within premises (2001)

L % of Households with electricity as primary source of lighting (2001)

M % of Households having landline phone, mobile or both (2001)

N Female Literacy rate (%) (2001)

] Urbanization Rate (2001)

P % of Households with banking services (2001)

Q Rail Route per 100 Sq Km (2004-05)

R Length of surfaced National Highway per 100 Sq Km (2010)

S Length of surface State Highway per 100 Sq Km (2010)

T Other surface roads per 100 Sq Km (2010)



