ECONOMIC REFORMS INDEX: METHODOLOGY

Construction of Composite Index 

A comprehensive measure for Economic reforms for India was developed in the form of Economic Reforms Index for the period 1975 to 2006. For this purpose, I use the methodology developed by Morris and McAlpin in 1982-83 for constructing the Physical Quality of Life Index (PQLI)
. The need for composite indices aroused because, the ratios have different numerators and denominators and hence their simple summation is not possible. 

Economic Reforms Index (ERI) = Social Sector Reforms Index (SSRI) + Fiscal & Tax Reforms Index (FTRI) + Domestic Financial Sector Reforms Index (DFSRI) + International Financial Sector Reforms Index (IFSRI) + Trade Reforms Index (TRI) + Structural Reforms Index (SRI) + Public Sector Reforms Index (PSRI)
Earlier, many attempts were made in this direction by many eminent experts and scholars who have developed indices for measuring various variables at central level. The work of Dholakia and Solanki (2001) focused on developing a composite index of fiscal performance consisting of six different fiscal indicators and the states were ranked on the basis of the value of the index for different years. Similarly, Bhide and Panda (2002) had come up with another composite fiscal index, made up of five components, for judging the quality of central government budgets. Again, Dholakia (2005) and Vadlamannati (2005) constructed a composite index for all states and Andhra Pradesh respectively by taking eight key ratios, based on which ranks were given for the states for their fiscal performance from 1991 to 2003. Using similar methodology, I construct a comprehensive measure of Economic Reforms Index for India.
In the first step, we identify the appropriate indicators under each head. While selecting the indicators under each head, excess care is taken to identify the difference between "cause & affect" to best represent the policy aspect of reforms carried out in each sector/area. For example, reforming spending on Social Sector needs is the "cause" and the "affect" is higher literacy rate, higher primary and secondary school enrollment ratios. So I was very careful to the maximum extent to NOT to mix "cause" with "affect" while selecting indicators for each indices. Second, the objective of this index is to make it as comprehensive as possible covering all the reforms policy aspects. Unlike Lora (2001) and Morley et. al (2000) Reforms Index for Latin American countries, this reforms index captures even most sensitive and important issues like: Tariff rates, Exports subsidies, tax rates, tax efficiencies, corporate governance issues, stock market and banking reforms, Trade Openness (in a new way of calculation) & public sector reforms
.

The selected indicators under each group are listed as under:
Table 1: List of Indicators selected under various sub heads

	1. Social Sector Reforms Index

	2. Fiscal & Taxation Reforms Index
	3. Public Sector Reforms Index

	4. Trade Reforms Index

	5. Domestic Financial Reforms Index
	6. International Financial Reforms Index
	7. Structural Reforms Index

	Social Sector Spending
	Fiscal Deficit/Govt expenditure
	Privatization Proceeds / GDP
	Trade Openness ({Imports + Exports / GDP PPP} / Population)
	Average Lending Rates
	Exchange Rate Stability/Instability
	Number of Industries De-licensed



	Rural Development Spending
	Revenue Deficit/Fiscal Deficit
	Levels of Employment in PSUs
	Total Customs Collections Rate
	Number of Scheduled Commercial Banks
	Number of Months Imports are covered by Forex Reserves
	Registration of companies under MRTP Act

	
	Highest Corporate Tax Rates
	Average Government stake in PSUs
	Duty Collection Rate on Agriculture products
	Number of New Public Issues (Listing & Pricing requirement relaxation
	Capital Account Convertibility Index
	Industrial Licences issued

	
	Highest IT Rates
	Govt Equity holding in PSUs/total Equity of Corporate India
	Duty Collections Rate on Industrial Products
	Total Reserves / Total Deposits (Liabilities) of banking system
	Repatriation of Profits & Dividends Risk
	Number of Foreign Collaborations approved

	
	Corporate Tax Efficiency
	
	Anti Exports Bias (Exports Subsidies)
	Access to Money (5 years average of M3 - 10 years Avg. of GDP growth)
	
	Entry of Foreign Firms

	
	IT Tax Efficiency
	
	
	Share Holder Protection Index
	
	Dismantling of Capita Import Goods

	
	Average Effective Indirect Tax Rates
	
	
	
	
	Dismantling of TDF approvals for Design & Consultancy


In the next step, the values under each indicator were converted into an index, namely individual indicator indices. This is because, the selected indicators are ratios with different numerators and denominators and hence their simple summation is not possible. For this purpose, the paper used the methodology of Physical Quality of Life Index (PQLI). Accordingly, the worst and best values of each indicator during the period of 1975 to 2006 were identified. For each indicator the performance of each indicator in each year was put on a 0 to 100 scale where, 0 represents an absolutely defined worst performance and 100 represents an absolutely defined best performance and to aid the calculations, one unit point was added to the best values of the indicators
. 

Thus,

Indicator Index = 

  ∑   ∑
Where, Indicator Index is a value of j-th variable of i-th country (India) in time t, n stands for the number of the years and m for the number of variables. One main advantage of such transformation is that it allows the reform index to be measured over the same scale. This is an easy method to find out the performance of the Reforms, as an increase in the value of an indicator index would necessarily mean improvement in the economic reforms process and vice versa. 
Once the indicator indices are formed, the comprehensive Composite Index is then calculated as a simple average of the indicator indices. 

Composite Index =  

Where, composite index is the summation of all the individual indices and N is the total number of individual indicator indices.
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� PQLI was developed in a research work by Morris and Mc Alpin in 1982-83 for measuring the conditions of poor in India.


� If there are any drawbacks, to the best of my knowledge, they are two: i. Due to lack of any data, I couldn’t capture & quantify "Non Tariff Barriers" and "Administrative Reforms" (like slow relaxation in rules & regulations related to FDI norms).


� The best & worst values are defined in such a way that all the indexes could become unidirectional, i.e. an increase in value of an index would necessarily mean improvement in the fiscal performance of the state.
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