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outh Asia is at a turning point. The

region is benefitting from a confluence of

positive internal and external forces.
South Asian countries are starting to receive
the competitiveness dividends from the eco-
nomic reforms and public investments in
infrastructure and education carried over the
past 25 years. Rising labor costs in East Asia
are steering global investors toward South
Asia as a possible cheaper alternative. At a
time of declining global growth and trade,
South Asia—home to a quarter of humanity—
has the potential to boost global growth as
both a major exporter and consumer market.
This is good news, not only for South Asia but
also for the world as a whole. But challenges
to the region’s competitiveness remain. More
than one million young people are reaching
working age every month and will need jobs;
firm competitiveness is low; and countries in
the region have not been particularly successful
in integrating with each other.

This book, South Asia’s Turn: Policies to
Boost Competitiveness and Create the Next
Export Powerhouse, looks in detail at the
drivers and constraints impacting South Asia’s
competitiveness. It outlines the four policy
levers that will help the region become
more globally competitive across a broader
spectrum of industries, accelerating growth
and reducing poverty, especially for women.

Foreword

One of these policy levers (improving the
business environment) is well known, but
much remains to be done. The other three
(policies to better connect to global value
chains, maximize agglomeration benefits,
and strengthen firm capabilities) are much
less discussed, and we hope this report will
help policy makers focus more on them.

The report combines a critical mass of
quantitative analysis, using the latest data and
tools available, with a rich set of industry and
company case studies to draw new insights on
what South Asia needs to do to boost com-
petitiveness. And it proposes a number of spe-
cific policy solutions drawn from relevant
international good practices (including from
within the region).

We very much hope that this report will
help the countries of South Asia, individually
as well as collectively, take a turn toward real-
izing their great competitiveness potential.

Annette Dixon
Vice President
South Asia Region
World Bank Group

Anabel Gonzdlez

Senior Director

Trade and Competitiveness Global Practice
World Bank Group
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ich region will become the next
global factory? As the workforce
ages and labor costs rise in China

and other East Asian countries, many eyes turn
to South Asia. South Asia’s potential is unques-
tionable: education levels are on the rise, more
than one million young workers enter the
labor market each month, and the population
of the region’s mega-agglomerations and
sprawling cities is expanding monthly by
roughly the same number. By 2030, more than
a quarter of the world’s working adults will
live in South Asia. But despite flashes of
brilliance across a handful of sectors, loca-
tions, and leading firms, this potential remains
largely unfulfilled.

South Asia ranks below both its neighbors
and various global benchmarks in attract-
ing investment, penetrating tough markets,
diversifying and upgrading its products, and
regional integration. These forgone opportu-
nities are also reflected in low scores across
a range of measures of international competi-
tiveness. With the growth rate of global trade
having dramatically slowed down, how can
South Asia improve its competitiveness,
become an export powerhouse, create jobs,
reduce poverty, and boost shared prosperity?
This report proposes that the solution lies in
improving productivity and looks for ways to

Overview

do so in the dynamics of firms, industry value
chains, clusters, and cities across the region.

With some exceptions, South Asia
has reaped few benefits from
global integration

Despite the recent slowdown in trade, the
global economy is more connected than ever.
Participation in larger regional and global
markets offers many opportunities to raise
productivity: stronger competitive pressures
weed out the least productive firms, while oth-
ers improve by gaining access to knowledge
and better inputs. Across the region, there are
several examples of these channels at work,
ranging from highly successful apparel indus-
tries in Bangladesh and Sri Lanka to India’s
software and business process outsourcing
(BPO) sectors, and from productive agglom-
eration of light manufacturing firms in Sialkot,
Pakistan, to Bangalore, India’s becoming a
global research and development (R&D) hub
for major auto parts and electronics produc-
ers. South Asia’s leading firms have risen to
standards of global excellence, demonstrating
that world-class levels of operational perfor-
mance, efficiency, and innovation can be
achieved with the right management, scale,
technology, and worker training. Since 2010,
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SOUTH ASIA’S TURN

on the strength of its services trade, South
Asia’s ratio of trade to gross domestic product
(GDP) has consistently been better than
China’s, and—after controlling for size—India
is more open to trade than the global average.

In the aggregate, however, South Asia’s
intraregional and global ties remain relatively
weak. The ratios of merchandise trade to
GDP and foreign direct investment (FDI) to
GDP in the region are well below those of
competitor countries. From 1990 to 2014,
the region’s FDI inflows were, on average,
between 2.2 and 2.8 percentage points of
GDP below that of countries in East Asia.
Moreover, countries in South Asia receive
little FDI from within the region. Trade inte-
gration is also low. From 1990 to 2014,
South Asia’s average ratio of exports to GDP
varied from 17 to 21 percentage points below
that of East Asia, and the average ratio of
imports to GDP was 21 to 22 percentage
points lower.

The region has also made little progress in
diversifying its exports and moving up the
value chain. Although South Asia has had
some success in penetrating new markets,
almost 80 percent of the region’s export
growth from 2001 to 2013 came from sales
of the same goods to the same destinations,
and the remaining 20 percent came from
selling the same products in new markets.
Exports remain highly concentrated in textiles
and apparel in Afghanistan, Bangladesh,
Nepal, Pakistan, and Sri Lanka; in minerals in
Bhutan; and in animal and vegetable products
in Afghanistan and Maldives. Overall, the
region’s export basket does not reflect a sub-
stantial transformation of production struc-
tures or innovative activities. Although the
sophistication of exports has increased in
India, it has remained low in the rest of South
Asia; and quality (as measured by the prices
its products fetch in international markets)
has generally remained low and has declined
for some countries.

Meanwhile, the global environment is
becoming tougher. The demand for develop-
ing countries’ exports has been limited by the
slow recovery in the industrial economies and
by the effect of the decline in commodity

prices on resource-rich economies, while the
benefits to many commodity importers have
been eroded by declining remittances. New
megaregional trade agreements, such as
the Trans-Pacific Partnership (TPP) and
the Trans-Atlantic Trade and Investment
Partnership (TTIP), may divert trade and
investment away from nonmembers. Against
this background, it has become even more
urgent for countries in South Asia to make
overdue investments in boosting competitive-
ness to avoid falling further behind compara-
tor countries in the global marketplace.

Productivity is the key to improved
competitiveness

What lies behind South Asia’s subdued
competitiveness, and what strategies can help
the region become more competitive? Porter
(1990) has argued that different countries
have become competitive with different mixes
of endowments, factor prices, and policies.
Although competitiveness can be buttressed
in the short term by keeping costs low, the
only sustainable path to improved competi-
tiveness in the long term is increased produc-
tivity. Yet South Asia’s growth over the past
two decades seems to have been driven mostly
by an accumulation of factor quantities
rather than by improvements in their quality,
efficiency, or productivity. Accelerating pro-
ductivity growth should be at the top of
policy makers’ agendas in the region to ensure
continued and sustained progress on job cre-
ation, growth, poverty reduction, and shared
prosperity.

Across the globe, one mechanism for long-
term improvement in productivity has been
the movement of resources from agriculture
to higher-productivity manufacturing and
services. Between 1960 and 2013, the share
of agriculture in South Asia’s GDP decreased
from 44 percent to 19 percent, while the
share of industry rose from 18 percent to
29 percent. Similar to patterns observed in
high-income economies, labor productivity
differentials between agriculture and more
modern activities play an important role
in explaining the movement of labor across
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sectors, with the sensitivity of labor move-
ment to productivity much higher in South
Asia than in high-income economies.
However, the movement of labor from agri-
culture to industry and services in South Asia
has not been rapid enough to substantially
reduce the large differences in productivity
across sectors. In other words, the region has
significant untapped potential, compared to
the economies of the Organisation for
Economic Co-operation and Development
(OECD) for example, to reap productivity
gains by a further reallocation of labor from
lower- to higher-productivity activities.

Another important mechanism for produc-
tivity growth operates within sectors through
the movement of resources from less-
productive to more-productive firms. In South
Asia, the high dispersion of productivity levels
across firms and a strong bias of firm distri-
bution toward small, inefficient, and slow-
growing firms indicate that this mechanism
has a strong potential to increase efficiency.
Firms aged 25 years or more in Bangladesh,
Bhutan, India, and Sri Lanka are only
50 percent to 90 percent larger than start-ups,
while in China, Indonesia, and Vietnam
similar firms are two to five times larger.
According to some estimates, if the distor-
tions that prevent the reallocation of resources
to more-productive firms in India were
reduced to the levels observed in the United
States, productivity might increase as much as
60 percent.

Barriers to the growth of firms can also be
found in government policy. Across the
region, licensing and size restrictions (which
have declined in importance but still exist),
labor regulations that increase the cost of hir-
ing and firing, financial sector regulations
that favor small enterprises, and inadequate
bankruptcy laws may have limited the ability
of efficient plants to grow and enabled ineffi-
cient plants to survive. Taxes or labor costs
that affect larger firms more than smaller
firms may reduce the return on investment in
large firms. Impediments to reaching foreign
markets, whether from trade policy or the
high cost of logistics, can also impede
expansion.

The drivers of and constraints on produc-
tivity growth were analyzed in four case
studies of critical industries—agribusiness,
electronics, apparel, and automotive. These
case studies show the links between the exter-
nal environment of firms and their behavior
within a well-defined industry in which indus-
try dynamics (such as competition) can be
analyzed and performance benchmarked. As
such, they are of great help in understanding
the relative importance of the external factors
that drive or constrain a firm’s performance
and productivity. Also, and crucially, industry
case studies assess industry-specific factors
and policies that traditional cross-cutting
analysis is ill-equipped to identify.

Business environment challenges
remain a constraint on firm
performance

On average, countries in South Asia score
poorly on major indexes used globally to cap-
ture key aspects of competitiveness, such as
the Global Competitiveness Index (GCI) pub-
lished by the World Economic Forum and the
World Bank’s Doing Business report. In the
most recent GCI rankings (2015-16), India is
the only South Asian country in the top half
of nearly 140 countries. In the World Bank’s
2016 Doing Business report, all the South
Asian economies, with the exception of
Bhutan, are ranked in the bottom half. Ten
years ago, a World Bank Investment Climate
Assessment argued that South Asian countries
underperform comparator countries on many
investment-climate measures, including infra-
structure and electricity supply, access to
finance, employee skills, and corruption.
Similar results emerge from the most recent
round of Enterprise Surveys, in which an
average firm in South Asia consistently ranks
investment-climate constraints as more bind-
ing than does an average firm in China or
Vietnam. Although performance varies sub-
stantially across countries and indicators—
pointing to significant potential for
improvement by leveraging best practices
within the region—the overall gap puts South
Asia’s firms at a clear disadvantage compared
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to similar firms in other parts of the world.
These challenges may be particularly daunt-
ing for the region’s high potential firms, which
would otherwise grow more rapidly and cre-
ate more jobs.

The agribusiness case study shows that
business environment issues (such as trade
barriers, and restrictions on agricultural mar-
kets, products, and prices as well as blanket
subsidies) remain the main impediments to
the inclusive and sustainable development of
the sector.

Growth of the region’s cities
and clusters offers multiple
opportunities to raise firm
productivity

Economic activity in South Asia is highly
concentrated. In most countries a small num-
ber of districts account for a large share of
economic activity. In India, for example, the
five largest districts account for 18 percent of
total employment. However, the degree of
geographic concentration of manufacturing in
South Asia has not changed substantially
in the last two decades: the share of total
employment held by the top five districts has
remained relatively constant, while which dis-
tricts are in the top five has changed. This
indicates that more-productive locations have
generally not been successful in attracting
additional resources at the expense of less-
productive locations, although congestion in
the major economic centers has not reached
sufficiently high levels to push a substantial
share of economic activity out to the periph-
ery. In the three South Asian countries with
adequate data, district or state borders tend
to be “thick”—impediments to efficient allo-
cation of resources among districts are stron-
ger than those within districts.
Agglomeration economies—the benefits
that accrue to firms and workers from locat-
ing close together in cities or clusters—matter
for firm productivity: a 10 percent increase
in district employment leads to a 0.2 to
0.9 percent increase in the total factor pro-
ductivity (TFP) of the district’s firms. The
effect operates primarily through two

channels: localization (firms in the same
industry locate close together to benefit from
a specialized labor pool) and urbanization
(firms from different industries locate close
together to benefit from a diverse supplier
network, common infrastructure, or large
number of workers). Unlike in high-income
countries, firms in South Asia appear to ben-
efit relatively more from a wide diversity of
workers available in a single location (urban-
ization economies) rather than a concentra-
tion of highly specialized workers (localization
economies). These results suggest that cities,
with diverse labor pools catering to a range of
industries, may currently be more effective
vehicles of supporting firm productivity in
South Asia than clusters, which cater to a spe-
cific sector, although the two are not mutually
exclusive. For example, a number of top firms
in South Asia’s automotive sector fostered
innovation by locating near their customers,
enabling their engineers to work with those of
their clients and gradually building their
capacity from simpler to more complex
components.

The electronics case study shows that
South Asia needs urban areas that provide
thick markets for skilled labor, large tracts of
industrial land, and world-class logistics to
become competitive.

Increasing prominence of global
value chains provides a pathway
to greater efficiency

Participation in global value chains (GVCs)
and exposure to international markets more
generally are associated with higher levels of
firm productivity in South Asia. Access to for-
eign markets, either through trade or the
licensing of foreign technology, brings stron-
ger outcomes for adoption of information
and communication technology (ICT) and
innovation, and these in turn have a robust
positive relationship with firm-level produc-
tivity. Greater exposure to international trade
makes firms more viable participants in
GVCs, which in turn can further enhance
productivity in a virtuous cycle. For example,
a number of South Asia’s leading firms in the
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automotive sector learned by becoming
domestic suppliers to multinationals entering
the region and then leveraged that experience
to access international markets on their own.
Although it is also true that more-productive
firms may elect to join GVCs, evidence sug-
gests that GVC participation and deeper
global integration more generally have posi-
tive productivity effects on firms.

With more than 20 percent of its exports
coming from GVC products, South Asia has
the second-highest rate of GVC participation
among developing regions. This ranking
largely reflects, however, the region’s strong
performance in apparel. Bangladesh has one
of the highest GVC participation rates in
the world precisely because it exports little
besides garments. India’s participation in
GVCs is low because it has a more diversi-
fied range of exports. In addition, the loca-
tion along the value chain of each country’s
firms varies substantially: firms in Pakistan
tend to be more upstream, while Sri Lankan
and Bangladeshi firms are much further
downstream. Final apparel producers in
Sri Lanka and Pakistan have been more suc-
cessful at penetrating higher-income markets
than firms in Bangladesh and India, while
firms in Pakistan and Bangladesh have
shown a greater ability to penetrate high-
income markets in intermediate apparel.
Overall market sophistication declined,
however, between 2000 and 2010 in all four
countries, either because of increased sales
to middle-income markets or because of
more intense competition in high-income
markets, or both.

Value chains tend to cluster regionally
because of transport and other transaction
costs and the need for timely delivery.
Bangladesh and Sri Lanka have the highest
shares of final apparel goods (86 percent and
44 percent of apparel exports, respectively) in
the region and source many apparel inputs
from Pakistan and India, which focus rela-
tively less on final products (18 percent and
6 percent of apparel exports, respectively). In
2013, two-thirds of India’s exports of knit
and crochet fabric were destined for Sri Lanka
and Bangladesh, while nearly half of

Pakistan’s exports of woven cotton denim
were destined for Bangladesh and Sri Lanka.
An East Asia-South Asia regional value chain
is also emerging, especially in intermediate
apparel: 70 percent and 24 percent of South
Asia’s imported apparel inputs come from
East Asia and South Asia, respectively. South
Asian GVC activity is more integrated with
East Asia than is that of any other region in
the world, except East Asia itself.

Despite the importance of GVCs for firm
productivity and overall export growth,
South Asia lags on many capabilities that
matter for GVC participation. Countries
in South Asia are, on average, more wage
competitive and closer to markets than are
members of the Association of Southeast
Asian Nations (ASEAN) or members of the
Southern Africa Customs Union (SACU),
but compare unfavorably with them on
policy variables such as human capital,
institutions, logistics, and trade barriers on
imports of intermediate inputs. Bangladesh,
Maldives, and Pakistan charge high tariffs
on intermediate apparel goods, and all
countries except Sri Lanka impose high tar-
iffs on finished automobiles. Nontariff bar-
riers are also pervasive, particularly in the
automotive sector in Pakistan. Trade facili-
tation could be substantially improved; the
ability to access imported inputs in a timely
manner is particularly important for sectors
in which South Asia has already developed
an advantage (apparel in particular) as well
as sectors of emerging opportunity (such as
electronics). Restrictive product market
regulations—such as limits on storage, pro-
cessing, and marketing of agricultural pro-
duce, price caps and minimum support
prices on key agricultural commodities,
fragmented approaches to food safety stan-
dards and their poor enforcement, and gaps
in harmonization of local norms with inter-
national automotive standards—inhibit
South Asia’s ability to increase its participa-
tion in GVCs in the agribusiness and auto-
motive sectors.

The apparel case study shows how import
barriers affect exporters and prevent the
region from realizing its great potential.
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Improving firm capability and
leveraging technology can
substantially raise firm productivity

With the exception of a few global leaders,
firm capabilities in the region tend to be
limited. On average, South Asia’s firms over-
employ relatively scarce capital and under-
employ abundant labor. Given the prevailing
wage rates and marginal products of workers,
the optimum level of labor use in Indian and
Sri Lankan firms is 1.7 and 2.2 times current
employment levels, respectively, while esti-
mates for Nepal and Pakistan suggest under-
use on the order of 14 to 16 times the existing
workforce. Thus, most firms in South Asia do
not operate close to optimum efficiency, given
the prevailing factor prices, bringing down
aggregate productivity. Potential reasons for
this less-than-rational behavior include lim-
ited managerial capacity, labor market rigidi-
ties (particularly with regard to firing
workers), and spatial distortions that prevent
firms from locating close to a ready supply of
workers or vice versa.

Although the region’s top firms make
investment in creating knowledge and provid-
ing skills and training to their workforces a
priority, on average firms in South Asia
underinvest in knowledge. Overall public and
private investment in R&D in the region is
low and is increasingly falling behind Latin
America and the Caribbean and East Asia.
Investment in R&D within the region varies
greatly, with a higher incidence of firms con-
ducting R&D in Bangladesh and India (above
the rates observed in Africa and Eastern
Europe and Central Asia) and a much lower
incidence in Nepal and Pakistan (below
the rates of Africa and Eastern Europe and
Central Asia). In general, larger firms are
more likely to engage in R&D activities. With
the exception of Bangladesh, access to licenses
to use foreign technology increases R&D,
while financial constraints significantly inhibit
R&D investment.

Adoption rates of ICT also vary across
the region. Indian firms score very high on
multiple dimensions of technology use:
nearly 100 percent of registered firms have

computers and an Internet connection, which
corresponds with the average for OECD
countries. ICT use in Pakistan is consistent
with that of global peers but is very low
in Bangladesh and Nepal. Despite wide-
spread Internet use, however, the adoption of
e-commerce and other online business tools is
limited, with the difference particularly stark
in India. Size, export status, and, to a lesser
extent, import status are important determi-
nants of ICT adoption at the firm level.
Complementary factors—technology and
skills—are also important determinants of
ICT adoption. Last, access to finance and to
financial institutions is critical to the adoption
of e-commerce. The region’s moderate
achievements on many of these dimensions
may explain the limited penetration of some
technologies and hint at missed opportunities
to improve productivity performance.

Patterns of investment in innovation
inputs, including ICT, managerial practices,
and R&D, are reflected in innovation out-
puts. Within the region, close to 80 percent of
firms in Bangladesh and India engage in tech-
nological innovation, well above the average
in Eastern Europe and Africa. On the other
hand, only about 20 percent of firms in Nepal
and Pakistan invest in new products or pro-
cesses. Moreover, the acquisition of knowl-
edge capital (such as R&D, investments in
equipment, and training) is highly concen-
trated in a few firms, and mature, exporting,
and foreign-owned firms tend to be the most
innovative. Compared to other regions, a
much larger share of innovation in South Asia
takes place in-house, limiting productive col-
laboration across firms and possibly explain-
ing higher rates of imitation instead of radical
innovation.

Returns to innovation in Bangladesh,
India, and Nepal are positive and statistically
significant. A 1 percent increase in innovation
intensity increases firm productivity by 0.6 to
1.4 percent, an impact that is two to five
times stronger than the magnitudes com-
monly estimated for OECD countries. Even
among the leaders, however, most innovation
consists of the imitation of existing products
or processes. Few firms engage in disruptive
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innovative activities such as introducing new
products to the country or to the world. Most
of the firms in the region tend to innovate to
upgrade the quality of their products,
although the introduction of new products is
slightly more frequent in India. And most
innovation is done in-house (more so than in
Africa or Eastern Europe and Central Asia),
which may limit the potential for new
products.

The automotive case study shows how
protections from global good practices (high
import tariffs and obsolete safety and emis-
sion standards) limit the spread of world-class
firm capabilities.

Faster growth of exports and jobs
is within reach if productivity
improves

South Asia has tremendous potential to
increase incomes and gain market share in
exports through policies that enhance pro-
ductivity. In a scenario under which produc-
tivity growth contributes about 2 percentage
points per year to increases in regional GDP
(consistent with South Asia’s best historical
performance), South Asia becomes the
world’s fastest-growing region for exports. By
2030, it could more than triple its share of
global exports of electronics and motor vehi-
cles, and come close to doubling its already
significant market share in apparel. Further
investments in port infrastructure, improve-
ments in customs processes, and behind-the-
border services (such as warehousing and
transportation); more rapid implementation
of improvements in port-to-port trade and
transportation costs; and a reduction in the
domestic cost of trade could boost export
growth by more than 1 percentage point per
year over the projected baseline and lead to
additional unskilled wage gains of as much as
17 percent.

Turning to job creation, the report
examines the intensely competitive apparel
market. Productivity-enhancing measures that
produce a 10 percent cost advantage over
Chinese apparel could lead to a 13 percent to
2§ percent rise in South Asian countries’

apparel exports to the United States. Given
the high labor intensity of apparel manufac-
turing and the large sensitivity of South Asia’s
labor supply, especially women, to higher
wages, a 10 percent price advantage over
China in the U.S. market could translate into
employment gains of 8.9 percent in Pakistan—
by far the biggest winner—followed
by Bangladesh (4.2 percent) and India
(3.3 percent). These would be well-paying
jobs: the wage premium of the apparel sector
over agriculture ranges from 8 percent to
27 percent, depending on the country, and is
even higher for women. Moreover, jobs cre-
ated in textiles and apparel are particularly
likely to attract low-skilled women. These
results not only point to the critical impor-
tance of implementing productivity-enhancing
measures in the apparel sector but also cau-
tion that inaction may lead to a decline in
market share. Competitors that have pursued
more aggressive apparel-friendly policies
(such as Vietnam and Cambodia) can stand to
gain much more than the South Asian coun-
tries in market access. The prospect of new
megaregional trade agreements, such as TPP
and TTIP, for which South Asian countries
have thus far remained on the sidelines, giving
an additional boost to the region’s main
competitors further underscores the urgency
of reform.

Policies to boost competitiveness
and productivity

In order to realize these gains and more, the
region’s policy makers should reexamine their
policies and priorities for competitiveness
and productivity. This report highlights not
only policies to improve South Asia’s invest-
ment climate but also three policy areas that
have so far been less prominent in discussions
of competitiveness and productivity but
that—as shown by the empirical results and
the industry case studies—have the potential
to raise productivity across the region. These
include policies to maximize the benefits of
agglomeration economies, better connect to
GVCs, and boost firm capabilities. In the crit-
ical case of the agribusiness value chains
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(which constitute one-third of South Asia’s
GDP), additional policy areas include the
need to reform agricultural markets, price
regulations, product standards, and blanket
subsidies.

Deriving the maximum productivity bene-
fits from South Asia’s rapid urbanization
requires policies that leverage agglomeration
economies while minimizing the adverse
impacts of congestion. The removal of policy-
induced distortions that limit the flexibility of
labor, capital, and land markets could enable
firms that are more productive to grow. In
particular, policies to increase the flexibility of
labor markets, especially for women (who
face particularly high discrimination in South
Asia’s labor markets) are likely to substan-
tially reduce the misallocation of labor and
improve productivity. Policies directed at
improving urban governance and bridging the
region’s infrastructure gap will ensure that
firms and workers are matched more easily.
Achieving these goals will require tackling
congestion issues head-on. In particular,
investments in roads and public transit, provi-
sion of quality affordable housing and other
basic infrastructure services, and reducing the
negative social impact of agglomeration (such
as crime) should be high on the policy mak-
ers’ agenda.

When large-scale solutions are difficult or
costly, improved infrastructure could be deliv-
ered through industrial zones or clusters.
Although a number of traditional approaches
to industrial zones in South Asia have not
delivered the expected benefits, there are
encouraging examples of new approaches
from within and outside the region, such
as India’s Scheme for Integrated Textile Parks
and China’s plug-and-play industrial zones.
The location of a cluster often makes all the
difference, and countries in the region could
make further efforts to identify and develop
industrial areas close to ports, resolve pend-
ing issues in existing industrial zones, and
ensure provisions for worker housing.
Providing access to R&D and testing facili-
ties, waste dumping, and recycling facilities
would make these zones more attractive to
small and medium enterprises.

Strengthening the participation of the
region’s firms in GVCs calls for taking the spe-
cific steps that matter most to global buyers as
well as making broad-based investments in
GVC capabilities. The former include improv-
ing fundamentals such as cost, quality, and
lead times, particularly relevant to the shift
toward lean retailing and just-in-time delivery
in many industries. However, other factors are
also growing in importance. Buyers who
attempt to reduce the complexity of their sup-
ply chains increasingly value sellers who offer
accompanying services such as input sourcing,
product development, and financing (known
as full package services). Buyers also take into
account social and (to a lesser extent) environ-
mental compliance, which has become more
important to their bottom lines because of
pressure from corporate social responsibility
campaigns by nongovernmental organiza-
tions, compliance-conscious consumers, and,
more recently, the increase of accidents in
apparel factories.

Improving broader-based GVC capabilities
requires policy actions such as facilitating
imports for use by exporters (for example,
through better-functioning duty drawback
schemes); reducing average rates of protection
and harmonizing tariff schedules across inter-
mediate and final goods; improving standards
and product market regulations; and strength-
ening trade logistics to reduce customs clear-
ance and transit times—all areas where the
region falls short of its Southeast Asian com-
petitors and global benchmarks. At the firm
level, improving firm capabilities to adopt
new technology (including better managerial
practices) and to innovate will be critical to
accelerating the introduction of new prod-
ucts, improving product quality, and moving
into higher value segments within existing or
new GVCs.

For innovation, managerial capabilities,
technology adoption, and worker skills, the
report’s findings suggest different priorities
across the region. In Nepal and Bangladesh,
the focus should be on efforts to foster the
adoption of the Internet and computers,
which will require overcoming infrastructure
challenges as well as improving the provision
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of complementary skills such as technological
training and human capital. In India, where
the use of ICT is already widespread, the
focus should be on improving ICT practices,
particularly in e-commerce and other online
business tools. India has a large software
development industry and a relatively high
number of information technology engineers;
access to finance and the establishment of
broad-based financial transaction platforms
online could be critical to increasing the use
of the Internet for commercialization.

A possible explanation for South Asia’s
growing gap in R&D investments compared
to other regions is low returns to R&D in the
absence of complementary factors: manage-
rial capabilities, worker skills, and finance.
Therefore, investing in these should be a
policy priority throughout the region.
Modernizing training institutions and
expanding access to on-the-job training can
lead to higher efficiency and lower costs, and

programs that support improving firm capa-
bilities through technology extension, mana-
gerial training, and access to consulting
services, networking, and information can
have large and long-lasting productivity ben-
efits. In addition, countries with higher inno-
vation rates in the region should focus on
breaking the pattern of inward innova-
tion development by supporting cooperation
among firms and institutions to generate
novel and, if possible, radical innovations.
For countries with lower innovation rates,
policy should focus on increasing the number
of firms engaged in incremental innovation in
order to boost productivity, profits, survival
rates, and sales growth.
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The Region’s Competitiveness
Potential Remains Largely

hich region will become the next
global factory? As the workforce
ages and labor costs rise in China

and other East Asian countries, many eyes
turn to South Asia. South Asia is still largely
rural—agriculture accounts for a large share
of employment and a substantial fraction of
gross domestic product (GDP)—and it has
not been particularly successful in integrat-
ing economically within itself or with the
rest of the world. Yet more than one million
young workers enter the labor market each
month, and by 2030, 26 percent of the
world’s working adults will live in South
Asia. This is the region’s greatest opportu-
nity and greatest challenge.

In the meantime, the global environment
is becoming tougher. The commodity boom
is over, putting the brakes on demand and
tightening fiscal belts in resource-rich coun-
tries. Although commodity importers benefit
from improved terms of trade, many also
receive reduced remittances, limiting the ben-
efits to the current account. Slowing global
growth and an even more pronounced slow-
down in global trade make it more challeng-
ing for firms to enter and expand in export
markets. New megaregional trade agree-
ments (such as the Trans-Pacific Partnership
(TPP) and the Trans-Atlantic Trade and

Unrealized

Investment Partnership (TTIP)) promise wel-
fare gains to members but may divert trade
and investment from nonmembers. Against
this background, it has become even more
urgent for countries in South Asia to make
overdue investments in boosting competi-
tiveness and raising productivity to avoid
falling further behind comparator countries
in the global marketplace.

There are many examples of excellence in
the region. Exports of goods and services are
higher, relative to GDP, than in China. At the
sectoral level, the software industry in India,
the garment sector in Bangladesh and
Sri Lanka, and the Sialkot cluster in Pakistan
are global success stories. And at the firm
level, there is no shortage of global champi-
ons (for example, US Apparel, Orient Craft,
Pacific Jeans, and MAS in apparel; Tata
Motors, Bharat Forge, and Hi-Tech Gear Ltd.
in the automotive sector; Fauji Foundation,
Dilmah, and KRBL Ltd. in agribusiness; and
Dixon Technologies and Micromax in elec-
tronics). Yet so far the region as a whole has
made relatively little progress in integrating
economically within itself or with the rest of
the world, diversifying and increasing the
sophistication of its exports, moving up the
quality ladder, and improving its ranking on
many competitiveness benchmarks. It has yet

13
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to realize the substantial benefits of economic
integration and achieve its full potential—
both relative to its endowments and its global
competitors—while the window of opportu-
nity may not remain open for long. The
following discussion develops this observa-
tion in more detail.

Pockets of excellence are evidence
of vast untapped potential

South Asia, and India in particular, is already
well known for having achieved excellence
and preeminence in the information and com-
munication technology (ICT) industry. Less
well known is that South Asian countries,
locations, and firms have become major play-
ers in important manufacturing industries.
These successes include:

e The apparel industries in Sri Lanka and
Bangladesh, which are as big (on a per
capita basis) as those in China and
Vietnam;

e The light manufacturing cluster in Sialkot,
Pakistan, which, despite all odds, has
achieved a dominant global market share
in products such as soccer balls and surgi-
cal instruments;

e Indian auto-parts firms, which are becom-
ing global players through exports to and
acquisitions of firms in leading markets
such as Germany;

e Global electronics and auto-parts firms
that have established their global research
and development (R&D) centers in India;
and

e Leading agribusiness firms developing, in
partnership with governments, new crop
varieties for the domestic and interna-
tional markets (such as tea in Sri Lanka
and rice and mint oil in India).

These cases were selected for the in-depth
case studies in this report to analyze the driv-
ers of competitiveness as well as the con-
straints that limit the competitiveness of firms,
locations, industries, and countries at a time
when South Asia is uniquely positioned to
take advantage of rising production costs in
East Asia.

Difficulties in attracting investment
and penetrating global markets

Trade and investment integration can increase
productivity. Opening up local markets to for-
eign trade and investment increases competi-
tion, which encourages labor and capital to
move from less-productive to more-productive
firms (Melitz 2003). Further, increased com-
petition may induce firms to improve their
efficiency (Helpman and Krugman 1985), to
focus on their core competencies (Bernard,
Redding, and Schott 2011) and reduce mana-
gerial slack (Hicks 1935), or to invest in new
technology (Aghion et al. 2005). Finally,
openness facilitates access to better inputs and
technology (Atkin, Khandelwal, and Osman
2016), particularly important for those devel-
oping countries whose import substitution
policies previously reduced firms’ ability to
purchase imported inputs.

Despite the well-known benefits of eco-
nomic integration, South Asia’s intraregional
and global ties are relatively weak. Foreign
direct investment (FDI), for example, is low
(figure 1.1). Over the period 1990 through
2014, the region’s FDI inflows were, on aver-
age, between 2.2 and 2.8 percentage points
of GDP below that of countries in East Asia
(see tables 1A.1 and 1A.2). Particularly in
the latter part of this period (2011-14), as
panel b of figure 1.1 shows, FDI inflows in
all countries (except Maldives) were substan-
tially below the average of countries at simi-
lar levels of development.

The flow of intraregional investment in
South Asia shows the lack of regional invest-
ment integration. Globally, South-South
cross-border investment has increased, and a
recent market survey showed that multina-
tionals in other regions allocate a significant
share of outward investment to countries
within their region. By contrast, countries in
South Asia receive little FDI from within the
region. In particular, despite the lower trans-
action costs of investing in nearby, familiar
markets, Indian multinationals tend to invest
outside the region (Gomez-Mera et al. 2015).

Some of the blame for low FDI inflows
can be traced to burdensome regulations
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FIGURE 1.1 Countriesin South Asia attract less foreign direct investment than global peers
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Source: World Bank calculations based on World Development Indicators database.
Note: FDI = foreign direct investment; PPP = purchasing power parity. Shaded area corresponds to the 95 percent confidence interval.

governing FDI. Nepal, for example, has
failed to attract substantial FDI because of
the complicated process required to repatri-
ate profits, high entry barriers (with a long
negative list), and insufficient guarantees of
investor protection. The lack of readily avail-
able land with adequate access to infrastruc-
ture services has constrained foreign
investment, particularly in Bangladesh. For
example, in 2011, Samsung’s large intended
investment in electronics in Bangladesh fell
through because adequate land was not
available in an export processing zone. By
contrast, Indian states compete for invest-
ment by major original equipment manufac-
turers (OEMs) by offering land combined
with tax incentives, although there is some
risk that such competition will lead to sub-
optimal investment locations and industry
fragmentation.

Trade integration is also low. As shown in
figure 1.2, from 1990 through 2014, South
Asia’s average ratio of exports to GDP varied
between 17 and 21 percentage points below
that of East Asia, and the average ratio of
imports to GDP was 21 to 22 percentage
points lower than the countries of East Asia
and the Pacific Region (Maldives, with a

highly developed tourism export sector, being
again the exception).! Countries in the region
have become more integrated in the global
marketplace, however: the region’s share of
merchandise trade increased from $1.15 of
every $100 traded globally in 2000-04 to
$1.82 in 2014, an increase of nearly 60
percent. Nevertheless, growth in the region
has been more inward-oriented than that in
East Asia.

South Asian countries can be divided into
two groups by their performance in merchan-
dise exports. Although exports increased at
double-digit rates from 2000 through 2013 in
Afghanistan, Bangladesh, Bhutan, and India
(15, 13, 16, and 14 percent per year, respec-
tively), growth was slower in Maldives,
Pakistan, and Sri Lanka (2, 8, and 5 percent
per year, respectively) and exports fell
1 percent per year in Nepal (see table 1.1).
Regardless of whether countries belong to
slow- or fast-growing groups, however, their
share of the global merchandise export mar-
ket remains small. For example, India, with
an 80 percent increase in its market share in
the past decade and a half, has just reached
1.5 percent of the global exports market.
Bangladesh, with somewhat slower growth of
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FIGURE 1.2 South Asia’s trade integration is relatively low
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TABLE 1.1 Despite rapid growth, South Asia’s share of global merchandise exports remains low

Afghanistan Bangladesh Bhutan India Maldives  Nepal Pakistan SriLanka South Asia
2000-04 0.002 0.107 0.001 0.814 0.003 0.010 0.139 0.074 1.149
2010-14 0.004 0.162 0.001 1.463 0.001 0.004 0.135 0.057 1.827
Absolute growth 0.002 0.055 0.001 0.649 -0.002 —0.005 —0.005 -0.017 0.678
Percent growth 121 52 112 80 —61 —54 -3 =23 59

Source: World Bank calculations based on UN COMTRADE database.
Note: Cell values in the first two rows indicate each country’s share in global merchandise exports, expressed in percentage points. Cell values in the third row indicate the absolute
change in market share, expressed in percentage points (difference between the first two rows). Cell values in the fourth row indicate the percent change in market share.

50 percent in its market share, has passed
Pakistan to become the second-largest mer-
chandise exporter in South Asia, with nearly
0.2 percent of the global merchandise market.
Afghanistan and Bhutan more than doubled
their global market share in the past decade
and a half, but still account for less than
0.01 percent of the world market, combined.

The textiles and apparel sector is one
exception to this general trend (figure 1.3).
South Asia’s share of global exports in gar-
ments rose from 7.4 percent in 2000-04 to
11.6 percent in 2010-14. More than half of
that increase is accounted for by Bangladesh
(due in particular to effective import facilities
for exporters), about 40 percent by India, and
the remainder by Pakistan. Gains in market
share in other sectors are almost all below

1 percentage point and almost fully explained
by increased exports from India.

In services, the region has recorded much
better performance. Overall, South Asia’s
share of global services exports rose from
0.9 percent in the early 1990s to 3.6 percent
in the early 2010s. Every country in the region
except Nepal increased its share of global ser-
vices exports; India and, at a substantially
lower scale, Maldives more than doubled
their shares of services exports (table 1.2).

Limited trade integration results from high
trade costs. For example, Nepal charges high
tariffs on yarn, a key input for most of its
apparel exports. In India, high tariffs on
inputs particularly affect the electronics sec-
tor, while tariffs on manmade fibers (com-
bined with the problem of duty drawback
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FIGURE 1.3 Outside of garments, South Asia’s market share growth has been low
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TABLE 1.2  South Asia has more than tripled its market share in services since the 1990s
Afghanistan Bangladesh India Maldives Nepal Pakistan  SriLanka South Asia
1990-94 — 0.05 0.54 0.01 0.03 0.17 0.06 0.87
2000-04 — 0.05 127 0.02 0.02 0.12 0.07 1.56
2010-13 0.08 0.06 3.16 0.05 0.02 0.13 0.08 3.58
Absolute growth — 0.01 1.89 0.02 0.00 0.01 0.01 2.02
Percent growth — 26 149 107 -13 10 8 129
Source: UN COMTRADE database.
Note: — = Not available. Cell values in the first three rows indicate each country’s share in global merchandise exports, expressed in percentage points. Cell values in the fourth row

indicate the absolute change in market share, expressed in percentage points (difference between rows 1and 3). Cell values in the fifth row indicate the percent change in market share.

schemes for exporters) limit exporters largely
to garments made of domestic cotton. Cotton
is grown and harvested predominantly during
the summer, which reduces capacity utiliza-
tion. In addition to high tariff rates, South
Asian countries impose high paratariffs, an
extra tax on imported products that is typi-
cally complicated, subject to arbitrary
enforcement, and applied irrespective of trade
preferences. The addition of paratariffs brings
the average import tax rates in Bangladesh
and Sri Lanka to a level more than double
that of the customs duty alone (Kathuria,

Portugal, and Shahid 2015). In Bangladesh,
tariffs have declined and paratariffs have
increased, making the latter the more impor-
tant constraint on imports (Kathuria and
Malouche 2016). In contrast, Sri Lanka’s
garment exporters have benefited greatly
from zero tariffs on textile imports. In the ser-
vices trades, Bangladesh, India, Nepal, and
Sri Lanka are substantially more restrictive
than high-income economies, and even China,
according to the World Bank’s Services Trade
Restrictiveness Index,? although Pakistan’s
service restrictiveness is relatively low.
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Steps already taken to reduce barriers to
trade and investment in the region have paid
substantial productivity dividends and hint at
potential future benefits from further policy
efforts to improve integration. In India, for
example, the reduction in tariffs on auto
parts and electronics greatly increased com-
petition in the domestic market, raising stan-
dards among firms and enabling them to
increase productivity further by working with
demanding clients. More broadly, the sharp
fall in the level and dispersion of tariffs in
response to the 1991 balance of payments
crisis induced firms to improve their effi-
ciency and improved their access to imported
inputs (Topalova and Khandelwal 2011).3
The productivity benefits of reform were
smallest in sectors in which burdensome reg-
ulations limited firms’ ability to adopt new
technologies,* greater for domestic than for-
eign firms (probably because foreign firms
had already been exposed to competition),
and largest in industries that also experienced
the most deregulation and FDI liberalization.
About a third of the rise in firms’ product
diversification was caused by increased access
to better quality and a higher variety of

imported intermediate inputs (Goldberg et al.
2010). Improved services policies after 1991
also boosted Indian firms’ productivity.
Policy changes that facilitated the operations
of foreign services firms—particularly in
banking, telecommunications, insurance, and
transport—increased the productivity of for-
eign and local manufacturing firms that used
those services (Arnold et al. 2015).

Little progress in diversifying the
merchandise export basket

The composition of the export basket from
South Asian countries has changed little in
15 years, which shows limited product inno-
vation. Exports remain highly concentrated in
textiles and apparel in Afghanistan,
Bangladesh, Nepal, Pakistan, and Sri Lanka;
in minerals in Bhutan; and in animal and
vegetable products in Afghanistan and
Maldives. Almost 80 percent of the region’s
export growth from 2001 to 2013 came from
the intensive margin: sale of the same set of
goods to the same destinations (figure 1.4,
panel a). The remaining 20 percent came
from the extensive margin, but almost entirely

FIGURE 1.4 Most export growth in South Asia has taken place along the intensive margin
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FIGURE 1.4 Most export growth in South Asia has taken place along the intensive margin (continued)
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by selling the same set of goods to new
markets. Although the number of product
varieties exported increased in all countries
except Nepal (figure 1.4, panel ¢), diversifica-
tion into new products (either in old or new
markets) accounted, on average, for only 0.07
percent of export growth. In some countries,
most exports go to only a few destinations.
For example, the top five export destinations
account for 97 percent and 70 percent of
export revenues in Bhutan and Maldives,
respectively (figure 1.4, panel d). In contrast,
India’s top five markets purchase only 36
percent of the country’s exports (figure 1.4
panel d).

Elusive sophistication and low
quality of exports

On average, the sophistication of merchan-
dise exports from South Asia (as measured
by the Export Sophistication Index [EXPY]
indicator) is higher than expected given the
region’s income level.’ With the exception of
India, however, countries in the region have
not been successful in further increasing
export sophistication. Although India

d. Share of export revenues accounted for by top five

destinations, 2000-13
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leapfrogged both Vietnam and Indonesia on
this metric between 2000 and 2014, sophisti-
cation did not increase in Bangladesh and Sri
Lanka, rose steadily but from a low level in
Pakistan, and declined in Bhutan (figure 1.5,
panel a). Even in India, one measure of
export quality and sophistication, PRODY,*
has remained low. A recent International
Monetary Fund (IMF) study finds that the
average level of sophistication for India’s
manufacturing exports is lower than that of
the rest of Asia, in sharp contrast to India’s
performance in the services sector (IMF
2015). The average sophistication of the
countries that purchase exports from South
Asia, as measured by the weighted average of
the buyers’ per capita incomes, has declined
over time (figure 1.5, panel b), both because
South Asia is moving toward relatively
poorer trading partners (figure 1.5, panel ¢)
and because its existing trading partners are
growing less rapidly than average (figure 1.5,
panel d).

Quality, as measured by the price that
exporters of a particular product fetch in
international markets compared with other
producers, is generally low and has declined
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FIGURE 1.5 Average export sophistication in South Asia has been on the decline

EXPY (Export Sophistication Index)
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for some countries.” For example, some Sri
Lankan apparel (such as brassieres) was at
the higher end of the price spectrum at the
turn of the century, but now fetches prices in
the lower fifth of the distribution (figure 1.6,
panel i). In tea, for which the country has a
built-in brand name, Sri Lankan exporters
secure prices just above the median
(figure 1.6, panel j). Nepali carpets are in
the middle of the distribution of prices
(figure 1.6, panel e), while mineral water
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exports are in the lowest tenth (figure 1.6,
panel f). Pakistani cotton moved from the
bottom quartile to the second quartile of the
distribution of prices, advancing six positions
in the ranking (figure 1.6, panel g); trousers,
however, are sold at the very bottom of the
distribution (figure 1.6, panel h). Key
Bangladesh exports have lost ground along
the quality ladder, moving six positions down
the quality ladder in cotton t-shirts
between 2000 and 2013 (figure 1.6, panel b).
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FIGURE 1.6 Export quality is generally low and has declined for some countries

a. Afghanistan, figs, 2000 & 2013
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FIGURE 1.6 Export quality is generally low and has declined for some countries (continued)
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FIGURE 1.6 Export quality is generally low and has declined for some countries (continued)

e. Nepal, carpets, 2000 & 2013
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FIGURE 1.6 Export quality is generally low and has declined for some countries (continued)

g. Pakistan, cotton, 2000 & 2013
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FIGURE 1.6 Export quality is generally low and has declined for some countries (continued)
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Indian cars and cell phones also secure low
prices relative to those of competitors. There
are some exceptions in agricultural products,
however. In Maldives some exports of fish
are priced at the high end of the market—
tilapia exporters, for example, receive

40
Rank

® SriLanka position in 2000
Sri Lanka position in 2013

50 percent more than the price received by
the median exporter of the same product
(figure 1.6, panel d). Similarly, figs from
Afghanistan have substantially moved up the
quality ladder between 2000 and 2013
(figure 1.6, panel a).

60
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Annex 1A
TABLE 1A.1 Per capita income and ratios of FDI, imports, and exports to GDP by region, 1990-2014
Variables FDI/GDP FDI/GDP Imports/GDP Imports/GDP Exports/GDP Exports/GDP
GDP per capita (PPP, 6.91e-05%** 0.000199%** 0.000750%**
constant 2005)
(1.07e-05) (292e-05) (2.51e-05)
Europe and 0.705 0.0880 —11.63%** —12.98%** —8.802*** —13.82%**
Central Asia
(0.521) (0.533) (1.425) (1.432) (1.348) (1.230)
Latin America and 0.622 0.985*% —15.10%%* —12.97%** —14.36%** —9.476%%*
the Caribbean
(0.552) (0.562) (1.526) (1.541) (1.443) (1.324)
Middle Eastand North ~ —1.688*** —2.729%% —16.64%* ~18,68*%* ~9.538** —17.09%*
Africa
(0.652) (0.694) (1.820) (1.878) (1.721) (1.613)
North America -2.259 —4.128%** —35.99%%* —40.89%** —29.72%** —48.19%**
(1.485) (1.520) (4.119) (4.159) (3.895) (3.573)
South Asia —2.855%** —2.266** —21.09%** —21.21%%* —23.57%** —17.62%**
(0.858) (0.893) (2.325) (2.396) (2.199) (2.059)
Sub-Saharan Africa 0.178 0.881* —14.47%** —11.90%** —20.93%** —11.50%**
(0.516) (0.530) (1.425) (1.464) (1.348) (1.258)
Constant 2.238** 1.368 54.82%** 51.971%** 47 44xxx 37.05%**
Year dummies Yes Yes Yes Yes Yes Yes
Observations 4,062 3,979 4,154 4,075 4,154 4,075
R-squared 0.034 0.043 0.055 0.069 0.090 0.260
Source: World Bank calculations based on World Development Indicators database.
Note: Standard errors in parentheses. PPP = purchasing power parity.
**xp < 001,%*p < 0.05*p<0.1.
TABLE 1A.2 Changes in FDI, imports to GDP, and exports to GDP by region, 1990-2014
Almports/ Almports/ AExports/ AExports/
Variables AFDI/GDP AFDI/GDP GDP GDP GDP GDP
GDP per capita (PPP, 5.29e-05*** 0.000216*** 0.000833***
constant 2005)
(1.21e-05) (4.29e-05) (4.04e-05)
Europe and Central 1.888%** 1.428%* —3.495*% —4.859%* —2.665 —7.906%**
Asia
(0.586) (0.599) (2.093) (2.105) (2.083) (1.984)
Latin America and the 0.684 0.860 —12.61*** —10.771%** —11.97*** —6.366***
Caribbean
(0.618) (0.630) (2.238) (2.256) (2.227) (2.126)

(continues next page)
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TABLE 1A.2  FDI, imports to GDP, and exports to GDP by region, 1990-2014 (continued)

Almports/ Almports/ AExports/ AExports/
Variables AFDI/GDP AFDI/GDP GDP GDP GDP GDP
Middle East and North —-0.397 —0.906 —5.583** —5.603** —0.998 —7491%%%
Africa
(0.731) (0.771) (2.641) (2.714) (2.629) (2.557)
North America 0973 -0450 -5.025 —-10.26% —3.048 —23.23%x*
(1.644) (1.685) (5.925) (5.999) (5.896) (5.653)
South Asia —-0.669 —-0.366 —4.277 —4.890 —16.20%** —10.54%**
(0.998) (1.041) (3475) (3.598) (3.458) (3.391)
Sub-Saharan Africa 1.660*** 2.196*** -0.633 2479 —10.02%** 0.495
(0.580) (0.599) (2.102) (2.175) (2.092) (2.050)
Constant —-1.592 —2.283% 4477 1.022 6.143 —6.049*%
Year dummies Yes Yes Yes Yes Yes Yes
Observations 3,892 3,811 3,896 3,830 3,896 3,830
R-squared 0.007 0.012 0.012 0.018 0.016 0.119

Source: World Bank calculations based on World Development Indicators database.

Note: Standard errors in parentheses. PPP = purchasing power parity

***p <0.01,*p<0.05*p<0.1

FIGURE 1A.1 Export Orientation Index—Rankings for South Asia region countries and comparators
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Notes

1.

A slightly different picture emerges if, when
measuring the export and import orientation
of countries in South Asia, we control for
some nonpolicy determinants of openness.
For example, larger countries tend to trade
less with the rest of the world because their
domestic trade opportunities are larger than
those of small countries. Similarly, land-
locked or island states face higher transpor-
tation costs and therefore tend to trade less.
Once size and whether a country is land-
locked or an island state are taken into
account, most countries in South Asia remain
less integrated into the global marketplace,
both in terms of export and import orienta-
tion, than the average. However, India, the
largest economy in the region, appears to be
more integrated than the average (see plots of
these Export and Import Orientation Indexes
in figure 1A.1 and figure 1A.2).

The Services Trade Restrictions Database
(used to calculate the indexes) collects and
makes publicly available information on ser-
vices trade policy assembled in a comparable

manner across 103 countries, five sectors
(telecommunications, finance, transporta-
tion, retail, and professional services) and
the key modes of service supply from the per-
spective of a foreign supplier who wishes to
provide services to consumers in a particular
country, with a focus on policy measures
that discriminate against foreign services or
service providers. See Borchert, Gootiiz, and
Mattoo (2012) for more details.

A similar result was previously reported by
Amiti and Konings (2007) for Indonesia.
This is consistent with cross-country evi-
dence presented by Bolaky and Freund
(2004) that the growth effect of trade depends
on a country’s business regulations.

In the EXPY indicator, each export good is
assigned the value of the average per capita
income of other countries exporting that
good; the country’s EXPY is the average of
these values, weighted by the good’s share
of total exports (Hausmann, Hwang, and
Rodrik 2006). The EXPY indicator has to
be interpreted with caution, because it
reflects the final product exported rather
than the element of production carried out
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locally. In today’s increasingly fragmented
production processes, a country may export
a sophisticated product, such as a computer,
but contribute only low-skilled assembly
activities using high-tech parts manufac-
tured elsewhere.

6. PRODY is an income level associated with a
given good, calculated as a weighted average
of the per capita GDP of countries producing
the good, with weights derived from revealed
comparative advantage calculations.

7. The unit values secured by exporters are used
here as a proxy for product quality because
true product quality is unobserved. It is
worth mentioning, however, that differences
in unit value may also reflect differences in
manufacturing costs observed across firms or
even across countries (see the discussion in
Khandelwal 2010).
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Improving Competitiveness
Requires Raising Productivity
Rather Than Keeping Costs Low

ompetitiveness occupies a central
Cposition in government and industry

agendas in South Asia.! However,
current performance—whether measured as
participation in global markets or using
common competitiveness benchmarks—has
been subdued. For example, the region pos-
sesses several key advantages in the apparel
sector: it has an abundant supply of work-
ers, labor costs are one-half to one-quarter
those of China, and it is a top cotton pro-
ducer in an industry in which textiles make
up close to 70 percent of production costs.
Some leading apparel firms in South Asia
have achieved world-class operational per-
formance by investing in training and tech-
nology, reaping economies of scale, and in
India and Pakistan by integrating vertically
to avoid barriers to sourcing high-quality
inputs on the global market. Nevertheless,
although South Asia increased its share
of the global apparel market from 7.5 to
12.3 percent from 2000 to 2012, it continues
to lag well behind China, which accounts for
41 percent of the market (table 2.1). Despite
higher labor costs, China is able to attract
buyers by offering a wide range of apparel at
short lead times, while high productivity lim-
its total costs. No country in South Asia has
thus far succeeded in offering a comparable
package of goods and services.

The comparison of South Asia’s and
China’s apparel industries illustrates the diffi-
culty in defining national competitiveness,
because different countries have become
“competitive” with different mixes of endow-
ments, factor prices, and policies (Porter
1990). If competitiveness is defined as purely
gains in global market share, countries can
remain competitive in the short term by keep-
ing production costs low through controlled
exchange rates, rigid factor markets, and sim-
ilar policies. However, such policies and the
larger focus on gaining a bigger slice of
the pie are quite likely to be a zero-sum game
(Krugman 1994). A better strategy for
improved competitiveness is to reduce the
transaction costs for firms to compete domes-
tically and globally by providing efficient
infrastructure services, a smoother business
environment, and more effective public ser-
vices. Still, reducing these costs has its limits.

On the other hand, investing in productivity-
enhancing measures can pay continuous divi-
dends over the long term. Porter (1990, 76)
ties competitiveness to the efficiency with
which firms combine factors of production
(total factor productivity or TFP) and argues
that the “only meaningful concept of
competitiveness at the national level is
productivity.” This report adopts a similar
perspective: productivity is what drives

31
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TABLE 2.1 South Asia lags well behind China in apparel exports despite much lower labor costs
Rankin top 15 Apparel exports as a share of  Apparel exports as a share of Average apparel monthly

Country apparel exporters  world apparel exports (percent)  country exports (percent) earnings (US$/per hour)
Bangladesh 2 6.4 82.8 0.51

India 7 35 52 1.06

Pakistan 13 1.2 19.0 0.58

Sri Lanka 14 12 44.8 0.55

China 1 41 7.1 2.60

Source: World Bank calculations using UN COMTRADE data and household surveys.

Note: Data are for 2012.

competitiveness in the long run, and boosting
productivity leads to rising living standards
through higher wages and returns on
investment. Productivity in South Asia has
been less studied than various cost factors, so
the following discussion focuses on three
major challenges to productivity growth in
the region.

At the macro level, the contribution of TFP
to growth in South Asia has declined in recent
years, and factors subject to diminishing
returns—quantity rather than quality of labor
and non-information and communication
technology (ICT) investment—have been the
main drivers of growth. This calls for greater
focus on improving productivity to sustain
and accelerate growth, create jobs, reduce
poverty, and boost shared prosperity. The
main forces that can increase productivity
growth are increased integration with the
global economy, the movement of resources
from agriculture to higher-productivity manu-
facturing and services, and the movement of
capital and labor from less-productive to
more-productive firms within narrowly
defined economic activities.

At the sectoral level, the movement of
labor from agriculture to industry and ser-
vices (structural transformation) has not
been rapid enough in South Asia to mark-
edly reduce the large differences in produc-
tivity across sectors. While countries in the
region are at different points along this
transformation, South Asia is overall in its
early stage, leaving significant untapped
potential to reap productivity gains by
further reallocation of labor from lower- to
higher-productivity activities.

At the firm level, large productivity differ-
ences exist among South Asian firms, and
much of the region’s resources are locked
away in small, low-productivity firms that
neither grow nor exit, indicating the existence
of barriers to market entry and exit (Cabral
2007; Li and Rama 2015; Tybout 1996). The
consequent “misallocation” of resources
accounts for a large share of the difference in
productivity between South Asia and high-
income economies (Hsieh and Klenow 2009;
Hsieh and Olken 2014; Pagés 2010).2 The
following discussion develops these observa-
tions in more detail.

Macro challenge: Contribution of
TFP to growth is low and declining

Gross domestic product (GDP) in South Asia
more than quadrupled from 1990 to 2014,
and most countries enjoyed rapid growth in
output and per capita income (figure 2.1).
However, the contribution of TFP to GDP
growth has been mixed, as indicated by the
four countries for which data are available to
divide GDP growth into its components:
changes in the quantity of labor, the quality
of labor, ICT capital, non-ICT capital, and
TFP (figure 2.2).3

Two main messages emerge from this
analysis:

e The contribution of TFP gains to eco-
nomic growth in the region has declined
across the four countries for which data
are available. In India and Pakistan, the
contribution of TFP to GDP growth has
declined dramatically since 2011 and
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FIGURE 2.1 Growth in real GDP and real GDP per capita in South Asia has accelerated
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FIGURE 2.2 South Asia’s growth has been largely driven by factor accumulation
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FIGURE 2.2 South Asia’s growth has been largely driven by factor accumulation (continued)
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FIGURE2.3 Agriculture has given way to industry and services in 2006, respectively. In Sri Lanka, although
South Asia the contribution of TFP picked up in

2014, it has declined from its high levels

before 2009. In Bangladesh, TFP has

played a negligible role in GDP growth

50 during the entire period of analysis.*

e Non-ICT investment and increases in the
number of workers have been the leading
forces behind growth in all four countries.
Although investment in ICT has increased

40- its contribution to growth in India,
and substantially so in Sri Lanka, most of
the growth is still accounted for by more
labor (rather than higher-quality labor)
and non-ICT investment—both factors
30+ subject to diminishing returns.

Share of value added (% of GDP)

Sectoral challenge: Slow pace of

20, structural transformation

As in other countries at similar stages of devel-
opment, resources in South Asia are moving
from agriculture to manufacturing and ser-
vices (figure 2.3). This shift in economic activ-
Source: World Development Indicators database. ity from lower-productivity, traditional
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sectors to more modern and productive ones
is known as structural transformation.
Between 1960 and 2013, the average share of
agriculture in GDP in South Asia fell from
44 percent to 19 percent, while the share of
industry increased from 18 to 29 percent.
Over the same period, real GDP per capita of
the region nearly quintupled.

Individual countries are at different
points along this transformation, but the
overall trend is quite consistent (figures 2.4
and 2.5). An increase in real GDP per capita
has been associated with a decline in the
share of agriculture in employment and
value added and concomitant increases in
the shares of services and industry.’
Maldives, a small island economy, has tradi-
tionally had a large services sector owing to
tourism and has not experienced much
structural change in the last decade. The
share of value added of industry, however,
appears to plateau at certain levels of income
(at least in the larger countries), consistent
with the views of structural transformation
in the literature (Herrendorf, Rogerson, and
Valentinyi 2013). The share of employment
in agriculture has been consistently higher
than the share of value added at all levels of
GDP per capita for the four countries with
adequate data. This suggests that agricul-
tural productivity has not improved sub-
stantially over the decades. The share of
services in employment and value added in
this sector is high in South Asia, particularly
considering the relatively low income levels.
The share of services in GDP appears to rise
relatively early in the development process,
at below $700 per person in 2005 prices.
This pattern differs from the experience of
mature industrialized countries such as the
United Kingdom, France, and the United
States, where the share of the services sector
reached high levels only at high levels of
GDP per capita (Verma 2012).

Workers in South Asia are moving from
agriculture to the higher-productivity manu-
facturing and services sectors, a transition
that has been associated with increases in
aggregate productivity.® However, the share
of agriculture in total employment in the

region remains high at over 50 percent,
despite the fact that labor productivity in
industry and services is several times that of
agriculture. For example, in India average
labor productivity in industry from 2004 to
2013 was approximately 5 times, and ser-
vices 6.5 times, the level of productivity in
agriculture, illustrating the potential for
major productivity gains in the region from
accelerating the process of structural
transformation.

Differences in labor productivity play an
important role in pulling labor to more pro-
ductive sectors, above and beyond the
“natural” rate of structural transformation
(table 2.2).7 In other words, movement
from agriculture to industry and services is
significantly faster in periods when the dif-
ference in productivity between the two sec-
tors is larger. In this way, the process of
structural transformation in South Asia is
similar to the experience of the coun-
tries of the Organisation for Economic
Co-operation and Development (OECD),
although there are differences due either to
the two groups of countries being at a dif-
ferent stage of the same path, or to the paths
being somewhat different. In either case, the
response of employment to differences in
sectoral productivity levels is much higher
in South Asia than in OECD economies,
indicating that boosting productivity
growth in manufacturing and services in
South Asia carries a much greater potential
for accelerating structural transformation,
increasing nonfarm employment, and rais-
ing income growth.

Firm challenge: Firm growth is
low and resources are trapped in
small firms

In addition to structural transformation
(resources moving from less- to more-
productive sectors), productivity growth can
be driven by movement in resources from less-
productive to more-productive firms within
narrowly defined economic activities. When
this mechanism does not function as effec-
tively as it could—due, for example, to
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FIGURE 2.4 Asincomes grow, resources shift from agriculture to industry and services
Employment and share of value added by sector for Bangladesh, India, Pakistan, and Sri Lanka, 1975-2013
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FIGURE 2.5 Asincomes grow, resources shift from agriculture to industry and services
Share of value added by sector in Afghanistan, Bhutan, Maldives, and Nepal
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barriers to competition—the economy suffers
from misallocation of resources (box 2.1).
Evidence shows that the misallocation can
substantially reduce aggregate productivity. In
a seminal study, Hsieh and Klenow (2009)
measure resource misallocation in China and
India by comparing productivity dispersion
among firms in these countries with the U.S.
market.® They find that firms in China and
India produce the same products with vastly

different levels of productivity, with a range
that is much wider than that in the United
States. Reducing these productivity gaps to
the level of efficiency observed in the United
States would increase TFP by 40-60 percent
and 30-50 percent in India and China, respec-
tively, and output would increase by twice as
much if investment increased in response to
higher productivity. Conversely, a more rapid
expansion of less-efficient firms in the early
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TABLE2.2 Labor productivity drives structural transformation

From agriculture to industry

From agriculture to services

OECD countries
Intercept

Lag employment share
Labor productivity differential

Observations

India, Pakistan, and Sri Lanka
Intercept

Lag employment share
Labor productivity differential

Observations

0.14 0.08
(0.09) (0.08)
0.97%** 0.97%x*
(0.00) (0.01)
0.18* 0.17*
(0.08) (0.07)
730 730
15.68*** 16.53%**
(4.15) (4.77)
0.84%** 0.837**
(0.05) (0.05)
4.43%%% 3.70%*
(1.25) (1.21)
70 70

Source: World Bank calculations based on World Development Indicators database.

Note: Standard errors in parentheses, country fixed effects included but not shown. OECD = Organisation for Economic Co-operation and Development.

#p < 0.05,*p < 0.01,%*p < 0.001.

BOX 2.1

Consider a fictional example of an economy
with two firms.? One operates at low produc-
tivity, but manages to survive in the market
because it has political connections through
which it secures subsidized credit. The other
firm has no political connections, borrows at
the market rate, and therefore faces higher
costs. However, the second firm has higher pro-
ductivity, which enables it to compete with the
first firm. If labor and capital were to move
from the firm with low productivity to the firm
with high productivity, aggregate output would
be higher, and the difference between produc-
tivity levels in the two firms would be lower.
Thus, the misallocation of capital results in
low output per worker, on average, across the
two firms.

Barriers to competition and productivity dispersion

Barriers to competition in the real world also
can create and perpetuate substantial misalloca-
tion of resources. For example, informal, low-
productivity retailers in Brazil hold a large share
of the market because they are subject to less
stringent labor market regulations, and thus
lower labor costs, than higher-productivity
supermarkets (McKinsey Global Institute 1998).
Subsidized loans and differential tax-code treat-
ment in Japan are used “to keep mom-and-pop
retailers from going out of business” (Lewis
2004, 14-15). And, prior to reforms, severe
restrictions on foreign direct investment (FDI)
in retail prevented investment by global best-
practice retailers in India.

a. This example is taken from Hsieh and Klenow (2009).
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1990s reduced TFP growth in Indian manu-
facturing by 2 percent over the 1987-94
period (Hsieh and Klenow 2009).

Although the detailed data required to
replicate the Hsieh and Klenow (2009) analy-
sis for other countries in the region are not
available, indicators of productivity differ-
ences among firms compared to India can be
calculated for a few sectors in Bangladesh,
Nepal, and Sri Lanka. The results show sub-
stantial scope for improving productivity in
Nepal by shifting labor and capital to higher-
productivity firms in food and beverages
(firms in the lowest 10 percent of the TFP
distribution are more than five times less pro-
ductive than those in the highest 10 percent)
and other manufacturing, but less scope
(relative to India) in Sri Lanka and
Bangladesh (table 2.3).” The results also
hint at the importance of competition: in
Bangladesh and Sri Lanka, firms in the

apparel sector, which is significantly exposed
to competition through exports, show less
productivity dispersion than firms in India.
Some authors explain high productivity
dispersion—and, consequently, lower overall
productivity—as the result of a disproportion-
ately high number of small, unproductive
firms that neither grow nor exit, releasing
resources into the economy (Li and Rama
2015). For example, the share of manufactur-
ing firms with fewer than 10 employees in
India is almost visually indistinguishable from
100 percent and the most common observation
in the sample is a firm with a single employee
(Hsieh and Olken 2014). By contrast, in the
United States, the most common observation
in the sample is a firm with 45 employees.
Moreover, the dominance of small firms in
India appears to be the same as, or perhaps
even greater than, it was more than twenty
years ago (figure 2.6). Evidence from the

TABLE 2.3 Productivity dispersion across South Asia’s firms tends to be large

Coefficients of variation by sector and country

Sector Bangladesh Sri Lanka
Food and beverages 0.64 1.56
Textiles 1.79 —
Apparel 0.65 0.98
Basic metals 2.75 —
Other manufacturing 149 295

Source: World Bank calculations based on World Bank Enterprise Surveys (Bangladesh 2013, India 2014, Sri Lanka 2011).
Note: Dispersion in each sector is normalized to India (i.e., India’s dispersion is normalized to 1.00). — = not available.

TABLE 2.4 Small firms dominate the distribution across South Asia
Distribution of firms by number of employees, South Asia and comparator countries

Country Year Small (5-19) Medium (20-99) Large (100 or more)
Afghanistan 2014 69 26 5
Bangladesh 2013 37 36 27
Bhutan 2015 71 25 4
China 2012 55 32 13
India 2014 43 44 13
Indonesia 2009 88 10 2
Nepal 2013 82 16 2
Pakistan 2013 44 40 16
Philippines 2009 52 35 13
Sri Lanka 2011 76 18 6
Vietnam 2009 45 36 18

Source: Calculations based on World Bank Enterprise Surveys.
Note: Distributions may not total 100 percent due to rounding.
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FIGURE 2.6 Size distribution of firms in India is heavily biased toward small firms
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World Bank Enterprise Surveys indicates that
the importance of small firms in South Asia is
greater than in comparator East Asian
countries (table 2.4).1° Countries with higher
levels of GDP per capita tend to have a smaller
share of firms with only a few employees (see
figures 2A.1, 2A.2, and 2A.3).

There are many reasons why small firms
may be less productive than larger ones: econ-
omies of scale, access to finance, better
employees, and stronger business practices.
Larger firms tend to innovate more, particu-
larly in process and organization, because they
can more easily secure financing for risky proj-
ects and because of the potential for econo-
mies of scale in research and development
investments (see Del Mel, McKenzie, and
Woodruff 2008; Cohen and Klepper 1996,
and Ayyagari, Demirgic¢-Kunt, and
Maksimovic 2007). Larger firms also tend to
invest more in administration and adopt better
management and overall business practices,
which are highly correlated with firm perfor-
mance (Bloom and Van Reenen 2007; Bloom
et al. 2013)."! Regardless of the channel, pro-
ductivity does appear to be lower in small
than in large firms in Asia. For example, in
both India and China, value added per worker
in small firms is much lower than in large

firms (figure 2.7).'> This pattern is also docu-
mented by Hsieh and Klenow (2009), who
argue that the relationship between productiv-
ity and size is stronger in China and India than
in the United States due to distortions that pre-
vent firms from achieving optimal size (which
is also consistent with Banerjee and Duflo’s
(2006) contention that Indian policies con-
strain its most efficient producers and coddle
its least efficient ones). Moreover, India’s pro-
ductivity growth between 1993 and 2007 was
associated with productivity gains within large
manufacturing plants (those with 200 or more
workers) rather than with gains within small
firms or with reallocation between plants
(Klenow, Sharma, and Bollard 2011).
Another symptom of resource misalloca-
tion in the region is the difficulty firms face
in growing. In India, manufacturing plants
that are 40 years old are only 40 percent
larger than manufacturing plants that are
less than 5 years old, while in the United
States older plants are more than seven times
larger than younger ones (Hsieh and Klenow
2014). The same conclusion holds more
broadly across the region: Firms aged
25 years or more in Bangladesh, Bhutan,
India, and Sri Lanka are only 50-90 percent
larger than firms aged less than 5 years.

FIGURE 2.7 Labor productivity is lower in small firms in India and China
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Source: World Bank calculations based on World Bank Enterprise Surveys.

Note: In India, value added per worker for all firms is calculated from a sample of 4,774 firms; for large firms from a sample of 1,144; for medium, of 2,378 firms;
and for small firms of 1,252. For China, the sample sizes are 1,349, 579, 587, and 183 firms, respectively.
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By contrast, older firms in Vietnam,
Indonesia, and China are on average 4.5,
4.8, and 2.4 times the size of younger
firms, respectively (figure 2.8). One explana-
tion for this is that in India and China,
within narrowly defined industries, larger
plants have higher marginal products of
labor and capital, while in the United
States the difference is much smaller

FIGURE 2.8 Firmsin South Asia grow less rapidly than those in
comparator countries
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Source: World Bank calculations based on World Bank Enterprise Surveys.
Note: Age cohorts of firms have been normalized with respect to the first age cohort, firms fewer
than 5 years old.

(Hsieh and Klenow 2009). A higher marginal
product of labor in large firms likely indi-
cates distortions that prevent firm growth;
in a world without distortions, firms would
continue to expand until the marginal prod-
uct of labor or capital equalizes across firms.

Barriers to the growth of firms can likely
be found in economic policy. Across the
region, licensing and size restrictions (which
have declined in importance but still exist),
labor regulations that increase the costs of
hiring and firing, financial sector regulations
that favor small enterprises, and inadequate
bankruptcy laws may limit the ability of effi-
cient plants to grow and enable inefficient
plants to survive. Problems in enforcing con-
tracts in India, for example, make it costly to
hire the right managers, which is crucial for
firms’ growth (Bloom et al. 2013). Taxes or
labor costs that affect larger firms more
than smaller firms may reduce the return on
investment in large firms. Impediments to
reaching foreign markets, both from trade
policy and the high cost of logistics, can also
impede expansion.

Four case studies of important
industries in South Asia

Four industry case studies (agribusiness, elec-
tronics, apparel, and automotive) are an
essential part of this report because
they enable a better understanding of the driv-
ers and constraints of South Asia’s
competitiveness. One of the case studies is fea-
tured at the end of each chapter of part 2.
Extended versions of the industry case studies
can be found online at www.worldbank.org
/SouthAsiaCompetes. The main conclusions
and recommendations from these case studies
are also featured in the overview and part 3 of
the report.

The industry case studies show the links
between the external environment of firms
and their behavior within a well-defined
industry in which industry dynamics (such as
competition) can be analyzed and perfor-
mance benchmarked. They promote an
understanding of the relative importance of
the external factors that drive or constrain a
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firm’s performance and productivity. Also,
and crucially, the industry case studies assess
the impact of industry-specific factors and
policies that traditional cross-cutting analysis
is ill-equipped to identify.

And indeed, the main finding from the
four industry case studies is that industry-
specific policies (also called product market
regulations), are the main constraint to
South Asia’s realizing its great untapped
competitiveness potential. These policies
include restrictions on trade, prices, prod-
ucts (through standards), and markets that
have protected firms from exposure to
global good practices (in automotive and
agribusiness) or have limited firms’ capac-
ity to adopt these practices (in apparel
and electronics).

Manufacturing case studies were selected
because the region’s performance has been
lagging in manufacturing relative to services.
The following manufacturing sectors were
chosen because they are important and repre-
sentative of different types of manufacturing
industries:

e Agribusiness (including agriculture)
accounts for one-third of South Asia’s GDP
and is crucial for all countries. Increasing
income and urbanization create the pros-
pect of significant growth. Livelihoods in
rural areas can be improved by linking
farmers to processors and traders who are
willing to pay a premium for higher-quality
products as well as by providing off-farm
job opportunities. The case study is fea-
tured at the end of chapter 3, “Business
Environment Challenges,” because it
shows how, despite much attention and
reform, business environment issues, espe-
cially industry-specific product market reg-
ulations, which have generally been
overlooked by policy makers, continue to
be a big challenge in South Asia.

e Electronics is one of the largest and fastest
growing industries in the world and has
played an important role in the develop-
ment trajectories of several newly industri-
alized economies. Surprisingly, South Asia
is not currently a significant player in the

sector despite very competitive labor costs
and the fact that leading firms are achiev-
ing world-class productivity in the region.
The case study is featured at the end
of chapter 4, “Productivity-Boosting
Agglomeration Economies,” because it
shows that South Asia is missing urban
ecosystems that provide thick markets for
skilled labor, large tracts of industrial land
for clusters to thrive, and world-class
logistics to import and export seamlessly.

o Apparel is the largest globally traded labor-
intensive industry in the world. With rising
labor cost in East Asia, South Asia has an
historic opportunity to capture its fair share
of the global apparel market (having only
12 percent compared to 41 percent for
China alone), in the process pulling millions
out of poverty, especially women. The case
is featured at the end of chapter 5, “Limited
Success in Linking to Global Value Chains,”
because it shows how, despite the reforms
of the 1990s, trade barriers continue to
stand in the way of South Asia’s realizing
its great potential in apparel.

¢ Automotive is one of the most important
industries globally and in South Asia, con-
tributing 19 million direct and indirect
jobs in India alone. The potential for South
Asia to become globally competitive in this
sector is shown by the experience of Indian
auto-parts manufacturers who became
world leaders by having first acquired tech-
nical and managerial skills from leading
original equipment manufacturers estab-
lished in India, followed by a process of
serving increasingly discerning customers
in competitive export markets. The case is
featured at the end of chapter 6, “Firm
Capabilities,” because it shows how firm
capabilities are acquired and spread
through competitive exposure to global
good practices.

The country coverage of each industry case
study (as shown in table 2.5) was determined
on the basis of its importance and data avail-
ability. For each industry case study, we also
included relevant good practice benchmarks
from outside South Asia, mostly from East
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TABLE 2.5 Country coverage of the four industry case studies

Afghanistan Bangladesh Bhutan India Maldives Nepal Pakistan SriLanka China Vietnam  Thailand

Agribusiness
Electronics
Apparel
Automotive

X

X X X X X
X X
X X

X

X X X
X X X

X X X X

X X

Asia, which shares many characteristics with
South Asia and has been performing better.

The analytical approach for these case

studies relied on both quantitative and quali-
tative analyses and was carried out using the
following framework (see the online extended
versions for more details):

e The first step assesses the competitiveness

performance of the industry in each coun-
try by comparing its performance in out-
put, trade, productivity, and cost with the
other selected South Asian countries, as
well as with the good practice comparator
countries from outside the region (see
table 2.5). This first step relies primarily
on quantitative analysis using national sta-
tistics for output, World Integrated Trade
Solutions (World Bank and UNCTAD
2015) for trade data, and enterprise sur-
veys (national surveys and standardized
World Bank Enterprise Surveys) for pro-
ductivity and cost.

The second step analyzes the drivers of pro-
ductivity and cost at the firm and industry
levels, including scale, skills, technology
and innovation, agglomeration economies
within clusters, and links along local and
global value chains. This step combines
results from enterprise surveys (including
the innovation and labor force modules of
the World Bank Enterprise Surveys) and in-
depth firm interviews. It also includes, in
the case of apparel, a survey of global buy-
ers to understand what drives their deci-
sions apart from cost and quality—for
example, short lead times or compliance
with social and environmental standards.

e The third step addresses constraints in
the external environment of firms that
limit their capacity or incentives to take
advantage of these drivers. This step com-
bines in-depth firm interviews with an
analysis of the impact of external factors
(such as infrastructure constraints and
trade regimes) on firms> behavior and
performance.

e The fourth and final step develops
policy recommendations to remove the
constraints and exploit the drivers of
competitiveness. This final step is inspired
by the policy choices taken by the more
successful countries in the region and else-
where such as, for example, the bonded
warehouse regime that facilitated access to
imported textiles for Bangladesh’s apparel
exporters. It also includes, in the case of
apparel, an estimate (based on a gravity
model) of how improved competitiveness,
fostered by new policies, would affect out-
put and jobs.

Annex 2A

The following model describes a simple pro-
cess of reallocation of labor across different
sectors, assuming a two-sector economy
consisting of agriculture and industry.
Employment in each sector can change
because of a net addition of new workers as
the labor force grows or an intersectoral
migration of labor. This can be represented
as follows:

L} =(1+g"L + M (1)
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where L4 is the number of people employed
in agriculture, g4 is the constant net rate of
employment growth in agriculture, and M
is the migration of laborers from industry
to agriculture. Dividing equation (1) by
total employment L, and assuming total
employment grows at a constant net rate of
g yields:

L (1+g")L, +M (2)

L, (1+g)L, L,

Define m as the percentage of population
that migrates from one sector to another:
m = M/L,. Assuming there are no frictions in
the movement of labor from agriculture to
industry (or, equivalently, that these frictions
remain constant over time), intersectoral
migration should be driven by the wage gap
between the two sectors. For example, if the
industrial wage rate is higher than the agricul-
tural wage rate, workers should migrate from
agriculture to industry. Further, the wage rate
in a sector is equal to the marginal product of
labor in that sector, which in turn is a func-
tion of labor productivity. Thus 7 can be
written as:

m =f(wA)wI> =f(b(wA’wI)> =g(a)A:wI) (3)

where w is the wage rate in a sector, and
 is the labor productivity. Equation (2) can
therefore be expressed as follows:

A A A
L _(+g )Lt—l+g(wA’wl) (4)
L, (1+g)Lt—1

This equation can be estimated using the
following reduced-form model for OECD
countries and the South Asian economies
for which we have sufficient data on
employment (India, Pakistan, and Sri
Lanka). Proxying labor productivity in each
sector with value added per worker yields
the following:

Liwe _ o+ Y(%) + B(log(VAP W) —

th kt—1 (5)

log(VAPW,,_1))+ 6,Country,+ €,

FIGURE 2A.1 Scatterplot of firms at the 25th percentile of
employment distribution and income per capita
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where i represents agriculture and j repre-
sents industry or services, k represents the
country dummy, and # represents time.
V APW is the value added per worker calcu-
lated as the value added at constant prices
divided by the number of workers. L/L is the
employment share calculated as the number
of employees in a sector divided by total
employment.
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FIGURE 2A.3 Scatterplot of firms at the 75th percentile of
employment distribution and income per capita
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Notes

1. The Indian government’s Make in India
initiative has industry competitiveness at its
core. The Sri Lankan government has set up a
National Productivity ~Secretariat to help
enhance Sri Lankan productivity by energizing
the sector to face international competition.

2. Hsieh and Klenow (2009), Pagés (2010), and
others document that productivity dispersion
between top and bottom firms is particularly
large in developing countries. The positive
correlation between firm size and productivity
(although weaker in developing countries),
and the fact that medium and large firms are
underrepresented in South Asia, suggests that
the preponderance of small firms drags down
aggregate productivity, presenting a major
opportunity for improving productivity.

3. It is worth mentioning that TFP is measured
as the portion of output that is not explained
by increases in physical capital stocks or in
labor (both measured in quality and quantity).
In fact, three important critiques have been
leveled at this growth accounting framework.
First, because TFP is measured as a residual, it
provides an imperfect measure of shifts in the
production function, which includes many
determinants (particularly technical change,
but also sustained political turmoil, external
shocks, institutional changes, or measurement

errors). Second, the calculations are made by
assuming a degree of competition in factor
markets sufficient to ensure that factor earn-
ings are proportional to factor productivity.
Third, growth accounting cannot measure the
fundamental causes of growth (policies, insti-
tutions, and history), but simply examines the
proximate causes. Although these critiques
have merit, the framework provides a simple
and internally consistent way to organize data
and is useful in generating insights into the
process of economic growth.

Note that the analysis does not distinguish
between a structural decline in TFP growth
and a decline from idle or poorly allocated
factors of production during cyclical periods
of economic slowdown.

Sectoral employment shares data for
Afghanistan, Bhutan, Maldives, and Nepal
are available only for very few years and have
not been used in this analysis.

The economic development literature has
long recognized the role of structural trans-
formation in boosting aggregate productivity.
Baumol (1967), Dekle and Vandenbroucke
(2012), Ngai and Pissarides (2007), Acemoglu
and Guerrieri (2008), and others have shown
that differential productivity growth across
sectors will attract resources to more produc-
tive parts of the economy.

A simple reduced-form model is used to
quantify the role of productivity in driving
the process of structural transformation. The
movement of labor from one sector to another
is a function of productivity differentials
across sectors (see annex 2A for a description
of the model). The natural rate of structural
transformation is measured by the coefficient
on the share of employment lagged one
period. The coefficient on the lagged employ-
ment share is always positive, significant,
and significantly less than one, indicating a
“natural” downward trend in the employ-
ment share of agriculture.

In theory, with no distortions firms produc-
ing similar products would have the same
level of productivity. If that were not
the case, then resources would move from
the low-productivity firm to the higher
returns of the high-productivity firm, driving
the productivity of the former upward and
of the latter downward. Given that factors
omitted in the model may be responsible
for productivity differences, the benchmark
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for comparison is not zero productivity dis-
persion, but that of the United States—a
relatively undistorted market.

9. As argued by Li and Rama (2015), because
micro and small firms are generally underrep-
resented in datasets like the World Bank
Enterprise Surveys, these indicators of dis-
persion of productivity likely underestimate
true dispersion.

10. The World Bank Enterprise Surveys collect
information about firms in different coun-
tries around the world in a harmonized
way providing comparable cross-country
information. The dataset includes only for-
mal firms with at least five employees. The
reader should keep in mind this truncation
when interpreting results.

11. This conclusion holds even when restricting
the sample to small and micro firms. Among
these, the larger did better at business
practices within a sample of small firms in
Bangladesh, Chile, Ghana, Kenya, Mexico,
Nigeria and Sri Lanka (McKenzie and
Woodruff 2015).

12. Note that this calculation is based on the
World Bank Enterprise Surveys, which do
not include most micro firms, so it most
likely underestimates productivity differences
that would be observed if firms of all sizes
were considered. Another important caveat
is that differences in value added per worker
between firms within different size classes
may to some extent be explained by differ-
ences in average worker quality, as workers
with higher abilities or skills may self-select
into larger firms.
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PART

Productivity Performance:
Firms and Linkages

Ithough productivity can be measured
Aat different levels—macro, sectoral,

and geographic, for example—the
most robust and intuitive representation is
at the level of the firm. The focus on the
firm as the unit of analysis and on firm
dynamics as the driver of productivity
growth goes back at least as far Schumpeter
(1942), with competition playing a key role
in forcing inefficient, unproductive, or
unprofitable firms to either improve or exit
and transfer their resources to more efficient,
productive, or profitable firms, thus boost-
ing economy-wide productivity.

Formally, there are two mutually reinforc-
ing mechanisms, spurred on by competition in
product and factor markets, that increase pro-
ductivity. First, greater competition, from
either domestic or international sources,
pushes firms to become more efficient through
learning from international exposure, invest-
ing in innovation, improving business prac-
tices, adopting better technology, including
information and communication technology

(ICT), and improving the input mix. This is
the within-firm component of productivity
growth. Second, competition also induces
inefficient firms to transfer resources to more
efficient firms or exit altogether, boosting
economy-wide productivity—the befween-
firm component of productivity growth
(Cabral 2007). Resources can flow from less-
to more-productive uses through improve-
ments in standard factors such as
infrastructure and business environment, but
also as a result of participation in global value
chains (GVCs) (Saia, Andrews, and Albrizio
2015) and agglomeration economies (Desmet
and Rossi-Hansberg 2009; Michaels, Rauch,
and Redding 2012).

The decomposition of changes in produc-
tivity into between- and within-firm compo-
nents (with the former further broken down
into contributions from firm entry and exit)
has become a standard approach to thinking
about productivity dynamics (Olley and
Pakes 1996; Melitz and Polanec 2012).
Unfortunately, none of the countries in the
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region carry out large, longitudinal firm sur-
veys that would directly allow for this type of
analysis.! Therefore, this report approximates
the spirit of the decomposition by using cross-
sectional firm data to consider elements that
are likely to affect productivity across and
within firms, in turn. This part begins with
the business environment, agglomeration
economies, and participation in GVCs as
determinants of performance across firms,
and then considers how input use, technology
adoption, and innovation affect within-firm
productivity.

Several broad conclusions emerge. South
Asia scores poorly on many indicators of the
quality of the business environment, which
greatly constrains firms’ productivity in gen-
eral and particularly limits the growth of
firms with high levels of productivity.
Leveraging agglomeration and urbanization
economies requires a reduction in the distor-
tions in product and factor markets, particu-
larly in the barriers that limit the flow
of resources between districts and states.

Participation in GVCs can raise productivity
through exposure to competition and knowl-
edge spillovers from connections with lead
firms; however, South Asian participation in
GVCs is largely confined to apparel.
Reducing trade barriers, increasing skills, and
improving logistics would facilitate greater
participation in GVCs. Finally, access to
technology varies greatly across South Asian
economies, ranging from extensive technol-
ogy use in India to limited ICT adoption in
Bangladesh and Nepal. Even among lead
countries, however, the use of e-commerce
and other productivity-enhancing online
business tools is relatively low. Innovation
tends to be concentrated in few mature firms
and is likely to consist of imitating existing
products rather than developing new ones.
Greater investment in technology diffusion,
improved resource management, and the
development of skills that are complementary
to technology could play a critical role in
increasing innovation and thus boosting
productivity.



Business Environment
Challenges Continue to
Weigh on Firm Performance

uch of the macro and sectoral
challenges to productivity in South
Asia can be traced to a difficult

operating environment for the region’s firms.
The business environment, also called the
investment climate, has received a great deal
of attention in the policy and empirical liter-
ature as a major constraint on firm produc-
tivity in the region. Most studies define the
investment climate as the environment that
affects entrepreneurs’ ability to work effi-
ciently, such as the degree of difficulty in
accessing production inputs and dealing with
regulatory and legal requirements and the
level of security for running operations and
obtaining payments. As argued by Hallward-
Driemeier (2007), an inefficient business
environment will lead to low and uncertain
returns on investment, dragging down over-
all productivity and possibly more than off-
setting technical improvements on the
factory floor.

On average, countries in South Asia score
poorly on two major indexes used globally to
capture key aspects of the business environ-
ment: the Global Competitiveness Index
(GCI) (World Economic Forum 2015) and
Doing Business (World Bank 2016). In the
most recent GCI rankings (for 2015-16),
India is the only South Asian country in
the top half of nearly 140 countries, in the

55th position, but lagging well behind China
at 28. India is followed by Sri Lanka at 68,
Nepal at 100, Bhutan at 105, Bangladesh at
107, and Pakistan at 126. Although all South
Asian economies (with the exception of
Bhutan) improved since 2014, many have yet
to regain the ground they lost since 2007.
Pakistan, for example, has lost 34 places and
India, despite making major advances, still
ranks 7 positions lower than it did in 2007.
When it comes to the components of the
overall ranking, the most challenging areas in
Bangladesh, Bhutan, Nepal, and Pakistan
include inadequate supply of infrastruc-
ture and the effects of corruption, while in
Sri Lanka the most problematic factors are
inefficient government bureaucracy and lim-
ited access to finance. Although India has
recently achieved better GCI scores on the
macroeconomic environment, institutions,
and infrastructure, its score remains ham-
pered by inadequate electricity supply and
poor technology readiness of its businesses.
In the World Bank’s 2016 Doing Business
report, all the South Asian economies, with the
exception of Bhutan, are ranked in the bottom
half of the “Ease of Doing Business,” scale
with an average ranking of 128 (figure 3.1).
By contrast, many of South Asia’s competitors
are in the top half of the ranking, such as
Thailand (49), China (84), and Vietnam (90).
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FIGURE 3.1
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South Asia countries lag behind comparators in business environment rankings
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Source: World Bank 2016.

Note: The distance to frontier score benchmarks economies with respect to regulatory practice, showing the absolute distance to the best performance in
each Doing Business indicator. An economy’s distance to frontier score is indicated on a scale from 0 to 100, where 0 represents the worst performance and
100 the frontier. Tan bars represent countries in the South Asia region; blue bars represent countries outside the region.

Bhutan has the region’s highest rank, at 71,
followed by Nepal (99), Sri Lanka (107),
India (130), Pakistan (138), Bangladesh
(174), and Afghanistan (177). Compared to
their 2015 rankings, only India and Sri Lanka
improved—moving from 134 to 130 and 113
to 107, respectively—while all the other coun-
tries experienced a setback.

As measured by the Doing Business indi-
cators, on average, the South Asian econo-
mies rank highest in Protecting Minority
Investors, with India and Pakistan respec-
tively ranked 8th and 25th globally. The
region’s next-best performing category is
Starting a Business, but rankings here are
well below those of comparators: India
ranked 155 out of 189 economies, and
although Sri Lanka ranked better (98), it nev-
ertheless cost 18.7 percent of income per cap-
ita to set up a firm, compared to 6.4 percent

in Thailand and 4.9 percent in Vietnam. The
areas with the most opportunity for improve-
ment are Enforcing Contracts (where the
region’s average ranking is 143), Registering
Property (136), and Resolving Insolvency
(129). On average, resolving a commercial
dispute through the courts takes 1,077 days
in South Asia—almost twice the global aver-
age of 630 days.

The region also performs poorly in logis-
tics rankings. According to the World Bank’s
Logistics Performance Index (LPI), in 2014
South Asia had the lowest logistics perfor-
mance among all developing regions because
of its poor quality of trade and transport-
related infrastructure, time-consuming clear-
ance processes, low quality of logistics
services, and lack of timeliness of shipments
compared to economies such as China,
Vietnam, and Thailand. As with the GCI
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rankings, none of the South Asian economies
placed in the top 50 of the LPI, while China
is ranked at 30, Thailand at 31, and Vietnam
at 48. Between 2007 and 2014, only Nepal
and Sri Lanka were able to improve their
logistics performance by gaining 25 places
and 3 places, respectively, in the overall LPI
rankings—but much ground still remains to
be covered.

Poor logistics can sharply reduce efficiency.
Lengthy and unpredictable delays in customs
clearance can force firms to hold high inven-
tories (regional firms in auto parts, textiles,
electronics, and heavy engineering report
maintaining on average 27 percent higher
than necessary inventories to deal with uncer-
tain delivery times) and can impose delays in
production and increased turn-around times.
Delays caused by poor road infrastructure
and lengthy interstate clearance processes
have similar effects. For example, in India,
crossing two state borders between origin and
destination can add as much as a week to the

TABLE 3.1

uncertainty in delivery schedules (Jordan and
Kamphuis 2014).

Moving from expert surveys and de jure
requirements (such as the Doing Business
report) to perceptions by firms (as shown in
the World Bank’s Enterprise Surveys) further
underscores the pervasiveness of the chal-
lenges. In a 2006 Investment Climate
Assessment, the World Bank argued that
South Asian countries underperform compar-
ators on many investment climate dimen-
sions, including infrastructure and electricity
supply, access to finance, employee skills, and
corruption (World Bank 2006a). Similar
results emerge from the most recent round of
World Bank Enterprise Surveys in which
an average firm in South Asia consistently
ranks each investment climate constraint as
more binding than does an average firm in
China or Vietnam (table 3.1). Although per-
formance varies substantially across countries
and indicators—pointing to significant poten-
tial for improvement by leveraging best

Firms in South Asia are at a disadvantage with respect to investment climate

Percent of firms that view an obstacle as a major or severe constraint

South Asia South
Afghanistan Bangladesh Bhutan India Nepal Pakistan SrilLanka (average) China Africa Turkey Vietnam
(2014) (2013) (2015) (2014) (2013) (2013) (2011) (2012) (2007) (2013) (2015)

Access to

finance 49 23 19 15 40 22 33 18 5 16 10 14
Political

environment 76 76 12 16 85 34 13 28 1 3 13 3
Crime 58 8 1 5 14 35 7 10 1 38 8 5
Taxes 56 20 24 31 23 55 41 36 7 8 25 8
Corruption 62 49 4 36 42 64 15 42 1 17 12 5
Informality 33 9 10 17 29 12 28 14 7 Nl 14 11
Infrastructure 81 55 29 26 79 79 36 42 6 24 25 18
Electricity 66 52 14 21 69 75 26 35 3 21 18 4
Telecom 59 3 15 4 3 14 6 7 4 4 9 8
Transport 43 15 14 10 32 27 12 15 3 4 10 10
Labor

regulations 1 3 15 1 3 12 13 12 1 6 6 4
Workforce

education 53 16 14 9 9 23 16 13 2 9 10 8
Trade &

customs 47 8 9 12 29 30 31 18 4 2 1M 24

Source: World Bank calculations based on World Bank Enterprise Surveys.
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practices from within the region—the overall
gap puts South Asia’s firms at a clear disad-
vantage compared to select comparators in
other parts of the world.

Lessons from the case studies in this report
echo the findings from the surveys. Difficulties
in importing goods, poor trade logistics, and
high protection rates have made participation
in global markets more costly for firms across
the region, while outdated standards and
restrictive regulations have limited competi-
tion in the automotive and agribusiness sec-
tors. Difficulties in accessing well-located and
well-serviced industrial land and poor avail-
ability of skilled workers have also emerged
as important bottlenecks to firm growth.

Although firms may have different capa-
bilities to overcome various investment cli-
mate constraints, studies show that an
average firm in South Asia experiences a
sizeable productivity loss from the poor
investment climate. For example, Hallward-
Driemeier (2007) finds a significant negative
effect on total factor productivity (TFP) and
investment rates of garment firms across the
region from customs delays, power outages,
poor access to finance, and limited connec-
tivity. In particular, the author shows that, if
the business environment for firms in India
were the same as that in China, firm produc-
tivity could be one percentage point higher.
Analysis that approximates the approach of
Hallward-Driemeier (2007) using the most
recent round of World Bank Enterprise
Surveys shows that, by and large, invest-
ment climate challenges continue to affect
firm performance in the region. Across a
wide sample of manufacturing firms in

Bangladesh, Bhutan, India, Nepal, Pakistan,
and Sri Lanka, both output and value added
per worker are systematically lower when
firms face greater business environment con-
straints (table 3.2).

A restrictive business environment can be
particularly damaging to firms that have the
most to contribute to productivity growth
and job creation. Many investment climate
constraints can be particularly burdensome
for small firms (Word Bank 2006a), limiting
their ability to grow and create employment.
Some evidence also shows that higher-
productivity firms in the region may actually
face greater constraints in accessing public
services, suggesting that investment climate
deficiencies are particularly binding on firms
that would grow more rapidly and create
more jobs in the absence of distortions (Carlin
and Schaffer 2012).

The severity of investment climate obsta-
cles in the region and their adverse impact on
productivity have given rise to a series of
wide-ranging reforms to address constraints
in each aspect of the business environment:
for example, a range of policy actions has
been proposed to various regional authori-
ties by the Asian Development Bank (2006),
the Asian Development Bank and World
Bank (2004), Afram and Salvi Del Pero
(2012), Ferrari and Dhingra (2009), OECD
(2009), and the World Bank (2006a, 2006b,
2008a, 2008b, 2009, 2010). Improving
the investment climate is also high on the
regional authorities’ own policy agendas:
nearly every country in the region is taking
concrete steps to strengthen the business
environment (box 3.1).

TABLE 3.2 South Asia’s investment climate deficiencies constrain firm performance

Output per worker (log)

Value added per worker (log)

Losses from power outages (log) —0.024** —0.038***
Losses in transit (log) —0.079*** —0.036***
Improved access to finance 0.342%** 0.403%**
Observations 4566 4,498
R-squared 0.039 0.027
Sector dummies (number) 20 19

Source: World Bank calculations based on World Bank Enterprise Surveys.
Note: ***p < 0.01,**p < 0.05,*p < 0.1.
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BOX 3.1

In Bangladesh, the authorities initiated a num-
ber of reforms to address binding constraints on
private sector growth in the recent years. New
business-friendly legislation includes: (1) the
Economic Zones Act of 2010, modernizing
the country’s economic zones agenda, includ-
ing the institutional setup, and allowing for
more efficient incentives and private participa-
tion; (2) the Competition Law, which is meant
to uphold a level playing field for businesses;
and (3) a new Value Added Tax Law that eases
the compliance mechanisms for businesses and
reduces discretionary exemptions. The authori-
ties also introduced regulatory reforms that
streamlined business registration and trade-
mark and patent registration and simplified
trade licenses and construction permits. A total
of 56 regulatory processes have been reformed
in recent years including company, investment,
tax, and trademark registrations; trade licenses
at local government levels; subordinate rules
under three different tax laws for better con-
tract enforcement; and dispute resolution. To
foster trade competitiveness, the authorities have
launched a trade information portal and intro-
duced risk management in the clearance process,
as well as taking preparatory steps to a new
Customs Act, a national single window for trade,
and making multimodal transport effective for
trade logistics. Responding to concerns on frag-
mented policy coordination, these reforms are
being carried out in the context of a formal,
structured public-private dialogue.

In India, the authorities recently launched a
new, ambitious program of regulatory reform.
In 2015, the authorities eliminated the minimum
capital requirement and ended the requirement
of obtaining a certificate to commence business
operations. Indian entrepreneurs no longer need
to deposit $1,629 (100,000 Indian rupees)—
equivalent to 111 percent of annual income per
capita—in order to start a local limited liability

Efforts to improve the investment climate in South Asia

company and can start business five days earlier
than under previous regulations. Utilities in
Delhi and Mumbai undertook significant busi-
ness process reengineering, combining inspec-
tions and procedures to reduce the time required
for companies to get connected to the electrical
grid and get on with their business. In addition,
the central government called for all states to
automate registration processes, move toward
effective single window systems, and implement
risk-based inspection regimes that introduce
self-certification and third-party audit schemes
to lessen the burden of inspections on low- and
medium-risk businesses.

In Sri Lanka, the authorities have recently
taken steps to eliminate obstacles to foreign direct
investment (FDI), including (1) up-front payment
of the land-lease tax for foreign companies; (2)
elimination of minimum investment requirements
in ICT, R&D, and vocational training; and (3)
implementation of online processing of business
visas. Regulatory barriers to trade are being
reduced through an agreement to ratify the World
Trade Organization (WTO) Trade Facilitation
Agreement (which is the basis for a medium-term
trade reform agenda) and creation of the National
Trade Facilitation Committee, which will be the
body in charge of leading trade facilitation
reform. Finally, a new Secured Transactions Act
will enable the use of movable assets as collateral
for bank loans, improving access to finance for
small and medium enterprises (SMEs).

In Pakistan, the authorities have recently
embarked on a two-year plan to improve the
country’s Doing Business ranking to the top 100
by 2018, by preparing a Doing Business Reform
Strategy. The strategy provides reform recom-
mendations for all the Doing Business indicators
and provides institutions at the provincial and
federal level with the mandate to carry out the
reforms. The strategy is currently being imple-
mented both at the federal and provincial levels,

(continues next page)
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BOX 3.1

having been endorsed by an Ease of Doing
Business Committee formed by the authorities.
In addition, and complementing the big push on
Doing Business, the Government of Pakistan
also took a series of legislative actions and

Although the importance of addressing
investment climate constraints in the region
is beyond question, the issues are well-
known and policy pathways to address them
have been mapped out by various institu-
tions, including the region’s own govern-
ments. There is little that the current study
can add to the vast body of knowledge on
the issue, save for emphasizing that industry-
specific business environment issues in the
form of product market regulations remain a

Efforts to improve the investment climate in South Asia (continued)

implemented regulations to improve access to
credit, payment of taxes, and financial interme-
diation (capital markets and housing finance), as
well as reforms in financial transparency and
oversight of state-owned enterprises.

critical constraint to productivity growth
(the industry case studies, especially the
study of agribusiness value chains in this
chapter, show that these regulations restrict
investment and competition). Therefore, the
discussion in the following chapters focuses
on newer, less-researched determinants and
correlates of firm productivity in South Asia:
agglomeration economies, value chains, and
firm capabilities, including technology and
innovation.
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INDUSTRY CASE STUDY A

Industry-specific business
environment issues in agribusiness

Agribusiness (including agriculture) accounts
for one-third of South Asia’s GDP, and its
share is expected to double by 2030 as a result
of income growth and urbanization, creating
millions of productive jobs outside agricul-
ture and positive backward links to farmers,
most of whom are small and vulnerable.

Numerous examples show how leading
private firms and market forces are needed to
develop and diffuse the new higher-value
products and services as well as to facilitate
access by small-holders to knowledge, finance,
and markets. Government-led arrangements,
put in place to support farmers and achieve
food security, are no longer relevant and are
in fact counterproductive. Some of these
arrangements (such as trade barriers, price
caps on higher-value goods, restrictions on
private agricultural markets, storage, and FDI
in retail) discourage private investment and
limit competition in the new high-value mar-
kets. Minimum support prices and govern-
ment procurements encourage excessive
production of low-value commodities, and
large blanket subsidies lead to overuse of
water and other unsustainable agricultural
practices.

South Asia’s great agribusiness
opportunity

Agribusiness (agriculture, food process-
ing, food retail, and restaurants) accounts
for one-third of South Asia’s GDP and is
estimated to double in size over the next 15
years, reaching $1.5 trillion by 2030. The
increase will be driven by income growth and
urbanization, shifting the demand toward
higher-value products (such as horticulture,
livestock, and packaged and processed foods)
and food-related services. Figure 3.2 shows
that spending on food starts to grow signifi-
cantly at South Asia’s current GDP per capita
level of $1,500.

Investments in agro-food processing result
in input and income multipliers higher than
in any other industry, and the employment
effect is about 2.5 times that of other sectors
(World Bank 2014). The increased demand
for higher-value agricultural products and
interactions with increasingly sophisticated
buyers increase the productivity and income
of poor farmers. Furthermore, some of the
agricultural products with the highest growth
potential, such as dairy products, can dispro-
portionately benefit women.

South Asia has also the opportunity
to develop its exports from a low base of

FIGURE 3.2 Food spending in relation to GDP per capita
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FIGURE 3.3 Horticulture yield
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