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Economic Growth and Structural Change in South Asia
Miracle or Mirage?

Executive Summary

An assessment of recent economic growth

Economic growth in India, Pakistan and Bangladekh, three largest economies of
South Asia, jumped from an average of 5 percerthan1990’s to well above that in
2000-2008. Shortly before the onset of the gldinancial crisis in 2008, India’s growth
rate was a staggering 9 percent and Pakistan, &deglh and Sri Lanka’s around 7
percent. These growth rates were all the more isgpre because they were accompanied
by a substantial reduction in poverty. Over a l1l@ryperiod, poverty declined 10
percentage points or more in India, Pakistan amigBaesh. Even Nepal saw a decline
in poverty of similar magnitude despites relativelgak economic growth because of
political difficulties.

The economic outcomes were remarkable consideniagSouth Asia faced many of the
development conundrums that countries in Africa feaxkd. India, Pakistan, Sri Lanka
had large fiscal deficits, all of South Asia bupesally Bangladesh, ranked high on
corruption indices, civil conflict raged in much &buth Asia, Maldives and Bhutan
showed syndromes of enclave economies and macrwmeto instability threatened
several countries. And yet, South Asia managed/éwoome the constraints. Bangladesh
provided exemplary social services by encouragomgektic NGO'’s. Sri Lanka protected
the Western Province from conflict and enabledoitehjoy the rewards of economic
liberalization. Nepal opened up alternative, marerdtive, avenues of income earning
via overseas migration. India kept a lid on inflatiand interest rates despite the high
fiscal deficits and Pakistan soared as soon asréuit crunch was relaxed in 2002.

The encouraging outcomes on growth and povertyiddebptimism regarding South

Asia’s economic prospects. Growth scenarios rangetveen the modest claims of
meeting the millennium goals of human and econotecelopment to the more self-

congratulatory chest-thumping about this being Bdgia’s century. These, on the one
hand, translated into the laudable objective oficaty poverty to single digits within a

decade, and on the other, to assertions that #ierdrwisdom of the region would show
a new path of development to the rest of the world.

There were some lingering doubts, however. Oneabkasit growing regional inequality
associated with the rapid growth of the previousade. In India, seven states with per
capita GDP less than the national average had iadewels half those of the seven states
with higher than national average GDP per capitpuRation weighted average per
capita GDP in the populous Indian states of Bihad &P was about a third of the
weighted average for the four southern states: Thladlu, Karnataka, Andhra Pradesh
and Kerala. Even more alarming was the fact thairtbome gap between the richer and
the poorer states was widening; the richer stat® \yrowing at twice the rates of the
poorer states. In Pakistan’s Punjab, poverty imzddn the richer northern districts at 30



percent was considerably lower than in the poorarthern districts (40 percent).
Furthermore, the significantly lower primary scheolrolments in the southern districts
(60 percent) compared to the northern districts (fiércent) implied that in the coming
years regional income gap was likely to widen ferth

Poor education outcomes give rise to other reasonsorry about sustaining Asia’s
growth. South Asia’s gross education enrollmenegataverage years of schooling,
indicators of trainability of workers to enhanceomeomy-wide productivity and
international competitiveness are considerably fothan the East Asian countries (Sri
Lanka being an exception). On infrastructure comspas (for example, in electric power
consumption per capita and container traffic), heot driver of international
competitiveness, also South Asia faired a lot pothan East Asia. These, in part, not
only explain the much lower share of trade to GBftbrin South Asia compared to East
Asia, but also highlight the much smaller proportiof high technology products in
South Asia’s merchandize exports compared to Eaist #\

Remittances and structural change

Clearly, South Asia’s growth trajectory has bedfedent from East Asia’'s manufactured
export-led growth. One important difference is thatEast Asia, growth was foreign
investment driven while in South Asia worker reamites have been the largest source of
external flows into the region (15 percent of GBMepal, 10 percent in Bangladesh and
Sri Lanka and 4 percent and 3 percent respectivelgdia and Pakistan). In all South
Asian economies remittances are considerably lahger the combined financial inflows
associated with foreign investment and concessyooféicial assistance.

Remittances have been a mixed blessing for SoutAnAsconomies. On the positive
side, remittances have flown into depressed rega@nSouth Asia and to the poorer
households (for that is where migrants originatéhay seek to improve living standards
in employment overseas). This is mainly why poydras fallen sharply throughout
South Asia, evenin Nepal whichexperienced low GDBwth rates due to political

instability.

On the other hand, remittances have fueled a massinsumption boom in South Asia.
In the mid-2000’s the region ran up a trade defi€i$50 billion annually. Associated

with remittances and the bonanza in imported coesignods has been the rapid growth
of the domestic retail, financial services, telecmmications and construction activity.

Put differently, the accumulation of reserves havgnted currency adjustments to wipe
out the trade deficit. Instead, the adjustment hagpened in terms of the evolving
structure of the economy whereby services haverhedbe dominant economic activity

in South Asia.

In East Asia, foreign investment driven and merdien export-led growth resulted in a
large number of workers moving from low productyyitow wage agricultural jobs to
higher productivity, higher wage manufacturing joble share of agriculture in national



GDP and employment fell while that of manufacturingreased. In South Asia, on the
other hand, rapid growth up to 2008 resulted idide®f agriculture in the economy but
an increase in the share of services in GDP whigufacturing has shown little
dynamism in terms of capturing international masketnd creating employment
opportunities.

South Asia’s services-led growth: a new growth gaya?

India’s modern services sector is often cited as hhrbinger of a new South Asian
services-led growth paradigm. The implication istthmodern services will drive
productivity and employment growth in South AsiandAservices-led sustained high
growth will enable the region to eventually joiretrank of middle-income countries and
reduce poverty to single digits.

The composition of services in all South Asian exoies has indeed improved with an
increasing share of services now accounted forrbgdern” services such as financial
intermediation, communications and transport. Tteplintering” of services made
possible by information technology has created egmpknt opportunities that are more
productivity and command higher wages than employmim agriculture. This
employment transition from agriculture to relativehodern services largely explains the
recent high growth spurts in South Asian economies.

The central question, and one attempted in thisam@ph, is whether this services-led
transition in employment can result in long ternstained high growth. This, in turn,
depends on whether consumption-led growth, fuelgd rdémittances, will sustain
productivity growth and create enough employmeimoofunities in the services sector to
absorb most of the working poor in South Asia aer next three to four decades. The
burden thus is on continued high demand for modemices by households receiving
remittances from members working overseas. Thisvel@idemand for services is subject
to considerable uncertainty.

Alternatively, South Asia could export modern seeg in which case the South Asian
growth paradigm is not all that different from Edstia’s. The growth stimulus still
comes from international trade but trade would tamiodern services rather than in
manufactured goods. India’s recent phenomenal sadcethe export of IT services is
cited as an example of how information technologgl#ed splintering of services has
created a dynamic, internationally competitive gtowode for the economy.

India’s IT achievements are undoubtedly remarka8tdtware production in India for
the international market increased from US$1.lidnillin 1996-97 to US$23 billion in
2006. India now accounts for 60 percent of globaisourcing. Bangalore, Chennai,
Hyderabad and increasingly New Delhi are at theéeresf the global “unbundling of the
production process” whereby the parent firm locatethe developed country unbundles
its spatial value chain by outsourcing over gresttatices. Rapid technological change in
telecommunications has allowed the validation afdptions of new economic growth
models centered around economic geography.

Vi



None of the other South Asian economies, howe\as,dthieved India’s success in the
export of computer and business services despitgy lzs well endowed in terms of the
enabling environment i.e. electrification rate,q@tage of English speakers, broadband
subscription etc. Furthermore, neither India na t¢ither South Asian economies have
matched India’s success in export of computer argihless services in any other modern
service.

In the context of the new South Asian servicesgiedvth paradigm, even India’s success
in global outsourcing falls far short of what iseded. Total employment in India’s IT

sector is still a small fraction of India’s worké&. Growth in IT employment in the last

decade does not promise the massive transitiomeinvbrk force needed to sustain high
transformational growth rates in the medium to ltergn.

A sectorally balanced growth framework

It is argued in this monograph that rather thamdp@ilind-sided by infatuation with South

Asia specific growth paradigms, policy makers wodddwell to continue to give policy

attention to all three sectors of the economy \agyriculture, manufacturing and the
services sector. Policy and institutional changes reeeded in all three sectors, but
especially in manufacturing, to reduce the glarpr@ductivity gaps shown up in

international comparisons. A sectorally balancedreach to development will ensure
that growth is inclusive and resource efficientisTIn turn, will result in sustained high

transformational growth in South Asia to reduce gty to single digits and create a
large and vibrant South Asian middle class.

Services

Services clearly have an important role in raigtmgoverall productivity of the economy
and thus contribute to sustained high growth. Demmside stimulus for productivity
growth in most services (retail, transport, goveenimservices, banking etc) will come
from income growth and to that extent servicesiandme growth are inter-twined.

Further splintering of services, as in the caséTadervices in India, will be needed for
economy-wide productivity boost but that will recgi modernizing services by
addressing supply side bottlenecks. This will regjua) better economic integration of
low and high growth regions within countries by noying the flow of labor and capital
across regions; b) upgrading of the skills of therkiiorce since modern services are
human capital intensive; this, in turn, will requiimproving the quality of and
enrollment in secondary and tertiary educationgdegpening of the telecommunication
infrastructure to facilitate intensification of Bhabled services in the domestic economy;
d) attracting investment, especially foreign investt, in domestic services to improve
business practices; e) improving the quality stashglan services such as tourism, health
and education to attract overseas users; andfjmalitaking a more forward looking
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stance on liberalization of services in internadlomoums to make South Asia an
important player in the global market for services.

Agriculture

However, services alone will not result in transiational growth rates. In 2007, on
average, nearly 70 percent of South Asians livediial areas and nearly a third of them
fell below the poverty line. Since half of those payed were engaged in agriculture,
improving agricultural productivity and internatencompetitiveness must remain an
important policy focus to achieve sustained incogrtewth and poverty reduction

objectives in South Asia.

Agriculture’s international competitiveness is @mv by crop yields and in most
international comparisons, crop yields in SouthaAare substantially below those in
comparable countries. Wheat yields in India and$®ak are half those in China. Even in
comparison with countries with similar ecologicabnditions, such as Indian and
Pakistani Punjab and irrigated Egypt, crop yieldssabstantially lower in South Asia.

The rising trend in wheat and rice yields in Indrad Pakistan, but also other successful
examples in South Asia, suggest however that ceredate improvements in productivity
and international competiveness are possible. gladesh has strengthened food output
that has helped reduce rural poverty and agrialltexports have responded well to
policy reform. The Sri Lankan economy, in genehnals responded well to policy reform
but agriculture remains mired in a policy regimeused on autarky. In Nepal, oilseeds,
potato, tobacco, sugarcane and jute vyields incdeasignificantly since 1991.
Furthermore, South Asian farmers are beginningro hiches in potentially rewarding
new crops. Examples are wine production in Maharashndia, and the export of
Kinnow oranges from Sargodha, Pakistan. This ewidesindicative of the rich potential
in South Asian agriculture.

The three critical challenges to realizing the @agtural potential are (i) water and land
management, (ii) infrastructure development ang aesearch and (iii) intra-regional
trade in agriculture.

Keeping in view future water shortages, South Asgovernments have begun to
formulate water management strategies. Governofdpakistan has produced a “Water
Vision 2025” which is expected to increase waterage capacity by 64 million acre feet
from the current 16 million acre feet. Water comaéion that reduces the delivery losses
through canals and water courses will increase mst@ply by 10-15 percent. The
Government of Sri Lanka spent Rs 215 billion betwd®80 and 1997 on irrigation
infrastructure development including the MahawaelieR project and plans to do more.

Poorly defined land rights and inefficient landholyl mean that land cannot be used
collateral in the credit market to spur investmé@mtagriculture. This needs to be
addressed, especially in Pakistan, to allow landetgut to more productive use. In Sri
Lanka, most land was state owned and was latesfeard to agricultural laborers via
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deed registration. This has resulted in equitabldihgs but the holdings are too small
and the deeds do not repose full ownership to esghamedit worthiness. This has
discouraged the switch to efficient farming tecluas,.

Investment in infrastructure and research is egdetat increase productivity of land.

This includes farm-market roads, telecommunicatiobstter functioning retail and

wholesale markets and improved seeds. High yieldargeties are now being cultivated
all over South Asia but recurrent problems such rtheation of pests to counter the
immunity of genetically modified varieties requirdlsat agricultural research stays
abreast of field developments. This will requirgter expenditure on research; the
medium term target is an expenditure of 1-2 peroé@DP.

South Asia regional trade in agricultural commaditis a meager 4 percent of world-
wide South Asia trade. India, by far the largestreeny of the region, has the most
protective agricultural trade regime. A lowering todide barriers will result in a large

increase in trade in agriculture and will spur aegjtural productivity and incomes. With

a more liberal trade regime for wheat and sugardadé and Pakistan would effectively
manage their respective food security problems.

Manufacturing

Increase in productivity in agriculture and sersiogill contribute to sustaining high

growth and reducing poverty to single digits in Bo#sia. However, it is manufacturing

that has the potential to create employment oppitig across a broad spectrum of
technical skills corresponding to South Asia’'s worke. Furthermore, export-led

manufacturing creates investment and productidkaies with potentially much larger

and richer sources of world demand. This, in tgenerates opportunities for technical
change in manufacturing that result in productiatyd income growth for workers, and
ultimately a transformational change in the economy

By all accounts, manufacturing has not been thenengf growth it should be to enable
South Asia to move to middle income status. Oveedhdecades, between 1968 and
2001, manufacturing value added in Korea, Malagsid Thailand increased by a factor
of 40, 27 and 14 respectively. South Asian manufaag, by contrast, was lackluster. In
Pakistan, manufacturing value added in the samedarcreased by a factor of 7 and in
India by a factor of 6. Furthermore, manufactungsogts are dominated by one product
group, textiles, despite that fact that the workeimdnd for textiles is falling. Not
surprisingly, therefore, the technology intensifyegports is low exposing South Asian
products to intense competition from new entraptg.(Chinese textiles). The result is
that employment in South Asia’s manufacturing Hagrsated.

It is encouraging that India is beginning to butle tSouth Asian trend in anemic
performance in manufacturing. India’s share of textbgically intensive exports in total
merchandize exports is five times higher than Rakiand Sri Lanka’s (but still six times
lower than in China). Indian manufactured expents beginning to be diversified as
seen in the rising share of Indian pharmaceuticatgmicals, iron and steel and



automotive parts in the international market. Ttiend needs to be strengthened by
attracting more investment, especially, foreignedirinvestment in manufacturing,
India’s success will encourage other South Asiamemies to emulate the example.

The policy framework

Attracting more investment in South Asian manufaoty will require addressing the
overall policy framework that affects investmentcideons. Key elements of that
framework are: the exchange rate, credit allocabpibanks, energy pricing, the quality
of infrastructure, tax policies and labor markeguation.

High currency values and build up of reserves intBdsia, despite chronically large

trade gaps, is explained by the inflow of remitescThus remittances result in a much
higher equilibrium exchange rate than would bedhase otherwise. This, in turn, results
in loss of international competitiveness and disagas investment in manufactured
exports, a variant of the well-known Dutch disepssblem. The solution does not lie in

devaluing South Asian currencies since the exchaaggeis in equilibrium, albeit at a

high value. But in ensuring that the rest of poli@mework does not reinforce the Dutch
disease problem associated with the exchange rate.

In varying degrees of success, South Asian ecorsohaee reformed their banking sector
to intermediate more efficiently the large volunoésemittances inflows. None-the-less,

Banks’ lending portfolios are dominated by consumptnd personal loans as opposed
to lending to manufacturing and production.

Energy constitutes a significant cost of manufaeturits price and availability are thus
important elements of competitiveness of manufaoguiThe energy policy bias in South
Asia is for protecting the residential consumer tla¢ expense of manufacturing
enterprises. The average power tariff paid by ergidl consumers in India, Pakistan, Sri
Lanka and Nepal is substantially lower than thatd pay industrial consumers.
Furthermore, electricity rationing is more sevewve manufacturing than for residential
units. A similar bias is seen in the pricing andifability of natural gas.

The policy preference for consumption continuetha design of tax policy. Despite the
fact that services have grown the fastest in Ségila and now account for the larger
share of the economy, the bulk of tax is generdatedhe manufacturing sector.
Furthermore, in India and Pakistan, the corponateme tax rate, treated here as a proxy
for tax on manufacturing, is substantially highleart personal and sales tax rates. (In
Thailand and China, on the other hand, the persmtame tax rate is substantially
higher than the corporate rate).

On infrastructure, the quality of passenger trartgpion, (railways and roads) is better
and cheaper than the quality and cost of freiginigport. Finally employment regulations
inflict far greater employment rigidity on South iAs hiring enterprises compared to
those in East Asia.



Addressing this broad policy framework is central restoring competitiveness to
manufacturing.

Strengthening internal security to support growth

Internal security poses serious challenges to SAstan economies and contributes to
the loss of international competitiveness. Since 1990’s, there has been a sharp
increase in violent incidents in the region. Iragmotook South Asia briefly as a result of
the insurgency following US invasion. However si2f®7, South Asia is again the most
violent region in the world. In 1998, reportedidents of terrorist activity per capita
were 0.6 and 0.7 per million in India and Bangkdeespectively. In 2007, they
increased to 0.9 per million in India but doubled 1.4 per million in Bangladesh.
Pakistan, with its raging insurgency in the Nortetvand Sri Lanka, with an escalation in
incidents related to the civil war in the Northeasaw dramatic increase in terrorist
activity. In Pakistan, such violence shot up byetdr of 8 from 0.3 per 100,000 persons
in 1998 to 2.4 in 2007. In Sri Lanka, the increas¢he same period was from 0.8 per
100,000 to 1.8. The scale of increase in fatalittas similar.

The causes of violence are varied. In India, viodeis ascribed to separatist movements,
land distribution disputes and religious bigotryin Bangladesh, violence has been
spawned by religious fundamentalism and separat®tements. Sri Lanka has been
subjected to virulent separatist violence and ipa&lé&s Maoist variety. Pakistan that has
suffered the most in the region from internal inséyg is wracked by the religious/ethnic
Pashtun insurgency in the North-West in sympathi wieir cousins in Afghanistan and
the separatist movement in Baluchistan.

Regardless of the nature of the conflict and itsous manifestations, violence adds to
the complexity of economic management in the rediorSri Lanka, the loss of income

associated with violence is estimated at 2 pergentaoints of GDP per annum. In

Pakistan, the direct and indirect cost of terraadivity in the five years 2002-3 to 2007-
8, has been estimated at Rs 380 billion (US$4l®hjl Furthermore, there is evidence
that increase in violent incidents is negativelyrelated with foreign direct investment
and exports and positively correlated, as in Pakistvith remittances (to compensate
from shrinking economic activity) and concessionargernal flows (from partners in

war on terror).

It appears therefore, that internal insecurity lepexternal flows that enhance
international competitiveness (i.e. foreign dirgatestment) and attracts external flows
(remittances and concessionary lending by donofsat tretard international
competitiveness, exacerbating the Dutch diseasblg In turn, this slows down
productive employment generation that fuels insmeges and internal insecurity. Thus,
the arsenal for fighting terrorism must includedigqy framework that corrects for these
distortions and restores South Asia’s internaticmahpetitiveness for sustained growth
and employment generation.
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Introduction

For nearly two decades, until the onset of glolr@ricial crisis in 2008, South Asian
economies enjoyed rapid growth and an impressidecteon in poverty. This fueled
optimism about sustained high growth in the condegade and the possibility of single
digit poverty by the end of the period. It was ssed that policy reform would need to
continue to strengthen governance, improve thenkssiclimate, upgrade education and
attract investment in infrastructure. The fundarakmgirowth paradigm, however, was
deemed to be working wéll

This paper re-examines the evidence on economiorpgnce in South Asia and arrives
at a different, more sobering, conclusion.

The rapid growth of South Asian economies in tiet tauple of decades has coincided
with a surge in remittances. Although domestic iteamces are substantial, it is
remittances from nationals working abroad that hanzle the greatest impact on the
economies. They constitute by far the largest fofraxternal financial flows into South
Asia and their impact on the balance of paymentsthe exchange rate is significant.
They have also helped reduce poverty and impros@nire distribution. Importantly, they
have spurred a huge consumption boom in the region.

South Asian economies have undergone a major stalcthange in the period

coinciding with the surge in remittances and thasconption boom. The share of
agriculture in the economy has fallen sharply. WManturing’s share has increased but
only modestly. Services, on the other hand, hawresband have now become the
dominant sector in all of South Asia.

This structural change has profound implicationrspieople employed in various sectors
of the economy and their ability to climb out ofveoty. The principal question to ask is
whether this structural shift results in people mgvrom low to higher productivity and
higher wage employment and whether this trend @nsustained over the next three to
four decades.

This, in turn, raises questions about whether sudtructural shift is accompanied by
increase in international competitiveness of thenemy. This is critical to generate
international demand for the region’s products ustain high economic growth. This
approach to thinking about development is influenbg the experience of East Asian
economies that successfully tapped into internatidemand, thereby sustaining growth
in worker productivity and wages for several desad8uch sustained international
“vents” for growth were central to the region’srséormation from low to the middle

income status.

! Shanta Devarajan and ljaz Nabi, Economic GrowtBauth AsiaPromising, Un-equalizing,
Sustainable?Economic and Political Weekly, August 19, 2006.



Part | of the monograph reviews the principal eeoiedrend in the South Asia. Chapter
Il reviews the achievements and the vulnerabiliagsociated with South Asia’s recent
growth experience. Chapter Il examines the treindeemittances, the accompanying
consumption boom and the impact this has on thetsire of South Asian economies.
Part 1l focuses on sectoral issues that affect ymtidty and growth outcomes in the
region highlighting the salient policy issues. CleapV reviews progress in the services
sector and identifies the challenges in sustaining international competitiveness of
South Asians services. Chapter V does this for Adpire and Chapter VI for
manufacturing. The discussion on manufacturingicaliy examines the policy
framework embedded in the region’s developmentesisathat has retarded the growth
of manufacturing.

Most of South Asia is deeply affected by internatigrity problems. Major insurgencies
are raging in nearly all the countries. Thus ncculsion of South Asia’s economic
outcomes and prospects is complete without a rewkwternal security and how it
impacts economic performance. This is done in tippekdix to contextualize the
assessments presented in the monograph.



Part I: Growth, Remittances and Structural Changein
South Asia



I. Recent economic growth in South Asia

South Asian Growth Trends

In the 1990’s, South Asia’s economic average an@&@P growth ranged between 4
percent (Pakistan) and 5.5 percent (India). Othen in Pakistan, that experienced severe
balance of payments difficulties in the 1990’s #imel consequent disruption in economic
performance, these growth rates were substantigilyer than the respective countries’
historical rates. In India, in particular, the gtowspurt in the 1990's generated much
interest as it was seen to have allowed Indiartallff break out of the confines of the so
called, “Hindu” growth rate of 3-4 percent.

The following six years (2001-2006) further strdregied the trends of the 1990’s. The
growth in India for the period jumped by 2 percegetpoints to 7.5 percent Pakistan too
shook off the doldrums of the 1990’s and experidngeowth rate of 5.5 percent and
higher and Bangladesh further consolidated its gro®hutan, a small economy, saw the
most impressive increase in growth from 5 percemearly 8 percent. On the other hand,
Sri Lanka and Nepal saw growth falter. In Nepabwgh fell to 3.5 percent from a
respectable 5 percent in the 1990’'s. Sri Lanka séso a weakening of growth from just
above 5 percent in the 1990’as to 4.5 percent énldkter period. Both Nepal and Sri
Lanka were affected by seemingly intractable awtbus insurgencies.

Optimism about continued high growth in South Aseaeived another boost in 2006.
India’s growth rate jumped to the dizzying height9 percent, Bhutan's to 8 percent,
Pakistan and Sri Lanka’s to over 7 percent and Balegh close to 7 percent. Only Nepal
continued to falter due to increased political utaiaty.

A particularly promising aspect of South Asian emmic growth in the 1990’s was the
impressive reduction in poverty (Figure 2). Othieart in Pakistan, where growth was
disrupted by the balance of payments crises inL889’'s (see box 1 below), and in Sri
Lanka, due to the intensification of the ethnicfiof) most of South Asia experienced
poverty reduction of 1 percent per annum or more.

Thus it appeared that South Asia had finally adia the right formula for managing
their economies. Not only was growth high and sosth it was also reducing poverty.
The stage was thus set for a spate of reports/pgpedicting a future of prosperity for
the region.



Figure 11-1

Trends in GDP Growth in South Asia
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Figure 11-3

Figure 2: Poverty (head count index) in South Asia is
declining, more so in recent years
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Explaining South Asia’s Growth
South Asian surprises

South Asian growth has been explained in termssefaming the binding constraints to
growth in other contexts and showing how the regiearcame them (Shanta Devarajan,
“South Asian Surprises”, EPW, August 2005). Thedg constraints identified by
researchers that have retarded growth in Africacareuption (Nigeria saw a decline in
per capita income as a consequence, Kaufmann, 2@82)) conflict (that retarded
growth by 2-3 percentage points, Collier and Hegff2003), macroeconomic instability
(as reflected in high fiscal deficits, Fischer 1988nes et al 2003), reliance on enclave
natural resources (Gelb, 1988, Auty and Mikell, @20@nd the fixed exchange rate in the
CFA zone (Devarajan and de Melo, 1991).

Devarajan argues that “For each of these growtrdatg factors, South Asia—the only
other low-income region in the world—appears to ehav counter example.” On
corruption Bangladesh, declared by Transparency Interndtionbe the most corrupt
country in the world, has grown at 5 percent a ye&h per-capita GDP growing at over
3 percent. Its GDP growth rate has been accelgrati one percentage point per decade
over the last three decades.

On conflict, Sri Lanka has had a civil war for the last tweyars during which its per-
capita GDP grew at over 3 percent a year. high fiscal deficitsIndia, has had a fiscal
deficit of 10 percent of GDP for the last twentyay® during which its GDP grew at 6
percent. As for thenatural resource cursethe Maldives’ tourism industry leases out
islands to tour operators, employs foreign labad ases imported materials, and yet the



country has averaged 9 percent GDP growth ovepd#sé two decades, with per-capita
GDP tripling to $2,300. Finally, ofixed exchange rateBhutan, a tiny kingdom of
about 600,000 people, has a fixed exchange rate milia, a country of over a billion
people and yet has grown at 6.6 percent, with gpita GDP growing at 4.4 percent.

The explanation as to why South Asia has over ctire€binding constraints” requires
going beyond conventional macroeconomics. In Bategh, the non-state sector has
stepped up to provide basic services such as edacatd the private sector has provided
entrepreneurial stimulus (textiles). In Sri Lanlemost all of the growth during the
conflict period occurred in one province--the Westérovince, the region around
Colombo that took advantage from trade reform dredcdountry’s high literacy rate. In
Nepal, the dramatic reduction in poverty comes tgainom a sharp increase in
remittances, which in turn is due to an increasenigration to India, and now to the
Middle East. India, despite fiscal deficits of @€rcent of GDP and debt-to-GDP ratio of
nearly 90 percent, kept inflation and interest sdtev, and growth was a healthy 8.5
percent last year. For the last two puzzles, namély Maldives has not succumbed to
the natural resource curse, and why Bhutan gropisllyadespite a fixed exchange rate,
we can only speculate in the absence of any asalySnlike some of the African
countries, Maldives has a homogenous populatioth aisingle ethnicity, language and
religion. This could have helped create a senaé ¢lieryone shared in the tourism
sector’s prospects. Bhutan’s largest trading arémd aid donor is India and this has
minimized the distorting effects of the fixed exoba rate.

Trying to make sense of all this, Devarajan argue¥Clearly something is going on in
South Asia. There has been substantial policy meforSouth Asia. The pace of reforms
has been slow but steady. As one observer pisitth Asian policymakers “only chew
what they can swallow.” There have been very fedicg reversals in South Asia
(unlike Africa). And the sequencing of reforms teeen reasonable—most probably by
accident, not by design. One reason for thisas iidia, Bangladesh and Sri Lanka are
established democracies. Policies are formulayecbhsensus. The process is slow, but
the outcomes are more durable.

The reforms have paid off better than expected ha $sense that the underlying
governance problems, conflicts, and macroeconomcaiances would normally be
expected to retard growth, as they have in Afritaappears as if the people of South
Asia have found ways of getting around these probldy seeking other ways of
growing and reducing poverty, as with migratiorNiepal, using NGOs in Bangladesh or
concentrating on the industrial southwest in Snkaa

Rosy Predictions
Devarajan and Nabi (Economic Growth in South Adfapmising, Unequalizing,

Sustainable?EPW August 19, 2006) assessed South Asia’s groerioqmance in detalil
and constructed optimistic scenarios about futurewth and poverty outcome



trajectories. They asserted that if South Asiaewgh accelerates to 10 percent a year,
the region could see single digit poverty rate20y5.

Figure 11-4

Income per capita would increase substantially with 7% and 10% GDP growth
rates

Figure 3:Ilncom e outcomes for 1993-2003 in South as d East Asia,and South Asia
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Figure 11-5

Poverty would reduce substantially with 7% and 10% Growth rates

Figure 4 : Poverty reduction in South Asia associated with t argeted growth rates
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To be fair, Deverajan and Nabi had identified thallenges that need to be addressed to
sustain high growth. The two greatest challenges (B addressing the disparity in
regional growth, (ii) strengthening the manufactgrsector and (iii) the much needed
catching up on education and infrastructure deficit

By the early 2000’s, the evidence on intra-regianabme disparity was beginning to
mount in both India and Pakistan. These two ldrfggierations in South Asia would be
politically vulnerable to growth strategies thagukted in large differences across regions.
In India, the difference in income per capita ire tbeven states below the national
average and the seven above it was large (Fig.ll-B)was feared that given the
substantially higher growth rates of the richeresestates, this gap would increase
further in the years to come. This could pressurgéhe Indian and could well result in
erosion of political support to pursue pro-growétiorm. This argument gained strength
from the fact that there was a regional correspooeldNorth-South divide) that could
further accentuate the political vulnerability.

Figure 11-6

Rising regional inequality;
India’s regional income outcomes
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Similar fault lines were emerging in Pakistan. Tlentry’s largest province, the Punjab,
was beginning to show a widening gap in economitcaues between central and
northern districts on the one hand and the souttiistrict on the other. The considerably
poorer southern districts also had lower educatiottcomes. As is being feared now,
these outcomes may well be associated with grpa¢sence of extremist movements in



Southern Punjab that is violently challenging tladitigal-economic framework of the
state.

Figure II-7
Rising regional inequality;
Pakistan’s Punjab province
Figure 7: Pakistan’s Punjab shows that there are si gnificant variations in
economic outcomes even within sub-national regions
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The second challenge identified by Shanta and Nae that spurred the research
presented in this monograph, was rooted in thectstral weaknesses of the
manufacturing sector in South Asia. Compared tot Pasa, South Asian growth of
manufacturing was much weaker and its export perdoice, in particular, was
unimpressive.

The three decades spanning 1968-1997 was the pefriodracle growth in East Asia.

This is best captured in the substantial increasemanufacturing base of those
economies. In South Korea, manufacturing value @ddereased by a factor of 40, in
Malaysia by a factor of 27 and in Thailand by atda®f 17. Meanwhile, Pakistan and
India in South Asia saw much smaller (multiples7ond 6 respectively) expansion of
manufacturing.

South Asia’s international competitiveness in mantudring, best measured in term of
technology intensity of manufacturing exports, a0 unimpressive compared to East
Asia. High technology content of Indian and Pakistenanufacturing exports, at 5
percent or less of total such exports, was welbwehat of East Asian economies’ that
ranged between 25-35 percent by the mid - 2006igure 11-8 brings this out clearly.
Resource based exports dominated the export cansigs from both East and South
Asian economies compared to medium and high teolygadxport content. By the year
2000, resource based content of export had decsihatply in East Asian economies but
remained important in Pakistan and India. On theelohand high technology content
increased sharply in East Asia but only marginsdlyn India, and not at all in Pakistan.
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Although the challenges of weak international cottipeness default were recognized,
Shanta and Nabi argued that South Asia should @tagourse on the overall policy
framework but should take corrective action as whdre needed. The overall message
regarding growth thus was one of optimism. Southa’Asgrowth prospects and the
regions’ ability to reduce poverty to single digits a decade were endorsed as an
achievable objective.

Figurell-8

Is High Growth in South Asia Sustainable? II:
Obstacles that might become the next binding constraints;
Deficiency of skilled workers

Figure 11: Trainability attributes of workers in So uth and East Asia
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Figure 11-9

Is High Growth in South Asia Sustainable? I1:
Obstacles that might become the next binding constraints;
Insufficient power and port facilities

Figure 12a: Differences in infrastructure in South and East Asia
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Figure 11-10
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Figure 11-11

High Technology Exports as 26 of Mianufactured Exports
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Weak performance of manufacturing may well be thé&cames of poor outcomes in

education and infrastructure. As seen in secondahpol enrollment and number of

years of formal education, South Asian workers wess prepared for training required
in skill intensive jobs than their East Asian carparts. South Asia also lagged behind
in energy consumption and port facilities.

Growth Sustainability and Economic Structures

Well before the onset of the global financial @iand slow down in growth across the
globe some observers, while agreeing that South Was beginning to emerge out of the
slow growth trap, began to raise concerns abouthyoeptimistic scenarios of sustained
high growth in South Asia.

Given its size, India naturally dominates Southafisaverages. Shankar Acharya, a sharp
observer of India’'s growth performance and prospebfs identified strengths and
weaknesses of the Indian economy in two importamtgs of work Contrasting his
view with the more optimistic ones expressed in wevious studies on Indian growth

2 Shankar Acaharya, “Essays on Macroeconomic PalicyGrowth in India”, Oxford University Press,
New Delhi, 2006.

Shankar Acharya, Isher Judge Ahluwalia, KL Krisharad llla PatnaikiEconomic Growth in India, 1950-
2000 in Kirist S. Parikh (edited), “Explaining Growth South Asia”, Oxford university Press, New Delhi,
2006
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prospect§ he argues that much remains to be done for Indiawth to jump to 7
percent or more on a sustained basis. He arrivdgsatonclusion after a careful review
of the underlying structural factors that will deténe growth viz., weaknesses in the
labor and capital markets, institutional decay,eluairm commitment to reform, fiscal
stress, anemic performance of agriculture and grgwimtra-regional disparities. These
conclusions are similar to those of Devarajan aathixpressed in the broader South
Asia context.

Taking a somewhat different approach, and simiarohe in this paper, Arvind
Panagariyahas questioned the sustainability of India’s ragidnomic growth without
addressing the institutional and policy bottlenetkat have stunted the growth of
manufacturing the sector that has the ability tcoab a large number of workers
promises at different levels of skills.

The collapse of Pakistan’s growth in 2008, follogithe heady high growth years of
2002-2007, is a good example of how growth canedustained without addressing the
core structural weaknesses of the economy. ThaHatimanufacturing exports remained
weak throughout the period of rapid growth was symyatic of the balance of payments
crisis that Pakistan faced in 2008

To better understand this discomfort with growtlstainability routed in the evolving
structure of the economy, it is instructive to Baia successful case of sustained
economic growth and how the underlying structureéhef economy evolved to support
such growth.

In East Asia, sustained economic growth was theooné¢ of a large number of workers
moving from low productivity poorly paid rural anehformal sector jobs to more
productive urban jobs. Such movement happened thvee to four decades. What
sustained this transformation in East Asia wagxsort oriented manufacturing sector.
Investment in East Asian manufactures receivedaapshoost after the signing of the
Plaza accord. This resulted in Japan shifting lesteonics manufacturing base to East
Asia to take advantage of low wage but increasieglycated (and therefore productive)
workers to export to the developed world. Such Hpiitially from Japan but
subsequently also from the US and Europe) creatéatge demand for East Asian
manufactures exports in rich developed marketss,Tihi turn, created the demand for
East Asian workers in manufactures exports and facaditated their move from low
productivity, low wage jobs to high productivityigh wage jobs. Furthermore, robust
growth and improving living standards in the westdestinations allowed improvement
in the quality of East Asian manufactures. Thig@ased productivity in East Asia and
higher wage jobs for East Asian workers.

3 vijai Kelkar, “India: On the Growth Turnpike”, 2004. Narayanariedtation, Australian National
University, April, available at http://rspas.anweal/papers/narayanan/2004oration.pdf.

Dani Rodrik and Arvind Subramanian, 2004, “Why kandan Grow at 7 percent a Year or More’,
Economic and Political Weekly, vol. XXXVIII, No. 16p.1591-6

* Arvind Panagarialransforming Indiain “Sustaining India’s Growth Miracle”, Columbianiversity
Press, 2008.,

® ljaz Nabi Dawn Article, 2008
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The economic structure consistent with this virioycle of East Asian growth was one
where agriculture’s share in the economy was degjiand that of manufacturing
increasing. The principal driver of growth andustured change was foreign direct
investment (Thailand, Malaysia, China) and forddgnrowing (Korea, Thailand).

It would be useful to see how the structural contgmsof South Asian economies has

evolved and whether this is consistent with sustaimgh economic growth and
improved employment opportunities as in East Asia.
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lll: Soaring Remittances, Consumption Boom and Chaging Economic
Structure

Remittances and Their Impact

Uneven development of different regions is a bésot of all South Asian economies.

This is due to natural factors such as land quaiginfall and other climatic features but

also because of strategic choices in public investrauch as the canal irrigation projects
in the colonial period and subsequently.

This uneven income earning opportunity has contedbio significant internal migration
in South Asia throughout the centuries and a flédwemittances associated with it. A
rich popular culture of language, ballads and epis been spawned by this two way
flow. In Nepal, remittances receiving families aedled “Lahoras” because in the British
colonial periods the payments center for Nepali-oommissioned officers employed in
the British army was located in Lahore now in P@is In the Punjab, many folk songs
speak of the tradeoff between income from remigarand the pain of parting.

Even though remittances and migration have beenoritapt part of South Asia
economies for a long time, their scale, and theeefbe development impact, has taken
on a new significance in the last three decadeausecof migration to much richer
markets overseas.

Although remittances constitute only 3 percent 8f3n South Asia overall, they are
huge in Nepal (15 percent) and Bangladesh and&®rkd (10 percent). Significantly, for
the region as a whole, remittances constituteargekt source of external finance, having
outgrown Official Development Assistance and FDihtined.

While remittances have provided a stabilizing coshof international reserves to South
Asian economies and have helped lower povertyandhs developed sub-regions, they
have also fueled high import of consumption goaasi have allowed the economies to
sustain much larger trade deficits than would otiwes be possible. Collectively, South
Asia ran up a trade deficit of $ 50 billion in timéd 2000’s.

Impact on consumption, inequality and poverty

Remittances are private, non-market income trassfgrmillions of individuals and are
best analyzed through the economics of the faniilye relationship between the migrant
and the family is characterized by altruism, sd tha utility of the migrant depends on
the utility of his family members at home. Definimgptives as altruistic implies that
remittances will be sent in order to help familyomlvhardships associated with a poor
economy or bad luck. Simply put, remittances amamensatory transfers, which smooth
out consumption of remitting workers’ families cipient economies.
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At 3.6 percent in the period 1995-2004, the avewafgall developing countries ratio of

worker remittances to GDP (Chami et al, 260&hus is an important source of
consumption smoothing. The evidence from Latin Aose(Fanzylber and Lopez, 2008)

suggests that remittances help lower poverty agdnie inequality. Remittances also
result in larger consumption of consumer durabiesebeiving households. Other studies
(Stark & Levhari, 1982; Ahlburg, 1991) also stref® consumption enhancing

consequences of remittances.

In South Asia Jongwanish reports that a 10 peroerease in remittances leads to a
2.8% reduction in measures of poverty suggestiag rmittances can directly increase
income of the poor and help smooth household copsam

As reported above, in several South Asian econothesatio of remittances to GDP is
substantially higher than the world-wide countryeage and therefore the economic
impact is likely to be significantly larger.

Impact on poverty

Bangladesh

Bangladesh has seen impressive reduction in pouszigencé from 57 percent in the
early 1990’'s to 49 percent in 2000 and then dedjniapidly to 40 percent in 2005.
Improvements were made on several MDGs, such adeggparity in primary and
secondary schooling, child mortality, access tataaan and the quality of housing in
rural areas. This was made possible by a stable@ndgt GDP growth rate of above 5
percent between 2000 and 2005. Other contributictpfs were reduced fertility rates
that lowered the dependency ratio, greater padimp by women in the labor force due
to improvement in education, and rapid urbanizatiod increased productivity as people
moved from farm to non-farm employment. A key faat@s the substantial increase in
remittances. However, challenges remain. The Hastegion (Sylhet, Dhaka,
Chittagong) that has better connectivity and hasnba substantial beneficiary of
remittances has experienced a faster reductionowerpy than the Western region
(Rajshahi, Barisal and Khulna) which is separated & large body of water.
Furthermore, the poor remain vulnerable to shocikh s floods and cyclones and the
steep rise in food prices.

® Ralph Chami, Adolfo Brajas, Thomas Cosimani, Coffudienkamp, Michael Gapen and Peter Montiel,
2008, Macroeconomic Consequences of Remittancds Obtasional Paper No. 259 (Washington:
International Monetary Fund)

" Pablo Fanzylber and J Humberto Lopez (edited)nif®ances and Development: Lessons from Latin
America”, The World Bank, Washington DC.

8 “Poverty Assessment for Bangladesh: Creating Qppiifes and Bridging the East-West Divide”,
Bangladesh Development Series, Paper no. 26, BdReduction, Finance and Private Sector
Development Unit, South Asia Region, The World Babkaka, October 2008.
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Nepal:

Nepal experienced remarkable reduction in poventy amprovement in human
development between 1998 and 2003, despite cordiict overall poor economic
performancg The incidence of poverty in this period fell iio42 to 31 percent, and
health and education outcomes improved, partigulést girls and people living in
remote poor areas. This is attributed mainly tocnmeconomic stability, higher
agricultural wages, increased connectivity, greatdsanization and decline in the
dependency ratio. The most important factor, howewas remittances that increased
sharply from 3 percent of GDP in 1995-96 to 12 patdn 2003-04. More than one
million Nepalese work abroad, mostly in India but iacreasing number goes to the
Persian Gulf and East Asia. Increased remittancesuats for up to 50 percent of the
reduction in poverty. However, poverty incidenceoaign families of rural wage workers,
who do not benefit from remittances, remains highrthermore, poorly connected
Western regions continue to have substantially drighoverty incidence (45 percent in
mid-Western region and 41 percent in the far Westegion).

Pakistan:

The incidence of poverty in Pakistais highly sensitive to overall economic growth. In
1998-99, following nearly a decade of slow growthe incidence of poverty was
estimated at 31.1 percent. This deteriorated t6 Bércent in 2000-01 as the economy
continued to experience slow GDP growth. The eveh8eptember 11, 2001 prompted
a restructuring of Pakistan’s external debt amgh&red additional external flows both in
the form of remittances through official channetsl aalso concessionary finance from
donors. This alleviated the credit crunch and tesuln robust growth for the next 7
years. As a consequence, poverty fell sharply t6 @8rcent in 2004-05 and 22.3 percent
in 2005-06. The reduction of 12 percentage paimtpoverty incidence in 6 years is
attributed to the clustering effect: a large prdijor of the population is clustered around
the poverty line so that in times of slow growtlaege number of people slip back into
poverty while sustained high income growth hasapeosite effect.

° “Resilience Amidst Conflict: An Assessment of PayéReduction in Nepal, 1995-96 and 2003-04",
Central Bureau of Statistics, National Planning @ussion Secretariat, Government of Nepal, September
2006.

10 pakistan Economic Survey, various years
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Impact on economic growth
..... via the labor market

Remittances can lead to higher private expenditureeducation and health by the
receiving households resulting in greater humantalapnd therefore higher economic
growth. However, such investments can also enceufagher out-migration reducing
the beneficial impact on remittance receiving count Furthermore, remittances can
result in higher preference for leisure and theeefoay reduce participation in the labor
force. Chami, Gapen and Cosimano (26d8how this to be the case using a dynamic
general equilibrium. Kozel and Alderman (199()nd a significant negative impact of
remittances on labor force participation of mate®akistan.

..... via the capital market

The argument is that remittances improve the credithiness of households (domestic
investors) which lowers the cost of capital in tleenittance receiving economy and
therefore increases the volume of investment. Eambre, remittance flows may lower
macro-economic instability which improves the inwesnt climate in the receiving
economy and thus encourages investment. This assuwheourse, that remittances are
received by households who are investment constlairHowever, given their
compensatory nature, remittances go to househoitts Mgh marginal propensity to
consume. Also, if perceived to be permanent, haaldetonsumption will rise so that the
impact on investment may be small.

...... via competitiveness and total factor produgtivit
The economy may become less efficient in the useapftal because of remittances if
they are disguised capital inflows that go to hbotds less well-positioned for making

efficient investment choices compared to otherrfana intermediaries.

Importantly, there is considerable evidence thatittances result in appreciation of the
equilibrium exchange rate (Acosta, Lartey and Mémde, 2007°, and 200¥, Montiel,

™ The discussion here is based on an excellent poivilae theoretical and empirical issues surrongdi
remittances in a recent IMF paper (Barajas etG9}12

12 pAdolfo Barajas, Ralph Chami, Connel Fullenkampcafiel Gapen and Peter Montiel, “Do Worker
Remittances Promote Economic Growth”, IMF workirapBr, WP/09/153, International Monetary Fund,
Washington, 2009.

13 Ralph Chami, Thmoas F. Cosimanio and Michael ThéBa2006, “Beware of Emigrants Bearing Gifts:
Optimal fiscal and Monetary Policy in the PreseatRemittances, “ IMF working paper 06/61
(Washington: International Monetary Fund).

14 valerie Kozel and Harold Alderman, 1990, “Factdesermining work force participation and labor
supply decisions in Pakistan’s Urban Areas”, Pakifbevelopment Review, Vol.29, pp.1-18.

15 Acosta, Pablo A., Emmanuel K.K.Lartey, and FrameMandelman, 2007, “Remittances, Exchange rate
Regimes and the Dutch Disease,” Federal Reservie &aftlanta Working Paper No. 2008-08 (Atlants:
Federal Reserve Bank).
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2008"). Also known as the Dutch disease problem, thipaich of remittances on the
recipient economy can be deleterious to the matwiag sector that has the potential
for generating employment and beneficial technaalgexternalities.

The political economy affects of remittances caspdbe far reaching. Dependence on
income outside the national economy reduces thenthe to monitor economic
management performance of governments. Remittaalsgs constitute resources for
corruption thereby eroding recipient country ingtiins (Abdih, 20085,

The survey of theory shows that although therecaralitions in which remittances can
have a beneficial impact on economic via capitauawlation, the impact may also be
negative. Furthermore, the economy may well beclas® efficient in the way its use of
national resources, and therefore less competitbegause institutions and policy
decision making may deteriorate.

Given that theory is inconclusive, what can bere&mom a survey of empirical findings?
Using panel data from 84 countries in the perio@(0t2004 and applying sound
estimation techniques, Barajas et al (2009) comchsgifollows:

“The findings of this paper echo the recent crsticiof foreign aid presented by Rajan
and Subramanian (2005) and others, who point aitttiere is very little evidence that

decades of official transfers have contributed miacgrowth of developing economies.

Similarly, our findings suggest that decades ofate income transfers----remittances---
have contributed little to economic growth in reaniice receiving economies and may
have even retarded growth in some. We find that whemittances are properly

measured, and when the growth equations are wetifsgd and instrumented, we cannot
find a robust and significant positive impact omrgances on long-term growth, and
often find a negative relationship between remdésnand growth.”

16 Acosta, Pablo A., Emmanuel K.K.Lartey, and FrameMandelman, 2007, “Remittances, Exchange rate
Regimes and the Dutch Disease: A panel data Arsglyseéderal Reserve Bank of Atlanta Working Paper
No. 2008-12 (Atlants: Federal Reserve Bank).

" Montiel, Peter J., 2006, “Workers’ Remittances #rellong Run Equilibrium Exchange Rate:

Analytical Issues”, Williams College, mimeo.

18 Yasser Abdih, Ralph Chami, Jihad Dagher, and Rdtettiel, 2008, “Remittances and Institution: Are
Remittances a Curse?”, IMF Workign paper 08/29 (Wfagton: International Monetary Fund).
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Table II. 1

Remittances

Positive
Impact

Negative
Impact

Impact on Poverty and Consumption

Evidence from South Asia and Latin
America shows that poverty is
reduced sharply in receiving countries
with increase in remittances.

Evidence also shows that household
consumption rises; in Mexico,
consumption of durables by the
richer households increased sharply
as a result of remittances; household
expenditure on education also rises
implying that remittances result in
increased human capital.

May increase preference for leisure
and reduction of labor supply.

* Encourages premature

consumerism

. Lower pressure on government to

improve services

¢ Increased pressure on

government to pursue
consumption supporting
policy framework (discussed
later)

Impact on Growth

Macro-economic stability (i.e. a higher
trade deficit does not lead to balance of
payments difficulties because remittances can
finance the gap) with all its beneficial growth
effects.

Increase in investible funds and lower
interest rate.

Increased human capital increases skill
content of the work force

Loss of international competitiveness (the
Dutch disease problem)

If financial markets are segmented,
remittances may promote inefficient
financial intermediation

Increased human capital may result in greater
out flow of educated, skilled, workers.

Lower pressure on governments to pursue
growth enhancing reforms.

Promotes corruption and thus erodes
institutions

The discussion above shows that theory is ambigwhait the growth impact of
remittances. Further more, the empirical evidaise does not provide strong support to

the view that remittances are growth enhancing.

21



Figure 111-1

Top 20 Remittances Recipients in 2007 (US Million)
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Figure 111-3

Share of South Asia in Global Remittance Receipts
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Figure 11I-4
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Figure 111-5

Remittances and External Sources of Finance in South Asia
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The Consumption Boom

The anecdotal evidence of the consumption boomcimbirg with the period of high

remittances in South Asia is overwhelming. ThengsSouth Asian middle class, well
travelled internationally and exposed to world-wigdevision networks is nowable to
maintain an international standard of living. Weststyle shopping malls have sprung up
in all South Asian capitals and major urban centerd| stocked with East Asia made
consumer durables purchased by the well informeddiai class, thanks to western
mobile phone companies, via credit cards issudsungpean and US commercial banks.

Highway corridors radiating out of the large urbzenters have the equivalent of strip
malls sprinkled with glass and granite exterior pghahat have improved access to
consumption good of the rural middle class. Evenlohver middle class and the working
poor are better clothed and better-fed than evieree
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Snapshots of the evidence of a consumption boom$outh Asia

For all those global marketers who have missedtttential of India’s billion plus
people and their growing market power, here’s ageifom the McKinsey Global
Institute (MGI). A new report released in May hg £conomics research institute at
McKinsey predicts that India’s much-touted middkess has finally taken wings and will
soon embark on a consumption spree that could pesibal consumer markets. The
country is also set to become the fifth-largestscmning economy (behind the US

India’s economic growth has accelerated signifitaoter the past two decades and sp
too has the spending power of its citizens. W#img income, household consumption
has soared and a new Indian middle class has erdergead as the income growth rolls
across Indian society, a huge shift is underwaynfgpending on necessities such as fpod
and clothing to choice —based spending on categ@ieh as household appliances and
restaurants”. The report predicts that with growttes of 7.3%, Indian income level will
triple over the next 20 years lifting 291 peoplé¢ olupoverty to create, by 2025, 583
million strong middle class. This will create ansomer market of $.5 trillion, four times
the present $380 million.

Asia Times, July 1, 2007 quoting “The Bird of Gold:The Rise of India’s Consumer Market”,
McKinsey Global Institute.

US $250 million package water business in Indigr@ving at a whopping rate of 60
percent annually with rapid urbanization and albahing middle class which is giving
a boost to (bottled water) Industry ...India is aldgahe tenth largest water consumer |n
the world.

Sahara Times, 22 November 2008

This trend of rising consumption is captured wellnational income accounts of South
Asian economies. Figure IlI-7 shows that consunmptiolndia and Sri Lanka increased
five fold between 1970 and 2007 with the fastestwgn registered since the 1990’s.
Pakistan’s economy in the 1990’s was relativelyndimt because of macro-economic
difficulties and so was the growth in consumptidtowever, income growth and

consumption rebounded sharply in 2002.
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Figure 111-6

Consumption Growth (Base: 1970)
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The Evolving Structure of the Economies

The sectoral composition of South Asian econonmessgsured in terms of shares in total
GDP, has changed significantly in the period ofstabtially increased remittances, a form
in consumption spending and rapid economic grod@B0-2006. Agriculture’s share in
GDP has declined sharply by 17 percentage poiats 88 percent to 21 percent.
Strikingly, industry’s share increased by just Bcpatage points in this period of rapid
economic growth. The services sector, on the dthed, saw a significant increase of 13
percentage points in its share.

The pattern of agricultures’ decline and growingpariance of services in the national
economy is repeated in all South Asian economiesveéver, there are some surprises with
respect to the share of industry.

India, by far the largest economy in South Asia ane that grew the most rapidly, saw a
halving of agriculture’s share in GDP, a modestease in industry’s share and a
substantial increase of 16 percentage points isd¢hdces sector’'s share. In Pakistan, the
increase in the share of services was 7 perceptages, agriculture’s share halved and
industry’s share increased by a modest 2 percempiaigés. Sri Lanka is striking in that the
share of industry actually fell by 2 percentagenp®in the quarter century of consumption
led boom. The sharp increase in the services santba sharp decline in agriculture’s
share was similar to the other three major SoufarAsconomies.
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Bangladesh, on the other hand, bucks the Soutt &eleast with respect to Industry
whose share increased by 8 percentage points thieilgervices’ share increased by a
modest 4 percentage points. Agriculture’s declvmyever, was consistent with the South
Asian pattern.

What does this evolving structure of South Asiaoneenies, with services accounting for

the largest and the fastest growing sector, imphoferall productivity and therefore
economic growth?

Figure 111-7

Changing Structure of Economy in South Asia
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Figure 111-9

Sectoral Shares in South Asia
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Figure 111-10
Sectoral Shares in India
60
_/__-

" l/ﬁ__’—‘/
40

30 \_'\

% of GDP

Agriculture

Services

Source: World Development Indicators 2008

28

20 ——
10
o ——————
o > © o o o L >
a5 5 af a5 =3 =1 S5 ) IS
S N - e

Incustry




Figure 111-11

Sectoral Shares in Pakistan

60
50 e

a

ERTe)

o

[=]

= ——

Agriculture

20
. M

10

Source: World Development Indicators 2008

Services

Industry

Figure 111-12
Sectoral Shares in Bangladesh
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Figure 111-13

Sectoral Shares in Sri Lanka
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Role of Policy

Understanding the role of policy in the evolutiohtlbe economic structures in South
Asia is important for obvious reasons. It is usefube able to identify the policies that
are likely to have the greatest impact on restrugguthe economy. In low middle
income South Asia, this is particularly attractsiace it will help focus scarce resources
on those triggers that will put the economies anhigher growth trajectory quickly and
efficiently and thus facilitate achieving the olijee of single digit poverty.

One approach to understanding the role of policganth Asia’s economic growth is to
carry out detailed country case studies and examgroeith experiences under broad
categories of policy regimes that capture degrdesconomic liberalizatiol!. Each
country’s policy regimes are described as fallingder one or the other six broad
categories of liberalization and then economic greneince is assessed in terms of
industrial and overall GDP growth. The findingse aeported in Table 111.2 The
problem with this approach is the difficulty of a&islishing causality because of
extraneous factors. For example, Pakistan’s reobiiberalization has been quite good
and yet economic performance has been highly varEds is largely because
geopolitical considerations (CENTO and SEATO alliesy Soviet occupation of
Afghanistan and more recently the war on terroryehalriven large inflows of
concessionary external financing rather than refo8uch inflows have a stop-go

19 Kirit Parikh edited, Explaining Growth in SouthiAsOxford University Press, New Delhi, 2006.
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character to them that dominates the economicmefimpact. Similarly, Sri Lanka’s civil
war would have repressed economic outcomes regardie the policy regime. The
recent escalation of terrorist activity in Pakisthas also adversely affected growth
outcomes regardless of the pace of economic reform.

Contextualizing South Asia’s growth performanceha discussion on the role of policy
in economic growth, it has been argif@dhat the impressive development performance
since the 1980s is the result sound policies - mainwhich are consistent with the
“Washington consensus”and other more recent approaches to economic kafowhis
policy framework, it is argued, has supported glgwhnproved human development, and
helped reduce poverty. Thus South Asia’s good agwveent outcomes, despite the weak
institutions, is not as much of a “puzzle” or “stge” as some might think, because a
large number of good policies have prevailed degpierall weak institutions.

It is recommended that these policies be continteed, institutions also need to be
strengthened to accelerate growth and achievetarfpace of poverty reduction. The
evidence on growing income inequality is highlighteand ascribed to policy and
institutional failures that need to be addressandd&e growth work better for the poor.

Table 1.2

Impact on industrial growth Impact on GDP
Policy regime growth
Free market with passive policies Sri Lanka: viltiuao growth Sri Lanka:

Modest growth

Import substitution based Good industrial growth except in | Poor growth
industrialization with some controls Bangladesh where disruption due|to
on pricing and production and tradecivil war; but impetus peters out,

especially in small economies
ISI strategies with stricter control | India, Pakistan, Sri Lanka pursue | Poor growth
and regulation of production and | this in the 1970s and see little
trade along with nationalization andindustrial growth
emphasis on the public sector
Regulated industries, trade Sri Lanka saw growth rate of 9.91| 6.6% in Sri
restrictions but with export percent; Bangladesh saw relativelyLanka
promotion modest growth in 1981-89.
Deregulation of domestic industries Even with some import restrictions,6.6% in Sri
and modest trade liberalization healthy growth rate Lanka

20 sadiq Ahmed (World Bank, 2006)

21 3ohn Williamson Ed., “What Washington means byidgdReform”, inLatin American Adjustment: How
much has Happened®ashington DC: Institute of International Econosit990

22 See, for example, Michael Spence

% Summarized from Kirit Parikh, “Explaining Growth South Asia”, Oxford University Press , New

Delhi, 2006.
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Impact on industrial growth Impact on GDP

Policy regime growth
Deregulation and liberalized trade | A spurt in growth rates in all five | Indian GDP
regime countries but then slow down. In | growth, 1992-

India industrial growth rise to 7.6 | 96, shoots up to
percent but then slows down to 4.86.7 percent but
percent. In Pakistan, also industrialthen slows down
growth slows down in the 1990's. | to 5.4 percent
after 1997.

Perhaps the best known, and most criticized, viethepolicies that matter in explaining
growth is ascribed to Williamson. He was the fisput out a list of ten policy reforms,
the elements of the co-called “Washington Consénsus

— Maintain fiscal discipline as measured by low flsdeficits

— Set public expenditure priorities that favor healémd education
expenditures rather than defense spending, gepebdic administration,
and subsidies

— Undertake tax reforms to increase revenues usifgoadly based tax
system with low marginal rates.

— Move to interest rates that are market based angasitive in real terms

— Maintain a competitive exchange rate to promoteogsp

— Base trade policy on import liberalization with neodte tariffs (10 to 20
percent with little dispersion)

— Encourage foreign direct investment

— Support privatization

— Promote competition through deregulation

— Define and ensure property rights

As discussed above, several South Asian econonsies implemented, with varying
degree of completion, policies encompassed by tlashidgton consensus and with
varying success.

Devarajan and Nafif have assessed (see earlier discussion in Chaptbo\&) recent
economic performance in South Asia in light of thimding constraints to growth
identified in other contexts. These include wideesp perception of corruption, civil
conflict, high fiscal deficit, enclave economy cheteristics and misaligned exchange
rates. However, South Asian economies appear te bercome their respective binding
constraints. Devarajan and Nabi argue that whilgtsésia may well have overcome the
binding constraints in the short run, they will eotvack to haunt them in the long run as
they strive for higher growth rates of 8-10 percent

% shantayanan Devarajan and ljaz N&sgmising, Unequalizing, SustainablEPW August 19, 2006
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Part Il of this monograph takes a sectoral persgecin the policy framework needed to
sustain high growth in services, agriculture anchafacturing. The policy discussion for
manufacturing will identify the policy framework @h has stunted the growth of the
manufacturing which, in turn, has adversely affé@euth Asia’s ability to generate high
productivity jobs to reduce poverty to single digand improve the welfare of South
Asian citizens.
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Part II: Sustaining High Growth into the Future
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IV: Modernizing Services

Services and Economic Growth

The Balassa-Samuelson Hypoth&sigtatesthat rich countries tend to have higher price
levels than poor countries not simply because itte countries have higher absolute
productivity levels than poor countries, but beeaush countries areelatively more
productive in thetraded goods sector. Non-traded goods tend to be morecser
intensive and there is much less room for establishechnological superiority.
Historical data confirms that in most industriatizeconomies, technological progress in
service intensive goods (education, health, insigaetc.) has been slower than for
manufactures, which tend to be more traded.

A separate strain of literatiffeargues that with appropriate policies and by eiing
FDI, the services sector in less well-off econonuas experience sustained productivity
growth. The structure and performance of the sesvisector in a sample of Eastern
European economies for the periods 1997-2000 afd-2004 reveal that: i) while most
service sub-sectors are characterized by stronduptiwity growth, there persist large
disparities in labor productivity growth rates a&gocountries and sub-sectors; ii) that
services that produce or employ Information and @omication Technologies (ICTs),
or utilize more skilled labor, show substantialligher labor productivity levels; iii)
labor productivity is higher in countries that haaehieved more progress in services
sector reforms, particularly in financial intermaiion; and iv) there is a positive and
significant relationship between liberalization sérvices and labor productivity of
downstream manufacturing sub-sectors.

Research on the East Asian experiéfat®ws that when manufacturing is dynamic and
export-led, the services sector follows suit. Sid&@80, East Asian economies have
experienced average growth rates of 8.1 percerthenservices sector. Meanwhile,
manufacturing GDP growth averaged 24 percent. Giliengrowth experienced in both
the services and the manufacturing, it is arguadiths highly probable that the mutually
reinforcing spillovers effects are real and sigrafit.

The main conclusions on the role of services imgindrom the literature thus are:

» Productivity growth is higher in tradable than onrtradable sectors

» Services, typically, are non-traded and therefoorilds have lower productivity
than trade goods

» Tradable services have higher productivity growth

% Bela Balassa, 1964. "The Purchasing-Power Panttriihe: A Reappraisal,” Journal of Political
Economy, University of Chicago Press, vol. 72,58; Samuelson, P. A. (1964), "Theoretical Notes on
Trade Problems", Review of Economics and Statigt&c§2): 145-154

% Ana M. Fernandes (2007)

%’ Clemeset al (2003)
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* FDIlin tradable services increases productivitgenvices
* Productivity in services increases with growth iarmafactured exports.

A recent World Bank stud$ takes an uncharacteristically strong positiondaozating
that services will deliver high growth in South AsiThe three characteristics of services
that are usually considered as hampering the sectde in delivering high growth are i)
typically, labor productivity is low in servicesi) ithey are skill intensive and, given
education attainments, this poses a difficult sygganstraint and iii) they suffer from
geographic concentration that leads to unbalancedth. It is then argued that all three
constraints can be surmounted. The second cortstanbe relieved via an aggressive
program for expanding education and the third i¢ just restricted to services;
manufacturing can also be similarly concentratduer&fore, a proactive policy will be
needed to address this constraint. The primarysthofi the World Bank study is on
explaining why services have come to be so cemtr@buth Asia growth, how much they
contribute to growth and why services led growthkisly to be sustained.

The virtuous cycle of economic growth requiring thigconomic density/population
density, low distance/low transportation costs, l@sd division/more trade would suggest
that the manufacturing traded goods will delivestained high growti. Services, on
the other hand, usually considered to be boundibhye” and “proximity” entails higher
transaction cost, are not easily traded. Thus tleegot provide a hook into international
demand and therefore do not deliver sustained dnigith.

It is argued® that technology is changing this traditional vievservices. Information
communication technology has given us the three fEshnology, transportability and
tradability, so that new services have emerged #Hrat easily traded. Indeed, the
technology has enabled countries such as Indiavéocome the binding constraint of
poor infrastructure to enjoy a comparative advamtaginternational trade that would
otherwise not be possible. High value exportedisesy responding to global demand,
are thus a new variety of services that have littleommon with the traditional services
and can deliver sustained high growth.

The central role of services in economic growtlo @sierges out of the literature on New
Economic Geography (NE&)that is grounded in the well known ideas of insieg
returns to scale, trade costs and factor mobilitgt ttogether produce comparative
advantage via agglomeratitin It is argued that these advantages of econoetgraphy
come into play for services as opposed to manufadtgoods, in whose context the NEG

2 ugearyices-led Growth in South Asia”, Poverty Retiloie and Economic Management Unit, South Asia
Region, World Bank, April 2009.

29 \World Development Report, 2009.

30415 Services-Led Growth A Miracle For South Asid® Ejaz Ghani in “Services-led Growth in South
Asia”, Poverty Reduction and Economic Managemerit,\@outh Asia Region, World Bank, April 2009.
31 «“New Economic Geography, Services and South Assjaiaarten Bosker and Harry Garretsen in
“Services-led Growth in South Asia”, Poverty Redoictand Economic Management Unit, South Asia
Region, World Bank, April 2009.

32 paul Krugman, “Increasing Returns and EconomicgBaahy”, Journal of Political Economy, 99: 483-
499
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theory was developed, once Information Communicaliechnology allows developing
countries to overcome their infrastructure conatrai

Which view on services explains best the ongoingtrueturing of South Asian
economies requires an empirical examination of dhielence. Here it is important to
point out at the outset that statistical informatem services is poor compared to the data
on manufacturing and agriculture. The emphasiséndevelopment literature in the past
has been on the importance of agriculture and naatwing and data pertaining to these
sectors is of reasonable quality. Services, onather hand, are both ill-defined and
poorly measured. This in itself is a good reasoavimid any sweeping conclusions about
services and their role in the economy.

Not-withstanding the statistical difficulties, it iwell-established that services now
constitute the largest and growing segment of Sésihn economies. Given per capita
GDP, in all major South Asian economies i.e. Batgth, India, Nepal, Pakistan and Sri
Lanka, value added in services is higher than dongarator countries. This is especially
so with respect to the East Asian economies wh&€B @er capita is higher compared to
South Asia but the share of services in the econisragnaller.

Current State of South Asian Services
Composition of services

The four main categories of services are Constnc{iCon), Wholesale/retail trade,

restaurants and hotels (wsh), transport, storagke cammunications (tsc) and other

activities (financial intermediation, business $e#% and social work (fbs). By far, the

largest share in GDP is that of the last groupeo¥ises whose share in total value added
in the past 25 years has increased from 21% to 28%.share of whole sale, retail,

restaurants and hotels is up from 14% to 17%, p@msstorage and communications
services share doubled to 12%, and constructiap fsom 5% to 7%.

At the country level, financial intermediation ahdisiness services have grown the
fastest and now account for 28% of total value ddd&Vhole sale and retail trade,
restaurants and hotels and transport, storage@nthanications have increased by about
5 percentage points. Construction’s share is moless flat.

In Pakistan all four major categories of servicagengrown relatively modestly between
0% and 3% growth, while the construction sectohars in total value added shows a
slight decline.

In Sri Lanka also the increase in the share ofisesvin total value added is relatively

modest across the four major category of servicese growing by more than about 3%
(which is wholesale, retail trade, restaurants lzotels).

38



Figure 1V.1.1

Share of Key Services in Total Value Added in South Asia
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Figure IV.1.2

Share of Key Services in Total Value Added in India
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Figure 1V.1.3

Share of Key Services in Total Value Added in Pakistan
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Splintering of services

The case for services as the new engine of groedts ron the view that services are
splintering into traditional services that are cuderized by low technology and low
productivity and the high technology, “informatiomge” services that have high
productivity and a large untapped international dedi>

Modern services thus are tradable and enjoy thdoamgation effects previously
associated with tradable goods only. This requaebetter understanding of what
constitutes modern services and their role in tmmemies of South Asia.

Consistent with the recent World Bank report, madservices comprise Banking,
Insurance, Financial and Communication relatedisesv Traditional services comprise
Trade, Hotels and Restaurants, Personal, Culturdl Recreational, Community and
Social, Transportation, Storage, Real Estate dwelland Government and Public
Administration services. Using this compositiortraiditional and modern services, in the

% Bhagwati, Jagdish. 1984a, “Splintering and Disedinent of Services and Developing Nations”, The
World Economy 7:: 133-134; 1984b, “Why are Servi€égaper in Poor countries?” Economic Journal 94:
279-86.; 1987, “Trade in Services and Multilatéalgotiations”, World Bank Economic Revierw 1: 549-
69.
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period 2000-06, most South Asian economies achisubdtantially higher growth rates
in modern services compared to traditional servidé® difference in the growth rates
ranged from 3% in Bangladesh to 13% in Sri Lankaly@ Nepal the growth rates were
the same for two types of services. Thus, it wapgear that the splintering of services
is going on.

Table 1V.1.1: Difference in the Growth rates of Mod and Traditional Services

Bangladesh 3% higher
India 5.5% higher
Nepal No difference
Pakistan 4% higher
Sri Lanka 13% higher

Adapted from Ghani, Ejaz.

Trade in services

Despite the rapid growth of modern services in B&dia, services, by and large, are not
export oriented (Figure Iv.1.4). In Bangladeshy®ess have constituted less than 5% of
total exports and there is little evidence of imment. In Pakistan, the share in total
exports is somewhat higher (12%) but is stagnahé @xception to this general South
Asian trend is India where services share in espoad, by 2005, doubled from around
20% in the early 1990’s.
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Figure IV.1. 4

Share of Services in SA Total Exports
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The impact of services on South Asia’s overall ¢raaén also be viewed from the
perspective of balance of payméfitsThe traded services in South Asia are
Transportation, Travel, Communications, constructiRoyalties and license fees,
Finance and insurance and computer and businesgeser Bangladesh, Nepal,
Pakistan and Sri Lanka have run up an overall defiche services account of the
balance of payments. Only India ($11.7 billion 08% of GDP) and the Maldives
($240 million or a hefty 26% of GDP) have a surpllrs India, this is due to the
export of computer and business services that gete$52 billion in export earnings
in 2006. In the Maldives, travel related servidesiism) generated $434 million.

Services are also attracting an increasing volumeDd into South Asia. Between
1990 and 2006, the stock of FDI increased from aht&$5 billion (1.2% of South
Asian GDP) to US$73 billion (6.5 % of GDP). Indiiom $1.7 billion to $50.7
billion) and Pakistan ($2 billion to $14.8 billioaccounted for most of the increase.
Nearly 50% of the increase in FDI in India was he tservices sector while in
Pakistan it was 70%.

3 Barry Bosworth and Annemie Maertens. “The Rol&efvices Sector in Economic Growth And
Employment Generation in South Asia”.
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Figure IV.1.5.
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Figure IV.1.6
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India’s remarkable succes’

Clearly, India is an outlier in South Asia in termisgrowth of modern, export oriented
service activity. Software production starting .1 billion in 1996-97 increased
exponentially to US$23 billion in 2006. India nowccaunts for 60% of global
outsourcing. This is talked about as the seconétguebundling of the production
process whereby the parent firm unbundles its @paélue chain by outsourcing over
great distances. The routine tasks are sent towage economies while the complex
tasks are done in the high wage economy of firm&aiiori®. It is consistent with the
predictions of the New Economic Growth models cestearound economic geography.

Several factors account for India’'s emergence a®faware giant. One is the sharp
decrease in the cost of communications. The coattbfee minute call from South Asia
to the US fell from $6 in 1997 to $2 in 2004. Thestcof internet has fallen even more
dramatically. But this factor alone is not enoughce many countries could have
benefited from it. The availability of a large nuembof low wage English speaking
workers would also matter. But the success of mietlshows that this alone is also not
enough and that a gigantic low wage work forceas meeded to succeed in software
services. A comparison of India, Pakistan and @nla, the three relatively successful
exporters of computer and business services inhS&gig, is illuminating.

The likely determinants of success in these sesweoauld be the quality of infrastructure
(electrification, availability of the internet ants bandwidth, telephony) and education
(secondary and tertiary workers) and facility withglish language. Table IV.1.2 shows
that no country is an outlier in terms of theseedatnants. India is better placed
compared to Pakistan and Sri Lanka regarding tingoeu of internet users but Sri Lanka
has a larger proportion of broadband subscribBekistan and Sri Lanka have twice the
number of telephone subscribers compared to Irgliectrification rates in India and
Pakistan are about the same and both are lowerShdranka’s. And yet India’s export
of computer and business services is a hundreds tthed of Pakistan and Pakistan’s is
twice that of Sri Lanka. Clearly, there is a nggstory here!

The following story line is offered as a hypothdsi€xplain India’s magnificent success.
India’s large diaspora based in California and o#tate-of-the-art clusters of computer
and business services and their access to intenahtietworks at a time when the second
great unbundling was starting probably gave Intm ihitial advantage. The timing of
deregulation of telecommunications in India madanitattractive destination, particularly
in forward looking cities like Bangalore that hacciéical mass of [IT graduates and
entrepreneurs like WIPRO’s Azim Premji looking foew global opportunities. The
economies of scale and agglomeration effects titethd rest.

% This is based on Bosker Maarten and Harry Gamet$ew Economic Geography, Services and South
Asia” in E. Ghani World Bank report..

% Robert-Nicoud, F. 2008. “Offshoring of Routineska and Deindustrialization: Threat or Opportunity
and for Whom.?” Journal of Urban Economics 63 §2)7-535.

44



The question is why Pakistan and Sri Lanka did gmtthe same route despite their
advantage in having their respective diasporalerright places and better infrastructure
than India’s? To some extent, the answer may lignénacute internal security situation.
Sri Lanka was in a protracted civil war that clagimaost of policy attention. Pakistan
was also faced with deteriorating external secuwdynbined with political and macro-
economic instability that were a huge distracti@iven the importance of security
concerns, it is not surprising that India’s morageful South, especially Bangalore, was
the first to attract international interest in cartgr and business services.

Table IV. 1. 2: Export of Computer and Businessviges and Some Correlates

India Pakistan Sri Lanka
Export of computer and $52.3billion|  $556 million $288 million
business services
Electrification rate 0.56 0.54 0.66
Internet users per 1000 people  17.1 10.7 4
Broadband subscribers per 100 (.27 0.08 0.33
people
Telephone subscribers per 100 23 51 56
people
Secondary enroliment rate (%
Mo (o) 59 (49) 32 (25) 83 (89)
Tertiary enroliment rate (%)
Male (Female) 13 (9) 5(4) - ()
# of English speakers 90000 17000 1910
% of English speakers 10.7 10.4 9.9

Adapted from Bosker and Garretsen (2008) and Basward Maartens (2008
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Services as the Engine of Future Growth

The review of the structure of the services settoBouth Asia establishes that three
countries where services have growth the fastest ladia, Pakistan and Sri Lanka.
Services now comprise the largest sector in thesaanies. Furthermore, services are
increasingly splintered into modern and traditiosatvices and the modern services are
growing faster than traditional services. In Indi@e modern services are dominated by
computer and business services for which Indiadssablished itself as a world leader.
This, especially the Indian experience has lecheoview that South Asia has found it
own, different, route to development: that SoutleAsdevelopment will be services-led
rather than manufacturing-led which is East Asipa@h (and also the developed
countries’ in the past) to development.

It was argued earlier that for a sector to be t@emy’s engine of long term sustained
growth, it has to satisfy two requirements. Onehigt it should create jobs of rising
worker productivity that would lead to rising wagasd improved standards of living.
The other is that that the sector should createdbjobs so that more and more workers
benefit from rising productivity and wages.

Is services the sector that will result in longitesustained growth of the kind outlined
above? The three graphs (IV.1.7 to IV.1.9) attemmpainswer. Figure 1V.1.7 shows how
the services sector has grown since the 1980’8 isctlearly the outlier with consistent
and increasing growth in services since the 198@'Pakistan, growth slipped in the
1990’s as did the overall economy because of macomomic and political uncertainties
of that decade. Growth in Sri Lanka’s services ves&kl in recent years as internal
security deteriorated because of the civil conflict

The evidence on growth in worker productivity i®gented in Figure IV.1.8. Growth in
output per worker has been robust in India, thetnsascessful service sector South
Asian economy, but is variable. It doubled betw#en decades of the 1980's and the
1990’s but then tapered off. It Pakistan workerdociivity growth in services has
impressive in the 1980’s but has since fallen digatphas also weakened in Sri Lanka in
recent years.

Employment growth in the three countries is presgim Figure 1V.1.9. In both India and
Pakistan, employment growth in services has bebuostp more so in India than in
Pakistan. However, in Sri Lanka, employment grointkervices is less stable.

How do productivity and employment growth in seesaccompare with agriculture and
industry? This is seen for the three countriesrapls IV.1.10a to 1V.1.12b. In India,
worker productivity growth in industry was as highindustry in the 1990’s.

Agriculture, on the other hand, has seen continalmedine in productivity. In Pakistan,
worker productivity in industry was higher than &ervices in the 1980’s and the 1990’s
but has fallen recently. Worker productivity in iggiture, that was robust in the past, fell
sharply in 2000-06. In Sri Lanka, worker produityivn industry has continued to fall in
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the last 26 years. Agriculture has also seen argeah worker productivity in recent
years.

Employment growth in India has been somewhat highendustry than in services in
recent years. In Pakistan employment growth in stiguis quite strong and in recent
years was stronger than in services. In Sri Laek@ployment growth in industry is the
strongest of all sectors and has been so throudt8@@-2006.

Given the strong productivity growth potential igrigulture and the robust albeit
episodic growth and employment potential in indgsitr would appear that South Asia
can ill-afford to focus only on the services sect®his is all the more important in view
of the fact that 57 percent, 68 percent and 75gmerof the labor force in India, Pakistan
and Sri Lanka, respectively, is employed in agtio@ and industry (Table 1V.1.3).
Policy challenges in all three sectors of the ecties need to be addressed for sustained
high growth. In the following sections, employmend productivity challenges faced by
South Asia’s agriculture and manufacturing will éhecussed. A brief summary of the
challenges facing the services sector is presentts section.

Box I.IV.1

Figure 1V.1.13 below shows that China outperformdid in overall productivity and
TFP growth and in labor productivity in all thresctors of the economy. Indeed, if India
were to emulate China’s performance in labor praditg growth in industry, the overall
gain to the economy would be larger than pursuiegpath of services-led growth. Thus
it may be premature to declare the services séxtoe the sole deliverer of South Asian
economic growth.

Sources of Growth in Output per Worker
in India and China, 1980-2006

6 + O India
4 m China
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Continued low productivity in agriculture, manufachg and traditional services such as
retail trade and construction should be a majoceonfor policy makers since the
sectors will remain important for the vast majowfythe 1.4 billion South Asians.

Figure 1IV.1.7
Output Growth in Services: India,
Pakistan, Sri Lanka
10
E 8 7
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Figure 1V.1.8

Employment Growth in Services: India,
Pakistan, Sri Lanka

6
g
(8]
g 4 | @ India
% 3 4 | Pakistan
§ 2 O Sri Lanka

1980-1990 1990-2000 2000-2006

48



Figure 1V.1.9

Output Per Worker Growth in Services:
India, Pakistan, Sri Lanka
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Pakistan: Enployment Growth
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Table IV.1.3

Percentage Share of Employment by Sector

1980 1990 2000 2006
Pakistan *’
Agriculture 52.72 47.45 42.09 43.37
Industry 9.56 12.38 13.91 13.93
Services 37.72 40.17 44 42.7
100 100 100 100
Sri Lanka *®
Agriculture 49.8 a7 40.3 41.2
Industry 12.06 19.2 23.6 26.6
Services 38.14 33.8 36 32.2
100 100 99.9 100
India *°
Agriculture 68.82 67.2 56.67 58.17
Industry 11.71 10.05 14.02 12.36
Services 19.47 22.75 29.31 29.47
100 100 100 100

37 Computed from the State Bank of Pakistan’s AniRegort 2006-2007
% Computed from the Sri Lanka Labor Force SurveynalFReport 2006-2007

39 Nss 61st.Round ‘Employment and Unemployment Sibuati India- Part |, Report No. 515
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Challenges Ahead

Services have an important role in raising the aVg@roductivity level and wages in the
economy and thus contribute to sustained high droBait impediments to the growth of
modern services will have to be removed and thegdacity to generate jobs will need to
be enhanced. Some of the areas of reform identifigite literatur&” include:

Better integration of areas with low productivityaditional skills with those that have
higher productivity modern skills. This will reqeirremoving impediments in the
mobility of labor and capital between regions.

Since modern services are education intensive 8b iticrease in the enrollment of
secondary and tertiary education and improvemetitdrquality of education at all levels
is essential for completing the transition to modsegrvices.

The quality of infrastructure will need to be impeal, in particular the communications
infrastructure even in India that is the most adeah South Asian economy in

modernizing services. While it is established thmtia’s telecom reform helped the

economy by-pass the infrastructure constraints dfabg manufactured goods, by

international standards, there is still a lot todmne to continue to increase returns in
modern services. Data from WDR 2009 on internationtegration is summarized in

Table 1.IV.4. India does better than other SoutlaA<ountries (but not Sri Lanka) in

terms of band-width but there is a huge gap contbear& hailand, Malaysia and China.

On international calls traffic and cost of calls@lSouth Asia doesn’t do too well and
more investment will be needed to reduce costs.

Table 1.1V.4
Internet bandwidth (bits per | Voice (international Three minute
person) calls traffic in call cost (US$)
minutes per person)

Bangladesh 8 6.4 2.02
India 24.3 3 1.19
Nepal 4.6 5.6 2.04
Pakistan 4.6 10.5 1.03
Sri Lanka 25.1 27.9 2.11
Thailand 156.2 14.1 0.67
Malaysia 124.5 87.9 0.71
China 195.7 7.3 2.9

0 See, among others, “Trade in Services: Accessragn markets, domestic reform and international
negotiations”, South Asia Region, The World Bank02.
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In addition to telecommunications infrastructurkcéricity provision is also crucial for
modernizing services since it facilitates the ugdation and speeding up of the processes
in the services supply chain. Investment in televoamications and electricity will make
more services tradable and thus further strengiberices led export growth.

Modernizing the traditional servicing will requieglditional investment, both foreign and
domestic. The overall quality of regulation thateafs private investment in services
needs to be improved, such as quantitative resingtand limits on FDI. Furthermore,
explicit discrimination against private foreign amtbmestic providers of services,
statutory policies preventing consolidation of se#g and weakness in the qualification
and licensing requirements also need to be re-exami

The export markets for health and education sesviea be strengthened by improving
the regulatory regime that affects the qualityervices in the local regional market.

To take advantage of global trade in services, rdggon will need to take a more
proactive, forward looking stance in internationagjotiations on traded services than the
current defensive stance that protects the statos his will require some domestic
liberalization of the services regime to ensurddoedccess to international markets for
the regions’ traded services.
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Table 1.1V.5: Rates of Growth, Total Economy and M#r Sectors, South Asia Countries, 1980, 2006
Average annual percentage rate of change

Total Economy Agricultural Industry
Services Reallocation
1980- 1990- | 2000- | 1980- 1990- 2000- 1980- 1990- 2000- 1980- 1990- 2000- 1980- 1990- | 2000-

Component 1990 2000 | 2006 | 1990 2000 2006 1990 2000 2006 1990 2000 2006 1990 2000 | 2006
Bangladesh

Real Output Growth 3.7 4.7 5.6 25 3.2 2.8 5.8 96 7.8 37 45 5.8

Employment 2.8 1.9 4.0 1.1 1.4 29 6.2 21 6.2 9 4 2.6 47

Output Per Worker 0.9 2.7 1.6 1.3 1.8 0.0 04 74 1.5 1.1 1.8 1.1 1.0 0.3 0.7
India

Real Output Growth 55 5.7 75 3.4 2.2 2.9 71 55 8.1 6.5 8.4 9.3

Employment 2.0 1.6 2.9 1.2 0.8 1.6 36 2.2 5.2 6 3 3.4 4.4

Output Per Worker 35 4.1 45 2.2 1.3 1.4 3.4 3 3. 2.7 2.8 4.9 46 0.8 0.9 1.2
Maldives

Real Output Growth 115 7.9 6.7 11.0 1.9 6.8 411. 93 9.4 11.7 8.6 6.2

Employment N/A 4.4 42 N/A -1.8 1.1 N/A 2.7 85  N/A 48 7.3

Output Per Work N/A 3.2 2.5 N/A 3.€ 5. N/A 6.4 0.8 N/A 3.€ -1.¢ N/A N/A N/A
Nepal

Real Output Growt 4.7 5.C 3.2 4.€ 2.4 3.€ 8.1 7.€ 2.€ 35 6.5 3.E

Employment 0.7 1.8 1.9 -0.5 0.1 0.1 19.1 195 17.7 7.9 46 4.2

Output Per Worker 40 3.1 1.4 5.1 25 3.7 92 98- -12.8 -4.0 1.9 0.7 42 2.4 2.6
Pakistan

Real Output Growth 6.1 4.4 5.4 4.0 4.4 21 7.7 24 7.3 6.6 45 6.1

Employment 2.0 21 4.1 1.8 1.6 2.2 1.8 1.2 6.6 8 2 37 5.3

Output Per Worker 40 2.2 1.3 2.2 2.8 0.2 5.8 92 0.7 37 0.8 0.8 0.3 0.4 0.8
Sri Lanka

Real Output Growth 42 5.1 3.8 2.8 1.9 0.8 45 8 6 35 49 5.8 5.1

Employment 1.4 23 2.0 1.7 0.4 0.1 1.1 43 40 12 4.1 2.4

Output Per Worker 2.7 2.8 1.8 1.1 2.2 0.7 3.4 32 05 3.7 1.7 26 0.0 0.8 0.4

Source: Bosworth and Maertens (2008)
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V. Realizing Agriculture’s Potential

The importance of the rural economy in South Asianot be overstated (Table V.1).
More than two thirds of the region’s populationides in rural areas (over 70% in India
and Bangladesh and 85% in Sri Lanka). Agriculttoltinues to provide employment to
a large proportion of the region’s work force (5580d 60% in India and Nepal
respectively). Importantly, nearly a third or maoé the rural population in India,

Pakistan, Bangladesh and Nepal consists of penpig below the poverty line.

And yet, South Asia’s high GDP growth appears teehby passed agriculture, whose
share in GDP continues to decline without a comrateeincrease in productivity and

shedding of labor.

Table V.1: The continuing significance of agricultue in South Asia

Rural Population Employment in Agriculture Share Poverty Head
(% of total) Agriculture in GDP (%) Count, Rural
(% of total) (%)
2000
Early and

1981 2007 1981 2006 1981 2007 1990s | After
Bangladesh 85 73 62 48 32 19 55.2 43,8
Bhutan 89 67 94 56 42 21
Nepal 94 83 90 60 61 34 43.3 34.6
Pakistan 72 64 53 43 31 21 33.4 35.9
Sri Lanka 81 85 47 32 28 12 27 7.9
India 77 71 69 55 34 18 37.3 30.2

Source: World Development Indicators 2009; Boswartd Maertens (2008) and World Bank various
reports.

Poor performance of agriculture has serious socom@mic implications. Enclaves of
prosperity have emerged in and around mega cikedlelhi, Bombay, Karachi, Lahore,
Colombo and Dhaka. Villages and towns located &rrdway from the large cities have
stagnated thus widening the income gap betweemutia and urban populations. This
dualistic development and the consequent rise ¢onre inequality and persistence of
rural poverty is one of the central challenges @iintaining sustained high growth in
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South Asia. The key for meeting this challengéhss tejuvenation of the rural economy,
primarily agriculture.

Competitiveness of South Asian Agriculture

Agriculture’s international competitiveness is @nmvby crop yields or crop output per
care. In most international comparisons, crop gietdSouth Asia are far below those in
comparable countries. Figure 1V.2.1 (left panelpwh this for important crops such as
wheat, maize, rice and soybeans. Wheat yields dialand Pakistan are half those in
China. It is more instructive, however, to compgieds across similar endowments.
The right panel of Figure 1V.2.1 thus comparesdgedf wheat, paddy, cotton, maize and
chick peas in canal irrigated, rich soil endowedllian and Pakistani Punjabs with
cultivation in similar conditions in Egypt. Thegtire shows Egyptian yields to be
substantially higher for all crops. The challendeirternational competitiveness thus
remains to be addressed in South Asian agriculture.

Figure 1V.2.1: Comparison of Agricultural Perforntanwith Best Practice

(Source: Left panel:; right panel: Punjab EconoRéport, World Bank, 2005
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The evidence on yield performance over time (FigWi2.2) is encouraging and shows
that improvements are possible. In the period, 18817, wheat yields have nearly
doubled in both India and Pakistan. In the sameoggerice yields also increased
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appreciably (up nearly 60% over 1981) on Indiam&and to a lesser extent in Pakistan
(up 22%).

Figure IV.2.2. Trends in Yields of Wheat and Rice
Source: FAO Statistical Database
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Source: FAOSTAT: FAO Statistics on Agriculture 2009

Crop yield trends in Bangladesh and Nepal are mkegure 1V.2.3). In Bangladesh
(left panel), rice and cereal yields increasechinperiod 1977-1997. For jute, wheat and
oil seeds, yields increased between 1977 and 188thbn declined in 1997. In Nepal
(left panel), potato and sugarcane yields increabedply in 1984/85 - 2004/05 but less
impressively for oilseeds, tobacco and jute. Tmslarscores the fact that crop yields,
though improving compared to the past, are stithicantly below potential.
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Figure 1V.2.3. Trends in Yields in Bangladesh & ldkp

Source: Ministry of Planning, Bangladesh; GovernnuéiNepal
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Source: Bangladesh Census of Agriculture and Loagst1977, 1984 and 1997, Bangladesh
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Continuing large gaps in crop productivity acrasgions is a major reason for overall below
potential performance. For four major crops ionidndice, wheat, maize and cotton, states
with high worker productivity in general have swrgtally higher crop yields compared to
states with low worker productivity (figure 1V.2.keft panel). This points to the importance
of raising farm worker productivity to increase oty-wide yields to their potential. For
Nepal, yield differences on account of soil andnelie variation are captured in the right
panel of Figure IV.2.4. To some extent, of coumgh regional variation is unavoidable.
Soil and climate conditions in the Terai are botmde more conducive to rice and wheat
cultivation than in the mountains and hills. Thars to the need for crop specialization by
regions based on comparative advantage to actievelt potential in crop production.
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Figure IV.2.4. Regional Variation in Agricultural Performance
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Constraints and Opportunities:

Bangladesh

In Bangladesh, agriculture’s share in GDP has dzddpom around 30% in the 1990s to
20% in 2007. The growth rate picked up in the [880s and reached around 5% but fell
to its average rate of 3% by the 2000s (Bangladeskelopment Series, 2007).
Agriculture contributes 23% to GDP, 54% to employinand 15% to the country’s
exports. The shares of individual sub-sectors 88 for crops, 3% for livestock, 5% for
fisheries, and 2% for forestry. The rural non-fagettor accounts for almost 33% of the
GDP and 46% of all rural employment (Bangladeshit@kxing Agriculture Report,
2005).

Bangladesh has managed to strengthen its foodigeand make a significant dent in
rural poverty. Rice production, which makes up thwes of total value added by crops,
has doubled since independence due to increasewiestment and better policy
incentives. Livestock has registered the highestvtr rate during 2001-06 at 5.1%,
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whereas fisheries grew slowly at 1.8%. In the meA20601-06, despite the decline in net
sown area, value addition in the crop sector (861&ices) has increased steadily.

The increase in agriculture value added comes mé#mnbugh increased productivity of

individual crops, multiple cropping and shiftinghigh valued crop production. Although

this increased productivity has aided Bangladediridging the food-gap, growth in food

grain production has slowed from FY 2002, going ddw an average of 1.8% per year
in FY 2002-06 from an average of 2.4%t over FY 12801. This can be attributed

largely to declining rice and wheat production.

After independence in 1971, the socialist modetadperative farming was encouraged
and implemented by the state. Procurement andildison of inputs such as seed,
fertilizers, and pesticides were controlled by thevernment managed Bangladesh
Agricultural Development Corporation (BADC). In éinwith the import substitution
model a protective umbrella was provided to thalraconomy through the imposition of
quotas, highly differentiated tariffs rates (0% 4®0%), large subsidies, and an
overvalued exchange rate. Protection of the domesttnomy was further reinforced by
market interventions in the form of credit ceilirgpitrary licensing, and price controls.
This policy regime had an adverse effect on pradaoctnd productive efficiency
resulting in a widening gap between demand forsamply of agricultural output (Salim,
R and Hossain, M, Applied Economics, 2006).

Agricultural policy reforms that began in the 1980hcluded reduction in the role of
government in input distribution, lowering of sufiss on agricultural inputs,
liberalization of output markets with producersicprincentive, gradual elimination of
the public food grain distribution system, pricealslization through open tender
procurement policy and allowing the private seatofood grain importation (Salim, R
and Hossain, M, Applied Economics, 2006).

During the first decade of reforms, 1985-94, afer initial slow down, agriculture
exports increased by 25% in 1995, fell in 1996 #meh increased again in 1997 (by
34%) and 1998 (by 11%).

Currently, Bangladesh’s main agricultural expodmprise of raw jute and jute products,
frozen shrimp and fish and tea. While the volumeagricultural exports (except raw jute
and jute manufactures) has remained stable, freaheimp, frog legs and fish have
emerged as significant export items. In the yed@42@gricultural imports amounted to
$1984 million and agricultural exports $114 millioRood products comprise around
80% of agricultural imports, while jute and tearfrfood agricultural products) account
for over 80% of all agricultural exports.

India

India’s agriculture has not performed well. Growttlthe sector has been far below GDP
growth rates, turning negative in 2002-03 (-6.9%d &asing to a modest 2.3% in 2005-06
against GDP growth rate in that year of around 8.Aggicultural labor productivity is
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low with poorer states performing worse than tloher ones. Furthermore, agricultural
yields for major crops are also lower than thoseashparable developing countries.

At the state level, Rajasthan is an example of wedvor productivity is constrained by
the weak linkages to input and output markets dudinbited road connectivity and
communication links (DPR 130). This discouragesnfans from diversifying into higher-
value perishable products.

In Punjab, employment in agriculture has declineanf 53% in 1991 to 39.4 percent in
2001. The state has 3% of India’s net sown arés#6 lof its farming population and
accounts for almost 20% of the country’s wheat pobidn. Growth in such an
agriculturally important state has, however, bedova2.6%, below the state average of
3.2% (RPP 24). Also, the total factor productiviisowth rate has been extremely low,
turning negative (-2.04%) in the southwest region.

Box V.1
A Case of Value Addition: Maharashtra Wine

The state of Maharashtra is home to almost 20,@@fahes of vineyards that grow more than lawg0.1

million) tons of grapes a year. These grapes agd ursthe making of honey, crushes, jams, and wihe.
latter value addition has tremendous scope in t@fngenerating future employment and earnings amd
become a major export of the state and the coufitrgre are some constraints, however, which are
allowing the sector to achieve its potential.

One of the factors constraining the industry ishgh level of domestic excise duty (300 perceneeanh
bottle) which added to the already high costs @fdpction and packaging, makes manufacturing c
exorbitantly high. Furthermore, wine manufacturiagd marketing requires aggressive brand-build
campaigns requiring high advertising budgets. Tioeee financially constrained small and medium giz
local enterprises might not be able to compete Madttger well-established manufacturers. Anoth
important reason holding back wine production ie #tarcity of water in the wine producing regio|
because of the irregularity of rains.

The government of the state of Maharashtra hadlfiteken a step to encourage the retail end ofitime
industry. Previously imposed license fee hikes @%to 400% have now been brought down to 1504
200%. This was in response to protests launchethdnyy hoteliers and wine wholesalers and retai
associationsAlthough this decision has been partly offset by itmposition of an additional sales tax
country-made liquor manufacturing units of Rs. 8 pox, the reduction in license fee is still aceintive
for the growth of wine businesses.

The State Bank of India also took an initiative2®01 to increase the wine yield in Maharashtra;biduek
allocated almost Rs. 30 lacs (3 million) for thejpct, which is expected to be completed in 25 g/€@he
aim of the project is to bring together farmers aaigntists in an attempt for technological up gtemh.

not

bsts

Liberalization of India’s agriculture entailed tabandoning of government intervention
in the export and import of agricultural producamoval of quantitative restrictions such
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as quotas and licenses and reduction of imporffdarirade liberalization and the
devaluation of the currency gave a substantial togpéo India’s agricultural exports,
which increased substantially during the 1990’sus halthough agricultural growth in
India was unimpressive, agricultural commoditiesthe recent past, have accounted for
almost 20% of the country’s total exports earningeme of the major agro-products
exported are coffee, tea, tobacco, cotton, and fdth milled rice being the most
important, accounting for over 15% of the expont2003-2005. Soybean meal is a close
second, accounting for around 10% of exports. Rsexk fruits exports make up the
largest share of horticultural exports.

Nepal

In 2001, agriculture was 37.4 percent of Nepal’'sRGBven though only 19 percent of
the country’s land can actually be cultivated. Bg year 2005-06, agriculture’s share in
GDP had fallen to 33.59 percent and to 32.12 pér¢en2007-08. The overall
performance of agriculture has remained poor. Ttenty’s population growth (2.5
percent per annum) is out pacing agricultural segtowth, which for a number of years
has remained virtually stagnant. A major constragrfieature of Nepalese agriculture is
the lack of transport and communication networknveetn the different arable regions.
Hence, although the country produces an overalbeaple surplus of food grains,
inability to transport these from surplus to defmieas leads both export and import of
the same products. Subsistence agriculture donsingaeticularly in the hilly regions.

Rice is Nepal's most important cereal crop anduliivated on more than half of the
cultivated area. The output of rice and other demeps (wheat, maize etc) has increased
from 1991 to 2007-08. Rice cultivation is concetgdain the Terai region, which
contributes 71% of the total output. Almost 87 petcof the seeds used in rice
cultivation are of an improved quality, which hasulted in the recent increases in
output.

Oilseed, potato, tobacco, sugarcane, and jute deenfitre main cash crops. Although the
area under cultivation has not grown by much (ldo@ihg a binding constraint in
Nepalese agriculture), the production of these citugs registered a significant increase
since 1991. This is due to an increase in the yoéldll five crops, the most significant
increase being that of potato which almost doulflech 6411 kg/hectare in 1984-85 to
13110 kg/hectare in 2007-08.

Since 1992, Nepal's trade regime has been libedlgubstantially. Tariff rates were
substantially reduced and restructured. Quota’sianbrt licenses were also abolished
along with state control of exports and imports. part of the reform package,
agricultural input subsidies have been graduallysel out. For reasons of food security,
the only crop which still has some degree of statervention in the form of price
controls and government procurement is rice.
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In 1981-82, the share of agriculture in total expavas almost 50%; since then it has
declined to less than 12%. Vegetable ghee is thst mgportant export. Most of the
exports of Nepal fall under the category of primagyicultural products as most of the
annual produce of sugarcane, jute, and tobaccoasr®imed domestically. The country’s
trade is centered in the Terai region, where fasrfiad it easier to transport goods across
the border to India rather than to the less acokessnountainous regions of Nepal. In
2001, agricultural exports totaled $57.7 milliorhile agricultural imports amounted to
$232.2 million.

Pakistan

Agriculture growth over the past few years has b&teady at around 4%, except for the
sudden decline in 2007-08 to 1.1%, attributed tomah factors (low rainfall, pest attacks
etc) and their impact on wheat and cotton. Majopsrthat make up around 33.4% of the
total value added of agriculture are estimatedeidopm relatively well during the year
2008-09, hence pushing up the expected growthofaagriculture to a respectable 4.7%
(Economic Survey 2008).

Major Kharif (June-November) crops include rice, cotton ancastame while wheat is
the predominanRabi (November-May) crop. These four major crops togetnake up
29.8% of the total value added in overall agrio@tand comprise around 6.5% of the
annual GDP. Besides these crops, the single laocgestibutor to Pakistan’s agriculture
is livestock, which comprises 51.8% of the togtieultural value added.

Cotton is the most important non-food cash cropakistan and alone accounts for about
7.7% of the total value added in agriculture ar&¥d.of the country’s GDP.

Although provisional figures for 2008-09 show thtae growth rates for yield and

production are likely to turn positive, area undetton is expected to go down by a
further 7.7%. The main decline in cropped area arérrthe worldwide trends: with

competing crops fetching higher prices, worldwidgtan production is projected to

decline by 10% in the year 2008-09. Use of bettelity seeds and better technology
(such as the BT cotton variety) is however, expgetdancrease cotton production.

There have been significant structural changeshéndystem of livestock production.
Traditional methods of production have been stgadiplaced by intensification and
commercialization, which in the future can lead toeintry to self-sufficiency in milk
production. In fact, improvements in milk productiand commercialization of the dairy
industry has the potential of making Pakistan gooeter of milk to countries such as the
Philippines, Malaysia, and Thailand (Z, Bashir, BRB03).

At the sub-national level, in Punjab, as in thet iefsthe country, agriculture is the
mainstay of the economy, providing employment tero#0 percent of the work force
and contributing 28% to provincial GDP. The averggenth rate of Punjab’s agriculture
over the past 20 years was 4-5%, higher than theéhSAsian average. This can be
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attributed largely to adoption of high yielding prwarieties, technology, and better
education opportunities. Total factor productivatycounts for almost half of the growth
in output. Somewhat similar to the national treld,63.2% livestock is a major
contributor to the total agricultural value addadhe province second only to the share
of major crops, which is at 73.6%. Punjab, howeverperforming below its latent
potential. Crop yields, particularly those of whedte, sugarcane, and cotton are below
those of Indian Punjab (Figure IV. 2.1). Thus, éhir a lot that can still be achieved by
appropriate technologies (Punjab Economic Rep06a5}

Box V.2
GM technology: The case of BT Cotton in Pakistan

Cotton is one of the most important cash crops &figtan. It is important, not only for th
livelihood of millions of farmers but also as apu for the country’s textile industry. In recent
years, cotton production in Pakistan has been sbveffected by pest attack. Moreover, the high

cost of pesticide application, depressed markeeprand removal of input subsidies have begn a
disincentive for farmers to grow cotton. Againsistscenario, the Government of Pakistan tqok

steps to adopt the use of biotechnology. The Baigd&ules were passed in April 2005 that set|up
the legal requirements for the import, export, &aehdling of biological agents and genetically
engineered organisms and vectors. Later in the syea®, the Pakistan Atomic Enerdy
Commission, distributed 40,000.00 Kg basic seeBTtotton (insect resistant) varieties ‘IR-FH-
901, ‘IR-NIBGE-2’, ‘IR-CIM-448" and ‘IR-CIM-443’; which were grown over 8,000 acres pf
land in 2005-06.

D

Farmers who planted BT Cotton in the heart of tliéton growing regions of Punjab, ip
Bahawalpur, Multan, Karror Pakka and Muzaffargadvaluated the advantages of using the rjew
seed. The cotton plant was found to be resistathd@ochewing pests, including the Americgn,
Pink, Army, and Spotted bollworms. Also, no seriausidence of cotton leaf curl viral disease
was reported in the BT Cotton variety. The resultaorease in yield was found to be almost 30
percentage. On average, the yield obtained witlc&Ton was around 23-28aund(1 maund-40
kg) per acre much higher than traditional cottorietees which used to get farmers 17+2@unds
per acre. Furthermore, due to an increased numberotton bolls per plant, the estimated
economic gain by using BT Cotton is estimated tonlmee than Rs. 3000/acre. It was expected that
cotton growers should have BT seeds of the aboweties for at least 75,000 acres of land in year
2006-07.

Biotechnology offers great benefits to the farm@rBakistan but it needs to be implemented at the
official level for it to have any major impact. Amcling to the Economic Survey of Pakistan
(2008-2009), the Ministry of Food and Agriculturashsigned a letter of intent and a memorandum
of understanding with the Monsanto Company for phevision of the latest BT Cotton seegls

(bolgard-Il) to maximize cotton productivity. In ¢habsence of government regulation in {he
provision of seed there is a danger of seed adtiker, which can adversely affect the cotton yield

of farmers across the country.

In the North West Frontier Province (NWFP), croelgs are even lower than in the
Punjab. The region has suffered negative growtbsratspecially since 1997-98, when
following a period of severe drought, wheat yielel$ by 10 percent a year till 2001-02.
Hope for NWFP agriculture now lies in the growthfafit production; apple production

increased at 4 percent a year up to 2002-03 anthp@aduction grew by an average of
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over 14 percent annually over the same period.tiidme towards crop diversification in
the province is thus clear (NWFP Economic Repd@5).

In accordance with WTO agreements, the governmastréduced tariff rates across the
board. For example, the simple average ad valoagifi tate in the 2005-06 trade policy
was just under 15 percent, compared to over 50eperin 1995. Furthermore,
guantitative restrictions, exchange controls, atiteiodirect state interventions in trade
have been largely eliminated.

Over the past 10 years, the government has grydphkhsed out almost all input
subsidies. However, there have been a few excepsoigh as the fertilizer subsidy,
which has been given intermittently. In terms ofcimg and procurement, most of the
crops are out of the ambit of government contrahwhe exception of wheat.

Pakistan’s main agricultural exports in FY 2006-&¥mprised of rice ($1.13 billion),
fruits and vegetables ($234 million), fish and figleparations ($191 million), raw cotton
($76 million), meat and meat preparations ($55iam), oilseed nuts and kernels ($22
million) and spices ($16 million).

Box V.3
Export diversification: Sargodha Kinnows

Kinnow, a hybrid of two citrus cultivars, the ‘King’ arfVillow Leaf is classified as Kinnow
Mandarin’ and was introduced in the subcontineotrfiCalifornia in 1943-44. Due to its easy-pgal
quality, high juice content and special flavor, @port demand has been constantly growing.
Almost 95 percent of the area under citrus is ledan the Punjab arkdnnowaccounts for over 75
percent of the area under citrus production. RKineowindustry is also responsible for substantjal
employment; employment generated from its prodacéind marketing is currently estimated to pe
23.48 million labor days.

As far as trade is concerned, more than 90 pefecitrus exports are made up kitnowsand
Pakistan is amongst the top ten countries thatréxpe hybrid mandarin. Accding toFood and
Agriculture Organization of the United Nations (FADAT) data, the total production of mandarin
in Pakistan was at 434,000 MT, far exceeding tfiahwstralia’s 100,959 MT. Keeping in ming
this potential for export, an Agriculture Sectonkage Program (ASLP) has been introduced to
transfer Australian knowledge and expertise as a®lto enhance research and development by
targeting, amongst other sectors, ki@now production industry in Sargodha, Pakistan. Thisdne
for research is manifest in the fact that most e countries demand seedless varieties, which
are currently not grown in Pakistan, hence limitiiig export market mostly to developing
countries.

Also, the recently introduced Sanitary and Phyt@aanrequirements by the WTO requkinow
growers in Sargodha to be more stringent as faeascontrol and packaging quality is concerngd.
Most FAO studies show that Pakistan does have gamtive advantage ikinnow production.
The kinnow producers of the Sargodha district ares teconomically efficient. The adoption pf
new technology to ensure the meeting of internatistandards and the use of effective incentiyes
for citrus growers in the district is what is neéde improvekinnowexports.
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Sri Lanka

In Sri Lanka, the combined annual growth rate ofcadfure, forestry and fisheries fell
from an average of 1.9 percent in 1991-00 to Org@que in 1998-02. The growth rate of
agriculture alone fell from 1.6 percent to 0.4 patcover the same period. Agriculture’s
share in total employment has also declined to p@rsent in 2005. The impact of the
agriculture’s poor performance is magnified becabisd_anka’s rural areas are home to
almost 80 percent of its population and the rucar@ccount for almost 95 percent of the
country’s total poor.

Rice is the single most important crop in Sri LanKéde average yield and total
production of rice has increased steadily from 38&hectare in 2000 to 4137 kg/hectare
in 2006, and total output went up from 2860,000 tdB341,000 MT.

Tea, rubber and coconut are the three major comahenops of Sri Lanka. However,
the contribution of the commercial crops to grosmdstic product has been declining;
over the last 30 years, this has fallen from 1llekent (in 1970) to 5 percent in year
2000.

Economic liberalization started relatively early Bri Lanka, with the first phase
introduced in the year 1977, making Sri Lanka tlustiberal South Asian trade regime.
However due to the growing concerns of food seguamd livelihood of the rural
economy, the Sri Lankan government is cautious afoother reducing the tariff rates on
agricultural trade.

Sri Lanka is famous for its black tea and is thrgdat supplier in the world. About 95 per

cent of all tea production was exported in the yE289 bringing in export revenue of

$621 million. United Kingdom, Russia, and the Migllast are the major destinations of
Sri Lankan tea exports.

Rubber exports are also a significant means ofigorexchange for the Sri Lankan
economy. In 1999, 46% of the rubber produced wgsored. The export earnings
amounted to around $33 million, with China being thajor export partner.

Coconut, the third important commercial crop reggistl an output of 2828 million nuts in
1999, the highest output since 1986. After accogntor domestic consumption, 35
percent of it was exported and earned the countgign exchange worth $129 million;
coconut and coconut milk are mostly used in foodpprations but most of coconut
exports are in the form of kernel products (des&g@oconut, coconut oil, copra).

“http://www.nationsencyclopedia.com/economies/Asid-the-Pacific/Sri-Lanka-
AGRICULTURE.html
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Future of South Asian Agriculture

Agricultural growth in South Asia has been unimpies. Given the significance of
agriculture in South Asian economies, it is impottéo implement a comprehensive
policy for improving the performance of the sect8alient features of such a policy
would include:

Water and Land Management

Timely and adequate availability of water has to tbe priority in South Asian
agriculture. In Pakistan, the canal irrigation natky fed primarily through snowmelt and
monsoon rains, has deteriorated severely over ¢laesy The irrigation network diverts
106 MAF of surface water and results in huge dejitesses through canals and water
courses (Agriculture Perspective and Policy, 2004).

In order to counter the problem of water shortagklitional reservoirs would need to be
constructed but importantly current water resoumesd to be conserved. In Pakistan,
water conservation alone can improve water supplyl®-15 percent, essentially by
improving the efficiency of the current irrigati@ystem. Furthermore, according to the
APP report, Pakistan will need approximately anitaatthl 20 MAF of water by the year
2025.

South Asian governments have begun to formulatemmaganagement policies keeping
the future water shortages in view. Governmentakiflan has produced a ‘Water Vision
2025’ which is to be completed in three phasesismpected to increase water storage
capacity by 64 MAF; currently the storage capacdgtyaround 16 MAF (APP 37).
Similarly, the Government of Sri Lanka has spentB&$ billion between 1980 and 1997
on irrigation infrastructure development, includitiie ambitious Mahaweli River (Sri
Lanka Development Policy Review, 2004).

Land poses another major constraint to the devetopiwf South Asian agriculture. Land
rights are poorly defined. Inefficient land hold&gdhe inability to use land as collateral
and underdeveloped land and credit markets disgeypdvate investment in agriculture.
India is perhaps the only country where land re®rimve been implemented
successfully. In Pakistan, ‘less than half of thed is held by a large number of small
farmers while the remainder is held by a small neimtif large landowners’ (Pakistan
Agriculture Economy and Policy, 2009) reflecting alrholdings and a large landless
rural labor force. Several half-hearted attemptard reform have yielded unimpressive
results.

In Sri Lanka, most of the land was state-owned aas later transferred to the
agricultural laborers by the method of deed regigtn. Although the land holdings are
equitable, they cannot be used as collateral amdnamost cases too small to allow the
adoption of efficient farming techniques. Furthereydhe system of deed registration is
insufficient to guarantee land ownership. People wiant to quit farming must also lose
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the land. This prohibits exit from agriculture intaore profitable rural non-farm
activities.

Infrastructural Development and Agricultural Resear

Investment in infrastructure and research is egdetat increase productivity of land.
This includes farm-market roads, telecommunicatiobstter functioning retail and
wholesale markets and improved seeds.

Given the change in world demand and the increasiegs of high value agricultural
products such as fresh fruits and vegetables, Sasin agriculture needs to diversify
away from traditional cereal and cash crops inghhialue added crops. However, many
high value added crops are more perishable andftrerbetter rural transport networks
are needed to attract investment. Improving comoatinins and connectivity is part of
the future agricultural policy of almost all Sowakian countries. The India Development
Policy Review highlights that non-farm linkages agto-processing facilities will help
in crop diversification and will boost internatidrni@ade in agriculture. Bangladesh’s
agriculture, which is heavily reliant on paddy ne¢al diversify into non-rice crops but is
held back by the lack of cold storage facilitiesarketing and quality standards and
transportation bottlenecks (Bangladesh Developi8enes 2007).

The recent WTO Sanitary and Phyto-Sanitary (SP&)irements also call for increased
investment in improving quality standards. Thiglso necessitated by the growing use of
biologically modified, high vyielding seeds. In Skianka, initially restrictive SPS
requirements discouraged farmers from using thesesties. However, the need for
intensified agriculture that can help maximize pratbn from limited amounts of land,
led the Government of Sri Lanka to amend their fPRrotection Act in 1999 with
revised SPS requirements scheduled for 2004. SimiRakistan has also recently set up
the National Animal and Plant Health Inspectionvier (NAPHIS) in order to ensure
compliance with WTO SPS regulations, which woulbeotvise restrict trade (Pakistan
Agriculture and Economy Policy 2009).

Research and extension to promote competitive @gire has assumed increasing
significance. High vyielding varieties are being disdl over South Asia, but recurrent
problems such as the mutation of pests to couhteimimunity of genetically modified
varieties requires that agriculture research stdyeast of field developments. This will
require higher expenditure on research; the medarm target is an expenditure of 1-2
percent of GDP.

Intra Regional Trade

South Asia regional trade in agricultural commeaditis a meager 4% of the worldwide
South Asia trade. India, by far the largest econoifhe region, has the most protective
trade regime. While it is highly diversified in iexports, it is the least diversified in the
region in its imports. A range of non-tariff barsgalong with a 40% average tariff rate
on agricultural commodities, severely limit impoftem the neighboring countries. A
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lowering of these trade barriers as envisioned AT would result in a large increase
in regional trade in agriculture.

Studies have shown that Pakistan and India cacteiy manage their respective food
security issues if trade in crops like wheat andascane is allowed. In a deficit year,
India could import wheat from Pakistan and vicesaatesulting in stability of supply and
hence price. Unfortunately, chronic instabilitythre political relations between the two
countries has disrupted efforts to achieve the aillytibeneficial outcome of improved
trade flows.

Figure V.5. Intraregional Trade in Agriculture in South Asia

Intraregional Trade In Agriculture in South Asia
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VI. Towards Competitive Manufacturing

The anemic performance of South Asian manufactweesseen in a series of graphs in
chapter 3 that showed that manufactures shareeiretbnomy was stagnant during a
period of rapid economic growth. Figure below shdahis more strikingly and in vivid
contrast to the performance of East Asian manufastu

The State of South Asian Manufacturing
Unimpressive growth

Over three decades between 1968 and 2001, Korelaysits and Thailand achieved
remarkable growth in manufacturing value added ith@eased, respectively, by a factor
of 40, 27, and 14. This implies a huge transforomatf the society in terms of how
people work, where they live and how they investhemselves to become productive
members of the society. It is this transformatibat lies at the core of the East Asia’s
growth miracle.

South Asian manufacturing, by contrast, was ladklus the three decades when East
Asia was galloping away. In Pakistan, manufactusialyie added increased by a factor
of 7, in India by a factor of 6. Value addition manufacturing in more recent years,
2001-2007, shows some pick up, Figure VI.2.

Weak International Competitiveness

The evidence on how South Asia positions its mastufas in the world markets is not
very encouraging. Figure V1.3 shows this. The waitiaxis measures the growth in the
export of product x, worldwide, as a share of tatalld exports. The horizontal axis
measures the growth in the export of product xafaountry as a share of total world
export of product x. If the country’s product ligs the right hand upper (the happy)
guadrant, the country is gaining in internatiomainpetitiveness. This is because its share
in the export market for product x is rising atéimwvhen worldwide share of the product
in total world exports is rising. The more produatsountry has in the happy quadrant
the stronger its international competitivenessuf@ghows this for India and Pakistan.

In 2007, India had three product groups (the caldi®bs representing chemicals, iron
and steel and pharmaceuticals; the size of the bielsures the product share in
country’s exports) in the happy quadrant. Togetlhery comprise a fifth of India’s
exports. Thirty five percent of India’s exports weagrowing in product categories whose
share in worldwide exports is falling. This is msirable since declining world demand
will require painful adjustment down the road. Amert feature of India’s exports is that
products are diversified as seen in the number idf to large size blobs representing
different product groups.
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Figure VI.1: Characteristics of Recent Growh I\duth Asia growth not up to East Asia
standards; slow growth in manufacturing value added
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Figure VI.2:Manufacturing Value Added in USS billions
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Pakistan, by comparison, had only a tiny proportbits exports in the happy quadrant
i.e. chemicals at 2.6 percent. Although small tgitewith, Pakistan’s share in the

worldwide pharmaceuticals markets was decliningnetiugh worldwide demand for

pharmaceuticals is rising. Thus, the vast majasityPakistan’s exports are in products
whose share is declining in the world market. Elquabrrying is the fact that Pakistan’s

exports are dominated by one big (textiles) andnoitesize (clothing) while the rest are
tiny. This shows lack of product differentiationdaimigh concentration in textiles.

International competitiveness indicators for Badgkh and Sri Lanka (Figures 1V.4),
similar to those of Pakistan, are also not encangag

A more recent approath that combines insights from the literature on ustdal
clusterd® and new economic geography, characterizes coriveetitss as the country’s
ability to position itself in world industrial cltexrs that are dense, since greater density
allows scale economies in new inter-related aadiwitThe countries located in dense
clusters enjoy longer and many more opportunitiesproductivity growth thereby
pushing economies up the income ladder. This appr@iows a fresh look at East
Asia’s success in transforming itself to a middieame region. Hausman et al (2007)
illustrate this for Malaysia. Figure VI1.5a shows thlalaysian economy, represented by
black squares, in 1975 in relation to the threeartgnt clusters of dense activity: capital-
intensive industry (e.g. chemicals) in the middheachinery manufacturing in the
Northeast and labor intensive (textiles) industrythe Southwest. In 1975 (Fig VI.5a),
Malaysia was mainly a primary goods exporter lodatethe sparse periphery areas and
had little or no presence in any of the dense efast

By middle 1980’s, Malaysia was on its way to reaalizits development objectives of
improving cross-ethnic distribution outcomes tongaiolitical stability. It sought to
achieve this by investing in human capital, purguanliberal trade regime and opening
up to foreign direct investment. The resulting imgment in international
competitiveness is captured well in Figure VI.5cldysia began to make its presence
felt in world markets as its exports began to gedeitowards all three clusters of dense
activity.

This trend continues as Malaysia steadily purstgeedavelopment strategy facilitated by
improved ethnic harmony and political stability. Bye year 2000, Malaysia was well-
entrenched in the Northeast machinery manufactyrmainly electronics) cluster.

Hausman et al (2007) did a similar analysis of ewngl competitiveness for one country
in South Asia region viz., Pakistan. As early ag5,%akistan had specialized in labor-
intensive textiles and little has changed since theterms of cluster location. This lack
of dynamic competiveness characterizing South &sigorrisome.

2 Hausman & Klinger (2007): The Structure of the dret Space and the Evolution of Comparative
Advantage, CID Working Paper;

43 Hidalgo et al(2007): “The Product Space ConditithresDevelopment of Nations”, Science Volume 317,
WwWw.sciencemag.org
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Figure VI1.3: Performance of Manufactured Exports

Annual growth of product’s share in world’s total exports in 2000-2007
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competitiveness & comparative advantage: Thinkimgué the road ahead”.
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Figure VI.5¢c
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Figure: VI.6b
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Rigidity in Export Destinations

Export diversification is captured in Figures VI..Zad VI.7b. Being in the happy
guadrant now implies that a country’s share in ithports of the destination country
(whose share in total work imports is increasingy growing. For both India and
Pakistan, the happy quadrant destination is the WA growth rate of 6 and 7%
respectively in that market. The vast majority @perts are still headed to traditional
destinations for both India and Pakistan (i.e.th8., China, Hong Kong, Germany and
the U.K). Imports from Pakistan by theses traddiodestinations, however, are falling
compared to India. Similarly, Sri Lanka’s shareiraports in the traditional markets is
also declining. This is a matter of concern sineenethough the share in world imports
may be declining, they still account for the latgdsare of world imports.

Failure to Upgrade Technology

The failure to achieve dynamic competitivenessantB Asia is embedded in the failure
to move up the technology ladder in productionayst Sanjaya Lall (2000) has shown
this in his insightful analysis of evolving techagical intensity in East and South Asian
economies.

Sanjaya Lall (2000), groups exports in four broachhology categories: resource based
exports (industrial raw materials), low technolagybodying exports and medium and
high technology embodying exports (Figure VI.8)eTteriod over which technological
change is assessed is 1981-2000. China, Malaydid laailand, representing East Asia
are compared with Pakistan and India representinghSAsia.

In resource based exports category, India incre#sethare while Pakistan decreased the
share in keeping with the East Asian economieghénnext category, low technology
exports, Pakistan increased its share while Indc the three East Asian economies
decreased theirs. In the medium technology catedodia’s share decreased while
Pakistan’s increased slightly. The share of theehfast Asian economies, on the other
hand, increased, Malaysia’'s significantly. The higithnology group, the one that
constitutes the ‘big boys club’ in terms of allogineconomies of scale and
competitiveness advantage, India and Pakistan gawved very little in the twenty year
period. The three East Asian economies, on ther didued, are literally the new kids on
the block, knocking loudly on the door of the higechnology club of industrial
countries. More recent evidence confirms this stmec(Figure V1.9).

Unsatisfactory Employment Creation
An important consequence of the lack luster perforoe of manufacturing, especially

manufacturing exports, is that manufacturing jobwgh in South Asia is unimpressive.
The East Asian experience is that manufacturing gole critical in facilitating the move
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to higher productivity better paid employment ahdréfore sustained improvement in
the living standards of citizens. This has not lesgal in South Asia. Figure VI. 10
shows in recent years, employment in manufactypngxied by employment in industry
due to data availability) has stagnated in Pakistaaround 20% of the total labor force
anddeclinedin India. Bangladesh shows a small increase allmgit a small base.

Two recent papers, one on India and the other &isfaa, provide fresh evidence on the
failure of employment generation in the non-agtiod formal sectors of the economy,
especially in manufacturing.

A careful analysis of the impact of India’s devetggnt and reforms on employment in a
recent paper by T.N. Srinivasarshows that despite the state’s dominant role @ th
economy in the first sixty years of India’s indedence, and the emphasis on capital
intensive industry and on small scale industry @ipolicy of product reservation), the
structure of employment in the economy has chatligézl This is clearly seen in table
VI.1x: (Agriculture employed 7% of the workforce 1®77-78 and 66% in 2004-5). The
paper argues further that the higher growth leaetseved since the liberalization of the
economy in 1991 was led by the services sector gimen unchanged structure of
employment, the productivity gap between workerghia primary and secondary and
tertiary levels has increased. While growth in s®mw has brought about a welcome
reduction in poverty, had the secondary sector g&sterated enough employment, the
reduction in poverty would have been even more @sgive. Going forward, India needs
to capture more of the outsourcing in manufactutiran it does currently (i.e. replicate
in manufacturing the success achieved in the outsayof services).

Table VI.1: Employment in the organized sectolnidia (millions).

1981 1991 2001 2003 2004 2005 2006
Private sector total (millions) 7.4 7.7 8.7 8.4 8.2 | 85 8.8
of which manufacturing 4.5 4.5 5.0 4.7 4.5 4.5 5 4.
Public sector total (millions) 15.5 19.1 19.1 18.6 | 18.2 18.0 18.2
Of which manufacturing 1.5 1.9 1.4 1.3 1.2 1.1 1.4
Private and public sector total 22.9 26.7 27.8 027. | 26.4 26.5 27
Of which manufacturing 6.0 6.4 6.4 6.0 5.7 5.6 5.6

Source: MOF (2007,200), Tables 3.1-3.3 Appendixitedl in T.N. Srinivasan (2010), “Employment and
India’s development reforms”, Journal of Compamaticonomics

Pakistan’s recent experience of rapid economic tiramw 2002-3-2007-8 also shows the
failure of the non-agriculture formal sector to gete enough employment. Both male
and female worker share in formal non-agriculturgolyment fell between 1999-2000
and 2007-08. Employment in the informal sector, &esv, increased much more so for
male than for female workers.

% T. Srinivasan (2010), “Employment and India’s depenent reforms”, Journal of Comparative
Economics
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Table VI.2 : Distribution of workforce by formalfiormal sectors and by gender in Pakistan

(percentages)
Male Female
1999-2000 2007-08 1999-2000 2007-08
Agriculture 44.3 36.87 72.93 74.98
Non-agriculture 55.56 63.12 27.14 25.07
Formal 19.01 17.15 9.29 6.86
Informal 36.55 45.97 17.79 18.22

Source: Pakistan Labor Force Survey, varioussyear

Figure VI.7a
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Figure VI.7b
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Figure: VI.8

Fig 10 Technology Intensity in Manufactured Exports
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Sustainable?”
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Figure VI. 9
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Figure VI. 10
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Fixing the Policy Framework

What is the policy framework that has resultedhie tinimpressive performance of South
Asian manufacturing, especially manufacturing etg@iMhe discussion in this section
provides some answers and suggests some remedisiiras.

The Exchange Rate

A good starting point for assessing the impact lé fpolicy framework on the
performance of manufacturing, especially manufaetuexports, is the exchange rate.
The loss of competitiveness (Dutch disease) adsacvaith remittances has already been
noted . The argument is that the large and pengii@de gap in South Asian economies
would imply much lower nominal exchange rates (vegadurrencies) in South Asia than
actually observed. The explanation for high curyemalues and build up of reserves,
despite the large trade gap, lies in remittancemittances result in a much higher
equilibrium exchange rate than would be the caseraiise.

The solution to the high nominal exchange rate ¢énatles international competitiveness
does not lie in policy intervention to devalue tberrency, as several East Asian
economies have done in the past (see the discuss®ection 3). A sounder approach
would be to ensure that the rest of the policy frework does not reinforce the exchange
rate over valuation effect to erode the incentife#anvesting in manufacturing. The key

policies considered are: credit allocation, engngging and tax and labor policies.

Credit Allocation

South Asia saw rapid expansion in credit in thegaeof high remittances and high-

income growth. Banking sector reform that encoulagemestic and international

private commercial banking helped in successfidrmediation of the large volumes of
remittances. However, the evidence below (Figurel}l shows that most of the new
lending was for consumption. In Sri Lanka, the gapveen consumption and industrial
lending widened considerably in the period 2000-6vIndia, personal loan advances by
banks have been considerably higher than lendingdostry in most recent years. In
Nepal, the rate of growth of consumption loansheen higher than for production loans.
Similarly, in Pakistan personal loans now far excleans to private enterprises.
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Figure VI1.11

Trends in Corporate and Consumer Finance in South Asia
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A more detailed breakdown of lending categorieakistan supports the South Asia
wide lending experience (Figure VI1.12). The fastgstvth in credit is in the category of
personal loans. It has outstripped by far lendiagptivate and non-financial public
enterprises. In conclusion, the reformed banks mitl® Asia appear to have devoted
much of their energy in expanding the personal dopartfolio rather than lending to
private enterprises and industry.

Figure VI.12
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46 Reserve Bank of India, Annual Reports (2006-07 20@7-08); Banking Statistics of Pakistan, State
Bank of Pakistan (2008); Central Bank of Sri Lankanual Report 2007; Nepal Rastra Bank, Economic
Reports (2004-05, 2006-07)
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Energy Policy

Unlike the banks, South Asia’s energy sector idled with inefficiencies and is largely
unreformed. High line losses and reluctance togsharices that reflect the true cost of
delivering gas and electricity at the doorstep eh@sulted in the energy sector becoming
a fiscal drag on the state economies in India beddderal economy in Pakistan. Similar
problems afflict the energy sector in Sri Lankangladesh and Nepal. The result is poor
quality of energy and large gaps in coverage thmougSouth Asia.

Not withstanding the fiscal problems associatedhwitergy, the evidence on energy
pricing is informative about policy makers’ secpoeferences. The top left panel of
Figure 6.3 shows the price of light fuel in Indlzacged to industry and households. The
price has been consistently higher for industry garad to households. In pricing
electricity, top right panel of Figure VI.13 thasesimilar preference for the household
consumers compared to industrial units in PakiatahSri Lanka and strongly so in
India. Nepal is the exception with power tariffe atightly lower for industry than for
households. Finally, the lower panel shows thattetgty tariff have been substantially
lower for households compared to industry ovemaikh period.

Energy Pricing in South Asia
Light Fuel Ol Prices in India Average Power Tariff void by Different User Groups (2005)"
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47 privitization of Faisalabad Electric Supply CompaRyeliminary Information Memorandum (March
2006). Local currency rates converted at officidlenge rate of Rs 59.51/1 $
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Tax Policies

The policy makers’ preference for the householdasseaver industry and manufacturing
persists in the design of tax policies as well. Tiepanel of Figure VI.14 shows higher
corporate tax rate in India, Bangladesh and Pakigs&rongly so) compared to the
personal income tax. Only Sri Lanka shows no paldicpreference. The right panel
reinforces this conclusion by comparing the tandatrres of India and Pakistan in South
Asia with that of China and Thailand in East Aslde latter two clearly show the
converse preference by policy makers in the sufidessport oriented economies of the
East Asia: the corporate tax rate is consideraiel than the personal income tax rate,
especially in China, the engine of export led gfoimtthe region.

Figure VI.14
Tax Policies in South Asia
TaxRates in South Asia (2008) Tax Stucture in Selected Asian Countries (2008)
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Source: KPMG's Corporate and Indirect Tax Rate 8u2008; b) KPMG Individual Tax Rate Survey
2008; ¢) National Board of Revenue Bangladesh

®Ceylon Electricity Board: Statistical Digest 2006cal currency rates converted at official excharaje
of Rs 100.50 Rs/1 $

°Nepal Electricity Authority: A Year in Review (FigtYear 2005/2006). Retail tariffs derived from the
table onp23 Local currency rates converted at official exadgmate of Rs 71.37 Rs/1 $

9 International Energy Agency: Electricity in Indizocal currency rates converted at official exclearage
of Rs 44.94 Rs/1 $
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Pakistan’s Sectoral Tax Incidence:
Labor Policy

A policy framework that is inclined towards allocgf resources more favorably to
households (consumption) than to industry (investingpans the labor market as well.
Various studies have highlighted the large numlbéatmor market regulations that do not
necessarily work to the advantage of workers butrdmte to the high cost of doing
business for firms. Figure VI.15 below captures thwact of such regulation on

employment rigidity in several South and East Asemonomies. It is clear that in
general South Asian firms (in Nepal, Pakistan, dn@ri Lanka) face much more rigid
employment conditions than do the export orientedtEAsian firms (in China and

Thailand). Employment rigidities restrict firm ex@nd therefore firm entry) and thus
erode competitiveness. The political underpinninfisemployment rigidities pose the
toughest challenges to labor market reforms thek se raise both firm profitability and

worker wages.

Figure VI.15
Employment Regulations in South Asia
Employment Rigidity in Selected Asian Countries (2007)
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Concluding Remarks

The following excerpt for Pakistan’s Dawn newspagens up things well.

Thursday November 05, 2009

DAWN:

Cabinet deC|5|0n for Pun|ab NWEP
2-day closure for factories, CNG stations

ISLAMABAD, Nov 04: All industrial units and CNG t&as will remain closed two days a week on a
rotation basis in Punjab and the NWFP during winteccording to a gas load management plan approved
by the federal cabinet on Wednesday.

Pakistan faces a critical shortage of natural Bather than use the price mechanism for rationing
the available gas, policy makers have opted fontjadive rationing imposed on industry and
commercial use for transportation. Residential oorers will continue to burn gas in inefficient
residential water and room heaters and cookingemisce there are no incentives to conserve.
The stated rationale of course is that poor conssiwél be adversely affected if rationing is
done through the price mechanism. Of course, this ke avoided by adopting a sliding scale
pricing formula to charge lower price of gas fowloonsumption. Not taking this route suggests
that the intent is to protect all consumers andugitthe poor consumers.

So, why does manufacturing get a short shrift irutBoAsia? One reason could be that
manufacturing received excessive attention in thet fthe import-substitution phase of the
1960’s and the 1970’s) with overvalued exchangesratx holidays, high rates of protection via
penalizing imports duties and subsidized credite Plerception is that manufacturing did not
deliver in terms of growth and income enhancing leytpent. So, now that remittances have
helped build up foreign reserves and strengthered durrencies, why not enjoy higher
consumption standards directly (rather than vigingetbetter paying manufacturing jobs, which
was East Asia’s route to development).

This attitude is also the result of export pessim@énong policy makers shaped by the view that
the East Asian tigers and China have saturatedvtrl markets for goods and there is little
room left for new players. Therefore, it is bettefocus on developing the large domestic market
for goods and focus on services export.

The adverse impact on local economies of the globedssion is cited as evidence of the ill-
consequences of globalization and the downsids n§bkeing part of international supply chains.

Textiles manufacturing , of course, receives afqtolicy attention throughout South Asia. Most

of this, however, is in the form of sector specédikemptions from the standard regime of sales,
income and trade taxes. Textiles have also recettemtion in the form of lending targets of

commercial banks set by the South Asian centrakdaWith so much attention focused on

textiles, policy makers might feel that they hawme enough for manufacturing. We have seen,
however, that although this has resulted in grawtbne specific sector, it has done little to bring

about a diversified manufacturing base in SouttaAsi
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Political instability and full-blown insurgencies many South Asian economies may also have
contributed to a pro-consumption policy stance.eftient in manufacturing is seen to be
difficult since it entails long gestation periodsliable logistics and stable policy regimes. These
are hard to sustain in time of insurgency. Repefatibate to attract investment in manufacturing
in these settings, and reap the benefits of swestdiigh productivity and high wage employment
generation in manufacturing, may have contributetthé pessimism and shaped the policy bias.

These are conjectures suggestive of the need tg oat a thorough analysis of the political
economy of policy making in South Asia to underdthetter the factors that have contributed to
shaping this policy stance and what needs to be tionemove the disincentives faced by South

Asian manufacturing.
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Appendix: Internal Security and its Impact on Souh Asian Economies
The Deteriorating Internal Security Environment

South Asia has seen a significant increase innatesecurity problems in the last couple
of decades. Up to the mid 1990’s (left panel, FegArl), even though the number of
violent incidents was increasing, South Asia was Molence ridden than the rest of the
world except for a brief peak in 1989-90. This dfech in the mid 1990’s since when
South Asia experienced a sharp increase in viotendents, well above the rest of the
world.

In more recent years (right panel, Figure A.1), ilgurgency in Iraq and the related
violence pushed the rest of the world above Sowgta,Abut violent incidents in South
Asia rose again in 2007-8, largely driven by Pakistnd Sri Lanka who are/were
fighting their respective insurgencies. Measuredeirms of incidents per capita, both
Pakistan and Sri Lanka have seen much more violémae India and Bangladesh,
especially in the latter half of this decade. Gitars alarming profile of violence, it
would be reasonable to expect that economic agtutfered.
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Figure A.2:
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The sources of violence in South Asia may be sunzedras follows (based largely on
lyer (20098 but with author’s supplementary comments):

India

- The separatist movements in the North-eastetess{@ssam, Manipur, Nagaland, Tri
pura) and in Kashmir in the Northwest;

- Violence perpetrated by the Naxalites in manyestgin 2007, 194 districts and 18
states had Naxalite activity) focused especiallyssnes of land distribution;

- Terrorist activity in the cities (such as the hkmngs in Mumbai, Hyderabad,
Ahmedabad, Jaipur and Bangalore) which lyer assritee fundamentalist Islamic
groups

- Communal violence especially against Muslims ujr& and Mumbai

Pakistan

- Terrorist activity arising from the insurgency the Federally Administered Tribal
Areas (FATA) and their sympathizers in the Northdistricts of NWFP province but
also in other parts of the country

- The separatist movement in Baluchistan

“8 |yer, Lakshmi, “The Bloody Millenium: Internal Céict in South Asia”, January 2009, Working paper
09-086, Harvard Business School.
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Nepal

- Nepal-Maoist led ‘peoples war’ unleashed in Western districts initially but later
spread to the whole country.

Sri Lanka

- The armed campaign by the Liberation Tigers amil Elam (LTTE) for a separate
homeland that began in the 1980’s; recent escal@tighis may have finally brought
this to a close.

Bangladesh

- Rising terrorist incidents perpetrated by Islafuicdamentalist and by separatist groups
in the Chittagong hills

Internal Security and the Economy

The economic causes of terrorist activity in Solitia have been analyzed elsewfigre
There has been an escalation of terrorist actthityughout South Asia but especially so
in recent years in Pakistan and Sri Lanka. Repartedients of terrorist activity per
capita were 0.7 per and 0.6 per million in Bang&dand India respectively in 1998. In
2007, they increased to 0.9 per million in Indiat loubled to 1.4 per million in
Bangladesh. Pakistan, with its raging insurgenayhé&Northwest and Sri Lanka, with an
escalation in incidents related to the civil waithe Northeast, saw dramatic increase in
terrorist activity. In Pakistan, such violence shptby a factor of 8 from 0.3 per 100,000
persons in 1998 to 2.4 in 2007. In Sri Lanka, tlez@ase in the same period was from 0.8
per 100,000 to 1.8. The scale of increase in faalas similar.

9 lyer (2009)
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Figure A.3

Figure 1: Number of terrorist incidents by vear
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Causes of Violent Conflict

The relationship between systemic violence anctmmomic activity has been examined
in several countries. It is estimated that Soutlasegions that are lagging in economic
development experience more than three times thauof terrorist incidents per capita
compared to leading regions, and almost twice amynpeople died in the lagging
regions compared to the leading region as a redudtich violence. This difference in
violent incidents between lagging and leading regibolds across countries (i.e Nepal
and Afghanistan are lagging countries as a whaléalso within countries (the lagging
regions of Pakistan, India, Sri Lanka and Bangladegerience more violence than the
respective leading regions).

It may be argued that social factors such as hmghiénce of poverty and incidence of
land disputes (because of poor property rights) high concentration of socially
disadvantaged groups (scheduled castes etc) wdsl B contributing factors to
violence. However, disaggregated district leveldewice from Nepal and India gives a
mixed picture. Districts with high incidence of @ty do experience higher violence
(which is consistent with the findings reportedsieveral studies that root violence in
poverty (for example, Collier and Hoeffler, 2684Fearon and Laitin, 2083 but land

%0 Collier, Paul and Anke Hoeffler (2004), “Greed agnievance in civil war”, Oxford Economic papers,
56, 563-595.
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disputes and social disadvantages of caste areamotlated with higher incidence of
violence.

Among the causes of violent incidents in South Asiee external environment also
appears to matter. The escalation in violent agtifrom 1998 to 2007, especially in
Afghanistan and the Pashtun belt of Pakistan (Nwath region) can be ascribed to the
sharp deterioration in the global environment. Tikiparticularly true for Pakistan that
has borne the brunt of the Pashtun insurgency B®diO’s invasion of Afghanistan. US
led war on Iraq since 2002, and how it is perceivedfghanistan and Pakistan may
have further added to the resentment against theTlOiS is especially true in Pakistan
where the government and the armed forces arelseeertain sections of the society to
be allied with the US against local interests.

Impact of Violence on Economic Activity

The Colombian experience with generalized violeawod deterioration in law and order
due to drugs trafficking has been analyzed receitrdenas and Rozo, 2008)There
was a structural downturn in economic growth stgrti979 when trade in drugs and the
associated violent crime began to increase shafpiig. lowered total factor productivity
and economic growth was lowered by as much as&@ptrge points of GDP per annum.

Mexico has also experienced an escalation of drelgsed extreme violence in recent
years. Indeed, it has been ranked close to Pakéestatihe country most likely to fail

because of growing violence. The impact of thisakgmn in violence on Mexico’s

economy appears to be less consequéntial

In South Asia, Sri Lanka’s economy has been longps&d to violent activity because of
the war on LTTE. Several studies have been coeductestimate the impact on various
aspects of economic activity. The overall econoimigact estimated by the Central Bank
of Sri Lanka is estimated at around 2 percentagetpof GDP per annum (similar to
Columbia’s experience).

For Pakistan, the cost of the war on terror has lestimated in some detdil The direct
costs include value of human lives lost or of irgar value of property or infrastructure
destroyed or damaged and enhanced spending onsdefaslicing and private security.
The indirect costs include costs to local econonfiesterms of slow down of GDP
growth, especially in NWFP and FATA) the cost akemmally displaced persons and the
cost of higher risk perception and uncertainty t(taéiects private investment, stock

®1 Fearon James and David laitin (2003), “Ethniditgurgency and civil war”, American Political Scéen
Review 97, 75-90.

%2 Cardenas, Maurocio and Sandra Rozo, “Does CrimeetoGrowth? Evidence from Colombia”,
Commission on Growth and Development, 2008, Work?ager No. 30. The World Bank, Washington
DC.

3 “Despite Violence, Mexican Economy Pushes ¢iidntier Outlook Jan 9th, 2010.

* |nstitute of Public Policy, “State of the Econonfymerging from the Crisis”, 2009, Second Annual
Report, Beaconhouse National University, Lahore.
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market capitalization, travel and tourism, hotetugmancy and insurance). The direct
cost of terrorism in 2007-8 (since 2002-3) israatied at Rs 150 billion and the indirect
cost at Rs 230 hillion. The total cost of terrorisn2007-8 is estimated at Rs 380 billion
or US 47 billion.

Terrorism’s impact on South Asian economies capn abs analyzed by examining the
trends in foreign direct investment and export @eniances. If FDI affects risk

perception negatively and raises uncertainty, fpranvestors are likely to shy away.
(The direct cost estimates for Pakistan reportemv@tdactor this in explicitly). Figure

A.4 shows a declining trend in FDI as terroristivatt rises. Figure A.5 shows that
export performance is also negatively correlateth wieightened terrorism. In Pakistan
for example, buyer representatives in the texslestor do not travel to the country to
place orders and/or ensure quality. This showsygor export performance.

One form of foreign funds that actually increasethwrise in terrorist activity is
remittances (Figure A.6). This is because violewwidents reduce economic activity in
the country thereby curtailing income generatingsgtlities. This lowers household
income that, in turn, may trigger higher savingsiteed back to the family from family
members working abroad. In Pakistan, remittanceskex® during heightened terrorist
activity also because there was a clamp down arnmdl remittance channels that were
feared to be potential funding sources for tertsrifurthermore, remittances from the
US increased sharply because Pakistani migrantenUsS, facing uncertainty there
following September 11 attacks, increased remiganto make a home in Pakistan in
case things in the US get really bad for them.

Figure A.4: Terrorism Activity and FDI flows
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Source: Global Terrorism Database and WDI 2009

Figure A.5: Terrorism Incidents and Export Growth

Terrorism Incidents and Exports Growth
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Figure A.6: Terrorism Incidents and Remittances
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Table A. 1 Remittances to Pakistan by country,gme post Sept 11 2001.

USA 80 134.8 779 | 1237.5 | 1225.1 1294 | 1242 | 1460 | 1760 | 1740 | 10952.4
UK 73.3 81.4 | 151.9| 273.8 333.9 372 439 430 | 460 | 610 | 3225.3
SAUDI ARABIA 309.9 304.4 | 376.3 | 580.8 565.3 627 750 | 1024 | 1250 | 1560 | 7347.7
UAE 147.8 190 | 469.5 | 837.9 597.5 713 716 866 | 1090 | 1690 | 7317.7
Other Gulf

Countries 224.3 198.8 | 224.3 474 | 4515 512 597 757 | 980 | 1200 | 5618.9
Others 78.3 112.2 | 339.8 | 786.8 652.9 634 843 954 | 910 | 1020 6331
TOTAL 913.6 | 1021.6 | 2340.8 | 4190.8 | 3826.2 4152 | 4587 | 5491 | 6450 | 7820 40793

Source: State Bank of Pakistan, Annual reports

Figure A.6: Remittances received by Pakistan
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Figure A.7: Remittances to Pakistan by source agyttS$ millions)
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