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Executive Summary

ifty years of multilateral trade

liberalisation have reduced tariff rates
on merchandise trade substantially, both
in industrialised as well as in developing
countries. South Astan countries too have
liberalised their economies during the last
two decades. However, there 1s consid-
erable frustration among the region's
policy makers on the slow progress in
achieving sustained export growth. They
hold the external policy environment re-
sponsible for their failures while ignoring
the domestic policy framework and sup-
ply-side capacities.

This discussion paper argues that success-
ful integration in the international market
depends on two factors: the ability of
firms to produce goods and services re-
quired by the importing countries in the
quality and quantity at competitive prices
and the availability of efficient mechanisms
to ensure that these products and services
reach markets on time. In this regard, the
domestic policy environment should be
conductve for undertaking business ac-
tivities. There are several critical factors
that determine the supply-side capacity of
firms in developing countries. They in-
clude an enabling policy and regulatory
framework, efficient mstitutions and good

governance, factors that improve produc-
tivity on the one hand and those that re-
duce transaction costs on the other. In
addition, this discussion paper recognises
the centrality of business firms in man-
aging supply capacity. It recognises the
importance of efficiently handling finan-
cial, natural, physical, human and social
capital for addressing supply-side con-
straints.

The discusston paper identifies five critical
factors that constrain South Asia’s exports:
political instability, inability to enforce the
rule of law, poor state of education, gen-
der bias, poor management of human re-
sources, and poor quality of public infra-
structure (such as roads, energy, inadequate
information and communication technol-
ogy, etc.). Quality and productivity, mnsti-
tutional structures, tax administration and
rates, and enforcement of regulations re-
lating to the credit market are important
but not as critical as the previous factors.
Despite the common belief, South Asia’s
governance structure is not a major hin-
drance to business performance in com-
parison to other countries and regions.
South Asian economies need to address
the most critical supply-side constraints to
benefit from the global trade regime.



Chapter 1

Introduction

ariffs on industrial goods

have declined substantially as a result
of successive rounds of multilateral ne-
gotiations under the aegis of the General
Agreement on Tariffs and Trade (GATT)
and its successor, the Wotld Trade Orga-
nization (WT'O) (Acharya and Daly, 2004).
Notwithstanding tariff peaks and tariff
escalation, particularly with respect to
products of interest to developing coun-
tries, the overall import weighted Most
Favoured Nation (MFN) average tariff
on industrial products in industrial econo-
mies has come down to around 4 per-
cent (Hertel and Martin 2000).

The process of trade liberalisation in South
Asta began in 1977 when Sri Lanka in-
troduced wide-ranging trade reforms.
Other countries in the region started
liberalising their economies in the latter
part of 1980s and early 1990s, with fur-
ther efforts to consolidate reforms made
during the last decade. These policy re-
forms were quite broad and covered
both external and domestic sectors. As
the South Asia Development and Cooperation
Reporr 2004 highlights, “the South Asian
economies wetre not mere Passive spec-
tators to this whitlpool but joined the
process quite earnestly” (RIS 2004). Trade
liberalisation in South Asia is attributed
to several different modes, including mul-
tilateral trade liberalisation under the ae-
gis of the GATT/WTO, regional trade
liberalisation under the South Astan Pref-
erential Trade Agreement (SAPTA) and
the South Asian Free Trade Area
(SAFTA), and liberalisation under bilat-
eral free trade agreements. Parallel to trade
liberalisation under these modes, domes-
tic market reforms were introduced to
meet structural adjustment requirements

of the Bretton Woods institutions, viz.,
the World Bank and the International
Monetary Fund (IMF). Whatever the
mode of liberalisation, the overarching
objective was to enhance economic effi-
ciency and reap the percetved benefits of
an open trading regime. As a result of
these trade reforms, tariffs have declined
although average taniff rates are still higher
in comparison to most developing coun-
tries (IMF 2004).!

The impact of trade liberalisation on South
Asian economies is debatable. At the
macroeconomic level, economic growth
rates have accelerated following trade
liberalisation in almost all the countries in
the immediate aftermath of the reforms.
Similarly, trade liberalisation has also re-
sulted in high growth rates of exports and
imports across South Asia. Although the
region’s export basket has shifted from
the domination by primary products to
manufactured exports, reliance of exports
on one or two commodities is a major
concern for some countries.” India — the
largest country in South Asia — has
gained much prominence in exports by
becoming the 20™ largest country in the
wortld in terms of merchandise exports
with a share of 1.1 percent and the 22
largest exporter of commercial services
with a share of 1.5 percent (UNCTAD
2005). However, according to the World
Bank, the total merchandise trade of
South Asia as a percentage of world trade
was only 1.11 percent in 2004 (World Bank
2006). The share of India during the same
year was 0.79 percent while the combined
share of other countries was 0.31 per-
cent. This needs to be compared with the
region’s population as a share of the
world total population, which was 22.8

According to the World
Bank, the total merchandise
trade of South Asia as a
percentage of world trade was
only 1.17 percent in 2004



Liberalisation episodes in
South Asia lacked the vigonr
in terms of pursuing the
domestic reform agenda and
the efforts in strengthening the
supply-sde capacity required
to nithstand the competition
in international markels, lo
meel quality requirements and
to maintain economies of scale

percent in 2004. In terms of imports,
South Asia’s share was only 1.48 percent
of total world imports in 2004 (World
Bank, 2006). This suggests a huge discrep-
ancy between the size of the population
and the export share of South Asia in the
global economy.

It may be noted that the total merchan-
dise exports in the fifty countries desig-
nated as the least developed countries
(LIDCs), of which three are in South Asia,
totalled US$ 57.8 billion in 2004
(UNCTAD, 2000). This represents a mere
0.63 percent of total merchandise trade
in the wotld for a population of 740
million or 11.6 percent of the world
population (UNCTAD 20006, World
Bank, 2006). Although LDCs made some
progress in 2004 compared to 2002 and
2003, the reality 1s that they are the most
marginalised group in global trade. This
begs the question: what lies beneath the
abysmal export performance of South
Astar The question is even pertinent in a
situation where many of these countries
have implemented trade reforms, as RIS
(2004) puts it, ‘earnestly’ and that tariff
rates in the industrialised countries have
also come down significantly notwith-
standing the presence of tariff peaks, tar-
iff escalation and non-tariff barriers

(N'TBs).

East Asian countries experienced high and
rapid growth rates as a result of their open
market policies. The rapid economic
growth of the developing countries in
Asia and the Pactfic region 1s one of the
most significant events of the second half
the 20™ century (James et. al. 1989). The
economic performance in Fast Asta shows
the benefits of the outward-looking and
market-oriented policies. Research on the
Fast Astan growth experience depicts that
the initial conditions and the domestic
policy measures pursued were critical in
relaxing the constraints on their develop-
ment performance. The differential eco-
nomic performance of countries in South
and East Asia 1s attributed to the quality
of domestic policy framework pursued
by East Asia more so than the initial con-
ditions. However, another critical factor

that determined the success of the ‘Asian
tigers” was their external orientation.

Within this comparative economic per-
formance scenario, it s pertinent to ask
what factors may have constrained eco-
nomic performance of South Asia even
when extensive trade reforms have been
carried out. It 1s believed that the
liberalisation episodes in South Asia lack-
ed the vigour in terms of pursuing the
domestic reform agenda and the efforts
in strengthening the supply-side capacity
required to withstand the competition in
international markets, to meet quality re-
quirements and to maintain economies of
scale. Many enterprises that were produc-
ing goods and services primarily for the
domestic market under protective envi-
ronment were opened up to international
competition without adequate time to
adjust to globalisation. In some cases,
governments expected trade liberalisation
to correct all the market failure as in text-
book cases. Policy makers perceived trade
liberalisation to be synonymous with the
creation of a ‘level playing field’, notwith-
standing the fact that what ailed develop-
ing countries was their weak capacity to
supply and therefore needed to create an
‘uneven playing field’, skewed towards de-
veloping country concerns.

Trade negotiations under the WTO
framework aim to address trade barriers
and improve market access for goods and
services. These reforms are not enough
for removing critical supply-side con-
straints. The WTO agreements have
recognised the need to strengthen the sup-
ply-side capacity of developing counttries,
and therefore, have introduced special
clauses for creating the ‘enabling environ-
ment’ and special and differential treat-
ment (S&DT) for developing countries.

Such an enabling environment can con-
tribute to economic growth in various
ways. Small and medium enterprises
(SMEs) in developing countries account
for a major fraction of total exports.
However, sustaining SMEs requires an en-
abling environment as they are unable to
withstand competition in international



markets with rising production costs.
They are also vulnerable to price varia-
tions that may arise from exchange rate
fluctuations or changes in actual interna-
tional prices and to collusive behaviour
of larger firms and price setting in inter-
national markets. In addition, they are in
a weaker position to search for informa-
tion, enforce contracts and property rights
and to protect themselves from protec-
tionist tendencies. As a World Bank re-
search on SMEs in south-west China has
shown, firms located in cities with better
mnvestment climates exhibited productiv-
ity rates of about 50 percent above the
average, while firms located 1n cities with
poorer investment climates had produc-
tivity rates of about 50 percent below
average (World Bank 2005). An enabling
environment also plays a critical role in
attracting foreign direct investment
(FDI). Investment usually flows to coun-
tries that already have a well-functioning
business sector.

The determinants of export perfor-
mance may be classified into internal and
external components (Fugazza 2004).
External factors are related to market
access conditions and other factors af-
tecting import demand, including trans-
portation costs, geography and physical
infrastructures. Internal factors refer to
supply-side conditions such as access to
raw materials, the availability of labour
and capital, resource endowment and
factor costs and access to technology. It
is important to recognise that some of
these variables are the outcome of eco-
nomic policy and the institutional envi-
ronment. Therefore, export perfor-
mance could be enhanced not only by
improving market access in foreign mar-
kets but also by creating an enabling en-
vironment that enhances supply-side ca-
pabilities. This discussion paper exam-
mnes the major supply-side constraints fac-
ing South Asia and explores avenues to
overcome these bottlenecks.

Issues for discussion

c What domestic and external factors hinder export diversification prospects of South Asian econo-
mies?

< What can be the role of developed countries to improve market access for developing country
exports?



Chapter 2

Market Reforms, Export Potential and

Performance

In the immediate post-war era coincid
ing with the emergence of newly in-
dependent countries, policy makers in
South Asia believed that import substitu-
tion could help developing countries
achieve industrialisation. Policy prescrip-
tions of economists such as Arthur Lewis
and Walt Whitman Rostow shaped
growth policies in the Third World. Al-
most all Latin American and Asian coun-
tries implemented import substitution
industrialisation (ISI), characterised by high
tariff walls, quantitative restrictions, ex-
change rate controls and limits on for-
eign ownership of capital and capital
flows. These policies continued for close
to four decades in most of the South
Asian economies.

These policies began to wither away with
continued adverse growth performance
in South Asia, characterised by slow
growth and macroeconomic instability.
Fast Asta succeeded in sustaining high
growth rates because the open market
policies allowed them to fully engage in
international trade and gain access to de-
veloped country markets, import technol-
ogy needed for industrialisation and
achieve enhancements in productivity (Lee
and Yamazawa 1990, James et. al. 1989).

Sri Lanka began reforming its economy
mn 1977, followed by Bangladesh in the
early 1980s, the Maldives in the latter part
of the 1980s and India and Pakistan dur-
ing the 1990s. Nepal and Bhutan main-
tained open economic policies with re-
spect to India, but practically closed to
the rest of the wortld for a long period
(RIS 2004). Adopting market-oriented
reforms to take advantage of an open
trading environment, improving effi-

ciency and increasing productivity, trans-
forming the socio-economic environ-
ment and reducing poverty were among
the most significant objectives of the first
phase of reforms. In a gradual manner,
South Asian countries replaced quantita-
tive restrictions with tariffs; reduced tar-
iffs substantially; rationalised tariff struc-
tures and introduced few bands instead
of a complicated list of differing tariff
rates for commodities; removed prefer-
ential rates applicable to state owned en-
terprises, and also removed exchange rate
restrictions® on current account transac-
tions.* The second wave of liberalisation
began in the latter part of the 1990s with
programmes to consolidate the gains of
eatly trade and investment liberalisation
through the introduction of domestic
reforms. These include liberalisation of
mnvestment for foreign investment with
higher foreign equity participation, grant-
ing automatic approval to foreign invest-
ment projects subject to specific equity
participation requirements; liberalisation
of outbound investment; introduction of
domestic competition laws in line with
nternational norms; and liberalisation of
exchange controls, including the introduc-
tion of full currency convertibility.

Have these market-oriented reforms ben-
efited South Asiar The answer is ‘yes’ if
one were to compare the recent economic
performance with the past, but the ben-
efits seem trivial if one were to juxtapose
South Asia with the rest of the world. As
RIS (2004) points out, the reforms re-
sulted in rising gross domestic product
(GDP) growth rates during the 1990s, av-
eraging 5.9 percent annually and substan-
tial export and import growth during the
1990s.

The reforms resulted in rising
gross domestic product

(GDP) growth rates during
the 1990s, averaging 5.9
percent annually and
substantial export and tmport
growth during the 19905



Some countries have achieved
export success by penetrating
into niche markets while
others perform much better in
large-scale production of some
commodities

Despite improvement in GDP indicators,
erratic export performance is a common
feature across all the South Astan coun-
tries. India achieved export growth rates
of around 18-20 percent in 1993-96 and
export growth rates between 11-17 per-
cent during 2000-2004 (RIS 2004). In the
same year, Sr1 Lanka recorded a negative
rate of growth of 12.9 percent. The is-
land nation depicted a mixed export per-
formance during this period, with nega-
tive rates for three years and rates rang-
ing from 3.4 percent to 20.6 in other years.
Trends in export growth point to a fun-
damental weakness in South Asia’s export
competitiveness and its inability to with-
stand global competition as other coun-
tries have achieved economies of scale,
technological advancement and the pen-
etration into global production networks
and value chains.

Compared to major exporters, South
Asia’s performance is not impressive.
Other developing countries have
achieved export success by penetrating
into niche markets while others perform
much better in large-scale production of
some commodities. According to the
trade performance index developed by
the International Trade Centre (ITC),
South Asian countries stood in the range
between 122 and 129 out of 184 coun-
tries, with Bangladesh at 122, Bhutan and
Pakistan at 124, and India and Sr1 Lanka
at 129. South Asia, in general, ranked very
poorly in a number of other indicators.
India, with its large market size and re-
sources base, ranked higher in a number
of areas such as share i world market
(34), product diversification (24), prod-
uct spread (19), market diversification

(32), and market concentration (14). All
the other countries ranked low 1n all other
categories (except Bangladesh that
ranked 18 in the category of trend of
exports).

Notwithstanding the achievements of
India as well as the general structural trans-
formation of other countries in terms of
a marked shift from primary to manu-
factured exports®, South Asia’s export
basket still comprises of a small share of
skill-intensive exports and a high percent-
age of unskilled labour and resource-in-
tensive products.® As the experience of
NICs suggest, successful exporters
specialise 1 high and medium technol-
ogy manufactures and that specialisation
in the former 1s increasingly related to
export success.

In summary, South Asian countries
liberalised their trade regimes with the ob-
jective of achieving economic efficiency
and raising the living standards of their
populations. As a result of the shift in
policy regimes, South Asian economies
have gone through a considerable degree
of structural transformation in the
liberalisation era. Whether trade
liberalisation has benefited South Asia 1s
still an open question. Market access in
foreign markets 1s needed for increasing
exports but that it will not be sufficient.
South Asia needs to implement a cred-
ible policy towards creating capacity for
exports. The next chapter identifies the
critical supply-side constraints facing
South Asia in relation to other countries
that have been able to fully integrate with
the global economy and achieve sustained
economic growth.

Issues for discussion

C Analyse the changing composition of South Asia’s exports to Organisation for Economic Coopera-
tion and Development (OECD) members. Is there been a marked change from primary commodi-
ties to manufactures?



Chapter 3

|dentifying Critical Supply-Side

Constraints

3.1 Introduction

Successful participation in global markets
depends on two factors; first, the ability
of firms to produce goods and services
required by consumers satisfying the ‘in-
separable triad” of price, quality and de-
livery; and second; the availability of effi-
cient mechanisms to ensure that these
products and services reach international
markets on time (UNESCAP 2004).

As Figure 1 depicts, improved ability to
supply to international markets depends
on two key factors: enhanced productive
capacity and reduced cost of conducting
trade (UNESCAP 2004). The foundation
of the supply-side capacity consists of an
enabling policy and regulatory frame-
work, efficient institutions and good gov-
ernance. The first pillar consist of sev-
eral ‘bricks’, which include managerial and
technical skills, finance for small-scale en-
terprises, business support services, link-
ages to global supply chains and FDI. The
second pillar consists of transport, infor-
mation and communication technology
(ICT), marketing services and contract-
ing, trade procedures and documentation
and trade finance. The next layer of this
foundation consists of general education
and basic infrastructure, which includes
energy, road networks and ICT. The eco-
nomic performance of firms depend on
five types of resources under their con-
trol, viz. financial capital, natural resources,
physical capital, human capital and social
capital. Addressing one of these elements
is not enough for improving the supply-
side capacity and benefit from the rela-
tively freer and rule-based market condi-
tions under the WTO. Firms need to 1m-
prove productivity and reduce transac-

tion costs in international trade. It is 1m-
portant to recognise the importance of
these building blocks for improving sup-
ply-side capacity but there is a need for a
broader framework encompassing sev-
eral additional elements. The environment
within which enterprises operate in de-
veloping countries are so intertwined
that it 1s difficult to pinpoint either any
particular foundation or a direction that
should be given priority at the beginning
and in the latter part as economies reach
maturity. One cannot argue over the su-
premacy of one set of factors over the

y

Figure 1: Improved ability to
supply to global markets

Enhanced productive capacity + Reduced cost of conducting trade

Linkages to
global supply | FDI Trade finance
chains
Business Trade proce-
support dures and
services documentation
SME Market
T e information
and contracting
Managerial Transport and

and technical

skills

ICT services

General education,
energy, transport and ICT infrasctucture

An enabling policy and regulatory framework,
efficient institutions and good governance

Source: UNESCAP. 2004. Addressing supply-side constraints and capacity
butilding. Document: EJ/ESCAP/SCITI/ 3. 2 September 2004.



The basic neo-classical
premise asserls that the

emergence of an exchange

economy requires the
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environment conducive for
the emergence of a market
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of property rights, and

enforcement of contracts

others since each and every element is
important in determining the overall ef-
ficacy of an export venture. The forgo-
ing analysis should be viewed with this in
mind while following the general descrip-
tion of the schema proposed by
UNESCAP.

The following section discusses the main
factors responsible for supply-side capac-
ity in the context of South Asia.

3.2 An Enabling Policy
Environment

According to UNESCAP, one of the
most important factors determining the
supply-side capacity of an economy 1s its
enabling policy and regulatory frame-
work. The basic neo-classical premise as-
serts that the emergence of an exchange
economy requires the provision of three
pre-requisites by the government to cre-
ate an environment conducive for the
emergence of a market economy: main-
tenance of law and order, guarantee of
property rights, and enforcement of con-
tracts (Goldsmith 1995).

These three factors provide the most fun-
damental determinants of trade and in-
vestment, thereby guaranteeing economic
growth. Adam Smith asserted that the
provision of these basic pre-requisites
provide the foundation for the emer-
gence of a market economy, which in turn
facilitate economic growth and develop-
ment through continuous interaction be-
tween the extent of the market and the
forces of specialisation. Smith did not
specifically advocate for international
trade but his concern was on laying the
foundation for a well-functioning mar-
ket economy that enables countries to in-
crease their wealth. International trade
should allow firms to specialise in prod-
ucts to serve large market segments. The
ability to be inserted in value chains, as it
1s the case in many producers in the world
today, enables even small producers to
specialise. This in turn gives them the abil-
ity to acquire modern technology. The
present wave of globalisation allows
specialisation to take place within and

outside national borders. One of the criti-
cal elements in trade s the ability to over-
come supply-side constraints. The provi-
ston of law and order is a much broader
concept than the availability of simple
justice. As the World Development Report
2005 stresses: “war or other widespread
violence spells the end of almost all pro-
ductive investment, and a reasonable level
of political and macroeconomic stability
is a threshold requirement for other policy
improvements to gain much traction”
(World Bank 2005). Part of the mainte-
nance of law and order is to ensure that
crimes are controlled. For the rule of law
to be effective, people must have trust in
the judiciary, law should be cost effec-
tive, and lawsuits should end up in firm
resolutions.

A strong property rights regime guar-
antees the resource owners are rewarded
for their efforts. The neo-classical foun-
dation asserts that “the better protected
these rights, the stronger the link between
effort and reward, and thus the greater
the incentives to open new businesses,
to tvest more in existing ones, and sim-
ply to work harder” (World Bank 2005).
In contrast, unstable property rights cre-
ates disincentives for firms to invest and
save, as the link between effort and re-
ward is not strong. Economic history is
abound with examples of faster eco-
nomic growth with stronger property
rights regimes. A major part of a stron-
ger property rights regime is the need to
minimise unnecessary expropriation of
property, especially without adequate
compensation. Obviously, governments
reserve the right to expropriate private
property for greater public welfare but
those activities need to be transparent
and methodical so that private individu-
als have the confidence in investing in
the country. Enforcement of contracts
enhances the confidence of businesses
to engage in economic activities. Lack
of confidence in the judiciary leads to
the use of alternative mechanisms, which
adds costs to doing businesses and hin-
ders the development of genuine busi-
nesses in any country. Political turmoil,
terrorism, and state failure appear in al-



most all the South Asian countries in
some form and degree.

The World Bank Enterprise Survey 2006
shows that the confidence of the private
sector in the judiciary is as low as 17 per-
cent in Bangladesh, 37 percent in Paki-
stan, 68 percent in Sri Lanka and 70 per-
cent 1 India, compared to 73.6 percent
in Organisation for Economic Coopera-
tion and Development (OECD) mem-
bers and 66 percent in East Asia and the
Pacific (Appendix 1). The time taken for
dispute resolution i South Asia 1s com-
parable to the situation in Fast Asia and
the OECD countries. However, the judi-
ciary takes much longer time to resolve
cases of overdue payments in South Asia
and over 90 percent of cases filed in
courts have ended up without any final
resolution.

With regard to property rights, the num-
ber of procedures for registering prop-
erty, time taken and costs incurred are
three indicators to gauge the regulatory
system of a country. Table 1 shows the
average conditions across the main re-
gions of the world and the seven coun-
tries i South Asta. New Zealand is in-
cluded as it recorded the best conditions
among the 155 countries that have been
included in the survey. Nepal s better
placed among South Astan countries with
just two procedures to follow with the
cost of 0.2 percent of the total value of
property. If New Zealand is taken as a
benchmark where the cost is just 0.1 per-
cent of the value of property, cost of
registering property in South Asia is, on
average, substantially higher with the ex-
ception of Bhutan.

On enforcement of contracts, Table 2
shows the number of procedures to be
followed 1n collecting overdue debts in
South Asia, which varies from 46 1n Pa-
kistan and 17 in Sri Lanka. Norway, which
recorded the best conditions under this
category, had only 14 procedures to com-
plete. The number of procedures itself
does not mean that the situation s busi-
ness-friendly as demonstrated in the case
of Sri Lanka, where a person seeking rem-

Indicators of registering property'
Region/Economy Procedures| Time | Cost(% of
(number) | (days) | property
value)

East Asia & the Pacific 4.6 62.2 5
Burope & Central Asia 6.5 1271 3
Latin America & Caribbean 6.7 76.5 4.8
Middle Fast & North Africa 6.3 52.2 6.8
OECD 4.7 32.2 4.8
South Asia 6.9 124 6.3
Sub-Saharan Africa 7.1 117.8 12.6
New Zealand 2 2 0.1
Bangladesh 11 363 11
Bhutan 5 72 1
India 6 67 7.9
The Maldives

Nepal 2 2 6.2
Pakistan 5 49 3.2
Sri Lanka 8 63 5.1

Source: World Bank and International Finance Corporation. 2006.
Doing Business in 2006: Creating Jobs. Washington, DC: World Bank.

Note:

1 All procedures necessary when a business purchases land and a building to

transfer the property title from the seller to the buyer, including whether it is

the responsibility of the seller or the buyer or required to be completed by a

third party on their behalf.

edy through the judiciary has to spend 440
days and pay 21.3 percent of the total
debt. A lender in Norway has to spend
only 87 days and 4.2 percent of the total
debt to recover. Higher interest rates dis-
courage the development of an efficient
credit market.

3.3 The Regulatory Framework
Government intervention emerges from

the percetved need to correct market fail-
ures and protect consumers from anti-
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Enforcing contracts'

Region/Economy Procedures| Time | Cost (o

(number)? | (days) | of debt)’
Hast Asia & the Pacific 29.8 406.8 61.7
Europe & Central Asia 29.8 393 174
Latin America & Caribbean 354 461.3 233
Middle Fast & North Africa 39.5 4321 17.7
OECD 19.5 225.7 10.6
South Asia 29.9 385.5 36.7
Sub-Saharan Africa 35.9 438.5 41.6
Norway 14 87 42
Bangladesh 29 365 213
Bhutan 21 275 113.8
India 40 425 431
The Maldives 28 434 8.7
Nepal 28 350 25.8
Pakistan 46 395 35.2
Sti Lanka 17 440 21.3

Source: World Bank and International Finance Corporation. 2006.
Doing Business in 2006: Creating Jobs. Washington, DC: World Bank.

Notes:

1 Indicators on enforcing contracts measure the efficiency of the judicial (or

administrative) system in the collection of overdue debt.

2 All procedures mandated by law or court regulation that demand interaction

between the parties or between them and the judge (or administrator) or court

officer.

[S8)

The official cost of going through court procedures, including court costs and

attorney fees where the use of attorneys is mandatory or common, or the costs

of an administrative debt recovery procedure, expressed as a percentage of the

debt value.
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competitive behaviour (World Bank
2005). Research shows that countries with
better regulatory frameworks grow faster
(Djankov et. al. 2000). The difference
between the economic environment con-
ducive for businesses and one that dis-
courages such activities depends on how
governments regulate the market. Prudent
and sound regulatory regimes address
market failures without inhibiting business
activities and reconcile the interests of

firms and wider social goals. Countries
with heavier regulation of entry have
higher corruption and larger unofficial
economies but not better quality of pub-
lic or private goods. Therefore, while
implementing a regulatory framework,
governments have to balance between the
needs of firms and wider soctal objec-
tives. Often, governments fail to realise
the true objectives of imposing regula-
tions. These increase costs of doing busi-
nesses, facilitate corruption, create delays,
increase uncertainty and risk of investment
and thereby inhibit competition. Regula-
tory regimes sometimes create more
damage to local business iitiatives when
regulatory requirements are eased as far
as FDI 1s concerned. In developing coun-
tries, there is scope for reforming the
regulatory provisions so that they become
clearer, minimise options for interpreta-
tions by officials at different times, loca-
tions and based on individuals.

As Appendix 1 illustrates, senior manage-
ment of companies in South Asia spends,
on average, 7.2 percent of their time deal-
ing with requirements of regulations,
which varies from 12.9 percent in India
and 3.5 in Sri Lanka. The OECD aver-
age is just under 3 percent and that of
Fast Asia & the Pacific 1s 7.5 percent.
Another measure of bureaucracy 1s the
consistency of officials’ interpretation of
regulations, which shows that South Asia’s
ofticials interpret the regulations in an in-
consistent manner than the officials in Fast
Asta and the OECD countries.

The regulatory framework applicable for
starting and closing a business in South
Asia 1s comparable to the level of regu-
lations that prevail in other regions, in-
cluding East Asia and Europe. In South
Asia, there are close to eight procedures
to complete when one wants to set up a
tirm; 1t takes 35 days to complete those
procedures; and an entrepreneur has to
spend 40.5 percent of per capita national
income (Table 3). An Fast Asian entre-
preneur needs to complete 8.2 proce-
dures, spend 52.6 days and spend 42.9
percent of per capita national income.
As such, the regulatory framework in



Indicators of starting a business'
Region/Economy Procedures Duration Cost Min. Capital

(number)? (days) (% GNI per (% GNI per

capita) capita)

Fast Asia & the Pacific 8.2 52.6 429 109.2
Europe & Central Asia 9.6 364 13.5 49.1
Latin America & Caribbean 11.4 63 56.2 24.1
Middle Fast & North Africa 10.1 454 64.2 859.3
OECD 6.5 19.5 6.8 41
South Asia 7.9 35.3 40.5 0.8
Sub-Saharan Africa 11 63.8 215.3 297.2
Canada 2 3 0.9 0
Bangladesh 8 35 81.4 0
Bhutan 1 62 10.7 0
India 11 71 61.7 0
The Maldives 6 12 12.4 6.6
Nepal 7 21 69.9 0
Pakistan 11 24 24.4 0
Sri Lanka 8 50 10.4 0

Source: Wortld Bank. 2006. Doing Business in 2006: Creating Jobs. Washington, DC: World Bank and International

Finance Corporation.

Notes:

1 Refers to a limited liability company with start-up capital of 10 times that of income per capita.

2 These include obtaining all necessary licenses and permits and completing any required notifications, verifications or inscriptions

with external parties (government agencies, lawyers, auditors, notaries).

relation to setting up of firms is as com-
parable to Fast Asia. There is also very
low minimum capital requirement as a
percentage of per capita national income.
This 1s very much different to East Asia
and the Middle East. The very high mini-
mum capital requirements in Hast Asia
may perhaps be a deliberate attempt to
force the firms to be large so that they
are capable of withstanding international
competition as they can reap the ben-
efits of scale economies. Therefore, the
regulatory framework on starting busi-
nesses does not seem to explain the ap-
parent slow progress of South Asia in
global trade.

Similarly, closing a business 1s also not too
restrictive in South Asia in comparison
with East Asta (Table 4). Compared to
the benchmark country (Ireland in this
case), South Asia needs to improve its
performance dramatically. For example,
the recovery rate in India is only 12.8 per-
cent whereas the country with the highest
recovery rate in South Asia — Pakistan
— 1s only 44.3. The corresponding fig-
ure for Ireland is 88 percent. This sug-
gests that investing i South Asia is a risky
business. If a company is dissolved for
some reason, investors can recovery only
a small proportion of their mvestment.
Hast Asia’s situation 1s similar than the
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Closing a business

Region/Economy Time Cost Recovery

(years) | (%o of | rate(cents

estate) | per dollar)'
Hast Asia & the Pacific 3.4 28.8 24
Furope & Central Asia 35 14 29.8
Latin America & Caribbean 35 17 28.2
Middle East & North Africa | 3.8 13.4 28.8
OECD 1.5 7.4 73.8
South Asia 4.2 7.3 19.7
Sub-Saharan Africa 3.3 19.5 16.1
Ireland 0.4 9 88
Bangladesh 4 8 243
Bhutan 0
India 10 9 12.8
The Maldives 6.7 4 18
Nepal 5 9 24
Pakistan 2.8 4 44.3
Sti Lanka 22 18 33.9

Source: World Bank. 2000. Doing Business in 2006: Creating Jobs.
Washington, DC: World Bank and International Finance Corporation.

Note:

1 The recovery rate measures the efficiency of foreclosure or bankruptcy

procedures. It estimates how many cents on the dollar claimants — creditors,

tax authorities and employees — recover from an insolvent firm.
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conditions 1n South Asia; one cannot at-
tribute the slow progress and poor sup-
ply-side capacity to the poor regulatory
framework related to setting up and clos-
ing down business enterprises.

Table 5 provides a comparative view of
the licensing regime, including all proce-
dures required for a business in the con-
struction industry to build a standardised
warehouse in South Asia in the construc-
tion industry. Although South Asia has
fewer number of procedures to follow,
the time and cost of completing these
requirements are higher in South Asia,
compared to Fast Asia and the Pacific
and OECD countries. The licensing

regime in India seems to be quite restric-
tive on all counts while the Maldives has
the least amount of restrictions.

What is the regulatory mechanism gov-
erning investment in South Asia? As
shown in Table 6, South Asia’s regulatory
mechanism is not unsatisfactory in rela-
tive terms. South Asia’s score on the In-
vestment Protection Index (IPI) i 2006
was 5 in a total score of 10. New Zealand,
the benchmark case, has scored 9.7 while
Fast Asta and the Pacific scored only 5.3
and OECD, 5.9. This index consists of
three other indicators: disclosure index,
director liability index and shareholder
suits index. South Asia scored 4.1 in the
disclosure index, and East Asia and the
Pacific has a score of 5.6. The director
liability index measures how liable the di-
rector of a private limited company is to
an investment decision. South Asia’s score
1s marginally higher than that of East Asia
and the Pacific. Similarly, South Asia
scored higher in the shareholder suits n-
dex than East Asia and the Pacific. The
values are as close to values for the
OECD as well. Both India and Pakistan
have scored well in all the indices. Again,
the poor export performance is not at-
tributable to the poor regulatory frame-
work as it is commonly believed.

3.4 Macroeconomic Stability

Sound macroeconomic policies are re-
quired for sustained economic growth.
Macroeconomic stability lowers the risk
of doing business by providing a pre-
dictable climate for investment and other
initiatives. Similarly, regulatory policies that
create a better competitive environment
and reduce trade transaction costs are also
important for sustaining interactions
among exporters and importers.

Maintaining prudent fiscal and monetary
policies 1s of particular significance, which
ensures price stability where price includes
both commodity prices, wages and ex-
changes rates. Rising commodity prices,
wages and depreciation of exchange rates
all contribute to lowering competition.’
Rising domestic prices can also erode



export competitiveness through its impact
on export price. Absence of adjustments
in the foreign exchange rate may result in
higher imports and lower exports, lead-
ing to trade imbalances. In short, relative
prices (domestic in relation to foreign
price) affects the terms of trade of a
country and its balance of payments.
Therefore, prudent management of mac-
roeconomic fundamentals is crucial for
improving export competitiveness. Apart
from these specific cases, macroeconomic
stability helps developing countries to
maintain stable prices and hence, com-
petitiveness, in foreign markets.

Budget deficits have also been quite high
across almost all the South Asian coun-
tries. In Bhutan, the Maldives, India and
Sri Lanka; the ratio has shown an increas-
ing trend (RIS 2005). Large budget defi-
cits, however, have not translated into
higher inflation. Except for Bhutan, other
countries have experienced some decel-
eration. In the case of Bangladesh and
the Maldives, imnflation rates have declined
drastically while in the case of Sri Lanka;
the decline has been slower (RIS 2005).
In summary, South Astan countries have
been able to maintain macroeconomic

stability.
3.5 Institutions and Governance

Institutions are defined as “formal and
informal rules of behaviour, ways and
means of enforcing these rules, proce-
dures for mediation of conflicts, sanc-
tions in the case of breach of rules, and
organisation supporting market transac-
tions” (North 1990 and 1994; Wotld Bank
2002). As institutions exist to reduce trans-
action costs that arise from incomplete
information and uncertainties, the quality
of institutions are important for conduct-
ing trade. Creating or improving the effi-
ciency of financial, legal, marketing and
agricultural extension institutions has been
stressed in developing supply-side capacity
of developing countries (UNCTAD
1999). The above institutions play a criti-
cal role in export promotion and eco-
nomic development. Institutions also per-
form a variety of functions, including

Dealing with licenses'
Region/Economy Procedures| Time | Cost (%
(number) | (days) |of income
per
capita)
Fast Asia & the Pacific 18 157.7 137.4
Europe & Central Asia 214 251.8 668.9
Latin America & Caribbean 16.3 206.2 381.2
Middle Fast & North Africa 19.9 216.1 469.7
OECD 141 146.9 75.1
South Asia 15.7 195.3 385.9
Sub-Saharan Africa 20.1 251.5 1,597.3
New Zealand 7 65 29.3
Bangladesh 13 185 290.9
Bhutan 26 249 62.5
India 20 270 678.5
The Maldives 9 131 40.3
Nepal 12 147 314.7
Pakistan 12 218 | 1,170.70
Sti Lanka 18 167 144

Source: World Bank. 2006. Doing Business in 2006: Creating Jobs.
Washington, DC: World Bank and International Finance Corporation.

Notes:

1 All procedures required for a business in the construction industry to build a

standardised warehouse, which include obtaining all necessary licenses and

permits, completing all required notifications and inspections and submitting

the relevant documents (for example, building plans and site maps, utility

connections, such as electricity, telephone, water and sewerage) to the

authorities.

consultation with stakeholders, policy
coordination, review of existing rules and
regulations, and information dissemina-
tion. The World Bank (2003) shows that
countries that regulate the most have the
least enforcement capacity, checks and
balances to ensure that regulations are
properly enforced.

The existence of credible, efficient, trans-
parent and accountable mnstitutions helps
the private sector to develop and grow.
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Protecting investors
Region/Economy Disclosure Director Shareholder Investor Protection
Index! Liability Suits Index’ Index*
Index?
Fast Asia & the Pacific 5.6 4.2 6.2 53
Europe & Central Asia 4.5 4.3 5.6 4.8
Latin America & Caribbean 4.1 3.8 5.7 4.5
Middle Fast & North Africa 55 4.7 35 4.6
OECD 6.1 5.1 6.6 5.9
South Asia 4.1 4.6 6.4 5
Sub-Saharan Africa 5.4 4.6 5 5
New Zealand 10 9 10 9.7
Bangladesh 6 7 7 0.7
Bhutan 6 6 4 5.3
India 7 4 7 6
The Maldives 0 8 8 53
Nepal 4 1 9 4.7
Pakistan 6 6 7 6.3
Sri Lanka 4 5 7 5.3

Source: World Bank. 2000. Dozng Business tn 2006: Creating Jobs. Washington, DC: World Bank and International
Finance Corporation.

Notes:

1

[S8)
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The extent of disclosure index measures (i) whether a corporate body can provide legally sufficient approval for the transaction;
(if) whether immediate disclosure of the transaction to the public, the shareholders or both is required; (iii) whether disclosure in
the annual report is required; (iv) whether disclosure to the board of directors is required; and (v) whether it is required that an
external body, for example, an external auditor, review the transaction before it takes place. The index ranges from 0 to 10, with

higher values indicating greater disclosure.

This measures seven aspects related to measuring the extent of liability of a director for damages to the company. The index
ranges from 0 to 10, with higher values indicating greater powers of shareholders to challenge the transaction. This measures
how easy it is for a shareholder to file a lawsuit and collect information from company documents. The index ranges from 0 to

10, with higher values indicating greater powers of shareholders to challenge the transaction.

The shareholder suits index measures how easy it is for a shareholder to collect information and directly examine the documents

from the company, and the values range from 0 to 10, with 0 indicating the lowest and the 10 the highest.

This combines all the three dimensions of investor protection: transparency of transactions (extent of disclosure index), liability
for self-dealing (extent of director liability index) and sharcholders’ ability to sue officers and directors for misconduct. The

index ranges from 0 to 10, with higher values indicating better investor protection.




Good governance can be expected only
when the institutions have clearly defined
roles, operate 1 a transparent manner, and
stakeholders are able to participate in for-
mulating rules and regulations as well as
implementing them. In that sense, a prop-
erly functioning stakeholder consultation
ts of great importance. In such environ-
ments, business activities tend to flourish.

Sustainability of export ventures require
the services of various institutions such
as government ministries, statutory au-
thorities, public and private sector insti-
tutions, non-governmental organisations
(NGOs) and donor agencies. In South
Asta, export development boards or pro-
motion agencies perform a variety of
functions such as policy and planning,
regulatory functions, production, and
delivery of support services.® Each insti-
tution 1s responsible for certain activities,
sometimes with overlapping functions.
The coordination of activities to improve
efficiency becomes quite difficult when
the number of institutions involved in
exports is large. Many of these mstitu-
tions are also under-funded, especially
in areas of programme budgets. Often
these institutions have been established
due to political reasons such as giving
favours to a close associate after win-
ning an election. As a result, governments
provide funding only to cover recurrent
expenditures, preventing them from un-
dertaking serious development work.
One of the critical requirements of over-
coming capacity constraints in export pro-
motion in South Asia is the rationalisation
and harmonisation of functions of
myriad of institutions dealing with export
promotion.

South Asia has yet to mnculcate a ‘culture
of quality’ and ‘quality consciousness’
from production structures to higher lev-
els of administration and management.
There are instances where some export-
ers deliberately attempt to export low-
quality products by using the reputation
of the industry. For instance, tea in the
case of Sri Lanka and carpets in Nepal’s
case. It requires only a handful of such
consignments to ruin the entire industry.

Lack of effective mechanisms and insti-
tutions to control such actions is 2 major
lacuna in South Asia. Even when such
mechanisms exist, they are highly mneffi-
cient and nadequate and some of these
institutions are open to ‘corruption’.

Although South Asia has a number of
excellent research centres, industrial re-
search activities are at an incipient stage
(except perhaps in India). Exporters are
not aware of new technologies available;
it they are, they do not have access to
technology. There 1s also a time lag in ob-
taining new technology. The level of co-
ordination required for building capacity
on international trade 1s minimal in a num-
ber of areas, including training officials
and the private sector individuals; under-
take regular review of international trade
policy developments; and educate the
policy makers, exporters and the public.

A key mstitution that can gauge the level
of efficiency of a country is its tax ad-
ministration. As shown in Table 7, the
number of tax payments in South Asia is
25.8, which varies from one in the
Maldives to 59 in India. The time it takes
to comply with the tax system — a good
measure of the efficiency of the tax ad-
ministration —is the highest in Bangladesh
with the lowest number of payments,
while it 1s the lowest in India with the high-
est number of payments.” Tax rates in
Bangladesh, India, Pakistan and Sri Lanka
are close to the OECD average of 45.4
percent. Pakistan has the highest rate with
57.4 percent. If other countries in South
Asia are excluded, the income tax rates
are relatively high in South Asia in com-
parison to East Asia and the Pacific with
an average rate of 31.2 percent. Apart
from levying high taxes from the private
sector in comparison to the soctal services
that South Asia provides, tax administra-
tion 1s an issue requiring further reforms
across the region.

Political stability adds another dimension
for conducting business activities. Not-
withstanding the argument for democ-
racy as the best mechanism for market
economy, ‘socialist’ China has been able

The existence of credible,
¢fficient, transparent and
accountable tnstitutions helps
the private sector to develop

and grow
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to attract much more FDI than South
Asia partly owing to the political stabil-
ity of the one-party system. A society
plagued by anti-social behaviour and
political instability can certainly project
an image of unreliability for foreign
investors.

The need for governance structures arises
from the fact that there is tension between
the priorities of firms and mnstitutions and
social objectives. Preferences of firms and
nstitutions may not necessarily be the so-

Paying taxes'
Region/Economy Payments | Time | Total tax
(number) | (hours) | payable
(% gross
profit)
Fast Asta & the Pacific 28.2 249.9 31.2
Europe & Central Asia 46.9 431.5 50.2
Latin America & Caribbean 48.2 529.3 52.8
Middle East & North Africa 27.3 2419 35.1
OECD 16.3 197.2 454
South Asia 25.8 331.7 35.3
Sub-Saharan Africa 41.4 394 58.1
Saudi Arabia 13 70 1.4
Bangladesh 17 640 50.4
Bhutan 30 370 233
India 59 264 43.2
The Maldives 1 0 55
Nepal 23 408 31.8
Pakistan 32 560 574
Sti Lanka 42 - 49.4

Source: World Bank. 2006. Doing Business in 2006: Creating [obs.
Washington, DC: World Bank and International Finance Corporation

Notes:

1 Taxes, measured at all levels of government, include corporate income tax,

personal income tax withheld by the company, value added tax or sales tax,

property taxes, property transfer taxes, dividend tax, capital gains tax, financial

transactions tax, waste collection taxes and vehicle and road taxes, payable by

a limited liability and taxable company.
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cial objectives, and therefore, there is a
need to devise mechanisms so that an
acceptable balance can be achieved be-
tween private preferences and social ob-
jectives. The governance structure 1s im-
portant as it 1s the existing mechanism
within a country to control rent-seeking
behaviour, credibility of public sector in-
stitutions, fostering public trust and legiti-
macy and ensuring that policy responses
reflect a good mstitutional fit. The differ-
ences between private interests and soctal
well-being gives rise to rent-seeking
behaviour and governments make at-
tempts to restrain this behaviour through
various social and other control mecha-
nisms. The problem with corruption, apart
from its soctal implications, 1s that it in-
creases the costs of doing business.

Governance structures reflect social
norms and practices and determine the
kind of investment that firms choose on
the basis of competition (price, quality
and service). For instance, firms in a highly
politically unstable country may not want
to invest in sophisticated production ac-
tivities because the cost of instability can
be substantially higher. They may instead
opt for production with low-skilled and
low technology, resulting in low value
addition, low profitability and low com-
petitive edge n the global market. Poor
governance structures may also result in
firms not adhering to competitive mar-
ket structures since firms know that no
authority will challenge their behaviour
even when the firm engage in anti-com-
petitive practices. This results in poor qual-
ity of goods, higher prices and low in-
centives to maintain better quality.
Organisational architecture also determine
the kind of technology the firm uses,
adaptability to changes in the international
market conditions, strategies to enter for-
eign markets and the extent of market
diversification. These factors, 1n turn, af-
fect competitiveness and supply-side ca-
pacity of firms.

Is corruption a major problem for con-
ducting businesses in South Asia? Unof-
fictal payments as a percentage of sales in
the world and East Asia & the Pacific 1s



1.81 while that i South Asia 1s 1.26 per-
cent (Appendix 1).

3.6 General Education and
Basic Infrastructure

The next layer of the foundation for
building a better supply-side capacity 1s
general education and basic infrastructure,
which includes transportation systems, en-
ergy and ICT. The two pillars of the sup-
ply-side capacity of any country are fac-
tors that determine productivity and ways
and means of reducing cost of interna-
tional trade.

Basic education is key to developing an
adequately educated and trained work
force. Does South Asia have better qual-
ity human capital compared to its com-
petitors? Although quantitative indicators
hide the true picture of the quality of
human capital, they inform us regarding
the comparative position of South Asia
vis-a-vis other regions. As Table 8 shows,
South Asia’s position in all three major
measures of human development, viz. life
expectancy at birth, adult literacy and mean
years of schooling is well below that of
other countries (with the exception of Sri
Lanka). The adult literacy rate varies from
41 percent in Bangladesh to 90 percent in
Sti Lanka. The same in India and Paki-
stan are 61 percent and 49 percent re-
spectively. While primary school enrol-
ment and adult literacy rates have in-
creased, South Asia’s average illiteracy rate
of 46 percent is still the highest in the
wortld. Moreover, 56 percent of women
in South Asia are illiterate. As Table 8 de-
picts, the mean schooling years are far be-
low the levels in China, Thailand and the
United States (with the exception of Sri
Lanka). The gender disparity in education
is a serious concern across all the coun-
tries 1n South Asia (except Sri Lanka),
where the mean years of schooling of
females is substantially lower. Special at-
tention needs to be paid to gitl education
in South Asia.

The data indicate that South Asta has made
substantial headway in reproductive and
child health. The maternal mortality rate

has declined from 87 to 73 per 1,000 live
births while mortality rates for children
under 5 years have declined from 129 to
99 per 1,000 children. Child malnutrition
has declined slightly but remains among
the highest in the world with almost 50
percent of children below the standards
for weight by age. South Asia also ac-
counts for one third of the world’s ma-
ternal deaths. Neatly half of the children
under 5 years are malnourished.

The poor state of public infrastructure
and mefticient public services substantially
raise production and transport costs,
which 1s a major constraint in the context
of global economic integration. In addi-
tion to raising the actual cost of produc-
tion, dilapidated infrastructure raises the
hidden cost of ‘lost opportunities’ aris-
ing from cancellation of orders due to
delays in delivery. According to World
Bank estimates, transport costs outweigh
tariff barriers in many developing coun-
tries (World Bank 2001). Furthermore,
the share of international shipping costs
i the value of trade, defined as ‘trans-
port cost incidence for exports’, 1s higher
than tarift for many developing counttries.
The freight costs are also highest among
industries producing goods with a low
value-to-weight ratio, and shipping costs
of agricultural and mining products are
higher than for manufactured products.
As World Trade Report (WTO 2004) states:
“the effective rate of protection provided
by transport costs is in many cases higher
than that provided by tariffs”. Transport
costs differ across countries owing to a
number of factors such as distance from
major markets and the nature of com-
modities (World Bank 2004). Goods with
low value-to-weight that most develop-
ing countries produce have the highest
rates for freight and landlocked countries
face, on average, 50 percent higher trans-
port costs than otherwise equivalent
coastal economies (Limao and Venables
2001 as cited in WT'O 2004). Land trans-
port is generally more expensive than sea
transport by a factor of seven, which has
adverse implications for landlocked coun-
tries. Nepal and Bhutan, owing to their
terrain and landlocked status, bear extra

A society plagued by anti-
social behaviour and political

instability can certainly project

an image of unreliability for

Joreign investors
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Nepal and Bhutan, owing to
their terrain and landlocked
status, bear extra costs for
transporting imported
consignments into the country

costs for transporting imported consign-
ments into the country. These two LDCs
rely entirely on India for transporting their
cargo, which makes their transport costs
higher than the other countries in the
region.

The costs of west bound shipment (from
Asia to Burope or the US) have fallen
while the same is not true for east bound
cargo (from the Pacific to Asia). Sea
freight 1s the highest for cargo loaded in
Asta (WTO 2004). The trade imbalances,
the product composition of exports, the
extent of container use for shipping, the
average distance of importing countries,
terminal handling charges and port effi-
ciency are some of the reasons for this
difference. Port efficiency 1s a significant
factor in export competitiveness of any
country. South Asia is well endowed with
250 ports, 25 of which are i operation
(RIS 2005). Port efficiency, measured in
the speed of handling cargo in South Asia,

is still low in comparison to Fast Asia.
Infrastructure in ports — maritime cargo
handling, storage facilities, fuelling and
watering and repair facilities — needs to
be improved.

ICT plays a key role in modern business.
International competitiveness requites the
use of electronic commerce (e-commerce).
As the World Business Enironment Survey 2006
(WBLS) highlights, only 28.6 percent busi-
nesses use the Internet for conducting com-
mercial business in South Asia while that
of Hast Asia and the Pacific and OECD
countries are 27 percent and 80 percent,
respectively. Of the four countries where
the survey was conducted, 36 percent of
firms use the Internet in India, 31 percent
in Bangladesh, 29 percent in Sri Lanka and
18 percent in Pakistan.' As e-commerce
has come to stay as the main vehicle of
international commerce, nadequate access
to the Internet will become a major ob-
stacle for promoting such trade.

Human capital development
Country/Region GDP per capita Il,)i-fe tl:expectanzcgogt Adulot/ literacir5 Meat]; yels;lrs of
(PPP US) 2004 irth (years) ra:lenfl 4; l:;tfses) schooling
Male Female Male | Female

Bangladesh 1,980 62 03 41 4.94 29
India 3,100 63 04 61 0.5 3.57
Nepal 1,470 60 60 3.88 1.22
Pakistan 2,160 63 65 49 5.05 2.02
Sri Lanka 4,000 72 76 90 8.94 9.47
China 5,530 69 73 91 7.22 5.82
Thailand 8,020 67 72 93 7.19 06.62
US 39,710 75 80 13.85 13.8
South Asia 2,830 62 64 64

East Astia & the Pacific 5,070 68 71 85

High income 30,970 75 81 91

Source: World Bank. 2000. Doing Business in 2006: Creating Jobs. Washington, DC: World Bank and International

Finance Corporation

Notes: (..) indicates non-availability of data.
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Access to basic telecommunication facili-
ties 1s limited in South Asta. Notwithstand-
ing the progress after restructuring of
state-owned enterprises and privatisation,
enterprises in South Asia still experience
long delays in getting telephone and elec-
trical connections. For example, firms
spend, on average, 55 days to get an elec-
trical connection and 64 days to get a tele-
phone connection whereas firms in Fast
Asta and the Pacific wait only for 12 and
10 days, respectively (WBES 2000).

The information dimension of supply-
side capacity 1s often neglected but 1s an
equally important factor of production
in the current competitive environment.
Many SMEs in South Asia lack informa-
tion on important aspects related to pro-
duction and exports. Entrepreneurs lack
awareness of information in terms of ac-
curacy, quality and specificity as well as its
value in the process of decision making;
Lack of infrastructure or capacity to ac-
cess information has compounded the
problem. Although business chambers
and sector associations play a vital role in
providing trade information, these net-
works are not sufficiently widespread.
Exporters face many constraints in access-
ing reliable and timely information and
there 1s no comprehensive trade informa-
tion network capable of meeting export-
ers’ requirements. Timely establishment of
a system for sharing information within
a broad spectrum of producers and con-
sumers with a wide range of subjects and
levels 1s also essential.

Within the broad domain of physical capi-
tal lies access to appropriate technology
for production, including production and
processing technology. The appropriate
use of technology depends greatly on the
availability of a skilled and educated work
force because the use of technology re-
quires countries to “deal with the many
issues pertinent to acquisition, utilisation,
absorption and generation of technology”
(UNCTAD 1999). This report also iden-
tifies the factors that have had serious re-
percussions for the cost competitiveness
of firms, with respect to LDCs. These
include: poor maintenance, leading to

lower volumes and poorer quality of
output; under utilised capacity resulting
from inappropriate product and process
choices; and failures in appropriate
choices of technology, design and layouts.
Exporters often complain that facilities
or competencies for developing designs,
testing and mould making for new de-
signs are not available, which hinders
progress and capacity to penetrate for-
eign markets. A major contributing fac-
tor of this weakness is poor linkages be-
tween the industrial sector, business com-
munity, research institutes and universities.
India has made some headway in this
front but the potential is much greater.
The capacity to undertake both funda-
mental and applied research related to
industries and manufacturing processes
needs to be substantially upgraded.

South Asta possesses huge reserves of
energy sources, such as oil, natural gas,
coal, hydro electricity, solar and thermal
power, bio-mass and wind power. Ac-
cording to current estimates, South Asia
contains 5.7 billion barrels of o1l, around
0.5 percent of world reserves and the
refining capacity of over 2.5 million bar-
rels per day (bbl/d) (IEA 2005). In Janu-
ary 2004, South Asia’s proven natural gas
reserves were estimated at 67.5 trillion
cubic feet (Tcf), spread over India, Paki-
stan and Bangladesh, Bhutan and the
Maldives. In addition, the South Astan sub
continent contains 95.5 billion tons of coal
reserves or approximately 9 percent of
the wortld total. 93 billion tons is found
in India, which is the world’s third largest
coal producer after China and the US.

South Asia relies heavily on biomass for
residential energy consumption, particu-
larly in rural areas. According to the In-
ternational Energy Agency (IEA), biom-
ass accounted for about 80 percent of
residential energy consumption in 2000
and will account for 70 percent of total
residential energy consumption by 2020.

All South Asian countries, except the
Maldives, have the potential to generate
hydro electricity and these countries have
had long established hydro electricity gen-

Firms in South Asta spend,
on average, 55 days to get an
electrical connection and 64

days to get a telephone

connection whereas firms in
East Asia and the Pacific

wait only for 12 and 10 days,

respectively
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consumption, particularly in
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rural areas

erating capacity. However, only 12.5 per-
cent of the overall South Asia’s hydro
energy potential has been exploited so
far. India has the highest installed capac-
ity, followed by Pakistan. The ratio be-
tween the current installed capacity and
the potential indicates that Nepal and
Bhutan have the highest unutilised hydro
electric potential. India and Pakistan also
have substantial amount of untapped
potential in this sector while Bangladesh
and Sri Lanka have exploited 40 and 55
percent of their potentials, respectively.
South Asia, with the exception of Bhutan
and the Maldives, has biogas promotion
schemes and further expansion can be
expected given the dominance of agti-
culture. There 1s also a potential to use
solar energy as solar radiation is quite
high in the region compared to north-
ern or southern hemispheres. Southern
India, Sri Lanka and the Maldives have
the potential to receive solar radiation at
a constant rate throughout the year and
seasonal changes are common in other
parts. India alone is estimated to have
20,000 mega watts (MW) potential of
wind power while the installed capacity
1s 1,167 MW. Srt Lanka has installed 3
MW windmill on an experimental basis.
Despite these sources, energy is a major
problem for firms. The problem is so
acute in some South Asian countries,
which are heavily dependent on energy
imports.

3.7 Firm-Specific Resources

The centrality of firms 1s recognised in
determining competitiveness in the glo-
bal economy. A firm coordinates and
combines five types of resources to pro-
duce goods and services: human, natural,
financial, physical and social. The specific
combination that a firm uses in produc-
ing a commodity or providing a service
depends on the nature of the commod-
ity or the service, where some commodi-
ties are resource-intensive while others are
human capital-intensive. The three other
kinds of resources — financial, physical and
soctal — play supportive roles in produc-
ing commodities.

Human capital is an mnput in the produc-
tion function in standard economic theory.
The need for human resources has be-
come stronger in a knowledge-based
economy, where productivity as well as
competitiveness are increasingly depen-
dant on the ability of workers to use new
technology and knowledge. In endog-
enous growth theory, labour force em-
bodying human capital 1s considered to
have higher capability in creating, imple-
menting and adopting new technologies,
thereby generating growth." The extent
of human resources available in a coun-
try 1s a result of several inter-related policy
decistons of the government.

Regulations governing the labour market
play a critical role in the development of
a sustainable export economy. This is par-
ticularly true under the present interna-
tional market environment where com-
petitive edge is determined equally by tech-
nological advancements, productivity and
labour market conditions. One of the
primary concerns of any government is
to maintain a balance between worker
rights and the need to maintain a disci-
plined labour force, free of ad hoc inter-
terence in production activities through
union action such as strikes. The business
community in South Asia maintains that
labour regulations are too rigid and the
workers have more rights than the em-
ployers. As Doing Business tn 2006 depicts,
it 1s relatively difficult to hire or fire work-
ers i Sri Lanka in comparison to Fast
Asta and other patts of the world.” The
hiring cost, which includes social security
payments (retirement fund; sickness, ma-
ternity and health insurance; workplace
injury; family allowance; and other obliga-
tory contributions) and payroll taxes is as
high as 16.3 percent of salaries in Sri
Lanka and 12.3 percent in India in com-
parison to 8.8 percent i Hast Asia and
the Pacific and 20.7 percent in the OECD
(Table 9). The cost of firing a worker 1s
as high as 175.7 weeks of pay in Sri
Lanka, with an average of 75 weeks of
pay 1 South Asia, in comparison to 35.1
weeks 1n the OECD, 44.2 weeks in East
Asia and the Pacific and a mere 12.9
weeks in Hong Kong, the benchmark case.



The Maldives has the lowest cost of fir-
ing in South Asia with just over 20 weeks
of pay.

Entrepreneurs face low labour produc-
tivity and the inability to maintain consis-
tent production targets, which affect their
competitiveness in international markets.
In addition, labour laws are not condu-
ctve for sub-contracting, which has
emerged as a significant method of pro-
duction in the vertically structured global
production system. South Asian entrepre-
neurs also experience far too many labour
union actions such as strikes and work-
to-rule campaigns. The number of actual
holidays in South Asia is staggeringly high
if one were to add the number of days
lost due to strike actions and the already
too high number of holidays. According
to a British Broadcasting Corporation
(BBC) report, Indian industrialists are con-
cerned about the long holidays enjoyed
by government workers and holiday en-
titlement costs the national exchequer
nearly US$ 4 billion annually. In a highly
competitive global order, they believe the
country can ill afford to offer its employ-
ees so much time off. The All India As-
sociation of Industries (AIAI) estimates
that the loss due to a spate of holidays in
2004 is around US$ 620 million." Indus-
trialists have demanded an urgent review
of the number of holidays granted by
the Indian government. Officially, India
has 17 national holidays and 30 restricted
holidays for certain religious and regional
groups. However, there are as many as
99 other holidays, including weekends. In
addition, government employees are also
entitled to sick, privileged and casual leave
which can add up to almost six months
every year. The same is true elsewhere in
South Asia. For instance, in Sr1 Lanka, if
the number of holidays officially granted
for religious and other reasons (21 1 2005)
is added to the number of weekends (105
days i 2004) and the entitlements for
medical and casual leave (42 days), a Sri
Lankan worker could have stayed home
for 168 days in 2005. A spate of strikes
or work stoppage conducted for politi-
cal and labour-related reasons during
2005 aggravated the situation further.

Politicisation of the labour market can
explain much of the current state of af-
fairs in the labour market in South Asia.

Natural resonrces can facilitate economic
development if they are exploitated in a
sustainable manner. Lack of natural re-
sources, however, 1s not a prima facie rea-
son for poor export performance since
many countries that have been successful
in international trade are those with very
poor natural resource endowments (for
mnstance, Japan and Singapore). Having a
large natural resource base does not guar-
antee success in international markets.**

South Asia has large natural endowments
i terms of surface area, different climatic
conditions, coastal access and minerals.
The Indian subcontinent supports about
22 percent of the global population and
accounts for 2 percent of the world’s for-
ests spread over about 3 percent of total
land area of the world. The areas of these
countries vary from 30,000 sq. km (The
Maldives) to 297,319,000 sq. km (India).
The subcontinent s a reservoir of great
biodiversity and has untapped potential
to develop forest products. South Asia is
also estimated to have large quantities of
mineral deposits such as steel, aluminium,
coppet, lead and gold. Proper land use 1s
a fundamental requirement for economic
development. To achieve this objective,
South Asian governments need to adopt
a scientific land use policy (e.g, land use
zoning, land resource inventory);
decentralisation of land management for
balanced, sustainable regional develop-
ment;, and the modification of land laws
to meet current needs. Best practices of
land use management of South Asia needs
to be shared and adapted to country con-
ditions for effective implementation.

Finance and financial markets is required
for the smooth functioning of the real
economy. Divergent categories of prod-
ucts require financial requirements be-
cause of time span of investments, the
size of investment required and the time
it takes from the inception to exporting a
commodity or product. Some com-
modities and services require huge imnvest-

Entrepreneurs face low labour

productivity and the inability

Lo maintain consistent

production targets, which
affect thetr competitiveness in

international markets
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Hiring and firing workers

Region/Economy Difficulty | Rigidity of | Difficulty | Rigidity of| Hiring cost| Firing

of Hiring| Hours of Firing | Employ- (%of costs

Index! Index? Index’ ment salary)’ | (weeks of
Index* wages)®

East Asia & the Pacific 26 29.6 23 26.2 8.8 44.2
Europe & Central Asia 34.5 56.9 415 44.3 29.6 32.8
Latin America & Caribbean 40.5 50.9 29.5 40.3 15.9 62.9
Middle Fast & North Africa 30.8 55 35 40.2 15.9 62.4
OECD 30.1 49.6 27.4 35.8 20.7 35.1
South Asia 41.9 35 42.5 39.9 5.1 75
Sub-Saharan Africa 48.1 63.2 47.8 53.1 11.8 53.4
Hong Kong, China 0 0 0 0 5 12.9
Bangladesh 11 40 20 24 0 47
Bhutan 78 60 0 46 0 94
India 56 40 90 62 12.3 79
The Maldives 0 20 0 7 0 20
Nepal 56 20 90 55 0 90
Pakistan 67 40 30 46 12 90
Sti Lanka 0 40 80 40 16.3 175.7

Source: World Bank. 2000. Dozng Business in 2006: Creating Jobs. Wotld Bank and International Finance
Corporation: Washington D.C

Notes:

1 The difficulty of hiring index measures (i) whether term contracts can be used only for temporary tasks; (i) the maximum
duration of term contracts; and (iii) the ratio of the mandated minimum wage (or apprentice wage, if available) to the average
value added per worker.

2 The rigidity of hours index has 5 components: (i) whether night work is unrestricted; (ii) whether weekend work is allowed; (iii)
whether the workweek can consist of 5.5 days; (iv) whether the workday can extend to 12 hours or more (including overtime);
and (v) whether the annual paid vacation days are 21 or fewer.

3 The difficulty of firing index has 8 components: (i) whether redundancy is not considered fair grounds for dismissal; (i) whether
the employer needs to notify the labour union or the labour ministry to fire 1 redundant worker; (iif) whether the employer needs
to notify the labour union or the labour ministry for group dismissals; (iv) whether the employer needs approval from the labour
union or the labour ministry for firing 1 redundant worker; (v) whether the employer needs approval from the labour union or
the labour ministry for group dismissals; (vi) whether the law mandates training or replacement before dismissal; (vii) whether
priority rules apply for dismissals; and (viii) whether priority rules apply for reemployment

4 The average of three sub-indices: a difficulty of hiring index, a rigidity of hours index and a difficulty of firing index. All take
values between 0 and 100, with higher values indicating more rigid regulation

5 The hiring cost indicator measures all social security payments (including retirement fund; sickness, maternity and health insurance;,
workplace injury; family allowance; and other obligatory contributions) and payroll taxes associated with hiring an employee.

6 The firing cost indicator measures the cost of advance notice requirements, severance payments and penalties due when

dismissing a redundant worker, expressed in weekly wages.
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ments while others require little investment
but their gestation periods can be very
long, For example, an exporter of raw
matertal requires only a limited amount
of capital while a production venture
aimed at producing motor cars would
require highs amounts of investment. The
collateral requirements also hinges on the
differences in risk ratings and the size of
capital. Weak financial institutions under-
mine and work as a major constraint in
developing productive capacity of firms
in developing countries.

As Appendix 1 depicts, 56 percent of in-
vestment i South Asia is internally fi-
nanced, with 17 percent comprising of
bank finance and 6.6 percent of invest-
ment coming from informal finance. The
Legal Rights Index, which measures the
legal rights of lenders, is not as well de-
veloped as in East Asia & the Pacific or
the OECD, and much lower in compari-
son to the benchmark country — the
United Kingdom (Table 10). South Asia
1s at the same level as Latin America and
the Caribbean and even below Sub-Sa-
haran Africa. As the Credit Information
Index shows, South Asia is doing well in
the area of disclosing credit information
but very poor in both public registry cov-
erage and the private bureau coverage.
This suggests that while the rules and regu-
lations relating to information disclosure
are adequate, the development of actual
listing of individuals or business firms in
either public or private bureaus is not ad-
equate. According to this survey,
Bangladesh has the best legal framework
as far as credit markets are concerned.

Many South Asian countries implemented
structural adjustment programmes with
the objective of infusing the financial sec-
tor with efficiency and productivity. How-
ever, much of the financial sector reforms
have not enabled these institutions to
achieve the main objective of providing
short and long-term business finance, es-
pecially to SMEs. Instead, the focus has
shifted from financing productive activi-
ties like manufacturing — often involving
higher risks — to trade finance, which in-
volves almost no financial risk.

South Asia possesses limited export credit
and insurance facilities as compared to its
neighbours although instruments such as
development banks, commercial banks,
venture capital companies, merchant
banks, leasing companies and export
credit instruments exist. Developed coun-
tries have specialised banks for provid-
ing export credit and financial assistance.
In addition, they also provide export
credit through foreign aid and govern-
ment-to-government credit with the con-
dition that the funds be used for a spe-
cific purpose, importing goods and ser-
vices from the donor country or from a
designated company.

Financial institutions in South Asia are
criticised for being risk-averse: credit de-
pends largely on collateral. Large enter-
prises obtain credit at cheaper rates while
SMES often find it difficult to secure funds.
Financial liberalisation and privatisation ini-
tiatives in South Asia have also eroded
exporters’ access to financial resources as
some ‘development banks” have become
too ‘commercially’ oriented.” There is lack
of understanding between exporters and
bank officials on new projects and their
financial needs. This situation has severely
constrained the entry of new exporters
and entrepreneurs into export business,
which 1s essential for emerging from
lacklustre export performance and entry
into new areas of production and niche
markets. One of the most critical issues is
the high cost of finance in developing
countries, of which the main reason 1s rela-
tive underdevelopment of the financial
sector and the limited number of finan-
ctal struments.

Physical resources include capital assets owned
by firms as well as public infrastructure.
One of the weakest areas of industries in
developing countries is low capital mnten-
sity, which has far-reaching implications
tor labour productivity. In addition to
poor access to better quality technology,
firms in developing countries operate
with poor quality public infrastructure.

Social environment includes factors such as
compensation mechanisms and sanctions

Large enterprises obtain

credit at cheaper rates while

SMEs often find it difficult to

secure funds
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Obtaining credit

Region/Economy Legal Rights | Credit Infor- | Public registry Private bureau

Index mation Index? coverage coverage (% of

(% adults)’ adults)*

Fast Asia & the Pacific 53 1.8 1.7 9.6
Europe & Central Asia 5.6 25 1.4 0.6
Latin America & Caribbean 3.8 4.5 11.5 31.2
Middle Fast & North Africa 4.1 2 1.9 1.7
OECD 6.3 5 7.5 59
South Asta 3.8 1.8 0.1 0.6
Sub-Saharan Africa 44 1.5 0.8 3.5
United Kingdom 10 6 0 76.2
Bangladesh 7 2 0.4 0
Bhutan 3 0 0 0
India 5 2 0 1.7
The Maldives 4 0 0 0
Nepal 4 3 0 0.1
Pakistan 4 4 0.3 0.9
Sri Lanka 3 3 0 2.2

Source: Wotld Bank. 2006. Doing Business in 2006: Creating Jobs. Washington, DC: Wotld Bank and International
Finance Corporation

Notes:

1

(S8

This measures the degree to which collateral and bankruptcy laws facilitate lending, based on collateral and insolvency laws,
supported by the responses to a survey on secured transactions laws. The index ranges from 0 to 10, with higher scores indicating
that collateral and bankruptcy laws are better designed to expand access to credit.

This index measures rules affecting the scope, accessibility and quality of credit information available through either public or
private bureaus. The index ranges from 0 to 6, with higher values indicating that more credit information is available from either
a public registry or a private bureau to facilitate lending decisions.

The coverage indicator reports the number of individuals and firms listed in the public credit registry with current information on
repayment history, unpaid debts or credit outstanding, The number is expressed as a percentage of the adult population. If no
public registry operates, the coverage value is 0.

The coverage indicator reports the number of individuals or firms listed by the private credit bureau with current information on
repayment history, unpaid debts or credit outstanding, The number is expressed as a percentage of the adult population. If no

private bureau operates, the coverage value is 0.
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for anti-firm or anti-social behaviour,
governance structures within and outside
the firm, soctal norms, customs, beliefs
and institutions that govern their interac-
tions. This broad contour determines the
ability of a firm to function efficiently.
Firms aim to minimise transaction costs
in production and delivery. Satisfying cus-
tomer requirements is a fundamental re-
quirement for the successful operation of
tirms. As many different individuals and
mnstitutions hold information regarding
preferences, gathering relevant informa-
tion 1s both difficult and expensive. How-
ever, the actual cost of information gath-
ering depends on the way societies are
organised and their cultural and social
beliefs.

3.8 Exporter-Importer Interface

An export assignment requires a firm to
deal with a number of mstitutions and
follow trade procedures. It needs to trans-
port goods from the factory to the port,
complete customs procedures and docu-
mentation requirements, ensure that prod-
ucts meet quality requirements and stan-
dards, mnsure consignments, and meet all
other requirements under exchange con-
trol and financial mnstitutions.

Table 11 shows the comparative position
of South Asian countries with regard to
export and import procedures. Efficient
time management s essential for interna-
tional competitiveness, particularly for as-
sembling industries and exzrepot trade. Such
business ventures become unprofitable if
there are long gestation periods, as in the
case of South Asian countries. For ex-
ample, the time taken for imports for
Nepal 1s 38 days and exports require 44
days. An industry that depends on im-
ported mputs would, therefore, require
82 days, apart from the time it takes to
assembling or producing the commod-
ity under consideration. Sri Lanka and the
Maldives have the lowest number of days
required for imports and exports in South
Asta, with just over 50 days in total. The
number of days required i Fast Asia on
average is only 54 days. This gives Fast
Asia an advantage for delivering com-

modities to international markets on time.
The same operation would require only
26 days 1n OECD countries and in Den-
mark — the benchmark country — 10 days
only. Documentation requirements are
relatively higher in South Asia in compari-
son to other regions, except Sub-Saharan
Africa.

Customs procedures, which refer to man-
datory procedures that an exporter or
importer must fulfil in order to export
or import a consignment, are required to
conduct import and export activities in
an orderly manner. These requirements
have become increasingly complex and
the involvement of the number of insti-
tutions has risen sharply. UNCTAD esti-
mates that the average customs transac-
tion involves 20-30 difterent parties, 40
documents, 200 data elements (30 of
which are repeated at least 30 times) and
the re-keying of 60—70 percent of all data.
Firms also have to meet many documen-
tation requirements that lead to extensive
data entry and high probability of data
re-entry and duplicity of effort, raising
costs further. Specific problems related
to customs procedures and documenta-
tion requirements include: lack of trans-
parency of methods and procedures,
delays in border crossings, high corrup-
tion at border crossings, packaging and
labelling requirements and differing na-
tional standards.

The institutional capacity for the forma-
tion and adoption of standards; labora-
tory capacities for precision measurement,
testing, and complying with international
conformity assessment requirements; and
ability to improve product quality and
productivity play significant roles i main-
taining export competitiveness. Apart
from India and Pakistan, other South
Astan countries do not have the requusite
internationally accredited testing facilities
or a national scheme for certifying enter-
prises for the ISO 14000 Environmental
Management System (EMS) demanded
by importers. Activities related to the
management of export quality take place
only on a voluntary basis i response to
specific demands from buyers, except in

Customs procedures, which
refer to mandatory procedures
that an exporter or tmporter
must Julfil in order to export

or import a consignment, are

required to conduct import
and export activities in an

orderly manner
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few areas where compulsory quality as-
surance schemes are operated by differ-
ent regulatory bodies in the world.

Meeting international standards has be-
come difficult for developing country
producers. Lack of an institutionalised
standard regime in South Asia 1s a ma-
jor drawback. Fach country needs to es-
tablish 1ts own standards related institu-
tions and enact legislation, define stan-
dards and procedures and set up labo-
ratories. Although almost all the South
Asian countries have enacted legislation
and established standard institutions, the
level of expertise and laboratory facili-
ties are inadequate to meet international
standards. Many exporters are unaware
of changes taking place at the interna-

tional front, and many small-scale entre-
preneurs are not capable of investing on
new standards. Conformity assessment
procedures in South Asia seem to be the
weakest link in this area. As a result, some
exporters attempt to ignore standards,
produce and export low quality prod-
ucts, creating a bad reputation for the
industry as a whole. This is an area where
public-private partnership must be built
in order to build awareness; provide in-
formation and training to exporters on
quality requirements, changes in interna-
tional standards, conformity assessment
procedures; and to build infrastructure
and laboratory facilities.

International competition requires appro-
priate, innovative and attractive packag-

Trading across borders !

Region/Economy Documents |Signatures | Time for| Docu- Signa- |Time for

for export | for export | export | ments for | tures for | import

(number) | (number) | (days) import import (days)

(number) | (number)

Fast Asta & the Pacific 7.1 7.2 25.8 10.3 9 28.6
Europe & Central Asia 7.7 10.9 31.6 11.7 15 43
Latin America & Caribbean 75 8 30.3 10.6 11 37
Middle East & North Africa 7.3 14.5 33.6 10.6 21.3 41.9
OECD 5.3 3.2 12.6 6.9 3.3 14
South Asia 8.1 121 33.7 12.8 24 46.5
Sub-Saharan Africa 8.5 18.9 48.6 12.8 29.9 60.5
Denmark 3 2 5 3 1 5
Bangladesh 7 15 35 16 38 57
Bhutan 10 12 39 14 12 42
India 10 22 36 15 27 43
The Maldives 7 4 24 12 4 29
Nepal 7 12 44 10 24 38
Pakistan 8 10 33 12 15 39
Sri Lanka 8 10 25 13 15 27

Source: World Bank. 2000. Dozng Business tn 2006: Creating Jobs. Washington,DC: World Bank and International

Finance Corporation

Note:

1 Procedural requirements for exporting and importing a standardised cargo of goods of a company with more than 100 employees
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ing. This makes it essential for the pack-
aging of products to go through the same
strict procedures as in actual production
of a commodity, including reliability
monitoring and certifications. Exporters
face a number of difficulties in the area
of packaging, which include high cost;
lack of knowledge and resources on pro-
cess control, material approval and qual-
ity assurance; difficulties i procuring new
designs; low quality and reliability of pack-
aging forms; inconsistent supply of pack-
aging materials; and lack of facilities. As
far as smaller countries in South Asia are
concerned, the packaging market 1s domi-
nated by a very few firms exercising mo-
nopoly power. Trade in industrial
goods, in particular, requires a country to
have institutional capacity for the forma-
tion and adoption of standards; labora-
tory capacities for precision measurement,
testing, and complying with international
conformity assessment requirements; and
abilities to improve product quality and
productivity. Smaller countries find it dif-
ficult to meet these strict international stan-
dards due to poor quality of laboratory
services and non-recognition of services
rendered by smaller laboratories. But
South Asia as a region can face the chal-
lenge through regional cooperation. One
strategy would be to establish a spectalised
laboratory in each country and offer the
services to other countries.

It is not enough for a firm to be able to
produce goods to meet the quality and
international standards. They must also
certify that their products indeed meet
such requirements by producing labora-
tory certificates and other proofs required
by mmporters. Some standardised prod-
ucts can claim the certificates issued by
national standard institutions but specific
products require laboratory certificates
from recognised institutions and
organisations.

3.9 Global Market Environment

Technological advances, bilateral and re-
gional trade agreements, global financial
markets and mstitutions; all influence the
way firms and governments do business.

These factors affect supply-side capaci-
ties of firms in developing countries.
South Asia cannot isolate itself in the glo-
bal market but needs to implement a
policy framework for integrating with the
rest of the world while addressing its own
capacity and competitiveness. The policy
framework will have to recognise the
changing international environment. In
this respect, it 1s important to recognise
that the global business environment is
characterised by four main elements:
rapid change in consumer behaviour, in-
creased role of multinationals in exports
from developing countries, change in the
system of production and delivery, and
increased role of bilateral and regional
trade agreements.

Consumers are no longer constrained by
geography and location, making them
much more quality conscious. Markets are
also horizontally integrated. Therefore,
producers must be able to meet the
changing requirements of various mar-
ket segments in order to be competitive
in the global marketplace. Quality of
goods and competitive prices are the
two key determinants in this environ-
ment. Moreover, it is important for
South Astia to recognise the need to adapt
to changes much faster than at present.
Market intelligence also plays a major role
in this situation.

The new global economic order is
characterised by rapid advancement of
ICT and production and processing tech-
nologies, together with the change of
management techniques. Since much of
the technological advances happen within
multinational firms located mostly in
industrialised countries and technology
transfer is taking place at a very slow
speed, export companies from develop-
ing countries are in a disadvantaged posi-
tion vis-a-vis MNCs. South Asia needs to
foster its own MNCs and develop ca-
pacity to innovate and adapt technologi-
cal advances. The response to MNCs will
determine how successful South Asia will
be in the next few years. They play an in-
creasingly critical role in exports from
developing countries in production of

The global business
environment is characterised
by Jour main elements: rapid
change in consumer
bebaviour, increased role of
mutltinationals in exports
[rom developing conntries,
change in the system of
production and delivery, and
increased role of bilateral
and regional trade agreements
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The global division of

labour is characterised by

Slicing up’ of production

processes and the location
of each slice’ in a country

where the best conditions
excist

goods and services, research and devel-
opment, design technology, sourcing
materials, transporting, marketing, or
wholesale and retail trade. South Asian
economies, in particular LDCs, cannot af-
ford to remain behind. They need to
recognise this reality and devise effective
techniques 1 response to this situation. Se-
lective promotion of FDI that allows
some space for local SMEs to grow seems
to be one such strategy. South Asia needs
to promote its own brand of MNCs
while attracting the investment that seeks
efficiency improvements and can help the
transfer of technology, or investments
seeking foreign markets vis-a-vis bilateral
and regional trade agreements.

The global division of labour is
characterised by ‘slicing up’ of produc-
tion processes and the location of each
‘slice’ in a country where the best condi-
tions exist. South Asia needs to identify
the products and services and their com-
ponents that the region as a whole, and
countries separately, are competitive in
producing within the global production
chain. In this endeavour, bilateral and re-
gional trade agreements can play a piv-
otal role. In order to overcome supply-
side constraints, South Asia needs to forge
close cooperation in all economic activi-

ties and utilise the full potential of such
arrangements.

Many small and medium producers are
unable to sustain their presence in over-
seas markets for their products due to
inadequate export quantities, poor qual-
ity and standards, and inadequate fund-
ing for overseas marketing. In order to
develop a suitable structural framework
to optimise exports of SMEs, small pro-
ducers should be encouraged as a source
of supply to large exporters and ‘trad-
ing houses’ This measure would also
mitigate the problem of inadequate sup-
ply of many products, particularly in ag-
riculture. The establishment of industrial
clusters can also be an effective instru-
ment as they have distinct advantages in a
number of areas such as better coordi-
nation, optimal use of labour resources,
ability to ‘bundle up’ many services and
better sub-contracting opportunities. The
FEast Asian experience suggests that sub-
contracting among large firms and SMEs
is an effective strategy in gaining com-
petitive edge in the global market because
such arrangements are efficient in terms
of adaptability, technology absorption,
opportunities for specialisation and the
development of expertise in a narrow set
of products.

Issues for discussion

e What are the five most critical supply-side constraints for each South Asian country?
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. What would be the level of export expansion of each country if their respective governments were
to solve the five most critical supply-side constraints?

. It is often argued that trade liberalisation needs to be implemented in a sequential manner. Should the
South Astan governments address supply-side concerns before introducing further trade liberalisation
or should they be implemented simultaneously?



Chapter 4

Conclusions and Recommendations

4.1 Conclusions

Three main forces have shaped the cut-
rent trade liberalisation regime in South
Asita. These are: internal pressure to re-
duce trade barriers and achieve econo-
mies of scale and efficiency that led to
unilateral liberalisation; the need to inte-
grate into the global economy; and the
need to obtain development aid while
maintaining access to structural adjust-
ment funding through the Bretton
Woods institutions.

Tariff reductions have enabled firms to
improve market access and market re-
forms have enabled countries to attract
FDI, facilitating improvements in mar-
ket linkages, and integration into global
production networks and value chains.
The benefits of trade liberalisation are not
commensurate with the extent of re-
forms in comparison to other countries
that mntroduced similar reform measures,
particularly those in South East Asia. The
reasons for this apparent failure are de-
batable. This paper argues that one of
the critical factors that have not adequately
kept pace with the reform process is the
supply-side capacity, without which South
Asia cannot maintain its competitiveness
and take advantage of market access.

The paper has identified some factors
constraining supply-side capacity in
South Asia. The region has to improve
its conditions if one were to look at the
best performing nations under each of
these categories. The factors that the dis-
cussion paper identified as not restric-
tive 1n determining the supply-side ca-
pacity in South Asia in comparison to
other regions but could improve com-

pared to the best performing nations

include:

* Bureaucracy and interpretation of rules
and regulations.

e Time taken to resolve cases under
court of law.

* Regulatory procedures in starting and
closing business.

* Rules and regulations governing credit
markets.

Critical supply-side constraints in South Asia

Political instability oooon
Inability to enforce the rule of law qooog
Poor general education, particularly gender bias qooog
Poor management of human resources sfefelele
Poor quality of public infrastructure (roads,

energy, ICT) ogooog
Quality and productivity ol efofe}
Institutional structures oo
Tax administration and rates oooo
Enforcement of regulations relating to credit markets oooo
Confidence in the judiciary pon
Enforcement of property rights ofefel
Enforcement of contracts pon
Licensing procedures and regulations aog
Institutional mechanism for enforcing credit market

rules and regulations ofelel
Inadequacy of research institutions ofegel
Health conditions ofofel
Access to technology oo
Export import procedures ofofe}
Institutional capacity to form standards ofel
Export credit and insurance facilities ofe
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* Regulatory regime governing invest-
ments and investor protection.

¢ Corruption and rent-secking behaviour.

e Macroeconomic stability.

* Availability of natural resources.

The discussion paper identified the above
factors constraining South Asia’s supply-
side capacity. In Table 12, the frequency
of stars indicates the seriousness of their
influence in relation to other factors:

4.2 Recommendations
Since there are many issues that need to

be tackled, each country in South Asia has
to prioritise its actions, design an inter-

vention strategy in those key areas and
sustain the efforts. There are common 1s-
sues that constrain the supply-side capac-
ity across all the seven countries in South
Asia, which include: establishment of sys-
tems of governance that ensures political
stability; enforcement of rule of law; ad-
dress basic education with particular em-
phasis on girl education; introduce better
human resources management through
better labour regulations and enforce-
ment; and improve public infrastructure
including roads, energy supply and ICT.
South Asia also needs to develop a sys-
tem of governance that ensures political
stability 1f it 1s to become globally com-
petitive.

Issues for discussion
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What would be the appropriate forum in South Asia to address common supply-side constraints?

What would be the implications of the failure to correct supply-side constraints in South Asia under
the current international geopolitical and economic scenarios?
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Endnotes

In the case of India, the average tariff rate
was approximately 22 percent in 2004 (IMF,
2004).

The share of industrial goods in Sri Lanka’s
exports was 78 percent in 2005, of which
textiles and garments accounted for 46
percent and tea accounted for an additional
13 percent. Thus, two commodities were
responsible for almost 60 percent of export
earnings in Sri Lanka (Central Bank of Sri
Lanka, 2005). A similar situation can be
observed in Bangladesh where almost 72
percent of export earnings came from
textiles in 2004 (ADB, 2005). This
obviously increases the vulnerability of the

economy to external shocks.

In the case of Sri Lanka, the exchange rate
regime prior to 1977 was characterised by a
dual exchange rate regime, which included
two set of exchange rates for imports and
exports. Imports were classified into two
categories (essential and luxury commodi-
ties) and applied a lower exchange rate for
essential commodities and the higher rate for
luxury commmodities. Similarly, exports were
classified into traditional and non-traditional
exports, and the lower rate was applicable
for traditional exports (e.g, tea and rubber)
while the higher rate was applicable for non-

traditional exports.

Y See South Asia Development and Cooperation
Report for a detailed description of trade and
other policy reforms (RIS, 2004).

The contribution of textiles and garments
explains the structural shift from primary to
manufactured products as textiles are
classified as manufactured products,
particularly in Bangladesh and Sri Lanka.
This opens these countries to many other
problems with the phasing out of the quota
system. While large countries like India and
countries that could adopt in the changing

environment could tackle the fall out from

the quota-free regime, other countries are

likely to face severe adjustment problems.

For a detailed discussion on this issue, see

RIS (2004).

Depreciation of the exchange rate can affect
competitiveness if a large proportion of
imported inputs are used in production of

the exportable commodity.

A clearly documented case is Sti Lanka with
several ministries and institutions with
overlapping jurisdictions, which has
undermined the institutional capacity for
promoting exports. See SLEDB (2004).

The Maldives has been excluded from this
comparison as data do not seem to represent

the true situation.

The World Business Environment Survey
(WBES) is an initiative of the World Bank
which, in partnership with other institu-
tions, seeks to assess the state of the
enabling environment for private enterprise
in a large number of countries, surveying at
least 100 firms per country. The survey seeks
to evaluate the conduciveness of the
business environment to private investment
and business development, the priorities for
reform, and their relative standing in their

region or globally.
UNCTAD (1999) provides a brief overview

of education and human resources develop-
ment in East Asia, especially Japan, South

Korea, Taiwan, and China.

This is equivalent to Indian Rs. 26 billion at
the exchange rate of Rs. 40/US$ 1.

India’s situation is changing rapidly with
trade and investment liberalisation.

For example, it is claimed that the Develop-
ment Finance Corporation of Ceylon has
abandoned its original intention of
providing development finance and has
become another ‘commercial’ bank after the

divesture.
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